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INTRODUCTION AND SUMMARY

This report, prepared by the staff of the Joint Committee on Taxation (“Joint Committee
staff”), presents various options to improve tax compliance and reform tax expenditures. This
report is prepared at the request of Senate Finance Committee Chairman Charles Grassley and
Ranking Member Max Baucus. A copy of their letter follows this Introduction and Summary.
This report is an independent work-product of the Joint Committee staff and the options included
in it have not received prior approval by Senator Grassley, Senator Baucus, or their staffs.

As requested by Senators Grassley and Baucus, the report describes a number of
proposals that would reduce the size of the tax gap by curtailing tax shelters, closing unintended
loopholes, and addressing other areas of noncompliance in present law. In addition, the report
contains proposals that would reform certain tax expenditures. Each proposal includes a
description of present law, reasons for change, a description of the proposed change and effective
date, and a discussion of the issues raised by the proposal. The proposals are not ranked or
presented in any order other than by subject-matter.

The proposals contained in the report attempt to reduce noncompliance in several
different ways. Some proposals address the problem by requiring new compliance or reporting
initiatives, revising aspects of the law that have proven to be a source of taxpayer
noncompliance, or increasing penalties. Other proposals address the problem by simplifying the
law or making it more fair.

Among the proposals contained in this report are the following. According to the
National Taxpayer Advocate, noncompliance by self-employed persons accounts for the largest
share of the known tax gap.1 Prior proposals to curb such noncompliance through required
withholding by the party making payments to the self-employed person have raised concerns
regarding the burden placed upon the party required to withhold. This report contains a proposal
to require withholding on such payments only by government entities. Because such payments
represent a significant part of the economy, the proposal can be expected to improve compliance
to an important extent without burdening private sector payors. The proposal exempts smaller
government entities from the withholding requirement.

The report contains a proposal targeted specifically at tax shelter activity. In addition to
potentially providing unintended tax relief to the participants of the shelter, such activity enlarges
the tax gap by undermining overall respect for the tax system. Prior proposals to restrain such
activity by codifying the “economic substance” doctrine have been criticized as either removing
too much flexibility from the courts or potentially applying too broadly to many non-tax-shelter
transactions. The proposal contained in this report addresses these concerns by requiring a
higher level of judicial scrutiny only in the case of specific categories of uncommon transactions
which have the characteristics of tax shelters.

! National Taxpayer Advocate, 2003 Annual Report to Congress, Publication 2104 (Rev.
12-2003), at iv.



Valuation issues, whether in the context of charitable contributions, transfer taxes, or
other situations presented by the tax law, are a common source of noncompliance. The report
contains several proposals to resolve valuation controversies in a simpler and more administrable
way.

The report includes proposals to curb the mismatched taxation of income and related
deductions, a common sheltering technique. In addition, there are proposals addressing the
difficult compliance problem raised by mixed-use property, such as property that provides both
business and personal benefits.

The report also contains several proposals that would carry out a restructuring of different
tax expenditure areas. One example is a proposal that would consolidate three tax benefits
relating to education into a single tax credit for education-related expenses. In general, the
proposed restructurings attempt to simplify the law or permit the Congressional purpose to be
achieved in a more fair or efficient manner.

Finally, the report contains a number of smaller proposals designed to improve
compliance, close loopholes, reform or repeal tax expenditures, end specific tax shelters, and
otherwise prevent unintended consequences.

This report contains proposals that touch on virtually every aspect of the tax law.
Nevertheless, the report is not intended to be comprehensive. The Joint Committee staff
explored and rejected many other ideas as being too difficult to administer or needing further
analysis. As requested by Senators Grassley and Baucus, the Joint Committee staff will continue
to investigate and analyze possible proposals to increase compliance and reform tax
expenditures.

A table at the end of the report contains yearly revenue estimates through fiscal year 2014
of each of the proposals described in the report. With the exception of proposed restructurings of
certain tax expenditures and excise taxes, which have been developed to have a revenue neutral
effect, each of the proposals is estimated to raise revenue. If the proposed restructurings are
viewed as achieving efficiency or other gains, their adoption may provide Congress with the
opportunity to revisit the level of benefit provided or tax imposed.

The revenue estimate of each proposal is determined independent of the other proposals,
and is based on the 2004 CBO baseline. In general, due to time constraints, the absence of
statutory language, and in certain cases, the lack of specificity of certain aspects of some
proposals, the estimates should be viewed as general guidance to the Congress regarding the
likely revenue impact of the proposal. Some estimates may change significantly as a result of
new information, greater specificity of the proposal, and a change to the 2005 CBO baseline.
The proposals are generally assumed to be effective upon date of enactment or, in certain cases,
at some point after date of enactment; for purposes of these estimates, it is assumed that the date
of enactment is October 1, 2005 with no transition relief provided. If any legislation is
developed based on one of these proposals, it may be appropriate to revisit the effective date as
well as the availability of transition relief.
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JEFF FORBES, DEMOCRATIC STAFF DIRECTOR

February 26, 2004

Mr. George K. Yin

Chief of Staff

Joint Committee on Taxation
1015 Longworth HOB
Washington, DC 20515

Dear Mr. Yin:

The National Taxpayer Advocate’s 2003 Annual Report to Congress
estimates that, in the year 2001, the amount of tax voluntarily and timely paid by
taxpayers was approximately $311 billion less than the actual tax liability of
taxpayers. The Report attributes the tax gap to underreporting ($249 billion),
underpayment ($32 billion) and nonfiling ($30 billion). The Report indicates that
the tax gap is growing and, as a consequence, law-abiding taxpayers are being
asked to pay more than their fair share of taxes to make up for the resulting
revenue shortfall. In addition, the Federal budget deficit is projected to be $477
billion for fiscal year 2004.

We request that the staff of the Joint Committee on Taxation issue
periodic reports to the Congress containing proposals to reduce the size of the tax
gap. These reports should include proposals to curtail tax shelters, close
unintended loopholes, and address other areas of noncompliarrce in present law.
In addition, we would appreciate receiving recommendations to reform tax
expenditures that the Joint Committee staff believes the Congress should review
from a policy standpoint.

Please provide as much detail as possible with respect to each proposal,
including, to the extent practicable, descriptions of the proposals and estimates of
their revenue effects. We would like the Joint Committee staff to prepare a report
at least once each Congress.

Sincerely yours,
/'Z o @u—u«d——-
Max Baucus Charles E. Grassley

Ranking Member Chairman

cc: Senator Bob Graham



I. TAX PROCEDURE AND ADMINISTRATION

A. Impose Withholding on Certain Payments Made by Government Entities

Present Law

Withholding requirements

The Internal Revenue Code of 1986 (the “Code”) requires employers to withhold income
tax on wages paid to employees, including wages and salaries of employees or elected officials
of Federal, State, and local government units.> Withholding rates vary depending on the amount
of wages paid, the length of the payroll period, and the number of withholding allowances
claimed by the employee.’

Certain nonwage payments also are subject to mandatory or voluntary withholding. For

example:

Employers are required to withhold FICA and Railroad Retlrement taxes from wages
paid to their employees. Withholding rates are generally uniform.*

Payors of pensions are required to withhold from payments made to payees, unless
the payee elects no withholding. Withholding from periodic payments is at variable
rates, parallel to income tax withholding from wages whereas withholding from
nonperiodic payments is at a flat 10-percent rate.

A variety of payments (such as interest and dividends) are subject to backup
withholding if the payee has not provided a valid taxpayer identification number
(TIN). Withholdln% is at a flat rate based on the fourth lowest rate of tax applicable
to single taxpayers.” This rate is 28 percent for 2005.

Certain gambling proceeds are subject to withholding. Withholdin _% is at a flat rate
based on the third lowest rate of tax applicable to single taxpayers.” This rate is 25
percent for 2005.

w

EN

[=)}

<

Sec. 3401(c).

Secs. 3401 and 3402.
Secs. 3121 and 3231.
Sec. 3405.

Sec. 3406.

Sec. 3402(q).



e Voluntary withholding applies to certain Federal payments, such as Social Security
payments. Withholding is at rates specified by Treasury regulations.®

e Voluntary withholding applies to unemgloyment compensation benefits.
Withholding is at a flat 10-percent rate.

e Foreign taxpayers are generally subject to withholding on certain U.S.-source income
which is not effectively connected with the conduct of a U.S. trade or business.
Withholding is at a flat 30-percent rate (14-percent for certain items of income).'°

Many payments made by government entities are not subject to withholding under
present law. For example, no tax is generally withheld from payments made to workers who are
not classified as employees (i.e., independent contractors).

Information reporting

Present law imposes numerous information reporting requirements that enable the
Internal Revenue Service (“IRS”) to verify the correctness of taxpayers’ returns. For example,
every person engaged in a trade or business generally is required to file information returns for
each calendar year for payments of $600 or more made in the course of the payor’s trade or
business.!! Special information reporting requirements exist for employers required to deduct
and withhold tax from employees’ income.'? In addition, any service recipient engaged in a
trade or business and paying for services is required to make a return according to regulations
when the aggregate of payments is $600 or more. 13 Government entities are specifically required
to make an information return, reporting payments to corporations as well as individuals."*
Moreover, the head of every Federal executive agency that enters into certain contracts must file
an information return reporting the contractor’s name, address, TIN, date of contract action,
amount to be paid to the contractor, and any other information required by Forms 8596
(Information Return for Federal Contracts) and 8596A (Quarterly Transmittal of Information
Returns for Federal Contracts)."”

8 Sec. 3402(p)(1).

% Sec. 3402(p)(2).

10 Secs. 1441 and 1442.
1 Sec. 6041(a).

12 Sec. 6051(a).

13 Sec. 6041A.

4 Sec. 6041A(d)(3)(A).
15 Sec. 6050M.



Reasons for Change

The lack of a withholding mechanism on nonwage payments leads to substantial
underpayments of tax each year and has long been identified as contributing to the tax gap.'® For
example, it is estimated that tax compliance for wage earners whose income is subject to
withholding is approximately 99 percent, while compliance for individuals with income not
subject to withholding is significantly less."”

Payments made by the Federal government and State and local governments represent a
significant amount of those annual payments that are not subject to withholding. Imposing
withholding on nonwage payments made by the Federal government and State and local
governments would improve taxpayer compliance, reduce the tax gap, and promote fairness.
Requiring withholding on government payments also addresses concerns regarding the poor
compliance records of Federal contractors. For example, a recent Government Accountability
Office (“GAO”) study of Department of Defense and IRS records showed that over 27,000
Federal contractors owed about $3 billion in unpaid taxes as of September 30, 2002.'8

Description of Proposal

The proposal requires withholding on payments for goods and services'® made by all
branches of the Federal government and its agencies and all units of State and local
governme:nts,20 including counties and parishes. Local governments with less than $100 million
of annual expenditures are excluded from the withholding requirement.

The rate of withholding is three percent on all payments, regardless of whether the
payments are for goods or services.

The proposal imposes information reporting requirements on payments that are subject to
withholding under the proposal but are not subject to information reporting under present law.

16 The tax gap is the amount of tax that is imposed by law for a given tax year but is not
paid voluntarily and timely. The estimated size of the annual net tax gap (i.e., the gross tax gap
reduced by the taxes eventually collected) is about $255 billion. National Taxpayer Advocate,
2004 Annual Report to Congress, Publication 2104 (Rev. 12-2004), at 211.

17 For example, self-employed individuals whose income is subject to neither
withholding nor to information reporting are estimated to report only 36 percent of their income.
National Taxpayer Advocate, 2003 Annual Report to Congress, Publication 2104 (Rev. 12-
2003), at 265.

18 U.S. General Accounting Office, Financial Management: Some DOD Contractors
Abuse the Federal Tax System with Little Consequence, GAO-04-95 (February 2004).

19 Thus, the proposal does not apply, for example, to welfare and other types of public
assistance payments.

20 Multistate agencies also would be covered by the terms of the proposal.



The proposal does not apply to payments of wages or to any other payment with respect
to which mandatory (e.g., U.S.-source income of foreign taxpayers) or voluntary (e.g.,
unemployment benefits) withholding applies under present law.?! The proposal also does not
apply to the following: payments of interest; payments for real property; payments to tax-exempt
entities or foreign governments; intragovernmental payments; and payments made pursuant to a
classified or confidential contract (as defined in section 6050M(e)(3)).

Effective Date

The proposal applies to payments made after the first December 3 1* that is at least six
months after the date of enactment.

Discussion

The withholding of tax on wages has been described as “the cornerstone of our tax
compliance system for employees.”22 Employees who are subject to withholding have little
opportunity to underreport income. Withholding also provides taxpayers with a gradual and
systematic method to pay their taxes. Thus, taxpayers subject to withholding are less likely to
face a large liability at the end of the tax year and have less motivation for underreporting their
income.

In contrast, the absence of withholding on many types of payments has been cited as
contributing to the growing compliance problem.23 Studies have consistently shown that rates of
noncompliance are considerably higher for taxpayers with income not subject to withholding
than for those taxpayers whose income is subject to withholding.** For example, the National
Taxpayer Advocate concluded that the absence of a withholding mechanism on certain nonwage
payments creates several problems, including contributing to the substantial tax gap and

21 The proposal does not exclude payments that are potentially subject to backup
withholding under section 3406. If, however, payments are actually being withheld under
backup withholding, withholding under the proposal does not apply. The purpose of the backup
withholding system is to decrease noncompliance by ensuring taxpayers provide valid taxpayer
identification numbers. Backup withholding only applies when a taxpayer has failed to furnish a
taxpayer identification number and the taxpayer has either a history of underreporting or has
failed to certify that backup withholding is not applicable. Thus, payments potentially subject to
backup withholding, but for which amounts are not actually being withheld, are not of the type
excluded from the proposal.

22 GAO Testimony before the Committee on Small Business, House of Representatives,
Tax Administration, Improving Independent Contractor Compliance with Tax Laws, GAO/T-
GGD-94-194, August 4, 1994.

2 See GAO Report to Congressional Requesters, Tax Administration, Approaches for
Improving Independent Contractor Compliance, GAO/GGD-92-108, July 1992, at 4.

24 GAO Report to the Chairman, Subcommittee on Oversight, Committee on Ways and
Means, House of Representatives, Tax Administration: Tax Compliance of Nonwage Earners,
GAO/GGD-96-165, August 1996, at 12.



“harming compliant taxpayers because they pay their correct tax liability while others do not.”?
This disparate treatment of similarly situated taxpayers undermines respect for the fairness of the
tax system.

Imposing withholding on nonwage payments would increase compliance and facilitate
IRS collection activities by filtering regular tax payments from large numbers of taxpayers
through significantly fewer collection points. In general, the more payments to which
withholding applies, the greater improvement in compliance. However, withholding
requirements also impose burdens on payors. The proposal attempts to balance the goal of
greater compliance with concerns regarding administrative burdens by imposing withholding
only on payments made by Federal, State and most local governments, as well as agencies of
these entities. Because the payments of such entities represent a significant part of the
economy,”® the proposal may be expected to appreciably improve compliance, while not
burdening private sector payors. To avoid imposing a burden on small entities, local
governments with less than $100 million of annual expenditures are not subject to the proposal.

Although the proposal imposes new administrative requirements on some payors, in
many cases the affected parties will already have procedures in place that can be modified to
accommodate the additional requirements. For example, present law imposes information
reporting requirements on governmental entities. Arguably, the proposal will require only the
expansion of existing information reporting procedures to satisfy the broader withholding
requirement, not the creation of wholly new procedures, in such cases. Similarly, certain Federal
payments to vendors of goods or services are subject to continuous levy authority under present
law.?” Thus, Federal agencies have existing procedures for deducting and remitting taxes from
payments to businesses and individuals that may be tailored to the requirements of the proposal.

The proposal imposes a flat rate of three percent on all payments, other than the excluded
payments discussed above, regardless of whether the payment is made for goods or services.
The advantages of a flat rate of withholding are that it is simple, easy to verify, and applicable to
all payees. A disadvantage of this approach, however, is that it is likely to cause either
overwithholding or underwithholding for some payees. For example, sellers of goods and
materials are more likely to have overwithholding and, thus, bear more of the burden of a flat
rate because of the lower profit margin on such sales relative to sales of services. Similar
proposals have recommended a higher rate of withholding on payments for the provision of

25 National Taxpayer Advocate, 2003 Annual Report to Congress, Publication 2104
(Rev. 12-2003), p. 265; see also National Taxpayer Advocate, 2004 Annual Report to Congress,
Publication 2104 (Rev. 12-2004), at 484.

26 The combined payments for goods and services by Federal, State, and local
governments represent between six and seven percent of gross domestic product in any year,
with approximately one-third of this amount attributable to purchases of goods and services by
the Federal government. See Bureau of Economic Analysis, U.S. Department of Commerce,
National Income and Product Accounts Tables, Tables 1.1.5 and 3.10.5 (December 22, 2004).

27 Sec. 6331(h).



personal services (where no or minimal goods are provided) than on payments for the provision
of goods only or a mix of goods and services.”® A variable rate proposal would add additional
complexity, which would have to be weighed against the benefits to be derived from a variable
rate system. In addition, the rate under the proposal is set low enough not to necessitate a second
rate. The conservative three-percent rate under the proposal will limit instances of
overwithholding.

The proposal also addresses inefficiencies in the current Federal levy program. Under
present law, the Federal government has broad authority to levy Federal payments made to
vendors of goods and services, up to 100 percent of certain Federal payments.29 Although a levy
program should provide an efficient and effective method of collecting unpaid taxes, the Federal
government’s levy authority has not proven fully effective.’’ IRS resource constraints have
limited the number of cases referred to the levy program and Federal agencies have not
systematically imposed levies on cases that have been referred.>’ Because withholding, unlike a
levy, is required and relatively simple, the proposal will provide a more effective means of
promoting compliance than the current levy program, which requires numerous administrative
steps to collect unpaid taxes.

Imposing withholding more broadly on non-wage payments throughout the economy
could be expected to generate additional positive effects on compliance and IRS collection
efforts.>?> However, broader withholding requirements would also involve additional
administrative burdens on the private sector and on both payors and payees.

The proposal is estimated to raise approximately $6.4 billion over the fiscal years 2006
through 2014. There is a significant revenue effect in fiscal year 2007 that is largely attributable
to accelerating tax receipts as a result of the withholding requirement. However, the proposal
also has a significant revenue effect over the estimating period that is directly related to the
expected improvement in tax compliance.

28 National Taxpayer Advocate, 2003 Annual Report to Congress, Publication 2104
(Rev. 12-2003), at 265.

29 Sec. 6331(h), as amended by Pub. L. No. 108-357 (2004).

30 U.S. General Accounting Office, Tax Administration: Federal Payment Levy Program
Measure, Performance, and Equity Can Be Improved, GAO-03-356 (March 6, 2003).

/A

32 The National Taxpayer Advocate generally recommended withholding by all payors
on non-wage payments. National Taxpayer Advocate, 2003 Annual Report to Congress,
Publication 2104 (Rev. 12-2003); see also National Taxpayer Advocate, 2004 Annual Report to
Congress, Publication 2104 (Rev. 12-2004), at 484.



B. Require Partial Payments with Submission of Offers-in-Compromise

Present Law

In general

The Federal government may compromise any civil or criminal case arising under the
internal revenue laws.>® In general, taxpayers initiate this process by making an offer-in-
compromise, which is an offer by the taxpayer to settle an outstanding tax liability for less than
the total amount due. Offers are generally made using Form 656. The IRS currently imposes a
user fee of $150 on most offers, payable upon submission of the offer to the IRS. Taxpayers
may justify their offers on the basis of doubt as to collectibility or liability or on the basis of
effective tax administration. In general, enforcement action is suspended during the period that
the IRS evaluates an offer. In some instances, it may take the IRS 12 to 18 months to evaluate an
offer.>* Taxpayers are permitted (but not required) to make a deposit with their offer; if the offer
is rejected, the deposit is generally returned to the taxpayer. There are two general categories’
of offers-in-compromise.

Lump-sum offers

Taxpayers making lump-sum offers propose to make one lump-sum payment ofa
specified dollar amount in settlement of their outstanding liability.

Periodic payment offers

Taxpayers making periodic payment offers propose to make a series of payments over
time (either short-term or long-term) in settlement of their outstanding liability.

Reasons for Change

The offer-in-compromise program is a valuable collection tool; it allows the IRS to
collect a portion of an outstanding tax liability in circumstances in which it may not be possible
or reasonable to expect collection of the entire liability. In general, submission of an offer
indicates that the taxpayer is willing and able to make a partial payment of the taxpayer’s
liability. Because of the lengthy review process that the IRS undertakes prior to accepting an
offer, there may be a substantial period of time before the Government actually collects the
amounts the taxpayer is willing to pay. Moreover, experience under present law has shown that
in some cases taxpayers do not make offers in good faith (e.g., by concealing information from
the IRS). Requiring partial payment with the submission of an offer-in-compromise will

3 Sec. 7122.
34 Olsen v. United States, 326 F. Supp.2d 184 (D. Mass. June 16, 2004).
35 The IRS categorizes payment plans with more specificity, which is generally not

significant for purposes of the proposal. See Form 656, Offer-in-Compromise, page 6 of
instruction booklet (revised July 2004).
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preserve the offer program for those cases in which it is appropriate, and will increase fairness
for those taxpayers who pay their taxes in full.

Description of Proposal
In general

The proposal requires that a taxpayer make partial payments to the government while the
taxpayer’s offer is being considered by the IRS. These payments are retained by the government
and applied to the taxpayer’s outstanding balance, even if the taxpayer’s offer is rejected as
inadequate.

Lump-sum offers

The proposal requires that taxpayers make a down payment of 20 percent of the amount
of any lump-sum offer-in-compromise with any application for an offer. A lump-sum offer
includes single payments as well as payments made in five or fewer installments. For example,
if the taxpayer owes the IRS $100,000 and submits an offer-in-compromise of a single payment
of $40,000 to settle this liability in full, the taxpayer must make a down payment of $8,000 when
the taxpayer submits the offer-in-compromise to the IRS. If the IRS rejects an offer as
inadequate and the taxpayer makes a new offer, the taxpayer must make an additional down
payment so that the total of the new down payment and the previous down payment equals 20
percent of the new offer. In the previous example, if the IRS rejects that offer, the $8,000 down
payment is kept by the IRS and applied to the taxpayer’s account. If the taxpayer submits a new
offer of $60,000, the taxpayer must make an additional down payment of $4,000 when the
taxpayer submits the new offer to the IRS.

Periodic payment offers

The proposal requires the taxpayer to comply with the taxpayer’s own proposed payment
schedule while the offer is being considered. For example, if the taxpayer owes the IRS
$100,000 and submits an offer-in-compromise of $500 per month for five years to fully settle
this liability, the taxpayer would be required to pay $500 when the taxpayer submits the offer-in-
compromise as well as $500 each month thereafter for as long as the IRS is considering the offer.
If the IRS rejects this offer as inadequate, the taxpayer would stop making payments at that time
and enforcement action is permitted. If the taxpayer then submits a higher offer of $600 per
month for five years, the taxpayer would be required to pay $600 when the taxpayer submits the
offer-in-compromise as well as $600 each month thereafter for as long as the IRS is considering
the offer. If the taxpayer does not continue to comply with the taxpayer’s own proposed
payment schedule for the entire period the offer is being considered, the offer is considered to be
withdrawn on the date compliance ceases and immediate enforcement action is permitted.

Rules of general applicability

Offers submitted to the IRS that do not comport with the proposed payment requirements
are returned to the taxpayer as unprocessable and immediate enforcement action is permitted.
The taxpayer is permitted to specify how these payments are to be applied. These payment
requirements are separate from, and do not affect, any user fee imposed by the IRS with respect
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to offers-in-compromise. The IRS is authorized to establish parallel rules for complex offers that
have both lump-sum and periodic features. If the IRS does not make a decision to reject an offer
within two years of its submission, it is considered accepted for all purposes. The ability of the
IRS to make jeopardy assessments is unaffected by the proposal.

Effective Date

The proposal is effective for offers-in-compromise submitted to the IRS after 60 days
after the date of enactment.

Discussion

An offer-in-compromise is a valuable tool that permits final resolution of disputes over
amounts owed to the government. Agreeing on an appropriate offer may, however, be difficult,
for several reasons. First, the interests of the taxpayer and the government diverge on the issue
of the amount to be paid. Taxpayers prefer to pay as little as possible, whereas the government
wants to maximize its receipts of outstanding liabilities. Second, the interests of the taxpayer
and the government diverge on the issue of the rapidity of payment. In general, taxpayers prefer
to delay payment as long as possible (especially if enforcement actions are held in abeyance),
whereas the government has an interest in receiving payment as soon as possible.*® Third, there
is also likely to be an imbalance of information. The taxpayer necessarily has complete
information on the taxpayer’s own financial information, whereas the government has
incomplete information (which is often information supplied by the taxpayer). While many
taxpayers make an offer in good faith, some are abusing the offer process by concealing
information from the government and by making low-ball offers.

The proposal is designed to accelerate receipts to the government while preserving the
structure of the offer program. Because the proposal calculates the amount of the partial
payment on the basis of the offer that the taxpayer is making, taxpayers should generally be able
to comply with payment terms that they themselves propose. This has several implications.
First, the proposal should not discourage most taxpayers from making offers that would be
comparable to the offers they would make absent the proposal. Second, the proposal should not
impede or further strain the efforts of the IRS in evaluating offers. Third, no special rules are
necessary with respect to offers from low-income taxpayers.

3¢ While the government has an interest in receiving payment as soon as possible, it also
has an interest in receiving the maximum appropriate amount, and these two interests conflict.
Reviewing an offer (to establish that the government is receiving the maximum appropriate
amount) generally takes a significant period of time. Most offers are made because of doubt as
to collectibility; in other words, the taxpayer asserts that its resources are inadequate to pay the
government in full. To evaluate the veracity of the taxpayer’s assertions, the IRS must in many
instances consider in detail the resources available to the taxpayer. This requires a very fact-
intensive process, which can require significant time to complete. In addition, the evaluation of
how those resources should be deployed to satisfy the taxpayer’s obligation to the government
(as well as the taxpayer’s other obligations) requires both time and sound judgment.
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The proposal is also designed to increase collections with respect to offers that the IRS
either rejects or returns. The Taxpayer Advocate’s most recent report states: “The IRS collected
nothing from individual taxpayers in 21 percent of the [offers-in-compromise] that it rejected and
in 37 percent of the [offers-in-compromise] that it returned after acceptance for processing. The
IRS collected nothing from business taxpayers in 46 percent of the [offers-in-compromise] that it
rejected and in 60 percent of the [offers-in-compromise] that it returned after acceptance for
processing.”37

37 National Taxpayer Advocate, 2004 Annual Report to Congress (December 31, 2004),
at 311, citing a recent IRS study.
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C. Clarify Standards of Scrutiny for Certain Transactions
with Characteristics of Tax Shelters

Present Law

In general

The Code provides specific rules regarding the determination of tax liability, including
the amount, timing, source, and character of items of income, gain, loss and deduction. These
rules are designed to provide taxpayers with a degree of certainty as to what their tax liability
will be if they undertake a particular course of action. They also tend to ensure that different
taxpayers will be treated equally, and encounter the same tax liability, if they carry out the same
transaction. From the government’s perspective, specific rules generally avoid the need for time-
consuming, case-by-case determinations of tax liability after particular transactions have been
undertaken. In addition to the statutory provisions, courts have developed several doctrines that
can be applied to deny the tax benefits of tax motivated transactions, notwithstanding that the
transaction may satisfy the literal requirements of a specific tax provision. The common-law
doctrines are not entirely distinguishable, and their application to a given set of facts is often
blurred by the courts and the IRS. Although these doctrines serve an important role in the
administration of the tax system, invocation of these doctrines can be seen as at odds with an
objective, “rule-based” system of taxation. Nonetheless, courts have applied the doctrines to
deny tax benefits arising from certain transactions.’®

Economic substance doctrine

In general

A common-law doctrine applied with increasing frequency is the “economic substance”
doctrine. In general, this doctrine denies tax benefits arising from transactions that do not result
in a meaningful change to the taxpayer’s economic position other than a purported reduction in
Federal income tax.”

Courts generally deny claimed tax benefits if the transaction that gives rise to those
benefits lacks economic substance independent of tax considerations -- notwithstanding that the
purported activity actually occurred. The Tax Court has described the doctrine as follows:

The tax law . . . requires that the intended transactions have economic substance
separate and distinct from economic benefit achieved solely by tax reduction.
The doctrine of economic substance becomes applicable, and a judicial remedy is

38 See, e.g., ACM Partnership v. Commissioner, 157 F.3d 231 (3d Cir. 1998), aff’g 73
T.C.M. (CCH) 2189 (1997), cert. denied 526 U.S. 1017 (1999).

3% Closely related doctrines also applied by the courts (sometimes interchangeable with
the economic substance doctrine) include the “sham transaction doctrine” and the “business
purpose doctrine.” See, e.g., Knetsch v. United States, 364 U.S. 361 (1960) (denying interest
deductions on a “sham transaction” the only purpose of which was to create the deductions).
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warranted, where a taxpayer seeks to claim tax benefits, unintended by Congress,
by means of transactions that serve no economic purpose other than tax savings.*

Business purpose doctrine

Another common law doctrine that overlays and is often considered together with (if not
part and parcel of) the economic substance doctrine is the business purpose doctrine. The
business purpose test is a subjective inquiry into the motives of the taxpayer -- that is, whether
the taxpayer intended the transaction to serve some useful nontax purpose. In making this
determination, some courts have bifurcated a transaction in which independent activities with
nontax objectives have been combined with an unrelated item having only tax-avoidance
objectives in order to disallow the tax benefits of the overall transaction.*'

Application of the doctrine

There is a lack of uniformity regarding the proper application of the economic substance
doctrine.*> Some courts apply a conjunctive test that requires a taxpayer to establish the presence
of both economic substance (i.e., the objective component that there be a meaningful change in
the taxpayer’s position) and business purpose (i.e., the subjective component that there be a
useful non-tax purpose for the taxpayer’s course of action) in order for the transaction to survive
judicial scrutiny.” A narrower ap})roach is to conclude that either a business purpose or
economic substance is sufficient.** A third approach regards economic substance and business

40" 4CM Partnership v. Commissioner, 73 T.C.M. at 2215.
41 ACM Partnership v. Commissioner, 157 F.3d at 256 n.48.

42 «“The casebooks are glutted with [economic substance] tests. Many such tests
proliferate because they give the comforting illusion of consistency and precision. They often
obscure rather than clarify.” Collins v. Commissioner, 857 F.2d 1383, 1386 (9™ Cir. 1988).

3 See, e.g., Pasternak v. Commissioner, 990 F.2d 893, 898 (6™ Cir. 1993) (“The
threshold question is whether the transaction has economic substance. If the answer is yes, the
question becomes whether the taxpayer was motivated by profit to participate in the
transaction”).

4 See, e.g., Rice’s Toyota World v. Commissioner, 752 F.2d 89, 91-92 (4™ Cir. 1985)
(“To treat a transaction as a sham, the court must find that the taxpayer was motivated by no
business purposes other than obtaining tax benefits in entering the transaction, and, second, that
the transaction has no economic substance because no reasonable possibility of a profit exists.”).
As noted earlier, the economic substance doctrine and the sham transaction doctrine are similar
and sometimes are applied interchangeably. For a more detailed discussion of the sham
transaction doctrine, see, Joint Committee on Taxation, Study of Present-Law Penalty and
Interest Provisions as Required by Section 3801 of the Internal Revenue Service Restructuring
and Reform Act of 1998 (including Provisions Relating to Corporate Tax Shelters), (JCS-3-99) at
182.
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purpose as “simply more precise factors to consider” in determining whether a transaction has
any practical economic effects other than the creation of tax benefits.*

Recently, the Court of Federal Claims questioned the continuing viability of the
doctrine.*® The court also stated that “the use of the ‘economic substance’ doctrine to trump
‘mere compliance with the Code’ would violate the separation of powers.”47

Nontax economic benefits

There also is a lack of uniformity regarding the type of non-tax economic benefit a
taxpayer must establish in order to satisfy economic substance. Several courts have denied tax
benefits on the grounds that the subject transactions lacked profit potential.48 In addition, some
courts have applied the economic substance doctrine to disallow tax benefits in transactions in
which a taxpayer was exposed to risk and the transaction had a profit potential, but the court
concluded that the economic risks and profit potential were insignificant when compared to the
tax benefits.*> Under this analysis, the taxpayer’s profit potential must be more than nominal.
Conversely, other courts view the application of the economic substance doctrine as requiring an
objective determination of whether a “reasonable possibility of profit” from the transaction
existed apart from the tax benefits.”’ In these cases, in assessing whether a reasonable possibility
of profit exists, it is sufficient if there is a nominal amount of pre-tax profit as measured against
expected net tax benefits.

* See, e.g., ACM Partnership v. Commissioner, 157 F.3d at 247, Sacks v.
Commissioner, 69 F.3d 982, 985 (9™ Cir. 1995) (“Instead, the consideration of business purpose
and economic substance are simply more precise factors to consider . . .. We have repeatedly
and carefully noted that this formulation cannot be used as a ‘rigid two-step analysis™”).

4 Coltec Industries, Inc. v. United States, 62 Fed. Cl. 716 (2004) (slip opinion at 123-
124). The court also found, however, that the doctrine was satisfied in that case. Id. at 128.

4T Id. at 128.

“ See, e.g., Knetsch, 364 U.S. at 361; Goldstein v. Commissioner, 364 F.2d 734 (2d Cir.
1966) (holding that an unprofitable, leveraged acquisition of Treasury bills, and accompanying
prepaid interest deduction, lacked economic substance).

4 See, €. g., Goldstein v. Commissioner, 364 F.2d at 739-40 (disallowing deduction even
though taxpayer had a possibility of small gain or loss by owning Treasury bills); Sheldon v.
Commissioner, 94 T.C. 738, 768 (1990) (stating that “potential for gain . . . is infinitesimally
nominal and vastly insignificant when considered in comparison with the claimed deductions™).

50 See, e.g., Rice’s Toyota World v. Commissioner, 752 F.2d at 94 (the economic
substance inquiry requires an objective determination of whether a reasonable possibility of
profit from the transaction existed apart from tax benefits); Compagq Computer Corp. v.
Commissioner, 277 F.3d at 781 (applied the same test, citing Rice’s Toyota World); IES
Industries v. United States, 253 F.3d 350, 354 (8™ Cir. 2001).
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Financial accounting benefits

In determining whether a taxpayer had a valid business purpose for entering into a
transaction, at least one court has concluded that financial accounting benefits arising from tax
savings do not qualify as a non-tax business purpose.5 ! However, based on court decisions that
recognize the importance of financial accounting treatment, taxpayers have asserted that
financial accounting benefits arising from tax savings can satisfy the business purpose test.>?

Reporting and penalty regimes

As enacted in the American Jobs Creation Act of 2004 (“AJCA”), present law provides
new and strengthened accuracy related penalties with respect to “reportable transactions” and
“listed transactions,” a subset of reportable transactions that includes transactions the IRS views
as tax avoidance transactions.

If listed transactions or other reportable transactions with a significant tax avoidance
purpose are adequately disclosed on the tax return, the accuracy related penalties do not apply if
there was reasonable cause for the understatement and the taxpayer acted in good faith.® In the
case of a nondisclosed “listed transaction,” the accuracy related penalty is a “strict liability”
penalty that is imposed notwithstanding the fact that a taxpayer may have had an otherwise
permissible opinion of counsel stating that the taxpayer is believed to be “more likely than not”
to prevail if the matter is litigated.54

S See, American Electric Power, Inc. v. U.S., 136 F. Supp. 2d 762, 791-92 (S.D. Ohio
2001).

52 See, e.g., Joint Committee on Taxation, Report of Investigation of Enron Corporation
and Related Entities Regarding Federal Tax and Compensation Issues, and Policy
Recommendations (JSC-3-03) February, 2003 (“Enron Report™), Volume III at C-93, 289. Enron
Corporation relied on Frank Lyon Co. v. United States, 435 U.S. 561, 577-78 (1978), and
Newman v. Commissioner, 902 F.2d 159, 163 (2d Cir. 1990) to argue that financial accounting
benefits arising from tax savings constitutes a good business purpose.

53 In order to satisfy these requirements there must have been substantial authority for
the taxpayer’s position and the taxpayer must have reasonably believed that the claimed
treatment was more likely than not the proper treatment. A taxpayer may not rely on a tax
opinion that is issued by a “disqualified advisor” (in general, an advisor with certain
relationships to the transaction) and may not rely on any tax opinion that is a “disqualified
opinion” that does not meet certain standards. Sec. 6662A.

54 Sec. 6662A. In the case of a nondisclosed reportable transaction that is not listed but
that has a significant purpose of evading or avoiding Federal income tax, the IRS may waive the
accuracy related penalty only if the Commissioner determines that such waiver will enhance
compliance and tax administration.
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The terms “reportable transaction” and “listed transaction” are defined as transactions
identified by the Treasury department pursuant to re gulations.5 > At the present time, “reportable
transactions” include certain transactions in which the taxpayer claims a tax credit and has held
property for less than 45 days and certain transactions that produce a book-tax difference, as well
as several other categories of transactions. Those other categories are certain transactions
involving confidentiality requirements, certain transactions involving a fee contingent upon the
taxpayers achieving certain tax benefits, certain transactions producing large losses, and any
listed transaction.

Reasons for Change

Recent tax avoidance transactions have relied upon the interaction of highly technical tax
law provisions to produce tax consequences not contemplated by the Congress. When
successful, taxpayers who engage in these transactions enlarge the tax gap by gaining unintended
tax relief and by undermining overall respect for the tax system.

A strictly rule-based tax system cannot efficiently prescribe the appropriate outcome of
every conceivable transaction that might be devised and is, as a result, incapable of preventing
all unintended consequences. Thus, many courts have long recognized the need to supplement
tax rules with anti-tax avoidance standards, such as the economic substance doctrine, in order to
assure the Congressional purpose is achieved. Application of this doctrine to certain categories
of transactions having the characteristics of tax shelters should be clarified and strengthened in
order to improve its effectiveness at deterring unintended consequences and to promote greater
uniformity.

Description of Proposal

In general

The proposal clarifies and enhances the application of the economic substance doctrine to
certain “applicable transactions.” For transactions that are not “applicable transactions,” the
proposal does not change present law.

The proposal only applies to cases in which a court determines that the economic
substance doctrine is relevant. The proposal is not intended to change current law standards used
by the courts in determining when to utilize an economic substance analysis, and does not
require a court to make such a determination merely because of the presence of an applicable
transaction. The proposal does not apply to cases in which the taxpayer establishes that the
outcome of the transaction is clearly consistent with all applicable provisions of the Code and the
purposes of such provisions.

55 Sec. 6707A(c). Reportable transactions are described at Treasury Regulation section
1.6011-4(b). See also Notice 2004-80, 2004-50 L.R.B. 963, modifying the definitions of
reportable transactions. Listed transactions are described in Notice 2004-67, 2004-41 LR.B. 600.

18



Except with respect to the economic substance doctrine as it is applied to applicable
transactions, the provision is not intended to alter or supplant any other common law doctrine,
and is to be considered additive to any such other doctrine.

Draft statutory language of the proposal is set forth following the discussion.

Application of economic substance doctrine to applicable transactions

Under the proposal, in any case in which a court determines that the economic substance
doctrine is relevant to an “applicable transaction,” such transaction has economic substance (and
thus satisfies the economic substance doctrine) only if the taxpayer establishes that (1) the
transaction changes in a meaningful way (apart from Federal income tax consequences) the
taxpayer’s economic position, and (2) the taxpayer has a substantial nontax purpose for entering
into such transaction. The proposal does not alter the court's ablllty to aggregate, disaggregate or
otherwise recharacterize a transaction when applying the economic substance doctrine. The
proposal provides a uniform definition of economic substance for applicable transactions, but
does not alter the flexibility of the courts in other respects.

Applicable transactions

The proposal applies the enhanced economic substance doctrine to the following six basic
categories of “applicable transactions”:

(1) A transaction in which (a) the taxpayer holds offsetting positions which
substantially reduce the risk of loss, and (b) tax benefits would result from
differing tax treatment of the positions;

(2) A transaction which is structured to result in a disparity between basis and fair
market value which creates or increases a loss or reduces a gain;

(3) A transaction which is structured to create or increase a gain in an asset any
portion of which would not be recognized for Federal income tax purposes if the
asset were sold at fair market value by the taxpayer (or a related person);

(4) A transaction which is structured to result in income for Federal income tax
purposes to a tax-indifferent party for any period which is materially in excess of
any economic income to such party with respect to the transaction for such
period;

(5) A transaction in which the taxpayer disposes of property (other than inventory,
receivables, or stock or securities regularly traded on an estabhshed securities
market) which the taxpayer held for a period less than 45 days;

3% The rules of section 246(c)(3) and 246(c)(4), regarding the computation of holding
period, apply for this purpose.
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(6) A transaction which is structured to result in a deduction or loss which is
otherwise allowable under the Code and which is not allowed for financial
reporting purposes.

Under regulations, the Secretary would have the authority to add or exempt transactions
from the definition of an applicable transaction. A transaction would include a series of
transactions.

Other common law doctrines not affected

Except as specifically provided, the proposal is not to be construed as altering or
supplanting the economic substance doctrine or any other rule of law, and the requirements of
the provision shall be construed as being in addition to such doctrine or any other rule of law.

Effective Date

The proposal applies to transactions entered into on or after the date of enactment of the
proposal.

Discussion

In general

Recent tax avoidance transactions have relied on the interaction of highly technical tax
rules to produce results not intended by the Congress. For example, one such transaction,
described at a recent Senate hearing, involved an attempt to combine the S corporation rules and
those applicable to a special class of tax-exempt entities in order to shelter ordinary business
income from taxation.”’ It is not possible to set forth in advance an appropriate outcome for
every conceivable transaction or uncommon combination of steps that might be devised, nor
would it be efficient for the government to try to do so. For this reason, most courts have long
recognized the need for anti-tax avoidance standards, such as the economic substance doctrine,
to ensure that Congressional objectives are appropriately achieved.

Under current law, the application of the economic substance doctrine among the courts
varies considerably, with one recent court even questioning the viability of the doctrine
altogether. The lack of clarity undermines the prophylactic effect of the doctrine and produces
unfairness. The potential unfairness is compounded by the recent increase in penalties in the
event the IRS finds and challenges a tax shelter transaction and the taxpayer loses in court.

Legislative intrusion into this domain largely dominated by the courts has at least two
potential disadvantages. First, the legislative rule might inadvertently restrict the flexibility of
the courts in resolving disputes on a case-by-case basis. Second, the rule might apply too

57 See description of “SC2” transaction, Appendix B of the report, “U.S. Tax Shelter
Industry: The Role of Accounts, Lawyers, and Financial Professionals,” Minority Staff of the
Permanent Subcommittee on Investigations, Senate Committee on Government Affairs (released
in conjunction with Hearings on November 18 and 20, 2003).
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broadly, and cause a court (or the IRS) to raise an “economic substance” inquiry in common
situations not previously involving the issue.

The proposal attempts to respond to such concerns by limiting its application only to
certain types of transactions having the characteristics of tax shelters, and only if a court
determines the economic substance doctrine is relevant. For these transactions, the proposal
provides that the doctrine requires a conjunctive analysis inquiring into both the nontax
economic effects of the transaction and the taxpayer’s purpose for undertaking it. The proposal
is not intended to modify the judicial determination of when to apply the doctrine, and does not
apply to cases in which the taxpayer establishes the outcome of a transaction is clearly consistent
with all applicable rules and Congressional purposes. The proposal does, however, constitute a
legislative determination that the economic substance doctrine has an appropriate role to play in
the tax system.

Proposed clarification of economic substance doctrine for applicable transactions

Conjunctive analysis

Under the proposal, an applicable transaction must satisfy both the objective and
subjective prongs of the economic substance doctrine -- i.e., it must change in a meaningful way
(apart from Federal income tax consequences) the taxpayer’s economic position, and the
taxpayer must have a substantial non-tax purpose for entering into such transaction -- in order to
satisfy that doctrine. This clarification eliminates the disparity that exists among the circuits
regarding the application of the doctrine to applicable transactions.

Nontax business purpose

The proposal provides that a taxpayer’s non-tax purpose for entering into an applicable
transaction must be “substantial.” It is intended that the nontax purpose for the transaction must
bear a reasonable relationship to the taxpayer’s normal business operations or investment
activities.”®

In determining whether a taxpayer has a substantial nontax business purpose, a purpose
of achieving a financial accounting benefit shall not be taken into account if the origin of such

58 See, e.g., Treas. Reg. sec. 1.269-2(b) (stating that a distortion of tax liability indicating
the principal purpose of tax evasion or avoidance might be evidenced by the fact that “the
transaction was not undertaken for reasons germane to the conduct of the business of the
taxpayer”). Similarly, in ACM Partnership v. Commissioner, 73 T.C.M. (CCH) 2189 (1997), the
court stated:

Key to [the determination of whether a transaction has economic substance] is
that the transaction must be rationally related to a useful nontax purpose that is
plausible in light of the taxpayer’s conduct and useful in light of the taxpayer’s
economic situation and intentions. Both the utility of the stated purpose and the
rationality of the means chosen to effectuate it must be evaluated in accordance
with commercial practices in the relevant industry.
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benefit is a reduction of income tax. Under this rule, a transaction that is expected to increase
financial accounting income as a result of generating tax deductions or losses without a
corresponding financial accounting charge (i.e., a permanent book-tax difference)* would not be
considered to have a substantial non-tax purpose unless such a purpose exists apart from the
financial accounting benefits.”

The proposal retains the present-law ability of the courts to bifurcate a transaction in
which independent activities with nontax objectives are combined with an unrelated item having
only tax-avoidance objectives in order to disallow the tax benefits of the overall transaction.®’

Meaningful change in the taxpayer’s economic position

The proposal requires a meaningful change in the taxpayer’s economic position in order
to satisfy a requirement of economic substance. As one example, a transaction is suspect under
this standard if money (or any other asset or liability) moves in a circular manner, such that the
taxpayer’s or another party’s apparent financial outlay is largely protected from risk and is
reasonably expected to be returned to that party or a related party when the transaction is
complete.

Definitions of applicable transactions

The following illustrates the categories of applicable transactions and is not intended to
be an exhaustive description.

Offsetting positions which substantially reduce the risk of loss

The first type of applicable transaction is one in which the taxpayer holds offsetting
positions which substantially reduce the risk of loss, and tax benefits would result from differing
tax treatment of the positions.

59 The tax deductions or losses need not arise in the year the financial accounting benefit
is recognized but may, for example, be expected to occur in some future year. Statement of
Financial Accounting Standards No. 109 (“FAS 109”) in some cases permits the recognition of
financial accounting benefits prior to the period in which the tax benefits are recognized for
income tax purposes.

60 Claiming that a financial accounting benefit constitutes a substantial non-tax business
purpose fails to consider the origin of the accounting benefit (i.e., reduction of taxes) and
significantly diminishes the purpose for having a substantial non-tax purpose requirement. See,
e.g., American Electric Power, Inc. v. U.S., 136 F. Supp. 2d 762, 791-92 (S.D. Ohio, 2001)
(“AEP’s intended use of the cash flows generated by the [corporate-owned life insurance] plan is
irrelevant to the subjective prong of the economic substance analysis. If a legitimate business
purpose for the use of the tax savings ‘were sufficient to breathe substance into a transaction
whose only purpose was to reduce taxes, [then] every sham tax-shelter device might succeed...’”
citing Winn-Dixie v. Commissioner, 113 T.C. 254, 287 (1999)).

o1 See, e.g., ACM Partnership v. Commissioner, 157 F.3d at 256, n.48.
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Many of the earlier economic substance decisions involved these types of transactions.
Examples include borrowing to purchase a deferred annuity,® borrowing to purchase Treasury
obligations,63 and commodity straddles.®* This category generally includes transactions in
which a taxpayer enters into offsetting positions and recognizes a loss without recognizing the
offsetting gain in the same period.65

Structured to result in a disparity between basis and fair market value which creates
or increases a loss or reduces a gain

The second type of applicable transaction is one that is structured to result in a disparity
between basis and fair market value which creates or increases a loss or reduces a gain.%

One example of this type of transaction is one in which an income interest is separated
from property (“income stripping”) and the taxpayer’s basis in the property is not reduced by the
resulting diminution in the property’s fair market value. For example, suppose a taxpayer pays
$100 to acquire income-producing property. That price, which acts as the taxpayer’s basis for
purposes of determining gain or loss on a subsequent disposition of the property, represents the
fair market value of the property including its expected income stream. The taxpayer then enters
a transaction or series of transactions in which it splits the right to receive all or part of the future
income stream from the basic property right. In one structure, a taxpayer might retain all or
much of the right to the future income (worth $95) and dispose of whatever remains of the initial
“property” rights (worth only $5). If the taxpayer can allocate all of its $100 basis to the
disposed-of remainder rights, after largely stripping out the income rights, and if this basis
allocation is respected, then the taxpayer will recognize an immediate $95 “loss” on the
disposition even though its economic position is unchanged. Although the taxpayer may have
$95x of income in the future from the stream of future income, the time value of the immediate
loss that may be used to shelter other income in the year of sale exceeds the deferred future
income tax on the future income stream.

Some provisions of the Code specifically attempt to prevent this type of result.®’
However, other similar transactions purport to accomplish similar results in areas outside the

62 See, e.g., Knetsch v. United States, 364 U.S. 361 (1960).

63 See, e.g., Goldstein v. Commissioner, 364 F.2d 734 (2d Cir. 1966); Sheldon v.
Commissioner, 94 T.C. 738 (1990).

6 See, e.g., Yosha v. Commissioner, 861 F.2d 494 (7™ Cir. 1988).

65 See, e.g., Rev. Rul. 2000-12, 2000-1 C.B. 744 (bull/bear); Notice 2002-65, 2002-2
C.B. 690 (pass-through entity straddle).

% The mere fact that a purchased asset loses value with a resulting disparity between
basis and fair market value would not be covered since, without more, this alone is not a
transaction “structured to result” in a disparity between basis and fair market value.

67 For example, section 1232B (the predecessor of current Code section 1286) was
enacted in 1982 to address “coupon stripping” transactions with debt instruments. See H.R.
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scope of these particular Code provisions.68 The proposal is intended to clarify that the taxpayer
should not obtain benefits of basis shifting in this type of situation if the enhanced economic
substance test is not satisfied. Such transactions are applicable transactions under the provision.

This category also includes transactions structured to duplicate a built-in loss,*
transactions in which a distribution to a taxpayer in effect represents a return of the taxpayer’s
investment, ® and transactions in which basis does not adequately account for the party expected
to pay a liability or obligation of any kind.”'

Structured to create or increase a gain in any asset any portion of which would not be
recoenized if the asset were sold at fair market value by the taxpayer or a related

person

The third type of applicable transaction is one that is structured to create or increase a
gain in any asset any portion of which would not be recognized if the asset were sold at fair
market value by the taxpayer or a related person.

Conf. Rep. No. 97-760, 97™ Cong., 2d Sess. 554-555(1982); S. Rep. No. 97-494, 97th Cong,, 2d
Sess. 215-18 (1982). Section 305(e) applies to analogous transactions that involve stripping
dividends from preferred stock. These sections were further expanded in the American Jobs
Creation Act of 2004, 108™ Cong. Sec. 831 (2004), to apply to certain stripped interests in bond
and preferred stock funds. Secs. 1286(f) and 305(e)(7).

68 For example, similar techniques have been used with rent payments on long-term
leases. In many situations, unlike the case with stripped bonds or stripped preferred stock, the
future value of the stripped property is uncertain. For this reason, the particular preventive
approach of section 1286 would be more difficult to apply. As another example, see Notice
2003-55, 2003-34 L.R.B. 35 (lease stripping).

 See, e.g., Notice 2001-17, 2001-1 C.B. 730 (contingent liabilities); see also the Tanya
and Valor transactions described in the Enron Report; Vol. I, at 118-135, Black & Decker
Corporation v. United States, 340 F. Supp. 2d 621 (D. Md. 2004); and Coltec Industries, Inc. v.
United States, 62 Fed. C1. 716 (2004). The enactment of Section 358(h) has addressed similar
transactions. However, any other transactions not covered by section 358(h) but structured to
duplicate losses would also be applicable transactions. The American Jobs Creation Act of 2004,
108™ Cong. Secs. 833 and 836 (2004), also added certain explicit statutory limitations on the
ability to import or duplicate certain built-in losses.

0 See, e.g., Notice 2000-60, 2000-2 C.B. 568 (stock compensation transfers) and Castle
Harbour v. United States, 342 F. Supp. 2d 94 (D.Conn. 2004). See also Notice 97-21, 1997-1
C.B. 407 (step-down preferred). The “step-down” preferred investment transaction described in
that notice has since been addressed in Treasury Regulations section 1.7701(1)-3. However,
these and other transactions involving recovery of investment would be applicable transactions.

7! See, e.g., Notice 2002-21, 2002-1 C.B. 730 (inflated basis); Notice 2001-17, 2001-1
C.B. 730 (contingent liability); Notice 2000-44, 2000-2 C.B. 255 (son of boss); Notice 99-59,
1999-2 C.B. 761 (boss).
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For example, this category includes transactions in which the taxpayer recognizes a loss
or deduction (or a reduced amount of income or gain) that was or is reasonably expected to be
offset by the taxpayer (or a related person) enjoying a corresponding amount of income or gain
that has not been or will not be recognized under section 1032 or that can be eliminated prior to
sale by a liquidation under section 332 that eliminates stock basis, or under any similar provision
that can eliminate gain potential.

Certain transactions described in the Enron Report, including the Tomas and Condor
transactions, > would be included in this category. In the Tomas transaction, the taxpayer
contributed low basis but high value depreciable assets, as well as all the stock of another
corporation to a partnership. The other partners (affiliates of Banker’s Trust) contributed cash.
The partnership assumed debt and the corporation that the taxpayers contributed received notes
receivable from a Banker’s Trust affiliate. Upon the later distribution of the stock out of the
partnership in liquation of the taxpayer’s partnership interest, the basis of the distributed stock
was reduced under the tax law to the low basis of the taxpayer’s partnership interest. The
partnership made a section 754 election to increase the basis of the depreciable assets it retained.
Although the stock was thus stripped of its basis, the distributee could avoid recognition of any
built-in gain on that stock by liquidating the subsidiary in a tax-free transaction under section
332, with no step down in the basis of the subsidiary’s assets under the law at the time of the
transaction. If this transaction were respected, then it would allow permanent avoidance of gain
on the low basis depreciable assets contributed to the partnership.73 In the Condor transaction,
Enron formed a partnership with the objective of shifting basis from certain Enron stock held by
the partnership to certain depreciable assets. One strategy devised by the taxpayers to avoid any
potential gain recognition in the Enron stock was to utilize section 1032.

Transactions with tax-indifferent parties

The fourth type of applicable transaction is a transaction structured to result in income to
a tax indifferent party for any period, which income is materially in excess of economic income
to such party for such period.

For this purpose, a tax-indifferent party means any person not subject to Federal income
tax, or any person to whom an item would have no substantial impact on its income tax liability.

Examples of persons not subject to Federal income tax include non-U.S. persons, tax-
exempt organizations, or governmental entities (unless they are in fact subject to tax with respect
to the income because, for example, the income is subject to withholding tax at the full statutory
rate, is effectively connected with a U.S. trade or business, or is unrelated business taxable
income). Under appropriate circumstances, a person to whom an item would have no substantial

2 See Enron Report, Vol. I, at 189-221. See also the Tammy I and Tammy II
transactions, Enron Report, Vol. I, at 221-41.

73 The subsequent enactment of section 732(f) shut down the specific Tomas structure of

transaction. However, that transaction and any similar transactions not affected by that section
would be applicable transactions.

25



impact on its income tax liability may also include a person who generally is subject to income
tax, but does not have a tax liability from a transaction because of deductions or credits unrelated
to the transaction (e.g., net operating losses from an unrelated activity).”* Another example of a
tax-indifferent party would be a person who is generally subject to tax but engages ina
transaction structured to result in that person’s realizing taxable income and offsetting such
income with a loss resulting from an increase in basis above fair market value as a result of such
income realization.

One example of this type of applicable transaction would be a financing or other
transaction if the present value of the income inclusions of a tax-indifferent party is substantially
in excess of the anticipated economic returns to that party because the income inclusion is in
effect recovery of the tax-indifferent party’s basis.”” This category also includes transactions that
result in a shifting of basis on account of overstating the income or gain of the tax-indifferent
party, whether because the transaction is in effect a recovery of basis or for other reasons.”

Another example is a transaction structured through an entity (such as a pass-through
entity that is an S corporation or real estate investment trust), where income is allocated (but not
distributed) to a tax-indifferent party in excess of the economic gain ultimately provided to such
party. Ii; §uccessﬁ11, the remaining investors might obtain economic gain with little or no tax
liability.

This category also would include, for example, the series of transactions in ACM
Partnership v. Commissioner, 157 F.3d 231 (3d Cir. 1998). In that case ACM Partnership
(“ACM”) purchased Citibank notes and, three weeks later, sold a portion of those notes for cash
and LIBOR notes. Using the ratable basis recovery rules under contingent payment sale
provisions of Temporary Treasury Regulation section 15a.453-1(c), ACM claimed only a portion

7 Other examples could include situations where any reduction in a tax loss or tax credit
carryover would not be expected to have a substantial impact on tax liability, due to the amount
and timing of such reduction and the taxpayer’s otherwise reasonably expected use of such loss
or credit carryover.

5 See, e.g., Notice 97-21, 1997-1 C.B. 407 (step-down preferred). The Apache
transaction described in the Enron Report, Vol. I, at 242-60 is also an applicable transaction
under this category, as is the transaction in Castle Harbour v. United States, 342 F. Supp. 2d 94
(D.Conn. 2004).

6 See, e.g., Notice 2001-45, 2001-2 C.B. 129 (basis shifting).

77 See description of “SC2” transaction, Appendix B of the report entitled “U.S. Tax
Shelter Industry: The Role of Accountants, Lawyers, and Financial Professionals,” Minority
Staff of the Permanent Subcommittee on Investigations, Senate Committee on Government
Affairs, (released in conjunction with Hearings on November 18 and 20, 2003). Or the
remaining investors might attempt to use a loss remaining in the entity. See, e.g., Notice 2002-
65,2002-2 C.B. 690. Similar transactions have also been addressed in Rev. Rul. 2004-4, 2004-6
LR.B. 414 and Temp. Reg. sec. 1.409(p) — IT.
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of its basis in the sale and allocated the resulting gain to a foreign partner who was not subject to
U.S. tax. Subsequently, ACM redeemed the foreign partner’s interest and sold the LIBOR notes
at a loss. ACM allocated the loss to its remaining U.S. partners. Because this series of
transactions resulted in an allocation of gain to a tax-indifferent party (the foreign partner) in
excess of that party’s economic gain, the series of transactions in ACM Partnership would be
treated as an applicable transaction under the provision.

Less than 45-day holding period

The fifth category of applicable transaction is one in which the taxpayer disposes of
property (other than inventory, receivables, or stock or securities that are regularly traded on an
established securities market) having held such property for less than 45 days. The holding
period is reduced for periods in which the taxpayer’s risk of loss is diminished (e. g by
purchasing a put option or entering into a short sale with respect to the property).’

Present law contains certain specific restrictions relating to a 45-day holding period for
purposes of the dividends received deduction and for the foreign tax credit.” The proposal
adopts a similar test to categorize transactions as applicable transactions even though tax benefits
may not otherwise be denied under the specific existing 45-day holding period rules.

Permanent book-tax difference

The sixth category of applicable transaction is one which is structured to result ina
deduction or loss which is otherwise allowable under the Code and which is not allowed for
financial reporting purposes.

Thus, a transaction in which certain amounts are deducted from taxable income for
Federal tax purposes but not for financial accounting purposes is covered by this category.®’ One
example of such a transaction is one in which contingent liabilities are contributed to a
subsidiary corporation, a separate class of high basis stock is created reflecting all or most of the
loss associated with such liabilities, and such stock is sold at a loss while the contributed
liabilities also are expected to produce a second deduction to the taxpayer’s consolidated group
when paid.81

78 The rules of section 246(c)(3) and (4) apply in determining holding period.
" Secs. 246(c)(1)(A) and 901(k)(3).

80 Tt is intended that the Treasury Department will identify and except from this category
certain transactions producing a permanent book-tax difference, such as the claiming by a
corporation of a tax deduction upon the exercise of nonqualified stock options granted by the
corporation, absent factors indicating that the transaction was a sham or used in conjunction with
other technical provisions to obtain an inappropriate result.

81 See, e.g., Notice 2001-17, 2001-1 C.B. 730, and see Tanya and Valor transactions
described in the Enron Report, Vol. I, at 118-135.
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Other examples are the Steele, Condor, and Teresa transactions described in the Enron
Report, which Enron treated as giving rise to permanent book-tax differences. The Steele
transaction involved another party’s transfer of assets (including REMIC residual interests) with
a basis in excess of value to an entity structured as a subsidiary in the Enron affiliated group, and
the creation of a special class of stock for the contributing party, whose basis reflected the loss
inherent in the assets. The transaction was intended to duplicate the loss of the transferor and
allow the duplicate loss also to be taken by the Enron group. The transaction was treated as
generating tax deductions and financial earnings.®

In the Condor transaction previously described, Enron’s accountants concluded that the
transaction would produce tax deductions without any corresponding financial exg)ense, and that
the tax deductions would therefore generate after-tax financial statement income. 3

The Teresa transaction involved the creation of a partnership and the transfer of assets
with a low basis and high value. The transaction was structured with the purpose of creating
dividend income that would not be fully taxed, due to the dividends received deduction, but that
would increase partnership basis. The partnership basis ultimately was to be shifted to the
appreciated asset, producing greater depreciation deductions in the future. The transaction was
treated as generating financial statement income.®*

Treasury Regulations

The proposal provides the Treasury with authority to add or exempt transactions from the
definition of an applicable transaction.

No inference regarding present law

No inference is intended regarding the application of the economic substance doctrine
under present law.

Estimating assumptions

For revenue estimating purposes, the proposal assumes that reporting requirements will
apply to applicable transactions, as well as a strict liability penalty (i.e, reliance on an opinion of
counsel would not protect the taxpayer from penalties if the taxpayer loses in court with respect
to the economic substance doctrine as applied to an applicable transaction).

82 See Enron Report, Vol. I, at 135-46. See also the Cochise transaction, Enron Report,
Vol. I, at 147-164.

8 See Enron Report, Vol. I, at 208-21.

8 See Enron Report, Vol. I, at 165-80.
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Statutory draft of proposed new code section

Clarification of Scrutiny for Certain Transactions

(a) IN GENERAL.--Section 7701 is amended by redesignating subsection (n) as
subsection (o) and by inserting after subsection (m) the following subsection:

“(n) CLARIFICATION OF SCRUTINY FOR CERTAIN TRANSACTIONS.--

“(1) IN GENERAL.--In any case in which a court determines that the economic
substance doctrine is relevant for purposes of applying this title to an applicable
transaction, such transaction shall have economic substance only if --

“(A) the transaction changes in a meaningful way (apart from Federal tax effects) the
taxpayer’s economic position, and

“(B) the taxpayer has a substantial nontax purpose for entering into the transaction.

“(2) APPLICABLE TRANSACTION.--For purposes of paragraph (1), the term
‘applicable transaction’ means a transaction--

“(A) in which--

“(i) the taxpayer holds offsetting positions which substantially reduce the risk of
loss, and

“(ii) tax benefits would result from differing tax treatment of the positions,

“(B) which is structured to result in a disparity between basis and fair market value
which creates or increases a loss or reduces a gain,

“(C) which is structured to create or increase a gain in an asset any portion of which
would not be recognized for Federal income tax purposes if the asset were sold at fair
market value by the taxpayer (or a related person),

“(D) which is structured to result in income for Federal income tax purposes to a tax-
indifferent party for any period which is materially in excess of any economic income
to such party with respect to the transaction for such period,

“(E) in which the taxpayer disposes of property (other than inventory, receivables, or
stock or securities regularly traded on an established securities market) which the
taxpayer held for a period less than 45 days. The rules of section 246(c)(3) and (4)
shall apply in determining holding period for this purpose.

“(F) which is structured to result in a deduction or loss which is otherwise allowable
under this title and which is not allowed for financial reporting purposes, or

“(G) which is specified in regulations prescribed by the Secretary.
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The Secretary may by regulations exempt any transaction from the application of
subparagraphs (A) through (F).

“(3) DEFINITIONS AND SPECIAL RULES.--For purposes of this subsection--
“(A) TRANSACTION.--The term ‘transaction’ includes a series of transactions.

“(B) EXCEPTION.--Paragraph (1) shall not apply to any transaction if the taxpayer
establishes that the transaction is clearly consistent with all applicable provisions of
this title and the purposes of such provisions.

“(C) NONTAX PURPOSE.-- If a transaction has a purpose of achieving a financial
accounting benefit, such purpose shall not be taken into account in determining
whether the transaction has substantial nontax purpose if the origin of such benefit is
a reduction of income tax.

“(D) COMMON LAW DOCTRINE NOT AFFECTED.--Except as specifically
provided in this subsection, the provisions of this subsection shall not be construed as
altering or supplanting any rule of law, and the requirements of this subsection shall
be construed as being in addition to such rule of the law.

“(E) TAX-INDIFFERENT PARTY .--The term ‘tax-indifferent party’ means any
person or entity not subject to tax imposed by subtitle A. A person shall be treated as
a tax-indifferent party with respect to a transaction if the items taken into account
with respect to a transaction have no substantial impact on such person’s liability
under subtitle A.”

(b) EFFECTIVE DATE.--The amendments made by this section shall apply to
transactions entered into on or after the date of the enactment of this Act.
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II. INDIVIDUAL INCOME TAX

A. Provide Uniform Treatment for Dependent Care Benefits
(secs. 21 and 129)

Present Law

In general

Present law contains two tax benefits for dependent care expenses: the dependent care
credit and the exclusion for employer-provided dependent care expenses. While both provisions
provide tax benefits for similar expenses, the tax benefit available differs under the two
provisions.

Dependent care credit®™

A taxpayer who maintains a household that includes one or more qualifying individuals
may claim a nonrefundable credit against income tax liability for up to 35 percent of a limited
amount of employment-related dependent care expenses. Eligible employment-related expenses
are limited to $3,000 if there is one qualifying individual or $6,000 if there are two or more
qualifying individuals. Thus, the maximum credit is $1,050 if there is one qualifying individual
and $2,100 if there are two or more qualifying individuals.®® The applicable dollar limit is
reduced by any amount excluded from income under an employer-provided dependent care
assistance plan. The 35-percent credit rate is reduced, but not below 20 percent, by one
percentage point for each $2,000 (or fraction thereof) of adjusted gross income above $15,000.
Thus, for taxpayers with adjusted gross income of $45,000 or above, the credit rate is 20 percent.

Generally, a qualifying individual is (1) a qualifying child of the taxpayer under the age
of 13 for whom the taxpayer may claim a dependency exemption,®’ or (2) a dependent or spouse
of the taxpayer if the dependent or spouse is physically or mentally incapacitated, and shares the

8 Sec. 21.

8 The expenses cannot exceed the earned income of the taxpayer (or, in the case of
married taxpayers, the earned income of the spouse with the lowest earned income).

87 A qualifying child is determined by reference to the uniform definition of qualifying
child enacted by Congress in 2004, effective for taxable years beginning after December 31,
2004. Secs. 21(b)(1)(A) and 152(a)(1) (as amended by The Working Families Tax Relief Act of
2004, Pub. L. No. 108-311, secs. 201 and 203). In general, a qualifying child means, with
respect to a taxpayer for a taxable year, an individual who: (1) is a son, daughter, stepson,
stepdaughter, adopted child, eligible foster child, brother, sister, stepbrother, or stepsister of the
taxpayer, or a descendant of any such individual; (2) shares the same principal place of abode as
the taxpayer for more than half the taxable year; (3) meets certain age requirements or is
permanently and totally disabled; and (4) has not provided over one half of his or her own
support during the year. Sec. 152(c) (as amended by the Act).
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same principal place of abode with the taxpayer for over one half the year. Married taxpayers
must file a joint return in order to claim the credit. For purposes of the credit, taxpayers who are
legally separated are not considered married. In addition, a taxpayer is not considered married if
he or she files a separate return from his or her spouse, maintains a household which constitutes
the principal place of abode of a qualifying individual for at least half the year, and the
taxpayer’s spouse is not a member of such household during the last six months of the year.

For taxable years beginning in 2004 and 2005, the dependent care credit offsets the
alternative minimum tax. For taxable years thereafter, the dependent care credit does not offset
the alternative minimum tax.

Exclusion for employer-provided dependent care®

Amounts paid or incurred by an employer for dependent care assistance provided to an
employee generally are excluded from the employee’s gross income and wages for employment
tax purposes if the assistance is furnished under a program meeting certain requirements. These
requirements include that the program be described in writing, satisfy certain nondiscrimination
rules, and provide for notification to all eligible employees. The definition of dependent care
expenses eligible for the exclusion is the same as the expenses eligible for the dependent care
credit.

The dependent care exclusion is limited to $5,000 per year (regardless of the number of
qualifying individuals) except that a married taxpayer filing a separate return may exclude only
$2,500. Dependent care expenses excluded from income are not eligible for the dependent care
tax credit.

Reasons for Change

The differing tax provisions for dependent care expenses create inequity in the operation
of the tax laws. While the exclusion generally provides more favorable tax benefits than does
the credit, it is not available to all taxpayers. Thus, individuals not covered by an employer’s
dependent care assistance plan may receive a lower tax benefit for the same expenses than an
individual who is covered by such a plan. The differing benefits also add to complexity in the
tax laws for taxpayers who may be eligible for both provisions.

Description of Proposal

The proposal repeals the exclusion for employer-provided dependent care. Thus, under
the proposal, the dependent care credit is the exclusive means for receiving tax benefits for
dependent care expenses.”’

88 Secs. 129 and 3121(a)(18).

8 The value of dependent care provided by an employer (e.g., day care provided on-site
by an employer to employees without charge) is includible in gross income and wages under the
proposal. The amount of employer-provided dependent care included in gross income is eligible
for the credit.
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Effective Date
The proposal is effective with respect to taxable years beginning after date of enactment.
Discussion
The proposal has two primary policy objectives: equity and simplification.

The proposal provides greater equity among similarly situated taxpayers by providing the
same tax benefit for persons with dependent care expenses. Under present law, taxpayers who
are covered under an employer’s dependent care plan generally receive greater tax benefits than
other individuals with dependent care expenses.

There are several significant differences between the dependent care credit and the
exclusion for employer-provided dependent care, including the following: (1) the amount of the
tax benefit provided by the exclusion, but not the credit, depends on the tax bracket (income plus
payroll tax rate) of the taxpayer; (2) the amount of benefit provided by the credit, but not the
exclusion, depends on whether the taxpayer has one or two qualifying individuals; (3) the credit
is reduced for persons with incomes above certain levels, whereas the exclusion is not limited
based on income; (4) the credit is not available to married taxpayers who file separate returns,
whereas one-half the maximum exclusion is available to such taxpayers’’; (5) the availability of
the exclusion depends on the compensation arrangements of employers; and (6) for taxable years
beginning after 2005, the exclusion will continue to apply in determining alternative minimum
taxable income, but the credit will not offset alternative minimum tax liability of individuals.

The proposal retains the present-law nonrefundable credit approach as the means of
providing a tax benefit for dependent care expenses. A credit is broadly available, treats
similarly situated taxpayers equally, and the value of the benefit is independent of the taxpayer’s
rate bracket. Other means of providing tax benefits for dependent care expenses are possible.
For example, an above-the-line deduction would provide similar tax benefits to the exclusion;
like the exclusion, an above-the-line deduction would provide a benefit that varies with the
individual’s tax rate and would not affect the taxpayer’s eligibility for other tax benefits that vary
based on adjusted gross income. From a theoretical perspective, a deduction may be more
appropriate if dependent care expenses are viewed as affecting taxpayers’ overall ability to pay
taxes or as expenses for the production of income. A credit may be more appropriate if a goal of
the tax benefit is to make dependent care expenses more affordable, or to target the benefit more
toward certain taxpayers. If the primary objective of the credit is to lower the price of dependent
care regardless of whether the individual has tax liability, that may suggest that the credit should
be refundable. Refundable credits, however, are administratively complex and potentially more
subject to fraudulent claims that are difficult to recoup.

% Denying the credit to married individuals filing separate returns serves as a way to
prevent avoidance of the income phaseout of the credit by splitting income between the spouses.
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The proposal also reduces complexity by applying a single set of existing rules for
dependent care expenses.91

Taxpayers who currently claim the exclusion for employer-provided dependent care
benefits may face increased tax liability as a result of the proposal. Overall, the greatest tax
impact of the proposal would be on taxpayers who are subject to the alternative minimum tax;
most of the revenue increase from the proposal is attributable to the impact of the alternative
minimum tax beginning in 2006, when the credit will no longer offset minimum tax liability.

%1 As part of the 2001 simplification report, the Joint Committee staff previously noted
that, in general, the exclusion is less complex than the credit. In that report, the J oint Committee
staff generally recommended conforming the credit to the exclusion by having a single dollar
amount of expenses that can be taken into account that does not depend on the number of
children, eliminating the income phasedown of the credit, and allowing married taxpayers filing
a separate return to claim one half the credit. Joint Committee on Taxation, Study of the Overall
State of the Federal Tax System and Recommendations for Simplification, Pursuant to Section
8022(3)(B) of the Internal Revenue Code of 1986 (JCS-3-01), April 2001, at 67-8. Other
considerations in addition to simplification have resulted in a different proposal here. The
current proposal also achieves simplification by eliminating the primary source of the
complexity, the existence of two provisions with similar policy goals yet differing requirements.
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B. Combine Hope and Lifetime Learning Credits and the Above-the-Line
Deduction for Higher Education Expenses
(secs. 25A and 222)

Present Law
Hope credit

The Hope credit is a nonrefundable credit of up to $1,500 per student per year for
qualified tuition and related expenses paid for the first two years of the student’s post-secondary
education in a degree or certificate program.92 The Hope credit rate is 100 percent on the first
$1,000 of qualified tuition and related expenses, and 50 percent on the next $1,000 of qualified
tuition and related expenses. The Hope credit that a taxpayer may otherwise claim is phased out
ratably for taxpayers with modified adjusted gross income between $43,000 and $53,000
($87,000 and $107,000 for married taxpayers filing a joint return) for 2005. The first
adjustment to these amounts as a result of inflation is expected in 2006. Thus, for example, an
eligible student who incurs $1,000 of qualified tuition and related expenses is eligible (subject to
the adjusted gross income phaseout) for a $1,000 Hope credit. If an eligible student incurs
$2,000 or more of qualified tuition and related expenses, then he or she is eligible for a $1,500
Hope credit.

The qualified tuition and related expenses must be incurred on behalf of the taxpayer, the
taxpayer’s spouse, or a dependent of the taxpayer. The Hope credit is available with respect to
an individual student for two taxable years, provided that the student has not completed the first
two years of post-secondary education before the beginning of the second taxable year.

The Hope credit is available in the taxable year the expenses are paid, subject to the
requirement that the education is furnished to the student during that year or during the first three
months of the next year. Qualified tuition and related expenses paid with the proceeds of a loan
generally are eligible for the Hope credit. The repayment of a loan itself is not a qualified tuition
or related expense.

A taxpayer may claim the Hope credit with respect to an eligible student who is not the
taxpayer or the taxpayer’s spouse (€.g., in cases in which the student is the taxpayer’s child) only
if the taxpayer claims the student as a dependent for the taxable year for which the credit is
claimed. If a student is claimed as a dependent, the student is not entitled to claim a Hope credit
for that taxable year on the student’s own tax return. If a parent (or other taxpayer) claims a
student as a dependent, any qualified tuition and related expenses paid by the student are treated

%2 Sec. 25A. The Hope credit generally may not be claimed against a taxpayer’s
alternative minimum tax liability. However, the credit may be claimed against a taxpayer's
alternative minimum tax liability for taxable years beginning prior to January 1, 2006.

% The adjusted gross income phase-out ranges are indexed for inflation. Also, each of
the $1,000 amounts of qualified tuition and related expenses to which the 100-percent credit rate
and 50 percent credit rate apply are indexed for inflation, with the amount rounded down to the
next lowest multiple of $100.
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as paid by the parent (or other taxpayer) for purposes of determining the amount of qualified
tuition and related expenses paid by such parent (or other taxpayer) under the provision. In
addition, for each taxable year, a taxpayer may elect either the Hope credit, the Lifetime
Learning credit (described below), or the section 222 deduction for qualified tuition and related
expenses (described below) with respect to an eligible student.

The Hope credit is available for “qualified tuition and related expenses,” which include
tuition and fees (excluding nonacademic fees) required to be paid to an eligible educational
institution as a condition of enrollment or attendance of an eligible student at the institution.
Charges and fees associated with meals, lodging, insurance, transportation, and similar personal,
living, or family expenses are not eligible for the credit. The expenses of education involving
sports, games, or hobbies are not qualified tuition and related expenses unless this education is
part of the student’s degree program.

Qualified tuition and related expenses generally include only out-of-pocket expenses.
Qualified tuition and related expenses do not include expenses covered by employer-provided
educational assistance and scholarships that are not required to be included in the gross income
of either the student or the taxpayer claiming the credit. Thus, total qualified tuition and related
expenses are reduced by any scholarship or fellowship grants excludable from gross income
under section 117 and any other tax-free educational benefits received by the student (or the
taxpayer claiming the credit) during the taxable year. The Hope credit is not allowed with
respect to any education expense for which a deduction is claimed under section 162 or any other
section of the Code.

An eligible student for purposes of the Hope credit is an individual who is enrolled in a
degree, certificate, or other program (including a program of study abroad approved for credit by
the institution at which such student is enrolled) leading to a recognized educational credential at
an eligible educational institution. The student must pursue a course of study on at least a half-
time basis. A student is considered to pursue a course of study on at least a half-time basis if the
student carries at least one half the normal full-time work load for the course of study the student
is pursuing for at least one academic period that begins during the taxable year. To be eligible
for the Hope credit, a student must not have been convicted of a Federal or State felony
consisting of the possession or distribution of a controlled substance.

Eligible educational institutions generally are accredited post-secondary educational
institutions offering credit toward a bachelor’s degree, an associate’s degree, or another
recognized post-secondary credential. Certain proprietary institutions and post-secondary
vocational institutions also are eligible educational institutions. In order to qualify as an eligible
educational institution, an institution must be eligible to participate in Department of Education
student aid programs.

Effective for taxable years beginning after December 31, 2010, the changes to the Hope
credit made by EGTRRA no longer apply. The EGTRRA change scheduled to expire is the
change that permitted a taxpayer to claim a Hope credit in the same year that he or she claimed
an exclusion from an education savings account. Thus, after 2010, a taxpayer cannot claim a
Hope credit in the same year he or she claims an exclusion from an education savings account.
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Lifetime Learning credit

Individual taxpayers are allowed to claim a nonrefundable credit, the Lifetime Learning
credit, equal to 20 percent of qualified tuition and related expenses incurred during the taxable
year on behalf of the taxpayer, the taxpayer’s spouse, or any dependents.94 Up to $10,000 of
qualified tuition and related expenses per taxpayer return are eligible for the Lifetime Learning
credit (i.e., the maximum credit per taxpayer return is $2,000). In contrast with the Hope credit,
the maximum credit amount is not indexed for inflation.

In contrast to the Hope credit, a taxpayer may claim the Lifetime Learning credit for an
unlimited number of taxable years. Also in contrast to the Hope credit, the maximum amount of
the Lifetime Learning credit that may be claimed on a taxpayer’s return will not vary based on
the number of students in the taxpayer’s family — that is, the Hope credit is computed on a per
student basis, while the Lifetime Learning credit is computed on a family-wide basis. The
Lifetime Learning credit amount that a taxpayer may otherwise claim is phased out ratably for
taxpayers with modified adjusted gross income between $43,000 and $53,000 (387,000 and
$107,000 for married taxpayers filing a joint return) for 2005. These phaseout ranges are the
same as those for the Hope credit, and are similarly indexed for inflation.

The Lifetime Learning credit is available in the taxable year the expenses are paid,
subject to the requirement that the education is furnished to the student during that year or during
the first three months of the next year. Qualified tuition and related expenses paid with the
proceeds of a loan generally are eligible for the Lifetime Learning credit. As with the Hope
credit, repayment of a loan is not a qualified tuition expense.

As with the Hope credit, a taxpayer may claim the Lifetime Learning credit with respect
to a student who is not the taxpayer or the taxpayer’s spouse (e.g., in cases in which the student
is the taxpayer’s child) only if the taxpayer claims the student as a dependent for the taxable year
for which the credit is claimed. If a student is claimed as a dependent by the parent or other
taxpayer, the student may not claim the Lifetime Learning credit for that taxable year on the
student’s own tax return. If a parent (or other taxpayer) claims a student as a dependent, any
qualified tuition and related expenses paid by the student are treated as paid by the parent (or
other taxpayer) for purposes of the provision.

A taxpayer may claim the Lifetime Learning credit for a taxable year with respect to one
or more students, even though the taxpayer also claims a Hope credit for that same taxable year
with respect to other students. If, for a taxable year, a taxpayer claims a Hope credit with respect
to a student, then the Lifetime Learning credit is not available with respect to that same student
for that year (although the Lifetime Learning credit may be available with respect to that same
student for other taxable years). As with the Hope credit, a taxpayer may not claim the Lifetime
Learning credit and also claim the section 222 deduction for qualified tuition and related
expenses (described below).

%% Sec. 25A. The Lifetime Learning credit generally may not be claimed against a
taxpayer’s alternative minimum tax liability. However, the credit may be claimed against a
taxpayer’s alternative minimum tax liability for taxable years beginning prior to January 1, 2006.
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As with the Hope credit, the Lifetime Learning credit is available for “qualified tuition
and related expenses,” which include tuition and fees (excluding nonacademic fees) required to
be paid to an eligible educational institution as a condition of enrollment or attendance of a
student at the institution. Eligible higher education institutions are defined in the same manner
for purposes of both the Hope and Lifetime Learning credits. Charges and fees associated with
meals, lodging, insurance, transportation, and similar personal, living or family expenses are not
eligible for the credit. The expenses of education involving sports, games, or hobbies are not
qualified tuition expenses unless this education is part of the student’s degree program, or the
education is undertaken to acquire or improve the job skills of the student.

In contrast to the Hope credit, qualified tuition and related expenses for purposes of the
Lifetime Learning credit include tuition and fees incurred with respect to undergraduate or
graduate-level courses.” Additionally, in contrast to the Hope credit, the eligibility of a student
for the Lifetime Learning credit does not depend on whether the student has been convicted of a
Federal or State felony consisting of the possession or distribution of a controlled substance.

As with the Hope credit, qualified tuition and fees generally include only out-of-pocket
expenses. Qualified tuition and fees do not include expenses covered by employer-provided
educational assistance and scholarships that are not required to be included in the gross income
of either the student or the taxpayer claiming the credit. Thus, total qualified tuition and fees are
reduced by any scholarship or fellowship grants excludable from gross income under section 117
and any other tax-free educational benefits received by the student during the taxable year (such
as employer-provided educational assistance excludable under section 127). The Lifetime
Learning credit is not allowed with respect to any education expense for which a deduction is
claimed under section 162 or any other section of the Code.

Effective for taxable years beginning after December 31, 2010, the changes to the
Lifetime Learning credit made by EGTRRA no longer apply. The EGTRRA change scheduled
to expire is the change that permitted a taxpayer to claim a Lifetime Learning credit in the same
year that he or she claimed an exclusion from an education savings account. Thus, after 2010,
taxpayers cannot claim a Lifetime Learning credit in the same year he or she claims an exclusion
from an education savings account.

Above-the-line deduction for certain higher education expenses

An individual is allowed an above-the-line deduction for qualified tuition and related
expenses for higher education paid by the individual during the taxable year.”® Qualified tuition
and related expenses are defined in the same manner as for the Hope and Lifetime Learning
credits, and includes tuition and fees required for the enrollment or attendance of the taxpayer,
the taxpayer’s spouse, or any dependent of the taxpayer with respect to whom the taxpayer may
claim a personal exemption, at an eligible institution of higher education for courses of

% As explained above, the Hope credit is available only with respect to the first two
years of a student’s undergraduate education.

% Sec. 222.
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instruction of such individual at such institution.”’ The expenses must be in connection with
enrollment at an institution of higher education during the taxable year, or with an academic term
beginning during the taxable year or during the first three months of the next taxable year. The
deduction is not available for tuition and related expenses paid for elementary or secondary
education.

For taxable years beginning in 2004 or 2005, the maximum deduction is $4,000 for an
individual whose adjusted gross income for the taxable year does not exceed $65,000 ($130,000
in the case of a joint return), or $2,000 for other individuals whose adjusted gross income does
not exceed $80,000 ($160,000 in the case of a joint return). No deduction is allowed for an
individual whose adjusted gross income exceeds the relevant adjusted gross income limitations,
for a married individual who does not file a joint return, or for an individual with respect to
whom a personal exemption deduction may be claimed by another taxpayer for the taxable year.
The deduction is not available for taxable years beginning after December 31, 2003.

The amount of qualified tuition and related expenses must be reduced by certain
scholarships, educational assistance allowances, and other amounts paid for the benefit of such
individual,”® and by the amount of such expenses taken into account for purposes of determining
any exclusion from gross income of: (1) income from certain United States Savings Bonds used
to pay hl%her education tuition and fees; and (2) income from a Coverdell education savings
account.” Additionally, such expenses must be reduced by the earnings portion (but not the
return of principal) of distributions from a qualified tuition program if an exclusion under section
529 is claimed with respect to expenses eligible for exclusion under section 222. No deduction
is allowed for any expense for which a deduction is otherwise allowed or with respect to an
individual for whom a Hope credit or Lifetime Learning credit is elected for such taxable year.

%7 The deduction generally is not available for expenses with respect to a course or
education involving sports, games, or hobbies, and is not available for student activity fees,
athletic fees, insurance expenses, or other expenses unrelated to an individual’s academic course
of instruction.

% Secs. 222(d)(1) and 25A(g)(2).

% Sec. 222(c). These reductions are the same as those that apply to the Hope and
Lifetime Learning credits.
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Reasons for Change

Combining the Hope and Lifetime Learning credits and the deduction for higher
education expenses into a single credit for higher education expenses would promote simplicity
in delivering education tax benefits.'® Additionally, providing such benefits on a per-student
basis, rather than a per tax return basis, would promote greater fairness by allowing the credit to
vary more directly with the number of students in a family.

Description of Proposal

The proposal combines the Hope and Lifetime Learning credits and the above-the-line
deduction for qualified higher education expenses into a single credit. The credit applies on a
per-student basis, as under the Hope credit, and, as under the Lifetime Learning credit, applies to
qualified education expenses for both graduate and undergraduate education without regard to
enrollment status (i.e., halftime or otherwise). The credit equals 25 percent of the first $10,000
dollars of qualified expenses per student. The otherwise allowable aggregate credit per tax
return is phased out by $50 for each $1,000 that adjusted gross income exceeds $70,000
($140,000 if married filing a joint return). The credit is allowed against the alternative minimum
tax.

The credit rate, expense limitation, and phaseout ranges were chosen to create an
approximately revenue neutral proposal over the period 2006-2014'%" under the assumption that
the baseline includes permanent extension of the above-the-line deduction and extension of
provisions allowing nonrefundable personal credits against the alternative minimum tax. These
assumptions were made for purposes of illustrating a possible credit that provides benefits
comparable to those based on the law in effect for 2005. A revenue estimate of this proposal,
which would be determined relative to present law (and therefore would incorporate the
expiration of all expiring provisions), would not be revenue neutral. In particular, the proposal
does not completely reflect the revenue loss attributable to allowing the credit against the
alternative minimum tax or allowing the credit for those taxpayers phased out of the present-law
Hope and Lifetime Learning Credits, but otherwise eligible for the above-the-line deduction for
higher education expense if the deduction were extended.

The $10,000 expense limit and the phaseout thresholds are the 2006 levels. The expense
limit and the phaseout thresholds are indexed for inflation.

190 The complexity of the present-law rules was previously noted by the staff of the Joint
Committee on Taxation in the 2001 simplification study. The proposal here is similar to the
recommendation in the simplification study. Joint Committee on Taxation, Study of the Overall
State of the Federal Tax System and Recommendations for Simplification, Pursuant to Section
8022(3)(B) of the Internal Revenue Code of 1986 (JCS-3-01), April 2001, at 122, 126-30.

10 The proposal is not revenue neutral on a year-by-year basis.
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Effective Date

The proposal is effective with respect to taxable years beginning after the date of
enactment.

Discussion

The proposal embodies two principal policy objectives. The first is simplification. The
three present-law benefits are substantially similar in their objectives; combining them into a
single benefit can achieve the same general policy in a less complicated manner. 192 The second
policy objective is to achieve a more equitable benefit by making the benefit apply on a per
student basis rather than a per tax-return basis.

The credit structure (as opposed to a deduction) is adopted, and an income-based
phaseout of the benefit is retained, on the grounds that educational expenses do not warrant a
reduced tax liability as a result of ability-to-pay principles. Rather, the primary function of the
educational benefit is to lower the price of education (accomplished via the credit) to a particular
group in order to encourage pursuit of higher education. The rationale for the credit approach
rather than the deduction suggests that the credit should be refundable, because the rationale for
subsidizing the price of education does not depend on having a tax liability. Nevertheless,
refundable credits are administratively complex and potentially more subject to fraudulent claims
that are difficult to recoup. Additionally, there are Federal programs, such as the Pell Grant
program, that provide direct grants for education to a population that is generally similar to the
population that would be eligible for a refundable credit. Thus, a mechanism already exists to
assist this demographic group, which could be expanded by Congress as necessary.

The proposal does not provide for refundability because Congress has not in the past
permitted refundability with respect to education benefits. The credit structure would readily
permit refundability should Congress desire to provide for it.

The proposal does not include a half-time or greater enrollment requirement on the
grounds that many students from lower-income families cannot afford to attend school on a half-
time or greater basis, either as a result of the expenses of half-time or greater enrollment or as a
result of the greater foregone earnings from reduced employment of the student that a half-time
or greater enrollment requirement would likely entail.

192 pyrther simplification could be achieved across other tax benefits for education. For
example, separately, the President’s Fiscal Year 2005 budget proposal and the staff of the Joint
Committee on Taxation have recommended that the definition of qualified education expenses be
conformed more generally across provisions of the Code. See Office of Management and
Budget, Budget of the United States Government, Fiscal Year 2005; and, Joint Committee on
Taxation, Study of the Overall State of the Federal Tax System and Recommendations for
Simplification, Pursuant to Section 8022(3)(B) of the Internal Revenue Code of 1986 (JCS-3-01),
April 2001, at 122-26.
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C. Repeal Exclusion for Qualified Tuition Reductions
(sec. 117(d))

Present Law

Qualified tuition reductions

Present law provides an exclusion from gross income and wages for amounts received as
a qualified tuition reduction.'® In general, a qualified tuition reduction is the amount of any
reduction in tuition provided to employees of qualifying educational organizations for the
education below the graduate level (includin% grimary and secondary school) of the employee
(and the employee’s spouse and dependents) 9% at such organizations or other qualifying
educational organizations. A graduate student at a qualifying educational organization who is
engaged in teaching or research activities at the organization may exclude from gross income and
wages any amount received as a qualified tuition reduction even if the education provided is not
below the graduate level.

For a tuition reduction to qualify for the exclusion, the organization must be an
educational organization which normally maintains a regular faculty and curriculum and
normally has a regularly-enrolled body of pupils or students in attendance at the place where its
educational activities are regularly carried on.

A qualified tuition reduction which is provided with respect to a highly compensated
employee qualifies for the exclusion only if it meets certain nondiscrimination rules.
Specifically, the exclusion must be offered on substantially the same terms to each member of a
group of employees which is defined under a reasonable classification established by the
employer which does not discriminate in favor of highly compensated employees. For this
purpose, the term “highly compensated employee” means any employee who (1) was a five-
percent owner of the employer at any time during the year or (2) for the preceding year, had
compensation from the employer in excess of $95,000 (for 2005) and if the employer elects, was
in the top-paid group of employees for such year.105

The exclusion for qualified tuition reductions generally does not apply to any amount
received by a student that represents payment for teaching, research, or other services by the
student required as a condition for receiving the tuition reduction. Payments for such services
are includible in gross income and wages.

103 Secs. 117(d) and 3121(a)(20).

104 Certain other individuals may also be treated as employees for purposes of this rule,
including retired and disabled employees and surviving spouses of employees.
Sec. 117(d)(2)(B).

105 Sec. 414(q). This is the same definition used for purpose of the nondiscrimination
rules applicable to qualified retirement plans.
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Other tax benefits for education expenses

Present law provides a variety of other tax benefits relating to education. These include:
the Hope tax credit; the Lifetime Learning credit; an above-the-line deduction of up to $4,000 of
higher education expenses; an exclusion of up to $5,250 annually for employer-provided
education assistance; qualified scholarships; section 529 qualified tuition programs; Coverdell
education savings accounts; an exclusion of earnings on education savings bonds; a deduction
for student loan interest; and an exclusion of income for student loan forgiveness.lo6

Reasons for Change

The exclusion for qualified tuition reductions raises fairness concerns because it is
available only to a limited group of taxpayers, as compared to other present-law provisions
which provide tax benefits relating to education much more broadly. Repeal of the provision
would simplify the law and remove a potential source of noncompliance.

Description of Proposal

The proposal repeals the exclusion for qualified tuition reductions. Under the proposal,
such benefits are included in gross income and are treated as wages for employment tax
purposes.107 Tuition reductions that are includible in income under the proposal would be
eligible for the present-law tax benefits for education expenses, provided the requirements for
such benefits are otherwise satisfied.

Effective Date
The proposal is effective with respect to taxable years beginning after date of enactment.
Discussion

The exclusion for qualified tuition reductions is available only to a limited group of
taxpayers. It is not available to individuals working in fields other than education and, within the
education field, may be available primarily to those working for educational institutions which
have the greatest resources and by employees of the most resource-rich schools within such

106 Some of these provisions apply to higher education, while others also apply to
elementary and secondary education. For example, the Coverdell education savings accounts
may be used to provide for primary and secondary education on a tax-favored basis. A proposal
to combine the above-the-line deduction, the Hope credit and the Lifetime Learning credit is
described in Part IL.B., of the report.

197 Tyition reductions are also excludable from income and wages if they qualify: (1) as a
working condition fringe benefit (sec. 132(d)), i.e., if the cost of the education would be
deductible as a business expense paid by the employee; or (2) for the exclusion for employer-
provided education assistance (sec. 127). In many cases, the section 127 exclusion will not
apply, because that exclusion applies to education provided to the employee, but not to the
employee’s spouse or dependents.
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institutions because such institutions and schools may be in the best financial position to provide
such benefits.

Although the nondiscrimination rules for qualified tuition reductions require that the
benefits not discriminate in favor of highly compensated employees, these rules may not
adequately prevent the award of these benefits in favor of the more highly compensated,
depending upon how a “reasonable classification” of employees is defined.'® Moreover, the
nondiscrimination rules do not address the limited scope of the provision to benefit only
employees of certain educational organizations.

By comparison to qualified tuition reductions, other provisions under present law provide
tax benefits for education to a much broader segment of taxpayers. If the proposal were adopted,
current beneficiaries of qualified tuition reductions would be entitled to claim benefits under any
of these provisions if they are otherwise eligible.

Qualified tuition reductions are sometimes viewed as a means to promote loyalty on the
part of employees of educational organizations. For example, under present law, such
organizations may subsidize in a tax-free manner the education of an employee’s dependents at
the same institution where the employee works. But this rationale may not fully justify the
present-law rules for qualified tuition reductions because these rules also permit a tax-free
subsidy even if the employee’s dependent is educated at any other qualifying institution.

The proposal simplifies the law and removes a potential source of noncompliance. For
example, repeal of the provision eliminates the need to determine the appropriate classification
of employees for purposes of applying the nondiscrimination requirement. Repeal also
eliminates the potential confusion of distinguishing between a tax-free tuition reduction received
by a student and taxable compensation received by such student for teaching, research, or other
services.

108 peasonable classification is a concept that also applies with respect to the
nondiscrimination rules applicable to qualified retirement plans. The IRS has noted that the
reasonable classification rule applies differently to qualified tuition reductions than to qualified
retirement plans. See, €.g., Priv. Ltr. Ruls. 200137041 (June 20, 2001) and 9710022 (December
6, 1996).
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D. Deny Refundable Child Credit When Section 911 Exclusion is Elected
(sec. 24)

Present Law

Child credit

In general

100 An individual may claim a $1,000 tax credit for each qualifying child under the age of
17.

The child tax credit is phased-out for individuals with income over certain thresholds.
Specifically, the otherwise allowable child tax credit is reduced by $50 for each $1,000 (or
fraction thereof) of modified adjusted gross income over $75,000 for single individuals or heads
of households, $110,000 for married individuals filing joint returns, and $55,000 for married
individuals filing separate returns.''® The length of the phase-out range depends on the number
of qualifying children. For example, the phase-out range for a single individual with one
qualifying child is between $75,000 and $95,000 of modified adjusted gross income. The phase-
out range for a single individual with two qualifying children is between $75,000 and $115,000.

The amount of the tax credit and the phase-out ranges are not adjusted annually for
inflation.

Refundability

For 2005, the child credit is refundable to the extent of 15 percent of the taxpayer’s
earned income in excess of $10,9OO.111 Families with three or more children are allowed a

109 gec. 24. The credit reverts to $500 in taxable years beginning after December 31,
2010, under the sunset provision of EGTRRA. A qualifying child is determined by reference to
the uniform definition of qualifying child enacted by Congress in 2004, effective for taxable
years beginning after December 31, 2004. Secs. 21(b)(1)(A) and 152(a)(1) (as amended by The
Working Families Tax Relief Act of 2004, Pub. L. No. 108-311, secs. 201 and 203). In general,
a qualifying child means, with respect to a taxpayer for a taxable year, an individual who: (1) isa
son, daughter, stepson, stepdaughter, adopted child, eligible foster child, brother, sister,
stepbrother, or stepsister of the taxpayer, or a descendant of any such individual; (2) shares the
same principal place of abode as the taxpayer for more than half the taxable year; (3) meets
certain age requirements or is permanently and totally disabled; and (4) has not provided over
one half of his or her own support during the year. Sec. 152(c) (as amended by the Act).

10 Modified adjusted gross income is the taxpayer’s total gross income plus certain
amounts excluded from gross income (e.g., excluded income of U.S. citizens or residents living
abroad (sec. 911); residents of American Samoa and the Northern Mariana Islands (sec. 931);
and residents of Puerto Rico (sec. 933)).

1 The $10,900 amount is indexed for inflation.
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refundable credit for the amount by which the taxpayer’s social security taxes exceed the
taxpayer’s earned income credit, if that amount is greater than the refundable credit based on the
taxpayer’s earned income in excess of $10,900 (for 2005). The refundable portion of the child
credit does not constitute income and is not treated as resources for purposes of determining
eligibility or the amount or nature of benefits or assistance under any Federal program or any
State or local program financed with Federal funds. For taxable years beginning after December
31, 2010, the sunset provision of EGTRRA applies to the rule allowing refundable child credits
based on earned income in excess of the threshold.

The definition of “earned income” for purposes of the refundable child credit generally
follows that for the earned income credit, which includes (1) wages, salaries, tips and other
employee compensation to the extent includible in gross income, plus (2) net earnings from self-
employment. For purposes of the refundable child credit, earned income also must be taken into
account in computing taxable income in order to be considered earned income for calculating the
refundable child credit.

Earned income credit

In general

Low and moderate-income workers may be eligible for the refundable earned income
credit (“EIC”).112 Eligibility for the EIC is based on earned income, adjusted gross income,
investment income, filing status, and immigration and work status in the United States. The
amount of the EIC is based on the presence and number of qualifying children in the worker’s
family, as well as on adjusted gross income and earned income.

The earned income credit generally equals a specified percentage of wagesup to a
maximum dollar amount. The maximum amount applies over a certain income range and then
diminishes to zero over a specified phaseout range. For taxpayers with earned income (or
adjusted gross income (“AGI”), if greater) in excess of the beginning of the phaseout range, the
maximum EIC amount is reduced by the phaseout rate multiplied by the amount of earned
income (or AGI, if greater) in excess of the beginning of the phaseout range. For taxpayers with
earned income (or AGI, if greater) in excess of the end of the phaseout range, no credit is
allowed.

An individual is not eligible for the EIC if the aggregate amount of disqualified income
of the taxpayer for the taxable year exceeds $2,700 (for 2005). This threshold is indexed.
Disqualified income is the sum of: (1) interest (taxable and tax exempt); (2) dividends; (3) net
rent and royalty income (if greater than zero); (4) capital gains net income; and (5) net passive
income (if greater than zero) that is not self-employment income.

The EIC is a refundable credit, meaning that if the amount of the credit exceeds the
taxpayer’s Federal income tax liability, the excess is payable to the taxpayer as a direct transfer
payment. Under an advance payment system, eligible taxpayers may elect to receive the credit

12 gec, 32.
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in their paychecks, rather than waiting to claim a refund on their tax return filed by April 15 of
the following year.

Section 911

An individual electing to exclude foreign earned income under the provisions of section
911 is not eligible for the EIC.

Foreign earned income exclusion (section 911)
In general

U.S. citizens generally are subject to U.S. income tax on all their income, whether
derived in the United States or elsewhere. U.S. citizens living abroad may be eligible to elect to
exclude from their income for U.S. tax purposes certain foreign earned income and foreign
housing costs, in which case no residual U.S. tax is imposed to the extent of such exclusion.!

In order to qualify for these exclusions, an individual must be either: (1) a U.S. citizen who is a
bona fide resident of a foreign country for an uninterrupted period that includes an entire taxable
year; 14 61 (2) a U.S. citizen or resident present overseas for 330 days out of any 12-consecutive-
month period. In addition, the taxpayer must have his or her tax home in a foreign country.

Exclusion for compensation

The foreign earned income exclusion generally applies to income earned from sources
outside the United States as compensation for personal services rendered by the taxpayer. The
maximum exclusion amount for foreign earned income is $80,000 per taxable year for 2005 and
thereafter. For taxable years beginning after 2007, the maximum exclusion amount is indexed
for inflation.

Reasons for Change

Present law permits certain high-income taxpayers to receive the refundable child credit,
which is intended for low-income taxpayers.

Description of Proposal

The proposal denies a refundable child credit to anyone claiming the section 911
exclusion.

13 gec. 911.

14 Only U.S. citizens may qualify under the bona fide residence test. However, resident
aliens of the United States who are citizens of foreign countries that have a treaty with the United
States may qualify for section 911 exclusions under the bona fide residence test by application of
a nondiscrimination provision.
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Effective Date

The proposal is effective with respect to taxable years beginning after the date of
enactment.

Discussion

The refundable child credit is generally intended to apply to working families of
sufficiently low economic income. Under present law, however, because earned income must be
included in gross income in order to be considered earned income for purposes of the EIC and
the refundable child credit, taxpayers working abroad and claiming an exclusion under section
911 are potentially eligible for a refundable child credit if their income is sufficiently high.
Specifically, the refundable credit becomes payable for taxpayers working abroad, and electing
the section 911 exclusion, once the taxpayer’s earned income exceeds $90,900 (section 911
exclusion of $80,000 plus the refundable child credit earned income threshold of $10,900 for
2005).

Example 1.—A married U.S. taxpayer with two children who lives and works in a foreign
country with $100,000 of foreign earned income has gross income of only $20,000 as a result of
the $80,000 foreign earned income (section 911) exclusion. The taxpayer is potentially eligible
for up to $2,000 of child credits as a result of having two eligible children. Because the phaseout
of the child credit starts at $110,000 of modified AGI for a married taxpayer filing jointly, the
child credit is not reduced by the phaseout.115 As aresult of other provisions of U.S. tax law
such as the personal exemptions and the standard deduction which collectively exceed
$20,000,''® taxpayer has no taxable income and thus no U.S. income tax liability to apply the
$2,000 credit towards. However, because the refundable child credit is based on only the portion
of earned income that is included in taxable income, the taxpayer is eligible for a refundable
credit of up to 15 percent of the amount by which such income (in this case $20,000) exceeds
$10,900, or $9,100, for a refundable credit of $1,365 (15 percent of $9,100). Since the taxpayer
was eligible for up to $2,000 in child credits, the taxpayer is able to claim the full refundable
amount of $1,365.'"7

Example 2.-The facts are the same as example 1 except that the taxpayer has $60,000 of
foreign earned income, or $40,000 less income than the taxpayer of example 1. The taxpayer
thus has no gross income for U.S. tax purposes as a result of the $80,000 foreign earned income
(section 911) exclusion. The taxpayer is potentially eligible for up to $2,000 of child credits as a

15 The phaseout of the child credit applies regardless of whether the child credit is used
to offset regular tax liability or is a refundable child credit.

116 The taxpayer would have two personal exemptions and two dependent exemptions at
$3,200 each for a total of $12,800, and a standard deduction of $10,000, for total exemptions and
deductions of $22,800.

"7 1f the taxpayer had only one child, the calculation for the refundable credit would still

yield a potentially refundable credit of $1,365, but the actual refundable credit would have been
limited to $1,000 as that is the maximum credit allowable for a taxpayer with one child.
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result of having two eligible children. Because the phaseout of the child credit starts at $110,000
of modified AGI for a married taxpayer filing jointly, the child credit is not reduced by the
phaseout. As a result of having no gross income, the taxpayer has no taxable income and thus no
U.S. income tax liability to apply the $2,000 credit towards. Because the refundable child credit
is based on only the portion of earned income that is included in taxable income for a taxpayer
with fewer than three children, the taxpayer is not eligible for a refundable credit because none
of the earned income is included in taxable income.

Thus, the taxpayer with the lower income is denied the refundable credit, while the
taxpayer with higher income receives a refundable credit. Most observers would agree that
present law, in providing a refundable credit to certain high-income taxpayers, while denying it
to certain lower-income taxpayers, violates generally held principles of equitable tax policy.
Hence, the proposal adopts the EIC rule and prohibits claiming a refundable credit when the
section 911 exclusion is taken.
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E. Repeal the Deduction for Interest on Home Equity Indebtedness
(sec. 163)

Present Law

In general

In general, an individual may not deduct personal interest.!'® Personal interest is any
interest other than interest incurred or continued in connection with the conduct of a trade or
business (other than the trade or business of performing services as an employee) or investment
interest. Qualified residence interest, however, is not treated as personal interest and is
deductible subject to limitations.'"® Qualified residence interest means interest on either
acquisition indebtedness or home equity indebtedness.

Acquisition indebtedness

Acquisition indebtedness is indebtedness incurred in acquiring, constructing or
substantially improving any qualified residence of the taxpayer. Acquisition indebtedness is
reduced as payments of principal are made and cannot be increased by refinancing. Thus, for
example, if the taxpayer incurs $200,000 of acquisition indebtedness to acquire his principal
residence and pays down the debt to $150,000, his acquisition indebtedness with respect to the
residence cannot thereafter be increased above $150,000 (except by indebtedness incurred to
substantially improve the residence). Refinanced acquisition debt continues to be treated as
acquisition debt to the extent that the principal amount of the refinancing does not exceed the
principal amount of the acquisition debt immediately before the financing. The indebtedness
must be secured by the qualified residence and is limited to $1 million. Qualified residence
means the taxpayer’s principal residence and one other residence of the taxpayer selected to be a
qualified residence.

Home equity indebtedness

Certain home equity indebtedness may give rise to deductible qualified residence interest.
Home equity indebtedness, for this purpose, means debt secured by the taxpayer’s principal or
second residence to the extent the aggregate amount of such debt does not exceed the difference
between the total acquisition indebtedness with respect to the residence, and the fair market
value of the residence. The amount of home equity indebtedness on which interest is treated as
deductible qualified residence interest may not exceed $100,000 ($50,000 for married persons
filing a separate return).'?

18 Sec. 163(h)(1).
19 gec. 163(h)(2)(D) and (h)(3).

120 The $100,000 limitation on home equity indebtedness was enacted by the Revenue
Act of 1987. The Tax Reform Act of 1986 had previously limited the deductibility of personal
interest. The exception in the Tax Reform Act of 1986 for qualified residence interest allowed a
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Interest on qualifying home equity indebtedness is deductible, regardless of how the
proceeds of the indebtedness are used.'?! A taxpayer and a mortgage company can contract for
the home equity indebtedness loan proceeds to be transferred to the taxpayer either in a lump
sum payment or a series of payments (e.g., a reverse mortgage).

Thus, under present law, the total amount of a taxpayer’s home equity indebtedness with
respect to his principal residence and a second residence, when combined with the amount of his
acquisition indebtedness with respect to such residences, may not exceed a $1,100,000 overall
limitation ($550,000, for married persons filing a separate return).

Reasons for Change

The present-law deduction for interest on home equity indebtedness is inconsistent with
the goal of encouraging home ownership while limiting significant disincentives to saving. A
taxpayer may deduct interest on a loan of up to $100,000 secured by his residence that has no
relation to the acquisition or substantial improvement of the residence. This acts as a
disincentive to savings and is unrelated to the purpose of encouraging home ownership. Further,
the present-law home equity indebtedness rules provide inconsistent treatment by allowing
deductible interest for homeowners’ consumption spending that is not allowed to similarly
situated non-homeowners.

Description of Proposal

The proposal repeals the deduction for interest on home equity indebtedness.
Effective Date

The proposal is effective for interest paid on debt incurred after the date of enactment.
Interest on home equity indebtedness originally incurred before the date of enactment and
refinanced on or after the date of enactment remains deductible only to the extent of the
outstanding principal of the indebtedness at the time of refinancing.

The following examples illustrate the application of the effective date:

Example 1.—A taxpayer has a home with a fair market value of $500,000 in a taxable year
beginning after the date of enactment. The taxpayer has a first mortgage of $250,000 (at 6.5
percent) which qualifies as an acquisition loan. The taxpayer has a home equity loan of $75,000
(at seven percent) but pays no interest during the year. Both the $250,000 first mortgage and the
$75,000 home equity loan were originally incurred before the effective date. After the date of
enactment, the taxpayer incurs a new home equity loan of $225,000 (at six percent) and pays off

deduction for interest on a loan secured by a principal or second residence up to the sum of the
amount of the cost of the residence plus the amount of qualified medical expenses and qualified
educational expenses (not in excess of the fair market value of the residence).

121 Examples of such personal expenditures include health costs and education expenses
for the taxpayer’s family members or any other personal expenses.
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the $75,000 home equity loan. The taxpayer may continue to deduct the interest on the first
mortgage of $250,000 as an acquisition loan and may also deduct one-third of the interest of the
new home equity loan ($75,000/$225,000).

Example 2.—Same facts as above except that the taxpayer did not have an outstanding
home equity loan on the date of enactment. The taxpayer may continue to deduct the interest on
the first mortgage of $250,000 as an acquisition loan, but none of the interest on the new home
equity loan.

Discussion

In general

Encouraging savings is a policy goal reflected throughout the Code. In part for this
reason, personal interest generally is not deductible. Another policy reflected in the Code is the
promotion of home ownership. To promote home ownership, the Code allows a deduction for
qualified residence interest (including interest on home equity indebtedness). Interest on home
equity debt, however, more closely resembles non-deductible personal interest than interest
incurred to purchase a taxpayer’s principal or second residence, and therefore the general tax
policy against subsidizing personal debt (other than for homeownership) should apply to home
equity indebtedness. There are three major arguments for eliminating the deduction for home
equity debt: (1) it creates conflicting policies; (2) it causes complexity in the tax law; and (3) it
yields disparate treatment of similarly situated taxpayers.

Conflicting policies

If a tax deduction for personal interest were allowed, it would reduce the effective
interest cost of the indebtedness and thereby encourage individuals to incur such debt. By
generally disallowing a deduction for personal interest, present law discourages personal debt of
individuals and encourages personal saving. Because home equity interest is interest paid on a
personal debt, allowing a deduction for such interest creates an inconsistent policy as between
home equity debt and other personal debt. Further, it is unlikely that the deduction for interest
on home equity debt significantly adds to the present-law incentive to encourage homeownership
because most decisions to purchase a home are unlikely to be affected by the ability to deduct
home equity indebtedness.'?? Also, individuals who currently benefit from the home equity debt
rules have already achieved homeownership and are unlikely to stop being homeowners because
the home equity debt rules are repealed.

Complexity

The present-law rule that home equity interest is only deductible for indebtedness up to
the amount that the fair market value of the home exceeds acquisition indebtedness adds
complexity to the tax law by requiring the homeowner to determine the fair market value of the
home on a periodic basis. This source of complexity is compounded in periods of fluctuating

122 The deduction for interest on home equity indebtedness may conflict with the goal of
homeownership if taxpayers are encouraged to incur unsustainable levels of debt.
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real estate prices. Repeal of the home equity debt rules would eliminate this source of
complexity.

Further, the present-law home equity debt rules can be manipulated by taxpayers. For
example, many automobile dealerships are willing to accept a security interest in a car buyer’s
home without any information about the home’s value or whether the home is security for any
other debt in order to provide the individual with an interest deduction under the home equity
debt rules. Dealers may take this interest in the home though a security interest in the car as their
primary security on the debt (often making the home as security for the debt in form only). The
result of this inconsistency can be a perception that the tax rules are unfair as well as complex.

The present-law home equity debt rules have some simplification value in certain
circumstances. Specifically, when the amount of home equity indebtedness incurred as part of a
home refinancing does not exceed $100,000, a taxpayer may not have to allocate interest because
all the interest on the home refinancing is deductible. Unlike present law, the proposal requires a
taxpayer to bifurcate the interest paid on the refinancing debt between the deductible and
nondeductible portions if any home equity debt (other than grandfathered home equity debt) is
incurred as part of a refinancing. Therefore the proposal can result in additional computational
complexity in certain circumstances. However, this potential increase in complexity is small
compared to the reduction in complexity related to valuation that would be effected by the
proposal.

In determining how to characterize interest expense of an individual as, for example,
investment interest (which is deductible within certain limits) or personal interest (which
generally is nondeductible), or deductible qualified residence interest (including home e(;ulty
interest), temporary regulations provide rules that essentially adopt a tracing approach.'? These
tracing rules could be simplified by reducing the number of categories of interest to which they
apply. Denying deductibility for home equity debt rules would simplify the tracing and reduce
complexity.

Disparate treatment of similarly situated taxpayers

Home equity debt is often incurred to finance an individual’s personal expenditures, and
not to finance homeownership. Such interest would be nondeductible as personal interest if it
were not incurred with respect to home equity debt. Effectively, present law gives unequal
treatment for otherwise similar interest costs based on whether the debtor owns a home. This
result is inequitable.

The home equity deduction also treats homeowners unequally because the present-law
home equity debt rules favor homeowners with equity in their home versus homeowners with
little or no equity. Therefore, this tax benefit generally is more valuable to homeowners in areas
with price appreciated homes than to homeowners in areas with flat or declining home prices.
Taxpayers may respond to the proposal by incurring or maintaining larger amounts of acquisition
indebtedness. If this occurs, disparate treatment of similarly situated taxpayers may continue.

123 Treas. Reg. sec. 1.163-8T (1987).
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For example, assume Taxpayer A and Taxpayer B each has $250,000 of savings and no other
debts when they purchase their principal residences for $500,000, respectively. Taxpayer A
incurs $500,000 of acquisition indebtedness and leaves untouched the $250,000 of savings.
Taxpayer B uses the $250,000 of savings as a down payment and incurs $250,000 of acquisition
indebtedness. After these transactions, the two taxpayers are similarly situated with net worths
of $250,000, but Taxpayer A may be able to offset future taxable income with a larger home
mortgage interest deduction.'?* The same situation can arise under present law. Any effort to
address this concern is beyond the scope of this proposal because it involves curtailing the
present-law deduction for acquisition indebtedness.

124 Taxpayer A may also have more taxable income as a result of the return on the
$250,000 of savings than Taxpayer B.
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F. Limit the Exclusion for Rental Value of a Residence
Rented for Fewer Than 15 Days
(sec. 280A)

Present Law

Gross income generally includes all income from whatever source derived, including rent
from real property. Present law provides a de minimis exception to this rule if a dwelling unit is
used during the taxable year by the taxpayer as a residence and is rented for fewer than 15 days
during the taxable year. In this case, the rental income is not included in gross income. No
deductions attributable to such rental use are allowed.

Reasons for Change

The present-law 15-day rule inaccurately measures economic income by excluding rental
income earned by the taxpayer. The amount of the untaxed income can be significant even for
fewer than 15 days’ rental. A dollar limitation in conjunction with the 15-day rule would more
accurately function as a de minimis threshold than a rule based exclusively on the rental period.

Description of Proposal

The proposal limits the total exclusion for the rental value of a residence rented fewer
than 15 days to $2,000. Also the proposal allows certain deductions attributable to such rental
use. Specifically, a taxpayer may claim the otherwise allowable deductions attributable to such
rental use (e.g., depreciation) reduced in proportion to the ratio of excludable rental income to
total rental income from the property.

Effective Date
The proposal is effective for taxable years beginning after the date of enactment.
Discussion
The following example illustrates the operation of the proposal:

Taxpayer A rents his residence for fewer than 15 days during the taxable year. The
taxpayer receives $5,000 in rent and has $2,000 of otherwise applicable deductions arising from
such rental use. Under present law, none of the $2,000 is deductible and none of the $5,000 of
rental income is included in gross income. Under the proposal, the allowable amount of the
deduction is reduced by the ratio of excludable gross rental income to total gross rental income
(i.e., $2,000/$5,000). This reduces the otherwise applicable deductions arising from such rental
use by 40 percent from $2,000 to $1,200. After reducing the gross rental income of $5,000 by
the amount of the allowable deductions the taxpayer’s net rental income is $3,800. Of this
amount, $2,000 is excludable so the taxpayer has $1,800 of taxable income from the rental of the
residence.

The principal justification for the present-law rule is that it reduces the administrative and
record keeping burden on taxpayers and the IRS by excluding de minimis rental income
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attributable to the taxpayer’s residence. The fact that there is no dollar limit, however, is
incompatible with the simplification argument underlying the de minimis exception, as rentals of
fewer than 15 days on certain residences can be several thousands of dollars. The exception
should be capped to better fit the de minimis rationale.

Any dollar limitation is arbitrary but an unlimited exception is not justified by the de
minimis rationale. The de minimis exception provides for a less accurate measurement of
income relating to the rental. It does this to alleviate the administrative and recordkeeping
burden on the taxpayer and the IRS. This mismeasurement of income increases as the rental
income rises even though the administrative and recordkeeping burden remains relatively
constant. A dollar limitation would allow Congress to target the de minimis exception to
taxpayers with relatively small amounts of rental income which is more consistent with the de
minimis rationale.

The proposal will increase administrative and recordkeeping burden for those taxpayers
whose rental income exceeds the dollar limitation. Unlike present law, the proposal allows
deductions for such taxpayers and consequently affects the basis in their homes for tax purposes.
The burden of this additional basis calculation, however, is relatively small when weighed
against the more accurate measurement of economic income for such taxpayers achieved by the
proposal.
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G. Extend Pro-Rata Basis Allocation Requirement
to All Part-Gift, Part-Sale Transactions
(sec. 1011)

Present Law

A taxpayer that sells property to a charity for a price less than the fair market value
generally must bifurcate the transaction into two parts (one part gift and the other part sale) under
existing bargain sale rules. If a taxpayer makes a bargain sale of property and a charitable
deduction is allowable for the donated portion of the property, then the adjusted basis used to
determine the taxpayer’s gain from the sale portion generally is an amount that equals the same
percentage of the property’s entire adjusted basis as the percentage that the sales price is of the
fair market value of the property.125 For example, assume a taxpayer bought 100 shares of stock
for $1,000 and sold those shares to a charity for $5,000 when the fair market value of the shares
was $10,000. The taxpayer’s adjusted basis for purposes of determining gain from the sale
portion is $500, which is 50 percent ($5,000 sales price divided by $10,000 fair market value) of
the entire adjusted basis of $1,000. The taxpayer’s gain from the sale portion, therefore, is
$4,500, and a charitable deduction of $5,000 — the amount by which the fair market value
exceeds the sales price — may be available.

This pro rata basis allocation rule for bargain sales to charities does not apply to part-gift,
part-sale transactions for which a charitable deduction is not permitted. Instead, in determining
the transferor’s gain from the sale portion of such a transaction, the entire adjusted basis of the
property transferred is used to offset the sales price.'?® Under this rule, if the taxpayer in the
example described above transferred the stock to his or her child instead of to a charity, the
adjusted basis used to determine the taxpayer’s gain from the sale portion would be the entire
adjusted basis of the stock, $1,000, and the taxpayer’s gain would be only $4,000. If this basis
rule applies, the transferee’s basis generally is the amount paid for the property ($5,000 in the
example) or the transferor’s adjusted basis at the time of the transfer ($1,<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>