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TAX EQUITY AND FISCAL RESPONSIBILITY ACT OF 1982

JuLy 12, 1982.—Ordered to be printed

Mr. Dork, from the Committee on Finance,
submitted the following

REPORT
together with
ADDITIONAL SUPPLEMENTAL AND MINORITY VIEWS

[To accompany H.R. 4961]

The Committee on Finance, to which was referred the bill (H.R.
4961) to make miscellaneous changes in the tax laws, having con-
sidered the same, reports favorably thereon with amendments and an
amendment to the title and recommends that the bill as amended do
pass.
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FINANCE COMMITTEE RECOMMENDATIONS—SUMMARY TABLE OF COST
SAVINGS

[Outlays in millions of dollars]

Fiscal year—
3-year
Provision 1983 1984 1985 total
Medicare:
Delay initial eligibility............... 170 230 270 670
Workingaged....................... 350 530 600 1,480
Home health copayments........... 35 65 75 175
Radiology and pathology reim-
bursement........................ 160 210 250 620
Part B deductible................... 65 155 255 475
Limitation on economic index....... 230 390 460 1,080
Repeal nursing differential......... 95 110 125 330
Payments to provider-based physi-
cians.............. 63 73 84 220
Part B premium 36 204 499 739
223 limits on total costs and limit
rate of increase in Medicare
FEVENUBS. .. .cviveinreenenannnnnns 610 1,720 3,120 5,450
Regulations:
Eliminate private room subsidy. 54 75 80 209
SNF and HHA services.......... 18 46 46 110
Duplicate payments for out-
patient services............... 160 225 270 655
Provider cost report audits.......... 130 300 300 730
Periodic interim payment........... 750 100 —870 =20
Assistants at surgery................ 55 130 150 335
Judicial review..................... 0 0 0 0
Ineffectivedrugs.................... 0 0 0 0
Payments to HMO's................. 0 0 o 0
Medicare subtotal................ 2,981 4,563 5,714 13,258
Medicaid:
Allow States to require nominal co-
payments............ooiiniiiinne 42 47 53 142
Eliminate matching for medicare
PartBbuy-in...................... 203 216 230 649
Allow States to apply liens.......... 183 200 221 604
Reduce error rate tolerance......... 30 65 72 167
Medicare changes.................. 30 80 140 250
AFDCchanges...................... 100 130 170 400
Medicaid subtotal................. 588 738 886 2,212
Utilization and Quality Control Peer
Review:
Peer review......................... 15 15 20 50
Health subtotal................... 3,584 5,316 6,620 15,520
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FINANCE COMMITTEE RECOMMENDATIONS—SUMMARY TABLE OF COST
SAVINGS—Continued

[Outlays in millions of dollars]

Fiscal year—
. 3-year
Provision 1983 1984 1985 total
AFDC:
Round benefits..................... 9 10 10 29
Prorate 1st month's benefit........ 13 14 14 41
Eliminate uniformed service as rea-
sonfor AFDC..................... 15 17 17 49
Refusaltowork..................... 1 1 1 3
Mandatory job search............... 20 50 50 120
End parent benefit when child is 16. 47 48 48 143
Include all minor children (except
SO e 63 64 64 191
Count income of unrelated adults. . 69 70 70 209
Repeal emergency assistance....... 60 60 60 180
Prorating for shelter and utilities. .. 43 44 45 132
Reduce error rate match............ 85 129 41 255
AFDC receipt by minor children..... 25 27 29 81
Retrospective accounting. ...... ... ... i e
Reopen WIN demonstration author-
1327
AFDC subtotal..................... 450 534 449 1,433
Child support enforcement:
Modified collection fee for non-
AFDC cases........cccuevuunrvnenn. 12 16 11 39
Child support allotments for Armed
Forces.........ocooiviiiiiina.n. 7 9 10 26
Reimbursement of State agency.... 3 4 4 11
CSEsubtotal...................... 22 29 25 76
Supplemental security income:
Prorate 1st month’s benefit......... 26 28 32 86
Round benefits...................... 20 25 30 75
COLA coordination.................. 45 41 43 129
Hold harmless phaseout........... 30 37 45 112
Recovery of overpayments.......... 16 17 18 51
SSlsubtotal....................... 137 148 168 453
Unemployment compensation:
Round benefits..................... 0 10 19 29

Unemployment compensation
subtotal..................coiene 0 10 19 29

Grand total........................ 4,193 6,037 7,281 17,511




II. Summary of Spending Reduction Provisions
A. Medicare Provisions

Delay initial eligibility date for Medicare entitlement—The initial
eligibility date would be delayed from the first day of the month in
which the individual turns 65 to the first day of the following month.

Modify coverage of the working aged—Employers would be
required to offer employees aged 65 through age 69 the same health
benefit plan offered to younger workers and Medicare would be a
secondary payor to these plans.

Require manimal copayments on home health services under Medi-
care.—Home health services would be subject to copayments equal to
5 percent of the average reasonable cost per visit.

Reimburse inpatient radiology and pathology services at 80 per-
cent of reasonable charges—The special 100 percent reimbursement
rate for inpatient radiology and pathology services would be elimi-
nated. Such services would be paid for on the same basis as other
physicians’ services.

Index part B deductible to the Consumer Price Index (OPI)—
The Part B deductible would be indexed to the CPI beginning in
1983. As a result the deductible is estimated to be $80 in 1983, $85 in
1984, and $89 in 1985.

Provide for no increase in phusician fee economic inder.—No
increase would be allowed in the economic index for fiscal year 1983
and only a 5-percent increase will be permitted in fiscal year 1984,

Repeal routine nursing salary cost differential—The differential
factor paid to hospitals and skilled nursing facilities for inpatient
routine nursing salary costs would be eliminated.

Payments for services of provider-based physicians.—The Secretary
of HHS would be directed to prescribe regulations which would dis-
tinguish between the services of hospital-based physicians which are
covered under medicare on a reasonable cost basis and those which
are reimbursable on the basis of reasonable charges; and establish
standards of reasonableness to be applied in each case.

Hold part B premium constant as a percentage of program costs.—
The part B premium paid by enrollees in the Supplementary Medical
Insurance program would be set and maintained at 25 percent of part
B program costs.

Limit Medicare reimbursement to hospitals—The current limits on
Medicare reimbursement to hospitals (i.e., the section 223 limits)
would be extended and modified to include ancillary operating costs
and special care unit operating costs; annual increases in the overall
operating costs per case would be limited (for a period of not more
than 8 years) ; and the Secretary of HHS would be directed to develop
methods under which hospitals, skilled nursing facilities and other pro-
viders could be paid on a prospective basis.

(11)
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Require certain Medicare regqulations—The Secretary of HHS
would be required to issue regulations to (a) eliminate the private
room subsidy for hospitals, (b) establish single reimbursement limits
for skilled nursing facility and home health agency services, and
(¢) eliminate duplicate overhead payments for outpatient services.

Awudit and medical claims review.—The Medicare contracting budget
for fiscal years 1983, 1984, and 1985 would be supplemented by $45 mil-
lion in each year to be spent specifically for audit and medical review
activities.

Temporarily delay the periodic interim payment (PIP).—Periodic
interim payments to hospitals for the latter part of September 1983
would be delayed until October 1983. There would be a similar deferral
of PIP payments from September to October of 1984.

Assistants at surgery.—Reimbursement for assistants at surgery in
hospitals where a training program exists in that specialty would be
prohibited, except in the case of exceptional circumstances.

Judicial district in which providers may obtain judicial review—
Federal judicial review of an adverse decision of the Provider Reim-
bursement Review Board involving actions brought jointly by several
providers of Medicare services could be conducted by the U.S. District
Court for the district where the “principal party” for the group is
located.

Ineffective drug provision—Payments under Medicare Part B and
under Medicaid for ineffective drugs would be prohibited.

Medicare payments to HM O’s.—Current requirements for contract-
ing with health maintenance organizations (HMOQ’s) would be modi-
fied by authorizing prospective reimbursement under risk sharing
contracts with competitive medical plans (CMP’s) at a rate equal to
95 percent of the Adjusted Average Per Capita Cost (AAPCC).

Technical corrections to Ommihus Budget Reconciliation Act of
1981.

B. Medicaid Provisions

Allow mominal Medicaid copayments—The prohibition against
nominal copayments for mandatory services to categorically eligible
medicaid recipients would be repealed except in the case of certain
inpatient hospital and ambulatory services for children and pregnant
women and for services provided Lo inpatients in medical institutions
who are required to spend, except for a personal needs allowance, all
their income for medical expenses.

_ Eliminate matching for Medicare Part B “buy-in”.—Federal match-
ing for Part B premium payments for Medicaid recipients would be
eliminated.

_Modify lien provision—States would be permitted under certain
circumstances to attach the real property of Medicaid recipients who
are permanently institutionalized in nursing homes or other long-
term care medical institutions.

Reduce Medicaid error rates—States would be required to reduce
their Medicaid error rates to 3 percent.

Continuation of Medicaid cligibility—States would be allowed the
option of continuing Medicaid coverage for certain working families
who were made ineligible for AFDC as a result of certain provisions of
the 1981 Reconciliation Act.

Technical corrections to Omnibus Budget Reconciliation Act.
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C. Utilization and Quality Control Peer Review

Contract for utilization and quality conirol peer review.—The
Professional Standards Review Organizations (PSRQO) program,
would be repealed. The Secretary would be required to enter into
contracts with peer review organizations for an initial period of 2
years, renewable biannually, for the purpose of promoting effective,
efficient, and economical delivery of health care under Medicare.

D. Aid to Families With Dependent Children (AFDC) Provisions

Rounding of eligibility and benefit amounts—States would be re-
quired to round both their need standards and actual monthly benefit
amounts to the next lower whole dollar.

Proration of first month’s benefit.—Therefor the monthly applica-
tion AFDC benefit would be prorated from the date of application.

Eliminate uniformed scrvice as basis for AFDC eligibility.—Ab-
sence from the home solely because of uniformed service would be
excluded as a basis for AFDC eligibility.

Refusal to work.—Sanctions would be imposed on individuals who
refuse work, reduce hours of employment, or terminate employment,
without good cause.

Mandatory job search.—Individuals applying for AFDC benefits
would be required to participate in job search while the application
is pending. Continued job search would be required, after the appli-
cation becomes effective, for not more than a total of 8 weeks each year.

Inclusion and exclusion of specified individuals’ needs and income.—
The Federal statute would define those individuals whose needs and
incomes must be included or excluded from the AFDC filing unit:
(1) the employable parent's benefit would end when the youngest child
reaches age 16; (2) all children would be included in the filing unit
(except SSI disabled children and stepbrothers and stepsisters) ; and
(8) the income of unrelated persons living in the AFDC household
would be counted as available to the AFDC family.

Repeal of emergency assistance program.—The emergency assist-
ance program would be repealed.

Proration for shelter and wutilities—States would be allowed to
prorate the portion of the AFDC grant for shelter and utilities for
AFDC families living in households with other individuals.

Reduction of Federal match for payment errors—The allowable
error rate for AFDC would be 4 percent, in fiscal year 1983, 3 percent in
fiscal year 1984, and 3 percent in fiscal year 1985.

Households headed by minor parents—To receive AFDC benefits,
a minor parent and her child would have to reside in the home of the
minor parent’s own parent or guardian.

Exclusion from income of certain State payments—States would
be allowed to exclude from calculations of AFDC benefit amounts any
payments made solely from State funds that are designed to compen-
sate for lost income in the period before the new benefit amount can
be calculated and paid.

Extension of time for States to establish a work incentive demon-
stration program.—States would be allowed two additional years in
which to exercise their option to operate a WIN demonstration pro-
gram (as provided in the 1981 Reconciliation Act).
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E. Child Support Enforcement Provisions

Fee for services to non-AFDC families.—The law in effect prior to
P.L. 97-35 would be restored which allows States to charge a reasorn-
able fee for a non-AFDC collection and retain from the amount col-
lected an amount equal to administrative costs not covered by the fee,
As a State option, authority would be retained for States to collect
from the parent who owes child or spousal support an amount to cover
administrative costs, in addition to the child support payment.

Allotments from pay for child and spousal support owed by mem-
bers of the uniformed services on active duty.—Allotments would be
required from the pay and allowances of any member of the uniformed
service, on active duty, when he fails to make child (or child and
spousal) support payments.

Reimbursement of State agency in initial month of ineligibility for
AFDC.—States would be permitted to reimburse themselves for
AFDC that would have already been paid for months before the
support was collected and known to make the family ineligible. Thus,
the family would not receive double payment for the same month,
both in the form of AFDC and through receipt of the support

collection.
F. Supplemental Security Income Provisions

Prorate first month’s benefit based upon dote of application.—The
first month’s SSI benefit would be prorated from the date of applica-
tion or the date of eligibility, whichever is later.

Round SSI eligibility and benefit amounts.—SSI monthly benefit
and income eligibility amounts would be rounded to the next lower
dollar. Rounding would take place after the cost of living adjustment
had been made.

Coordination of SSI and OASDI cost-of-living adjustments—The
SST and social security (OASDI) benefit increases would be coordi-
nated so that at the time the cost-of-living adjustment is made, the
recipient’s SSI benefit would be based on his or her social security
payment in the same month. Also, whenever the Secretary judges there
to be reliable information on the recipient’s income or resources in a
given month, the SSI benefit in that month would be based on that
information.

Phase out “hold harmless” protection—Federal hold harmless pay-
ments would continue to be phased out, being reduced to 40 percent
of what they would otherwise be in 1983, to 20 percent in 1984, with
no “hold harmless” payments made in 1985 and future years.

Recovery of SSI overpayments—The Secretary would be author-
ized to collect SSI overpayments from benefits payable under other
programs administered by the Social Security Administration (Black
Lung and OASDI benefits).

G. Unemployment Compensation Provisions

Round unemployment benefits to next lowest dollar—The Federal
50 percent matching share of extended unemployment benefits would
not be available on that part of extended unemployment benefit pay-
ments which result from a failure on the part of the State to have 2
benefit structure in which benefits are rounded down to the next lower
dollar.



IIL. Description of Spending Reduction Provisions
A. Provisions RELATED To MEDICARE

DELAY INTTIAL ELIGIBILITY DATE FOR MEDICARE ENTITLEMENT
(Section 101 of the Bill)

Present law.—Under current law, eligibility for Medicare begins on
the first day of the month in which an individual reaches age 65. As
a result, medicare often pays benefits for services that were provided
before an individual reaches his 65th birthday.

Commiittee amendment.—The amendment defers eligibility for parts
A and B of Medicare until the first day of the month following the
month the individual attains age 65.

The committee believes that this amendment will not disrupt current
health benefits coverage for the large majority of people, althougn
some gaps may occur. The committee notes that some individuals may
now be covered by health insurance policies in which coverage under
such contracts terminates upon reaching age 65 or on the first day of
the month in which they attain such age. The committee is concerned
that such persons could find themselves with gaps in protection as a
result of the provision to delay medicare coverage until the beginning
of the month after reaching age 65. However, the committee believes
that State insurance authorities, which are the responsible govern-
mental authorities for regulating private insurance contract provi-
sions, will take such steps as may be necessary to assure that private
policies will be amended or adjusted to assure continuity of coverage
under such plans until Medicare coverage begins. However, the com-
mittee notes that medicaid coverage will continue to be available to
certain needy aged individuals during the brief period before their
medicare coverage begins.

The committee directs the Secretary of HHS to make all reason-
able efforts to inform individuals in advance of the date their medicare
coverage begins, and, to the extent feasible, make sure that these people
do not suffer undue hardships as a result of the deferral of medicare
eligibility.

Effective date—To be applied to individuals who attain age 65 after
August 1982.

Estimated savings—

Fiscal years: Millions
1983 $170
1984 230
1985 270

(15)
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COORDINATION OF MEDICARE BENEFITS WITH REQUIRED HEALTH BENEFITS
FOR EMPLOYEES AGE 65 TO 70

(Section 102 of the Bill)

* Present law.—The Federal Age Discrimination in Employment Act
(ADEA) prohibits employment bias on the basis of age between 40
and 70 for most workers in the private sector. However, the ADEA
regulations permit an employer to “carve-out” from his health plan
those benefits that are actually paid for by medicare. The employer’s
plan pays only for those expenses it insures against that are not paid
for under the Government’s program. As an alternative, an employer
can offer employees eligible for medicare a separate plan that supple-
ments medicare. However, the employer must assure: (1) that the
costs of such a plan are not less than what would be expended to in-
clude such individuals in the regular employer plan with medicare
“carve-out”, and (2) that the supplemental plan when taken in com-
bination with medicare provides benefits that are not less favorable
than an employee eligible for medicare would receive under the em-
ployer’s regular plan for other workers. The regulations further pro-
vide that if the employer’s regular plan requires no employee contribu-
tion or an amount less than that required for part B coverage under
medicare, the employer must pay or contribute toward the part B con-
tribution so as to make the total benefits available no less favorable
for employees over 65 than for workers under 65,

Additionally, except in certain specified circumstances, present law
provides that the Medicare program pays benefits to which covered
individuals are entitled without regard to any other sources of pay-
ment to which such persons may also he entitled. Medicare, in other
words, is the “primary” or first payor of benefits in dual coverage
situations. Medicare is the “secondary” payor of benefits only in cir-
cumstances involving workmen’s compensation cases, in instances
where payment can be made under an automobile or liability insur-
ance policy or plan or under no-fault insurance, and where benefits
are payable under an employer group health plan for services fur-
nished to end-stage renal disease beneficiaries during a period of up
to twelve months.

Comvmittee amendment—The committee amendment coordinates the
benefits under the Medicare program with health benefits for em-
ployees (and their spouses) age 65 through age 69, in group health
benefits plans sponsored by employers of 20 or more regular employees.

Under the amendment, Medicare’s payment for any item or service
furnished to an employee (or his spouse), would be reduced where the
combined payment under Medicare and the employer’s health bene-
fits plan would otherwise exceed, (1) for items or services reimbursed
on a cost or cost-related basis, their reasonable cost, or, (2) for items
reimbursed on a charge basis, the higher of the reasonable charge (or
other amount payable under Medicare, without regard to the program
deductibles or coinsurance) or the amount payable under the employer
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group plan (without regard to deductibles or coinsurance imposed
under that plan). In no case would Medicare pay more than Medicare
would have paid in the absence of any employer plan coverage.

The coordination of benefits provision would apply if payment has
been made, or can reasonably be expected to be made (as determined
by the Secretary in regulations), for any item or service on behalf
of an employee who has reached the calendar month following the
month in which he attains age 65, but is under age 70 (or on behalf
of the spouse of the employee, if the spouse has reached the calendar
month following the month in which the spouse attains age 65 and is
under age 70). Coordination of benefits would only occur in the case
of health benefits plans related to the employee’s employment, and not
in the case of any other health benefits to which the employee (or his
spouse) may be entitled, individually or under some other group
arrangement. The Secretary could waive the provisions of this amend-
ment in the case of individual claims where he determines that the
probability of recovery or the amounts involved do not warrant pursu-
ing such claims. The committee expects that the Secretary will estab-
lish in regulations rules regarding minimum amounts recoverable and
the procedures for seeking recovery from employer plans similar to
those employed by Medicare in other instances where Medicare is the
secondary payor.

The amendment would not apply in the case of any employer health
benefits plan offered by employers employing les than 20 full-time
employees (regardless of the number of employees and family mem-
bers actually enrolled in the plan). The committee intends that the Sec-
retary issue regulations prescribing the definition of a “full-time” em-
ployee and the methods to be used to determine whether or not this
provision applies to specific employers and employer health benefit
plans. The committee believes that changes in the primacy relationship
between Medicare and employer-based plans should not extend to small
businesses, which often employ many older workers as a significant
part of their total work force. Increases in the fringe benefit costs of
these employers could discourage them from continuing to hire or to
retain older workers in their jobs.

The committee amendment amends the Age Discrimination i1n Em-
ployment Act by requiring an employer to offer his employees age 40
or over but under age 70 (and their dependents) the same health
benefits offered the employer’s younger employces (and their depend-
ents). Employers must offer these benefits as primary to benefits under
Medicare for employees (and their spouses) age 65 and over, but under
age 70. While the employer must offer the coverage the employee may
choose not to participate in the employers plan.

Effective date—January 1, 1983.

Estimated savings.—

Fiscal years: Millions
1983 $350
19824 530

1985, 600
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REQUIRE MINIMAL COPAYMENT ON HOME HEALTH SERVICES UNDER
MEDICARE

(Section 103 of the Bill)

Present law.~—Under current law, an unlimited number of home
health visits are covered without a deductible or coinsurance provided
certain conditions are met. Public Law 96-499 eliminated the require-
ment, that home health services covered under part B be subject to the
annual deductible. The law also removed the 100-visit limit under parts
A and B on the number of home health visits that medicare will cover,
and the requirements for prior hospitalization.

Committee amendment—The amendment imposes a specified co-
payment amount (recalculated annually) for all home health visits.
The uniform nationwide copayment amount is to be equal to five per-
cent of the estimated average reasonable cost per visit rounded to the
nearest dollar. The nationwide copayment amount for calendar year
1983 is estimated at $2.00.

Prior to 1973 home health benefits payable under Part B of Medicare
were subject to 20 percent coinsurance on the same basis as other Part
B services. The Committee notes that the “Omnibus Reconciliation
Act of 1980” (P.L. 96—499) significantly liberalized home health
benefits under Medicare, by eliminating the limitation on the number
of visits, deleting the prior hospitalization requirement, and eliminat-
ing the deductible for Part B benefits. The committee is concerned
that there is currently no financial incentive for beneficiaries to use
only needed services. The committee feels that the coinsurance charge
imposed by this provision will provide this incentive while not impos-
ing an unreasonable hardship on beneficiaries.

Effective date.—January 1, 1983.

E'stimated savings.—

Fiscal years: Milllons
1983 $35
1984 65
1985 75

REIMBURSEMENT FOR SERVICES OF RADIOLOGISTS AND PATHOLOGISTS TO
" HOSPITAL INPATIENTS AT 80 PERCENT OF REASONABLE CHARGES

(Section 104 of the Bill)

Present law.—Part B of Medicare will pay 100 nercent of the rea-
sonable charges of radiologists and pathologists who furnish radiol-
ogy and pathology services to hospital inpatients, if such physicians
accept assignment on all claims for such patients. Such services are
not subject to the deductible or coinsurance features of the Part B
program.

Committee amendment.—Medicare will ordinarily reimburse 80 per-
cent of the reasonable charges for physician and most other part B
services after enrollees satisfy an annnal deductible. Beneficiaries are
responsible for the remaining 20 percent of the reasonable charges,
known as the coinsurance, and any other amounts that exceed reason-



19

able charges or which are for noncovered services. The committee
amendment eliminates the special 100 percent reimbursement rate for
inpatient services furnished by radiologists and pathologists who ac-
cept assignment in connection with claims for such services. Instead,
Medicare would pay for such services on the same basis as other physi-
cians services are now reimbursed, i.e., 80 percent of reasonable charges
after the part B deductible has been met.

The 1967 Social Security Amendments modified the part B pro-
gram to reimburse 100 percent of the reasonable charges for services
furnished to hospital inpatients by physicians in the fields of radiol-
ogy and pathology. This provision was intended to simplify reim-
bursement procedures and streamline claims processing by hospitals
and intermediaries. It was also anticipated that combined billing by
hospitals (on behalf of the physicians and the facilities) for radiologi-
cal and pathological services would result in administrative savings
hoth for those who used it and for the Medicare program. However,
the 1967 change did not restrict the 100 percent payment feature only
to radiologists and pathologists who billed through combined ar-
rangements. During the 1970’s, increasing numbers of such physicians
billed patients directly on a fee-for-service basis. The Omnibus Rec-
onciliation Act of 1980 further amended the special provisions relat-
ing to radiologists and pathologists by requiring these physicians to
accept assignment as the quid pro quo for the waiver of the deductible
and coinsurance features of the part B program.

Since the simplifications anticipated from combined billing arrange-
ments have not materialized, and since the trend toward separate fee-
for-service billing by radiologists and pathologists continues, there is
no longer any justification for the special coinsurance exemption.

Effective date—October 1, 1982.

Vstimated savings.—

Fiscal years: Millions
1983 $160
1984 210
1985, 250

INDEX PART B DEDUCTIBLE TO THE CONSUMER PRICE INDEX
(Section 105 of the Bill)

Present law.—Under Part B, beneficiaries are required to incur
$75 annually in expenses for most covered medical services before the
program will begin making navments. Public Law 97-35 increased
this deductible amount from $60 (the level it had been at since 1973)
to $75 effective in calendar year 1982,

Committee amendment.—The amendment indexes the nart B de-
ductible to the Consumer Price Index (CPI) beginning in calendar
year 1983, The deductible is to be equal to $75 multiplied by the ratio
of the C'PT for all urhan consumers (U.S. city average) for the pre-
ceding July to such CPI for .July 1981 and rounded to the nearest
dollar. As a result, the deductible is estimated to he $80 in 1983, $85
in 1984, %89 in 1985. Tndexing the Part B deductible as in the case
of the Part A deductible, would preserve initial beneficiary liability
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for medical services in real terms. Such indexing would more closely
link the deductible amount to the increases in program costs.
E'ffective date—With respect to deductibles beginning in calendar
year 1983.
FEstimated savings.—

Fiscal years: Millions
1983 $65
1984 155
1985 255

PROVIDE FOR NO INCREASE IN PHYSICIAN FEE ECONOMIC INDEX
(Section 106 of the Bill)

Present law.—Under Medicare Part B, charges billed by physicians
that. are recognized for reimbursement purposes as “reasonable
charges” are limited by customary and prevailing charge screens
which are updated every July 1. As a result of legislation enacted in
1972 annual increases in prevailing charge screens cannot exceed an-
nual increases in an economic index. The economic index reflects
increases in input costs for physicians’ services and general earnings
increases. The increase for the 12-month period beginning July 1, 1982
is 8.9 percent.

Oommittee amendment.—The amendment provides that the increase
in the economic index effective July 1, 1982 would not be in effect for
charges for services rendered on or after the effective date of the pro-
vision. The increase allowed for the 12-month period beginning July 1,
1983 could not excced five percent. Physicians with customary
charges below the new prevailing charge levels could have their rea-
sonable charge increased up to the new prevailings.

Physician service fees rose by 11 percent in 1981. For this reason
physicians must be expected to bear part of the burden of limits on
program growth. The committee expects cost savings to be borne by
institutions, physicians, and beneficiaries. The committee does not
expect beneficiaries to increase their out-of-pocket expenses for medi-
cal services unless providers and physicians are also directly affected
by the committee’s cost savings provisions.

Effective date—Applicable to charges for services rendered on or
after October 1, 1982,

Estimated savings.—

Fiscal years: Millions
1983 $230
1984 390
1985 460

REPEAL ROUTINE NURSING SALARY COST DIFFERENTIAL
(Section 107 of the Bill)

Present law.—By law, Medicare reimburses hospitals and skilled
nursing facilities on the basis of their “reasonable costs.” Since July
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1969, the Secretary has paid a plus factor for inpatient routine nurs-
ing salary costs on the theory that older patients require more nurs-
ing care than younger patients. This plus factor was initially 814
percent. Public Law 97-35 reduced, effective October 1, 1981, the in-
patient routine nursing salary cost differential to 5 percent with
respect to hospital services.

Public Law 97-35 also directed the Comptroller General to study
the extent (if any) to which the average cost of efficiently providing
routine inpatient nursing care to Medicare beneficiaries exceeds the
average cost of providing such care to other patients.

Committee amendment.—The amendment deletes the routine nurs-
ing salary cost differential paid to hospitals and SN¥’s effective Octo-
ber 1, 1982. The committee believes this differential is no longer neces-
sary in view of the changes which have occurred since 1969 in the
way services are furnished. For example, sicker patients have been
shifted from general routine care areas to special care units (for
which the more intensive nature of care is recognized in reimburse-
ment calculations).

The General Accounting Office issued a report in January 1982
which reviewed the results of existing nursing differential studies.
GAQO stated that while the studies did not provige conclusive evidence
for or against the existence of an industrywide differential, it believed
that, on balance, evidence tended to be against its existence. The GAO
stated that to obtain conclusive evidence it would need to conduct a
work-sampling study in routine nursing care units in a nationwide
sample of hospitals. The projected cost of such a study is $8.3 million.

The committee does not feel, based on existing information, that
there is a compelling reason for the differential. The amendment there-
fore provides for its repeal.

Effective date.—October 1, 1982,

Estimated savings—

Fiscal years: Milllons
1983 $95
1984 110
1985 125

PAYMENT FOR SERVICES OF PROVIDER BASED PHYSICIANS

(Section 108 of the Bill)

Present law.—Hospitals and skilled nursing facilities retain or em-
ploy various kinds of physicians, such as radiologists, anesthesiologists
and pathologists, who provide numerous services for the institution
1tself in addition to direct patient care services. The services that these
hospital-based physicians perform for the institution may include su-
pervision of professional or technical personnel in certain hospital
departments (e.g.. laboratory or X-ray departments), research. teach-
ing or administration. These practitioners negotiate a variety of finan-
cial agreements with hospitals and skilled nursing facilities regarding
the services rendered by them in the provider setting.

Under current law and regulations. services furnished by a physician
to hospital inpatients are reimbursed on the basis of reasonable charges
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under part B only if such services are identifiable professional services
to patients that require performance by physicians in person and which
contribute to the diagnosis or treatment of individual patients. All
other services performed for the hospital (or for a skilled nursing fa-
cility) by provider-based specialists (e.g., radiologists, anesthesiolo-
gists, pathologists) are to be reimbursed as provider services on the
basis of reasonable costs.

Committee amendment.—While the above policy has been estab-

‘Tished by the law and by regulation since the inception of the medicare
program, it has never been uniformly implemented. As a result the
amounts that the program has paid to some hospital based physicians
are related to the amount of work performed by hospital employees
rather than by the physician himself.

The committee amendment directs the Secretary of Health and
Human Services to prescribe regulations, effective no later than
October 1, 1982, which will distinguish between (1) professional medi-
cal services which require performance of the physician in person and
which are personally rendered to individual patients and which con-
tribute to the patients’ diagnosis and treatment and are reimbursable
only under part B and (2) the professional medical services of practi-
tioners which are of benefit to patients generally and which can be re-
irmbursed only on a reasonable cost basis. The Secretary would be ex-
pected to prescribe specific conditions, appropriate to each of the physi-
cian specialties, to establish when a practitioner’s involvement in a pa-
tient care service is adequate to justify treating it as a physician service
which is reimbursable on a reasonable charge basis under the part B
program.

Medicare reimbursement for the services that would be covered under
the respective parts of the program would be subject to appropriate
tests of reasonableness.

As in the case of other physicians, services that are reimbursable
on a reasonable charge basis will be subject to the customary-and-
prevailing charge limits established under Part B of medicare. Simi-
larly the compensation for supervision, teaching, administration and
other professional services that would be reimbursable on a reasonable
cost basis would be evaluated in terms of time that the physician ex-
pends, compensation comparability, and such other factors as the Sec-
retary may prescribe.

The commiteee directs the Secretary to monitor changes in arrange-
ments, patterns of service and hospital physician relationships as a
result of this proposal.

Effective date.—October 1, 1982.

E'stimated savings.—

Fiscal years: Millions
1983 $63
1984 7

1985 84
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HOLD PART B PREMIUM CONSTANT AS A PERCENTAGE OF PROGRAM COSTS

(Section 109 of the Bill)

Present law.—Individuals who elect to be covered under the Sup-
plementary Medical Insurance Program (part B), are required to pay
a monthly premium. The amount of the premium which is set annually
is $12.20, effective July 1, 1982,

Prior to July 1973, the Secretary annually determined the premium
rate by estimating the amount necessary to meet one-half of the benefits
provided to the aged, the administrative costs payable from the part B
trust fund for the applicable 12-month period, plus a contingency
reserve. The Federal Government appropriated out of general revenues
a contribution equal to the total of the premiums paid by the elderly to
finance the remaining half of the Supplementary Medical Insurance
program’s costs. The Federal share was not limited to the amount
paid by premiums—if the premium estimate was too low, Federal
revenues made up the difference.

The “Social Security Amendments of 1972” (P.L. 92-603) and
subsequent amendments modified the method by which premiums were
calculated to limit increases in premium amounts to the percentage
by which monthly cash benefits increased in the interval since the
premium had been last increased. Under current law, the Secretary is
required to calculate each December the premium amount for the aged,
to be effective the following July. The new premium rate is the lower
of: (a) an amount sufficient to cover one-half of the benefits
for the aged plus administrative costs, and a contingency amount (i.e.,
the actuarial rate) ; or (b) the current premium amount increased by
the percentage by which social security cash benefits increase during
the period between May of the current year and the following May
(i.e., the standard rate). The premium rate calculated for the aged is
also paid bv disabilitv beneficiaries. who are under age 65, even though
thev have higher health costs than the elderly.

Since 1974 the acfuarial rate per awed enrollee has increased from
$6.30 per month to $24.60 per month. The standard rate, however, only
increased from $6.30 to $12.20. In announcing the rate to be effective
July 1, 1982, the Secretarv estimated that beneficiary premium contri-
butions from the aced will be equal to 24.8 percent of anticipated part
B costs for the aged.

Committee amendment.—The committee amendment establishes and
maintains the Part B premium paid by aged enrollees at 25 percent of
program costs. Disabled enrollees would continue to pay the same
premium amounts as the aged. The premium amount for the 12-month
period beginning July 1, 1982, would be adjusted to $12.30 on Octo-
ber 1. 1982, an increase of $0.10 over the current amount.

Effective date—Premiums paid on or after October 1, 1982,

E'stimated savings.—

Fiscal years: Millions
1983 $36
1984 204

1985 . 499




LIMIT MEDICARE REIMBURSEMENT TO HOSPITALS

(Section 110 of the Bill)

Present law.—Under present law and regulations, Medicare reim-
burses hospitals (as well as skilled nursing facilities and home health
agencies) on the basis of the “reasonable costs” they incur in providing
covered services to beneficiaries, excluding any part of such costs found
to be unnecessary in the efficient delivery of needed services. Reimburse-
ment for hospital routine operating costs (i.e., bed, board and routine
nursing care) may not exceed a limit (known as the Sec. 223 limit)
based on similar costs incurred by comparably situated hospitals. Un-
der this limitation, a hospital may not be reimbursed for more than 108
percent of the average routine cost per day incurred by other hospitals
of the same type, unless it qualifies for an exception or an exemption.

In brief the calculation of the section 223 limit involves: identifying
the inpatient general routine operating costs for each hospital, ad-
justed for certain factors; calculating the mean (average) of the ad-
Jjusted routine operating costs of the comparable hospitals in a group;
applying the reimbursement limit (currently 108 percent) to the mean
to establish a limit for each hospital grouping; and making certain
adjustments to the limits when applied to individual hospitals, In-
patient routine per diem costs in excess of the applicable limits are not
reimbursable by the Medicare program. If a hospital’s allowable per
diem costs are under the Sec. 223 limits, the facility is reimbursed for
its reasonable costs.

Committee amendment.—Hospital spending has been increasing at
double-digit rates for over a decade and much faster than the rates of
inflation in the economy as a whole. Hospital spending accounts for
over 70 percent of Medicare program expenditures and the persistently
large increases in hospital costs are now threatening the financial
soundness of the Hospital Insurance Trust Fund.

The committee amendment addresses the problem of Medicare pro-
gram spending for hospital care by (a) expanding the existing seetion
223 limits on inpatient general routine per diem operating costs to hos-
pital ancillary operating costs and special care unit operating costs as
well, establishing an overall limit on hospital inpatient operating costs
per case, (b) establishing a short-term, temporary Jimit on annual rates
of increase in hospital reimbursement per case, and (c) the direction de-
velopment of methods under which hospitals, skilled nursing facilities
and other providers would be paid on the basis of prospectively estab-
lished rates. '

a. Expansion of section 223 limits to include ancillary costs.—The
committee amendment modifies the existing section 223 limitations by:
(1) exempting from the limits small (under 50 bed) rural hospitals;
(2) extending the limits to include hospital ancillary operating costs
(e.g., lab services, X-rays, drugs, etc.) and special care unit operating
costs; (3) increasing the current limit from 108 percent to 110 percent;
(4) applying the limit on an average operating cost-per-case basis; and
(5) adjusting each facility’s limit to take into account the needs of its
particular patients compared to the needs of patients in other hospitals
with which it is being compared (by making “case-mix” adjustments).
The Secretary is expected to recalculate such adjustments periodically.
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The Committee understands that initially the Secretary will need
to rely on a currently available indicator of case mix complexity such
as the system developed at Yale University. The committee expects that
the Secretary will continue to evaluate possible method for adjusting
for case mix and will adopt an improved method when it becomes avail-
able.

The limits will be applied to total inpatient operating costs per
case, rather than inpatient routine operating costs per diem. The
committee believes that, by including ancillary and special care unit
operating costs under the section 223 limits, it will be possible to look at
overall costs involved in caring for Medicare patients and will permit
payment to be made on a per case rather than per-day basis, thereby
removing any incentives to keep patients longer than absolutely
necessary. The committee also believes that such information on the
costs of care will assist in the development of a prospective payment
system.

yThe committee expects that in most other respects the current meth-
ods used to develop limits on routine operating costs will form the basis
for initial application of the new ¢ limits,” e.g., hospitals will continue
to be classified into comparison groups and factors such as area wage
differences will be recognized.

Historical cost data updated to reflect average actual and antic-
ipated cost increases, would be used to develop the cost limits. The
measure used to determine anticipated cost increases will be a market
basket measure of the prices paid by hospitals for supplies and serv-
ices, plus 2 percentage points.

The current days ofp care adjustment now used in establishing the
routine operating cost limits would be eliminated. A new exceptions
basis would be established for changes in case mix caused by significant
changes in a hospital’s operation or organization (e.g., the addition of
a new service). The Secretary would be required to retain exceptions
from application of the limits for costs arising from: (1) the provision
of atypical services required by patients, (2) extraordinary circum-
stances beyond the provider’s control, (3) providers in arcas of fluctu-
ating population, (4) medical and paramedical education, (5) the pro-
vision of essential community hospital services, and (6) for unusual
labor costs. Also the committee anticipates that the Secretary would
continue to apply any other exemptions, exceptions and adjustments
now allowed under the routine operating cost limits that he deems
appropriate for the new overall limits on operating costs.

In no case would a hospital’s reimbursable cost per case be reduced
below the per case costs that were reimbursable by Medicare for the
cost reporting period that immediately preceded the first reporting
period subject to the new limits.

The Secretary is directed to determine the extent to which the new
hospital reimbursement limits for certain public hospitals and other
institutions including public benefit corporations, should be adjusted
to take into account the extra costs that they necessarily incur in treat-
ing low-income patients. Such an adjustment if warranted would be
made beginning with the first year the limit is in effect. It is recognized
that it may not be possible to establish an appropriate adjustment in
time to apply it prospectively. Therefore it may be necessary for the
initial application of the sdjustment to be made retroactively.
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The Secretary would develop adjustments under this and the follow-
ing section (b) to assure that the proposed limits would not be signifi-
cantly compromised if a hospital reduces its costs by cutting back on the
kinds of services it provides directly to its patients—e.g., by leasing out
its clinical laboratory.

This-part of the amendment would be effective for hospital account-
ing periods beginning on or after October 1, 1982.

b, 3-year limit on hospital reimbursement increases.—Under present
law, there is no limitation on the percentage by which a hospital’s
reimbursable costs may increase from year to year. The committee
amendment provides that Medicare would not reimburse a hospital for
operating costs incurred in any of the first three of its cost-reporting
periods beginning on or after October 1, 1982, to the extent that they
increase in excess of a specified percentage. The committee intends this
provision as a short-term measure to hold down the rate of growth of
hospital insurance benefits until a workable system of prospective
hospital payments can be developed to replace the retrospective cost-
based reimbursement system now used.

Under the amendment, the base period will be the cost reportin
period immediately preceding the first cost reporting period to whic
the limit applies. The allowable annual rate of increase in inpatient
operating costs per case will be the rate of increase in a market-basket
measure of the prices paid by hospitals for supplies and services, plus
2 percentage points. For example, if a hospital reports its costs to
Medicare on a calendar-year basis its cost ceiling for allowable costs
per case in 1983 will represent an increase of not more than market
basket plus 2 percent (10 percent approximately) over its allowable
cost per case in 1982. Similarly, its allowable rate of increase per case
for 1984 and 1985 could not increase in excess of market basket plus 2
percent above.the limit calculated for the previous year. For the first 2
years the amendment is in effect, hospitals would be paid 25 percent of
any otherwise allowable costs that are in excess of the rate of increase
limit ; no payment would be made for amounts in excess of the rate of
increase limit during the third year. This rate of increase limit on
Medicare reimbursement would expire at the end of the hospital’s third
post September 30, 1982, cost reporting period, unless a prospective
payment system is put into place prior to that time, in which case this
limit on Medicare reimbursement would cease upon implementation
of the new system.

The Secretary will provide an exceptions process to take into
account factors that would distort either a hospital's base period or
rate of cost increase during the 3-year limit period. Examples of such
factors include significant changes in a facility’s case-mix in a partic-
ular year when compared to the base year or extraordinary circum-
stances beyond the facility’s control.

This part of the amendment would be effective for reporting periods
beginning on or after October 1, 1982 (but not to exceed 36 months
for any hospital).

c. Prospective payment for hospitals and skilled nursing facilities—
Under present law, hospitals and skilled nursing facilities are paid on
the basis of the costs they incur in caring for Medicare patients. While
the limits in present law tend to penalize some inefficient institutions,
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no provision is made to allow efficient institutions to benefit. Also, the
amount of a hospital’s reimbursement cannot be accurately determined
until sometime after the close of the cost-reporting period in which
the costs were incurred. Therefore, hospitals are restricted in their
ability to engage in sound financial planning. |

The committee amendment directs the Department of Health and
Human Services to develop, in consultation with the Senate Finance
Committee and House Ways and Means Committee, legislative pro-
posals under which hospitals, skilled nursing facilities and, if feasible,
other providers would be paid on a prospective basis. Because of the
committee’s interest in prospective payment the results of the State
Medicare reimbursement demonstration are of great interest. Full
and complete evaluation of these demonstrations will provide
necessary information for legislative decisions on Medicare
reimbursement.

The Department would be required to report its recommendations
no later than 5 months after the date of enactment.

Effective dates—Note above description.

Estimated savings.—

Fiscal years: Millions
1983 $610
1984 1,720
1985 3,120

REQUIRE CERTAIN MEDICARE REGULATIONS

(Sections 111-114 of the Bill)

The amendment requires the Secretary to issue regulations for the
following regulatory initiatives included in the President’s Fiscal
Year 1983 Budget.

a. Elimination of private room subsidy

Present law.—Under current, law, medicare covers semiprivate room
accommodations in a hospital and skilled nursing facility, except
where private accommodations are medically necessary or where semi-
private accommodations are unavailable. Medicare reimburses for
such services on the basis of allowable reasonable cost. However, since
Medicare currently bases its payments to hospitals on the basis of the
average costs for all its accommodations, the reimbursement indirectly
includes the additional costs of private rooms even though Medicare
is-only supposed to cover the cost of semiprivate rooms.

Committee amendment.—The amendment requires the Secretary to
‘publish regulations which would eliminate the subsidy of the esti-
mated extra cost of private rooms. Initially this may be accomplished
by subtracting from a provider’s allowable costs the estimated differ-
ential costs based on the differential charges for private rooms over
semiprivate rooms. Medicare. however, will continue to pay the esti-
mated private room differential cost for medically necessary private
rooms used by program beneficiaries. The decrease in reimbursement
ag a result of this provision may not be passed along to beneficiaries.
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Effective date—Cost reporting periods beginning on or after
October 1, 1982.

Estimated savings—

Fiscal years: Milllons
1983 $54
1984 75
1985 80

b. Establish a single reimbursement limit for skilled nursing facility
and home health agency services

Present law.—Under current law, the Secretary is authorized to
set prospective reimbursement for providers of services under Medi-
care on the basis of estimates of the costs necessary for the efficient
delivery of needed health services. Reimbursement limits for skilled
nursing facilities (SNFs) have been established for inpatient general
‘routine service costs. These limits are currently set at 112 percent of
the average operating costs of each comparison group. Cost limits
for home health agencies (HHAs) are set at the 75th percentite of
average per visit cost for each group.

Allowable costs for services provided by skilled nursing facilities
and by home health agencies generally vary depending on whether
the skilled nursing or home health services are delivered through hos-
pital-based or in free-standing facilities. Separate payment limits are
currently established for services rendered in each type of setting.

Committee amendment.—The amendment requires the Secretary
to modify existing regulations by establishing a single payment limit
:that would be based on the cost experience of free-standing facilities.
The committee expects that this provision will encourage more eflicient
behavior on the part of hospital-based facilities. The Secretary would
be authorized to establish adjustments or exceptions, as appropriate,
based on legitimate cost differences in hospital-based facilities result-
ing from such factors as more complex case-mix or effects of medicare
cost allocation requirements.

Effective dates.—HHA services, cost reporting periods beginning on
or after the date of enactment ; SNF services, cost accounting periods
beginning an or after October 1, 1982,

Estimated savings—

Fiscal years: Millions
1983 $18
1984 46
1985 46

c. Eliminate duplicate overhead payments for outpatient services
Present laow.~Public Law 97-85 required the Secretary, to the
extent feasible, to establish, by regulation, limitations on costs or
charges that are to be considered reasonable for outpatient services
provided by hospitals or clinics (other than rural health clinics)
and by physicians utilizing these facilities. Limitations are to he rea-
sonably related to the actual charges (not Medicare-determined
reasonable charges) in the same area for similar services provided
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in physicians’ offices. Limitations are not to apply with respect to
bona fide emergency services provided in hospital emergency rooms.
Further, the legislation requires the Secretary to provide for excep-
tions to the limitations in cases where similar services are not generally
.available to Medicare beneficiaries in physicians’ offices in the area.

The location where a physician’s service is performed (i.e., physi-
cians’ office or hospital outpatient department) has an important
bearing on whether there are overhead costs for which he is respon-
sible. While a physician pays for his office overhead (e.g., utilities,
nursing staff, etc.), similar costs for services he renders in an out-
patient department are borne by the hospital and covered by the
hospital’s reimbursement.

Committee amendment.—The amendment requires the Secretary to
issue regulations that would eliminate the duplicate payment of over-
head expenses in cases where a physician performs services in a hos-
pital’s outpatient department. This would be achieved by reducing the
.prevailing charge screens to eliminate the overhead component. The
Secretary is now required to calculate an overhead factor in order to
determine the percentage by which physicians prevailing charges may
increase under the econemic index provisions. Currently, it is esti-
mated that approximately 40 percent of physicians’ fees are for over-
head. The committee thus expects that refined prevailing charge
screens for physicians who practice in settiugs where they are not
personally responsible for overhead expenses will be reduced by the
same percentage as that used in implementing the economic index.
Medicare will continue to pay 80 percent of the reasonable charges that
result from the revised screens.

Effective date.—Charges for services rendered on or after October 1,
1982,

Estimated savings—

Fiscal years: Millions
1983 3160
1984 225
1985 270

AUDIT AND MEDICAL CLAIMS REVIEW

(Section 115 of the Bill)

Present law.—Under current law and regulations, Medicare con-
tracts with intermediaries and carriers to perform a variety of day-to-
day administrative and operational tasks for the program, including
the review of claims and the conduct of audits.

Committee amendment.—The amendment requires that the Medi-
care contractor budgets for fiscal years 1983, 1984 and 1985 be sup-
plemented by $45 million in each year to be spent specifically for
contractor audit and medical review activities.

. The fiscal year 1983 budget request for Medicare contracting is
insufficient to assure adequate medical review and audit by inter-
mediaries and carriers. As a result, the program stands to lose benefit
dollar savings throngh a failure to identify improper billings and
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detect reported costs that are not reimbursable. The committee believes
that adequate funding of medical review and audit activities is neces-
sary if cost-effective program management is to be achieved. The com-
mittee intends that these funds not supplant funds that would other-
wise be appropriated for these purposes, but rather that they sup-
plement these amounts. .

Effective date.—October 1, 1982.

E'stimated savings.—

Fiscal years: Millions
1983 $130
1984 300
1985 300

TEMPORARILY DELAY PERIODIC INTERIM PAYMENTS
(Section 116 of the Bill)

Present law.—Under current reimbursement arrangements, hospitals
receive payments for services provided to Medicare beneficiaries under
one of two different procedures. Under the standard approach, hos-
pitals submit bills and receive payments on the basis of such billings.
The average timelag between the date of service and the date of pay-
ment under this approach is about 6 weeks. An alternative approach
permits hospitals to receive periodic interim payments (PIP) which
are not directly tied to the receipt of bills. On average, this payment
procedure results in a 3-week lag between the rendering of services and
the receipt of payment.

Committee amendment.—The amendment changes the periodic in-
terim payment procedure by providing for a delay in the flow of
PIP payments during September 1983, so that the lag for payments
to hospitals that use this procedure will increase to about six weeks
during the delay. The deferred payments would be paid to the hos-
pitals affected by this delay in October 1983. The bill makes a similar
deferral of PIP payments during September 1984,

The committee further recognizes that even so short an interruption
in cash flow could cause substantial financial distress to providers with
insufficient working capital and who are unable to obtain a short-term
loan. This could be particularly critical for hespitals which receive 2
substantial portion of their revenues from the Medicare program. In
these few cases, the committee expects the Secretary of HHS to uti-
lize existing regulations which provide for accelerated payments for
providers in financial difficulties.

To minimize hardship to hospitals affected by the proposal, the com-
mittee expects the deferred reimbursement amounts to be paid prompt-
ly in the new fiscal year, and that any interest expenses which hospitals
are required to incur by hospitals as a result of borrowing to meet
cash flow requirements during the deferral period will be included in
such hospitals allowable costs.

Efective date—September 1983,
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Estimated savings.—

Fiscal years: Millions
1983 $750
1984 100
1985 -870

ASSISTANTS AT SURGERY
(Section 117 of the Bill)

Present law.—Under current law and regulations, part B carriers
are given discretion for reimbursing assistants at surgery (i.e., physi-
cians who assist the primary surgeon during an operation). Generally
speaking, the carriers follow local medical practice and/or private
sector reimbursement policies.

Committee amendment.—Historically, many carriers have allowed
assistants as surgery to bill fees (typically 20 percent of the primary
surgeon’s fee) only in hospitals in which approved residency training
programs did not exist in that specialty. The rationale for not permit-
ting assistants at surgery to bill fees in teaching hospitals has been that
fully qualified house staff are available to serve in the capacity of
assistants at surgery. Hospitals are reimbursed by Medicare on a rea-
sonable cost basis for the salaries of such house staff. However, there
has been a recent trend for carriers to allow charges for assistants at
surgery who are not residents even in situations where a training pro-
gram exists in that specialty.

The amendment would prohibit reasonable charge reimbursement
for an assistant at surgery in hospitals where an approved training
program exists in the specialty, except under the following exceptional
circumstances: (1) the service is complex and requires performance
by a team of physicians as in the case of coronary bypass operations,
(2) the patient has multiple conditions which require the presence
of and active care by a physician of another speciaity during an oper-
ation, and (3) emergency situations or circumstances where qualified
house staff is not available to assist at surgery. The Secretary is
directed to define each of these situations more specifically. The Sec-
retary is also directed to develop appropriate methods for reimburse-
ment of assistants at surgery where their services are covered.

Effective date.~QOctober 1, 1982.

E'stimated savings—

Fiscal years: Millions
1983 $55
11984..... 130
1985 150

JUDICIAL DISTRICT IN WHICH PROVIDERS MAY OBTAIN
JUDICIAL REVIEW

(Section 118 of the Bill)

Present law.—Under existing law an individual provider of Medi-
care services may have an adverse decision of the Provider Reim-
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bursement Review Board (PRRB) reviewed by the U.S. district
court for the district in which the provider is located or, alternatively,
in the U.S. district court for the District of Columbia. However, be-
cause of the language of the current medicare statute, actions brought
jointly by several providers may be taken only in the U.S. District
Court for the District of Columbia.

Committee amendmeni~—The amendment. permits Federal judicial
review of adverse decisions of the Provider Reimbursement Review
Board involving actions brought jointly by several providers of medi-
care services to be conducted %y the U.S. district court for the distriet
where the “principal party” for the group is located. The committee
expects that in defining “principal party,” the Secretary’s regulations
would establish objective criteria that would prevent “forum shop-
ping.” Additionally the committee expects that, ordinarily, the prin-
cipal party to a suit would be the providers’ headquarters office, if
the parties are commonly owned or, in the case of independent provid-
ers, the party with the most money at stake.

Effective date.—Enactment.

E'stimated savings—N.A.

REIMBURSEMENT FOR LESS THAN EFFECTIVE DRUGS
(Section 118 of the Bill)

Present law.—Section 2103 of the “Omnibus Budget Reconciliation
Act of 1981” (P.L. 97-35) prohibited, effective October 1, 1981, the
use of Federal funds under Medicare part B and under Medicaid to
pay for certain drugs. These are ones that the Food and Drug Admin-
istration has proposed in a notice of opportunity for hearing, to with-
draw from the market because they are less than effective; also in-
cluded are identical, related, or similar drugs. Implementing regula-
tions issued October 1, 1981 provided for a grace period until January
1, 1982 before enforcement of the provision. However, on October 23,
1981, in a lawsuit brought in the U.S. District Court for the District of
Columbia, the court held that the Secretary was not authorized to
grant a grace period; it ordered the Secretary to discontinue reim-
bursement for the subject drugs effective October 30, 1981.

Public Law 97-72, signed into law on December 15, 1981, continued
appropriations for the government through March 81, 1982. This law
incorporated by reference a provision in the appropriations bill passed
by the House on October 6, 1981 ; the House provision provided that:
“None of the funds appropriated or otherwise made available in this
title may be used to pay the salaries of officers and emplovees for im-
plementation or enforcement of section 2103 of the Omnibus Budget
Reconciliation Act of 1981 or for the implementation or enforcement
of rules or regulations pursuant to such section.” The provision was
approved by the Senate with the understanding that it would expire on
April 1, 1982. However, the provision was automatically extended
until September 80, 1982, when, on March 31, 1982, the President signed
Public Law 97-161 which extended the effective date of Public Law
97-72 through September 30, 1982. The Department published a notice
in the Federal Register on April 16, 1982 providing for the continued
reimbursement of the subject drugs through September 30, 1982.
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Committee amendment.—The amendment provides, effective on en-
actment, for implementation of Section 2103 of the “Omnibus Budget
Reconciliation Act of 1981.” The committee notes that the provision is
intended to preclude Federal payments only for drugs which have
been determined after careful review by the FDA to have been less
than effective in use. The committee expects that the Department will
devote sufficient resources to assure adequate implementation of the
section.

Effective date—October 1, 1982,
Estimated savings—NA.

MEDICARE PAYMENTS TO HEALTH MAINTENANCE
ORGANIZATIONS (EMO’S)

(Section 120 of the Bill)

Present law.—Health Maintenance Organizations (HMOs) are
reimbursed by the Medicare program for services covered under both
Parts A and B of Medicare according to the authority established in
Sec. 1876 of the Social Security Act. Section 1876 defines an HMO
as a legal entity which makes Medicade covered services available in a
geographic area on a prepayment basis. At least one-half of an HMO’s
membership must be persons under age 65, although the Secretary is
permitted to waive the 50 percent requirement for up to three years.
All Medicare beneficiaries entitled to part A and/or B services, are eli-
jr_,rible to enroll in an HMO serving the geographic area in which they

ive.

Under section 1876, HMOs receive interim monthly capitation pay-
ments for services furnished to Medicare beneficiaries according to one
of two types of contracts, cost or risk. HMOs which are paid under
cost contracts are reimbursed for the reasonable costs of providing
covered services to Medicare enrollees according to Medicare’s cost
principles of cost reimbursement.

An HMO is eligible to enter into risk sharing contract if it is a
mature HMO. A mature HMO is one which (1) has at least 25,000
members and which has served as the primary source of health care
for at least 8,000 persons in the two years immediately preceding the
contract, or (2) serves non-urban areas with current enrollments of
not less than 5,000 members and which has served as the primary
source of health care for at least 1,500 persons in the 3 years imme-
diately preceding the contract. Under risk contracts, reimbursement
13 based on a comparison of the HMO’s costs with its Adjusted Aver-
age Per Capita Cost (AAPCC), which is the average cost of provid-
ing services to Medicare beneficiaries in the same geographic area as
the HMO but not enrolled, and having the same characteristics as the
enrolled population. If the risk-based HMOQ’s costs are less than the
AAPCC, it shares the “savings” with the Medicare program and it
may receive savings up to 10 percent of its AAPCC. HMO’s are not
required to provide additional benefits with their savings. If the
HMO’s costs are higher than its AAPCC, the HMO must absorb the
loss, which may be carried forward and offset against future savings.

Committee amendment—The committee amendment would amend
section 1876 of the Social Security Act by authorizing prospective re-
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imbursement under risk-sharing contracts for what are known as “com-
petitive medical plans” (defined below) at a rate equal to 95 percent of
the AAPCC. There would be no limit on the “savings” the plan could
retain.

If the Secretary determines a competitive medical plan doesnot have
the capacity to bear the risk of potential losses under a risk-sharing
contract, or if it has less than 1,000 members, the plan must enter into
a reasonable cost reimbursement contract under which reimbursement
would be on the basis of reasonable cost. Other competitve medical
plans may also elect to contract on a cost basis. As under current law
monthly per capita payments to plans under such cost contracts would
be subject to retroactive corrective adjustment, and certain financial
data and administrative requirements would be required.

Under the committee amendment, Medicare payments would be
made to a competitive medical plan with a risk-sharing contract on
a per capita basis for each class of Medicars Leneficiaries enrolled in
the plan the classes of individuals would be based on factors including
at a minimum, age, sex and disability status. The Secretary could add
to, modify, or supplant these factors if such actions would add to the
accuracy of the actuarial projection. In making an adqustment for dis-
ability status the Secretary may consider such factors as an individ-
ual’s mental and phvsical condition, then prior utilization of health
services and their ability to participate in activities for daily living.
It is the Committee’s intent that eligibility for cash payments un-
der the Disability Insurance program or under SSI not be used as a
determinent of disability status. The rate for each class would be 95
percent of the average per capita cost in the geographic area for in-
dividuals with similar characteristics but who receive services outside
the plan. For an individual covered under a risk-sharing contract, only
the plan (not the enrollee or any other person or entity) could receive
Medicare reimbursement for services provided to enrolled Medicare
beneficiaries.

The proposed amendment defines a “competitive medical plan” as a
public or private entity, organized under the laws of any State, which
1s a qualified HMO (as defined in section 1810(d) of the Public Health
Service Act), is a State-licensed HMO, or meets certain requirements,
including providing to all its enrolled members; physician services, In-
patient hospital services, laboratory, X-ray, and emergency services,
and out of area coverage; being compensated (except for deductibles,
coinsurance, and copayments) for the provision of health care services
to enrolled members by a payment made on a periodic basis without re-
gard to the date the health services are provided after the date of en-
rollment and the amount of which is fixed without regard to frequency,
extent, or kind of health care services actually provided to a member;
providing physicians’ services through physicians who are employees
or partners of the plan or through contracts with individual physicians
or groups; assuming full financial risk, with certain exceptions, on &
prospective basis for the provision of required health care services; and
providing against the risk of insolvency.

Each competitve medical plan must provide to its Medicare enrollees
at least the health services listed under parts A and B of Medicare
which are available to indivduals residing in the geographic area served
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by the plan. Plans must have an open enrollment period of at least
30 days every year and must accept Medicare beneficiaries in the order
in which they apply, with certain exceptions to be determined by the
Secretary. A plan may not expel or refuse to reenroll an individual be-
cause of health status or requirements for health care. In addition,
plans must reimburse for emergency services provided outside the
plan; provide meaningful hearing and grievance procedures; have
programs for review of medical care. In addition, at least one-half of
its membership must be persons not entitled to Medicare or Medicaid
benefits, except under certain circumstances.

Under the committee amendment, a plan’s cost sharing requirements
with respect to medicare covered services may not exceed the actuarial
value of the coinsurance and deductibles which would be applicable
to Medicare beneficiaries not enrolled in the plan.

The committee amendment also provides that if the adjusted com-
munity rate (defined as either the rate of payment for medicare cov-
ered services determined under a community rating system defined
under the Public Health Service Act, or the portion of a plan’s aggre-
gate premium determined to be attributed to Medicare covered services
adjusted for utilization differences between Medicare and non-
Medicare enrollees) for services to enrolled Medicare beneficiaries is
less than the AAPCC, the plan must use the differences to (1) provide
additional benefits or services, (2) reduce premiums, deductibles or
copayments, or (3) provide rebates or dividends to enrolled Medicare
beneficiaries.

All individuals entitled to services under parts A and B, or part B
only, of Medicare, except individuals medically determined to have
end-stage renal disease, would be eligible to enroll with any plan which
has a Medicare contract and serves the geographic area in which the
individual resides.

In addition, under the committee amendment, three new Medicare
members must enroll in a plan for every current Medicare enrollee
allowed to convert to the new system. The proposal provides that the
prosnective payment system would not be effective until the later of
the first day of the thirteenth month after enactment, or one month
after the Secretary notifies the Senate Finance Committee and the
House Committees on Ways and Means and Energy and Commerce
that he is reasonably certain that the methodology for determining the
prospective rate based on 95 percent of the AAPCC is developed and
can be implemented.

E'ffective date.—Note above description.

Estimated savings—NA.

B. Provisions RErLATED TO MEDICAID

ALLOW NOMINAL MEDICAID COPAYMENTS
(Section 131 of the Bill)

Present law.—Under current law, States are not permitted to im-
pose cost-sharing charges on mandatory services provided to the cate-
gorically nerdyv. They are permitted. but not. reqnired, to impose such
charges on all services for the medically needy and on optional services
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for the categoricdlly heedy. All cost-sharing charges must be nominal
in amount.

Committee amendment—The amendment provides States with
greater flexibility in administering their Medicaid programs by per-
mitting them to impose nominal copayments on all beneficiaries for all
services with certain exceptions. States would be precluded from im-
posing such charges with respect to: (1) inpatient hospital and the
mandatory ambulatory services provided to categorically needy chil-
dren and services related to the pregnancy of categorically eligible
women ; and (2) all services provided to categorically needy inpatients
in medical institutions who are required to spend, except for a personal
needs allowance, all their income for medical expenses. The committee
recognizes that it may not be operationally feasible for States to ascer-
tain in all cases whether recipients for whom claims are submitted
were pregnant. The committee intends that copayments not be imposed
with respect to the specified services when it can be determined from
the provider’s claim submitted for payment that the service provided
was related to routine prenatal care, labor and delivery, routine post-
partum care, complications of pregnancy or delivery or other medical
conditions likely to affect the pregnancy (e.g., hypertension, diabetes,
urinary tract infection). ‘

The amendment permits States, at their option, to exempt two
classes of individuals from any cost-sharing charges which the State
chooses to impose. These two classes are: (1) inpatients in medical
institutions, whether catecorically needy or medically needy, who
are required to snend, except for a personal needs allowance, all their
income for medical expenses, and (2) medicald recipients who are
enrolled in health maintenance organizations. The committee notes
that, for institutionalized individuals, cost-sharing for services other
than those provided by the institution does not reduce the States’
outlays for medical care and creates major administrative comnlex-
ities. In addition, the committee believes it would be ineauitable to
require institutionalized individnals to payv cost-sharing charges out
of their small personal needs allowance. The committee further rec-
ognizes that permitting States to exempt HMO enrollees from cost-
sharing charges may simplify State negotiations with HMOs and
may encoursge more Medicaid recipients to enroll in FIMOs,

The amendment provides that the cost-sharing imposed under this
section is to be “nomiral” in amount. The committee notes that existing
regulations specify that the State can only impose one type of cost-
sharing charge for each type of service. Currentlv for noninstitutional
services, the following maximums are placed on allowable charges: (a)
deductibles cannot exceed $2 per month per family; (b) coinsurance
may not exceed 5 percent of the State’s payments for the services; and
(¢) the maximum copayment chargeable to the recipient can range
from $0.50 to $3.00 depending on the State’s payment for such service.
Currently for institutional services, the maximum beneficiary charge
cannot exceed 50 percent of the payment the State agency makes for
the first day of care in the institution. While not precluding changes
in the current regulations, the committee expects similar maximum
limits to be applied for the allowable charges permitted under this
provision.
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Further, the committee expects that the Secretary, in reviewing a
State’s proposed cost-sharing charges to determine if they are nom-
inal, will consider the monthly amounts paid by the State as cash
assistance under the State’s AFDC program, and the income stand-
ards used to determine eligibility for the medically needy, as well as
the costs of the specific medical services. Finally the amendment as-
sures that recipients are not denied emergency care or other needed
services because they are not able to pay required copayment amounts
as a precondition to securing such services.

Effective date—Enactment.

Estimated savings.—

Fiscal years: Millions
1983 $42
1984 47
1985 53

ELIMINATE MATCHING RATE FOR MEDICINE PART B “BUY-IN”
(Section 132 of the Bill)

Present law.—Most State Medicaid plans pay the monthly Medi-
care Part B premium payment for their dual eligible beneficiaries
under a “buy-in” agreement. While States may buy-in to Medicare for
both their cash assistance and medically needy populations who are
eligible for Medicare federal matching for premium payments is
available only for the cash assistance group. If a State does not buy
in for Part B coverage, it cannot receive Federal matching payments
for services that would have been covered under Medicare 1f there had
been a buy-in arrangement. Four States and two jurisdictions do not
currently have a buv-in arrangement. These are: Alaska, Louisiana,
Oregon, Wyoming, the Northern Mariana Islands, and Puerto Rico.
Alnska’s buy-in agreement becomes effective (ctober 1, 1982.

Committee amendment—The amendment eliminates Federal
matching for all Medicare Part B premium payments, effective with
respect to premiums due for months after September 1982. The com-
mittee notes that the current combination of the 75 percent Federal
general revenue subsidy for part B (for all Medicare part B eligi-
bles) coupled with the Federal match for Medicaid eligibles results
in a Federal subsidy of close to 90 percent for part B services for this
population group.

E'ffective date—Premiums due for months after September 1982.

E'stimated savings.—

Fiscal years: Millions
1983 $203
1984 216
1985 230

MODIFY LIEN PROVISIONS
(Section 133 of the Bill)

Present law.—Under current law, States are barred from imposing
any lien against any recipient’s property prior to his death because of
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Medicaid claims paid or to be paid on his behalf unless placed as a
result of a court judgment. In the case of individuals under age 65, no
adjustments or recoveries can be made for Medicaid claims correctly
paid. In the case of individuals over 65, adjustments and recoveries for
correctly paid claims can only be made from his/her estate after the
individual’s death and only (1) after the death of his surviving
spouse, and (2) where there are no surviving children who are under
21, blind, or disabled.

Further, under current law, States may deny medicaid eligibility to
applicants who, within the previous 24 months, transferred for less
than fair market value resources which, if retained, would have made
them ineligible for the program. However, in most instances the
applicant’s ownership of a home would not make him or her ineligible
for medicaid.

It is therefore possible, under current law, for an elderly individual
who anticipates needing nursing home care to give his/her home to a
family member or friend without fear of losing or being denied medic-
aid eligibility. By so doing, the individual assures that the home will
not be part of his/her estate and therefore will not be subject to any
recovery action initiated by the State after the individual’s death.

Committee amendment.—The amendment intends to assure that all
of the resources available to an institutionalized individual, including
equity in a home, which are not needed for the support of a spouse or
dependent children will be used to defray the costs of supporting the
mndividual in the institution. In doing so, it seeks to balance govern-
ment’s legitimate desire to recover its medicaid costs against the indi-
vidual’s need to have the home available in the event discharge from
the institution becomes feasible.

The amendment has two parts. First, it allows States to deny Medic-
aid eligibility temporarily to patients in medical institutions who
dispose of a home for less than fair market value, even though such
disposal would not make them ineligible for supplemental security
income (SSI). States could either deny eligibility to all such individ-
uals for periods reasonably related to the uncompensated value, or
they could deny eligibility in all cases for a minimum of 24 months,
with the option to provide for longer periods of ineligibility in the
case of individuals who disposed of homes worth substantial amounts.
The provision would not apply in the case of individuals who reason-
ably expected to be discharged from the medical institution and re-
turn home; individuals who demonstrated that they had intended to
obtain fair market value or other valuable consideration in exchange
for their homes; or individuals who transferred title to their homes
to a spouse or a minor or handicapped child. The State could also
make an exception in other cases where undue hardship would other-
wise result.

Second, the amendment would allow States to attach the real prop-
erty, including the home, of medicaid recipients who are permanently
institutionalized in nursing homes or other long term care medical
institutions. The lien could not be foreclosed upon, and States could
recover the cost of medical assistance provided to the recipient only
when the recipient voluntarily chose to sell the property or, after the
recipient’s death, from his estate. As under current law, no recovery
would be permitted while the recipient’s spouse was still living or
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while his/her children were still dependent (under 21, or blind, or
disabled). Further, if the recipient is discharged from the institution
and returns home, the lien would dissolve, and the property would be
available for the recipient’s use until his/her death.

The commijttee notes that, under current law, States are often un-
able to recover resources which recipients hold as homes or as income-
producing real property. The amendment would facilitate States’
efforts to recover medical assistance costs from these types of resources
and to assure that all resources available to an individual will be used
to defray the public costs of supporting that individual in a long-term
medical institution.

At the same time, the committee notes that the legitimate rights of
the recipient, the recipient’s spouse and his/her dependent children are
protected under the amendment.

Effective date—Enactment.

Estimated savings.—

Fiscal years: Millions
1983 $183
1984 200
1985 221

REDUCTION IN ERROR RATE TOLERANCE
(Section 134 of the Bill)

Present law.~—Under an amendment to the 1980 Appropriations Act,
States were required to reduce their payment error rates for eligibil-
ity determinations to 4 percent by September 30, 1982. States whose
error rates exceed the target figure are subject to a penalty reduction.
The nationwide Medicaid payment error rate for the October 1980-
March 1981 period was estimated at 4.1 percent.

Commitiee amendment.—The amendment deletes the error rate pro-
visions and penalties incorporated in the 1980 Appropriations Act. It
substitutes language establishing a 3 percent target error rate for
quarters beginning after March 30, 1982. Prospective fiscal sanctions
are to be applied beginning in the second half of fiscal year 1983 for
States which have error rates exceeding the 3-percent figure. The an-
nual penalty, applied on a prospective basis, will be equal to the
product of (a) the portion of the projected error rate which exceeds
8 percent for the year in question and (b) the total amount of Federal
financial participation expected to be claimed for the year for services
provided to recipients for whom the State determined eligibility. If the
estimated prospective penalty proves to be inaccurate when actual data
from the period become available, appropriate adjustments will bg
made in subsequent grants. The Secretary is provided discretion in
applying the fiscal penalties, in whole or part, for a State which hag
made a good faith effort to meet the 3-percent target. .

The committee is aware that many questions remain to be resolved
relative to the matter of sanctions for excessive rates of error. For
example, under the existing provision no sanctions have in fact been
imposed. However, the Administration’s projections of program costs
under present law appear to be based on an assumption that no waiv-
ers would be granted. The committee believes that the question can-
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not be predetermined either way but must be based on a case-by-case
examination by the Secretary of the situation in a State, taking into
account relevant circumstances including the question of whether the
State has shown a sustained record of improvement over a period of
years. The committee intends that the provision be administered in
a way which will achieve its objectives on a reasonable basis. The
purpose of the provision is to provide a strong incentive for improved
program accuracy and to avoid Federal participation in erroneous
payments which could have been avoided. The committee recognizes
that there are limitations on what it is possible to accomplish even
with good faith efforts aimed at full compliance.

The committee has delayed the effective date for imposition of fiscal
sanctions until April 1983 in order to allow it time to study the existing
quality control system.

Effective date—Enactment.

stimated savings.—

Fiscal years: : Millions
1983 $30
1984 65
1985 /4

CONTINUATION OF MEDICAID ELIGIBILITY
(Section 135 of the Bill)

Present law.—Under current law the loss of Aid to Families with
Dependent Children (AFDC) eligibility often means a loss of Medic-
aid eligibility as well. The 1981 Reconciliation Act makes certain
working families ineligible for AFDC as a result of changes in the
earned income disregard and work expense deductions.

Committee amendment—The committee amendment allows the
States to continue Medicaid coverage for working families who are
made ineligible for AFDC as a result of certain changes made by the
1981 Reconciliation Act.

Effective date—Beginning with the first calendar quarter after
enactment.

Estimated costs.—

Fiscal years: Millions
1983 -$1
1984 -1
1985 . -1

C. ProvistoNs Recatep o UrnrzaTioN axp Quarrry CoNrtroL PrEr
ReviEw

CONTRACT FOR UTILIZATION AND QUALITY CONTROL PEER REVIEW

(Sections 141-150 of the Bill)

Present loaww—Under current law, Professional Standards Review
Organizations (PSROs) are charged with the ongoing review of serv-
ices provided under Medicare and may be contracted with by States
for review under Medicaid. PSROs, where established, determine, for
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purposes of reimbursement under these programs, whether services
are: (1) medically necessary; (2) provided in accordance with pro-
fessional standards; and (8) in the case of institutional services, ren-
dered in the appropriate setting. The “Omnibus Budget Reconciliation
Act of 1981,” P.L. 97-35, required the Secretary to develop PSRO
performance criteria and assess. not later than September 30, 1981,
the relative performance of each PSRQ. Based on this assessment, the
Secretary was authorized to terminate up to 30 percent of existing
PSROs. The total number of operational PSROs was reduced from
187 in May 1981 to 148 in April 1982.

Public Law 97-35 also provided for the optional use of PSROs
under State Medicaid plans. States may contract with PSROs for the
performance of required rcview activities; 75 percent Federal match-
ng is available for this purpose.

Committee amendment.—The committee amendment repeals the ex-
isting PSRO provision and provides for the establishment of a utiliza-
tion and quality control peer review program.

The committee notes that the PSRO program was established in
1972 as a result of rapidly increasing costs of Medicare and Medicaid
and the failure of the existing utilization and claims review mecha-
nisms to deal with widespread inappropriate usage of costly health
care services. These problems remain today.

The committee notes that the PSRO program has had mixed results.
On the positive side, peer review has afforded practicing physicians an
opportunity on a voluntary and publicly accountable basis to under-
take review of the medical necessity and quality of care provided. The
program has demonstrated that the concept of peer review is a valid
one. Where physicians are willing to work cooperatively, the program
can do much to prevent unnecessary services and thereby minimize
risks to patients and the waste of valuable resources that are needed
elsewhere. Further the committee notes that the PSRO program has
shown that these objectives can be achieved through an effective part-
nership between the Government and the private sector.

The PSRO program has, however, been faced with certain strue-
tural problems. Overregulation and too detailed specifications in laws
have restricted innovation in new approaches to review. The private
sector must be encouraged to institute approaches designed to assure
quality while eliminating unnccessary services. Administrative func-
tions of organizations engaged in review activities can and must be
arranged in a more cost-effective manner.

The bill capitalizes on the positive aspects of the PSRO program
and enables entities who have proven their effectiveness to enter into
performance based contracts for the conduct of peer review.

_The bill requires the Secretary to enter into contracts with peer re-
view organizations for an initial period of 2 years, renewable bien-
nially, for the purpose of promoting the effective, efficient, and eco-
nomical delivery of quality health care services under Medicare. The
organizations must be composed of, or have available to them a sub-
stantial number of licensed doctors of medicine or osteopathy actually
Practicing in the area. Priority consideration must be given to orga-
nizations that are representative of the physicians in the area—that is,
to physician-sponsored organizations which have the general support,
of the physicians in the area. Payor organizations (i.e., insurance com-
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panies and similar entities) and provider organizations will be ex-
cluded from consideration during the first 12 months that contract
applications are considered. Organizations who do not write health
wsurance policies, collect premiums or assume an underwriting func-
tion, would not be considered an insuring organization for purposes of
this section.

The bill requires the Secretary to consolidate geographic areas
previously established for PSROs. It is expected that each State would
generally be designated as a geographic area. Local or regional areas
could be designated only if the volume of review warrants it.

The review organizations, which can be for profit or nonprofit, may
review the professional activities of physicians, other practitioners and
institutional and noninstitutional providers in providing services to
Medicare beneficiaries subject to the provisions of these contracts. The
review will focus on (1) the necessity and reasonableness of care, (2)
quality of care, and (3) the appropriateness of the setting.

The amendment provides that the determinations of the peer review
organizations would ordinarily be binding for purposes of determin-
ing whether benefits should be paid. A beneficiary, practitioner, or
provider who is dissatisfied with a determination made by the review
organization is entitled to a reconsideration and under certain condi-
tions to further administrative reviews and judicial review.

If an organization determines that a practitioner or provider has
persisted in violating his obligation to provide services which are
medically necessary, meet professionally recognized standards of care
and are cost-effective, it may recommend exclusion from the program.
Where the Secretary fails to act on the sanction recommendation of a
review organization within 120 days, the practitioner or provider in
question will be excluded from Medicare reimbursement until the Sec-
retary determines otherwise.

The amendment modifies the waiver of liability provision of present
law under which hospitals and other providers of services may receive
payments for medically unnecessary care under certain circumstances.
Under the bill, the review organization would have authority to limit
applicability of a waiver of liability granted by an intermediary or
carrier so that payment would be denied for services that are part of
a pattern of inappropriate utilization. Payment would be withheld in
these cases only where the provider has had an opportunity to correct
the abuse but has failed to do so.

The amendment clarifies the confidential nature of data acquired by
a peer review organization. An organization, in carrying out its func-
tions under contract will not be considered a Federal agency for pur-
po-es of the Freedom of Information Act.

The committee has been impressed by the number of non-government
entities wishing to contract with PSROs for the performance of re-
view activities. The amendment facilitates the performance of private
review by requiring a peer review organization to make available its
facilities and resources to private payors paying for health care in its
area on a contract basis. Medicare providers would continue to be re-
quired to release medical records of Medicare patients and to release
the same type of information on private patients if so authorized.

As under present law, States could choose to use these organizations
or any others to review care received by medicaid patients. The Fed-
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eral Government will provide a 75 percent match for the cost of the
review of Medicaid patients.
' The new flexibility that the bill would give to review organizations -
and the Federal Government in negotiating contracts will place many
new demands on medicare contract administrators. It is the com-
mittee’s intent that the Department devote the full resources to this
effort that will be needed.

Effective date—Enactment.

Estimated savings—

Fiscal years: Millions
1983 $15
1984 15
1985 20

D. Provisions RELaTED To A1D TO FAMILIES WITH
DereENDENT CHILDREN

(Subtitle D of Title T)
ROUNDING OF ELIGIBILITY AND BENEFIT AMOUNTS

(Section 151 of the Bill)

Present law.—There is no provision in current law relating to the
rounding of benefits.

Committee amendment.—The committee amendment would require
States to round both their need standard and actual monthly benefit,
amounts to the lower whole dollar. (A similar change is also being
made in the SSI program.) This change would simplify administra-
tion of the program and would have a minimal impact on beneficiaries.

Effective date—On enactment.

Estimated savings.—

Fiscal years: Millions
1983 $9
1984 10
1985 10

EFFECTIVE DATE OF APPLICATION ; PRORATION OF FIRST MONTH’S
ATFDC BENEFIT

(Section 152 of the Bill)

Present law.—Current regulations allow States to pay benefits be-
ginning with the first day of the month in which an application is filed.
At the present time 12 States have chosen to do this. States which do
not begin payments with the first of the menth must begin assistance
no later than the date on which the welfare agency approves the ap-
plication, or 30 days from the date the application is complete, which-
ever is earlier.

Committee amendment.—The committee amendment would require
States to pay benefits beginning no earlier than the date an application
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is filed. Any payment for the month application would be prorated
based. on the date of application. (A similar change is being made in
the SSI program.) An amendment to the Food Stamp Act requiring
that the first month’s food stamp benefit be prorated from the date of
application was enacted in the 1981 Reconciliation Act.

Since AFDC benefits are paid only to needy families, the commit-
teo believes that benefits should not ge provided for periods prior to
the time when the family itself recognizes the need and requests
assistance.

Effective date.—On enactment.

E'stimated savings.—

Fiscal years: Millions
1983 $13
1984 14
1985 14

ELIMINATE UNIFORMED SERVICE AS BASIS FOR AFDC ELIGIBILITY
(Section 153 of the Bill)

Present law—AFDC is payable to needy families if the need arises
because of active duty in uniformed service. The Administration esti-
mates that about 10,000 families who are now receiving AFDC report
that their need is caused by absence due to uniformed service. Any in-
come which these families may actually receive from the absent parent
is counted in determining the family’s benefit. '

Committee amendment.—The committee amendment would exclude
absence based solely on active duty in a uniformed service as a basis
for need. However, if the parent has left the home for other reasons,
the family may still be eligible for assistance. In this case, as provided
in present law, the custodial parent would have to assign to the State
any rights to child support which have accrued.

The committee believes that the absence of a parent solely because of
active uniformed duty should not be a basis of AFDC eligibility. The
parent in the service should retain the responsibility for supporting
any children. A companion provision (sec. 172) would require allot-
ments from the pay and allowances of any member of the uniformed
services (on active duty) when he fails to make child support

payments.
Effective date—On enactment.
E'stimated savings—

Fiscal years: Millions
1983 $15
1984 17
1985 17

REFUSAL TO WORK
(Section 154 of the Bill)

Present law.—Current regulations provide sanctions for AFDC
recipients who are required to register for the Work Incentive Pro-
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gram (WIN) if they voluntarily quit work, reduce earnings, refuse
cemployment, or refuse assignment to a community work experience
project. Sanctions may not be applied in the case of persons who are
not currently required to register, including persons who are employed
30 hours or more a week, or who live in an area so remote from a WIN
program that their participation is precluded.

Committee amendment.—The committee amendment would give the
Secretary authority to prescribe in regulations the period for which a
sanction could be imposed if an individual (who is exempt from WIN
registration because he is employed 30 hours or more a week, or lives
in an area so remote from a WIN project that his participation is pre-
cluded) : (1) refuses a bona fide offer of employment, (2) terminates
employment, or (3) reduces his hours of employment, without good
cause. In AFDC-UP families, assistance would be denied to the entire
family. In other families, the individual who is sanctioned would be
excluded from the family grant and, if the individual is the caretaker
relative, protective payments would be made on behalf of the children.

The committee believes that persons who are exempt from WIN
registration because of remoteness from a WIN program or because
they are already employed on a substantially full-time basis should be
subject to sanction when they terminate, reduce, or refuse employment.
The basis for their exemption from WIN has no relation to their
employability. This amendment would close a loophole in current law
by applying sanctions to all employable individuals as originally in-
tended in the law.

Effective date—On enactment.

Estimated savings.—

Fiscal years: Milltons
1983 §1
1984 1
1985 1

MANDATORY JOB SEARCH
(Section 155 of the Bill)

Present law.—Amendments enacted in 1980 included a provision
specifically authorizing Federal matching for job search activities
which are part of a State’s work incentive program. Both the statute
and the regulations provide sanctions if a recipient who is required tp
register for WIN and who has been certified as ready for employment
refuses without good cause to participate in job search. In the case of
the principal earner in an unemployed parent family, the sanc-
tion is denial of benefits for the entire family. In other cases, the in-
dividual who refuses is removed from the grant and the family’s
benefit is reduced. The sanction period is 8 months in the case of a first,
refusal and 6 months in the case of any subsequent refusals.

Committee amendment.—The committee amendment would require
each State to include in its State plan the requirement that as a condi-
tion of eligibility, individuals required to register for employment
and training (or who would be required to register except for remote-
ness from a WIN site) will be required to participate in a program of
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employment search beginning at the time of application. The individ-
ual would also be required annually to participate in a program of em-
ployment search after his application becomes effective whenever the
State agency prescribes, but not more than a total of eight weeks in
each year. An individual who refuses to comply with the requirement
for employment search would be subject to the same penalties as an
individual who refuses to comply with other work requirements.

The State would have to provide assurances to the Secretary that
the employment search requirements were being complied with.
There would have to be coordination between the emplovment search
program and other programs to assure that priority is given to job
placement over participation in another activity. Costs of operating
the job search program wonld he matched hy the Federal Government
as an administrative cost at the 50 percent matching rate.

The committee believes that when employable individuals apply for
AFDC, an attempt should be made to place them in employment while
their application for assistance is being processed. There has now been
considerable experience in conducting jobh search programs, both in
the Work Incentive (WIN) program and under various demonstra-
tion programs. The evidence accumulated as a result of this experi-
ence has convinced the committee that significant numbers of AFDC
applicants and recipients can be assisted in finding jobs through job
search programs. For example, results from a WIN demonstration
using the job club method of finding jobs for AFDC recipients showed
that this method was effective for all types of recipients, even in areas
of high unemplovment. This demonstration, conducted in Harlem,
New Brunswick, Tacoma, Wichita and Milwaunkee, resulted in the
placement of 62 percent of the job club participants.

Effective date—On enactment.

E'stimated savings.—

Fiscal years: Millions
1983 $20
1924 50
1985 50

INCLUSION AND EXCLUSION OF SPECITIED INDIVIDUALS’ NEEDS AND INCOME

(Section 156 of the Bill)

Present law.—The AFDC statute dees not provide a definition of

what constitutes an AFDC family. The law and reculations estab-
lish certain limitations on who may be included in the family unit,
and whose income and resources may be considered in determining
eligibility.
. Oommiattee amendment.—The committee amendment would, define
in the statute those individuals whose needs must and must not be
included in determining a family’s AFDC benefit, and would estahlish
rules for counting as available to the AFDC unit the income of cer-
tain individuals who are not in the family unit. Followine are the
basic changes from present law and regulations which would be made
by the new statutory language:
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Eligibility of a parent—Current law permits States to include
the needs of a parent or caretaker relative in determining the AFDC
benefit so long as there is an eligible child. The child is permitted to
retain eligibility to age 18 (or 19 if the child is in school and is expected
to complete his course of study before reaching his 19th birthday).

The committee amendment would require States to include the
needs of a parent, but only until the youngest child reaches age 16.
The income and resources of the ineligible parent would be counted
in determining the benefit for the child. The State would continue to
include the need of a parent of an older eligible child if the parent is
unemployable.

The committee believes that by the time the youngest child reaches
age 16 the parent is sufficiently free from child care responsibilities to
be able to undertake employment. The committee notes that about 66
percent of all mothers with children of school age are in the labor
force, and that the participation of mothers of all children, and in par-
ticular of school age children, has increased rapidly in recent years.
This change in AFDC eligibility rules reflects the growing participa-
tion of mothers in employment throughout the society.

Estimated savings.—

Fisca! years: Millions
1983 $47
1984 48
1985 48

Eligibility of a child—Current law permits families to exclude a
child from the assistance unit if that child has income which would
reduce the amount of the family’s benefit.

The committee amendment would require States to include all chil-
dren in the family unit (except disabled children receiving SSI bene-
fits, and certain stepbrothers and stepsisters). This change will end
the present practice whereby families exclude members with income,
such as social security or child support payments, in order to maximize
family benefits, and will ensure that the income of family members
who live together and share expenses is recognized and counted as
available to the family as a whole.

In addition, under current law the income of parents of a minor
child who is herself the parent of a child is not counted in deter-
mining the eligibility and benefit of the grandchild.

The committee amendment would require States to count the income
of the grandparents who are living in the same household as available
to the grandchild, after setting aside certain amounts to cover their
own needs. The AFDC payment would be made to the grandparent.
The committee believes that the income of the parents of a minor child
who becomes a parent should be available to the grandchild. By mak-
ing the check payable to the parents of a teenage parent, the bill would
give those parents opportunity to oversee the welfare of their child
and grandchild.
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E'stimated savings.—

Fiscal years: Millions
1983 « $63
1984 : 64
1985 64

Counting of income of unrelated individuals—Currently, the in-
come of an unrelated person in an AFDC household may not be pre-
sumed to be available to the household, and the welfare agency may
count only actual contributions which it knows have been made by
the individual to the AFDC family.

The committee amendment would require States to connt the income
of any person living with the child and with the child’s natural or
adoptive parent if that person is not related to the child or parent or to
any other individual living in the household. The income of this
unrelated individual would be considered available to the AFDC
family, after setting aside certain amounts to cover the needs of the
unrelated person and any dependents.

Estimated savings.—

Fiscal years: Millions
1983 $69
1984 70
1985 70

Effective date.—All three of the above provisions would be effective
on enactment.

REPEAL OF EMERGENCY ASSISTANCE PROGRAM
(Section 157 of the Bill)

Present law.—The emergency assistance prooram provides 50 per-
cent matching for emergency assistance (in'the form of cash, medical
care, or services) to families with children under a State’s AFDC plan
(including both AFDC and non-AFDC families). Assistance may be
provided for no more than 30 days in any 12 month period. The pro-
gram was enacted in 1967, and is optional with the States. In Decem-
ber 1980, 27 jurisdictions had established emergency assistance
programs:

Arkansas Michigan Oregon
Connecticut Minne<ota Pennsvlvania
Delaware Missonri Puerto Rico
District of Columbia Montana Virgin Islands
Illineis Nehraska Virginia
Kansas New Jersey ‘Washington
Kentucky New York Waest Virginia
Maryland Ohio Wisconsin
Massachusetts Oklahoma Wyoming

Committee amendment.—The committee amendment would repeal
the emergency assistance program. Legislation has been proposed to
make emergency assistance an allowable use of funds under the Low-
Income Home Energy Assistance Block Grant.
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Effective date—October 1, 1982.
Estimated savings.—

Fiscal years: Milllons
1983 $60
1984 60
1985 60

PRORATION OF STANDARD AMOUNT FOR SHELTER AND UTILITIES
(Section 158 of the Bill)

Present law.—ATFDC regulations generally prohibit the States from
prorating or otherwise reducing the AFDC benefit solely because of
the presence in the household of an individual who is not legally re-
sponsible to support the family. This general prohibition was modified
in Public Law 96-272 to allow States to prorate the shelter and utili-
ties portion of the AFDC benefit in the case of “child only” family
units, i.e., when the parent is not eligible for assistance.

Committee amendment—The committee amendment would allow
States to prorate the portion of the AFDC grant for shelter and utili-
ties whenever the assistance unit shares the household with other in-
dividuals. The committee amendment gives the States flexibility in
determining how the proration provision would be applied. It requires
that proration be accomplished “on a reasonable basis,” and in a man-
ner and under circumstances prescribed by the State. States would
not be allowed to prorate for a recipient of Supplemental Security
Income benefits to whom the one-third reduction applies. (The one-
third reduction in the SSI benefit occurs when individuals are deter-
mined to be living in the household of another and receiving in-kind
income in the form of food and shelter.)

The Administration had proposed that the proration provision be
made mandatory on the States. The Administration proposal also
prescribed how the proration was to be applied in individual cases.
The committee modified this proposal, agreeing instead that whether
a State prorates benefits and the method of proration should be mat-
ters decided by each State. The States themselves are better able to
make these decisions, taking into consideration their own AFDC
programs and caseloads. Each State would have the flexibility to
decide the method of proration based on its own policy and admin-
istrative considerations. For example, a State may wish to apply
proration under narrow circumstances and not prorate where the non-
AFDC household members receive SSI, have little or no income (for
Instance, lower than the State standard of need), or are unrelated. On
the other hand. a State may prorate in all situations where the AFDC
assistance unit shares shelter and utilities with other individuals. The
committee believes that the adoption of this optional provision rec-
ognizes the fact that where individuals share a household, the shelter
and ntility expenses for each individual are less.

Effective date—On enactment.

Estimated savings.—

Fiscal years: Millions
1983 $43
1984 4

1985 : 45
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REDUCTION OF FEDERAL MATCH FOR PAYMENT ERRORS
(Section 159 of the Bill)

Present law.—In the four major welfare programs, AFDC, SSI,
medicaid, and the food stamp program, the Federal Government and
the States have established on-going “quality control” systems. These
systems attempt to: (1) measure the extent and dollar value of “errors”
in administration; (2) identify the types and cauces of error; and (3)
specify and monitor corrective actions taken to eliminate or reduce
€eITOrS.

In the AFDC, medicaid, and food stamp programs, States may be
“sanctioned” by being required to pay the Federal GGovernment the
Federal cost of improperly issued benefits, as shown by quality con-
trol surveys, if they do not keep their error rates below a national
average or show a reduction in their error rates that meets a regularly
adjusted “target improvement rate”. However, waivers of these sanc-
tions are allowed and have, thus far, been regularly granted. The fiscal
sanction that may be imposed is the amount of Federal funds misspent
above what the State’s error rate would have been if it had met its
target improvement rate. In the SSI system, the Federal Government is
to reimburse States for their share of federally administered SSI funds
misspent above a 4 percent “tolerance level”.

The regulations prescribing the AFDC sanction rules were issued
pursuant to a provision in the fiscal year 1980 appropriation bill (sec.
201 of H.R. 4389), the so-called “Michel amendment”, which directed
the Secretary to issue regulations requiring States to reduce their
AFDC payment error rate to 4 percent by September 30, 1982. Al-
though the bill was not enacted, the Cengress adopted a continuing
resolution (Public Law 96-123) to appropriate 1980 funds “to the
extent” and “in the manner” of H.R. 4389, as adopted by the House
on August 2, 1979. This legislation was interpreted by the Department
as requiring the imp’ementation of section 201.

Under these regulations, States are required to achieve one-third
progress toward the 4-percent payment error rate (measured from
their error rate for the base period April-September 1978) by Septem-
ber 30, 1980, and two-thirds progress by September 30, 1981. The
4-percent goal is the standard for all assessment periods after Septem-
ber 30, 1982.

The national average payment error rate for recent measurement
periods has been: April-September 1979, 9.5 percent; October 1979-
March 1980, 8.3 percent; and April-September 1980, 7.3 percent. ¥or
that most recent period, only four States had achieved the 4-percent
goal : Minnesota, Iowa, Nevada, and Oregon.

Committee amendment—For the AFDC program, the committee
amendment will continue the 4-percent error rate tolerance level for
fiscal year 1983 and reduce that tolerance level to 3 percent effective
for fiscal year 1984 and thereafter. Until April 1, 1983, any sanctions
would continue to be applied under the existing authority of the
Michel amendment. Starting on that date a new sanction authority
would be established. Under this new authority, Federal payments
to the States will be reduced each quarter on a current basis to reflect
the Secretary’s estimates as to the error rate prevailing in the State
program during that quarter. If the Secretary’s estimates prove to
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be incorrect when actual data become available, appropriate adjust-
ments will be made in subsequent grants. The committee amendment
continues the present authority of the Secretary to waive the sanctions
in limited cases where he finds that States have failed to meet the target
error rates despite a good faith effort to do so.

The committee is aware that many questions remain to be resolved
relative to the matter of sanctions for excessive rates of error. For
example, under the regulations in effect prior to the Michel amend-
ment, no sanctions have in fact been imposed. However, the Adminis-
tration projections of program costs under present law appear to be
based on an assumption that no waivers would be granted. The com-
mittee believes that the question cannot be predetermined either way
but must be based on a case-by-case examination by the Secretary of
the situation in a State, taking into account relevant circumstances
including the question of whether the State has shown a sustained
record of improvement over a period of years. The committee intends
that the provision be administered in a way which will achieve its
cbjectives on a reasonable basis. This requires recognition that the
purpose of the provision is to provide a strong incentive for improved
program accuracy and to avoid Federal participation in erroneous
nayments. It also requires recognition of the limitations on what it
is possible to accomplish even with good faith efforts aimed at full
compliance.

Because of these questions the committee has deferred the effective
date of the new procedure until April 1, 1983. This should allow time
for the Administration to make any necessary revisions to its regula-
tions and to cons‘der State concerns relating to the accuracy and
timeliness of the present quality review system. The committee itself
intends to review the issues raised with respect to this provision during
that period. and may recommend further legislation, if such action is
determined to be necessary to assure that the provision operates in
such a way as to achieve its purposes in an equitable and accurate
manner.

Effective date~—QOctober 1, 1982.

E'stimated savings.—

Fisca! years: Millions
1993 $85
1974 129
1985 i1

HOUSEHOLDS HEADED BY MINOR PARENTS

(Section 160 of the Bill)

Present low.—Minor parents who have children mav establish their
own AFDC households, so long as thev meet eligibility criteria. No
effort is made to keep a teenage mother in the home of her own parent
or suardian.

Committee amendment—The committee amendment would require
that. in order to aualifv for AFDC benefits, a minor parent and her
child would have to veside in the home of the minor parent’s own par-
ent or guardian. This requirement would not apply where : the minor
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parent was married at the time of (or at any time prior to) applica-
tion for benefits, the minor parent has no parent or legal guardian who
is living and whose whereabouts are known, the State agency deter-
mines that the health and safety of the minor parent or child would
be seriously jeopardized if they lived in the same residence with the
parent or legal guardian, or the minor parent lived apart from her
parent or legal guardian for a period of at least one year prior to the
birth of the child.

This amendment is an extension of Section 156 of the committee bill,
which requires the counting of the income of parents of minors with
children and requires payment of the benefit check to the parent of the
minor parent if the minor parent is living with the parent.

Effective date—On enactment.

E'stimated savings.—

Fiscal years: - Millions
1983 $25
1984 27
1985 29

EXCLUSION FROM INCOME OF CERTAIN STATE PAYMENTS

(Section 161 of the Bill)

Present Tow.—A provicion in the 1981 Reconciliation Act required
States to determine AFDC henefits on the basis of the family's in-
come in the preceding month. TTnder certain circumstances, payment
may be determined on the basis of income in the second preceding
month. This may be necessary. for exnmple. when the payment date
is in the first week of the month and the State needs time to process
the monthly report of income which must be submitted by the recip-
ient.

A State which has stch a Jag between the month for which income
is counted and the pavment date may wish to supnlement the AFDC
pavment with a whollv State-financed payment. It may choose to do
this, for example, for families which lose employment and suffer an
immediate loss in income. TTnder present Jaw. however. if the State
decides to assist a family during a pavment adjnstment lag, any sup-
plement which it pays to the family is rounted as income for pur-
poces of determining the AFDC benefit. This has the effect, of reduc-
ing the next AFDC henefit check, and the State may find that it must
supplement the AFDC benefit again in order to meet the family’s
needs. The fact that the State supplementary pavment must be
counted as income for AFDC establishes a cycle which may force the
State to supplement. the AFDC benefit on a continuing hasis.

Committee amendment.—The committee amendment would allow
States to exclude from calenlations of AFDC benefit amounts any
pavments made solelv from State funds that are designed to compen-
sate for lost income in the period before the new benefit amount can
be calculated and paid.
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Effective date—On enactment.
Estimated savings.—

/

Fiscal years: Millions’
1983 $0
1984 0
1985, 0

EXTENSION OF TIME FOR STATES TO ESTABLISH A WORK INCENTIVE
DEMONSTRATION PROGRAM

(Section 162 of the Bill)

Present law.—The 1981 Reconciliation Act included a provision
authorizing States to operate 3-year demonstration programs as al-
ternatives to the current WIN program. The demonstration is aimed
at testing single-agency administration and must be operated under
the direction of the State welfare agency. The legislation includes
broad waiver authority designed to encourage States to develop inno-
vative programs which best meet their own State needs.

The legislation required States to submit an application to the Sec-
retary of Health and Human Services specifying intent to operate a
WIN demonstration program. This application had to be submitted
within 60 days after enactment. A total of 26 States met this applica-
tion deadline, indicating their intent to begin a WIN demonstration.
Sinee that time, however, a number of these States have not followed
through on their applications because of the severe cut in WIN fund-
ing for fiscal year 1982, and the proposal by the Administration to re-
peal the program beginning in 1983. The committee has not agreed
with the Administration that WIN should be repealed, and notes
that the Congress in its action on recent urgent supplemental bills
has registered its desire to increase the funding which is available for
1982,

Committee amendment.—The committee amendment would allow
States a period of two additional years in which to exercise their op-
tion to operate a WIN demonstration program. This would give the
States until June 30, 1984 to make this decision. The committee be-
lieves that the new activities which States are planning and have re-
cently undertaken (with respect to employment and training pro-
grams for WIN registrants) justify this amendment to further en-
courage the development of new programs. This extension of the pe-
riod for application will give States ample time to consider their
needs and the methods which they believe will be most useful in serv-
ing their AFDC applicants and recipients.

Effective date—On enactment.

E'stimated savings—

Fiscal years: Milllons
1983 $0
1984 0

1985 0
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E. Provisions Revatep 1o Cuitp SurrorT ENFORCEMENT
(Subtitle E of Title I)
FEE FOR SERVICES TO NON-AFDC FAMILIES

(Section 171 of the Bill)

Present law.—States are required to provide child support collec-
tion services to non-AFDC families requesting assistance. Prior to the
Omnibus Budget Reconciliation Act of 1981 (P.L. 97-35), States had
the option of charging non-AFDC families a reasonable fee and then
retaining a portion of any child support collection to pay for adminis-
trative expenses not covered by the fee. Under the Reconciliation Act
provisions, States retain the option of charging non-AFDC recipients
a reasonable application fee, but are required to charge a fee equal to
10 percent of the support collected. The 10 percent fee must be charged
against the absent parent and added to the amount to be collected.

States have reported that because of legislative barriers and admin-
istrative difficulties, they have generally been unable to implement the
requirement that the collection be charged only against the absent
parent. The result is that they are unable to recover costs by using the
10 percent fee provision.

Commiittee amendment.—The committee amendment would repeal
the provisions enacted in P.L. 97-35 which would require States, in
cases involving non-AFDC families, to charge any absent parent who
is obligated to pay child support through the State Child Support
Enforcement Agency a fee equal to 10 percent of the child support
payment. The amendment would restore the law in effect prior to P.L.
97-35 which allows States to charge a reasonable fee for a non-AFDC
collection and retain from the amount collected an amount equal to
administrative costs not covered by the fee. The amendment would
also retain, as a State option, the authority to collect from the parent
who owes child or spousal support an amount to cover administrative
costs, in addition to the child support payment.

The amendment would provide that if a State elects to deduct such
costs from the amount of any recovery made, the State shall have in
effect a procedure under which the court or other entity which deter-
mines the amount of the support obligation will be notified of the
amount by which any support collection will be reduced to reimburse
the costs of collection. This would allow the court, if it finds such
action appropriate, to increase the support order so that the income
provided to the family will not be reduced.

Effective date~—August 13, 1981,

Estimated savings.—

Fiscal years: Millions
1983 $12
1984 16

1985 11
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ALLOTMENTS FROM PAY FOR CHILD AND SPOUSAL SUPPORT OWED BY
MEMBERS OF THE UNIFORMED SERVICES ON ACTIVE DUTY

(Section 172 of the Bill)

Present low.—Present law does not provide for allotments from
the pay and allowances of members of the U.S. Armed Forces.
.. Committee amendment.—The committee amendment would add a
new section to title IV-D of the Social Security Act to require allot-
ments from the pay and allowances of any member of the uniformed
service (on active duty) when he fails to make child (or child and
spousal) support payments. The requirement would arise when the
member failed to make support payments in an amount at least equiva-
lent to the value of two months’ worth of support. Provisions of the
Consumer Credit Protection Act would apply so that the percentage
of the member’s pay which could be garnished would be limited. The
amount of the allotment will be t™at of the support payment, as estab-
lished under a legally enforceable administrative or judicial order.

Efective date—On enactment.

Estimated savings—

Fiscal years: Millions
1933 $7
1984 9
1985 10

REIMBURSEMENT OF STATE AGENCY IN INITIAL MONTH OF INELIGIBILITY
FOR AFDC

(Section 173 of the Bill)

Present law.—Amounts of support collected which are sufficient
to make the family ineligible for AFDC must be paid to the family
beginning with the first month of ineligibility.

Committee amendment.—The committee amendment would provide
that amounts collected which are sufficient to make the family ineligi-
ble would be paid to the family in months after the first month of in-
eligibility. This would allow the State to reimburse itself for AFDC
that would have already been paid for that month before the support
was_collected and known to make the family ineligible. Thus, the
family would not receive double payment for the same month, both
in the form of AFDC and through receipt of the support collection.

Effective date—On enactment.

Estimated savings.—
Fiscal years: Millions
1983 $3
1984 4

1985 1
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F. Provisions RELATED To SUPPLEMENTAL SECURITY Income (SSI)

(SuBtitLe F or Titee I)
PRORATE FIRST MONTH’S BENEFIT BASED UPON DATE OF APPLICATION

(Section 181 of the Bill)

Present law.—The payment of SSI benefits begins with the first day
of the month in which the recipient applies and meets the eligibility
requirements.

Committee amendment.—The committee amendment would prorate
the first month’s SS1 benefit from the date of application or the date of
eligibility, whichever is later. A similar change is also being made in
A¥XDC. (A provision requiring prorating the first month’s food stamp
benefits from the date of application was enacted in the 1981 Reconcili-
ation Act.) This amendment would also apply to months in which the
individual reapplies after a period of ineligibility.

Since SSI is available only to the needy, the committee believes that
benefits should not be provided for periods prior to the time the indi-
vidual recognizes his need and requests assistance.

E'ffective date—On enactment.

E'stimated savings.—

Fiscal years: : Millions
1983 $26
1984 28
1985 32

ROUND S8I ELIGIBILITY AND BENEFIT AMOUNTS

(Section 182 of the Bill)

Present low.—SSI monthly benefit amounts and income eligibility
amounts (which are adjusted annually to retlect changes in the cost-of-
living) are rounded to the next higher ten cents.

Committee amendment.—The committee amendment would round
SSI monthly benefit and income eligibility amounts to the next lower
dollar. Rounding would take place after the cost of living adjustment
had been made. Cost-of-living adjustments in subsequent years would
be based on the unrounded benefit and income eligibility amounts so
that the provision would have no cumulative effect from year to year.
This amendment would reduce Federal outlays while having only a
minimal impact on future benefits.

Effective date.—On enactment.

E'stimated savings.—

Fiscal years: Millions
1983 $20
1984 25

1985 30
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COORDINATION OF SSI AND OASDI COST-OF-LIVING ADJUSTMENTS

(Section 183 of the Bill)

Present law.—A provision of the Omnibus Budget Reconciliation
Act of 1981 requires that SSI benefits be determined on the basis of
a monthly retrospective accounting system which replaces the
quarterly prospective system existing in the past. Rather than basing
SST benefits on the applicant’s or recipient’s income and resources in
the current calendar quarter, benefits are based on income and resources
in a prior month.

Because of a defect in drafting this legislation, the annual cost-of-
living increases in SSI and OASDI benefits were not coordinated. As
a result, for people who receive SSI and OASDI, the new, higher
OASDI benefit paid each July will not immediately be reflected in
the SSI benefit. One or two months later, the SSI benefit will fall
when the new, higher income is taken into account.

Committee amendment.—The committee amendment would coordi-
nate the SST and social security (OASDI) benefit increases so that at
the time the cost-of-living adjustment is made, the recipient’s SSI
benefit is based on his or her social security payment in the same month.
Also, whenever the Secretary judges there to be reliable information
on the recipient’s income or resources in a given month, the SST benefit
in that month would be based on that information. The Secretary
would be required to prescribe by regulation the circumstances in
{)Vhicf}il such information could be used to determine the monthly SSI

enefit.

This amendment would prevent SSI recipients from experiencing
each year an unintended increase in total income above the cost-of-
living adjustment followed two months later by an unexpected reduc-
tion in their benefits.

Effective date—The cost-of-living coordination would be effective
for benefits payable for months beginning 60 days after enactment.
The broader authority would be effective on enactment.

Estimated savings.—

Fiscal years: Millions
1983 $45
1984 1
1985 43

PHASE OUT “HOLD HARMLESS” PROTECTION

(Section 184 of the Bill)

Present law.—SSI provides for a basic Federal minimum pay-
ment for all recipients. States are allowed to supplement the Fed-
eral payment. The original act of 1972 included “hold harmless”
protection for the States which allowed them to supplement the
Federal payment to assure that recipients would receive cash bene-
fits equal to their January 1972 benefit levels, with no cost to the
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State beyond what it spent for benefits on behalf of aged, blind and
disabled persons in 1972,

Because of Federal benefit increases since that time, all except
two States, Hawaii and Wisconsin, have lost their “hold harmless”
status. These two States still receive a Federal contribution to their
State supplements because of a special provision added to the law
in 1976. Under this provision, their “hold harmless” payments are
no longer reduced by Federal benefit increases.

The 1982 Continuing Resolution provided for a reduction in “hold
harmless” payments for Wisconsin and Hawaii.

Committee amendment.—The committee amendment would continue
phasing out “hold harmless” payments requiring hold harmless States
to pay an increasing share of the cost of their supplementary benefits.
These States would be required to pay 60 percent of the costs that
would otherwise be paid by the Federal government in 1983, 80 per-
cent in 1984, and 100 percent in 1985 and future years.

The committee believes that Federal hold harmless payments, now
made to just two States, are no longer necessary for meeting the objec-
tives of the initial SSI legislation of 1972. The original legislation,
which required some State supplementation, was intended to assure
that people receiving old-age assistance, aid to the blind, or aid to the
permanently and totally disabled would not suffer a loss of income
with the inception of the Federal SSI program, while protecting
States from an increased fiscal liability due to caseload growth.

Effective date.—On enactment.

Estimated savings.—

Fiscal years: Millions
1993 $30
1984 37
1985 45

RECOVERY OF SSI OVERPAYMENTS

(Section 185 of the Bill)

Present law.—The Secretary is required to recover SST overpay-
ments by adjusting future payments, or by recovery from the recipient.
Recovery of overpayments is to be made with a view to avoiding penal-
izing the individual who is without fault. Recovery of overpayments
is not required, for example, if the individual is without fault and if
recovery would defeat the purpose of the program, or be against equity
or good conscience, or the amount to be recovered is so small as to
impede efficient or effective administration.

Committee amendment—The committee amendment would, under
b_hese same conditions, allow recovery of SSI overpayments from bene-
fits payable under other programs administered by the Social Security
Administration (Black Lung and OASDI benefits).

Presently, 40-50 percent of SSI overpayments are not recovered
mainly because the overpaid individuals are no longer eligible for SSI.
Yet, about half of these overpaid SSI recipients continue to receive
social security benefits from which the overpayments could be
recovered.
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The committee believes that in cases where individuals receive in-
come support from SSI as well as from other programs administered
by SSA, these other sources of income should be taken into account in
overpayment recovery situations.

The committee understands that departmental regulations: (1) limit
the reduction of SSI payments (in any one month) for the collection
of overpayments o as to avoid leaving individuals totally without
resources, and (2) provide that assistance payments will generally not
be increased simply to replace income losses occasioned by reductions
in benefits from other programs to collect overpayments. The commit-
tee expects that this provision will be administered in a similar manner.
On the one hand, reductions should be made with due regard for the
ongoing needs of the individual. On the other hand, it is not intended
that SSI payments be increased to replace the social security or other
benefits being withheld.

E ffective date.—On enactment.

Estimated savings.—

Fiscal years: Millions
1993 $16
1984 17
1985 18

G. Provisions RELATED TO UNEMPLOYMENT COMPENSATION
(Subtitle G of Title I)
ROUND UNEMPLOYMENT BENEFITS TO NEXT LOWEST DOLLAR

(Section 191 of the Bill)

Present law.—TUnder present law the States may determine rounding
procedures to apply in the calculation of an individual’s weekly unem-
plo7ment. benefit.

Committee amendment.—~The committee agreed to an amendment
under which the Federal 50 percent matchineg share of extended un-
employment benefits would not be available on that part of extended
unemplovment benefit payments which result from & failure on the
part of the State to have a benefit structure in which benefits are
ronnded down to the next lower dollar.

This amendment would reduce Federal outlavs while having only a
minimal impact on future unemployment benefits.

Effective date—This provision would be effective for benefits pay-
able on or after October 1, 1983. States in which there is no legislative
session prior to that date would, however, be given additional time
before the provision would become effective.

E'stimated savings.—

Fiscal years: Millions
1923 $0
1984 10

1985 19







TIV. Costs oF Carrying Our THE SPENDING REDUCTION PROVISION
oF THE B1LL AND VoTE oF THE COMMITTEE

BUDGET EFFECTS

U.S. Concress,
CoNgresstoNAL Bupcer OFFICE,
Washington, D.C., July 12, 1982.
Hon. Roeert DotLE,
Chairman, Committee on Finance, U.S. Senate, Washington, D.C.

Dear Mr. CHATRMAN : Pursuant to Section 403 of the Congressional
Budget Act of 1974, the Congressional Budget Office has prepared the
attached cost estimate for certain provisions of H.R. 4961, a bill that
would raise revenues and change Medicare, Medicaid and income se-
curity programs to reduce budget outlavs as directed by the First Con-
current Resolution on the Budget for Fiscal Year 1983.

This estimate includes the revenue and spending effects of the pro-
posed program changes to reduce budget outlays and the provisions re-
lating to the Airport and Airway System Development Act. The bud-
getary effects of the revenue raising provisions will be addressed in a
subsequent estimate. That estimate will include revenue and budget
authority estimates of provisions such as the proposed increase in the
federal unemnloyment tax and the pronosed extension of Social Se-
curity hospital insurance taxes to federal employees.

Should the Committee so desire. we would be pleased to provide fur-
ther details on the attached cost estimate.

Sincerely,
Arice M. RavLin,
Director.
CONGRESSIONAL BUDGET OFFICE—COST ESTTMATE

1. Bill number: H.R. 4961 (excluding revenue raising provisions).

2. Bill title: Not available.

3. Bill status: As ordered reported by the Senate Committee on
Finance on July 2. 1982,

4. Bill purpose. To make changes in the Medicare, Medicaid and in-
come security programs to reduce budeet outlays as directed by the
First Concurrent Resolution on the Budget for Fiscal Year 1983.
This hill also vrovides new direct spending authority from the Airport
and Airway Trust Fund for grants-in-aid to airports and authorizes
appropriations from the Trust Fund for certain other activities of the
Federal Aviation Administration.
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5. Cost estimate:
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TABLE 1.—~SUMMARY OF BUDGETARY EFFECTS OF H.R. 4961

[By fiscal year, in millions of dollars]

1982 1983 1984 1985 1986 1987
a. Revenue changes.______ . _______________ 0 —80 —125 —=140 —155 —180
b, Spending reductions (direct spending)_.._. BA —14& —41, i163§ —sl,gg? —%, g{ —3, }ég —l%' gg%
¢. Spending increases (direct spending). .. BA Auso0 71532 %28 L g§tls 2, 133 l:ggg
d. Spending increases (authorizations). 26 2,635 3,233 3, 283 3,230 3,058
- 18 1,825 2,190 2,696 3,097 3,251
Total. o eeeeeeeeeeee- BA 344 1,955 2,262 2,192 2,251 1, 856
0 18 -—-2,153 —3,239 3,824 5,320 7,046
TABLE 2.—DETAILS OF BUDGETARY EFFECTS OF H.R. 4961
[By fiscal year, in millions of dollars]
1982 1983 1984 1985 1986 1987
A. REVENUE CHANGES
Modify coverage of working aged (medicare)...____ 0 -80 ~125 -140 —155 —180
B. SPENDING REDUCTIONS
(DIRECT SPENDING)
Medicaid (function 550):
Allow States to require nominal copay- BA -10 —-32 —47 —53 —-59 —-65
ments on certain services, ] 0 —42 —47 —53 —53 —65
Eligningte matching for medicare pt. B gA —4% —%gg —gig —ggg —%ﬁ% —%g:
uy-in, - - — — -
Allow States to apply liens.. __.____.__ %A —4:(1J —11?393 —22%% —22221l —Zzthll —%gg
Reduce error rate tolerances.._..__._.__ BA —% —%30 —gg —;% —%l()] -gg
Impact of proposed medicaid legislation BA 0 0 100 100 0 0
on current law penalties. 0 0 0 100 100 0 0
Medicaid impact ot AFDC proposals.___. %A —250 —1705 —11?.300 —1177% —1199% —%}g
—100 - — - -
Medicaid impact of limiting reimburse- BA =7 =23 —80 —140 -150 -200
ment to hospitals in HI. 0 0 -30 —80 —140 —150 -200
Total, medicaid. .. ..._.._____ BA —142  —a6  —638 78  —92 —1080
0 0 -588 —638 —786 -962 -1,080
Medicare (function 550):
Delay initial eligibility date:
e N SR B SN S S
Medicare—SMi.__.._____.____..._ BA 0 i9 et =25 —28 -30
. . 0 0 -50 ~75 —85 -100 ~110
Modify coverage of working aged:
e S S SR R R R
- -390 - - -
potleare =S o ¢ B @ 5 ah m
Require home health copayments: Medi- BA 0 lg 1) lg g& (‘g
care—HI, 0 0 - —t5 - - -8
PSRO: Medicare—H1.._____.__________ BA 0 ¢ o o o )
0 n _ _ - -
Reduce reimbursement for radiology and BA 0 —53 —63 —70 —80 -9
pathology services: Medicare—SMI. 0 0 -160 -210 250 @ —280 -320
Ingllev)l(l part B deductible: Medicare— gA g _gg _lgg —zgg —:1;%111 —}gg
Limitation on economic index: Medi- BA 0 -® -I5 13 -\ -l
care—SMI. , 0 ¢ -230 -390 —a60 530 -6l
Repeal the routine nursing salary dif- BA 0 lg (1) 1) i‘) g
erential : Medicare—HI. 0 0 ~ -0 -125 -5 -l
Impose salary equivalency test for hospi- BA 0 —18 =21 —24 =21 "82
tal based physicians: Medicare—SMI. 0 0 —63 -73 —84 % -8
Hold pt. B premiums constant: SMI BA 0 -36 —204 —1499 —-800 ~I, 0
premiums—Offsetting receipts. 0 0 —36 —204 —499 —500 L4
Limit reimbursement to hospitals: Medi- BA 0 (3 (3 (18 )]
care—Hl, 0 0 610 -—1,720 -3,120 -3,50 —45
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TABLE 2.~DETAILS OF BUDGETARY EFFECTS OF H.R. 4961—Continued
[By fiscal year, in miillions of dollarsy

1982 1983 1984 1985 1986 1987
Requilie medticare rag'ulation: bsidv: BA 0 ® a ’
Eliminate private room subsidy:
Medicare—HI. 0 —54 —% -3 —gg —Sg
Establish single reimbursement limit  BA 0 0] Q ® 1) (0]
for SN:‘"and HHA services: Medi- O 0 -18 —4 —46 =52 —58
care—Hl.
Eliminate duplicate payments of OP BA 0 —56 —68 ~81 —35 -111
services: Medicare—SMi, 0 0 ~160 —225 -270 —325 —380
increase funding for cost report audits; BA 0 (18 0 88 (18 ¢
Medicare—HI, ) 0 0 —13 =3 -
Temporarily delay PIP: Medicare—HI.__ BA 0 ( 1 (t (13 (‘8
. 0 0 -7 -1 8J
Modify reimbursement for assistants at BA 0 —33 —38 —44 -49 —54
surgery: Medicare—SMI. 5 0 0 —55 --130 -150 ~175 ~195
Medicare pavments to HMO's: Medicare. BA 0 0 0 0
X i : 0 0 0 0 ] 0 0
Ineffective drug provision: Medicare..... BA 0 0 0 0 0 0
0 0 0 0 0 0
Total, medicare.._._____..____..... BA 0 ~377 —624 —999 1,491 -2,098
0 0 -—2,966 —4,538 -5684 —7,548 9,581
Aid to famil'es with dependent children
(AFDC) (function 600):
Round benefits_..__.____._o_—__.___ BA 0 -9 -10 -10 -10 -10
0 0 -9 -10 -~10 —10 -10
Prorate first month's benefit_____.______ BA 0 -13 ~14 —1a —-14 -14
. . . 0 -13 -14 -14 -14 -14
Eliminate military service as basis for BA 0 =15 =17 -17 =17 -18
eligibility. 0 0 ~15 ~17 -17 -17 -18
Sanction for refusal to work. _......___ BA 0 -1 -1 -1 -1 -1
] 0 -1 -1 -1 -1 -1
Mandate job search...__......__._____ BA 0 ~20 50 —50 -50 ~50
- 0 0 —20 —50 ~50 -50 —50
Eliminate parents’ benefit when young- BA 0 -47 —48 —48 —49 —50
est child reachesage 16___________.__ 0 0 —~47 —48 —43 —149 ~50
Include ait minor children in AFDC unit.. BA 0 —63 —64 —~64 —66 —67
0 -63 —64 —64 —66 —-67
Count income of unrelated adults...____ BA 0 —69 =70 ~70 -72 ~13
A 0 0 —69 ~70 —70 -12 -73
Repeal emergency assistance.._...___.. BA 0 —60 —60 —60 —61 —61
i 0 0 —60 —60 —60 —61 —61
Permit States to prorate shelter.._.__... BA 0 ~43 —44 —45 —a6 —47
0 0 —43 —44 —45 —46 —47
Reduce error rate tolerances._. .- —.__ BA 0 —85 -129 —41 -4 —41
. X . 0 [} -85 —129 ~41 ~41 —-41
Require minor parents to reside with BA [1] —25 =27 =29 —-32 —35
parents or guardians. [1] —25 ~27 -29 =32 -35
Exclude certain State payments from in- BA 0 0 0 0
come, 0 0 0 0 0 0 0
Extend time for establishment of WIN BA 0 1 (1 0 0 0
demonstrations. [} 0 0 0 0 0 0
Total, AFDC. oo ... BA 0 —450 —534 —a49 —459 —467
0 0 —450 —534 —449 —459 —467
Sugg&;mental security income ($S1) (function
Prorate first month's benefit......_.____ BA 0 -2 —28 -32 =36 ~37
0 0 26 —28 -3 ~36 -3
Round benefits. ... _ e oeeneeoomo. BA 0 -20 =25 -30 -30 -30
i 0 -20 -25 -30 -30 -30
Coordinate cost-of-living adjustments.... BA 0 —45 -4 - 43 -2 ~42
0 0 ~45 —41 -143 —-42 -42
Phase out “hold harmiess"”........_... BA 0 -30 -37 —45 45 —45
0 0 —30 -37 —45 —45 -5
Recover overpayments._._________..___ BA 0 —~16 -17 —18 -19 -2
0 0 -16 -17 ~18 ~19 =20
Total, SSI BA 0 —-137 —148 —168 -172 —~174
0 0 -137 —148 —168 -172 ~174
Child support enforcement (function 600):
Alter fee for non-AFDC families....____ BA 0 -12 -16 ~11 -13 -14
. 0 0 ~12 -16 -1 ~13 -14
Assign wages for members of the armed BA 0 -7 -9 -10 -10 -10
R fprges. 0 -7 -9 —140 -lg —lg
eimburse state agencies for ineligible BA 0 -3 -4 — - -
AFDC families. ¢ 0 0 -3 -4 -4 -5 =5
Total, child support..oeeeeooo—.... BA 0 —22 -29 —25 —28 —%9
0 0 -22 -29 =25 ~28 -29
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TABLE 2.—DETAILS OF BUDGETARY EFFECTS OF H.R. 4961—Continued

[By fiscal year, in millions of dellars]

1982 1983 1984 1985 1986 1987
Unemployinent insurance (function 600)..... BA 0 0 0 0 0 0
0 0 0 -10 -19 -20 ~20
Total for provisions resulting in spend- BA -142 —1,432 -1973 -—2,427 -3,112 -3 848
Ing decreases, V] 0 -4,163 -5897 -7,131 -8,189 -11,351
C. SPENDING INCREASES
(DIRECT SPENDING)
Airrort and Airway System Development Act BA 450 600 600 600 1,089 1,207
(function 400): Grants-in-aid to airports. O 0 120 390 510 660 924
Medicaid (function 550): . .
Allow states to continue medicaid eligi- BA 0 1 1 1 1 2
bility for certain individuals. 0 1 1 1 1 2
Delay initial eligibility date in medicare__ BA 5 17 28 33 8 43
i 0 22 28 33 38 43
Reduce reimbursement for radiology and BA & 11 15 20 20 25
pathology services in medicare, 0 0 15 15 20 20 25
Index pt. B deductible in medicare...._. BA 1 4 10 20 25 N
1] 0 5 10 20 25 30
Total, medicaid._____._.__.____...__. BA 10 33 54 74 84 100
0 0 43 54 74 84 100
Medicare (funrtion 550):
SMI premiums—Offsetting receipts....__ BA 0 22 24 27 28 30
0 22 2 27 28 30
Judicial review._...__________..______._ BA 0 [6)] 0] [0 [0) ®
Increase in HI budget authority tesulting 0 0 (0] [0) o ® ®
from outlay savings:
Delay initial eligibility date______.__ BA 0 5 18 k1! 49 62
Modify coverage of working aged._._ BA 0 11 40 80 114 146
Require home health copayments... BA 0 2 6 13 18 23
PSRO.____ ... . _...._BA 0 1 2 4 5 6
Repeal the routine nursing salary BA 0 5 15 25 35 45
differential
Limit reimbursement to hospitals. .. BA 0 30 135 370 640 92¢
Etiminate private room subsidy..... BA 0 2 8 16 22 2
Establish single reimbursement limit BA 0 1 4 8 12 15
for SNF and HHA services
Increda.ste funding for cost report BA 0 6 25 54 62 53
audits
‘lemrorarily delay PIP..._......_.. BA 0 34 71 31 15 13
Total HI budget authority. _____._.. BA 0 97 324 635 972 1,308
Total, meditare. ..co-.________ BA 0 119 348 662 1,000 1,329
0 0 22 24 27 28 30
Total for provisions resulting in BA 460 752 1,002 1,33 2,133 2,646
spending  increases  (direct 0 0 185 468 611 72 1,054
spending). :
d. SPENDING INCREASES
(AUTHORIZATIONS)
Airport and Airway System Developirent Act
(function 400):
Facilities and equipment 251 725 1,393 1,407 1,377 1,164
Research, engineering and development. 72 134 268 269 215 193
Operations. . 800 1,559 1,335 1,363 1,388 1,44
eather services_.__ - 0 2 2 31 33 35
Security screening..... - 10 0 0 0
Total authorization. .____._.._..__.___.____ L,143 2,45 3025 3070 3,013 2,83
Less: Amounts already appropriated... ... L1l 0 0 0 0 0
Net additionat authorization. . ______________ 2 2,485 3,025 3,070 3,013 2,836
Estimatedoutlays. _______._________ - 18 1,635 1,982 2,483 2,880 3,029
Food stamps (function 600): Impact of AFDC
and SSI proposals:
Estimated authorization..____________________ 0 190 208 213 217 222
Estimated outlays. .._..____._.______________ 0 190 208 213 217 222
Total for provisions resuf*ing in spend-
ing increases (authorizations):
Authorization ... ... ______ 26 2,635 3,233 3,283 3,230 3,058
Outlays. = 18 ,825 2,190 2,63 3,097 3,251
Total:
Authorization/budget authority 344 1, 955 2,262 2,192 2,251 1,85
Outlays. 18 -2,158 -3,239 -3 &4 -530 -1, 046

1 Budget authoritv shown under spending Increases.
3 Less than $1,000,000.
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Some sections in this bill would reduce future federal liabilities
through changes to existing entitlements and therefore could permit
subsequent appropriations’ actions to reduce the budget authority
for these programs. The figures shown as “Budget Authority” (BA)
represent those amonnts by which budget authority could be reduced,
as a result of this bill, below the levels needed under current law.

6. Basis of estimate: The savings shown for this bill are estimated
based on draft legislation. Detail on the bases of the estimates is avail-
able from CBO staff.

Certain propcsed changes in some programs cause outlays in other
programs to change. For example, reductions in benefits to recipients
in the AFDC program cause outlays in the Food Stamp program to
increase. Most AFDC recipients receive food stamps and the amount
of a recipient family’s food stamp benefit depends on the family’s
income. In addition, when changes in the AFDC program make
families ineligible for AFDC, they often lose Medicaid benefits, caus-
ing Medicaid outlays to decrease. Such changes in outlays are shown
in the cost estimate table. In the case of Food Stamps, such increases
are relative to CBO’s baseline estimates that assume continuation of
the current program.

7. Fistimate comnarison: None.

8. Previous CBO estimate : None.

9. Estimate prepared bv: Thomas Buchbereer, Hinda Ripps Chai-
kind, Malcolm Curtis, Richard Hendrix, Marilyn Moon, Janice Pes-
kin, Lisa Potetz, Charles Seagrave, Robert Sunshine.

10. Estimate approved by:

C. G. Nuckors

(For James L. Blum,
Assistant Director for Budget Analysis).

VOTE OF THE COMMITTEE

In compliance with section 133 of the Legislative Reorganization
Act of 1946, the committee states that the spending reduction provi-
sions of the bill were ordered favorably reported by a vote of 13 ayes
and 6 nays.






V. ReEguraTory IMmpacT oF THE SPENDING REpDUCTION PROVISIONS

SECTIONS A—C~—HEALTH PROVISIONS

In compliance with paragraph 11(b) of rule XXVT of the Standing
Rules of the Senate, the committee states that the provisions of the bill
related to Medicare, Medicaid, and Utilization and Quality Control
Peer Review will not impact on the personal privacy of individuals.

In implementing certain cost saving provisions of the bill there will
be some increase in Federal regulatory activity. It is not anticipated,
however, that the legislation would impose an unusual or burdensome
regulatory effect. Several provisions will, in fact, decrease regulatory
activity and associated paperwork.

Four provisions related to Medicare (sections 107,115, 116, and 118)
and two related to Medicaid (sections 132 and 135) are expected to
decrease regulatory activity and associated paperwork. Ten medicare
provisions, two Medicaid provisions, and the utilization and quality
control provision will impose a minimal regulatory effect. Five medi-
care provisions (sections 102, 108, 110, 114, and 120) and one Medicaid
provision (section 133) will require the promulgation of new regula-
tions in order to implement these significant changes in program
policy. The paperwork associated with these six provisions will be
significant but 1s not expected to be burdensome.

SECTIONS D—G—INCOME SECURITY

D. Aid to Families With Dependent Children

Setcions 151-154, 158 and 161-162 are expected to have, at most, a
minimal impact on regulatory burden and paperwork for States. Sec-
tions 154-156, 159 and 160 will place an increased regulatory, financial,
and paperwork burden on States complying with these provisions.
It is not anticipated, however, that these provisions would impose an
unusual or burdensome regulatory impact. Sections 155, 156, 158, and
160 would impose greater reporting requirements on recipients seeking
to comply with federal law and regulation. A number of the provisions
would have economic impacts on certain recipients in the form of lower
benefit amounts (sections 150, 151, 156-158) or benefits that would not

be paid because eligibility requirements would no longer be met (sec-
tions 153-156, 160).

E. Child Support Enforcement

Section 171 of the title E would decrease the Federal regulatory
burden and resulting paperwork for State agencies by repealing a
provision 1n current law which States have reported difficult to imple-
ment because of legislative barriers and administrative difficulties.

(67)
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Section 172 would increase Federal regulatory activity and paperwork,
but only minimally. Section 178 would decrease the regulatory and
financial burden on States.

F. Supplemental Security Income

Sections 181, 182, 184 and 185 of title F are expected to have, at most,
only a minimal impact on Federal regulatory activity. Section 183
should reduce the Federal regulatory, financial, and paperwork bur-
den by correcting a flaw in current law and ensuring that SSI account-
ing procedures operate more efficiently. Sections 181 and 182 would
have a relatively minor economic impact on recipients resulting in
slightly lower future benefit amounts.

G. Unemployment Compensation

Section 191 of title G is not expected to place any significant Federal
regulatory burden on the States. It may result in slightly lower benefit
amounts 1f States choose to incorporate this provision into their laws,



VI. Cranaees 1N ExistiNg Law

In the opinion of the committee, it is necessary in order to expedite
the business of the Senate, to dispense with the requirements of para-
graph 12 of Rule XXVT of the Standing Rules of the Senate (relating
to the showing of changes in existing law made by the spending reduc-
tion provisions in H.R. 4961, as reported by the committee).

(69)






PART TWO:
REVENUE PROVISIONS

(11)






CONTENTS OF REVENUE PROVISIONS

Page
I. StvMmMARY oF REVENUE PROVISIONS e 79
T1. ReasoNs FOR REVENUE PROVISIONS .o oo 96
I11. Buneer Errects oFr REVENUE PROVISIONS 0 ___ 100
IV. ExpraNaTION OF REVENUE PROVISIONS o oo 107
A. Individual Income Tax ProvisionsS_—oo——_._.___ 107
1. Alternative minimum tax____._______ 107
2. Revision of deduction for medical ex-
penses____ o __________________ 113
3. Revision of deduction for personal cas-
ualty losses_______________________ 115
4. Decrease in holding period for long-
term capital gains_________________ 117
B. Provisions Primarily Relating to Business_____ 118
1. Corporate minimum tax .« ... ___ 118
2. Basis adjustment for investment tax
eredits__ o ___._ 122
3. Limitation on investment tax credit___ 124

4. Accelerated Cost Recovery System
(ACRS) charges for 1985 and 1986__ 125

5 Construction period interest and taxes__ 127
6. Modifications to leasing rules_____.___ 130
a. Overview _ . ___________ 138

b. Changes to pre-ERTA leasing
rules.__________________.___ 139
c. Safe harbor leasing rules______ 140
7. Foreign tax provisions___________. ___ 146

a. Limitation on credit for foreign
income taxes imposed on for-
eign oil extraction income and
current taxation of oil-related
income .. _______.____ 146
b. Allocation of possession corpo-
ration intangibles income to
U.S. shareholders; increase in
active income test for qualifi-
cation as possessions corpora-
tion; related Virgin Islands
provisions__________________ 155
c. Deductibility of payments under
the Foreign Corrupt Practices

Act L 164

8. Tax-exempt obligations_._________. ___ 166
a. Restrictions on tax-exempt

bonds for private activities.. 166
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IV. ExpLanaTiON oF REVENUE Provistons—Continued
B. Provisions Primarily Relating to Busi-
ness—Continued
8. Tax-exempt obligations—Continued
b. Other amendments affecting in-
dustrial development bonds._
(1) Tax exemption for in-
dustrial development
bonds for facilities
for the local furnish-
ing of gas__________
(2) Industrial development
bonds for local dis-
trict heating or cool-
ing facilities_____.__
(3) Exemption for certain
multiple lot issues of
industrial  develop-
ment bonds______.__
(4) Exclusion of certain re-
search expenses from
capital expenditure
limitation for small
issue industrial de-
velopment bonds____
¢. Amendments to the Mortgage
Subsidy Bond Tax Act___.__
d. Revenue effect of tax-exempt
bond provisions__________.__
9. Mergers and acquisitions_____________
a. Partial liquidations______.__.__
b. Certain distributions of appre-
ciated property_..________.__
c. Stock purchases treated as asset
purchases . _________.__
d. Revenue effect________________
10. Methods of accounting_______________
a. Completed contract method of
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I. SUMMARY OF REVENUE PROVISIONS

Overview

The Tax Equity and Fiscal Responsibility Act of 1982, as reported
by the Finance Committee, provides for net revenue increases of $20.9
billion in fiscal year 1983, $34.2 billion in 1984, and $43.9 billion
in 1985. These figures are consistent with the revenue increase targets
mandated in the First Concurrent Budget Resolution for fiscal year
1983. This revenue increase is provided in a fashion that will insure
that all individuals and businesses pay a fair share of the tax burden,
that distortions in economic behavior which result from the present
tax system are reduced, and that those responsible for specific Federal
government spending programs pay a greater share of that spending.

The principal provisions of the bill are as follows:

¢ Expansion of the alternative minimum tax for individuals, and
repeal of the add-on minimum tax for individuals, to insure that high
income individuals with preference income cannot avoid some tax
liability.

® Restrictions in the medical expense and casualty loss deductions so
that expenses under either provision are deductible only to the extent
that they exceed 10 percent of adjusted gross income.

® Reduction in the holding period for long-term capital gains from
1 year to 6 months.

® A 15-percent reduction in various corporate tax preferences.

® Reduction in the basis of assets, for cost recovery and other pur-
poses, by one-half of the investment credits earned for these assets.

¢ Elimination of the further accelerations in ACRS cost recovery
deductions scheduled for 1985 and 1986.

® A requirement that corporations amortize over 10 years the con-
struction period interest and taxes of real property other than non-
residential structures.

¢ Restrictions on the buying and selling of tax benefits through safe-
harbor leasing and termination of safe-harbor leasing afier éeptem—
ber 30, 1985.

¢ Changes in the taxation of foreign oil income of U.S. corporations
to prevent extraction losses from eliminating tax on other income and
to tax non-extraction oil-related income in the vear it accrues.

® Restricting the possession corporation credit to companies which

have at least 90 percent o f income from an active trade or business and
denying the credit for income from intangibles.
_ @ Slower cost recovery deductions for certain assets financed with
industrial development bonds, and requirements for public hearings
and reporting with respect to those bonds, and the termination of
sinall issue bonds after 1985. Various changes also would be made in
the restrictions on the issuance of tax-exempt bonds for single-famil~
housing.

(79)
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¢ Tightening of the rules governing the tax treatment of mergers
and acquisitions.

® Restrictions on the deductions which may be taken by taxpayers
using the completed contract method of accounting prior to the year
in which the income is recognized.

® A change allowing certain partnerships which grow crops, the
partners of which are corporations, to be treated the same as a cor-
poration for purposes of the annual accrual accounting method rules,

® Repeal of the exclusion for dividends reinvested in public utility
stock.

® Elimination of the favorable tax treatment given to original
issue discount and stripped coupon bonds.

e Extension and expansion of the targeted jobs credit.

® Changes requiring corporations to pay a higher percentage of
tax liability for a year in the estimated payments for that year.

¢ Withholding on interest and dividends at a 10-percent rate, with
special provisions for low-income persons, elderly persons, and small
financial institutions.

® Changes in various reporting requirements and penalties to
improve compliance with the tax laws.

® Restrictions on the amounts which can be accumulated tax-free
under pension plans and on the amount which beneficiaries may
borrow from the plans.

® Various changes in the taxation of life insurance companies,
including repeal of the provision allowing favorable tax treatment
of modified coinsurance arrangements.

o Establishment of a safe-harbor test that, if satisfied, results in
classification of an individual as an independent contractor for Fed-
eral employment purposes (other than under the Railroad Retire-
ment Tax Act).

® An increase in the base of the FUTA tax from $6,000 to $7,000
of wages per year and an increase in the net Federal rate from 0.7
to 0.8 percent.

® Extension of medicare tax and medicare coverage to Federal
employees.

® Increases in various aviation excise taxes, with receipts trans-
ferred to the Airport and Airway Trust Fund.

® An increase in the telephone tax from 1 percent to 2 percent in
1983, 8 percent in 1984 and 1985, and 2 percent thereafter.

® A doubling of the cigarette tax from 8 to 16 cents per pack.

® Expansion of items subject to the excise tax on fishing equipment,
and a new excise tax on recreational boats and boating equipment,
with the revenues to be earmarked for the Dingell-Johnson program.

® Repeal of the special pipeline tariff adjustment, under the wind-
fall profit tax, for oil flowing through the Trans-Alaska Pipeline
System (TAPS).

® Extension for two years of the exclusion from income of Na-
tional Research Service Awards.

¢ Exemption from divestiture requirements applying to the pri-
vate foundations which own the Broadmoor Hotel and the Houston
Chronicle.

® Allowance of deductions for payments to foreign agents and
officials which do not violate the Foreign Corrupt Practices Act.
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e An increase of $40 billion in Treasury’s authority to issue long-
term bonds with interest rates above 414 percent and repeal of the
limitations on interest rates payable on savings bonds.

e Studies of (1) alternative tax systems which are simpler and
have a broader base than the current system, and (2) the use of debt
growth and total liquid assets as targets of monetary policy.

® A technical change in the allocation of rcvenue sharing payments
among various units of local government in New Jersey.

e Settlement of claim for repayment of certain social security taxes
to the Jefferson County Mental Health Center, Lakewood, Colorado.



Summary of Revenue Provisions

Individual Income Tax Provisions
Individual minimum tax

Tn order to reduce the extent to which high-income people can avoid
paying income tax, the bill repeals the add-on minimum tax for
individuals and expands the existing alternative minimum tax. All
present law preferences, under the existing add-on and alternative
minimum taxes, except adjusted itemized deductions, are included
in the base of the expanded alternative minimum tax. To calculate
minimum taxable income, preference amounts are added to adjusted
gross income, and deductions are allowed for charitable contributions,
medical expenses, casualty losses, home mortgage interest, other inter-
est to the extent of investment income, and real net operating losses.

Under the bill, the first $30,000 of minimum taxable income ($40.000
on joint returns) is exempt from the alternative minimum tax. Mini-
mum taxable income in excess of $30,000 but less than $50,000
($40,000-$60,000 for couples filing joint returns) is taxed at a 10-per-
cent rate, and the excess is taxed at a 20-percent rate. Several new
preferences are added : excluded interest and divided income (includ-
Ing interest on tax-exempt bonds issued after December 31,1982) and
the excess of expensing over 10-year amortization for mining explora-
tion and development costs, research and development costs and maga-
zine circulation and prepublication expenditures.

The bill allows individuals, other than limited partners, producing
oil and gas to elect to depreciate intangible drillings costs under the
rules for the 5-year ACRS class with an investment credit but with-
out safe-harbor leasing. -

This provision will increase revenues by $0.2 billion in fiscal year
1984 and $0.8 billion in 1985.

Casualty and medical deductions

The bill restricts the availability of two itemized deductions—medi-
cal expenses and casualty losses—which generate considerable com-
plexity for many taxpayers.

The bill provides that casualty losses will be deductible only to the
extent total losses sustained during the year exceed 10 percent of ad-
justed gross income. Casualty losses smaller than $100 will continue
to be nondeductible.

The bill raises the floor for deductible medical expenses from 3 per-
cent to 10 percent of adjusted gross income.

These changes will increase revenues by $0.3 billion in fiscal year
1983, $3.0 billion in 1984, and $3.2 billion in 1985.

Capital gains holding period

The bill reduces the holding period distinguishing long-term from
short-term capital gains and losses from one year to six months.

The revenue loss is expected to be $0.1 billion in fiscal year 1983,
$0.2 billion in 1984, and $0.2 billion in 1985.

(82)
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Business Tax Provisions

The bill contains several provisions which significantly reduce busi-
ness tax preferences which the committee believes to be excessive, in
light of the budget situation, or counterproductive.

Corporate minimum tax preferences

The bill reduces the following corporate tax preferences by 15 per-
cent: percentage depletion for coal and iron ore, excess bad debt re-
serves, interest on debt used to carry tax-exempt securities acquired
after 1982, deferred DISC income, section 1250 recapture on struc-
tures, rapid amortization of pollution control facilities, intangible
drilling costs of integrated oil companies, and mineral exploration
and development costs. Under the bill, integrated oil producers
are allowed to expeénse up to 85 percent of intangible drilling
costs. The remainder will be written off under the ACRS 5-year re-
covery percentages with an investment credit but without safe harbor
leasing. (Fifteen percent of mineral exploration and development
costs will be recovered under these ACRS rules as well.) Rules are
provided to prevent preferences from being cut back excessively
through the interaction of this provision and the add-on minimum
tax.

These changes will increase revenues by $0.5 billion in fiscal year
1983, $0.8 billion in 1984, and $0.8 billion in 1985.

Investment tax credit

The bill provides that taxpayers must reduce the basis of assets by
one-half of the amount of regular, historic rehabilitation and energy
investment tax credits for the assets. This lower basis is used, for ex-
ample, to compute cost recovery deductions and gain or loss when the
asset is sold or exchanged. The basis adjustment will have the desir-
able effect of ensuring that the combination of cost recovery deduc-
tions and investment tax credits does not exceed the value of expens-
ing the cost of the asset in the year it is placed in service.

The limit on the amount of tax which may be offset by the invest-
ment tax credit for both individuals and corporations is reduced from
90 percent to 85 percent.

This provision will increase revenues by $0.5 billion in fiscal year
1983, $1.7 billion in 1984, and $3.0 billion in 1985.

1985 and 1986 ACRS changes

_ The bill eliminates the 1985 and 1986 further acceleration of depre-
ciation scheduled for property placed in service after 1984. This, too,
1s needed to keep the system no more generous than expensing.

lgg‘;ﬁs provision will increase revenues by $1.6 billion in fiscal year

Construction period interest and taxes

The bill requires corporations to amortize over 10 years interest and
real property taxes incurred in the construction of nonresidential real
property.

This provision will increase revenues by $0.6 billion in fiscal year
1983, $1.2 billion in 1984, and $1.3 billion in 1985.
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Safe harbor leasing

The bill substantially modifies the safe harbor leasing rules to re-
duce their revenue impact and eliminate abuses:

A 50-percent limitation is imposed on the percentage of tax liability
that a lessor may avoid through the use of safe harbor leasing, and
lessors are not permitted to carry back tax benefits obtained as safe-
harbor to lessors prior tax years.

The bill lowers the maximum interest rate on obligations of the lessor
to the lessee in a safe harbor sale-leaseback to 5 percentage points less
than the interest rate on overpayments and underpayments of tax,

The maximum lease term is reduced to 100 percent of the ADR mid-
point life of the asset.

The maximum percentage of eligible property that may be leased by
any lessee in a safe-harbor lease is set at 45 percent in 1982 and 1983
and 40 percent in 1984 and 1985.

Property leased under the safe-harbor rules is depreciated under
the cost recovery methods and periods provided for the minimum tax.

The bill provides that the investment tax credits earned on leased
property are allowed over 3 years—50 percent the first year and 25 per-
cent in each of the next 2 years.

The bill prohibits the use of leasing to increase foreign tax credits
and percentage depletion and prohibits lease between related parties.

The bill provides that safe harbor leasing is not available for public
utility property.

Under the bill, certain tax exempt entities are not permitted to struc-
ture transactions to benefit from leasing.

Starting January 1, 1985, all leases will be permitted to include a
fixed price purchase option at the end of the lease term of at least 10
percent of the original cost.

Mass transit leasing is permitted for property placed in service on or
before December 31, 1987, for property purchased under certain bind-
ing contracts or commitments entered into on or before March 31,1983,

So-called investment tax credit strips entered into before October 20,
1981 are permitted.

The bill prevents the Internal Revenne Service from retroactively
denying lease treatment under rules in effect prior to safe-harbor leas-
ing for motor vehicle operating leases involving business users by
reason of the fact the lease contained a terminal rental adinstment
clause. However, Treasury is not to be prevented from issuing rules
on a prospective basis that preclude lease treatment for such leases.
The provision applies on a retroactive basis to any open taxable year.

The bill repeals safe-harbor leasing after September 30, 1985.

These rules are generallv effective after Julv 1. 1982. excent for
certain anti-abuse rules, which are generally effective after Febru-
ary 19, 1982. Appropriate transition rules are provided.

This provision will increase revenues by $1.1 billion in fiscal year
1983, $2.9 billion in 1984, and $4.2 billion in 1985.

Foreign oil and gas income

The bill makes a series of changes to prevent oil producers from
using their extraction activities abroad to avoid tax on non-extraction
ineome. It repeals the country-by-country loss feature of the rule for
the foreign tax credit limitation affecting oil and gas extraction in-
come. il companies thus are not permitted to use credits arising out
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of their foreign oil and gds extraction activities to shelter other income
from U.S. tax. -

The bill expands the present anti-tax haven rules (subpart F) so that
oil companies are generally subject to tax currently on their forei
non-extraction oil income related to activities carried on in countries
other than those where the oil and gas is extracted or consumed. U.S.
tax on foreign shipping income will continue to be deferred to the ex-
tent the income is reinvested in shipping assets.

This provision will increase revenues by $0.2 billion in fiscal year
1983, $0.5 billion in 1984, and $0.6 billion in 1985.

Possessions credit limitation

The bill makes several changes to limit abuses of the present tax
credit for income earned in U.S. possessions. It provides that income of
a corporation that qualifies for the possession credit does not include
income allocable to intangibles. Such income will be allocated to the
U.S. affiliates of a qualifying corporation or to the qualifying corpora-
tion itself as non-creditable U.S. source income. In addition, the cur-
rent rule that permits a qualifying corporation to earn up to 50 percent
passive income is changed to permit only 10 percent passive income.
Similar rules are provided for U.S. corporations effectively exempt
from tax because they are inhabitants of the Virgin Islands.

This provision will increase revenues by $0.4 billion in fiscal year
1983, $1.0 billion in 1984, and $1.3 billion in 1983.

Industrial development and mortgage subsidy bonds

The bill contains a number of restrictions on the use of tax-exempt
bonds for private activities in order to improve the use of these bonds.
It provides reporting requirements for all private activities bonds. A
public hearing and approval by an elected official or legislature is re-
quired for all industrial development bonds (IDBs). The cost of IDB-
financed property placed in service after December 31,1982 (except for
property financed by bonds issued before July 1, 1982 or certain roll-
overs of such bonds, or property which is part of a facility under con-
struction by July 1, 1982) generally will be required to be recovered
under the straight-line depreciation method over present law minimum
tax lives with a 25-year life for nonresidential structures. Exceptions
are provided for low-income housing, for municipal solid waste facili-
ties, for new pollution control equipment to be used in connection with
a plant in operation on or before July 1, 1982, and for facilities with
respect to which a UDAG grant is made. Bonds are not permitted
under the $1 million small issue limit as part of an issue which includes
bonds which are tax-exempt under other provisions. Certain composite
issues are permitted. Certain research and development expenditures
are not treated as capital expenditures for purposes of the $10 million
capital expenditure limit on small-issue IDBs. Small issue IDBs cannot
be issued after 1985.

The bill allows tax-exempt industrial development bonds for local
district heating or cooling facilities which use water or steam and for
facilties that provide gas to a service area comprised of no more than
a city and one contiguous county or two contiguous counties.

The bill makes the following changes to the restrictions on the use
of tax-exempt bonds for single-family housing imposed by the Mort-
gage Subsidy Bond Tax Act of 1980: (1) the arbitrage limitations
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are increased from 1.0 percentage points to 114¢ to 114 percentage
points depending upon the size of the bond issue, (2) distributions
of arbitrage on nonmortgage investments are required to the extent
that they require recognition of a Joss in excess of nundistributed arbi-
trage on nonmortgage investments at such time, (3) the 3-vear rule
is applied to 80 percent of the bond proceeds, and (4) the purchase
price limitations are increased from 90 percent of area average pur-
chase price (110 percent in targeted areas) to 110 percent (120 per-
cent in targeted areas).

This provision will increase revenues by $0.1 billion in fiscal year
1983, $0.4 billion in 1984, and $0.8 billion in 1985.

Mergers and acquisitions

Recently, several very large cornorate takeovers have highlighted
potential tax advantages for certain transactions, including mergers
and acquisitionss. The bill eliminates several rules of present law that
mav produce these advantages.

The bill generally repeals the partial liquidation provisions of pres-
ent law. The vagueness of the standards applicable permits an unwar-
ranted degree of selectivity in choosing assets to he distributed in par-
tial liquidation. The rules applicable to such distributions permit a
step-up in the basis of such assets without the tax consequences nor-
mally incident to a disposition of propertv. Capital gain treatment is
retained for noncorporate shareholders who receive property from a
trade or business conducted for at least 5 vears bv the distributing cor-
poration (currently defined as a partial liquidation).

"The bill also repeals certain exceptions from the general rule that
gain is recognized when appreciated property is used to redeem the
stock of a distributing corporation. This change will prevent stock re-
demptions from being used to avoid the tax consequences that would
apply on a direct sale of the distributed assets. The elimination of these
exceptions and the partial liquidation rules is not intended to change
the rules of present law apnlicable to a redemption the substances of
which may be a direct sale of assets.

The bill replaces the present law rules for treating the acquisition
of a controlled corporation as an asset acquisition with a new elective
provision no longer requiring a liquidation. Within 75 davs after a
purchase of 80 percent or more of the stock of an acquired corpora-
tion, a corporate purchaser may elect to treat the acquired corpora-
tion as if it had sold all of its assets in a complete liouidation on the
date of the stock purchase. The acquired corporation’s tax attributes
will be terminated, and the basis of its assets will be adjusted, as of
the stock acquisition date, to reflect the price paid for its stock.

The bill requires consistent treatment where an acquiring corpora-
tion or affiliated group of corporations acquires stock in two or more
corporations that are members of the same affiliated group. If a
purchase of assets (other than in the ordinary course of business) 1s
made from a corporation, the bill treats an acquisition of stock of the
same corporation or of a member of the same affiliated group as a pur-
chase of assets. Regulations are authorized to prevent the circumven-
tion of this requirement of consistent treatment through the use of
other provisions of a law or regulations.
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Generally, the provisions relating to mergers and acquisitions apply
tc property distributions after August 31, 1982, and acquisitions of
target corporations after August 31, 1982. The new rules do not apply
to any case in which a tender offer for the target corporation was out-
standing on July 1, 1982, or an acquisition pursuant to a binding con-
tract entered into on or before July 1, 1982.

This provision will increase revenues by $0.7 billion in fiscal year
1983, $0.8 billion in 1984, and $0.7 billion in 1985.

Completed contract method of accounting

The bill instructs the Treasury to amend its regulations relating to
the completed contract method of accounting for long-term contracts,
the use of which permits significant tax deferral on income from such
contracts. The amended regulations will address certain problems re-
lating to the determination of when a contract is considered completed
and the determination of whether contracts should be treated as one
or several contracts.

The amended regulations also will require that taxpayers gen-
erally must allocate additional costs to long-term contracts with an
estimated incompletion date of more than 2 years. However, a tax-
payer engaged in a long-term contract for the construction will not
be subject to the new cost allocation rules if either the construction
contract is expected to be completed within 3 years or less, or the tax-
payer’s average annual gross receipts are $25 million or less for the 3
preceding taxable years.

The new termination, segregation and aggregation rules generally
apply to taxable years ending after December 31, 1982. The cost allo-
cation rules will apply to contracts entered into after December 31,
1982. During a transition period, a portion of the indirect costs that
will be require dto be allocated to long-term contracts by reason of
the amended regulations will continue to be currently deductible. The

portion of indirect costs that will continue to be currently deductible is
as follows:

FOI‘ taxable years beginnin g in: The percentage of indirect costs that

continue to be currently deductible is
1988 oo 6624
1984 oo 331/
1985 and thereafter______ . 0

This provision will increase revenues by $0.9 billion in fiscal year
1983, $2.2 billion in 1984, and $2.5 billion in 1985.

Dividend reinvestment plans for utilities

. The bill repeals the exclusion for dividends reinvested in public util-
ity stock, effective for distributions made after December 31, 1982.

This provision will increase revenues by $0.1 billion in fiscal year
1983, $0.4 billion in 1984, and $0.4 billion in 1985.

Modified treatment of original issue discount bonds and stripped
coupon bonds

In the past year, there has been a rapid increase in two types of
transactions motivated, to a large extent, by tax considerations: issu-
ance of deep-discount bonds and coupon stripping. The bill rational-
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izes the rules in these areas to eliminate the tax motivation for doing
these transactions.

The bill replaces the present linear formula for amortization of
original issue discounts with a formula which approximates the way
in which interest accrues under horrowing with ordinary bonds. Also,
the rules that govern amortization of original isssue discount on bonds
issued by corporations will be extended to certain non-corporate bonds.
The bill provides that taxpayers who strip coupons from bonds will
allocate basis between the coupons and the corpus of the bonds (ie.,
the right to receive the principal amount of the bond at maturity) with
the result that no artificial loss may be created through sale of the de-
tached corpus. The retained portion of the stripped corpus or cou-
pons will be treated as an original issue discount bond, requiring pe-
riodic inclusion of discount income. Purchasers of stripped corpus or
coupons also will be treated as having purchased OID bonds. The ef-
fective date for these proposals are those announced in the relevant
Treasury Department news releases issued on May 3, 1982 and June 9,
1982.

This provision will increase revenues by $0.2 billion in fiscal year
1983, $0.3 billion in 1984, and 0.5 billion in 1985.

Accelerat¥on of corporate income tax payments

The bill accelerates the collection of corporate estimated income
taxes by (1) increasing the amount of estimated tax payments needed
to avoid the estimated tax penalty from 80 percent to 90 percent of
the actual tax due, (2) requiring that all remaining tax owed be fully
paid on the return due date, and (8) requiring large corporations
(those with over $1 million of taxable income in any one of the three
preceding years) which base their estimated tax payments on the prior
year’s income or tax liability, to pay at least 85 percent of their cur-
rent year’s tax liability in 1985 and 90 percent in 1986 and thereafter.
In addition, the penalty on underpayments of estimated tax will be
one-half the full rate for underpayments on the portion of the under-
pavment between 80 and 90 percent of actual tax due.

This provision will increase revenues by $0.8 billion in fiscal year
1983, $1.1 billion in 1984, and $1.5 billion in 1985.

Compliance Provisions

The bill contains a number of very important changes designed to
achieve a significant reduction in noncompliance with the tax laws.
The committee adopted these far-reaching changes because it believes
that it would be grossly unfair to increase the tax burden of the vast
majority of honest Americans without making every reasonable effort
to collect the tax that is owed under existing laws.

Withholding on interest and dividends

The bill requires withholding at a flat rate of 10 percent on pay-
ments of interest and dividends. Payments to certain tax-exempt 1n-
stitutions, corporations, low income elderly individuals, and interest
payments made by individuals are generally exempted. In addition,
the bill exempts individuals with no income tax liability in the pre-
ceding taxable year.
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The bill provides the Treasury Department with authority to set
the frequency of deposits of taxes withheld on interest income and to
exempt small banks until it determines that they can comply with
withholding.

This provision will increase revenues by $4.8 billion in fiscal year
1983, $3.6 billion in 1984, and $4.1 billion 1n 1985,

Taxpayer compliance improvements

The bill contains a series of provisions designed to encourage com-
plete and accurate reporting of income and deductions. These include
provisions improving information reporting, increasing penalties for
noncompliance, amending the methods under which interest on tax
deficiencies and overpayments is computed, substantially revising the
withholding rules for pension distributions and revising certain rules
governing information gathering by the Internal Revenue Service.

The bill includes a sense of the Congress resolution that additional
funds be appropriated to the Internal Revenue Service to provide the
staff proposed by the Administration and additional staff over that
requestetf(l))y the Administration’s 1983 Budget sufficient to collect at
least $1 billion in fiscal year 1984 and $2 billion in fiscal year 1985 over
the amount which would be collected in the absence of such improved
enforcement.

This provision, not including the additional staff, will increase reve-
nues by $2.4 billion in fiscal year 1983. $3.4 billion in 1984, and $4.6
billion in 1985.

Pension Provisions

The current law permits high-income people to receive substantial
tax-favored benefits from pension plans. benefits which are unavailable
to middle-income people. With lowsr taxes on investment income be-
cause of the reduction in the top marginal tax rate to 50 percent, these
pension benefits should be scaled down, and there should be greater
parity between corporate and noncorporate plans. The bill makes a
number of changes in the pension provisions of the Code to accomp!ish
these goals.

The bill makes several changes affecting the overall limits on contri-
butions and benefits under tax-qualified pensions. The bhill (1) reduces
the maximum annual addition for profit-sharing and other defined
contribution plans from $45,475 to $30.000; (2) reduces the maximum
annual retirement benefit under a defined benefit pension plan from
$136,425 to $90,000; (3) increases the maximum deductible contribu-
tion limit for defined contribution H.R. 10 plans from $15,000 in
1982 to $20,000 in 1983, $25,000 in 1984, and $30,000.in 1985; (4) pro-
vides adjustments for post-1984 inflatior, beginning in 1986, for the
limits on all plans (including corporate and H.R. 10 plans) based upon
the social security benefit index formula then in effect; (5) increases
the af§e below which actuarial reductions are required in the maximum
benefit limit for defined benefit plans from 55 to 62; (6) reduces the
overall limit where both a defined contribution and defined benefit plan
are provided from 1.4 to 1.25 with respect to the dollar limits only ; and
(7) places a $10,000 limit on outstanding loan balances of plan partie-
Ipants under all gnalified plans and requires reporting to the Internal
Revenue Service by plans with respect to participant loans. The bill
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does not affect benefits already earned under a plan or loans already
made.

The bill permits an employer to provide additional contributions on
behalf of disabled participants (other than officers, shareholders and
highly compensated individuals), based upon their pre-disability com-
pensation. These participants are immediately vested in their accrued
benefit derived from those additional contributions.

Under the bill, participants in a qualified State judicial plan will not
be subject to the rule requiring participants in an ineligible plan to
include plan benefits in gross income merely because there is no sub-
stantial risk that the benefits will be forfeited. In addition, certain rules
and qualifications are made applicable to State judicial nlans.

The bill permits churches to provide certain retirement savings ar-
rangements to their employees, subject to revised limitations.

This provision will increase revenues by $0.2 billion in fiscal year
1983, $0.6 billion in 1984, and $0.7 billion in 1985.

Life Insurance Company Taxation

The tax treatment of life insurance, the main features cf which were
established in 1959, is in need of re-examination. The bill provides a
number of legislative changes to rationalize the treatment of life in-
surance. To encourage a re-examination of this complex issue, many of
these changes are terminated after 214 vears.

The bill includes a series of provisions affecting the taxation of life
insurance companies and their products. The bill repeals the modified
coinsurance (“Modco”) rules in section 820; treats existing Modco
agreements as terminated on Januvary 1, 1982, allowing a 3-year recap-
ture rule for certain reinsurers; provides related party allocation au-
thority for Treasury for future conventional coinsurance agreements;
prevents tax avoidance by disallowing an interest deduction with re-
spect to conventional coinsurance funded by a debt obligation; and
grandfathers prior Modco transactions except in the event of fraud.

The committee hill also amends certain provisions of existing law
that are not working as originally intended because of changed cir-
cumstances since 1959 when those provisions were enacted, i.e., higher
Interest rates, changed mortality experience and a more inflationary
economic environment. These amendments would be effective only for
a 3-year stopgap period, during 1982 through 1984, to permit a com-
prehensive congressional review of the insurance company tax laws.

For the stopgap period, the committee’s bill raises the present
$250,000_ special deductions limit to $1,000,000, imposes an affiliated
group limit and targets the provision to smaller companies. It also
allows a 100-percent deduction for policyholder dividends credited for
qualified pension business. ‘ '

. Under the bill, life insurance companies are allowed to deduct a min-
imum of 7714 percent of policyholder dividends on business other than
qualified pension, etc. business. Stock life insurance companies are al-
lowed a minimum policyholder dividend and interest deduction of 85
percent of amounts paid or credited on their nonqualified business.

. A geometric “Menge” formula is provided to compute adjusted life
Insurance reserves for purposes of the allocation rules used to deter-
mine policyholders’ share of investment yield excludable from taxable
1nvestment income,
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A “bottom-line” method of consolidation is allowed for determining
consolidated life insurance company taxable income.

The committee bill revises the approximate revaluation formula for
revaluing preliminary term reserves by reducing the revaluation from
$21 to $19 per $1,000 of other than term insurance in force, for business
written after March 31, 1982. Under the bill, no reserve deductions are
allowed for interest guaranteed beyond the annual valuation date.

The tax treatment for modified coinsurance transactions with a sec-
tion 820 election for periods prior to January 1, 1982 is grandfathered
except in cases of fraud. Excess interest credited to policyholders for
years prior to 1982 will be fully deductible. Similarly, treatment
claimed with respeet to consolidation of two or more life insurance
companies is grandfathered for years prior to 1982.

The committee bill prescribes guidelines for eligibility of the pro-
ceeds from “universay life” products for the income tax death benefit
exclusion and, except for grandfather protection for prior periods,
does not prescribe the tax treatment of excess interest (leaving the
issue open for litigation during the stopgap period as to characteriza-
tion as fully deductible interest paid or as a policyholder dividend
ded)uctible to the extent allowed under the percentage limitation safety
net).

Under the bill, no reserve deductions are allowed for interest guaran-
teed beyond the annual valuation date.

The bill permanently modifies the recipient’s tax treatment of an-
nuities. Withdrawals are deemed to be taxable to the cxtent income
from investment has been earned. A rule fer treating loans as distriou-
tions and a 10-percent penalty for withdrawals prior to age 5914 or
within 10 years of contribution, whichever period is shorter, is also
added. A 100-percent excess interest deduction is allowed to insurance
companies for amounts credited to deferred annuity business.

All of the above provisions terminate after 1984 except for the treat-
ment of modified coinsurance and related transactions and deferred
annuities and the “grandfather” rules.

This provision will increase revenues by $1.5 billion in fiscal year
1983, $1.5 billion in 1984, and $2.2 billion in 1985.

Employment Tax Provisions

Independent contractors

The bill establishes a safe-harbor test that, if satisfied, results in
classification of an individual as an independent contractor for Federal
employment tax purposes (other than under the Railroad Tax Act).
If all five requirements of the test are met with respect to service per-
formed by an individual, then that service is treated as performed by
an individual who is not an employee, and the service-recipient (i.e.,
the person for whom services are performed) is not treated as an
employer with respect to that service. The safe-harbor requirements
relate to (1) control of hours worked, (2) place of business, (8) in-
vestment or income fluctuation, (4) written contract and notice of tax
responsibilities, and (5) the filing of required returns. The failure of
a worker to satisfy the safe-harbor test will not affect his or her classi-
fication under the common law rules.
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The bill also provides for reduction of employment tax liabilities in
situations involving the reclassification of workers as employees and
provides for Tax Court jurisdiction over employment tax disputes.

This provision reduces fiscal year receipts by $0.2 billion in 1983
and $0.1 billion in 1984, and increase receipts by $0.1 billion in 1985.

Federal unemployment tax

The bill modifies the Federal employment insurance tax to reduce
the deficits of the unemployment insurance program. Effective Janu-
ary 1,1983, the FUTA wage base is increased to $7,000 and the tax rate
is 1ncreased to 3.5 percent. Effective January 1, 1985, the Federal tax
rate is increased to 6.2 percent (a permanent tax of 6.0 percent and an
extended benefit tax of 0.2 percent) and the credit which employers
receive against the tax is increased to 5.4 percent. The progressive re-
duction of the FUTA credit applicable to States in default is retained
as under current law.

This provision will increase revenues by $1.4 billion in fiscal year
1983, $2.4 billion in 1984, and $2.9 billion in 1985.

Extension of Social Security hospital insurance taxes and medi-
care coverage to Federal employees

Most Federal employees eventually qualify for medicare; however,
they are currently exempt from the medicare tax. Under the bill, Fed-
eral employees will be subject to the FICA hospital insurance tax.
(The tax is imposed at the rate of 1.3 percent of wages received during
1982-1984, 1.35 percent of wages received during 1985, and 1.45 percent
of wages received after December 31, 1985.) Federal employees will
also receive medicare coverage after paying hospital insurance taxes
for the required period of time.

This provision will increase revenues by $0.6 billion in fiscal year
1983, $0.8 billion in 1984, and $0.9 billion in 1985.

Excise Tax Provisions

Airport and airway tax measures

Under present law, no tax revenues are being transferred to the Air-
port and Airway Trust Fund. Under the bill, the following aviation
excise taxes are designated for the Trust Fund: (1) an 8-percent pas-
senger ticket tax (increased from the Ppresent 5-percent rate) ; (2) a
12-cents-per-gallon tax on noncommercial aviation gasoline (increased
from the present 4-cent rate) ; (3) a 14-cents-per-gallon tax on nongas-
oline "fuels for noncommercial aviation (no tax under present law);
(4) a 5-percent air freight waybill tax (no tax under present law);
(5) a $38 per person international departure ticket tax (no tax under
present law) ; and (6) amounts equal to revenues from the present
taxes on aircraft tires and tubes. Certain helicopters engaged in natural
resources and timber operations not using Federal-aid or Federal
facilities will be exempt from the fuel taxes. The tax changes apply to
tickets and to fuels purchased after August 31, 1982.

The aviation tax provisions will increase revenues by $0.8 billion in
fiscal year 1983, $1.0 billion in 1984, and $1.1 billion in 1985.

In addition, the committee approved a separate provision (title IV)
regarding the Airport and Airway System Development Act which
would: (1) authorize expenditures for certain capital improvements to
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airports; (2) authorize certain expenditures for Federal Aviation Ad-
ministration programs; (3) establish a state block grant program; (4)
require the Secretary of Transportation to study an airport defederal-
ization program; and (5) permit airports to voluntarily withdraw
from the Federal airport improvement program. Title IV provides
Trust fund program authorizations for fiscal years 1982-1987. (See
Volume 2 for an explanation of these provisions.)

Telephone excise tax

The bill increases the telephone excise tax to 2 percent in 1983, 3 per-
cent in 1984, 3 percent in 1985, and 2 percent for years after 1985.

This provision will increase revenues by $0.8 billion in fiscal year
1983, $0.9 billion in 1984, and $1.6 billion in 1985,

Cigarette excise tax

The bill increases the present Federal excise tax on small cigarettes
from $4 to $8 per thousand (from 8 to 16 cents per package). The tax on
]ar%e cigarettes is increased from $8.40 to $16.80 per thousand.

his provision will increase revenues by $1.3 billion in fiscal year
1983, $1.8 billion in 1984, and $1.9 billion in 1985.

Expansion of Dingell-Johnson Fund taxes

The bill expands the articles of fishing equipment which are subject
to the 10-percent manufacturers excise tax and imposes a 3-percent
excise tax on recreational fishing boats and boating equipment, with
the revenues to be available for expansion of the Dingell-Johnson
Fund program. The provision also amends the time for payment of the
excise tax on fishing equipment.

Repeal of TAPS adjustment for crude oil windfall profit tax

Oil produced at Prudhoe Bay in Alaska would be treated like other
oil under the windfall profit tax by repealing the special Trans-Alaska
Pipeline System (TAPS) adjustment presently applicable to that oil.

This provision will increase revenues by $0.1 billion in fiscal year
1983, $0.1 billion in 1984, and $0.2 billion in 1985.

Miscellaneous Provisions

National Research Service Awards

The bill extends for two additional years (to awards made through
1983) the income tax exclusion for National Research Service Awards.
El Pomar Foundation

The El Pomar Foundation of Colorado Springs, Colorado, would be
exempt from the divestiture requirements of the excise business hold-
1r;g139;6);ov1swn imposed on private foundations by the Tax Reform Act
o .

Houston Endowment

The Houston Endowment of Houston, Texas, would be exempt
from the divestiture requirements of the excess business holdings
p}'oif;%l;n imposed on private foundations by the Tax Reform Act
o .
Annual acerual accounting for certain joint ventures

Under the bill, a “qualified” partnership (a partnership composed
entirely of corporations other than subchapter S corporations or per-
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sonal holding companies) will be treated the same as a corporation
for purposes of the annual accrual accounting method rules. Thus, a
corporation that is allowed to use the annual accrual accounting meth-
od for the business of growing a crop such as sugarcane could transfer
substantially all of the assets of the business to a qualified partnership
in exchange for an interest in the partnership, and the qualified part-
nership will be allowed to use the annual accrual method to compute
the taxable income from the transferred business.

Targeted jobs tax credit

The targeted jobs tax credit is extended for three years. The credit
is made available with respect to any member of a targeted group
who begins work on or before December 31, 1985.

In addition, the jobs credit is modified to encourage summer youth
employment. Employers will receive a credit for hiring economically
disadvantaged youths who are 16 or 17 years of age for any 90-day
period between May 1 and September 15. Employees can qualify only
one time for this credit with respect to a particular employer, and the
credit will be 85 percent up to $3,000 of wages paid.

Cooperative education students will be eligible for certification
regardless of whether they are economically disadvantaged, but the
credit for the group will be limited to 30 percent of the first $3,000 of
wages paid in the first year of employment and 15 percent of the first
$3,000 of wages paid in the second year of employment.

Coverage of general assistance recipients under the program will
be amended to indicate that recipients of ncn-cash, as well as cash,
assistance will be eligible for certification.

The extension of the jobs credit will take effect on January 1, 1983.
The credit for summer youth employment and the change affecting
coverage of general assistance recipients takes effect after July 1,
1982, and the change with respect to cooperative education students
would be effective after August 31, 1982.

This provision will decrease revenues by $0.2 billion in fiscal year
1983, $0.6 billion in 1984, and $0.9 billion in 1985.

Foreign Corrupt Practices Act

A business expense deduction is allowed for any payment to foreign
officials or agents of a foreign government as long as the payment is
legal under the Foreign Corrupt Practices Act.

Debt management provisions

The authority given to the Secretary of the Treasury to issue bonds
paying interest rates above the statutory ceiling of 414 percent is in-
creased by $40 billion, from $70 billion to $110 billion. This change
applies to bonds with maturities, when issued, that are longer than
10 years.
. The statutory limitations on interest rates payable on savings bonds
issued by the Treasury Department is repealed. This action will
allow the issuance of savings bonds bearing interest rates related to
market-determined rates paid on bonds of comparable character and
maturity.

Study of alternative tax systems

The bill instructs the Secretary of the Treasury to conduct a study
within 6 months coverin% the advisability of developing an alterna-
tive tax system that would reduce the complexity of the present in-
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come tax system and improve the efficiency and equity of the tax sys-
tem. Alternative tax systems that should be evaluated include a sim-
plified income tax based on gross income, a consumption-based tax
structure, and broadening of the current income tax base combined
with lowering of current tax rates.

Study of monetary policy

.The bill requires that the Administration to prepare a study in
which it analyzes the effects on capital markets of a measurement of
the growth of debt as the long-term target of monetary policy, and
a measurement of total liquid assets as an interim target of monetary
policy, instead of measuring the growth of the money supply.

New Jersey general revenue sharing allocation

The New Jersey Franchise and Gross Receipts Tax will be deemed
an adjusted tax of units of local government within New Jersey for
the entitlement period beginning October 1, 1982. This change will
remain in effect for future entitlement periods provided that the State
of New Jersey amends the Franchise and Gross Receipts Tax no later
than January 1, 1983, to provide for the collection and retention of

the tax by units of local government for years beginning January 1,
1983.

Relief for the Jefferson County Mental Health Center

The bill authorizes the payment of $50,000 to the Jefferson County
Mental Health Center, Lakewood Colorado, in full settlement of its
claims against the United States for repayment of the $74,128 the
Center refunded to its employé¢es for individual social security con-
tributions after the Internal Revenue Service erroneously advised
the Center that the contributions had been incorrectly withheld.



II. REASONS FOR REVENUE PROVISIONS

The Tax Equity and Fiscal Responsibility Act of 1982 has four
principal objectives: to raise revenue as part of an effort to narrow the
unacceptably large budget deficits which would result from a con-
tinuation of current spending and tax policies, to ensure that all in-
dividuals and businesses pay a fair share of the tax burden, to reduce
the distortions in economic behavior that result from the present tax
system, and to increase the extent to which those responsible for spe-
cific Federal Government spending pay the costs of that spending.
The committee believes that this bill will make a major contribution
tc each of these goals.

Revenue needs

Early this year, it became clear that, in the light of the recession,
high interest rates and the decline in inflation, continuing present
spending and tax policies would result in unacceptably large federal
budget deficits. Projections by the Office of Management and Budget
and the Congressional Budget Office indicated that federal deficits, if
current policy did not change, could reach $182 billion in fiscal year
1983, $216 billion in 1984 and $233 billion in 1985. By 1985, at a time
when the economy is expected to be prosperous, the Federal deficit
was projected to be 5.6 percent of gross national product—the largest
deficit in peacetime history.

Such deficits would have extremely serious consequences. First, a
stimulative fiscal policy and the restrictive monetary policy with
which the Federal Reserve is attempting to control inflation could
lead to continued very high interest rates. These interest rates would
reduce business investment, make it difficult for all but the most
affluent Americans to acquire their own homes, and cause the bank-
ruptey of many businesses, both large and small.

Second, large deficits and high interest rates would greatly increase
the costs of servicing what would become a crushing burden of the
national debt. Outlays for interest on the debt have already grown
from $52.5 billion in fiscal year 1980 to an estimated $86.0 billion in
1982, or from 2.0 to 2.8 percent of GNP. The current policy budget
projections of OMB and the CBO are that this debt service burden
would grow to $147.1 billion in 1985, or to 3.6 percent of GNP, Third,
large deficits could put pressure on the Federal Reserve either to
pursue very tight monetary policies or to accommodate the deficits

(96)
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with a monetary expansion that could rekindle double-digit inflation.
Fiscal restraint would permit the burden of fighting inflation to be
spread more evenly throughout the economy.

Third, large deficits would imply a lack of control by Congress over
government operations and fiscal policy, which would cause uncer-
tainty among those making financial and investment decisions.

The first congressional budget resolution for fiscal year 1983 con-
tains an integrated set of spending and tax policies designed to bring
these defiicits under control. The resolution provides for revenue
increases of $20.9 billion in fiscal year 1983, $36.0 billion in 1984
and $41.4 billion in 1985. The committee’s bill is consistent with these
revenue targets.

It should be noted that these revenue increases are modest in relation
to the tax reductions enacted in the Economic Recovery Tax Act of
1981. That bill provided tax reductions, broadly distributed among
individuals and businesses, of approximately $88 billion in fiscal year
1983, $140 billion in 1984, and $190 billion in 1985. Thus, the targeted
revenue increases provided for in the budget resolution and the com-
mittee’s bill are only about one-fourth the size of last year’s tax cuts.
Tax equity

A widely accepted goal of tax policy is that the tax burden be dis-
tributed fairly, in accordance with people’s ability to pay. This is
particularly important in the United States, where tax collection re-
lies heavily on voluntary compliance. Several studies show that tax-
payers are more likely to comply voluntarily with the tax laws if they
believe that similarly situated taxpayers are bearing a comparable
share of the tax burden.

Unfortunately, over the past several years, the trend has been to-
wards less equity. Dozens of- special deductions, exclusions and tax
credits have been enacted, and while these generally serve a worth-
while purpose, their cumulative effect is to make the system less equi-
table and more complex. This bill attempts to reverse this trend by
scaling back or repealing those tax preferences which are no longer
needed or which can no longer be justified in the light of the present
budgetary situation.

The most blatant inequity occurs when some people take advantage
of our voluntary compliance system to evade the tax laws. Statistics
prepared by the Internal Revenue Service indicate that noncompli-
ance with the tax laws is growing, and it is becoming an extremely
serious national problem. It would be grossly unfair to ask the major-
ity of honest Americans to pay more taxes unless every reasonable
effort is being made to make sure that tax evaders comply with the
law. The cuts in marginal tax rates enacted last year, and the pro-
visions of the committee bill which create a more equitable distribution
of the tax burden, will contribute to improved compliance. However,
the committee believes that more direct action is needed to deal with
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this urgent national problem, and the bill contains provisions to
improve both the withholding and information reporting systems.

A key goal of the committee was to achieve the revenue targets in
the budget resolution through tax changes which improve tax equity,
rather than to achieve them through broadly based tax increases, such
as increases in marginal individual income tax rates or taxes on energy
consumption,

Economic distortions

In recent years, there has been considerable discussion and analysis
of the various ways in which the tax system distorts economic be-
havior in the private sector and the impact of such distortions on
economic growth. Much of this discussion has focused on how these dis-
tortions might be alleviated by tax reductions; and the 1981 tax re-
duction was a major step towards this goal. However, it is also possible
for economic distortions to result from overly generous tax incentives.
The committee has reviewed existing tax incentives with this in mind,
and the bill scales back several of those which, in the committee’s view,
are so generous that they create, rather than reduce, economic distor-
tions.

One example of tax benefits which are overly generous is that the
combination of accelerated depreciation and the investment tax credit
provides tax benefits which, in many cases, is more generous than
deducting the cost of equipment in the year it is placed in service (ex-
pensing). Such treatment can encourage businesses to purchase equip-
ment which would not be profitable on a pre-tax basis. The basis ad-
justment in this bill should reduce the combined benefits of deprecia-
tion and the credit to the point that they are approximately equivalent
to expensing under conditions presently prevailing in the economy.
The present safe-harbor leasing provisions, which are substantially
modified in the committee bill, also can lead to incentives to make un-
economic investments.

Other examples of tax incentives which create economic distortions,
and which the committee bill repeals or modifies, include the tax treat-
ment of original discount bonds, tax-free dividend reinvestment for
public utility stock, industrial development bonds, the tax treatment
of mergers and acquisitions, the tax treatment of life insurance, and
the completed contract method of accounting. In each of these areas,

the committee bill is able both to raise revenues and to improve eco-
nomic efficiency.

Allocation of the costs of government

A recurring issue for any democratic society is determining the
appropriate level of government services. One way to deal with this
problem is to raise revenues through user taxes, so that those responsi-
ble for government spending pay for that spending and, therefore,
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do not create an excessive demand for government spending as a result
of a disassociation between costs and benefits. For example, 80 percent
of Federal retirees age 65 or over receive Medicare, even though the
make contributions during only part of their careers; the typical pri-
vate sector worker makes contri{J)utions over his entire career. Thus,
the bill subjects Federal employees to the Medicare portion of the
social security tax. Similarly, unemployment benefits are supposed to
be financed by a payroll tax on employers, but tax revenues have been
insufficient so that the unemployment benefit system has had to borrow
substantial revenues from the Treasury, that is, from general tax-
payers. Therefore, the bill increases both Federal and State unem-
ployment taxes. Likewise, the taxes applying to aviation users are
also increased to ensure that users, rather than all taxpayers, pay for
a greater share of the expenses of developing the airport and airwa
control systems. Thirteen percent of the revenue raised by the bill
comes from these provisions aimed at those responsible for specific
government spending.



ITI. BUDGET EFFECTS OF THE REVENUE PROVISIONS

The revenue provisions of the committee bill involving statutory
changes are estimated to increase net budget receipts by $18.8 billion
in fiscal year 1983, $31.8 billion in fiscal year 1984, and $41.5 billion
in fiscal year 1985. Together with the additional revenue anticipated
from IRS staff increases,® the committee bill raises $20.9 billion in
1983, $34.2 billion in 1984, and $43.9 billion in 1985. This achieves
the revenue increase target of $98.3 billion for the three fiscal years
1983-1985.

Table 1 is a summary of the estimated revenue effects of the tax pro-
visions of the committee bill for fiscal years 1982-1987 for the major
categories of the bill.

Table 2 shows the estimated revenue effects of the specific tax pro-
visions of the committee bill for fiscal years 1982-1987.

*The Administration budget requests additional IRS staff, which it believes
will raise revenues by $2.1 billion in fiscal year 1983, $2.4 billion in 1984, and $2.4
billion in 1985. The legislative history of the First Concurrent Resolution on
the Budget for Fiscal Year 1983 indicates that the revenue target in that reso-
lution assumed that these staff increases would take place.
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Table 1.—Summary of Estimated Revenue Effect of Revenue Provisions Fiscal Years 1982-1987

[Fiscal years, billions of dollars]

Provision 1982 1983 1984 1985 1986 1987
Individual income tax provisions..____________ 240 2, 984 3, 261 3, 548 3, 856
Business tax provisions__.________ 175 5,927 12,755 18, 162 30, 559 42, 262
Compliance provisions________________________ 6, 698 7, 056 8, 646 10, 115 11,112
Pension provisions_ .. ______________________ 211 588 673 762 848

% Life insurance and annuities_______ 489 1,487 1, 510 2, 183 2, 935 3, 167
2 Employment tax provisions_._________________ 1, 814 3, 104 3, 869 4,012 3, 862
Excise tax provisions____ . ____________________ 2, 509 3, 847 4,734 4,873 4, 929
Miscellaneous provisions_._______. —1 —38 —37 —34 —32 —30
Total, tax provisions_ ______ 663 18, 848 31, 807 41, 494 56,772 70, 006

Revenue gain resulting from addi-

tional IRS enforcement person-
mel oo 2,100 2, 400 2, 400 1, 300 600

Grand total, all provisions_ 663 20, 948 34, 207 43, 894 58, 702 70, 606
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Table 2.—Estimated Revenue Effects of Tax Provisions as Reported by Senate Finance Commiittee,
Fiscal Years 1982-1987

[Millions of dollars]

Provision 1982 1983 1984 1985 1986 1987

Individual income tax provisions:

Alternative minimum tax_________________ * 227 262 309 321
10-percent medical deduction floor_. ____.___ 342 2,310 2, 499 2, 690 2, 923
10-percent casualty deduction floor_____________________ 666 734 800 880

Six-month holding period for
capital gains. _ ________________________ —102 —219 —234 —251 —268

Total, individual income tax

provisions___________________________ 240 2,984 3, 261 3, 548 3, 856
Business tax provisions:
Reduction in preference items.____________ 509 776 779 757 730
Investment tax credit basis
adjustment_ __________________________ 380 1,440 2, 757 4,182 5,771
Limit investment tax credit to
85 percent of tax liability _.____________ 152 259 213 178 164
1985-86 ACRS changes____________________________________ 1, 598 10, 173 18, 809
Construction period interest
and taxes. ___________________________ 568 1,222 1,271 1, 158 976

Seo footnotes at end of table.



Modiﬁ_ca.tions to safe harbor

leasing rules___.___________ 175 1, 145 2, 876 4,152 5,729 7,192
Changes in taxation of foreign
oi] extraction income___________________ 233 504 581 649 708
Limit on possession credit________________ 412 1,027 1, 251 1, 356 1,470
Private purpose tax exempt .
bonds. __ e 80 384 789 1,381 2,236
Mergers and acquisitions_________________ 693 824 745 661 572
Completed contracts_ . ____._____________ 882 2,235 2, 535 2,390 2, 559
Accrual accounting for joint
ventures of sugar producers_____._______ O ® M ® Q)
Repeal of public utility divi- ‘
end reinvestment plans________________ 149 416 449 278 ..
Original issue discount and
coupon stripping provisions_____________ 171 319 473 636 814
Targeted jobs credit______________________ —~245 —637 —949 —830 —181
Accelerated corporate tax pay-
ments_ ______ .. 798 1,110 1,518 1, 861 442
Total, business tax provi- ‘
sions___________________ 175 5, 927 2, 755 18, 162 30, 559 42, 262
Compliance provisions:
Withholding of interest and ,
dividends___________._________________. 4, 333 3, 626 4, 066 4,710 5, 294
Other compliance provisions______________. 2, 365 3,430 4, 580 5, 405 5, 818
Total, compliance provisions?____________ 6, 698 7, 056 8, 646 10, 115 11,112
Pension provisions__________________________ 211 588 673 762 848

See footnotes at end of table.
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Table 2.—Estimated Revenue Effects of Tax Provisions as Reported by Senate Finance Committee,
Fiscal Years 1982-1987—Continued

[Millions of dollars)

Provision 1982 1983 1984 1985 1986 1987

Life insurance and annuities_ _ _ 489 1, 487 1, 510 2,183 2, 935 3, 167

Employment tax provisions:

Independent contractors__________________ —207 —86 86 128 145
FUTA tax___ o __ 1,404 2,353 2, 856 2, 818 2, 554
Federal employees medicare

L 617 837 927 1, 066 1,163

Total, employment tax pro-
visions________________________.______ 1, 814 3, 104 3, 869 4,012 3, 862

Excige tax provisions:

Airport and airway taxes* _______________ 813 957 1,084 1,210 1,350
Telephone tax® _________________________ 308 881 1, 600 1, 599 1, 503
Cigarette tax®___________________________ 1,275 1, 829 1, 859 1,884 1, 907
Fishing and boating equip-

ment taxes?____ ______ . _______._______ 23 35 37 38 41

See footnotes at end of table.

Y01



Repeal of Trans Alaska Pipe-
line adjustment for crude )
oil windfall profit tax % ____________._.._. 90 145 154 142 128

Total, excise tax provisions_..__________ 2, 509 3, 847 4,734 4, 873 4,929

Miscellaneous provisions:
National Research Service

Local newspaper exemption
from foundation business
holding provisions (Houston)

Exemption from divestiture
requirements of excess hold-
ings of private foundations
(Bl POmAT) - e m oo

Foreign Corrupt Practices Act
provisions._____________ ... —30 —30 —30 —30 —30

Settlement of Social Security
tax claim by Jefferson

County Mental Health Cen-
=) RS () e
Total, miscellaneous provi-

sioms_________._________ —1 —-38 —37 —34 —32 --30
Total, tax provisions_______ 663 18, 848 31, 807 41, 494 n 56,772 70, 006

See footnotes at end of table.



Table 2.—Estimated Revenue Effects of Tax Provisions as Reported by Senate Finance Committee,
Fiseal Years 1982-1987—Continued

[Millions of dollars]

Provision 1982 1983 1984 1985 1986 1987
Revenue gain resulting from addi-

tional IRS enforcement personnel_____________ 2, 100 2,400 2, 400 1, 300 600

Grand total, all provisions__ 663 20, 948 34, 207 43, 894 58,072 70, 606

1 Negligible.

2 Additional gains in budget receipts are expected from the
Administration’s proposal to increase IRS personnel in taxpayer
compliance enforcement activities: $2.1 billion in fiscal year 1983,
$2.4 billion in 1984, $2.4 billion in 1985, $1.3 billion in 1986 and
$0.6 billion in 1987.

3 This provision will increase outlays by approximately $25
mﬂlio% in fiscal year 1983, $50 million in 1984, and $75 million
in 1985.

+ The figures represent net increases, after accounting for lower
inecome tax receipts. Additional revenues to the Airport and Airway
Trust Fund, resulting from this bill before taking account of the
income tax offset are estimated at $1,084 million in 1983, 81,276
million in 1984, 81,445 million in 1985, $1,613 mxllion in 1986, and
1,800 million in 1987,

5 The figures represent net incrzases, after accounting for lower
income tax receipts. Increases in general fund receipts from this tax
before taking account of the income tax offset are estimated at

$411 million in fiscal year 1983, $1,174 million in 1984, $2,133 mil-
lion in 1985, $2,132 million in 1986, and $2,004 million in 1987.

® The figures represent net increases, after accounting for lower
income tax receipts. Increases in general fund receipts from this tax
before taking aceount of the income tax offset are estimated at
$1,700 million in fiscal year 1983, $2,439 million in 1984, $2,478 mil-
lion in 1985, $2,512 million in 1986, and $2,542 million in 1987.

7 The figures represent net increases, after accounting for lower
income tax receipts. Increases in general fund receipts from this tax
before taking account of the income tax offset are estimated at
$30 million in fiscal year 1983, $46 million in 1984, $49 million in
1985, $51 million in 1986, and $54 million in 1987.

8 The figures represent net increases, after accounting for lower
income tax receipts. Increases in general fund receipts from this tax
before taking account of the income tax offset are estimated at
$139 million in fiscal year 1983, $260 million in 1984, $285 million
in 1985, $267 million in 1986, and $241 million in 1987,
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IV. EXPLANATION OF REVENUE PROVISIONS
A. Individual Income Tax Provisions

1. Alternative minimum tax (sec. 201 of the bill and secs. 55-58 of
the Code)
Present Law
Add-on minimum tax

Under present law, individuals must pay an add-on minimum tax on
certain tax preferences. This tax is in addition to the individual’s regu-
lar tax. The amount of the minimum tax is 15 percent of the individ-
ual’s tax preferences in excess of the greater of one-half of the regular
income tax paid or $10,000.

The tax preference items included in the minimum tax base are:

(1) Accelerated depreciation on real property in excess of
straight-line depreciation over the useful life or recovery period
(in the case of property eligible for ACRS, 15 years) ;

(2) Accelerated depreciation on personal property subject to a
lease;

(3) Amortization of certified pollution control facilities (the
excess of 60-month amortization over depreciation otherwise
allowable) ;

(4) Percentage depletion in excess of the adjusted basis of the
property ;

(5) Amortization of child care facilities (the excess of 60-month
amortization over depreciation otherwise allowable.) ;* and

(6) Intangible drilling costs on oil, gas and geothermal wells in
excess of the amount amortizable with respect to the cost, and in
excess of net income from oil, gas and geothermal production.

In computing the amount of the regular tax deduction from the
minimum tax base, the regular tax liability is reduced by nonrefund-
able credits. Credits (other than refundable credits) are not allowed
against the individual minimum tax.

Alternative minimum tax

. Individuals are also subject to an alternative minimum tax which
1s payable to the extent it exceeds the individual’s regular tax owed.?
The alternative minimum tax is computed using alternative minimum
taxable income, which is the taxpayer’s taxable income increased by
(1) the deduction for long-term capital gains, and (2) the amount of

*The rapid amortization of child care facilities terminated for expenditures
made after 1981.

?A taxpayer’s regular tax means the taxes imposed by chapter 1 of the Code
_(obher than the alternative minimum tax and the penalty taxes applicable
in cel_-tain circumstances for annuities (see. 72(m) (5) (B)), lump-sum dis-
tributions from qualified pension plans (sec. 402 (e) ) and individual retirement
accounts (sec. 408(f) and 409(c))), reduced by all nonrefundable credits in-
cluding the foreign tax credit (sec. 33).
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the taxpayer’s adjusted itemized deductions. The tax rate is 10 percent
of the alternative minimum taxable income from $20,000 to $60,000
and 20 percent of the amount in excess of $60,000. Tax credits, other
than the foreign tax credit, are generally allowable against this tax
only if attributable to an active trade or business and only to the
extent the tax is not attributable to net capital gains or to adjusted
itemized deductions. Any credit disallowed by this rule increases the
amount allowed as a credit carryover.

The foreign tax credit is allowed in full against the alternative
minimum tax. In general, the regular foreign tax credit rules apply,
but the foreign tax credit limitation is computed separately with re-
spect to the alternative minimum tax. Thus, the amount of foreign tax
that may be credited against the alternative tax is limited to the same
proportion of the gross alternative tax as the taxpayer’s alternative
minimum taxable income from sources without the United States bears
to his entire alternative minimum taxable income. The taxpayer is then
required to pay an amount equal to the greater of the after-credit
regular tax or the after-credit alternative minimum tax. A special rule
is also provided for computing the amount of unused foreign taxes
that may be carried back or carried forward.

Generally, an individual’s preference for adjusted itemized deduc-
tions is the amount of a taxpayer's itemized deductions (other than
the deductions for medical expenses, casualty losses, and state, local
and foreign taxes) in excess of 60 percent of adjusted gross income
(reduced by the itemized deductions excluded above). In the case of
estates and trusts, certain additional adjustments are made,

No estimated tax payments of the minimum taxes are required.

Reasons for Change

The committee has amended the present minimum tax provisions
applying to individuals with one overriding objective: no taxpayer
with substantial economic income should be able to avoid all tax
liability by using exclusions, deductions and credits. Although these
provisions provide incentives for worthy goals, they become counter-
productive when individuals are allowed to use them to avoid virtually
all tax liability. The ability of high-income individuals to pay little or
no tax undermines respect for the entire tax system and, thus, for the
ncentive provisions themselves. Therefore, the committee has pro-
vided an alternative minimum tax which is intended to insure that,
when an individual’s ability to pay taxes is measured by a broad-based
concept of income, a measure which can be reduced by only a few of the
incentive provisions, tax liability is at least a minimum percentage of
that broad measure. The only deductions allowed, other than costs of
producing income, are for important personal or unavoidable expendi-
tures (housing interest, medical expenses and casualty losses) or for
charitable contributions, the deduction of which already is limited to
a percentage of adjusted gross income.

The committee’s changes in the minimum tax also simplify the
taxpayer’s computations, since the present law add-on minimum tax
is renealed. This change actually provides tax reductions for many
middle-income taxpayers who pay a minimum tax on some preference



109

income but also have substantial amounts of non-preference income.
By adding all preferences into the base of the alternative minimum
tax and focusing the minimum tax on high income individuals, the
committee’s provision increases tax liability only for income classes of
taxpayers with over $100,000 of income.

Explanation of Provision
Overview

The bill repeals the present law “add-on” minimum tax for individ-
uals beginning in 1983 and expands the alternative minimum tax.

Generally, the tax base for the alternative minimum tax will be an
individual’s adjusted gross income plus the taxpayer’s tax preferences
for the year, reduced by certain deductions. This amount is then
reduced by a $30,000 exemption ($40,000 in the case of married
taxpayers filing a joint return or a surviving spouse) and is subject
to the following minimum tax rates:

Minimum tax base: Percent
$0 £0 $20,000 e 10
Over $20,000________ e 20

A married individual filing a separate return will be allowed a
$20,000 exemption. The initial $10,000 of the tax base will then be
taxed at the 10-percent rate and the remainder at the 20-percent rate.

The amount of minimum tax is the amount by which the tax com-
puted under this rate schedule exceeds the taxpayer’s regular tax.
Thus, although the tax is, in effect, a true alternative tax, in the sense
that it is paid only when the amount of tax computed under the
above schedule exceeds regular tax, technically the taxpayer’s regular
tax continues to be imposed and the amount of alternative minimum
tax is the excess of the amount computed under the minimum tax rate
table over the amount of the regular tax.

The taxpayer may then use the foreign tax credit and the refundable
credits to offset this tax.

Minimum taxable income

The amount of income subject to the alternative minimum tax gener-
ally is the taxpayer’s adjusted gross income (without regard to the net
operating loss deduction) reduced by specified itemized deductions
and by a deduction for alternative tax net operating losses, and in-
creased by the amount of tax preferences. This net amount of alterna-
tive minimum taxable income, reduced by the exemption, is subject to
the alternative minimum tax rates described above. Thus, disregarding
any net operating losses carried over from other years (for which spe-
cial rules are provided), a taxpayer can compute minimum taxable
income by adding to his or her adjusted gross income (including a
negative amount where the taxpayer’s “above-the-line” deductions
exceed gross income) the amount of preferences for the taxable year
and then subtracting certain itemized deductions.

Preferences
In general, the preferences for purposes of the alternative minimum

tax are the same as the preferences under present law for the add-on
minimum tax. Also, the preference for capital gains remains subject
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to the alternative minimum tax, but the adjusted itemized deductions
preference is repealed.?

In addition, the bill adds several new minimum tax preferences for
individuals. Certain expenditures which the taxpayer expenses, in
excess of the amount which would have been allowable for the taxable
year if the expenditures had been capitalized and amortized on a
straight-line basis over a 120-month period (beginning with the month
in which the expenditures are incurred), are made items of tax prefer-
ence. These include expenditures for mining exploration costs (under
sec. 617), development expenditures (under sec. 616), circulation ex-
penditures (under sec. 173), and research and experimental expend-
1tures (under sec. 174). Interest on obligations issued after 1982,
exempt from tax under the Code or other provisions of law, interest
excluded under the all-savers and net interest exclusions (sec. 128)
and dividends excluded under the dividend exclusion (sec. 116), are
also items of tax preference. The amount of tax-exempt income in-
cluded in alternative minimum taxable income as a preference should
be computed as if the rules provided by sectior: 236 of this bill for the
treatment of original issue discount applied to tax-exempt obligations.

Minimum tax deductions

In computing the minimum tax base, certain itemized deductions
allowable under the regular tax will be allowed. These include the de-
duction for medical expenses (sec. 213), casualty losses (sec. 165(c)
(8)), charitable contributions (sec. 170), the estate tax (sec. 691(c)),
housing interest, and other interest to the extent of net investment
income included in the minimum tax base. Housing interest includes
interest on debt incurred in acquiring, constructing, or substantially
rehabilitating a dwelling which is used by the taxpayer or a member
of his family and which is a house, apartment, condominium, mobile
home not used on a transient basis, or which is the taxpayer’s principal
residence. Housing interest also includes interest on debt incurred be-
fore July 1, 1982, which is secured by a dwelling unit of the type listed
above or by a principal residence, regardless of the purpose for which
the debt is incurred.

The amount of other interest which is deductible includes interest
used to purchase or carry obligations the interest on which is otherwise
excluded from tax but which are included in alternative minimum
taxable income. However, the interest deduction is limited to net in-
vestment income included in the minimum tax base. For this purpose,
exempt or excluded investment interest or dividend income, as well as
all net capital gain from the sale of investment property will be
treated as investment income. Deductions not allowed in computing
the minimum tax base will not be taken into account in computing net
investment income, but any “above-the-line” investment interest de-
duction will reduce the amount, of net investment income.

Credits

A taxpayer paying the alternative minimum tax is not to obtain
the benefit of nonrefundable credits other than the foreign tax credit
which is allowed to the extent of the foreign tax on taxpayer’s foreign-
source alternative minimum taxable income. However, as under pres-

! Certain individuals may elect ACRS treatment plus the investment tax credit
for intangible drilling costs under section 206 of the bill.
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ent law, the bill IIl)rovides that credit carryovers to future years from a
year in which the taxpayer is liable for some amount of alternative
minimum tax are not to be reduced to the extent of the taxpayer’s
alternative minimum tax liability. For example, if a taxpayer has a
regular tax liability before credits of $10,000, investment tax credits of
$5,000, and alternative minimum tax before regular tax offset of $8,000,
the taxpayer will pay a tax of $8,000 (consisting of regular tax of
$5,000 and alternative minimum tax of $3,000). In this case the tax-
payer has used up all $5,000 of investment tax credits against regular
tax but has received a benefit only from $2,000 of credits. Thus, 1f the
credit would not otherwise expire,* the remaining $3,000 of credit for
which no tax reduction was obtained is to be available as an additional
carryover to the next year to which the credit would be carried over
under the usual rules.

The foreign tax credit and refundable credits are allowable against
the alternative minimum tax in accordance with the rules of present
law.

Net operaling losses

The provision adopts special rules for net operating losses. For pur-
poses of the alternative minimum tax, net operating loss deductions
will be determined by using a separate computation of minimum tax
net operating losses and loss carryovers. Generally, this computation
will take into account the differences between the regular tax base
and the minimum tax base.

The amount of the net operating loss (under sec. 172(c)) for any
taxable year, for purposes of the minimum tax, will be computed in
the same manner as the regular net operating loss except that the
items of tax preference arising in that year are added back to taxable
income, and only those itemized deductions (as modified under sec.
172(d)) allowable against the minimum tax base are taken into
account. In any year to which a minimum tax net operating loss may
be carried, the loss will be “used up” by the alternative minimum tax-
able income (as modified under sec. 172(b) (2) (A)) in the carryover
year (whether or not the taxpayer is subject to the minimum tax that
year). A transitional rule allows, for purposes of the minimum tax,
all pre-effective date regular tax net operating losses to be carried
forward as minimum tax NOLs to the first taxable year for which
the new minimum tax applies (and to subsequent years until used
up). The pre-effective date losses will continue to be subject to the
add-on minimum tax, as under present law (sec. 56(b)).

For example, if in year one a taxpayer has $20,000 of income and
$35,000 of losses, of which $10,000 are preference items, the minimum
tax net operating loss for the year is $5,000. Thus, in any subsequent
(or prior) year a $5,000 net operating loss deduction wiil be allowed
to reduce income subject to the alternative minimum tax.

* Where the amount of credits from which no benefit is obtained involves more
than one tax credit, the additional eredit allowed as a carryover is first to be
allocated to the credit which is taken last under the normal Code rules. Thus,
any additional credit is first allocated to the research and experimental credit
(to the extent that any credits were used in that year), then to the aleohol
fuels_ credit, the residential energy credit, the targeted jobs credit, the WIN
credit (to the extent of carryovers used) and finally to the investment tax credit.



112

Assume that in year two, the taxpayer has $20,000 of minimum tax-
able income (without regard to the net operating loss deduction) and
$20,000 of preferences. The taxpayer will be allowed to reduce his
minimum taxable income to $15,000 by the $5,000 net operating loss
deduction. The net operating loss deduction for purposes of the regular
tax will not be affected by this computation (i.e., the taxpayer will have
a loss carryover of $15,000 from year 1 to be used under the regular
tax in subsequent years).

Trusts and estates

The provision also contains certain conforming rules relating to the
application of the alternative minimum tax to trusts and estates, As
under present law, the tax is computed the same as for a married
individual filing a separate return (i.e., a $20,000 exemption and the
first $10,000 taxed at 10 percent). A trust or estate is to be allowed
(in addition to the deductions allowed to an individual) the charitable
deduction under section 642(c), the distribution deductions under
sections 651(a) and 661(a), and deductions for costs paid or incurred
in connection with the administration of the estate or trust. Also, as
under present law, items of tax preference are to be allocated between
the trust or estate and the beneficiaries in accordance with regulations,
and accumulation distributions are outside the scope of the minimum

tax.
Effective Date

The provision applies to taxable years beginning after December 31,
1982.

Preferences arising under present law in pre-1983 years and creating
net operating loss carryforwards to post-1982 years will continue to be
subject to the present add-on minimum tax to the extent presently pro-
vided under section 56 (b).

Revenue Effect

These changes will increase revenues by less than $50 million in
1983, $227 million in fiscal year 1984, $262 million in 1985, $309 mil-
lion in 1986 and $321 million in 1987,



9. Revision of deduction for medical expenses (sec. 202 of the bill
and sec. 213 of the Code).

Present Law

Individuals who itemize deductions may deduct two categories of
medical expenses. First, a deduction of up to $150 is allowed for one-
half of health insurance premiums. Second, a deduction is allowed for
all other unreimbursed medical expenditures, including health insur-
ance premiums not allowed in the first category, to the extent that
these expenses exceed 8 percent of adjusted gross income. Drug and
medicine expenditures may be included in the second category only to
the extent the total of these expenditures exceeds 1 percent of adjusted
gross income.

Reasons for Change

The primary rationale for allowing an itemized deduction for medi-
cal expenses is that “extraordinary” medical costs—these in excess of
a floor designed to exclude predictable, recurring expenses—reflect an
economic hardship, beyond the individual’s control, which reduces the
ability to pay Federal income tax. In recent years, however, because
medical costs have risen faster than incomes and because of the broad
coverage of expenses (such as capital expenses and transportation ex-
penses), an increasing number of individuals have claimed deductions
for expenses in excess of the floor of 3 percent of adjusted gross in-
come. As a result, a larger number of individuals have, in effect, re-
ceived partial reimbursement for their medical expenses, thereby creat-
ing an incentive for further health care spending and exacerbating the
problem of rising medical care expenditures. Further. many of the
losses which are small relative to income do not significantly reduce
ability to pay taxes, especially since they could have been avoided by
the purchase of insurance. Finally, the deduction is complex, since
detailed records must be kept and difficult distinctions must be made
between expenses for medical treatment (deductible) and expenses for
ordinary consumption (nondeductible). For these reasons, the com-
mittee has decided to limit the use of the medical expense deduction by
raising the floor from 3 to 10 percent of adjusted gross income.

Explanation of Provision

The bill increases the floor under deductible medical expenses from
3 percent to 10 percent of adjusted gross income. As under present law,
amounts paid for medicine and drugs will be counted toward the
deductible amount only to the extent exceeding one percent of adjusted
gross income. Furthermore, the bill retains the separate deduction for
one-half (up to $150) of amounts paid for medical insurance
premiums.
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Effective Date

The provision will be effective for taxable years beginning after
December 31, 1982. ) o
Reveriue Etfrect

It is estimated that this provision will increase fiscal year budget
receipts by $342 million in 1983, $2,310 million in 1984, $2,499 million
in 1985, $2,690 million in 1986, and $2,923 million in 1987.



3. Revision of deduction for personal casualty losses (sec. 202 of
the bill and see. 165(c) of the Code)

Present Law

Individuals who itemize deductions may deduct unreimbursed losses
of nonbusiness property resulting from fire, storm, shipwreck, or other
casualty, or from theft. For tax purposes, the amount of the loss is
considered to be the lower of (1) the fair market value of the property
immediately before the casualty, reduced by the fair market value of
the property immediately after the casualty (zero in the case of a
theft), or (2) the property’s adjusted basis. For any one casualty, the
deduction is allowed only to the extent that the amount of the loss ex-
ceeds $100.

Reasons for Change

The itemized deduction for personal casualty losses creates signifi-
cant problems of complexity, recordkeeping, and audit for both indi-
viduals and the Internal Revenue Service. Arbitrary lines must be
drawn between deductible expenditures for sudden casualty losses
and nondeductible expenses for losses caused by gradual deterioration.
Taxpayers must be prepared to document and defend estimates of fair
marﬁet value of lost and damaged property for purposes of the
deduction. As a result of this complexity, a very high percentage
(about 35 percent, according to Internal Revenue Service estimates) of
amounts claimed as deductions are not properly deductible.

In addition, the committee is aware that the casualty loss floor has
not been raised from $100 since 1964, despite the inflation of recent
years. Furthermore, the committee is concerned with the fact that the
deduction offsets a higher percentage of losses for high-bracket than
for low-bracket taxpayers, even though the latter are less able to pur-
chase insurance to avoid losses and also are more likelv to need assist-
ance in coping with expenses. In addition. the committee believes that
the $100 floor is not an appropriate measure to identify extraordinary
casualty losses that should be taken into account by the tax system be-
cause of their impact on an individual’s ability to pay taxes.

In order to minimize the number of users of this complex deduction
and the partial reimbursement of losses provided by the tax system,
while maintaining the deduction for losses which significantly affect
an individual’s ability to pay taxes, the committee has decided that it
1s appropriate to put a percentage-of-adjusted-gross-income floor un-
der the casualty loss deduction similar to the floor under the medical
expense deduction. An adjusted gross income floor will be fair to tax-
payers of all income levels because it recognizes that the size of a loss
that significantly reduces an individual’s ability to pay tax varies with
his income. A loss of a given size generally has a greater adverse im-
pact on a low-bracket taxpayer than on 2 higher bracket taxpayer.
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Explanation of Provision

The bill provides that the deduction for casualty and theft losses will
be allowed only to the extent that the total amount of such losses sus-
tained during the taxable year exceeds 10 percent of the taxpayer’s
adjusted gross income. As under present law, a casualty or theft loss
will be taken into account only to the extent that the loss exceeds $100

for any occurrence.
Effective Date

The provision will be effective for taxable years beginning after

December 31, 1982.
Revenue Effect

It is estimated that the provision will increase fiscal year budget re-
ceipts by $666 million in 1984, $734 million in 1985, $800 million in
1986, and $880 million in 1987.



4. Decrease in holding period for long-term capital gains (sec. 310
of the bill and sec. 1222 of the Code)

Present Law

(rains or losses on sales or exchanges of capital assets held for more
than 12 months are considered long-term capital gains or losses (sec.
1222). For noncorporate taxpayers, only 40 percent of net long-term
capital gains are included in taxable income, while 100 percent of net
short-term gains are included. However, 100 percent of net short-term
losses (up to $3,000) are deductible, while only 50 percent of net long-
term losses (up to $3,000) may be deducted.

For corporate taxpayers, net long-term gains are subject to an elec-
tive, alternative tax rate of 28 percent, while net short-term gains are
taxed at ordinary corporate rates.

Reasons for Change

The differential tax treatment of short-term and long-term transac-
tions creates incentives for investors not to realize short-term gains.
Studies of capital asset sales data confirm that investors are “locked-
in” to investments because they do not desire to realize short-term
gains. This reduces capital market efficiency because investors hold
assets longer than they otherwise might in the absence of tax consid-
erations. By reducing the capital gains holding period from 12 to 6
months, the committee believes that the lock-in effect and its adverse
impact on capital market efficiency will be reduced. Prior to 1976, the
holding period was 6 months.

Explanation of Provision

The holding period for determining whether a gain or loss on the
sale or exchange of a capital asset or certain business property is long-
term or short-term is reduced from 1 year to 6 months. Thus, property
held for more than 6 months will be eligible for long-term capital gain
or loss treatment. Also, the bill reinstates the rule which was in effect
prior to 1977 which required that, in certain circumstances, timber cut
during a taxable year receive capital gain treatment only if held for 6
months prior to that taxable year. Numerous conforming changes are

made.
Effective Date

The provision applies to sales or exchanges made after June 30, 1982.
(Thus, in the case of an installment sale made prior to July 1,1982, of
a capital asset held more than 6 months, but less than one year, all pay-
ments received will continue to be treated as short-term capital gain.)

Revenue Effect

This provision reduces fiscal year receipts by $102 million in 1983,
$219 million in 1984, $234 million in 1985, $251 million in 1986, and
$268 million in 1987,
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B. Provisions Primarily Relating to Business

1. Corporate minimum tax (sec. 206 of the bill and new sec. 291
of the Code)

Present Law

Under present law, corporations must pay a minimum tax on certain
tax preferences. The tax is in addition to the corporation’s regular tax.
The amount of the minimum tax is 15 percent of the corporation’s tax
preferences in excess of the greater of the regular income tax paid or
$10,000.

The tax preference items included in this base of the minimum tax
for corporations are:

(1) Accelerated depreciation on real property in excess of
straight-line depreciation over the useful life or recovery period
(in the case of property eligible for ACRS, 15 years) ;

(2) Amortization of certified pollution control facilities (the
excess of 60-month amortization over depreciation otherwise
allowable) ;

(3) In'the case of certain financial institutions, the excess of
the bad debt deductions over the amount of that deduction com-
puted on the basis of actual experience;

(4) Percentage depletion in excess of the adjusted basis of the
property ; .

(5) 18/46 of the corporation’s net capital gain;* and

(6) Amortization of child care facilities (the excess of 60-
month amortization over depreciation otherwise allowable).?

In computing the amount of the regular tax deduction from the cor-
poration’s minimum tax base, the corporation’s regular tax liability is
reduced by nonrefundable credits other than the credits relating to
ESOPs. Credits (other than refundable credits) are not allowed
against the corporate minimum tax.

Reasons for Change

_ Numerous corporate tax preferences have been enacted over the years
in order to stimulate business investment and advance other worth-
while purposes. For several reasons, some of these tax preferences
should be scaled back. First, the Federal budget faces large deficits,
which will require large reductions in direct Federal spending. In ad-
dressing these deficits, tax preferences should also be subject to careful
serutiny. Second, in 1981 Congress enacted the Accelerated Cost Re-
covery System, which provides very generous incentives for invest-

. ' Special rules applicable to eapital gains from timber have the effect of reduc-
ing the tax rate to 10 percent, increasing the exemption to $30,000, and allowing
a regular tax carryover.

*The rapid amortization for child care facilities terminated for expenditures
made after 1981,
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ment in plant and equipment. ACRS makes some corporate tax
preferences less necessary. Third, there is increasing concern about the
equity of the tax system, and cutting back corporate tax preferences
is a valid response to that concern.

For these reasons, the committee bill contains a 15-percent across-
the-board cutback in a series of corporate tax preferences.

Explanation of Provisions
Overview

The bill provides for a 15-percent cutback in certain corporate tax
preferences. Generally, the cutback applies to preferences not otherwise
dealt with in the bill. Adjustments are made to the corporate minimum
tax to prevent the combination of that tax and this provision from
unduly reducing the tax benefit from a preference. The changes apply
to all corporations other than subchapter S corporations.

Depletion for coal and iron ore

In the case of corporations, the statutory percentage depletion rates
(under sec. 613) for iron ore and coal (including lignite) are reduced
by 15 percent (i.e., effectively to 12.75 percent for domestic iron ore,
11.9 percent for foreign iron ore, and 8.5 percent for coal). However,
only 71.6 percent ! of the excess of the allowable depletion allowances
for these minerals over the adjusted basis of the property will be
treated as a corporate tax preference under section 57 (a) (8).

Bad debt reserves

The bad debt reserve deduction (under sec. 585 or 593) will be re-
duced by 15 percent of the amount by which the otherwise allowable
deduction exceeds the amount which would have been allowable on
the basis of actual experience, Only 71.6 percent of the excess of the
allowable deduction over what would be allowable based on actual
experience will then be treated as an item of tax preference (under

sec. 57(a) (7)).
Tax-exempt interest

In the case of a financial institution, 15 percent of the otherwise
allowable interest deduction incurred or continued to purchase tax-
exempt obligations acquired after 1982 will be disallowed.

1The 71.8 percent figure is what is needed to prevent the combination of the
add-on minimum tax and the 15-percent preference cutback from reducing the tax
benefit from the taxpayer's marginal dollar of preference by more than it is
currently cut back by the minimum tax for a taxpayer who has a 46-percent
marginal regular tax rate and paid more than $10,000 of regular tax.

Consider, for example, a taxpayer with $100 of percentage depletion. He re-
ceives a regular tax benefit of $46 from the preference. However, the preference
leads to a direct minimum tax penalty of $15 (the 15-percent minimum tax rate
times the $100 preference), as well as an indirect minimum tax penalty of $6.90
through the reduction in the deduction for regular taxes under the minimum tax
($46 times 15 percent). Thus, the net tax benefit from the preference, at the
margin, is $24.10.

Under the committee’'s preference cutback, the depletion deduction is reduced
to $85, reducing its regular tax benefit to $39.10 (46 percent times $85). Including
only 71.6 percent of the preference ($60.86) in the minimum tax reduces the direct
minimum tax to $9.13 (15 percent times $60.86). Together with the indirect
minimum tax through the reduction in the deduction for regular taxes (15 per-
cent times $39.10, or $5,87), this reduces the total tax benefit from the prefer-
ence to $24.10 ($39.10 minus $9.13 minus $5.87). Thus, the tax benefit from this
taxpayer’s marginal dollar of percentage depletion will be the same as under
present law,
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The interest allocable to tax-exempt obligations shall be determined,
except as otherwise provided in regulations prescribed by the Treasury
Department, by allocating the taxpayer’s otherwise allowable interest
deduction to post-1982 tax-exempt obligations by comparing the
adjusted basis of those obligations to the adjusted basis of all the tax-
payer’s assets. For this purpose, calculations of adjusted basis shall
be made by averaging adjusted bases of obligations and assets over the
course of the taxable year.

DISC

The deemed dividend distribution by a domestic international sales
corporation (DISC) to a corporate shareholder (under sec. 995 (b) (1)
(F) (1)) is increased by 15 percent, to 5714 percent of certain taxable
income. This change has the effect of reducing the tax benefit from
DISC by 15 percent.

Section 1250 property

The amount treated as ordinary income on the sale of section 1250
property (real estate) by a corporation will be increased by 15 percent
of the additional amount which would be ordinary income if the prop-
erty were subject to recapture under section 1245 (the rule applicable
to personal property). The minimum tax preference for the remaining
85 percent of the capital gain which would have been ordinary income
under section 1245 will be reduced by 28.4 percent (i.e., will equal 71.6
percent of 184 of the gain, or approximately 28 percent of the gain).

Pollution control facilities

Fifteen percent of the basis of pollution control facilities to which an
election under section 169 applies shall be treated as if the election did
not apply. The usual rules of ACRS will apply to that portion of the
facility (without the 15-percent cutback in the benefit from section
1250 when the property is sold). The minimum tax preference for the
remaining property for which 5-year amortization is elected will be
reduced by 28.4 percent.

Intangible drilling costs

In the case of an integrated oil company, 15 percent of the amount
otherwise allowable as a deduction for intangible drilling costs under
section 263 (c) will be capitalized to the oil, gas or geothermal property
and treated as if it were recovery property assigned to the 5-year class.
ACRS deductions and the investment tax credit will be available
beginning in the year the property is placed in service. However, it will
not be eligible for safe-harbor leasing. If the property is disposed of,
the deductions will be subject to recapture (under sec. 1254) and the
credit will be subject to recapture under sec. 47 in accordance with the
usual recapture rules.

The new 15-percent cutback rules will apply only to otherwise ex-
pensed TDCs. Integrated oil companies may elect on an annual basis to
capitalize up to 100 percent of otherwise allowable IDCs under these
new rules. This election to capitalize part or all of IDCs will also be
made available to individual taxpayers with respect to interests in
which they are not limited partners. In the case of a partnership, each
partner (other than limited partners) may elect separately the portion
of IDCs to be capitalized and treated under the new rules. Amounts
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capitalized and expensed under the ACRS schedule will not be an item
of tax preference.

Integrated oil producers are defined as persons who are not inde-
pendent producers for purposes of the special windfall profit tax rates.

Mineral exploration and development costs

Fifteen percent of the deductions otherwise allowable under section
616 and 617 to a corporation are to be capitalized and treated in gen-
erally the same manner as the capitalized IDC’s described above. The
disposition of property for which exploration costs have been capi-
talized and amortized may lead to recapture of those costs. Investment
credits will be recaptured under the general rules.

Effective Dates

The provisions generally will apply to taxable years beginning after
December 31, 1982. However, the provision relating to deductions un-
der secs. 263 (c), 616, and 617 will apply to expenditures made after
that date; the provision relating to pollution contrel facilities will
apply to property placed in service after that date; and the provision
Eelating to section 1250 property will apply to dispositions after that

ate.

Revenue Effect

The revenue gain is expected to be $509 million in fiscal year 1983,
$776 million in 1984, $779 million in 1985, $759 million in 1986, and $730
million in 1987.



2. Basis ad justgnent for investment ta,x:fcredité (sec';', 207 of the bill
and sec. 48 and new sec. 196 of the Code)

Present Law

In general, a taxpayer is allowed cost recovery deductions for 100
percent of the cost (or basis) of a depreciable asset, including prop-
erty for which there is allowed a regular or energy investment tax
credit, or the 25-percent investment credit for rehabilitation expendi-
tures for certified historic structures.

However, if the 15- or 20-percent investment credit is claimed for
qualified rehabilitation expenditures on a nonresidential building, the
basis of the property must be reduced by the amount of credit earned.
The lower basis is used to compute cost recovery deductions and
capital gain or loss.

When the investment tax credit was-enacted in the Revenue Act of
1962, the basis of the asset was reduced by the full amount of the
credit earned—then 7 percent. The basis adjustment was repealed in
the Revenue Act of 1964.

Reasons for Change

Cost recovery deductions for most personal property allowed cur-
rently under ACRS in combination with the regular investment tax
credit generate tax benefits which have a present value that is more
generous than the tax benefits that would be available if the full cost
of the investment could be deducted in the year when the investment
was made; i.e., more generous than the tax benefits of expensing. As
a result, investments that would not be undertaken in the absence
of an income tax become worthwhile because of the excess tax benefits
they generate. The allocation of scarce capital resources is distorted,
and economic efficiency is reduced.

This incentive for uneconomic investments can be shown with a sim-
ple example. Consider a hypothetical system in which taxpayers can
claim a deduction for 120 percent of the cost of an asset and there is @
50-percent tax rate. A taxpayer purchases an asset for $100 which
earns only $98 in the subsequent year, after which it is scrapped. This
nvestment would clearly be unprofitable in. a tax-free world because
the $98 return would not be enough even to recoup the $100 paid for
the asset, much less any return on the investment. However, in this
hypothetical tax system, the $60 tax benefit that the taxpayer receives
from the $120 tax deduction reduces his net cost of the asset to $40.
Thus, the $49 after-tax cash flow in year two is enough to yield a 22.5
percent return after taxes on the investment—enough to make the
Investment attractive to the taxpayer. This incentive for uneconomic
Investment would be eliminated if the taxpayer were allowed to ex
pense his $100 investment in the year he made the investment.
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In evaluating alternative ways to correct this distortion, the com-
mittee concluded that a basis adjustment for one-half of the amount
of the regular investment credit allowed would make the combination
of ACRS cost recovery deductions and the regular investment credit
equivalent to expensing at a 10-percent after-tax discount rate. These
benefits would provide investment incentives comparable to those in
a system without an income tax, and thus would encourage the private
sector to undertake the maximum amount of productive investment.

Explanation of Provision

Taxpayers will reduce the basis of assets by one-half of the amount
of the regular and energy investment credits and the credit for quali-
fied rehabilitation expenditures for certified historic structures. They
will continue to reduce their basis by the amount of the full credit in
the case of other rehabilitation expenditures.

The lower basis will be used to compute cost recovery deductions
and gain or loss when the asset is sold. If a credit is recaptured, there
will be an upward basis adjustment immediately prior to the disposi-
tion of the property. A deduction will be allowed equal to the amount
of the basis adjustment in the event a credit for which a basis adjust-
ment has been made expires at the end of the 15-year carryover period.

For purposes of determining the amount of ordinary income re-
captured under section 1245, the amount of the basis adjustment will be
treated as a recovery deduction.

For purposes of computing earnings and profits, cost recovery de-
ductions will not take the basis adjustment into account.

Effective Date

The requirement for this reduction in basis will be effective for
property placed in service after December 31, 1982.

Revenue Effect

The revenue gain is expected to be $380 million in fiscal year 1983,
$1,440 million in 1984, $2,757 million in 1985, $4,182 million in 1986,
and $5,771 million in 1987. ‘



3. Limitation on investment tax credit (sec. 207 of the bill and sec.
46 of the Code)

Present Law

The investment tax credit earned by a taxpayer can be used to re-
duce tax liability up to certain limits. The limit for taxable years end-
ing after 1981 is $25,000 plus 90 percent of the tax liability in excess
of $25,000 (increased from 80 percent in 1981). Unused credits for a
taxable year may be carried back to each of the 3 taxable years pre-
ceding the unused credit year and then carried forward to each of the
15 following taxable years.

Reasons for Change

The 90-percent limit on the amount of tax which a taxpayer may
offset with the investment credit enables corporations to reduce their
tax liability to very low percentages of their taxable income and even
lowed percentages of their ‘book” income as reported to shareholders
on financial statements. This reduces confidence in the equity of the
tax system.

Explanation of Provisions

The limitation on the amount of income tax liability (in excess of
$25,000) of an individual or corporate taxpayer that may be offset by
the investment tax credit will be reduced from 90 percent to 85 per-
cent.

Effective Date

The amendment made by this provision will apply to taxable years
that begin after December 31, 1982.

Revenue Effect

The revenue gain is expected to be $152 million in fiscal year 1983,
$259 million in 1984, $213 million in 1985, $178 million in 1986 and
$164 million in 1987.
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4. Accelerated Cost Recovery System (ACRS) changes for 1985
and 1986 (sec. 208 of the bill and sec. 168 of the Code)

Present Law
Overview

The Economic Recovery Tax Act of 1981 (ERTA) replaced the
prior law depreciation system with the Accelerated Cost Recovery
System (ACRS). ACRS is a system for recovery of capital costs using
accelerated methods over predetermined recovery periods that are
generally shorter than prior law useful lives. The ACRS methods of
cost recovery and recovery periods are the same for both new and
used property. Recovery of costs generally is determined by using
a statutory accelerated method. As an option, the taxpayer may choose
to recover costs using the straight-line method over either the regular
recovery period or one of the longer recovery periods provided.

Accelerated methods of cost recovery for personal property

In general, the recovery deduction for personal property in each
year of the recovery period is determined by applying a statutory per-
centage to the unadjusted basis of the property. In determining the
annual deduction, the applicable percentage to be applied to the unad-
justed basis of the property depends on the property’s class and the
number of years since the property was placed in service by the tax-
payer. The recovery deduction for the taxable year in which property
1s placed in service is based on the full recovery percentage prescribed
in the statutory table for the first recovery year, regardless of when
the property was placed in service during the taxable year. No recov-
ery deduction is allowable in the year of an asset’s disposition.

Three statutory schedules of accelerated recovery percentages are
provided for each class of recovery property. One schedule applies to
recovery property placed in service in the years 1981 through 1984.
One schedule applies to recovery property placed in service in 1985.
The third schedule for each class applies to recovery property placed
In service after 1985.

The schedules for personal property placed in service in 1981
through 1984 were developed to approximate the benefits of using the
150-percent declining balance method for the early recovery years and
the straight-line method for the later recovery years. The schedules for
personal property placed in service in 1985 were developed to approxi-
mate the use of the 175-percent declining balance method for the early
recovery years and the sum-of-the-years-digits method for the later re-
covery years. The schedules for personal property placed in service
after 1985 were developed to approximate the use of the 200-percent
declining balance method for the early recovery years and the sum-of-
the-years-digits method for the later recovery years. All of the sched-
ules reflect the allowance of only a half-year of depreciation for the
first recovery year and the allowance of the remaining recovery deduc-
tions over the remaining recovery years.

(125)
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Reasons for Change

As explained in the discussion of the basis adjustment (item 2,
above), there are strong economic reasons why the combined effect of
the investment credit and accelerated depreciation should not be more
generous than expensing. Repeal of the scheduled accelerations of de-
preciation is needed to accomplish the committee’s goal of establishing
a system approximately equivalent to expensing for assets in the 3-
and 5-year ACRS classes.

Also, the acceleration of cost recovery deductions after 1984 may
encourage taxpayers to delay making investments until after that
date. Repealing the acceleration now will eliminate that incentive.

Explanation of Provision

The committee bill repeals the provisions of ACRS that would have
accelerated cost recovery rates for personal property to rates approxi-
mating the benefits of using a 175-percent declining balance method
in 1985 and the 200-percent declining balance method after 1985.

Effective Date

The provisions will apply for taxable years ending after date of

enactment.
Revenue Effect

The revenue gain is expected to be $1,598 million in fiscal year 1985,
$10,173 million in 1986, and $18,809 million in 1987,



5. Construction period interest and taxes (sec. — of the bill and
new sec. 189A of the Code)

Present Law

Under section 189, individuals, personal holding companies, and
subchapter S corporations are required to capitalize interest and real
property taxes attributable to the construction period of real property
(other than low-income housing) to be used in a trade or business or
held for investment. The capitalized interest and taxes are amortized
(ie., deducted in equal portions) over certain periods, generally 10
years. The interest that must be capitalized is interest which is attribut-
able to the construction period on any debt incurred or continued for
the purpose of acquiring, constructing, or carrying real property other
than low income housing. The construction period is defined as the
period beginning on the gate construction of the building or improve-
ment begins and ending on the date the property is ready to be placed
in service or is ready to be held for sale.

The amortization of capitalized interest and taxes begins in the
year the interest or taxes was paid or accrued. However, the amor-
tization of capitalized interest and taxes is then suspended until the
year the building or improvement is ready to be placed in service or to
be sold, and amortization resumes at that time.

Corporations, other than personal holding companies and sub-
chapter S corporations, are not subject to the capitalization require-
ment of section 189. For these corporations, amounts paid or accrued
for interest and real property taxes are allowed as deductions for the
year in which paid or accrued. Certain prepaid interest, however, must
be capitalized and deducted in the years to which properly applicable.
In addition, under section 266, taxpayers may capitalize certain taxes
and interest attributable to both real and personal property and
include the capitalized items in the basis of the property.

Reasons for Change

The allowance of a deduction for construction period interest and
taxes is contrary to the fundamental accounting principle of matching
income and expenses. Generally, a current expense is deductible in full
in the taxable year paid or accrued because 1t is necessary to produce
Income and is usually consumed in the process. However, some expend-
ltures are made prior to the receipt of income attributable to the ex-
penditures and, under the matching concept, these expenditures should
be treated as a future expense when the income “resulting” from the
expenditure is received.

In the case of a taxpayer who constructs a building and subsequent-
ly receives income in the form of rents from that building, the ac-
counting concept of matching income against expenses should require
that the expenses incurred during the construction period be deducted

27
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against the rental income which is received over the life of the build-
ing, to the extent the expenses are attributable to a depreciable or
wasting asset. The general construction costs of the building are treat-
ed this way, being capitalized and subsequently deducted as depre-
ciation expenses. Similarly, certain pre-opening or start-up expenses
for a new trade or business are required to be capitalized for tax ac-
counting pu .

The committee believes that construction period interest and taxes,
as other costs of construction such as labor and materials, generally
should be capitalized and deducted only when the buildings are sold
or are used to produce income. In the case of real property other than
low-income housing, these rules have applied to individuals, sub-
chapter S corporations, and personal holding companies since section
189 was added to the Code in the Tax Reform Act of 1976.

Corporations other than personal holding companies and sub-
chapter S corporations are not now required to capitalize construc-
tion period interest and taxes. The ability to currently deduct con-
struction period interest and taxes permits the deferral of tax on cur-
rent income, which is the equivalent of an interest-free loan from the
government that can be a significant economic benefit. The committee
believes that this situation is not compatible with the general objec-
tive of matching income and expenses. The committee, therefore, has
decided that corporations should be required to capitalize construc-
tion period interest and taxes. However, the committee also believes,
that, in view of the present depressed state of the housing indus-
try, it is appropriate to limit this requirement to nonresidential
construction.

Explanation of Provision

Section 189 would be extended to require corporations (other than
subchapter S corporations and personal holding companies) to capi-
talize construction period interest and taxes for nonresidential real
property. The definition of the construction period to corporations
will be the same as under present section 189. Construction period
interest and taxes for nonresidential real property are real property
taxes for nonresidential real property and interest paid or accrued on
debt incurred or continued to acquire, construct, or carry nonresi-
dential real property, but only to the extent such taxes and interest
are attributable to the construction period for such property. The bill
requires the Treasury Department to issue regulations allocating
interest to expenditures for real property during construction. The
committee expects that these regulations will adopt rules similar ta
those used for financial accounting purposes. This rule applies only to
taxes and interest that would, but for this rule, be allowable as a deduc-
tion for the taxable year in which paid or accrued. As under section
189, capitalized construction period interest and taxes will be amor-
tized over a 10-year period. One-tenth of capitalized interest and taxes
will be deductible for the year in which they were paid or accrued in.
The other nine-tenths will be deductible over a nine-year period begin-
ning with the year in which the property is ready to be held for sale
or ready to be placed in service,
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Effective Date

The bill would apply to interest and taxes paid or incurred in taxable
years beginning after December 31, 1982, on nonresidential real
property the construction of which begins after December 31, 1982.

Revenue Effect
Tho revenue gain is expected to be $568 million in fiscal year 1983,

£1,222 million in 1984, $1,271 million in 1985, $1,158 million in 1986,
and $976 million in 1987.



6. Modifications to leasing rules (secs. 211, 212, and 213 of the
bill and sec. 168 of the Code)

Present Law
Overview

Prior to the enactment of the Economic Recovery Tax Act of 1981
(ERTA), the law contained rules to determine who owns an item of
property for tax purposes when the property is subject to an agreement
which the parties characterize as a lease. Such rules are important be-
cause the owner of the property is the person entitled to claim cost re-
covery (depreciation) deductions and investment tax credits. The prior
rules attempted to distinguish between true leases, in which the lessor
owned the property for tax purposes, and conditional sales or financing
arrangements, in which the user of the property owned the property
for tax purposes. These rules generally were not written in the Internal
Revenue Code; instead they evolved over the years through a series of
court cases and revenue rulings and revenue procedures issued by the
Internal Revenue Service. Essentially, the law was that the economic
substance of a transaction, not its form, determined who was the owner
of property for tax purposes. Thus, if a transaction was, in substance,
simply a financing arrangement, it would be treated that way for tax
purposes regardless of how the parties chose to characterize it. Lease
transactions could not be used solely for the purpose of transferring
tax benefits. They had to have nontax economic substance. The specific
prior law rules are discussed below.

ERTA provides a new set of rules which represent a major depar-
ture from prior law. These new provisions are intended to be a means
of transferring tax benefits rather than a means of determining which
person is in substance the owner of the property. Under the new rules,
certain transactions involving tangible personal property are treated
as leases for Federal income tax purposes regardless of their nontax
economic substance. If a transaction meets these safe harbor require-
ments, the lessor in the agreement is treated as the property owner for
Federal income tax purposes and is entitled to cost recovery deductions
and investment credits. Under these rules. by entering into a nominal
sale and safe-harbor leaseback, a person who has acouired and will use
the property can, in effect. sell some of the tax benefits associated with
the property to a corporation, while retaining all other economic bene-
fits and burdens of ownership. The prior law rules remain in effect for
transactions not qualifying for the safe harbor or when the safe harbor

1s not elected.
Pre-ERT A leasing rules

Underlying principles
In general, the determination of lease treatment under pre-]_ﬂRTA
law required a case-by-case analysis based on all facts and circum-
stances. Although the determination of whether a transaction was 2
lease was inherently factual, a series of general principles was em-

(130)



131

bodied in court cases, revenue rulings, and revenue procedures. Those
principles are still used in determining the character of transactions
that are not eligible for the new safe-harbor rules or for which the safe-
harbor election is not made.

For a transaction to be a lease under prior law, the lessee could not
hold title to or have an equity interest in the property. However, the
fact that the lessor had title did not guarantee that the lessor was
the tax owner. Both the courts and the IRS looked to additional criteria
in determining whether a transaction was a lease. These criteria fo-
cused on the substance of the transaction rather than its form. The
courts did not disregard the form of a transaction simply because
tax considerations were a significant motive so long as the transaction
also had a bona fide business purpose and the lessor retained sufficient
burdens and benefits of ownership.!

To be entitled to depreciation deductions as the owner of the prop-
erty, the lessor had to show that the property is being used for a busi-
ness or other income-producing purpose. To have had a business
purpose, the person claiming ownership (i.e., the lessor) at least had
to have a reasonable expectation that he would derive a profit from
the transaction independent of tax benefits.? This requirement pre-
cluded lease treatment for a transaction intended merely to reduce the
user’s costs by utilizing the lessor’s tax base. For a sale-leaseback, other
nontax business motives were considered in determining the substance
of the transaction.

The fact that the lessor in a lease financing transaction could show a
profit or business purpose, however, did not automatically result in
lease treatment under prior law rules, since a profit or business motive
could also exist in a financing arrangement. In addition, the lessor had
to retain meaningful benefits and burdens of ownership.? Thus, lease
treatment was denied under prior law rules if the user had the option
to obtain title to the property at the end of the lease for a price that
either was nominal in relation to the value of the property at the time
when the option could be exercised (as determined at the time the
parties entered into the agreement) or which was relatively small when
compared with the total payments required to be made.*

Where the residual value of the property to the lessor was nominal,
the lessor was viewed as having transferred full ownership of the
property for the rental fee. Where the purchase option was more than
nominal but relatively small in comparison with fair market value,
the lessor was viewed as having transferred full ownership because of
the likelihood that the lessee would exercise the bargain purchase
option.® Furthermore, if the lessor could force the lessee to purchase
the property at the end of the lease (a “put”), the transaction might

* See, Hilton v. Commissioner, 74 T.C. 305 (1980), eff'd, 671 F.2d 316 (9th Cir.
1982) ; Frank Lyon Co. v. United States, 435 U.S. 561 (1978), rev’g, 536 F.2d 746
(8th Cir. 1976) ; Rev. Rul. 55-540, 1955-2 C.B. 39 (and cases cited therein) ; see
generally, Gregory v. Helvering, 293 U.S. 465 (1935).

19"’ See, Hliton v. Commissioner, 74 T.C. 805 (1980), aff’d, 671 F.2d 316 (9th Cir.

82).

8 8ee, Frank Lyon Co. v. United States, 435 U.S. 561 (1978), rev’g, 536 F.2d 746
(8th Cir. 1978) ; Swift Dodge v. Commissioner, 76 'T.C. 547 (1981) ; Rev. Rul. 55—
540, 1955-2 C.B. 39 (and cases cited therein).

* Bee, Rev. Rul. 55-540, 1955-2 C.B. 39 (and cases cited therein).

" See, M&W Gear Co. v. Commissioner, 446 F.2d 841 (Tth Cir. 1971).
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also be denied lease treatment under prior law because the put elimi-
nated the risk borne by owners of property that there will be no market
for the property at the end of the lease.

Objective guidelines used in structuring transactions

The question of exactly what burdens and benefits of ownership
had to be retained by the lessor under prior law rules created some
confusion for people trying to structure leases that, at least in part,
were motivated by tax considerations. To give taxpayers guidance in
structuring leveraged leases (i.e., where the property is financed by a
nonrecourse loan from a third party), the Internal Revenue Service
in 1975 issued Revenue Procedure 75-21, 1975-1 C.B. 715, and a com-
panion document, Revenue Procedure 75-28, 1975-1 C.B. 752 (the
guidelines). If the requirements of the guidelines were met and if the
facts and circumstances did not indicate a contrary result, the Service
issued (and continues to issue) an advance letter ruling under the
prior law rules that the transaction was a lease and that the lessor was
the owner for Federal tax purposes. The guidelines applied only to
leveraged leases of equipment. The general principles described above
continued to govern nonleveraged leases and leases of real property.
The guidelines were not by their terms a definitive statement of legal
principles and were not intended for audit purposes. If all require-
ments of the guidelines were not met, a letter ruling could still be
issued in appropriate cases if, after considering all facts and circum-
stances, a transaction was a lease under the general principles discussed
previously. However, in practice, many taxpayers took into account
the guidelines’ requirements in structuring transactions. The guide-
lines may be viewed as a type of safe harhor.

The specific requirements for obtaining a ruling under the guide-
lines are as follows:

1. Minimum investment.—The lessor must have a minimum 20 per-
cent unconditional at-risk investment in the property. This rule repre-
sents an attempt to ensure that the lessor must suffer some significant
loss if the property declines in value.

9. Purchase options.—In general, the lessee may not have an option
to purchase the property at the end of the lease term unless, under the
lease agreement, the option can be exercised only at fair market value
(determined at the time of exercise). This rule precludes fixed price
purchase options, even at a bona fide estimate of the projected fair
market value of the property at the option date. In addition, when the
property is first placed in service by the lessee, the lessor cannot have
a contractual right to require the lessee or any other party to purchase
the property, even at fair market value (a put).

The fair market value purchase option requirement fulfills three
purposes related to the determination of the economic substance of the
transaction. First, it ensures that the lessor bears the risk implicit in
ownership that no market will exist at the end of the lease. The owner
of depreciable property is the person who bears any decline in value of
the asset. Second. it ensures that the lessor has retained an equity inter-
est in the property. Anv fixed price option represents a limitation on
the lessor’s right of full enjoyment of the propertv’s value. Third, it
limits the ability of the parties to establish an artificial rent structure
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to avoid the cash flow test (described below). However, several courts
have held that the mere existence of a fixed price purchase option does
not prevent lease treatment so long as the lessor retains other sig-
nificant burdens and benefits of ownership.® In addition, because Reve-
nue Procedure 75-21 generally is considered a safe harbor, a favorable
ruling still could be issued under the general principles discussed above
despite the existence of a fixed price purchase option.

3. Lessee investment precluded.—Neither the lessee nor a party re-
lated to the lessee may furnish any part of the cost of the property.
The rationale is that a lessee investment may suggest that the lessee
is in substance a co-owner of the property.

4. No lessee loans or guaraniees—As a corollary to the prior rule,
the lessee must not loan to the lessor any of the funds necessary to
acquire the property. In addition, the lessee must not guarantee any
lessor loan.

5. Profit and cash flow requirements.—The lessor must expect to
receive a profit from the transaction and have a positive cash flow from
the transaction independent of tax benefits. As mentioned previously, a
profitability requirement is based on the requirement that lease trans-
actions must have a business purpose independent of tax benefits.

6. Limited use property—Under Revenue Procedure 76-30, 19762
C.B. 647, property that can be used only by the lessee (limited use
property) is not eligible for lease treatment. The rationale is that if
the lessee is the only person who could realistically use the property,
the lessor has not retained any significant ownership interest.

Recent developments in the case law

There have been several recent decisions by the courts relating to the
characterization of transactions as leases under pre-ERTA rules. The
first of these cases is the Supreme Court decision in Frank Lyon v.
United States” which deals with a sale-leaseback of real property fi-
nanced by the lessor with cash and resource debt. In Frank Lyon, the
Supreme Court held that the transaction was a lease and stated that
where there is a genuine multiple-party transaction with economic
substance which is compelled or encouraged by business or regulatory
realities, is imbued with tax-independent considerations, and is not
shaped solely by tax-avoidance features that have meaningless labels
attached, the Government should honor the allocation of rights and
duties effectuated by the parties. Among the many factors the court
cited for its decision was the fact that there was a business purpose for
the sale-leaseback, as evidenced by the fact that State and Federal
regulations prohibited the lessee-bank from borrowing a sufficient
amount to finance construction, that diversification was the lessor’s
principal motive, and that the depreciation deductions would have been
equally available to the lessee-bank had it retained title. The court also
held that the lessee’s option to purchase, though fixed, was for a rea-
sonable amount, and that the lessor bore the risk that the lessee would
not exercise that option if the price was more than the fair market
value of the property. The facts in Frank Lyon indicated that the lessor
would realize an overall profit from the transaction independent of tax

¢ 8ee, e.g., Swift Dodge v. Commissioner, 76 T.C. 547 (1981).
435 U.8. 561 (1978), rev'g, 536 F.2d 746 (8th Cir. 1976).
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benefits if the lessee exercised its option to purchase. In Hilton v. Com-
missioner, ® the court applied the Frank Lyon, test in denying lease
treatment where the lessor could not reasonably expect to show a profit
from the transaction independent of tax benefits.

Another important decision dealing with prior law lease rules is
Swift Dodge v. Commissioner ® In Swift Dodge, an automobile dealer-
ship operated a separate leasing business. The company acquired most
of its cars for lease from amounts borrowed from banks on a recourse
basis. The auto dealer-lessor obtained a profit from the leases inde-
pendent of tax benefits. The lease contained a terminal rental adjust-
ment clause that permitted an upward or downward adjustment of
rent to make up for any difference between the projected value of the
property at the end of the lease and the actual value of the property
upon lease termination.

The court held that these nonleveraged transactions were leases and
not conditional sales. Tt cited the general rule that economic substance
prevails over form and cited Frank Lyon for its statements regarding
the necessity of the lessor retaining significant and genuine attributes
of the traditional lessor form. It stated that a transaction is a lease if
the lessor assumes burdens other than those of a lender and is subject
to significant risk not ordinarily incident to a secured loan.

Safe harbor leasing rules

Overview

The safe-harbor leasing provisions of ERTA are intended to per-
mit owners of property who cannot use the tax benefits of ownership
(e.g., depreciation and investment credit) to transfer some of those
benefits to persons who can use them without having to meet the prior
law requirements for characterizing the transaction as a lease. The
safe-harbor leasing provisions operate by guaranteeing that for Fed-
eral tax purposes qualifying transactions will be treated as leases, and
that the nominal lessor will be treated as the owner of the property,
even though the lessee is in substance the owner of the property and
the transaction otherwise would not be considered a lease.

Eligibility requirements
. To qualify for the safe harbor, a transaction must meet the follow-
Ing requirements:
1. All parties to the agreement must elect to have the trans-
action treated as a lease;
2. The nominal lessor must be (a) a corporation (other than a
a subchapter S corporation or a personal holding company), (b)
a partnership all of the partners of which are one of the corpora-
tions described in (a), or (¢) a grantor trust with respect to which
the grantor and all beneficiaries of the trust are corporations or
a partnership comprised of corporations;

74 T.C. 305 (1980), aff’d, 671 F.2d 316 (9th Cir. 1982).
*76 T.C. 547 (1981).
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3. The lessor must have a minimum at-risk investment in the
property at all times during the lease term of at least ten percent
of the adjusted basis of the property ; *°

4. The lease term must not exceed the greater of 90 percent of
the property’s useful life or 150 percent of the ADR midpoint life
of the property ; and

5. The property must be “qualified leased property.”

Qualified leased property

In general, qualified leased property means new equipment eligible
for both ACRS and the investment credit. The equipment may be
leased within 8 months after the property is placed in service without
violating the requirement that the equipment be new equipment (called
the 90-day window). Property used by a tax-exempt organization or a
U.S. Federal, State, or local governmental unit generally is ineligible.
However, under a special exception, qualified mass commuting ve-
hicles financed in whole or in part by tax-exempt bonds are eligible
even though the property is used by a tax-exempt organization or gov-
ernmental unit. For mass commuting vehicles, the lessor is eligible for
ACRS deductions but not the investment credit.

Faclors disregarded

If a transaction meets the safe-harbor requirements, the transaction
will be treated as a lease entered into by the parties to the agreement,
and the nominal lessor will be treated as the owner for Federal tax
purposes. Thus, the nominal lessor will be entitled to the associated
cost recovery allowances and investment credit. The following factors,
therefore, will not be taken into account in determining whether a
transaction is a lease, as they had been under prior law:

1. The fact the lessor or lessee must take the tax benefits into
account in order to realize a profit or cash flow from the trans-
action;

2. The fact the lessee is the owner of the property for State
or local law purposes (e.g., has title to the property and retains
the burdens, benefits, ang incidents of ownership, such as pay-
ment of taxes and maintenance charges with respect to the
property) ;

3. The fact that no person other than the lessee may be able
to use the property after the lease term;

4. The fact the property may (or must) be bought or sold at
the end of the lease term at a fixed or determinable price or the
fact that a rental adjustment is made upward or downward to
reflect the difference between the expected residual value of the
property and the actual sales price; and

5. The fact the lessee, or a related party, has provided financing
or has guaranteed financing for the transaction (other than the
lessor’s minimum 10 percent investment).

¥ Thig safe-harbor rule differs from the corresponding prior law rule in two
respects. First, the minimum investment is reduced from 20 percent to 10 per-
cent under the safe harbor. Second, the minimum investment does not have to be
maintained at the same level throughout the lease term since the test is applied
with reference to adjusted basis (original basis reduced by depreciation
deductions).
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Amount and timing of deductions and credits

The legislative history of the safe-harbor provisions suggests that
a lessor’s basis in the leased property includes the entire amount of
any obligation with respect to the property even if the obligation of
the lessor is contingent or offset by rental payments. This rule, which
overrides prior case law, eliminates the need for the parties to actually
make the offsetting payments to ensure the tax consequences of basis,
income, and deductions that would have occurred if the payments had
been made. However, the lessor must report as income all rental pay-
ments due, even if not actually received because of the offset agreement.

In addition, the legislative history suggests that the lessor must re-
port the réntal income on a ratable basis, eliminating the deferral of
income to the lessor that would result by virtue of, for example, a
balloon payment agreement. With respect to interest deductions, cal-
culations under a level payment mortgage assumption are permitted.

Description of safe-harbor transactions

The safe-harbor rules have been used to guarantee lease treatment
for several types of transactions. Most of these transactions fall into
two categories. The transactions in the first category are often referred
to by practitioners as tax benefit transfers because their only purpose is
the transfer of tax benefits. (Another name used is wash sale-lease-
backs.) Although the safe harbor has been used primarily for this
purpose, it has also been used to guarantee lease treatment for lease
financings, which involve nontax business considerations, ‘

Tax benefit transfers

Treasury regulations contemplate that those who use the safe-harbor
leasing rules for tax benefit transfers will structure their transactions
as a particular kind of sale and leaseback. This type of transaction
involves three steps. First, the seller/lessee (who may be either an
individual or a corporation) acquires the property with its own funds
or borrowed funds and then, within three months, transfers it in a
nominal “sale” to the buyer/lessor. In exchange, the. seller/lessee re-
ceives cash for a part of the selling price and a level payment nonre-
course note for the balance. The seller/lessee continues to use the
property and typically enjoys all the economic benefits and burdens of
ownership. In the standard transaction, the user of the property re-
tains all incidents of State law ownership. For Federal income tax
purposes, however, the buyer/lessor may claim the cost recovery de-
ductions and investment credits allowable for the property. The second
step is that the seller/lessee nominally leases the property back from
the buyer/lessor. The lease rental payments to the buyer/lessor are
structured so as to equal exactly the debt service payments to the seller/
lessee arising from the nonrecourse note in stage one. Thus, no cash
changes hands during this second stage. However, because the debt
service payment consists of both interest and principal, the excess of
lease rent over interest for any taxable year (which equals the princl-
pal repaid in the year) is treated for Federal income tax purposes as
income to the buyer/lessor and as a deduction for the seller/lessee.
Third, at the end of the lease, the seller/lessee nominally repurchases
the property for a token amount, such as $1.
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The substantive effect of this sale-leaseback transaction is that the
buyer/lessor has purchased a stream of tax benefits from the seller/
lessee for an amount equal to the cash paid for the property during the
first stage of the transaction. (This is the only cash which changes
hands, apart from the nominal amount paid for repurchase of the
property in stage three.) The stream of tax benefits purchased by
the buyer/lessor equals the ACRS cost recovery deductions, plus the
investment tax credit (including the energy credit if applicable),
minus the net rental income arising from the lease (the excess of
ledse rentals over interest on the nonrecourse note, which precisely
equals the principal payments on the note).**

Lease financing

In addition to tax benefit transfers, the safe-harbor leasing provi-
sions have been used to guarantee lease treatment for lease financing
transactions that fail to meet all of the requirements of the guidelines.
Often, the requirement of the guidelines that these lessors and lessees
want to avoid is the prohibition on options for the lessee to purchase
the property at a fixed price determined at the time of the agreement.
The safe harbor has also been used to guarantee lease treatment for
lease financings that involve terminal rental adjustment clauses.

Also, the 90-day window in the safe-harbor rules encourages busi-
nesses to use the safe harbor because they need not finalize their lease
by the exact date on which the property is put in service. Under prior
law, if a sale and leaseback was entered into after the property was
placed in service, the property could be characterized as used property
and subjected to the limits on the investment credit for used property.

Recapture rules

If the lessee acquires the property from the lessor at the end of the
lease and subsequently disposes of 1t, the lessee will be subject to the
recapture rules under sections 47 and 1245 as if the lessee had been
considered the owner of the property for the entire term of the lease,
except that any amount recaptured by the lessor will not be recaptured
again by the lessee. For example, assume the lessor claimed $100 of cost
recovery allowances for 5-year recovery property over the lease term
and has a zero adjusted basis in the property at the end of the lease.
The lessor sells the property to the lessee for $1.00. The lessee subse-
quently sells the property to a third party for $80. The lessor would
have 8 $1 gain on the sale to the lessee, all of which would be treated
as ordinary income under the section 1245 recapture rules. The lessee
would have $79 gain ($80 sales price —$1 cost basis) all of which would
be treated as ordinary income under the section 1245 recapture rules.

JJA_s an alternative to this type of transaction, in which the user holds State
law title to the property, a tax benefit transfer may be structured in the follow-
ing manner: First, a bank or other financing party acquires the property and
leases the property to the user in a transaction that meets the requirements for
lease treatment under Rev. Proc. 75-21. Second, the lessor does a safe-harbor
sal_e and leaseback to transfer the tax benefits to another party. The distin-
gulshlpg feature of this type of tax benefit transfer is that the bank or other
financing party rather than the user is the actual owner of the property.
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Reasons for Change

The committee believes that significant changes are needed to the
rules which determine whether a transaction qualifies as a lease for
Federal income tax purposes.

The committee is concerned that the present safe-harbor rules have
enabled some taxpayers to avoid their equitable sharé of tax. This in-
cludes the use of safe-harbor leasing to increase the benefits not asso-
ciated with investment in machinery and equipment (like percentage
depletion), to avoid payment of any tax and to generate tax refunds,
The committee is also concerned with the derivative effects of such
practices in eroding respect for and compliance with the tax laws on
the part of other taxpayers. Therefore, the committee bill restructures
the rules relating to safe-harbor leasing to ensure that it cannot be used
to produce these unfair results.

The committee also believes that the present rules result in an ex-
cessive revenue loss. This is not appropriate at a time when many direct
spending programs are being reexamined to see if they are too wasteful.
Thus, the committee bill contains provisions which are intended to
reduce the revenue loss of safe-harbor leasing.

Finally, the committee believes that provisions as controversial as
the safe-harbor leasing provisions should be re-examined by Congress.
To ensure that this occurs, the committee decided to sunset the safe-
harbor leasing provisions after fiscal year 1985.

Explanation of Provisions
a. Overview

Pre-ERT A leasing.—The committee bill modifies the pre-ERTA
rules governing lease treatment by permitting fixed price purchase
options for leases entered into after December 31, 1984. In addition,
the committee bill prevents the Internal Revenue Service from deny-
ing lease treatment for certain motor vehicle operating leases contain-
ing terminal rental adjustment clauses until either the Internal Rev-
enue Service issues prospective rules or Congress enacts legislation
specifically addressing the legal consequences of those clauses. These
changes apply only to those transactions for which an election under
the safe-harbor lease rules is not in effect.

Safe-harbor leasing—The committee bill substantially modifies
the ERTA safe-harbor leasing provisions. In general, the committee
bill limits the ACRS and interest deductions and the investment cred-
its that may be claimed by the lessor, limits the amount of the lessee’s
property that may be leased, limits the extent to which the lessor may
reduce 1ts tax liability through safe-harbor leasing, and limits the
length of the lease term. Public utility property is made ineligible for
the safe-harbor provision. Certain tax-exempt organizations will not
be allowed to structure transactions to use safe-harbor leasing. In-
vestment tax credit (ITC) strips are allowed for transactions entered
into before October 20, 1981.

The committee bill also restricts the ability of taxpayers to increase
percentage depletion and foreign tax credits by virtue of safe-harbor
leafg.ng. The bill also prohibits safe-harbor leasing among related
parties,



139

Leases of mass commuting vehicles generally are not subject to
these changes if the property 1s purchased pursuant to certain binding
contracts or commitments entered into on or before March 31, 1983,
and the property is placed in service before January 17, 1988.

The provisions of the committee bill generally apply to leases
entered into or property placed in service after July 1, 1982. However,
the provisions restricting the ability of taxpayers to increase percent-
age depletion by virtue of leasing and the provisions excluding related
party transactions apply to leases entered into after February 19, 1982,
The committee bill also contains transitional rules. The safe-harbor
leasing provisions will be repealed for property placed in service after
September 30, 1985.

b. Changes to pre-ERT A leasing rules

Fixed price purchase options

Under the committee bill, for leases entered into after Decem-
ber 31, 1984, fixed price purchase options are not to be taken into
account in determining whether a transaction is a lease under the pre-
ERTA rules. To qualify, the option must be at least 10 percent of the
original cost of the property. As under present law, the fact the lessor
has a contractual right requiring the lessee to purchase the property
éi.e., a put option) in a leveraged lease must be taken into account in

etermining whether a transaction is a lease under pre-ERTA rules.

Terminal rental adjustment clauses

The committee bill will prevent the IRS from retroactively denying
lease treatment for certain motor vehicle leases, including leases of
trailers, by reason of the fact that those leases contain terminal rental
adjustment clauses that require or permit the rental price to be ad-
justed upward or downward by reference to an amount realized by
the lessor upon sale or other disposition of the property. The com-
mittee bill does not address the legal effect of these clauses and does
not prevent the Treasury from issuing rules on a prospective basis
addressing the legal effect of these clauses.

The provisions of the committee bill regarding terminal rental
adjustment clauses apply only to operating leases in which the lessee
uses the property for business, as opposed to personal purposes. For
this purpose, a lease is an operating lease if the lessor acquires the
property with cash or recourse indebtedness. Thus, the provision does
not apply to leveraged leases financed with nonrecourse debt.

No effect on other pre-ERT A rules

The committee bill otherwise does not affect the general principles
for determining lease treatment under pre-ERTA rules or the require-
ments of Revenue Procedure 75-21. Thus, as under present law, the
lessee may not hold title to or have an equity interest in the property.
To be entitled to depreciation deductions, the lessor must show a profit
from the transaction independent of tax benefits, In addition, the lessor
must retain other meaningful indicia of ownership to establish that
the lessor is in substance the owner of the property.
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¢. Safe harbor leasing rules
Eligibility requirements
Structure of safe-harbor leases

Maximum lease term.—The bill provides that the term of a safe-
harbor lease, including any extensions, can be no longer than the
present class life of the leased property (that is, the ADR midpoint
life of the property as of January 1, 1981). In the case of property for
which the present class life is not determined, the maximum safe-
harbor lease term is one year longer than the recovery period provided
by the bill (as described below) for property subject to a safe-harbor
lease.

M aximum interest rate—In general, the bill provides that the maxi-
mum annual interest rate allowed on obligations of the lessor (or a
person related to the lessor) to the lessee (or a person related to the
lessee) in a safe-harbor sale-leaseback is 5 percentage points less than
the interest rate applicable to tax underpayments and overpayments
on the date the agreement is executed. However, this maximum in-
terest rate cannot be less than 8 percent. For example, if the rate ap-
plicable to underpayments and overpayments of tax were 20 percent
at the time of the agreement, the maximum annual interest rate would
be 15 percent. This interest rate limitation does not apply to a safe-
harbor lease where there is no lessee financing. For purposes of this
provision, the definition of a related person is the same as under sec-
tion 168(e) (4).

Amount and timing of ACRS deductions and investment credit

Under the bill, cost recovery allowances for property subject to a
safe-harbor lease are computed using the straight-line method (with a

half-year convention and without regard to salvage value) and a re-
covery period determined in accordance with the following table:

In the case of: The recovery period is:
3-year property ______ ____________ o ___ 5 years
5-year property _______________________________ 8 years
10-year property_______ . ___________________ 15 years

An investment tax credit earned on property subject to a safe-
harbor lease is allowable over three taxable years in accordance with
the following schedule: 50 percent of the credit in the first taxable
year, 25 percent of the credit in the second taxable year and 25 percent
of the credit in the third taxable year. For example, with respect to
leased property in the 3-year recovery class for which a 6-percent
regular investment credit is earned, a 8-percent credit is allowable in
the first taxable year and a 114-percent credit is allowable in each of
the two succeeding taxable years. For purposes of determining the
order in which credits may be used, the portion of the credit earned
but not allowable in the first taxable year is treated as an unused
credit carried over from the first taxable year. Thus, in the taxable
year it is first allowable, this portion is applied against the invest-
ment credit tax liability limitation before credits earned for that year.
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For purposes of determining basis of the asset, the basis adjustment
for half of the full investment tax credit will occur in the first taxable
year, without regard to the new rule deferring half the credit to sub-
sequent years.

ITC strip

The committee bill will allow safe-harbor lease treatment for trans-
actions referred to as lease-leasebacks or ITC strips entered into before
October 20, 1981, which is the date Treasury issued its temporary
regulations dealing with the safe-harbor provisions. An ITC strip is
intended to permit the lessee to transfer the investment credit only.
The committee bill does not alter the ability of the parties to struc-
ture a lease outside of the safe harbor so that the lessee retains the
investment credit and the lessor the depreciation deductions (sec.
48(d)).

Qualified leased property

Property used by former tax-exempt organizations

Under the bill, qualified leased property will not include property
(other than mass commuting vehicles) leased to a person that was a
tax-exempt organization at any time within the 5-year period preced-
ing the date of the lease agreement. This rule also applies where a
predecessor of the lessee, within the 5-year period prior to date the
lease is entered into was a tax-exempt organization and was engaged in
activities substantially similar to the activities in which the lessee is
engaged. The Secretary shall have authority to prescribe appropriate
rules to carry out the purposes of this provision, including rules gov-
erning transactions by related parties.

Public utility property

. Public utility property, as defined in section 167(1) (3) (A), is made
ineligible for safe-harbor leasing.

Limitations on lessee

Amount of eligible property
The committee bill limits the amount of the lessee’s property eligible
for the safe harbor. For 1982, the safe harbor will apply with respect
to no more than 45 percent of the cost of the lessee’s property placed in
service during calendar year 1982. Qualified leased property that is
not subject to the amendments made by the committee bill by virtue
of the July 1, 1982, general effective date rule or the transition rules
(as described below) counts toward the lessee cap in 1982, but the
rule does not operate to denv safe-harbor lease treatment for leases
of that property. For example, if 50 percent of a lessee’s property
were covered by safe-habor leases that are not subject to the amend-
ments made by the committee bill, those lease would not be affected
by the cap but the lessee could not safe harbor lease any more of its
property in 1982. If only 25 percent of a lessee’s property were not
subject to the amendments made by the committee bill, it could safe
harbor lease an additional 20 percent of its eligible property during
the remainder of 1982. For property placed in service in calendar year

96-028 0 - 82 - 10
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1983, the percentage limitation is also 45 percent. For property placed
in service in each of the calendar years 1984 and 1985, the applicable
percentage limitation is 40 percent.

For this purpose, the lessee’s property includes the cost basis of all
qualified leased property leased by the lessee under a lease for which
a safe-harbor election has been made and all other new section 38
property of the lessee that is placed in service during the taxable
year. A lessee’s property includes any property that the lessee is con-
sidered owning for Federal tax purposes without regard to the safe-
harbor rules. A lessee may not take inconsistent positions by claiming
rental deductions with respect to property on the one hand, and, on
the other hand, claiming it owns the property for purposes of this
safe-harbor limitation.

The Secretary shall prescribe rules for applying this limitation on a
consolidated basis for companies filing consolidated returns.

For any year in which this limitation applies, property leased last
during the year is the first property to be excluded from the safe-har-
bor. The exclusions thus occur in reverse chronological order. If the
limitation applies to a portion of leased property, the safe harbor will
continue to apply to the portion that does not exceed the limitation.

Limitations on ability of lessee to increase other tax benefits

The committee bill limits the extent to which the lessee can use safe-
harbor leasing to increase its percentage depletion deductions and for-
eign tax credits. Under the bill, the lessee must compute its foreign tax
credit and both the 50-percent and 65-percent limitations on percen-
tage depletion deductions based on taxable income without regard to
the safe-harbor lease. Thus, for this purpose, the lessee must take into
account ACRS deductions for the property and must disregard lease
rentals and interests on lessee financing. In computing the imputed
ACRS deductions for the property, the lessee must use the recovery
peflod and method applicable to the lessor under the new safe-harbor
rules.

For example, assume the lessee has $200 of foreign source income
that is subject to a $92 foreign income tax, that the lessor’'s ACRS
deductions for the property for the taxable year are $100 (computed
by using the methods and recovery periods provided by the committee
bill), and that the safe-harbor lease generates rental deductions of
$75 and interest income of $25. Those are the only items of U.S. source
income and deductions for the lessee. The lessee’s U.S. tax computed
with regard to the safe-harbor lease and before the foreign tax credit
is $69 (($200 foreign source income + $25 interest income — $75
rental deductions) X 46 percent). Taking into account the safe-harbor
lease, the foreign tax credit would be $69, which would eliminate all
U.S. tax. However, the foreign tax credit must be computed by dis-
regarding the safe-harbor interest and rentals and by taking into ac-
count $100 of ACRS deductions. In that case, the lessee would have
$46 of U.S. tax (($200 foreign source income — $100 ACRS deduc-
tions) X 46 percent). which limits the foreign tax credit under the
committee bill to $46. Thus, under the committee bill the lessee would
pay $23 of U.S. tax ($69 of U.S. tax — $46 foreign tax credit).
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Limitation on use by lessor

The bill provides a 50-percent limit on the amount by which a lessor
can reduce its income tax liability (including any liability under the
add-on minimum tax) through safe-harbor leasing in taxable years
ending after July 1, 1982. That is, a lessor’s tax liability is the greater
of (1) 50 percent of the liability computed without regard to any
rental income, interest deduction (if paid or incurred to the lessee),
cost recovery deduction, and investment credit taken into account for
the taxable year pursuant to a safe-harbor lease, or (2) the taxpayer’s
actual tax liability (computed with regard to those amounts).

When tax liahility is determined by operation of the 50-percent
limitation, deductions or credits from safe-harbor leases shall not be
allowable in the current taxable year in the amount necessary to pro-
duce the proper amount of tax. Such deductions or credits may be car-
ried forward. The Secretary shall prescribe regulations for determin-
ing the deductions or credits allowable in the current taxable year and
the deductions or credits to be carried forward.

For example, assume that a lessor’s tax would be $100 if rents, inter-
est, depreciation, and investment credits from safe-harbor leases were
excluded and $30 if they were included. The 50-percent limit would
apply in this case and the lessor’s tax liability would be $50 (50 percent
of $100). In accordance with regulations which the Secretary shall
prescribe, deductions or credits would not be allowable in the current
taxable year sufficient to raise the lessor’s tax from $30 to $50, and these
deductions or credits would be carried forward.

No deferral of safe-harbor lease benefits will be required with
respect to a safe-harbor lease that is not subject to the amendments
made by the committee bill by virtue of the July 1, 1982, general
effective date rule or the transition rules (as described below). How-
ever, these leases are taken into account first for taxable years ending
after July 1, 1982, in determining whether there is a deferral of safe-
harbor lease benefits for leases that are subject to the amendments
made by the committee bill.

The committee bill also contains rules to prevent safe-harbor lessors
from using tax benefits obtained through safe-harbor leasing to gen-
erate net operating loss or investment credit carrybacks to prior tax-
able years. Under these rules, a taxpayer’s net operating loss catryback
for any taxable year is reduced (and cannot be increased) by the
portion of the carryback which is due to rental income, interest deduc-
tion (if paid or incurred to the lessee), depreciation deductions and
Investment credits relating to property with respect to which the tax-
payer is the safe-harbor lessor. In determining the credit carrvback,
tax liability of the taxable year from which credits are to be carried
is reduced first by credits not allocable to safe-harbor leases, and no
credit allocable to a safe-harbor lease may be carried back.

Related person transactions

The bill also prevents the lessee from entering into a safe-harbor
lease with a related person. For this purpose, persons are related if
they are part of an affiliated group as defined in section 1504, even if
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the persons are not “includible corporations” (as defined in section
1504 (b)) and even though the group does not file a consolidated return.

Effective Dates
Pre-ERT A lease rules
The provision of the committee bill affecting fixed price purchase
options under pre-ERTA lease rules applies to leases entered into
after December 81, 1984. The provision affecting terminal rental ad-
justment clauses applies on a retroactive basis to any open taxable
year.

Safe-harbor lease rules

In general, the provisions affecting the safe-harbor lease rules apply
to leases entered into or property placed in service after July 1, 1982.
However, those provisions do not apply if (1) the property is placed
in service before July 1, 1983, and (2) after June 25, 1981 (the date
H.J. Res. 266, which contained the safe harbor leasing provisions,
was ordered to be reported by the Senate Finance Committee) and be-
fore February 20, 1982, the lessee either (a) acquired the property or
commenced construction of the property or (b) entered into a binding
contract for the purchase of the property. For this purpose, a contract
is not binding unless the lessee’s failure to perform would subject him
to liability for damages in an amount equal to or greater than 5 per-
cent of the cost of the property.

The provisions affecting related party transactions and use of safe-
harbor leasing to increase percentage depletion apply to leases entered
into after February 19, 1982, without regard to binding contracts.

Special rule for mass commuting vehicles

The provisions of the committee bill modifying the safe-harbor rules
generally do not apply to mass commuting vehicles (as described in sec.
168(f) (8) (D) (ivg) as in effect before the amendments made by the
committee bill) placed in service on or before December 31, 1987,
pursuant to a contract or commitment that was awarded on the mass
transit system on or before March 31, 1983. Change orders that do not
affect the substance of the contract are permitted. A binding commit-
ment for this purpose includes bids which have been accepted by the
transit system but which may be subject to challenge by third parties.
However, lessors of these assets will be subject to the 50-percent-of-
tax-liability limitation on lessors provided by the committee bill. Thus,
lessors must pay the greater of their tax liability or 50 percent of tax
liability computed by disregarding any rental income, interest deduc-
tions, cost recovery deductions, and investment credit attributable to
safe-harbor leases of mass commuting vehicles, as well as safe-harbor
leasing of other property. Mass communting vehicles for which the
March 31, 1983, contract date is not met will be subject to all provisions
in the committee bill.

Sunset provision

The safe-harbor leasing provisions generally will be repealed for
property placed in service after September 30, 1985. However, as noted
above, a special rule applies for certain leases of mass commuting
vehicles placed in service before January 1, 1988. For property placed
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in service before October 1, 1985, deductions or credits not allowed in a
prior taxable year by virtue of the 50-percent limitation on reduction
of lessors’ tax liability will continue to be allowable for taxable years-
ending after September 30, 1985. For those years, taxable income and
tax liability may be adjusted by virtue of the carryover items, subject
to the 50-percent limitation.

Revenue Effect

The revenue gain is expected to be $1,145 million in fiscal year 1983,
$2,876 million 1n 1984, $4,152 million in 1985, $5,729 million in 1986,
and $7,192 million in 1987.



7. Foreign Tax Provisions

a. Limitation on credit for foreign income taxes imposed on foreign
oil extraction income and current taxation of oil-related in-
come (secs. 217 of the bill and secs. 907 and 954 of the Code)

Present Law

Foreign tax credit

The foreign tax credit was enacted to prevent U.S. taxpayers from
being taxed twice on their foreign income—once by the foreign country
where the income is earned and again by the United States as part of
the taxpayer’s worldwide income. The foreign tax credit is intended
to allow U.S. taxpayers to offset the U.S. tax on their foreign income
by the income taxes paid to a foreign country. Foreign tax credits may
not be used to offset U.S. tax on domestic income.

The credit is available only with respect to foreign income, war
profits, or excess profits taxes and certain “in lieu of” taxes (for ease of
reference, referred to generally as foreign income taxes). Other taxes
paid by the taxpayer are generally not creditable but are treated only
as deductible expenses.*

A fundamental premise of the foreign tax credit is that it should
not offset the U.S. tax on U.S. source income. Accordingly, the com-
putation of the foreign tax credit provides for a limitation to ensure
that the credit offsets only the U.S. tax on the taxpayer’s foreign in-
come. The limitation operates by prorating the taxpayer’s total U.S.
tax liability before foreign tax credits (“pre-credit U.S. tax”) between
his U.S. and foreign source taxable income. The limitation is deter-
mined by using a simple ratio of foreign source taxable income divided
by total worldwide taxable income. The resulting fraction is multi-
plied by the total pre-credit U.S. tax to establish the amount of U.S.
taxes paid on the foreign income and, thus, the upper limit on the
foreign tax credit.

Present law also provides that a taxpayer is to compute the foreign
tax credit limitation on a worldwide basis separately for his foreign
oil-related income.? Thus, foreign taxes paid on the taxpayer’s foreign

*No inference should be drawn from this description of present law or from
the actions taken in this bill that the committee agrees or disagrees that any
current payments to foreign governments are properly treated as income taxes.

®The term “foreign oil-related income” includes the income derived from
sources outside the United States and its possessions from the extraction (by
the taxpayer or any other person) of minerals from oil or gas wells, the process-
ing of these minerals into their primary products, and the transportation, dis-
tribution, and sale of these minerals or primary products. The term also in-
cludes income from the sale or exchange of assets used in these activities. Finally,
the term includes certain other income indirectly derived from these activities:
in general, dividends (including deemed dividends under subpart ¥) and interest
from foreign corporations in which the taxpayer has a 10-percent stock interest,
foreign source dividends from a U.S8. corporation, and the taxpayer's distribu-
tive share of the income of partnerships, to the extent the dividends, interest,
or distributive share is attributable to foreign oil-related income of the inter-
mediate corporation or partnership.

(146)
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oil-related income may not offset his U.S. tax on his other income and
vice versa. A similar rule is applied with regard to certain interest
income and DISC dividends. In general, the foreign tax credit limita-
tion must be computed separately for passive interest income and for
dividends from a DISC.

Under section 907, added to the Code in 1975 and later amended, an
additional special limitation is placed on foreign income taxes on in-
come from oil and gas extraction. Under the special limitation,
amounts claimed as taxes paid on foreign oil and gas extraction in-
come of a U.S. company qualify as creditable taxes (if they other-
wise so qualify) only to the extent they do not exceed 46 percent (the
highest U.S. corporate tax rate) of such extraction income.> Foreign
taxes paid in excess of that amount on such income are, in general,
neither creditable nor deductible. However, a foreign tax credit carry-
over or carryback is allowed for excess extraction taxes paid to the
extent of 2 percent of foreign oil extraction income.

The taxpayer’s foreign extraction income is generally the sum total
of the taxpayer’s income and loss from worldwide foreign extraction
operations. However, if the extraction activities and sales of the extrac-
tion assets in any single country result in a net loss for any year, the
loss from that country is not taken into account in the computation of
the foreign oil extraction income for the year. This special rule is
referred to as the “per-country extraction loss rule” of sec. 907(c) (4).
This rule has the effect of increasing a taxpayer’s oil and gas extrac-
tion tax limitation by 46 percent of the nonincluded loss, which in
turn generally increases the amount of oil and gas extraction taxes
that the taxpayer can treat as creditable taxes. The per-country ex-
traction loss is included, however, in computing the taxpayer’s over-
all foreign tax credit limitation for foreign oil-related income for
the year.

The effect of the per-country loss rule is to allow a company to use
foreign oil extraction tax credits not only against foreign extraction
income, but also against low-taxed non-extraction foreign trading,
refining or shipping income. This occurs because foreign oil extraction
Income is not computed on a worldwide basis where there is a net loss
in any country. To illustrate, if a company’s extraction activities gen-
erated $300 income in country A on which it paid $138 of foreign in-
come tax and a $100 loss in country B, it would have net income of
$200 from those foreign extraction activities on which it would pay
$92 of U.S. tax (at a 46-percent rate) before the foreign tax credit.
However, because the $100 loss would not be taken into account in
computing the 46-percent extraction limitation under present law, the
company would be entitled to claim oil tax credits of $138 (46 per-
cent of $300)—using $92 in credits against the U.S. tax on the net
extraction income and the $46 excess credits against other oil-related
income. The use of $46 of extraction tax credits to reduce U.S. tax on
other income is generated only as a result of the per-country loss rule.

® For purposes of this limitation, “foreign oil and gas extraction income” is
the foreign source taxable income from extraction of minerals from oil and gas
wells or from the sale of extraction assets. The term also includes certain other
indirect income derived from these activities.
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Subpart F income

Under present, law, the United States subjects to tax the worldwide
income of any corporation organized under the laws of the United
States. However, foreign corporations (even those that are subsidiaries
of U.S. companies) generally are taxed by the United States only to
the extent they earn income from a business in the United States or
derive investment income here. As a result, the United States usually
does not impose a tax on the foreign source income of a foreign cor-
poration even though it is owned or controlled by U.S. persons. In-
stead, the foreign source earnings of a foreign corporation generally
are subject to U.S. income taxes only when and if they are actually
remitted to U.S. shareholders as dividends. The tax in this case is im-
posed on the U.S. shareholder and not the foreign corporation, U.S.
tax on the dividend income may be offset by foreign tax credits.

An exception to the general rule is provided for certain “tax haven”
base company type activities of controlled foreign corporations. These
are foreign corporations more than 50 percent of the stock of which
is owned by U.S. shareholders each of which owns at least 10 percent
of the corporation’s stock. The U.S. shareholders of these corporations
are taxed under the subpart F provisions of the Code. Under these
provisions, the earnings and profits of the controlled foreign corpora-
tion (“subpart F income”) are deemed to be distributed to the U.S.
shareholders, and are subject to taxation currently whether or not they
actually receive the income in the form of a dividend.

There are five categories of subpart F income taxed currently to
U.S. shareholders of controlled foreign corporations: (1) income from
the insurance of U.S. risks; (2) passive investment income such as
dividends, interest, royalties, and rents; (3) sales income earned by
the foreign subsidiary on the sale of property purchased from, or
sold to, a related company if the property was neither manufactured
in nor sold for use in the country in which the subsidiary is incorpo-
rated; (4) income from services performed for or on behalf of a
related person by the foreign subsidiary outside of the country in
which it is incorporated ; and (5) shipping income earned by a foreign
subsidiary outside of the country in which it is incorporated, if that
Income is not reinvested in shipping assets.

Reasons for Change
Foreign tax credit
The Code has been amended in recent years to restrict further the
foreign tax credit limitation in cases where the amount of foreign-
source income could be manipulated for tax purposes and in cases
where certain types of income often bear a rate of tax which is ab-
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normally high or in excess of rates on other types of income.t These
further limitations segregate different types of income, such as certain
passive interest income or oil-related income, and attempt to permit
only foreign taxes on the segregated type of income to be credited
against U.S. tax on that type of income. Taxes on foreign oil and gas
extraction income, under one of these rules, are generally intended
to be creditable against U.S. tax on only foreign oil and gas extraction
income, and not against U.S. tax on low-taxed, non-extraction trading,
refining, shipping or non-oil-related income.

The committee has concluded that the special per country loss rule
prevents the effective application of the special rule segregating oil
and gas extraction income. By allowing extraction losses incurred in
one country not to offset extraction income in another, creditable
extraction taxes are overstated. This overstatement permits foreign
taxes on extraction income to offset U.S. tax on foreign income from
non-extraction sources, contrary to the general goal of segregating
oil and gas extraction income and taxes.

Accordingly, the committee believes it is appropriate to repeal the
special per country loss rule in order to limit the amount of creditable
extraction taxes to no more than the taxpayer’s U.S. tax on extraction
income. In this manner the committee intends to assure that high rate
foreign taxes on extraction income cannot be used to offset U.S. tax
liability on other foreign-source income subject to a low rate of foreign
tax.

The committee believes it appropriate to permit overall extraction
losses in excess of overall extraction income to offset other income.
However, the committee believes it appropriate to, in effect, recapture
these losses to prevent timing differences from preventing effective
application of the special extraction tax limitation.

Subpart F income

_In addition to extraction income, multinational oil companies earn
significant revenues from so-called downstream activities such as the

* When U.S. oil companies began operations in a number of major oil exporting
countries, they only paid a royalty for the oil extracted since there was generally
no applicable income tax in those countries. However, in part because of the
benefit to the oil companies of imposing a foreign income tax, as opposed to a
royalty, those countries have adopted taxes applicable to extraction income and
have labeled them income taxes. Moreover, because of this relative advantage to
?he oil companies of paying income taxes rather than royalties, many oil-produc-
ing nations in the post-World War II era have tended to increase their revenues
from ofl extraction by increasing their taxes on U.S. 0il companies.

As the result of these increases in the effective tax rate, many oil-producing
countries now impose taxes on oil income at effective rates as high as 80 percent
or more, while the charges designated as royalties are imposed at relatively low

rates (usually 20 percent or less) as compared to the taxes paid to those
countries.
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transportation of petroleum, shipping, refining, trading and retail
sales of the petroleum. Prior to 1975, the multinational o1l companies
had unfettered discretion to offset tax on their downstream income
(often earned in low tax countries) with credits from high extraction
taxes. In addition, they were able to use foreign losses to offset U.S.
income.

Even with the changes made in 1975 and succeeding years that
limited the opportunity to use excess credits to shelter non-extraction
income, multinational oil companies have paid relatively little U.S.
tax on their foreign operations. In part, this is due to the special per
country loss rule of section 907 (¢) (4) which provides that in comput-
ing the 46-percent limitation on extraction taxes, extraction losses are
not taken into account if they arise in a country for which the taxpayer
has a net extraction loss for the year and which the committee bill
would repeal. When the downstream activities are conducted in a
foreign subsidiary, however, U.S. tax generally can be avoided even if
foreign income taxes are not sufficient to shelter all of the foreign
income, since income of a U.S.-controlled foreign subsidiary is not
subject to U.S, tax until that income is paid to its shareholders. Also,
because of the fungible nature of oil and because of the complex struc-
tures involved, oil income is particularly suited to tax haven type
operations.

The net result has been that the petroleum companies have paid
little or no U.S. tax on their foreign subsidiaries’ operations despite
their extremely high revenue. The committee believes that all com-
panies should pay U.S. tax on foreign oil related income earned in
countries with taxes on that income below the U.S. rate. Accordingly,
the committee bill applies the present law anti-tax haven provisions
(subpart F) to tax currently certain low taxed foreign oil related in-
come earned by foreign corporations controlled by U.S. persons. The
committee recognizes that international shipping, because it is highly
competitive and is generally not taxed by other countries, presents spe-
cial problems. Accordingly, the tax treatment of that income should
not be changed without further study.

Explanation of Provisions

Repeal of the per-country extraction loss rule

The bill repeals the special per-country extraction loss rule. Accord-
ingly, when a taxpayer has a net extraction loss from a country for a
year, the loss from that country will be taken into account in the com-
putation of the foreign oil extraction income of the taxpayer for the
year. For example, if a company’s extraction activities generated $300
incomse in country A, on which it paid $138 of foreign income tax, and
a.$100 loss in country B, it will have net income of $200 from those for-
elgn extraction activities on which it would pay $92 of U.S. tax (ata 46
percent rate) before the foreign tax credit. Because the $100 loss would
be taken into account in computing the 46 percent extraction limita-
tion, the company would be entitled to claim oil tax credits of up to
only $92 (46 percent of $200). Therefore, the taxpayer would use $92
in credits against U.S. tax on net extraction income and could not use
any excess extraction credits against other income.
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The present law definition of the term “foreign oil and gas extrac-
tion income” for purposes of the special foreign tax credit limitation
is retained.

The bill provides that in cases where a taxpayer has an overall
foreign extraction loss in a year that reduces nonextraction income the
loss is, in effect, to be recaptured in a subsequent year in which the tax-
payer has overall foreign oil and gas extraction income. The recapture
provision operates in substantially the same fashion as the overall
foreign loss recapture provision in the Code (sec. 904(f)).

The loss recapture is accomplished by recharacterizing a portion of
the foreign oil and gas extraction income earned in later years as
foreign-source income that is not oil and gas extraction income. The
amount of the foreign extraction income which is to be recharacterized
as nonextraction income is equal to the amount of the extraction losses
from prior years, but only to the extent that the losses have not been
recharacterized in prior years. Recharacterization is to occur even
though the taxpayer obtained no tax benefit from the loss.

For the purposes of this recapture provision, the term “overall
foreign extraction loss” means the amount by which the taxpayer’s
(or in the case of an affiliated group filing a consolidated return, the
group’s) gross income from activities giving rise to foreign oil and gas
extraction income is exceeded by the sum of the expenses, losses, and
other deductions properly apportioned or allocated to that income and
a ratable part of any expenses, losses or other deductions which cannot,
definitely be allocated to some item or class of gross income (under
sec. 862(b) or 863 of the Code). If no overall foreign extraction loss
has been sustained in the case of an affiliated group of corporations
filing a consolidated return, then no such loss 1s subject to recapture
under this provision even if a member of the group had an extraction
loss and the member is subsequently sold or otherwise leaves the group.
In computing the amount of the foreign extraction loss, the net oper-
ating loss deduction (under sec. 172(a)) is not to be taken into ac-
count. In addition, foreign expropriation losses (as defined in sec.
172(h) (1) of the Code) or an extraction loss which arises from fire,
storm, shipwreck, or other casualty, or from theft (unless the loss is
compensated for by insurance or otherwise) are not subject to the
recapture provision. A taxpayer isto be treated as sustaining a foreign
extraction loss whether or not he claims a foreign tax credit for the
vear of the loss. ‘

The bill repeals the limitation (to 2 percent of foreign extraction
income) on carrybacks and carryovers of excess foreign oil and gas
extraction taxes. The 2 percent limitation remains in effect, however,
for carrybacks to taxable years beginning before January 1, 1983.
Moreover, taxpayers may not carry forward to taxable years beginning
on or after January 1, 1983, credits from taxable years beginning be-
fore that date in excess of the current 2 percent limitation. The tax-
payer may not use any excess foreign oil and gas extraction taxes
carried over from years beginning on or after January 1, 1983, to offset
[7.S. tax on any nonextraction income, but only to offset U.S. tax on
foreign oil and gas extraction income. Thus, these taxes retain their
character as extraction taxes in any year in which they are deemed
paid (sec. 904(c)).
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In cases where the taxpayer realizes an overall foreign loss, part or
all of which is a foreign extraction loss, both the overall foreign loss
recapture rule and the extraction loss recapture rule will apply. For
example, if a company has an overall foreign extraction loss for a
year of $100, $75 of other foreign income, and also $100 of U.S. in-
come, the extraction loss first offsets the $75 of other foreign income
and then offsets $25 of U.S. income. If in the subsequent year that
company has $100 of foreign oil extraction income the prior year’s
overall foreign extraction loss would first recharacterize $25 of in-
come as U.S. source income (sec. 904(f)) and would then recharac-
terize $75 of foreign oil extraction income as other foreign income.
However, any foreign taxes imposed on the income that is recharac-
terized would not be recharacterized as anything other than extrac-
tion taxes; that is, extraction taxes always retain their character as
extraction taxes.

The special foreign tax credit limitation for oil and gas income is
repealed and the general foreign tax credit rules and the overall limi-
tation of section 904 of the Code apply to oil and gas related income.

While the bill limits substantially the foreign tax credit for taxes
paid to foreign countries with respect to foreign oil and gas extraction
income, foreign tax credits are still permitted. subject to the general
rules and the overall limitation of section 904, for taxes paid with
respect to non-extraction oil-related income.

Under the bill, any foreign income taxes otherwise creditable under
the Code which are paid or accrued to any foreign country with re-
spect to foreign oil related income generally will be creditable against
U.S. income taxes. Under a grant of regulatory authority, however,
amounts are not creditable to the extent that the Secretary determines
that the foreign law that imposes the tax is structured, or in fact oper-
ates, so that the amount imposed with respect to foreign oil nonextrac-
tion income will in most cases be materially greater than the amount
generally imposed on income that is not oil-related income. The
amount not treated as a tax under this provision will be treated as a
deduction under the foreign law. Accordingly, the excess amount
would be deductible for purposes of computing an appropriate level
of foreign income tax and for U.S. tax purposes.

In determining the amount of taxes which are creditable. the Secre-
tary would take into account the deemed foreign law deduction for
amounts treated as excess payvments under the provision when he
recomputes the foreign tax paid. This is to assure that the rate of
foreign tax on the oil profits after the deduction would not exceed the
rate of tax generally imposed by the country on other income. This
amount must be computed by the use of simultaneous equations.

For example, a foreign countrv has a generally applicable income
tax of 40 percent but imposes an additional “tax” on oil-related income
which results in a total of 55 percent. A company earning $100 of
oil-related income on which it paid final oil “taxes” of $55 would, for
purposes of computing the amount creditable as a foreign income tax,
treat $2§ of that payment as a deductible excess pavment, leaving U.S.
taxable income and foreign law taxable income for purposes of this
computation of $75. The company would be entitled to treat the re-
maining $30 of the foreien tax as a credit against the $34.50 pre-
credit T.S. tax on that $75 taxable income—Ileaving a net UJ.S. tax
liability of $4.50. The amount of the foreign tax allowed as a credit
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($30) would be 40 percent (the generally applicable tax rate of that
country) of the $75 net taxable income from that country.

The present law definition of foreign oil related income generally is
retained as the definition of foreign oil nonextraction income under the
bill. However, foreign oil extraction income is excluded and related
services income is included.

The provision contains special rules for the carryover of certain oil
taxes, Under the carryover rules, foreign oil-related taxes paid in
taxable years beginning before January 1, 1983, can be carried back
two years and carried forward five years under the regular foreign tax
credit rules. However, the amount of oil-related taxes carried to a tax-
able year beginning on or after January 1, 1983, cannot exceed the
amount that would have been creditable if the provisions of this Act
had been in effect in the year in which the foreign taxes were paid. A
further limitation is provided under which the old foreign tax credit
rules relating to foreign oil-related income will be deemed to be in
effect for the excess credit year (the year in which the taxes were
paid), and for all taxable years thereafter. A similar rule is provided
to limit carrybacks of taxes paid after 1982 to pre-enactment years.

Current taxation of foreign oil and gas nonextraction income of
foreign subsidiaries

The bill would impose current U.S. tax on foreign oil and gas non-
extraction income earned by a controlled foreign corporation. This
would be accomplished by treating foreign oil nonextraction income
as an additional category of foreign base company income currently
included in the U.S. shareholder’s income under subpart F. This addi-
tional category of income is called foreign base company oil and gas
nonextraction income,

Foreign base company oil nonextraction income is income derived
from sources outside the United States from the processing of min-
erals extracted (by the taxpayer or any other person) from oil or gas
wells into their primary products and the distribution of oil or gas
minerals or primary products.> Income from the performance of serv-
ices related to oil and gas extraction or nonextraction activities is oil
and gas nonextraction income if the person performing the services or
a related person is engaged in oil and gas extraction activities. Thus,
for example, income of a contract driller would not be foreign oil or
nonextraction income (or extraction income). Services include, for
example, transportation of oil (other than foreign base company ship-
ping income), accounting or managerial services, or insuring oil ex-
traction or nonextraction assets. Foreign base company oil nonextrac-
tion income also includes the sale or exchange of an asset used by the
taxpayer in a trade or business encompassing one of these activities,
but only if 50 percent or more of the income attributable to the asset
for the three taxable years of the selling corporation immediately
preceding the year of sale was forcign base company oil nonextraction
income,

Foreign base company oil nonextraction income also includes divi-
dends and interest from a foreign corporation with respect to which
taxes are deemed paid by the taxpayer, dividends from a domestic
corporation which are treated as income from sources without the

® For example, foreign base company oil or gas related income includes income
of a foreign subsidiary located in country A that purchases oil from foreign gov-
ernment B and sells the oil to an unrelated person in country C.
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United States under the Internal Revenue Code, amounts with re-
spect to which taxes are deemed paid under the present subpart F
provisions of the Code, and the taxpayer’s distributive share of the in-
come of partnerships. These amounts are treated as foreign oil nonex-
traction income, however, only to the extent they are attributable to
foreign oil nonextraction income. In addition, interest from a foreign
corporation and dividends from a domestic corporation which are
treated as foreign source are foreign base company oil and gas nonex-
traction income to the extent attributable to foreign oil and gas ex-
traction income. Thus, such interest and dividends are oil nonextrac-
tion income even though foreign oil and gas extraction income is not
foreign base company oil and gas nonextraction income.

Consistent with the base company concept, two exceptions to cur-
rent taxation are provided. First, foreign oil nonextraction income
derived from sources within a foreign ccuntry in connection with oil
or gas which was extracted by anyone from an oil or gas well in that
foreign country would not be subject to the current taxation rules. For
example, income derived in a foreign country by a subsidiary from the
purchase and sale cof oil extracted in that country would not be treated
as subpart F income, but income the subsidiary derives from the pur-
chase and sale of oil extracted in a second country would be subpart F
income. Second, foreign oil nonextraction income derived from sources
within a foreign country in connection with oil, or gas, or a primary
product of oil or gas which is sold by that foreign corporation or by
a related person for use or consumption in that country would not be
subject to current taxation rules.

For example, if a controlled foreign corporation had income from
refining in country A, and half of the income .of the corporation
was from refining oil extracted by the corporation in country A and
half elsewhere, only half of its income would be base company income.

Shipping income which is foreign based company shipping income
would not be subject to current tax in the hands of U.S. shareholders
as foreign base company oil nonextraction income. It would, however,
continue to be subject to the provisions of subpart F relating to foreign
base company shipping income.

The exception from foreign base company income in subpart F for
foreign corporations not availed of to reduce taxes does not apply to
foreign base company oil and gas nonextraction income.

Effective Dates

The provision generally applies to taxable years beginning on or
after January 1, 1983, and to losses realized after that date. The pro-
vision relating to excess payments of foreign oil related taxes applies
to payments made on or after January 1, 1983. The provision relating
to current taxation of certain oil-related income of foreign subsidiaries
of U.S. oil companies applies to taxable vears of foreign corporations
beginning on or after January 1, 1983, and to taxable vears of United
States shareholders within which or with which such taxable years
of foreign corporations end.

Revenue Effect

It is estimated that this provision will increase budget. receints by
$233 million in fiscal year 1983, $504 million in 1984, $581 million in
1985, $649 million in 1986, and $708 million in 1987.



b. Allocation of possessions corporation intangibles income to U.S.
shareholders; increase in active income test for qualification
as possessions corporation ; related Virgin Islands provisions
(sec. 218 of the bill and secs. 246, 934 and 936 of the Code)

Present Law
In general

The possessions of the United States, including Puerto Rico, the
U.S. Virgin Islands, Guam, and American Samoa, are subject to tax
rules sometimes different from those generally in effect in the 50 States
and the District of Columbia. Through some of these special rules,
Congress has sought to encourage U.S. corporate investment in the
possessions. Certain investment incentive programs established by the
possessions have complemented the special Federal tax rules in in-
ducing U.S. corporate investment.

Puerto Rico and the other possessions (except the Virgin Islands)

Section 936 of the Internal Revenue Code provides a special tax
credit for certain income of certain U.S. corporations operating in
Puerto Rico and possessions of the United States, other than the Virgin
Islands. This tax credit (called the section 936 credit) is given in lieu
of the ordinary foreign tax credit provided in sec. 901 of the Code.

Any domestic corporation which elects to be a section 936 corpora-
tion can receive the section 936 tax credit if it satisfies two conditions.
First, 80 percent or more of its gross income for the 3-year period
or applicable part thereof immediately preceding the close of the tax-
able year must be from sources within a possession (or possessions).
Second, 50 percent or more of its gross income for that period must be
derived from the active conduct of a trade or business within a pos-
session (or possessions).

A section 936 corporation is generally subject to tax on world-
wide income in a manner similar to that applicable to any other
U.S. corporation, but a full credit is given for the U.S. tax on the busi-
ness and qualified investment income from possessions regardless of
whether any tax is paid to the government of the possessions. The
effect of this treatment is to exempt from tax the income from busi-
ness activities and qualified investments in the possessions and the
income from disposition of a possession business. All other income of
section 936 corporations (with allowance for the usual foreign tax
credit for foreign taxes paid with respect to foreign source income)
1s taxed currently.

Qualified possession source investment income includes only income
from sources within a possession in which the possessions corporation
actively conducts a trade or business (whether or not such business
produces taxable income that taxable year). The taxpayer must estab-
lish to the satisfaction of the Secretary that the funds invested were de-
rived from the active conduct of a trade or business within that same
possession and were actually invested in assets in that possession. In-
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come from sources within the possession attributable to reinvestments
of qualified possession source investment income is also treated as
qualified possession source investment income. Funds placed with
an intermediary (such as a bank located in the possession) are treated
as invested in that possession only if it can be shown that the inter-
mediary did not reinvest the funds outside the possession.

To avoid a double credit against U.S. taxes if a corporation is eligi-
ble for the section 936 credit, anv actual taxes paid to a foreign country
or a possession with respect to the gross income taken into account for
the credit are not treated as a creditable tax under sec. 901 of the Code,
and no deduction is allowed with respect to that tax. Thus, the section
936 credit replaces entirely any regular foreign tax credit and any de-
duction for foreign income taxes paid which otherwise would be al-
lowed with respect to the income taken into account.

Since the section 936 tax credit is separate from the tax credit per-
mitted under section 901, and since most of a possessions corporation’s
income must be foreign source, the limitation under section 904 of the
Code does not apply to income subject to a section 936 credit, and such
income is not taken into account in computing the limitation on the
amount of allowable tax credits (under sec. 904 of the Code).

The section 936 credit generally is allowed against taxes imposed
by chapter 1 of the Internal Revenue Code. However, the credit is not
available against any minimum tax for tax preferences (sec. 56 of the
Code), any tax on accumulated earnings (sec. 531 of the Code), taxes
relating to recoveries of foreign expropriation losses (sec. 1351 of the
Code), or the personal holding company tax (sec. 541 of the Code). In
computing the amount of U.S. tax paid by the corporation which is
attributable to active trade or business in a possession and qualified
investment income, taxes paid relating to the items described above are
not taken into account.

An electing section 9386 corporation cannot join in a consolidated
TU.S. tax return with related taxpayers. The election must remain in
effect for 10 taxable years (so long as the corporation meets the income
qualifications) unless the Secretary consents to revocation.

Dividends received from a section 936 corporation are eligible for
the 100-percent dividends-received deduction or the 85-percent divi-
dends-received deduction under section 243. No credit or deduction is
allowed for income taxes paid to a possession or foreign country with
respect to repatriation of the earnings of a section 936 corporation,
however.

Puerto Rico generally has matched the United States’ tax incentives
with incentives of its own. Puerto Rico grants tax exemptions of up to
90 percent for incume of certain approved enterprises for specified
periods of time (generally 10 to 25 years). In addition, Puerto Rico
exempts from income taxation certain passive income, such as interest
on fixed-term deposits in qualifying banks, in the hands of certain
companies to which it has granted investment incentives,

The U.S. Virgin Islands

Although the section 936 possession corporation rules do not apply
in the Virgin Islands, a different set of rules provides similar tax in-
centives for U.S. investment there.
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In the Virgin Islands, the U.S. Internal Revenue Code is generally
applied as a local territorial tax code, except that tax proceeds are paid
into the treasury of the Virgin Islands. In applying the Internal
Revenue Code in the Virgin Islands, the name “Virgin Islands” is
generally substituted for the name “United States” wherever it ap-
pears in the U.S. Code. _

Corporate and individual “inhabitants” of the Virgin Islands satis-
fy their U.S. income tax obligations by paying tax to the Virgin
Islands on their worldwide income, including U.S. source income.
All corporations chartered in the Virgin Islands are considered to be
“inhabitants” of the Virgin Islands. In certain circumstances a
United States corporation may also qualify as an “inhabitant” of the
Virgin Islands.

The United States subjects to tax dividends paid by a Virgin Islands
(“V.L”) subsidiary to a U.S. parent. Dividends paid by a U.S. sub-
sidiary that is a V.I. inhabitant to its U.S. parent qualify for an 85-
percent dividends received deduction.

The Internal Revenue Code limits the power of the Virgin Islands
government to grant relief from its inceme tax (sec. 934). The Vir-
gin Islands is prohibited from granting rebates for taxes attributahle
to income derived from sources within the United States. With
respect to non-U.S. source incoma, the Virgin Islands is precluded
from granting corporate tax rebates except to U.S. and V.I. cor-
porations that have derived for the past 3 taxable years (or ap-
plicable part thereof) at least 80 percent of their gross income
from V.I. sources and at least 50 percent of their gross income from
the active conduct of a trade or business within the Virgin Islands
(sec. 984). Acting within the constraint of this test, the Government
of the Virgin Islands has established further criteria for rebates of
tax on V.I. source business income, such as a $50,000 minimum invest-
ment and certain employment criteria.

In effect, U.S. corporate inhabitants of the Virgin Islands may
obtain tax benefits substantially similar to those available under
section 936 for possessions corporations. To date, however, unlike
Puerto Rico, the Virginia Islands has not provided tax relief for in-
terest income.

Reasons for Change
In general

In connection with the Tax Reform Act of 1976, the Congress di-
rected the Department of the Treasury to report annually on the pos-
sessions corporation system of taxation. Treasury’s three reports to
date have confirmed the existence of two problems in that system: (1)
unduly high revenue loss attributable to certain industries due to
positions taken by certain taxpayers with respect to the allocations
of intangible income among related parties, and (2) continued tax
exemption of excessive possession source investment income.

Qualified possession source investment income
Treasury’s third annual report, the latest issued to date, indicates
that by the end of 1979, financial (as opposed to physical) investment

of section 936 corporations in Puerto Rico amounted to some $4.6
billion, of which some $2.9 billion wags in certificates of deposits in
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Puerto Rican banks.® These financial investments were generally
subject to no U.S. or Puerto Rican tax. According to the third Treas-
ury report, this benefit apparently did net greatly increase net capital
flows mto Puerto Rico over what they otherwise would have been.
Funds which flowed into Puperto Rico through financial investments
by section 936 corporations tended to flow out again through the bank-
ing system. Therefore, the exemption of qualified possession source in-
vestment income from U.S. tax apparently provided little net new
capital to allow investors to acquire new plant and equipment. In fact,
the exemption appeared to be permitting taxpayers to shelter signifi-
cant amounts of passive income. Therefore, the Committee believes that
some limitation of the effective exemption of investment income is
necessary.

Allocation of intangibles income

Under present law, some taxpayers have taken the position that
they may make tax-free transfers of intangible assets created or ac-
quired in the United States (such as patents, secret processes, and
trademarks) to an electing section 936 corporation, and that no alloca-
tion of income generated by those intangibles to the U.S. parent is re-
quired. The view of the Internal Revenue Service is that the Service
must make an allocation to the U.S. parent of all or a portion of the
income attributable to the intangibles. This issue is now before the
U.S. Tax Court, and has created widespread nncertainty among tax-
payers. It could take many more years before this issue is ultimately
resolved by the judicial process.* Because a section 936 corporation
is a domestic corporation, a ruling is not required to obtain tax-free
treatment on the transfer.

For instance, a U.S. pharmaceutical company may spend (and
deduct or amortize and take a research and development tax credit for)
large sums on research and development of new drugs. When it devel-
ops an effective drug, it may transfer the patent on the drug and the
know-how to manufacture the drug to a section 986 subsidiary in a
purportedly tax-free exchange. Thereafter, the 936 company might
manufacture the drug and claim the extremely high profits which typi-
cally result from the sale of pharmaceutical products. It is the com-
mittee’s understanding that high profits on certain pharmaceutical
products must be realized because, according to the industry, the profits
from the relatively few successful drugs must, in effect, amortize the
development costs of all the unsuccessful products and finance the nec-
essary research and development for future products. This results in
the creation of extremely valuable intangibles (e.g., patents and trade-
marks) in the drug industry. If there is no allocation of income from

*The Treasury report indicates that this accumulation of financial assets
distorted the balance sheets of both banks and investing section 936 corpora-
tions. The $2.9 billion of bank deposits by possessions corporations at the end
of 1979 constituted some 84 percent of sll deposits in Puerto Rican banks. At
the end of 1978, retained earnings represented 77 percent of total liabilities snd
shareholders’ equity of all manufacturing possessions corporations. The com-
parablg figure for all U.S. manufacturing corporations was between 39 and 41
percent.

*No inference should be drawn from this report or from the actions taken in
this bill that the committee agrees or disagrees with either the taxpayers involved
or the Internal Revenue Service about this issue.
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the intangibles to their developer (the U.S. parent), a distortion of
income results, with the parent obtaining deductions for its efforts
while the 936 company realizes tax-free income.

The Treasury Department’s annual reports have documented the
cost of increased Puerto Rican employment in terms of U.S. revenue
loss from section 936. While the possession credit has attracted Puerto
Rican investment that has increased employment, the revenue cost per
affected employee is greater than average wages paid, particularly in
intangible intensive industries. For example, in 1978, the Federal tax
expenditure per Puerto Rican employee averaged $12,667 in all manu-
facturing industries as compared with an average compensation of
possessions corporation employees of $10,667. In intangible intensive
industries, such as pharmaceuticals, the tax expenditure in 1978 aver-
aged $43,261 as compared to an average employee compensation of
$13,618. For nine particular Puerto Rican possession corporations, the
tax expenditure per employee exceeded $100,000 in 1978. In 1978, 50
percent of the total tax expenditure was attributable to the pharmaceu-
tical industry which accounted for only 15 percent of all Puerto Rican
manufacturing jobs or approximately 3 percent of total Puerto Rican
employment. Moreover, according to Treasury’s third report, intang-
ible intensive industries generally do relatively little to encourage the
development of related industries in the possession, because their cus-
tomers and suppliers are generally not in the possession.

The committee believes that no legitimate policy is served by per-
mitting tax-free generation of income related to intangibles created,
developed or acquired in the United States or elsewhere outside of the
possession since that income is not derived from increased Puerto
Rican employment or economic activity. Therefore, the committee be-
lieves that ending the availability of the possession credit for income
from such intangibles is justified.

Virgin Islands provisions

The Committee has not concluded that U.S. taxpayers are abusing
the Virgin Islands tax system. Nonetheless, the Committee believes
that the current V.I. system is susceptible of abuse. Moreover, the
Committee believes that the reform of the possessions corporation sys-
tem could induce some taxpayers to attempt to abuse the V.I. system.
Therefore, the Committee has drafted revisions of the V.1. system that
parallel the revision of the possessions corporation system.

Explanation of Provisions

Qualified possession source investment income

The committee bill changes the active trade or business test that a
U.S. corporation must meet to qualify for the possession tax credit.

It replaces the current requirement (that 50 percent or more of the
corporation’s gross income for the three-year period immediately pre-
ceding the close of the taxable year be derived from the active conduct
of a trade or business in a possession) with a new requirement : that,
for taxable years beginning in 1985, 90 percent of the corporation’s
gross income for the three-year period immediately preceding the close
of the taxable year come from the active conduct of a trade or business
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in a possession. The provision is phased in so that the required per-
centage rises to 65 percent for taxable years beginning in 1983 and to
80 percent for taxable years beginning in 1984.

The bill does not alter the current definition of qualified possession
source investment income. The bill also does not alter the current re-
quirement, that 80 percent or more of gross income for a three-year
period be derived from sources within a possession. A corporation
must meet both the 80-percent possession source income test and the
90-percent active trade or business test. Meeting the 90-percent trade
or business test does not guarantee satisfaction of the 80-percent pos-
session source income test, because a company might derive all its
income from a possession business while deriving more than 20 percent
of that income from sources outside the possession.

The committee recognizes that under the other major modification
of section 936 contained in this bill and described below, the Internal
Revenue Service or the courts may in later years treat certain active
income as income of a taxpayer other than the section 936 corporation.
Such treatment could, absent relief, cause retroactive disqualifica-
tion under section 936, and a resulting loss of the section 936 credit. To
provide a remedy, the bill allows section 936 corporations to make “dis-
tributions to meet qualification requirements” to their sharcholders in
later years. The bill allows section 936 corporations to treat these dis-
tributions as consisting wholly of disqualifying income. The U.S.
recipients of such distributions must include them in income in the year
received, without the dividends received deduction. Recipients of such
distributions who are nonresident aliens or foreign corporations,
estates or trusts are to be taxed in the same manner as if the recipient
were a U.S. person. This is accomplished by designating this income
as “effectively connected” with the conduct of a trade or business
through a permanent establishment of such person within the United
States. In this way a section 936 corporation may avoid retroactive
disqualification.

However, a distribution to meet qualification requirements is not
available when the failure to meet the test was due to fraud or wilful
neglect.

Allocation of income attributable to intangibles

The bill provides that income attributable to intangible assets owned
or leased by a section 936 corporation generally is not income of the
section 936 corporation but is instead the income of the corporation’s
U.S. shareholders, with proration of income on the basis of sharehold-
ings. The purpose of this provision is to subject to 11.S. tax income at-
tributable to intangibles that add value to the products produced by
a section 936 corporation but that are not solely developed by the sec-
tion 936 corporation within a possession or purchased from an unre-
lated person.

_A different rule applies to the extent that shareholders of the sec-
tion 936 corporation are foreign persons or are not subject to tax on
such income. In such a case, the pro rata portion of the intangible
property income that would have been allocated to such persons (if
they had been U.S. persons subject to tax on such income) is instead
treated (for the purpose of determining the tax liability of the section
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936 corporation) as U.S. source income of the section 936 corporation.
The section 936 possessions credit cannot offset this intangible prop-
erty income. However, such intangible property income of the section
936 corporation does not enter into the calculation of the 80-percent
possession source test or the 90-percent active trade or business test.
In summary, the 936 corporation will be subject to U.S. income tax on
intangible property income that is not allocated to shareholders (be-
cause they are foreign or tax-exempt), but such income will not operate
to disqualify the corporation as a section 936 corporation.

For example, if a section 936 corporation has only $1,000 of gross
income from an active business in Puerto Rico and from Puerto Rican
sources, and $600 of that gross income is intangible property income,
U.S. taxpayers will be subject to tax on the $600 intangible property
income, If, in the same example, 80 percent of the shares of the 936
company are held by a U.S. corporation (which is not a 936 company),
10 percent by a foreign corporation, and 10 percent by a U.S. pension
plan, the U.S. corporation is taxable on $480, while the section 936
company is taxable on $120. The U.S. shareholder is not entitled to a
dividends received deduction for the $480, because this amount is not
a dividend, but is rather intangible property income. The section 936
credit is not available to offset the tax on the $120 of intangible prop-
erty income earned by the section 936 corporation. The $120 is also
U.S. source income for purposes of the 936 company’s foreign tax
credit limitation. Because, for purposes of the 80 percent possession
source test and the 90 percent active business test (taking into account
only the year described), the 936 company’s gross income for the year
described does not include any intangible property income, in the ex-
ample above the 936 company’s gross income for these purposes is $400
and both tests are met. In this example, all $400 is both from an active
Puerto Rican business and from Puerto Rican sources; therefore, the
section 936 corporation has 100 percent possession source income and
100 percent active possession business income.

_The bill defines intangible assets broadly to include patents, inven-
tions, formulas, processes, know-how, designs, patterns, copyrights,
literary, musical, or artistic compositions, company names trademarks,
trade names, brand names, franchises, licenses, contracts, methods, pro-
grams, systems, procedures, campaigns, surveys, studies, forecasts, esti-
mates, customer lists, technical data, and other items similar to any
of those listed, so long as the item has substantial value independent of
the services of individual persons.

Intangibles the income from which is allocated to U.S. persons gen-
erally include those intangibles whose value is reflected in the price
received by the section 936 corporation on any disposition of property.
However, there is no allocation of income to U.S. persons in the case of
Income from intangibles developed solely by the section 936 corpora-
tion in the possession and income from intangibles acquired from an
unrelated party. An intangible developed under a cost-sharing ar-
rangement does not qualify as developed solely by the section 936
corporation.

Income attributable to intangibles includes the amount received in
excess of a reasonable return on any sale the price of which reflects
the value of intangible assets. A reasonable return for a section 936



162

corporation consists of the reasonable direct and indirect costs it
incurs in manufacturing the product (other than costs incurred in
connection with intangibles) plus a reasonable profit margin. Costs
do not include the cost of materials which are subject to processing
or which are components in a product manufactured by the section
936 corporation. Also, costs do not include interest expense.

The bill generally treats a section 936 corporation as related to
another person if such persons are related parties for purposes of sec-
tions 267 (b) or 707 (b) (1) or members of the same controlled group of
corporations (as defined in section 1563 (a)), except that the bill sub-
stitutes a greater than 10 percent test for the 50 percent or 80 percent
tests of these sections and includes otherwise excluded foreign affiliates.

In the hands of a U.S. shareholder, income attributable to intan-
gibles will be U.S. source income. As a practical matter, creditability
of any income tax imposed by a possession on such U.S. source income
will depend on the U.S. shareholder’s overall foreign tax credit limita-
tion, which limits the credit to the taxpayer’s U.S. tax liability on
foreign source income.

The bill’s allocation to U.S. shareholders of intangible property
income is effective even though such shareholders may not actually
have received those amounts. Ordinarily, the actual receipt of such
amounts, already included in income, will not trigger additional tax
liability in later years. The committee anticipates that the Internal
Revenue Service will establish correlative and similar adjustments
(such as those provided in Revenue Procedure 65-17, as amplified and
amended) to provide for the exclusion, when appropriate, of previ-
ously taxed amounts. However, if the Internal Revenue Service later
increases the U.S. shareholder’s income for the year in which the in-
tangible property income was earned because the U.S. shareholder,
due to fraud or with a principal purpose of avoiding tax, did not in-
clude his allocable share of intangible property income in his return
for that year, the U.S. shareholder will not be able to exclude such
amounts on receipt.

Virgin Islands provisions

The bill creates rules for the Virgin Islands similar to those for
the other possessions. The bill would prevent U.S. companies that
are “inhabitants” of the Virgin Islands from earning passive invest-
ment income free of U.S. and V.I. taxes by providing that the
Virgin TIslands may not grant tax rebates to any U.S. corporation
unless that corporation meets a 90 percent active trade or business
test identical to that provided for section 936 corporations. As is
the case with section 936 corporations, the bill provides a phase-in
of the 90 percent test and a method to qualify under this test retro-
actively if allocation of income from intangibles to related U.S. parties
was 1nadequate.

The bill would prevent U.S. corporations that are inhabitants of
the Virgin Islands from earning virtually tax-free income attributable
to certain intangibles by requiring allocation of such income to U.S.
shareholders of the V.I. inhabitant. The rules for such allocation are
the same as the rules described above for section 936 corporations.
To the extent that the shareholders of the V.I. inhabitant are foreign
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persons, V.I. inhabitants or other persons not subject to U.S. taxation,
the bill prevents the Virgin Islands from exempting the V.I. inhabit-
ant from tax on intangible property income.

Effective Date

These provisions are effective for taxable years beginning on or
after January 1, 1983.

Revenue Effect

It is estimated that these provisions will increase fiscal year budget
receipts by $412 million in 1983, $1,027 million in 1984, $1,251 million
in 1985, $1,356 million in 1986, and $1,470 million in 1987.



¢. Deductibility of payments under the Foreign Corrupt Practices
Act (sec. 294 of the bill and sec. 162 of the Code)

Present Law

No deduction is allowed for payments to foreign government em-
ployees or officials if such payments would be illegal under any of the
Federal laws of the United States, if the laws of the United States were
applicable to the transaction (sec. 162(c) (1)). Since Federal law
makes illegal virtually any payment to government officials or em-
ployees in return for favorable business dealings, this provision covers
most conceivable situations where foreign bribes, kickbacks or similar
payments are made.

Payments by a foreign corporation controlled by U.S. shareholders
that are not deductible under the illegality test of section 162(¢) also
constitute income to the U.S. shareholders under the subpart ¥ pro-
visions of the Code. Such payments do not reduce the controlled
corporation’s earnings and profits. In addition, payments non-de-
ductible under this illegality test constitute a deemed distribution to
shareholders of a Domestic International Sales Corporation
(“DISC”), and thus reduce the tax deferral benefits of a DISC.
Present law thus attempts to prevent any reduction in tax arising from
the payment of foreign bribes.

In a further attempt to curtail foreign bribes by U.S. businessmen
Congress enacted the Foreign Corrupt Practices Act of 1977
(“FCPA”). In general, this Act makes it illegal for U.S. persons or
their agents to make, offer, or authorize, either directly or mdirectly,
payments to foreign government officials, foreign political parties, or
foreign political candidates with the intent of influencing official action
in order to obtain business. Violations of FCPA. can result in fines of
up to $1 million for corporations and $10,000 for individuals, and im-
prisonment for up to five years.

Reasons for Change

The committee believes that a single standard of legality for pay-
ments to foreign government personnel is appropriate for both the
Foreign Corrupt Practices Act and the Internal Revenue Code. In
some cases, the current tax law test may be overly harsh. Moreover,
the current tax law test, which requires a hypothetical determination
of U.S. law, may need clarification.

Explanation of Provision

The bill amends the provision disallowing a deduction for payments
to foreign officials that would be illegal under Federal law if Federal
law applied to the transaction to disallow a deduction only where the
payment was in violation of the Foreign Corrupt Practices Act. This

(164)
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change limits the applicability of Code section 162(c) (1) since more
transactions are made illegal by the Federal laws of the United States
than are made illegal under the Foreign Corrupt Practices Act. Be-
cause nondeductibility of a payment depends upon the definition of
an illegal payment under the FCPA, the disallowance standard will
change with any future amendments of the FCPA.

There are two principal types of payments that are allowed as a
deduction under the bill that are not deductible under present law.
The first are facilitating or “grease” payments. These are payments
made to government officials to facilitate routine administrative ac-
tions that are nondiscretionary on their part. Thus, payments to a
customs official to expedite goods through customs are allowed as a
deductible payment under the bill.

The second type of payment that is deductible under the bill is one
that is a legal payment under the local law of the foreign jurisdiction
but which would violate a Federal law other than the Foreign
Corrupt Practices Act.

The amendment to the deductibility rule of section 162(c) will
similarly change the tests for inclusion as subpart F income, denial of
reductions in earnings and profits, and denial of DISC deferral,

Effective Date

This provision will be effective for payments made after the date of
enactment.

Revenue Effect

It is estimated that this provision will decrease fiscal year budget
receipts by $30 million in 1983 and each year thereafter.



8. Tax-Exempt Obligations

a. Restrictions on tax-exempt bonds for private activities (secs.
221, 222, and 223 of the bill and secs. 103 and 168 of the Code)

Present Law

General rule

Interest on obligations issued by or on behalf of State and local
governments generally is exempt from Federal income tax. However,
subject to certain exceptions, interest on State and local issues of in-
dustrial development bonds (IDBs) is taxable. An obligation is an
IDB if (1) all or a major portion of the proceeds of the issue are to
be used in any trade or business of a person other than a governmental
unit or tax-exempt organization (described in sec. 501(c) (3)), and
(2) payment of principal or interest is secured by an interest in, or
derived from payments with respect to, property or borrowed money
used in a trade or business.

Exceptions for certain financings

Present law provides an exception which exempts from tax interest
on IDBs that are issued to finance the following types of exempt activ-
ities: (1) projects for low-income residential rental property, (2)
sports facilities, (8) convention or trade show facilities, (4) airports,
docks, wharves, mass commuting facilities, and parking facilities, (5)
sewage and solid waste disposal facilities, and facilities for the local
furnishing of electricity or gas, (6) air or water pollution control fa-
cilities, (7) certain facilities for the furnishing of water, (8) qualified
hydroelectric generating facilities, and (9) qualified mass commuting
vehicles. In addition, the interest on certain IDBs issued for the pur-
pose of acquiring or developing land as a site for an industrial park 1s
exempt from taxation.

Present law also allows tax-exempt financing for student loans and
organizations that qualify for tax exemption under section 501(c) (3),
such as private, nonprofit hospitals and private, nonprofit educational
institutions.

“Small issue” exceplion

Present law also provides an exception to the general rule of taxa-
bility for interest paid on IDBs for certain “small issues.” The interest
on small issue TDBs is exempt if the proceeds are used for the ac-
quisition, construction, or improvement of land or depreciable prop-
erty. This exception applies to issues of $1 million or less without re-
gard to the total capital expenditures for the facility (the $1 million
“clean limit” exception). At the election of the issuer, the limitation
may be increased to $10 million, subiect to certain restrictions. In the
case of facilities with respect to which an urban development action
grant (“UDAG grant”) under the Housing and Community Develop-
ment Act of 1974 has been made, capital expenditures of up to $20 mil-
lion are allowed.
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Both the $1 million and $10 million limitations are determined by
aggregating the face amount of all outstanding small issues for all fa-
cilities used by the same or related principal users which are located
within the same county or same incorporated municipality. In addi-
tion, the $10 million limitation is reduced to the extent that principal
users of the facilities incur certain capital expenditures in the same
ccunty or same incorporated municipality.

Other rules

Under present law, facilities financed with tax-exempt TDBs may
be depreciated under the Accelerated Cost Recovery System (ACRS)
and may qualify for the investment credit.

Present law 1mposes no reporting requirement on issuers of tax-
exempt bonds for private activities, Additionally, there are no Federal
progedurg,] requirements governing the manner in which such bonds
are issued.

Reasons for Change
In general

The committee is concerned with the use of tax-exempt bonds used
for private activities. There has been a tremendous increase in recent
years in the volume of such bonds. In 1976 the volume of private
activity bonds was about $8.5 billion, or about 25 percent of the long-
term tax-exempt bond market. The volume of private activity bonds
rose to more than $25 billion in 1981, representing 48 percent of the
tax-exempt bond market. The Treasury Department estimates that
over $35 billion of private activity bonds will be issued in 1982, con-
suming over 55 percent of the entire long-term tax-exempt bond
market.

The proliferation of private activity bonds has contributed to a sig-
nificant narrowing of the difference in interest rates between tax-
exempt and taxable bonds. While the tax-exempt rate historically has
been about 65 to 75 percent of the taxable rate, tax-exempt bonds are
now generally yielding about 80 to 85 percent of the taxable rate. This
erosion of the relative advantage of tax-exempt financing has made it
more costly for state and local governments to finance essential public
projects such as schools, roads and prisons. It also has made tax-exempt
financing even less cost effective as a subsidy for private activities,
since more of the benefit is siphoned off for bond investors as tax-
exempt rates grow closer to taxable rates. The increasing volume of
private activity bonds has also caused mounting Federal revenue
losses, The Treasury Department estimates that the total Federal
revenue loss from private activity tax-exempt bonds outstanding in
fiscal year 1981 was $3.2 billion and will be $4.2 billion for private
purpose obligations outstanding in fiscal year 1982.

While the growth of private activity bends in recent years has been
large, information concerning the specific uses is incomplete. Accord-
ingly, in order to enable the Congress and others to monitor the use of
tax-exempt bonds for private activities and to help in enforcing other
restrictions on industrial development bonds [IDB’s], the committee
bill requires issuers to make quarterly reports to the Internal Revenue
Service on private activity tax-exempt obligations issued by them.
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The availability of tax-exempt financing for exempt activities and
other private activities causes distortions in the allocation of scarce
capital resources. The ability to obtain a lower cost of borrowing for
certain activities (for example, businesses requiring pollution control
facilities) through the use of tax-exempt financing creates a bias in
favor of investment in those activities. In effect, those favored activ-
ities (for example, businesses that create pollution) are subsidized at
the expense of other activities. Thus, the allocation of capital invest-
ments is based upon government decisions rather than their relative
economic productivity.

Industrial development bonds

The committee believes that new restrictions are needed on IDBs to
help eliminate inappropriate uses and to help restore the benefit of tax-
exempt finaneing for traditional governmental purposes. However, the
committee believes that, in general, State and local governments are
best suited to determine the appropriate uses of IDBs. The committee
believes that providing tax exemption for the interest on certain IDBs
may serve legitimate purposes 1n some instances provided that the
elected representatives of the State or local governmental unit deter-
mine after public input that there will be substantial public benefit
from issuance of the obligations and provided that the affected public
has had an apportunity to comment on the use of tax-exempt financing
for particular facilities. In order to achieve this goal, the committee
bill requires notice and a public hearing and approval by an elected
representative of the issuer before issuance of any IDBs.

The committee is also concerned with the combined subsidies pro-
vided for investment from the tax rules for cost recovery, investment
tax credit and tax-exempt financing. In most cases, the committee
believes that the combined subsidies are too generous. Consequently,
the committee believes that new restrictions in cost recovery deductions
taken by private taxpayers for property financed by IDBs are neces-
sary. Therefore, the committee bill requires taxpayers to choose be-
tween (1) ACRS and conventional financing and (2) tax-exempt
financing and a slower rate of cost recovery than that provided by
ACRS. The committee does not believe such a requirement will reduce
the use of IDBs in appropriate circumstances, but will simply elim-
Inate an unnecessary portion of the total subsidy available to the user
of the bond proceeds.

The committee believes that extraordinary levels of subsidy are nec-
essary in the case of certain types of property. In those cases, both tax-
exempt financing and the full ACRS deductions should be available.
The committee believes that additional levels of subsidy are appro-
prlgt_e.for ]pW income rental housing, municipal solid waste disposal
facilities, air and water pollution control facilities installed in existing
plants, and projects financed in part with a UDAG grant.

Small issue industrial development bonds

The committee is also particularly concerned with the extraordi-
narily rapid growth in the volume of small issue IDBs. In 1976, accord-
ing to the Treasury Department, the volume of new, small issue IDBs

was $1.4 billion. In 1981, that volume had grown to $10.5 billion, an
annudl rate of growth of 50 percent. By contrast, public activity bonds
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grew at an annual rate of approximately 1 percent during the same
period. Continued growth in the use of small-issue tax-exempt bonds
for private purposes is expected unless actions are taken to limit their
use. Under present law, for instance, the annual volume of new small
issues by 1987 is estimated to be $31.3 billion.

In addition to its concern with the increasing volume of small issue
bonds, and the impact of that volume on the market for public
purpose tax-exempt securities, the committee is concerned with (1)
the use of small issue IDBs by large companies that are able to raise
funds readily in capital markets without a federal subsidy, (2) the
use of small 1ssue IDBs to finance a variety of types of facilities, from
private recreational facilities to fast food restaurants, that generally
may be less deserving of a Federal credit subsidy than other types of
facilities, and (3) the lack of any substantial targeting of the use of
small issue IDBs to economically distressed or otherwise needy areas.

While the committee considered several alternatives to limit the
volume and reform the use of small issue IDBs, the absence of com-
prehensive and reliable information regarding the uses of small issue
IDBs hampered the committee’s capacity to determine the appropri-
ate role, if any, to be played by small issue IDBs for the future.
Instead, the committee determined that the use of small issue IDBs
should be terminated after 1985. The committee does not intend by the
bill to preclude further consideration by Congress of the appropriate
use of small issue IDBs. Indeed, the committee anticipates that Con-
gress will undertake, in a timely manner and with substantially more
information than is presently available, a comprehensive review as to
whether the continued use of small issue TDBs is economically war-
ranted, and, if so, how that use should be further restricted.

Explanation of Provisions
Overview

The bill requires issuers of private activity bonds to make quarterly
information reports to the Internal Revenue Service with respect to
each issue; requires approval of IDB issues by an elected official or
legislative body following s public hearing before issuance (or, in lieu
of such approval and hearing, 2 voter referenduin conducted) ; re-
duces, with certain exceptions, cost recovery deductions for IDB-fi-
nanced property ; climinates use of the small issue exception for IBDs
issued as part of a single issue with bonds exempt under any other pro-

vision; and repeals the small issue exception for obligations issued
after 1985.

Information reporting requirements

Under the committee bill, issuers of all bonds used to finance
private activities are required to report certain information to the
IRS on such bonds issued by them during the preceding calendar
quarter. This report must be made no later than the 15th day of the
second month after the close of the calendar quarter in which the bonds
are issued. The reporting requirement applies to all IDBs, student
loan bonds,! and tax-exempt bonds a major portion of the proceeds of

1 Student loan bonds include State and local government bonds used to finance,
directly or indirectly, any educational or related expenses regardless of whether
the bonds are guaranteed by the Federal or State governments,
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which are used by charitable, etc., organizations (described in sec. 501
(¢) (3)). The required reporting also applies to refunding issues even
if the original bonds were issued before 1983, if the refunding occurs
after 1982,

The quarterly report must contain substantially all of the following
information with respect to each issue:

(1) the date of the issue, the stated interest rate. the term, the
face amount of each bond that is a part of the issue, and the
amount of lendable proceeds from the issue;

(2) the name of the elected official or legislative body that ap-
proved the issue or a description of the voter referendum, if any;

(3) the name, address, and tax identification number of each
initial substantial user (within the meaning of Treas. Reg.
§ 1.103-11 (b)) of any facilities financed with the proceeds of the
issue; and

(4) a description of the property, facility, or project for which
the proceeds are to be used.

The committee intends that the property financed by the bonds be
identified in the quarterly report on an asset-by-asset basis (by cost re-
covery class, if any) and by a general description of the facility or
project. Unless there is substantial compliance with this requirement,
interest on the obligations is not tax-exempt. The IRS is authorized
to extend the time for filing these reports for reasonable cause. The
committee anticipates that the IRS will make compilations and sum-
maries of the information reported available to Congress and will
become a matter of public record at that time.

Public hearing and anproval or voter referendum requirements
The committee bill establishes new approval requirements for issuers
of IDBs.2 Failure to comply with these requirements will result in loss
of tax exemption for the interest on the bonds. The new reauirements
are twofold: (1) reasonable notice must be given and a public hearing
held and (2) issuance of the bonds must be approved after the hear-
ing by an elected public official or elected legislative body. Each re-
quirement is intended to operate independently of existing or future
State law requirements although, in many instances, existing or future
procedures provided for by State law may satisfy the new Federal
requirements. Alternatively, a voter referendum, held at such time
and in such manner as referenda on other issues affecting government
spending under applicable State and local law, may be used in place
of the hearing and elected representatives approval requirements.

Notice and hearing

If the voter referendum alternative is not used, the bill requires
that a public hearing be held by the issuer of all tax-exempt IDBs and
by each other governmental unit in which any facility with respect to
which bond proceeds are to be used is to be located. In the case of mul-
tiple governmental units within a State having concurrent jurisdiction
over the geographic area of the location of the facility, only the issuer
and one of the units having such jurisdiction over the area where the
facilities are located are required to hold public hearings. The hearing
must. be held before the approval of the bonds.

? Since this restriction only applies to IDBs, it generally does not apply to
student loan bonds or bonds for tax-exempt organizations (deseribed in section
501(c) (3)).
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The hearing must be preceded by published notice reasonably
designed to apprise residents of the affected governmental units of the
proposed issuance of the bonds. The committee anticipates that such
notice generally will be published no less than 14 days before the sched-
uled date of the hearing. The hearing should be conducted in a man-
ner that provides a reasonable opportunity for persons with differing
views on both issuance of the bonds and the location and nature of
the proposed facility to be heard. It is not necessary that the elected
official who will approve the bonds be present at the hearing or that
a report on the hearing be submitted to that official although it is con-

templated that an issuer may wish to take these steps to better inform

the decision of the elected representative required to approve the
bonds. In addition, the committee does not intend that this require-
ment automatically invoke any State administrative procedural re-
quirements as to hearings in general.

Approval by elected representative

Following the public hearing and prior to issuance of the bonds,
the applicable elected representative of each governmental unit hold-
ing the required hearing, must approve issnance of the bonds.® The
amendment provides that the applicable elected representative is gen-
erally to be the chief executive of the governmental unit or an elected
legislative body (e.g., city council, etc.).* If multiple legislative bodies
have authority over issuaunce of bonds in a jurisdiction, the body with
more specific authority must approve their issuance. For example, if
an elected board of directors of an industrial development authority
and an elected city council are both authorized to approve issuance of
IDBs, IDBs related to industrial development would be approved by
the board of directors of the industrial development authority rather
than the city council. However, if the board of directors of the in-
dustrial development bond authority is not elected, then the elected
city council must approve the bonds regardless of whether the board
is authorized to issue IDBs. Special rules are included permitting
designation by the applicable elected representative otherwise required
to approve bond issues of another elected representative to approve
bond issues. In no case, however, can the approval be by an individual
or body not elected by the residents of the effected governmental unit.
If there are no elected officials or elected legislative bodies for a gov-
ernmental unit, the approval requirement must be met by an appro-
priate elected official for the next higher level of government that has
an elected official or an elected legislative body and from which the
lower government derives its authority.

Exception for certain subsequent and refunding issues

Under the committee bill, a public hearing and approval by an au-
thorized elected representative is not required for certain issues solely

* The approval of an appropriate elected representative required by the bill may
occur before or after the governmental unit commits itself to issue the bonds.
Consequently, the-approval requirement does not affect the present law rule that
an inducement resolution be approved prior to commencement of construetion in
certain eases; however, the jurisdiction cannot bind itself to exercise the approval
required by the bill prior to the hearing.

“In the case of a bicameral legislative body, the required approval must be by
both chambers of the body.
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to refund a prior issue, provided the original issue was approved by the
appropriate elected official following such a hearing. This exception
does not apply, however, in the case of refunding bonds that will ma-
ture after the date on which the bonds to be refunded would have
matured.

The public hearing and approval requirements also do not apply to
certain subsequent issues by the same governmental unit for a facility
when the subsequent issues occur within 3 years of the initial issue date
of an approved issue. This exception permits issuers to approve up toa
3-year plan of financing for a facility while satisfying the public hear-
ing and approval requirements once, either prior to or at the time of
the initial issue. For example, an issuer could approve financing for a
facility with a specified amount of IDBs to issue as different phases
of construction occur. In such a case, provided the funds are all used
for the same facility and all obligations are issued within a 3-year
period pursuant to the plan of financing, only one public hearing and
approval by an elected representative is required. This exception will
not apply, however, to IDBs issued to finance different facilities or not
issued pursuant to a single pian of financing even when the facilities
are owned or used by the same party (or a related party).

Restriction of cost recovery deduction for certain property
financed with tax-exempt bonds

General rule
The committee bill provides that property that is placed in service®

after December 31, 1982, generally is not eligible for cost recovery de-
ductions under ACRS or other accelerated cost recovery provisions of
the Code, to the extent that the facilities are financed by any tax-ex-
empt bonds.® In lieu of deductions under ACRS, the cost of property

financed with IDBs must be recovered using the straight-line method
(with a half-year convention for personal property and a monthly
convention for real property) over the following schedule of lives; 5
years for 3-year property, 8 years for 5-year property, 15 years for
10-year property, 22 years for 15-year public utility property, 15 years
for 15-year residential real property, and 25 years for nonresidential
15-year real property. This limitation applies to both the first owner
of the property and to any subsequent owners who acquire the prop-
erty while the IDBs (including any refunding issues) are out-
standing.

Exceptions for certain facilities

The bill includes several exceptions permitting the cost of certain
types of facilities financed in whole or in part with IDBs to continue
to_be recovered under ACRS: low income rental housing, municipal
solid waste disposal facilities, certain new air or water pollution con-
trol facilities, and certain facilitics for which UDAG grant is made.

8 For th'is purpose, property is placed in service when it is eligible for invest-
meent credit and capital cost recovery deductions.
If the tax-gxempt IDBs are first issued after the property is placed in service,
the taxpayer is required to recompute any cost recovery deductions claimed for
that property in prior years.
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Low-income rental housing, which will continue to qualify for both
tax-exempt financing and ACRS, is any residential rental property
that is described in section 103 (b) (4) (A).

Municipal solid waste disposal facilities, which will continue to
qualify for both tax-exempt financing and ACRS, are any solid waste
disposal facility which is financed with obligations the interest on
which is exempt pursuant to section 103(b) (4) (E) where substan-
tially all of the solid waste (other than recycled waste) processed by
the facility is collected from the general public.

The air or water pollution control facilities, which will continue to
qualify for ACRS deductions and tax-exempt financing, are air or
water pollution control facilities which are financed with obligations
the interest on which is exempt under section 103 (b) (4) (F) and which
are used in connection with a plant or other property in operation
before July 1,1982. In addition, air or water pollution control facilities
used in connection with conversion of oil- or gas-fired facilities to coal
will be permitted cost recovery deductions under ACRS, but only if
the oil- or gas-fired furnace which is converted to coal was in use at the
facility before July 1, 1982. For example, installation of a new coal
furnace after July 1, 1982, will not disqualify related pollution control
equipment from ACRS deductions if the replaced oil- or gas-fired
furnace was in operation at the facility as of July 1, 1982.

Finally, facilities financed with tax-exempt bonds, which are eligible
for the exclusion of $10 million of capital expenditures because the
facilities benefit from a UDAG grant, will continue to be permitted
ACRS deductions. This exception will not apply unless the amount of
the UDAG grant equals or exceeds 5 percent of the total capital ex-
penditures on the facility. In the case of property partially financed
by a UDAG grant that benefits multiple facilities, only an allocable
share of the grant is used in determining whether this capital ex-
penditure test is satisfied for any individual facility.

Limitation on single issues including “clean limit” small issue
IDPB’s and other tax-exempt bonds

The committee bill provides that the $1 million “clean limit” small
issue exception (sec. 103(b) (6) (A)) is not available for any IDBs
issued as part of a single issue with any other obligations, the interest
on which is tax-exempt under any provision other than the small issue
exception. For example, under the bill, if $21 million of TDBs were
issued in connection with an airport facility where the interest on $20
million of the bonds was exemnt under the exempt purpose exception
for airports (sec. 103(b) (4) (D))" and the remaining $1 million of
bonds were used to finance a non-exempt function facility, the interest
on the bonds would not be exempt. Small issue IBDs issued under the
alternative $10 million “capital expenditures” limitation (sec. 103(b)
(3) (D)) will continue to be elicible for tax exemption if issued as part
of a combined issue but only if the issuer elects to qualify the small
issue IDBs for tax-exemption under that alternative limitation.

"This amount includes the so-called “ingubstantial portion” of the proceeds
which need not be used for the exempt function facilities.

96-028 0 - 82 - 12
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Sunset of small issue exception

Under the committee bill, the small issue exception (sec. 103(b) (6))
is repealed with respect to obligations (including refunding obliga-
tions) issued after December 31, 1985.

Effective Dates

General rule

These provisions of the bill apply generally to obligations issued
after December 31, 1982, including obligations issued solely to refund
obligations outstanding on or before that date.

Composite issues and “clean limit”

The provisions of the bill allowing certain composite-issue IDBs
and restricting “clean issue” small issue IDBs apply to bonds issued
after the date of enactment.

Public hearing and approval

The public hearing and approval requircment applies to obliga-
tions, including refunding issues, issued after December 31, 1982, but
not to issues solely to refund obligations issued in conformity with
the hearing and approval requirement, if the refunding issue matures
no later than the maturity date of the original issue.

Restriction on cost recovery deductions

The restriction on the availability of accelerated cost recovery
deductions for property with respect to which tax-exempt financing
is provided applies generally to all such property placed in service
after December 31, 1982.

The restrictions on cost recovery deductions do not apply to a
facility placed in service after December 31, 1982, if either

(1) construction of the facility had commenced before July 1,
1982, or
(2) a binding contract existed on July 1, 1982, and at all times
thereafter, which committed the purchaser to incur significant
expenditures for construction or acquisition of the facility.
For purposes of this exception, whether expenditures are significant
may be determined by comparing the amount of the expenditures to
the total anticipated cost of the facility.

Whether or not an arrangement between a taxpayer and a purchaser
and contractor or seller constitutes a contract is to be determined
under the applicable local law. A binding contract is not considered
to exist on July 1, 1982, however, unless the property to be acquired
or services to be rendered are specifically identified or described
before that date.

A binding contract for purposes of this provision exists only with
respect to property or services which the taxpayer is obligated to pay
for under the contract. In addition, where acontract obligates a tax-
payer to purchase a specified number of items and also grants him
an option to purchase additional items, the contract is binding on the
taxpayer only to the extent of the items he must purchase.

A contract may be considered binding on the taxpayer even though
(a) the price of the item to be acquired or services rendered under
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the contract is to be determined at a later date, (b) the contract con-
tains conditions the occurrences of which are under the control of a
person not a party to the contract, or (¢) the taxpayer has the right
under the contract to make minor modifications as to the details of
the subject matter of the contract.

On the other hand, a contract which is binding on a taxpayer on
July 1, 1982, will not be considered binding at all times thereafter
if it is substantially modified after that date. Additionally, a contract
under which the taxpayer has an option to acquire property is not a
contract that is binding on the taxpayer for purposes of this exception
unless the amount paid for the option is forfeitable and is more than
a nominal amount.

The restrictions on cost recovery deductions also do not apply to
property placed in service after December 31, 1982, to the extent that
the property is financed with tax-exempt bonds issued before July 1,
1982. For purposes of this exception, a refunding issue issued after
June 30, 1982, generally is treated as a new issue and the taxpayer
must use the slower recovery methods and periods for unrecovered
cost from the date of the refunding issue. If significant expenditures
are incurred in respect of the facility before January 1, 1983, how-
ever, a refunding issue will not be treated as a new issue and the
accelerated cost recovery methods and periods may continue to be used.
As with the exception for certain binding contracts, discussed above,
whether expenditures are significant for purposes of this exception
may be determined by comparing the amount of the expenditures to
the total anticipated cost of the facility.

In cases where a change of recovery method and period is required,
only the remaining unrecovered cost of the property is required to be
recovered using the slower method and period. Therefore, no retroac-
tive adjustments to cost recovery deductions previously claimed are
required upon the refunding of a pre-July 1, 1982 issue where no
significant expenditures are made with respect to the facility before
January 1, 1983. For example, if in Year 4 a taxpayer refunds bonds
financing 5-year ACRS property having an unrecovered basis of
$50,000 at the time of refunding, the $50,000 must be recovered using
the straight-line method over the 4 remaining years of the 8-year
extended recovery period for 5-year ACRS property.



b. Other amendments affecting industrial development bonds

(1) Tax exemption for industrial development bonds for facilities
for the local furnishing of gas (sec. 224 of the bill and sec. 103
(b)(4) of the Code)

Present Law

Under present law, interest on State and local government obliga-
tions is generally exempt from Federal income tax. However, since
1968, tax exemption has been denied to State and local government
issues of industrial development bonds (IDBs). A State or local gov-
ernment bond is an IDB if (1) all or a major portion of the proceeds
of the issue are to be used in any trade or business of a person other
than a State or local government or tax-exempt organization, and (2)
payment of principal or interest is secured by an interest in, or derived
from payments with respect to, property or borrowed money used in a
trade or business.

An exception to the denial of tax exemption for interest on IDBs
applies in the case of IDBs which are used to provide certain exempt
activity facilities, Such facilities include facilities for the local fur-
nishing of electric energy and gas (sec. 103(b) (4) (E)).

A facility for the local furnishing of electric energy or gas is defined
in Treasury regulations as property for the furnishing of electric
energy or gas which is part of a system providing service to the gen-
eral populace in a service area comprising no more than two contig-
uous counties. (Treas. Reg. § 1.103-8(f) (2) (iii) ). In the Revenue Act
of 1978, the definition of a facility for the local furnishing of electric
energy was modified to include also property for the furnishing of
electric energy which is part of a system that provides electric energy
to the general populace in a service area comprising no more than a
city and one contiguous county.

Reasons for Change

The committee concluded that the same reasons that the Congress
had in 1978 for extending the local furnishing of electricity to a service
area consisting of no more than a city and a contiguous county also
apply in the case of the local furnishing of gas.

Explanation of Provision

The bill provides that local furnishing of gas from a facility in-
cludes the furnishing solely within an area comprised of a city and
one contiguous county. Thus, under the bill, tax-exempt financing is
made available in the case of a facility for the furnishing of gas

(176)
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(which otherwise meets the requirements of sec. 103) provided that
the service area of the facility comprises no more than two contiguous
counties or a city and one contiguous county.

Effective Date

This provision applies to obligations issued after the date of enact-
ment.



(2) Industrial development bonds for local district heating or
cooling facilities (sec. 224 of the bill and new sec. 103(b)(4)(J)
of the Code)

Present Law

Under present law, interest on State and local government obliga-
tions is generally exempt from Federal income tax. However, since
1968, tax exemption has been denied to State and local government
issues of industrial development bonds (IDBs). A State or local gov-
ernment bond is an IDB if (1) all or a major portion of the proceeds
of the issue are to be used in any trade or business of a person other
than a State or local government or tax-exempt organization, and (2)
payment of principal or interest is secured by an interest in, or derived
from payments with respect to, property or borrowed money used in a
trade or business.

An exception to the denial of tax exemption for interest on IDBs
applies in the case of IDBs which are used to provide certain exempt
activity facilities. Such facilities include facilities for the local fur-
nishing of electric energy and gas (sec. 103(b) (4) (E)).

A facility for the furnishing of electric energy or gas is defined in
Treasury regulations as property for the furnishing of electric energy
or gas which is part of a system providing service to the general popu-
lace in a service area comprising no more than two contiguous coun-
ties. (Treas. Reg. § 1.103-8(f) (2) (iii) ). In the Revenue Act of 1978,
the definition of a facility for the local furnishing of electric energy
was modified to also include property for the furnishing of electric
energy which is part of a system which provides electric energy to the
general populace in a service area comprising no more than a city and
cne contiguous county.®

Reasons for Change

The committee believes that facilities that provide for local distribu-
tion of energy for heating and cooling through steam or water from a
central energy source should be encouraged. In many respects, these
facilities are analogous to facilities which provide for the local fur-
nishing of electric energy or gas. Accordingly, the committee concludes
that tax-exempt IDBs should be available to finance the facilities that
distribute energy for heating or cooling in the form of water or steam
on a local basis.

Explanation of Provision

The bill exempts from tax interest on IBDs issued to finance local
heating or cooling facilities.

A local district heating or cooling facility includes equipment and
other property used as an integral part of a local heating or cooling

® Section 224 of the committee extends this rule to property for the local
furnishing of gas.
(178)
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system, including pipes and piping, pipe insulation, valves, pumps,
expansion systems, heat exchangers, temperature controls, terminal
units and meters, whether used by the producer, distributor, or con-
sumer of local heating or cooling. The bill does not cover the facilities
which produce the hot water, chilled water or steam or facilities that
are owned for tax purposes by a consumer, A local heating or cooling
system is any system consisting of a pipeline or network, which may
include or be connected to a heating or cooling source, which provides
hot water, chilled water, or steam or two or more users for residential,
commercial, or industrial heating or cooling, or process steam, or for
any combination of such purposes. For this purpose, heating or cooling
system is considered local if it has a service area comprised of no
more than two contiguous counties or a city and one contiguous
county.
Effective Date

This provision applies to obligations issued after the date of enact-
ment.



(3) Exemption for certain multiple lot issues of industrial develop-
ment bonds (sec. 221 of the bill and sec. 103(b)(6) of the Code)

Present Law

Under present law, gross income does not include interest on ob-
ligations of a State or a political subdivision of a State (sec.
103(a)1)). This exclusion does not apply, however, to interest on in-
dustrial development bonds unless the bonds fall within certain ex-
ceptions (sec. 103(b)). One of these exceptions provides that an ex-
emption for interest on such bonds which are part of an issue with
a face amount of $1 million or less,® substantially all of the pro-
ceeds of which are to be used for the acquisition, construction, re-
construction, or improvement of land or depreciable property (re-
ferred to as small issue bonds), is exempt.

In certain cases, pooled offerings of bonds having an aggregate
face value in excess of $1 million have been marketed as a single
unit by the issuing authority or authorities. The pooled offerings
have attributes of both a single bond issue and of a multiple lot of
single bond issues. If viewed as a single bond issue, the bonds gen-
erally do not qualify for the small issue exception, and the interest
paid on them is not, therefore, exempt from Federal income tax-
ation.

In Revenue Ruling 81-216,° the Internal Revenue Service issued
guidelines for determining whether a pooled offering of bonds is
treated as a single bond issue or as a multiple lot issue. Under the
ruling, this determination is stated to be factual, but such a pooled
offering is generally treated as a single bond issue if the following
factors are present:

(1) the bonds are sold at substantially the same time;
_ (2) the bonds are sold pursuant to a common plan of market-
ing;
(3) the bonds are sold at substantially the same rate of inter-
est; and
(4) a common or pooled security is used or is available to pay
debt service on the bonds.

On October 8, 1981, the Internal Revenue Service proposed regu-
lations that provided essentially the same rules as Rev. Rul. 81-216
and proposed to revoke that revenue ruling.!®

Reasons for Change

The committee believes that businesses should be able to obtain
the cost savings of issuing tax-exempt small issue IDBs in multiple

. ® A $10 million limit applies if the issuer elects; however, in such cases certain capital expend-
1tufiesdover a 6-year period are considered in determining whether the $10 million limit is ex-
ceeded.

°1981-36 I.R.B. 6 (September 8, 1981).

1046 Fed. Reg., 50014 (October 8, 1981.)
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lots with small issue IDBs to be used by other unrelated businesses.
However, the committee believes that multiple lot tax-exempt
small issue IDB’s should not be permitted if (1) the bonds finance
facilities located in more than one State, (2) the bonds are financ-
ing more than one facility for any principal user of facilities or (3)
where a single company is obtaining the benefit of such bonds indi-
rectly as a franchisor.

Explanation of Provision

The bill provides that multiple lots of obligations will be treated
as part of the same issue only if the proceeds of the obligations are
to be used to finance facilities which are located in more than one
State or have the same principal users or principal users that are
related persons. For this purpose, a principal user includes a
person (other than a governmental unit) which (1) either guaran-
tees directly or indirectly the repayment of obligations or aids in
arranging the issuance of the obligations and (2) provides a proper-
ty, franchise, trademark, or trade name to be used in connection
with the facilities financed with the obligations. Whether obliga-
tions meet any of these tests is to be determined under the facts
and expected uses as of the date that the obligations are issued.
Thus, interest on obligations which originally did not meet any of
these tests will not lose their exemption because facilities financed
by the obligations are moved out of the State or because principal
users of two facilities financed by the obligations subsequently
become related, so long as these events were not expected at the
time of the issuance of the bonds.

Effective Date

The provision is effective for obligations issued after the date of
enactment.



(4) Exclusion of certain research expenses from capital expenditure
limitation for sm.:ll issue industrial development bonds (sec,
221 of the bill and sec. 103(b)(6) of the Code)

Present Law

Interest on certain “small issue” industrial development bonds is
exempt from Federal income tax if the aggregate amount of out-
standing exempt small issues and capital expenditures (financed
otherwise than out of the proceeds of an exempt small issue) made
over a six-year period does not exceed $10 million (sec. 103(b)6)).

Under present law, research or experimental expenditures in-
curred in connection with a taxpayer’s trade or business may be
taken into account for purposes of determining if the small issue
limitation of $10 million is exceeded, whether or not the taxpayer
elects (under sec. 174(a)) to deduct currently such research ex-
penses.

Reasons for Change

The committee believes that research and development expendi-
tures should be encouraged. The present law rule that requires re-
search and development expenditures to be counted in meeting the
$10 million limitation may provide a substantial impediment to
firms using small issue IDBs and incurring certain research and
development costs. Consequently, the committee believes that re-
search and development expenditures of a type for which the credit
for research and development may be allowable should not be
counted in determining whether the $10 million capital expendi-
ture limitation is met. Moreover, the committee believes that such
a rule is consistent with the purpose of the $10 million limitation
of restricting the size of projects which may be financed with small
issue bonds because the size of a project is not affected by the
amount of research and development expenses for supplies and sal-
aries.

Explanation of Provision

Under the bill, expenditures for research wages or for research
supplies (as defined in secs. 44F(b)(2XA)() or (ii)) which the taxpay-
er elects to deduct currently (under sec. 174(a)) are not taken into
account for purposes of the $10 million capital expenditure limita-
tion on tax-exempt small issue industrial development bonds.

Effective Date

The provision applies to research wage and supply expenditures
made after the date of enactment.
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¢. Amendments to the Mortgage Subsidy Bond Tax Act (sec. 203
of the bill and sec. 103A of the Code)

Present Law

In general

The Mortgage Subsidy Bond Tax Act of 1980 was enacted as part
of the Omnibus Reconciliation Act of 1980 (Pub. L. 96-499). The Act
was intended generally to direct the subsidy from the use of tax-
exempt bonds for housing to those individuals who have the great-
est need for the subsidy, to increase the efficiency of the subsidy,
and to restrict the overall revenue loss from the use of tax-exempt
bonds for housing.

Three-year requirement

In order for an issue to be a qualified mortgage issue, all of the
mortgages financed from the bond proceeds must be provided to
mortgagors each of whom did not have a present ownership inter-
est in a principal residence at any time during the three-year
period ending on the date that the mortgage is executed.

The three-year requirement does not apply with respect to mort-
gagors of residences in three situations. First, it does not apply to
mortgagors of residences that are located in a targeted area.
Second, it does not apply to mortgagors who receive qualified home
improvement loans. Third, it does not apply to mortgagors who re-
ceive a qualified rehabilitation loan.

Purchase price requirement

In order for an issue to be a qualified mortgage issue, all of the
mortgages (or other financing) provided from the bond proceeds,
except qualified home improvement loans, must be for the pur-
chase of residences where the acquisition cost of each residence
does not exceed 90 percent (110 percent in targeted areas) of the
average area purchase price applicable to that residence.

Arbitrage

Mortgage investments

In order for an issue to be a qualified mortgage issue, the issue
must meet certain requirements regarding arbitrage as to both
mortgage loans and nonmortgage investments.

Under the Act, the effective rate of interest on mortgages pro-
vided under the issue cannot exceed the yield on the issue by more
than one percentage point. This determination is to be made on a
composite basis for all mortgages under the issue. Consequently,
the effective interest rate on some mortgages may be greater than
one percentage point above the yield of the issue if other mortgages
have a lower effective interest rate.

(183)



184

Nonmorltgage investments

The Act also imposes restrictions on the arbitrage on nonmort-
gage investments. Mortgage subsidy bonds usually have established
a reserve of one and one half times the maximum annual sched-
uled debt service. The Act provides that the reserve must be re-
duced as future annual debt service is reduced.

The Act also limits the amount that may be invested as unre-
stricted yield in nonmortgage investments to 150 percent of the
debt service on the issue for the bond year. An exception to the
150-percent debt service rule is provided, however, for proceeds in-
vested for an initial temporary period until such proceeds are
needed for mortgages.

Present law also requires that arbitrage earned by the issuer on
nonmortgage investments is to be paid or credited to the mortga-
gors or paid to the Federal Government. While the arbitrage rules
do not explicitly so indicate, they appear to contemplate that the
arbitrage rules relating to rebating are to be applied on an issue-
by-issue basis.

Reasons for Change

The committee is concerned over the present distressed state of
the housing industry. In light of the fact that the mortgage subsidy
bond program is scheduled to terminate on December 31, 1983, the
committee believes that relaxation of some of the limitations in the
Mortgage Subsidy Bond Tax Act of 1980 is the most effective and
least costly method of providing temporary aid to that industry.
Relaxation of the arbitrage limitation, 3-year requirement, and
purchase price requirement should ensure that the volume of mort-
gage subsidy bonds will increase toward the maximum volume re-
strictions of present law.

The committee provides these changes from present law because
of the temporily distressed state of the housing industry, even
though the changes might reduce the effect of the restrictions of
the Mortgage Subsidy Bond Tax Act to target the benefits of tax-
exempt bonds to persons of the greatest need. Nonetheless, the
committee expects that State and local issuers will exercise their
discretion in the use of mortgage subsidy bonds so as to implement
the basic purposes of the Mortgage Subsidy Bond Tax Act as much
as practicable.

Explanation of Provision

2-year requirement

The bill modifies the 3-year requirement of present law to pro-
vide that at least 80 percent of the lendable proceeds (i.e., bond pro-
ceeds less issuance expenses and reserves) of the issue must be
loaned to mortgagors who meet the 8-year requirement of present
law. The 80-percent test is to be computed by excluding any financ-
ing with respect to targeted area residences, any qualified home
improvement loan, and any qualified rehabilitation loan.
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Purchase price requirement

The bill increases the purchase price requirement from 90 per-
cent (110 percent in targeted areas) of the average area purchase
price to 110 percent (120 percent in targeted areas).

Arbitrage limitations on mortgage investments

The bill would replace the 1.0 percentage point limitation of
present law with a limit which varies with the size of the issue, be-
ginning at one and one-sixteenth (1%s6) percentage points but not
to exceed one and one-eighth (1%) percentage points. The limita-
tion is 1.0625 percentage points plus 0.01 percentage point (not to
exceed 1.125 percentage points) for each $10 million that the aggre-
gate face amount of the issue is less than $100 million. The one and
one-eighth (118) percentage point limit is, therefore, reached with a
$30 million issue. For the purpcse of determining the amount of al-
lowable arbitrage, an issue means any bonds that are sold at sub-
stantially the same time pursuant to a common plan of marketing
at substantially the same interest rates.

Loss on reserve liquidations

The bill provides that the rule requiring liquidation of nonmort-
gage investments with a yield higher than the issue yield will not
apply to the extent that it would require disposition of any non-
mortgage investment resulting in a loss in excess of the amount
which could be earned from investments in qualified mortgages.
However, the rule will continue to apply if the sale of such non-
mortgage investments would not result in a loss when the invest-
ments are sold to meet the liquidation rule. Similarly, the rule will
apply if loss assets subsequently appreciate so that their sale or ex-
change would not result in a loss.

Effective Dates

Except for the modifications to the 3-year requirement, the provi-
sions are effective for bonds issued after the date of enactment. The
modification to the 3-year requirement is effective for bonds issued
after April 24, 1979, to the extent that proceeds have not been com-
mitted to mortgagors by date of enactment.

d. Revenue effect of tax exempt bond provisions

It is estimated that the tax-exempt bond provisions will increase
budget receipts by $84 million in fiscal year 1983, $384 million in
11984, $789 million in 1985, $1,381 million in 1986, and $2,236 mil-
ion in 1987.



9. Mergers and Acquisitions

a. Partial liquidations (sec. 226 of the bill and secs. 331, 336, and
346 of the Code)

Present Law

A distribution in redemption of a corporation’s stock pursuant to
a plan is a partial liquidation if it is one of a series of distributions
in redemption of all the stock or it is not essentially equivalent to a
dividend and occurs within the taxable year in which the plan is
adopted or the succeeding year (sec. 346(a)).

In determining that a distribution is not essentially equivalent to
a dividend in applying the tests for a partial liquidation, generally
a contraction of the corporation’s business is required. A distribu-
tion may constitute a partial liquidation even though it is made
pro rata among the corporation’s shareholders.

If the distribution consists of the assets of, or is attributable to
the corporation’s ceasing to conduct, a trade or business conducted
for 5 years or more before the distribution and was not, within the
b-year period, acquired by the corporation in a taxable transaction
and the corporation, after the distribution, continues to conduct an-
other trade or business with a similar history, the distribution is
treated as a partial liquidation (sec. 346(b)).

No gain or loss to the distributing corporation is recognized on a
distribution in a partial liquidation (sec. 336(a)). Exceptions are pro-
vided for disposition of installment obligations and distributions of
LIFO inventory. In addition, the various recapture rules of present
law override sec. 336. If, however, the corporation, rather than dis-
tributing assets, sells the assets and distributes the proceeds to its
shareholders in a partial liquidation, gain or loss is recognized to
the corporation on the sale.

Shareholders receiving a distribution in partial liquidation are
treated as receiving the amount distributed in exchange for their
stock and, if the stock redeemed in the transaction is a capital
asset to the shareholder, capital gain or loss results from the trans-
action. The basis of any assets received in a partial liquidation is
their fair market value at the time of the distribution.

Reasons for Change

. The current treatment of partial liquidations affords the possibil-
ity of capital gain treatment to shareholders and a stepped-up basis
for distributed assets in transactions that, in some cases, are not
readily distinguishable from dividends. A distribution, even though
it accomplishes a corporate contraction, resembles a dividend and
should be classified as a dividend if there are sufficient earnings
and profits, the distribution is pro rata among the shareholders,
and the corporation continues to carry on a trade or business.
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The partial liquidation rules allow unwarranted selectivity when
one corporation has acquired control of another. A stepped-up basis
for selected assets with little or no tax consequences can be com-
bined with a continuation of the acquired entity, provided a distri-
bution of the selected assets satisfies the corporate contraction
standard. If the acquiring and acquired corporations file a consoli-
dated return, recapture items are deferred under the current con-
solidated return regulations and investment tax credit recapture
rules do not apply.

The committee believes there should be no difference between a
sale by a corporation of its assets and a distribution of the proceeds
to shareholders in exchange for their stock (a transaction that re-
sults in recognition to a corporation not in the process of complete-
ly liquidating of any gain on the sale whether or not a partial liqui-
dation) and a transfer by a corporation of its assets to shareholders
in exchange for their stock.

Under the present rules, a partial liquidation may consist of the
distribution of a trade or business to noncorporate shareholders
who wish to conduct it as an individual enterprise or as a partner-
ship while retaining a separate trade or business in corporate form.
The committee believes that the retention of a rule permitting cap-
ital gain treatment at the shareholder level in this limited class of
cases will preserve this option. However, in this as in other cases
covered by the bill, the committee believes that where a redemp-
tion of stock for property involves a continuing corporation and is
treated as a taxable exchange by the shareholders, it should be
treated as a taxable exchange by the corporation.

Explanation of Provision

The bill repeals the provisions of existing law defining partial
liquidations and the rules governing the treatment of both share-
holders and the distributing corporation on such transactions. The
treatment of such distributions will be determined by the provi-
sions of present law as amended by the bill governing nonliquidat-
ing distributions by corporations.

Distributions consisting of the assets of, or attributable to the
corporation’s ceasing to conduct, a trade or business and constitut-
ing a partial liquidation under section 346(b) of present law will
qualify as distributions not essentially equivalent to a dividend
when made to noncorporate shareholders, resulting in sale or ex-
change treatment under section 302(a) even though the distribution
is made pro rata to the shareholders. Distributions qualifying
under this provision would be the only transactions where the
effect on the distributing corporation is relevant in determining
that a stock redemption is not essentially equivalent to a dividend.

A distribution that is one of a series in redemption of all the
stock of a corporation, defined as a partial liquidation in present
law, is defined as a complete liquidation under the bill.

The bill authorizes the Secretary of the Treasury to prescribe
regulations, where necessary, to ensure that repeal of the provi-
sions providing special treatment of partial liquidations will not be
circumvented through the use of other provisions of present law or
regulations, including the consolidated return regulations. It is con-
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templated that such regulations may treat a corporation as con-
tinuing and characterize any distribution accordingly where a
transaction is in form a complete liquidation but business oper-
ations are continued in corporate solution as a result of a spin-off
or other tax-free transfer by the liquidating corporation. For exam-
ple, a corporation may transfer to a newly-formed subsidiary corpo-
ration a trade or business and distribute the stock of such corpora-
tion to its shareholders in a transaction qualifying for nonrecogni-
tion of gain under section 355. If there is a subsequent distribution
of a retained trade or business and all its other properties by the
distributing corporation, such regulations may treat the subsidiary
corporation as a continuation of the distributor and the distribu-
tion by the latter of all its properties other than those contributed
to the subsidiary corporation as a distribution other than a distri-
bution in complete liquidation.

The bill does not affect the treatment under present law of any
distribution which may in substance constitute a sale of assets.

Effective Date

This provision of the bill applies generally to distributions made
after August 31, 1982. However, if a majority of the shares in a cor-
poration were acquired either pursuant to a tender offer outstand-
ing on July 1, 1982, or under a binding contract entered into on or
before July 1, 1982, and a plan of liquidation was adopted by such
corporation on or before October 1, 1982, this provision will not
apply to any distribution pursuant to such plan.



b. Certain distributions of appreciated property (sec. 227 of the
bill and sec. 311(d) of the Code)

Present Law

When a corporation in a nonliquidating distribution distributes
property, the value of which exceeds its basis, in redemption of a
portion of the corporation’s stock, gain is recognized as though the
property were sold (sec. 311(d)(1)). Present law excepts several types
of transactions from this requirement.

Exceptions are provided for (1) distributions that terminate the
interest of a shareholder who has held at least 10 percent of the
corporation’s stock for a 12-month period; (2) distributions that con-
sist of stock or obligations in a subsidiary conducting a trade or
business that was at least 50 percent owned by the distributing cor-
poration at any time within the preceding 9 years; (3) distributions
that consist of stock or securities distributed pursuant to certain
anti-trust decrees; (4) distributions to which section 303(a) (relating
to distributions in redemptions of stock to pay death taxes) applies;
(5) certain distributions to private foundations; (6) certain distribu-
tions by regulated investment companies; and (7) certain distribu-
tions pursuant to the Bank Holding Company Act.

Nothwithstanding these exceptions, present law may permit a
transaction that is in form a stock redemption to be treated as a
direct sale of assets where the stock ownership is transitory. Where
stock in a corporation is purchased and thereafter pursuant to plan
redeemed for property of the corporation, the Internal Revenue
Service treats the transaction under present law as a direct pur-
chase of the property, resulting in the recognition of gain or loss to
the corporation (see Rev. Rul. 80-221, 1980-2 C.B. p. 107).

Reasons for Change

A direct sale of property by a corporation and a distribution of
property in a stock redemption may be economically equivalent
events whether or not the ownership of the stock is transitory. Ac-
cordingly, the committee believes that these transactions should be
treated symmetrically.

The committee also believes that certain exceptions to the rule
that a corporation recognizes gain when it distributes appreciated
property in a stock redemption place an unwarranted premium on
making an acquisition through a purchase and subsequent redemp-
tion of stock in exchange for the desired property. The committee
believes that generally such distributions should be treated as tax-
able exchanges by the corporation.

At the time Congress enacted section 311(d)(1) and the exceptions
thereto, the Conference Committee requested the Treasury Depart-
ment and Congressional staffs to analyze the provision to see
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whether any tax avoidance possibilities still remain. The commit-
tee believes that the existence of certain of the exceptions result in
avoidance possibilities.

Elimination of the unwarranted exceptions in section 311(d)X2)
combined with repeal of the special treatment for partial liquida-
tions will result generally in the recognition of gain to a continuing
corporation when it distributes appreciated property in redemption
of its stock.

Explanation of Provision

The bill repeals the exceptions in section 311(dX2) for distribu-
tions terminating the interest of a shareholder who has held 10
percent or more of the corporation’s stock for one year, for distribu-
tions of stock or obligations of a subsidiary, for distributions pursu-
ant to antitrust decrees, and for distributions pursuant to the Bank
Holding Company Act.

The bill is not intended to affect the treatment under present
law of distributions that are in substance the purchase of assets.

Effective Date

This provision of the bill applies to distributions made after
August 31, 1982,



c. Stock purchases treated as asset purchases (sec. 229 of the bill
and sec. 338 of the Code)

Present Law

Upon the complete liquidation of a subsidiary corporation, 80
percent of the voting power and 80 percent of the total number of
shares of all other classes of stock (other than nonvoting preferred
stock) of which is owned by the parent corporation, generally gain
or loss is not recognized and the basis of the subsidiary’s assets and
the other tax attributes are carried over (secs. 332, 334(b)(1), and
381(a)).

If the controlling stock interest was acquired by purchase within
a 12-month period and the subsidiary is liquidated pursuant to a
plan of liquidation adopted within 2 years after the qualifying
stock purchase is completed, the transaction is treated as in sub-
stance a purchase of the subsidiary’s assets (sec. 334(b)(2)). The ac-
quiring corporation’s basis in the “purchased” assets is the cost of
the stock purchased as adjusted for items such as liabilities as-
sumed, certain cash or dividend distributions to the acquiring cor-
poration, and postacquisition earnings and profits of the subsidiary.
The liquidating distributions can be made over a 3-year period be-
ginning with the close of the taxable year during which the first of
a series of distributions occurs (sec. 332(b)3)). Thus, this treatment
applies even though the liquidation can extend over a 5-year period
after control has been acquired.

In these cases, when the assets are treated as purchased by the
acquiring corporation, recapture income is taxed to the liquidating
corporation, the investment tax credit recapture provisions are ap-
plicable, and tax attributes, including carryovers, of the liquidated
corporation are terminated.

Cases interpreting the law applicable before the rules in section
334(b)}2) were adopted treated the purchase of stock and prompt
liquidation in some cases as a purchase of assets (Kimbell-Diamond
Milling Co. v. Commissioner 14 T.C. 74, affd per curiam, 187 F2
718 (5th Cir.) cert. denied, 342 US 827 (1951)). It is not clear wheth-
er such treatment may still apply in some cases where the require-
ments of section 334(b)(2) are not met.

A stock purchase and liquidation is treated as a purchase of all
the assets of the acquired corporation under present law if section
334(b)(2) applies. Elimination of the special treatment of partial lig-
uidations under the bill restricts the options of a corporate pur-
chaser seeking to treat a purchase of a corporation as a purchase of
assets in part combined with a continuation of the tax attributes of
the acquired entity. Present law does not restrict a corporate pur-
chaser from achieving such selectivity by purchasing assets directly
from a corporation while concurrently purchasing the corporation’s
stock. Selectivity can also be achieved if an acquired corporation,
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prior to the acquisition, disperses its assets in tax-free transactions
among several corporations which can be separately purchased.
The corporate purchaser then through selective qualifying liquida-
tions can obtain asset purchase treatment for one or more acquired
corporations while preserving the tax attributes of one or more
other corporations.

Reasons for Change

While section 334(b)(2) does not permit selectivity within the con-
text of a single corporation in that the transaction is treated as
whollly an asset purchase or wholly a stock purchase, inconsistency
is inherent in permitting a continuation of the acquired corpora-
tion’s tax attributes for up to 5 years after a stock purchase while
also treating the transaction as though assets had been purchased.

If consolidated returns are filed by the acquiring corporation, the
tax attributes of the acquired corporation (including carryovers,
subject to certain limitations in the Code and the consolidated
return regulations) are reflected on such returns for the period
prior to its complete liquidation. Recapture income triggered by lig-
uidating distributions may be offset by losses of other members of
the consolidated return group, a result not available when assets
are directly purchased.

Whether or not a consolidated return is filed, the extended
period that may elapse between stock purchase and liquidation re-
quires complex adjustments for earnings or deficits of the acquired
corporation during the intervening period as well as for sales of
assets and other items during such period in order to properly allo-
cate the cost of the stock to the assets upon their ultimate distribu-
tion. Existing case law permits a stepped-up basis for assets distrib-
uted in liquidation that in some cases exceeds the cost basis that
would be applicable if the assets were purchased directly by the
controlling corporation. See, R.M. Smith, Inc., 69 TC 317 (1977).

Present law also provides unwarranted tax motivations for struc-
turing a corporate acquisition as in part a purchase of assets and
in part a purchase of stock or as a purchase of several corporations
historically operated as a unit in order to preserve selectivity of tax
treatment. These motivations include the ability to achieve a
stepped-up basis for some assets while avoiding recapture tax and
other unfavorable tax attributes with respect to other assets.

Explanation of Provisions

General revision of stock purchase as asset purchase

The bill repeals the provision of present law (sec. 334(b)(2)) that
treats a purchase and liquidation of a subsidiary as an asset pur-
chase. The bill is also intended to replace any nonstatutory treat-
ment of a stock purchase as an asset purchase under the Kimbell-
Diamond doctrine. Instead, an acquiring corporation, within 75
days after a qualified stock purchase, may elect to treat an ac-
quired subsidiary (target corporation) as if it sold all its assets in a
complete liquidation on the stock acquisition date. The target cor-
poration will be treated as a new corporation that purchased the
assets on such date. Gain or loss will not be recognized to the same
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extent gain or loss is not recognized under present law (sec. 337)
when a corporation sells all its assets in the course of a complete
liquidation.

A qualified stock purchase occurs if 80 percent or more of the
voting power and 80 percent of the total number of shares of other
classes of stock (except nonvoting, preferred stock) is acquired by
purchase during a 12-month period (the acquisition period). The ac-
quisition date is the date within such acquisition period on which
the 80-percent purchase requirement (the qualified stock purchase)
is satisfied.

The election is to be made in the manner prescribed by regula-
tions and, once made, will be irrevocable.

Treatment of target corporation as new corporation

The assets of the target corporation will be treated as sold (and
purchased) for an amount equal to the basis of the acquiring corpo-
ration in the stock of the target corporation on the acquisition date
or, if the basis is greater on such date, on the last day of the 12-
month acquisition period. The amount is to be adjusted under regu-
lations for liabilities of the target corporation and other relevant
items. It is anticipated that recapture tax liability of the target cor-
poration attributable to the deemed sale of its assets is an item
which may result in an adjustment under the regulations.

The target corporation is treated as a ‘new’ corporation after the
acquisition date for all purposes relating to its tax liability either
as the selling or purchasing corporation. Its taxable year as the
selling corporation ends on the date of acquisition and it does not
become a member of the affiliated group including the acquiring
corporation until the day following the date of acquisition. Howev-
er, it is not intended that any minority shareholders in the target
corporation shall be treated as having exchanged stock in the sell-
ing corporation for stock in the purchasing corporation. Further,
additional purchases of the target corporation’s stock by the acquir-
ing corporation after the acquisition date are to be treated as pur-
chases of the stock of the selling corporation if made on or before
the close of the acquisition period.

The basis of the acquiring corporation in the target corporation’s
stock may be affected by transactions other than additional stock
purchases after the acquisition date and on or before the close of
the acquisition period, such as contributions to the target corpora-
tion or earnings of the target corporation reflected in the acquiring
corporation’s basis for its stock under the consolidated return regu-
lations. These transactions represent basis increases in the stock of
the ‘new’ corporation and will not be taken into account in deter-
mining the amount for which the target corporation’s assets are
treated as sold.

Treatment of recapture items

Under the elective treatment provided by the bill, any recapture
income of the target corporation attributable to the deemed sale of
its assets is not to be included in any consolidated return of the ac-
quiring corporation. The target corporation will not become a
member of the acquiring corporation’s affiliated group until the
day following the date of acquisition. Recapture items of the target
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corporation will normally be associated with the final return of the
target corporation (as the selling corporation) ending on the date of
acquisition.

In some cases, recapture items may be includible in income for a
period during which the target corporation is included in a consoli-
dated return of the acquiring corporation. Where, for example,
there is an adjustment to the purchase price for its stock based on
post-acquisition date earnings of the target corporation, there may
be additional amounts of recapture income. Such additional income
is to be separately accounted for and may not be absorbed by losses
or deductions of other members of the acquiring corporation’s af-
filiated group.

Definition of purchase

The term “purchase” is defined as it is under present law (sec.
334(b)3)) to exclude acquisitions of stock with a carryover basis or
from a decedent, acquisitions in an exchange to which section 351
applies, and acquisitions from a person whose ownership is attrib-
uted to the acquiring person under section 318(a). Attribution
under section 318(a)4) relating to options will be disregarded for
this purpose. However, if, as a result of a stock purchase, the pur-
chasing corporation is treated under section 318(a) as owning stock
in a third corporation, the purchasing corporation will be treated
as having purchased stock in such third corporation but not until
the first day on which ownership of such stock is considered as
owned by the purchasing corporation under section 318(a). This
rule may be illustrated by the following example:

Assume a target corporation and a third corporation each have
only one class of stock outstanding and that the target corporation
owns 50 percent of the stock of the third corporation. The purchas-
ing corporation purchases 20 percent of the target corporation on
each of five separate dates, January 1, April 1, July 1, October 1,
and December 31, 1983. Under section 318(a), no portion of the
stock of the third corporation is constructively owned by the pur-
chasing corporation until July 1, 1983, the date on which its owner-
ship of the target corporation first exceeds 50 percent (sec.
318(a)2)(C)). On that date, the purchasing corporation is treated as
purchasing 30 percent (60 percent of 50 percent) of the third corpo-
ration. By virtue of the remaining purchases of the target corpora-
tion stock, the purchasing corporation will be treated as having
purchased 50 percent of the third corporation’s stock by December
31, 1983. If, by June 30, 1984 (the end of the 12-month acquisition
period applicable to the third corporation), either the purchasing
corporation or the target corporation purchases an additional 30
percent of the third corporation, an election, if made for the target
corporation, would also apply to the third corporation.

In the above example, the amount for which the assets of the
third corporation are treated as sold (and purchased) is determined
by reference to the portion of the price paid for the target corpora-
tion’s stock allocable to the 50-percent interest in the third corpora-
tion’s stock owned by the target corporation plus any amount paid
to purchase an additional 30 percent or more of such stock after
Depembex: 31, 1983, and within the remaining portion of the acqui-
sition period applicable to the third corporation.
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A purchase of over 80 percent but less than 100 percent of the
stock of a target corporation which in turn owns 80 percent of the
stock of a third corporation is not a qualified stock purchase with
respect to the third corporation because the purchasing corporation
has not acquired by purchase the requisite 80 percent of the third
corporation’s stock. This is so, even though the purchasing corpora-
tion, the target corporation, and the third corporation constitute an
affiliated group as defined in section 1504(a).

Consistency requirement

The rules require consistency where the purchasing corporation
makes qualified stock purchases of two or more corporations that
are members of the same affiliated group. For this purpose, pur-
chases by a member of the purchasing corporation’s affiliated
group, except as regulations provide otherwise, are treated as pur-
chases by the purchasing corporation. The consistency requirement
applies as well to a combination of a direct asset acquisition and
qualified stock purchase.

The consistency requirement applies with respect to purchases
over a defined “consistency period”’ determined by reference to the
acquisition date applicable to the target corporation. The “consist-
ency period” is the one-year period preceding the target corpora-
tion acquisition period plus the portion of the acquisition period up
to and including the acquisition date, and the one-year period fol-
lowing the acquisition date. Thus, if all the target corporation’s
stock is purchased on the same day by the purchasing corporation,
the one-year period immediately preceding and the one-year period
immediately following such day are included in the consistency
period. If, within such period, there is a direct purchase of assets
from the target corporation or a target affiliate by the purchasing
corporation, the rules require that the acquisition of the target cor-
poration be treated as an asset purchase.

The consistency period may be expanded in appropriate cases by
the Secretary where there is in effect a plan to make several quali-
fied stock purchases or any such purchase and asset acquisition
with respect to a target corporation and its target affiliates.

The consistency requirement is applied to an affiliated group
with reference to a target corporation and any ‘“target affiliate.” A
corporation is defined as a “target affiliate” of the target corpora-
tion if each was, at any time during that portion of the consistency
period ending on the acquisition date of the target corporation, a
member of an affiliated group that had the same common parent.
An affiliated group has the same meaning given to such term by
section 1504(a) (without regard to the exceptions in sec. 1504(b)).
This definition also applies in determining whether a purchase is
made by a member of the same affiliated group as the purchasing
corporation.

An acquisition of assets from a target affiliate during the consist-
ency period applicable to the target corporation will require the
qualified stock purchase of the target corporation to be treated as a
purchase of assets.

Where there are, within a consistency period, only qualified
stock purchases of the target corporation and one or more target
affiliates by the purchasing corporation, an election with respect to
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the first purchase will apply to the later purchases. A failure to
make the election for the first purchase will preclude any election
for later purchases. .

The application of the consistency requirements are illustrated
in the following examples:

Example 1

The acquiring corporation makes a qualified stock purchase of
T's stock and within a one-year period purchases assets from a
target affiliate of T. The acquiring corporation is deemed to have
mfi\)clle an election with repect to T as of the acquisition date appli-
cable to T.

Example 2

The acquiring corporation makes a qualified stock purchase of
T’s stock and makes the election within 75 days of the acquisition
date. The acquiring corporation is treated as having acquired by
purchase the stock of any other corporation owned by T actually or
constructively which is attributed to the acquiring corporation
under section 318(a) (other than sec. 318(a)(4)). To the extent that
such treatment results in qualified stock purchases by the acquir-
ing corporation of other corporations actually or constuctively
owned by T, the election with respect to T applies to all such cor-
portions. Each such corporation will be treated as having sold (and
as having purchased as a “new’’ corporation) its assets on the ac-
quisition date with respect to T. Gain or loss will not be recognized
to the extent gain or loss is not recognized under section 337. The
deemed sale price of the assets will be determined by reference to
the amount allocated to the stock of each selling corporation as a
result of the qualified stock purchase and election with repect to T.

Example 8

P, an acquiring corporation, makes a qualified stock purchase of
all the stock of corporation T on February 1, 1983. No election is
made. On December 1, 1983, P makes a qualified stock purchase of
all the stock of corporation U, a target affiliate of corporation T.
No election may be made with respect to corporation U.

In applying these rules, acquisitions of assets pursuant to sales
by the target corporation or a target affiliate in the ordinary
course of its trade or business and acquisitions in which the basis
of assets is carried over will not cause the consistency require-
ments to apply. The sale by a target corporation will be considered
as a sale in the ordinary course of business for this purpose even
though it is not customary in the course of the selling corporation’s
business provided it is a transaction that is a normal incident to
the conduct of a trade or business, such as a sale of used machinery
that was employed in the seller’s trade or business.

To prevent avoidance of the consistency requirements, the bill
authorizes the Secretary to treat stock acquisitions pursuant to a
plan and satisfying the 80-percent requirement to be treated as
qualified stock purchases even though they are not otherwise so de-
fined. For example, an acquiring corporation may acquire 79 per-
cent of the stock of a target corporation and, within a year, pur-
chases assets from such corporation or a target affiliate pianning to
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purchase the remaining target corporation stock more than one
year after the original stock purchase. The Secretary may under
these circumstances treat the purchase of the target corporation’s
stock as a deemed sale of its assets by the target corporation. The
bill also authorizes such regulations as may be necessary to ensure
that the requirements of consistency of treatment of stock and
asset purchases with respect to a target corporation and its target
affiliates are not circumvented through the use of other provisions
of the law or regulations, including the consolidated return regula-
tions.

Effective Date

The treatment prescribed for qualified stock purchases applies to
any target corporation with respect to which the acquisition date
occurs after August 31, 1982,

d. Revenue effect

It is estimated that these provisions will increase budget receipts
by $693 million in fiscal year 1983, $824 million in 1984, $745 mil-
lion in 1985, $661 million in 1986, and $572 million in 1987.



10. Accounting Methods
a. Completed contract method of accounting (sec. 231 of the bill)
Present Law

Overview

A taxpayer who enters into long-term contracts may elect to use
one of four accounting methods to account for the income and ex-
penses attributable to such contracts. Long-term contracts general-
ly are building, installation, construction, or manufacturing con-
tracts that are not completed by the end of the taxable year in
which they were entered into. A manufacturing contract is not a
long-term contract unless it involves the manufacture of either (1)
unique items of a type not normally carried in the finished goods
inventory of the taxpayer or (2) items that normally require more
than 12 months to complete.

The four methods used to account for long-term contracts are the
cash method, the accrual method, the percentage of completion
method, and the completed contract method. The cash and accrual
methods are methods applicable to all types of income of all tax-
payers generally. The percentage of completion method and the
completed contract method apply only to long-term contracts.

Cash method

Under the cash method, income is reported for the year in which
it is actually or constructively received. Deductions generally are
taken for the year in which actually paid. Therefore, a’ taxpayer
who uses the cash method to account for income and expenses for
long-term contracts includes payments in income when received
(either before or after completion of the contract) and takes deduc-
tions for expenses when actually paid.

Accrual method

Under the accrual method, income is generally reported when all
the events have occurred which fix the right to receive such
income and the amount thereof can be determined with reasonable
accuracy, regardless of when it is received. Where the taxpayer ac-
crues income on shipment, delivery, or acceptance under the accru-
al method, advance payments under a long-term contract are in-
cludible at the time of shipment, delivery, or acceptance.

_If an accrual basis taxpayer does not use inventories in connec-
tion with a long-term contract, deductions generally are allowed for
the year in which all events have occurred which determine the
fact of liability and the amount thereof can be determined with
reasonable accuracy. If the taxpayer uses inventories, costs alloca-
ble to inventory are accumulated until the inventory is shipped, de-
livered, or accepted.

(198)
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Percentage of completion method

Under the percentage of completion method (which is used only
for long-term contracts), income is recognized according to the per-
centage of the contract that is completed during each taxable year.
The computation of how much of the contract is completed during
a taxable year may be made by comparing (1) the costs incurred
during the year to the total estimated costs of the contract or (2)
the physical work performed on the contract during the year to the
total estimated work to be performed. Expenses of the long-term
contract are deductible for the year in which paid or incurred.

Completed contract method

Overview

Under the completed contract method (which is used only for
long-term contracts), income and costs from the contract generally
are reported for the year in which the contract is completed.

Completion of the contract

Present Treasury regulations (§ 1.451-3) provide that a contract
will not be considered completed until final completion and accept-
ance have occurred. Nevertheless, a taxpayer may not delay com-
pletion of a contract for the principal purpose of deferring Federal
income tax. For a subcontractor who completes his work on a long-
term contract before completion of the entire contract, “final com-
pletion and acceptance” of the contract is deemed to occur for the
subcontractor when the subcontractor’s work has been completed
and has been accepted by the party with whom he has contracted.
In cases where there is a contract dispute after the taxpayer has
tendered the subject matter of the long-term contract to the pur-
chaser, special rules are provided to determine when income and
costs are to be taken into account.

Severing and aggregating contracts

Present Treasury regulations also provide that it may be neces-
sary to treat one agreement as several contracts or several agree-
ments as one contract in order to clearly reflect the income of the
taxpayer. Whether one agreement is severed or several agreements
are aggregated depends on all the facts and circumstances. Gener-
ally, one agreement will not be treated as several contracts unless
either (1) the agreement contemplates separate delivery or separate
acceptance of portions of the subject matter of the contract or (2)
there is no business purpose for entering into one agreement
rather than several. Generally, several agreements will not be
treated as one contract unless either (1) the several agreements
would be treated as a single agreement under customary commer-
cial practice in the taxpayer’s trade or business or (2) there is no
business purpose for entering into several agreements rather than
one. The fact that one agreement would not have been made on the
agreed-upon terms if the same parties had not made a second
agreement is evidence that the two agreements should be treated
as a single contract.
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Deduction of expenses

Under the completed contract method, expenses allocable to the
contract (commonly referred to as “contract costs”) are deductible
for the year in which the contract is completed. Expenses that are
not allocated to the contract (commonly referred to as “period
costs”’) are deductible for the year in which they are paid or in-
curred.

Under existing regulations, contract costs include all direct ex-
penses and indirect expenses that are incident and necessary to the
performance of the contract, with the following exceptions (which
are currently deductible as period costs):

(a) Marketing and selling expenses, including bidding ex-
penses;

(b) Advertising expenses;

(c) Other distribution expenses;

(d) General and administrative expenses which benefit the
taxpayer’s business as a whole;

(e) Interest;

(f) Research and development expenses;

(g) Losses, under section 165 and the regulations thereunder;

(h) Percentage depletion in excess of cost depletion;

() Depreciation on idle equipment and, for other equipment,
tax depreciation in excess of book depreciation;

() Income taxes:

(k) Pension and profit-sharing contributions and other em-
ployee benefits;

(<li) Costs attributable to strikes, rework, scrap, and spoilage;
an

(m) Officer compensation which benefits the taxpayer’s activ-
ities as a whole.

Reasons for Change

The committee believes that the present rules relating to the
completed contract method of accounting need to be changed be-
cause the income of some taxpayers using that method of account-
ing is not being clearly reflected. The method has not resulted in a
clear reflection of income due, in part, to deferral of the completion
of the contract for tax purposes by reason of contractual obliga-
tions that are merely incidental to the taxpayer’s obligation to
build, construct, install, or manufacture the subject matter of the
contract. Also, completion of contracts has been deferred for tax
purposes by treating certain agreements as a single contract for
several units rather than several contracts for single units, even
though each unit is delivered or accepted separately and has been
separately and independently priced. The committee believes,
therefore, that Treasury should amend its regulations to prevent
this inappropriate deferral of income.

In addition, clear reflection of income under the method has not
occurred in certain cases because many significant costs that are
incident to and necessary for the performance of long-term con-
tracts currently are treated as period costs and, therefore, are not
matched with the income to which they relate. This problem is of
less concern in the case of contracts that are completed in a rela-
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tively short period of time, e.g., two years or less. Therefore, the
committee believes that Treasury should amend its regulations to
require, generally, that, in the case of contracts expected to take
more than 24 months to complete, costs that directly benefit, or are
incurred by reason of, such extended period long-term contracts
should be allocated to such contracts. However, in the case of con-
struction contracts, which the committee understands usually have
less than a 36 months duration, the committee is concerned that
many small businesses would be unduly burdened by a require-
ment to allocate more indirect costs to long-term contracts. There-
fore, the committee believes it is appropriate that construction con-
tracts that are expected to be completed within 36 months should
not be subject to the new cost allocation rules. Also, in the case of
small businesses with average annual gross receipts of no more
than $25 million, the committee believes it is appropriate to
exempt all construction contracts of such businesses from the new
cost allocation rules.

The committee recognizes that the new cost allocation rules will
have a significant impact on certain taxpayers. Therefore, as a
transition rule, the committee believes it is appropriate to phase in
the new cost allocation rules over a 3-year period.

Explanation of Provision

The committee bill directs the Treasury to modify its regulations
relating to the determination of when a contract is completed and
when agreements should be severed or aggregated. Also, the Treas-
ury is directed to modify its regulations relating to the use of the
accrual method of accounting with respect to long-term contracts.
The committee intends that these modified rules would prevent un-
reasonable deferral of recognition of income and will apply to all
taxpayers who use either the completed contract method of ac-
counting or the accrual method of accounting.

The committee bill also directs the Treasury to modify its regula-
tions relating to the allocation of costs to long-term contracts.!
Except as provided in the case of certain construction contracts,
costs that are treated as period costs under present law will be allo-
cated to long-term contracts if such costs either directly benefit, or
are incurred by reason of, contracts that are not estimated to be
completed within 24 months (extended period long-term contracts).
These costs include the following: .

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

(2) Distribution expenses, such as shipping costs;

(3) General and administrative expenses properly allocable to
long-term contracts under regulations to be prescribed by the
Secretary;

(4) Research and development expenses that either are di-
rectly attributable to particular long-term contracts existing
when the expenses are incurred or are incurred under an
agreement to perform research and development;

1In order to prevent avoidance of the new cost allocation rules, it is anticipated that Treasury
may be required to amend both the regulations relating to the completed contract method and
the regulations relating to the full absorption inventory costing method.
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(5) Depreciation, capital cost recovery, and amortization for
equipment and facilities currently being used, to the extent it
exceeds depreciation reported by the taxpayer for financial ac-
counting purposes;

(6) Pension and profit-sharing contributions representing cur-
rent service costs and other employee benefits;

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

(8) Percentage depletion in excess of cost depletion.

Costs that would continue to be currently deductible include the
following:

(1) Interest;

(2) Marketing, selling, and advertising expenses;

(3) Bidding expenses for contracts not awarded to the taxpay-
er;

(4) Research and development expenses neither directly at-
tributable to particular long-term contracts existing when the
expenses were incurred nor incurred under an agreement to
perform such research and development;

(5) Losses under section 165 and the regulations thereunder;

(6) Depreciation, capital cost recovery, and amortization for
idle equipment and facilities;

(7) Income taxes attributable to income received from long-
term contracts;

(8) Pension and profit-sharing contributions representing
past service costs;

(9) Costs attributable to strikes; and

(10) General and administrative expenses not allocable to
long-term contracts under regulations to be prescribed by the
Secretary.

With respect to general and administrative expenses, the com-
mittee intends that the Treasury will issue regulations that require
additional costs to be allocated to extended period long-term con-
tracts, i.e., those costs that directly benefit or are incurred by
reason of the performance of extended period long-term contracts.
Costs may directly benefit extended period long-term contracts of
the taxpayer even though the same type of costs also benefit other
activities of the taxpayer.

These new contract cost allocation rules will not apply in the
case of construction contracts entered into in a taxable year if the
taxpayer’s average annual gross receipts from all businesses over
the 3 preceding taxable years is $25 million or less. For purposes of
this rule, all trades or businesses under common control will be
treated as one taxpayer. The determination of “common control”
will be made in a manner consistent with the principles of section
52. In order to prevent abuse of the gross receipts test, the Treas-
ury will prescribe any regulations necessary to deal with taxpayers
who engage in construction contracts through partnerships, joint
ventures, and corporations.

Also, the new contract cost allocation rules will not apply to any
other taxpayer in the case of a construction contract that is expect-
ed to be completed within 36 months. For purposes of these special
rules, a “construction” contract is a contract for the building or
construction of an improvement to real property or the installation
of integral components of an improvement to real property. An im-



203

provement to real property includes buildings, roads, dams, and
similar property. Thus, for example, a contract for the installation
of elevators in an office building is a construction contract. A con-
tract to build elevators, on the other hand, is not a construction
contract.!

For purposes of determining the expected length of time required
to complete a contract, the beginning of the contract will be the
time it is estimated that any costs allocable to the contract (other
than bidding expenses) will first be incurred. The new contract cost
allocation rules will be used to make this determination. The deter-
mination of the expected duration of the contract will be made
when the contract is entered into.

Effective Date

The provisions of the committee bill relating to contract cost allo-
cation rules will apply to costs incurred in taxable years beginning
after December 31, 1982 with respect to contracts entered into after
December 31, 1982. During a transition period, however, a percent-
age of the costs that would be treated as contract costs under the
new allocation rules may, nevertheless, be deducted currently. The
{)ercentage of these costs that may be currently deducted is as fol-
ows:

For taxable year beginning in 1983, the currently deductible per-
centage is 66%s;

For taxable year beginning in 1984, the currently deductible per-
centage is 33%s; and

For taxable year beginning in 1985 and later years, the currently
deductible percentage is 0.

No adjustment shall be made under section 481 by reason of a
taxpayer’s change in method of accounting for contract and period
costs required by the committee bill. Such a change would include
a change in method of accounting necessitated or permitted under
the $25 million gross receipts test for construction contracts.

The other provisions of the committee bill, which relate to com-
pletion of a contract and contract aggregation and severance, apply
to taxable years ending after December 31, 1982. In the case of a
contract that the taxpayer has not treated as completed before the
end of the taxpayer’s first taxable year ending after December 31,
1982, such contract will be treated as completed in such taxable
year if, under the regulations to be prescribed as directed by the
committee bill, such contract would be considered completed in
such taxable year or any earlier taxable year.

Revenue Effect

It is estimated that this provision will increase budget receipts
by.$822 million in fiscal year 1983, $2,285 million in 1984, $2,535
million in 1985, $2,390 million in 1986, and $2,559 million in 1987.

1Where a contract covers both the manufacture and installation of an improvement to real
property, an allocation between income and costs attainable to manufacture and installation
must be made.



b. Annual accrual accounting method for corporate joint ventures
of sugar producers (sec. 232 of the bill and sec. 447(g) of the
Code)

Present Law

Under present law, the taxable income from farming of a corpo-
ration (or a partnership of which a corporation is a partner) gener-
ally must be computed using the accrual method of accounting
with the capitalization of preproductive period expenses (sec.
447(a)). Preproductive period expenses are expenses (other than in-
terest, taxes, or losses from casualty, drought, or disease) attributa-
ble to property having a crop or a yield that are incurred during
the preproductive period of such property. The preproductive
period for property is generally the period before the disposition of
the property or the disposition of the first marketable crop or yield
from the property.

This requirement, however, does not apply to subchapter S corpo-
rations, certain family corporations, or small corporations that
meet a gross receipts test. Such corporations, and partnerships
which have no other type of corporation as a partner, may use the
cash method of accounting and may deduct preproductive period
expenses when they are paid. The requirement to use the accrual
method with the capitalization of preproductive period expenses
also does not apply to the business of operating a nursery or a sod
farm or the business of forestry or the growing of timber.

A special rule provides that certain corporations may use the
“annual” accrual method of accounting (sec. 447(g)). Under the
annual accrual method of accounting, preproductive period ex-
penses are not capitalized, but are deducted currently. Corpora-
tions that qualify for this special rule are corporations that raise
crops (such as sugar cane) which are harvested at least 12 months
after planting. In addition, the corporation must have used the
annual accrual method for the 10-year period ending with its first
taxable year beginning after 1975, and must have continued to use
such method for each taxable year after its first taxable year begin-
ning after 1975.

In the case of a corporation that acquired substantially all the
assets of a farming trade or business from another corporation in a
transaction in which neither corporation recognized any gain or
loss, the acquiring corporation is treated as having used the annual
accrual method for the period such method was used by the prede-
cessor corporation to compute the taxable income from the ac-
quired farming business.

(204)
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Reasons for Change

The committee believes that the present law relating to corpora-
tions which are permitted to use the annual accrual method unfair-
ly discriminates against certain corporate joint ventures that grow
sugarcane. Under present law, if a corporation is permitted to use
the annual accrual method for a farming business, a corporation
that acquires the business in a tax-free reorganization is also per-
mitted to use the annual accrual method for the business. A part-
nership, however, that acquires such a business in a similar tax-
free transaction is not permitted to use the annual accrual method
if any of the partners is a corporation. The committee believes that
a partnership, each of the partners of which is a corporation that
engages in the business of growing sugarcane, other than a sub-
chapter S corporation or personal holding company, should be
treated the same as a corporation. Thus, if the annual accrual
method is used by a corporation for the business of growing sugar-
cane and the business is contributed to such a partnership in ex-
change for an interest in the partnership, the partnership should
ge allowed to continue to use the annual accrual method for the

usiness.

Explanation of Provision

Under the bill, a “qualified partnership” generally will be treat-
ed the same as a corporation for purposes of the annual accrual ac-
counting rules of section 447(g). Under the bill, a qualified partner-
ship is defined as a partnership in which each partner is a corpora-
tion that engages in the business of growing sugarcane, other than
a subchapter S corporation or a personal holding company. A cor-
poration engages in the business of growing sugarcane if substan-
tially all of its activities involve the growing of sugarcane. The
qualified partnership would have to meet the same general require-
ments that apply to corporations under present law. Thus, for ex-
ample, the qualified partnership would have to be engaged in a
farming business in which crops are raised that are harvested at
least 12 months after planning.

The -qualified partnership would also have to meet the require-
ment relating to continuous use of the annual accrual method. For
this purpose, the bill provides a special rule analogous to the rule
for transfers of a farming business from one corporation to another
corporation. Under the special rule, if a partner of a qualified part-
nership has contributed a farming business to the partnership in
exchange for a partnership interest, the qualified partnership
would be treated as having used the annual accrual method for any
period the contributing partner had used such method to compute
its taxable income from the business.

Thus, for example, if a corporation that is permitted to use the
annual accrual method with respect to a sugarcane growing busi-
ness contributes substantially all of the assets of the business to a
qualified partnership in exchange for an interest in the partner-
ship, the qualified partnership would be permitted to use the
}a;nn_ual accrual method to compute the taxable income from the

usiness.

96-028 0 - 82 -~ 14



206

Effective Date

The provision applies to taxable years beginning after December
31, 1982,

Revenue Effect

The provision is estimated to result in an insignificant revenue
loss.



11. Public utility dividend reinvestment plans (sec. 243 of the bill
and sec. 305 of the Code)

Present Law

Public utility corporations may set up dividend reinvestment
plans under which shareholders electing to receive distributions in
the form of common stock, rather than money or other property,
may exclude up to $750 per year ($1,500 in the case of a joint
return) of the stock distribution from income. These amounts gen-
erally are taxed as capital gains when the stock is sold, if the stock
has been held for at least 12 months.

19%‘(}518 provision applies to distributions made after 1981 and before

Reasons for Change

The committee decided that an appropriate way to raise rev-
enues would be to reassess tax incentive provisions that are too
narrowly focused. The general objective of the reexamination was
to retain the business tax incentives with the broadest, most neu-
tral, stimulation to investment.

Tax-favored public utility dividend reinvestment diverts capital
away from other industries which would make more productive in-
vestments if they had an even opportunity to raise funds in capital
markets. Many firms, other than public utilities, have dividend re-
investment programs for shareholders, that do not rely upon spe-
cial tax benefits. The committee believes that it is more preferable
to direct business in need of capital to the capital markets, where
there is a more neutral assessment of probable profits.

In addition to the foregoing general reasons to repeal the provi-
sions, the committee took note of inequitable effects among indi-
vidual taxpayers. This tax benefit provides for lower tax liability to
an individual whose portfolio contains stocks with qualified public
utility dividend reinvestment plans than to another individual with
the same pretax income who holds different types of stocks. This
provision also provided a windfall benefit to many taxpayers who
alrezdy owned public utility stock before the tax benefit was en-
acted.

Explanation of Provision

The dividend reinvestment provision is repealed for distributions
n;.?de after December 31, 1982. Stock distributed in 1982 will be un-
affected. '

Effective Date

31The provision is effective for distributions made after December
, 1982.
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Revenue Effect

The revenue gain is expected to be $149 million in fiscal year
1983, $416 million in 1984, and $449 million in 1985.



12. Amortization of original issue discount on bonds (sec. 236 of
the bill and secs. 163 and 1232 and new sec. 1232A of the
Code)

Present Law

Tax treatment of corporate original issue discount bonds

Normally, a bond is issued at a price approximately equal to the
amount for which the bond will be redeemed at maturity, and the
return to the holder of the bond is entirely in the form of periodic
interest payments. However, in the case of original issue discount
(OID) bonds, the issue price is below the redemption price, and the
holder receives some or all of his return in the form of price appre-
ciation. The spread between the issue price and redemption price is
the original issue discount. The extreme case of an OID bond is a
zero coupon bond, on which there are no periodic interest pay-
ments, and the holder’s entire return comes from price apprecia-
tion.

Under present law, for bonds which are issued by a corporation
and for which the period between the issue date and the stated ma-
turity date is more than one year, the original issue discount is
treated as accruing in equal monthly installments over the life of
the bond. Thus, an issuer of an OID bond deducts, as interest, both
any periodic interest payments and a ratable portion of the origi-
nal issue discount each year, and the holder of the bond includes
this same amount in income. For example, if a corporation issues a
$1,000, 25-year bond paying a $70 annual coupon for an issue price
of $500, it would deduct $90 for each full year over the life of the
bond ($70 annual coupon plus Yasth of the $500 original issue dis-
count). The original holder of the bond would also report $90 of
income for each full year he holds the bond. The basis of the bond
in the hands of the holder is adjusted for the discount required to
be included in income. Amounts included in income as original
issue discount for each purchaser after the original holder are re-
duced by spreading any purchase premium (the excess of the pur-
chase price over the issue price plus previous OID income inclu-
sions) over the remaining life of the bond and deducting it on a rat-
able monthly basis from OID included in income.

For corporate bonds for which the period between the issue date
and the stated maturity date is one year or less, the holder does
not accure income ratably; instead, gain on sale or exchange, or re-
demption, is treated as interest income to the extent of what would
have been the accrued OID.

Present statutory rules explicitly prescribe the treatment of OID
only with respect to holders of corporate and taxable government
obligations that are capital assets in the hands of the holder (sec.
1232). The rule for holders of short-term corporate bonds is in sec-
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tion 1.1232-3A(b)2) of the income tax regulations. For corporate is-
suers, the analogous rules governing the deduction of OID are pre-
scribed by section 1.163-4 of the income tax regulations. The treat-
ment of issuers prescribed by the regulations applies to both cash
and accrual basis issuers. This regulatory treatment of corporate is-
suers achieves substantial parity of treatment between issuers and
the holders of corporate bonds, who are required by section 1232 to
include OID in taxable income ratably over the life of the bond.

Tax treatment of noncorporate original issue discount bonds

The statutory rules applicable to holders of OID bonds (sec. 1232)
do not require OID on noncorporate bonds to be included in income
ratably over the life of the bond. For government bonds, such rules
require ordinary income treatment of the portion of any gain from
the sale or redemption consisting of accrued OID. A cash basis
holder of noncorporate bonds defers the inclusion of OID in income
until the bond is sold or redeemed.

Example comparing corporate OID and ordinary bonds

Assume a 15-percent interest rate. Suppose a business wants to
borrow $1 and then borrow at the end of the year to pay all inter-
est charges for the year, and repeat this sequence each year for 30
years. Its interest payments would be 15 cents in the first year,
17.3 cents the second year (15 percent interest on the outstanding
balance of $1.15), and so on, and would grow exponentially, eventu-
ally equaling $8.64 in the 30th year. At the end of 30 years, the
overall debt would mount up to $66.21. A total of $65.21 in interest
would be paid, and deducted, over the period, but the deductions
would start small and grow.

The taxpayer could achieve the same substantive result by issu-
ing a zero-coupon bond at a price of $1 redeemable for $66.21 in 30
years. However, by using the OID bond, the taxpayer can obtain a
deduction of $2.17 each year ($65.21 divided by 30). Thus, the OID
bond allows larger interest deductions in early years than borrow-
ing the same amount with ordinary loans. In this example, the tax-
payer deducts in the first year more than twice the amount bor-
rowed and more than 14 times the real interest. Conversely, the
purchaser of the OID bond includes more interest in his income in
early years than the purchaser of an ordinary bond.

Table 1 shows the different patterns of deductions for the issuer
and income inclusion for the holder between a zero-coupon bond
and borrowing with ordinary loans under present law.
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TABLE 1.—COMPARISON OF INTEREST DEDUCTIONS AND INCOME INCLUSION BETWEEN BORROWING
$1 WITH ZERO-COUPON BONDS AND WITH ORDINARY LOANS UNDER PRESENT LAW

[Dollars)

Year omry Zer(mgpon Difference

1982 0.150 2.174 2.024
1983 173 2.174 2.001
1984 .198 2.174 1.976
1985 228 2.174 1.946
1986 .262 2.174 1912
1987 .302 2.174 1.872
1988 347 2.174 1.827
1989 .399 2.174 1775
1930 459 2.174 1.715
1991 528 2.174 1.646
1992 607 2.174 1.567
1993 .698 2.174 1.476
1994 803 2.174 131
1995 923 2.174 1.251
1996 1.061 2.174 1113
1997 1221 2.174 953
1998 1.404 2.174 170
1999 1614 2.174 560
2000 1.856 2.174 318
2001 2.135 2.174 039
2002 2.455 2174 281
2003 2.823 2174 —.649
2004 3.247 2174 -1.073
2005 3734 2174 1560
2006 4.294 2174 =212
2007 4.938 2174 2764
2008 5.679 2174 —3.508
2009 6.530 2174 —435
2010 1.510 2174 5336
2011 8.636 2174 —6.462
Total 65212  65.212 0

Present value (computed at 8.1 percent after-tax rate) 11.738 24.245 12.505

Assumptions

Ordinary bond: Taxpayer borrows $1 in 1981 and borrows every year to pay the
interest on the outstanding indebtedness. Interest rates remain at 15 percent. All
debt repaid in 2011.

. Zero-coupon bond: Taxpayer issues bond for price of $1 with no coupon, maturing
in 30 years at a price of $66.21 (15-percent yield to maturity).



Reasons for Change

The larger deductions allowed to issuers of OID bonds in the
early years of a bond’s term relative to deductions allowed issuers
of interest-bearing bonds not issued at a discount is a substantial
tax advantage to the former, an advantage that increases with the
term of the bonds. The current ratable OID amortization formula
was adopted at a time when interest rates were considerably lower
than at present and when the formula involved a much smaller
distortion. The current formula is significantly different from the
formula which issuers use to compute interest deductions on finan-
cial statements and does not represent a proper measurement of in-
terest costs to the issuer. There is no justification for providing
what is, in effect, a tax incentive for issuing long-term OID bonds.

Moreover, the larger income inclusion for OID bond purchasers
in early years, relative to purchasers of nondiscount bonds, unjusti-
fiably penalizes those who wish to take advantage of the opportuni-
ty the OID bond provides to guarantee the reinvestment of the in-
terest payments at the bond’s initial yield to maturity. Under pres-
ent law, only tax-exempt borrowers, such as pension funds, can
avoid this penalty.

The committee also believes that the treatment of holders of OID
bonds should be comparable, whether the bonds are corporate or
noncorporate obligations, and that the treatment of taxable, non-
corporate issuers of OID bonds should be comparable to the treat-
ment of corporate issuers.

Explanation of Provision

The committee bill provides new rules for computing the method
of amortizing original issue discount, using a method that parallels
the manner in which interest would accrue through borrowing
with interest-paying, nondiscount bonds.

Under the formula prescribed in the bill, the OID is allocated
over the life of the bond through a series of adjustments to the
issue price for each “bond period.” The adjustment to the issue
price for any bond period is determined by multiplying the adjust-
ed issue price (i.e., the issue price as increased by adjustments prior
to the beginning of the bond period) by the bond’s yield to maturity
and then by subtracting the interest payable during the bond
period.! The adjustment to the issue price for any bond period is
the amount of the OID allocated to that bond period.

Except as regulations may provide otherwise, a bond period for
any given bond is each one-year period beginning on the date of
issue of the bond and each anniversary thereof, or the shorter
period to maturity for the last bond period. The increase in the ad-
Justed issue price for any bond period is allocated ratably to each
day in the bond period.

* Assume that a bond is issued at a price P,, pays an annual coupon i, and is redeemable inN
years for a price of one dollar. The yield to maturity (r) is the solution to the following equation:

Po=i/r{1 - 1/(14+ ™+ 1/Q+ 1

The adjustment to the issue price in the first bond year is given by Pi—P,=rP,—i. .

In general, if the adjusted issue price at the beginning of bond period t is P, the increase in
the adjusted issue price during that bond period will be Py —P-;=rP,—;—i.

The bond holder will include in income, and the bond issuer will deduct, the increase in the
adjusted issue price plus the cash interest. For bond period t, this will be rP;—.

(212)
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Each bond-holder must include in income the sum of the daily
portions of OID so determined for each day during the taxable year
the bond is held. When the taxable year of a holder overlaps more
than one bond period (which will generally be the case unless the
bond period happens to coincide with the holder’s taxable year),
the holder must include the appropriate daily portions for each of
the relevant bond periods. The daily portions of OID includible in
income or deductible will be reflected in the current earnings and
profits of corporate bondholders and issuers.

As under present law, an offset to the amount included in
income is allowed for subsequent holders purchasing at a price ex-
ceeding the issue price plus the daily portions of OID for all days
prior to the purchase. For this purpose, such excess purchase price
is allocated over the total number of days commencing with the
purchase date through the day before the date of maturity. The
transferee, not the transferor, is required to take into income the
daily portion for the date of transfer.

Regulations are authorized to prescribe rules for the proper
income inclusion where, because of varying interest rates, put or
call options, or other circumstances, the statutory formula does not
provide an inclusion that accurately reflects the income of the
holder. This will include, among other cases, an early redemption
where, at the time of original issue, there was an intention to call
before maturity (the case covered by sec. 1232(a)(2) (A) and (B) of
present law).

The new rule governing corporate OID bonds will be extended to
obligations issued by noncorporate issuers other than natural per-
sons. The OID income inclusion rules will thus apply to taxable dis-
count government obligations and, for example, to discount obliga-
tions issued by a partnership after June 9, 1982. As under present
rules for corporate bonds, the new OID income inclusion rules will
apply only to bonds with a maturity date more than one year after
the issue date. For bonds with a maturity of one year or less, gain
on sale or redemption will be treated as interest income to the
extent of what would have been accrued OID. However, tax-exempt
bonds, United States Savings Bonds, and Treasury bills will be ex-
cluded from the new rules.

The existing rule requiring ratable monthly inclusion of OID on
(igrs'%orate bonds will be continued for bonds issued before May 4,

The new rules and the rules continuing existing law for pre-
May 4 corporate bonds will both be included in a new Code section
1232A. As under present law, the basis of a bond will be increased
for OID included in income, and the existing exceptions will be con-
tinued for bonds purchased at a premium and bonds held by a life
Insurance company to which section 818(a) applies. As in the case
of corporate OID bonds under present law, the new income inclu-
sion rules for OID will apply only to bonds that constitute capital
assets in the hands of the holder. The definitional rules of section
1232(b) will continue to apply to the determination of original issue
discount.

The aggregate daily portions of OID determined under the new
rules that accrue during the taxable year of the issuer are the
amount that the issuer may deduct. For this purpose, the deduction
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is limited to the sum of the daily portions of OID accruing during
the issuer’s taxable year without regard to any offset available to
transferee holders. The rules governing the deduction for OID will
be added to the Code (new sec. 163(e)). The deduction for OID will
apply to all issuers of OID obligations (other than natural persons)
regardless of whether the issuer uses the cash or the accrual
method of accounting.

The bill would retain the rules of existing law that require gain
from the sale or redemption of corporate bonds issued on or before
May 27, 1969, and government bonds not subject to the new OID
rules (those issued or treated as issued, under the binding commit-
ment rule, before June 10, 1982) to be treated as ordinary income
to the extent of OID. Otherwise, present law continues to define
corporate and government bonds as capital assets, gain or loss from
the sale or redemption of which constitutes capital gain or loss.

Effective Date

The new rules applicable both to income inclusion and deduction
for OID with respect to corporate obligations apply to bonds issued
after May 3, 1982, other than bonds issued under a written binding
commitment entered into before May 4, 1982. The extension of the
rules for income inclusion and deduction of OID to obligations
issued by parties other than corporations applies to bonds issued
after June 9, 1982, other than those issued under a written binding
commitment entered into before June 10, 1982.

Revenue Effect

The revenue gain is expected to be $115 million in fiscal year
1983, $231 million in 1984, $367 million in 1985, $509 million in
1986, and $661 million in 1987.



13. Stripping of interest coupons from bonds (Sec. 237 of the bill
and new sec. 1232B of the Code)

Present Law

The holder of a bond or other debt instrument who sells the bond
with coupons attached between interest dates receives interest
income to the extent of interest accrued to the date of sale, and the
remainder of the sales proceeds is in exchange for the bond. This
treatment is prescribed by section 1.61-7 of the income tax regula-
tions. The bond holder may instead strip the unmatured interest
coupons from the bond and dispose of either the coupons or the
corpus of the bond (i.e., the right to receive the principal amount of
the bond at maturity), or both the coupons and the corpus in sepa-
rate transactions.

It is arguable that all of the taxpayer’s basis in the debt instru-
ment is allocated to the corpus, in which case a taxpayer who sells
the corpus and retains the coupons may claim a loss on the sale of
the stripped corpus equal to the difference between the amount for
which he bought the debt instrument (with coupons attached) and
the amount received for the corpus (without coupons). The loss, if
allowable, would generally be an ordinary loss if the taxpayer is a
dealer in such obligations or a bank. Otherwise, any loss allowable
would be a capital loss.

For the person who buys the stripped corpus, gain on any later
sale, or on redemption of the stripped corpus, is ordinary income to
the extent of the difference between what would have been the
value of the obligation with coupons attached at the time of its pur-
chase and the actual cost of acquisition. For the purchaser of de-
tached coupons, the coupons are a capital asset. The portion of the
purchase price equal to the interest accrued to the date of purchase
and taxed to the seller is, upon payment, a recovery of capital re-
ducing the buyer’s cost basis. Gain on the sale of the coupons may
be treated as a capital gain. However, if the coupons are redeemed,
the purchaser of the coupons has ordinary income equal to the dif-
ference between the amount received on redemption of each
coupon and the purchase price allocable to that coupon.

Most coupon-stripping transactions involve U.S. government or
agency obligations, but they may also involve tax-exempt obliga-
tions or taxable bonds issued by the private sector. For example,
assume that a broker-dealer sells a $100,000 U.S. Government 20-
year coupon bond with coupons detached for $8,000 immediately
after the bond is issued. The $92,000 may constitute an ordinary
loss to the seller. Also, the buyer of the stripped corpus who holds
it until maturity will report no income until maturity, when he or
she will report $92,000 of ordinary income. Thus, there is a tax de-
ferral on $92,000 of income.

(215)
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There is also a tax benefit to a purchaser of detached, unmatured
interest coupons. In substance, each coupon is like an original issue
discount bond, which should be subject to periodic inclusion rules.
Under present law, income is deferred until the coupon is sold or
redeemed.

Reasons for Change

Coupon stripping may permit income tax deferral through an ar-
tificial loss from selling the stripped bond, analogous to the defer-
ral formerly accomplished through straddles that was eliminated
by the Economic Recovery Tax Act of 1981 (Code secs. 263(g), 1092,
and 1256). Deferral through coupon stripping should be subject to
the same policy that eliminated deferral through straddles. Fur-
ther, allocating the entire cost of an obligation with interest cou-
pons to the corpus when a stripped bond or interest coupons are
disposed of is economically unrealistic.

Upon disposition of the stripped corpus or the detached, unma-
tured coupons, both the retained portion and the portion disposed
of represent the right to a fixed amount payable at a future date
that is purchased at a discount. The committee believes that the
periodic original issue discount (OID) inclusion rules applicable to
obligations issued at a discount provide the appropriate tax treat-
ment.

Explanation of Provision

The committee bill provides new rules under which, when a dis-
position separates ownership of a bond from the coupons detached
from it, the stripped corpus.and detached coupons are treated as
OID bonds issued by a corporation on the date of disposition and
are subject to the periodic income ‘inclusion rules applicable to
those bonds.

For the purchaser of a stripped bond, the excess of the stated re-
demption price at maturity over the portion of the purchase price
allocable to the bond is the OID allocable to the purchased bond. It
must be included in income periodically (under the new rules pro-
vided in section 236 of this bill) between the date of purchase and
the date the bond matures. For the purchaser of a stripped coupon,
the OID is the excess of the amount payable on the due date of the
coupon over the portion of the purchase price allocable to the
coupon. It must be included in income periodically (under the new
OID inclusion rules) between the date of purchase and the due date
of the coupon. The ratable share of the purchase price allocable to
the corpus or a coupon is determined on the basis of their respec-
tive fair market values on the date of purchase.

The seller of a stripped bond or stripped coupons must allocate
the basis, immediately before the disposition, of the bond with cou-
pons attached between the items retained and the items disposed
of. Subse.quent to the disposition, the seller will be required to treat
the retained items as OID bonds each having a purchase price
equal to the amount of basis allocated to that item. Similar rules
will apply to a person whose basis in a bond or coupon is deter-
mined by reference to the basis in the hands of a purchaser or
seller of a stripped bond or stripped coupons.
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The bill provides a special rule to deal with interest that has ac-
crued on the bond at the time the taxpayer strips a bond or a
coupon. Under this rule, interest accrued on the bond while the
taxpayer holds the bond must be included in taxable income at the
time the stripping occurs (just as would be the case had the entire
bond been sold), and the taxpayer increases his basis in the bond
by the amount of that accrued interest. This adjusted basis is then
allocated between the corpus and the coupons in relation to their
respective fair market values.

Under the new rules, no artificial loss can be created by selling a
stripped bond with a basis reflecting value attributable to detached
coupons. On the other hand, proceeds from the sale of stripped cou-
pons will not constitute income to the seller to the extent that the
seller’s basis in the bond with coupons attached is allocated to the
detached coupons. Instead, the retained items (either the detached
coupons or the stripped corpus), to the extent that the price pay-
able on maturity, or on the due date of the coupons, exceeds the
portion of the seller’s basis allocable to such retained items, will be
treated as OID bonds requiring the seller to include OID in income
under the new OID periodic income inclusion rules.

For the purchaser of a stripped bond, the excess of the redemp-
tion price over the purchase price must be taken into income under
the new OID income inclusion rules but will not be subject to the
requirement of present law converting gain on sale or redemption
into ordinary income to the extent the purchase price was reduced
because coupons were detached. The buyer of detached coupons
must also take the excess of the price payable on the due date of
the coupon over the purchase price into income under the new OID
income inclusion rules and thus will be unable to defer and convert
earned discount income into capital gain by selling coupons before
they mature.

For taxable stripped bonds purchased before the effective date of
the new rules, the bill continues the rule of present law requiring
ordinary income treatment for gain on a sale or redemption of a
bond corpus attributable to the difference in value of the bond with
and without coupons attached at the time of purchase. For obliga-
tions the interest on which is not includible in income under sec-
tion 103 (tax-exempt obligations), this rule of present law is pre-
served for bonds purchased after the effective date. The new OID
income inclusion rules will not apply in the case of tax-exempt
stripped bonds. However, the rule requiring a seller of a stripped
bond or detached coupons to allocate the basis of the bond with
coupons attached between the items retained and those disposed of
will apply to a tax-exempt bond. Thus, as in the case of taxable ob-
ligations, the seller of a stripped tax-exempt obligation will be
unable to create an artificial loss because basis is allocated to re-
tained coupons under the rules. Also, if tax-exempt coupons are
separately sold, there may be taxable gain on sale or redemption of
the retained stripped bond attributable to allocation of a portion of
the seller’s basis to the detached coupons.

_ The new rules providing the tax treatment for stripped bonds are
included in a new Code sec. 1232B. For purposes of applying these
rules, a bond includes a debenture, note, or other evidence of in-
debtedness, a “stripped bond” is defined as a bond issued with in-
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terest coupons where there is a separation in ownership between
the bond and any unmatured coupon, a “stripped coupon” is de-
fined as any coupon relating to a stripped bond, the “stated re-
demption price at maturity”’ has the same meaning as in existing
law (sec. 1232(b)(1)), and the term coupon includes any right to re-
ceive interest on a bond (whether or not evidenced by a coupon).

The bill repeals existing section 1232 (c) and (d) relating, respec-
tively, to the requirement of ordinary income treatment of bonds
with unmatured coupons detached and a cross-reference for special
treatment of face-amount certificates.

Effective Date

The rules apply generally where there is a sale after June 9,
1982, of either a stripped bond or stripped coupons.

Revenue Effect

The revenue gain is expected to be $56 million in fiscal year
1983, $88 million in 1984, $106 million in 1985, $127 million in
1986, and $153 in 1987.



14. Extension and revision of targeted jobs credit (sec. 241 of the
bill and sec. 51 of the Code)

Present Law

The targeted jobs credit is available, on an elective basis, for
hiring individuals from one or more of nine target groups. The
credit is equal to 50 percent of the first $6,000 of wages paid for the
first year of employment and 25 percent of the first $6,000 of wages
paid for the second year of employment to a target group individu-
al.
For purposes of the credit, an individual is a member of a target-
ed group if the individual is: (1) a vocational rehabilitation referral,
(2) an economically disadvantaged youth aged 18 through 24, (8) an
economically disadvantaged Vietnam-era veteran, (4) an SSI recipi-
ent, (5) a recipient of money payments under a State or local gener-
al assistance program, (6) an economically disadvantaged youth
aged 16 through 19 participating in a cooperative education pro-
gram, (7) an economically disadvantaged ex-convict, (8) an eligible
work incentive employee, and (9) an involuntarily terminated
CETA employee.

The targeted jobs credit currently is available for wages paid to
eligible individuals who begin work for the employer before Janu-
ary 1, 1983.

An authorization of $30 million of appropriations is provided for
fiscal year 1982 for the expenses of administering the certification
system and of providing publicity to employers. $5 million of the
amount appropriated is used to verify the certification of target-
group members using methods such as the depth verification of eli-
gibility for a sample of certified individuals.

Reasons for Change

The committee believes that experience with the targeted jobs
tax credit has been sufficiently promising to warrant its extension.
Furthermore, the committee has agreed to several changes de-
signed to make the provision more effective.

First, the committee believes that the credit should be extended
for 3 more years.

Second, the committee has decided that the targeted jobs tax
credit should be modified in a manner to encourage summer youth
employment of economically disadvantaged teenagers. This is ac-
complished by expanding eligibility and increasing the amount of
the credit for the hiring of economically disadvantaged youths who
are 16 or 17 years of age for any 90-day period between May 1 and
September 15.

_Third, the committee believes that the credit for hiring coopera-
tive education students should be available whether or not those
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individuals are members of economically disadvantaged families,
Since this will greatly increase the number of qualified cooperative
education students, the committee also has decided to reduce the
amount of the credit for the hiring of those individuals.

Finally, the committee has decided that an amendment is needed
with respect to the availability of the credit for general assistance
recipients. The amendment is that recipients of non-cash, as well
as cash, assistance will be eligible for certification.

Expianation of Provision

The bill extends the time period for which the targeted jobs tax
credit will be available, adds an incentive for the hiring of summer
youth employment, modifies the definition of cooperative education
students and changes the amount of the credit with respect to the
hiring of those individuals, and clarifies the definition of qualified
general assistance programs.

Extension of credit

The bill extends the targeted jobs tax credit for three more years.
Under the bill, the credit is available for wages paid to individuals
who begin work for the employer on or before December 31, 1985
Thus, if an eligible individual begins work on December 31, 1985,
the employer may claim credit for qualified first-year and qualified
second-year wages paid to that employee attributable to service
performed in 1986 and 1987 respectively.

The bill also extends the present authorization of appropriations
for administrative expenses, so that $30 million is authorized for
each of fiscal years 1983, 1984 and 1985. As under present law, $5
million of the amounts appropriated for each fiscal year is to be
used to test whether the certification system used by State employ-
ment security agencies adequately screens out individuals who are
not eligible for certification. In view of the committee’s continuing
concern about the extent to which the State agencies are certifying
as eligible individuals who are not members of a target group, the
committee intends that the Secretary of Labor report to Congress
on his study of verification at regular intervals, at least annually.

Summer youth employment

In order to encourage summer youth employment, the bill allows
employers to claim a tax credit for wages paid for the hiring of eco-
nomically disadvantaged youths, who are 16 or 17 years of age on
the hiring date, and who have not previously worked for the em-
ployer, for services attributable to any 90-day period between May
1 and September 15. With respect to any particular employer, an
employee could qualify only one time for this summer youth credit.

The maximum amount of wages eligible for the credit for this
target group will be $3,000. The credit is 85 percent of eligible
wages, for a maximum credit of $2,550.

If, after the end of the 90-day period, the employer continues to
employ a youth who is certified during the 90-day period as a
member of another target group, the limit on qualified first-year
wages will take account of wages paid to the individual while he or
she was a qualified summer employee. For example, suppose a
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qualified summer youth employee begins work for an employer on
May 15 and is paid $3,000 for wages attributable to services per-
formed during the next 90 days. During this period, the employee
obtains a second certification as a member of another targeted
group for which the credit rate is 50 percent for qualified first-year

~wages.” Since qualified first-year wages generally are limited to
$6,000 for services attributable to the 12-month period beginning
with the day the individual first begins work for the employer
(May 15), wages eligible for the 50-percent credit are limited to
$3,000 (the $6,000 limit minus the $3,000 paid to the individual
while he was a qualified summer youth employee). A credit fer
qualified second-year wages could then be claimed for wages attrib-
utable to the 12-month period beginning the following May 15. The
second certification will not be invalid merely because it was re-
quested or received after the individual begins work for the em-
ployer; only the first certification (as a qualified summer youth em-
ployee) must meet the requirement of section 51(d)(15) that a certi-
fication must be requested or received by an employer before the
day on which the individual begin work for the employer.

Cooperative education students

The bill eliminates the requirement that cooperative education
students be members of economically disadvantaged families in
order to be eligible for the credit. The bill also reduces the amount
gf credit that may be claimed for hiring cooperative education stu-

ents.

Under the bill, the credit for the hiring of cooperative education
students, whether or not members of economically disadvantaged
families, will be limited to 30 percent of the first $3,000 of wages
paid for the first year of employment (maximum $900 credit) and
15 percent of the first $3,000 of wages paid for the second year of
employment (maximum $450 credit).

Definition of general assistance program for purposes of credit for
hiring general assistance recipients

The bill provides that a qualified general assistance program in-
cludes a program that provides general assistance or similar assist-
ance that is based on need and consists of certain non-cash (i.e.,
voucher or scrip), as well as cash, payments. As under present law,
qualified general assistance programs will include only those based
on need, and a recipient will be a member of a targeted group only
after receiving assistance for at least 30 days.

Effective Dates

The extension of the targeted jobs tax credit will apply to eligible
iglidilvgglélals who first begin work for the employer after December

The credit for summer youth employment and the change appli-
cable to general assistance recipients will apply to eligible individ-
uals who first begin work for the employer after July 1, 1982.

The modification to the credit for hiring cooperative education
students will apply to eligible individuals who first begin work for
the employer after August 31, 1982.

96-028 0 - 82 15
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Revenue Effect

This provision will reduce fiscal year receipts by $245 million in
1983, $637 million in 1984, $949 million in 1985, $830 million in
1986, and $181 million in 1987.



15. Accelerated corporate tax payments (sec. 242 of the bill and
sec. 6655 of the Code)

Present Law
Rules applicable to corporations generally

Estimated tax

Under present law, a corporation generally must make payments
of its estimated tax liability for the taxable year. The estimated tax
is payable in up to four installments over the taxable year.

In general, if estimated tax payments are not equal to at least 80
percent of the tax due, a nondeductible penalty equal to the inter-
est that will accrue on the unpaid tax imposed on the amount by
which the payment is less than 80 percent of the tax due. However,
the underpayment penalty does not apply if, before the due date of
any instaliment, the corporation pays an installment based on:

(1) the corporation’s tax liability for the prior year,

(2) the corporation’s tax liability on the prior year’s income
computed using tax rates for the current year, or

(3) 80 percent of the tax which would be due if the corpora-
tion’s annual income were equal to the amount which would
result if the corporation continued to receive income during
the remainder of the year at the same rate experienced up to
the date of the installment (i.e., the corporation’s income com-
puted on an annualized basis).

Final payment of tax

_ As a general rule, a corporation’s final tax payment is due with
its income tax return 2% months after the end of the corporation’s
taxable year. However, the corporation may elect to pay only half
i)ftthe unpaid tax on this date and the second half three months
ater.
. Refunds of overpaid tax generally are not made until after an
income tax return is filed. However, quick refunds may be request-
ed immediately after the close of the taxable year if the overpay-
ment exceeds §500 and 10 percent of expected tax liability. Tax re-
turns are due 2% months after the end of the taxable year, but the
fln%ernal Revenue Service may grant a six-month extension of this
ate.

Special rules applicable to large corporations

In general, large corporations (i.e., those with taxable income of
$1 million or more during any of the three preceding taxable years)
are subject to the same rules on payment of income tax as are
smaller corporations. Under present law, however, for 1984 and
thereafter, a large corporation will not be able to use the first two
exceptions above in order to avoid the underpayment penalties. For
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1982 and 1983, large corporations will be able to use the first two
exceptions only if their estimated tax payments equal at least 65
percent (in 1982) or 75 percent (in 1983) of the current year’s tax
liability.

Reasons for Change

The committee believes that there is no reason to permit corpo-
rations to defer a significant portion of their income tax liability
until after the end of the taxable year. Allowing corporations this
tax deferral amounts, in effect, to an interest-free loan from the
Federal government. Therefore, the committee decided to increase,
from 80 percent to 90 percent of actual tax, the amount of estimat-
ed tax payments required to avoid the underpayment penalty. The
committee also decided to require that all remaining tax owed be
fully paid on the return due date. In addition, the committee modi-
fied certain estimated tax requirements for large corporations.

However, the committee recognizes that in computing the tax lia-
bility of a corporation, there are numerous issues of law and fact
that can affect tax liability. Because the increased estimated tax
payments will demand greater precision in estimating this tax lia-
bility, the committee decided to permit a lower penalty for the por-
tion of the underpayment of estimated taxes between 80 percent
and 90 percent of actual tax due.

Explanation of Provision

The bill provides that, for all corporations, for 1983 and thereaf-
ter, the amount of estimated tax payments required to avoid under-
payment penalties will be increased from 80 percent to 90 percent
of current year’s tax liability. A corresponding change will be made
in the third exception (estimated payments based on annualized
income), above. Furthermore, the full amount of unpaid tax will be
due 2% months after the end of the taxable year.

The bill also provides that, for 1984 and 1985, the first two excep-
tions to the underpayment penalty (estimated payments based on
prior year’s tax liability or income) will be available to large corpo-
rations only if estimated tax payments are at least 80 and 85 per-
cent respectively, of tax due. These exceptions will not be available
to large corporations after 1985. Thus, after 1985, to avoid under-
payment penalties, large corporations will be required to pay at
least 90 percent of their current tax liability through estimated
payments unless the third exception is applicable.

In addition, the penalty on underpayments of estimated tax that
are between 80 percent and 90 percent of the actual tax due will be
imposed at one-half the full rate for underpayments.

Effective Date

The provisions of the bill will apply to taxable years beginning
after December 31, 1982,
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Revenue Effect

This provision will increase fiscal year budget receipts by $798
million in 1983, $1,110 million in 1984, $1,518 million in 1985,
$1,861 million in 1986, and $442 million in 1987.



C. Provisions Designed to Improve Taxpayer Compliance

1. Withholding on interest and dividends (secs. 301-310 of the bill
and secs. 3451-3454 of the Code)

Present Law

Overview

Present law requires information reporting for payments of most
types of interest, dividends and patronage dividends but does not
require withholding on such payments, except in the case of pay-
ments to certain foreign persons. Among the types of payments for
which there are no information reporting requirements are pay-
ments of interest on bearer obligations and exempt governmental
obligations.

Withholding requirements for wages

Under present law, an employer who pays wages to individual
employees (or has employees who report tips) must withhold a por-
tion of such wages to satisfy all, or part, of the employee’s Federal
income tax liability. The term ‘“wages’ generally is defined as all
remuneration, unless specifically excluded, paid for services per-
formed by an employee for an employer, including the cash value
of all remuneration paid in any medium other than cash.

The amount to be withheld from the wages of a particular em-
ployee is determined in accordance with tables prescribed by the
Secretary. Except in the case of certain foreign persons and pay-
ments subject to withholding under the windfall profit tax, there is
generally no requirement under present law for withholding on
payments other than wages.

Wage withholding exemptions

Individuals whose wages are subject to withholding may be enti-
tled to exempt their wages from withholding in $1,000 increments
(exemptions). The exemptions allowed include (1) one exemption for
the taxpayer; (2) one additional exemption if the taxpayer has at-
tained, or will attain, age 65 during the taxable year; (3) one addi-
tional exemption if the taxpayer is blind; (4) an exemption for the
taxpayer’s spouse (and additional exemptions for age or blindness
of the spouse) unless the spouse is claiming the exemptions on a
separate return; (5) one additional exemption for each dependent of
the taxpayer; and (6) a zero bracket amount allowance, unless the
taxpayer is married and the spouse receives wages subject to with-
holding or the taxpayer has withholding exemption certificates in
effect with respect to more than one employer. In addition to these
withholding exemptions, taxpayers may be entitled to claim addi-
tional withholding exemptions for excess itemized deductions, tax
credits and other items specified in Treasury Regulations.
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An individual subject to withholding may reduce or increase the
number of exemptions claimed (under procedures set forth in the
regulations) so that withheld taxes will more closely equal his or
her anticipated tax liability. Employees who incurred no income
tax liability for the preceding taxable year and expect to have no
income tax liability for the current taxable year may claim total
exemption from wage withholding.

Wage withholding exemption certificates

An individual may claim withholding exemptions by furnishing
his or her employer with a withholding exemption certificate
(Form W-4). In the case of new employment, this certificate must
be furnished on or before the date employment begins. If no exemp-
tion certificate is furnished, the employee is considered as unmar-
ried and claiming no exemptions.

When a change occurs which decreases the number of withhold-
ing exemptions which an employee is entitled to claim, the employ-
ee must furnish the employer with a new exemption certificate re-
flecting the correct number of exemptions. Such new certificate
must be furnished within ten days after the change occurs. In addi-
tion, a new certificate is required when an employee who has
claimed complete exemption from withholding can no longer rea-
sonably anticipate no income tax liability for the current taxable
year.

An employer is required to submit to the Internal Revenue Serv-
ice a copy of a withholding exemption certificate received from an
employee during the reporting period if (1) on the last day of the
reporting period, the employee is employed by that employer and
claims more than fourteen withholding exemptions, or (2) the em-
ployee claims complete exemption from withholding unless the em-
ployer reasonably expects that the employee’s wages from the em-
ployer will not usually exceed $200 a week.

Yoluntary withholding on pensions

Under present law, annuity or pension payments are subject to
withholding to the extent includible in gross income if the payee so
requests. Such request must be made in writing to the payor of the
annuity or pension.

The amount requested to be withheld from a pension or annuity
must be at least $5 per month and must not reduce the net amount
of any pension or annuity payment below $10.

Withholding on gambling winnings

In certain circumstances, proceeds from wagers are subject to

withholding at a rate of 20 percent. In general, gambling winnings
are subject to withholding if the proceeds exceed $1,000 and are at
least 300 times as large as the amount wagered. However, special
rules apply to winnings from State-conducted lotteries and win-
nings from sweepstakes, wagering pools, certain parimutuel pools,
Jai alai, and other lotteries.
. The payor of gambling winnings that are subject to withholding
18 required to file Form W-2G with the Internal Revenue Service
Center serving the district in which the principal place of business
of the person filing the return is located.
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Withholding on foreign investors

In general, the United States taxes U.S. source income of a non-
resident alien or foreign corporation which is not effectively con-
nected with the conduct of a trade or business in the United States
at a flat rate of 30 percent (or a lower treaty rate) of the gross
amount paid. This tax is collected through withholding by the
person making the payment to the foreign recipient. Income effec-
tively connected with a U.S. trade or business is not subject to the
flat 30-percent withholding tax, but instead is includible in the U.S.
income tax return of the business and is taxed at the regular grad-
uated rates (and is not subject to withholding at source).

Certain noneffectively connected U.S. source income such as in-
terest from bank deposits, and original issue discount on obliga-
tions maturing in six months or less, is exempt from U.S. tax, and
therefore withholding. Also, the income of foreign governments
from investments in the United States in bonds, stocks, and other
securities, or from interest on bank deposits, is exempt from U.S.
tax.

Reasons for Change

The Internal Revenue Service estimates that 15 percent of divi-
dend income and 11 percent of interest income is not reported by
taxpayers. In contrast, 99 percent of wage income is reported by
taxpayers. The committee believes that the difference in compli-
ance rates is best explained by the fact that wages are subject to
withholding but interest, dividends and patronage dividends are
not. Withholding improves voluntary compliance for several rea-
sons. First, once tax has been withheld from an amount of income,
any incentive a taxpayer had to conceal or overlook the income in
preparing his return is reduced or converted to an incentive to
report the income and claim the withholding credit. Second, since
the taxpayer’s ability to claim a credit for withheld amounts de-
pends upon the payor accurately reporting with respect to withheld
amounts, information reports submitted with respect to payments
subject to withholding are significantly more accurate. Thus, the
Internal Revenue Service can more easily detect noncompliance
and take effective enforcement actions promptly and with a mini-
mum of intrusion into the affairs of taxpayers and third parties.
Finally, imposition of withholding serves as an effective reminder
to taxpayers that the payments subject to withholding should be
reported as income.

In considering whether withholding should be required on divi-
dends, patronage dividends and interest payments, the committee
examined not only the potential for improved compliance but also
the burdens on taxpayers and payors of dividends, patronage divi-
dends and interest. The committee believes that the exemption pro-
visions of the bill permitting certain persons to claim exemption
from withholding, combined with the flexibility permitted in the
wage w1thhplding and estimated tax systems will prevent involun-
tary over-withholding or overpayment of estimated taxes. Further,
the committee believes that a properly designed and administered
withholding system will be substantially less intrusive than the
kind of examination and collection effort that would have to be un-
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dertaken to achieve a comparable level of compliance in the ab-
sence of withholding. Finally, the committee believes that the evo-
lution of electronic data processing in recent years will enable the
private sector to process the information necessary to operate a
withholding system efficiently and effectively.

Explanation of Provision

Overview

Generally, the bill provides for a limited system of withholding
on payments of dividends, patronage dividends, or interest to indi-
viduais (other than certain low income and elderly individuals) at a
rate of 10 percent. Withholding is also required on payments to un-
incorporated entities, such as partnerships or estates, which are
not themselves required to withhold on payments to individuals.
Interest subject to withholding requirement includes most interest
paid by persons other than individuals, including payments by the
United States and payments on bearer obligations. Dividends sub-
ject to the withholding obligation include most of the distributions
of property by a corporation to its shareholders out of its earnings
and profits that are subject to information reporting under present
law. Withholding is also required on most payments of patronage
dividends by cooperatives. Exemptions are specifically provided for
(1) payments to individuals who had no tax liability in the preced-
ing year, (2) payments to elderly persons whose tax liability was
$1,500 or less ($2,500 on a joint return) in the preceding year, (3)
payments on the redemption of United States savings bonds the in-
terest on which aggregates $10 or less in any transaction, (4) pay-
ments by consumer cooperatives, (5) payments to corporations, gov-
ernment, security dealers, money market funds, exempt organiza-
tions, and nominees or custodians, and (6) if the payor elects to not
withhold, payments which on an annual basis would aggregate $§10
or less during the calendar year.

The bill provides that, in implementing the withholding require-
ments, the Treasury is to take into account the costs incurred by
payors in instituting withholding and the special problems faced by
small banks. Specifically, the Treasury is to structure rules for
paying withheld taxes over to the Treasury taking into account
start-up costs of withholding agents. Further, small banks will be
exempted from the withholding requirement (except to the extent
they elect, under regulations, to have all such provisions apply)
until they are able to comply.

Obligation to withhold

_ Under the bill, every withholding agent who makes a payment of
interest, dividends, or patronage dividends must withhold an
amount equal to 10 percent of the payment. Generally, a withhold-
ing agent will be the person primarily liable to make the payment
of interest or dividends (e.g., the issuer of an evidence of indebted-
ness or the corporation declaring the dividend). In some cases, the
financial institution, broker or nominee who acts as a middleman
between an individual and the primary obligor will be the with-
holding agent. Thus, for example, if a corporation issues a debt ob-
ligation which is held by an individual, the corporation will be re-
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quired to withhold on the payment of interest to the individual.
However, if the obligation is held by a brokerage firm for the bene-
fit of an individual, the corporation will not withhold on its pay-
ment to the brokerage firm, but the firm will withhold from its
payment to the individual. Similarly, the bill provides that if a cor-
porate trustee receives any payment of interest, dividends or pa-
tronage dividend, which is not subject to withholding, then the cor-
porate trustee must withhold the 10-percent tax as if it had made
the payment to the trust.

Because the definition of interest excludes interest on obligations
of natural persons, individuals will not be withholding agents
unless they act as nominees or custodians for another individual.

Generally, the tax must be withheld when the interest, divi-
dends, or patronage dividends are paid or credited to the payee
unless otherwise provided in the Code or regulations. Thus, for ex-
ample, if a payor pays interest every six months, withholding will
be required twice a year. If, however, a payor credits interest to a
customer every month, so that the customer is able to use that in-
terest, then the payor will be required to withhold monthly. The
bill does not require payors of interest or dividends to alter the
system under which they presently credit payments to payees.
Rather, the bill simply requires that whenever a payor does make
a payment available to its payees, it must deduct and withhold the
10-percent withholding tax.

Banks and savings institutions would be permitted to elect, in
the manner provided by regulations, to defer withholding on pay-
ments of interest on deposits in certain savings and checking ac-
counts and similar accounts, such as credit union share accounts,
until a date not later than the last day of the year in which the
payment is made.

It is anticipated that the regulations providing for this election
will require the payor to agree that the balance in any account for
which the election is made will not be permitted to fall below the
amount of tax that would have been deducted and withheld up to
the day of withdrawal in the absence of the election. The payor
will also be required to accelerate the deduction and withholding of
tax with respect to accounts for which the election is made when
the account is closed prior to the date elected for deducting and
withholding tax. This election to defer withholding is available
with respect to (1) interest on deposits with persons carrying on the
banking business and (2) amounts (whether or not designated as in-
terest) paid by a mutual savings bank, savings and loan associ-
ation, building and loan association, cooperative bank, homestead
association, credit union, or similar organization in respect of de-
posits or withdrawable or repurchasable shares. It is anticipated
that the payor would be required to make this election with respect
to all accounts of the same category.

Exemptions from withholding

The bill provides for six explicit exceptions to the withholding re-
quirement on interest and dividends. These include an exception
for (1) payments to certain low income and elderly individuals, (2)
payments to other exempt recipients such as corporations and
nominees, (3) certain payments by consumer cooperatives, (4) pay-
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ments of small amounts of interest on United States saving bonds,
(5) if the payor so elects, any payments which if made on an annual
basis would aggregate less than $10 during the taxable year, and
(6) payments by certain small financial institutions exempted by
regulations issued by the Secretary.

Exempt individuals.—The bill provides for an exemption from
withholding on payments to certain individuals. Specifically, pay-
ments to an individual who had no Federal income tax liability for
the preceding year will be exempt from the withholding require-
ments if the individual files an exemption certificate with the
payor. An individual 65 years of age or over will be exempt from
the withholding tax if his income tax liability for the preceding
taxable year was not more than $1,500 ($2,500 on a joint return). If
either spouse filing a joint return is age 65 or over, then both
spouses will be considered age 65 or over for this purpose. Under
these exceptions, for example, a couple both of whom are over 65
and who use the standard deduction will be exempt from withhold-
ing unless their gross income exceeds approximately $22,214 (under
1984 tax rates).

Other exempt recipients.—The bill also provides that no withhold-
ing is required on payments to (1) a corporation, (2) an organization
exempt from taxation under section 5G1(a) other than a farmers’
cooperative organization described in section 521, (3) the United
States or a State or local government (including a political subdivi-
sion, or agency or instrumentality thereof), (4) a foreign govern-
ment or international organization, (5) a foreign central bank of
issue, (6) a dealer in securities or commodities required to register
as such under the laws of the United States or a State, (7) a real
estate investment trust (as defined in section 856), (8) an entity reg-
istered at all times during the taxable year under the Investment
Company Act of 1940, as amended, (9) a common trust fund (as de-
fined in section 584(a)), or (10) a nominee or custodian except as
otherwise provided in the regulations. A payment to such a person
will be exempt if either the recipient provides the payor with an
exemption certificate or the Secretary provides, by regulations, for
exemption without certification. For example, the Secretary could
provide that in certain circumstances the payor would be protected
from liability if he relied on unequivocal evidence of the payee’s
status as an exempt recipient and did not withhold even though no
exemption certificate is filed by the payee. Such evidence of a re-
cipient’s eligibility for exemption from withholding could include
the identity of the payee as a governmental unit, or listing of the
payee in Internal Revenue Service Publication number 78 as a
charitable organization determined by the Internal Revenue Serv-
ice to be exempt from tax. '

Exemption certifications.—The bill requires the Secretary to pro-
vide a method by which exempt individuals and other exempt re-
cipients of interest and dividend payments may at any time certify
to their payor that withholding is not required on payments to
them. The regulations providing for exemption certificates must
provide rules governing (1) the form of the certification, (2) the
time at which the certificates become effective, and (3) the trans-
mittal of copies of the certificate to the Secretary. It is anticipated
that the Secretary will require that the certificate contain a tax-
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payer identifying number that appears to be proper in order for
the certificate to be effective. An exemption certificate, once filed,
will remain in effect until: (1) the payee revokes the certificate, (2)
the Secretary notifies the payor that the payee is not entitled to
exemption, or (3) the Secretary notifies the payor that the payee’s
taxpayer identifying number is incorrect. The Secretary will also
provide rules providing the payor with adequate time to respond to
a change in the recipient’s status as exempt or nonexempt.

Qualified consumer cooperative payments.—Under the bill, with-
holding is not required on any qualified consumer cooperative pay-
ment. Such a payment is any payment by a cooperative to which
sections 1381 through 1388 apply and which the Secretary deter-
mines is engaged primarily in selling at retail goods and services of
a type that are generally for personal, living, or family use and
which the Secretary has exempted from the reporting require-
ments of section 6044(a) pursuant to the authority of section
6044(c).

Small savings bond interest payments.—The bill provides that
any “‘small savings bond interest payment” will not be subject to
withholding. Such a payment is any interest payment of $10 or less
on the redemption of one or more United States savings obligations
which the Secretary, by regulation, exempts from the interest with-
holding requirements. It is anticipated that the Treasury Depart-
ment will continue the present practice of transmitting to the In-
ternal Revenue Service interest earnings information by social se-
curity number.

Payments aggregating less than $10 on an annual basis.—The bill
provides that the Secretary may prescribe regulations under which
payors may elect not to withhold on payments of interest which on
an annual basis would aggregate less than $10. Under this election,
for example, a payor who paid interest quarterly would not have to
withhold on payments to a payee of less than $2.50. This would be
done even if the current payment added to preceding payments
would exceed $10.

Credit for withheld amounts

Amounts deducted and withheld by withholding agents on pay-
ments of interest, dividends, and patronage dividends to individuals
are allowed as a credit against the Federal income tax liability of
the recipient for the taxable year beginning in the calendar year in
which the withholding occurs under the same rules that apply with
respect to the credit for income taxes withheld from wages.

In a case of electing small business corporations, actual distribu-
tions of dividends are subject to withholding, although constructive
year-end dividend distributions are not subject to withholding. Gen-
erally, withholding on dividend distributions during any taxable
year is creditable to the taxable year beginning in the calendar
year in which withholding takes place. However, dividend distribu-
tions within two and a half months of the close of the taxable year
o_f an electing small business corporation are treated as a distribu-
tion of undistributed taxable income for the preceding taxable year
under the income tax. In this case, the credit for withheld tax is
allowable for the taxable year of the recipient beginning in the cal-
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endaé year in which the preceding taxable year of the corporation
ended.

Amounts deducted and withheld from interest, dividends, or pa-
tronage dividend payments to estates and trusts are also creditable
against income tax. Amounts withheld are first creditable against
the tax of beneficiaries, and to the extent not considered withheld
from beneficiaries, to the income tax of the trust or estate. Under
regulations to be prescribed by the Secretary, withheld amounts
will be allocated to each beneficiary of the estate or trust to reflect
the amount by which amounts paid, credited, or required to be dis-
tributed to the beneficiary were reduced by the withholding.

Since withheld amounts are treated like amounts withheld on
wages, the amounts withheld on interest, dividends and patronage
dividends will reduce the taxpayer’s estimated tax payment obliga-
tions. In addition, taxpayers will receive refunds of any amounts
withheld that exceed liability for income tax in the same manner
in which they receive refunds of excess withholding from wages.

Deposit of tax

Under present law, the Secretary is granted authority to pre-
scribe the manner, times, and conditions under which deposits of
any tax imposed under the Internal Revenue laws may be made
with a depository or financial agent of the United States. In addi-
tion, the Secretary is authorized to determine the manner, times,
and conditions under which receipt by such depositories of such tax
will be treated as a payment of the tax to the Secretary. The com-
mittee intends that the Secretary will provide depository rules
which will reflect the costs to withholding agents of establishing
the withholding system.

Amounts subject to withholding

Interest. —Interest payments subject to withholding are payments
of (1) interest on any obligation (other than any obligation with a
maturity of not more than one year which is held by a corporation)
which is issued in registered form, or which is of a type offered to
the public; (2) interest on deposits with persons carrying on the
banking business, not including any amount paid on a depository
institution tax exempt certificate, (3) amounts (whether or not des-
ignated as interest) paid by a mutual savings bank, savings and
loan association, building and loan association, cooperative bank,
homestead association, credit union, or similar organization in re-
spect to deposits, investment certificates, or withdrawable or repur-
chasable shares; (4) interest on amounts held by an insurance com-
pany under an agreement to pay interest thereon; (5) interest on
deposits with brokers as defined in section 6045(c).

For purposes of the withholding provisions interest generally
does not include any interest excluded from the definition of
amounts subject to the information reporting requirements of sec-
tion 6049. Thus, interest does not include (1) interest on any obliga-
tion issued by a natural person; (2) except as otherwise provided in
regulations any amounts paid (a) to a State or local government, (b)
to any tax-exempt organization, (c) to a corporation, and (3) to the
extent provided in regulations any amount paid by or to (a) a for-
elgn government, (b) an international organization, (¢) a foreign
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central bank of issue, (d) a foreign corporation, or (e) a partnership
not engaged in trade or business in the United States and com-
posed in whole of nonresident aliens.

The definition of items excluded from interest subject to the re-
porting requirements is modified so that withholding is not re-
quired on any tax-exempt obligation of a State or local government
under section 103(a) regardless of the date of issue. In addition, no
withholding is required on interest paid on depository institution
tax-exempt certificates (All Saver’s Certificates). Further, interest
subject to withholding does not include any amount which is sub-
ject to withholding of tax on nonresident aliens and foreign corpo-
rations and tax-free convenant bonds, or which would be required
on such obligations, but for the fact that such amount is attributa-
ble to non-U.S. sources or that the payor is exempt from withhold-
ing by reason of section 1441(c) or a tax treaty.

Finally, interest subject to withholding does not include amounts
paid by a foreign corporation or partnership composed in whole or
in part of nonresident aliens not engaged in trade or business
within the United States.

In general, original issue discount is taxable as interest to the
extent includible in any holder’s gross income tax during the tax-
able year. Similarly, original issue discount is subject to withhold-
ing to the extent it is includible in the gross income of any holder
during the taxable year, subject to certain special rules.

In the case of original discount on evidences of indebtedness with
a fixed maturity date not exceeding one year from the date of
issue, no withholding is required until actual payment of that origi-
nal issue discount on redemption. To the extent there are pay-
ments of coupon interest during the life of such a short term obli-
gation, therefore, withholding is only required with respect to the
coupon interest paid.

In the case of obligations with a fixed maturity date exceeding
one year from the date of issuance, withholding is required with re-
spect to the amount of original issue discount includible in the
holder’s income during the calendar year. The bill provides, howev-
er, that withholding on original issue discount will be made only
out of amounts of cash actually paid, whether interest or principal.
On _redemption of a long-term discount obligation, the withholding
will be based only on the amount includible in the holder’s income
during the calendar year in which redemption occurs. The Secre-
tary may by regulation require withholding on original issue dis-
count obligations in the absence of cash payments if he determines
that the obligations are of a particular type that are frequently
used in evading Federal taxes. Any such regulations, however, may
only be effective with respect to obligations issued 30 days after
regulations are promulgated.

In general, withholding on original issue discount obligations will
be keyed to the difference between the issue price of the obligation
and the stated redemption price at maturity.

For long-term original issue discount obligations issued after De-
cember 31, 1982, the bill’s requirements that such obligations be
issued in registered form will insure that the issuer, who will know
the issue price of the obligations, will be in a position to determine
the amounts of discount includible in the holder’s income. Conse-
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quently, the proper amount of withholding tax can be computed. In
computing the amount of original issue discount includible in
income, subsequent holders of the obligation are treated like origi-
nal holders. Premium paid on a purchase of a long-term obligation
in the secondary market will be ignored for withholding purposes.

In the case of short-term discount obligations, the Secretary may
by regulations base withholding on the difference between the
holder’s purchase price for the obligation and its stated redemption
price at maturity. The vast majority of individuals acquire such ob-
ligations through a broker and arrange for the same broker to safe-
keep the obligation until maturity. With respect to these holders,
the broker will have a record as to the amount of discount income.
As a result, the broker will be in a position to withhold the correct
amount of tax from the payment at maturity. In the less typical
case when a short-term discount obligation is acquired from one
broker and redeemed through another broker, the committee in-
tends that a holder will be able to establish his purchase price for
the obligation by means of records that are generally accepted on
audit to establish basis. Thus, a confirmation receipt could be used
by a holder, and relied upon by the broker, to establish his pur-
chase price of the obligation. If a holder is, for any reason, unable
to supply information as to his purchase price, the institution re-
deeming the instrument will be required to assume that he pur-
chased the obligation at the issue price as indicated in standard fi-
nancial sources. In the case of a Treasury bill, the purchase price
will be assumed to be the average noncompetitive price of a 52-
week bill with the same CUSIP number and the same maturity
date as the bill in question. While overwithholding may result in
some cases, the committee believes this is not a serious problem be-
cause the holder will receive a credit against his total tax liability
and will be entitled to obtain a refund on any overwithheld taxes.
More importantly, if the holder provides the required information,
he may in all cases avoid overwithholding.

Dividends.—Dividends subject to withholding are (1) any distri-
bution of property made by a corporation to its shareholders out of
accumulated or current earnings and profits; (2) any payment
made by a stockbroker to a person as a substitute for such a divi-
dend. For this purpose the term “property” means money, securi-
ties, and any other property, except such term does not include
stock in a corporation making a distribution or rights to acquire
such stock.

In general, the term “dividend” does not include amounts which
are not periodic in character or which are not taxable. Thus, the
term dividend excludes any amount which is a qualified reinvested
dividend (a distribution by a qualified public utility of shares of its
qualified stock to an individual with respect to the common or pre-
ferred stock of such corporation, under the plan in which the
shareholders may elect to receive stock as dividends instead of
property); any amount treated as a taxable dividend by reason of
section 302 (relating to a redemption of stock), any amount treated
as a taxable dividend under the provisions of section 306 (relating
to dispositions of certain stock), section 356 (relating to receipt of
additional consideration in connection with certain reorganiza-
tions), or section 1081(e)(2) (relating to certain distributions pursu-
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ant to an order of the Securities and Exchange Commission); any
amount which is a capital gain dividend distributed by a regulated
investment company, or a real estate investment trust; any amount
which is an exempt interest dividend of a regulated investment
company; any amount paid or treated as paid by regulated invest-
ment company during the year if, under regulations prescribed by
the Secretary, it is anticipated that at least 95 percent of the divi-
dends paid or treated as paid during such year (not including capi-
tal gains distributions or exempt interest dividends). The term
“dividend” does not include the year-end constructive distribution
by an electing small business corporation of undistributed taxable
income. In the case of an electing small business corporation, how-
ever, any payment of an amount within the first 2% months:of the
taxable year, out of the corporation’s undistributed taxable income
for the previous taxable year is subject to withholding.

The term ‘‘dividend” also does not include any amount which is
subject to withholding on certain income items paid to nonresident
alien individuals, foreign partnerships, or foreign corporations; or
any amount which would be subject to such withholding but for the
fact that such amount is attributable to income from sources out-
side the United States or the payor is excepted from withholding
by statute or tax treaty; or any amount paid by a foreign corpora-
tion not engaged in a trade or business in the United States.

In any case where the withholding agent is unable to determine
the portion of a distribution which is a dividend, such withholding
agent must withhold from the gross amount of the distribution as
if it were entirely a dividend.

Patronage dividends.—For withholding purposes, patronage divi-
dends are the amount of any patronage dividend which is paid by a
cooperative in money, qualified written notice of allocation, or
other property (except nonqualified written notice of allocation);
and any amount paid in money, qualified written notice of alloca-
tion or property (except nonqualified written notice of allocation)
paid by an exempt farmers’ cooperative to patrons on a patronage
basis with respect to earnings during the taxable year derived from
business done for the United States or any of its agencies, or from
nonpatronage sources; and amounts paid in redemption of either
type nonqualified written notice of allocation described above.

The term “patronage dividend” does not include any amount
which is subject to withholding on certain income items paid to
nonresident alien individuals, foreign partnerships, or foreign cor-
porations; or any amount which would be subject to such withhold-
ing but for the fact that such amount is attributable to income
from sources outside the United States or the payor is excepted
from withholding statute or by tax treaty; or any amount paid by a
foreign corporation not engaged in a trade or business in the
United States.

In determining the amount of any patronage dividend, property
(other than a nonqualified written notice of allocation) shall be
taken into account at its fair market value, and the qualified writ-
ten notice of allocation must be taken into account at its stated
dollar amount. The Secretary is provided with authority to deter-
mine under which conditions the withholding obligation imposed
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by this provision may be paid from an account or source other from
the payment which gives rise to the liability for tax.

Per-unit retain allocations are not subject to withholding. For
this purpose, a per-unit retain allocation is any allocation by a co-
operative to a patron with respect to products marketed for him,
the amount of which is fixed without reference to the net earnings
of the organization pursuant to an agreement between the organi-
zation and patron. Unlike a qualified written notice of allocation,
there is no requirement under the Code that a qualified per-unit
retain allocation be paid at least 20 percent by qualified check.
Therefore, there is no amount out of which withholding can be
taken.

Information returns of withheld tax

Information returns with respect to payments of interest, divi-
dends and patronage dividends subject to withholding must be
made under the information reporting provisions of present law, as
amended. Similarly, the payor is required to mail a statement to
the payment recipient showing the total amount paid and amount
withheld. To the extent the Secretary determines that attachment
of such statement to the taxpayer’s income tax return for the tax-
able year would aid in the administration of the tax laws, he may
require that such statements be filed with such returns.

Failure to comply with these information reporting requirements
is subject to the $50 penalties provided by the bill (increased from
$10 in present law); and the increased penalty for intentional disre-
gard of the filing requirements. Similarly, failure to file informa-
tion statements with recipients is also subject to penalty. Addition-
al withholding for failure to supply an accurate TIN will not apply.

Effective Date

19’§‘his provision applies to payments made after December 31,
2.



2. Expanded Reporting

a. Reporting of interest (sec. 311 of the bill and sec. 6049
of the Code)

Present Law
Reporting requirements

Under present law, every person who makes payments of interest
aggregating $10 or more to any other person during the calendar year,
or who receives payments of interest as a nominee and who then makes
payments of interest aggregating $10 or more in any calendar year to
any other person with respect to the interest so received must file an
information return with the Internal Revenue Service. Such inform-
ation returns must be filed with the Internal Revenue Service after
September 30 (but not before the payor’s final payment for the year),
and on or before February 2 of the following year. These returns must
set forth the aggregate amount of interest payments to the taxpayer
and the taxpayer’s name and address.

In addition, any corporation that has outstanding an obligation in
registered form with respect to which $10 or more of original issue
discount is includible in the gross income of any holder during any
calendar year must file an information return with the Secretary.
"This return must report the aggregate amount includible in income by
each holder of the discount obligation during the calendar year, the
ratable monthly portion of the original issue discount, the issue price
of the obligation, and the stated redemption price at maturity. These
original issue discount information returns must be filed with the
Internal Revenue Service after December 31 of the calendar year of
accrual and on or before February 28 of the following vear.

Payors of interest and persons who are required to file information
returns with respect to original issue discount must also furnish infor-
mation statements to recipients setting forth the aggregate amount of
interest payments or original issue discount includible in income. State-
ments to recipients of interest must be furnished after November 30
(but not before the final interest payment for the year) of the calendar
year and on or before January 31 of the following year. These state-
ments may be furnished at any time after April 30 of the calendar year
of payment if furnished with the final interest payment for the calen-
dar year. Statements for original issue discount must be furnished
after December 31 and on or before January 31 of the following year.

Definition of interest

For reporting purposes, present law defines interest as (1) interest
on any evidence of indebtedness issued by a corporation in registered
form; (2) interest on deposits with persons carrying on the banking
business; (3) amounts paid by mutual savings banks, savings and
loan associations, building and loan associations, coopérative banks,
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credit unions or similar organizations in respect to deposits, invest-
ment certificates or withdrawable or repurchasable shares; (4) interest
on amounts held by an insurance company under an agreement to pay
interest thereon; (5) and interest on deposits with stockbrokers and
securities dealers. In addition, the Secretary has regulatory author-
ity (which has not been used) to provide that interest includes interest
on evidences of indebtedness issued in other than registered form by
a corporation of a type offered by.corporations to the public.

The term interest does not include interest on State or local obli-
gations exempt from tax under the Internal Revenue Code; inter-
est on amounts paid by or to a foreign corporation, nonresident alien,
or partnership composed in whole or part of nonresident aliens not
engaged in a U.S. trade or business to the extent excluded from the
definition of interest by regulation, and any amount paid with re-
spect to a tax-free covenant bond where the person making the pay-
ment is required to deduct and withhold the tax, or would be so re-
quired but for any personal exemption claimed by the payee,

Reasons for Change

The committee believes that an expanded information reporting sys-
tem with respect to the payment of interest is a necessary adjunct to
the system of withholding on interest and dividends adopted in sec. 801
of the bill. First, an improved information reporting provision
will assure that payments subject to withholding will be properly
reported. Second, to make the withholding system fair and workable,
certain exceptions have been made. For example, no withholding is
required on payments to certain trusts and individuals. An expanded
system of information reporting, which also entitles persons to notice
of the amount of interest paid to them without regard to whether such
amounts were subject to withholding, will assure that compliance is
achieved on payments subject to these exceptions. Third, certain sub-
stantive changes in the tax law, including the amendments to the
alternative minimum tax, require broader reporting of newly taxable
Income.

Explanation of Provision

Reporting requirement

Under the bill, every person who makes payments of interest ag-
gregating $10 or more to any other person during the calendar year,
who receives payments of interest as a nominee and makes payments
of interest aggregating $10 or more in any calendar year to any other
person with respect to the interest so received, or Wﬂo withholds tax
from a payment of interest must file an information return with the
Secretary setting forth the aggregate amount of such payments, the
amounts, if any, withheld, and the name and address of the person to
whom paid or from whom withheld. Under the bill, as under present
1aw, original 1ssue discount is treated as paid (in the case of long-teru.
obligations and bearer obligations issued after December 31, 1982) at
the time includible in income, without regard to any reduction in the
amount of original issue discount actually includible in income which
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results from a sale or other disposition of the discounted obligation.
In the case of original issue discount on a bearer obligations issued
before January 1, 1983, and original issue discount which is not in-
cludible in the income of a holder periodically (because, for example,
the obligation has maturity of one year or less), the original issue dis-
count is treated as paid on the earlier of redemption or maturity of the
obligation. Similarly, acquisition discount on short-term government
obligations is not subject to information reporting under these periodic
inclusion rules. Under these rules, the amounts reported with respect
to payees of original issue discount could be different from the amount,
in fact, includible in the payee’s income. The payor could indicate this
fact to the payee.

Definition of reportable interest

Under the bill, interest subject to the information reporting require-
ment is defined to include (1) interest on any obligation (other than
any obligation with a maturity (at issue) of not more than 1 year
which is held by a corporation) which is issued in registered form, or
which is of a type offered to the public; (2) interest on deposits with
persons carrying on the banking business; (8) amounts (whether or
not designated as interest) paid by a mutual savings bank, savings
and loan association, building and loan association, cooperative bank,
homestead association, credit union, or similar organization, in
respect to deposits, investment certificates, or withdrawable or repur-
chasable shares; (4) interest on amounts held by an insurance com-
pany under an agreement to pay interest thereon; (5) interest on de-
posits with brokers as defined in section 6045(c) ; (6) interest paid on
amounts held by investment companies and on amounts invested in
other pooled funds or trusts, and (7) to the extent provided in regu-
lations prescribed by the Secretary. any other interest (which is not
specifically excluded from the definition of interest). These are gen-
erally the same categories of interest that are subject to reporting
nnder present law except interest on all obligations in registered form
or of a type offered to the public is subject to reporting rather than
only interest on corporate obligations as under present law.

The definition of reportable interest is also expanded to include
foreign source interest (7.e., interest paid by a foreign governmental
unit, agency, or instrumentality, a foreign corporation, nonresident
alien or partnership not engaged in a U.S. trade or business composed
in whole of nonresident aliens). Thus, the bill repeals the regulatory
authority of the Secretary to except payments to certain partnerships
composed in part of persons other than nonresident aliens. Addition-
ally, the Secretary may not except interest paid through a U.S. collec-
tion agent or middleman to a United States person. For this purpose,
the term “United States person” means a United States citizen or resi-
dent, a domestic partnership (organized under the law of the United
States or any State), a domestic corporation, and any estate or trust
other than a foreign estate or trust (sec. 7701(a) (30)). As in present
law, the Secretary is granted authority to expand by regulations the
information reporting requirement to include any interest.

_ Interest subject to reporting does not include interest on obligations
issued by natural persons; interest on exempt governmental obliga-
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tions issued before January 1, 1983 ; and, except as otherwise provided
by regulations, any amount paid (1) to a State or local government or
agency or instrumentality thereof, (2) to an exempt organization, or
(3) to a corporation; (4) to a non-resident alien and (5) any amount
with respect to which the payor is required to deduct and withhold a
tax under the tax-free covenant bond provisions of the Code. Thus,
interest on obligations described in section 103 issued after December
31,1982, will generally be subject to information reporting.

The bill also provides that any financial institution, broker, or other
person specified in refulations, acting as a middleman between the
payor and the payee of interest may, under regulations, be required to
file the information returns and statements required by this provision
whether or not such middleman acts as a nominee. Such reports would
be in lieu of reporting by any other person with respect to such interest.
Thus, each person in the chain of payments between the payor and
the ultimate payee need not file an information return or statement
with respect to the same payment when regulations require one person
in the chain to discharge the reporting obligations of all persons in
the chain. For example, if a bank collects an interest conpon and makes
payment thereon on behalf of the issuer, the regulations may require
that the bank file the information return and statement and may re-
lieve the actual payor of the interest of any obligation to file an in-
formation return.

The Secretary is also given regulatory authority to provide for
reporting payments of interest by financial institutions, brokers and
other middlemen on a transactional, rather than annual, aggregate
basis. Under transactional reporting, the person reporting is obligated
to report with respect to each transaction, rather than waiting until
the end of the calendar year and reporting all transactions in the ag-
gregate. A transaction is the payment at the same time of one or more
obligations. For example, if a taxpayer presented five savings bonds
each earning $3 of interest at one time, an information report would be
required. However, if only three of the bonds were presented no report
would be required even if the remaining two bonds were redeemed the
following day. ,

As under present law, statements must be furnished to persons with
respect to whom information is furnished to’the .Secretary.. Such
statements must be furnished on or before January 31 of the calendar
year following the year of payment. However, 1f transactional re-
porting is allowed, information statements must be filed with the
payee, under regulations, during January of the year following the
calendar year of payment, or credit. Although the committee believes
that statements of reported amounts should ordinarily be required
to be furnished to payees during the tax filing season, the expense of
such reporting for small amounts of interest outweighs the benefits of
such reporting for compliance, particularly in the case of payments
of less than $10 of interest on savings bonds. A statement must be fur-
nished for any aggregate interest paid in the amount of $10 or more
in any calendar year or on which tax has been withheld by the payor.

Effective Date

This provision is effective for amounts paid after December 31, 1982.



b. Obligations required to be registered (sec. 312 of the bill and
secs. 103, 163, and 312 of the Code and new sec. 28 of the Second
Liberty Bond Act)

Present Law

Under present law, the tax status of debt obligations is generally
the same regardless of whether the obligation is issued in registered
form or in bearer form. However, in the case of certain State and
local obligations relating to housing or energy programs, interest on
the obligations is exempt from Federal income tax only if the obliga-
tion is issued in registered form.

An obligation 1s in registered form if it is registered as to both
principal and interest and if its transfer must be effected by the sur-
render of the old instrument and either the reissuance of that instru-
ment by the issuer to the transferee, or the issuance of a new instru-
ment by the issuer to the transferee. Unregistered (bearer) obligations
may be transferred by delivery of the instrument to the purchaser.

Reasons for Change

The committee believes that a fair and efficient system of informa-
tion reporting and withholding cannot be achieved with respect to
interest-bearing obligations as long as a significant volume of long-
term bearer instruments is issued. A system of book-entry registration
will preserve the liquidity of obligations while requiring the creation
of ownership records that can produce useful information reports with
respect to both the payment of interest and the sale of obligations prior
to maturity through brokers. Furthermore, registration will reduce the
ability of noncompliant taxpayers to conceal income and property from
the reach of the income, estate, and gift taxes. Finally, the registration
requirement may reduce the volume of readily negotiable substitutes
for cash available to persons engaged in illegal activities.

The committee also recognizes the importance of preserving liquid-
ity in the financial markets. Thus, a flexible book-entry system of
registration is permitted and exceptions from the registration require-
ments are provided for short-term obligations, for obligations of a
type not offered to the public and for certain obligations issued abroad.

Explanation of Provision

Overview

The bill restricts the issuance of bearer obligations by imposing &
direct prohibition on the issuance of bearer obligations by the United
States and its agencies or instrumentalities and by denying certain
tax benefits to issuers and holders of other bearer obligations issued af-
ter 1982. In addition, an excise tax is imposed on bearer obligations
that are required to be issued in registered form. Exceptions to the
registration requirements are provided for (1) obligations of a natu
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person, (2) obli%a.tion_s with a maturity at issue of not more than one
year, and (3) obligations of a type not issued to the public and (4)
certain obligations issued abroad.

Obligations of the United Stales

The bill amends the Second Liberty Bond Act to require that every
“registration-required obligation” issued by the United States or any
agency or instrumentality thereof (a U.S. obligation) must be in reg-
istered form. For this purpose, a registration-required obligation is any
obligation other than an obligation of a type not offered to the public
or with a maturity at issue of not more than one year or certain obliga-
tions issued abroad.

For this purpose, an obligation will be treated as issued in registered
form if the right to principal of, and interest on, the obligation may be
transferred onlv through a book entry consistent with regulations pre-
scribed by the Treasury. It is anticipated that the present book-entry
system used with respect to Treasury bills will constitute a proper reg-
istration system. When necessary, the Secretary may provide for main-
tenance of such book entries by an agent of the issuer or through a
chain of one or more nominees.

An exception from the otherwise applicable registration require-
ment is provided for obligations of the United States if (1) interest
on the obligation is payable only outside the United States, (2) the
arrangements for issuance reasonably assure that the obligation will
be sold (or resold in connection with its issuance) only to persons who
are not United States persons (as defined in section 7701(2) (30)), and
(3) under the terms of the obligation, no interest or principal is pay-
able to any United States person.

Other odligations

Under the bill, obligations issued by persons other than the United
States and its agencies and instrumentalities generally must be issued
in registered form in order to avoid the denial of the interest deduction
to the issuer and the imposition of an excise tax. For this purpose, a
registration-required obligation is any obligation of a State or local
government, except (1) an obligation of a type not offered to the
public, and (2) an obligation with a maturity at issuance of not more
than one year, and any obligation of another person (including an
obligation of a foreign person or government), except (1) obligations
issued by a natural person, (2) obligations not of a type offered to the
public, (3) obligations with a maturity at issue of not more than
one year, and (4) certain obligations issued abroad. Thus, most com-
mercial paper is exempt from the registration requirements.

Generally, the same exception to the registration requirement for
obligations issued and payable abroad is provided for non-United
States obligations as is provided for obligations of the United States.

The Secretary is given authority to require registration of short-
term and non-public obligations if, with respect to specific types of
obligations, he determines that such obligations are used frequently to
evade Federal taxes.

Sanctions against issuance of bearer obligations

If a registration-required obligation is not issued in registered form,
no interest deduction 1s allowable to the issuer with respect to interest
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{including original issue discount) paid or accrued on the obligation.
n addition, the earnings and profits of a corporation issuing a regis-
tration-required obligation in bearer form will not be reduced by the
amount of any interest (including original issue discount) on the
obligation. Moreover, if interest on an unregistered registration-re-
quired-obligation would otherwise be exempt from tax under the Code
or any other provisions of law (for example certain State and local
obligation), the exemption from tax will not apply. However, this
rule does not override any treaty provision exempting interest from
taxation by the United States. In addition to denying interest deduc-
tions, earnings and profits adjustments, and exemption for interest
on impropertly issued bearer obligations; the bill would impose on
issuance an excise tax on the issuer equal to one percent of the princi-
pal amount of the obligation multiplied by the number of years in the
term of the obligation.

Definition of registered form

For purposes of these new rules, an obligation is in registered form
if the right to principal and interest is transferable only through a
book entry consistent with regulations issued by the Secretary. This
book entry requirement will be satisfiel by entries, consistent with
regulations issued by the Secretary, on the books of anv person hold-
ing an obligation in a street name or safekeeping an obligation for an-
other, only if the ultimate beneficial owner of the obligation and
its interest is determinable by way of the system. Thus, if obligation
is issued in a street name to one person who then holds that obliga-
tion for ancther, the registration requirement will be satisfied by en-
tries in the books of the safekeeper. It is anticipated that a system
of book entries comparable to that used with respect to Treasury
bills will satisfy the registration requirement. In addition, a small is-
suer could use an agent to maintain its book-entry system. If local
law required the issuer to maintain its own registry, the issuer could,
of course, issue a single registered obligation to its agent who could
then re-issue the obligation in such a form that the ultimate bheneficial
owners can be identified. Finally, it is anticipated that the Secretary
will require that such book-entry systems be maintained in a manner
that will permit examination of the entries by the Secretary in con-
nection with enforcement cf the internal revenue laws.

Effective Date

These new registration requirements, and the associated sanctions
for issuance of registration-required obligations in bearer form, will
apply to obligations issued after December 81, 1982.



¢. Returns of brokers (sec. 313 of the bill and sec. 6045 of the Code)

Present Law

Under present law, every person doing business as a broker must
make a return, when required under regulations issued by the Secre-
tary, showing customers’ names and such details regarding profits and
losses, and such further information, as the Secretary may require.
There are, currently, no regulations under this section.

Reasons for Change

A preliminary Internal Revenue Service estimate for 1981 indi-
cates that the compliance rate for capital gains reporting is below
60 percent. The committee finds this low compliance rate particularly
objectionable because capital gains are generally realized by upper
and middle income taxpayers. The committee believes that compliance
in this area can be substantially improved by requiring that transac-
tions carried out through brokers and other middlemen be reported
to the Internal Revenue Service. At the same time, the committee rec-
ognizes the need to balance carefully the cost of reporting by brokers
against the incremental improvement in compliance.

In addition, the committee believes that barter exchanges should be
treated like brokers for purposes of this reporting requirement, as
well as the third-party summonses rules.

Explanation of Provision

_ The committee bill modifies the present law rules relating to report-
ing by brokers in three respects. First, the bill permits the Secretary
to require reporting of gross proceeds from transactions carried on by
brokers for their customers in addition to, or in lieu of, details of
profit and loss and such other information as the Secretary may re-
quire. Second, the bill requires persons making returns to the Internal
Revenue Service as brokers to furnish statements of the information
filed with the Internal Revenue Service to their customers on or before
January 31, of the year following the calendar year for which the
broker return is made. Third, the bill clarifies the definition of broker
to explicitly include persons such as dealers, barter exchanges, and
others who (for consideration) regularly act as middlemen with re-
spect to property or services. For this purpose, a barter exchange is de-
fined as any organization of members providing property or services
who jointly contract to trade or barter such property or services. The
term barter exchange does not include persons, such as wholesalers,
who act for their own account. However, a broker or commodity
dealer would be subject to the broker reporting requirement whether
the sales effectuated for a customer were sales between the customer
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and a third party in which the broker acted as a middleman or sales
between the broker and the customer in which the broker acted as a
principal for its own account. )

The bill specifically requires that regulations governing securities
and commodity brokers and dealers under the amended broker report-
ing provisions be issued within six months after the date of enactment.
These regulations would apply to transactions occurring after Decem-
ber 81, 1982. In prescribing such regulations, the committee expects
that the Secretary will take into account industry practices in design-
ing an efficient and workable system of reporting that is consistent with
his statutory obligation to improve compliance with respect to the
reporting of capital gains and other taxable transactions effected
through brokers. In particular, to the extent practicable, the reporting
system should be conformed to industry practices in maintaining
brokerage activity records and should minimize broker data processing
and storage costs. The bill gives the Secretary broad latitude in deter-
mining what information is appropriate and useful for reporting by
brokers to the Internal Revenue Service and for furnishing informa-
tion statements to the customers of brokers, For example, the Secretary
could require reporting, on the basis of individual transactions, not
only of gross proceeds of sale transactions but also conserving purchase
transaction. In addition, the Secretary need not require reporting of
transactions such as redemptions of money market shares of transac-
tions carried out on behalf of other brokers or financial institutions.

The bill also extends the definition of third-party recordkeepers to
include barter exchanges which are subject to the information report-
ing requirements imposed on brokers.

Effective Date

This provision will take effect on the day of enactment. Further,
regulations must be issued under this provision within 6 months after
the date of enactment, however, any such regulations may not apply
to transactions occurring before January 1, 1988.

The provision locating barter exchanges as third-party record-
keepers is effective for summonses served after December 31, 1982.



d. Information reporting requirements for payments of remun-
eration for services and direct sales (sec. 314 of the bill and
new sec. 6041 A of the Code)

Present Law

Under present law, any person engaged in a trade or business gen-
erally must file an information return (Form 1099) with respect to
payments to another person aggregating $600 or more in the calendar
year (sec. 6041(a)). This reporting obligation, subject to various
exceptions, applies to payments (whether made in cash or property)
of salaries, wages, commissions, fees, other forms of compensation for
services, and other fixed or determinable gains, profits, or income.
Under current Treasury regulations, such payments made to corpora-
tions are exempted from this reporting obligation.

These information returns, which must be filed on an annual basis,
generally must contain the name, address, and identification number
of the recipient of the payments and the aggregate amount paid (secs.
6041(a) and 6109(a)). Recipients covered by this reporting require-
ment must furnish their name and address to the nayor (sec. 6041(¢)).

In addition, a payor required to file such an information return with
the Internal Revenue Service also must provide the recipient with a
statement which shows the payor’s name, address, and identification
number and the aggregate amount paid to the recipient during the
year (sec. 6041(d), effective for returns required after 1981).

Present law does not contain specific information reporting require-
ments relating to direct sales of consumer products.

Reasons for Change

The committee believes that improvements in the information re-
porting provisions will increase the Internal Revenue Service’s abil-
ity to administer and enforce the tax laws and will improve taxpayer
compliance with the income and employment taxes. In addition, the
committee has concluded that applying information reporting require-
ments with respect to certain direct sales of consumer goods will
facilitate enforcement and compliance without placing undue burdens
on direct sellers, Taking into account the structure of some direct
selling organizations, the bill also provides two alternative methods
of reporting with respect to these transactions.

Explanation of Provision

Payments of remuneration

The bill adds a separate provision (new Code sec. 6041A.) specifically
dealing with payments of remuneration for services.

Under this provision, a service-recipient (i.e., a person for whom
services are performed) engaged in a trade or business who makes
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payments of remuneration in the course of that trade or business to
any person for services performed must file with the Internal Revenue
Service an information return reporting such payments (and the
name, address, and identification number of the recipient) if the
remuneration paid to the person during the calendar year is $600 or
more. Also, the service-recipient must furnish to the person receiving
such payments a statement setting forth the name, address, and iden-
tification number of the service-recipient, and the aggregate amount of
payments made to the payee during the year.

Direct sales

General requirement

The bill also provides a new information reporting requirement for
certain direct sellers. This requirement applies to any person engaged
in a trade or business who in the course of such trade or business sells
consumer products on a buy-sell basis, deposit-commission basis, or any
similar basis specified in Treasury regulations?® to any buyer who is
engaged in either (1) selling such products in a home or otherwise
than in a permanent retail establishment, or (2) selling those products
to other persons so engaged.

Reporting on gross purchases for resale

Unless a direct selling business elects otherwise, it will be required
to report gross purchases of consumer products for resale by any buyer
purchasing $5,000 or more of such products in a calendar year, In addi-
tion, the business will be required to report commissions and other
remuneration under the reporting provisions generally applicable to
such payments.

Under the new requirement, the seller must file a return setting
forth the aggregate amount of the purchases and the name, address,
and identification number of the buyer. The seller also must furnish the
buyer with a statement setting forth the name, address, and identifi-
cation number of the seller, and the aggregate amount of purchases
by the buyer. The fact that a buyer purchases some of the products
for personal use or consumption, rather than for resale, has no effect
on the applicablility of the reporting requirement. However, pur-
chases of goods that cannot be resold, such as catalogues and samples,
need not be reported.

Elective requirement

In lieu of reporting gross purchases of consumer products for re-
sale, a direct seller may elect to be subject, instead, to the bill’s alterna-
tive reporting requirements. If a direct seller makes the election, then
the threshold for reporting commissions and other renumeration will
be payments aggregating $50 or more in the calendar year (rather
than the generally applicable threshold of $600 or more). In addition,
a direct seller electing this alternative requirement must file a return

1 A transaction is on a buy-sell basis if the buyer is entitled to retain the differ-
ence between the price at which he or she purchased the product and the price
at which the product is sold as part or all of the buyer’s remuneration for re-
selling the seller’s products. A transaction is on a deposit-commission basis if the
buyer is entitled to retain a purchase deposit paid by the consumer as part or all
of his or her remuneration.
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identifying all buyers to whom aggregate sales of $250 or more are
made during the calendar year. This return must set forth the buyer’s
name, address, and identification number, but not the amount of pur-
chases by the buyer. The seller also must furnish the buyer with a
statement reporting the filing of this return with the Internal

Revenue Service.
Effective Date

The information reporting requirements in new Code section 6041A
generally apply to payments made after December 31, 1982. However,
the reporting requirements for direct sales apply to sales after Decem-
ber 31, 1983,



e. Reporting of State and Local Income Tax refunds (sec. 315 of
the bill and seec. 6050E of the Code)

Present Law

Under present law, the refund, credit or offset of State or local
income taxes that were deducted (with a resulting tax benefit) in a
prior year is includible in a taxpayer’s gross income.

There is no requirement that information returns with respect to
such refunds be filed with the United States or that refund recipients
receive information statements with respect to such refunds during the
tax-filing season. Twelve States, however, provide such information
to the Internal Revenue Service under voluntary information ex-
change agreements.

Reasons for Change

The committee believes that requiring information reporting on
state and local income tax refunds, including reporting to individual
taxpayers will remind taxpayers of the proper treatment of refunds
and provide them with helpful information during the tax-filing
season. The committee does not believe it necessary to extend such
reporting to taxpayers other than individuals because of the higher
compliance rates for such taxpayers.

Explanation of Provision

The committee bill provides that an information return must be
filed with the Secretary with respect to any State or local income tax
refunds, credits, or offsets aggregating $10 or more paid or credited to
an individual during the calendar year. The year 1n which an offset
or credit is reported is the year in which the liability of the State
to payover or credit the amount is admitted by the State. Thus, if an
amount is credited to reduce the future liability of the taxpayer, it is
reportable once credited even though the liability has not yet arisen.
Such return must report the aggregate amount of any such refund
ayments, credits, or offsets, and the recipient’s name and address.
tate and local governments can satisfy their return obligations under
this provision through voluntary information exchange agreements
(such as those now currently in effect between the United States and
12 states).

In addition, the provision requires that a statement with respect to
each return be furnished to the recipient of the refund, credit or offset
during January of the calendar year following the calendar year in
which the refund is made or the credit or offset allowed.

~

Effective Date

This new requirement will apply to refunds paid, and credits or ofi-
sets allowed, after December 31, 1982.
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f. Reporting of tips (sec. 316 of the bill and sec. 6053 of the Code)

Present Law

Under present law, any employee who receives, in any calendar
month and during the course of his employment, any tips which are
wages or compensation, must report all such tips to his employer on
or before the 1Uth day following the month of receipt. Tips are defined
as wages or compensation to the extent they are paid in cash during
any calendar month, are $20 or more in amount, and are received by
an employee in the course of his employment. Such wages are deemed
paid at the time a written statement including such tips is furnished
to the employer by the employee, or, if no statement including such tips
is furnished, at the time received.

In general, withholding for purposes of the Federal Insurance Con-
tributions Act (FICA) tax and the income tax is required only to the
extent tips are reported to the employer and only to the extent collec-
tion of the tax can be made by the employer from wages paid to the
employee (excluding tips, but including funds turned over by any
employee to the employer or under the control of the employer). Gen-
erally, if the FICA and income tax withholding obligations exceed
the amount of wages and other amounts turned over to the employer,
the excess must be paid by the employee. The employer must furnish
a written statement to the employees showing the amount of such
excess.

Present law also imposes substantial recordkeeping requirements
upon tipped employees and employers. In general, employees whether
or not they receive tips are required to keep records to establish the
amount of gross income and deductions. Because tips are includible in
income, employees must keep records of all tips received and of all
deductible tips paid to other employees. Employers are expressly re-
quired to retain only charge tip receipts and statements of tips re-
ceived by employees furnished by such employees. Failure to maintain
selég}é)records may subject employees or employers to penalties (sec.

Reasons for Change

The compliance rate with respect to tip income is approximately 16
percent according to preliminary estimates by the Internal Revenue
Service with respect to 1981 based upon date furnished by the Bureau
of Economic Analysis of the Department of Commerce. Thus, 84
percent of the taxes on tip income is not paid. The only type of income
with a lower compliance rate is illegal income which has a compliance
rate of only 5 percent.

e committee believes that such low compliance rates are funda-
mentally unfair to wage earners and other taxpayers with substan-
tially higher levels of voluntary compliance. Expanded information
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reporting on tip income will encourage better reporting of such income
by its recipients and facilitate Internal Revenue Service efforts to
increase compliance in this area. At the same time, the committee rec-
ognizes that improved compliance rules should not impose unnecessary
recordkeeping obligations on taxpayers or employers.

Explanation of Provision

The bill retains the rules of present law relating to reporting of
tips to employers by their employees and to the resulting withholding
of FICA and income taxes. However, to assist the Internal Revenue
Service in its examinations of returns filed by tipped employees, the
bill provides a new set of information reporting requirements for
large food and beverage establishments. These establishments will be
required to report to the Internal Revenue Service (1) the gross
receipts of the establishment from food and beverage sales (other
than receipts from carryout sales), (2) the amount of charge receipts
(other than from carryout sales), (3) the aggregate amount of tips
shown on such charge receipts and (4) each employee’s allocable share
of an amount (representing assumed tip income) equal to seven percent
(other than from carryout sales). The seven percent amount will be
allocated among tipped employees in proportion to their respective
shares of all tips received by tipped employees of the establishment.
The precise allocation will be made either as the employees and em-
ployer mutually agree or in the absence of agreement as the employer
determines. Both the agreement and the employer determination must,
of course, be made in good faith by the parties. If the employees of an
establishment report tips in an aggregate amount equal to or exceed-
ing the seven percent amount, the employer need only report the
amount of tips reported to the employer.

The allocation of the seven percent amount to employees for re-
porting purposes will have no effect on the FICA or income tax
withholding responsibilities of the employer or on his FUTA obliga-
tions. Thus, employers will continue to withhold only on amounts
reported to them by their tipped employees. Of course, the allocation
also has no effect on the actual entitlement of the employer or em-
ployee to gross receipts or tip income. Similarly, this purely informa-
tional report to the Internal Revenue Service will not affect the
requirements of the Fair Labor Standards Act or any collective
bargaining agreement.

) The seven percent figure reflects the committee’s judgment that the
tip rate in establishments subject to this reporting requirement will
rarely be below the seven percent level. Thus, an employee who reports
less than his allocated amount of tips must be able to substantiate his
reporting position with adequate books and records as he must under
present law. The Internal Revenue Service could prove that tipped
employees received a larger amount of tip income. For example, as
under present law, the Internal Revenue Service could show from
charge tip rates that a particular establishment had a higher tip rate
than seven percent.

_A large food or bevgrgge establishment is any establishment (pub-
lic or private) the activity of which is the provision of food or bev-
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erages for consumption on the premises, other than of a “carry-out”
nature such as “fast food restaurants,” with respect to which tipping
is customary, and which normally employed more than 10 tipped em-
ployees on a typical business day during the preceding calendar year.
The Secretary will prescribe regulations for the application of this
10-employee rule in the case of new businesses. Thus “fast-food” res-
taurants would not generally be subject to the new reporting require-
ment. Restaurants that provide table or counter service for seated
customers, and employ 10 or more persons, and cocktail lounges with
similar service, are large food or beverage establishments. An estab-
lishment may be part of a larger operation such as a hotel. Each large
food or beverage establishment must provide an information state-
ment, according to regulations, to each employee for each calendar
year setting forth the employer’s name, the employee’s name, and the
amount of the employee’s allocation of the 7 percent over the aggre-
gate amount reported to the employer as tips by the employee during
the calendar year. It is anticipated that the information statement
concerning allocated tips could be integrated into Form W-2 now
supplied by employers with respect to wages.

Effective Date

_The amendments made by this section apply to calendar years be-
ginning after December 31, 1982.
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3. Provisions To Improve Reporting Generally

a. Increased penalties for failure to file information returns
(sec. 321 of the bill and sec. 6652 of the Code)

Present Law

Present law imposes a penalty on any person who fails to file, on
the date prescribed (with extensions), information returns, including
returns relating to (1) payments by any person engaged in a trade or
business of $600 or more in any taxable year of rent, salaries, premi-
ums, annuities, and certain other types of fixed and determinable gains,
profits, and income; (2) payments of dividends aggregating $10 or
more in any calendar year; (3) pavments of patronage dividends ag-
gregating $10 or more in any calendar year; (4) payments of interest
aggregating $10 or more in any calendar year; (5) payments of certain
fishing boat operators in any calendar year; (6) income tax withheld,
or (7) payments of wages in any calendar year in the form of group-
term life insurance. The penalty is $10 for each such failure, but the
total amount of the penalties imposed for all such failures during a
calendar year cannot exceed $25,000. The penalty is not imposed if
the failure is due to reasonable cause and not due to willful neglect.
Present law also imposes specific penalties on failure to file other
types of information returns.

Reasons for Change

The committee believes that inadequate information reporting of
non-wage income is a substantial factor in the underreporting of such
income by taxpayers. In many cases, persons who are required to make
information reports do not do so because they consider the informa-
tional forms unimportant or the cost of their processing is more than
the cost of the penalty that might be incurred for failure to comply
with the filing requirements. The committee believes that the current
penalty and the way it historically has been applied does not reflect
the importance of timely filed information returns to the adminis-
tration of the tax laws.

Explanation of Provision

The bill expands the category of information returns subject to the
generally applicable penalty for failure to timely file information re-
turns, raises the basic penalty and creates a new second tier penalty
for intentional failures. Information returns newly subject to the
penalty are (1) those information returns with respect to transac-
tions carried out by brokers for their customers, (2) information re-
turns with respect to direct sellers that are not subject to the new
penalty for failure to file information returns relating to independent
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contractors, and (3) all information reports with respect to interest
subject to the new information reporting provisions. For example, a
taxpayer who fails to receive a reminder of amounts received may in-
advertently omit them from his income. Next, the bill increases the
penalty for failure to file most information returns to $50 per failure.
The total amount of penalties for all such failures for any calendar
year is not to exceed $50,000, increased from $25,000 under present
law.

The bill provides that when the failure to file information returns
is due to intentional disregard of the filing requirements, the penalty
will not be less than 10 percent of the aggregate amount of the
amounts not properly reported and the $50,000 limitation will not
apply. In the case of an information return required to be filed by a
broker under section 6045, the penalty is not less than 5 percent of
gross proceeds required to be reported. without regard to the $50,000
limitation. Because brokers are required to report proceeds from sales,
the lower percentage of amount is intended to provide a roughly com-
parable penalty to that provided for information reports of income.
In the case of returns relating to direct sellers, the intentional disre-
gard penalty will be $100 for each failure to report a direct seller’s
name and address.

Although the committee is aware that the penalty for failure to file
information returns has been little used in the past, it intends that the
Internal Revenue Service will use this increased penalty more fully to
protect the information reporting and withholding systems.

Effective Date

The provision applies to returns the due date of which (without
extensions) is after December 31, 1982.



b. Increase in civil penalty on failure to supply identifying num-
bers (sec. 322 of the bill and sec. 6676 of the Code)

Present Law

Present law imposes a penalty of $5 per failure on any person who
is required by regulations (1) to include his taxpayer identification
number (TIN) in any return, statement or document, (2)"to furnish
his TIN to another person, or (3) to include in any return or state-
ment made with respect to another person the TIN of such other per-
son, and who fails to comply with such requirement at the time pre-
seribed. The penalty is not imposed if the failure is due to reasonable
cause and not due to willful neglect. In practice, this penalty is rarely,
if ever, imposed. The failure to impose the penalty helps explain why
11 percent of all information returns contain missing or inaccurate
TINs.

Reasons for Change

The committee believes that the present amount of the penalty for
failure to supply TINs does not properly reflect the importance of
these numbers to an efficient system of tax collection. The absence of a
for the Internal Revenue Service to verify and match the proper re-
porting of income on the tax return of the taxpayer concerned. The
committee believes that further perfection of the matching process by
increased accuracy in the reported TINs will tend to increase taxpayer
compliance in properly reporting income from all sources. Thus, the
committee believes that the basic penalty for failing to supply a TIN
should be increased. The committee believes that such failures are
equally serious if committed by a third-party recordkeeper, by a tax-
payer in failing to supply a third party with his TIN, or by the tax-
payer in his failure to furnish his TIN on a return.

Explanation of Provision

The committee bill increases the penalty for failure to supply iden-
tifying numbers from $5 per failure to $50 per failure. The maximum
ggg%lgg that can be imposed in any calendar year will be limited to

,000.

In addition, the bill provides that if any failure to include the TIN
of another person in any return or statement made with respect to
that other person is due to the intentional disregard of the require-
ments to include such other person’s TIN in the return, the penalty
will be $100 per failure and the $50,000 limitation will not apply. Thus,
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for example, if a person is penalized for failure to provide TINs in one
year and repeats that failure in the next year, the penalty may be dou-
bled and the $50,000 limitation removed.

Effective Date

The provision will be effective for payments made after December
31,1982



¢. Extension of withholding to certain payments where identify-
ing number not furnished or inaccurate (sec. 323 of the bill
and sec. 3402(s) of the Code)

Present Law

Present law imposes a penalty of $5 per failure on any person who
is required by regulations (1) to include his taxpayer identification
number (TIN) in any return, statement, or document, (2) to furnish
his TIN to another person, or (3) to include in any return or statement
made with respect to another person the TIN of such other person,
and who fails to comply with such requirement at the time prescribed.
The penalty is not imposed if the failure is due to reasonable cause
and not due to willful neglect. In practice, this penalty is rarely, if
ever, imposed.

Reasons for Change

The absence of a correct TIN on an information return often makes
it difficult and expensive for the Internal Revenue Service to match
and verify the proper reporting of income on the tax return of the
taxpayer concerned. The bill increases the basic penalty for failing to
supply a TIN. The committee believes that if a taxpayer fails to sup-
ply his correct TIN to another person withholding should be imposed
to assure that taxpayers comply with the income tax laws.

Explanation of Provisions

The committee bill provides for withholding at source at a tax
rate of 15 percent if a taxpayer fails to supply a TIN or supplies an
incorrect TIN to another person who must file certain types of in-
formation returns with respect to payments to the taxpayer. The types
of payments subject to this withholding requirement include: (1)
payments of rents, salaries, wages, commissions, fees, or other forms
of compensation for services and other fixed or determinable gains,
profits, or income including payments to independent contractors; (2)
payments of dividends; (3) payment of patronage dividends; (4)
payments of interest; (5) payments of certain fishing boat operators;
and (7) payments by brokers. Withholding will not be required on
payments in kind of patronage dividends and fishing boat operators.
This withholding will not apply to any payment on which withholding
1s required by another provision of the Code. In addition, this with-
holding will not apply to such payments made to the United States or
any agency or instrumentality thereof, to any State or political sub-
division thereof, to any tax-exempt organization, or to any forei
government or international organization. Finally, the bill requires the
Secretary to provide for exemptions from the backup withholding pro-
visions during periods in which a person is awaiting receipt of an
identification number.
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This new 15-percent withholding will apply to covered payments
if the taxpayer (payee) fails to supply a TIN, or supplies an obviously
incorrect TIN, or if the Secretary notifies the payor tgat the taxpayer’s
TIN is not correct. If no number is given or an obvious incorrect num-
ber is provided, then the withholding obligation applies immediately
and continues until an apparently correct number is provided. For this
purpose, an obviously incorrect number is a number which is sequen-
tial or uniform or which contains the wrong number of digits (includ-
ing any number which includes alpha characters rather than digits).
If the Secretary notifies the payor that the payee’s TIN is incorrect,
then the withholding requirement applies on the eighth day following
notification and continues until a new number is provided by the
payee. If the payee has twice provided an incorrect number, then the
payor must continue to withhold until the Secretary notifies the payor
that the number provided by the payee is correct. Although the com-
mittee believes that notice is generally appropriate before withholding
is begun, the failure to provide a TIN that is prima facie correct or re-
peated failures to provide a correct TIN signal a breakdown in the in-
formation reporting system of sufficient magnitude that an immediate
response is necessary.

The payor is provided seven days in which to correct its records and
s‘op withholding after a new number is provided (or confirmed by
the Secretary) and may begin withholding after notification of an
incorrect number prior to the eighth day following notification. These
grace periods are provided to allow payors to adjust to the withhold-
Ing requirement and to protect them from any possible liability for
wrongful withholdin~ in the period immediatelv preceding or follow-
ing a period during which withholding is required.

Except in the case of payments of compensation, etc. for which
information reporting is required under section 6041 (relating to infor-
mation at the source generally) or section 6041A (relating to payments
to independent, contractors), this requirement for withholding applies
without regard to the reporting thresholds provided for the informa-
tion returns. The committee adopted this rule because it was under-
stood to be more easily administratable by payors than a withholding
system which tracks the exemption amounts of the information re-
porting rules. For example, if a taxpayer fails to provide a TIN to the
payor of an interest payment that is not subject to flat-rate withhold-
ing and is less than $10, this backup withholding provision will apply
even though no information report would be required until more than
$10 were paid. In the case of payments of compensation ete., subject to
reporting under sections 6041 or 60414, backup withholding would not
be required unless (1) the aggregate of payments made after with-
holding is required and all prior payments during the calendar year
equal or exceed $600, (2) the payor was required to file an informa-
tion return with respect to the payee under section 6041 or 6041A for
the preceding calendar year, o: (3) the payor made payments to the
payee during the preceding calendar year on which backup with-
ho'd'ng was required.

The bill also requires that if the Secretary notifies the payor that a
TIN is incorrect, a copy of the notice must also be furnished to the
payee. This notice may be furnished by mailing it to the address of
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the payee shown on the return provided by the payor or, in the absence
of such an address, by mailing the notice to the payee in care of the
payor. i ) )
Generally, payment of amounts subject to this new withholding pro-
vision will be treated as wages paid by an employer to an employee and
subject to the various provisions applying to collection of income tax

at the source on wages.
Effective Date

This provision will apply to payments made after December 31,
1983.



d. Penalties for failure to provide information with respect to
payments of remuneration for services and direct sales (sec. 321
of the bill and new sec. 6660 of the Code)

Present Law

For most types of information returns, the penalty for failure time-
ly to file returns, or to provide recipients with statements, is $10 for
any one such failure, with a maximum aggregate penalty for each type
of failure of $25,000 for any one calendar year (secs. 6652(a) and
6678). No penalty is imposed, however, if the failure is due to reason-
able cause and not due to willful neglect.

Reasons for Change

The committee is concerned that the present-law penalties for fail-
ures to file information returns, and furnish statements to payees, with
respect to compensation paid to nonemployees are insufficient to effect
appropriate levels of compliance. The committee believes that in-
creasing the penalty for failure to furnish information will have a
salutary effect on compliance and will enhance the level of reporting.

The committee’s bill imposes two levels of penalties with respect to
failures to comply with the information reporting requirements—a
basic penalty for such failures and a doubling of the basic penalty in
the case of intentional or reckless disregard of the law. The committee
believes that structuring the penalty in this manner will provide a
further inducement to compliance.

Explanation of Provision

Basic penalty

The bill adds a new penalty for noncompliance with the require-
ments for filing information returns or furnishing statements regard-
jng payments for services or direct sales. The new penalty is imposed
if a person (1) fails to file timely a required return regarding pay-
ments made to another person for services rendered by such other per-
son or regarding direct sales to another person ; (2) fails timely to fur-
nish a statement to such other person regarding such return; or (3)
fails to include on any return or statement the entire amount required
to be included.

For each failure with respect to an information return or statement
regarding payments for services, the penalty is one percent for each
month while the failure continues (but not to exceed five percent) of
the amount required to be included on the return or statement but not
so included. In the case of each failure regarding information returns
and statements on gross purchases from direct selling businesses, the
Penalty is one-fifth of one percent per month, but not to exceed one
percent of the amount not mcludedi.)e
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Double penalty

The penalty is doubled where the failure to comply with these re-
quirements is due to intentional or reckless disregard of the law. If
there is either intentional or reckless disregard of the law, then for
each failure with respect to an information return or statement regard-
ing payments for services, the penalty is two percent per month (but
not to exceed ten percent) of the amount required to be included on
the return or statement but not so included. In the case of reporting
of gross purchases by direct selling businesses, the penalty is two-fifths
of one percent per month, but not to exceed two percent of the amount
not included on the information return or statement.

Minimum peralty; exception

The minimum penalty in either type of case (payments for services
or direct sales) will be $50. No penalty applies if a failure is due to
reasonable cause and not to willful neglect.

Interim period for regulatory exceplions

Because the bill creates a new statutory provision regarding pay-
ments of compensation for services, the regulatory exceptions applic-
able to the existing statutory reporting requirements for such pay-
ments (e.g., payments to corporations) will not automatically apply.
Until new regulations are issued and businesses are afforded an ap-
propriate period of time to comply with any new requirements, the
committee believes it would be inappropriate to impose penalties for
any failure to comply with reporting requirements that are subject
to specific regulatory exceptions under existing law. This grace period
should in no event extend, however, to payments made after Decem-
ber 31, 1983.

Statute of limitations exception

The bill provides a new exception to the general statute of limita-
tions provisions with respect to failures to file information returns or
to furnish statements of payments for services and direct sales. Under
the bill, the Internal Revenue Service generally may not assess the new
penalty unless it was assessed, or a proceeding to collect it had begun,
within six years after the last date (with extensions for filing) for
filing the return or statement. The committee believes that it is appro-
priate to restrict the statute of limitations in this special situation
because of the increased penalties provided by the bill and the in-
creased recordkeeping burdens imposed upon payors and direct sellers.

Effective Date

The new penalty provisions generally apply to payments made after
December 31, 1982. Penalties 1imposed on direct sellers apply to sales
made after December 31, 1983.



e, Minimum penalty of extended failure to file (sec. 325 of the bill
and sec. 6651 of the Code)

Present Law

Under present law, if a taxpayer fails to file a tax return on the date
prescribed (with extensions of time for filing), a penalty is imposed
based on the amount of any underpayment of tax for the year. The
penalty is 5 percent of the underpayment per month, or fraction there-
of, while the failure continues, but not more than 25 percent in the
aggregate. Thus, no penalty is imposed on the taxpayer if there is no
underpayment for the year or if a refund is due. Likewise, no penalty
is imposed if the failure is due to reasonable cause and not due to will-
ful neglect.

Reasons for Change

Over 5 million taxpayers failed to file required returns last year.
When a person fails to file a tax return, the Internal Revenue Service
is put to the expense of seeking out such person and determining
whether he owes tax. At present, it costs the Internal Revenue Service
over $75 on average to identify a non-filer. When the taxpayer owes
no tax or is entitled to a refund, no penalty applies. The committee
believes that the obligation of taxpayers to file timely returns should
be backed up with a penalty, and that such penalty should not be en-
tirely inapplicable merely because the taxpayer has no additional tax
iiability. Failure to file a timely return is a clear violation of the tax
aw.

Explanation of Provision

This provision adds a new minimum penalty for the extended failure
to file any income tax return. If an income tax return is not filed within
60 days of the date prescribed (with extensions), the penalties for
failure to file will not be less than $100. This minimum penalty is not
imposed if the failure to file the return was due to reasonable cause.

Effective Date

The penalty would apply to returns due after December 31, 1982.
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f. Form of returns (sec. 326 of the bill and sec 6011 of the Code)

Present Law

In general, returns required by the tax laws must be made according
to the forms and regulations prescribed by the Secretary. As a general
rule, these returns must be in written form except that in certain cases
the return may be made by filing the required information on mag-
netic media or other medium, provided that the prior consent of the
Commissioner is obtained. There is no statutory or regulatory require-
ment that any particular return be filed on magnetic media or in other
machine-readable form. Under the case law, the Internal Revenue
Service has not been successful in arguing that a statement of income,
deductions and tax liability presented in irregular form but containing
all the necessary information does not constitute a “return.”

Reasons for Change

An essential part of any plan to improve compliance is improving
the In