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Although the reduction in the alternative minimum
tax limitation on general business credits has been one
of the least discussed provisions of the Small Business
Jobs Act of 2010, it may be one of the most important
for small and medium-size businesses. This article
examines the section 38(c) limitation in depth and
analyzes the potential impact of allowing eligible
small business credits to offset the AMT.

The recently passed Small Business Jobs Act of
2010? (Jobs Act) has received much attention for its
$12 billion in tax incentives.2 Included in the bill are
provisions to increase and expand section 179 ex-
pensing limits for 2010 and 2011 and to extend
bonus depreciation, as well as more controversial
measures such as those to require recipients of
rental income to issue Forms 1099 to every vendor
paid at least $600 during the year.

However, the provision of the bill that has re-
ceived arguably the least amount of attention is the
one that may have the greatest positive impact on
small business. Traditionally, section 38(c) has lim-
ited the use of general business credits, including
the section 41 credit for increasing research activi-
ties, to the amount by which a business’s regular tax
liability (RTL) exceeds its tentative minimum tax

PL. 111-240, Doc 2010-17635, 2010 TNT 152-65.

Joint Committee on Taxation, “Estimated Revenue Effects of
the Revenue Provisions Contained in Title II of the Small
Business Jobs Act of 2010 (July 28, 2010), at 2, Doc 2010-16831,
2010 TNT 145-19.
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(TMT).3 Thus, taxpayers that are subject to the
alternative minimum tax must carry all general
business credits back one year and forward for 20
years.* The reality is that small and medium-size
businesses often will not take a general business
credit if they are unable to use a substantial amount
of the credit in the year it is generated.

The new law changes all that — to the enormous
benefit of small and medium-size businesses. Sec-
tion 2013 of the Jobs Act allows some small and
medium-sized businesses to apply general business
credits, such as the research credit, against the AMT,
thus greatly improving the ability of eligible busi-
nesses to actually see a cash benefit from their
business credits in the year that they generate them.
The change in law will also encourage many busi-
nesses to claim general business credits for the first
time. This is a monumental difference, as the time
value of money for these businesses goes far be-
yond the discount rate; in an uncertain economy the
ability to benefit from credits today has a huge
effect on whether a business will be around tomor-
row. This article will offer a detailed discussion of
section 38(c) and the provision that allows small
businesses to avoid its damaging effect.

History of Section 38(c)

To fully understand the significance of the Jobs
Act’s rollback of the section 38(c) AMT limitation, it
is necessary to have a general understanding of the
evolution of the statute and the policy, to the extent
it exists, behind the limitation and the credits sub-
jected to it.

Congress initially enacted section 38(c) as part of
the Deficit Reduction Act of 1984 (1984 act).> The
1984 act organized tax credits into four categories:
nonrefundable personal credits, the foreign tax
credit, refundable credits, and business-related
credits.6 Before the 1984 act, business credits were
added to the code on an ad hoc basis and contained
different use limitations and carryover provisions.”

3See section 38(c)(1). There is also a second limitation that
may apply when a taxpayer is not subject to the AMT. This
limitation will be discussed in more detail below.

4See section 39(a)(1).

5See P.L. 98-369, section 473.

°Id. at section 471.

7JCT, “General Explanation of the Revenue Provision of the
Deficit Reduction Act of 1984” (Dec. 31, 1984), at 763.
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Often the application of business credits had unin-
tended consequences, such as when credits with
carryover provisions were used before those with-
out carryover provisions.® The 1984 act extended
uniform carryover provisions to business credits
and imposed a uniform limitation on the amount of
credits allowed.® In so doing, Congress believed it
could achieve a more rational and equitable appli-
cation of business credits.'®

Under the 1984 act, credits could offset 100
percent of the first $25,000 of a taxpayer’s RTL and
85 percent of additional tax."" For example, if a
taxpayer had a tax liability of $100,000, it could use
credits to offset $88,750 ($25,000 + 85 percent *
($100,000 - $25,000)). At the time of the 1984 act,
Congress believed that the research credit should be
excluded from the business credit reorganization
and the section 38(c) limitation, and it should be
allowed to offset 100 percent of RTL.12 Although the
original enactment of section 38(c) did not have a
provision limiting credits based on TMT, that does
not mean that credits were able to offset AMT.
Business credits could be used to reduce a tax-
payer’s RTL below TMT, but doing so would only
cause the taxpayer’s TMT to rise higher above its
RTL and subject the taxpayer to increased AMT.13
The goal of the 1984 act was to simplify and
organize tax credits in the code and to unify the
provisions affecting their use.

Two years later, the Tax Reform Act of 19864
significantly altered the construction of section
38(c). Moreover, the TRA constituted a substantial
reorganization of the tax code. Among other provi-
sions, the TRA reduced the research credit and
narrowed the definition of qualifying research,'
subjected the research credit to section 38(c) treat-
ment, and added a second provision to section 38(c)
limiting business credits to the excess of a tax-
payer’s RTL over its TMT.'¢ Also, the TRA increased
the original section 38(c) limitation to 25 percent of

81d.

°P.L. 98-369, section 473.

YICT, supra note 7, at 763-764.

HPL. 98-369 at section 473.

2JCT, supra note 7, at 763-764.

13Gections 38 and 26, before amendment by P.L. 99-514; see
also JCT, General Explanation of the Tax Reform Act of 1986
(May 4, 1987), at 466. For example, assume a taxpayer had
$50,000 in credits, an RTL of $100,000, and a TMT of $80,000.
Before the Tax Reform Act of 1986, the taxpayer could reduce
regular tax to $50,000 but would then be subjected to $30,000 of
AMT. After the TRA, the taxpayer would simply be limited to
$20,000 in credits with the remainder carrying over to other tax
years.

MpL. 99-514.

!5]d. at section 231.

1614, at section 701(c).
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a taxpayer’s tax liability exceeding $25,000.17 The
provisions of the TRA represented a simplification
of business credit limitations. Rather than allowing
credits to take RTL below TMT and then subjecting
taxpayers to additional AMT, the revised section
38(c) simply cut the credits off at TMT.'

Interestingly, the TRA revision of section 38(c)
included a provision allowing the investment credit
under section 46 to offset 25 percent of a taxpayer’s
minimum tax as a transition rule.’ Although the
legislative history contains a detailed explanation of
the mechanics of the investment credit provision,
nothing is said regarding why the investment
credits were permitted to offset AMT.20 Similarly,
nothing in the legislative history of the 1984 act or
the TRA explains the policy behind preventing
business credits from offsetting AMT. The lack of an
explanation leads us to suspect, as is often the case
in the tax code, that section 38(c) was enacted to
limit the loss of revenue to Treasury (and perhaps to
help realize the policy goals of the AMT). There is
nothing in the record to indicate that policymakers
considered the significant detrimental effect that
section 38(c) would have on small and medium-
sized businesses seeking to claim general business
credits.

Section 38(c) Before Amendment by Jobs Act

Section 38(c) limits the use of 36 business
credits,?! determining whether taxpayers will actu-
ally be able to realize a benefit from their credits or
will be forced to carry them over to another tax
year. Before the enactment of the Jobs Act, the
statute included the basic limitations that were put
in place by the TRA. As it was then written, section
38(c) stated that general business credits “for any
taxable year shall not exceed the excess (if any) of
the taxpayer’s net income tax over the greater of (A)
the tentative minimum tax for the taxable year, or
(B) 25 percent of so much of the taxpayer’s net RTL
as exceeds $25,000” (the 25/25 test).22 Net income
tax liability is defined as RTL plus AMT reduced by

7Id. at section 221.

18See section 38(c), as in effect on December 31, 1986.

See HR. Rep. No. 99-841 (1986), reprinted in 1986
U.S.C.C.A.N. 4075, 4368.

2°This provision was eliminated two years later in P.L.
100-647. At that time, minor adjustments were made to the
mechanics of the section 38(c) limitation, although the effect of
the rule remained the same.

2!Section 38(b). This figure counts the investment credit,
which itself is made up of six separate incentives, as a single
credit.

22Gection 38(c)(1).
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personal, nonrefundable credits and the FTC, while
net regular tax liability is defined as RTL reduced by
those same credits.?

A common misunderstanding encountered in the
operation of the first test of section 38(c) is illus-
trated by the following example: Astrojet Industries
LLC had qualified research expenses that produced
a $25,000 credit. The business owner of Astrojet has
RTL of $100,000 and TMT of only $95,000 (that is,
the owner “is not in AMT,” as it is typically stated).
Under section 38(c), the research credit can only
reduce the owner’s tax by $5,000 to $95,000, the
TMT amount, not the full $25,000 of the research tax
credit. The additional $20,000 must be carried for-
ward (or back one year). When explaining this part
of the section 38(c) rule to business owners, we find
it a best practice to ensure that there are no small
breakable objects within arm’s reach.

The second limitation in section 38(c), the 25/25
test based on 25 percent of a taxpayer’s RTL exceed-
ing $25,000, rarely comes into play. (However, the
new law may make this test more relevant for some
taxpayers.) The limitation is approximately 8.75
percent of taxable income exceeding $71,500.24 Be-
cause the AMT rate is 20 percent for corporations
and 28 percent for individuals, the AMT limitation
in section 38(c) is almost always greater and is thus
the applicable limitation in nearly every instance in
which the taxpayer is subject to TMT. In practice,
the only time the 25/25 test applies is in the case of
a C corporation with less than $7.5 million in
revenue but more than $25,000 in tax liability.?>

For most taxpayers, the provision that more
drastically reduced the ability to use general busi-
ness credits was the AMT limitation in section 38(c).
For small businesses in AMT, the effect of this
limitation is substantially greater than most realize.
Although business credits carry back one year and
carry forward for 20 years,?® the detriment for
taxpayers goes far beyond the loss associated with
the time value of money. Many general business
credits and the research credit in particular are not
simple to compute or to substantiate. The research
credit requires extensive record keeping and docu-
mentation analysis to survive the scrutiny applied
to the credit. Most small businesses, already

BId.

**At the top individual and corporate rate of 35 percent,
approximately $71,429 in taxable income is required to generate
a tax liability of $25,000 ($25,000/35 percent). The 8.75 percent
figure is derived by multiplying the 35 percent tax rate by 25
percent.

HUnder section 55(e), the TMT of any corporation with
average gross receipts for the prior three tax years of less than
$7.5 million is zero.

6See section 39.
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strapped for resources, simply cannot afford the
outlay, in both time and money, required to calcu-
late their credits if they will not see an immediate
return on their investment. The section 38(c) limita-
tion thus dissuaded many taxpayers from claiming
business credits and weakened the overall incentive
effect that the credits are supposed to have.

Given that section 38(c) works against the de-
sired policy of providing tax incentives for small
and medium-size businesses, it is no surprise that
Congress has started to exempt some credits and
taxpayers from the section 38(c) AMT limitation.
Currently, empowerment zone employment credits
under section 1396 may offset 25 percent of AMT,?”
and eight other credits may offset AMT entirely.?®
Notably, section 48 energy property credits for 2009
and 2010 may now be claimed as grants, allowing
even those taxpayers that are in a loss situation to
take advantage of the incentive.?” Similarly, Con-
gress has allowed taxpayers that have been
awarded a qualifying therapeutic discovery project
credit, under section 48D, to elect to receive the
credit in the form of a grant.3® As Congress in-
creased the number of incentives capable of offset-
ting AMT, the next logical step was to allow small
businesses to use all of their business credits against
AMT.

The Jobs Act Provision

Section 2013 of the Jobs Act significantly im-
proves the ability of small businesses to use their
business credits by allowing the credits to offset
AMT. The bill works by letting eligible small busi-
nesses treat their TMT as being zero for the purpose
of calculating the section 38(c) limitation.3* To
qualify as an eligible small business, a company
must have average gross receipts of $50 million or
less in the previous three years.?> Thus, if a com-
pany had gross receipts of $55 million in 2007, $46
million in 2008, and $48 million in 2009, it will
qualify as an eligible small business in 2010 because
it will have average gross receipts of $49,666,667 for
the period of 2007-2009. In applying the gross
receipts test, the aggregation rules of section
448(c)(2) and (3) come into play.?>®* Owners of small
businesses that are eligible for passthrough treat-
ment are also eligible to use their passthrough

27Section 38(c)(2).

285ee section 38(c)(3) and (4).

#See American Recovery and Reinvestment Act of 2009, PL.
111-5, section 1603.

309See Patient Protection and Affordable Care Act, P.L. 111-148,
section 9023(e).

31See section 38(c)(5)(A)(ii).

32Gection 38(c)(5)(C).

331d.
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credits to offset AMT as long as they meet the same
$50 million gross receipts test.3*

The provision is effective for credits determined
in tax years beginning in 2010 and for carrybacks of
those credits.?> Thus, taxpayers will be able to use
the carryback of 2010 credits to offset AMT in prior
years. Further, because the Jobs Act also allows
eligible small businesses to carry back 2010 credits
for five years, taxpayers will actually be able to use
2010 credits to offset AMT as far back as 2005.3¢
Carryforwards of pre-2010 credits will not be eli-
gible to offset AMT in 2010. However, these credits
will be applied first in 2010 to reduce tax liability to
TMT, allowing 2010 credits to decrease liability
below that point.

It is important to note that the second section
38(c) limitation, the 25/25 test preventing credits
from reducing tax below 25 percent of the amount
by which RTL exceeds $25,000, is still in place. This
limitation, which previously had little effect on
most taxpayers, will now be the only thing prevent-
ing small businesses from using credits to reduce
their tax liability to zero.

To illustrate the effect of the Jobs Act, assume that
X, a C corporation meeting the requirements to
qualify as an eligible small business, generates
$150,000 in small business credits in 2010. X has
taxable income of $500,000, RTL of $170,000, and
TMT of $100,000. Under previous law, X could only
use $70,000 in credits ($170,000 - $100,000), leaving
$80,000 in credits to carry over to other tax years.
Under prior law, X could use $133,750 in credits and
reduce its tax liability to $36,250 ($36,250 being the
limitation under the 25/25 test in section 38(c))
(($170,000 - $25,000) * 25 percent). This means that X
must carry over only $16,250 to other years. Com-
pared with the earlier law, X may use an additional
$63,750 in the current tax year, over 90 percent more
than what it could use previously.

For companies in or near AMT, the Jobs Act will
have a far bigger impact than most people realize —
allowing small and medium-size companies to take
greater advantage of the credits immediately and
encouraging many businesses to take the credits for
the first time.

3See section 38(c)(5)(D). It is not entirely clear as to how this
limitation will be applied to individuals. For example, the
limitation may include a pro-rata portion of gross receipts from
an individual’s passthrough holdings, or may be based on other
criteria, such as AGI. The authors expect that guidance on this
provision will be forthcoming from Treasury or the IRS. See RIA
Checkpoint, Analysis of the Tax and Pension Provisions of the Small
Business Jobs Act of 2010, para. 301 (2010).

PL. 111-240, section 2013(d).

]d. at section 2012.
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Conclusion

The Jobs Act provides small businesses in AMT
much-needed good news by allowing those tax-
payers to substantially increase their business credit
use. Credit is due to Senate Finance Committee
Chair Max Baucus, D-Mont., Finance Committee
ranking minority member Chuck Grassley, R-Iowa,
Finance Committee member Olympia J. Snowe,
R-Maine, and Sen. Mary L. Landrieu, D-La., who
put together the bipartisan Jobs Act that included
this provision. In particular, Grassley should be
recognized for first proposing an end to the AMT

limitation in a bill he introduced — the Small
Business Tax Relief Act of 200937 — on June 25 of
last year.

The only downside is that the provision is solely
applicable to credits generated in 2010, meaning
that in 2011, taxpayers will once again be limited in
the amount of credits they can use. Given the strong
positive impact that the provision can have on small
businesses, it should be a priority to permanently
extend the new law. In its next session, Congress
should ensure that small businesses do not lose the
substantial ground that they have gained.

73, 1381.
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