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106TH CONGRESS
SENATE

REPORT
1st Session

106-120

TAXPAYER REFUND ACT OF 1999

JuLy 23 (legislative day, JULY 26), 1999.—Ordered to be printed

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

REPORT
together with
MINORITY VIEWS

[To accompany S. 1429]

The Committee on Finance reported an original bill (S. 1429) to
amend the Internal Revenue Code of 1986 to provide for reconcili-
ation pursuant to section 104 of the concurrent resolution on the
budget for fiscal year 2000, having considered the same, reports fa-
vorably thereon and recommends that the bill do pass.

I. LEGISLATIVE BACKGROUND
COMMITTEE MARKUP

The Senate Committee on Finance marked up an original bill
(the “Taxpayer Refund Act of 1999”) on July 20-21, 1999, and or-
dered the bill favorably reported by a roll call vote of 13 yeas and
6 nays (13 yeas and 7 nays including a proxy nay) on July 21,
1999. The Committee on Finance (the “Committee”) action on the
bill was in response to the reconciliation instructions contained in
sections 105 and 211 of the Concurrent Resolution on the Budget
for Fiscal Year 2000 (H. Con. Res. 68) for a net tax reduction of
up to $792 billion for fiscal years 2000-2009.

COMMITTEE HEARINGS

The following tax-related Committee hearings were held during
the 106th Congress:
President’s fiscal year 2000 budget and tax proposals (Feb-
ruary 2, 1999);
Increasing savings for retirement (February 24, 1999);
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Education tax proposals (March 3, 1999);

International tax issues relating to globalization (March 11,
1999);

Personal retirement accounts (March 16, 1999);

Complexity of the individual income tax (April 15, 1999); and

Pension reform proposals (June 30, 1999).

II. EXPLANATION OF BILL
TITLE I. BROAD-BASED TAX RELIEF

A. REDUCTION IN THE 15-PERCENT REGULAR INDIVIDUAL INCOME
Tax RATE; INCREASE IN MAXIMUM TAXABLE INCOME FOR 15-PER-
CENT RATE BRACKET

(secs. 101-102 of the bill and sec. 1 of the Code)
PRESENT LAW

Income tax rate structure

To determine regular income tax liability, a taxpayer generally
must apply the tax rate schedules (or the tax tables) to his or her
taxable income. The rate schedules are broken into several ranges
of income, known as income brackets, and the marginal tax rate in-
creases as a taxpayer’s income increases. The income bracket
amounts are indexed for inflation. Separate rate schedules apply
based on an individual’s filing status. In order to limit multiple
uses of a graduated rate schedule within a family, the net un-
earned income of a child under age 14 is taxed as if it were the
parent’s income. For 1999, the individual regular income tax rate
schedules are shown below.

TABLE 1.—FEDERAL INDIVIDUAL INCOME TAX RATES FOR 1999

If taxable income is: Then income tax equals

Single individuals

$0-25,750 15 percent of taxable income.

$25,750-$62,450 $3,862.50, plus 28% of the amount over $25,750.

$62,450-$130,250 $14,138.50 plus 31% of the amount over $62,450.

$130,250-$283,150 $35,156.50 plus 36% of the amount over $130,250.

Over $283,150 $90,200.50 plus 39.6% of the amount over $283,150.

Heads of households

$0-$34,550 15 percent of taxable income.

$34,550-$89,150 $5,182.50 plus 28% of the amount over $34,550.

$89,150-$144,400 $20,470.50 plus 31% of the amount over $89,150.

$144,400-$283,150 $37,598 plus 36% of the amount over $144,400.

Over $283,150 $87,548 plus 39.6% of the amount over $283,150.
Married individuals filing joint returns

$0-$43,050 15 percent of taxable income.

$43,050-$104,050 $6,457.50 plus 28% of the amount over $43,050.

$104,050-$158,550 $23,537.50 plus 31% of the amount over $104,050.

$158,550-$283,150 $40,432.50 plus 36% of the amount over $158,550.

Over $283,150 $85,288.50 plus 39.6% of the amount over $283,150.

REASONS FOR CHANGE

Under the budget resolution, the Committee is charged with
making recommendations with respect to tax reductions. The Com-
mittee believes that it is important to meet these budget reconcili-
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ation instructions in part by providing broad-based tax relief that
will benefit all Americans who are currently paying Federal income
tax. While there are many ways to effectuate broad-based tax re-
lief, the Committee adopts an approach that lowers the 15-percent
marginal income tax rate to 14-percent and widens the size of the
14-percent bracket because it delivers across-the-board relief to all
taxpayers regardless of income or filing status. Further, the provi-
sion will move approximately 4 million middle income Americans
out of the 28-percent marginal rate bracket and into the new 14-
percent bracket.

EXPLANATION OF PROVISION

The bill reduces the lowest individual regular income tax rate
from 15 percent to 14 percent. This rate reduction does not apply
to the capital gains tax rates.

The bill also phases in an increase in the size of the 14-percent
rate bracket. Specifically, the bill increases the size of the other-
wise applicable 14-percent rate bracket by $2,000 ($4,000 for a
married couple filing a joint return) in 2005 and 2006, and by
$2,500 ($5,000 for a married couple filing a joint return) in 2007
and thereafter. The $2,500/$5,000 amounts in 2007 and thereafter
are the total increase and are not in addition to the $2,000/$4,000
amounts in 2005 and 2006. These amounts are indexed for inflation
beginning in 2008.

EFFECTIVE DATE

The provision reducing the tax rate from 15 percent to 14 percent
is effective for taxable years beginning after December 31, 2000.
The provision increasing the size of the rate bracket is effective for
taxable years beginning after December 31, 2004.

TITLE II. FAMILY TAX RELIEF PROVISIONS

A. ELECTION TO CALCULATE COMBINED TAX AS INDIVIDUALS FOR A
MARRIED COUPLE FILING A JOINT RETURN

(sec. 201 of the bill and sec. 6013A)
PRESENT LAW

A married couple generally is treated as one tax unit that must
pay tax on the unit’s total taxable income. Although married cou-
ples may elect to file separate returns, the rate schedules and pro-
visions are structured so that filing separate returns usually re-
sults in a higher tax than filing a joint return. Other rate sched-
ules apply to single persons and to single heads of households.

A “marriage penalty” exists when the sum of the tax liabilities
of two unmarried individuals filing their own tax returns (either
single or head of household returns) is less than their tax liability
under a joint return (if the two individuals were to marry). A “mar-
riage bonus” exists when the sum of the tax liabilities of the indi-
viduals is greater than their combined tax liability under a joint re-
turn.

While the size of any marriage penalty or bonus under present
law depends upon the individuals’ incomes, number of dependents,
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and itemized deductions, as a general rule married couples whose
incomes are split more evenly than 70-30 suffer a marriage pen-
alty. Married couples whose incomes are largely attributable to one
spouse generally receive a marriage bonus.

Under present law, the size of the standard deduction and the
tax bracket breakpoints follow certain customary ratios across fil-
ing statuses. The standard deduction and tax bracket breakpoints
for single filers are roughly 60 percent of those for joint filers.:
With these ratios, unmarried individuals have standard deductions
whose sum exceeds the standard deduction they would receive as
a married couple filing a joint return. Thus, their taxable income
as joint filers may exceed the sum of their taxable incomes as un-
married individuals.

REASONS FOR CHANGE

The Committee believes that the Code should not penalize mar-
riage and two individuals should not see their total tax liability in-
crease simply because they get married. The Committee under-
stands that there are a variety of Code provisions that create mar-
riage penalties, and that there are also a number of different ways
to reduce or eliminate such penalties. For example, one way to ad-
dress the marriage penalty would be to modify some or all of the
specific provisions of the Code that give rise to a marriage penalty,
such as assorted income-phaseout ranges. However, the Committee
believes that a comprehensive approach is preferable. It is both
fairer and more beneficial to all taxpayers, thus the provision al-
lows married taxpayers to elect to calculate their tax liability as if
they were single. This approach is already in use in some states.

While the Committee understands that this approach may make
completion of the tax return more complicated for some taxpayers,
it has concluded that any increased complexity is outweighed by
the added fairness and tax relief provided by the provision. The
provision identifies and eliminates the marriage penalty resulting
from the income tax rate structure for an electing taxpayer. The
Joint Committee on Taxation estimates that, in 2005, approxi-
mately 19 million joint returns will experience a reduction in the
marriage penalty as a result of this provision.

EXPLANATION OF PROVISION

Under the bill, married taxpayers have the option to calculate
separate taxable income for each spouse and to be taxed as two sin-
gle individuals on the same return. The tax due is calculated by ap-
plying the tax rates for single individuals to the separate taxable
incomes. Under the bill, both spouses must elect to either use a
standard deduction or to itemize their deductions. Thus, one spouse
is not permitted to itemize deductions while the other spouse
claims a standard deduction. If a married couple elects to compute
taxable income separately and claim the standard deduction, the
applicable standard deduction for each spouse is the standard de-
duction for single individuals. Under the bill, once tax liability is

1This is not true for the 39.6-percent rate. The beginning point of this rate bracket is the
same for all taxpayers regardless of filing status.
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calculated on a separate basis, all tax credits and payments of tax
are applied as if the couple is filing a joint return.

Income from the performance of services (e.g., wages, salaries,
and pensions) are treated as the income of the spouse who per-
formed the services. Income from property is divided between the
spouses in accordance with their respective ownership rights in
such property. Jointly owned assets are divided evenly.

Deductions generally are allocated to the spouse treated as hav-
ing the income to which the deduction relates. Special rules apply
for certain deductions. The deduction for contributions to an indi-
vidual retirement arrangement are allocated to the spouse for
whom the contribution is made. The deduction for alimony is allo-
cated to the spouse who has the liability to pay the alimony. The
deduction for contributions to medical savings accounts is allocated
to the spouse with respect to whose employment or self employ-
ment the account relates.

Each spouse is entitled to claim one personal exemption. Exemp-
tions for dependents are allocated based on each spouse’s relative
income.

All credits are determined as if the spouses had filed a joint re-
turn. The credit amounts are then applied against the combined
tax liability of the couple as calculated under this provision.

For purposes of determining the alternative minimum tax im-
posed by section 55, the tentative minimum tax shall be the tax
which would be computed as if the spouses had filed a joint return,
and the regular tax shall be the tax liability computed under sec-
tion 6013A.

The Secretary of the Treasury is directed to prescribe such regu-
lations as may be necessary or appropriate to carry out the provi-
sion.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2004.

B. MARRIAGE PENALTY RELIEF RELATING TO THE EARNED INCOME
CREDIT

(sec. 202 of the bill and sec. 32 of the Code)
PRESENT LAW

Certain eligible low-income workers are entitled to claim a re-
fundable earned income credit (“EIC”) on their income tax return.
A refundable credit is a credit that not only reduces an individual’s
tax liability but allows refunds to the individual in excess of income
tax liability. The amount of the credit an eligible individual may
claim depends upon whether the individual has one, more than
one, or no qualifying children, and is determined by multiplying
the credit rate by the individual’s earned income up to an earned
income amount. In the case of a married individual who files a
joint return with his or her spouse, the income for purposes of
these tests is the combined income of the couple. The maximum
amount of the credit is the product of the credit rate and the
earned income amount. The credit is phased out above certain in-
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come levels. For individuals with earned income (or modified AGI,
if greater) in excess of the beginning of the phase-out range, the
maximum credit amount is reduced by the phase-out rate multi-
plied by the earned income (or modified AGI, if greater) in excess
of the beginning of the phase-out range. For individuals with
earned income (or modified AGI, if greater) in excess of the end of
the phase-out range, no credit is allowed.

The parameters of the credit for 1999 are provided in the follow-
ing table.

EARNED INCOME CREDIT PARAMETERS (1999)

Two or more
qualifying chil-

One qualifying No qualifying
dren ¢

hild children

Credit rate (percent) 40.00 34.00 7.65
Earned income amount $9,540 $6,800 $4.530
Maximum credit $3,816 $2,312 $347
Phase-out begins $12,460 $12,460 $5,670
Phase-out rate (percent) 21.06 15.98 7.65
Phase-out ends $30,580 $26,928 $10,200

REASONS FOR CHANGE

The Committee believes that the present-law EIC unfairly penal-
izes some individuals by causing them to receive less EIC when
they marry than if they had not married. The Committee believes
that this unfairness in the tax Code should be reduced.

EXPLANATION OF PROVISION

The bill increases the beginning point of the phase out of the EIC
for married couples filing a joint return by $2,000. Because the rate
of the phase out is not changed by the provision, the end-point of
the phase-out ranges is also increased by $2,000. The effect of the
increase in the beginning point of the phase-out is to increase the
EIC for taxpayers in the phase-out range by an amount up to
$2,000 times the phase-out rate. For example, for couples with two
or more qualifying children, the maximum increase in the EIC as
a result of the proposal would be $2,000 times 21.06 percent, or
$421.20. The provision also expands the universe of taxpayers eligi-
ble for the EIC. Specifically, the $2,000 increase in the end of the
phase-out range makes taxpayers with earnings up to $2,000 be-
yond the present-law phase-out range newly eligible for the credit.
Beginning in 2006, the $2,000 amount is indexed for inflation.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2004.
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C. EXPAND THE EXCLUSION FROM INCOME FOR CERTAIN FOSTER
CARE PAYMENTS

(sec. 203 of the bill and sec. 131 of the Code)
PRESENT LAW

Generally, a foster care provider may exclude qualified foster
care payments, (including difficulty of care payments) from gross
income if certain requirements are satisfied.2 First, such payments
must be paid to the foster care providers by either (1) a State or
political subdivision of a State; or (2) a tax-exempt placement agen-
cy. Second, the payments, including difficulty of care payments,
must be paid to the foster care provider for the care of a “qualified
foster individual” in the foster care provider’s home. A qualified
foster individual is an individual living in a foster care family home
in which the individual was placed by: (1) an agency of the State
or a political subdivision of a State; or (2) a tax-exempt placement
agency if such individual was under the age of 19 at the time of
placement. Third, the exclusion of foster care payments generally
applies to qualified foster care payments for five or fewer foster
care individuals over the age of 19 in a foster home. In the case
of difficulty of care payments, the exclusion applies to payments for
ten or fewer foster care individuals under the age of 19 in a foster
home and to payments for five or fewer foster care individuals at
least age 19 in a foster home.

REASONS FOR CHANGE

The Committee recognizes that some States want to use both
taxable and tax-exempt organizations to improve the administra-
tion of their foster care programs (e.g., out-sourcing of the place-
ment function of their foster care program). This provision is in-
tended to give the States more flexibility in meeting the goals of
foster care without expanding the application of the exclusion to
payments which are not made under the State’s foster care pro-
gram.

EXPLANATION OF PROVISION

The bill makes two principal modifications to the exclusion for
qualified foster care payments. First, the bill expands the list of
persons eligible to make qualified foster care payments. Therefore,
the exclusion applies to qualified payments made pursuant to a fos-
ter care program of a State or local government which are paid by
either: (1) a State or political subdivision of a State; or (2) a quali-
fied foster care placement agency, whether taxable or tax-exempt.
Second, the bill expands the list of persons eligible to place foster
care individuals. Specifically, the bill allows placements by either:
(1) a State or a political subdivision of a State; or (2) a qualified
foster care placement agency. For these purposes, a qualified foster
care placement agency is defined as any placement agency which
is licensed or certified by: (1) a State or political subdivision of a

2A difficulty of care payment is a payment designated by the person making such payment
as compensation for providing the additional care of a qualified foster care individual which is
required by reason of a physical, mental, or emotional handicap of such individual and with re-
spect to which the State has determined that there is a need for additional compensation.
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State; or (2) an entity designated by a State or political subdivision
thereof, for the foster care program of such State or political sub-
division to make payments to providers of foster care.

The bill allows State and local governments to employ both tax-
exempt and taxable entities to administer their foster care pro-
grams more efficiently; however, it does not extend the exclusion
to payments outside such foster care programs (e.g., payments to
a foster care provider from friends or relatives of foster care indi-
vidual in its care).

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 1999.

D. INCREASE AND EXPAND THE DEPENDENT CARE CREDIT

(sec. 204 of the bill and sec. 21 of the Code)
PRESENT LAW

In general

A taxpayer who maintains a household which includes one or
more qualifying individuals may claim a nonrefundable credit
against income tax liability for up to 30 percent of a limited
amount of employment-related dependent care expenses. Eligible
employment-related expenses are limited to $2,400 if there is one
qualifying individual or $4,800 if there are two or more qualifying
individuals. Generally, a qualifying individual is a dependent
under the age of 13 or a physically or mentally incapacitated de-
pendent or spouse. No credit is allowed for any qualifying individ-
ual unless a valid taxpayer identification number (“TIN”) has been
provided for that individual. A taxpayer is treated as maintaining
a household for a period if the taxpayer (or the taxpayer’s spouse,
if married) provides more than one-half the cost of maintaining the
household for that period. In the case of married taxpayers, the
credit is not available unless they file a joint return.

Employment-related dependent care expenses are expenses for
the care of a qualifying individual incurred to enable the taxpayer
to be gainfully employed, other than expenses incurred for an over-
night camp. For example, amounts paid for the services of a house-
keeper generally qualify if such services are performed at least
partly for the benefit of a qualifying individual; amounts paid for
a chauffeur or gardener do not qualify.

Expenses that may be taken into account in computing the credit
generally may not exceed an individual’s earned income or, in the
case of married taxpayers, the earned income of the spouse with
the lesser earnings. Thus, if one spouse has no earned income, gen-
erally no credit is allowed.

The 30-percent credit rate is reduced, but not below 20 percent,
by 1 percentage point for each $2,000 (or fraction thereof) of ad-
justed gross income (“AGI”) above $10,000.

Interaction with employer-provided dependent care assistance

For purposes of the dependent care credit, the maximum
amounts of employment-related expenses ($2,400/$4,800) are re-
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duced to the extent that the taxpayer has received employer-pro-
vided dependent care assistance that is excludable from gross in-
come (sec. 129). The exclusion for dependent care assistance is lim-
ited to $5,000 per year and does not vary with the number of chil-
dren.

REASONS FOR CHANGE

The Committee recognizes that the size of the present-law de-
pendent care credit does not reflect the true cost of dependent care
for many families. The Committee believes that increasing the
amount of the credit will help millions of working American tax-
payers better afford adequate childcare. In addition, the Committee
believes that, as the costs of dependent care increase as a result
of inflation, the size of the credit should also be increased.

EXPLANATION OF PROVISION

The bill makes two changes to the dependent care tax credit.
First, the maximum credit percentage is increased from 30 percent
to 50 percent for taxpayers with AGI of $30,000 or less. The 50-

ercent credit rate is phased-down by one percentage point for each

1,000 of AGI, or fraction thereof, between $30,001 and $59,000.
The credit percentage is 20 percent for taxpayers with AGI of
$59,001 or greater. Second, the maximum amount of eligible em-
ployment-related expenses ($2,400/$4,800) is indexed for inflation
beginning in 2001.

The present-law reduction of the dependent care credit for em-
ployer-provided dependent care assistance is not changed.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2000.

E. TaAxX CREDIT FOR EMPLOYER-PROVIDED CHILD CARE FACILITIES

(sec. 205 of the bill and new sec. 45D of the Code)
PRESENT LAW

Generally, present law does not provide a tax credit to employers
for supporting child care or child care resource and referral serv-
ices.3 An employer, however, may be able to claim such expenses
as deductions for ordinary and necessary business expenses. Alter-
natively, the employer may be required to capitalize the expenses
and claim depreciation deductions over time.

REASONS FOR CHANGE

The Committee believes that providing an incentive to employers
to provide child care services for their employees will increase the
quality and availability of child care services, which is an impor-
tant issue for working Americans.

3An employer may claim the welfare-to-work tax credit on the eligible wages of certain long-
term family assistance recipients. For purposes of the welfare-to-work credit, eligible wages in-
cludes amounts paid by the employer for dependent care assistance.
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EXPLANATION OF PROVISION

Employer tax credit for supporting employee child care

Under the bill, taxpayers receive a tax credit equal to 25 percent
of qualified expenses for employee child care. These expenses in-
clude costs incurred: (1) to acquire, construct, rehabilitate or ex-
pand property that is to be used as part of the taxpayer’s qualified
child care facility; (2) for the operation of the taxpayer’s qualified
child care facility, including the costs of training and continuing
education for employees of the child care facility; or (3) under a
contract with a qualified child care facility to provide child care
services to employees of the taxpayer. To be a qualified child care
facility, the principal use of the facility must be for child care, and
the facility must be duly licensed by the State agency with jurisdic-
tion over its operations. Also, if the facility is owned or operated
by the taxpayer, at least 30 percent of the children enrolled in the
center (based on an annual average or the enrollment measured at
the beginning of each month) must be children of the taxpayer’s
employees. If a taxpayer opens a new facility, it must meet the 30-
percent employee enrollment requirement within two years of com-
mencing operations. If a new facility failed to meet this require-
ment, the credit would be subject to recapture.

To qualify for the credit, the taxpayer must offer child care serv-
ices, either at its own facility or through third parties, on a basis
that does not discriminate in favor of highly compensated employ-
ees.

Employer tax credit for child care resource and referral services

Under the bill, a taxpayer is entitled to a tax credit equal to 10
percent of expenses incurred to provide employees with child care
resource and referral services.

Other rules

The maximum total credit that may be claimed by a taxpayer
under this provision can not exceed $150,000 per year. Any
amounts for which the taxpayer may otherwise claim a tax deduc-
tion are reduced by the amount of these credits. Similarly, if the
credits are taken for expenses of acquiring, constructing, rehabili-
tating, or expanding a facility, the taxpayer’s basis in the facility
is reduced by the amount of the credits.

EFFECTIVE DATE

The credits are effective for taxable years beginning after Decem-
ber 31, 2000.

F. MobpIFY INDIVIDUAL ALTERNATIVE MINIMUM TAX
(sec. 206 of the bill and secs. 26 and 56 of the Code)
PRESENT LAW

In general

Present law imposes a minimum tax (“AMT”) on an individual to
the extent the taxpayer’s minimum tax liability exceeds his or her
regular tax liability. The AMT is imposed on individuals at rates
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of (1) 26 percent on the first $175,000 of alternative minimum tax-
able income (“AMTT”) in excess of a phased-out exemption amount
and (2) 28 percent on the remaining AMTI. The exemptions
amounts are $45,000 in the case of married individuals filing a
joint return and surviving spouses; $33,750 in the case of other un-
married individuals; and $22,500 in the case of married individuals
filing a separate return. These exemption amounts are phased-out
by an amount equal to 25 percent of the amount that the individ-
ual’s AMTI exceeds a threshold amount. These threshold amounts
are $150,000 in the case of married individuals filing a joint return
and surviving spouses; $112,500 in the case of other unmarried in-
dividuals; and 575,000 in the case of married individuals filing a
separate return, estates, and trusts. The exemption amounts, the
threshold phase-out amounts, and the $175,000 break-point
amount are not indexed for inflation. The lower capital gains rates
applicable to the regular tax apply for purposes of the AMT.

AMTTI is the taxpayer’s taxable income increased by certain pref-
erence items and adjusted by determining the tax treatment of cer-
tain items in a manner that negates the deferral of income result-
ing from the regular tax treatment of those items.

Preference items in computing AMTI

The minimum tax preference items are:

(1) The excess of the deduction for percentage depletion over the
adjusted basis of the property at the end of the taxable year. This
preference does not apply to percentage depletion allowed with re-
spect to oil and gas properties.

(2) The amount by which excess intangible drilling costs arising
in the taxable year exceed 65 percent of the net income from oil,
gas, and geothermal properties. This preference does not apply to
an independent producer to the extent the preference would not re-
duce the producer’s AMTI by more than 40 percent.

(3) Tax-exempt interest income on private activity bonds (other
than qualified 501(c)(3) bonds) issued after August 7, 1986.

(4) Accelerated depreciation or amortization on certain property
placed in service before January 1, 1987.

(5) Forty-two percent of the amount excluded from income under
section 1202 (relating to gains on the sale of certain small business
stock).

In addition, losses from any tax shelter, farm, or passive activi-
ties are denied.4

Adjustments in computing AMTI

The adjustments that individuals must make in computing AMTI
are:

(1) Depreciation on property placed in service after 1986 and be-
fore January 1, 1999, must be computed by using the generally
longer class lives prescribed by the alternative depreciation system
of section 168(g) and either (a) the straight-line method in the case
of property subject to the straight-line method under the regular
tax or (b) the 150-percent declining balance method in the case of

4Given the passage of section 469 by the Tax Reform Act of 1986 (relating to the deductibility
of losses from passive activities), these provisions are largely “deadwood.”
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other property. Depreciation on property placed in service after De-
cember 31, 1998, is computed by using the regular tax recovery pe-
riods and the AMT methods described in the previous sentence.

(2) Mining exploration and development costs must be capitalized
and amortized over a 10-year period.

(3) Taxable income from a long-term contract (other than a home
construction contract) must be computed using the percentage of
completion method of accounting.

(4) The amortization deduction allowed for pollution control fa-
cilities placed in service before January 1, 1999 (generally deter-
mined using 60-month amortization for a portion of the cost of the
facility under the regular tax), must be calculated under the alter-
native depreciation system (generally, using longer class lives and
the straight-line method). The amortization deduction allowed for
pollution control facilities placed in service after December 31,
1998, is calculated using the regular tax recovery periods and the
straight-line method.

(5) Miscellaneous itemized deductions are not allowed.

(6) Itemized deductions for State, local, and foreign real property
taxes, State and local personal property taxes, and State, local, and
foreign income, war profits, and excess profits taxes are not al-
owed.

(7) Medical expenses are allowed only to the extent they exceed
10 percent of the taxpayer’s adjusted gross income (AGI).

(8) Standard deductions and personal exemptions are not al-
lowed.

(9) The amount allowable as a deduction for circulation expendi-
tures must be capitalized and amortized over a 3-year period.

(10) The amount allowable as a deduction for research and exper-
imental expenditures must be capitalized and amortized over a 10-
year period.5

(11) The regular tax rules relating to incentive stock options do
not apply.

Other rules

The combination of the taxpayer’s net operating loss carryover
and foreign tax credits cannot reduce the taxpayer’s AMT liability
by more than 90 percent of the amount determined without these
items.

The various nonrefundable credits allowed under the regular tax
generally are allowed only to the extent that the individual’s regu-
lar tax exceeds the tentative minimum tax. The earned income
credit and the child credit of those taxpayers with three or more
qualified children are refundable credits and may offset the tax-
payer’s tentative minimum tax. However, a taxpayer must reduce
these refundable credits by the taxpayer’s AMT.6

If an individual is subject to AMT in any year, the amount of tax
exceeding the taxpayer’s regular tax liability is allowed as a credit
(the “AMT credit”) in any subsequent taxable year to the extent the
taxpayer’s regular tax liability exceeds his or her tentative min-

5No adjustment is required if the taxpayer materially participates in the activity that relates
to the research and experimental expenditures.

6For 1998 only, the nonrefundable personal credits were not limited by the tentative mini-
mum tax, and the refundable child credit was not reduced by the minimum tax.
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imum tax in such subsequent year. For individuals, the AMT credit
is allowed only to the extent the taxpayer’s AMT liability is a re-
sult of adjustments that are timing in nature. Most individual
AMT adjustments relate to itemized deductions and personal ex-
emptions and are not timing in nature.

REASONS FOR CHANGE

The Committee believes that the personal credits and deductions
for personal exemptions should not result in a taxpayer having tax
liability by reason of the minimum tax.

EXPLANATION OF PROVISION

The bill allows an individual to offset the entire regular tax li-
ability (without regard to the minimum tax) by the personal non-
refundable credits, and repeals the provision reducing the refund-
able child credit by the AMT.

The bill also allows the deduction for personal exemptions in
computing AMT.

EFFECTIVE DATES

The provisions relating to the limit on personal credits and the
offset of the refundable child credit apply to taxable years begin-
ning after December 31, 1998.

The provision relating to the deduction for personal exemptions
applies to taxable years beginning after December 31, 2004.

TITLE III. RETIREMENT AND INDIVIDUAL SAVINGS TAX
RELIEF PROVISIONS

A. INDIVIDUAL SAVINGS PROVISIONS

1. Individual retirement arrangements (“IRAs”) (secs. 301-302 and
304 of the bill and secs. 219, 408, and 408A of the Code)

In general

There are two general types of individual retirement arrange-
ments (“IRAs”) under present law: traditional IRAs, to which both
deductible and nondeductible contributions may be made, and Roth
IRAs. The Federal income tax rules regarding each type of IRA
(and IRA contribution) differ.

Traditional IRAs

Under present law, an individual may make deductible contribu-
tions to an IRA up to the lesser of $2,000 or the individual’s com-
pensation if neither the individual nor the individual’s spouse is an
active participant in an employer-sponsored retirement plan. In the
case of a married couple, deductible IRA contributions of up to
$2,000 can be made for each spouse (including, for example, a
homemaker who does not work outside the home), if the combined
compensation of both spouses is at least equal to the contributed
amount. If the individual (or the individual’s spouse) is an active
participant in an employer-sponsored retirement plan, the $2,000
deduction limit is phased out for taxpayers with adjusted gross in-
come (“AGI”) over certain levels for the taxable year.
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The AGI phase-out limits for taxpayers who are active partici-
pants in employer-sponsored plans are as follows.

Single Taxpayers

Taxable years beginning in Phase-out range

$30,000-40,000
31,000-41,000
32.000-42,000
33,000-43,000
34,000-44,000
40,000-50,000
45,000-55,000
50,000-60,000

Phase-out range

$50,000-60,000
. 51,000-61,000
52,000-62,000
53.000-63,000
54,000-64,000
60,000-70,000
65.000—75,000
70,000-80,000
75,000-85,000
2007 and thereafter ..........ccoieeeiiiieiiieeeeeecee e e 80,000-100,000

If the individual is not an active participant in an employer-spon-
sored retirement plan, but the individual’s spouse is, the $2,000 de-
duction limit is phased out for taxpayers with AGI between
$150,000 and $160,000.

To the extent an individual cannot or does not make deductible
contributions to an IRA or contributions to a Roth IRA, the individ-
ual may make nondeductible contributions to a traditional IRA.

Amounts held in a traditional IRA are includible in income when
withdrawn (except to the extent the withdrawal is a return of non-
deductible contributions). Includible amounts withdrawn prior to
attainment of age 59%2 are subject to an additional 10-percent
early withdrawal tax, unless the withdrawal is due to death or dis-
ability, is made in the form of certain periodic payments, is used
to pay medical expenses in excess of 7.5 percent of AGI, is used to
purchase health insurance of an unemployed individual, is used for
education expenses, or is used for first-time homebuyer expenses of
up to $10,000.

Roth IRAs

Individuals with AGI below certain levels may make nondeduct-
ible contributions to a Roth IRA. The maximum annual contribu-
tion that may be made to a Roth IRA is the lesser of $2,000 or the
individual’s compensation for the year. The contribution limit is re-
duced to the extent an individual makes contributions to any other
IRA for the same taxable year. As under the rules relating to IRAs
generally, a contribution of up to $2,000 for each spouse may be
made to a Roth IRA provided the combined compensation of the
spouses is at least equal to the contributed amount. The maximum
annual contribution that can be made to a Roth IRA is phased out
for single individuals with AGI between $95,000 and $110,000 and
for joint filers with AGI between $150,000 and $160,000.
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Taxpayers with modified AGI of $100,000 or less generally may
convert a traditional IRA into an Roth IRA. The amount converted
is includible in income as if a withdrawal had been made, except
that the 10-percent early withdrawal tax does not apply and, if the
conversion occurred in 1998, the income inclusion may be spread
ratably over 4 years. Married taxpayers who file separate returns
cannot convert a traditional IRA into a Roth TRA.

Amounts held in a Roth IRA that are withdrawn as a qualified
distribution are not includible in income, nor subject to the addi-
tional 10-percent tax on early withdrawals. A qualified distribution
is a distribution that (1) is made after the 5-taxable year period be-
ginning with the first taxable year for which the individual made
a contribution to a Roth IRA, and (2) which is made after attain-
ment of age 59V%, on account of death or disability, or is made for
first-time homebuyer expenses of up to $10,000.

Distributions from a Roth IRA that are not qualified distribu-
tions are includible in income to the extent attributable to earn-
ings, and subject to the 10-percent early withdrawal tax (unless an
exception applies).” The same exceptions to the early withdrawal
tax that apply to IRAs apply to Roth IRAs.

IRA investments

In general, IRAs may not invest in collectibles. Under one excep-
tion to this rule, IRAs may invest in certain gold, silver, and plati-
num coins and coins issued under the laws of any State.

REASONS FOR CHANGE

The Committee is concerned about the low national savings rate,
and that individuals may not be saving adequately for retirement.
Present law provides tax incentives for savings, including the op-
portunity to make contributions to traditional and Roth IRAs. How-
ever, deductible contributions to traditional IRAs and Roth IRAs
are not available to all Americans. The Congress believes that IRAs
should be available to more individuals.

The present-law IRA contribution limit has not been increased
since 1981. The Committee believes that the limit should be raised
in order to allow greater savings opportunities.

The Committee believes it is appropriate to expand the types of
coins in which IRAs may invest.

EXPLANATION OF PROVISION

Increase in annual contribution limits

The provision increases the annual contribution limit for tradi-
tional IRAs and Roth IRAs in $1,000 annual increments, beginning
in 2001, until the limit reaches $5,000 in 2003. Thereafter, the
limit is indexed for inflation in $100 increments.

Increase in AGI limits for deductible IRA contributions

Under the provision, the AGI phase-out limits for active partici-
ants in an employer- sponsored plan is increased annually by
2,000 ($4,000 in the case of married taxpayers filing a joint re-

7Early distribution of converted amounts may also accelerate income inclusion of converted
amounts that are taxable under the 4-year rule applicable to 1998 conversions.
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turn) in 2008 and by $2,500 ($5,000 in the case of married tax-
payers filing a joint return) in 2009-2010. After 2010, the income
limits are indexed for inflation in $1,000 increments. Thus, the
phase-out limits are as follows for taxable years beginning in 2008—
2010.

Single Returns

Taxable years beginning in Phase-out range
$52,000-62,000
54,500-64,500
57,000-67,000

Phase-out range
$84,000-104,000
.. 89,000-109,000
. 94,000-114,000

The present-law income phase-out range for an individual who is
not an active participant, but whose spouse is, remains at $150,000
to $160,000.

AGI limits for Roth IRAs

The provision repeals the Roth IRA contribution AGI phase-out
limits. The provision also increases the AGI limit on conversions of
traditional IRAs to Roth IRAs to $1 million ($500,000 in the case
of a married taxpayer filing a separate return).

IRA investments in coins

The provision allows IRAs to invest in any coin certified by a rec-
ognized grading service and traded on a nationally recognized elec-
tronic network, or listed by a recognized wholesale reporting serv-
ice and which (1) is or was at any time legal tender in the United
States, or (2) issued under the laws of any State. Such coins must
be in the physical possession of the IRA trustee or custodian.

EFFECTIVE DATE

The provision generally is effective for taxable years beginning
after December 31, 2000. The increase in the AGI limits for deduct-
ible IRA contributions is effective for taxable years beginning after
December 31, 2007. The provision increasing the AGI limit for con-
versions to Roth IRAs is effective for taxable years beginning after
December 31, 2002. The provision relating to IRA investment in
coins is effective for taxable years beginning after December 31,
1999.

2. Creation of individual development accounts (sec. 303 of the bill
and new sec. 530A of the Code)

PRESENT LAW

There are no tax benefits to encourage financial institutions to
match savings of low-income individuals.

REASONS FOR CHANGE

The Committee recognizes that the rate of private savings in the
United States is too low. In particular, many low-income individ-
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uals either have inadequate savings or no savings at all. The Com-
mittee believes that a tax-subsidized match by financial institu-
tions may help encourage more savings by low-income working in-
dividuals. The program is intended to encourage a pattern of indi-
vidual savings and wealth accumulation. Finally, the Committee
believes that the program will allow individuals to use their sav-
ings for three important purposes: (1) to afford better educations;
(2) to achieve home ownership; and (3) to start their own busi-
nesses.

EXPLANATION OF PROVISION

In general

The bill creates individual development accounts (“IDAs”) to
which eligible individuals can contribute. In addition, the bill pro-
vides a tax credit for certain matching contributions made to an
IDA by the financial institution maintaining the IDA. Eligible indi-
viduals are individuals who are: (1) at least 18 years of age; (2) a
citizen or legal resident of the United States; and (3) a member of
a household eligible for the earned income credit, Temporary As-
sistance for Needy Families (“TANF”), or with family gross income
of 60 percent or less of area median gross income and net worth
of $10,000 or less.

CONTRIBUTIONS TO AN IDA BY ELIGIBLE INDIVIDUALS

Only eligible individuals are allowed to contribute to an IDA.
Contributions to IDAs by individuals are not deductible, and earn-
ings on such contributions are includible in income. The maximum
contribution that can be made to an IDA for a taxable year is the
lesser of (1) $350 or (2) the individual’s taxable compensation for
the year. A special rule would allow contributions of up to $350 for
each spouse in a married couple if the total compensation of the
spouses is at least equal to the amount contributed.

Matching contributions

The bill provides a tax credit to financial institutions that make
matching contributions to IDAs of individuals.8 The tax credit
equals 85 percent of matching contributions, rounded up to the
nearest $10, up to a maximum annual credit of $300 per eligible
individual. The credit is available in each year that a matching
contribution is made.

Matching contributions (and earnings thereon) are not includible
in the gross income of the eligible individual.

If an individual withdraws his or her own IDA contributions (or
earnings thereon) for a purpose other than a qualified purpose, the
matching contribution attributable to such individual contribution
is forfeited.® Matching contributions may be withdrawn only in a
qualified purpose distribution.

A qualified purpose distribution is a distribution (1) that is made
after the individual has completed an economic literacy course, (2)

8Matching contributions (and earnings) are accounted for separately from individual IDA con-
tributions (and earnings).

9The financial institution is to use forfeited amounts to make other matching contributions.
No credit is provided with respect to such reallocated contributions.
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that is made by the financial institution directly to the person to
whom the funds are to (or to another IDA) and (3) is used for (a)
certain educational expenses, (b) first-time homebuyer expenses,
and (c) business start-up expenses.

Effect on means-tested programs

Any amounts in the IDA are not to be taken into account for cer-
tain Federal means-tested programs.

EFFECTIVE DATE

The provision is effective for contributions to IDAs and matching
contributions made with respect to such IDAs after December 31,
2000, and before January 1, 2006.

B. EXPANDING COVERAGE

1. Option to treat elective deferrals as after-tax contributions (sec.
311 of the bill and new sec. 402A of the Code)

PRESENT LAW

A qualified cash or deferred arrangement (“section 401(k) plan”)
or a tax-sheltered annuity (“section 403(b) annuity”) may permit a
participant to elect to have the employer make payments as con-
tributions to the plan or to the participant directly in cash. Con-
tributions made to the plan at the election of a participant are elec-
tive deferrals. Elective deferrals must be nonforfeitable and are
subject to an annual dollar limitation (sec. 402(g)) and distribution
restrictions. In addition, elective deferrals under a section 401(k)
plan are subject to special nondiscrimination rules. Elective defer-
rals (and earnings attributable thereto) are not includible in a par-
ticipant’s gross income until distributed from the plan.

Individuals with adjusted gross income below certain levels gen-
erally may make nondeductible contributions to a Roth IRA and
may convert a deductible or nondeductible IRA into a Roth IRA.
Amounts held in a Roth IRA that are withdrawn as a qualified dis-
tribution are not includible in income, nor subject to the additional
10—percent tax on early withdrawals. A qualified distribution is a
distribution that (1) is made after the 5-taxable year period begin-
ning with the first taxable year for which the individual made a
contribution to a Roth IRA, and (2) is made after attainment of age
59%%, is made on account of death or disability, or is a qualified
special purpose distribution (i.e., for first-time homebuyer expenses
of up to $10,000). A distribution from a Roth IRA that is not a
qualified distribution is includible in income to the extent attrib-
utable to earnings, and is subject to the 10—percent tax on early
withdrawals (unless an exception applies).10

REASONS FOR CHANGE

The recently-enacted Roth IRA provisions have provided individ-
uals with another form of tax-favored retirement savings. For a va-
riety of reasons, some individuals may prefer to save through a

10 Early distributions of converted amounts may also accelerate income inclusion of converted
amounts that are taxable under the 4—year rule applicable to 1998 conversions.
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Roth IRA rather than a traditional deductible IRA. The Committee
believes that similar savings choices should be available to partici-
pants in section 401(k) plans and tax-sheltered annuities.

EXPLANATION OF PROVISION

A section 401(k) plan or a section 403(b) annuity may include a
“qualified plus contribution program” that permits a participant to
elect to have all or a portion of the participant’s elective deferrals
under the plan treated as designated plus contributions. Des-
ignated plus contributions are elective deferrals that the partici-
pant designates as not excludable from the participant’s gross in-
come.

The annual dollar limitation on a participant’s designated plus
contributions is the section 402(g) annual limitation on elective de-
ferrals, reduced by the participant’s elective deferrals that the par-
ticipant does not designate as designated plus contributions. Con-
tributions under the qualified plus contribution program must sat-
isfy the requirements of section 401(k) or section 403(b) (other than
with respect to the treatment of such contribution as not exclud-
able from income). Thus, for example, designated plus contributions
are treated as any other elective deferral for purposes of the non-
forfeitability requirements and distribution restrictions of these
sections. Under a section 401(k) plan, designated plus contributions
also are treated as any other elective deferral for purposes of the
special nondiscrimination requirements. Additionally, designated
plus contributions are at all times subject to the requirements of
section 401(a)(9) otherwise applicable to any amounts held under
a qualified plan.

The plan must establish a separate account, and maintain sepa-
rate recordkeeping, for a participant’s designated plus contribu-
tions (and earnings allocable thereto). A qualified distribution from
a participant’s designated plus contributions account is not includ-
ible in the participant’s gross income. A qualified distribution is a
distribution that is made after the end of a specified nonexclusion
period and that is (1) made on or after the date on which the par-
ticipant attains age 59%2, (2) made to a beneficiary (or to the estate
of the participant) on or after the death of the participant, or (3)
attributable to the participant’s being disabled.1! The nonexclusion
period is the 5—year-taxable period beginning with the earlier of (1)
the first taxable year for which the participant made a designated
plus contribution to any designated plus contribution account es-
tablished for the participant under the plan, or (2) if the partici-
pant has made a rollover contribution to the designated plus con-
tribution account that is the source of the distribution from a des-
ignated plus contribution account established for the participant
under another plan, the first taxable year for which the participant
made a designated plus contribution to the previously established
account.

A distribution from a designated plus contributions account that
is a corrective distribution of an elective deferral (and income allo-
cable thereto) that exceeds the section 402(g) annual limit on elec-

11 A qualified special purpose distribution, as defined under the rules relating to Roth IRAs,
does not qualify as a tax-free distribution from a designated plus contributions account.
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tive deferrals is not a qualified distribution. Similarly, a distribu-
tion of a designated plus contribution (and income allocable there-
to) made to correct a failure of a nondiscrimination test or any
other requirement of section 401(a) is not a qualified distribution.

A participant may roll over a distribution from a designated plus
contributions account only to another designated plus contributions
account or a Roth IRA of the participant.

The Secretary of the Treasury is directed to require the plan ad-
ministrator of each section 401(k) plan or section 403(b) annuity
that permits participants to make designated plus contributions to
make such returns and reports regarding designated plus contribu-
tions to the Secretary, plan participants and beneficiaries, and
other persons that the Secretary may designate.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2000.

2. Increase elective contribution limits (sec. 312 of the bill and secs.
402(g), 408(p), and 457 of the Code)

PRESENT LAW

Under present law, under certain salary reduction arrangements,
an employee may elect to have the employer make payments as
contributions to a plan on behalf of the employee, or to the em-
ployee directly in cash. Contributions made at the election of the
employee are called elective deferrals.

The maximum annual amount of elective deferrals that an indi-
vidual may make to a qualified cash or deferred arrangement (a
“section 401(k) plan”), a tax-sheltered annuity (“section 403(b) an-
nuity”) or a salary reduction simplified employee pension plan
(“SEP”) is $10,000 (for 1999). The maximum annual amount of
elective deferrals that an individual may make to a SIMPLE plan
is $6,000. These limits are indexed for inflation in $500 increments.

The maximum annual deferral under a deferred compensation
plan of a State or local government or a tax-exempt organization
(a “section 457 plan”) is the lesser of (1) $8,000 (for 1999) or (2)
33V3 percent of compensation. The $8,000 dollar limit is increased
for inflation in $500 increments. Under a special catch-up rule, the
section 457 plan may provide that, for one or more of the partici-
pant’s last 3 years before retirement, the otherwise applicable limit
is increased to the lesser of (1) $15,000 or (2) the sum of the other-
wise applicable limit for the year plus the amount by which the
limit applicable in preceding years of participation exceeded the de-
ferrals for that year.

REASONS FOR CHANGE

The tax benefits provided under tax-favored retirement plans are
a departure from the normally applicable income tax rules. The
special tax benefits for such plans are generally justified on the
ground that they serve an important social policy objective, i.e., the
provision of retirement benefits to a broad group of employees. The
limits on deferrals, in combination with the other limits on con-
tributions, benefits, and compensation that may be taken into ac-
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count, serve to limit the tax benefits associated with such plans.
The level at which to place such limits involves a balancing of dif-
ferent policy objectives and a judgment as to what limits are most
likely to best further policy goals.

One of the factors that may influence the decision of an em-
ployer, particularly a small employer, to adopt a plan is the extent
to which the owners of the business, the decision-makers, or other
highly compensated employees will benefit under the plan. The
Committee believes that increasing the limits on deferrals will en-
courage employers to establish tax-favored retirement plans for
their employees.

The Committee understands that, in recent years, section 401(k)
plans have become increasingly more prevalent. The Committee be-
lieves it is important to increase the amount of employee elective
deferrals allowed under such plans, and other plans that allow de-
ferrals, to better enable plan participants to save for their retire-
ment.

EXPLANATION OF PROVISION

Beginning in 2001, the provision increases the dollar limit on an-
nual elective deferrals under section 401(k) plans, section 403(b)
annuities and salary reduction SEPs in $1,000 annual increments
until the limits reach $15,000 in 2005. Beginning in 2001, the pro-
vision increases the maximum annual elective deferrals that may
be made to a SIMPLE plan in $1,000 annual increments until the
limit reaches $10,000 in 2004. The $15,000 and $10,000 dollar lim-
its are indexed in $500 increments, as under present law.

The provision increases the dollar limit on deferrals under a sec-
tion 457 plan to $9,000 in 2001, $10,000 in 2002, $11,000 in 2003,
and $12,000 in 2004. After 2004, the limit is indexed in $500 incre-
ments. The limit is twice the otherwise applicable dollar limit in
the three years prior to retirement.12

EFFECTIVE DATE

The provision is effective for years beginning after December 31,
2000, with a delayed effective date for plans maintained pursuant
to a collective bargaining agreement.

3. Plan loans for subchapter S shareholders, partners, and sole pro-
prietors (sec. 313 of the bill, sec. 4975 of the Code, and secs.
407 and 408 of ERISA)

PRESENT LAW

The Internal Revenue Code prohibits certain transactions (“pro-
hibited transactions”) between a qualified plan and a disqualified
person in order to prevent persons with a close relationship to the
qualified plan from using that relationship to the detriment of plan
participants and beneficiaries. 13 Certain types of transactions are
exempted from the prohibited transaction rules, including loans

12 Another provision of the provision increases the 33%4 percentage of compensation limit to
100 percent.

13 Title I of the Employee Retirement Income Security Act of 1974, as amended (“ERISA”)
also contains prohibited transaction rules. The Code and ERISA provisions are substantially
similar, although not identical.
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from the plan to plan participants, if certain requirements are sat-
isfied. In addition, the Department of Labor can grant an adminis-
trative exemption from the prohibited transaction rules if she finds
the exemption is administratively feasible, in the interest of the
plan and plan participants and beneficiaries, and protective of the
rights of participants and beneficiaries of the plan. Pursuant to this
exemption process, the Secretary of Labor grants exemptions both
with respect to specific transactions and classes of transactions.

The statutory exemptions to the prohibited transaction rules do
not apply to certain transactions in which the plan makes a loan
to an owner-employee. 14 Loans to participants other than owner-
employees are permitted if loans are available to all participants
on a reasonably equivalent basis, are not made available to highly
compensated employees in an amount greater than made available
to other employees, are made in accordance with specific provisions
in the plan, bear a reasonable rate of interest, and are adequately
secured. In addition, the Code places limits on the amount of loans
and repayment terms.

For purposes of the prohibited transaction rules, an owner-em-
ployee means (1) a sole proprietor, (2) a partner who owns more
than 10 percent of either the capital interest or the profits interest
in the partnership, (3) an employee or officer of a Subchapter S cor-
poration who owns more than the corporation, and (4) the owner
of an individual retirement arrangement (“IRA”). The term owner-
employee also includes certain family members of an owner-em-
ployee and certain corporations owned by an owner-employee.

Under the Internal Revenue Code, a two-tier excise tax is im-
posed on disqualified persons who engage in a prohibited trans-
action. The first level tax is equal to 15 percent of the amount in-
volved in the transaction. The second level tax is imposed if the
prohibited transaction is not corrected within a certain period, and
is equal to 100 percent of the amount involved.

REASONS FOR CHANGE

The Committee believes that the present-law prohibited trans-
action rules regarding loans unfairly discriminate against the own-
ers of unincorporated businesses and subchapter S corporations.
For example, under present law, the sole shareholder of a C cor-
poration may take advantage of the statutory exemption to the pro-
hibited transaction rules for loans, but an individual who does
business as a sole proprietor may not.

EXPLANATION OF PROVISION

The provision generally eliminates the special present-law rules
relating to plan loans made to an owner-employee. Thus, the gen-
eral statutory exemption applies to such transactions. Present law
applies with respect to IRAs.

EFFECTIVE DATE

The provision is effective with respect to loans entered into after
December 31, 2000.

14 Certain transactions involving a plan and Subchapter S shareholders are permitted.
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4. Elective deferrals not taken into account for purposes of deduc-
tion limits (sec. 314 of the bill and sec. 404 of the Code)

PRESENT LAW

Employer contributions to one or more qualified retirement plans
are deductible subject to certain limits. In general, the deduction
limit depends on the kind of plan.

In the case of a defined benefit pension plan or a money pur-
chase pension plan, the employer generally may deduct the amount
necessary to satisfy the minimum funding cost of the plan for the
year. If a defined benefit pension plan has more than 100 partici-
pants, the maximum amount deductible is at least equal to the
plan’s unfunded current liabilities.

In the case of a profit-sharing or stock bonus plan, the employer
generally may deduct an amount equal to 15 percent of compensa-
tion of the employees covered by the plan for the year.

If an employer sponsors both a defined benefit pension plan and
a defined contribution plan that covers some of the same employees
(or a money purchase pension plan and another kind of defined
contribution plan), the total deduction for all plans for a plan year
generally is limited to the greater of (1) 25 percent of compensation
or (2) the contribution necessary to meet the minimum funding re-
quirements of the defined benefit pension plan for the year (or the
amount of the plan’s unfunded current liabilities, in the case of a
plan with more than 100 participants).

For purposes of the deduction limits, employee elective deferral
contributions to a section 401(k) plan are treated as employer con-
tributions and, thus, are subject to the generally applicable deduc-
tion limits.

Subject to certain exceptions, nondeductible contributions are
subject to a 10—percent excise tax.

REASONS FOR CHANGE

Subjecting elective deferrals to the normally applicable deduction
limits may cause employers to restrict the amount of elective con-
tributions an employee may make or to restrict employer contribu-
tions to the plan, thereby reducing participants’ ultimate retire-
ment benefits and their ability to save adequately for retirement.
The Committee believes that the amount of elective deferrals other-
wise allowable should not be further limited through application of
the deduction rules.

EXPLANATION OF PROVISION

Under the provision, elective deferral contributions are not sub-
ject to the deduction limits, and the application of a deduction limi-
tation to any other employer contribution to a qualified retirement
plan does not take into account elective deferral contributions.

EFFECTIVE DATE

The provision is effective for years beginning after December 31,
2000.
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5. Reduce PBGC premiums for small and new plans (secs. 315-316
of the bill and sec. 4006 of ERISA)

PRESENT LAW

Under present law, the Pension Benefit Guaranty Corporation
(“PBGC”) provides insurance protection for participants and bene-
ficiaries under certain defined benefit pension plans by guarantee-
ing certain basic benefits under the plan in the event the plan is
terminated with insufficient assets to pay benefits promised under
the plan. The guaranteed benefits are funded in part by premium
payments from employers who sponsor defined benefit plans. The
amount of the required annual PBGC premium for a single-em-
ployer plan is generally a flat rate premium of $19 per participant
and an additional variable rate premium based on a charge of $9
per $1,000 of unfunded vested benefits. Unfunded vested benefits
under a plan generally means (1) the unfunded current liability for
vested benefits under the plan, over (2) the value of the plan’s as-
sets, reduced by any credit balance in the funding standard ac-
count. No variable rate premium is imposed for a year if contribu-
tions to the plan were at least equal to the full funding limit.

The PBGC guarantee is phased in ratably in the case of plans
that have been in effect for less than 5 years, and with respect to
benefit increases from a plan amendment that was in effect for less
than 5 years before termination of the plan.

REASONS FOR CHANGE

The Committee believes that reducing the PBGC premiums for
new plans will help encourage the establishment of defined benefit
pension plans.

EXPLANATION OF PROVISION

Reduced flat-rate premiums for new plans of small employers

Under the provision, for the first five plan years of a new single-
employer plan of a small employer, the flat-rate PBGC premium is
$5 per plan participant.

A small employer is a contributing sponsor that, on the first day
of the plan year, has 100 or fewer employees. For this purpose, all
employees of the members of the controlled group of the contribut-
ing sponsor are taken into account. In the case of a plan to which
more than one unrelated contributing sponsor contributes, employ-
ees of all contributing sponsors (and their controlled group mem-
bers) are taken into account in determining whether the plan is a
plan of a small employer.

A new plan means a defined benefit plan maintained by a con-
tributing sponsor if, during the 36-month period ending on the
date of adoption of the plan, such contributing sponsor (or con-
trolled group member or a predecessor of either) has not estab-
lished or maintained a plan subject to PBGC coverage with respect
to which benefits were accrued for substantially the same employ-
ees as are in the new plan.
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Reduced variable PBGC premium for new plans

The provision provides that the variable premium is phased in
for new defined benefit plans over a six-year period starting with
the plan’s first plan year. The amount of the variable premium is
a percentage of the variable premium otherwise due, as follows: 0
percent of the otherwise applicable variable premium in the first
plan year; 20 percent in the second plan year; 40 percent in the
third plan year; 60 percent in the fourth plan year; 80 percent in
the fifth plan year; and 100 percent in the sixth plan year (and
thereafter).

A new defined benefit plan is defined as under the flat-rate pre-
mium provision relating to new small employer plans.

EFFECTIVE DATE

The provision is effective for plans established after December
31, 2000.

6. Eliminate IRS user fees for requests regarding new plans (sec.
317 of the bill)

PRESENT LAW

An employer that maintains a retirement plan for the benefit of
its employees may request from the Internal Revenue Service
(“IRS”) a determination as to whether the form of the plan satisfies
the requirements applicable to tax-qualified plans (sec. 401(a)), as
well as other rulings and opinions concerning the plan. In order to
obtain from the IRS a determination letter on the qualified status
of the plan, a ruling or an opinion, the employer must pay a user
fee. For example, the user fee for a determination letter request
may range from $125 to $1,250, depending upon the scope of the
request and the type and format of the plan.15

REASONS FOR CHANGE

One of the factors affecting the decision of an employer to adopt
a plan is the level of administrative costs associated with the plan.
The Committee believes that reducing administrative costs, such as
IRS user fees, will help further the establishment of qualified plans
by employers.

EXPLANATION OF PROVISION

No user fee is required for any determination letter, ruling, or
opinion with respect to a new retirement plan. For purposes of the
provision, a new retirement plan is a plan maintained by one or
more employers that (1) have not made a prior request for a deter-
mination letter, ruling, or opinion with respect to the plan or any
predecessor plan, and (2) have not established or maintained a
qualified plan with respect to which contributions were made, or
benefits accrued for service, in the 3 most recent taxable years end-
ing prior to the first taxable year in which the request is made.

15User fees are statutorily authorized; however, the IRS sets the dollar amount of the fee ap-
plicable to any particular type of request.
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EFFECTIVE DATE

The provision is effective for requests made after December 31,
2000.

7. SAFE annuities and trusts (sec. 318 of the bill, new sec. 408B
of the Code, and secs. 101 and 4021 of ERISA)

PRESENT LAW

A small business may establish a simplified defined contribution
retirement plan called a savings incentive match plan for employ-
ees (“SIMPLE”) retirement plan. An employer is eligible to adopt
a SIMPLE plan if the employer employs 100 or fewer employees
who received at least $5,000 in compensation during the preceding
year and does not maintain another retirement plan.

A SIMPLE plan may be either an individual retirement arrange-
ment for each employee (“SIMPLE IRA”) or part of a qualified cash
or deferred arrangement (a “SIMPLE 401(k)”). A SIMPLE IRA is
not subject to the nondiscrimination rules or top-heavy rules gen-
erally applicable to qualified plans. Similarly, a SIMPLE 401(k) is
deemed to satisfy the special nondiscrimination tests applicable to
401(k) plans and is not subject to the top-heavy rules. The other
qualified plan rules apply to a SIMPLE 401(k), however.

SIMPLE plans are subject to special contribution rules. Employ-
ees may elect during the 60—day period preceding a plan year to
make elective contributions under a SIMPLE plan of up to $6,000
during the plan year. The $6,000 dollar limit is adjusted for cost-
of-living increases in $500 increments.

An employer that maintains a SIMPLE plan generally is re-
quired to match each employee’s elective contributions on a dollar-
for-dollar basis up to 3 percent of the employee’s compensation. As
an alternative to a matching contribution for any year, an employer
may make a nonelective contribution on behalf of each eligible em-
ployee equal to 2 percent of the employee’s compensation.

Under a SIMPLE IRA, the compensation limit does not apply for
purposes of the required employer matching contribution. If the
employer satisfies the contribution requirement by making a non-
elective contribution, however, the amount of compensation taken
into account for each participant to determine the amount of the
required employer contribution may not exceed the compensation
limit.

Under a SIMPLE 401(k), the compensation limit applies for pur-
poses of the matching contribution as well as the nonelective con-
tribution.

No contributions other than employee elective contributions and
required employer contributions may be made to a SIMPLE plan.
All contributions under a SIMPLE plan must be fully vested.

Present law does not provide for a simplified defined benefit plan
similar to the SIMPLE plan.

REASONS FOR CHANGE

The Committee believes that the availability of a simplified de-
fined benefit arrangement that does not involve many of the ad-
ministrative burdens of the present-law qualified plan rules appli-
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cable to defined benefit plans will encourage the adoption of de-
fined benefit arrangements by small businesses, thereby leading to
increased pension coverage for employees of such businesses.

EXPLANATION OF PROVISION

A small business may establish a simplified retirement plan
called the secure assets for employees (“SAFE”) plan. The SAFE
plan combines the features of a defined benefit plan and a defined
contribution plan.

Employer and employee eligibility and vesting

An employer is eligible to adopt a SAFE plan if the employer em-
ploys 100 or fewer employees who received at least $5,000 in com-
pensation during the preceding year and does not maintain another
retirement plan other than a plan that provides only for elective
deferrals or matching contributions, an eligible deferred compensa-
tion plan of a tax-exempt organization or a State or local govern-
ment (“section 457 plan”), or a collectively bargained plan.

Each employee whose compensation was at least $5,000 in any
2 preceding consecutive years and in the current year generally is
eligible to participate. All benefits under a SAFE plan are fully
vested at all times.

Benefits and funding

A SAFE plan provides a fully funded minimum defined benefit.
For each year of participation, a participant generally accrues a
minimum annual benefit at retirement equal to 3 percent of the
participant’s compensation for the year. The employer may elect to
provide a benefit of 2 percent, 1 percent, or 0 percent of compensa-
tion for any year for all participants if the employer notifies the
participants of such lower percentage within a reasonable period
before the beginning of the year. Benefits under a SAFE plan are
subject to the annual limitation on compensation that may be
taken into account under a qualified plan ($160,000 in 1999).

An employer may count up to 10 years of service performed by
a participant before the adoption of a SAFE plan (“prior service
year”) if the same number of prior service years is available to all
employees eligible to participate in the SAFE plan for the first plan
year. Prior service years is taken into account by doubling the
amount of the contribution the employer would otherwise make for
each participant with prior service years, beginning with the first
year the SAFE plan is in effect. A participant’s prior service years
do not include any years in which a participant was an active par-
ticipant in any defined benefit plan maintained by the employer or
received less than $5,000 in compensation from the employer.

Each year the employer is required to contribute to the SAFE
plan on behalf of each participant an amount sufficient to provide
the annual benefit accrued for the year payable at age 65, using
specified actuarial assumptions (including an interest rate not less
than 3 percent and not greater than 5 percent per year). A SAFE
plan may be funded either through an individual retirement annu-
ity for each employee (“SAFE Annuity”) or through a trust (a
“SAFE Trust”).
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Under a SAFE Trust, each participant has an account to which
actual investment returns are credited. If a participant’s account
balance is less than the total of past employer contributions cred-
ited with a specified interest rate (not less than 3 percent and not
greater than 5 percent per year), the employer is required to make
up the shortfall. If the investment returns in a participant’s ac-
count exceed the specified interest rate, the participant is entitled
to the larger account balance. Permissible investments of a SAFE
Trust are securities that are readily tradable on an established se-
curities market and insurance company products that are regulated
by State law.

Under a SAFE Annuity, each year the employer is required to
contribute the amount necessary to purchase an annuity that pro-
vides the benefit accrual for the year.

The required contributions to a SAFE plan are deductible under
the rules applicable to qualified defined benefit plans. An excise tax
applies if the employer fails to make the required contribution for
the year.

Benefits under a SAFE plan are not guaranteed by the Pension
Benefit Guaranty Corporation.

Distributions

A SAFE plan may provide for distributions at any time. Distribu-
tions from a SAFE plan are subject to tax under the present-law
rules applicable to distributions from qualified plans, except that a
distribution prior to the participant’s attainment of age 59%% gen-
erally are subject to an additional tax equal to 20 percent of the
amount distributed.

A SAFE plan must provide for payment of benefits in the form
of a single life annuity payable at age 65 or any actuarially equiva-
lent form of benefit. A SAFE plan is not subject to the joint and
survivor annuity requirements applicable to other defined benefit
pension plans.

NONDISCRIMINATION REQUIREMENTS AND OTHER RULES

A SAFE plan is not subject to the nondiscrimination rules, the
top-heavy plan rules, or the limitations on benefits or contributions
applicable to qualified retirement plans. Simplified reporting and
disclosure requirements apply to SAFE plans.

EFFECTIVE DATE

The provision is effective for years beginning after December 31,
2000.

8. Modification of top-heavy rules (sec. 319 of the bill and sec. 416
of the Code)

PRESENT LAW

In general

Under present law, additional qualification requirements apply
to plans that primarily benefit an employer’s key employees (“top-
heavy plans”). These additional requirements provide (1) more
rapid vesting for plan participants who are non-key employers and
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(2) minimum nonintegrated employer contributions or benefits for
plan participants who are non-key employees.

Definition of top-heavy plan

In general, a top-heavy plan is a plan under which more than 60
percent of the contributions or benefits are provided to key employ-
ees. More precisely, a defined benefit plan is a top-heavy plan if
more than 60 percent of the cumulative accrued benefits under the
plan are for key employees. A defined contribution plan is top
heavy if the sum of the account balances of key employees is more
than 60 percent of the total account balances under the plan. For
each plan year, the determination of top-heavy status generally is
made as of the last day of the preceding plan year (“the determina-
tion date”).

For purposes of determining whether a plan is a top-heavy plan,
benefits derived both from employer and employee contributions,
including employee elective contributions, are taken into account.
In addition, the accrued benefit of a participant in a defined benefit
plan and the account balance of a participant in a defined contribu-
tion plan includes any amount distributed within the 5-year period
ending on the determination date.

An individual’s accrued benefit or account balance is not taken
into account in determining whether a plan is top-heavy if the indi-
vidual has not performed services for the employer during the 5-
year period ending on the determination date.

In some cases, two or more plans of a single employer must be
aggregated for purposes of determining whether the group of plans
is top-heavy. The following plans must be aggregated: (1) plans
which cover a key employee (including collectively bargained
plans); and (2) any plan upon which a plan covering a key em-
ployee depends for purposes of satisfying the Code’s nondiscrimina-
tion rules. The employer may be required to include terminated
plans in the required aggregation group. In some circumstances, an
employer may elect to aggregate plans for purposes of determining
whether they are top heavy.

SIMPLE plans are not subject to the top-heavy rules.

Definition of key employee

A key employee is an employee who, during the plan year that
ends on the determination date or any of the 4 preceding plan
years, is (1) an officer earning over one-half of the defined benefit
plan dollar limitation of section 415 ($65,000 for 1999), (2) a 5-per-
cent owner of the employer, (3) a 1-percent owner of the employer
earning over $150,000, or (4) one of the 10 employees earning more
than the defined contribution plan dollar limit ($30,000 for 1999)
with the largest ownership interests in the employer. A family
ownership attribution rule applies to the determination of 1-per-
cent owner status, 5-percent owner status, and largest ownership
interests. Under this attribution rule, an individual is treated as
owning stock owned by the individual’s spouse, children, grand-
children, or parents.
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Minimum benefit for non-key employees

A minimum benefit generally must be provided to all non-key
employees in a top-heavy plan. In general, a top-heavy defined ben-
efit plan must provide a minimum benefit equal to the lesser of (1)
2 percent of compensation multiplied by the employee’s years of
service, or (2) 20 percent of compensation. A top-heavy defined con-
tribution plan must provide a minimum annual contribution equal
to the lesser of (1) 3 percent of compensation, or (2) the percentage
of compensation at which contributions were made for key employ-
ees (including employee elective contributions made by key employ-
ees and employer matching contributions).

For purposes of the minimum benefit rules, only benefits derived
from employer contributions (other than amounts employees have
elected to defer) to the plan are taken into account, and an employ-
ee’s social security benefits are disregarded (i.e., the minimum ben-
efit is nonintegrated). Employer matching contributions may be
used to satisfy the minimum contribution requirement; however, in
such a case the contributions are not treated as matching contribu-
tions for purposes of applying the special nondiscrimination re-
quirements applicable to employee elective contributions and
matching contributions under sections 401(k) and (m). Thus, such
contributions would have to meet the general nondiscrimination
test of section 401(a)(4).16

Top-heavy vesting

Benefits under a top-heavy plan must vest at least as rapidly as
under one of the following schedules: (1) 3-year cliff vesting, which
provides for 100 percent vesting after 3 years of service; and (2)
2-6 year graduated vesting, which provides for 20 percent vesting
after 2 years of service, and 20 percent more each year thereafter
so that a participant is fully vested after 6 years of service.1?

Qualified cash or deferred arrangements

Under a qualified cash or deferred arrangement (a “section
401(k) plan”), an employee may elect to have the employer make
payments as contributions to a qualified plan on behalf of the em-
ployee, or to the employee directly in cash. Contributions made at
the election of the employee are called elective deferrals. A special
nondiscrimination test applies to elective deferrals under cash or
deferred arrangements, which compares the elective deferrals of
highly compensated employees with elective deferrals of nonhighly
compensated employees. (This test is called the actual deferral per-
centage test or the “ADP” test). Employer matching contributions
under qualified defined contribution plans are also subject to a
similar nondiscrimination test. (This test is called the actual con-
tribution percentage test or the “ACP” test.)

Under a design-based safe harbor, a cash or deferred arrange-
ment is deemed to satisfy the ADP test if the plan satisfies one of
two contribution requirements and satisfies a notice requirement.

16Tres. Reg. sec. 1.416-1 Q&A M-19.

17Benefits under a plan that is not top heavy must vest at least as rapidly as under one of
the following schedules: (1) 5-year cliff vesting; and (2) 3-7 year graded vesting, which provides
for 20 percent vesting after 3 years and 20 percent more each year thereafter so that a partici-
pant is fully vested after 7 years of service.
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A plan satisfies the contribution requirement under the safe harbor
rule for qualified cash or deferred arrangements if the employer ei-
ther (1) satisfies a matching contribution requirement or (2) makes
a nonelective contribution to a defined contribution plan of at least
3 percent of an employee’s compensation on behalf of each non-
highly compensated employee who is eligible to participate in the
arrangement without regard to the permitted disparity rules (sec.
401(1)). A plan satisfies the matching contribution requirement if,
under the arrangement: (1) the employer makes a matching con-
tribution on behalf of each nonhighly compensated employee that
is equal to (a) 100 percent of the employee’s elective deferrals up
to 3 percent of compensation and (b) 50 percent of the employee’s
elective deferrals from 3 to 5 percent of compensation; and (2), the
rate of match with respect to any elective contribution for highly
compensated employees is not greater than the rate of match for
nonhighly compensated employees. Matching contributions that
satisfy the design-based safe harbor for cash or deferred arrange-
ments are deemed to satisfy the ACP test. Certain additional
matching contributions are also deemed to satisfy the ACP test.

REASONS FOR CHANGE

The top-heavy rules primarily affect the plans of small employ-
ers. While the top-heavy rules were intended to provide additional
minimum benefits to rank-and-file employees, the Committee is
concerned that in some cases the top-heavy rules may act as a de-
terrent to the establishment of a plan by a small employer. The
Committee believes that simplification of the top-heavy rules will
help alleviate the additional administrative burdens the rules place
on small employers. The Committee also believes that, in applying
the top-heavy minimum benefit rules, the employer should receive
credit for all contributions the employer makes, including matching
contributions.

The Committee understands that some employers may have been
discouraged from adopting a safe harbor section 401(k) plan due to
concerns about the top-heavy rules. The Committee believes that
facilitating the adoption of such plans will broaden coverage. Thus,
the Committee believes it appropriate to provide that such plans
are not subject to the top-heavy rules.

EXPLANATION OF PROVISION
Definition of top-heavy plan

The provision provides that a plan consisting of a cash-or-de-
ferred arrangement that satisfies the design-based safe harbor for
such plans and matching contributions that satisfy the safe harbor
rule for such contributions is not a top-heavy plan. Matching or
nonelective contributions provided under such a plan may be taken
into account in satisfying the minimum contribution requirements
applicable to top-heavy plans.18

18This provision is not intended to preclude the use of nonelective contributions that are used
to satisfy the safe harbor rules from being used to satisfy other qualified retirement plan non-
discrimination rules, including those involving cross-testing.
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Definition of key employee

The family ownership attribution rule would no longer apply in
determining whether an individual is a 5-percent owner of the em-
ployer.

Minimum benefit for non-key employees

Under the provision, matching contributions are taken into ac-
count in determining whether the minimum benefit requirement
has been satisfied.1®

EFFECTIVE DATE

The provision is effective for years beginning after December 31,
2000.

C. ENHANCING FAIRNESS FOR WOMEN

1. Additional catch-up contributions (sec. 321 of the bill and secs.
402(g), 408(p), and 457 of the Code)

PRESENT LAW 20

Elective deferral limitations

Under present law, under certain salary reduction arrangements,
an employee may elect to have the employer make payments as
contributions to a plan on behalf of the employee, or to the em-
ployee directly in cash. Contributions made at the election of the
employee are called elective deferrals.

The maximum annual amount of elective deferrals that an indi-
vidual may make to a qualified cash or deferred arrangement (a
“401(k) plan”), a tax-sheltered annuity (“section 403(b) annuity”) or
a salary reduction simplified employee pension plan (“SEP”) is
$10,000 (for 1999). The maximum annual amount of elective defer-
rals that an individual may make to a SIMPLE plan is $6,000.
These limits are indexed for inflation in $500 increments.

Section 457 plans

The maximum annual deferral under a deferred compensation
plan of a State or local government or a tax-exempt organization
(a “section 457 plan”) is the lesser of (1) $8,000 (for 1999) or (2)
33V percent of compensation. The $8,000 dollar limit is increased
for inflation in $500 increments. Under a special catch-up rule, the
section 457 plan may provide that, for one or more of the partici-
pant’s last 3 years before retirement, the otherwise applicable limit
is increased to the lesser of (1) $15,000 or (2) the sum of the other-
wise applicable limit for the year plus the amount by which the
limit applicable in preceding years of participation exceeded the de-
ferrals for that year.

19Thus, this provision overrides the provision in Treasury regulations that, if matching con-
tributions are used to satisfy the minimum benefit requirement, then they are not treated as
matching contributions for purposes of the section 401(m) nondiscrimination rules.

20The various dollar limits on contributions described below increases under other provisions
in the provision.
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IRAs?1

Under present law, individuals may make contributions annually
of up to $2,000 to a traditional IRA or a Roth IRA. The maximum
deductible contribution to a traditional IRA is phased out for active
participants in an employer-sponsored retirement plan with ad-
justed gross income above certain levels. The ability to make con-
icribllltions to a Roth IRA is also phased out above certain income
evels.

REASONS FOR CHANGE

Although the Committee believes that individuals should be sav-
ing for retirement throughout their working lives, as a practical
matter, many individuals simply do not focus on the amount of re-
tirement savings they need until they near retirement. In addition,
many individuals may have difficulty saving more in earlier years,
e.g., because an employee leaves the workplace to care for a family.
Some individuals may have a greater ability to save as they near
retirement.

The Committee believes that the pension laws should assist indi-
viduals who are nearing retirement to save more for their retire-
ment.

EXPLANATION OF PROVISION

The provision provides that individuals who have attained age 50
may make additional catch-up elective contributions to employer-
sponsored retirement plans and additional catch-up IRA contribu-
tions.

In the case of employer-sponsored retirement plans, the provision
applies to elective deferrals under a section 401(k) plan, section
403(b) annuity, SIMPLE, or section 457 plan. Additional contribu-
tions may be made by an individual who has attained age 50 before
the end of the plan year and with respect to whom no other elective
deferrals may otherwise be made to the plan for the year because
of the application of any limitation of the Code (e.g., the annual
limit on elective deferrals) or of the plan. Under the provision, the
additional amount of elective contributions that may be made by an
eligible individual participating in such a plan is the lesser of (1)
the applicable percent of the maximum dollar amount of elective
deferrals otherwise excludable from the gross income of the partici-
pant for the year (under sec. 402(g)) or (2) the participant’s com-
pensation for the year reduced by any other elective deferrals of
the participant for the year.22 The applicable percent is 10 percent
in 2001, and increases by 10 percentage points until the applicable
percent is 50 in 2005 and thereafter. The following examples illus-
trate the application of the provision, after the catch-up is fully
phased in.

Example 1: Employee A is a highly compensated employee
who is over 50 and who participates in a section 401(k) plan
sponsored by A’s employer. The maximum annual deferral

21For a more detailed description of the contribution limits for IRAs, see the discussion of
present law in part IIL.A., above.

22]n the case of section 457 plans, this catch-up rule does not apply during the participant’s
last 3 years before retirement (in those years, the regularly applicable dollar limit is doubled).
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limit (without regard to the provision) is $10,000. After appli-
cation of the special nondiscrimination rules applicable to sec-
tion 401(k) plans, the maximum elective deferral A may make
for the year is $8,000. Under the provision, A is able to make
additional catch-up salary reduction contributions of $5,000.

Example 2: Employee B, who is over 50, is a participant in
a section 401(k) plan. B’s compensation for the year is $30,000.
The maximum annual deferral limit (without regard to the
provision) is $10,000. Under the terms of the plan, the maxi-
mum permitted deferral is 10 percent of compensation or, in
B’s case, $3,000. Under the provision, B can contribute up to
$8,000 for the year ($3,000 under the normal operation of the
plan, and an additional $5,000 under the provision).

Catch-up contributions made under the provision are not be sub-
ject to any other contribution limits and are not taken into account
in applying other contribution limits. In addition, such contribu-
tions are not subject to applicable nondiscrimination rules.23

An employer may make matching contributions with respect to
catch-up contributions. Any such matching contributions are sub-
ject to the normally applicable rules.

In the case of IRAs, the otherwise maximum contribution limit
(before application of the AGI phase-out limits) for an individual
who has attained age 50 before the end of the taxable year is in-
creased by 50 percent.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2000.

2. Equitable treatment for contributions of employees to defined
contribution plans (sec. 322 of the bill and secs. 403(b), 415,
and 457 of the Code)

PRESENT LAW

Present law imposes limits on the contributions that may be
made to tax-favored retirement plans.

Defined contribution plans

In the case of a tax-qualified defined contribution plan, the limit
on annual additions that can be made to the plan on behalf of an
employee is the lesser of $30,000 (for 1999) or 25 percent of the em-
ployee’s compensation (sec. 415(c)). Annual additions include em-
ployer contributions, including contributions made at the election of
the employee (i.e., employee elective deferrals), after-tax employee
contributions, and any forfeitures allocated to the employee. For
this purpose, compensation means taxable compensation of the em-
ployee, plus elective deferrals, and similar salary reduction con-
tributions.

23 Another provision in the bill provides that elective contributions are deductible without re-
gard to the otherwise applicable deduction limits.
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Tax-sheltered annuities

In the case of a tax-sheltered annuity (a “section 403(b) annu-
ity”), the annual contribution generally cannot exceed the lesser of
the exclusion allowance or the section 415(c) defined contribution
limit. The exclusion allowance for a year is equal to 20 percent of
the employee’s includible compensation, multiplied by the employ-
ee’s years of service, minus excludable contributions for prior years
under qualified plans, tax-sheltered annuities or section 457 plans
of the employer.

In addition to this general rule, employees of nonprofit edu-
cational institutions, hospitals, home health service agencies,
health and welfare service agencies, and churches may elect appli-
cation of one of several special rules that increase the amount of
the otherwise permitted contributions. The election of a special rule
is irrevocable; an employee may not elect to have more than one
special rule apply.

Under one special rule, in the year the employee separates from
service, the employee may elect to contribute up to the exclusion
allowance, without regard to the 25 percent of compensation limit
under section 415. Under this rule, the exclusion allowance is de-
termined by taking into account no more than 10 years of service.

Under a second special rule, the employee may contribute up to
the lesser of: (1) the exclusion allowance; (2) 25 percent of the par-
ticipant’s includible compensation; or (3) $15,000.

Under a third special rule, the employee may elect to contribute
up to the section 415(c) limit, without regard to the exclusion al-
lowance. If this option is elected, then contributions to other plans
of the employer are also taken into account in applying the limit.

For purposes of determining the contribution limits applicable to
section 403(b) annuities, includible compensation means the
amount of compensation received from the employer for the most
recent period which may be counted as a year of service under the
exclusion allowance. In addition, includible compensation includes
elective deferrals and similar salary reduction amounts.

Section 457 plans

Compensation deferred under an eligible deferred compensation
plan of a tax-exempt or State and local governmental employer (a
“section 457 plan”) is not includible in gross income until paid or
made available. In general, the maximum permitted annual defer-
ral under such a plan is the lesser of (1) $8,000 (in 1999) or (2)
33V percent of compensation. The $8,000 limit is increased for in-
flation in $500 increments.

REASONS FOR CHANGE

The present-law rules that limit contributions to defined con-
tribution plans by a percentage of compensation reduce the amount
that non-highly paid workers can save for retirement. The present-
law limits may not allow such workers to accumulate adequate re-
tirement benefits, particularly if a defined contribution plan is the
only type of retirement plan maintained by the employer.

Conforming the contribution limits for tax-sheltered annuities to
the limits applicable to retirement plans will simplify the adminis-
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tration of the pension laws, and provide more equitable treatment
for participants in similar types of plans.

EXPLANATION OF PROVISION

Increase in defined contribution plan limit

The provision increases the 25 percent of compensation limita-
tion on annual additions under a defined contribution plan to 100
percent.

Conforming limits on tax-sheltered annuities

The provision repeals the exclusion allowance applicable to con-
tributions to tax-sheltered annuities. Thus, such annuities are sub-
ject to the limits applicable to tax-qualified plans.

Section 457 plans

The provision increases the 335 percent of compensation limita-
tion on deferrals under a section 457 plan to 100 percent of com-
pensation.

EFFECTIVE DATE

The provision is effective for years beginning after December 31,
2000.

3. Clarification of tax treatment of division of section 457 plan ben-
efits upon divorce (sec. 323 of the bill and secs. 414(p) and 457
of the Code)

PRESENT LAW

Under present law, benefits provided under a qualified retire-
ment plan for a participant may not be assigned or alienated to
creditors of the participant, except in very limited circumstances.
One exception to the prohibition on assignment or alienation rule
is a qualified domestic relations order (“QDRO”). A QDRO is a do-
mestic relations order that creates or recognizes a right of an alter-
nate payee to any plan benefit payable with respect to a partici-
pant, and that meets certain procedural requirements.

Under present law, amounts distributed from a qualified plan
generally are taxable to the participant in the year of distribution.
However, if amounts are distributed to the spouse (or former
spouse) of the participant by reason of a QDRO, the benefits are
taxable to the spouse (or former spouse). Amounts distributed pur-
suant to a QDRO to an alternate payee other than the spouse (or
former spouse) are taxable to the plan participant.

Section 457 of the Internal Revenue Code provides rules for de-
ferral of compensation by an individual participating in an eligible
deferred compensation plan (“section 457 plan”) of a tax-exempt or
State and local government employer. The QDRO rules do not
apply to section 457 plans.

REASONS FOR CHANGE

The Committee believes that the rules regarding qualified do-
mestic relations orders should apply to all types of employer-spon-
sored retirement plans.
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EXPLANATION OF PROVISION

The provision applies the taxation rules for qualified plan dis-
tributions pursuant to a QDRO to distributions made pursuant to
a domestic relations order from a section 457 plan. In addition, a
section 457 plan is not treated as violating the restrictions on dis-
tributions from such plans due to payments to an alternate payee
under a QDRO.

EFFECTIVE DATE

The provision is effective for transfers, distributions and pay-
ments made after December 31, 2000.

4. Modification of safe harbor relief for hardship withdrawals from
401(k) plans (sec. 324 of the bill)

PRESENT LAW

Elective deferrals under a qualified cash or deferred arrangement
(a “section 401(k) plan”) may not be distributable prior to the oc-
currence of one or more specified events. One event upon which
distribution is permitted is the financial hardship of the employee.
Applicable Treasury regulations24 provide that a distribution is
made on account of hardship only if the distribution is made on ac-
count of an immediate and heavy financial need of the employee
and is necessary to satisfy the heavy need.

The Treasury regulations provide a safe harbor under which a
distribution may be deemed necessary to satisfy an immediate and
heavy financial need. One requirement of this safe harbor is that
the employee be prohibited from making elective contributions and
employee contributions to the plan and all other plans maintained
by the employer for at least 12 months after receipt of the hardship
distribution.

REASONS FOR CHANGE

Although the Committee believes that it is appropriate to restrict
the circumstances in which an in-service distribution from a 401(k)
plan is permitted and to encourage participants to take such dis-
tributions only when necessary to satisfy an immediate and heavy
financial need, the Committee is concerned about the impact that
a 12-month suspension of contributions may have on the retire-
ment savings of a participant who experiences a hardship. The
Committee believes that the combination of a 6-month contribution
suspension and the other elements of the regulatory safe harbor
will provide an adequate incentive for a participant to seek sources
of funds other than his or her 401(k) plan account balance in order
to satisfy financial hardships.

EXPLANATION OF PROVISION

The Secretary of the Treasury is directed to revise the applicable
regulations to reduce from 12 months to 6 months the period dur-
ing which an employee must be prohibited from making elective
contributions and employee contributions in order for a distribution

24Treas. Reg. sec. 1.401(k)-1.
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to be deemed necessary to satisfy an immediate and heavy finan-
cial need.

EFFECTIVE DATE

The provision is effective for years beginning after December 31,
2000.

5. Faster vesting of employer matching contributions (sec. 325 of
the bill and sec. 411 of the Code)

PRESENT LAW

Under present law, a plan is not a qualified plan unless a partici-
pant’s employer-provided benefit vests at least as rapidly as under
one of two alternative minimum vesting schedules. A plan satisfies
the first schedule if a participant acquires a nonforfeitable right to
100 percent of the participant’s accrued benefit derived from em-
ployer contributions upon the completion of 5 years of service. A
plan satisfies the second schedule if a participant has a nonforfeit-
able right to at least 20 percent of the participant’s accrued benefit
derived from employer contributions after 3 years of service, 40
percent after 4 years of service, 60 percent after 5 years of service,
80 percent after 6 years of service, and 100 percent after 7 years
of service.2

REASONS FOR CHANGE

The Committee understands that many employees, particularly
lower- and middle-income employees, do not take full advantage of
the retirement savings opportunities provided by their employer’s
section 401(k) plan. The Committee believes that providing faster
vesting for matching contributions will make section 401(k) plans
more attractive for employees, particularly lower- and middle-in-
come employees, and will encourage employees to save more for
their own retirement. In addition, faster vesting for matching con-
tributions will enable short-service employees to accumulate great-
er retirement savings.

EXPLANATION OF PROVISION

The provision applies faster vesting schedules to employer
matching contributions. Under the provision, employer matching
contributions have to vest at least as rapidly as under one of the
following two alternative minimum vesting schedules. A plan satis-
fies the first schedule if a participant acquires a nonforfeitable
right to 100 percent of employer matching contributions upon the
completion of 3 years of service. A plan satisfies the second sched-
ule if a participant has a nonforfeitable right to 20 percent of em-
ployer matching contributions for each year of service beginning
with the participant’s second year of service and ending with 100
percent after 6 years of service.

25The minimum vesting requirements are also contained in Title I of the Employee Retire-
ment Income Security Act of 1974, as amended (“ERISA”).
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EFFECTIVE DATE

The provision is effective for plan years beginning after Decem-
ber 31, 2000, with a delayed effective date for plans maintained
pursuant to a collective bargaining agreement. The provision does
not apply to any employee until the employee has an hour of serv-
ice after the effective date. In applying the new vesting schedule,
service before the effective date is taken into account.

D. INCREASING PORTABILITY FOR PARTICIPANTS

1. Rollovers of retirement plan and IRA distributions (secs. 331—
333 and 339 of the bill and secs. 401, 402, 403(b), 408, 457, and
3405 of the Code)

PRESENT LAW

In general

Present law permits the rollover of funds from a tax-favored re-
tirement plan to another tax-favored retirement plan. The rules
that apply depend on the type of plan involved. Similarly, the rules
regarding the tax treatment of amounts that are not rolled over de-
pend on the type of plan involved.

Distributions from qualified plans

Under present law, an “eligible rollover distribution” from a tax-
qualified employer-sponsored retirement plan may be rolled over
tax free to a traditional individual retirement arrangement
(“IRA”) 26 or another qualified plan.2?” An “eligible rollover distribu-
tion” means any distribution to an employee of all or any portion
of the balance to the credit of the employee in a qualified plan, ex-
cept the term does not include (1) any distribution which is one of
a series of substantially equal periodic payments made (a) for the
life (or life expectancy) of the employee or the joint lives (or joint
life expectancies) of the employee and the employee’s designated
beneficiary, or (b) for a specified period of 10 years or more, (2) any
distribution to the extent such distribution is required under the
minimum distribution rules, and (3) certain hardship distributions.
The maximum amount that can be rolled over is the amount of the
distribution includible in income, i.e., after-tax employee contribu-
tions cannot be rolled over. Qualified plans are not required to ac-
cept rollovers.

Distributions from tax-sheltered annuities

Eligible rollover distributions from a tax-sheltered annuity (“sec-
tion 403(b) annuity”) may be rolled over into an IRA or another
section 403(b) annuity. Distributions from a section 403(b) annuity
cannot be rolled over into a tax-qualified plan. Section 403(b) annu-
ities are not required to accept rollovers.

26 A “traditional” IRA refers to IRAs other than Roth IRAs or SIMPLE IRAs. All references
to IRAs refers only to traditional IRAs.

27 An eligible rollover distribution may either be rolled over by the distributee within 60 days
0{ the date of the distribution or, as described below, directly rolled over by the distributing
plan.
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IRA distributions

Distributions from a traditional IRA, other than minimum re-
quired distributions, can be rolled over into another IRA. In gen-
eral, distributions from an IRA cannot be rolled over into a quali-
fied plan or section 403(b) annuity. An exception to this rule ap-
plies in the case of so-called “conduit IRAs.” Under the conduit IRA
rule, amounts can be rolled from a qualified plan into an IRA and
then subsequently rolled back to another qualified plan if the
amounts in the IRA are attributable solely to rollovers from a
qualified plan. Similarly, an amount may be rolled over from a sec-
tion 403(b) annuity to an IRA and subsequently rolled back into a
section 403(b) annuity if the amounts in the IRA are attributable
solely to rollovers from a section 403(b) annuity.

Distributions from section 457 plans

A “section 457 plan” is an eligible deferred compensation plan of
a State or local government or tax-exempt employer that meets cer-
tain requirements. In some cases, different rules apply under sec-
tion 457 to governmental plans and plans of tax-exempt employers.
For example, governmental section 457 plans are like qualified
plans in that plan assets are required to be held in a trust for the
exclusive benefit of plan participants and beneficiaries. In contrast,
benefits under a section 457 plan of a tax-exempt employer are un-
funded, like nonqualified deferred compensation plans of private
employers.

Section 457 benefits can be transferred to another section 457
plan. Distributions from a section 457 plan cannot be rolled over
to another section 457 plan, a qualified plan, a section 403(b) annu-
ity, or an IRA.

Rollovers by surviving spouses

A surviving spouse that receives an eligible rollover distribution
may roll over the distribution into an IRA, but not a qualified plan
or section 403(b) annuity.

Direct rollovers and withholding requirements

Qualified plans and section 403(b) annuities are required to pro-
vide that a plan participant has the right to elect that an eligible
rollover distribution be directly rolled over to another eligible re-
tirement plan. If the plan participant does not elect the direct roll-
over option, then withholding is required on the distribution at a
20-percent rate.

Notice of eligible rollover distribution

The plan administrator of a qualified plan or a section 403(b) an-
nuity is required to provide a written explanation of rollover rules
to individuals who receive a distribution eligible for rollover. In
general, the notice is to be provided within a reasonable period of
time before making the distribution and is to include an expla-
nation of (1) the provisions under which the individual may have
the distribution directly rolled over to another eligible retirement
plan, (2) the provision that requires withholding if the distribution
is not directly rolled over, (3) the provision under which the dis-
tribution may be rolled over within 60 days of receipt, and (4) if
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applicable, certain other rules that may apply to the distribution.
The Treasury Department has provided more specific guidance re-
garding timing and content of the notice.

Taxation of distributions

As is the case with the rollover rules, different rules regarding
taxation of benefits apply to different types of tax-favored arrange-
ments. In general, distributions from a qualified plan, section
403(b) annuity, or IRA are includible in income in the year re-
ceived. In certain cases, distributions from qualified plans are eligi-
ble for capital gains treatment and averaging. These rules do not
apply to distributions from another type of plan. Distributions from
a qualified plan, IRA, and section 403(b) annuity generally are sub-
ject to an additional 10-percent early withdrawal tax if made before
age 59%%. There are a number of exceptions to the early withdrawal
tax. Some of the exceptions apply to all three types of plans, and
others apply only to certain types of plans. For example, the 10-
percent early withdrawal tax does not apply to IRA distributions
for educational expenses, but does apply to similar distributions
from qualified plans and section 403(b) annuities. Benefits under a
section 457 plan are generally includible in income when paid or
made available. The 10-percent early withdrawal tax does not
apply to section 457 plans.

REASONS FOR CHANGE

Present law encourages individuals who receive distributions
from qualified plans and similar arrangements to save those dis-
tributions for retirement by facilitating tax-free rollovers to an IRA
or another qualified plan. The Committee believes that expanding
the rollover options for individuals in employer-sponsored retire-
ment plans and owners of IRAs will provide further incentives for
individuals to continue to accumulate funds for retirement. The
Committee believes it appropriate to extend the same rollover rules
to governmental section 457 plans; like qualified plans, such plans
are required to hold plan assets in trust for employees.

EXPLANATION OF PROVISION

In general

The provision provides that eligible rollover distributions from
qualified retirement plans, section 403(b) annuities, and govern-
mental section 457 plans generally could be rolled over to any of
such plans or arrangements. 28 Similarly, distributions from an IRA
generally may be rolled over into a qualified plan, section 403(b)
annuity, or governmental section 457 plan. The direct rollover and
withholding rules are extended to distributions from a govern-
mental section 457 plan, and such plans are required to provide the
written notification regarding eligible rollover distributions. The
rollover notice (with respect to all plans) is required to include a
description of the provisions under which distributions from the
plan to which the distribution is rolled over may be subject to re-
strictions and tax consequences different than those applicable to

28 Hardship distributions from governmental section 457 plans would be considered eligible
rollover distributions.
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distributions from the distributing plan. Qualified plans, section
403(b) annuities, and section 457 plans are not required to accept
rollovers.

Some special rules apply in certain cases. A distribution from a
qualified plan is not eligible for capital gains or averaging treat-
ment if there was a rollover to the plan that would not have been
permitted under present law. Thus, in order to preserve capital
gains and averaging treatment for a qualified plan distribution
that is rolled over, the rollover has to be made to a “conduit IRA”
as under present law, and then rolled back into a qualified plan.
Amounts distributed from a section 457 plan are subject to the
early withdrawal tax to the extent the distribution consists of
amounts attributable to rollovers from another type of plan. Section
457 plans are required to separately account for such amounts.

The provision also provides that benefits in governmental section
457 plans are includible in income when paid.

Rollover of after-tax contributions

The provision provides that employee after-tax contributions may
be rolled over into another qualified plan or a traditional IRA. In
the case of a rollover from a qualified plan to another qualified
plan, the rollover may be accomplished only through a direct roll-
over. In addition, a qualified plan may not accept rollovers of after-
tax contributions unless the plan provides separate accounting for
such contributions (and earnings thereon). After-tax contributions
(including nondeductible contributions to an IRA) may not be rolled
over from an IRA into a qualified plan, tax-sheltered annuity, or
section 457 plan.

In the case of a distribution from a traditional IRA that is rolled
over into an eligible rollover plan that is not an IRA, the distribu-
tion is attributed first to amounts other than after-tax contribu-
tions.

Expansion of spousal rollovers

The provision provides that surviving spouses may roll over dis-
tributions to a qualified plan, section 403(b) annuity, or govern-
mental section 457 plan in which the spouse participates.

Treasury regulations

The Secretary is directed to prescribe rules necessary to carry
out the provisions. Such rules may include, for example, reporting
requirements and mechanisms to address mistakes relating to roll-
overs. It is anticipated that the IRS will develop forms to assist in-
dividuals who roll over after-tax contributions to an IRA in keeping
track of such contributions. Such forms could, for example, expand
Form 8606—Nondeductible IRAs, to include information regarding
after-tax contributions.

EFFECTIVE DATE

The provision is effective for distributions made after December
31, 2000.
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2. Waiver of 60-day rule (sec. 334 of the bill and secs. 402 and 408
of the Code)

PRESENT LAW

Under present law, amounts received from an IRA or qualified
plan may be rolled over tax free if the rollover is made within 60
days of the date of the distribution. The Secretary does not have
the authority to waive the 60-day requirement.

REASONS FOR CHANGE

The inability of the Secretary to waive the 60-day rollover period
can result in adverse tax consequences for individuals. The Com-
mittee believes such harsh results are inappropriate and that pro-
viding for waivers of the rule will help facilitate rollovers.

EXPLANATION OF PROVISION

The provision provides that the Secretary may waive the 60-day
rollover period if the failure to waive such requirement would be
against equity or good conscience, including cases of casualty, dis-
aster, or other events beyond the reasonable control of the individ-
ual subject to such requirement.

EFFECTIVE DATE

The provision applies to distributions made after December 31,
2000.

3. Treatment of forms of distribution (sec. 335 of the bill and sec.
411(d)(6) of the Code)

PRESENT LAW

An amendment of a qualified retirement plan may not decrease
the accrued benefit of a plan participant. An amendment is treated
as reducing an accrued benefit if, with respect to benefits accrued
before the amendment is adopted, the amendment has the effect of
either (1) eliminating or reducing an early retirement benefit or a
retirement-type subsidy, or (2) except as provided by Treasury reg-
ulations, eliminating an optional form of benefit (sec. 411(d)(6)).2°

The prohibition against the elimination of an optional form of
benefit applies to plan mergers, spinoffs, transfers, and trans-
actions amending or having the effect of amending a plan or plans
to transfer plan benefits. For example, if Plan A, a profit-sharing
plan that provides for distribution of benefits in annual install-
ments over ten or twenty years, is merged with Plan B, a profit-
sharing plan that provides for distribution of benefits in annual in-
stallments over life expectancy at the time of retirement, the
merged plan must preserve the ten- or twenty-year installment op-
tion with respect to benefits accrued under Plan A as of the date
of the merger and the installments over life expectancy with re-
spect to benefits accrued under Plan B as of the date of the merger.
Similarly, for example, if a participant’s benefit under a defined
contribution plan is transferred to another defined contribution
plan maintained by the same or a different employer, the optional

29 A similar provision is contained in Title I of ERISA.
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forms of benefit available with respect to the participant’s accrued
benefit under the transferor plan must be preserved. 30

REASONS FOR CHANGE

The Committee understands that the application of the prohibi-
tion against the elimination of any optional form of benefit to plan
mergers and transfers with respect to defined contribution plans
frequently results in complexity and confusion, especially in the
context of business acquisitions and similar transactions. In addi-
tion, the Committee understands that a defined contribution plan
participant who is entitled to receive a single sum distribution gen-
erally may roll over such a distribution to an IRA and control the
manner of distribution from the IRA.

EXPLANATION OF PROVISION

A defined contribution plan to which benefits are transferred is
not treated as reducing a participant’s or beneficiary’s accrued ben-
efit even though it does not provide all of the forms of distribution
previously available under the transferor plan if (1) the plan re-
ceives from another defined contribution plan a direct transfer of
the participant’s or beneficiary’s benefit accrued under the trans-
feror plan, or the plan results from a merger or other transaction
that has the effect of a direct transfer (including consolidations of
benefits attributable to different employers within a multiple em-
ployer plan), (2) the terms of both the transferor plan and the
transferee plan authorize the transfer, (3) the transfer occurs pur-
suant to a voluntary election by the participant or beneficiary that
is made after the participant or beneficiary received a notice de-
scribing the consequences of making the election, (4) if the trans-
feror plan provides for an annuity as the normal form of distribu-
tion in accordance with the joint and survivor annuity rules (sec.
417), the participant’s spouse (if any) consents to the transfer in a
manner similar to the consent required by section 417, and (5) the
transferee plan allows the participant or beneficiary to receive dis-
tribution of his or her benefit under the transferee plan in the form
of a single sum distribution.

In addition, except to the extent provided by the Secretary of the
Treasury in regulations, a defined contribution plan is not treated
as reducing a participant’s accrued benefit if (1) a plan amendment
eliminates a form of distribution previously available under the
plan, (2) a single sum distribution is available to the participant at
the same time or times as the form of distribution eliminated by
the amendment, and (3) the single sum distribution is based on the
same or greater portion of the participant’s accrued benefit as the
form of distribution eliminated by the amendment.

The Secretary is directed to issue, not later than December 31,
2001, final regulations under section 411(d)(6) implementing the
provision.

Furthermore, the provision authorizes the Secretary of the Treas-
ury to provide by regulations that the prohibitions against elimi-
nating or reducing an early retirement benefit, a retirement-type
subsidy, or an optional form of benefit not apply to plan amend-

30Treas. Reg. sec. 1.411(d)—4, Q&A-2(a)(3)().
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ments that do not adversely affect the rights of participants in a
material manner but that do eliminate or reduce early retirement
benefits, retirement-type subsidies, and optional forms of benefit
that create significant burdens and complexities for a plan and its
participants.

It is intended that the factors to be considered in determining
whether an amendment has a materially adverse effect on a partic-
ipant would include (1) all of the participant’s early retirement ben-
efits, retirement-type subsidies, and optional forms of benefits that
are reduced or eliminated by the amendment, (2) the extent to
which early retirement benefits, retirement-type subsidies, and op-
tional forms of benefit in effect with respect to a participant after
the amendment effective date provide rights that are comparable
to the rights that are reduced or eliminated by the plan amend-
ment, (3) the number of years before the participant attains normal
retirement age under the plan (or early retirement age, as applica-
ble), (4) the size of the participant’s benefit that is affected by the
plan amendment, in relation to the amount of the participant’s
compensation, and (5) the number of years before the plan amend-
ment is effective.

EFFECTIVE DATE

The provision is effective for years beginning after December 31,
2000.

4. Rationalization of restrictions on distributions (sec. 336 of the
bill and secs. 401(k), 403(b), and 457 of the Code)

PRESENT LAW

Elective deferrals under a qualified cash or deferred arrangement
(“section 401(k) plan”), tax-sheltered annuity (“section 403(b) annu-
ity”), or an eligible deferred compensation plan of a tax-exempt or-
ganization or State or local government (“section 457 plan”), may
not be distributable prior to the occurrence of one or more specified
events. These permissible distributable events include “separation
from service.”

A separation from service occurs only upon a participant’s death,
retirement, resignation or discharge, and not when the employee
continues on the same job for a different employer as a result of
the liquidation, merger, consolidation or other similar corporate
transaction. A severance from employment occurs when a partici-
pant ceases to be employed by the employer that maintains the
plan. Under a so-called “same desk rule,” a participant’s severance
from employment does not necessarily result in a separation from
service.31

In addition to separation from service and other events, a section
401(k) plan that is maintained by a corporation may permit dis-
tributions to certain employees who experience a severance from
employment with the corporation that maintains the plan but does
not experience a separation from service because the employee con-
tinues on the same job for a different employer as a result of a cor-
porate transaction. If the corporation disposes of substantially all

31Rev. Rul. 79-336, 1979-2 C.B. 187.
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of the assets used by the corporation in a trade or business, a dis-
tributable event occurs with respect to the accounts of the employ-
ees who continue employment with the corporation that acquires
the assets. If the corporation disposes of its interest in a subsidi-
ary, a distributable event occurs with respect to the accounts of the
employees who continue employment with the subsidiary.

REASONS FOR CHANGE

The Committee believes that application of the “same desk” rule
is inappropriate because it hinders portability of retirement bene-
fits, creates confusion for employees, and results in significant ad-
ministrative burdens for employers that engage in business acqui-
sition transactions.

EXPLANATION OF PROVISION

The provision modifies the distribution restrictions applicable to
section 401(k) plans, section 403(b) annuities, and section 457
plans to provide that distribution may occur upon severance from
employment rather than separation from service. In addition, the
provisions for distribution from a section 401(k) plan based upon a
corporation’s disposition of its assets or a subsidiary are repealed;
this special rule is no longer necessary under the provision.

EFFECTIVE DATE

The provision is effective for distributions after December 31,
2000. Thus, for example, the provision would apply to a distribu-
tion after the effective date without regard to whether the sever-
ance from employment upon which the distribution is based occurs
before or after the effective date.

5. Purchase of service credit under governmental pension plans
(sec. 337 of the bill and secs. 403(b) and 457 of the Code)

PRESENT LAW

A qualified retirement plan maintained by a State or local gov-
ernment employer may provide that a participant may make after-
tax employee contributions in order to purchase permissive service
credit, subject to certain limits (sec. 415). Permissive service credit
means credit for a period of service recognized by the governmental
plan only if the employee voluntarily contributes to the plan an
amount (as determined by the plan) that does not exceed the
amount necessary to fund the benefit attributable to the period of
service and that is in addition to the regular employee contribu-
tions, if any, under the plan.

In the case of any repayment of contributions and earnings to a
governmental plan with respect to an amount previously refunded
upon a forfeiture of service credit under the plan (or another plan
maintained by a State or local government employer within the
same State), any such repayment is not taken into account for pur-
poses of the section 415 limits on contributions and benefits. Also,
service credit obtained as a result of such a repayment is not con-
1sidered permissive service credit for purposes of the section 415
imits.
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A participant may not use a rollover or direct transfer of benefits
from a tax-sheltered annuity (“section 403(b) annuity”) or an eligi-
ble deferred compensation plan of a tax-exempt organization of a
State or local government (“section 457 plan”) to purchase permis-
sive service credits or repay contributions and earnings with re-
spect to a forfeiture of service credit.

REASONS FOR CHANGE

The Committee understands that many employees work for mul-
tiple State or local government employers during their careers. The
Committee believes that allowing such employees to use their sec-
tion 403(b) annuity and section 457 plan accounts to purchase per-
missive service credits or make repayments with respect to forfeit-
ures of service credit will result in more significant retirement ben-
efits for employees who would not otherwise be able to afford such
credits or repayments.

EXPLANATION OF PROVISION

A participant in a State or local governmental plan is not re-
quired to include in gross income a direct trustee-to-trustee trans-
fer to a governmental defined benefit plan from a section 403(b) an-
nuity or a section 457 plan if the transferred amount is used (1)
to purchase permissive service credits under the plan, or (2) to
repay contributions and earnings with respect to an amount pre-
viously refunded under a forfeiture of service credit under the plan
(or another plan maintained by a State or local government em-
ployer within the same State).

EFFECTIVE DATE
The provision is effective for transfers after December 31, 2000.

6. Employers may disregard rollovers for purposes of cash-out rules
(sec. 338 of the bill and sec. 411(a)(11) of the Code)

PRESENT LAW

If a qualified retirement plan participant ceases to be employed
by the employer that maintains the plan, the plan may distribute
the participant’s nonforfeitable accrued benefit without the consent
of the participant and, if applicable, the participant’s spouse, if the
present value of the benefit does not exceed $5,000. If such an in-
voluntary distribution occurs and the participant subsequently re-
turns to employment covered by the plan, then service taken into
account in computing benefits payable under the plan after the re-
turn need not include service with respect to which a benefit was
involuntarily distributed unless the employee repays the benefit.32

Generally, a participant may roll over an involuntary distribu-
tion from a qualified plan to an IRA or to another qualified plan.33

REASONS FOR CHANGE

The present-law cash-out rule reflects a balancing of various poli-
cies. On the one hand is the desire to assist individuals to save for

32 A similar provision is contained in Title I of ERISA.
330ther provisions of the bill expand the kinds of plans to which benefits may be rolled over.
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retirement by making it easier to keep retirement funds in tax-fa-
vored vehicles. On the other hand is the recognition that keeping
track of small account balances of former employees creates admin-
istrative burdens for plans.

The Committee is concerned that, in some cases, the cash-out
rule may discourage plans from accepting rollovers because the
rollover will increase participants’ benefits to above the cash-out
amount, and increase administrative burdens. The Committee be-
lieves that disregarding rollovers for purposes of the cash-out rule
will further the intent of the cash-out rule by removing a possible
disincentive for plans to accept rollovers.

EXPLANATION OF PROVISION

A plan is permitted to provide that the present value of a partici-
pant’s nonforfeitable accrued benefit is determined without regard
to the portion of such benefit that is attributable to rollover con-
tributions (and any earnings allocable thereto).

EFFECTIVE DATE

The provision is effective for distributions after December 31,
2000.

E. STRENGTHENING PENSION SECURITY AND ENFORCEMENT

1. Phase in repeal of 150 percent of current liability funding limit;
deduction for contributions to fund termination liability (secs.
341 of the bill and secs. 404(a)(1), 412(c)(7), and 4972(c) of the
Code)

PRESENT LAW

Under present law, defined benefit pension plans are subject to
minimum funding requirements designed to ensure that pension
plans have sufficient assets to pay benefits. A defined benefit pen-
sion plan is funded using one of a number of acceptable actuarial
cost methods.

No contribution is required under the minimum funding rules in
excess of the full funding limit. The full funding limit is generally
defined as the excess, if any, of (1) the lesser of (a) the accrued li-
ability under the plan (including normal cost) or (b) 155 percent of
the plan’s current liability, over (2) the value of the plan’s assets
(sec. 412(c)(7)).34 In general, current liability is all liabilities to plan
participants and beneficiaries accrued to date, whereas the accrued
liability full funding limit is based on projected benefits. The cur-
rent liability full funding limit is scheduled to increase as follows:
160 percent for plan years beginning in 2001 or 2002, 165 percent
for plan years beginning in 2003 and 2004, and 170 percent for
plan years beginning in 2005 and thereafter.3> In no event is a

34The minimum funding requirements, including the full funding limit, are also contained in
title I of ERISA.

35As originally enacted in the Pension Protection Act of 1997, the current liability full funding
limit was 150 percent of current liability. The Taxpayer Relief Act of 1997 increased the current
liability full funding limit to 155 percent in 1999 and 2000, and adopted the scheduled increases
described in the text.
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plan’s full funding limit less than 90 percent of the plan’s current
liability over the value of the plan’s assets.

An employer sponsoring a defined benefit pension plan generally
may deduct amounts contributed to satisfy the minimum funding
standard for the plan year. Contributions in excess of the full fund-
ing limit generally are not deductible. Under a special rule, an em-
ployer that sponsors a defined benefit pension plan (other than a
multiemployer plan) which has more than 100 participants for the
plan year may deduct amounts contributed of up to 100 percent of
the plan’s unfunded current liability.

REASONS FOR CHANGE

The Committee is concerned that the current liability full fund-
ing limit may result in inadequate funding of pension plans and
thus jeopardize pension security. Also, the Committee believes that
the special deduction rule should be expanded to give more plan
sponsors incentives to adequately fund their plans.

EXPLANATION OF PROVISION

Current liability full funding limit

The provision gradually increases and then repeals the current
liability full funding limit. The current liability full funding limit
is 160 percent of current liability for plan years beginning in 2001,
165 percent for plan years beginning in 2002, and 170 percent for
plan years beginning in 2003. The current liability full funding
limit is repealed for plan years beginning in 2004 and thereafter.

Deduction for contributions to fund termination liability

The special rule allowing a deduction for unfunded current liabil-
ity generally is extended to all defined benefit pension plans, i.e.,
the provision applies to multiemployer plans and plans with 100 or
fewer participants. The special rule does not apply to plans not cov-
ered by the PBGC termination insurance program.36

The provision also modifies the rule by providing that the deduc-
tion is for up to 100 percent of unfunded termination liability, de-
termined as if the plan terminated at the end of the plan year. In
the case of a plan with less than 100 participants for the plan year,
termination liability does not include the liability attributable to
benefit increases for highly compensated employees resulting from
a plan amendment which was made or became effective, whichever
is later, within the last two years.

EFFECTIVE DATE

The provision is effective for years beginning after December 31,
2000.

36The PBGC termination insurance program does not cover plans of professional service em-
ployers that have fewer than 25 participants.
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2. Extension of PBGC missing participants program (sec. 342 of the
bill and secs. 206(f) and 4050 of ERISA)

PRESENT LAW

The plan administrator of a defined benefit pension plan that is
subject to Title IV of ERISA, is maintained by a single employer,
and terminates under a standard termination is required to distrib-
ute the assets of the plan. With respect to a participant whom the
plan administrator cannot locate after a diligent search, the plan
administrator satisfies the distribution requirement only by pur-
chasing irrevocable commitments from an insurer to provide all
benefit liabilities under the plan or transferring the participant’s
designated benefit to the Pension Benefit Guaranty Corporation
(“PBGC”), which holds the benefit of the missing participant as
trustee until the PBGC locates the missing participant and distrib-
utes the benefit.

The PBGC missing participant program is not available to multi-
employer plans or defined contribution plans and other plans not
covered by Title IV of ERISA.

REASONS FOR CHANGE

The Committee recognizes that no statutory provision or formal
regulatory guidance exists concerning an appropriate method of
handling missing participants in terminated multiemployer plans.
Therefore, sponsors of these plans face uncertainty with respect to
missing participants. The Committee believes that it is appropriate
to extend the established PBGC missing participant program to
these plans in order to reduce uncertainty for plan sponsors and in-
crease the likelihood that missing participants will receive their re-
tirement benefits.

EXPLANATION OF PROVISION

The PBGC is directed to prescribe for terminating multiemployer
plans rules similar to the present-law missing participant rules ap-
plicable to terminating single employer plans that are subject to
Title IV of ERISA.

EFFECTIVE DATE

The provision is effective for distributions from terminating plans
that occur after the PBGC adopts final regulations implementing
the provision.

3. Excise tax relief for sound pension funding (sec. 343 of the bill
and sec. 4972 of the Code)

PRESENT LAW

Under present law, defined benefit pension plans are subject to
minimum funding requirements designed to ensure that pension
plans have sufficient assets to pay benefits. A defined benefit pen-
sion plan is funded using one of a number of acceptable actuarial
cost methods.

No contribution is required under the minimum funding rules in
excess of the full funding limit. The full funding limit is generally
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defined as the excess, if any, of (1) the lesser of (a) the accrued li-
ability under the plan (including normal cost) or (b) 155 percent of
the plan’s current liability, over (2) the value of the plan’s assets
(sec. 412(c)(7)). In general, current liability is all liabilities to plan
participants and beneficiaries accrued to date, whereas the accrued
liability full funding limit is based on projected benefits. The cur-
rent liability full funding limit is scheduled to increase as follows:
160 percent for plan years beginning in 2001 or 2002, 165 percent
for plan years beginning in 2003 and 2004, and 170 percent for
plan years beginning in 2005 and thereafter.3” In no event is a
plan’s full funding limit less than 90 percent of the plan’s current
liability over the value of the plan’s assets.

An employer sponsoring a defined benefit pension plan generally
may deduct amounts contributed to satisfy the minimum funding
standard for the plan year. Contributions in excess of the full fund-
ing limit generally are not deductible. Under a special rule, an em-
ployer that sponsors a defined benefit pension plan (other than a
multiemployer plan) which has more than 100 participants for the
plan year may deduct amounts contributed of up to 100 percent of
the plan’s unfunded current liability.

Present law also provides that contributions to defined contribu-
tion plans are deductible, subject to certain limitations.

Subject to certain exceptions, an employer that makes non-
deductible contributions to a plan is subject to an excise tax equal
to 10 percent of the amount of the nondeductible contributions for
the year. The 10-percent excise tax does not apply to contributions
to certain terminating defined benefit plans. The 10-percent excise
tax also does not apply to contributions of up to 6 percent of com-
pensation to a defined contribution plan for employer matching and
employee elective deferrals.

REASONS FOR CHANGE

The Committee believes that employers should be encouraged to
adequately fund their pension plans. Therefore, the Committee
does not believe that an excise tax should be imposed on employer
contributions that do not exceed the accrued liability full funding
limit.

EXPLANATION OF PROVISION

In determining the amount of nondeductible contributions, the
employer may elect not to take into account contributions to a de-
fined benefit pension plan except to the extent they exceed the ac-
crued liability full funding limit. Thus, if an employer elects, con-
tributions in excess of the current liability full funding limit are
not subject to the excise tax on nondeductible contributions. An em-
ployer making such an election for a year may not take advantage
of the present-law exceptions for certain terminating plans and cer-
tain contributions to defined contribution plans.

37 As originally enacted in the Pension Protection Act of 1997, the current liability full funding
limit was 150 percent of current liability. The Taxpayer Relief Act of 1997 increased the current
liability full funding limit to 155 percent in 1999 and 2000, and adopted the scheduled increases
described in the text.
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EFFECTIVE DATE

The provision is effective for years beginning after December 31,
2000.

4. Notice of significant reduction in plan benefit accruals (sec. 344
of the bill, new sec. 4980F of the Code, and sec. 204(h) of
ERISA)

PRESENT LAW

Section 204(h) of Title I of ERISA provides that a defined benefit
pension plan or a money purchase pension plan may not be amend-
ed so as to provide for a significant reduction in the rate of future
benefit accrual, unless, after adoption of the plan amendment and
not less than 15 days before the effective date of the plan amend-
ment, the plan administrator provides a written notice (“section
204(h) notice”), setting forth the plan amendment (or a summary
of the amendment written in a manner calculated to be understood
by the average plan participant) and its effective date. The plan ad-
ministrator must provide the section 204(h) notice to each plan par-
ticipant, each alternate payee under an applicable qualified domes-
tic relations order (“QDRO”), and each employee organization rep-
resenting participants in the plan. The applicable Treasury regula-
tions 38 provide, however, that a plan administrator need not pro-
vide the section 204(h) notice to any participant or alternate payee
whose rate of future benefit accrual is reasonably expected not to
be reduced by the amendment, nor to an employee organization
that does not represent a participant to whom the section 204(h)
notice must be provided. In addition, the regulations provide that
the rate of future benefit accrual is determined without regard to
optional forms of benefit, early retirement benefits, retirement-type
subsidiaries, ancillary benefits, and certain other rights and fea-
tures.

A covered amendment generally will not become effective with
respect to any participants and alternate payees whose rate of fu-
ture benefit accrual is reasonably expected to be reduced by the
amendment but who do not receive a section 204(h) notice. An
amendment will become effective with respect to all participants
and alternate payees to whom the section 204(h) notice was re-
quired to be provided if the plan administrator (1) has made a good
faith effort to comply with the section 204(h) notice requirements,
(2) has provided a section 204(h) notice to each employee organiza-
tion that represents any participant to whom a section 204(h) no-
tice was required to be provided, (3) has failed to provide a section
204(h) notice to no more than a de minimis percentage of partici-
pants and alternate payees to whom a section 204(h) notice was re-
quired to be provided, and (4) promptly upon discovering the over-
sight, provides a section 204(h) notice to each omitted participant
and alternate payee.

The Internal Revenue Code does not require any notice concern-
ing a plan amendment that provides for a significant reduction in
the rate of future benefit accrual.

38 Treas. Reg. sec. 1.411(d)-6.
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REASONS FOR CHANGE

The Committee is aware of recent significant publicity concern-
ing conversions of traditional defined benefit pension plans to “cash
balance” plans, with particular focus on the impact such conver-
sions have on affected workers. Legislation has been introduced to
address some of the issues relating to such conversions.39

The Committee believes that employees are entitled to meaning-
ful disclosure concerning plan amendments that may result in re-
ductions of future benefit accruals. The Committee has determined
that present law does not require employers to provide such disclo-
sure, particularly in cases where traditional defined benefit plans
are converted to cash balance plans. The Committee also believes
that any disclosure requirements applicable to plan amendments
should strike a balance between providing meaningful disclosure
and avoiding the imposition of unnecessary administrative burdens
on employers, and that this balance should include the regulatory
process with an opportunity for input from affected parties.

EXPLANATION OF PROVISION

The provision adds to the Internal Revenue Code a requirement
that the plan administrator of a defined benefit pension plan fur-
nish a written notice concerning a plan amendment that provides
for a significant reduction in the rate of future benefit accrual, in-
cluding any elimination or reduction of an early retirement benefit
or retirement-type subsidy.4® The notice must describe the plan
amendment and its effective date and provide sufficient informa-
tion (as defined in Treasury regulations) to allow participants to
understand how the amendment generally will affect different
classes of employees. The plan administrator is required to provide
the notice not less than 30 days before the effective date of the plan
amendment.

The plan administrator must provide this generalized notice to
each participant and alternate payee to whom the amendment ap-
plies, and to each employee organization representing such individ-
uals. The plan administrator is not required to provide this notice
to any participant who has less than 1 year of participation in the
plan or who 1s entitled to receive the greater of the participant’s
accrued benefit under the amended plan formula or under the for-
mula as in effect immediately prior to the amendment effective
date.

If the amendment provides for a significant change in the man-
ner in which accrued benefits are determined under the plan, or re-
quires an affected participant or affected alternate payee to choose
between 2 or more benefit formulas, the plan administrator is re-

39 See, e.g., S. 659, introduced by Senator Moynihan on March 18, 1999 (with companion legis-
lation, H.R. 1176 introduced by Congressman Weller, along with Congressmen Bentsen and
Ney), and section 407 of H.R. 1102 introduced by Congressman Portman and Congressman
Cardin on March 11, 1999. Also, see the Administration’s conceptual proposal released by Con-
gressman Matsui (together with Congressman Gejdenson) on July 8, 1999, and the Administra-
tion on July 13, 1999.

40The provision also modifies the present-law notice requirement contained in section 204(h)
of Title I of ERISA to provide that an applicable pension plan may not be amended to provide
for a significant reduction in the rate of future benefit accrual unless the plan administrator
complies with a notice requirement similar to the notice requirement that the provision adds
to the Internal Revenue Code.
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quired to provide an additional notice to each affected participant
and affected alternate payee within 6 months after the effective
date of the amendment. For purposes of the provision, an affected
participant or alternate payee generally is a participant or alter-
nate payee to whom the significant reduction in the rate of future
benefit accrual is reasonably expected to apply. A participant who
has less than 1 year of participation in the plan, or who is entitled
to receive the greater of the participant’s accrued benefit under the
amended plan formula or under the formula as in effect imme-
diately prior to the amendment effective date, is not an affected
participant.

An example of an amendment that provides for a significant
change in the manner in which accrued benefits are determined is
an amendment that replaces a benefit formula that defines a par-
ticipant’s normal retirement benefit as a percentage of the partici-
pant’s final average compensation with a benefit formula that de-
fines a participant’s normal retirement benefit in terms of a hypo-
thetical account credited with annual allocations of contributions
and interest. Examples of amendments that do not provide for a
significant change in the manner in which accrued benefits are de-
termined are (1) an amendment that reduces the percentage of av-
erage compensation that the plan provides as an annual benefit
commencing at normal retirement age from 60 percent to 50 per-
cent, and (2) an amendment that modifies the definition of com-
pensation used to determine average compensation by providing for
the exclusion of bonuses and overtime.

The plan administrator is required to provide in this additional
notice (1) the individual’s accrued benefit (and, if the amendment
adds the option of an immediate lump sum distribution, the
present value of the accrued benefit) as of the amendment effective
date, determined under the terms of the plan in effect immediately
before the effective date, (2) the individual’s accrued benefit as of
the amendment effective date, determined under the terms of the
plan in effect on the amendment effective date and without regard
to any minimum accrued benefit that may not be decreased by the
amendment (sec. 411(d)(6)), and (3) either (a) sufficient information
(as defined in Treasury regulations) for the individual to compute
his or her projected accrued benefit or to acquire information nec-
essary to compute such projected accrued benefit, or (b) a deter-
mination of the individual’s projected accrued benefit with a disclo-
sure of the assumptions (which must be reasonable in the aggre-
gate) used by the plan in determining the projected accrued benefit.
For purposes of this additional notice, an individual’s accrued bene-
fit and projected accrued benefit is computed as if the accrued ben-
efit were in the form of a single life annuity at normal retirement
age, taking into account any early retirement subsidy.

With respect to the description of the individual’s accrued benefit
as of the amendment effective date, an example of determining
such benefit under the terms of the plan in effect on the amend-
ment effective date and without regard to the sec. 411(d)(6) pro-
tected benefit is a situation in which (1) an amendment replaces
a benefit formula that defines a participant’s normal retirement
benefit as a percentage of the participant’s final average compensa-
tion with a benefit formula that defines a participant’s normal re-
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tirement benefit in terms of a hypothetical account credited with
annual allocations of contributions and interest, (2) the amendment
adds the option of an immediate lump sum distribution, (3) the

resent value of a participant’s sec. 411(d)(6) protected benefit is
550,000, and (4) the beginning balance of the participant’s hypo-
thetical account balance under the terms of the plan in effect on
the amendment effective date is $25,000. In this example, the re-
quired notice would inform the participant that, as of the amend-
ment effective date, the individual’s accrued benefit determined
under the terms of the plan in effect immediately before the effec-
tive date is $50,000, and the individual’'s accrued benefit deter-
mined under the terms of the plan in effect on the amendment ef-
fective date is $25,000.

With respect to a plan amendment that requires an affected par-
ticipant or affected alternate payee to choose between 2 or more
benefit formulas, the Secretary of the Treasury, after consultation
with the Secretary of Labor, is authorized to require additional in-
formation to be provided in the notices and to require either of the
notices to be provided at a different time. The Committee does not
intend this authorization to result in a modification of the present-
law fiduciary requirements under Title I of ERISA.

The provision generally imposes on a plan administrator that
fails to comply with the notice requirement an excise tax equal to
$100 per day per omitted participant and alternate payee. For fail-
ures due to reasonable cause and not to willful neglect, the total
excise tax imposed during a taxable year of the employer will not
exceed $500,000. Furthermore, in the case of a failure due to rea-
sonable cause and not to willful neglect, the Secretary of the Treas-
ury is authorized to waive the excise tax to the extent that the pay-
ment of the tax would be excessive relative to the failure involved.
An example of facts and circumstances under which reasonable
cause may exist for a failure to comply with the notice requirement
is a plan administrator’s inability to provide the required general-
ized notice concerning a plan amendment if the amendment results
from a business merger or acquisition transaction and the timing
of the transaction prevents the plan administrator from providing
the notice at least 30 days prior to the effective date of the amend-
ment.

EFFECTIVE DATE

The provision is effective for plan amendments taking effect on
or after the date of enactment. The period for providing any notice
required under the provision will not end before the last day of the
3-month period following the date of enactment. Prior to the
issuance of Treasury regulations, a plan will be treated as meeting
the requirements of the provision if the plan makes a good faith
effort to comply with such requirements. Pending the issuance of
regulations, examples of good faith compliance in which the provi-
sion would not require additional employee communications in-
clude: (1) A plan amendment provides that participants may choose
to have their accrued benefits determined under the amended plan
formula or under the formula as in effect immediately prior to the
amendment effective date, and the plan administrator provides
participants with comparison information, including clearly stated
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assumptions, relative to the amended and prior formulas so that
participants are able to make an informed decision; (2) A plan ad-
ministrator provides to participants estimates of accrued benefits
at various career stages, determined under the amended plan for-
mula and under the formula as in effect immediately prior to the
amendment effective date, including clearly stated assumptions,
and stated as annuities and/or lump sums (without regard to sec-
tion 417) as appropriate under the plan provisions; (3) An employer
informs certain employees before they are hired that the employer’s
current plan benefit formula will be amended at a specified future
date, and these employees participate in the plan under the for-
mula as in effect immediately prior to the amendment until such
specified future date (good faith compliance would be relevant for
these employees only).

5. Investment of employee contributions in 401(k) plans (sec. 345
of the bill)

PRESENT LAW

The Employee Retirement Income Security Act of 1974, as
amended (“ERISA”) prohibits certain employee benefit plans from
acquiring securities or real property of the employer who sponsors
the plan if, after the acquisition, the fair market value of such se-
curities and property exceeds 10 percent of the fair market value
of plan assets. The 10-percent limitation does not apply to any “eli-
gible individual account plans” that specifically authorize such in-
vestments. Generally, eligible individual account plans are defined
contribution plans, including plans containing a cash or deferred
arrangement (“401(k) plans”).

The term “eligible individual account plan” does not include the
portion of a plan that consists of elective deferrals (and earnings
on the elective deferrals) made under section 401(k) if elective de-
ferrals equal to more than 1 percent of any employee’s eligible com-
pensation are required to be invested in employer securities and
employer real property. Eligible compensation is compensation that
is eligible to be deferred under the plan. The portion of the plan
that consists of elective deferrals (and earnings thereon) is still
treated as an individual account plan, and the 10-percent limita-
tion does not apply, as long as elective deferrals (and earnings
thereon) are not required to be invested in employer securities or
employer real property.

The rule excluding elective deferrals (and earnings thereon) from
the definition of individual account plan does not apply if individ-
ual account plans are a small part of the employer’s retirement
plans. In particular, that rule does not apply to an individual ac-
count plan for a plan year if the value of the assets of all individual
account plans maintained by the employer do not exceed 10 percent
of the value of the assets of all pension plans maintained by the
employer (determined as of the last day of the preceding plan year).
Multiemployer plans are not taken into account in determining
whether the value of the assets of all individual account plans
maintained by the employer exceed 10 percent of the value of the
assets of all pension plans maintained by the employer. The rule
excluding elective deferrals (and earnings thereon) from the defini-
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tion of individual account plan does not apply to an employee stock
ownership plan as defined in section 4975(e)(7) of the Internal Rev-
enue Code.

The rule excluding elective deferrals (and earnings thereon) from
the definition of individual account plan applies to elective defer-
rals for plan years beginning after December 31, 1998 (and earn-
ings thereon). It does not apply with respect to earnings on elective
deferrals for plan years beginning before January 1, 1999.

REASONS FOR CHANGE

The Committee believes that the effective date provided in the
Taxpayer Relief Act of 1997 with respect to the rule excluding elec-
tive deferrals (and earnings thereon) from the definition of individ-
ual account plan has produced unintended results.

EXPLANATION OF PROVISION

The provision modifies the effective date of the rule excluding
certain elective deferrals (and earnings thereon) from the definition
of individual account plan by providing that the rule does not apply
to any elective deferral used to acquire an interest in the income
or gain from employer securities or employer real property acquired
(1) before January 1, 1999, or (2) after such date pursuant to a
written contract which was binding on such date and at all times
thereafter.

EFFECTIVE DATE

The provision is effective as if included in the section of the Tax-
payer Relief Act of 1997 that contained the rule excluding certain
elective deferrals (and earnings thereon).

6. Modifications to section 415 limits for multiemployer plans (sec.
346 of the bill and sec. 415 of the Code)

PRESENT LAW

Under present law, limits apply to contributions and benefits
under qualified plans (sec. 415). The limits on contributions and
benefits under qualified plans are based on the type of plan.

Under a defined benefit plan, the maximum annual benefit pay-
able at retirement is generally the lesser of (1) 100 percent of aver-
age compensation for the highest three years, or (2) $130,000 (for
1999). The dollar limit is adjusted for cost-of-living increases in
$5,000 increments. The dollar limit is reduced in the case of retire-
ment before the social security retirement age and increases in the
case of retirement after the social security retirement age.

A special rule applies to governmental defined benefit plans. In
the case of such plans, the defined benefit dollar limit is reduced
in the case of retirement before age 62 and increased in the case
of retirement after age 65. In addition, there is a floor on early re-
tirement benefits. Pursuant to this floor, the minimum benefit pay-
able at age 55 is $75,000.
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In the case of a defined contribution plan, the limit on annual
is additions if the lesser of (1) 25 percent of compensation4! or (2)
$30,000 (for 1999). In applying the limits on contributions and ben-
efits, plans of the same employer are aggregated.

REASONS FOR CHANGE

The Committee understands that, because pension benefits
under multiemployer plans are typically based upon factors other
than compensation, the section 415 benefit limits frequently result
in benefit reductions for employees in industries in which wages
vary annually.

EXPLANATION OF PROVISION

Under the provision, the 100 percent of compensation defined
benefit plan limit does not apply to multiemployer plans. In addi-
tion, except in applying the defined benefit plan dollar limitation,
multiemployer plans are not aggregated with other plans main-
tained by an employer contributing to the multiemployer plan in
applying the limits on contributions and benefits.

The provision also applies the special rules for defined benefit
plans of governmental employers to multiemployer plans.

EFFECTIVE DATE

The provision is effective for years beginning after December 31,
2000.

F. ENCOURAGING RETIREMENT EDUCATION

1. Periodic pension benefit statements (sec. 351 of the bill and sec.
105 of ERISA)

PRESENT LAW

Title I of ERISA provides that a pension plan administrator must
furnish a benefit statement to any participant or beneficiary who
makes a written request for such a statement. This statement must
indicate, on the basis of the latest available information, (1) the
participant’s or beneficiary’s total accrued benefit, and (2) the par-
ticipant’s or beneficiary’s vested accrued benefit or the earliest date
on which the accrued benefit will become vested. A participant or
beneficiary is not entitled to receive more than 1 benefit statement
during any 12-month period. The plan administrator must furnish
the benefit statement no later than 60 days after receipt of the re-
quest or, if later, 120 days after the close of the immediately pre-
ceding plan year.

In addition, the plan administrator must furnish a benefit state-
ment to each participant whose employment terminates or who has
a l-year break in service. For purposes of this benefit statement re-
quirement, a “l-year break in service” is a calendar year, plan
year, or other 12-month period designated by the plan during
which the participant does not complete more than 500 hours of
service for the employer. A participant is not entitled to receive
more than 1 benefit statement with respect to consecutive breaks

41 Another provision increases this limit to 100 percent of compensation.
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in service. The plan administrator must provide a benefit state-
ment required upon termination of employment or a break in serv-
ice no later than 180 days after the end of the plan year in which
the termination of employment or break in service occurs.

REASONS FOR CHANGE

The Committee believes that periodic disclosure concerning the
value of retirement benefits, especially the value of benefits accu-
mulating in a defined contribution plan account, is necessary to in-
crease employee awareness and appreciation of the importance of
retirement savings.

EXPLANATION OF PROVISION

A plan administrator of a defined contribution plan generally
must furnish a benefit statement to each participant at least once
annually and to a beneficiary upon written request.

In addition to providing a benefit statement to a beneficiary upon
written request, the plan administrator of a defined benefit plan
generally must either (1) furnish a benefit statement at least once
every 3 years to each participant who has a vested accrued benefit
and who is employed by the employer at the time the plan adminis-
trator furnishes the benefit statements to participants, or (2) annu-
ally furnish written, electronic, telephonic, or other appropriate no-
tice to each participant of the availability of and the manner in
which the participant may obtain the benefit statement.

The plan administrator of a multiemployer plan or a multiple
employer plan is required to furnish a benefit statement only upon
written request of a participant or beneficiary. 42

The plan administrator is required to write the benefit statement
in a manner calculated to be understood by the average plan par-
ticipant and is permitted to furnish the statement in written, elec-
tronic, telephonic, or other appropriate form.

EFFECTIVE DATE

The provision is effective for plan years beginning after Decem-
ber 31, 2000.

2. Treatment of employer-provided retirement advice (sec. 352 of
the bill and sec. 132 of the Code)

PRESENT LAW

Under present law, certain employer-provided fringe benefits are
excludable from gross income (sec. 132) and wages for employment
tax purposes. These excludable fringe benefits include working con-
dition fringe benefits and de minimis fringes. In general, a working
condition fringe benefit is any property or services provided by an
employer to an employee to the extent that, if the employee paid
for such property or services, such payment would be allowable as
a deduction as a business expense. A de minimis fringe benefit is
any property or services provided by the employer the value of
which, after taking into account the frequency with which similar

42A multiple employer plan is a plan that is maintained by 2 or more unrelated employers
but that is not maintained pursuant to a collective-bargaining agreement (sec. 413(c)).
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fringes are provided, is so small as to make accounting for it unrea-
sonable or administratively impracticable.

In addition, if certain requirements are satisfied, up to $5,250
annually of employer-provided educational assistance is excludable
from gross income (sec. 127) and wages. This exclusion expires with
respect to courses beginning after May 31, 2000.43 Education not
excludable under section 127 may be excludable as a working con-
dition fringe.

There is no specific exclusion under present law for employer-
provided retirement planning services. However, such services may
be excludable as employer-provided educational assistance or a
fringe benefit.

REASONS FOR CHANGE

In order to plan adequately for retirement, individuals must an-
ticipate retirement income needs and understand how their retire-
ment income goals can be achieved. Employer-sponsored plans are
a key part of retirement income planning. The Committee believes
that employers sponsoring retirement plans should be encouraged
to provide retirement planning services for their employees in order
to assist them in preparing for retirement.

EXPLANATION OF PROVISION

Under the bill, qualified retirement planning services provided to
an employee and his or her spouse by an employer maintaining a
qualified plan are excludable from income and wages. The exclu-
sion does not apply with respect to highly compensated employees
unless the services are available on substantially the same terms
to each member of the group of employees normally provided edu-
cation and information regarding the employer’s qualified plan. The
exclusion is intended to allow employers to provide advice and in-
formation regarding retirement planning. The exclusion is not lim-
ited to information regarding the qualified plan, and, thus, for ex-
ample, applies to advice and information regarding retirement in-
come planning for an individual and his or her spouse and how the
employer’s plan fits into the individual’s overall retirement income
plan. On the other hand, the exclusion is not intended to apply to
services that may be related to retirement planning, such as tax
preparation, accounting, legal or brokerage services.

EFFECTIVE DATE

The provision is effective with respect to taxable years beginning
after December 31, 2000.

G. REDUCING REGULATORY BURDENS

1. Flexibility in nondiscrimination and coverage rules (sec. 361 of
the bill and secs. 401(a)(4) and 410 of the Code)

PRESENT LAW

A plan is not a qualified retirement plan if the contributions or
benefits provided under the plan discriminate in favor of highly

43The exclusion does not apply with respect to graduate-level courses.
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compensated employees (sec. 401(a)(4)). The applicable Treasury
regulations set forth the exclusive rules for determining whether a
plan satisfies the nondiscrimination requirement. These regula-
tions state that the form of the plan and the effect of the plan in
operation determine whether the plan is nondiscriminatory and
that intent is irrelevant. Prior to 1994, a plan’s compliance with
the nondiscrimination rules was based upon the facts and cir-
cumstances surrounding the design and operation of the plan.

Similarly, a plan is not a qualified retirement plan if the plan
does not benefit a minimum number of employees (sec. 410(b)). A
plan satisfies this minimum coverage requirement if and only if it
satisfies one of the tests specified in the applicable Treasury regu-
lations. Prior to 1989, a plan’s compliance with the coverage rules
was based partially on the facts and circumstances surrounding the
design of the plan.

REASONS FOR CHANGE

It has been brought to the attention of the Committee that some
plans are unable to satisfy the mechanical tests used to determine
compliance with the nondiscrimination and coverage requirements
solely as a result of relatively minor plan provisions. The Commit-
tee believes that, in such cases, it may be appropriate to expand
the consideration of facts and circumstances in the application of
the mechanical tests.

EXPLANATION OF PROVISION

The Secretary of the Treasury is directed to provide by regulation
applicable to years beginning after December 31, 2000, that a plan
is deemed to satisfy the nondiscrimination requirements of section
401(a)(4) if the plan satisfies the pre-1994 facts and circumstances
test, satisfies the conditions prescribed by the Secretary to appro-
priately limit the availability of such test, and is submitted to the
Secretary for a determination of whether it satisfies such test (to
the extent provided by the Secretary).

Similarly, a plan complies with the minimum coverage require-
ment of section 410(b) if the plan satisfies the pre-1989 coverage
rules, is submitted to the Secretary for a determination of whether
it satisfies the pre-1989 coverage rules (to the extent provided by
the Secretary), and satisfies conditions prescribed by the Secretary
by regulation that appropriately limit the availability of the pre-
1989 coverage rules.

EFFECTIVE DATE
The provision is effective on the date of enactment.

2. Modification of timing of plan valuations (sec. 362 of the bill and
sec. 412 of the Code)

PRESENT LAW

Under present law, in the case of plans subject to the minimum
funding rules, a plan valuation is generally required annually. The
Secretary may require that a valuation be made more frequently
in particular cases.
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Prior to the Retirement Protection Act of 1994, plan valuations
generally were required at least once every three years.

REASONS FOR CHANGE

While plan valuations are necessary to ensure adequate funding
of defined benefit pension plans, they also create administrative
burdens for employers. The Committee believes that requiring
valuations at least once every three years in the case of well-fund-
ed plans strikes an appropriate balance between funding concerns
and employer concerns about plan administrative costs.

EXPLANATION OF PROVISION

The provision allows an employer to elect to use the prior year’s
plan valuation in certain cases. The election may be made only
with respect to a defined benefit plan with assets of at least 125
percent of current liability (determined as of the valuation date for
the preceding year). If the prior year’s valuation is used, it must
be adjusted, as provided in regulations, to reflect significant dif-
ferences in participants. An election made under the provision may
be revoked only with the consent of the Secretary. In any event,
a plan valuation is required once every three years. 44

EFFECTIVE DATE

The provision is effective for plan years beginning after Decem-
ber 31, 2000.

3. Rules for substantial owner benefits in terminated plans (sec.
363 of the bill and secs. 4021, 4022, 4043 and 4044 of ERISA)

PRESENT LAW

Under present law, the Pension Benefit Guaranty Corporation
(“PBGC”) provides participants and beneficiaries in a defined bene-
fit pension plan with certain minimal guarantees as to the receipt
of benefits under the plan in case of plan termination. The em-
ployer sponsoring the defined benefit pension plan is required to
pay premiums to the PBGC to provide insurance for the guaran-
teed benefits. In general, the PBGC will guarantee all basic bene-
fits which are payable in periodic installments for the life (or lives)
of the participant and his or her beneficiaries and are non-forfeit-
able at the time of plan termination. The amount of the guaranteed
benefit is subject to certain limitations. One limitation is that the
plan (or an amendment to the plan which increases benefits) must
be in effect for 60 months before termination for the PBGC to guar-
antee the full amount of basic benefits for a plan participant, other
than a substantial owner. In the case of a substantial owner, the
guaranteed basic benefit is phased in over 30 years beginning with
participation in the plan. A substantial owner is one who owns, di-
rectly or indirectly, more than 10 percent of the voting stock of a
corporation or all the stock of a corporation. Special rules restrict-
ing the amount of benefit guaranteed and the allocation of assets
also apply to substantial owners.

44 As under present law, the Secretary may require that a valuation be made more frequently
in particular cases.
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REASONS FOR CHANGE

The Committee believes that the present-law rules concerning
limitations on guaranteed benefits for substantial owners are over-
ly complicated and restrictive and thus may discourage some small
business owners from establishing defined benefit pension plans.

EXPLANATION OF PROVISION

The provision provides that the 60 month phase-in of guaranteed
benefits applies to a substantial owner with less than 50 percent
ownership interest. For a substantial owner with a 50 percent or
more ownership interest (“majority owner”), the phase-in depends
on the number of years the plan has been in effect. The majority
owner’s guaranteed benefit is limited so that it may not be more
than the amount phased in over 60 months for other participants.
The rules regarding allocation of assets apply to substantial own-
ers, other than majority owners, in the same manner as other par-
ticipants.

EFFECTIVE DATE

The provision is effective for plan terminations with respect to
which notices of intent to terminate are provided, or for which pro-
ceedings for termination are instituted by the PBGC after Decem-
ber 31, 2000.

4. ESOP dividends may be reinvested without loss of dividend de-
duction (sec. 364 of the bill and sec. 404 of the Code)

PRESENT LAW

An employer is entitled to deduct certain dividends paid in cash
during the employer’s taxable year with respect to stock of the em-
ployer that is held by an employee stock ownership plan (“ESOP”).
The deduction is allowed with respect to dividends that, in accord-
ance with plan provisions, are (1) paid in cash directly to the plan
participants or their beneficiaries, (2) paid to the plan and subse-
quently distributed to the participants or beneficiaries in cash no
later than 90 days after the close of the plan year in which the
dividends are paid to the plan, or (3) used to make payments on
loans (including payments of interest as well as principal) that
were used to acquire the employer securities (whether or not allo-
cated to participants) with respect to which the dividend is paid.

REASONS FOR CHANGE

The Committee believes that it is appropriate to provide incen-
tives for the accumulation of retirement benefits and expansion of
employee ownership. The Committee has determined that the
present-law rules concerning the deduction of dividends on em-
ployer stock held by an ESOP discourage employers from permit-
ting such dividends to be reinvested in employer stock and accumu-
late for retirement purposes.

EXPLANATION OF PROVISION

In addition to the deductions permitted under present law for
dividends paid with respect to employer securities that are held by
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an ESOP, an employer is entitled to deduct dividends that, at the
election of plan participants or their beneficiaries, are (1) payable
in cash directly to plan participants or beneficiaries, (2) paid to the
plan and subsequently distributed to the participants or bene-
ficiaries in cash no later than 90 days after the close of the plan
year in which the dividends are paid to the plan, or (3) paid to the
plan and reinvested in qualifying employer securities.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2000.

5. Notice and consent period regarding distributions (sec. 365 of the
bill and sec. 417 of the Code)

PRESENT LAW

Notice and consent requirements apply to certain distributions
from qualified retirement plans. These requirements relate to the
content and timing of information that a plan must provide to a
participant prior to a distribution, and to whether the plan must
obtain the participant’s consent and the consent of the participant’s
spouse to the distribution. The nature and extent of the notice and
consent requirements applicable to a distribution depend upon the
value of the participant’s vested accrued benefit and whether the
joint and survivor annuity requirements (sec. 417) apply to the par-
ticipant.45

If the present value of the participant’s vested accrued benefit
exceeds $5,000, the plan may not distribute the participant’s bene-
fit without the written consent of the participant. The participant’s
consent to a distribution is not valid unless the participant has re-
ceived from the plan a notice that contains a written explanation
of (1) the material features and the relative values of the optional
forms of benefit available under the plan, and (2) in certain cases,
the right, if any, to defer receipt of the distribution. In addition, the
plan must provide to the participant notice of (1) the participant’s
right, if any, to have the distribution directly transferred to an-
other retirement plan or IRA, and (2) the rules concerning the tax-
ation of a distribution. If the joint and survivor annuity require-
ments apply to the participant, the plan must provide to the partic-
ipant a written explanation of (1) the terms and conditions of the
qualified joint and survivor annuity (“QJSA”), (2) the participant’s
right to make, and the effect of, an election to waive the QJSA, (3)
the rights of the participant’s spouse with respect to a participant’s
waiver of the QJSA, and (4) the right to make, and the effect of,
a revocation of a waiver of the QJSA. The plan generally must pro-
vide these 3 notices to the participant no less than 30 and no more
than 90 days before the date distribution commences.

If the participant’s vested accrued benefit does not exceed $5,000,
the terms of the plan may provide for distribution without the par-
ticipant’s consent. The plan generally is required, however, to pro-
vide to the participant a notice that contains a written explanation

45Similar provisions are contained in Title I of ERISA.
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of (1) the participant’s right, if any, to have the distribution di-
rectly transferred to another retirement plan or IRA, and (2) the
rules concerning the taxation of a distribution. The plan generally
must provide this notice to the participant no less than 30 and no
more than 90 days before the date distribution commences.

REASONS FOR CHANGE

The Committee understands that an employee is not always able
to evaluate distribution alternatives, select the most appropriate
alternative, and notify the plan of the selection within a 90-day pe-
riod. The Committee believes that requiring a plan to furnish mul-
tiple distribution notices to an employee who does not make a dis-
tribution election within 90 days is administratively burdensome.
In addition, the Committee believes that participants who are enti-
tled to defer distributions should be informed of the impact of a de-
cision not to defer distribution on the taxation and accumulation of
their retirement benefits.

EXPLANATION OF PROVISION

A qualified retirement plan is required to provide the applicable
distribution notice no less than 30 days and no more than 12
months before the date distribution commences. The Secretary of
the Treasury is directed to modify the applicable regulations to re-
flect the extension of the notice period to 12 months and to provide
that the description of a participant’s right, if any, to defer receipt
of a distribution shall also describe the consequences of failing to
defer such receipt.

EFFECTIVE DATE

The provision is effective for years beginning after December 31,
2000.

6. Repeal transition rule relating to certain highly compensated
employees (sec. 366 of the bill and sec. 1114(c)(4) of the Tax
Reform Act of 1986)

PRESENT LAW

Under present law, for purposes of the rules relating to qualified
plans, a highly compensated employee is generally defined as an
employee 46 who (1) was a 5-percent owner of the employer at any
time during the year or the preceding year or (2) either (a) had
compensation for the preceding year in excess of $80,000 (for 1999)
or (b) at the election of the employer, had compensation in excess
of $80,000 for the preceding year and was in the top 20 percent of
employees by compensation for such year.

Under a rule enacted in the Tax Reform Act of 1986, a special
definition of highly compensated employee applies for purposes of
the nondiscrimination rules relating to qualified cash or deferred
arrangements (“section 401(k) plans”) and matching contributions.
This special definition applies to an employer incorporated on De-
cember 15, 1924, that meets certain specific requirements.

46 An employee includes a self-employed individual.
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REASONS FOR CHANGE

The Committee believes that it is appropriate to repeal the spe-
cial definition of highly compensated employee in light of the sub-
stantial modification of the general definition of highly com-
pensated employee in the Small Business Job Protection Act of
1996.

EXPLANATION OF PROVISION

The provision repeals the special definition of highly com-
pensated employee under the Tax Reform Act of 1986. Thus, the
present-law definition applies.

EFFECTIVE DATE

The provision is effective for plan years beginning after Decem-
ber 31, 1999.

7. Employees of tax-exempt entities (sec. 367 of the bill)
PRESENT LAW

The Tax Reform Act of 1986 provided that nongovernmental tax-
exempt employers were not permitted to maintain a qualified cash
or deferred arrangement (“section 401(k) plan”). This prohibition
was repealed, effective for years beginning after December 31,
1996, by the Small Business Job Protection Act of 1996.

Treasury regulations provide that, for purposes of nondiscrimina-
tion testing under section 410(b), a section 401(k) plan or a section
401(m) plan that is provided under the same general arrangement
as the section 401(k) plan, the employer may treat as excludable
those employees of a tax-exempt entity who could not participate
in the arrangement due to the prohibition on maintenance of a sec-
tion 401(k) plan by such entities. Such employees could be dis-
regarded only if more than 95 percent of the employees who could
participate in the section 401(k) plan benefit under the plan for the
plan year.4?

Tax-exempt charitable organizations may maintain a tax-shel-
tered annuity (a “section 403(b) annuity”) that allows employees to
make salary reduction contributions.

REASONS FOR CHANGE

The Committee believes that it is appropriate to modify the spe-
cial rule regarding the treatment of certain employees of a tax-ex-
empt organization as excludable for section 401(k) plan non-
discrimination testing purposes in light of the provision of the
Small Business Job Protection Act of 1996 that permits such orga-
nizations to maintain section 401(k) plans.

EXPLANATION OF PROVISION

The Treasury Department is directed to revise its regulations
under section 410(b) to provide that employees of a tax-exempt
charitable organization who are eligible to make salary reduction
contributions under a section 403(b) annuity may be treated as ex-

47Treas. Reg. sec. 1.410(b)-6(g).
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cludable employees for purposes of testing a section 401(k) plan, or
a section 401(m) plan that is provided under the same general ar-
rangement as the section 401(k) plan of the employer if (1) no em-
ployee of such tax-exempt entity is eligible to participate in the sec-
tion 401(k) or 401(m) plan and (2) more than 95 percent of the em-
ployees who are not employees of the charitable employer are eligi-
b{e to participate in such section 401(k) plan or section 401(m)
plan.

The revised regulations will be effective for years beginning after
December 31, 1996.

EFFECTIVE DATE
The provision is effective on the date of enactment.

8. Extension to international organizations of moratorium on appli-
cation of certain nondiscrimination rules applicable to State
and local government plans (sec. 368 of the bill, sec. 1505 of
the Taxpayer Relief Act of 1997, and secs. 401(a) and 401(k)
of the Code)

PRESENT LAW

A qualified retirement plan maintained by a State or local gov-
ernment is exempt from the rules concerning nondiscrimination
(sec. 401(a)(4)) and minimum participation (sec. 401(a)(26)). A gov-
ernmental plan maintained by an international organization that is
exempt from taxation by reason of the International Organizations
Immunities Act is not exempt from the nondiscrimination and min-
imum participation rules.

REASONS FOR CHANGE

The Committee believes that application of the nondiscrimination
and minimum participation rules to plans maintained by tax-ex-
empt international organizations is unnecessary and inappropriate
in light of the unique circumstances under which such plans and
organizations operate.

EXPLANATION OF PROVISION

A governmental plan maintained by a tax-exempt international
organization is exempt from the nondiscrimination and minimum
participation rules.

EFFECTIVE DATE

The provision is effective for plan years beginning after Decem-
ber 31, 2000.

9. Annual report dissemination (sec. 369 of the bill and sec. 104 of
ERISA)

PRESENT LAW

Title I of ERISA generally requires the plan administrator of
each employee pension benefit plan and each employee welfare
benefit plan to file an annual report concerning the plan with the
Secretary of Labor within 7 months after the end of the plan year.
Within 9 months after the end of the plan year, the plan adminis-



68

trator generally must provide to each participant, and to each ben-
eficiary receiving benefits under the plan, a summary of the annual
report filed with the Secretary of Labor for the plan year.

REASONS FOR CHANGE

The Committee believes that simplification of the summary an-
nual report requirement will reduce the burden and cost of plan
administration and disclosure, thereby encouraging more employ-
ers to establish and maintain retirement plans, without denying
participants the opportunity to obtain information concerning plan
status and operation.

EXPLANATION OF PROVISION

Within 9 months after the end of each plan year, the plan admin-
istrator is required to make available for examination a summary
of the annual report filed with the Secretary of Labor for the plan
year. In addition, the plan administrator is required to furnish the
summary to a participant, or to a beneficiary receiving benefits
under the plan, upon request.

EFFECTIVE DATE

The provision is effective for reports for years beginning after De-
cember 31, 1998.

10. Clarification of exclusion for employer-provided transit passes
(sec. 370 of the bill and sec. 132 of the Code)

PRESENT LAW

Qualified transportation fringe benefits provided by an employer
are excluded from an employee’s gross income and wages. Qualified
transportation fringe benefits include parking, transit passes, and
vanpool benefits. Up to $175 per month (for 1999) of employer-pro-
vided parking is excludable from income and up to $65 (for 1999)
per month of employer-provided transit and vanpool benefits are
excludable from income.

Qualified transportation benefits generally include a cash reim-
bursement by an employer to an employee. However, in the case
of transit passes, a cash reimbursement is considered a qualified
transportation fringe benefit only if a voucher or similar item
which may be exchanged only for a transit pass is not readily avail-
able for direct distribution by the employer to the employee.

No amount is includible in the gross income of an employee
merely because the employee is offered a choice between cash and
?ny) qualified transportation benefit (or a choice among such bene-
its).

REASONS FOR CHANGE

The Committee believes that the present-law voucher rule relat-
ing to transit benefits unduly restricts the use of cash reimburse-
ment for such benefits compared to other types of qualified trans-
portation benefits. In addition, the Committee understands that
some employers are concerned about the administrative interpreta-
tion of the present-law rules, and may be discouraged from pro-
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viding such benefits because of the costs and administrative bur-
dens involved in obtaining vouchers or due to concerns that the
IRS will disqualify their reimbursement programs. The Committee
believes that transit benefits should not be subject to more restric-
tive rules than other transportation fringe benefits, and that the
provision of transit benefits should be encouraged.

EXPLANATION OF PROVISION

The provision repeals the rule providing that cash reimburse-
ments for transit benefits are excludable from income only if a
voucher or similar item which may be exchanged only for a transit
pass is not readily available for direct distribution by the employer.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 1999.

H. PrROVISIONS RELATING TO PLAN AMENDMENTS

(sec. 371 of the bill)
PRESENT LAW

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

REASONS FOR CHANGE

The Committee believes that employers should have adequate
time to amend their plans to reflect amendments to the law.

EXPLANATION OF PROVISION

Any amendments to a plan or annuity contract required to be
made by the provision are not required to be made before the last
day of the first plan year beginning on or after January 1, 2003.
In the case of a governmental plan, the date for amendments is ex-
tended to the first plan year beginning on or after January 1, 2005.

EFFECTIVE DATE

The provision is effective on the date of enactment.
TITLE IV. EDUCATION TAX RELIEF

A. ELIMINATE MARRIAGE PENALTY AND 60-MONTH LIMIT ON
STUDENT LOAN INTEREST DEDUCTION

(sec. 401 of the bill and sec. 221 of the Code)
PRESENT LAW

Certain individuals who have paid interest on qualified education
loans may claim an above-the-line deduction for such interest ex-
penses, subject to a maximum annual deduction limit (sec. 221).
The deduction is allowed only with respect to interest paid on a
qualified education loan during the first 60 months in which inter-
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est payments are required. Required payments of interest generally
do not include nonmandatory payments, such as interest payments
made during a period of loan forbearance. Months during which in-
terest payments are not required because the qualified education
loan is in deferral or forbearance do not count against the 60—
month period. No deduction is allowed to an individual if that indi-
vidual is claimed as a dependent on another taxpayer’s return for
the taxable year.

A qualified education loan generally is defined as any indebted-
ness incurred solely to pay for certain costs of attendance (includ-
ing room and board) of a student (who may be the taxpayer, the
taxpayer’s spouse, or any dependent of the taxpayer as of the time
the indebtedness was incurred) who is enrolled in a degree pro-
gram on at least a half-time basis at (1) an accredited post-second-
ary educational institution defined by reference to section 481 of
the Higher Education Act of 1965, or (2) an institution conducting
an internship or residency program leading to a degree or certifi-
cate from an institution of higher education, a hospital, or a health
care facility conducting postgraduate training.

The maximum allowable deduction per taxpayer return is $1,500
in 1999, $2,000 in 2000, and $2,500 in 2001 and thereafter.48 The
deduction is phased out ratably for individual taxpayers with modi-
fied adjusted gross income of $40,000-$55,000 and $60,000—$75,000
for joint returns. The income ranges will be indexed for inflation
after 2002.

REASONS FOR CHANGE

The Committee believes that the income phaseouts for the stu-
dent loan interest deduction are too low and should be raised. In
addition, the Committee is concerned about the inequity of the
marriage penalty resulting from the phase-out provisions of the
student loan interest deduction. The Committee believes that relief
from the marriage penalty is appropriate for individuals with edu-
cation loan obligations in order to assist in removing tax consider-
ations from decisions regarding marriage.

The Committee also understands that many students incur con-
siderable debt in the course of obtaining undergraduate and grad-
uate education. The Committee believes that it is appropriate to ex-
pand the deduction for individuals who have paid interest on quali-
fied education loans by repealing the limitation that the deduction
is allowed only with respect to interest paid during the first 60
months in which interest payments are required. In addition, the
repeal of the 60-month limitation lessens complexity and adminis-
trative burdens for taxpayers, lenders, loan servicing agencies, and
the Internal Revenue Service.

EXPLANATION OF PROVISION

The bill increases the beginning point of the income phaseout for
the student loan interest deduction for individual taxpayers from
$40,000 to $50,000. For taxpayers filing joint returns, the bill in-
creases the beginning point of the income phaseout to twice the be-
ginning point of the income phaseouts applicable to single tax-

48The maximum allowable deduction for 1998 was $1,000.
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payers. Thus, beginning in 2000, the deduction will be phased out
ratably for individual taxpayers with modified adjusted gross in-
come of $50,000-$65,000 and for taxpayers filing joint returns with
modified adjusted gross income of $100,000-$115,000.

The bill also repeals both the limit on the number of months dur-
ing which interest paid on a qualified education loan is deductible
and the restriction that nonmandatory payments of interest are not
deductible.

EFFECTIVE DATE

The provision is effective generally for taxable years ending after
December 31, 1999. The provision repealing the 60-month limit on
deductible student loan interest is effective for interest paid on
qualified education loans after December 31, 1999, in taxable years
ending after such date.

B. ALLOW TAX-FREE DISTRIBUTIONS FROM STATE AND PRIVATE
EbpucAaTioN PROGRAMS

(sec. 402 of the bill and sec. 529 of the Code)
PRESENT LAW

Section 529 provides tax-exempt status to “qualified State tuition
programs,” meaning certain programs established and maintained
by a State (or agency or instrumentality thereof) under which per-
sons may (1) purchase tuition credits or certificates on behalf of a
designated beneficiary that entitle the beneficiary to a waiver or
payment of qualified higher education expenses of the beneficiary,
or (2) make contributions to an account that is established for the
purpose of meeting qualified higher education expenses of the des-
ignated beneficiary of the account (a “savings account plan”). The
term “qualified higher education expenses” generally has the same
meaning as does the term for purposes of education IRAs (as de-
scribed above) and, thus, includes expenses for tuition, fees, books,
supplies, and equipment required for the enrollment or attendance
at an eligible educational institution,4® as well as certain room and
board expenses for any period during which the student is at least
a half-time student.

No amount is included in the gross income of a contributor to,
or beneficiary of, a qualified State tuition program with respect to
any distribution from, or earnings under, such program, except
that (1) amounts distributed or educational benefits provided to a
beneficiary (e.g., when the beneficiary attends college) are included
in the beneficiary’s gross income (unless excludable under another
Code section) to the extent such amounts or the value of the edu-
cational benefits exceed contributions made on behalf of the bene-
ficiary, and (2) amounts distributed to a contributor (e.g., when a
parent receives a refund) are included in the contributor’s gross in-
come to the extent such amounts exceed contributions made on be-
half of the beneficiary.5°

49“Eligible educational institutions” are defined the same for purposes of education IRAs (de-
scribed 1n I1.1., above) and qualified State tuition programs.

50 Distributions from qualified State tuition programs are treated as representing a pro-rata
share of the principal (i.e., contributions) and accumulated earnings in the account.
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A qualified State tuition program is required to provide that pur-
chases or contributions only be made in cash.5! Contributors and
beneficiaries are not allowed to directly or indirectly direct the in-
vestment of contributions to the program (or earnings thereon).
The program is required to maintain a separate accounting for
each designated beneficiary. A specified individual must be des-
ignated as the beneficiary at the commencement of participation in
a qualified State tuition program (i.e., when contributions are first
made to purchase an interest in such a program), unless interests
in such a program are purchased by a State or local government
or a tax-exempt charity described in section 501(c)(3) as part of a
scholarship program operated by such government or charity under
which beneficiaries to be named in the future will receive such in-
terests as scholarships. A transfer of credits (or other amounts)
from one account benefitting one designated beneficiary to another
account benefitting a different beneficiary is considered a distribu-
tion (as is a change in the designated beneficiary of an interest in
a qualified State tuition program), unless the beneficiaries are
members of the same family. For this purpose, the term “member
of the family” means persons described in paragraphs (1) through
(8) of section 152(a)—e.g., sons, daughters, brothers, sisters, neph-
ews and nieces, certain in-laws—and any spouse of such persons or
of the original beneficiary. Earnings on an account may be re-
funded to a contributor or beneficiary, but the State or instrumen-
tality must impose a more than de minimis monetary penalty un-
less the refund is (1) used for qualified higher education expenses
of the beneficiary, (2) made on account of the death or disability of
the beneficiary, or (3) made on account of a scholarship received by
the designated beneficiary to the extent the amount refunded does
not exceed the amount of the scholarship used for higher education
expenses.

To the extent that a distribution from a qualified State tuition
program is used to pay for qualified tuition and related expenses
(as defined in sec. 25A(f)(1)), the distributee (or another taxpayer
claiming the distributee as a dependent) may claim the HOPE
credit or Lifetime Learning credit under section 25A with respect
to such tuition and related expenses (assuming that the other re-
quirements for claiming the HOPE credit or Lifetime Learning
credit are satisfied and the modified AGI phaseout for those credits
does not apply).

REASONS FOR CHANGE

The Committee is concerned about the costs of higher education
and believes that families should be encouraged to save for those
expenses. Accordingly, the Committee has determined that dis-
tributions from qualified tuition programs should be exempt from
Federal income tax to the extent that such distributions are used
to pay for qualified higher education expenses of undergraduate or
graduate students who are attending institutions of higher edu-
cation or certain vocational schools. In addition, the Committee be-
lieves that families would benefit from an expansion of the present-

51Sections 529(c)(2), (c)(4), and (c)(5), and section 530(d)(3) provide special estate and gift tax
rules for contributions made to, and distributions made from, qualified State tuition programs
and education IRAs.
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law rules governing qualified tuition programs so as to permit pri-
vate educational institutions to maintain certain prepaid tuition
programs. The Committee also believes that additional modifica-
tions are necessary to enhance the effectiveness of the program.

EXPLANATION OF PROVISION
Qualified tuition program

The bill expands the definition of “qualified tuition program” to
include certain prepaid tuition programs established and main-
tained by one or more eligible educational institutions (which may
be private institutions) that satisfy the requirements under section
529 (other than the present-law State sponsorship rule). In the
case of a qualified tuition program maintained by one or more pri-
vate educational institutions, persons will be able to purchase tui-
tion credits or certificates on behalf of a designated beneficiary (as
described in section 529(b)(1)(A){)), but will not be able to make
contributions to a savings account plan (described in section
529(b)(1)(A)(i)).

Exclusion from gross income

Under the bill, an exclusion from gross income is provided for
distributions made in taxable years beginning after December 31,
1999, from qualified State tuition programs to the extent that the
distribution is used to pay for qualified higher education expenses.
This exclusion from gross income is extended to distributions from
qualified tuition programs established and maintained by an entity
other than a State or agency or instrumentality thereof, for dis-
tributions made in taxable years after December 31, 2003.

Coordination of education provisions

The bill also allows a taxpayer to claim a HOPE credit or Life-
time Learning credit for a taxable year and to exclude from gross
income amounts distributed (both the principal and the earnings
portions) from a qualified tuition program and/or an education indi-
vidual retirement account on behalf of the same student as long as
the distributions are not used for the same expenses for which a
credit was claimed.52

52]n determining the amount of a distribution that can be excluded from income for a taxable
year, a taxpayer’s total higher education expenses will be reduced first by the amount of such
expenses which were taken into account in determining the amount of any HOPE or Lifetime
Learning credit allowed to the taxpayer (or other person) with respect to such expenses. After
any reduction for expenses allocable to the credits, taxpayers may determine how to allocate
their qualified education expenses among the various remaining education provisions (including
education individual retirement accounts and qualified tuition programs) for which they are eli-
gible; however, under no circumstances, can the same expenses be allocated to more than one
provision. For example, suppose that in 2002, a college freshman withdraws funds from both
an education IRA and a qualified tuition program. If the student is otherwise eligible, he or she
may claim a HOPE credit of $1,500 with respect to first $2,000 of tuition expense. To the extent
that the student’s remaining educational expenses constitute “qualified higher education ex-
penses” and exceed the amounts distributed from both the education IRA and the qualified tui-
tion program, the student may exclude from gross income the earnings portions (and, as always,
the principal portions) of both distributions. Alternatively, if after allocating the first $2,000 of
tuition expense to the HOPE credit, the student’s remaining educational expenses do not exceed
his or her total distributions from the education IRA and qualified tuition program, the student
will not be able to exclude from gross income the entire earnings portions of both distributions.
In addition, the student may be liable for a penalty imposed under the qualified tuition program
or for additional tax imposed on the excess amounts distributed from the education IRA, or both.
The student may allocate his or her educational expenses between the distributions as the stu-

Continued
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Definition of qualified higher education expenses

Under the bill, the definition of “qualified higher education ex-
penses” is modified to mean: (1) tuition and fees required for the
enrollment or attendance of a designated beneficiary at an eligible
education institution; and (2) expenses for books, supplies, and
equipment incurred in connection with such enrollment or attend-
ance (but not in excess of the allowance for books and supplies de-
termined by the educational institution for purposes of federal fi-
nancial assistance programs). The bill also provides that “qualified
higher education expenses” shall not include expenses for education
involving sports, games, or hobbies unless this education is part of
the student’s degree program or is taken to acquire or improve job
skills of the individual. The bill does not change the definition of
“qualified higher education expenses” with respect to expenses for
room and board.

Rollovers for benefit of same beneficiary

The bill clarifies that a transfer of credits (or other amounts)
from one qualified tuition program for the benefit of a designated
beneficiary to another qualified tuition program for the benefit of
the same beneficiary will not be considered a distribution for a
maximum of one such transfer in each 1-year period.

Member of family

The bill provides that, for purposes of tax-free rollovers and
changes of designated beneficiaries, a “member of the family” in-
cludes first cousins of such beneficiary.

EFFECTIVE DATE

The provision permitting the establishment of qualified tuition
programs maintained by one or more private educational institu-
tions is effective for taxable years beginning after December 31,
1999. The exclusion from gross income for certain distributions
from qualified State tuition programs under section 529 is effective
for distributions made in taxable years beginning after December
31, 1999. In the case of a qualified tuition program established and
maintained by an entity other than a State or agency or instru-
mentality thereof, the provision allowing an exclusion from gross
income for certain distributions is effective for distributions made
in taxable years beginning after December 31, 2003. The provision
coordinating distributions from qualified tuition programs and edu-
cation individual retirement accounts with the HOPE and Lifetime
Learning credits is effective for distributions made after December
31, 1999. The provision modifying the definition of qualified higher
education expenses is effective for amounts paid for courses begin-
ning after December 31, 1999. The provisions allowing rollovers for
the same beneficiary and including first cousins as a member of the
family is effective for taxable years beginning after December 31,
1999.

dent determines appropriate, but may not use the same expenses for both distributions, nor may
he or she “reuse” the expenses that were taken into account in order to claim the HOPE credit.
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C. ELIMINATE TAaX ON AWARDS UNDER NATIONAL HEALTH SERVICE
CORPS SCHOLARSHIP PROGRAM AND F. EDWARD HEBERT ARMED
ForcEs HEALTH PROFESSIONS SCHOLARSHIP AND FINANCIAL As-
SISTANCE PROGRAM

(sec. 403 of the bill and sec. 117 of the Code)
PRESENT LAW

Section 117 excludes from gross income amounts received as a
qualified scholarship by an individual who is a candidate for a de-
gree and used for tuition and fees required for the enrollment or
attendance (or for fees, books, supplies, and equipment required for
courses of instruction) at a primary, secondary, or post-secondary
educational institution. The tax-free treatment provided by section
117 does not extend to scholarship amounts covering regular living
expenses, such as room and board. In addition to the exclusion for
qualified scholarships, section 117 provides an exclusion from gross
income for qualified tuition reductions for certain education pro-
vided to employees (and their spouses and dependents) of certain
educational organizations.

Section 117(c) specifically provides that the exclusion for quali-
fied scholarships and qualified tuition reductions does not apply to
any amount received by a student that represents payment for
teaching, research, or other services by the student required as a
condition for receiving the scholarship or tuition reduction.

The National Health Service Corps Scholarship Program (the
“NHSC Scholarship Program”) and the F. Edward Hebert Armed
Forces Health Professions Scholarship and Financial Assistance
Program (the “Armed Forces Scholarship Program”) provide edu-
cation awards to participants on condition that the participants
provide certain services. In the case of the NHSC Program, the re-
cipient of the scholarship is obligated to provide medical services
in a geographic area (or to an underserved population group or des-
ignated facility) identified by the Public Health Service as having
a shortage of health-care professionals. In the case of the Armed
Forces Scholarship Program, the recipient of the scholarship is obli-
gated to serve a certain number of years in the military at an
armed forces medical facility. Because the recipients of scholarships
in both of these programs are required to perform services in ex-
change for the education awards, the awards used to pay higher
education expenses are taxable income to the recipient.

REASONS FOR CHANGE

The Committee believes that it is appropriate to provide tax-free
treatment for scholarships received by students under the NHSC
Scholarship Program and Armed Forces Scholarship Program.

EXPLANATION OF PROVISION

The bill provides that amounts received by an individual under
the NHSC Scholarship Program or the Armed Forces Scholarship
Program are eligible for tax-free treatment as qualified scholar-
ships under section 117, without regard to any service obligation
by the recipient. As with other qualified scholarships under section



76

117, the tax-free treatment does not apply to amounts received by
students for regular living expenses, including room and board.

EFFECTIVE DATE

The provision is effective for education awards received under
the NHSC Scholarship Program and the Armed Forces Scholarship
Program after December 31, 1993.

D. EXCLUSION FOR EMPLOYER-PROVIDED EDUCATIONAL ASSISTANCE

(sec. 404 of the bill and sec. 127 of the Code)
PRESENT LAW

Educational expenses paid by an employer for its employees are
generally deductible to the employer.

Employer-paid educational expenses are excludable from the
gross income and wages of an employee if provided under a section
127 educational assistance plan or if the expenses qualify as a
working condition fringe benefit under section 132. Section 127 pro-
vides an exclusion of $5,250 annually for employer-provided edu-
cational assistance. The exclusion does not apply to graduate
courses. The exclusion for employer-provided educational assistance
expires with respect to courses beginning on or after June 1, 2000.

In order for the exclusion to apply, certain requirements must be
satisfied. The educational assistance must be provided pursuant to
a separate written plan of the employer. The educational assistance
program must not discriminate in favor of highly compensated em-
ployees. In addition, not more than 5 percent of the amounts paid
or incurred by the employer during the year for educational assist-
ance under a qualified educational assistance plan can be provided
for the class of individuals consisting of more than 5-percent own-
ers of the employer (and their spouses and dependents).

Educational expenses that do not qualify for the section 127 ex-
clusion may be excludable from income as a working condition
fringe benefit.53 In general, education qualifies as a working condi-
tion fringe benefit if the employee could have deducted the edu-
cation expenses under section 162 if the employee paid for the edu-
cation. In general, education expenses are deductible by an individ-
ual under section 162 if the education (1) maintains or improves a
skill required in a trade or business currently engaged in by the
taxpayer, or (2) meets the express requirements of the taxpayer’s
employer, applicable law or regulations imposed as a condition of
continued employment. However, education expenses are generally
not deductible if they relate to certain minimum educational re-
quirements or to education or training that enables a taxpayer to
begin working in a new trade or business.54

53These rules also apply in the event that section 127 expires and is not reinstated.

54In the case of an employee, education expenses (if not reimbursed by the employer) may
be claimed as an itemized deduction only if such expenses, along with other miscellaneous de-
ductions, exceed 2 percent of the taxpayer’s AGI. The 2-percent floor limitation is disregarded
in determining whether an item is excludable as a working condition fringe benefit.
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REASONS FOR CHANGE

The Committee believes that the exclusion for employer-provided
educational assistance has enabled millions of workers to advance
their education and improve their job skills without incurring addi-
tional taxes and a reduction in take-home pay. In addition, the ex-
clusion lessens the complexity of the tax laws. Without the special
exclusion, a worker receiving educational assistance from his or her
employer is subject to tax on the assistance, unless the education
is related to the worker’s current job. Because the determination of
whether particular educational assistance is job-related is based on
the facts and circumstances, it may be difficult to determine with
certainty whether the educational assistance is excludable from in-
come. This uncertainty may lead to disputes between taxpayers
and the Internal Revenue Service.

The Committee believes that reinstating the exclusion for grad-
uate-level employer-provided educational assistance will enable
more individuals to seek higher education. Such education can in-
crease individuals’ job opportunities and help make America more
competitive in the global market place.

The past experience of allowing the exclusion to expire and sub-
sequently retroactively extending it has created burdens for em-
ployers and employees. Employees may have difficulty planning for
their educational goals if they do not know whether their tax bills
will increase. For employers, the fits and starts of the legislative
history of the provision have caused severe administrative prob-
lems. The Committee believes that uncertainty about the exclu-
sion’s future may discourage some employers from providing edu-
cational benefits.

EXPLANATION OF PROVISION

The provision makes the exclusion for employer-provided edu-
cational assistance permanent. The provision also extends the ex-
clusion to graduate education, effective for courses beginning on or
after January 1, 2000.

EFFECTIVE DATE

The provision is generally effective on the date of enactment. The
exclusion with respect to graduate-level courses is effective for
courses beginning on or after January 1, 2000.

E. LIBERALIZATION OF TAX-EXEMPT FINANCING RULES FOR PUBLIC
ScHOOL CONSTRUCTION

(secs. 405—4070of the bill and secs. 103 and 148 of the Code)
PRESENT LAW
1. Tax-exempt bonds

In general

Interest on debt incurred by States or local governments is ex-
cluded from income if the proceeds of the borrowing are used to
carry out governmental functions of those entities or the debt is re-
paid with governmental funds (sec. 103). Like other activities car-
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ried out and paid for by States and local governments, the con-
struction, renovation, and operation of public schools is an activity
eligible for financing with the proceeds of tax-exempt bonds.

Interest on bonds that nominally are issued by States or local
governments, but the proceeds of which are used (directly or indi-
rectly) by a private person and payment of which is derived from
funds of such a private person is taxable unless the purpose of the
borrowing is approved specifically in the Code or in a non-Code
provision of a revenue Act. These bonds are called “private activity
bonds.” The term “private person” includes the Federal Govern-
ment and all other individuals and entities other than States or
local governments.

Private activities eligible for financing with tax-exempt private ac-
tivity bonds

The Code includes several exceptions permitting States or local
governments to act as conduits providing tax-exempt financing for
private activities. Both capital expenditures and limited working
capital expenditures of charitable organizations described in section
501(c)(3) of the Code—including elementary, secondary, and post-
secondary schools—may be financed with tax-exempt private activ-
ity bonds (“qualified 501(c)(3) bonds™).

States or local governments may issue tax-exempt “exempt-facil-
ity bonds” to finance property for certain private businesses. Busi-
nesses eligible for this financing include transportation (airports,
ports, local mass commuting, and high speed intercity rail facili-
ties); privately owned and/or privately operated public works facili-
ties (sewage, solid waste disposal, local district heating or cooling,
and hazardous waste disposal facilities); privately-owned and/or op-
erated low-income rental housing; and certain private facilities for
the local furnishing of electricity or gas. A further provision allows
tax-exempt financing for “environmental enhancements of hydro-
electric generating facilities.” Tax-exempt financing is authorized
for capital expenditures for small manufacturing facilities and land
and equipment for first-time farmers (“qualified small-issue
bonds”), local redevelopment activities (“qualified redevelopment
bonds”), and eligible empowerment zone and enterprise community
businesses.

Finally, tax-exempt private activity bonds may be issued to fi-
nance limited non-business purposes: student loans and mortgage
loans for owner-occupied housing (“qualified mortgage bonds” and
“qualified veterans’ mortgage bonds”).

In most cases, the volume of tax-exempt private activity bonds is
restricted by aggregate annual limits imposed on bonds issued by
issuers within each State. These annual volume limits equal $50
per resident of the State, or $150 million if greater. The annual
State private activity bond volume limits are scheduled to increase
to the greater of $75 per resident of the State or $225 million in
calendar year 2007. The increase will be phased in ratably begin-
ning in calendar year 2003. This increase was enacted by the Tax
and Trade Relief Extension Act of 1998. Qualified 501(c)(3) bonds
are among the tax-exempt private activity bonds that are not sub-
ject to these volume limits.
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Private activity tax-exempt bonds may not be used to finance
schools owned or operated by private, for-profit businesses.

Arbitrage restrictions on tax-exempt bonds

The Federal income tax does not apply to income of States and
local governments that is derived from the exercise of an essential
governmental function. To prevent these tax-exempt entities from
issuing more Federally subsidized tax-exempt bonds than is nec-
essary for the activity being financed or from issuing such bonds
earlier than necessary, the Code includes arbitrage restrictions lim-
iting the ability to profit from investment of tax-exempt bond pro-
ceeds. In general, arbitrage profits may be earned only during spec-
ified periods (e.g., defined “temporary periods”) before funds are
needed for the purpose of the borrowing or on specified types of in-
vestments (e.g., “reasonably required reserve or replacement
funds”). Subject to limited exceptions, investment profits that are
earned during these periods or on such investments must be re-
bated to the Federal Government.

The Code includes three exceptions applicable to education-relat-
ed bonds. First, issuers of all types of tax-exempt bonds are not re-
quired to rebate arbitrage profits if all of the proceeds of the bonds
are spent for the purpose of the borrowing within six months after
issuance. In the case of governmental bonds (including bonds to fi-
nance public schools) the six-month expenditure exception is treat-
ed as satisfied if at least 95 percent of the proceeds is spent within
six months and the remaining five percent is spent within 12
months after the bonds are issued.

Second, in the case of bonds to finance certain construction ac-
tivities, including school construction and renovation, the six-
month period is extended to 24 months for construction proceeds.
Arbitrage profits earned on construction proceeds are not required
to be rebated if all such proceeds (other than certain retainage
amounts) are spent by the end of the 24-month period and pre-
scribed intermediate spending percentages are satisfied.

Third, governmental bonds issued by “small” governments are
not subject to the rebate requirement. Small governments are de-
fined as general purpose governmental units that issue no more
than $5 million of tax-exempt governmental bonds in a calendar
year. The $5 million limit is increased to $10 million if at least $5
million of the bonds are used to finance public schools.

Restriction on Federal guarantees of tax-exempt bonds

Unlike interest on State or local government bonds, interest on
Federal debt (e.g., Treasury bills) is taxable. Generally, interest on
State and local government bonds that are Federally guaranteed
does not qualify for tax-exemption. This restriction was enacted in
1984. The 1984 legislation included exceptions for housing bonds
and for certain other Federal insurance programs that were in ex-
istence when the restriction was enacted.

2. Qualified zone academy bonds

As an alternative to traditional tax-exempt bonds, certain States
and local governments are given the authority to issue “qualified
zone academy bonds.” Under present law, a total of $400 million
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of qualified zone academy bonds may be issued in each of 1998 and
1999. The $400 million aggregate bond authority is allocated each
year to the States according to their respective populations of indi-
viduals below the poverty line. Each State, in turn, allocates the
credit to qualified zone academies within such State. A State may
carry over any unused allocation into subsequent years.

Certain financial institutions (i.e., banks, insurance companies,
and corporations actively engaged in the business of lending
money) that hold qualified zone academy bonds are entitled to a
nonrefundable tax credit in an amount equal to a credit rate (set
monthly by Treasury Department regulation at 110 percent of the
applicable Federal rate for the month in which the bond is issued)
multiplied by the face amount of the bond (sec. 1397E). The credit
rate applies to all such bonds issued in each month. A taxpayer
holding a qualified zone academy bond on the credit allowance date
(i.e., each one-year anniversary of the issuance of the bond) is enti-
tled to a credit. The credit amount is includible in gross income (as
if it were a taxable interest payment on the bond), and credit may
be claimed against regular income tax and alternative minimum
tax liability.

“Qualified zone academy bonds” are defined as bonds issued by
a State or local government, provided that: (1) at least 95 percent
of the proceeds is used for the purpose of renovating, providing
equipment to, developing course materials for use at, or training
teachers and other school personnel in a “qualified zone academy;”
and (2) private entities have promised to contribute to the qualified
zone academy certain equipment, technical assistance or training,
employee services, or other property or services with a value equal
to at least 10 percent of the bond proceeds.

A school is a “qualified zone academy” if (1) the school is a public
school that provides education and training below the college level,
(2) the school operates a special academic program in cooperation
with businesses to enhance the academic curriculum and increase
graduation and employment rates, and (3) either (a) the school is
located in an empowerment zone or a designated enterprise com-
munity, or (b) it is reasonably expected that at least 35 percent of
the students at the school will be eligible for free or reduced-cost
lunches under the school lunch program established under the Na-
tional School Lunch Act.

REASONS FOR CHANGE

The policy underlying the arbitrage rebate exception for bonds of
small governmental units is to reduce complexity for these entities
because they may not have in-house financial staff to engage in the
expenditure and investment tracking necessary for rebate compli-
ance. The exception further is justified by the limited potential for
arbitrage profits at small issuance levels and limitation of the pro-
vision to governmental bonds, which typically require voter ap-
proval before issuance. The Committee believes that a limited in-
crease of $5 million per year for public school construction bonds
will more accurately conform this present-law exception to current
school construction costs.

Further, the Committee wishes to encourage public-private part-
nerships to improve educational opportunities. To permit public-
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private partnerships to reap the benefit of the implicit subsidy to
capital costs provided through tax-exempt financing, the Commit-
tee determined that is appropriate to allow the issuance of tax-ex-
empt private activity bonds for public school facilities.

Finally, the Committee believes it is appropriate to foster public
school construction by permitting the Federal Home Loan Bank
Board to satisfy its present-law community development require-
ments in a more cost-effective manner—by guaranteeing tax-ex-
empt bonds for such construction.

EXPLANATION OF PROVISIONS

1. Increase amount of governmental bonds that may be issued by
governments qualifying for the “small governmental unit” arbi-
trage rebate exception

The additional amount of governmental bonds for public schools
that small governmental units may issue without being subject to
the arbitrage rebate requirement is increased from $5 million to
$10 million. Thus, these governmental units may issue up to $15
million of governmental bonds in a calendar year provided that at
least $10 million of the bonds are used to finance public school con-
struction expenditures.

2. Allow issuance of tax-exempt private activity bonds for public
school facilities

The private activities for which tax-exempt bonds may be issued
are expanded to include elementary and secondary public school fa-
cilities which are owned by private, for-profit corporations pursuant
to public-private partnership agreements with a State or local edu-
cational agency. The term school facility includes school buildings
and functionally related and subordinate land (including stadiums
or other athletic facilities primarily used for school events)S5and
depreciable personal property used in the school facility. The school
facilities for which these bonds are issued must be operated by a
public educational agency as part of a system of public schools.

A public-private partnership agreement is defined as an arrange-
ment pursuant to which the for-profit corporate party constructs,
rehabilitates, refurbishes or equips a school facility. The agreement
must provide that, at the end of the contract term, ownership of
the bond-financed property is transferred to the public school agen-
cy party to the agreement for no additional consideration.

Issuance of these bonds is subject to a separate annual per-State
volume limit equal to the greater of $10 per resident ($5 million,
if greater) in lieu of the present-law State private activity bond vol-
ume limits. As with the present-law State private activity bond vol-
ume limits, States decide how to allocate the bond authority to
State and local government agencies. Bond authority that is un-
used in the year in which it arises may be carried forward for up
to three years for public school projects under rules similar to the
carryforward rules of the present-law private activity bond volume
limits.

55The present-law limit on the amount of the proceeds of a private activity bond issue that
may be used to finance land acquisition does not apply to these bonds.
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3. Permit limited Federal guarantees of school construction bonds
by the Federal Housing Finance Board

The Federal Housing Finance Board is permitted to authorize
the regional Federal Home Loan Banks in its system to guarantee
limited amounts of public school bonds. Eligible bonds are govern-
mental bonds with respect to which 95 percent or more of the pro-
ceeds are used for public school construction. The aggregate
amount of bonds which may be guaranteed by all such Banks pur-
suant to this provision is $500 million per year. The provision only
modifies the Internal Revenue Code; it does not modify the rel-
evant provisions of the United States Code which govern activities
oBf thke Federal Housing Finance Board and the Federal Home Loan

anks.

EFFECTIVE DATES

These provisions relating arbitrage rebate requirements for pub-
lic school bonds are effective for bonds issued after December 31,
1999.

The provision relating to guarantees of public school construction
bonds will become effective upon enactment (after the date of en-
actment of the bill) of legislation authorizing the Federal Housing
Finance Board and Federal Home Loan Banks to provide the guar-
antees permitted under the bill.

TITLE V. HEALTH CARE TAX RELIEF PROVISIONS
A. ABOVE-THE-LINE DEDUCTION FOR HEALTH INSURANCE EXPENSES

(sec. 501 of the bill and new sec. 222 of the Code)
PRESENT LAW

Under present law, the tax treatment of health insurance ex-
penses depends on the individual’s circumstances. Self-employed
individuals may deduct a portion of health insurance expenses for
the individual and his or her spouse and dependents. The deduct-
ible percentage of health insurance expenses of a self-employed in-
dividual is 60 percent in 1999 through 2001; 70 percent in 2002;
and 100 percent in 2003 and thereafter. The deduction for health
insurance expenses of self-employed individuals is not available for
any month in which the taxpayer is eligible to participate in a sub-
sidized health plan maintained by the employer of the taxpayer or
the taxpayer’s spouse. The deduction applies to qualified long-term
care insurance premiums treated as medical expenses under the
itemized deduction for medical expenses, described below.

Employees can exclude from income 100 percent of employer-pro-
vided health insurance.

Individuals who itemize deductions may deduct their health in-
surance expenses only to the extent that the total medical expenses
of the individual exceed 7.5 percent of adjusted gross income (sec.
213). Subject to certain dollar limitations, premiums for qualified
long-term care insurance are treated as medical expenses for pur-
poses of the itemized deduction for medical expenses (sec. 213). The
amount of qualified long-term care insurance premiums that may
be taken into account for 1999 is as follows: $210 in the case of an
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individual 40 years old or less; $400 in the case of an individual
who is more than 40 but not more than 50; $800 in the case of an
individual who is more than 50 but not more than 60; $2,120 in
the case of an individual who is more than 60 but not more than
70; and $2,660 in the case of an individual who is more than 70.
These dollar limits are indexed for inflation.

REASONS FOR CHANGE

The Committee believes that the present-law inequities in tax
treatment of health insurance expenses should be reduced. In addi-
tion, the Committee believes that providing an additional incentive
for the purchase of health insurance for those who pay for most of
their health insurance on an after-tax basis will encourage unin-
sured individuals to purchase health insurance for themselves and
their families.

EXPLANATION OF PROVISION

The provision provides an above-the-line deduction for a percent-
age of the amount paid during the year for insurance which con-
stitutes medical care (as defined under sec. 213, other than long-
term care insurance treated as medical care under sec. 213) for the
taxpayer and his or her spouse and dependents.5¢ The deductible
percentage is: 25 percent in 2001, 2002, and 2003; 50 percent in
2004 and 2005; and 100 percent in 2006 and thereafter.5”

The deduction is not available to an individual for any month in
which the individual is covered under an employer-sponsored
health plan if at least 50 percent of the cost of the coverage is paid
or incurred by the employer.58 For purposes of this rule, any
amounts excludable from the gross income of the employee under
the exclusion for employer-provided health coverage is treated as
paid or incurred by the employer; thus, for example, health insur-
ance purchased by an employee through a cafeteria plan with sal-
ary reduction amounts is considered to be paid for by the em-
ployer.5°

Except as provided below, in determining whether the 50-percent
threshold is met, all health plans of the employer in which the em-
ployee participates are treated as a single plan. If the employer
pays for less than 50 percent of the cost of all health plans in
which the individual participates, the deduction is available only
with respect to each plan with respect to which the employer sub-
sidy is less than 50 percent. Cost is determined as under the health
care continuation rules.

The deduction is not available with respect to insurance provid-
ing coverage for accidents, disability, dental care, vision care, or

56The deduction only applies to health insurance that constitutes medical care; it does not
apply to medical expenses. The deduction applies to self-insured arrangements (provided such
arrangements constitute insurance, e.g., there is appropriate risk-shifting) and coverage under
employer plans treated as insurance under section 104. As described below, the bill provides a
similar deduction for qualified long-term care insurance expenses.

57The deduction is not available with respect to any amounts excludable from gross income,
e.g., salary reduction contributions used to purchase health insurance under a cafeteria plan.

58This rule is applied separately with respect to qualified long-term care insurance.

59 Excludable employer contributions to a health flexible spending arrangement or medical
savings account (including salary reduction contributions) are also considered amounts paid by
the employer for health insurance that constitutes medical care. Salary reduction contributions
are not considered to be amounts paid by the employee.
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a specific disease or making payments of a fixed amount per day
(or other period) on account of hospitalization. In addition, insur-
ance providing such coverage (and employer payments for such cov-
erage) are not taken into account for purposes of the 50-percent
rule.

The following examples illustrate the application of the 50-per-
cent rule.

Example 1: Employee A participates in an employer-sponsored
health plan. The annual cost for single coverage is $3,000, and the
annual additional cost for coverage for A’s spouse and dependents
is $1,000. The employer pays 100 percent of the cost of individual
coverage, but does not pay any additional amount for family cov-
erage. A chooses family coverage. The total amount the employer
pays for the insurance is $3,000, which is 75 percent of the total
cost of the coverage ($4,000). Thus, the deduction is not available.

Example 2: Employee B participates in two employer-sponsored
health plans. One plan provides major medical coverage. The cost
of this plan is $2,000 per year. The employer pays $one-half of the
cost of this plan. The second plan provides only dental insurance.
The cost of the dental plan is $300 per year, which is paid by the
employee. In determining whether B is entitled to the deduction,
the dental plan is disregarded. Thus, the total cost of the health
plans in which B participates is $2,000. The employer pays for 50
percent of this total cost. B may not deduct her share of the pre-
mium for the major medical plan, nor the cost of the dental insur-
ance.

Example 3: Employee C participates in an employer-sponsored
health plan. The cost of the plan is $4,000. The employer pays
$1,000 of the cost of the plan directly, and Employee C pays the
remainder of the $3,000 cost of the plan by salary reduction
through a cafeteria plan. The $1,000 employer contribution and the
$3,000 salary reduction contributions are all employer payments.
Thus, the employer pays for the entire cost of the plan, and the de-
duction is not available.

The deduction is not available to individuals enrolled in Medi-
care, Medicaid, the Federal Employees Health Benefit Program
(“FEHBP”),60 Champus, VA, Indian Health Service, or Children’s
Health Insurance programs. Thus, for example, the deduction is
not available with respect to Medigap coverage, because such cov-
erage is provided to individuals enrolled in Medicare.

The provision authorizes the Secretary to prescribe rules nec-
essary to carry out the provision, including appropriate reporting
requirements for employers.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2000.

60This rule does not prevent individuals covered by the FEHBP from deducting premiums for
health care continuation coverage, provided the requirements for the deduction are otherwise
met.
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B. PrROVISIONS RELATING TO LONG-TERM CARE INSURANCE

(secs. 501 and 502 of the bill, new sec. 222 of the Code and secs.
106 and 125 of the Code)

PRESENT LAW

Tax treatment of health insurance and long-term care insurance

Under present law, the tax treatment of health insurance ex-
penses depends on the individual’s circumstances. Self-employed
individuals may deduct a portion of health insurance expenses for
the individual and his or her spouse and dependents. The deduct-
ible percentage of health insurance expenses of a self-employed in-
dividual is 60 percent in 1999 through 2001; 70 percent in 2002;
and 100 percent in 2003 and thereafter. The deduction for health
insurance expenses of self-employed individuals is not available for
any month in which the taxpayer is eligible to participate in a sub-
sidized health plan maintained by the employer of the taxpayer or
the taxpayer’s spouse. The deduction applies to qualified long-term
care insurance premiums treated as medical expenses under the
itemized deduction for medical expenses, described below.

Employees can exclude from income 100 percent of employer-pro-
vided health insurance or qualified long-term care insurance.

Individuals who itemize deductions may deduct their health in-
surance expenses only to the extent that the total medical expenses
of the individual exceed 7.5 percent of adjusted gross income (sec.
213). Subject to certain dollar limitations, premiums for qualified
long-term care insurance are treated as medical expenses for pur-
poses of the itemized deduction for medical expenses (sec. 213). The
amount of qualified long-term care insurance premiums that may
be taken into account for 1999 is as follows: $210 in the case of an
individual 40 years old or less; $400 in the case of an individual
who is more than 40 but not more than 50; $800 in the case of an
individual who is more than 50 but not more than 60; $2,120 in
the case of an individual who is more than 60 but not more than
70; and $2,660 in the case of an individual who is more than 70.
These dollar limits are indexed for inflation.

Cafeteria plans

Under present law, compensation generally is includible in gross
income when actually or constructively received. An amount is con-
structively received by an individual if it is made available to the
individual or the individual has an election to receive such amount.
Under one exception to the general principle of constructive receipt,
amounts are not included in the gross income of a participant in
a cafeteria plan described in section 125 of the Code solely because
the participant may elect among cash and certain employer-pro-
vided qualified benefits under the plan. This constructive receipt
exception is not available if the individual is permitted to revoke
a benefit election during a period of coverage in the absence of a
change in family status or certain other events.

In general, qualified benefits are certain specified benefits that
are excludable from an employee’s gross income by reason of a spe-
cific provision of the Code. Thus, employer-provided accident or
health coverage, group-term life insurance coverage (whether or not
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subject to tax by reason of being in excess of the dollar limit on the
exclusion for such insurance), and benefits under dependent care
assistance programs may be provided through a cafeteria plan. The
cafeteria plan exception from the principle of constructive receipt
generally also applies for employment tax (FICA and FUTA) pur-
poses.61

Long-term care insurance cannot be provided under a cafeteria
plan.

Flexible spending arrangements

A flexible spending arrangement (“FSA”) is a reimbursement ac-
count or other arrangement under which an employer pays or reim-
burses employees for medical expenses or certain other nontaxable
employer-provided benefits, such as dependent care. An FSA may
be part of a cafeteria plan and may be funded through salary re-
duction. FSAs may also be provided by an employer outside a cafe-
teria plan. FSAs are commonly used, for example, to reimburse em-
ployees for medical expenses not covered by insurance. Qualified
long-term care services cannot be provided through an FSA.

REASONS FOR CHANGE

The Health Insurance Portability and Accountability Act of 1996
(“HIPAA”) included provisions providing favorable tax treatment
for qualified long-term care insurance. The Congress enacted those
provisions in order to provide an incentive for individuals to take
financial responsibility for their long-term care needs. The Commit-
tee believes that further incentives are appropriate for individuals
to purchase their own qualified long-term care insurance. The Com-
mittee also wishes to facilitate the purchase of qualified long-term
care insurance through the workplace.

EXPLANATION OF PROVISION

Deduction for qualified long-term care insurance expenses

The provision provides an above-the-line deduction for a percent-
age of the amount paid during the year for long-term care insur-
ance which constitutes medical care (as defined under sec. 213) for
the taxpayer and his or her spouse and dependents.62 The deduct-
ible percentage is: 25 percent in 2001, 2002, and 2003; 50 percent
in 2004 and 2005; and 100 percent in 2006 and thereafter.63

The deduction is not available to an individual for any month in
which the individual is covered under an employer-sponsored
health plan if at least 50 percent of the cost of the coverage is paid
or incurred by the employer.4 For purposes of this rule, any
amounts excludable from the gross income of the employee with re-

61Elective contributions under a qualified cash or deferred arrangement that is part of a cafe-
teria plan are subject to employment taxes.

62The deduction applies only to insurance that constitutes medical care; it would not apply
to long-term care insurance expenses. The deduction would apply to self-insured arrangements
(provided such arrangements constitute insurance, e.g., there is appropriate risk-shifting) and
coverage under employer plans treated as insurance under section 104. Another provision of the
bill provides a similar deduction for health insurance expenses.

63The deduction is not available with respect to any amounts excludable from gross income,
e.g., salary reduction contributions used to purchase qualified long-term care insurance under
a cafeteria plan.

64This rule is applied separately with respect to health insurance.
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spect to qualified long-term care insurance are treated as paid or
incurred by the employer. In determining whether the 50—percent
threshold is met, all plans of the employer providing long-term care
in which the employee participates are treated as a single plan. If
the employer pays less than 50 percent of the cost of all long-term
care plans in which the individual participates, the deduction is
available only with respect to each plan with respect to which the
employer pays for less than 50 percent of the cost. Cost is deter-
mined as under the health care continuation rules.

The provision authorizes the Secretary to prescribe rules nec-
essary to carry out the provision, including appropriate reporting
requirements for employers.

Provision of long-term care in a cafeteria plan

The provision provides that qualified long-term care insurance is
a qualified benefit under a cafeteria plan, to the extent that the in-
surance is treated as a medical expense under the itemized deduc-
tion for medical expenses (i.e., to the extent the qualified long-term
care insurance does not exceed the premium limitations under sec.
213). The provision also provides that qualified long-term care serv-
ices may be provided under an FSA.65

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2000.

C. ADDITIONAL PERSONAL EXEMPTION FOR CARETAKERS

(sec. 503 of the bill and sec. 151 of the Code)
PRESENT LAW

Present law does not provide an additional personal exemption
based solely on the custodial care of parents or grandparents. How-
ever, taxpayers with dependent parents generally are able to claim
a personal exemption for each of these dependents, if they satisfy
five tests: (1) a member of household or relationship test; (2) a citi-
zenship test; (3) a joint return test; (4) a gross income test; and (5)
a support test. The taxpayer is also required to list each depend-
ent’s tax identification number (the “TIN”) on the tax return.

The total amount of personal exemptions is subtracted (along
with certain other items) from adjusted gross income (“AGI”) in ar-
riving at taxable income. The amount of each personal exemption
is $2,750 for 1999, and is adjusted annually for inflation. For 1999,
the total amount of the personal exemptions is phased out for tax-

ayers with AGI in excess of $126,600 for single taxpayers,
5158,300 for heads of household, and $189,950 for married couples
filing joint returns. For 1999, the point at which a taxpayer’s per-
sonal exemptions are completely phased-out is $249,100 for single
taxpayers, $280,800 for heads of households, and $312,450 for mar-
ried couples filing joint returns.

65Excludable employer contributions to a flexible spending arrangement or a cafeteria plan
for qualified long-term care insurance or services are considered an amount paid by the em-
ployer for long-term care insurance.
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REASONS FOR CHANGE

Present law provides favorable tax treatment for long-term care
insurance and services, but does not provide similar tax relief for
in-home care. The Committee understands that in-home care may
be preferable in some cases, and that individuals who care for fam-
ily members with special needs incur additional expenses. Thus,
the Committee believes tax relief for in-home care is appropriate.

EXPLANATION OF PROVISION

The bill provides taxpayers who maintain a household including
one or more “qualified persons” with an additional personal exemp-
tion for each qualified person.

A “qualified person” is an individual who: (1) satisfies a relation-
ship test, (2) satisfies a residency test, (3) satisfies an identification
test, and (4) has been certified as having long-term care needs. The
individual satisfies the relationship test if the individual was the
father or mother of: (a) the taxpayer, (b) the taxpayer’s spouse, or
(c) a former spouse of the taxpayer. A stepfather, stepmother, and
ancestors of the father or mother are treated as a father or mother
for these purposes.

An individual satisfies the residency test if the individual had
the same principal place of abode as the taxpayer for the taxpayer’s
entire taxable year.

An individual satisfies the identification test if the individual’s
name and taxpayer identification number (“TIN”) is included on
the taxpayer’s return for the taxable year.

In order to be a qualified individual, an individual must be cer-
tified before the due date of the return for the taxable year (with-
out extensions) by a licensed physician as having long-term care
needs for period which is at least 180 consecutive days and a por-
tion of which occurs within the taxable year. The certification must
be made no more than 39%% months before the due date for the re-
turn (or within such other period as the Secretary has prescribed).

Under the provision, an individual has long-term care needs if
the individual is unable to perform at least 2 activities of daily liv-
ing (“ADLs”) without substantial assistance from another individ-
ual, due to a loss of functional capacity. As with the present-law
rules relating to long-term care, ADLs are: (1) eating; (2) toileting;
(3) transferring; (4) bathing; (5) dressing; and (6) continence. Sub-
stantial assistance includes hands-on assistance (that is, the phys-
ical assistance of another person without which the individual is
unable to perform the ADL) and stand-by assistance (that is, the
presence of another person within arm’s reach of the individual
that is necessary to prevent, by physical intervention, injury to the
individual when performing the ADL).

As an alternative to the 2—-ADL test described above, an individ-
ual is considered to have long-term care needs if he or she (1) re-
quires substantial supervision for at least 6 months to be protected
from threats to health and safety due to severe cognitive impair-
ment and (2) is unable for at least 6 months to perform at least
one or more ADLs or to engage in age appropriate activities as de-
termined under regulations prescribed by the Secretary of the
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Treasury in consultation with the Secretary of Health and Human
Services.

The bill provides that a taxpayer is treated as maintaining a
household for any period only if over one-half of the cost of main-
taining the household for such period is furnished by such taxpayer
or, if such taxpayer is married, by such taxpayer and the tax-
payer’s spouse. The bill also provides that taxpayers who are mar-
ried at the end of the taxable year must file a joint return to re-
ceive the credit unless they lived apart from their respective spouse
for the last six months of the taxable year and the individual
claiming the credit (1) maintained as his or her home a household
for the qualified person for the entire taxable year and (2) fur-
nished over one-half of the cost of maintaining that household in
that taxable year. Finally, the bill provides that a taxpayer legally
separated from his or her spouse under a decree of divorce or of
separate maintenance will not be considered married for purposes
of this provision.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 1999.

D. ApD CERTAIN VACCINES AGAINST STREPTOCOCCUS PNEUMONIAE
TO THE LIST OF TAXABLE VACCINES

(sec. 504 of the bill and secs. 4131 and 4132 of the Code)
PRESENT LAW

A manufacturer’s excise tax is imposed at the rate of 75 cents per
dose (sec. 4131) on the following vaccines recommended for routine
administration to children: diphtheria, pertussis, tetanus, measles,
mumps, rubella, polio, HIB (haemophilus influenza type B), hepa-
titis B, varicella (chicken pox), and rotavirus gastroenteritis. The
tax applied to any vaccine that is a combination of vaccine compo-
nents equals 75 cents times the number of components in the com-
bined vaccine.

Amounts equal to net revenues from this excise tax are deposited
in the Vaccine Injury Compensation Trust Fund (“Vaccine Trust
Fund”) to finance compensation awards under the Federal Vaccine
Injury Compensation Program for individuals who suffer certain in-
juries following administration of the taxable vaccines. This pro-
gram provides a substitute Federal, “no fault” insurance system for
the State-law tort and private liability insurance systems otherwise
applicable to vaccine manufacturers and physicians. All persons
immunized after September 30, 1988, with covered vaccines must
pursue compensation under this Federal program before bringing
civil tort actions under State law.

REASONS FOR CHANGE

Streptococcus pneumoniae (often referred to as pneumococcus) is
a bacteria that can cause bacterial meningitis, a brain or spinal
cord infection, bacteremia, a bloodstream infection, and otitis
media (ear infection). The Committee understands that each year
in the United States, pneumococcal disease accounts for an esti-
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mated 3,000 cases of bacterial meningitis, 50,000 cases of
bacteremia, 500,000 cases of pneumonia, and 7 million cases of oti-
tis media among all age groups. The Committee understands that,
while there currently is a vaccine effective in preventing pneumo-
coccal diseases in adults, that vaccine, a polysaccaride vaccine, does
not induce an adequate immune response in young children and
therefore does not protect children against these diseases. The
Committee further understands that the Food and Drug Adminis-
tration’s (the “FDA”) is expected to approve a new, sugar protein
conjugate vaccine against the disease and the Centers for Disease
Control is expected to recommend this conjugate vaccine for routine
inoculation of children. The Committee believes American children
will benefit from wide use of this new vaccine. The Committee be-
lieves that, by including the new vaccine with those presently cov-
ered by the Vaccine Trust Fund, greater application of the vaccine
will be promoted. The Committee, therefore, believes it is appro-
priate to add the conjugate vaccine against streptococcus
pneumoniae to the list of taxable vaccines.

The Committee is aware that the Vaccine Trust Fund has a cur-
rent cash-flow surplus in excess of $1.3 billion dollars.66 The Com-
mittee, therefore, feels it is appropriate to reduce the rate of tax
applied to all vaccines. However, the Committee thinks it is pru-
dent to gather more detailed information on the operation of the
Vaccine Injury Compensation Program and likely future claims to
assess the adequacy of the Vaccine Trust Fund. Therefore, the
Committee finds it appropriate to direct the Comptroller General
of the United States to report on the operation and management
of expenditures from the Vaccine Trust Fund and to advise the
Committee on the adequacy of the Vaccine Trust Fund to meet fu-
ture claims under the Federal Vaccine Injury Compensation Pro-
gram.

EXPLANATION OF PROVISION

The bill adds any conjugate vaccine against streptococcus
pneumoniae to the list of taxable vaccines. The bill also changes
the effective date enacted in Public Law 105-277 and certain other
conforming amendments to expenditure purposes to enable certain
payments to be made from the Trust Fund.

The bill also reduces the rate of tax applicable to all taxable vac-
cines from 75 cents per dose to 25 cents per dose for sales of vac-
cines after December 31, 2004.

In addition, the bill directs the General Accounting Office
(“GAO”) to report to the House Committee on Ways and Means and
the Senate Committee on Finance on the operation and manage-
ment of expenditures from the Vaccine Trust Fund and to advise
the Committees on the adequacy of the Vaccine Trust Fund to meet
future claims under the Federal Vaccine Injury Compensation Pro-
gram.

Within its report, to the greatest extent possible, the Committee
would like to see a thorough statistical report of the number of
claims submitted annually, the number of claims settled annually,

66 Joint Committee on Taxation, Schedule of Present Federal Excise Taxes (as of January 1,
1999) (JCS-2-99), March 29, 1999, p. 48.
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and the value of settlements. The Committee would like to learn
about the statistical distribution of settlements, including the mean
and median values of settlements, and the extent to which the
value of settlements varies with an injury attributed to an identifi-
able vaccine. The Committee also would like to learn about the set-
tlement process, including a statistical distribution of the amount
of time required from the initial filing of a claim to a final resolu-
tion.

The Code provides that certain administrative expenses may be
charged to the Vaccine Trust Fund. The Committee intends that
the GAO report include an analysis of the overhead and adminis-
trative expenses charged to the Vaccine Trust Fund.

The GAO is directed to report its findings to the House Commit-
tee on Ways and Means and the Senate Committee on Finance
within one year of the date of enactment.

EFFECTIVE DATE

The provision is effective for vaccine purchases beginning on the
day after the date on which the Centers for Disease Control make
final recommendation for routine administration of conjugated
streptococcus pneumonia vaccines to children. No floor stocks tax
is to be collected for amounts held for sale on that date. For sales
on or before the date on which the Centers for Disease Control
make final recommendation for routine administration of conjugate
streptococcus pneumonia vaccines to children for which delivery is
made after such date, the delivery date is deemed to be the sale
date. The addition of conjugate streptococcus pneumoniae vaccines
to the list of taxable vaccines is contingent upon the inclusion in
this legislation of the modifications to Public Law 105-277.

The provision to reduce the rate of tax to 25 cents per dose would
be effective for sales after December 31, 2004. No floor stocks re-
funds would be permitted for vaccines held on December 31, 2004.
For the purpose of determining the amount of refund of tax on a
vaccine returned to the manufacturer or importer, for vaccines re-
turned after August 31, 2004 and before January 1, 2005, the
amount of tax assumed to have been paid on the initial purchase
of the returned vaccine is not to exceed $0.25 per dose.

TITLE VI. SMALL BUSINESS TAX RELIEF PROVISIONS

A. ACCELERATE 100-PERCENT SELF-EMPLOYED HEALTH INSURANCE
DEDUCTION

(sec. 601 of the bill and sec. 162(1) of the Code)
PRESENT LAW

Under present law, the tax treatment of health insurance ex-
penses depends on the individual’s circumstances. Self-employed
individuals may deduct a portion of health insurance expenses for
the individual and his or her spouse and dependents. The deduct-
ible percentage of health insurance expenses of a self-employed in-
dividual is 60 percent in 1999 through 2001, 70 percent in 2002,
and 100 percent in 2003 and thereafter. The deduction for health
insurance expenses of self-employed individuals is not available for



92

any month in which the taxpayer is eligible to participate in a sub-
sidized health plan maintained by the employer of the taxpayer or
the taxpayer’s spouse.

Employees can exclude from income 100 percent of employer-pro-
vided health insurance.

Individuals who itemize deductions may deduct their health in-
surance expenses only to the extent that the total medical expenses
of the individual exceed 7.5 percent of adjusted gross income (sec.
213). Subject to certain dollar limitations, premiums for qualified
long-term care insurance are treated as medical expenses for pur-
poses of the itemized deduction for medical expenses (sec. 213). The
amount of qualified long-term care insurance premiums that may
be taken into account for 1999 are as follows: $210 in the case of
an individual 40 years old or less; $400 in the case of an individual
who is over 40 but not more than 50; $800 in the case of an indi-
vidual who is more than 50 but not more than 60; $2,120 in the
case of an individual who is more than 60 but not more than 70;
and $2,660 in the case of an individual who is more than 70. These
dollar limits are indexed for inflation.

The self-employed health deduction also applies to qualified long-
term care insurance premiums treated as medical care for purposes
of the itemized deduction for medical expenses.

REASONS FOR CHANGE

The Committee believes it appropriate to eliminate the disparate
treatment of employer-provided health care and health insurance
expenses of self-employed individuals as soon as possible.

EXPLANATION OF PROVISION

Beginning in 2000, the provision increases the deduction for
health insurance expenses (and qualified long-term care insurance
expenses) of self-employed individuals to 100 percent.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 1999.

B. INCREASE SECTION 179 EXPENSING

(sec. 602 of the bill and sec. 179 of the Code)
PRESENT LAW

Present law provides that, in lieu of depreciation, a taxpayer
with a sufficiently small amount of annual investment may elect to
deduct up to $19,000 (for taxable years beginning in 1999) of the
cost of qualifying property placed in service for the taxable year
(sec. 179). In general, qualifying property is defined as depreciable
tangible personal property that is purchased for use in the active
conduct of a trade or business. The $19,000 amount is reduced (but
not below zero) by the amount by which the cost of qualifying prop-
erty placed in service during the taxable year exceeds $200,000. In
addition, the amount eligible to be expensed for a taxable year may
not exceed the taxable income for a taxable year that is derived
from the active conduct of a trade or business (determined without
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regard to this provision). Any amount that is not allowed as a de-
duction because of the taxable income limitation may be carried
forward to succeeding taxable years (subject to similar limitations).

The $19,000 amount is increased to $25,000 for taxable years be-
ginning in 2003 and thereafter. The increase is phased in as fol-
Iows: for taxable years beginning in 2000, the amount is $20,000;
for taxable years beginning in 2001 or 2002, the amount is $24,000;
and for taxable years beginning in 2003 and thereafter, the amount
is $25,000.

REASONS FOR CHANGE

The Committee believes that section 179 expensing provides two
important benefits for small business. First, it lowers the cost of
capital for tangible property used in a trade or business. Second,
it eliminates depreciation recordkeeping requirements with respect
to expensed property. In order to increase the value of these bene-
fits, the Committee bill increases the amount allowed to be ex-
pensed under section 179 to $30,000.

EXPLANATION OF PROVISION

The provision provides that the maximum dollar amount that
may be deducted under section 179 is increased to $30,000 for tax-
able years beginning in 2000 and thereafter, without the present-
law phase-in rule.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 1999.

C. REPEAL OF TEMPORARY FEDERAL UNEMPLOYMENT SURTAX

(sec. 603 of the bill and sec. 3301 of the Code)
PRESENT LAW

The Federal Unemployment Tax Act (“FUTA”) imposes a 6.2-per-
cent gross tax rate on the first $7,000 paid annually by covered em-
ployers to each employee. Employers in States with programs ap-
proved by the Federal Government and with no delinquent Federal
loans may credit 5.4-percentage points against the 6.2-percent tax
rate, making the minimum, net Federal unemployment tax rate 0.8
percent. Since all States currently have approved programs, 0.8
percent is the Federal tax rate that generally applies. This Federal
revenue finances administration of the unemployment system, half
of the Federal-State extended benefits program, and a Federal ac-
count for State loans. The States use the revenue turned back to
them by the 5.4-percent credit to finance their regular State pro-
grams and half of the Federal-State extended benefits program.

In 1976, Congress passed a temporary surtax of 0.2 percent of
taxable wages to be added to the permanent FUTA tax rate. Thus,
the current 0.8-percent FUTA tax rate has two components: a per-
manent tax rate of 0.6 percent, and a temporary surtax rate of 0.2
percent. The temporary surtax subsequently has been extended
through 2007.
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REASONS FOR CHANGE

Because current projections indicate that the overall funding lev-
els in the unemployment trust funds can be maintained at ade-
quate levels without the 0.2-percent surtax, the Committee believes
that the surtax should be repealed. Also, the Committee believes
that the repeal will reduce the tax burden on businesses subject to
the surtax.

EXPLANATION OF PROVISION

The bill repeals the temporary FUTA surtax after December 31,
2004.

EFFECTIVE DATE

The provision is effective for labor performed on or after January
1, 2005.

D. COORDINATE FARMER INCOME AVERAGING AND THE ALTERNATIVE
MiINIMUM TAx

(sec. 604 of the bill and sec. 55 of the Code)
PRESENT LAW

An individual taxpayer may elect to compute his or her current
year tax liability by averaging, over the prior three-year period, all
or portion of his or her taxable income from the trade or business
of farming. The averaging election is not coordinated with the al-
ternative minimum tax. Thus, some farmers may become subject to
the alternative minimum tax solely as a result of the averaging
election.

REASONS FOR CHANGE

The Committee believes that farmer income averaging should be
coordinated with the alternative minimum tax so that a farmer’s
alternative minimum tax liability is not increased solely because he
or she elects income averaging.

EXPLANATION OF PROVISION

The provision coordinates farmer income averaging with the al-
ternative minimum tax. A farmer electing to average his or her
farm income will owe alternative minimum tax only to the extent
he or she would have owed alternative minimum tax had averaging
not been elected. This is achieved by excluding the impact of the
election to average farm income from the calculation of both regu-
lar tax and tentative minimum tax, solely for the purpose of deter-
mining alternative minimum tax.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 1999.
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E. FArRM AND RaANCH RISK MANAGEMENT ACCOUNTS

(sec. 605 of the bill and sec. 468C of the Code)
PRESENT LAW

There is no provision in present law allowing the elective defer-
ral of farm income.

REASONS FOR CHANGE

The Committee believes that farmers should be encouraged to set
aside a portion of their earnings during good years to provide for
their support during those future years when they may be less suc-
cessful.

EXPLANATION OF PROVISION

The bill allows taxpayers engaged in an eligible farming business
to establish Farm and Ranch Risk Management (FARRM) ac-
counts. An eligible farming business is any trade or business of
farming in which the taxpayer actively participates, including the
operation of a nursery or sod farm or the raising or harvesting of
crop-bearing or ornamental trees.67

Contributions to a FARRM account are deductible and are lim-
ited to 20 percent of the taxable income that is attributable to the
eligible farming business. The deduction is to be taken into account
in determining adjusted gross income and will reduce income at-
tributable to farming for all purposes other than the determination
of the 20 percent of eligible farm income limitation on contributions
to a FARRM account. Contributions will be deemed to have been
made on the last day of the taxable year if made on or before the
due date (without regard to extensions) of the taxpayer’s return for
that year.

A FARRM account is taxed as a grantor trust and any earnings
are required to be distributed currently. Thus, any income earned
in the FARRM account is taxed currently to the farmer who estab-
lished the account.

Contributions to a FARRM account do not reduce earnings from
self-employment. Accordingly, distributions are not included in self-
employment income.

Amounts may remain on deposit in a FARRM account for five
years. Any amount that has not been distributed by the close of the
fourth year following the year of deposit is deemed to be distrib-
uted and includible in the gross income of the account owner. Dis-
tributions for the year are considered to first be made from the
earnings that are required to be distributed. Additional amounts
distributed for the year are considered to be made from the oldest
deposits.

A FARRM account may not be maintained by a taxpayer who has
ceased to engage in an eligible farming business. If the taxpayer
does not engage in an eligible farming business during two con-
secutive taxable years, the balance in the FARRM account is

67 An evergreen tree that is more than 6 years old when severed from the roots (and thus
eligible for captial gains treatment on cutting) is not considered an ornamental tree for this pur-
pose.
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deemed to be distributed to the taxpayer on the last day of such
two year period.

If the taxpayer who established the FARRM account dies, and
the taxpayer’s surviving spouse acquires the taxpayer’s interest in
the FARRM account by reason of being designated as the bene-
ficiary of the account at the death of the taxpayer, the surviving
spouse will “step into the shoes” of the deceased taxpayer with re-
spect to the FARRM account. In other cases, the account will cease
to be a FARRM account on the date of the taxpayer’s death and
the balance in the account will be deemed distributed to the tax-
payer on the date of death.

A FARRM account is a trust that is created or organized in the
United States for the exclusive benefit of the taxpayer who estab-
lishes it. The trustee must be a bank or other person who dem-
onstrates to the satisfaction of the Secretary that it will administer
the trust in a manner consistent with the requirements of the sec-
tion. At all times, the assets of the trust must consist entirely of
cash and obligations which have adequate stated interest (as de-
fined in section 1274(c)(2)) and which pay such adequate interest
not less often than annually. The trust must distribute all income
currently, and its assets may not be commingled except in a com-
mon trust fund or common investment fund. Additional protections,
including rules preventing the trust from engaging in prohibited
transactions or from being pledged as security for a loan, are pro-
vided.

Penalties apply in the case of excess contributions and failures
to make required distributions.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2000.

TITLE VII. ESTATE AND GIFT TAX RELIEF

A. REDUCE ESTATE, GIFT, AND GENERATION-SKIPPING TRANSFER
TAXES

(secs. 701-702 of the bill and secs. 2001 and 2010 of the Code)
PRESENT LAW

A gift tax is imposed on lifetime transfers and an estate tax is
imposed on transfers at death. The gift tax and the estate tax are
unified so that a single graduated rate schedule applies to cumu-
lative taxable transfers made by a taxpayer during his or her life-
time and at death. The unified estate and gift tax rates begin at
18 percent on the first $10,000 in cumulative taxable transfers and
reach 55 percent on cumulative taxable transfers over $3 million.
In addition, a 5-percent surtax is imposed on cumulative taxable
transfers between $10 million and the amount necessary to phase
out the benefits of the graduated rates.

A unified credit is available with respect to taxable transfers by
gift and at death. The unified credit amount effectively exempts
from tax a total of $650,000 in 1999, $675,000 in 2000 and 2001,
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$700,000 in 2002 and 2003, $850,000 in 2004, $950,000 in 2005,
and $1 million in 2006 and thereafter.

A generation-skipping transfer (“GST”) tax generally is imposed
on transfers, either directly or through a trust or similar arrange-
ment, to a “skip person” (i.e., a beneficiary in a generation more
than one generation below that of the transferor). Transfers subject
to the GST tax include direct skips, taxable terminations, and tax-
able distributions. The GST tax is imposed at the top estate and
gift tax rate (which, under present law, is 55 percent) on cumu-
lative generation-skipping transfers in excess of $1 million (indexed
beginning in 1999).

REASONS FOR CHANGE

The Committee believes that the estate, gift, and GST taxes are
unduly burdensome on all taxpayers. The Committee, therefore, be-
lieves it is appropriate to lessen the estate, gift, and GST tax bur-
den on taxpayers.

EXPLANATION OF PROVISION

Beginning in 2001, the 5-percent surtax, which phases out the
graduated rates, and the rates in excess of 50 percent are repealed.
Beginning in 2004, the unified credit is replaced with a unified ex-
emption. Beginning in 2007, the unified exemption amount is in-
creased from $1 million to $1.5 million.

EFFECTIVE DATE

The 5-percent surtax and the rates in excess of 50 percent are
repealed for estates of decedents dying and gifts and generation-
skipping transfers made after December 31, 2000. The unified cred-
it 1s replaced with a unified exemption for estates of decedents
dying and gifts made after December 31, 2003. The unified exemp-
tion amount is increased to $1.5 million for estates of decedents
dying and gifts made after December 31, 2006.

B. EXPAND ESTATE TaX RULE FOR CONSERVATION EASEMENTS

(sec. 711 of the bill and sec. 2031 of the Code)
PRESENT LAW

An executor may elect to exclude from the taxable estate 40 per-
cent of the value of any land subject to a qualified conservation
easement, up to a maximum exclusion of $100,000 in 1998,
$200,000 in 1999, $300,000 in 2000, $400,000 in 2001, and
$500,000 in 2002 and thereafter (sec. 2031(c)). The exclusion per-
centage is reduced by 2 percentage points for each percentage point
(or fraction thereof) by which the value of the qualified conserva-
tion easement is less than 30 percent of the value of the land (de-
termined without regard to the value of such easement and re-
duced by the value of any retained development right).

A qualified conservation easement is one that meets the follow-
ing requirements: (1) the land is located within 25 miles of a met-
ropolitan area (as defined by the Office of Management and Budg-
et) or a national park or wilderness area, or within 10 miles of an
Urban National Forest (as designated by the Forest Service
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of the U.S. Department of Agriculture); (2) the land has been
owned by the decedent or a member of the decedent’s family at all
times during the three-year period ending on the date of the dece-
dent’s death; and (3) a qualified conservation contribution (within
the meaning of sec. 170(h)) of a qualified real property interest (as
generally defined in sec. 170(h)(2)(C)) was granted by the decedent
or a member of his or her family. For purposes of the provision,
preservation of a historically important land area or a certified his-
toric structure does not qualify as a conservation purpose.

In order to qualify for the exclusion, a qualifying easement must
have been granted by the decedent, a member of the decedent’s
family, the executor of the decedent’s estate, or the trustee of a
trust holding the land, no later than the date of the election. To
the extent that the value of such land is excluded from the taxable
estate, the basis of such land acquired at death is a carryover basis
(i.e., the basis is not stepped-up to its fair market value at death).
Property financed with acquisition indebtedness is eligible for this
provision only to the extent of the net equity in the property. The
exclusion from estate taxes does not extend to the value of any de-
velopment rights retained by the decedent or donor.

REASONS FOR CHANGE

The Committee believes that expanding the availability of quali-
fied conservation easements will further ease existing pressures to
develop or sell environmentally significant land in order to raise
funds to pay estate taxes and would, thereby, advance the preser-
vation of such land. The Committee also believes it appropriate to
clarify the date for determining easement compliance.

EXPLANATION OF PROVISION

The bill expands the availability of qualified conservation ease-
ments by increasing from 25 to 50 miles the distance within which
the land must be situated from a metropolitan area, national park,
or wilderness area in order to be a qualified conservation easement.
The bill also clarifies that the date for determining easement com-
pliance is the date on which the donation was made.

EFFECTIVE DATE

The provision clarifying the date for determining easement com-
pliance is effective for estates of decedents dying after December
31, 1997. The provision expanding the distance rule is effective for
estates of decedents dying after December 31, 1999.

C. INCREASE ANNUAL GIFT EXCLUSION

(sec. 721 of the bill and sec. 2503 of the Code)
PRESENT LAW

An annual exclusion of $10,000 of transfers of present interests
in property is provided for each donee. If the non-donor spouse con-
sents to split the gift with the donor spouse, the annual exclusion
is $20,000 for each donee. Unlimited transfers between spouses are
permitted without imposition of a gift tax. In the case of gifts made
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after 1998, the $10,000 amount is increased by a cost-of-living ad-
justment.

REASONS FOR CHANGE

The gift tax annual exclusion was increased in 1981, from $3,000
to $10,000 for each donee.8 Moreover, notwithstanding the infla-
tion adjustment provided for gifts made in a calendar year after
1998,6° the Committee finds that the benefit of the annual exclu-
sion has eroded over time. Thus, the Committee believes that the
amount of the gift tax annual exclusion should be increased.

EXPLANATION OF PROVISION

The gift tax annual exclusion for each donee is increased as fol-
lows: to $12,000 for 2001, to $13,500 for 2002, to $15,000 for 2003,
to $16,500 for 2004, to $18,000 for 2005, and to $20,000 for 2006.

EFFECTIVE DATE

The annual gift tax exclusion is increased as follows: to $12,000,
for each donee, for gifts made after December 31, 2000, but before
January 1, 2002; to $13,500 for gifts made after December 31,
2001, but before January 1, 2003; to $15,000 for gifts made after
December 31, 2002, but before January 1, 2004; to $16,500 for gifts
made after December 31, 2003, but before January 1, 2005; to
$18,000 for gifts made after December 31, 2004, but before January
1, 2006, and to $20,000 for gifts made after December 31, 2005,
and thereafter.

D. SIMPLIFICATION OF GENERATION-SKIPPING TRANSFER (“GST”)
TAx

1. Retroactive allocation of the GST tax exemption (sec. 731 of the
bill and sec. 2632 of the Code)

PRESENT LAW

A GST tax generally is imposed on transfers, either directly or
through a trust or similar arrangement, to a “skip person” (i.e., a
beneficiary in a generation more than one generation below that of
the transferor). Transfers subject to the GST tax include direct
skips, taxable terminations, and taxable distributions. An exemp-
tion of $1 million (indexed beginning in 1999) is provided for each
person making generation-skipping transfers. The exemption may
be allocated by a transferor (or his or her executor) to transferred
property.

A direct skip is any transfer subject to estate or gift tax of an
interest in property to a skip person. A skip person may be a natu-
ral person or certain trusts. All persons assigned to the second or
more remote generation below the transferor are skip persons (e.g.,
grandchildren and great-grandchildren). Trusts are skip persons if
(1) all interests in the trust are held by skip persons, or (2) no per-
son holds an interest in the trust and at no time after the transfer

68P.L. 97-34 (August 13, 1981).
69Sec. 2503(b)(2); P.L. 105-34 (August 5, 1997).
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may a distribution (including distributions and terminations) be
made to a non-skip person.

A taxable termination is a termination (by death, lapse of time,
release of power, or otherwise) of an interest in property held in
trust unless, immediately after such termination, a non-skip person
has an interest in the property, or unless at no time after the ter-
mination may a distribution (including a distribution upon termi-
nation) be made from the trust to a skip person. A taxable distribu-
tion is a distribution from a trust to a skip person (other than a
taxable termination or direct skip). If a transferor allocates GST
tax exemption to a trust prior to the taxable termination or taxable
distribution, GST tax may be avoided.

A transferor likely will not allocate GST tax exemption to a trust
that the transferor expects will benefit only non-skip persons. How-
ever, if a taxable termination occurs because, for example, the
transferor’s child unexpectedly dies such that the trust terminates
in favor of the transferor’s grandchild, and GST tax exemption had
not been allocated to the trust, then GST tax would be due even
if the transferor had unused GST tax exemption.

REASONS FOR CHANGE

The Committee recognizes that when a transferor does not expect
a beneficiary in the second generation (e.g., the transferor’s child)
to die before the termination of a trust, the transferor likely will
not allocate GST tax exemption to the transfer to the trust. If a
transferor knew, however, that the transferor’s child might pre-
decease the transferor and that there could be a taxable termi-
nation as a result thereof, the transferor likely would have allo-
cated GST tax exemption at the time of the transfer to the trust.
The Committee believes it is appropriate to provide that when
there is an unnatural order of death (e.g., when a beneficiary in the
second generation dies before the first generation transferor), the
transferor may allocate GST tax exemption retroactively to the
date of the respective transfer to trust.

EXPLANATION OF PROVISION

The bill allows the retroactive allocation of GST exemption when
there is an unnatural order of death. Under the provision, if a lin-
eal descendant of the transferor predeceases the transferor, then
the transferor may allocate any unused GST exemption to any pre-
vious transfer or transfers to the trust on a chronological basis. The
provision permits a transferor to retroactively allocate GST exemp-
tion to a trust where a beneficiary (a) is a non-skip person, (b) is
a lineal descendant of the transferor’s grandparent or a grand-
parent of the transferor’s spouse, (c) is a generation younger than
the generation of the transferor, and (d) dies before the transferor.
Exemption is allocated under this rule retroactively, and the appli-
cable fraction and inclusion ratio are determined based on the
value of the property on the date the property was transferred to
a trust.
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EFFECTIVE DATE

The provision applies to deaths of non-skip persons occurring
after the date of enactment.

2. Severing of trusts holding property having an inclusion ratio of
greater than zero (sec. 732 of the bill and sec. 2642 of the
Code)

PRESENT LAW

A generation-skipping transfer tax (“GST tax”) generally is im-
posed on transfers, either directly or through a trust or similar ar-
rangement, to a “skip person” (i.e., a beneficiary in a generation
more than one generation below that of the transferor). Transfers
subject to the GST tax include direct skips, taxable terminations,
and taxable distributions. An exemption of $1 million is provided
for each person making generation-skipping transfers. The exemp-
tion may be allocated by a transferor (or his or her executor) to
transferred property.

If the value of transferred property exceeds the amount of the
GST exemption allocated to that property, then the GST tax gen-
erally is determined by multiplying a flat tax rate equal to the
highest estate tax rate (which is currently 55 percent) by the “in-
clusion ratio” and the value of the taxable property at the time of
the taxable event. The “inclusion ratio” is the number one minus
the “applicable fraction.” The applicable fraction is a fraction cal-
culated by dividing the amount of the GST exemption allocated to
the property by the value of the property.

Under Treas. Reg. 26.2654—1(b), a trust may be severed into two
or more trusts (e.g., one with an inclusion ratio of zero and one
with an inclusion ratio of one) only if (1) the trust is severed ac-
cording to a direction in the governing instrument or (2) the trust
is severed pursuant to the trustee’s discretionary powers, but only
if certain other conditions are satisfied (e.g., the severance occurs
or a reformation proceeding begins before the estate tax return is
due). Under current Treasury regulations, however, a trustee can-
not establish inclusion ratios of zero and one by severing a trust
that is subject to the GST tax after the trust has been created.

REASONS FOR CHANGE

If a trust has an inclusion ratio between zero and one, every dis-
tribution from the trust is subject to tax at a reduced rate. Com-
plexity in this regard can be reduced if a GST trust is treated as
two separate trusts for GST tax purposes-one with an inclusion
ratio of zero and one with an inclusion ratio of one. This result can
be achieved by drafting complex documents in order to meet the
specific requirements of severance. The Committee believes it is ap-
propriate to make the rules regarding severance less burdensome
and less complex.

EXPLANATION OF PROVISION

The bill allows a trust to be severed in a “qualified severance.”
A qualified severance is defined as the division of a single trust
and the creation of two or more trusts if (1) the single trust was
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divided on a fractional basis, and (2) the terms of the new trusts,
in the aggregate, provide for the same succession of interests of
beneficiaries as are provided in the original trust. If a trust has an
inclusion ratio of greater than zero and less than one, a severance
is a qualified severance only if the single trust is divided into two
trusts, one of which receives a fractional share of the total value
of all trust assets equal to the applicable fraction of the single trust
immediately before the severance. In such case, the trust receiving
such fractional share shall have an inclusion ratio of zero and the
other trust shall have an inclusion ratio of one. Under the provi-
sion, a trustee may elect to sever a trust in a qualified severance
at any time.

EFFECTIVE DATE

The provision is effective for severances of trusts occurring after
the date of enactment.

3. Modification of certain valuation rules (sec. 733 of the bill and
sec. 2642 of the Code)

PRESENT LAW

Under present law, the inclusion ratio is determined using gift
tax values for allocations of GST tax exemption made on timely
filed gift tax returns. The inclusion ratio generally is determined
using estate tax values for allocations of GST tax exemption made
to transfers at death. Treas. Reg. 26.2642—5(b) provides that, with
respect to taxable terminations and taxable distributions, the inclu-
sion ratio becomes final on the later of the period of assessment
with respect to the first transfer using the inclusion ratio or the pe-
riod for assessing the estate tax with respect to the transferor’s es-
tate.

REASONS FOR CHANGE

The Committee believes it is appropriate to clarify the valuation
rules relating to timely and automatic allocations of GST tax ex-
emption.

EXPLANATION OF PROVISION

The bill provides that, in connection with timely and automatic
allocations of GST transfer tax, the value of the property for pur-
poses of determining the inclusion ratio shall be its finally deter-
mined gift tax value or estate tax value depending on the cir-
cumstances of the transfer. In the case of an allocation deemed to
be made at the conclusion of an estate tax inclusion period, the
value for purposes of determining the inclusion ratio shall be its
value at that time.

EFFECTIVE DATE

The provision is effective as though included in the amendments
made by section 1431 of the Tax Reform Act of 1986.
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4. Relief from late elections (sec. 734 of the bill and sec. 2642 of
the Code)

PRESENT LAW

Under present law, an election to allocate GST tax exemption to
a specific transfer may be made at any time up to the time for fil-
ing the transferor’s estate tax return. If an allocation is made on
a gift tax return filed timely with respect to the transfer to trust
that is not a direct skip, then the value on the date of transfer to
the trust is used for determining GST tax exemption allocation.
However, if the allocation relating to a such transfer is not made
on a timely-filed gift tax return, then the value on the date of allo-
cation must be used. There is no statutory provision allowing relief
for an inadvertent failure to make an election on a timely-filed gift
tax return to allocate GST tax exemption. Current Treasury regula-
tions may permit relief from failure to make an election only if re-
lief is requested, under certain circumstances, within 6 months of
the date of the failure.

REASONS FOR CHANGE

The Committee believes it is appropriate for the Treasury Sec-
retary to grant extensions of time to make an election to allocate
GST tax exemption and to grant exceptions to the statutory time
requirement in appropriate circumstances, e.g., when the taxpayer
intended to allocate GST tax exemption and the failure to timely
allocate GST tax exemption was inadvertent.

EXPLANATION OF PROVISION

The bill authorizes and directs the Treasury Secretary to grant
extensions of time to make the election to allocate GST tax exemp-
tion and to grant exceptions to the time requirement. When such
relief is granted, the value on the date of transfer to a trust is used
for determining GST tax exemption allocation.

In determining whether to grant relief for late elections, the
Treasury Secretary is directed to consider all relevant cir-
cumstances, including evidence of intent contained in the trust in-
strument or instrument of transfer and such other factors as the
Treasury Secretary deems relevant. For purposes of determining
whether to grant relief, the time for making the allocation (or elec-
tion) is treated as if not expressly prescribed by statute.

EFFECTIVE DATE

The provision to provide relief from late elections applies to re-
quests pending on, or filed after, the date of enactment.”0

5. Substantial compliance (sec. 734 of the bill and sec. 2642 of the
Code)

PRESENT LAW

Under present law, there is no statutory rule which provides that
substantial compliance with the statutory and regulatory require-

70No implication is intended with respect to the application of a rule of substantial compliance
prior to enactment of this provision.
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ments for allocating GST tax exemption will suffice to establish
that GST tax exemption was allocated to a particular transfer or
trust.

REASONS FOR CHANGE

The Committee recognizes that the rules and regulations regard-
ing the allocation of GST tax exemption are complex. Thus, it is
often difficult for taxpayers to comply with the technical require-
ments for making a proper election to allocate GST tax exemption.
The Committee therefore believes it is appropriate to provide that
GST tax exemption will be allocated when a taxpayer substantially
complies with the rules and regulations for allocating GST tax ex-
emption.

EXPLANATION OF PROVISION

The bill provides that substantial compliance with the statutory
and regulatory requirements for allocating GST tax exemption is
sufficient to establish that GST tax exemption was allocated to a
particular transfer or a particular trust. In determining whether
there has been substantial compliance, all relevant circumstances
would be considered, including evidence of intent contained in the
trust instrument or instrument of transfer and such other factors
as the Treasury Secretary deems appropriate.

EFFECTIVE DATE

The substantial compliance provisions are effective on the date
of enactment and apply to allocations made prior to such date for
purposes of determining the tax consequences of generation-skip-
ping transfers with respect to which the period of time for filing
claims for refund has not expired.”?

TITLE VIII. TAX-EXEMPT ORGANIZATION PROVISIONS

A. PROVIDE Tax EXEMPTION FOR ORGANIZATIONS CREATED BY A
STATE TO PROVIDE PROPERTY AND CASUALTY INSURANCE CoOV-
ERAGE FOR PROPERTY FOR WHICH SUCH COVERAGE IS OTHERWISE
UNAVAILABLE

(sec. 801 of the bill and sec. 501(c)(28) of the Code)
PRESENT LAW

A life insurance company is subject to tax on its life insurance
company taxable income, which is its life insurance income reduced
by life insurance deductions (sec. 801). Similarly, a property and
casualty insurance company is subject to tax on its taxable income,
which is determined as the sum of its underwriting income and in-
vestment income (as well as gains and other income items) (sec.
831). Present law provides that the term “corporation” includes an
insurance company (sec. 7701(a)(3)).

In general, the Internal Revenue Service (“IRS”) takes the posi-
tion that organizations that provide insurance for their members or

71No implication is intended with respect to the application of a rule of substantial compliance
prior to enactment of this provision.
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other individuals are not considered to be engaged in a tax-exempt
activity. The IRS maintains that such insurance activity is either
(1) a regular business of a kind ordinarily carried on for profit, or
(2) an economy or convenience in the conduct of members’ busi-
nesses because it relieves the members from obtaining insurance
on an individual basis.

Certain insurance risk pools have qualified for tax exemption
under Code section 501(c)(6). In general, these organizations (1) as-
sign any insurance policies and administrative functions to their
member organizations (although they may reimburse their mem-
bers for amounts paid and expenses); (2) serve an important com-
mon business interest of their members; and (3) must be member-
ship organizations financed, at least in part, by membership dues.

State insurance risk pools may also qualify for tax exempt status
under section 501(c)(4) as a social welfare organization or under
section 115 as serving an essential governmental function of a
State. In seeking qualification under section 501(c)(4), insurance
organizations generally are constrained by the restrictions on the
provision of “commercial-type insurance” contained in section
501(m). Section 115 generally provides that gross income does not
include income derived from the exercise of any essential govern-
mental function or accruing to a State or any political subdivision
thereof.

Certain specific provisions provide tax-exempt status to organiza-
tions meeting statutory requirements.

Health coverage for high-risk individuals

Section 501(c)(26) provides tax-exempt status to any membership
organization that is established by a State exclusively to provide
coverage for medical care on a nonprofit basis to certain high-risk
individuals, provided certain criteria are satisfied. The organization
may provide coverage for medical care either by issuing insurance
itself or by entering into an arrangement with a health mainte-
nance organization (“HMO”).

High-risk individuals eligible to receive medical care coverage
from the organization must be residents of the State who, due to
a pre-existing medical condition, are unable to obtain health cov-
erage for such condition through insurance or an HMO, or are able
to acquire such coverage only at a rate that is substantially higher
than the rate charged for such coverage by the organization. The
State must determine the composition of membership in the organi-
zation. For example, a State could mandate that all organizations
that are subject to insurance regulation by the State must be mem-
bers of the organization.

The provision further requires the State or members of the orga-
nization to fund the liabilities of the organization to the extent that
premiums charged to eligible individuals are insufficient to cover
such liabilities. Finally, no part of the net earnings of the organiza-
tion can inure to the benefit of any private shareholder or individ-
ual.

Workers’ compensation reinsurance organizations

Section 501(c)(27)(A) provides tax-exempt status to any member-
ship organization that is established by a State before June 1,
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1996, exclusively to reimburse its members for workers’ compensa-
tion insurance losses, and that satisfies certain other conditions. A
State must require that the membership of the organization consist
of all persons who issue insurance covering workers’ compensation
losses in such State, and all persons and governmental entities who
self-insure against such losses. In addition, the organization must
operate as a nonprofit organization by returning surplus income to
members or to workers’ compensation policyholders on a periodic
basis and by reducing initial premiums in anticipation of invest-
ment income.

State workmen’s compensation act companies

Section 501(c)(27)(B) provides tax-exempt status for any organi-
zation that is created by State law, and organized and operated ex-
clusively to provide workmen’s compensation insurance and related
coverage that is incidental to workmen’s compensation insurance,
and that meets certain additional requirements. The workmen’s
compensation insurance must be required by State law, or be in-
surance with respect to which State law provides significant dis-
incentives if it is not purchased by an employer (such as loss of ex-
clusive remedy or forfeiture of affirmative defenses such as con-
tributory negligence). The organization must provide workmen’s
compensation to any employer in the State (for employees in the
State or temporarily assigned out-of-State) seeking such insurance
and meeting other reasonable requirements. The State must either
extend its full faith and credit to the initial debt of the organization
or provide the initial operating capital of such organization. For
this purpose, the initial operating capital can be provided by pro-
viding the proceeds of bonds issued by a State authority; the bonds
may be repaid through exercise of the State’s taxing authority, for
example. For periods after the date of enactment, either the assets
of the organization must revert to the State upon dissolution, or
State law must not permit the dissolution of the organization ab-
sent an act of the State legislature. Should dissolution of the orga-
nization become permissible under applicable State law, then the
requirement that the assets of the organization revert to the State
upon dissolution applies. Finally, the majority of the board of direc-
tors (or comparable oversight body) of the organization must be ap-
pointed by an official of the executive branch of the State or by the
State legislature, or by both.

REASONS FOR CHANGE

The Committee understands that certain types of insurance to
support governmental programs to prepare for or mitigate the ef-
fects of natural catastrophic events (such as hurricanes) may be
limited or unavailable at reasonable rates in the authorized insur-
ance market in some States. The Committee believes it is appro-
priate to provide tax-exempt status to certain types of associations
that provide property and casualty insurance for property located
within a State if the State has determined that coverage in the au-
thorized insurance market is in fact limited or unavailable at rea-
sonable rates.
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EXPLANATION OF PROVISION

The provision provides tax-exempt status for any association cre-
ated before January 1, 1999, by State law and organized and oper-
ated exclusively to provide property and casualty insurance cov-
erage for property located within the State for which the State has
determined that coverage in the authorized insurance market is
limited or unavailable at reasonable rates, provided certain re-
quirements are met.

Under the provision, no part of the net earnings of the associa-
tion may inure to the benefit of any private shareholder or individ-
ual. Except as provided in the case of dissolution, no part of the
assets of the association may be used for, or diverted to, any pur-
pose other than: (1) to satisfy, in whole or in part, the liability of
the association for, or with respect to, claims made on policies writ-
ten by the association; (2) to invest in investments authorized by
applicable law; (3) to pay reasonable and necessary administration
expenses in connection with the establishment and operation of the
association and the processing of claims against the association (4)
to make remittances pursuant to State law to be used by the State
to provide for the payment of claims on policies written by the as-
sociation, purchase reinsurance covering losses under such policies,
or to support governmental programs to prepare for or mitigate the
effects of natural catastrophic events. The provision requires that
the State law governing the association permit the association to
levy assessments on insurance companies authorized to sell prop-
erty and casualty insurance in the State, or on property and cas-
ualty insurance policyholders with insurable interests in property
located in the State to fund deficits of the association, including the
creation of reserves. The provision requires that the plan of oper-
ation of the association be subject to approval by the chief execu-
tive officer or other official of the State, by the State legislature,
or both. In addition, the provision requires that the assets of the
association revert upon dissolution to the State, the State’s des-
ignee, or an entity designated by the State law governing the asso-
ciation, or that State law not permit the dissolution of the associa-
tion.

The provision provides a special rule in the case of any entity or
fund created before January 1, 1999, pursuant to State law and or-
ganized and operated exclusively to receive, hold, and invest remit-
tances from an association exempt from tax under the provision, to
make disbursements to pay claims on insurance contracts issued by
the association, and to make disbursements to support govern-
mental programs to prepare for or mitigate the effects of natural
catastrophic events. The special rule provides that the entity or
fund may elect to be disregarded as a separate entity and be treat-
ed as part of the association exempt from tax under the provision,
from which it receives such remittances. The election is required to
be made no later than 30 days following the date on which the as-
sociation is determined to be exempt from tax under the provision,
and would be effective as of the effective date of that determina-
tion.

An organization described in the provision is treated as having
unrelated business taxable income (“UBIT”) in the amount of its
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taxable income (computed as if the organization were not exempt
from tax under the proposal), if at the end of the immediately pre-
ceding taxable year, the organization’s net equity exceeded 15 per-
cent of the total coverage in force under insurance contracts issued
by the organization and outstanding at the end of that preceding
year.

Under the provision, no income or gain is recognized solely as a
result of the change in status to that of an association exempt from
tax under the provision.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 1999. No inference is intended as to the tax status
under present law of associations described in the provision.

B. MODIFY SECTION 512(b)(13)

(sec. 802 of the bill and section 512(b)(13) of the Code)
PRESENT LAW

In general, interest, rents, royalties and annuities are excluded
from the unrelated business income (“UBI”) of tax-exempt organi-
zations. However, section 512(b)(13) treats otherwise excluded rent,
royalty, annuity, and interest income as UBI if such income is re-
ceived from a taxable or tax-exempt subsidiary that is 50 percent
controlled by the parent tax-exempt organization. In the case of a
stock subsidiary, “control” means ownership by vote or value of
more than 50 percent of the stock. In the case of a partnership or
other entity, control means ownership of more than 50 percent of
the profits, capital or beneficial interests. In addition, present law
applies the constructive ownership rules of section 318 for purposes
of section 512(b)(13). Thus, a parent exempt organization is deemed
to control any subsidiary in which it holds more than 50 percent
of the voting power or value, directly (as in the case of a first-tier
subsidiary) or indirectly (as in the case of a second-tier subsidiary).

Under present law, interest, rent, annuity, or royalty payments
made by a controlled entity to a tax-exempt organization are in-
cludible in the latter organization’s UBI and are subject to the un-
related business income tax to the extent the payment reduces the
net unrelated income (or increases any net unrelated loss) of the
controlled entity.

The Taxpayer Relief Act of 1997 (the “1997 Act”) made several
modifications, as described above, to the control requirement of sec-
tion 512(b)(13). In order to provide transitional relief, the changes
made by the 1997 Act do not apply to any payment received or ac-
crued during the first two taxable years beginning on or after the
date of enactment of the 1997 Act (August 5, 1997) if such payment
is received or accrued pursuant to a binding written contract in ef-
fect on June 8, 1997, and at all times thereafter before such pay-
ment (but not pursuant to any contract provision that permits op-
tional accelerated payments).
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REASONS FOR CHANGE

The Committee believes that the present-law rule of section
512(b)(13) produces results that are arbitrary in certain cases and
that it is appropriate to use a fair market value standard to deter-
mine the pricing structure for rents, royalties, interest, and annu-
ities paid by subsidiaries to their tax-exempt parent organizations.

EXPLANATION OF PROVISION

The bill provides that the general rule of section 512(b)(13),
which includes interest, rent, annuity, or royalty payments made
by a controlled entity to a tax-exempt organization in the latter or-
ganization’s UBI, applies only to the portion of payments received
in a taxable year that exceed the amount of the specified payment
which would have been paid if such payment had been determined
under the principles of section 482. Thus, if a payment of rent by
a controlled subsidiary to its tax-exempt parent organization ex-
ceeds fair market value, the excess amount of such payment over
fair market value (as determined in accordance with section 482)
is included in the parent organizations’s UBI. The bill also imposes
an addition to tax of 20 percent of the excess amount of any such
payment.

The bill provides relief for payments under contracts which, on
the date of enactment of the proposal, are still subject to the bind-
ing contract transition rule of the 1997 Act, but for which the tran-
sition rule would expire prior to the effective date of the proposal,
by extending the transition rule until December 31, 1999.

EFFECTIVE DATE

The provision providing an exception from the general rule of
section 512(b)(13) for interest, rent, annuity, or royalty payments
from controlled subsidiaries that do not exceed fair market value
generally applies to payments received or accrued after December
31, 1999

C. SiMPLIFY LOBBYING EXPENDITURE LIMITATIONS

(sec. 803 of the bill and secs. 501(h) and 4911 of the Code)
PRESENT LAW

An organization does not qualify for tax-exempt status as a char-
itable organization under section 501(c)(3) unless no substantial
part of its activities constitutes carrying on propaganda or other-
wise attempting to influence legislation (commonly referred to as
“lobbying”). For purposes of determining whether legislative activi-
ties are a substantial part of a public charity’s overall functions, a
public charity may elect either the “substantial part” test or the
“expenditure” test.

The substantial part test uses a facts and circumstances ap-
proach to measure the permissible level of legislative activities. Be-
cause there is no statutory or regulatory guidance, it is not clear
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whether the determination is based on the organization’s activities,
its expenditures, or both.72

As an alternative to the substantial part test, the expenditure
test permits public charities to elect to be governed by specific ex-
penditure limitations on their lobbying activities under section
501(h). The expenditure test establishes two expenditure limits:
one restricts the total amount of lobbying expenditures the public
charity can make, the other restricts grass roots lobbying expendi-
tures as a subset of total lobbying expenditures. A public charity’s
total lobbying expenditures for a year are the sum of its expendi-
tures for direct lobbying and its expenditures for grass roots lobby-
ing.
Direct lobbying is defined as an attempt to influence legislation
through communication with a member or staff of a legislative
body or with any other government official or employee who may
participate in the formulation of legislation. The communication
will constitute direct lobbying only if such communication “refers to
specific legislation” and reflects a view on such legislation (Treas.
Reg. sec. 56.4911-2(b)(1)(ii)). Grass roots lobbying is defined as an
attempt to influence legislation through a communication with
members of the public that seeks to affect their opinions about the
legislation (Treas. Reg. sec. 56.4911-2(b)(2)(1)). The communication
must refer to specific legislation, reflect a view on the legislation,
and encourage the recipient of the communication to take action
with respect to the legislation.

Under the expenditure test, a public charity will be denied ex-
emption under section 501(c)(3) because of lobbying activities only
if it normally either (1) makes total lobbying expenditures in excess
of the “lobbying ceiling amount” or (2) makes grass roots expendi-
tures in excess of the “grass roots ceiling amount” (sec. 501(h)(1)).
The lobbying ceiling amount is 150 percent of the organization’s
“lobbying nontaxable amount” and the grass roots ceiling amount
is 150 percent of the “grass roots nontaxable amount.” The lobbying
nontaxable amount is the lesser of $1 million or an amount deter-
mined as a percentage of an organization’s exempt purpose expend-
itures. The grass roots nontaxable amount is 25 percent of the or-
ganization’s lobbying nontaxable amount for that taxable year. A
public charity that has elected the expenditure test and that ex-
ceeds either or both of these limitations is subject to a 25 percent
tax on the greater of the two excess lobbying expenditures.

REASONS FOR CHANGE

The Committee believes that the rules governing lobbying ex-
penditures by public charities should be simplified by eliminating
the separate expenditure limitation on grass roots lobbying.

EXPLANATION OF PROVISION

The bill removes the separate percentage limitation on grass
roots lobbying expenditures. Consequently, public charities are sub-

72 A few cases provide some guidance on this issue. See Seasongood v. Commissioner, 227 F.2d
907 (6th Cir. 1955); Christian Echoes National Ministry, Inc. v. United States, 470 F.2d 849
(10th Cir. 1972), cert. denied, 414 U.S. 864 (1973); Haswell v. United States, 500 F.2d 1133 (Ct.
Cl. 1974)).
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ject to an expenditure limitation only on their total lobbying ex-
penditures.

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 1999.

D. Tax-FREE WITHDRAWALS FROM IRAS FOR CHARITABLE PURPOSES

(sec. 804 of the bill and sec. 408(d) of the Code)
PRESENT LAW

Under present law, individuals may make deductible contribu-
tions to a traditional individual retirement arrangement (“IRA”).
Amounts in an IRA are includible in income when withdrawn (ex-
cept to the extent the withdrawal represents a return of after-tax
contributions). Includible amounts withdrawn before attainment of
age 59%% are subject to an additional 10-percent early withdrawal
tax, unless an exception applies.

Generally, a taxpayer who itemizes deductions may deduct cash
contributions to charity, as well as the fair market value of con-
tributions of property. The amount of the deduction otherwise al-
lowable for the taxable year with respect to a charitable contribu-
tion may be reduced, depending on the type of property contrib-
uted, the type of charitable organization to which the property is
contributed, and the income of the taxpayer.

For donations of cash by individuals, total deductible contribu-
tions to public charities may not exceed 50 percent of a taxpayer’s
adjusted gross income (“AGI”) for a taxable year. To the extent a
taxpayer has not exceeded the 50-percent limitation, contributions
of cash to private foundations and certain other nonprofit organiza-
tions and contributions of capital gain property to public charities
generally may be deducted up to 30 percent of the taxpayer’s AGI.
If a taxpayer makes a contribution in one year which exceeds the
applicable 50-percent or 30-percent limitation, the excess amount of
the contribution may be carried over and deducted during the next
five taxable years.

In addition to the percentage limitations imposed specifically on
charitable contributions, present law imposes a reduction on most
itemized deductions, including charitable contribution deductions,
for taxpayers with adjusted gross income in excess of a threshold
amount, which is indexed annually for inflation. The threshold
amount for 1999 is $126,600 ($63,300 for married individuals filing
separate returns). For those deductions that are subject to the
limit, the total amount of itemized deductions is reduced by 3 per-
cent of AGI over the threshold amount, but not by more than 80
percent of itemized deductions subject to the limit. The effect of
this reduction may be to limit a taxpayer’s ability to deduct some
of his or her charitable contributions.

REASONS FOR CHANGE

The Committee believes it appropriate to facilitate the making of
charitable contributions from IRAs.
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EXPLANATION OF PROVISION

The provision provides an exclusion from gross income for quali-
fied charitable distributions from an IRA: (1) to a charitable organi-
zation to which deductible contributions can be made; (2) to a char-
itable remainder annuity trust or charitable remainder unitrust;
(3) to a pooled income fund (as defined in sec. 642(c)(5)); or (4) for
the issuance of a charitable gift annuity. The exclusion applies with
respect to distributions described in (2), (3), or (4) only if no person
holds an income interest in the trust, fund, or annuity attributable
to such distributions other than the IRA owner, his or her spouse,
or a charitable organization.

In determining the character of distributions from a charitable
remainder annuity trust or a charitable remainder unitrust to
which a qualified charitable distribution from an IRA was made,
the charitable remainder trust is required to treat as ordinary in-
come the portion of the distribution from the IRA to the trust
which would have been includible in income but for the provision,
and as corpus any remaining portion of the distribution. Similarly,
in determining the amount includible in gross income by reason of
a payment from a charitable gift annuity purchased with a quali-
fied charitable distribution from an IRA, the taxpayer is not per-
mitted to treat the portion of the distribution from the IRA used
to purchase the annuity as an investment in the annuity contract.

A qualified charitable distribution is any distribution from an
IRA which is made after age 70%, which qualifies as a charitable
contribution (within the meaning of sec. 170(c)), and which is made
directly to the charitable organization or to a charitable remainder
annuity trust, charitable remainder unitrust, pooled income fund,
or charitable gift annuity (as described above).”3 A taxpayer is not
permitted to claim a charitable contribution deduction for amounts
transferred from his or her IRA to charity or to a trust, fund, or
annuity that, because of the provision, are excluded from the tax-
payer’s income.

EFFECTIVE DATE

The provision is effective with respect to distributions after De-
cember 31, 2000.

E. PROVIDE EXCLUSION FOR MILEAGE REIMBURSEMENTS BY
CHARITABLE ORGANIZATIONS

(sec. 805 of the bill and new sec. 138A of the Code)
PRESENT LAW

In computing taxable income, individuals who do not elect the
standard deduction may claim itemized deductions, including a de-
duction (subject to certain limitations) for charitable contributions
or gifts made during the taxable year to a qualified charitable orga-
nization or governmental entity (sec. 170). Individuals who elect

73The Committee intends that, in the case of transfer to a trust, fund, or annuity, the full
amount distributed from an IRA will meet the definition of a qualified charitable distribution
if the charitable organization’s interest in the distribution would qualify as a charitable con-
tribution under section 170.
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the standard deduction may not claim a deduction for charitable
contributions made during the taxable year.

No charitable contribution deduction is allowed for a contribution
of services. However, unreimbursed expenditures made incident to
providing donated services to a qualified charitable organization—
such as out-of-pocket transportation expenses necessarily incurred
in performing donated services—may constitute a deductible con-
tribution (Treas. Reg. sec. 1.170A-1(g)).74# However, no charitable
contribution deduction is allowed for traveling expenses (including
expenses for meals and lodging) while away from home, whether
paid directly or by reimbursement, unless there is no significant
element of personal pleasure, recreation, or vacation in such travel
(sec. 170()). Moreover, a taxpayer may not deduct as a charitable
contribution out-of-pocket expenditures incurred on behalf of a
charity if such expenditures are made for the purposes of influenc-
ing legislation (sec. 170(f)(6)).

For purposes of computing the charitable contribution deduction
for the use of a passenger automobile (including vans, pickups, and
panel trucks) in connection with providing donated services to a
qualified charitable organization, the standard mileage rate is 14
cents per mile (sec. 170(i)). Volunteer drivers who are reimbursed
for mileage expenses have taxable income to the extent the reim-
bursement exceeds 14 cents per mile.

REASONS FOR CHANGE

The Committee believes that it is important to recognize the val-
uable contributions made by volunteers to charitable organizations
by providing an exclusion from income up to the applicable busi-
ness rate for volunteers who receive reimbursements for the costs
of using their automobiles while performing services for charitable
organizations.

EXPLANATION OF PROVISION

Under the bill, reimbursement by an entity or organization de-
scribed in section 170(c) (including public charities and private
foundations) for the costs of using an automobile in connection with
providing donated services is excludable from the gross income of
the volunteer, provided that (1) reimbursement does not exceed the
rate prescribed for business use, and (2) applicable recordkeeping
requirements are satisfied. The expenditures for which a volunteer
is reimbursed must be expenditures for which a deduction would
otherwise be allowable under section 170. The bill does not permit
a volunteer to exclude a reimbursement from income if the volun-
teer claims a deduction or credit with respect to his or her auto-
mobile transportation expenses incurred in connection with provid-
ing donated services.

74Treasury Regulation section 1.170A-1(g) allows taxpayers to deduct only their own unreim-
bursed expenses incurred in performing services for a qualified charitable organization, and not
expenses incident to a third party’s performance of services. See Davis v. United States, 495 U.S.
472 (1990).
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EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 1999.

F. CHARITABLE CONTRIBUTION DEDUCTION FOR CERTAIN EXPENSES
IN SUPPORT OF NATIVE ALASKAN SUBSISTENCE WHALING

(sec. 806 of the bill and sec. 170 of the Code)
PRESENT LAW

In computing taxable income, individuals who do not elect the
standard deduction may claim itemized deductions, including a de-
duction (subject to certain limitations) for charitable contributions
or gifts made during the taxable year to a qualified charitable orga-
nization or governmental entity (sec. 170). Individuals who elect
the standard deduction may not claim a deduction for charitable
contributions made during the taxable year.

No charitable contribution deduction is allowed for a contribution
of services. However, unreimbursed expenditures made incident to
the rendition of services to an organization, contributions to which
are deductible, may constitute a deductible contribution (Treas.
Reg. sec. 1.170A-1(g)). Specifically, section 170(j) provides that no
charitable contribution deduction is allowed for traveling expenses
(including amounts expended for meals and lodging) while away
from home, whether paid directly or by reimbursement, unless
there is no significant element of personal pleasure, recreation, or
vacation in such travel.

REASONS FOR CHANGE

The Committee believes it is appropriate to provide a charitable
contribution deduction up to $7,500 per year for certain expenses
incurred by individuals engaging in sanctioned subsistence whaling
activities.

EXPLANATION OF PROVISION

The bill allows individuals to claim a deduction under section 170
not exceeding $7,500 per taxable year for certain expenses incurred
in carrying out sanctioned whaling activities. The deduction is
available only to an individual who is recognized by the Alaska Es-
kimo Whaling Commission as a whaling captain charged with the
responsibility of maintaining and carrying out sanctioned whaling
activities. The deduction is available for reasonable and necessary
expenses paid by the taxpayer during the taxable year for (1) the
acquisition and maintenance of whaling boats, weapons, and gear
used in sanctioned whaling activities, (2) the supplying of food for
the crew and other provisions for carrying out such activities, and
(3) storage and distribution of the catch from such activities.

For purposes of the provision, the term “sanctioned whaling ac-
tivities” means subsistence bowhead whale hunting activities con-
ducted pursuant to the management plan of the Alaska Eskimo
Whaling Commission. No inference is intended regarding the de-
ductibility of any whaling expenses incurred in a taxable year end-
ing before January 1, 2000.
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EFFECTIVE DATE

The provision is effective for taxable years ending after December
31, 1999.

G. CHARITABLE GIVING PROVISIONS

(secs. 807-809 of the bill and secs. 170 and 63 of the Code)
PRESENT LAW

Generally, a taxpayer who itemizes deductions may deduct cash
contributions to charity made within a taxable year (generally,
January 1-December 31 for calendar-year taxpayers), as well as
the fair market value of contributions of property. The amount of
the deduction otherwise allowable for the taxable year with respect
to a charitable contribution may be reduced, depending on the type
of property contributed, the type of charitable organization to
which the property is contributed, and the income of the taxpayer.
Taxpayers who do not itemize their deductions are not permitted
to claim charitable contribution deductions.”s

For donations of cash by individuals, total deductible contribu-
tions to public charities, private operating foundations, and certain
types of private non-operating foundations may not exceed 50 per-
cent of a taxpayer’s “contribution base,” which is typically the tax-
payer’s adjusted gross income (“AGI”), for a taxable year (sec.
170(b)(1)). To the extent a taxpayer has not exceeded the 50-per-
cent limitation, contributions of cash to private foundations and
certain other charitable organizations and contributions of capital
gain property to public charities generally may be deducted up to
30 percent of the taxpayer’s contribution base. If a taxpayer makes
a contribution in one year which exceeds the applicable 50-percent
or 30-percent limitation, the excess amount of the contribution may
be carried over and deducted during the next five taxable years.

The maximum charitable contribution deduction that may be
claimed by a corporation for any one taxable year is limited to 10
percent of the corporation’s taxable income for that year. (sec.
170(b)(2)).

REASONS FOR CHANGE

The Committee believes that it is appropriate to provide addi-
tional incentives for individuals and corporations to make contribu-
tions to charitable organizations.

EXPLANATION OF PROVISION

Deadline for contributions to low-income schools extended until re-
turn filing date

The bill allows taxpayers to claim a charitable contribution de-
duction for donations to public, private, and parochial low-income

75Beginning in 1982, non-itemizers were allowed a deduction for charitable contributions in
addition to the standard deduction. The maximum charitable contribution deduction for non-
itemizers was $25 for 1982 and 1983, and $75 for 1984. For 1985, 50 percent of the amount
contributed was deductible, without a dollar cap. For 1986, the full amount of contributions was
deductible, subject to the limitations generally applicable to charitable deductions under section
lf’?fO‘ Beginning in 1987, the charitable contribution deduction for non-itemizers was no longer
effective.
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elementary and secondary schools made after the end of the tax-
able year and on or before the date for filing the taxpayer’s Federal
income tax return. For example, a calendar-year taxpayer may
make a contribution to a qualifying school on March 23, 2001, and
claim a charitable contribution deduction for that gift on his or her
Federal income tax return for the year 2000 filed on April 15,
2001.76 For purposes of the provision, a low-income school is de-
fined as one where more than 50 percent of the students qualify
for free or reduced price lunches.

Charitable contribution deduction for non-itemizers

For 2000 and 2001, the bill allows taxpayers who do not itemize
their deductions to claim a deduction for charitable contributions in
addition to the standard deduction. The deduction is limited to $50
for individual taxpayers and $100 for taxpayers filing joint returns.

Increase AGI percentage limits for individuals

The bill phases up the percentage limitations applicable to chari-
table contributions of cash and capital gain property to public char-
ities and certain other charitable entities (organizations and enti-
ties described in section 170(b)(1)(A)) by individuals. Beginning in
2002, the bill increases the 50-percent and 30-percent limitations
by 2 percent per year until the limitations are equal to 60 percent
and 30 percent, respectively, in 2006. In 2007, the limitations are
increased to 70 percent and 50 percent, respectively.

Increase AGI percentage limits for corporations

The bill phases up the percentage limitation applicable to chari-
table contributions by corporations. Beginning in 2002, the bill in-
creases the 10-percent limitation by 2 percent per year until the
limitation is equal to 20 percent in 2006.

EFFECTIVE DATE

The provision extending the deadline for contributions to certain
low-income schools would be effective for taxable years beginning
after December 31, 1999. The provision permitting non-itemizers to
claim a charitable contribution deduction is effective for taxable
years 2000 and 2001. The proposals increasing the percentage limi-
tations for individual and corporate taxpayers are effective for tax-
able years beginning after December 31, 2001.

H. Mobiry ExcEss BUsINESs HOLDINGS RULES FOR PUBLICLY
TRADED STOCK

(sec. 810 of the bill and Code sec. 4943)
PRESENT LAW

Private foundations, which are charitable organizations that do
not qualify as public charities, are subject to certain restrictions on
their operations. Violations of these restrictions may subject the
foundation and, in some cases, their foundation managers to excise

76 The taxpayer will not be permitted to claim a deduction for the same gift on his or her 2001
Federal income tax return filed in 2002.
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taxes. One such restriction prohibits a private foundation from
owning more than specified equity interests in business enter-
prises, including corporations, partnerships, estates, or trusts (sec.
4943). A private foundation, together with all disqualified persons,
generally may not hold more than 20 percent of a corporation’s vot-
ing stock, a partnership’s profits interest, or similar interest in a
business enterprise.”” The limit increases to 35 percent if effective
control of the business is in the hands of one or more persons who
are not disqualified persons. These rules do not apply if the founda-
tion owns less than 2 percent of a business, or if the business en-
gages in activities that are substantially related to the foundation’s
charitable purpose.

If a foundation acquires business holdings other than by pur-
chase (i.e., by gift or bequest), and the holdings would result in the
foundation having excess business holdings, the foundation effec-
tively has five years to reduce those holdings to permissible levels.
In the case of an unusually large gift or bequest, the initial five-
year disposition period may be extended by the Internal Revenue
Service for an additional five years if the foundation is able to dem-
onstrate that it has made diligent efforts to dispose of the excess
holdings within the initial five-year period and that disposition
within that period was not possible (except at a price substantially
below fair market value) because of the size and complexity or di-
versity of the holdings.

The initial tax imposed on a foundation with excess business
holdings is 5 percent of the value of such holdings during the tax-
able year. The amount of tax is computed with respect to the great-
est amount of excess business holdings during the taxable year. If
the foundation fails to divest itself of the excess holdings within a
certain period of time, an additional tax equal to 200 percent of
their value is imposed on the excess business holdings remaining
at the end of the period.

Present law also prohibits transactions between private founda-
tions and disqualified persons by imposing excise taxes when dis-
qualified persons engage in acts of “self-dealing” with a private
foundation (sec. 4941). Acts of self-dealing include any direct or in-
direct: (1) sale, exchange, or leasing of property between a private
foundation and a disqualified person, (2) lending of money or exten-
sions of credit between a private foundation and a disqualified per-
son,”® (3) furnishing of goods, services, or facilities between a pri-
vate foundation and a disqualified person,” (4) payment of com-

77 A disqualified person is a person (including an individual, corporation, partnership, trust,
or estate) that has a particularly influential relationship with respect to a private foundation.
Disqualified persons include: (1) substantial contributors to a foundation (e.g., the founder of a
foundation); (2) foundation managers (officers, directors, or trustees of a foundation, or an indi-
vidual having powers or responsibilities similar to these positions); (3) persons who own more
than a 20 percent interest in an entity (corporation, partnership, trust, or other unincorporated
enterprise) that is a disqualified person with respect to a foundation; (4) family members of per-
sons described in (1), (2), and (3); (5) corporations, partnerships, trusts, or estates that are more
than 35 percent owned by persons described in (1), (2), (3), and (4); (6) only for purposes of the
excess business holdings rules, certain private foundations; and (7) only for purposes of the self-
dealing rules of section 4943, government officials at certain levels.

78The lending of money to private foundation on an interest-free basis where the loan pro-
ceeds are to be used exclusively for charitable purposes is not an act of self-dealing.

79 A disqualified person may, however, furnish goods, services, or facilities to a private founda-
tion at no charge. In addition, it is not an act of self-dealing for a private foundation to furnish

Continued
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pensation (or payment or reimbursement of expenses) by a private
foundation to a disqualified person,8 (5) transfer to, or use by or
for the benefit of, a disqualified person of the income or assets of
a private foundation, and (6) agreement by a private foundation to
make any payment of money or other property to a government of-
ficial. There is no exception from the prohibition on acts of self-
dealing for inadvertent violations, and even transactions which ar-
guably may benefit the private foundation may be subject to tax as
an act of self-dealing. Thus, for example, a disqualified person may
not rent space to a private foundation at a rate that is below the
market.

Self-dealing excise taxes are imposed on a disqualified person
who has engaged in a self-dealing transaction, and on any founda-
tion manager who knowingly participates in the transaction.8!

REASONS FOR CHANGE

The Committee believes it is appropriate to increase the limit ap-
plicable to business holdings by a private foundation in certain lim-
ited circumstances.

EXPLANATION OF PROVISION

The bill would provide an exception to the excess business hold-
ings rules of section 4943 in certain circumstances. Under the bill,
a private foundation and all disqualified persons are permitted to
own up to 49 percent of the voting stock and 49 percent in value
of all outstanding shares of all classes of stock in an incorporated
business enterprise if the stock held by the foundation and dis-
qualified persons is publicly traded stock for which market
quotations are readily available.

The bill limits the extent to which disqualified persons with re-
spect to the foundation can engage in transactions with up to 49-
percent owned corporations. Disqualified persons are not permitted
to receive compensation from the corporation or to engage in any
act with the corporation that would constitute self-dealing under
section 4941 if the corporation were a private foundation and the
disqualified persons were disqualified persons with respect to such
corporation. Disqualified persons may not own, in the aggregate,
more than 2 percent of the voting stock and not more than 2 per-
cent in value of all outstanding shares of all classes of stock in such
corporation. Finally, an audit committee of the board of directors
(consisting of a majority of persons who are not disqualified per-
sons) of each corporation that is up to 49-percent owned by a pri-
vate foundation must certify in writing to the foundation that the
committee is not aware, after due inquiry, that any disqualified
person has received compensation from the corporation or has en-
gaged in an act of self-dealing with the corporation. This certifi-

goods, services, or facilities to a disqualified person on a basis no more favorable than available
to the general public.

80 Payment by a private foundation of compensation to a disqualified person (other than a gov-
ernment official) for personal services which are reasonable and necessary to carrying out the
exempt purpose of the private foundation is not an act of self-dealing.

81Except in the case of a government official, the excise tax is imposed on a disqualified per-
son even though the person had no knowledge at the time of the act that it constituted self-
dealing. In the case of a government official, however, the tax may be imposed only if the official
participated in an act of self-dealing knowing that it was such an act.
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cation must be filed by the private foundation with its annual in-
formation return.

EFFECTIVE DATE

The provision is effective for foundations established by bequest
of decedents dying after December 31, 2006.

TITLE IX. INTERNATIONAL TAX RELIEF PROVISIONS
A. ALLOCATE INTEREST EXPENSE ON WORLDWIDE BASIS

(sec. 901 of the bill and sec. 864 of the Code)
PRESENT LAW

In general

In order to compute the foreign tax credit limitation, a taxpayer
must determine the amount of taxable income from foreign sources.
Thus, the taxpayer must allocate and apportion deductions be-
tween items of U.S.-source gross income, on the one hand, and
items of foreign-source gross income, on the other. Generally, it is
left to the Treasury to provide detailed rules for the allocation and
apportionment of expenses.

In the case of interest expense, regulations generally are based
on the approach that money is fungible and that interest expense
is properly attributable to all business activities and property of a
taxpayer, regardless of any specific purpose for incurring an obliga-
tion on which interest is paid. (Exceptions to the fungibility concept
are recognized or required, however, in particular cases, some of
which are described below.) The Code provides that for interest al-
location purposes all members of an affiliated group of corporations
generally are to be treated as a single corporation (the so-called
“one-taxpayer rule”), and that allocation must be made on the basis
of assets rather than gross income.

Affiliated group
In general

The term “affiliated group” in this context generally is defined by
reference to the rules for determining whether corporations are eli-
gible to file consolidated returns. However, some groups of corpora-
tions are eligible to file consolidated returns yet are not treated as
affiliated for interest allocation purposes, and other groups of cor-
porations are treated as affiliated for interest allocation purposes
even though they are not eligible to file consolidated returns. Thus,
under the one-taxpayer rule, the factors affecting the allocation of
interest expense of one corporation may affect the sourcing of tax-
able income of another, related corporation even if the two corpora-
tions do not elect to file, or are ineligible to file, consolidated re-
turns. (See, e.g., Treas. Reg. sec. 1.861-11T(g).)

Definition of affiliated group—consolidated return rules

For consolidation purposes, the term “affiliated group” means one
or more chains of includible corporations connected through stock
ownership with a common parent corporation which is an includ-



120

ible corporation, but only if the common parent owns directly at
least 80 percent of the total voting power of all classes of stock and
at least 80 percent of the total value of all outstanding stock of at
least one other includible corporation. In addition, for each such
other includible corporation (except the common parent), stock pos-
sessing at least 80 percent of the total voting power of all classes
of its stock and at least 80 percent of the total value of all of its
outstanding stock must be directly owned by one or more other in-
cludible corporations.

Generally the term “includible corporation” means any domestic
corporation except certain corporations exempt from tax under sec-
tion 501 (for example, corporations organized and operated exclu-
sively for charitable or educational purposes), certain life insurance
companies, corporations electing application of the possession tax
credit, regulated investment companies, real estate investment
trusts, and domestic international sales corporations. A foreign cor-
poration generally is not an includible corporation.

Definition of affiliated group—special interest allocation rules

Subject to exceptions, the consolidated return and interest alloca-
tion definitions of affiliation generally are consistent with each
other. For example, both definitions exclude all foreign corporations
from the affiliated group. Thus, while debt generally is considered
fungible among the assets of a group of domestic affiliated corpora-
tions, the same rule does not apply as between the domestic and
foreign members of a group with the same degree of common con-
trol as the domestic affiliated group.

The statutory definition of affiliation for purposes of group-wide
allocation of interest expenses expressly provides for two exceptions
from the definition of affiliation for consolidation purposes, one of
which contracts the affiliated group and the other of which expands
it.

Banks, savings institutions and other financial affiliates

Under the first-mentioned exception, the affiliated group for in-
terest allocation purposes generally excludes what are referred to
in the regulations as “financial corporations” (Treas. Reg. sec.
1.861-11T(d)(4)). These include any corporation, otherwise a mem-
ber of the affiliated group for consolidation purposes, that is a fi-
nancial institution (described in section 581 or section 591), the
business of which is predominantly with persons other than related
persons or their customers, and which is required by State or Fed-
eral law to be operated separately from any other entity which is
not a financial institution (sec. 864(e)(5)(C)). The category of finan-
cial corporations also includes, to the extent provided in regula-
tions, bank holding companies, subsidiaries of banks and bank
holding companies, and savings institutions predominantly engaged
in the active conduct of a banking, financing, or similar business
(sec. 864(e)(5)(D)).

A financial corporation is not treated as a member of the regular
affiliated group for purposes of applying the one-taxpayer rule to
other nonfinancial members of that group. Instead, all such finan-
cial corporations that would be so affiliated are treated as a sepa-
rate single corporation for interest allocation purposes.
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Section 936 corporations

Under the second exception referred to above, the affiliated group
for interest allocation purposes includes any corporation that has
elected the application of the possession tax credit for the taxable
year, if the corporation would be excluded solely for this reason
from the affiliated group as defined for consolidation purposes (sec.
864(e)(5)(A)).

REASONS FOR CHANGE

The present-law rules with respect to the allocation and appor-
tionment of interest expense, although largely left to Treasury reg-
ulations, are generally based on the principle that money is fun-
gible and that interest expense is properly attributable to all busi-
ness activities and property of the taxpayer, regardless of the spe-
cific purpose for which the debt is incurred. The present-law rules,
however, do not take into account the interest expense of foreign
affiliates. Accordingly, the interest expense incurred by the domes-
tic members of an affiliated group is treated as funding all the ac-
tivities and assets of such group, including the assets and activities
of the group’s foreign affiliates, notwithstanding that the foreign af-
filiate may have directly incurred debt itself to fund its own assets
and activities.

The Committee believes that ignoring the interest expense of for-
eign affiliates in the interest expense allocation and apportionment
formula can result in a disproportionate amount of U.S. interest ex-
pense being allocated to foreign-source income, which in turn could
result in an inappropriate reduction in the group’s foreign tax cred-
it limitation. To the extent that the interest expense allocation
rules are intended to apply the principle of fungibility, the Commit-
tee believes that the rules should take into account the interest ex-
pense incurred by and assets owned by foreign affiliates. While for-
eign affiliates’ borrowings are not related to the amount of the U.S.
group’s interest deduction, the Committee believes that those bor-
rowings may nonetheless bear on the proper allocation of the U.S.
group’s interest expense for foreign tax credit purposes.

The Committee believes that both domestic corporations and for-
eign corporations which satisfy the 80-percent vote and value
standards of affiliation for consolidated return purposes are suffi-
ciently economically interrelated that treatment as a single cor-
poration for interest expense allocation purposes provides an accu-
rate measurement of their economic income.

Present law treats certain banks and bank holding companies as
a separate subgroup of the affiliated group to which the interest ex-
pense allocation rules apply separately. This separation recognizes
that financial institutions may have debt structures that are very
different from the other, nonfinancial members of an affiliated
group. The Committee believes that the same rationale applies to
any corporations predominantly engaged in banking, insurance, fi-
nancing, and similar businesses and not merely those entities regu-
lated as U.S. banks. The Committee therefore believes that affili-
ated groups should be permitted to apply the interest expense allo-
cation rules separately with respect to a subgroup consisting of all
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corporations predominantly engaged in such financial services busi-
nesses.

EXPLANATION OF PROVISION

In general

The bill modifies the present-law interest expense allocation
rules (which generally apply for purposes of computing the foreign
tax credit limitations) by providing a one-time election under which
the taxable income of the domestic members of an affiliated group
from sources outside the United States generally would be deter-
mined by allocating and apportioning interest expense of the do-
mestic members of a worldwide affiliated group on a worldwide-
group basis. The election provides taxpayers with the option either
to apply fungibility principles on a worldwide basis or to continue
to apply present law. For purposes of the new elective rules based
on worldwide fungibility, the affiliated group is expanded to include
foreign corporations that satisfy the requirements for affiliation but
are excluded under section 1504(b)(3) (i.e., foreign corporations in
which at least 80 percent of the total vote and value of the stock
of such corporations is owned by one or more members of the affili-
ated group). In addition, if a taxpayer elects to be governed by the
new worldwide fungibility principle, the bill provides an additional
one-time election to apply the worldwide fungibility principle to a
separate subgroup of the worldwide affiliated group consisting of
la)dl members that are predominantly engaged in a financial services

usiness.

Worldwide affiliated group election

Under the bill, the common parent of an affiliated group can
make a one-time election to apply the present-law interest expense
allocation and apportionment rules under section 864(e) by allocat-
ing and apportioning interest expense of the domestic members of
the worldwide affiliated group on a worldwide-group basis. If an af-
filiated group makes this election, subject to certain modifications
and exceptions discussed below, the taxable income of the domestic
members of the worldwide affiliated group from sources outside the
United States is determined by allocating and apportioning the in-
terest expense of those domestic members to foreign-source income
in an amount equal to the excess (if any) of (1) the worldwide affili-
ated group’s worldwide interest expense multiplied by the ratio
which the foreign assets of the worldwide affiliated group bear to
the total assets of the worldwide affiliated group, over (2) the inter-
est expense incurred by a foreign member of the group to the ex-
tent that such interest would be allocated to foreign sources if the
provision’s principles were applied separately to the foreign mem-
bers of the group.!

For purposes of the new elective rules based on worldwide
fungibility, the worldwide affiliated group means all corporations in
an affiliated group (as that term is defined under present law for

1 Although the interest expense of a foreign subsidiary is taken into account for purposes of
allocating the interest expense of the domestic members of the electing worldwide affiliated
group for foreign tax credit limitation purposes, the interest expense incurred by a foreign sub-
sidiary is not deductible on a U.S. return.
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interest expense allocation purposes)? as well as any foreign cor-
porations that would be members of such an affiliated group if sec-
tion 1504(b)(3) did not apply (i.e., in which at least 80 percent of
the vote and value of the stock of such corporations is owned by
one or more other corporations included in the affiliated group). In
short, the taxable income from sources outside the United States
of electing domestic group members generally is determined by al-
locating and apportioning interest expense of the domestic mem-
bers of the worldwide affiliated group as if all of the interest ex-
pense and assets of 80-percent or greater owned domestic corpora-
tions (i.e., corporations that are part of the affiliated group under
present-law section 864(e)(5)(A) as modified to include insurance
companies) and 80-percent or greater owned foreign corporations
were attributable to a single corporation.

The general rules under present law continue to apply to the
electing worldwide affiliated group as if it were an affiliated group
as defined under present law for interest expense allocation pur-
poses. Thus, among other things, the allocation and apportionment
of interest expense continues to be made on the basis of assets
(rather than gross income), modified to include a foreign member’s
assets. In addition, as is the case under present law, certain basis
adjustments are made with respect to the stock of nonaffiliated 10-
percent owned corporations. To the extent that foreign members
are included in the worldwide affiliated group, these basis adjust-
ments are not applicable.

The worldwide affiliated group election is to be made by the com-
mon parent of the affiliated group. It must be made for the first
taxable year beginning after December 31, 2003 (the effective date),
in which a worldwide affiliated group exists that includes at least
one foreign corporation that meets the requirements for inclusion
in a worldwide affiliated group. Once made, the election applies to
the common parent and all other members of the worldwide affili-
ated group for the taxable year for which the election is made and
all subsequent taxable years.

Financial institution group election

The bill provides a “financial institution group” election that ex-
pands the bank group rules of present law (sec. 864(e)(5)(B)—(D)).
At the election of the common parent of the affiliated group that
has made the election to apply the worldwide affiliated group rules,
those rules can be applied separately to a subgroup of the world-
wide affiliated group that consists of (1) all corporations that are
part of the present-law bank group and (2) all “financial corpora-
tions.” For this purpose, a corporation is a financial corporation if
at least 80 percent of its gross income is “financial services income”
(as described in section 904(d)(2)(C)(ii) and the regulations there-
under)3 that is derived from transactions with unrelated persons.

The financial institution group rules, if elected, apply to all mem-
bers of the worldwide affiliated group that are financial corpora-

2The bill expands the present-law definition of an affiliated group for interest expense alloca-
tion purposes with respect to an electing worldwide affiliated group to include certain insurance
companies that are generally excluded from an affiliated group under section 1504(b)(2) (without
regard to whether such companies are covered by an election under section 1504(c)(2)). As is
the case under present law, the affiliated group includes section 936 corporations.

3See Treas. Reg. sec. 1.904—4(e)(2).
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tions within the meaning of the provision. The election must be
made for the first taxable year beginning after December 31, 2003,
in which a worldwide affiliated group includes a financial corpora-
tion that would qualify as part of the expanded financial institution
group (other than a corporation that would qualify as part of the
present-law bank group). Once made, the election applies to the fi-
nancial institution group for the taxable year and all subsequent
taxable years.

It is intended that Treasury regulations, similar to those that
apply to the present-law bank group, would continue to apply to
treat the financial institution group as a segregated group from the
rest of the affiliated group.# Thus, the measurement of assets of the
worldwide affiliated group would exclude the stock of members in-
cluded in the financial institution group and, similarly, the finan-
cial institution group would not take into account the stock of any
lower-tier corporation that is a member of the worldwide affiliated
group but not a member of the financial institution group.

In addition, the bill provides anti-abuse rules under which cer-
tain transfers from one member of a financial institution group to
a member of the worldwide affiliated group outside of the financial
institution group are treated as reducing the amount of indebted-
ness of the separate financial institution group. In this regard, if
a member of an electing financial institution group makes dividend
or other distributions in a taxable year to a member of the world-
wide affiliated group (other than a member of the financial institu-
tion group) that exceed the greater of (1) its average annual divi-
dend (expressed as a percentage of current earnings and profits)
during the five preceding taxable years or (2) 25 percent of its aver-
age annual earnings and profits for such five preceding taxable
years, or otherwise deals with any person in a manner not clearly
reflecting income (as determined under principles similar to section
482), an amount of the financial institution group’s indebtedness
equal to such excess is recharacterized as indebtedness of the
broader worldwide affiliated group (excluding the financial institu-
tion group).

Regulatory authority

The bill grants the Treasury Secretary authority to prescribe
rules to carry out the purposes of the provision, including rules (1)
to address changes in members of an affiliated group (including ac-
quisitions or other business combinations of affiliated groups in
which one group has made an election to apply the worldwide ap-
proach and the other group applies present law); (2) to prevent as-
sets and interest expense from being taken into account more than
once; and (3) to provide for the direct allocation of interest expense
in circumstances where such allocation would be appropriate to
carry out the purposes of the provision, including, for example, cir-
cumstances in which interest expense is incurred by foreign cor-
porations in order to circumvent the purposes of the provision.

4 Temp. Treas. Reg. sec. 1.861-11T(d)(4).
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EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2003 .

B. LOOK-THROUGH RULES To ApPLY TO DIVIDENDS FROM
NONCONTROLLED SECTION 902 CORPORATIONS

(sec. 902 of the bill and sec. 904 of the Code)
PRESENT LAW

U.S. persons may credit foreign taxes against U.S. tax on foreign-
source income. The amount of foreign tax credits that may be
claimed in a year is subject to a limitation that prevents taxpayers
from using foreign tax credits to offset U.S. tax on U.S.-source in-
come. Separate limitations are applied to specific categories of in-
come.

Special foreign tax credit limitations apply in the case of divi-
dends received from a foreign corporation in which the taxpayer
owns at least 10 percent of the stock by vote and which is not a
controlled foreign corporation (a so-called “10/50 company”).5 Divi-
dends paid by a 10/50 company in taxable years beginning before
January 1, 2003, are subject to a separate foreign tax credit limita-
tion for each 10/50 company. Dividends paid by a 10/50 company
that is not a passive foreign investment company in taxable years
beginning after December 31, 2002, out of earnings and profits ac-
cumulated in taxable years beginning before January 1, 2003, are
subject to a single foreign tax credit limitation for all 10/50 compa-
nies (other than passive foreign investment companies). Dividends
paid by a 10/50 company that is a passive foreign investment com-
pany out of earnings and profits accumulated in taxable years be-
ginning before January 1, 2003, continue to be subject to a sepa-
rate foreign tax credit limitation for each such 10/50 company.
Dividends paid by a 10/50 company in taxable years beginning
after December 31, 2002, out of earnings and profits accumulated
in taxable years after December 31, 2002, are treated as income in
a foreign tax credit limitation category in proportion to the ratio of
the earnings and profits attributable to income in such foreign tax
credit limitation category to the total earnings and profits (a so-
called “look-through” approach). For these purposes, distributions
are treated as made from the most recently accumulated earnings
and profits. Regulatory authority is granted to provide rules re-
garding the treatment of distributions out of earnings and profits
for periods prior to the taxpayer’s acquisition of such stock.

REASONS FOR CHANGE

In the Taxpayer Relief Act of 1997, the Congress provided for a
look-through regime to apply in characterizing dividends from 10/
50 companies for foreign tax credit limitation purposes. The
present-law rules that subject the dividends received from each 10/
50 company to a separate foreign tax credit limitation impose a

5A controlled foreign corporation in which the taxpayer owns at least 10 percent of the stock
by vote is treated as a 10/50 company with respect to any distribution out of earnings and prof-
its for periods when it was not a controlled foreign corporation.
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substantial record-keeping burden on companies and have the addi-
tional negative effect of discouraging minority-position joint ven-
tures abroad.®

The Committee believes that the present-law rules for dividends
from 10/50 companies will result in additional complexity and com-
pliance burdens. For instance, dividends paid by a 10/50 company
in taxable years beginning after December 31, 2002, will be subject
to the concurrent application of both the single-basket approach
(for pre-2003 earnings and profits) and the look-through approach
(for post-2002 earnings and profits).

The Committee believes that joint ventures can be an efficient
way for U.S. businesses to exploit their know-how and technology
in foreign markets. To the extent that the present-law limitation
is discouraging such joint ventures or altering the structure of new
ventures, the ability of U.S. businesses to succeed abroad could be
diminished. The Committee believes that it is important to simplify
the look-through approach enacted in 1997.

EXPLANATION OF PROVISION

The bill simplifies the application of the foreign tax credit limita-
tion by applying the look-through approach to all dividends paid by
a 10/50 company, regardless of the year in which the earnings and
profits out of which the dividend is paid were accumulated. The bill
eliminates the single-basket limitation approach for dividends from
such companies for foreign tax credit limitation purposes.

The bill provides a transition rule under which pre-effective date
foreign tax credits associated with a 10/50 company separate limi-
tation category can be carried forward into post-effective date
years. Under the bill, look-through principles similar to those appli-
cable to post-effective date dividends from a 10/50 company apply
to determine the appropriate foreign tax credit limitation category
or categories with respect to the foreign tax credit carryforward.

The bill also provides a default rule in cases in which taxpayers
are unable to obtain the necessary information to apply the look-
through rules with respect to dividends from a 10/50 company (or
in which the income is not treated as falling within one of certain
enumerated limitation categories). In such cases, the bill treats the
dividend (or a portion thereof) from such 10/50 company as a divi-
dend that is not subject to the look-through rules.

The bill provides the Treasury Secretary with authority to pre-
scribe regulations regarding the treatment of distributions out of
earnings and profits for periods prior to the taxpayer’s acquisition
of the stock to which the distributions relate. The regulations may
address, for example, the treatment of pre-acquisition earnings and
profits and related foreign income taxes of a 10/50 company, includ-
ing distributions from a controlled foreign corporation out of earn-
ings and profits for periods when it was not a controlled foreign
corporation.

6Joint Committee on Taxation, General Explanation of Tax Legislation Enacted in 1997 (JCS—
23-97), December 17, 1997, p. 302.
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EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2002.

C. SUBPART F TREATMENT OF PIPELINE TRANSPORTATION INCOME
AND INCOME FROM TRANSMISSION OF HIGH VOLTAGE ELECTRICITY

(secs. 903 and 904 of the bill and sec. 954 of the Code)
PRESENT LAW

Under the subpart F rules, U.S. 10—percent shareholders of a
controlled foreign corporation (“CFC”) are subject to U.S. tax cur-
rently on their shares of certain income earned by the foreign cor-
poration, whether or not such income is distributed to the share-
holders (referred to as “subpart F income”). Subpart F income in-
cludes foreign base company income, which in turn includes five
categories of income: foreign personal holding company income, for-
eign base company sales income, foreign base company services in-
come, foreign base company shipping income, and foreign base com-
pany oil related income (sec. 954(a)).

Foreign base company services income includes income from
services performed (1) for or on behalf of a related party and (2)
outside the country of the CFC’s incorporation (sec. 954(e)). Treas-
ury regulations provide that the services of the foreign corporation
will be treated as performed for or on behalf of the related party
if, for example, a party related to the foreign corporation furnishes
substantial assistance to the foreign corporation in connection with
the provision of services (Treas. Reg. sec. 1.954—4(b)(1)(iv)).

Foreign base company oil related income is income derived out-
side the United States from the processing of minerals extracted
from oil or gas wells into their primary products; the transpor-
tation, distribution, or sale of such minerals or primary products;
the disposition of assets used by the taxpayer in a trade or busi-
ness involving the foregoing; or the performance of any related
services. However, foreign base company oil related income does
not include income derived from a source within a foreign country
in connection with: (1) oil or gas which was extracted from a well
located in such foreign country or, (2), oil, gas, or a primary prod-
uct of oil or gas which is sold by the CFC or a related person for
use or consumption within such foreign country or is loaded in such
country as fuel on a vessel or aircraft. An exclusion also is provided
for income of a CFC that is a small producer (i.e., a corporation
whose average daily oil and natural gas production, including pro-
duction by related corporations, is less than 1,000 barrels).

REASONS FOR CHANGE

The subpart F rules generally apply to provide current U.S. tax-
ation of income that can be described as “mobile,” that is, income
for which the taxpayer might easily be able to arrange that it be
sourced to a low-tax foreign jurisdiction. The Committee under-
stands that, until recently, many countries did not permit foreign
corporations to own energy facilities such as oil and gas pipelines,
electric generating stations, and high voltage electricity trans-
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mission lines. The Committee observes that with the advent of de-
regulation policies abroad, many U.S. corporations are actively con-
sidering the construction and operation of oil and gas pipelines and
high voltage electricity transmission systems in foreign markets.
The Committee understands that such projects involve substantial
amounts of fixed capital investment, the income from which does
not represent the type of “mobile” income to which the subpart F
rules should apply.

EXPLANATION OF PROVISION

The bill exempts income derived in connection with the perform-
ance of services which are directly related to the transmission of
high voltage electricity from the definition of foreign base company
services income. Thus, the income of a CFC that owns a high volt-
age transmission line for the purpose of providing electricity gen-
erated by a related party to a third party outside the CFC’s country
of incorporation does not constitute foreign base company services
income. No inference is intended as to the treatment of such in-
come under present law.

The bill also provides an additional exception to the definition of
foreign base company oil related income. Under the bill, foreign
base company oil related income does not include income derived
from a source within a foreign country in connection with the pipe-
line transportation of oil or gas within such foreign country. Thus,
the exception applies whether or not the CFC that owns the pipe-
line also owns any interest in the oil or gas transported. In addi-
tion, the exception applies to income earned from the transpor-
tation of oil or gas by pipeline in a country in which the oil or gas
was neither extracted nor consumed within such foreign country.

EFFECTIVE DATE

The provision is effective for taxable years of CFCs beginning
after December 31, 2002, and taxable years of U.S. shareholders
with or within which such taxable years of CFCs end.

D. PrROHIBIT DISCLOSURE OF APAS AND APA BACKGROUND FILES

(sec. 905 of the bill and secs. 6103 and 6110 of the Code)
PRESENT LAW

Section 6103

Under section 6103, returns and return information are confiden-
tial and cannot be disclosed unless authorized by the Internal Rev-
enue Code.

The Code defines return information broadly. Return information
includes: a taxpayer’s identity, the nature, source or amount of in-
come, payments, receipts, deductions, exemptions, credits, assets,
liabilities, net worth, tax liability, tax withheld, deficiencies, over-
assessments, or tax payments; whether the taxpayer’s return was,
is being, or will be examined or subject to other investigation or
processing; or any other data, received by, recorded by, prepared
by, furnished to, or collected by the Secretary with respect to a re-
turn or with respect to the determination of the existence, or pos-
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sible existence, of liability (or the amount thereof) of any person
under this title for any tax, penalty, interest, fine, forfeiture, or
other imposition, or offense.”

Section 6110 and the Freedom of Information Act

With certain exceptions, section 6110 makes the text of any writ-
ten determination the IRS issues available for public inspection. A
written determination is any ruling, determination letter, technical
advice memorandum, or Chief Counsel advice. Once the IRS makes
the written determination publicly available, the background file
documents associated with such written determination are avail-
able for public inspection upon written request. The Code defines
“background file documents” as any written material submitted in
support of the request. Background file documents also include any
communications between the IRS and persons outside the IRS con-
cerning such written determination that occur before the IRS
issues the determination.

Before making them available for public inspection, section 6110
requires the IRS to delete specific categories of sensitive informa-
tion from the written determination and background file docu-
ments.8 It also provides judicial and administrative procedures to
resolve disputes over the scope of the information the IRS will dis-
close. In addition, Congress has also wholly exempted certain mat-
ters from section 6110’s public disclosure requirements.® Any part
of a written determination or background file that is not disclosed
under section 6110 constitutes “return information.” 10

The Freedom of Information Act (FOIA) lists categories of infor-
mation that a federal agency must make available for public in-
spection.1l It establishes a presumption that agency records are ac-
cessible to the public. The FOIA, however, also provides nine ex-
emptions from public disclosure. One of those exemptions is for
matters specifically exempted from disclosure by a statute other
than the FOIA if the exempting statute meets certain require-
ments.12 Section 6103 qualifies as an exempting statute under this
FOIA provision. Thus, returns and return information that section

7Sec. 6103(b)(2)(A).

8Sec. 6110(c) provides for the deletion of identifying information, trade secrets, confidential
commercial and financial information and other material.

9Sec. 6110(1).

10Sec. 6103(b)(2)(B) (“The term ‘return information’ means . . . any part of any written deter-
mination or any background file document relating to such written determination (as such terms
are defined in section 6110(b)) which is not open to public inspection under section 6110”).

11Unless published promptly and offered for sale, an agency must provide for public inspection
and copying: (1) final opinions as well as orders made in the adjudication of cases; (2) state-
ments of policy and interpretations not published in the Federal Register; (3) administrative
staff manuals and instructions to staff that affect a member of the public; and (4) agency records
which have been or the agency expects to be, the subject of repetitive FOIA requests. 5 U.S.C.
sec. 552(a)(2). An agency must also publish in the Federal Register: the organizational structure
of the agency and procedures for obtaining information under the FOIA; statements describing
the functions of the agency and all formal and informal procedures; rules of procedure, descrip-
tions of forms and statements describing all papers, reports and examinations; rules of general
applicability and statements of general policy; and amendments, revisions and repeals of the
foregoing. 5 U.S.C. sec. 552(a)(1). All other agency records can be sought by FOIA request; how-
ever, some records may be exempt from disclosure.

12Exemption 3 of the FOIA provides that an agency is not required to disclose matters that
are:

“(3) specifically exempted from disclosure by statute (other than section 552b of this title) pro-
vided that such statute (A) requires that the matters be withheld from the public in such a man-
ner as to leave no discretion on the issue, or (B) establishes particular criteria for withholding
or refers to particular types of matters to be withheld; . . .”. U.S.C. § 552(b)(3).
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6103 deems confidential are exempt from disclosure under the
FOIA.

Section 6110 is the exclusive means for the public to view IRS
written determinations.13 If section 6110 covers the written deter-
mination, then the public cannot use the FOIA to obtain that deter-
mination.

Advance Pricing Agreements

The Advanced Pricing Agreement (“APA”) program is an alter-
native dispute resolution program conducted by the IRS, which re-
solves international transfer pricing issues prior to the filing of the
corporate tax return. Specifically, an APA is an advance agreement
establishing an approved transfer pricing methodology entered into
among the taxpayer, the IRS, and a foreign tax authority. The IRS
and the foreign tax authority generally agree to accept the results
of such approved methodology. Alternatively, an APA also may be
negotiated between just the taxpayer and the IRS; such an APA es-
tablishes an approved transfer pricing methodology for U.S. tax
purposes. The APA program focuses on identifying the appropriate
transfer pricing methodology; it does not determine a taxpayer’s
tax liability. Taxpayers voluntarily participate in the program.

To resolve the transfer pricing issues, the taxpayer submits de-
tailed and confidential financial information, business plans and
projections to the IRS for consideration. Resolution involves an ex-
tensive analysis of the taxpayer’s functions and risks. Since its in-
ception in 1991, the APA program has resolved more than 180
APAs, and approximately 195 APA requests are pending.

Currently pending in the U.S. District Court for the District of
Columbia are three consolidated lawsuits asserting that APAs are
subject to public disclosure under either section 6110 or the
FOIA.1* Prior to this litigation and since the inception of the APA
program, the IRS held the position that APAs were confidential re-
turn information protected from disclosure by section 6103.15 On
January 11, 1999, the IRS conceded that APAs are “rulings” and
therefore are “written determinations” for purposes of section
6110.16 Although the court has not yet issued a ruling in the case,
the IRS announced its plan to publicly release both existing and fu-
ture APAs. The IRS then transmitted existing APAs to the respec-
tive taxpayers with proposed deletions. It has received comments
from some of the affected taxpayers. Where appropriate, foreign tax
authorities have also received copies of the relevant APAs for com-
ment on the proposed deletions. No APAs have yet been released
to the public.

13Sec. 6110(m).

14 BNA v. IRS, Nos. 96-376, 96-2820, and 96-1473 (D.D.C.). The Bureau of National Affairs,
Inc. (BNA) publishes matters of interest for use by its subscribers. BNA contends that APAs
are not return information as they are prospective in application. Thus at the time they are
entered into they do not relate to “the determination of the existence, or possible existence, of
liability or amount thereof . . .”

15The IRS contended that information received or generated as part of the APA process per-
tains to a taxpayer’s liability and therefore was return information as defined in sec.
6103(b)(2)(A). Thus, the information was subject to section 6103’s restrictions on the dissemina-
tion of returns and return information. Rev. Proc. 91-22, sec. 11, 1991-1 C.B. 526, 534 and Rev.
Proc. 96-53, sec. 12, 1996-2 C.B. 375, 386.

16 TR 1999-05.
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Some taxpayers assert that the IRS erred in adopting the posi-
tion that APAs are subject to section 6110 public disclosure. Sev-
eral have sought to participate as amici in the lawsuit to block the
release of APAs. They are concerned that release under section
6110 could expose them to expensive litigation to defend the dele-
tion of the confidential information from their APAs. They are also
concerned that the section 6110 procedures are insufficient to pro-
tect the confidentiality of their trade secrets and other financial
and commercial information.

REASONS FOR CHANGE

The APA program has been a successful mechanism for resolving
transfer pricing issues, not only for future years, but, in some in-
stances, for prior open years as well (rollbacks). It reduces pro-
tracted disputes and costly litigation between taxpayers and the
government. The program involves not only taxpayers and the IRS,
but also foreign taxing authorities.

As part of the program, the taxpayer voluntarily provides sub-
stantial, sensitive information to the IRS. The proprietary informa-
tion necessary to support a claim of comparability may be among
a company’s most closely guarded trade secrets. Similarly, informa-
tion regarding production costs and customer pricing may also be
extremely sensitive information.

From the program’s inception, the IRS has assured taxpayers
and foreign governments that the information received or gen-
erated in the APA process would be protected as confidential re-
turn information. Such assurances were based on published IRS
materials.

The APA process is based on taxpayers’ cooperation and vol-
untary disclosure to the IRS of sensitive information. The contin-
ued confidentiality of this information is vital to the APA program.
Otherwise, the Committee believes that some taxpayers may refuse
to participate in this successful program, causing a decline in its
usefulness.

Congress must balance the need for confidentiality with the gen-
eral public’s need for practical tax guidance. Some members of the
public have expressed concern that the APA program has led to the
development of a body of “secret law,” known only to a few mem-
bers of the tax profession. In addition, some members of the public
contend that taxpayers have received APAs permitting the use of
transfer pricing methodologies not contemplated in the section 482
regulations. They also contend that APAs have provided interpreta-
tions of law not available to taxpayers that do not participate in
the APA process. Such concerns could undermine the public’s con-
fidence in the IRS’s ability to fairly enforce the transfer pricing
rules. Thus, the provision requires the Department of the Treasury
to prepare and publish an annual report regarding APAs, which
will provide extensive information regarding the program, while
clarifying that existing and future APAs and related background
information continue to be confidential return information.
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EXPLANATION OF PROVISION

The bill amends section 6103 to provide that APAs and related
background information are confidential return information under
section 6103. Related background information is meant to include:
the request for an APA, any material submitted in support of the
request, and any communication (written or otherwise) prepared or
received by the Secretary in connection with an APA, regardless of
when such communication is prepared or received. Protection is not
limited to agreements actually executed; it includes material re-
ceived and generated in the APA process that does not result in an
executed agreement.

Further, APAs and related background information are not “writ-
ten determinations” as that term is defined in section 6110. There-
fore, the public inspection requirements of section 6110 do not
apply to APAs and related background information. A document’s
incorporation in a background file, however, is not intended to be
grounds for not disclosing an otherwise disclosable document from
a source other than a background file.

The bill statutorily requires that the Treasury Department pre-
pare and publish an annual report on the status of APAs. The an-
nual report is to contain the following information:

Information about the structure, composition, and operation
of the APA program office;

A copy of each current model APA;

Statistics regarding the amount of time to complete new and
renewal APAs;

The number of APA applications filed during such year;

The number of APAs executed to date and for the year;

The number of APA renewals issued to date and for the year;

The number of pending APA requests;

The number of pending APA renewals;

The number of APAs executed and pending (including renew-
als and renewal requests) that are unilateral, bilateral and
multilateral, respectively;

The number of APAs revoked or canceled, and the number
of withdrawals from the APA program, to date and for the
year;

The number of finalized new APAs and renewals by indus-
try; 17 and

General descriptions of:

the nature of the relationships between the related organiza-
tions, trades, or businesses covered by APAs;

the related organizations, trades, or businesses whose prices
or results are tested to determine compliance with the transfer
pricing methodology prescribed in the APA,;

the covered transactions and the functions performed and
risks assumed by the related organizations, trades or busi-
nesses involved,;

methodologies used to evaluate tested parties and trans-
actions and the circumstances leading to the use of those meth-
odologies;

17This information was previously released in IRS Publication 3218, “IRS Report on Applica-
tion and Administration of I.R.C. Section 482.”



133

critical assumptions;

sources of comparables;

comparable selection criteria and the rationale used in deter-
mining such criteria;

the nature of adjustments to comparables and/or tested par-
ties;

the nature of any range agreed to, including information
such as whether no range was used and why, whether an
inter-quartile range was used, or whether there was a statis-
tical narrowing of the comparables;

adjustment mechanisms provided to rectify results that fall
outside of the agreed upon APA range;

the various term lengths for APAs, including rollback years,
and the number of APAs with each such term length;

the nature of documentation required; and

approaches for sharing of currency or other risks.

The first report is to cover the period January 1, 1991, through
the calendar year including the date of enactment. The Treasury
Department cannot include any information in the report which
would have been deleted under section 6110(c) if the report were
a written determination as defined in section 6110. Additionally,
the report cannot include any information which can be associated
with or otherwise identify, directly or indirectly, a particular tax-
payer. The Secretary is expected to obtain input from taxpayers to
ensure proper protection of taxpayer information and, if necessary,
utilize its regulatory authority to implement appropriate processes
for obtaining this input. For purposes of section 6103, the report
requirement is treated as part of Title 26.

The IRS user fee otherwise required to be paid for an APA is in-
creased by $500. The Secretary has the authority to make appro-
priate reductions in such fee for small businesses.

While the bill statutorily requires an annual report, it is not in-
tended to discourage the Treasury Department from issuing other
forms of guidance, such as regulations or revenue rulings, consist-
ent with the confidentiality provisions of the Code.

EFFECTIVE DATE

The provision is effective on the date of enactment; accordingly,
no APAs, regardless of whether executed before or after enactment,
or related background file documents can be released to the public
after the date of enactment. It requires the Treasury Department
to publish the first annual report no later than March 30, 2000.

E. EXEMPT CERTAIN SALES OF FREQUENT-FLYER AND SIMILAR RE-
DUCED-FARE AIR TRANSPORTATION RIGHTS FROM AVIATION EX-
CISE TAXES

(sec. 906 of the bill and sec. 4261 of the Code)
PRESENT LAW

An 7.5-percent excise tax is imposed on the sale by an air trans-
portation provider of the right to frequent-flyer or similar reduced-
fare air transportation. Like the aviation excise taxes imposed on
the purchase of actual air transportation, this tax is imposed on all
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amounts paid for the right to air transportation if the right can be
used for transportation to, from, or within the United States. In
both cases, tax is imposed without regard to whether the purchase
occurs within the United States or elsewhere. Further, subject to
an exception for rights actually used for purposes other than air
transportation (as determined under Treasury Department regula-
tions), the tax is imposed without regard to whether the rights ulti-
mately are used for travel (to, from, or within United States or be-
tween two or more points in foreign countries) or expire without
use.

REASONS FOR CHANGE

The Committee observes that present law requires the Internal
Revenue Service to collect air passenger transportation excise taxes
related to the right to so-called “frequent flyer” travel from both
U.S. persons and foreign persons with a nexus to the United
States. The Committee is concerned that, in practice, compliance
and payment of the excise tax will be greater among U.S. persons
than among foreign persons. Such an outcome could place U.S. per-
sons who market such frequent flyer programs at a disadvantage
with foreign persons who market similar programs when offering
such programs to foreign customers.

The current authority granted to the Treasury Department to ex-
empt certain awards does not permit an exemption unless the
rights actually are used for a purpose other than air transportation
(e.g., hotels or car rentals). Thus, under present law, rights are tax-
able even if transportation for which they ultimately are used has
no nexus to the United States. The Committee believes that it is
appropriate to exempt rights that are unlikely to have a nexus to
the United States.

EXPLANATION OF PROVISION

The provision exempts from the 7.5-percent tax, air transpor-
tation rights sold which are credited to accounts of persons having
a mailing address outside the United States. Mailing addresses are
those listed on the records of the operator of the frequent-flyer or
similar program.

EFFECTIVE DATE

The provision applies to air transportation rights sold after De-
cember 31, 1999.

F. REPEAL OF LIMITATION OF FOREIGN Tax CREDIT UNDER
ALTERNATIVE MINIMUM TAX

(sec. 907 of the bill and sec. 59 of the Code)
PRESENT LAW

Under present law, taxpayers are subject to an alternative mini-
mum tax (“AMT”), which is payable, in addition to all other tax li-
abilities, to the extent that it exceeds the taxpayer’s regular income
tax liability. The tax is imposed at a flat rate of 20 percent, in the
case of corporate taxpayers, on alternative minimum taxable in-
come (“AMTT”) in excess of a phased-out exemption amount. The
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maximum rate for noncorporate taxpayers is 28 percent. AMTI is
the taxpayer’s taxable income increased for certain tax preferences
and adjusted by determining the tax treatment of certain items in
a manner which negates the exclusion or deferral of income result-
ing from the regular tax treatment of those items.

Taxpayers are permitted to reduce their AMT liability by an
AMT foreign tax credit. The AMT foreign tax credit for a taxable
year is determined under principles similar to those used in com-
puting the regular tax foreign tax credit, except that (1) the numer-
ator of the AMT foreign tax credit limitation fraction is foreign
source AMTI and (2) the denominator of that fraction is total
AMT1I.18 Taxpayers may elect to use as their AMT foreign tax cred-
it limitation fraction the ratio of foreign source regular taxable in-
come to total AMTI (sec. 59(a)(4)).

The AMT foreign tax credit for any taxable year generally may
not offset a taxpayer’s entire pre-credit AMT. Rather, the AMT for-
eign tax credit is limited to 90 percent of AMT computed without
an AMT net operating loss deduction, an AMT energy preference
deduction, or an AMT foreign tax credit. For example, assume that
a corporation has $10 million of AMTI from foreign sources, has no
AMT net operating loss or energy preference deductions, and is
subject to the AMT. In the absence of the AMT foreign tax credit,
the corporation’s tax liability would be $2 million. Accordingly, the
AMT foreign tax credit cannot be applied to reduce the taxpayer’s
tax liability below $200,000. Any unused AMT foreign tax credit
may be carried back 2 years and carried forward 5 years for use
against AMT in those years under the principles of the foreign tax
credit carryback and carryforward rules set forth in section 904(c).

REASONS FOR CHANGE

The purpose of the foreign tax credit generally is to eliminate the
possibility of double taxation (once by the foreign jurisdiction and
again by the United States) on the foreign source income of a U.S.
person. The Committee believes, however, that the 90-percent limi-
tation on the AMT foreign tax credit has the effect of double taxing
such income for AMT taxpayers. For example, if the taxpayer in
the above example had $10 million of AMTI from foreign sources
(and no AMT net operating loss or energy preference deductions)
and was subject to the AMT for six successive years, even with the
carryforward under present law, the taxpayer would lose $200,000
worth of foreign tax credits and effectively would be double taxed
on such income. The Committee believes that the present-law 90-
percent limitation imposes inappropriate double taxation.

EXPLANATION OF PROVISION

The bill repeals the 90-percent limitation on the utilization of the
AMT foreign tax credit.

18Similar to the regular tax foreign tax credit, the AMT foreign tax credit is subject to the
separate limitation categories set forth in section 904(d). Under the AMT foreign tax credit,
however, the determination of whether any income is high taxed for purposes of the high-tax-
kick-out rules (sec. 904(d)(2)) is made on the basis of the applicable AMT rate rather than the
highest applicable rate of regular tax.
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EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2004.

G. TREATMENT OF MILITARY PROPERTY OF FOREIGN SALES
CORPORATIONS

(sec. 908 of the bill and sec. 923 of the Code)
PRESENT LAW

A portion of the foreign trade income of an eligible foreign sales
corporation (“FSC”) is exempt from federal income tax. Foreign
trade income is defined as the gross income of a FSC that is attrib-
utable to foreign trading gross receipts. In general, the term “for-
eign trading gross receipts” means the gross receipts of a FSC from
the sale or lease of export property, services related and subsidiary
to the sale or lease of export property, engineering or architectural
services for construction projects located outside the United States,
and certain managerial services for an unrelated FSC or DISC.

Section 923(a)(5) contains a special limitation relating to the ex-
port of military property. Under regulations prescribed by the
Treasury Secretary, the portion of a FSC’s foreign trading gross re-
ceipts from the disposition of, or services relating to, military prop-
erty that may be treated as exempt foreign trade income is limited
to 50 percent of the amount that would otherwise be so treated. For
this purpose, the term “military property” means any property that
is an arm, ammunition, or implement of war designated in the mu-
nitions list published pursuant to federal law.1® Under this provi-
sion, the export of military property through a FSC is accorded
one-half the tax benefit that is accorded to exports of non-military
property.

REASONS FOR CHANGE

The Committee finds the present-law rule limiting the tax bene-
fit available for the export of property through a FSC to one half
of that otherwise available in the case of the export of military
property to be an inappropriate limitation. The Committee believes
that exporters of military property should be treated no differently
under the FSC rules than exporters of other products.

EXPLANATION OF PROVISION

The bill repeals the special FSC limitation relating to the export
of military property, thus providing exports of military property
through a FSC with the same treatment currently provided exports
of non-military property.

19Section 923(a)(5) defines “military property” by reference to section 995(b)(3)(B), which con-
tains a technical error. Section 995(b)(3)(B) references the Military Security Act of 1954. The
proper reference should have been to the Mutual Security Act of 1954, which subsequently was
superceded by the International Security Assistance and Arms Export Control Act of 1976. Cur-
rent Treasury regulations provide the correct reference for purposes of defining “military prop-
erty.”
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EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2004.

TITLE X. HOUSING AND REAL ESTATE TAX RELIEF

A. INCREASE Low-INCOME HOUSING Tax CREDIT PER CAPITA
AMOUNT

(sec. 1001 of the bill and sec. 42 of the Code)
PRESENT LAW

In general, a maximum 70-percent present value tax credit,
claimed over a 10-year period is allowed for the cost of rental hous-
ing occupied by tenants having incomes below specified levels. The
credit percentage for newly constructed or substantially rehabili-
tated housing that is not Federally subsidized is adjusted monthly
by the Internal Revenue Service so that the 10 annual installments
have a present value of 70 percent of the total qualified expendi-
tures. The credit percentage for new substantially rehabilitated
housing that is Federally subsidized and for existing housing that
is substantially rehabilitated is calculated to have a present value
of 30 percent of total qualified expenditures.

To claim low-income housing credits, project owners must receive
an allocation of credit from a State or local housing credit agency.
However, no allocation is required for buildings at least 50 percent
financed with the proceeds of tax-exempt bonds that received an al-
location pursuant to the private activity bond volume limitation of
Code section 146. Such projects must, however, satisfy the require-
ments for allocation under the State’s qualified allocation plan and
meet other requirements.

A building generally must be placed in service during the cal-
endar year in which it receives an credit allocation. However, a
housing credit agency can make a binding commitment, not later
than the year in which the building is placed in service, to allocate
a specified credit dollar amount to such building beginning in a
specified later year. In addition, a project can receive a “carryover
allocation” if the taxpayer’s basis in the project as of the close of
the calendar year the allocation is made is more than 10 percent
of the taxpayer’s reasonably expected basis in the project, and the
building is placed in service not later than the close of the second
calendar year following the calendar year in which the allocation
is made. For purposes of the 10-percent test, basis means the tax-
payer’s adjusted basis in land and depreciable real property,
whether or not these amounts are includible in eligible basis. Fi-
nally, an allocation of credit for increases in qualified basis may
occur in years subsequent to the year the project is placed in serv-
ice.

Authority to allocate credits remains at the State (as opposed to
local) government level unless State law provides otherwise.2° Gen-
erally, credits may be allocated only from volume authority arising

20For example, constitutional home rule cities in Illinois are guaranteed their proportionate
share of the $1.25 amount, based on their population relative to that of the State as a whole.
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during the calendar year in which the building is placed in service,
except in the case of: (1) credits claimed on additions to qualified
basis; (2) credits allocated in a later year pursuant to an earlier
binding commitment made no later than the year in which the
building is placed in service; and (3) carryover allocations.

Each State annually receives low-income housing credit authority
equal to $1.25 per State resident for allocation to qualified low-in-
come projects.2! In addition to this $1.25 per resident amount, each
State’s “housing credit ceiling” includes the following amounts: (1)
the unused State housing credit ceiling (if any) of such State for
the preceding calendar year; 22 (2) the amount of the State housing
credit ceiling (if any) returned in the calendar year;23 and (3) the
amount of the national pool (if any) allocated to such State by the
Treasury Department.

The national pool consists of States’ unused housing credit
carryovers. For each State, the unused housing credit carryover for
a calendar year consists of the excess (if any) of the unused State
housing credit ceiling for such year over the excess (if any) of the
aggregate housing credit dollar amount allocated for such year over
the sum of $1.25 per resident and the credit returns for such year.
The amounts in the national pool are allocated only to a State
which, with respect to the previous calendar year allocated its en-
tire housing credit ceiling for the preceding calendar year, and re-
quested a share in the national pool not later than May 1, of the
calendar year. The national pool allocation to qualified States is
made on a pro rata basis equivalent to the fraction that a State’s
population enjoys relative to the total population of all qualified
States for that year.

The present-law stacking rule provides that a State is treated as
using its annual allocation of credit authority ($1.25 per State resi-
dent) and any returns during the calendar year followed by any un-
used credits carried forward from the preceding year’s credit ceiling
and finally any applicable allocations from the National pool.

REASONS FOR CHANGE

The Committee believes that the credit acts as a stimulus for
low-income housing. However, it believes that the $1.25 credit cap,
which has remained the same since 1986, needs to be adjusted for
the increased costs of producing such housing. Also, the Committee
believes that the creation of a State floor will work better than a
simple per-capita rule for States with small populations. It believes
that the expansion of the credit cap will allow the construction and
substantial rehabilitation of more affordable rental housing for low-
income individuals in the future.

21 A State’s population, for these purposes, is the most recent estimate of the State’s popu-
lation released by the Bureau of the Census before the beginning of the year to which the limita-
tion applies. Also, for these purposes, the District of Columbia and the U.S. possessions (i.e.,
Puerto Rico, the Virgin Islands, Guam, the Northern Marianas and American Samoa) are treat-
ed as States.

22The unused State housing credit ceiling is the amount (if positive) of the previous year’s
annual credit limitation plus credit returns less the credit actually allocated in that year.

23Credit returns are the sum of any amounts allocated to projects within a State which fail
to become a qualified low-income housing project within the allowable time period plus any
amounts allocated to a project within a State under an allocation which is canceled by mutual
consent of the housing credit agency and the allocation recipient.
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EXPLANATION OF PROVISION

The bill makes several changes to the low-income housing credit.
First, the $1.25 per capita cap for each State modified so that small
population State are given a minimum of $2 million of annual cred-
it cap. Second, the $1.25 per capita element of the credit cap is in-
creased to $1.75 per capita. This increase is phased-in by increas-
ing the credit cap by 10 cents per capita each year for five years.
Therefore the credit cap will be: $1.35 per capita or $2 million,
whichever is greater, in calendar year 2001; $1.45 per capita or $2
million, whichever is greater, in calendar 2002; $1.55 per capita or
$2 million, whichever is greater, in calendar year 2003; $1.65 per
capita or $2 million, whichever is greater, in calendar year 2004;
and $1.75 per capita or $2 million, whichever is greater, in cal-
endar year 2005 and thereafter. Third, the stacking rule is modi-
fied so that each State is treated as using its allocation of the un-
used State housing credit ceiling (if any) from the preceding cal-
endar year before the current year’s allocation of credit (including
any credits returned to the State) and then finally any National
pool allocations.

EFFECTIVE DATE

The provision is effective for calendar years beginning after De-
cember 31, 2000.

B. Tax CREDIT FOR RENOVATING HisTORIC HOMES

(section 1011 of the bill and new section 25B of the Code)
PRESENT LAW

Present law provides an income tax credit for certain expendi-
tures incurred in rehabilitating certified historic structures and
certain nonresidential buildings placed in service before 1936 (Code
sec. 47). The amount of the credit is determined by multiplying the
applicable rehabilitation percentage by the basis of the property
that is attributable to qualified rehabilitation expenditures. The
applicable rehabilitation percentage is 20 percent for certified his-
toric structures and 10 percent for qualified rehabilitated buildings
(other than certified historic structures) that were originally placed
in service before 1936.

A qualified rehabilitated building is a nonresidential building eli-
gible for the 10-percent credit only if the building is substantially
rehabilitated and a specific portion of the existing structure of the
building is retained in place upon completion of the rehabilitation.
A residential or nonresidential building is eligible for the 20-per-
cent credit that applies to certified historic structures only if the
building is substantially rehabilitated (as determined under the eli-
gibility rules for the 10-percent credit). In addition, the building
must be listed in the National Register or the building must be lo-
cated in a registered historic district and must be certified by the
Secretary of the Interior as being of historical significance to the
district.
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REASONS FOR CHANGE

The Committee believes that part of the existing housing stock
embodies America’s history and heritage. Unfortunately, part of
this housing stock is in decay and with the decay in the housing
stock there is a concomitant deterioration in neighborhoods and
communities that were once a vibrant part of the American land-
scape. The Committee believes that the goals of historic preserva-
tion, community revitalization, and home ownership can be pur-
sued concurrently. The Committee believes that a tax incentive can
be part of the policy to help large cites and small towns rebuild
their core neighborhoods and strengthen their economic, social, and
natural environments. Moreover, the Committee believes that a tax
incentive will help families relocate to and remain in older commu-
nities, capitalize on historic resources, attract reinvestment in older
areas, strengthen the tax base of older communities, and, thereby,
help to control deterioration and sprawl, and to reinvigorate the
life of many communities.

EXPLANATION OF PROVISION

The bill permits a taxpayer to claim a 20-percent credit for quali-
fied rehabilitation expenditures made with respect to a qualified
historic home which the taxpayer subsequently occupies as his or
her principal residence for at least five years. The total credit
which could be claimed by the taxpayer is limited to $20,000
($10,000 in the case of married taxpayer filing a separate return)
with respect to any qualified historic home. 24

The bill applies to (1) structures listed in the National Register;
(2) structures located in a registered national, State, or local his-
toric district, and certified by the Secretary of the Interior as being
of historic significance to the district, but only if the median income
of the historic district is less than twice the State median income; 25
(3) any structure designated as being of historic significance under
a State or local statute, if such statute is certified by the Secretary
of the Interior as achieving the purpose of preserving and rehabili-
tating buildings of historic significance.

For this purpose, a building generally is considered substantially
rehabilitated if the qualified rehabilitation expenditures incurred
during a 24-month measuring period exceed the greater of (1) the
adjusted basis of the building as of the later of the first day of the
24-month period or the beginning of the taxpayer’s holding period
for the building, or (2) $5,000. In the case of structures in em-
powerment zones, in enterprise communities, in a census tract in
which 70 percent of families have income which is 80 percent or
less of the State median family income, and areas of chronic dis-
tress as designated by the State and approved by the Secretary of
Housing and Urban Development only the $5,000 expenditure re-

24The Committee intends that a taxpayer may claim the tax credit for qualified rehabilitation
expenses with respect to his or her principal residence more than once, but that the total credit
claimed with respect to any structure by that taxpayer is limited to $20,000 ($10,000 in the case
of married taxpayer filing a separate return).

25For this purpose, an historic district will be deemed to have an income greater than or equal
to twice the State median income if the median income of any census tract that intersects the
area defining the historic district has a median income greater than or equal to twice the State
median income.
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quirement applies. In addition, for all structures, at least 5 percent
of the rehabilitation expenditures have to be allocable to the exte-
rior of the structure.

To qualify for the credit, the rehabilitation must be certified by
a State or local government subject to conditions specified by the
Secretary of the Interior.

The credit may be claimed in one of three ways. First, if the tax-
payer directly incurs the qualifying expenditures in rehabilitation
of his or her principal residence, the taxpayer may claim the tax
credit on his or her return.

Second, the taxpayer may claim the credit on his or her return
if the taxpayer is the first purchaser of a structure on which quali-
fied rehabilitation expenditures have been made. In this case, the
taxpayer must be the first purchaser of the structure after the date
the rehabilitation is completed and the purchase must occur within
five years after the date the rehabilitation is completed. The struc-
ture must, within a reasonable period, become the principal resi-
dence of the taxpayer. No credit with respect to the qualified reha-
bilitation expenditures may have been allowed to the seller of the
structure. The Committee intends that the seller furnish the tax-
payer with such information as the Secretary determines is nec-
essary to determine the amount of allowable credit.

Third, the taxpayer may elect to receive an historic rehabilitation
mortgage credit certificate. An historic rehabilitation mortgage
credit certificate is a certificate stating the value of the credit that
would be allowable to the taxpayer for qualified historic rehabilita-
tion expenditures. The taxpayer may transfer the historic rehabili-
tation mortgage credit certificate to a lending institution in connec-
tion with a loan that is to be secured by the structure on which
the qualified rehabilitation expenditures were incurred. In ex-
change for the rehabilitation mortgage credit certificate, the lend-
ing institution provides the taxpayer with a loan, the rate of inter-
est on which is less than that for which the taxpayer otherwise
would have qualified. The reduction in interest on the loan must
be such that the present value of the difference between interest
payments over the term on the loan received by the taxpayer and
the interest payments over the term of the loan for which the tax-
payer otherwise would have qualified is substantially equivalent to
the value stated on the historic rehabilitation mortgage credit cer-
tificate. For the purpose of determining the present value of the
difference in interest payments, the discount rate shall be deter-
mined under principles similar to section 42(b)(2)(C)(ii), except that
65 percent is substituted for 72 percent.

In the case of structures located in empowerment zones, in enter-
prise communities, in a census tract in which 70 percent of families
have income which is 80 percent or less of the State median family
income, and areas of chronic distress as designated by the State
and approved by the Secretary of Housing and Urban Development,
the taxpayer may elect that the loan be satisfied by principal pay-
ments less than those that would otherwise be required such that
the present value of the reduced principal payments over the term
of the loan be substantially equivalent to the value stated on the
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historic rehabilitation mortgage credit certificate. 26 The lending in-
stitution that enters into the exchange with the taxpayer may
claim the credit amount against its regular income tax liability. Re-
ductions in interest payments and reductions in principal payments
resulting from a qualified exchange of a rehabilitation mortgage
credit certificate would not be taxable income to the taxpayer.

If a taxpayer ceases to maintain the structure as his or her per-
sonal residence within five years from the date of the rehabilita-
tion, the credit is recaptured on a pro rata basis. In the case of a
taxpayer who elected to receive and exchange a rehabilitation
mortgage credit certificate with a lending institution, any recapture
liability would be paid by the taxpayer.

EFFECTIVE DATE

The provision is effective for expenditures paid or incurred begin-
ning after December 31, 1999.

C. PrROVISIONS RELATING TO REITSs

(secs. 1021-1026, 1031, 1041, 1051, 1061 and 1071 of the bill and
secs. 852, 856, and 857 of the Code)

PRESENT LAW

Real estate investment trust (“REITs”) are treated, in substance,
as pass-through entities under present law. Pass-through status is
achieved by allowing the REIT a deduction for dividends paid to its
shareholders. REITs are restricted to investing in passive invest-
ments primarily in real estate and securities. Specifically, a REIT
is required to receive at least 95 percent of its income from real
property rents and from securities. Amounts received as impermis-
sible “tenant services income” are not treated as rents from real
property. In general, such amounts are for services rendered to ten-
ants that are not “customarily furnished” in connection with the
rental of real property. Special rules permit amounts to be received
from certain “foreclosure property,” treated as such for 3 years
after the property is acquired by the REIT in foreclosure after a de-
fault (or imminent default) on a lease of such property or on in-
debtedness which such property secured.

A REIT is not treated as providing services that produce imper-
missible tenant services income if such services are provided by an
independent contractor from whom the REIT does not derive or re-
ceive any income. An independent contractor is defined as a person
who does not own, directly or indirectly, more than 35 percent of
the shares of the REIT. Also, no more than 35 percent of the total
shares of stock of an independent contractor (or of the interests in
assets or net profits, if not a corporation) can be owned directly or
indirectly by persons owning 35 percent or more of the interests in
the REIT.

A REIT is limited in the amount that it can own in other cor-
porations. Specifically, a REIT cannot own securities (other than
Government securities and certain real estate assets) in an amount

26The taxpayer could elect to receive the benefit of the value of the rehabilitation mortgage
credit certificate by a combination of reduced interest payments and reduced principal pay-
ments.
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greater than 25 percent of the value of REIT assets. In addition,
it cannot own securities of any one issuer representing more than
5 percent of the total value of REIT assets or more than 10 percent
of the voting securities of any corporate issuer. Under an exception
to this rule, a REIT can own 100 percent of the stock of a corpora-
tion, but in that case the income and assets of such corporation are
treated as income and assets of the REIT. Securities for purposes
of these rules are defined by reference to the Investment Company
Act of 1940. 27

A REIT is generally required to distribute 95 percent of its in-
come before the end of its taxable year, as deductible dividends
paid to shareholders. This rule is similar to a rule for regulated in-
vestment companies (“RICs”) that requires distribution of 90 per-
cent of income. Both REITS and RICs can make certain “deficiency
dividends” after the close of the taxable year, and have these treat-
ed as made before the end of the year. The regulations applicable
to REITS state that a distribution will be treated as a “deficiency
dividend” and thus as made before the end of the prior taxable
year, only to the extent the earnings and profits for that year ex-
ceed the amount of distributions actually made during the taxable
year.

A REIT that has been or has combined with a C corporation will
be disqualified if, as of the end of its taxable year, it has accumu-
lated earnings and profits from a non-REIT year. A similar rule ap-
plies to regulated investment companies (“RICs”). In the case of a
REIT, any distribution made in order to comply with this require-
ment is treated a being first from pre-REIT accumulated earnings
and profits. RICs do not have a similar ordering rule.

In the case of a RIC, under a provision entitled “procedures simi-
lar to deficiency dividend procedures”, any distribution made with-
in a specified period after determination that the investment com-
pany did not qualify as a RIC for the taxable year will, “for pur-
poses of applying [the earnings and profits rule that forbids a RIC
to have non-RIC earnings and profits] to subsequent taxable
years”, be treated as applying to the RIC for the non-RIC year. The
REIT rules do not specify any particular separate treatment of dis-
tributions made after the end of the taxable year for purposes of
the earnings and profits rule. Treasury regulations under the REIT
provisions state that “distribution procedures similar to those . . .
for regulated investment companies apply to non-REIT earnings
and profits of a real estate investment trust.”

REASONS FOR CHANGE

The Committee believes that a 10-percent value, as well as a 10-
percent vote test, is appropriate to test the permitted relationship
of a REIT to the entities in which it invests. The Committee is con-
cerned that a REIT may invest in an entity in which it owns vir-
tually all the value (e.g., through preferred stock) while owning a
small amount of the vote. The remainder of the voting power might
be held by persons related to the REIT such as its officers, direc-
tors, or employees. The REIT might effectively be the beneficiary
of virtually all the earnings of the entity, through its preferred

2715 U.S.C. 80a-1 and following.
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stock ownership. Also, the REIT might hold significant debt in the
entity. If the entity is a corporation, this might significantly reduce
the corporate tax that the corporation might pay. If the entity is
a partnership engaged in activities that would generate non-
qualified income for the REIT if done directly, the REIT might use
a significant debt investment in the partnership to reduce the
amount of nonqualified income it would report from the partner-
ship while still receiving a significant income stream through the
debt.

The Committee believes, however, that certain types of activities
that are related to the REIT’s real estate investments should be
permitted to be performed under the control of the REIT, through
the establishment of a “taxable REIT subsidiary”. One such type of
activity is the provision of certain tenant services that might not
be considered customary simply because they are relatively new or
“cutting-edge” services that the REIT wishes to have provided in
order to retain the competitive value of its properties. The Commit-
tee believes it will be simplifying for the REIT to be able to use
the taxable REIT subsidiary, so that any uncertainty whether a
particular service will be considered “customary” would not affect
the REIT’s qualification as a REIT. Another type of activity is the
performance of real estate management and operation, generally
for third parties. A REIT may have developed expertise in such ac-
tivities with respect to its own properties, and suchexpertise could
efficiently be made available to third parties.

The Committee believes it is desirable to obtain information re-
garding the extent of use of the new taxable REIT subsidiaries and
the amount of corporate Federal income tax that such subsidiaries
are paying.

The Committee also believes that a number of other simplifying
changes are desirable, including allowing limited operation of
health care facilities after a lease terminates; simplifying the deter-
mination whether an entity is an independent contractor; and
modifying and conforming certain RIC and REIT distribution rules.

EXPLANATION OF PROVISION

Taxable REIT subsidiaries

Under the provision, a REIT generally cannot own more than 10
percent of the total value of securities of a single issuer, in addition
to the present law limit of the REIT’s ownership to no more than
10 percent of the outstanding voting securities of a single issuer.

For purposes of the new 10-percent value test, securities are de-
fined to exclude safe harbor debt owned by a REIT (as defined for
purposes of sec. 1361(c)(5)(B)(i) and (ii)) if the obligor on the debt
is an individual. Such debt would also generally be excluded if the
REIT (and any taxable REIT subsidiary of such REIT) owns no
other securities of a non-individual issuer. In the case of a REIT
that owns securities of a partnership, safe harbor debt is excluded
from the definition of securities only if the REIT owns at least 20-
percent or more of the profits interest in the partnership. The pur-
pose of the partnership rule requiring a 20 percent profits interest
is to assure that if the partnership produces income that would be
disqualified income to the REIT, the REIT will be treated as receiv-
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ing a significant portion of that income directly, even though it may
also derive qualified interest income through its safe harbor debt
interest.

An exception to the limitations on ownership of securities of a
single issuer applies in the case of a “taxable REIT subsidiary” that
meets certain requirements. To qualify as a taxable REIT subsidi-
ary, both the REIT and the subsidiary corporation must join in an
election. In addition, any corporation (other than a REIT or a quali-
fied REIT subsidiary under section 856(i) that does not properly
elect with the REIT to be a taxable REIT subsidiary) of which a
taxable REIT subsidiary owns, directly or indirectly, more than 35
percent of the vote or value is automatically treated as a taxable
REIT subsidiary. Securities (as defined in the Investment Company
Act of 1940) of taxable REIT subsidiaries could not exceed 25 per-
cent of the total value of a REIT’s assets.

A taxable REIT subsidiary can engage in certain business activi-
ties that under present law could disqualify the REIT because, but
for the proposal, the taxable REIT subsidiary’s activities and rela-
tionship with the REIT could prevent certain income from qualify-
ing as rents from real property. Specifically, the subsidiary can pro-
vide services to tenants of REIT property (even if such services
were not considered services customarily furnished in connection
with the rental of real property), and can manage or operate prop-
erties, generally for third parties, without causing amounts re-
ceived or accrued directly or indirectly by REIT for such activities
to fail to be treated as rents from real property.

However, the subsidiary cannot directly or indirectly operate or
manage a lodging or healthcare facility. Nevertheless, it can lease
a qualified lodging facility (e.g., a hotel) from the REIT (provided
no gambling revenues were derived by the hotel or on its premises);
and the rents paid are treated as rents from real property so long
as the lodging facility was operated by an independent contractor
for a fee. The subsidiary can bear all expenses of operating the fa-
cility and receive all the net revenues, minus the independent con-
tractor’s fee.

For purposes of the rule that an independent contractor may op-
erate a qualified lodging facility, an independent contractor will
qualify so long as, at the time it enters into the management agree-
ment with the taxable REIT subsidiary, it is actively engaged in
the trade or business of operating qualified lodging facilities for
any person who is not related to the REIT or the taxable REIT sub-
sidiary. The REIT may receive income from such an independent
contractor with respect to certain pre-existing leases.

Also, the subsidiary generally cannot not provide to any person
rights to any brand name under which hotels or healthcare facili-
ties are operated. An exception applies to rights provided to an
independent contractor to operate or manage a lodging facility, if
t