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TITLE | - PROVISIONSRELATING TO REPEAL OF EXCLUSION FOR
EXTRATERRITORIAL INCOME

A. Repeal of Exclusion for Extraterritorial Income
Present L aw

Like many other countries, the United States has long provided export-related benefits
under itstax law. Inthe United States, for most of the last two decades, these benefits were
provided under the foreign sales corporation (“FSC”) regime. In 2000, the European Union
succeeded in having the FSC regime declared a prohibited export subsidy by the World Trade
Organization (“WTQ"). Inresponse to thisWTO finding, the United States repealed the FSC
rules and enacted a new regime, under the FSC Repeal and Extraterritorial Income Exclusion Act
of 2000. The European Union immediately challenged the extraterritorial income (“ETI1”)
regimeinthe WTO, and in January of 2002 the WTO Appellate Body held that the ETI regime
also constituted a prohibited export subsidy under the relevant trade agreements.

Under the ETI regime, an exclusion from gross income applies with respect to
“extraterritorial income,” which is ataxpayer’s gross income attributable to “foreign trading
grossreceipts.” Thisincomeiseligible for the exclusion to the extent that it is* qualifying
foreign trade income.” Qualifying foreign trade income is the amount of grossincome that, if
excluded, would result in areduction of taxable income by the greatest of: (1) 1.2 percent of the
foreign trading gross receipts derived by the taxpayer from the transaction; (2) 15 percent of the
“foreign trade income” derived by the taxpayer from the transaction; or (3) 30 percent of the
“foreign sale and leasing income” derived by the taxpayer from the transaction.

Foreign trading gross receipts are gross receipts derived from certain activities in
connection with “qualifying foreign trade property” with respect to which certain economic
processes take place outside of the United States. Specifically, the gross receipts must be: (1)
from the sale, exchange, or other disposition of qualifying foreign trade property; (2) from the
lease or rental of qualifying foreign trade property for use by the lessee outside the United States,
(3) for services which are related and subsidiary to the sale, exchange, disposition, lease, or
rental of qualifying foreign trade property (as described above); (4) for engineering or
architectural services for construction projects located outside the United States; or (5) for the
performance of certain managerial servicesfor unrelated persons. A taxpayer may elect to treat
gross receipts from a transaction as not foreign trading gross receipts. Asaresult of such an
election, ataxpayer may use any related foreign tax creditsin lieu of the exclusion.

Qualifying foreign trade property generally is property manufactured, produced, grown,
or extracted within or outside the United States that is held primarily for sale, lease, or rental in
the ordinary course of atrade or business for direct use, consumption, or disposition outside the
United States. No more than 50 percent of the fair market value of such property can be
attributable to the sum of: (1) the fair market value of articles manufactured outside the United
States; and (2) the direct costs of labor performed outside the United States. With respect to
property that is manufactured outside the United States, certain rules are provided to ensure
consistent U.S. tax treatment with respect to manufacturers.



Description of Proposal

The provision repeals the ETI exclusion. For transactions prior to 2005, taxpayers retain
100 percent of their ETI benefits. For transactions after 2004, the provision provides taxpayers
with 80 percent of their otherwise-applicable ETI benefits for transactions during 2005 and 60
percent of their otherwise-applicable ETI benefits for transactions during 2006. However, the
provision provides that the ETI exclusion provisions remain in effect for transactionsin the
ordinary course of atrade or businessif such transactions are pursuant to a binding contract
between the taxpayer and an unrelated person and such contract isin effect on September 17,
2003 and at all times thereafter.

In addition, foreign corporations that elected to be treated for all Federal tax purposes as
domestic corporationsin order to facilitate the claiming of ETI benefits are allowed to revoke
such elections within one year of the date of enactment of the provision without recognition of
gain or loss, subject to anti-abuse rules.

Effective Date

The provision is effective for transactions after December 31, 2004.
Prior Action

M odification of House hill.



B. Deduction Relating to Income Attributableto United States Production Activities
Present L aw

Under present law, there is no provision in the Code that permits taxpayersto claim a
deduction from taxable income attributable to domestic production activities, other than
allowable deductions of costs incurred to produce such income.

Description of Proposal

In general

The proposal provides a deduction from taxable income (or, in the case of an individual,
adjusted gross income) that is equal to a portion of the taxpayer’s qualified production activities
income. For taxable years beginning after 2009, the deduction is nine percent of such income.
For taxable years beginning in 2005 and 2006, the deduction is three percent of income and, for
taxable years beginning in 2007, 2008 and 2009, the deduction is six percent of income.
However, the deduction for a taxable year is limited to 50 percent of the wages paid by the
taxpayer during the calendar year that ends in such taxable year.! In the case of corporate
taxpayers that are members of certain affiliated groups, the deduction is determined by treating
all members of such groups as a single taxpayer and the deduction is allocated among such
members in proportion to each member’ s respective amount (if any) of qualified production
activitiesincome.

Qualified production activitiesincome

In general, “qualified production activities income” is equal to domestic production gross
receipts, reduced by the sum of: (1) the costs of goods sold that are allocable to such receipts;?
(2) other deductions, expenses, or losses that are directly allocable to such receipts; and (3) a

! For purposes of this proposal, “wages’ include the sum of the aggregate amounts of
wages and elective deferrals (as defined in sections 402(g)(3) and 402A) that the taxpayer is
required to include on statements with respect to the employment of employees of the taxpayer
during the taxpayer’ s taxable year.

2 For purposes of determining such costs, any item or service that isimported into the
United States without an arm’ s length transfer price shall be treated as acquired by purchase, and
its cost shall be treated as not less than its value when it entered the United States. A similar rule
shall apply in determining the adjusted basis of leased or rented property where the lease or
rental gives riseto domestic production gross receipts. With regard to property previously
exported by the taxpayer for further manufacture, the increase in cost or adjusted basis shall not
exceed the difference between the value of the property when exported and the value of the
property when re-imported into the United States after further manufacture. Except as provided
by the Secretary, the value of property for this purpose shall be its customs value (as defined in
section 1059A (b)(1)).



proper share of other deductions, expenses, and losses that are not directly allocable to such
receipts or another class of income.’

Domestic production gross r eceipts

“Domestic production gross receipts’ generally are gross receipts of ataxpayer that are
derived from: (1) any sale, exchange or other disposition, or any lease, rental or license, of
qualifying production property that was manufactured, produced, grown or extracted by the
taxpayer in whole or in significant part within the United States;* (2) any sale, exchange or other
disposition, or any lease, rental or license, of qualified film produced by the taxpayer; (3) any
sale, exchange or other disposition electricity, natural gas, or potable water produced by the
taxpayer; (4) construction activities performed in the United States;” or (5) engineering or
architectural services performed in the United States for construction projects located in the
United States.

However, domestic production gross receipts do not include any gross receipts of the
taxpayer that are derived from (1) the sale of food or beverages prepared by the taxpayer at a
retail establishment, or (2) the transmission or distribution of electricity, natural gas, or potable
water. In addition, domestic production gross recei pts do not include any gross receipts of the
taxpayer derived from property that isleased, licensed or rented by the taxpayer for use by any
related person.?

% The Secretary shall prescribe rules for the proper allocation of items of income,
deduction, expense, and loss for purposes of determining income attributable to domestic
production activities. Where appropriate, such rules shall be similar to and consistent with
relevant present-law rules (e.g., secs. 263A, in determining the cost of goods sold, and 861, in
determining the source of such items).

* Domestic production gross receipts include gross receipts of a taxpayer derived from
any sale, exchange or other disposition of agricultural products with respect to which the
taxpayer performs storage, handling or other processing activities (other than transportation
activities) within the United States, provided such products are consumed in connection with, or
incorporated into, the manufacturing, production, growth or extraction of qualifying production
property (whether or not by the taxpayer).

> For this purpose, construction activities include activities that are directly related to the
erection of residential and commercial buildings and infrastructure.

® Itisintended that principles similar to those under the present-law extraterritorial
income regime apply for this purpose. See Temp. Treas. Reg. sec. 1.927(a)-1T(f)(2)(i). For
example, this exclusion generally does not apply to property leased by the taxpayer to arelated
person if the property is held for sublease, or is subleased, by the related person to an unrelated
person for the ultimate use of such unrelated person. Similarly, the license of computer software
to arelated person for reproduction and sale, exchange, lease, rental or sublicense to an unrelated
person for the ultimate use of such unrelated person is not treated as excluded property by reason
of the license to the related person.



“Qualifying production property” generally includes any tangible personal property,
computer software, or sound recordings. “Qualified film” includes any motion picture film or
videotape (other than certain sexually explicit productions) if 50 percent or more of the total
compensation relating to the production of such film (other than compensation in the form of
residuals and participations) constitutes compensation for services performed in the United
States by actors, production personnel, directors, and producers.’

Under the proposal, an election under section 631(a) made by ataxpayer for ataxable
year ending on or before the date of enactment to treat the cutting of timber as a sale or exchange
may be revoked by the taxpayer without the consent of the IRS for any taxable year ending after
that date. The prior election (and revocation) is disregarded for purposes of making a subsequent
election.

Other rules

Qualified production activities income of passthrough entities (other than
cooperatives)

With respect to domestic production activities of an S corporation, partnership, estate,
trust or other passthrough entity (other than an agricultural or horticultural cooperative), the
deduction under this proposal generally is determined at the shareholder, partner or similar level
by taking into account at such level the proportionate share of qualified production activities
income of the entity. The Secretary is directed to prescribe rules for the application of this
proposal to passthrough entities, including reporting requirements and rules relating to
restrictions on the allocation of the deduction to taxpayers at the partner or similar level.

For purposes of applying the wage limitation, a shareholder, partner, or similar person
who is allocated qualified production activities income from a passthrough entity also is treated
as having been allocated wages from such entity in an amount that is equal to the lesser of: (1)
such person’s alocable share of wages, as determined under regulations prescribed by the
Secretary; or (2) twice the qualified production activities income that actually is allocated to such
person for the taxable year.

Qualified production activities income of agricultural and horticultural cooperatives

With regard to member-owned agricultural and horticultural cooperatives formed under
Subchapter T of the Code, the proposal provides the same treatment of qualified production
activities income derived from agricultural or horticultural products that are manufactured,
produced, grown, or extracted by cooperatives,® or that are marketed through cooperatives, asit

’ It isintended that the Secretary will provide appropriate rules governing the
determination of total compensation for services performed in the United States.

8 For this purpose, agricultural or horticultural products also include fertilizer, diesel fuel
and other supplies used in agricultural or horticultural production that are manufactured,
produced, grown, or extracted by the cooperative.



provides for qualified production activities income of other taxpayers (i.e., the cooperative may
claim a deduction from qualified production activities income).

In addition, the proposal provides that the amount of any patronage dividends or per-unit
retain allocations paid to amember of an agricultural or horticultural cooperative (to which Part |
of Subchapter T applies), which is allocable to the portion of qualified production activities
income of the cooperative that is deductible under the proposal, is deductible from the gross
income of the member. In order to qualify, such amount must be designated by the organization
as allocable to the deductible portion of qualified production activities income in awritten notice
mailed to its patrons not later than the payment period described in section 1382(d). The
cooperative cannot reduce its income under section 1382 (e.g., cannot claim a dividends-paid
deduction) for such amounts.

Alternative minimum tax

The deduction provided by the proposal is allowed for purposes of the alternative
minimum tax (including adjusted current earnings). The deduction in computing alternative
minimum taxable income is determined by reference to the lesser of the qualified production
activities income (as determined for the regular tax) or the aternative minimum taxable income
(in the case of an individual, adjusted gross income) without regard to this deduction.

Timber cutting

Under the proposal, an election made for ataxable year ending on or before the date of
enactment, to treat the cutting of timber as a sale or exchange, may be revoked by the taxpayer
without the consent of the IRS for any taxable year ending after that date. The prior election
(and revocation) is disregarded for purposes of making a subsequent election.

Effective Date

The proposal is effective for taxable years beginning after December 31, 2004.
Prior Action

Modification of House bill and Senate amendment.



TITLE Il —BUSINESS TAX INCENTIVES
A. Small Business Expensing
1. Section 179 expensing
Present L aw

Present law providesthat, in lieu of depreciation, ataxpayer with a sufficiently small
amount of annual investment may elect to deduct such costs. The Jobs and Growth Tax Relief
Reconciliation Act (JGTRRA) of 2003° increased the amount a taxpayer may deduct, for taxable
years beginning in 2003 through 2005, to $100,000 of the cost of qualifying property placed in
service for the taxable year.™® In general, qualifying property is defined as depreciable tangible
personal property (and certain computer software) that is purchased for use in the active conduct
of atrade or business. The $100,000 amount is reduced (but not below zero) by the amount by
which the cost of qualifying property placed in service during the taxable year exceeds $400,000.
The $100,000 and $400,000 amounts are indexed for inflation.

Prior to the enactment of JGTRRA (and for taxable years beginning in 2006 and
thereafter) ataxpayer with a sufficiently small amount of annual investment could elect to deduct
up to $25,000 of the cost of qualifying property placed in service for the taxable year. The
$25,000 amount was reduced (but not below zero) by the amount by which the cost of qualifying
property placed in service during the taxable year exceeds $200,000. In general, qualifying
property is defined as depreciable tangible personal property that is purchased for use in the
active conduct of atrade or business.

The amount eligible to be expensed for ataxable year may not exceed the taxable income
for ataxable year that is derived from the active conduct of atrade or business (determined
without regard to this provision). Any amount that is not allowed as a deduction because of the
taxable income limitation may be carried forward to succeeding taxable years (subject to similar
limitations). No general business credit under section 38 is allowed with respect to any amount
for which adeduction is allowed under section 179.

Under present law, an expensing election is made under rules prescribed by the
Secretary.! Applicable Treasury regulations provide that an expensing election generally is
made on the taxpayer's original return for the taxable year to which the election relates.*?

° Pub. L. No. 108-27, sec. 202 (2003).

10 Additional section 179 incentives are provided with respect to a qualified property
used by abusinessin the New York Liberty Zone (sec. 1400L (f)), an empowerment zone (Sec.
1397A), or arenewa community (sec. 1400J).

1 Sec. 179(c)(1).



Prior to the enactment of JGTRRA (and for taxable years beginning in 2006 and
thereafter), an expensing election may be revoked only with consent of the Commissioner.*
JGTRRA permits taxpayers to revoke expensing elections on amended returns without the

consegt of the Commissioner with respect to ataxable year beginning after 2002 and before
2006.

Description of Proposal

The provision extends the increased amount that a taxpayer may deduct, and other
changes that were made by JGTRRA, for an additional two years. Thus, the provision provides
that the maximum dollar amount that may be deducted under section 179 is $100,000 for
property placed in service in taxable years beginning before 2008 ($25,000 for taxable years
beginning in 2008 and thereafter). In addition, the $400,000 amount applies for property placed
in service in taxable years beginning before 2008 ($200,000 for taxable years beginning in 2008
and thereafter). The provision extends, through 2007 (from 2005), the indexing for inflation of
both the maximum dollar amount that may be deducted and the $400,000 amount. The provision
aso includes off-the-shelf computer software placed in service in taxable years beginning before
2008 as qualifying property. The provision permits taxpayers to revoke expensing elections on
amended returns without the consent of the Commissioner with respect to a taxable year
beginning before 2008.

Effective Date

The provision is effective on the date of enactment.

Prior Action

Same as the House hill.

12 Under Treas. Reg. sec. 1.179-5, applicable to property placed in servicein taxable
years ending after Jan. 25, 1993 (but not including property placed in service in taxable years
beginning after 2002 and before 2006), a taxpayer may make the election on the original return
(whether or not the return is timely), or on an amended return filed by the due date (including
extensions) for filing the return for the tax year the property was placed in service. If the
taxpayer timely filed an original return without making the election, the taxpayer may still make
the election by filing an amended return within six months of the due date of the return
(excluding extensions).

B3 Sec. 179(c)(2).

¥ 1d. Under Prop. and Temp. Treas. Reg. sec. 179-5T, applicable to property placed in
service in taxable years beginning after 2002 and before 2006, a taxpayer is permitted to make or
revoke an election under section 179 without the consent of the Commissioner on an amended
Federal tax return for that taxable year. Thisamended return must be filed within the time
prescribed by law for filing an amended return for the taxable year. T.D. 9146, Aug. 3, 2004.



B. Depreciation
1. Recovery period for depreciation of certain leasehold improvements
Present L aw

A taxpayer generally must capitalize the cost of property used in atrade or business and
recover such cost over time through annual deductions for depreciation or amortization. Tangible
property generally is depreciated under the modified accelerated cost recovery system
(“MACRS"), which determines depreciation by applying specific recovery periods, placed-in-
service conventions, and depreciation methods to the cost of various types of depreciable
property.”® The cost of nonresidential real property is recovered using the straight-line method
of depreciation and arecovery period of 39 years. Nonresidential real property is subject to the
mid-month placed-in-service convention. Under the mid-month convention, the depreciation
allowance for thefirst year property is placed in service is based on the number of months the
property was in service, and property placed in service at any time during amonth is treated as
having been placed in service in the middle of the month.

Depr eciation of leasehold improvements

Depreciation allowances for improvements made on leased property are determined
under MACRS, even if the MACRS recovery period assigned to the property is longer than the
term of the lease™® Thisrule applies regardless of whether the lessor or the |essee places the
leasehold improvements in service.™”  If aleasehold improvement constitutes an addition or
improvement to nonresidential real property already placed in service, the improvement is
depreciated using the straight-line method over a 39-year recovery period, beginning in the
month the addition or improvement was placed in service.'®

15 Sec. 168.

18 Sec. 168(i)(8). The Tax Reform Act of 1986 modified the Accelerated Cost Recovery
System ("ACRS") to institute MACRS. Prior to the adoption of ACRS by the Economic
Recovery Tax Act of 1981, taxpayers were allowed to depreciate the various components of a
building as separate assets with separate useful lives. The use of component depreciation was
repealed upon the adoption of ACRS. The Tax Reform Act of 1986 also denied the use of
component depreciation under MACRS.

7 Former sections 168(f)(6) and 178 provided that, in certain circumstances, alessee
could recover the cost of leasehold improvements made over the remaining term of the lease.
The Tax Reform Act of 1986 repealed these provisions.

18 Secs. 168(b)(3), (c), (d)(2), and (i)(6). If the improvement is characterized as tangible
personal property, ACRS or MACRS depreciation is calculated using the shorter recovery
periods, accelerated methods, and conventions applicable to such property. The determination of
whether improvements are characterized as tangible personal property or as nonresidential real
property often depends on whether or not the improvements constitute a “ structural component”
of abuilding (as defined by Treas. Reg. sec. 1.48-1(e)(1)). See, e.g., Metro National Corp v.



Qualified leasehold improvement property

The Job Creation and Worker Assistance Act of 2002*° (“ JCWAA"), as amended by
JGTRRA, generally provides an additional first-year depreciation deduction equal to either 30
percent or 50 percent of the adjusted basis of qualified property placed in service before January
1, 2005. Qualified property includes qualified leasehold improvement property. For this
purpose, qualified leasehold improvement property is any improvement to an interior portion of a
building that is nonresidential real property, provided certain requirements are met. The
improvement must be made under or pursuant to a lease either by the lessee (or sublessee), or by
the lessor, of that portion of the building to be occupied exclusively by the lessee (or sublessee).
The improvement must be placed in service more than three years after the date the building was
first placed in service. Qualified leasehold improvement property does not include any
improvement for which the expenditure is attributabl e to the enlargement of the building, any
elevator or escalator, any structural component benefiting a common area, or the internal
structural framework of the building.

Treatment of dispositions of leasehold improvements

A lessor of leased property that disposes of aleasehold improvement that was made by
the lessor for the lessee of the property may take the adjusted basis of the improvement into
account for purposes of determining gain or lossif the improvement isirrevocably disposed of or
abandoned by the lessor at the termination of the lease. This rule conforms the treatment of
lessors and lessees with respect to leasehold improvements disposed of at the end of aterm of
lease.

Description of Proposal

The proposal would provide a statutory 15-year recovery period for qualified leasehold
improvement property placed in service before January 1, 2006.%° The proposal requires that
qualified leasehold improvement property be recovered using the straight-line method.

Qualified leasehold improvement property is defined as under present law for purposes of
the additional first-year depreciation deduction,* with the following modification. If alessor
makes an improvement that qualifies as qualified leasehold improvement property such
improvement shall not qualify as qualified leasehold improvement property to any subsequent

Commissioner, 52 TCM (CCH) 1440 (1987); King Radio Corp Inc. v. U.S,, 486 F.2d 1091 (10th
Cir. 1973); Mallinckrodt, Inc. v. Commissioner, 778 F.2d 402 (8th Cir. 1985) (with respect to
various leasehold improvements).

9 pub. L. No. 107-147, sec. 101 (2002), as amended by Pub. L. No. 108-27, sec. 201
(2003).

2 Qualified leasehold improvement property continues to be eligible for the additional
first-year depreciation deduction under sec. 168(Kk).

2! Sec. 168(K).
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owner of such improvement. An exception to the rule appliesin the case of death and certain
transfers of property that qualify for non-recognition treatment.

Effective Date

The proposa would be effective for property placed in service after the date of
enactment.

Prior Action
Same as House hill.
2. Recovery period for depreciation of certain restaurant improvements
Present L aw

A taxpayer generally must capitalize the cost of property used in atrade or business and
recover such cost over time through annual deductions for depreciation or amortization. Tangible
property generally is depreciated under the modified accelerated cost recovery system
(“MACRS’), which determines depreciation by applying specific recovery periods, placed-in-
service conventions, and depreciation methods to the cost of various types of depreciable
property.?> The cost of nonresidential real property is recovered using the straight-line method
of depreciation and arecovery period of 39 years. Nonresidential real property is subject to the
mid-month placed-in-service convention. Under the mid-month convention, the depreciation
allowance for the first year property is placed in service is based on the number of months the
property was in service, and property placed in service at any time during a month is treated as
having been placed in service in the middle of the month.

Description of Proposal

The proposal provides a statutory 15-year recovery period for qualified restaurant
property placed in service before January 1, 20062 For purposes of the proposal, qualified
restaurant property means any improvement to a building if such improvement is placed in
service more than three years after the date such building was first placed in service and more
than 50 percent of the building’s square footage is devoted to the preparation of, and seating for,
on-premises consumption of prepared meals. The proposal requires that qualified restaurant
property be recovered using the straight-line method.

Effective Date

The proposa would be effective for property placed in service after the date of
enactment.

22 Sec. 168.

2 Qualified restaurant property would become eligible for the additional first-year
depreciation deduction under sec. 168(k) by virtue of the assigned 15-year recovery period.
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Prior Action

Same as House bill.
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C. Community Revitalization

1. Modification of targeted areas and low-income communities designated for new markets
tax credit

Present L aw

Section 45D provides a new markets tax credit for qualified equity investments made to
acquire stock in a corporation, or acapital interest in a partnership, that is a qualified community
development entity (“CDE”).2* The amount of the credit allowable to the investor (either the
origina purchaser or a subsequent holder) is (1) afive-percent credit for the year in which the
equity interest is purchased from the CDE and for each of the following two years, and (2) asix-
percent credit for each of the following four years. The credit is determined by applying the
applicable percentage (five or six percent) to the amount paid to the CDE for the investment at
itsoriginal issue, and is available for ataxable year to the taxpayer who holds the qualified
equity investment on the date of the initial investment or on the respective anniversary date that
occurs during the taxable year. The credit is recaptured if at any time during the seven-year
period that begins on the date of the original issue of the investment the entity ceasesto be a
gualified CDE, the proceeds of the investment cease to be used as required, or the equity
investment is redeemed.

A qualified CDE is any domestic corporation or partnership: (1) whose primary mission
is serving or providing investment capital for low-income communities or |ow-income persons;
(2) that maintains accountability to residents of low-income communities by their representation
on any governing board of or any advisory board to the CDE; and (3) that is certified by the
Secretary as being aqualified CDE. A qualified equity investment means stock (other than
nonqualified preferred stock) in a corporation or a capital interest in a partnership that is acquired
directly from a CDE for cash, and includes an investment of a subsequent purchaser if such
investment was a qualified equity investment in the hands of the prior holder. Substantialy all
of the investment proceeds must be used by the CDE to make qualified low-income community
investments. For this purpose, qualified low-income community investments include: (1) capital
or equity investmentsin, or loansto, qualified active low-income community businesses; (2)
certain financial counseling and other services to businesses and residents in low-income
communities; (3) the purchase from another CDE of any loan made by such entity that isa
qualified low-income community investment; or (4) an equity investment in, or loan to, another
CDE.

A “low-income community” is defined as a population census tract with either (1) a
poverty rate of at least 20 percent or (2) median family income which does not exceed 80 percent
of the greater of metropolitan area median family income or statewide median family income
(for a non-metropolitan census tract, does not exceed 80 percent of statewide median family
income). The Secretary may designate any area within any census tract as alow-income

2 Section 45D was added by section 121(a) of the Community Renewal Tax Relief Act
of 2000, P.L. No. 106-554 (December 21, 2000).
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community provided that (1) the boundary is continuous, (2) the area (if it were a census tract)
would otherwise satisfy the poverty rate or median income requirements, and (3) an inadequate
access to investment capital existsin the area.

A qualified active low-income community business is defined as a business that satisfies,
with respect to ataxable year, the following requirements: (1) at least 50 percent of the total
gross income of the businessis derived from the active conduct of trade or business activitiesin
any low-income community; (2) a substantial portion of the tangible property of such businessis
used in alow-income community; (3) a substantial portion of the services performed for such
business by its employees is performed in alow-income community; and (4) less than five
percent of the average of the aggregate unadjusted bases of the property of such businessis
attributable to certain financial property or to certain collectibles.

The maximum annual amount of qualified equity investmentsis capped at $2.0 billion
per year for calendar years 2004 and 2005, and at $3.5 hillion per year for calendar years 2006
and 2007.

Description of Proposal

The proposal modifies the Secretary’ s authority to designate certain areas as low-income
communities to provide that the Secretary shall prescribe regulations to designate “targeted
populations” as low-income communities for purposes of the new markets tax credit. For this
purpose, a "targeted population” is defined by reference to section 103(20) of the Riegle
Community Development and Regulatory Improvement Act of 1994 (12 U.S.C. 4702(20)) to
mean individuals, or an identifiable group of individuals, including an Indian tribe, who (A) are
low-income persons; or (B) otherwise lack adequate access to loans or equity investments.
Under the proposal, “low-income” means (1) for atargeted population within a metropolitan
area, less than 80 percent of the area median family income; and (2) for atargeted popul ation
within anon-metropolitan area, less than the greater of 80 percent of the area median family
income or 80 percent of the statewide non-metropolitan area median family income. Under the
proposal, atargeted population is not required to be within any censustract. The proposal also
provides that a population census tract with a population of less than 2,000 shall be treated as a
low-income community for purposes of the credit if such tract is within an empowerment zone,
the designation of which isin effect under section 1391, and is contiguous to one or more low-
income communities.

Effective Date

The proposal regarding targeted populations is effective for designations made after the
date of enactment. The proposal regarding low population tracts applies to investments made
after the date of enactment.

Prior Action

Modification of Senate amendment.
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2. Expansion of designated renewal community area based on 2000 census data
Present L aw

Section 1400E provides for the designation of certain communities as renewal
communities.”® An area designated as a renewal community is eligible for the following tax
incentives. (1) azero-percent rate for capital gain from the sale of qualifying assets; (2) al5-
percent wage credit to employers for the first $10,000 of qualified wages; (3) a“ commercial
revitalization deduction” that allows taxpayers (to the extent allocated by the appropriate State
agency) to deduct either (a) 50 percent of qualifying expenditures for the taxable year in which a
qualified building is placed in service, or (b) all of the qualifying expenditures ratably over a 10-
year period beginning with the month in which such building is placed in service; (4) an
additional $35,000 of section 179 expensing for qualified property; and (5) an expansion of the
work opportunity tax credit with respect to individuals who live in arenewa community.

To be designated as arenewa community, a nominated area was required to meet the
following criteria: (1) each census tract must have a poverty rate of at least 20 percent; (2) in the
case of an urban area, at least 70 percent of the households have incomes below 80 percent of the
median income of households within the local government jurisdiction; (3) the unemployment
rateis at least 1.5 times the national unemployment rate; and (4) the areaiis one of pervasive
poverty, unemployment, and general distress. There are no geographic size limitations placed on
renewal communities. Instead, the boundary of arenewal community must be continuous. In
addition, the renewa community must have a minimum population of 4,000 if the community is
located within a metropolitan statistical area (at least 1,000 in all other cases), and a maximum
population of not more than 200,000. The population limitations do not apply to any renewal
community that is entirely within an Indian reservation.

The designations of renewa communities were required to be made by December 31,
2001, using 1990 census data to determine relevant popul ations and poverty rates.

Description of Proposal

The proposal authorizes the Secretary of Housing and Urban Development, at the request
of al of the governments that nominated arenewa community, to add a contiguous census tract
to arenewa community in the following circumstances. First, the renewal community,
including any tract to be added, would have met the renewal community eligibility requirements
at the time of the community’s original nomination, and any tract to be added has a poverty rate
using 2000 census data that exceeds the poverty rate of such tract using 1990 census data.
Second, atract may be added to arenewa community even if the addition of such tract to such
community would have caused the community to fail one or more eligibility requirements when
originaly nominated using 1990 census data, provided that: (1) the renewal community after the
inclusion of such tract does not have a population that exceeds 200,000 using either 1990 or
2000 census data; (2) such tract has a poverty rate of at least 20 percent using 2000 census data;

% Section 1400E was added by section 101(a) of the Community Renewal Tax Relief
Act of 2000, P.L. No. 106-554 (December 21, 2000).
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and (3) such tract has a poverty rate using 2000 census data that exceeds the poverty rate of such
tract using 1990 census data. Census tracts that did not have a poverty rate determined by the
Bureau of the Census using 1990 data may be added to an existing renewal community without
satisfying requirement (3) above. Third, atract may be added to an existing renewal community
if such tract: (1) has no population using 2000 census data or no poverty rate for such tract is
determined by the Bureau of the Census using 2000 census data; (2) such tract is one of genera
distress; and (3) the renewal community, including such tract, is within the jurisdiction of one or
more local governments and has a continuous boundary.

Effective Date

The proposal is effective asif included in the amendments made by section 101 of the
Community Renewal Tax Relief Act of 2000.

Prior Action

Modification of Senate amendment.

3. Madification of income requirement for censustractswithin high migration rural
counties for new marketstax credit

Present L aw

Section 45D provides a new markets tax credit for qualified equity investments made to
acquire stock in a corporation, or acapital interest in a partnership, that is a qualified community
development entity (“CDE”).** The amount of the credit allowable to the investor (either the
original purchaser or a subsequent holder) is (1) afive-percent credit for the year in which the
equity interest is purchased from the CDE and for each of the following two years, and (2) asix-
percent credit for each of the following four years. The credit is determined by applying the
applicable percentage (five or six percent) to the amount paid to the CDE for the investment at
itsoriginal issue, and is available for ataxable year to the taxpayer who holds the qualified
equity investment on the date of theinitial investment or on the respective anniversary date. The
credit isrecaptured if at any time during the seven-year period that begins on the date of the
original issue of the investment the entity ceases to be a qualified CDE, the proceeds of the
investment cease to be used as required, or the equity investment is redeemed.

A gqualified CDE is any domestic corporation or partnership: (1) whose primary mission
is serving or providing investment capital for low-income communities or |ow-income persons;
(2) that maintains accountability to residents of low-income communities by their representation
on any governing board of or any advisory board to the CDE; and (3) that is certified by the
Secretary as being aqualified CDE. A qualified equity investment means stock (other than
nonqgualified preferred stock) in a corporation or a capital interest in a partnership that is acquired
directly from a CDE for cash, and includes an investment of a subsequent purchaser if such
investment was a qualified equity investment in the hands of the prior holder. Substantially all

26 Section 45D was added by section 121(a) of the Community Renewal Tax Relief Act
of 2000, P.L. No. 106-554 (December 21, 2000).

16



of the investment proceeds must be used by the CDE to make qualified low-income community
investments. For this purpose, qualified low-income community investmentsinclude: (1) capital
or equity investmentsin, or loans to, qualified active low-income community businesses; (2)
certain financial counseling and other services to businesses and residents in low-income
communities; (3) the purchase from another CDE of any loan made by such entity that isa
qualified low-income community investment; or (4) an equity investment in, or loan to, another
CDE.

A “low-income community” is defined as a population census tract with either (1) a
poverty rate of at least 20 percent or (2) median family income which does not exceed 80 percent
of the greater of metropolitan area median family income or statewide median family income
(for a non-metropolitan census tract, does not exceed 80 percent of statewide median family
income). The Secretary may designate any areawithin any census tract as alow-income
community provided that (1) the boundary is continuous, (2) the area (if it were a census tract)
would otherwise satisfy the poverty rate or median income requirements, and (3) an inadequate
access to investment capital existsin the area.

A qualified active low-income community businessis defined as a business that satisfies,
with respect to ataxable year, the following requirements: (1) at least 50 percent of the total
gross income of the business is derived from the active conduct of trade or business activitiesin
any low-income community; (2) a substantial portion of the tangible property of such businessis
used in alow-income community; (3) a substantial portion of the services performed for such
business by its employeesis performed in alow-income community; and (4) less than five
percent of the average of the aggregate unadjusted bases of the property of such businessis
attributable to certain financial property or to certain collectibles.

The maximum annual amount of qualified equity investmentsis capped at $2.0 billion
per year for calendar years 2004 and 2005, and at $3.5 billion per year for calendar years 2006
and 2007.

Description of Proposal

The proposal provides a specia low-income test for high migration rural counties. Under
the proposal, in the case of a census tract located within a high migration rural county, low-
income is defined by reference to 85 percent (rather than 80 percent) of statewide median family
income. For this purpose, a high migration rural county isany county that, during the 20-year
period ending with the year in which the most recent census was conducted, has a net out-
migration of inhabitants from the county of at least 10 percent of the population of the county at
the beginning of such period.

Effective Date

The proposal is effective asif included in the amendment made by section 121(a) of the
Community Renewal Tax Relief Act of 2000.

Prior Action

Same as Senate amendment.
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D. SCorporation Reform and Simplification
Overview

In general, an S corporation is not subject to corporate-level income tax on its items of
income and loss. Instead, an S corporation passes through its items of income and loss to its
shareholders. The shareholders take into account separately their shares of these items on their
individual income tax returns. To prevent double taxation of these items when the stock is later
disposed of, each shareholder’s basis in the stock of the S corporation is increased by the amount
included in income (including tax-exempt income) and is decreased by the amount of any losses
(including nondeductible losses) taken into account. A shareholder’ s loss may be deducted only
to the extent of hisor her basis in the stock or debt of the corporation. To the extent alossis not
allowed due to this limitation, the loss generally is carried forward with respect to the
shareholder.

1. Shareholdersof an S corporation
Present Law
In general

A small business corporation may elect to be an S corporation with the consent of al its
shareholders, and may terminate its election with the consent of shareholders holding more than
50 percent of the stock. A "small business corporation” is defined as a domestic corporation
which is not an ineligible corporation and which has (1) no more than 75 shareholders, all of
whom are individuals (and certain trusts, estates, charities, and qualified retirement plans)®’ who
are citizens or residents of the United States, and (2) only one class of stock. For purposes of the
75-shareholder limitation, a husband and wife are treated as one shareholder. An"inéligible
corporation” means a corporation that isafinancial institution using the reserve method of
accounting for bad debts, an insurance company, a corporation electing the benefits of the Puerto
Rico and possessions tax credit, a Domestic International Sales Corporation (“DISC”) or former
DISC.

Individual retirement accounts

Anindividual retirement account (“IRA”) isatrust or account established for the
exclusive benefit of an individual and his or her beneficiaries. There are two general types of
IRAs: traditional IRAS, to which both deductible and nondeductible contributions may be made,
and Roth IRAS, contributions to which are not deductible. Amounts held in atraditional IRA are
includible in income when withdrawn (except to the extent the withdrawal is a return of
nondeductible contributions). Amounts held in a Roth IRA that are withdrawn as a qualified
distribution are not includible in income; distributions from a Roth IRA that are not qualified

2" |f acharity or aqualified retirement plan holds stock in an S corporation, the interest
held istreated as an interest in an unrelated trade or business, and the charity’s or plan’s share of
the S corporation’ s items of income, loss, or deduction, and gain or loss on the disposition of the
S corporation stock, are taken into account in computing unrelated business taxable income.
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distributions are includible in income to the extent attributable to earnings. A qualified
distribution is a distribution that (1) is made after the five-taxable year period beginning with the
first taxable year for which the individual made a contribution to a Roth IRA, and (2) is made
after attainment of age 59-1/2, on account of death or disability, or is made for first-time
homebuyer expenses of up to $10,000.

Under present law, an IRA cannot be a shareholder of an S corporation.

Certain transactions are prohibited between an IRA and the individual for whose benefit
the IRA is established, including a sale of property by the IRA to the individual. If aprohibited
transaction occurs between an IRA and the IRA beneficiary, the account ceasesto bean IRA,
and an amount equal to the fair market value of the assets held in the IRA is deemed distributed
to the beneficiary.

Description of Proposal

In general

The bill providesthat al family members can elect to be treated as one shareholder for
purposes of determining the number of shareholders in the corporation.”® A family is defined as
the lineal descendants of a common ancestor (and their spouses). The common ancestor cannot
be more than six generations removed from the youngest generation of shareholder at the time
the S election is made (or the effective date of this proposdl, if later). Except as provided by
Treasury regulations, the election for a family may be made by any family member and remains
in effect until terminated.

The bill increases the maximum number of eligible shareholders from 75 to 100.

I ndividual retirement accounts

The bill allows an IRA (including a Roth IRA) to be a shareholder of abank that isan S
corporation, but only to the extent of bank stock held by the IRA on the date of enactment of the
proposal. %

The bill also provides an exemption from prohibited transaction treatment for the sale by
an IRA to the IRA beneficiary of bank stock held by the IRA on the date of enactment of the
proposal. Under the bill, asale is not a prohibited transaction if: (1) the saleis pursuant to an S
corporation election by the bank; (2) the saleisfor fair market value (as established by an
independent appraiser) and is on terms at least as favorable to the IRA as the terms would be on
asale to an unrelated party; (3) the IRA incurs no commissions, costs, or other expensesin

%8 This rule applies whether or not the family member holds stock directly or asa
beneficiary of atrust.

2 Under the bill, the present-law rules treating S corporation stock held by a qualified
retirement plan or a charity as an interest in an unrelated trade or business apply also to an IRA
holding stock of a bank that is an S corporation.
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connection with the sale; and (4) the stock is sold in a single transaction for cash not later than
120 days after the S corporation election is made.

Effective Date

The provisions generally apply to taxable years beginning after December 31, 2004. The
provision relating to IRAs takes effect on the date of enactment.

Prior Action
Similar to House hill.
2. Treatment of S corporation shareholders
(a) Electing small businesstrusts
Present L aw

An electing small businesstrust (“ESBT”) holding stock in an S corporation is taxed at
the maximum individual tax rate on its ratable share of items of income, deduction, gain, or loss
passing through from the S corporation. An ESBT generally is an electing trust all of whose
beneficiaries are éligible S corporation shareholders. For purposes of determining the maximum
number of shareholders, each person who is entitled to receive a distribution from the trust
(“potential current beneficiary”) is treated as a shareholder during the period the person may
receive a distribution from the trust.

An ESBT has 60 days to dispose of the S corporation stock after an ineligible shareholder
becomes a potential current beneficiary to avoid disqualification.

Description of Proposal

Under the bill, powers of appointment to the extent not exercised are disregarded in
determining the potential current beneficiaries of an electing small business trust.

The bill increases the period during which an ESBT can dispose of S corporation stock
after an ineligible shareholder becomes a potential current beneficiary from 60 daysto one year.

Effective Date

The provision appliesto taxable years beginning after December 31, 2004.
Prior Action

Same as House hill.

20



(b) Qualified subchapter Strusts
Present L aw

Under present law, the share of income of an S corporation whose stock is held by a
qualified subchapter Strust (“QSST”), with respect to which the beneficiary makes an election,
istaxed to the beneficiary. However, the trust, and not the beneficiary, is treated as the owner of
the S corporation stock for purposes of determining the tax consequences of the disposition of
the S corporation stock by the trust. A QSST generally is atrust with one individual income
beneficiary for the life of the beneficiary.

Description of Proposal

Under the bill, the beneficiary of a qualified subchapter Strust is generally allowed to
deduct suspended losses under the at-risk rules and the passive loss rules when the trust disposes
of the S corporation stock.

Effective Date

The provision applies to taxable years beginning after December 31, 2004.
Prior Action
Same as House bill.
(c) Transfersof lossesincident to divorce, etc.
Present L aw

Under present law, any loss or deduction that is not allowed to a shareholder of an S
corporation, because the loss exceeds the shareholder’ s basis in stock and debt of the
corporation, istreated as incurred by the S corporation with respect to that shareholder in the
subsequent taxable year.

Description of Proposal

Under the bill, if a shareholder’s stock in an S corporation is transferred to a spouse, or to
aformer spouse incident to a divorce, any suspended loss or deduction with respect to that stock
istreated as incurred by the corporation with respect to the transferee in the subsequent taxable
year.

Effective Date

The provision appliesto taxable years beginning after December 31, 2004.
Prior Action

Same as House hill.
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3. Exclusion of investment securitiesincome from passive income test for bank S
cor por ations

Present L aw

An S corporation is subject to corporate-level tax, at the highest corporate tax rate, on its
excess net passive income if the corporation has (1) accumulated earnings and profits at the close
of the taxable year and (2) gross recei pts more than 25 percent of which are passive investment
income. In addition, an S corporation election is terminated whenever the S corporation has
accumulated earnings and profits at the close of three consecutive taxable years and has gross
receipts for each of those years more than 25 percent of which are passive investment income.

Excess net passive income is the net passive income for ataxable year multiplied by a
fraction, the numerator of which isthe amount of passive investment income in excess of 25
percent of gross receipts and the denominator of which is the passive investment income for the
year. Net passive income is defined as passive investment income reduced by the allowable
deductions that are directly connected with the production of that income. Passive investment
income generally means gross receipts derived from royalties, rents, dividends, interest,
annuities, and sales or exchanges of stock or securities (to the extent of gains). Passive
investment income generally does not include interest on accounts receivable, gross receipts that
are derived directly from the active and regular conduct of alending or finance business, gross
receipts from certain liquidations, or gain or loss from any section 1256 contract (or related
property) of an options or commodities dealer.

Description of Proposal

The bill providesthat, in the case of a bank or bank holding company, interest income
and dividends on assets required to be held by the bank or bank holding company are not treated
as passive investment income for purposes of applying the excess net passive income rules.

Effective Date

The provision appliesto taxable years beginning after December 31, 2004.
Prior Action
Same as House bill.
4. Qualified subchapter Ssubsidiaries

(a) Relief from inadvertently invalid qualified subchapter S subsidiary elections and
terminations

Present L aw

Under present law, inadvertent invalid subchapter S elections and terminations may be
waived.
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Description of Proposal

The bill alows inadvertent invalid qualified subchapter S subsidiary e ections and
terminations to be waived by the IRS.

Effective Date

The provision applies to elections and terminations after December 31, 2004.
Prior Action
Same as House hill.
(b) Information returnsfor qualified subchapter Ssubsidiaries
Present L aw

Under present law, a corporation all of whose stock is held by an S corporation is treated
as aqualified subchapter S subsidiary if the S corporation so elects. The assets, liabilities, and
items of income, deduction, and credit of the subsidiary are treated as assets, liabilities, and items
of the parent S corporation.

Description of Proposal

The bill provides authority to the Secretary of the Treasury to provide guidance regarding
information returns of qualified subchapter S subsidiaries.

Effective Date

The provision applies to taxable years beginning after December 31, 2004.
Prior Action
Same as House bill.
5. Repayment of loan for qualifying employer securities held by an ESOP
Present L aw

An employee stock ownership plan (an “ESOP’) is adefined contribution plan that is
designated as an ESOP and is designed to invest primarily in qualifying employer securities. For
purposes of ESOP investments, a*“qualifying employer security” is defined as. (1) publicly
traded common stock of the employer or amember of the same controlled group; (2) if thereis
no such publicly traded common stock, common stock of the employer (or member of the same
controlled group) that has both voting power and dividend rights at |east as great as any other
class of common stock; or (3) noncallable preferred stock that is convertible into common stock
described in (1) or (2) and that meets certain requirements. In some cases, an employer may
design aclass of preferred stock that meets these requirements and that is held only by the ESOP.
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Special rules apply to ESOPs that do not apply to other types of qualified retirement plans,
including a special exemption from the prohibited transaction rules.

Certain transactions between an employee benefit plan and a disqualified person,
including the employer maintaining the plan, are prohibited transactions that result in the
imposition of an excise tax.* Prohibited transactions include, among other transactions, (1) the
sale, exchange or leasing of property between a plan and adisqualified person, (2) the lending of
money or other extension of credit between a plan and adisqualified person, and (3) the transfer
to, or use by or for the benefit of, adisqualified person of the income or assets of the plan.
However, certain transactions are exempt from prohibited transaction treatment, including
certain loans to enable an ESOP to purchase qualifying employer securities.® In such acase, the
employer securities purchased with the loan proceeds are generally pledged as security for the
loan. Contributions to the ESOP and dividends paid on employer securities held by the ESOP
are used to repay the loan. The employer securities are held in a suspense account and rel eased
for alocation to participants' accounts as the loan is repaid.

A loan to an ESOP is exempt from prohibited transaction treatment if the loan is
primarily for the benefit of the participants and their beneficiaries, the loan is at areasonable rate
of interest, and the collateral given to adisqualified person consists of only qualifying employer
securities. No person entitled to payments under the loan can have the right to any assets of the
ESOP other than (1) collateral given for the loan, (2) contributions made to the ESOP to meet its
obligations on the loan, and (3) earnings attributable to the collateral and the investment of
contributions described in (2). In addition, the payments made on the loan by the ESOP during
aplan year cannot exceed the sum of those contributions and earnings during the current and
prior years, less |oan payments made in prior years.

An ESOP of aC corporation is not treated as violating the qualification requirements of
the Code or as engaging in a prohibited transaction merely because, in accordance with plan
provisions, adividend paid with respect to qualifying employer securities held by the ESOP is
used to make payments on aloan (including payments of interest as well as princi gJal) that was
used to acquire the employer securities (whether or not allocated to participants).®* In the case of
adividend paid with respect to any employer security that is alocated to a participant, this relief
does not apply unless the plan provides that employer securities with afair market value of not
less than the amount of the dividend is allocated to the participant for the year which the
dividend would have been allocated to the participant.

%0 sec. 4975.

3 Sec. 4975(d)(3). An ESOP that borrows money to purchase employer stock is referred
to asa“leveraged” ESOP.

% Treas. Reg. sec. 54.4975-7(b)(5).
% Sec. 404(k)(5)(B).
# Sec. 404(K)(2)(B).
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Effective for taxable years beginning after December 31, 1997, a qualified retirement
plan (including an ESOP) may be a shareholder of an S corporation.*® Asaresult,an S
corporation may maintain an ESOP.

Description of Proposal

Under the bill, an ESOP maintained by an S corporation is not treated as violating the
qualification requirements of the Code or as engaging in a prohibited transaction merely because,
in accordance with plan provisions, a distribution made with respect to S corporation stock that
constitutes qualifying employer securities held by the ESOP is used to repay aloan that was used
to acquire the securities (whether or not allocated to participants). Thisrelief does not apply in
the case of adistribution with respect to S corporation stock that is allocated to a participant
unless the plan provides that stock with afair market value of not less than the amount of such
distribution is allocated to the participant for the year which the distribution would have been
allocated to the participant.

Effective Date

The provision is effective for distributions made with respect to S corporation stock after
December 31, 1997.

Prior Action

Same as House bill and Senate amendment with Senate effective date.

% Sec. 1361(c)(6).
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E. Other BusinessIncentives
1. Repeal certain excisetaxeson rail diesel fuel and inland waterway bar ge fuels
Present L aw

Under present law, diesel fuel used in trainsis subject to a 4.4-cents-per gallon excise tax.
Revenues from 4.3 cents per gallon of this excise tax are retained in the General Fund of the
Treasury. The remaining 0.1cent per gallon is deposited in the Leaking Underground Storage
Tank (“LUST”) Trust Fund.

Similarly, fuels used in barges operating on the designated inland waterways system is
subject to a 4.3-cents-per-gallon General Fund excisetax. Thistax isin addition to the 20.1-
cents-per-gallon tax rates that are imposed on fuels used in these barges to fund the Inland
Waterways Trust Fund and the LUST Trust Fund.

In both cases, the 4.3-cents-per-gallon excise tax rates are permanent. The .1 cent LUST
Trust Fund tax is scheduled to expire after March 31, 2005.

Description of Proposal

The 4.3-cents-per-gallon General Fund excise tax rates on diesel fuel used in trains and
fuels used in barges operating on the designated inland waterways system isrepealed over a
prescribed phase-out period. The 4.3-cent-per-gallon tax is reduced by 1 cent per gallonin
calendar year 2005. Thereduction is 2 cents per gallon in calendar years 2006 and 2007; 3 cents
per gallon in calendar years 2008 and 2009; and 4.3 cents thereafter. Thus, the tax would be
fully repealed effective January 1, 2010.

Effective Date

The proposal would be effective on January 1, 2005.
Prior Action
Modification of Senate amendment.
2. Modification of application of income forecast method of depreciation
Present L aw

The modified Accelerated Cost Recovery System ("MACRS") does not apply to certain
property, including any motion picture film, video tape, or sound recording, or to any other
property if the taxpayer elects to exclude such property from MACRS and the taxpayer properly
applies a unit-of-production method or other method of depreciation not expressed in aterm of
years. Section 197 does not apply to certain intangible property, including property produced by
the taxpayer or any interest in afilm, sound recording, video tape, book or similar property not
acquired in atransaction (or a series of related transactions) involving the acquisition of assets
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constituting a trade or business or substantial portion thereof. Thus, the recovery of the cost of a
film, video tape, or similar property that is produced by the taxpayer or is acquired on a " stand-
alone" basis by the taxpayer may not be determined under either the MACRS depreciation
provisions or under the section 197 amortization provisions. The cost recovery of such property
may be determined under section 167, which allows a depreciation deduction for the reasonable
allowance for the exhaustion, wear and tear, or obsolescence of the property. A taxpayer is
allowed to recover, through annual depreciation deductions, the cost of certain property usedin a
trade or business or for the production of income. Section 167(g) provides that the cost of
motion picture films, sound recordings, copyrights, books, and patents are eligible to be
recovered using the income forecast method of depreciation.

I ncome for ecast method of depreciation

Under the income forecast method, a property’ s depreciation deduction for a taxable year
is determined by multiplying the adjusted basis of the property by a fraction, the numerator of
which is the income generated by the property during the year and the denominator of whichis
the total forecasted or estimated income expected to be generated prior to the close of the tenth
taxable year after the year the property was placed in service. Any costs that are not recovered
by the end of the tenth taxable year after the property was placed in service may be taken into
account as depreciation in such year.

The adjusted basis of property that may be taken into account under the income forecast
method only includes amounts that satisfy the economic performance standard of section 461(h).
In addition, taxpayers that claim depreciation deductions under the income forecast method are
required to pay (or receive) interest based on arecalculation of depreciation under a"look-back™
method.

The "look-back™ method is applied in any "recomputation year" by (1) comparing
depreciation deductions that had been claimed in prior periods to depreciation deductions that
would have been claimed had the taxpayer used actual, rather than estimated, total income from
the property; (2) determining the hypothetical overpayment or underpayment of tax based on this
recal cul ated depreciation; and (3) applying the overpayment rate of section 6621 of the Code.
Except as provided in Treasury regulations, a"recomputation year" is the third and tenth taxable
year after the taxable year the property was placed in service, unless the actual income from the
property for each taxable year ending with or before the close of such years was within 10
percent of the estimated income from the property for such years.

Description of Proposal

The proposa would clarify that, solely for purposes of computing the allowable
deduction for property under the income forecast method of depreciation, participations and
residuals may be included in the adjusted basis of the property beginning in the year such
property is placed in service, but only if such participations and residual s relate to income to be
derived from the property before the close of the tenth taxable year following the year the
property is placed in service (as defined in section 167(g)(1)(A)). For purposes of the provision,
participations and residuals are defined as costs the amount of which, by contract, varies with the
amount of income earned in connection with such property. The proposal also would clarify that
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the income from the property to be taken into account under the income forecast method is the
gross income from such property.

The proposal aso would grant authority to the Treasury Department to prescribe
appropriate adjustments to the basis of property (and the look-back method) to reflect the
treatment of participations and residuals under the provision.

In addition, the proposal would clarify that, in the case of property eligible for the income
forecast method that the holding in the Associated Patentees® decision will continue to
constitute avalid method. Thus, rather than accounting for participations and residuals as a cost
of the property under the income forecast method of depreciation, the taxpayer may deduct those
payments as they are paid as under the Associated Patentees decision. This may be done on a
property-by-property basis and shall be applied consistently with respect to a given property
thereafter. The provision also clarifies that distribution costs are not taken into account for
purposes of determining the taxpayer’ s current and total forecasted income with respect to a

property.

Effective Date

The proposa would apply to property placed in service after date of enactment. No
inference is intended as to the appropriate treatment under present law. It isintended that the
Treasury Department and the IRS expedite the resolution of open cases. In resolving these cases
in an expedited and balanced manner, the Treasury Department and IRS are encouraged to take
into account the principles of the provision.

Prior Action
Same as Senate amendment.
3. Improvementsrelated to real estate investment trusts
Present L aw
In general

Real estate investment trusts (“REITS’) are treated, in substance, as pass-through entities
under present law. Pass-through statusis achieved by allowing the REIT a deduction for
dividends paid to its shareholders. REITs are generally restricted to investing in passive
investments primarily in real estate and securities.

A REIT must satisfy four tests on a year-by-year basis. organizational structure, source of
income, nature of assets, and distribution of income. Whether the REIT meets the asset testsis
generally measured each quarter.

% Associated Patentees, Inc. v. Commissioner, 4 T.C. 979 (1945).
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Organizational structurerequirements

To qualify asaREIT, an entity must be for its entire taxable year a corporation or an
unincorporated trust or association that would be taxable as a domestic corporation but for the
REIT provisions, and must be managed by one or more trustees. The beneficial ownership of the
entity must be evidenced by transferable shares or certificates of ownership. Except for the first
taxable year for which an entity electsto be a REIT, the beneficial ownership of the entity must
be held by 100 or more persons, and the entity may not be so closely held by individuals that it
would be treated as a personal holding company if all its adjusted gross income constituted
personal holding company income. A REIT isdisqualified for any year in which it does not
comply with regulations to ascertain the actual ownership of the REIT's outstanding shares.

| ncome requirements

In order for an entity to qualify asaREIT, at least 95 percent of its grossincome
generally must be derived from certain passive sources (the "95-percent income test”). In
addition, at least 75 percent of itsincome generally must be from certain real estate sources (the
"75-percent income test"), including rents from real property (as defined) and gain from the sale
or other disposition of real property.

Quadlified rental income

Amounts received as impermissible “tenant servicesincome” are not treated as rents from
real property.®” In general, such amounts are for services rendered to tenants that are not
“customarily furnished” in connection with the rental of real property.® Special rules also
permit amounts to be received from certain “foreclosure property” treated as such for three years
after the property is acquired by the REIT in foreclosure after a default (or imminent default) on
alease of such property or an indebtedness which such property secured.

Rents from real property, for purposes of the 95-percent and 75-percent income tests,
generally do not include any amount received or accrued from any person in which the REIT
owns, directly or indirectly, 10 percent or more of the vote or value.®® An exception appliesto
rents received from ataxable REIT subsidiary (“TRS”) (described further below) if at least 90

3" A REIT isnot treated as providing services that produce impermissible tenant services
income if such services are provided by an independent contractor from whom the REIT does
not derive or receive 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 interestsin net
assets or net profits, if not a corporation) can be owned directly or indirectly by persons owning
35 percent or more of the interestsin the REIT.

% Rentsfor certain personal property leased in connection with the rental of real
property are treated as rents from real property if the fair market value of the personal property
does not exceed 15 percent of the aggregate fair market values of the real and personal property

¥ Sec. 856(d)(2)(B).
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percent of the leased space of the property is rented to persons other than a TRS or certain related
persons, and if the rents from the TRS are substantially comparable to unrelated party rents.*’

Certain hedging instruments

Except as provided in regulations, a payment to a REIT under an interest rate swap or cap
agreement, option, futures contract, forward rate agreement, or any similar financial instrument,
entered into by the trust in atransaction to reduce the interest rate risks with respect to any
indebtedness incurred or to be incurred by the REIT to acquire or carry real estate assets, and any
gain from the sale or disposition of any such investment, is treated asincome qualifying for the
95-percent income test.

Tax if qualified income tests not met

If aREIT fails to meet the 95-percent or 75-percent income tests but has set out the
income it did receive in a schedule and any error in the schedule is due to reasonable cause and
not willful neglect, then the REIT does not loseits REIT status but instead pays a tax measured
by the greater of the amount by which 90 percent ** of the REIT’s gross income exceeds the
amount of items subject to the 95-percent test, or the amount by which 75 percent of the REIT’s
gross income exceeds the amount of items subject to the 75-percent test.”?

Asset reqguirements

75-percent asset test

To satisfy the asset requirements to qualify for treatment as a REIT, at the close of each
guarter of its taxable year, an entity must have at least 75 percent of the value of its assets
invested in real estate assets, cash and cash items, and government securities (the “ 75-percent
asset test”). The term real estate asset is defined to mean real property (including interestsin real
property and mortgages on real property) and interestsin REITs.

Limitation on investment in other entities

A REIT islimited in the amount that it can own in other corporations. Specificaly, a
REIT cannot own securities (other than Government securities and certain real estate assets) in
an amount greater than 25 percent of the value of REIT assets. In addition, it cannot own such
securities of any one issuer representing more than 5 percent of the total value of REIT assets or

0 Sec. 856(d)(8).

“1 Prior to 1999, the rule had applied to the amount by which 95 percent of the income
exceeded the items subject to the 95 percent test.

“2 Theratio of the REIT’s net to gross income is applied to the excess amount, to
determine the amount of tax (disregarding certain items otherwise subject to a 100-percent tax).
In effect, the formula seeksto require that all of the REIT net income attributable to the failure of
the income tests will be paid astax. Sec. 857(b)(5).
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more than 10 percent of the voting securities or 10 percent of the value of the outstanding
securities of any oneissuer. Securities for purposes of these rules are defined by reference to
the Investment Company Act of 1940.

“Straight debt” exception

Securities of an issuer that are within a safe-harbor definition of “straight debt” (as
defined for purposes of subchapter S)* are not taken into account in applying the limitation that
aREIT may not hold more than 10 percent of the value of outstanding securities of asingle
issuer, if : 1) theissuer isan individual, 2) the only securities of such issuer held by the REIT or
ataxable REIT subsidiary of the REIT are straight debt, or 3) the issuer is a partnership and the
trust holds at least a 20 percent profits interest in the partnership.

Straight debt for purposes of the REIT provision * is defined as awritten or
unconditional promise to pay on demand or on a specified date a sum certain in money if (i) the
interest rate (and interest payment dates) are not contingent on profits, the borrower’ s discretion,
or similar factors, and (ii) there is no convertibility (directly or indirectly) into stock.

Certain subsidiary ownership permitted with income treated as income of the REIT

Under one exception to the rule limiting a REI T’ s securities holdings to no more than 10
percent of the vote or value of asingleissuer, aREIT can own 100 percent of the stock of a
corporation, but in that case the income and assets of such corporation are treated as income and
assets of the REIT.

Special rulesfor Taxable REIT subsidiaries

Under another exception to the general rule limiting REIT securities ownership of other
entities, a REIT can own stock of ataxable REIT subsidiary (“TRS”), generally, a corporation
other than areal estate investment trust* with which the REIT makes ajoint election to be
subject to special rules. A TRS can engage in active business operations that would produce
income that would not be qualified income for purposes of the 95-percent or 75-percent income
testsfor aREIT, and that incomeis not attributed to the REIT. For examplea TRS could
provide noncustomary servicesto REIT tenants, or it could engage directly in the active
operation and management of real estate (without use of an independent contractor); and the
income the TRS derived from these nonqualified activities would not be treated as disqualified
REIT income. Transactions between a TRS and a REIT are subject to a number of specified
rulesthat are intended to prevent the TRS (taxable as a separate corporate entity) from shifting

3 Sec. 1361(c)(5), without regard to paragraph (B)(iii) thereof.
“ Sec. 856(c)(7).

> Certain corporations are not eligible to be a TRS, such as a corporation which directly
or indirectly operates or manages alodging facility or a health care facility, or directly or
indirectly provides to any other person rights to a brand name under which any lodging facility
or health care facility is operated. Sec. 856(1)(3).
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taxable income from its activities to the pass-through entity REIT or from absorbing more than
its share of expenses. Under one rule, a 100-percent excise tax isimposed on rents, deductions,
or interest paid by the TRS to the REIT to the extent such items would exceed an arm’ s length

amount as determined under section 482.%

Rents subject to the 100 percent excise tax do not include rents for services of a TRS that
are for services customarily furnished or rendered in connection with the rental of real property.

They also do not include rents from a TRS that are for real property or from incidental
personal property provided with such real property.

I ncome distribution requirements

A REIT isgenerally required to distribute 90 percent of its income before the end of its
taxable year, as deductible dividends paid to shareholders. Thisruleis similar to arule for
regulated investment companies (“RICS”) that requires distribution of 90 percent of income. If a
REIT declares certain dividends after the end of its taxable year but before the time prescribed
for filing its return for that year and distributes those amounts to shareholders within the 12
months following the close of that taxable year, such distributions are treated as made during
such taxable year for this purpose. Asdescribed further below, a REIT can also make certain
“deficiency dividends’ after the close of the taxable year after a determination that it has not
distributed the correct amount for qualification asa REIT.

Conseguences of failure to meet requirements

A REIT losesits status as a REIT, and becomes subject to tax as a C corporation, if it
fails to meet specified tests regarding the sources of itsincome, the nature and amount of its
assets, its structure, and the amount of its income distributed to shareholders.

In the case of afailure to meet the source of income requirements, if the failure is dueto
reasonable cause and not to willful neglect, the REIT may continue its REIT statusiif it pays the
disallowed income as atax to the Treasury.*’

Thereisno similar provision that allows a REIT to pay a penalty and avoid
disqualification in the case of other qualification failures.

A REIT may make adeficiency dividend after a determination is made that it has not
distributed the correct amount of itsincome, and avoid disqualification. The Code provides only
for determinations involving a controversy with the IRS and does not provide for aREIT to
make such a distribution on its own initiative. Deficiency dividends may be declared on or after
the date of “determination”. A determination is defined to include only (i) afinal decision by the

1 the excise tax applies, then the item is not reallocated back to the TRS under section
482.

4" Secs. 856(c)(6) and 857(b)(5).
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Tax Court or other court of competent jurisdiction, (ii) a closing agreement under section 7121,
or (iii) under Treasury regulations, an agreement signed by the Secretary and the REIT.

Description of Proposal

The proposal makes a number of modificationsto the REIT rules.

Straight debt modification

The proposal modifies the definition of “straight debt” for purposes of the limitation that
aREIT may not hold more than 10 percent of the value of the outstanding securities of asingle
issuer, to provide more flexibility than the present law rule. 1n addition, except as provided in
regulations, neither such straight debt nor certain other types of securities are considered
“securities’ for purposes of thisrule.

Straight debt securities

As under present law, “straight-debt” is still defined by reference to section 1361(c)(5),
without regard to subparagraph (B)(iii) thereof (limiting the nature of the creditor).

Special rules are provided permitting certain contingencies for purposes of the REIT
provision. Any interest or principal shall not be treated as failing to satisfy section
1361(c)(5)(B)(i) solely by reason of the fact that the time of payment of such interest or principal
is subject to a contingency, but only if one of several factors applies. Thefirst type of
contingency that is permitted is one that does not have the effect of changing the effective yield
to maturity, as determined under section 1272, other than a change in the annual yield to
maturity, but only if (i) any such contingency does not exceed the greater of %4 of one percent or
five percent of the annual yield to maturity, or (ii) neither the aggregate issue price nor the
aggregate face amount of the debt instruments held by the REIT exceeds $1,000,000 and not
more than 12 months of unaccrued interest can be required to be prepaid thereunder.

Also, the time or amount of any payment is permitted to be subject to a contingency upon
adefault or the exercise of a prepayment right by the issuer of the debt, provided that such
contingency is consistent with customary commercial practice.®®

The proposal eliminates the present law rule requiring a REIT to own a 20 percent equity
interest in apartnership in order for debt to qualify as“straight debt”. The bill instead provides
new “look-through” rules determining a REIT partner’s share of partnership securities, generally
treating debt to the REIT as part of the REIT’ s partnership interest for this purpose, except in the
case of otherwise qualifying debt of the partnership.

Certain corporate or partnership issues that otherwise would be permitted to be held
without limitation under the special straight debt rules described above will not be so permitted if

* The present law rules that limit qualified interest income to amounts the determination
of which do not depend, in whole or in part, on the income or profits of any person, continue to
apply to such contingent interest. See, e.g., secs. 856(¢)(2)(G), 856(c)(3)(G) and 856(f).
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the REIT holding such securities, and any of its taxable REIT subsidiaries, holds any securities
of the issuer which are not permitted securities (prior to the application of thisrule) and have an
aggregate value greater than one percent of the issuer’ s outstanding securities.

Other securities

Except as provided in regulations, the following also are not considered “ securities’ for
purposes of the rule that aREIT cannot own more than 10 percent of the value of the outstanding
securities of asingleissuer: (i) any loan to an individual or an estate, (ii) any section 467 rental
agreement, (as defined in section 467(d)), other than with a person described in section
856(d)(2)(B), (iii) any obligation to pay rents from real property, (iv) any security issued by a
State or any political subdivision thereof, the District of Columbia, aforeign government, or any
political subdivision thereof, or the Commonwealth of Puerto Rico, but only if the determination
of any payment received or accrued under such security does not depend in whole or in part on
the profits of any entity not described in this category, or payments on any obligation issued by
such an entity, (v) any security issued by areal estate investment trust; and (vi) any other
arrangement that, as determined by the Secretary, is excepted from the definition of a security.

Safe harbor testing date for certain rents

The proposal provides specific safe-harbor rules regarding the dates for testing whether
90 percent of aREIT property is rented to unrelated persons and whether the rents paid by
related persons are substantially comparable to unrelated party rents. These testing rules are
provided solely for purposes of the special provision permitting rents received from a TRS to be
treated as qualified rental income for purposes of the income tests.*

Customary services exception

The proposal prospectively eliminates the safe harbor allowing rents received by a REIT
to be exempt from the 100 percent excise tax if the rents are for customary services performed by
the TRS™ or are from a TRS and are for the provision of certain incidental personal property.
Instead, such payments would be free of the excise tax if they satisfy the present law safe-harbor
that appliesif the REIT paysthe TRS at least 150 percent of the cost to the TRS of providing any
services.

Hedging rules

The rules governing the tax treatment of arrangements engaged in by a REIT to reduce
interest rate risks are prospectively conformed to the rules included in section 1221.

9 The proposal does not modify any of the standards of section 482 as they apply to
REITsand to TRSs.

%0 Although a REIT could itself provide such service and receive the income without
receiving any disqualified income, in that case the REIT itself would be bearing the cost of
providing the service. Under the present law exception for a TRS providing such service, there
isno explicit requirement that the TRS be reimbursed for the full cost of the service.



95-per cent gr 0ss income requir ement

The proposal prospectively amends the tax liability owed by the REIT when it failsto
meet the 95-percent of gross income test by applying ataxable fraction based on 95 percent,
rather than 90 percent, of the REIT’ s gross income.

Conseguences of failureto meet requirements

Under the proposal, a REIT may avoid disqualification in the event of certain failures of
the requirements for REIT status, provided that 1) the failure was due to reasonable cause and
not willful neglect, 2) the failureis corrected, and 3) except for certain failures not exceeding a
specified de minims amount, a penalty amount is paid.

Certain de minimis asset failures of 5-percent or 10-percent tests

One requirement of present law is that, with certain exceptions, (i) not more than 5
percent of the value of total REIT assets may be represented by securities of one issuer, and (ii) a
REIT may not hold securities possessing more than 10 percent of the total voting power or 10
percent of the total value of the outstanding securities of any oneissuer.> The requirements
must be satisfied each quarter.

The proposal providesthat a REIT will not lose its REIT status for failing to satisfy these
requirementsin aquarter if the failure is due to the ownership of assets the total value of which
does not exceed the lesser of (i) one percent of the total value of the REIT’ s assets at the end of
the quarter for which such measurement is done or (ii) 10 million dollars; provided in either case
that the REIT either disposes of the assets within six months after the last day of the quarter in
which the REIT identifies the failure (or such other time period prescribed by the Treasury), or
otherwise meets the requirements of those rules by the end of such time period.>

Larger asset test failures (whether of 5-percent or 10-percent tests, or of 75-percent or
other asset tests)

Under the proposdal, if aREIT failsto meet any of the asset test requirements for a
particular quarter and the failure exceeds the de minimis threshold described above, then the
REIT still will be deemed to have satisfied the requirementsif: (i) following the REIT's
identification of the failure, the REIT files a schedule with a description of each asset that caused
the failure, in accordance with regulations prescribed by the Treasury; (ii) the failure was due to
reasonable cause and not to willful neglect, (iii) the REIT disposes of the assets within 6 months
after the last day of the quarter in which the identification occurred or such other time period as

®1 Sec. 856(c)(4)(B)(iii). These rulesdo not apply to securities of a TRS, or to securities
that qualify for the 75 percent asset test of section 856(c)(4)(A), such asrea estate assets, cash
items (including receivables), or Government securities.

2 A REIT might satisfy the requirements without a disposition, for example, by
increasing its other assets in the case of the 5 percent rule; or by the issuer modifying the amount
or value of itstotal securities outstanding in the case of the 10 percent rule.
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is prescribed by the Treasury (or the requirements of the rules are otherwise met within such
period), and (iv) the REIT pays atax on the failure.

The tax that the REIT must pay on the failureis the greater of (i) $50,000, or (ii) an
amount determined (pursuant to regulations) by multiplying the highest rate of tax for
corporations under section 11, times the net income generated by the assets for the period
beginning on the first date of the failure and ending on the date the REIT has disposed of the
assets (or otherwise satisfies the requirements).

Such taxes are treated as excise taxes, for which the deficiency provisions of the excise
tax subtitle of the Code (subtitle F) apply.

Conforming reasonable cause and reporting standard for failures of income tests

The proposal conforms the reporting and reasonabl e cause standards for failure to meet
the income tests to the new asset test standards. However, the proposal does not change the rule
under section 857(b)(5) that for income test failures, all of the net income attributed to the
disqualified gross incomeis paid as tax.

Other failures

The proposal adds a provision under which, if aREIT fails to satisfy one or more
requirements for REIT qualification, other than the 95-percent and 75-percent gross income tests
and other than the new rules provided for failures of the asset tests, the REIT may retain its REIT
qualification if the failures are due to reasonable cause and not willful neglect, and if the REIT
pays a penalty of $50,000 for each such failure.

Taxes and penalties paid deducted from amount required to be distributed

Any taxes or penalties paid under the provision are deducted from the net income of the
REIT in determining the amount the REIT must distribute under the 90-percent distribution
requirement.

Expansion of deficiency dividend procedure

The proposa expands the circumstances in which a REIT may declare a deficiency
dividend, by allowing such a declaration to occur after the REIT unilaterally hasidentified a
failure to pay the relevant amount. Thus, the declaration need not await a decision of the Tax
Court, a closing agreement, or an agreement signed by the Secretary of the Treasury.

Effective Date

The proposa would generally be effective for taxable years beginning after December
31, 2000.

However, some of the provisions are effective for taxable years beginning after the date

of enactment. These are: the new “look through” rules determining aREIT partner’ s share of
partnership securities for purposes of the “straight debt” rules; the provision changing the 90-
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percent of grossincome reference to 95 percent, for purposes of the tax liability if aREIT failsto
meet the 95-percent of gross income test; the new hedging definition; the rule modifying the
treatment of rents with respect to customary services, and the new rules for correction of certain
failuresto satisfy the REIT requirements.

Prior Action
Same as House hill.
4. .Special rulesfor certain film and television production
Present L aw

The modified Accelerated Cost Recovery System ("MACRS') does not apply to certain
property, including any motion picture film, video tape, or sound recording, or to any other
property if the taxpayer elects to exclude such property from MACRS and the taxpayer properly
applies a unit-of-production method or other method of depreciation not expressed in aterm of
years. Section 197 does not apply to certain intangible property, including property produced by
the taxpayer or any interest in afilm, sound recording, video tape, book or similar property not
acquired in atransaction (or a series of related transactions) involving the acquisition of assets
constituting atrade or business or substantial portion thereof. Thus, the recovery of the cost of a
film, video tape, or similar property that is produced by the taxpayer or is acquired on a"stand-
alone" basis by the taxpayer may not be determined under either the MACRS depreciation
provisions or under the section 197 amortization provisions. The cost recovery of such property
may be determined under section 167, which allows a depreciation deduction for the reasonable
allowance for the exhaustion, wear and tear, or obsolescence of the property. A taxpayer is
allowed to recover, through annual depreciation deductions, the cost of certain property usedin a
trade or business or for the production of income. Section 167(g) provides that the cost of
motion picture films, sound recordings, copyrights, books, and patents are eligible to be
recovered using the income forecast method of depreciation.

Description of Proposal

The proposal would provide an election to deduct the cost of qualifying film and
television productionsin the year the expenditure isincurred in lieu of capitalizing the cost and
recovering it through depreciation allowances.®® The proposal applies only to qualifying film or
television productions the aggregate cost of which does not exceed $15 million.> This

>3 An election to deduct such costs shall be made in such manner as prescribed by the
Secretary and by the due date (including extensions of time) for filing the taxpayer’s return of tax
for the taxable year in which production costs of such property arefirst incurred. An election
may not be revoked without the consent of the Secretary. The Committee intends that, in the
absence of specific guidance by the Secretary, deducting qualifying costs on the appropriate tax
return shall constitute a valid election.

37



threshold isincreased $20 million if a significant amount of the production expenditures are
incurred in areas eligible for designation as alow-income community or eligible for designation
by the Delta Regional Authority as a distressed county or isolated area of distress.

The proposal defines aqualified film or television production as any production of a
motion picture (whether released theatrically or directly to video cassette or any other format);
miniseries; scripted, dramatic television episode; or movie of the week if at least 75 percent of
the total compensation expended on the production are for services performed in the United
States.> With respect to property which is one or more episodes in a television series, only the
first 44 episodes qualify under the proposal. Qualified property does not include sexually
explicit productions as defined by section 2257 of title 18 of the U.S. Code.

Effective Date

The proposal would be effective for qualifying productions commencing after the date of
enactment and sunsets for qualifying productions commencing after December 31, 2008. For
this purpose, a production is treated as commencing on the first date of principal photography.

Prior Action
Modification of Senate amendment.
5. Provide a tax credit for maintenance of railroad track
Present L aw
Thereisno provision that provides for arailroad track maintenance tax credit.

Description of Proposal

The proposal would provide a 50-percent business tax credit for qualified railroad track
maintenance expenditures paid or incurred in ataxable year by eligible taxpayers. The creditis
limited to the product of $3,500 times the number of miles of railroad track owned or leased by
an eligible taxpayer as of the close of it’ s taxable year. Qualified railroad track maintenance
expenditures are defined as amounts expended (whether of not chargeable to a capital account)
for maintaining railroad track (including roadbed, bridges, and related track structures) owned or
leased as of January 1, 2005, by aClass |l or Class |11 railroad. An eligible taxpayer is defined
as. (1) any Class |1 or Class |11 railroad; and (2) any person who transports property using the
rail facilitiesof aClass|l or Class 11 railroad or who furnishes railroad-related property or
services to such person. The taxpayer’s basisin railroad track is reduced by the amount of the

% |n the case of afilm which is co-produced, the $15 million threshold is applied against
aggregate cost of the production to all owners. The benefits of this provision shall be alocated
among the owners of afilm in amanner that reasonably reflects each owner’ s proportionate
investment in and economic interest in the film.

> The term compensation does not include participations and residuals.
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credit for which this credit isalowed. No portion of the credit may be carried back to any
taxable year beginning before January 1, 2005. Other rules apply.

This credit applies to qualified railroad track maintenance expenditures paid or incurred
during taxable years beginning after December 31, 2004, and before January 1, 2008.

Effective Date

The proposa would be effective for taxable years beginning after December 31, 2004.
Prior Action
Modification of Senate amendment.
6. Suspension of occupational taxesrelating to distilled spirits, wine, and beer
Present L aw

Under present law, special occupational taxes are imposed on producers and others
engaged in the marketing of distilled spirits, wine, and beer. These excise taxes are imposed as
part of a broader Federal tax and regulatory engine governing the production and marketing of
alcoholic beverages. The specia occupational taxes are payable annually, on July 1 of each year.
The present tax rates are as follows:

Producers:>®
Distilled spirits and wines (sec. 5081) $1,000 per year, per premise
Brewers (sec. 5091) $1,000 per year, per premise
Wholesale dealers (sec. 5111):
Liquors, wines, or beer $500 per year
Retail dealers (sec. 5121):
Liquors, wines, or beer $250 per year
Nonbeverage use of distilled spirits (sec. 5131): $500 per year
Industrial use of distilled spirits (sec. 5276): $250 per year

The Code requires every wholesale or retail dealer in liquors, wine or beer to keep
records of their transactions.”” A delegate of the Secretary of the Treasury is authorized to

% A reduced rate of tax in the amount of $500 isimposed on small proprietors. Secs.
5081(b), 5091(b).

5" Secs. 5114, 5124.
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inspect the records of any dealer during business hours.® There are penalties for failing to
comply with the recordkeeping requirements.*

The Code limits the persons from whom dealers may purchase their liquor stock intended
for resale. Under the Code, adealer may only purchase from:

(D) awholesale dealer in liquors who has paid the special occupational tax as such
dealer to cover the place where such purchase is made; or

(2 awholesale dealer in liquors who is exempt, at the place where such purchaseis
made, from payment of such tax under any provision chapter 51 of the Code; or

3 aperson who is not required to pay special occupational tax as a wholesale dealer
in liquors.®

In addition, alimited retail dealer (such as a charitable organization selling liquor at a
picnic) may lawfully purchase distilled spirits for resale from aretail dealer in liquors.®

Violation of thisrestriction is punishable by $1,000 fine, imprisonment of one year, or
both.%? A violation also makes the alcohol subject to seizure and forfeiture.®®

Description of Proposal

Under the proposal, the special occupational taxes on producers and marketers of
alcoholic beverages are suspended for a three-year period, July 1, 2005 through June 30, 2008.
Present law recordkeeping and registration requirements will continue to apply, notwithstanding
the suspension of the special occupation taxes. In addition, during the suspension period, it shall
be unlawful for any dealer to purchase distilled spirits for resale from any person other than a
wholesale dealer in liquors who is subject to the recordkeeping requirements, except that a
limited retail dealer may purchase distilled spirits for resale from aretail dealer in liquors, as
permitted under present law.

%8 Sec. 5146.
9 Sec. 5603.

% Sec. 5117. For example, purchases from a proprietor of adistilled spirits plant at his
principal business office would be covered under item (2) since such a proprietor is not subject to
the specia occupational tax on account of sales at his principa business office. Sec. 5113(a).
Purchases from a State-operated liquor store would be covered under item (3). Sec. 5113(b).

® Sec. 5117(b).
62 Sec. 5687.
83 Sec. 7302.
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Effective Date

The proposal is effective on the date of enactment.
Prior Action
Same as House hill except for effective date.

7. Modification of unreated businessincome limitation on investment in certain small
businessinvestment companies

Present L aw

In general, an organization that is otherwise exempt from Federal income tax is taxed on
income from atrade or business that is not substantially related to the organization’ s exempt
purposes. Certain types of income, such as rents, royalties, dividends, and interest, generally are
excluded from unrelated business taxable income except when such income is derived from
“debt-financed property.” Debt-financed property generally means any property that is held to
produce income and with respect to which there is acquisition indebtedness at any time during
the taxable year.

In general, income of atax-exempt organization that is produced by debt-financed
property is treated as unrelated business income in proportion to the acquisition indebtedness on
the income-producing property. Acquisition indebtedness generally means the amount of unpaid
indebtedness incurred by an organization to acquire or improve the property and indebtedness
that would not have been incurred but for the acquisition or improvement of the property.
Acquisition indebtedness does not include, however, (1) certain indebtedness incurred in the
performance or exercise of a purpose or function constituting the basis of the organization’s
exemption, (2) obligations to pay certain types of annuities, (3) an obligation, to the extent it is
insured by the Federal Housing Administration, to finance the purchase, rehabilitation, or
construction of housing for low and moderate income persons, or (4) indebtedness incurred by
certain qualified organizations to acquire or improve real property.

Specia rules apply in the case of an exempt organization that owns a partnership
interest in a partnership that holds debt-financed income-producing property. An exempt
organization’s share of partnership income that is derived from such debt-financed property
generaly is taxed as debt-financed income unless an exception provides otherwise.

Description of Proposal

The proposal modifies the debt-financed property provisions by excluding from the
definition of acquisition indebtedness any indebtedness incurred by a small business investment
company licensed under the Small Business Investment Act of 1958 that is evidenced by a
debenture (1) issued by such company under section 303(a) of said Act, and (2) held or
guaranteed by the Small Business Administration. The exclusion shall not apply during any
period that any exempt organization (other than a governmental unit) owns more than 25 percent
of the capital or profitsinterest in the small business investment company, or exempt
organizations (including governmental units other than any agency or instrumentality of the
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United States) own, in the aggregate, 50 percent or more of the capital or profits interest in such
company.

Effective Date

The provision is effective for debt incurred after the date of enactment by small business
investment companies licensed after the date of enactment.

Prior Action
Same as House hill except for effective date.

8. Election to deter mine taxable income from certain international shipping activitiesusing
per ton rate

Present L aw

The United States employs a “worldwide” tax system, under which domestic corporations
generally are taxed on al income, including income from shipping operations, whether derived
in the United States or abroad. In order to mitigate double taxation, aforeign tax credit for
income taxes paid to foreign countries is provided to reduce or eliminate the U.S. tax owed on
such income, subject to certain limitations.

Generaly, the United States taxes foreign corporations only on income that has a
sufficient nexus to the United States. Thus, aforeign corporation is generally subject to U.S. tax
only on income, including income from shipping operations, which is “effectively connected”
with the conduct of atrade or business in the United States (sec. 882). Such “effectively
connected income” generally is taxed in the same manner and at the same rates as the income of
aU.S. corporation.

The United States imposes a four percent tax on the amount of aforeign corporation's
U.S. gross transportation income (sec. 887). Transportation income includesincome from the
use (or hiring or leasing for use) of a vessel and income from services directly related to the use
of avessel. Fifty percent of the transportation income attributabl e to transportation that either
begins or ends (but not both) in the United States is treated as U.S. source gross transportation
income. Thetax does not apply, however, to U.S. gross transportation income that is treated as
income effectively connected with the conduct of aU.S. trade or business. U.S. gross
transportation income is not treated as effectively connected income unless (1) the taxpayer has a
fixed place of businessin the United States involved in earning the income, and (2) substantially
all the income is attributable to regularly scheduled transportation.

The taxes imposed by section 882 and 887 on income from shipping operations may be
limited by an applicable U.S. income tax treaty or by an exemption of aforeign corporation’s
international shipping operations income in instances where aforeign country grants an
equivalent exemption (sec. 883).

Under present law, thereis no provision that provides an alternative to the corporate
income tax for taxable income attributable to international shipping activities.
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Description of Proposal

In general

The proposal generally allows corporations to elect a“tonnage tax” in lieu of the U.S.
corporate income tax on taxable income from certain shipping activities. Accordingly, an
electing corporation’ s gross income does not include its income from qualifying shipping
activities, and electing corporations are only subject to tax on qualifying shipping activities at the
maximum corporate income tax rate on their notional shipping income, which is based on the net
tonnage of the corporation’s qualifying vessels. However, an electing corporation is only subject
to the tonnage tax to the extent its taxable income from qualifying shipping activities would
otherwise have been subject to tax under sections 11, 55, 882, 887, or 1201(a). Consequently, a
foreign corporation is not subject to tax under the tonnage tax regime to the extent itsincome
from qualifying shipping activities is subject to an exclusion for certain shipping operations by
foreign corporations pursuant to section 883(a)(1) or pursuant to atreaty obligation of the United
States.

Notional shippingincome

An electing corporation’s notional shipping income is the sum of the taxable income
from each of its qualifying vessels. The taxable income from each qualifying vessel isthe
product of (1) the daily notional taxable income® from the operation of the qualifying vessel in
United States foreign trade,®® and (2) the number of days during the taxable year that the electing
entity operated such vessel asaqualifying vessel in U.S. foreign trade. A “qualifying vessel” is
described as a self-propelled U.S.-flag vesseal of not less than 10,000 deadweight tons used
exclusively in U.S. foreign trade.

| tems not subj ect to cor por ate income tax

Generally, an electing corporation’s gross income does not include the corporation’s
income from qualifying shipping activities. An entity’s qualifying shipping activities consist of
its (1) core qualifying activities, (2) qualifying secondary activities, and (3) qualifying incidental
activities. All of an electing entity’s core qualifying activities are excluded from gross income.
However, only a portion of an electing corporation’s secondary and incidental activities are
treated as qualifying and thus, are excluded from gross income.

Core qualifying activities consist of the operation of qualifying vesselsin U.S. foreign
trade. Secondary activities generally consist of the active management or operation of vesselsin

% The“daily notional taxable income” from the operation of a qualifying vessel is 40
cents for each 100 tons of the net tonnage of the vessel (up to 25,000 net tons), and 20 cents for
each 100 tons of the net tonnage of the vessel, in excess of 25,000 net tons.

% «U.S. foreign trade” means the transportation of goods or passengers between a place
in the United States and a foreign place or between foreign places. Asagenera rule, the
temporary operation in the U.S. domestic trade (i.e., the transportation of goods or passengers
between places in the United States) of any qualifying vessel is disregarded.
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U.S. foreign trade and provisions for vessel, container and cargo-related facilities, other activities
of the electing corporation and other members of its group that are an integral part of its business
of operating qualifying vessels in United States foreign trade, or such other activities as may be
prescribed by the Secretary. Incidental activities are activities that are incidental to core
qualifying activities and are not qualifying secondary activities.

Each item of loss, deduction, or credit of any taxpayer is disallowed with respect to any
activity the income from which is excluded from gross income under the proposal. An electing
corporation’ sinterest expense is disallowed in the ratio that the fair market value of its
qualifying vessels bears to the fair market value of itstotal assets; special rules apply for
disallowing interest expense in the context of an electing group.

Allocation of credits, income and deductions

No deductions are allowed against the notional shipping income of an electing
corporation, and no credit is allowed against the notional tax imposed under the tonnage tax
regime. No deduction is allowed for any net operating loss attributable to the qualifying
shipping activities of a corporation to the extent that such lossis carried forward by the
corporation from a taxable year preceding the first taxable year for which such corporation was
an electing corporation. For purposes of the proposal, section 482 applies to atransaction or
series of transactions between an electing corporation and another person or between an the
corporations's qualifying shipping activities and other activities carried on by it.

Dispositions of qualifying vessels

Generdly, if an qualifying vessel operator sells or disposes of a qualifying vessel in an
otherwise taxabl e transaction, at the election of the corporation no gain is recognized if
replacement qualifying vessels are acquired during alimited replacement period except to the
extent that the amount realized upon such sale or disposition exceeds the cost of the replacement
qualifying vessels. Generally, in the case of replacement qualifying vessels purchased by a
qualifying vessel operator which results in the nonrecognition of any part of the gain realized as
the result of a sale or other disposition of qualifying vessels, the basis is the cost of such
replacement property decreased in the amount of gain not recognized.

Generadly, aqualifying vessel operator is a corporation that (1) operates one or more
qualifying vessels and (2) meets certain requirements with respect to its shipping activities.®
Special rules apply in the context of corporate partners in pass-through entities.

Election

Generaly, any qualifying vessel operator may elect into the tonnage tax regime and such
election is made in the form prescribed by Treasury. An election isonly effective if made before

% A person is generally treated as operating any vessel owned by or chartered to it and
that is used as a qualifying vessel during such period. Special rules apply in the case of pass-
through entities, and special rules apply in an instance in which an electing entity temporarily
ceases to operate aqualifying vessel.



the due date (including extensions) for filing the corporation’ s return for such taxable year.
However, aqualifying vessel operator, which isamember of acontrolled group, may only make
an election into the tonnage tax regime if al qualifying vessel operators that are members of the
controlled group make such an election. Once made, an election is effective for the taxable year
in which it was made and for al succeeding taxable years of the entity until the election is
terminated.

Effective Date

The proposal is effective for taxable years beginning after the date of enactment.

Prior Action

M odification of House hill.
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F. Stock Optionsand Employee Stock Purchase Plan Stock Options

1. Exclusion of incentive stock options and employee stock purchase plan stock options
from wages

Present L aw

Generally, when an employee exercises a compensatory option on employer stock, the
difference between the option price and the fair market value of the stock (i.e., the “spread”) is
includible in income as compensation. In the case of an incentive stock option or an option to
purchase stock under an employee stock purchase plan (collectively referred to as “ statutory
stock options”), the spread is not included in income at the time of exercise®’

If the statutory holding period requirements are satisfied with respect to stock acquired
through the exercise of a statutory stock option, the spread, and any additional appreciation, will
be taxed as capital gain upon disposition of such stock. Compensation income is recognized,
however, if thereis adisgualifying disposition (i.e., if the statutory holding period is not
satisfied) of stock acquired pursuant to the exercise of a statutory stock option.

Federal Insurance Contribution Act (“FICA”) and Federal Unemployment Tax Act
(“FUTA") taxes (collectively referred to as *“employment taxes’) are generally imposed in an
amount equal to a percenta%e of wages paid by the employer with respect to employment.®® The
applicable Code provisions® do not provide an exception from FICA and FUTA taxes for wages
paid to an employee arising from the exercise of a statutory stock option.

There has been uncertainty in the past as to employer withholding obligations upon the
exercise of statutory stock options. On June 25, 2002, the IRS announced that until further
guidance isissued, it would not assess FICA or FUTA taxes, or impose Federal income tax
withholding obligations, upon either the exercise of a statutory stock option or the disposition of
stock acquired pursuant to the exercise of a statutory stock option.™

Description of Proposal

The proposal provides specific exclusions from FICA and FUTA wages for remuneration
on account of the transfer of stock pursuant to the exercise of an incentive stock option or under
an employee stock purchase plan, or any disposition of such stock. Thus, under the proposal,

%7 Sec. 421. For purposes of the individual alternative minimum tax, the transfer of stock
pursuant to an incentive stock option is generally treated as the transfer of stock pursuant to a
nonstatutory option. Sec. 56(b)(3).

% Secs. 3101, 3111 and 3301.
% Secs. 3121 and 3306.

0 Notice 2002-47, 2002-28 |.R.B. 97.
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FICA and FUTA taxes do not apply upon the exercise of a statutory stock option.”* The proposal
also provides that such remuneration is not taken into account for purposes of determining Social
Security benefits.

Additionally, the proposal provides that Federal income tax withholding is not required
on adisqualifying disposition, nor when compensation is recognized in connection with an
employee stock purchase plan discount. Present-law reporting requirements continue to apply.

Effective Date

The proposal is effective for stock acquired pursuant to options exercised after the date of
enactment.

Prior Action

Same as House hill.

™ The proposal aso provides asimilar exclusion under the Railroad Retirement Tax Act.
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TITLE Il = AGRICULTURAL TAX RELIEF AND INCENTIVES
A. Volumetric Ethanol Excise Tax Credit
1. Incentives for alcohol and biodiesel fuel mixtures
Present L aw

Alcohol fuelsincome tax credit

The alcohol fuels credit is the sum of three credits: the alcohol mixture credit, the alcohol
credit, and the small ethanol producer credit. Generally, the alcohol fuels credit expires after
December 31, 2007.7

A taxpayer (generally a petroleum refiner, distributor, or marketer) who mixes ethanol
with gasoline (or a special fuel™) isan “ethanol blender.” Ethanol blenders are eligible for an
income tax credit of 52 cents per gallon of ethanol used in the production of a qualified mixture
(the “acohol mixture credit”). A qualified mixture means a mixture of alcohol and gasoline, (or
of alcohol and a special fuel) sold by the blender as fuel, or used as fuel by the blender in
producing the mixture. The term alcohol includes methanol and ethanol but does not include
(1) acohol produced from petroleum, natural gas, or coa (including peat), or (2) alcohol with a
proof of lessthan 150. Businesses also may reduce their income taxes by 52 cents for each
gallon of ethanol (not mixed with gasoline or other special fuel) that they sell at the retail level as
vehicle fuel or use themselves asafuel in their trade or business (“the alcohol credit”). The 52-
cents-per-gallon income tax credit rate is scheduled to decline to 51 cents per gallon during the
period 2005 through 2007. For blenders using an acohol other than ethanol, the rate is 60 cents
per gallon.™

A separate income tax credit is available for small ethanol producers (the “small ethanol
producer credit”). A small ethanol producer is defined as a person whose ethanol production
capacity does not exceed 30 million gallons per year. The small ethanol producer credit is 10
cents per gallon of ethanol produced during the taxable year for up to a maximum of 15 million
galons.

The credits that comprise the alcohol fuels tax credit are includible in income. The credit
may not be used to offset aternative minimum tax liability. The credit istreated as a general

"2 The alcohol fuels credit is unavailable when, for any period before January 1, 2008,
the tax rates for gasoline and diesel fuels drop to 4.3 cents per gallon.

A special fuel includes any liquid (other than gasoline) that is suitable for usein an
internal combustion engine.

™ In the case of any alcohol (other than ethanol) with a proof that is at least 150 but less
than 190, the credit is 45 cents per gallon (the “low-proof blender amount”). For ethanol with a
proof that is at least 150 but less than 190, the low-proof blender amount is 38.52 cents for sales
or uses during calendar year 2004, and 37.78 cents for calendar years 2005, 2006, and 2007.
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business credit, subject to the ordering rules and carryforward/carryback rules that apply to
business credits generaly.

Excise tax reductions for alcohol mixturefuels

Generally, motor fuels tax rates are as follows™:

Gasoline 18.3 cents per gallon
Diesel fuel and kerosene 24.3 cents per gallon
Specia motor fuels 18.3 cents per gallon generally

Alcohol-blended fuels are subject to areduced rate of tax. The benefits provided by the
alcohol fuelsincome tax credit and the excise tax reduction are integrated such that the alcohol
fuels credit is reduced to take into account the benefit of any excise tax reduction.

Gasohol

Registered ethanol blenders may forgo the full income tax credit and instead pay reduced
rates of excise tax on gasoline that they purchase for blending with ethanol. Most of the benefit
of the alcohol fuels credit is claimed through the excise tax system.

The reduced excise tax rates apply to gasohol upon its removal or entry. Gasohol is
defined as a gasoline/ethanol blend that contains 5.7 percent ethanol, 7.7 percent ethanol, or 10
percent ethanol. For the calendar year 2004, the following reduced rates apply to gasohol: "

5.7 percent ethanol 15.436 cents per gallon
7.7 percent ethanol 14.396 cents per gallon
10.0 percent ethanol 13.200 cents per gallon

Reduced excise tax rates also apply when gasoline is being purchased for the production
of “gasohol.” When gasoline is purchased for blending into gasohol, the rates above are
multiplied by afraction (e.g., 10/9 for 10-percent gasohol) so that the increased volume of motor
fuel will be subject to tax. The reduced tax rates apply if the person liable for the tax is
registered with the IRS and (1) produces gasohol with gasoline within 24 hours of removing or

™ These fuels are also subject to an additional 0.1 cent-per-gallon excise tax to fund the
Leaking Underground Storage Tank Trust Fund. See secs. 4041(d) and 4081(a)(2)(B). In
addition, the basic fuel tax rate will drop to 4.3 cents per gallon beginning on October 1, 2005.

® These ratesinclude the additional 0.1 cent-per-gallon excise tax to fund the Leaking
Underground Storage Tank Trust Fund. These special rates will terminate after September 30,
2007 (sec. 4081(c)(8)).
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entering the gasoline or (2) gasoline is sold upon its removal or entry and such person has an
unexpired certificate from the buyer and has no reason to believe the certificate is false.”

Qualified methanol and ethanol fuels

Qualified methanol or ethanol fuel is any liquid that contains at |east 85 percent methanol
or ethanol or other alcohol produced from a substance other than petroleum or natural gas.
These fuels are taxed at reduced rates.”® The rate of tax on qualified methanol is 12.35 cents per
gdlon. Therate on qualified ethanol in 2004 is 13.15 cents. From January 1, 2005, through
September 30, 2007, the rate of tax on quaified ethanol is 13.25 cents.”

Alcohol produced from natural gas

A mixture of methanol, ethanol, or other alcohol produced from natural gas that consists
of at least 85 percent alcohol isalso taxed at reduced rates.®® For mixtures not containing
ethanol, the applicable rate of tax is 9.25 cents per gallon before October 1, 2005. In all other
cases, therateis 11.4 cents per gallon. After September 30, 2005, the rate is reduced to 2.15
cents per gallon when the mixture does not contain ethanol and 4.3 cents per gallon in al other
cases.

Blends of alcohol and diesel fuel or special motor fuels

A reduced rate of tax appliesto diesel fuel or kerosene that is combined with alcohol as
long as at least 10 percent of the finished mixture isacohol. If none of the alcohol in the
mixture is ethanol, the rate of tax is 18.4 cents per gallon. For alcohol mixtures containing
ethanol, the rate of tax in 2004 is 19.2 cents per gallon and for 2005 through September 30, 2007,
the rate for ethanol mixturesis 19.3 cents per gallon. Fuel removed or entered for usein
producing a 10 percent diesel-alcohol fuel mixture (without ethanol), is subject to atax of 20.44
cents per gallon. The rate of tax for fuel removed or entered to produce a 10 percent diesel-
ethanol fuel mixture is 21.333 cents per gallon for 2004 and 21.444 cents per gallon for the
period January 1, 2005, through September 30, 2007.

Special motor fuel (nongasoline) mixtures with alcohol aso are taxed at reduced rates.

" Treas. Reg. sec. 48.4081-6(c). A certificate from the buyer assures that the gasoline
will be used to produce gasohol within 24 hours after purchase. A copy of the registrant’ s | etter
of registration cannot be used as a gasohol blender’s certificate.

8 A 0.05-cent-per-gallon Leaking Underground Storage Tank Trust Fund tax is imposed
on such fuel. This provision expires on October 1, 2007 (sec. 4041(b)(2)).

™ These reduced rates terminate after September 30, 2007.

8 These rates include the additional 0.1 cent-per-gallon excise tax to fund the Leaking
Underground Storage Tank Trust Fund (sec. 4041(d)(1)).
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Aviation fuel

Noncommercial aviation fuel is subject to atax of 21.9 cents per gallon.?* Fuel mixtures
containing at least 10 percent alcohol are taxed at lower rates® |n the case of 10 percent ethanol
mixtures, for any sale or use during 2004, the 21.9 centsiis reduced by 13.2 cents (for atax of 8.7
cents per gallon), for 2005, 2006, and 2007 the reduction is 13.1 cents (for atax of 8.8 cents per
gallon) and isreduced by 13.4 centsin the case of any sale during 2008 or thereafter. For
mixtures not containing ethanol, the 21.9 centsis reduced by 14 cents for atax of 7.9 cents.
These reduced rates expire after September 30, 2007.

When aviation fuel is purchased for blending with alcohol, the rates above are multiplied
by afraction (10/9) so that the increased volume of aviation fuel will be subject to tax.

Refunds and payments

If fully taxed gasoline (or other taxable fuel) is used to produce a qualified alcohol
mixture, the Code permits the blender to file aclaim for aquick excise tax refund. The refund is
equal to the difference between the gasoline (or other taxable fuel) excise tax that was paid and
the tax that would have been paid by aregistered blender on the acohol fuel mixture being
produced. Generally, the IRS pays these quick refunds within 20 days. Interest accruesif the
refund is paid more than 20 days after filing. A claim may be filed by any person with respect to
gasoline, diesel fuel, or kerosene used to produce a qualified alcohol fuel mixture for any period
for which $200 or more is payable and which is not less than one week.

Ethyl tertiary butyl ether (ETBE)

Ethyl tertiary butyl ether (“ETBE”) is an ether that is manufactured using ethanol.
Unlike ethanol, ETBE can be blended with gasoline before the gasoline enters a pipeline because
ETBE does not result in contamination of fuel with water whilein transport. Treasury
regulations provide that gasohol blenders may claim the income tax credit and excise tax rate
reductions for ethanol used in the production of ETBE. The regulations aso provide a specia
election alowing refiners to claim the benefit of the excise tax rate reduction even though the
fuel being removed from terminals does not contain the requisite percentages of ethanol for
claiming the excise tax rate reduction.

Highway Trust Fund

With certain exceptions, the taxes imposed by section 4041 (relating to retail taxes on
diesel fuels and special motor fuels) and section 4081 (relating to tax on gasoline, diesel fuel and
kerosene) are credited to the Highway Trust Fund. In the case of acohol fuels, 2.5 cents per

8 Thisrate includes the additional 0.1 cent-per-gallon tax for the Leaking Underground
Storage Tank Trust fund.

82 Sec. 4041(k)(1) and 4091(c).
8 Sec. 4091(c)(1).
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gallon of the tax imposed is retained in the General Fund.®* In the case of ataxable fuel taxed at
areduced rate upon removal or entry prior to mixing with alcohol, 2.8 cents of the reduced rate is
retained in the General Fund.®** For Fiscal Y ear 2004, the Highway Trust Fund is credited with
the tax that was retained by the General Fund.

Biodiesel

If biodiesel is used in the production of blended taxable fuel, the Code imposes tax on the
removal or sale of the blended taxable fuel.®® In addition, the Code imposes tax on any liquid
other than gasoline sold for use or used as afuel in a diesel-powered highway vehicle or diesal-
powered train unless tax was previously imposed and not refunded or credited®” If biodiesel that
was not previoudly taxed or exempt is sold for use or used as afuel in a diesel-powered highway
vehicle or adiesel-powered train, tax isimposed.®® There are no reduced excise tax rates for
biodiesel.

Description of Proposal

Overview

The provision eliminates reduced rates of excise tax for most al cohol-blended fuels and
imposes the full rate of excise tax on alcohol-blended fuels (18.3 cents per gallon on gasoline
blends and 24.3 cents per gallon of diesel blended fuel). In place of reduced rates, the provision
creates two new excise tax credits: the alcohol fuel mixture credit and the biodiesel mixture
credit.®® The sum of these credits may be taken against the tax imposed on taxable fuels (by

8 Sec. 9503(b)(4)(E).
8 Sec. 9503(b)(4)(F).

8 Sec. 4081(b); Rev. Rul. 2002-76, 2002-46 |.R.B. 841 (2002). “Taxable fuels’ are
gasoline, diesal and kerosene (sec. 4083). Biodiesel, athough suitable for use asafuel in a
diesel-powered highway vehicle or diesel-powered train, contains less than four percent normal
paraffins and, therefore, is not treated as diesel fuel under the applicable Treasury regulations.
Treas. Reg. secs. 48.4081-1(c)(2)(i) and (ii), and 48.4081-1(b); Rev. Rul. 2002-76, 2002-46
|.R.B. 841 (2002). Asaresult, biodiesel aloneis not a taxable fuel for purposes of section 4081.
As noted above, however, tax isimposed upon the removal or entry of blended taxable fuel made
with biodiesdl.

87 Sec. 4041. The tax imposed under section 4041 also will not apply if an exemption
from tax applies.

% Rev. Rul. 2002-76, 2002-46 |.R.B. 841 (2002).

8 Although eligible mixtures are defined as those (1) sold for use or used as afuel by the
taxpayer producing the mixture or (2) removed from the refinery by a person producing the
mixture, the credit for the alcohol or biodiesel used to produce such a mixture may be claimed
only once. Thus, if the person selling the mixture is aso the same person removing it from the
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section 4081). The provision allows taxpayersto file aclaim for payment equal to the amount of
these credits for biodiesel or alcohol used to produce an eligible mixture. The amount of the
excise tax credit with respect to any alcohol or biodiesdl is reduced to take into account the
benefit of any payments with respect to such alcohol or biodiesel. Under certain circumstances,
atax isimposed if an acohol fuel mixture credit or biodiesel fuel mixture credit is claimed with
respect to alcohol or biodiesel used in the production of any alcohol or biodiesel mixture, which
is subsequently used for a purpose for which the credit is not allowed or changed into a
substance that does not qualify for the credit. The provision eliminates the General Fund
retention of certain taxes on alcohol fuels, and credits these taxes to the Highway Trust Fund.
The provision also extends the present-law alcohol fuels income tax credit through December 31,
2010.

Alcohol fuel mixture excise tax credit

The provision eliminates the reduced rates of excise tax for most alcohol-blended fuels. ®
Under the provision, the full rate of tax for taxable fuelsisimposed on both alcohol fuel mixtures
and the taxable fuel used to produce an acohol fuel mixture.

In lieu of the reduced excise tax rates, the provision provides for an excise tax credit, the
alcohol fuel mixture credit. The acohol fuel mixture credit is 51 cents for each gallon of alcohol
used by a person in producing an alcohol fuel mixture for sale or usein atrade or business of the
taxpayer. For mixtures not containing ethanol (renewable source methanol), the credit is 60
cents per gallon.

For purposes of the alcohol fuel mixture credit, an “alcohol fuel mixture” is amixture of
alcohol and ataxable fuel that is (1) sold for use or used as afuel by the taxpayer producing the
mixture or (2) removed from the refinery by a person producing the mixture. Alcohol for this
purpose includes methanol, ethanol, and alcohol gallon equivalents of ETBE or other ethers
produced from such alcohol. It does not include acohol produced from petroleum, natural gas,
or coa (including peat), or alcohol with a proof of lessthan 190 (determined without regard to
any added denaturants). Taxable fuel is gasoline, diesel, and kerosene.**

The excise tax credit is coordinated with the alcohol fuelsincome tax credit and is
available through December 31, 2010.

refinery, the credit is available only once with respect to the alcohol or biodiesel contained in the
mixture.

% The provision does not change the present-law treatment of fuels blended with alcohol
derived from natural gas (under sec. 4041(m)), or acohol derived from coal or peat (under sec.
4041(b)(2)). The provision does not change the taxes imposed to fund the Leaking Underground
Storage Tank Trust Fund.

% Sec. 4083(a)(1). Under present law, dyed fuels are taxable fuels that have been
exempted from tax.
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Biodiesel mixtur e excise tax credit

The proposal provides an excise tax credit for biodiesel mixtures.® The credit is 50 cents
for each gallon of biodiesel used by the taxpayer in producing a qualified biodiesel mixture for
sale or usein atrade or business of the taxpayer. A qualified biodiesel mixture is a mixture of
biodiesel and diesel fuel that is sold for use or used by the taxpayer producing such mixture as a
fuel. In the case of agri-biodiesel, the amount of the credit is $1.00 per gallon and applies only if
the taxpayer obtains a certification (in such form and manner as prescribed by the Secretary)
from the producer of the agri-biodiesel that identifies the product produced.

The credit is not available for any sale or use for any period after December 31, 2006.
This excise tax credit is coordinated with income tax credit for biodiesel such that credit for the
same biodiesel cannot be claimed for both income and excise tax purposes.

Payments with respect to qualified alcohol and biodiesal fuel mixtures

To the extent the alcohol fuel mixture credit exceeds any section 4081 liability of a
person, the Secretary is to pay such person an amount equal to the alcohol fuel mixture credit
with respect to such mixture. Thus, if the person has no section 4081 liability, the credit is
totally refundable. These paymentsare intended to provide an equivalent benefit to replace the
partial exemption for fuels to be blended with alcohol and alcohol fuels being repealed by the
proposal. Similar rules apply to the biodiesel fuel mixture credit.

If claims for payment are not paid within 45 days, the claim is to be paid with interest.
The provision also provides that in the case of an electronic claim, if such claim is not paid
within 20 days, the claim is to be paid with interest. If claims are filed electronically, the
claimant may make a claim for less than $200. The Secretary is to describe the electronic
format for filing claims by December 31, 2004.

The payment proposal does not apply with respect to alcohol fuel mixtures sold after
December 31, 2010, and biodiesel fuel mixtures sold after December 31, 2006.

Alcohol fuel subsidies borne by General Fund

The proposal eliminates the requirement that 2.5 and 2.8 cents per gallon of excise taxes
be retained in the General Fund with the result that the full amount of tax on alcohol fuelsis
credited to the Highway Trust Fund. The proposal also authorizes the full amount of fuel taxes
to be appropriated to the Highway Trust Fund without reduction for amounts equivalent to the
excise tax credits allowed for alcohol or biodiesel fuel mixtures and the Trust Fund is not
required to reimburse the General Fund any payments with respect to qualified alcohol fuel
mixtures or biodiesel fuel mixtures.

Alcohol fuelsincome tax credit

The proposal extends the alcohol fuels credit (sec. 40) through December 31, 2010.

%2 The excise tax credit uses the same definitions as the biodiesel fuels income tax credit.



Effective Dates

The proposals generaly are effective for fuel sold or used after December 31, 2004. The
repeal of the General Fund retention of the 2.5/2.8 cents per gallon regarding alcohol fuelsis
effective for fuel sold or used after September 30, 2004. The Secretary isto provide electronic
filing instructions by December 31, 2004.

Prior Action
Modification of House bill and Senate amendment.
2. Biodiesel incometax credit
Present L aw

No income tax credit or excise tax rate reduction is provided for biodiesel fuels under
present law. However, a 52-cents-per-gallon income tax credit (the “acohol fuels credit”) is
allowed for ethanol and methanol (derived from renewable sources) when the alcohol is used as
a highway motor fuel. Registered blenders may forgo the full income tax credit and instead pay
reduced rates of excise tax on gasoline that they purchase for blending with alcohol. These
present law provisions are scheduled to expire in 2007.

Description of Proposal

Biodiesel is monoalkyl esters of long chain fatty acids derived from plant or animal
matter that meet (1) the registration requirements established by the Environmental Protection
Agency under section 211 of the Clean Air Act and (2) the requirements of the American Society
of Testing and Materials D6751. Agri-biodiesel isbiodiesel derived solely from virgin oils
including oils from corn, soybeans, sunflower seeds, cottonseeds, canola, crambe, rapeseeds,
safflowers, flaxseeds, rice bran, mustard seeds, or animal fats.

The proposal provides a new income tax credit for biodiesel and qualified biodiesel
mixtures, the biodiesel fuels credit. The biodiesel fuels credit is the sum of the biodiesel mixture
credit plusthe biodiesel credit and istreated as a general business credit. The amount of the
biodiesel fuels credit isincludable in grossincome. The biodiesel fuels credit is coordinated to
take into account benefits from the biodiesel excise tax credit and payment provisions discussed
above. The proposal does not apply to fuel sold or used after December 31, 2005.

Agri-biodiesel may be taken into account for purposes of the credit only if the taxpayer
obtains a certification (in such form and manner as prescribed by the Secretary) from the
producer of the agri-biodiesel which identifies the product produced.

Biodiesal mixture credit

The biodiesel mixture credit is 50 cents for each gallon of biodiesel used by the taxpayer
in the production of aqualified biodiesel mixture. For agri-biodiesel, the credit is $1.00 per
gdlon. A gqualified biodiesel mixture is a mixture of biodiesel and diesel fuel that is (1) sold by
the taxpayer producing such mixture to any person for use asafuel, or (2) isused as afuel by the
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taxpayer producing such mixture. The sale or use must be in the trade or business of the
taxpayer and isto be taken into account for the taxable year in which such sale or use occurs. No
credit is alowed with respect to any casual off-farm production of a qualified biodiesel mixture.

Biodiesel credit

The biodiesel credit is 50 cents for each gallon of biodiesel which is not in a mixture with
diesel fuel and which during the taxable year is (1) used by the taxpayer asafuel in atrade or
business or (2) sold by the taxpayer at retail to a person and placed in the fuel tank of such
person’s vehicle. For agri-biodiesdl, the credit is $1.00 per gallon.

Later separation or failure to use as fuel

In amanner similar to the treatment of alcohol fuels, atax isimposed if a biodiesel fuels
credit is claimed with respect to biodiesdl that is subsequently used for a purpose for which the
credit is not allowed or that is changed into a substance that does not qualify for the credit.

Effective Date

The biodiesel fuel income tax credit proposal is effective for fuel produced, and sold or
used after December 31, 2004, in taxable years ending after such date.

3. Information reporting for persons claiming certain tax benefits
Present L aw

The Code provides an income tax credit for each gallon of ethanol and methanol derived
from renewable sources (e.g., biomass) used or sold as afuel, or used to produce a qualified
alcohol fuel mixture, such as gasohol. The amount of the credit is equal to 52 cents per gallon
(ethanol)*® and 60 cents per gallon (methanol).** Thistax credit is provided to blenders of the
alcohols with other taxable fuels, or to the retail sellers of unblended alcohol fuels. Part or all of
the benefits of the income tax credit may be claimed through reduced excise taxes paid, either in
reduced-tax sales or by expedited blender refunds on fully taxed sales of gasoline to obtain the
benefit of the reduced rates. The amount of the income tax credit determined with respect to any
alcohol isreduced to take into account any benefit provided by the reduced excise tax rates. To
obtain a partial refund on fully taxed gasoline, the following requirements apply: (1) the claim
must be for gasohol sold or used during a period of at least one week, (2) the claim must be for at
least $200, and (3) the claim must be filed by the last day of the first quarter following the

% The 52-cents-per-gallon credit is scheduled to decline to 51 cents per gallon beginning
in calendar year 2005. The credit is scheduled to expire after the earlier of (1) expiration of the
Highway Trust Fund excise taxes or (2) December 31, 2007.

% Ethanol produced by certain “small producers’ is eligible for an additional producer
tax credit of 10 cents per gallon. Eligible small producers are defined as persons whose
production capacity does not exceed 30 million gallons and whose annual production does not
exceed 15 million gallons.
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earliest quarter included in the claim. If the blender cannot meet these requirements, the blender
must claim a credit on the blender’ s income tax return.

Description of Proposal

The proposal requires persons claiming the Code benefits related to alcohol fuels and
biodiesel fuels to provide such information related to such benefits and the coordination of such
benefits as the Secretary may require to ensure the proper administration and use of such
benefits. The Secretary may deny, revoke or suspend the registration of any person to enforce
this requirement.

Effective Date

The proposal is effective January 1, 2005.
Prior Action

Same as the Senate amendment, except for the effective date.
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B. Agriculturelncentives
1. Special rulesfor livestock sold on account of weather-related conditions
Present L aw

Generally, ataxpayer realizes gain to the extent the sales price (and any other
consideration received) exceeds the taxpayer’ s basisin the property. Therealized gain is subject
to current income tax unless the gain is deferred or not recognized under a specia tax provision.

Under section 1033, gain realized by ataxpayer from an involuntary conversion of
property is deferred to the extent the taxpayer purchases property similar or related in service or
use to the converted property within the applicable period. The taxpayer’s basisin the
replacement property generally is the same as the taxpayer’ s basis in the converted property,
decreased by the amount of any money or loss recognized on the conversion, and increased by
the amount of any gain recognized on the conversion.

The applicable period for the taxpayer to replace the converted property begins with the
date of the disposition of the converted property (or if earlier, the earliest date of the threat or
imminence of requisition or condemnation of the converted property) and ends two years after
the close of the first taxable year in which any part of the gain upon conversion isrealized (the
“replacement period”). Special rules extend the replacement period for certain real property and
principle residences damaged by a Presidentially declared disaster to three years and four years,
respectively, after the close of the first taxable year in which gain is realized.

Section 1033(e) provides that the sale of livestock (other than poultry) that is held for
draft, breeding, or dairy purposesin excess of the number of livestock that would have been sold
but for drought, flood, or other weather-related conditions istreated as an involuntary
conversion. Consequently, gain from the sale of such livestock could be deferred by reinvesting
the proceeds of the sale in similar property within atwo-year period.

In general, cash-method taxpayers report income in the year it is actualy or
constructively received. However, section 451(e) provides that a cash-method taxpayer whose
principal trade or business is farming who is forced to sell livestock due to drought, flood, or
other weather-related conditions may elect to include income from the sale of the livestock in the
taxable year following the taxable year of the sale. This elective deferral of incomeis available
only if the taxpayer establishes that, under the taxpayer’s usual business practices, the sale would
not have occurred but for drought, flood, or weather-related conditions that resulted in the area
being designated as eligible for Federal assistance. This exception is generally intended to put
taxpayers who receive an unusually high amount of income in one year in the position they
would have been in absent the weather-related condition.

Description of Proposal

The proposa would extend the applicable period for ataxpayer to replace livestock sold
on account of drought, flood, or other weather-related conditions from two years to four years
after the close of the first taxable year in which any part of the gain on conversion is realized.
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The extension is only available if the taxpayer establishes that, under the taxpayer’ s usual
business practices, the sale would not have occurred but for drought, flood, or weather-related
conditions that resulted in the area being designated as eligible for Federal assistance. In
addition, the Secretary of the Treasury is granted authority to further extend the replacement
period on aregional basis should the weather-related conditions continue longer than three years.
Also, for property eligible for the provision’s extended replacement period, the provision
provides that the taxpayer can make an election under section 451(e) until the period for
reinvestment of such property under section 1033 expires.

Effective Date

The proposal would be effective for any taxable year with respect to which the due date
(without regard to extensions) for the return is after December 31, 2002.

Prior Action
Same as House hill.
2. Payment of dividends on stock of cooper atives without reducing patronage dividends
Present L aw

Under present law, cooperatives generally are entitled to deduct or exclude amounts
distributed as patronage dividends in accordance with Subchapter T of the Code. In general,
patronage dividends are comprised of amounts that are paid to patrons (1) on the basis of the
quantity or value of business done with or for patrons, (2) under avalid and enforceable
obligation to pay such amounts that was in existence before the cooperative received the amounts
paid, and (3) which are determined by reference to the net earnings of the cooperative from
business done with or for patrons.

Treasury Regulations provide that net earnings are reduced by dividends paid on capital
stock or other proprietary capital interests (referred to as the “dividend allocation rule”).® The
dividend allocation rule has been interpreted to require that such dividends be allocated between
a cooperative' s patronage and nonpatronage operations, with the amount allocated to the
patronage operations reducing the net earnings available for the payment of patronage dividends.

® Treas. Reg. sec. 1.1388-1(a)(1).
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Description of Proposal

The proposal provides a special rule for dividends on capital stock of a cooperative. To
the extent provided in organizational documents of the cooperative, dividends on capital stock do
not reduce patronage income and do not prevent the cooperative from being treated as operating
on a cooperative basis.

Effective Date

The proposal is effective for distributions made in taxable years beginning after the date
of enactment.

Prior Action
Same as Senate amendment.
3. Modificationsto small producer ethanol credit
Present L aw

Small producer credit

Present law provides several tax benefits for ethanol and methanol produced from
renewabl e sources (e.g., biomass) that are used as a motor fuel or that are blended with other
fuels (e.g., gasoline) for such ause. In the case of ethanol, a separate 10-cents-per-gallon credit
for small producers, defined generally as persons whose production does not exceed 15 million
galons per year and whose production capacity does not exceed 30 million gallons per year.

The alcohol fuelstax credits are includible in income. This credit, like tax credits generally, may
not be used to offset alternative minimum tax liability. The credit is atreated as a general
business credit, subject to the ordering rules and carryforward/carryback rules that apply to
business credits generally. The acohol fuels tax credit is scheduled to expire after December 31,
2007.

T axation of cooper atives and their patrons

Under present law, cooperativesin essence are treated as pass-through entities in that the
cooperative is not subject to corporate income tax to the extent the cooperative timely pays
patronage dividends. Under present law, the only excess credits that may be flowed-through to
cooperative patrons are the rehabilitation credit (sec. 47), the energy property credit (sec. 48(a)),
and the reforestation credit (sec. 48(b)).

Description of Proposal

The proposal allows cooperatives to elect to pass-through the small ethanol producer
creditsto its patrons. The credit is to be apportioned among patrons eligible to sharein
patronage dividends on the basis of the quantity or value of business done with or for such
patrons for the taxable year. The election must be made on atimely filed return for the taxable
year, and once made, isirrevocable for such taxable year.
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The amount of the credit not apportioned to patronsisincluded in the taxable year for the
organization. The amount of the credit apportioned to patronsis to be included in the first taxable
year of each patron ending on or after the last day of the payment period for the taxable year of
the organization, or, if earlier, for the taxable year of each patron ending on or after the date on
which the patron receives notice from the cooperative of the apportionment.

If the amount of the credit shown on the cooperative sreturn for ataxable year isin
excess of the actual amount of the credit for that year, the excess amount is treated as an increase
in the cooperative' s tax for the taxable year to the extent that such amount was not apportioned
to patrons. Theincrease is not treated as tax imposed for purposes of determining the amount of
any tax credit or for purposes of the alternative minimum tax.

Effective Date

The proposal is effective for taxable years beginning after date of enactment.
Prior Action
Modification of Senate amendment.

4. Extend income aver aging to farmers; coor dinate far mers and fishermen income
averaging and the alter native minimum tax

Present L aw

Anindividual taxpayer engaged in a farming business (as defined by section 263A(e)(4))
may elect to compute his or her current year regular tax liability by averaging, over the prior
three-year period, al or portion of hisor her taxable income from the trade or business of
farming. Because farmer income averaging reduces the regular tax liability, the alternative
minimumtax (“AMT") may be increased. Thus, the benefits of farmer income averaging may
be reduced or eliminated for farmers subject to the AMT.

Description of Proposal

The proposal extends to individuals engaged in the trade or business of fishing the
election that is available to individual farmers to use income averaging.

Also, the proposal provides that, in computing AMT, afarmer’sregular tax liability is
determined without regard to farmer income averaging. Thus, afarmer or fisherman receives the
full benefit of income averaging because averaging reduces the regular tax whilethe AMT (if
any) remains unchanged.

Effective Date

The proposal applies to taxable years beginning after December 31, 2003.
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Prior Action
Similar to House bill.
5. Capital gain treatment to apply to outright sales of timber by landowner
Present L aw

Under present law, ataxpayer disposing of timber held for more than one year is eligible for
capital gains treatment in three situations. First, if the taxpayer sells or exchanges timber that is
acapital asset (sec. 1221) or property used in the trade or business (sec. 1231), the gain generally
is long-term capital gain; however, if the timber is held for sale to customers in the taxpayer’'s
business, the gain will be ordinary income. Second, if the taxpayer disposes of the timber with a
retained economic interest, the gain is eligible for capital gain treatment (sec. 631(b)). Third, if
the taxpayer cuts standing timber, the taxpayer may elect to treat the cutting asa sale or
exchange eligible for capital gains treatment (sec. 631(a)).

Descripion of Proposal

Under the bill, in the case of a sale of timber by the owner of the land from which the timber
IS cut, the requirement that a taxpayer retain an economic interest in the timber in order to treat
gains as capital gain under section 631(b) does not apply. Outright sales of timber by the
landowner will qualify for capital gains treatment in the same manner as sales with aretained
economic interest qualify under present law, except that the usual tax rules relating to the timing
of the income from the sale of the timber will apply (rather than the special rule of section 631(b)
treating the disposal as occurring on the date the timber is cut).

Effective Date

The provision is effective for sales of timber after December 31, 2004.
Prior Action
Same as House hill and Senate amendment, with House effective date.

6. Modification to cooper ative marketing rulesto include value added processing involving
animals

Present L aw

Under present law, cooperatives generally are treated similarly to pass-through entities in
that the cooperative is not subject to corporate income tax to the extent the cooperative timely
pays patronage dividends. Farmers cooperatives are tax-exempt and include cooperatives of
farmers, fruit growers, and like organizations that are organized and operated on a cooperative
basis for the purpose of marketing the products of members or other producers and remitting the
proceeds of sales, less necessary marketing expenses, on the basis of either the quantity or the
value of products furnished by them (sec. 521). Farmers cooperatives may claim alimited
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amount of additional deductions for dividends on capital stock and patronage-based distributions
of nonpatronage income.

In determining whether a cooperative qualifies as a tax-exempt farmers' cooperative, the
IRS has apparently taken the position that a cooperative is not marketing certain products of
members or other producersif the cooperative adds value through the use of animals (e.g.,
farmers sell corn to a cooperative which isfed to chickens that produce eggs sold by the
cooperative).

Description of Proposal

The proposal provides that marketing products of members or other producers includes
feeding products of members or other producers to cattle, hogs, fish, chickens, or other animals
and selling the resulting animals or animal products.

Effective Date

The proposal is effective for taxable years beginning after the date of enactment.

Prior Action

Same as Senate amendment.
7. Extension of declaratory judgment proceduresto farmers cooperative organizations
Present Law

In limited circumstances, the Code provide declaratory judgment procedures, which
generaly permit ataxpayer to seek judicial review of an IRS determination prior to the issuance
of anatice of deficiency and prior to payment of tax. Examples of declaratory judgment
procedures that are available include disputes involving the initial or continuing classification of
atax-exempt organization described in section 501(c)(3), a private foundation described in
section 509(a), or a private operating foundation described in section 4942(j)(3), the qualification
of retirement plans, the value of gifts, the status of certain governmental obligations, or
eligibility of an estate to pay tax in installments under section 6166.% In such cases, taxpayers
may challenge adverse determinations by commencing a declaratory judgment action. For
example, where the IRS denies an organization’s application for recognition of exemption under
section 501(c)(3) or failsto act on such application, or where the IRS informs a section 501(c)(3)
organization that it is considering revoking or adversely modifying its tax-exempt status, present
law authorizes the organization to seek a declaratory judgment regarding its tax exempt status.

% For disputesinvolving theinitial or continuing qualification of an organization
described in sections 501(c)(3), 509(a), or 4942(j)(3), declaratory judgment actions may be
brought in the U.S. Tax Court, aU.S. district court, or the U.S. Court of Federal Clams. For all
other Federal tax declaratory judgment actions, proceedings may be brought only in the U.S. Tax
Court.
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Declaratory judgment procedures are not available under present law to a cooperative
with respect to an IRS determination regarding its status as afarmers' cooperative under section
521.

Description of Proposal

The proposal would extend the declaratory judgment procedures to cooperatives. Such a
case would be able to be commenced in the U.S. Tax Court, aU.S. district court, or the U.S.
Court of Federal Claims, and such court would have jurisdiction to determine a cooperative' s
initial or continuing qualification as afarmers cooperative described in section 521.

Effective Date

The proposal would be effective for pleadings filed after the date of enactment.
8. Modified safe harbor rulesfor timber REITs

Present L aw

In general

Under present law, real estate investment trusts (“REITS’) are subject to a special
taxation regime. Under thisregime, a REIT is allowed a deduction for dividends paid to its
shareholders. Asaresult, REITs generally do not pay tax on distributed income. REITs are
generally restricted to earning certain types of passive income, primarily rents from real property
and interests on mortgages secured by real property.

To qualify asaREIT, acorporation must satisfy a number of requirements, among which
are four tests: organizational structure, source of income, nature of assets, and distribution of
income.

I ncome or loss from prohibited transactions

A 100-percent tax isimposed on the net income of a REIT from "prohibited
transactions’. A prohibited transaction is the sale or other disposition of property held for salein
the ordinary course of atrade or business’’, other than foreclosure property.*® A safe harbor is
provided for certain sales of rent producing real property. To qualify for the safe harbor, three
criteriagenerally must be met. First, the REIT must have held the property for at least four years
for rental purposes. Second, the aggregate expenditures made by the REIT during the four-year
period prior to the date of the sale must not exceed 30 percent of the net selling price of the
property. Third, either (i) the REIT must make 7 or fewer sales of property during the taxable
year or (ii) the aggregate adjusted basis of the property sold must not exceed 10 percent of the

9 Sec. 1221(a)(l)
% Thus, the 100-percent tax on prohibited transactions helps to ensure that the REIT isa

passive entity and may not engage in ordinary retailing activities such as sales to customers of
condominium units or subdivided lots in a devel opment project.
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aggregate bases of all the REIT’ s assets at the beginning of the REIT’ staxable year. In the latter
case, substantially all of the marketing and development expenditures with respect to the
property must be made through an independent contractor.

Certain timber income

Some REITs have been formed to hold land on which trees are grown. Upon maturity of
the trees, the standing trees are sold by the REIT. The Internal Revenue Service has issued
private letter rulingsin particular instances stating that the income from the sale of the trees can
qualify as REIT real property income because the uncut timber and the timberland on which the
timber grew is considered real propertg/ and the sale of uncut trees can qualify as capital gain
derived from the sale of real property.™

Limitation on investment in other entities

A REIT islimited in the amount that it can own in other corporations. Specifically, a
REIT cannot own securities (other than Government securities and certain real estate assets) in
an amount greater than 25 percent of the value of REIT assets. In addition, it cannot own such
securities of any one issuer representing more than five percent of the total value of REIT assets
or more than 10 percent of the voting securities or 10 percent of the value of the outstanding
securities of any oneissuer. Securities for purposes of these rules are defined by reference to
the Investment Company Act of 1940.*®

Special rules for Taxable REIT subsidiaries

Under an exception to the general rule limiting REIT securities ownership of other
entities, a REIT can own stock of ataxable REIT subsidiary (“TRS"), generally, a corporation
other than a REIT*™ with which the REIT makes ajoint election to be subject to special rules. A
TRS can engage in active business operations that would produce income that would not be
qualified income for purposes of the 95-percent or 75-percent income tests for a REIT, and that
income is not attributed to the REIT. Transactions between a TRS and a REIT are subject to a
number of specified rules that are intended to prevent the TRS (taxable as a separate corporate
entity) from shifting taxable income from its activities to the pass through entity REIT or from
absorbing more than its share of expenses. Under one rule, a 100-percent excise tax isimposed

¥ See, eg., PLR 200052021, PLR 199945055, PLR 19927021, PLR 8838016. A private
letter ruling may be relied upon only by the taxpayer to which the ruling is issued. However,
such rulings provide an indication of administrative practice.

1% Certain securities that are within a safe-harbor definition of “straight debt” are not
taken into account for purposes of the limitation to no more than 10 percent of the value of an
issuer’s outstanding securities.

101 Certain corporations are not eligible to be a TRS, such as a corporation which directly
or indirectly operates or manages alodging facility or a health care facility or directly or
indirectly provides to any other person rights to a brand name under which any lodging facility
or health care facility is operated. Sec. 856(1)(3).
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on rents, deductions, or interest paid by the TRS to the REIT to the extent such items would
exceed an arm'’ s length amount as determined under section 482.%2

Description of Proposal

The proposal provides a safe-harbor, under which certain salesof REIT timber Property
will not be considered sales of property held for sale in the ordinary course of business.

% Under

the proposal asale of areal estate asset by a REIT will not be a prohibited transaction if the
following six requirements are met:

(1)

(2)

3

(4)

The asset must have been held for at least four years in the trade or business of
producing timber;

The aggregate expenditures made by the REIT (or a partner of the REIT) during
the four-year period preceding the date of sale that are includible in the basis of
the property (other than timberland acquisition expenditures’®) and that are
directly related to the operation of the property for the production of timber or for
the preservation of the property for use as timberland must not exceed 30 percent
of the net selling price of the property;

The aggregate expenditures made by the REIT (or a partner of the REIT) during
the four-year period preceding the date of sale that are includible in the basis of
the property and that are not directly related to the operation of the property for
the production of timber or the preservation of the property for use as timberland
must not exceed five percent of the net selling price of the property;

The REIT either (a) does not make more than seven sales of property (other than
sales of foreclosure property or salesto which 1033 applies) or (b) the aggregate
adjusted bases (as determined for purposes of computing earnings and profits) of
property sold during the year (other than sales of foreclosure property or salesto
which 1033 applies) does not exceed 10 percent of the aggregate bases (as
determined for purposes of computing earnings and profits) of property of all
assets of the REIT as of the beginning of the year;

482.

102

If the excise tax applies, the item is not also reallocated back to the TRS under section

103 A similar safe harbor exists under present law for certain sales. Sec. 857(b)(6)(C).

194 The timberland acquisition expenditures that are excluded for this purpose are those
expenditures that are related to timberland other than the specific timberland that is being sold
under the safe harbor, but costs of which may be combined with costs of such property in the
same “management block” under Treasury regulations section 1.611-3(d). Any specific
timberland being sold must meet the requirement that it has been held for at least four years by
the REIT in order to qualify for the safe harbor.
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(5) Substantially all of the marketing expenditures with respect to the property are
made by persons who are independent contractors (as defined by section
856(d)(3)) with respect to the REIT and from whom the REIT does not derive any
income; and

(6) The sales price on the sale of the property cannot be based in whole or in part on
income or profits of any person, including income or profits derived from the sale
of such properties.

Capital expenditures counted towards the 30-percent limit are those expenditures that are
includible in the basis of the property (other than timberland acquisition expenditures), and that
are directly related to operation of the property for the production of timber, or for the
preservation of the property for use astimberland. These capital expenditures are those incurred
directly in the operation of raising timber (i.e., silviculture), as opposed to capital expenditures
incurred in the ownership of undeveloped land. In general, these capital expendituresincurred
directly in the operation of raising timber include capital expendituresincurred by the REIT to
create an established stand of growing trees. A stand of treesis considered established when a
target stand exhibits the expected growing rate and is free of non-target competition (e.g.,
hardwoods, grasses, brush, etc.) that may significantly inhibit or threaten the target stand
survival. The costs commonly incurred during stand establishment are: (1) Site preparation
including manual or mechanical scarification, manual or mechanical cutting, disking, bedding,
shearing, raking, piling, broadcast and windrow/pile burning (including slash disposal costs as
required for stand establishment); (2) site regeneration including manual or mechanical
hardwood coppice; (3) chemical application via aerial or ground to eliminate or reduce
vegetation; (4) nursery operating costs including personnel salaries and benefits, facilities costs,
cone collection and seed extraction, and other costs directly attributable to the nursery operations
(to the extent such costs are alocable to seedlings used by the REIT); (5) seedlings including
storage, transportation and handling equipment; (6) direct planting of seedlings; and (7) initial
stand fertilization, up through stand establishment. Other examples of capital expenditures
incurred directly in the operation of raising timber include construction cost of road to be used
for managing the timber land (including for removal of logs or fire protection), environmental
costs (i.e., habitat conservation plans), and any other post stand establishment capital costs(e.g.,
"mid-term fertilization costs).”

Capital expenditures counted towards the five-percent limit are those capital expenditures
incurred in the ownership of undeveloped land that are not incurred in the direct operation of
raising timber (i.e., silviculture). This category of capital expendituresincludes: (1) expenditures
to separate the REIT's holdings of land into separate parcels; (2) costs of granting leases or
easements to cable, cellular or similar companies; (3) costs in determining the presence or
quality of mineralslocated on the land; (4) costs incurred to defend changesin law that would
limit future use of the land by the REIT or a purchaser from the REIT; (5) costs incurred to
determine alternative uses of the land (e.g., recreational use); and (6) development costs of the
property incurred by the REIT (e.g., engineering, surveying, legal, permit, consulting, road
construction, utilities, and other development costs for use other than to grow timber).

Costs that are not includible in the basis of the property are not counted towards either the
30-percent or five-percent requirements.
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Effective Date

The proposa would be effective for taxable years beginning after the date of enactment.
Prior Action

Same as the Senate amendment.
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9. Expensing of refor estation expenditures
Present L aw

Section 194 provides for an 84-month amortization period for up to $10,000 of qualified
reforestation expenditures.Section 48(b) provides a 10-percent credit on up to $10,000 of
gualified amortizable basisin timber property. The amount amortized under section 194 is
reduced by one half of the amount of credit claimed under section 48(b).

Description of Proposal

The proposal permits up to $10,000 of qualified reforestation expenditures to be deducted
in the year paid or incurred (i.e., expensed). The proposal a so repeals the reforestation tax
credit.

Effective Date

The provision is effective for expenditures paid or incurred after the date of enactment.
Prior Action

Same as the Senate amendment.
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C. Other Incentives

1. Net income from publicly traded partnershipstreated as qualifying income of regulated
investment company

Present L aw

Treatment of RICs

A regulated investment company (“RIC”) generally istreated as a conduit for Federal
income tax purposes. In computing its taxable income, a RIC deducts dividends paid to its
shareholders to achieve conduit treatment (sec. 852(b)). In order to qualify for conduit
treatment, a RIC must be a domestic corporation that, at all times during the taxable year, is
registered under the Investment Company Act of 1940 as a management company or as a unit
investment trust, or has elected to be treated as a business development company under that Act
(sec. 851(a)). In addition, the corporation must elect RIC status, and must satisfy certain other
requirements (sec. 851(b)).

One of the RIC qualification requirements isthat at least 90 percent of the RIC's gross
income is derived from dividends, interest, payments with respect to securities loans, and gains
from the sale or other disposition of stock or securities or foreign currencies, or other income
(including but not limited to gains from options, futures, or forward contracts) derived with
respect to its business of investing in such stock, securities, or currencies (sec. 851(b)(2)).
Income derived from a partnership is treated as meeting this requirement only to the extent such
income is attributabl e to items of income of the partnership that would meet the requirement if
realized by the RIC in the same manner as realized by the partnership (the “look-through” rule
for partnership income) (sec. 851(b)). Under present law, no distinction is made under thisrule
between a publicly traded partnership and any other partnership.

The RIC gqualification rules include limitations on the ownership of assets and on the
composition of the RIC's assets (sec. 851(b)(3)). Under the ownership limitation, at least 50
percent of the value of the RIC's total assets must be represented by cash, government securities
and securities of other RICs, and other securities; however, in the case of such other securities,
the RIC may invest no more than five percent of the value of the total assets of the RIC in the
securities of any one issuer, and may hold no more than 10 percent of the outstanding voting
securities of any oneissuer. Under the limitation on the composition of the RIC's assets, no
more than 25 percent of the value of the RIC's total assets may be invested in the securities of
any one issuer (other than Government securities), or in securities of two or more controlled
issuers in the same or similar trades or businesses. These limitations generally are applied at the
end of each quarter (sec. 851(d)).

Treatment of publicly traded partner ships

Present law provides that a publicly traded partnership means a partnership, interestsin
which are traded on an established securities market, or are readily tradable on a secondary
market (or the substantial equivalent thereof). In general, apublicly traded partnership is treated
as acorporation (sec. 7704(a)), but an exception to corporate treatment is provided if 90 percent
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or more of its grossincomeisinterest, dividends, real property rents, or certain other types of
qualifying income (sec. 7704(c) and (d)).

A special rulefor publicly traded partnerships applies under the passive lossrules. The
passive loss rules limit deductions and credits from passive trade or business activities (sec. 469).
Deductions attributable to passive activities, to the extent they exceed income from passive
activities, generally may not be deducted against other income. Deductions and credits that are
suspended under these rules are carried forward and treated as deductions and credits from
passive activities in the next year. The suspended losses from a passive activity are allowed in
full when ataxpayer disposes of his entire interest in the passive activity to an unrelated person.
The special rule for publicly traded partnerships provides that the passive loss rules are applied
separately with respect to items attributable to each publicly traded partnership (sec. 469(k)).
Thus, income or loss from the publicly traded partnership is treated as separate from income or
loss from other passive activities.

Description of Proposal

The proposal modifies the 90-percent test with respect to income of aRIC to include
income derived from an interest in a publicly traded partnership. The proposa aso modifies the
look-through rule for partnership income of aRIC so that it applies only to income from a
partnership other than a publicly traded partnership.

The proposal provides that the limitation on ownership and the limitation on composition
of assets that apply to other investments of a RIC also apply to RIC investmentsin publicly
traded partnership interests.

The proposal provides that the special rule for publicly traded partnerships under the
passive |oss rules (requiring separate treatment) appliesto a RIC holding an interest in a publicly
traded partnership, with respect to items attributable to the interest in the publicly traded
partnership.

Effective Date

The proposal is effective for taxable years beginning after the date of enactment.
Prior Action
Same as House bill and Senate amendment.
2. Simplification of excisetax imposed on bows and arrows
Present L aw

The Code imposes an excise tax of 11 percent on the sale by a manufacturer, producer or
importer of any bow with a draw weight of 10 pounds or more.*® An excise tax of 12.4 percent

105 Sec. 4161(b)(1)(A).
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isimposed on the sale by a manufacturer or importer of any shaft, point, nock, or vane designed
for use as part of an arrow which after its assembly (12 isover 18 incheslong, or (2) isdesigned
for use with a taxable bow (if shorter than 18 inches)."® No tax isimposed on finished arrows.
An 11-percent excise tax also is imposed on any part of an accessory for taxable bows and on
quivers for use with arrows (1) over 18 incheslong or (2) designed for use with ataxable bow (if
shorter than 18 inches).*”’

Description of Proposal

The proposal increases the draw weight for a taxable bow from 10 pounds or more to a
peak draw weight of 30 pounds or more.’® The proposal aso imposes an excise tax of 12
percent on arrows generally. An arrow for this purpose is defined as a taxable arrow shaft to
which additional components are attached. The present law 12.4-percent excise tax on certain
arrow components is unchanged by the bill. In the case of any arrow comprised of a shaft or
any other component upon which tax has been imposed, the amount of the arrow tax is equal to
the excess of (1) the arrow tax that would have been imposed but for this exception, over (2) the
amount of tax paid with respect to such components.® Finally, the proposal subjects certain
broadheads (a type of arrow point) to an excise tax equal to 11 percent of the sales price instead
of 12.4 percent.

Effective Date

The proposal is effective for articles sold by the manufacturer, producer, or importer 30
days after the date of enactment.

Prior Action

Same as House bill and Senate amendment with Senate effective date.

106 sec. 4161(b)(2).
197 Sec. 4161(b)(1)(B).

1% Draw weight is the maximum force required to bring the bowstring to a full-draw
position not less than 26 1/4-inches, measured from the pressure point of the hand grip to the
nocking position on the bowstring.

109 A credit or refund may be obtained when an item was taxed and it is used in the
manufacture or production of another taxable item. Sec. 6416(b)(3). Asarrow components and
finished arrows are both taxable, in lieu of arefund of the tax paid on components, the proposal
suspends the application of sec. 6416(b)(3) and permits the taxpayer to reduce the tax due on the
finished arrow by the amount of the previous tax paid on the components used in the
manufacture of such arrow.
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3. Reducerate of excisetax on fishing tackle boxesto three percent
Present L aw

A 10-percent manufacturer’s excise tax isimposed on specified sport fishing equipment.
Examples of taxable equipment include fishing rods and poles, fishing redls, artificial bait,
fishing lures, line and hooks, and fishing tackle boxes. Revenues from the excise tax on sport
fishing equipment are deposited in the Sport Fishing Account of the Aquatic Resources Trust
Fund. Moniesin the fund are spent, subject to an existing permanent appropriation, to support
Federal-State sport fish enhancement and safety programs.

Description of Proposal

The proposal reduces the rate of excise tax imposed on fishing tackle boxes to three
percent.

Effective Date

The proposal is effective for articles sold by the manufacturer, producer, or importer after
December 31, 2004.

Prior Action
Modification of House hill.
4. Repeal of excisetax on sonar devices suitable for finding fish
Present L aw

In general, the Code imposes a 10 percent tax on the sale by the manufacturer, producer,
or importer of specified sport fishing equipment.™'® A three percent rate, however, appliesto the
sale of electric outboard motors and sonar devices suitable for finding fish.''* Further, the tax
imposed on the sale of sonar devices suitable for finding fish islimited to $30. A sonar device
suitable for finding fish does not include any device that is a graph recorder, adigital type, a
meter readout, a combination graph recorder or combination meter readout.**?

Revenues from the excise tax on sport fishing equipment are deposited in the Sport
Fishing Account of the Aquatic Resources Trust Fund. Moniesin the fund are spent, subject to
an existing permanent appropriation, to support Federal-State sport fish enhancement and saf ety
programs.

10 gec. 4161(a)(1).
1 Sec. 4161(3)(2).
12 Sec. 4162(h).
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Description of Proposal

The proposal repeals the excise tax on al sonar devices suitable for finding fish.

Effective Date

The proposal is effective for articles sold by the manufacturer, producer, or importer after
December 31, 2004.

Prior Action
Same as House hill.

5. Charitable contribution deduction for certain expensesin support of Native Alaskan
subsistence whaling

Present L aw

In computing taxable income, individuals who do not elect the standard deduction may
claim itemized deductions, including a deduction (subject to certain limitations) for charitable
contributions or gifts made during the taxable year to a qualified charitable organization or
governmental entity. 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 servicesto an organization,
contributions to which are deductible, may constitute a deductible contribution.**®* 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.

Description of Proposal

The proposal alows individuals to claim a deduction under section 170 not exceeding
$10,000 per taxable year for certain expensesincurred in carrying out sanctioned whaling
activities. The deduction is available only to an individual who is recognized by the Alaska
Eskimo 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) the storage and distribution of the catch from such activities. The proposal
provides that the Secretary shall issue guidance requiring that the taxpayer substantiate whaling
expenses for which a deduction is claimed, including by maintaining appropriate written records

3 Treas. Reg. sec. 1.170A-1(g).
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with respect to the time, place, date, amount, and nature of the expense, as well as the taxpayer’s
eligibility for the deduction, and that (to the extent provided by the Secretary) such substantiation
be provided as part of the taxpayer’ s income tax return.

For purposes of the proposal, the term “ sanctioned whaling activities’ means subsi stence
bowhead whale hunting activities conducted pursuant to the management plan of the Alaska
Eskimo Whaling Commission.

Effective Date

The provision is effective for contributions made after December 31, 2004.
Prior Action

M odification of House hill.

6. Extended placed in service date for bonus depreciation for certain aircraft (excluding
aircraft used in thetransportation industry)

Present L aw
In general

A taxpayer is alowed to recover, through annual depreciation deductions, the cost of
certain property used in atrade or business or for the production of income. The amount of the
depreciation deduction allowed with respect to tangible property for ataxable year is determined
under the modified accelerated cost recovery system (“MACRS’). Under MACRS, different
types of property generally are assigned applicable recovery periods and depreciation methods.
The recovery periods applicable to most tangible personal property range from 3 to 25 years. The
depreciation methods generally applicable to tangible personal property are the 200-percent and
150-percent declining balance methods, switching to the straight-line method for the taxable year
in which the depreciation deduction would be maximized.

Thirty-per cent additional first year depreciation deduction

JCWAA alows an additional first-year depreciation deduction equal to 30 percent of the
adjusted basis of qualified property.™*  The amount of the additional first-year depreciation
deduction is not affected by a short taxable year. The additional first-year depreciation
deduction is allowed for both regular tax and alternative minimum tax purposes for the taxable
year in which the property is placed in service.™ The basis of the property and the depreciation

14 The additional first-year depreciation deduction is subject to the general rules
regarding whether an item is deductible under section 162 or subject to capitalization under
section 263 or section 263A.

> However, the additional first-year depreciation deduction is not allowed for purposes
of computing earnings and profits.
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allowances in the year of purchase and later years are appropriately adjusted to reflect the
additional first-year depreciation deduction. In addition, there are generally no adjustments to
the allowable amount of depreciation for purposes of computing ataxpayer’s aternative
minimum taxable income with respect to property to which the provision applies. A taxpayer is
allowed to elect out of the additional first-year depreciation for any class of property for any
taxable year.'*°

In order for property to qualify for the additional first-year depreciation deduction, it
must meet al of the following requirements. First, the property must be (1) property to which
MACRS applies with an applicable recovery period of 20 years or less, (2) water utility property
(as defined in section 168(e)(5)), (3) computer software other than computer software covered by
section 197, or (4) qualified leasehold improvement property (as defined in section 168(k)(3)). *
Second, the original use™® of the property must commence with the taxpayer on or after
September 11, 2001. Third, the taxpayer must acquire the property within the applicable time
period. Finally, the property must be placed in service before January 1, 2005.

An extension of the placed-in-service date of one year (i.e., January 1, 2006) is provided
for certain property with arecovery period of ten years or longer and certain transportation
property.™*° Transportation property is defined as tangible personal property used in the trade or
business of transporting persons or property.

The applicable time period for acquired property is (1) after September 10, 2001 and
before January 1, 2005, but only if no binding written contract for the acquisition isin effect
before September 11, 2001, or (2) pursuant to a binding written contract which was entered into
after September 10, 2001, and before January 1, 2005.*%° For property eligible for the extended

116 A taxpayer may elect out of the 50-percent additional first-year depreciation
(discussed below) for any class of property and still be eligible for the 30-percent additional first-
year depreciation.

17 A special rule precludes the additional first-year depreciation deduction for any
property that is required to be depreciated under the aternative depreciation system of MACRS.

8 The term “original use” means the first use to which the property is put, whether or
not such use corresponds to the use of such property by the taxpayer.

If, in the normal course of its business, ataxpayer sells fractional interestsin property to
unrelated third parties, then the original use of such property begins with the first user of each
fractional interest (i.e., each fractional owner is considered the original user of its proportionate
share of the property).

19 1 order for property to qualify for the extended placed-in-service date, the property
must be subject to section 263A by reason of having a production period exceeding two years or
an estimated production period exceeding one year and a cost exceeding $1 million.

120 Property does not fail to qualify for the additional first-year depreciation merely
because a binding written contract to acquire a component of the property isin effect prior to
September 11, 2001.
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placed-in-service date, a special rule limits the amount of costs eligible for the additional first
year depreciation. With respect to such property, only the portion of the basis that is properly
attributable to the costs incurred before January 1, 2005 (* progress expenditures’) is eligible for
the additional first-year depreciation.’*

Fifty-per cent additional first year depreciation

JGTRRA provides an additional first-year depreciation deduction equal to 50 percent of
the adjusted basis of qualified property. Qualified property is defined in the same manner as for
purposes of the 30-percent additional first-year depreciation deduction provided by the JICWAA
except that the applicable time period for acquisition (or self construction) of the property is
modified. Property eligible for the 50-percent additional first-year depreciation deduction is not
eligible for the 30-percent additional first-year depreciation deduction.

In order to qualify, the property must be acquired after May 5, 2003 and before January
1, 2005, and no binding written contract for the acquisition can be in effect before May 6,
2003.12% With respect to property that is manufactured, constructed, or produced by the taxpayer
for use by the taxpayer, the taxpayer must begin the manufacture, construction, or production of
the property after May 5, 2003. For property eligible for the extended placed-in-service date
(i.e., certain property with arecovery period of ten years or longer and certain transportation
property), aspecia rule limits the amount of costs eligible for the additional first-year
depreciation. With respect to such property, only progress expenditures properly attributable to
the costs incurred before January 1, 2005 are eligible for the additional first-year depreciation.'®

Description of Proposal

Due to the extended production period, the proposal provides criteria under which certain
non-commercial aircraft can qualify for the extended placed-in-service date. Qualifying aircraft
would be eligible for the additional first-year depreciation deduction if placed in service before
January 1, 2006. In order to qualify, the aircraft must:

(a) be acquired by the taxpayer during the applicable time period as under present law;

121 For purposes of determining the amount of eligible progress expenditures, it is
intended that rules similar to sec. 46(d)(3) as in effect prior to the Tax Reform Act of 1986 shall

apply.

122 Property does not fail to qualify for the additional first-year depreciation merely
because a binding written contract to acquire a component of the property isin effect prior to
May 6, 2003. However, no 50-percent additional first-year depreciation is permitted on any such
component. No inference isintended as to the proper treatment of components placed in service
under the 30-percent additional first-year depreciation provided by the JCWAA.

123 For purposes of determining the amount of eligible progress expenditures, it is
intended that rulessimilar to sec. 46(d)(3) asin effect prior to the Tax Reform Act of 1986 shall

apply.
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(b) meet the appropriate placed-in-service date requirements,

(c) not be tangible personal property used in the trade or business of transporting persons
or property (except for agricultural or firefighting purposes);

(d) be purchased™* by a purchaser who, at the time of the contract for purchase, has made
a nonrefundable deposit of the lesser of ten percent of the cost or $100,000; and

(e) have an estimated production period exceeding four months and a cost exceeding
$200,000.

Effective Date

The proposal is effective asif included in the amendments made by section 101 of
JCWAA, which applies to property placed in service after September 10, 2001. However,
because the property described by the provision qualifies for the additional first-year
depreciation deduction under present law if placed in service prior to January 1, 2005, the
provision will modify the treatment only of property placed in service during calendar year 2005.

Prior Action

Same as House bill and Senate amendment, with House effective date.

7. Special placed in servicerulefor bonus depreciation for certain property subject to
syndication

Present L aw

Section 101 of JCWAA provides generally for 30-percent additional first-year
depreciation, and provides a binding contract rule in determining property that qualifiesfor it.
The requirements that must be satisfied in order for property to qualify include that (1) the
original use of the property must commence with the taxpayer on or after September 11, 2001,
(2) the taxpayer must acquire the property after September 10, 2001 and before September 11,
2004, and (3) no binding written contract for the acquisition of the property isin effect before
September 11, 2001 (or, in the case of self-constructed property, manufacture, construction, or
production of the property does not begin before September 11, 2001). In addition, JCWAA
provides a special rulein the case of certain leased property. Inthe case of any property that is
originaly placed in service by aperson and that is sold to the taxpayer and |eased back to such
person by the taxpayer within three months after the date that the property was placed in service,
the property istreated as originally placed in service by the taxpayer not earlier than the date that
the property is used under the leaseback. JCWAA did not specifically address the syndication of
alease by the lessor.

124 For this purpose, the Committee intends that the term “purchase” be interpreted asit
is defined in sec. 179(d)(2).
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The Working Families Tax Relief Act of 2004 (“H.R. 1308") included atechnical
correction regarding the syndication of alease by the lessor. The technical correction provides
that if property isoriginally placed in service by alessor (including by operation of the special
rule for self-constructed property), such property is sold within three months after he date that
the property was placed in service, and the user of such property does not change, then the
property is treated as originally placed in service by the tax payer not earlier than the date of such
sale.

JGTRRA provides an additional first-year depreciation deduction equal to 50 percent of
the adjusted basis of qualified property. Qualified property is defined in the same manner as for
purposes of the 30-percent additional first-year depreciation deduction provided by the JCWAA
except that the applicable time period for acquisition (or self construction) of the property is
modified. Property with respect to which the 50-percent additional first-year depreciation
deduction is claimed is not also eligible for the 30-percent additional first-year depreciation
deduction. In order to qualify, the property must be acquired after May 5, 2003 and before
January 1, 2005, and no binding written contract for the acquisition can be in effect before May
6, 2003. With respect to property that is manufactured, constructed, or produced by the taxpayer
for use by the taxpayer, the taxpayer must begin the manufacture, construction, or production of
the property after May 5, 2003.

Description of Proposal

The proposal would provide a specia rule in the case of multiple units of property subject
to the same lease. In such cases, property will qualify as placed in service on the date of saleif it
is sold within three months after the final unit is placed in service, so long as the period between
the time the first and last units are placed in service does not exceed 12 months.

Effective Date

The proposa would be effective for property sold after June 4, 2004.
Prior Action

Modification of House bill and Senate amendment due to the enactment of H.R. 1308.
Other than the duplicative clauses that were removed due to enactment of H.R. 1308, the
proposal isthe same as the House bill and the Senate amendment, with the House effective date.

8. Expensing of capital costsincurred for production in complying with environmental
protection agency sulfur regulationsfor small refiners

Present L aw

Taxpayers generally may recover the costs of investmentsin refinery property through
annual depreciation deductions.
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Description of Proposal

The proposal permits small business refiners to claim an immediate deduction (i.e.,
expensing) for up to 75 percent of the costs paid or incurred for the purpose of complying with
the Highway Diesel Fuel Sulfur Control Requirements of the Environmental Protection Agency
(“EPA”). Qualifying expenditures are those expenditures paid or incurred with respect to a
facility beginning January 1, 2003, and ending the earlier of the date that is one year after the
date on which the taxpayer must comply with applicable EPA regulation or December 31, 2009.

For these purposes a small business refiner is ataxpayer who is within the business of
refining petroleum products employs not more than 1,500 employees directly in refining and has
less than 205,000 barrels per day (average) of total refinery capacity. In any case in which
refinery through-put or retained production of the refinery differs substantialy from its average
daily output of refined product, capacity is measured by reference to the average daily output of
refined product. The deduction is reduced, pro rata, for taxpayers with capacity in excess of
155,000 barrels per day.

Effective Date

The provision is effective for expenses paid or incurred after December 31, 2002.
Prior Action
Same as Senate amendment.

9. Credit for small refinersfor production of diesdl fuel in compliance with environmental
protection agency sulfur regulationsfor small refiners

Present Law
Present law does not provide a credit for the production of low-sulfur diesel fuel.

Description of Proposal

The proposal provides that a small business refiner may claim credit equal to five cents
per gallon for each gallon of low sulfur diesel fuel produced during the taxable year that isin
compliance with the Highway Diesel Fuel Sulfur Control Requirements of the Environmental
Protection Agency (“EPA”). Thetotal production credit claimed by the taxpayer is limited to 25
percent of the capital costsincurred to come into compliance with the EPA diesel fuel
requirements. The taxpayer’s basisin such property is reduced by the amount of production
credit claimed. Inthe case of a qualifying small business refiner that is owned by a cooperative,
the cooperative is allowed to elect to pass any production credits to patrons of the organization.

For these purposes a small business refiner is a taxpayer who is within the business of
refining petroleum products employs not more than 1,500 employees directly in refining and has
less than 205,000 barrels per day (average) of total refinery capacity. In any case in which
refinery through-put or retained production of the refinery differs substantially from its average
daily output of refined product, capacity is measured by reference to the average daily output of
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refined product. The amount of credit ataxpayer may claim is reduced, pro rata, for taxpayers
with capacity in excess of 155,000 barrels per day.

Qualifying expenditures are those expenditures paid or incurred with respect to afacility
beginning January 1, 2003, and ending the earlier of the date that is one year after the date on
which the taxpayer must comply with applicable EPA regulation or December 31, 2009.

Effective Date

The provision is effective for expenses paid or incurred after December 31, 2002.

Prior Action

Same as Senate amendment
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TITLEIV -TAX REFORM AND SIMPLIFICATION
FOR UNITED STATESBUSINESSES

A. Interest Expense Allocation Rules
Present L aw
In general

In order to compute the foreign tax credit limitation, a taxpayer must determine the
amount of its taxable income from foreign sources. Thus, the taxpayer must allocate and
apportion deductions between items of U.S.-source gross income, on the one hand, and items of
foreign-source gross income, on the other.

In the case of interest expense, the rules generally are based on the approach that money
isfungible and that interest expense is properly attributable to al business activities and property
of ataxpayer, regardless of any specific purpose for incurring an obligation on which interest is
paid.’*® For interest allocation purposes, the Code provides that all members of an affiliated
group of corporations generally are treated as a single corporation (the so-called “ one-taxpayer
rule”) and 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 eligible to file consolidated returns. However, some
groups of corporations are eligible to file consolidated returns yet are not treated as affiliated for
interest alocation purposes, and other groups of corporations 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 taxable income of another, related corporation even if the two
corporations do not elect to file, or are ineligible to file, consolidated returns.

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 acommon parent corporation
which isan includible corporation, but only if: (1) the common parent owns directly stock
possessing at least 80 percent of the total voting power and at least 80 percent of the total value
of at least one other includible corporation; and (2) stock meeting the same voting power and
value standards with respect to each includible corporation (excluding the common parent) is
directly owned by one or more other includible corporations.

125 However, exceptions to the fungibility principle are provided in particular cases,
some of which are described below.
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Generally, the term “includible corporation” means any domestic corporation except
certain corporations exempt from tax under section 501 (for example, corporations organized and
operated exclusively 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
corporation generally is not an includible corporation.

Definition of affiliated group -- special interest allocation rules

Subject to exceptions, the consolidated return and interest allocation definitions of
affiliation generally are consistent with each other.*® For example, both definitions generally
exclude all foreign corporations from the affiliated group. Thus, while debt generaly is
considered fungible among the assets of a group of domestic affiliated corporations, the same
rules do not apply as between the domestic and foreign members of a group with the same
degree of common control as the domestic affiliated group.

Banks, savings institutions, and other financial affiliates

The affiliated group for interest allocation purposes generally excludes what are referred
to in the Treasury regulations as “financial corporations’ (Treas. Reg. sec. 1.861-11T(d)(4)).
These include any corporation, otherwise a member of the affiliated group for consolidation
purposes, that is afinancial 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 Federal law to be operated separately from any other entity which isnot a
financial ingtitution (sec. 864(€)(5)(C)). The category of financial corporations also includes, to
the extent provided in regulations, bank holding companies (including financia holding
companies), subsidiaries of banks and bank holding companies (including financial 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 non-financial members of that group.
Instead, all such financial corporations that would be so affiliated are treated as a separate single
corporation for interest allocation purposes.

Description of Proposal

In general

The provision modifies the present-law interest expense allocation rules (which generaly
apply for purposes of computing the foreign tax credit limitation) 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 is determined by allocating and apportioning interest
expense of the domestic members of aworldwide affiliated group on a worldwide-group basis

126 One such exception is that the affiliated group for interest allocation purposes
includes section 936 corporations that are excluded from the consolidated group.
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(i.e, asif al members of the worldwide group were a single corporation). If agroup makesthis
election, the taxable income of the domestic members of aworldwide affiliated group from
sources outside the United States is determined by allocating and apportioning the third-party
interest expense of those domestic members to foreign-source income in an amount equal to the
excess (if any) of (1) the worldwide affiliated group’ s worldwide third-party interest expense
multiplied by the ratio which the foreign assets of the worldwide affiliated group bears to the
total assets of the worldwide affiliated group,™®’ over (2) the third-party interest expense incurred
by foreign members of the group to the extent such interest would be allocated to foreign sources
if the provision’s principles were applied separately to the foreign members of the group.*?®

For purposes of the new elective rules based on worldwide fungibility, the worldwide
affiliated group means all corporationsin an affiliated group (as that term is defined under
present law for interest allocation purposes) ™ aswell as al controlled foreign corporations that,
in the aggregate, either directly or indirectly,**® would be members of such an affiliated group if
section 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). Thus, if an affiliated group makes this election, the taxable income from sources outsde
the United States of domestic group members generally is determined by allocating and
apportioning interest expense of the domestic members of the worldwide affiliated group asif all
of the interest expense and assets of 80-percent or greater owned domestic corporations (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 certain controlled foreign corporations were
attributable to a single corporation.

127 For purposes of determining the assets of the worldwide affiliated group, neither
stock in corporations within the group nor indebtedness (including receivables) between
members of the group is taken into account. It is anticipated that the Treasury Secretary will
adopt regulations addressing the allocation and apportionment of interest expense on such
indebtedness that follow principles analogous to those of existing regulations. Income from
holding stock or indebtedness of another group member is taken into account for all purposes
under the present-law rules of the Code, including the foreign tax credit provisions.

128 Although the interest expense of aforeign 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 subsidiary is not deductible on a U.S. return.

129 The provision expands the definition of an affiliated group for interest expense
allocation purposes 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)).

130 |ndirect ownership is determined under the rules of section 958(a)(2) or through
applying rules similar to those of section 958(a)(2) to stock owned directly or indirectly by
domestic partnerships, trusts, or estates.



In addition, if an affiliated group elects to apply the new elective rules based on
worldwide fungibility, the present-law rules regarding the treatment of tax-exempt assets and the
basis of stock in nonaffiliated ten-percent owned corporations apply on aworldwide affiliated
group basis.

The common parent of the domestic affiliated group must make the worldwide affiliated
group election. It must be made for the first taxable year beginning after December 31, 2008, in
which aworldwide affiliated group exists that includes at least one foreign corporation that
meets the requirements for inclusion in aworldwide affiliated group. Once made, the election
applies to the common parent and all other members of the worldwide affiliated group for the
taxable year for which the election was made and all subsequent taxable years, unless revoked
with the consent of the Secretary of the Treasury.

Financial institution group election

The provision allows taxpayers to apply the present-law bank group rules to exclude
certain financial institutions from the affiliated group for interest allocation purposes under the
worldwide fungibility approach. The provision also provides a one-time “financial institution
group” election that expands the present-law bank group. Under the provision, at the election of
the common parent of the pre-election worldwide affiliated group, the interest expense allocation
rules are applied separately to a subgroup of the worldwide affiliated group that consists of (1)
all corporations that are part of the present-law bank group, and (2) al “financial corporations.”
For this purpose, a corporation isafinancial corporation if at least 80 percent of its grossincome
is financial servicesincome (as described in section 904(d)(2)(C)(i) and the regulations
thereunder) that is derived from transactions with unrelated persons.*** For these purposes, items
of income or gain from atransaction or series of transactions are disregarded if a principal
purpose for the transaction or transactionsis to qualify any corporation as a financial
corporation.

The common parent of the pre-election worldwide affiliated group must make the
election for the first taxable year beginning after December 31, 2008, in which aworldwide
affiliated group includes a financial corporation. Once made, the election applies to the financia
institution group for the taxable year and all subsequent taxable years. In addition, the provision
provides anti-abuse rules under which certain transfers from one member of afinancial
ingtitution group to a member of the worldwide affiliated group outside of the financial
institution group are treated as reducing the amount of indebtedness of the separate financial
institution group. The provision provides regulatory authority with respect to the election to
provide for the direct allocation of interest expense in circumstances in which such alocation is
appropriate to carry out the purposes of the provision, prevent assets or interest expense from
being taken into account more than once, or address changes in members of any group (through
acquisitions or otherwise) treated as affiliated under this provision.

131 See Tress. Reg. sec. 1.904-4(6)(2).
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Effective Date

The provision is effective for taxable years beginning after December 31, 2008.
Prior Action

Same as House hill and Senate amendment.
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B. Recharacterize Overall Domestic L oss
Present L aw

The United States provides a credit for foreign income taxes paid or accrued. The
foreign tax credit generally islimited to the U.S. tax liability on ataxpayer’s foreign-source
income, in order to ensure that the credit serves the purpose of mitigating double taxation of
foreign-source income without offsetting the U.S. tax on U.S.-sourceincome. This overall
limitation is calculated by prorating a taxpayer's pre-credit U.S. tax on its worldwide income
between its U.S.-source and foreign-source taxable income. The ratio (not exceeding 100
percent) of the taxpayer's foreign-source taxable income to worldwide taxable incomeis
multiplied by its pre-credit U.S. tax to establish the amount of U.S. tax allocable to the taxpayer's
foreign-source income and, thus, the upper limit on the foreign tax credit for the year.

In addition, this limitation is calculated separately for various categories of income,
generally referred to as “ separate limitation categories.” The total amount of the foreign tax
credit used to offset the U.S. tax on income in each separate limitation category may not exceed
the proportion of the taxpayer's U.S. tax which the taxpayer's foreign-source taxable income in
that category bears to its worldwide taxable income.

If ataxpayer's losses from foreign sources exceed its foreign-source income, the excess
(“overdl foreign loss,” or “OFL") may offset U.S.-source income. Such an offset reduces the
effective rate of U.S. tax on U.S.-source income.

In order to eliminate a double benefit (that is, the reduction of U.S. tax previously noted
and, later, full allowance of aforeign tax credit with respect to foreign-source income), present
law includes an OFL recapture rule. Under thisrule, a portion of foreign-source taxable income
earned after an OFL year is recharacterized as U.S.-source taxable income for foreign tax credit
purposes (and for purposes of the possessions tax credit). Unless ataxpayer el ects a higher
percentage, however, generally no more than 50 percent of the foreign-source taxable income
earned in any particular taxable year is recharacterized as U.S.-source taxable income. The
effect of the recapture isto reduce the foreign tax credit limitation in one or more years
following an OFL year and, therefore, the amount of U.S. tax that can be offset by foreign tax
creditsin the later year or years.

Losses for any taxable year in separate foreign limitation categories (to the extent that
they do not exceed foreign income for the year) are apportioned on a proportionate basis among
(and operate to reduce) the foreign income categories in which the entity earnsincome in the loss
year. A separate limitation loss recharacterization rule applies to foreign losses apportioned to
foreign income pursuant to the above rule. If a separate limitation loss was apportioned to
income subject to another separate limitation category and the loss category has income for a
subsequent taxable year, then that income (to the extent that it does not exceed the aggregate
separate limitation losses in the loss category not previously recharacterized) must be
recharacterized asincome in the separate limitation category that was previously offset by the
loss. Such recharacterization must be made in proportion to the prior loss apportionment not
previously taken into account.
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A U.S.-source loss reduces pre-credit U.S. tax on worldwide income to an amount less
than the hypothetical tax that would apply to the taxpayer's foreign-source income if viewed in
isolation. The existence of foreign-source taxable incomein the year of the U.S.-source loss
reduces or eliminates any net operating loss carryover that the U.S.-source loss would otherwise
have generated absent the foreign income. In addition, as the pre-credit U.S. tax on worldwide
income is reduced, so isthe foreign tax credit limitation. Moreover, any U.S.-source loss for any
taxable year is apportioned among (and operates to reduce) foreign income in the separate
limitation categories on a proportionate basis. Asaresult, some foreign tax credits in the year of
the U.S.-source loss must be credited, if at all, in acarryover year. Tax on U.S.-source taxable
income in a subsequent year may be offset by a net operating loss carryforward, but not by a
foreign tax credit carryforward. Thereis currently no mechanism for recharacterizing such
subsequent U.S.-source income as foreign-source income.

For example, suppose ataxpayer generates a $100 U.S.-source loss and earns $100 of
foreign-source income in Year 1, and pays $30 of foreign tax on the $100 of foreign-source
income. Because the taxpayer has no net taxable incomein Year 1, no foreign tax credit can be
claimed in Year 1 with respect to the $30 of foreign taxes. |If the taxpayer then earns $100 of
U.S.-source income and $100 of foreign-source incomein Y ear 2, present law does not
recharacterize any portion of the $100 of U.S.-source income as foreign-source income to reflect
the fact that the previous year’ s $100 U.S.-source loss reduced the taxpayer’ s ability to claim
foreign tax credits.

Description of Proposal

The provision applies are-sourcing rule to U.S.-source income in cases in which a
taxpayer’ s foreign tax credit limitation has been reduced as aresult of an overall domestic loss.
Under the provision, a portion of the taxpayer's U.S.-source income for each succeeding taxable
year is recharacterized as foreign-source income in an amount equal to the lesser of: (1) the
amount of the unrecharacterized overall domestic losses for years prior to such succeeding
taxable year, and (2) 50 percent of the taxpayer's U.S.-source income for such succeeding taxable
year.

The provision defines an overall domestic loss for this purpose as any domestic loss to
the extent it offsets foreign-source taxable income for the current taxable year or for any
preceding taxable year by reason of aloss carryback. For this purpose, a domestic loss means
the amount by which the U.S.-source gross income for the taxable year is exceeded by the sum
of the deductions properly apportioned or allocated thereto, determined without regard to any
loss carried back from a subsequent taxable year. Under the provision, an overall domestic loss
does not include any loss for any taxable year unless the taxpayer elected the use of the foreign
tax credit for such taxable year.

Any U.S.-source income recharacterized under the provision is allocated among and
increases the various foreign tax credit separate limitation categories in the same proportion that
those categories were reduced by the prior overall domestic losses, in a manner similar to the
recharacterization rules for separate limitation losses.
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It is anticipated that situations may arise in which ataxpayer generates an overall
domestic lossin ayear following ayear in which it had an overall foreign loss, or vice versa. In
such acase, it would be necessary for ordering and other coordination rules to be developed for
purposes of computing the foreign tax credit limitation in subsequent taxable years. The
provision grants the Secretary of the Treasury authority to prescribe such regulations as may be
necessary to coordinate the operation of the OFL recapture rules with the operation of the overall
domestic loss recapture rules added by the provision.

Effective Date

The provision appliesto losses incurred in taxable years beginning after December 31,
2006.

Prior Action

Same as House bill and Senate amendment.
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C. Apply Look-Through Rulesfor Dividends from
Noncontrolled Section 902 Cor por ations

Present L aw

U.S. persons may credit foreign taxes against U.S. tax on foreign-source income. In
general, the amount of foreign tax credits that may be claimed in ayear is subject to alimitation
that prevents taxpayers from using foreign tax creditsto offset U.S. tax on U.S.-source income.
Separate limitations are also applied to specific categories of income.

Special foreign tax credit limitations apply in the case of dividends 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”). Dividends paid by
a 10/50 company that is not a passive foreign investment company out of earnings and profits
accumulated in taxable years beginning before January 1, 2003 are subject to a single foreign tax
credit limitation for all 10/50 companies (other than passive foreign investment companies).**
Dividends paid by a 10/50 company that is a passive foreign investment company out of earnings
and profits accumulated in taxable years beginning before January 1, 2003, continue to be
subject to a separate foreign tax credit limitation for each such 10/50 company. Dividends paid
by a 10/50 company out of earnings and profits accumulated in taxable years after December 31,
2002 are treated asincome in aforeign tax credit limitation category in proportion to the ratio of
the 10/50 company’ s earnings and profits attributable to income in such foreign tax credit
limitation category to its total earnings and profits (a “look-through” approach).

For these purposes, distributions are treated as made from the most recently accumul ated
earnings and profits. Regulatory authority is granted to provide rules regarding the treatment of
distributions out of earnings and profits for periods prior to the taxpayer's acquisition of such
stock.

Description of Proposal

The provision generally applies the look-through approach to 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.™® If the Treasury Secretary determines that a taxpayer has inadequately
substantiated that it assigned a dividend from a 10/50 company to the proper foreign tax credit

132 Dividends paid by a 10/50 company in taxable years beginning before January 1,
2003 are subject to a separate foreign tax credit limitation for each 10/50 company.

133 This |ook-through treatment also applies to dividends that a controlled foreign
corporation receives from a 10/50 company and then distributes to a U.S. shareholder.
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limitation category, the dividend is treated as passive category income for foreign tax credit
basketing purposes.***

Effective Date

The provision is effective for taxable years beginning after December 31, 2002. The
provision aso provides transition rules regarding the use of pre-effective-date foreign tax credits
associated with a 10/50-company separate limitation category in post-effective-date years.

L ook-through principles similar to those applicabl