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109TH CONGRESS REPORT
2d Session HOUSE OF REPRESENTATIVES 109-455

TAX INCREASE PREVENTION AND RECONCILIATION ACT
OF 2005

May 9, 2006.—Ordered to be printed

Mr. THOMAS, from the Committee of Conference,
submitted the following

CONFERENCE REPORT

[To accompany H.R. 4297]

The committee of conference on the disagreeing votes of the
two Houses on the amendment of the Senate to the bill (H.R.
4297), to provide for reconciliation pursuant to section 201(b) of the
concurrent resolution on the budget for fiscal year 2006, having
met, after full and free conference, have agreed to recommend and
do recommend to their respective Houses as follows:

That the House recede from its disagreement to the amend-
ment of the Senate and agree to the same with an amendment as
follows:

In lieu of the matter proposed to be inserted by the Senate
amendment, insert the following:

SECTION 1. SHORT TITLE, ETC.

(a) SHORT TITLE.—This Act may be cited as the “Tax Increase
Prevention and Reconciliation Act of 2005”.

(b) AMENDMENT OF 1986 CODE.—Except as otherwise expressly
provided, whenever in this Act an amendment or repeal is expressed
in terms of an amendment to, or repeal of, a section or other provi-
sion, the reference shall be considered to be made to a section or
other provision of the Internal Revenue Code of 1986.

(¢) TABLE OF CONTENTS.—The table of contents for this Act is
as follows:

Sec. 1. Short title, etc.

TITLE I[—EXTENSION AND MODIFICATION OF CERTAIN PROVISIONS

Sec. 101. Increased expensing for small business.
Sec. 102. Capital gains and dividends rates.
Sec. 103. Controlled foreign corporations.
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TITLE II—OTHER PROVISIONS

Sec. 201. Clarification of taxation of certain settlement funds.

Sec. 202. Modification of active business definition under section 355.

Sec. 203. Veterans’ mortgage bonds.

Sec. 204. Capital gains treatment for certain self-created musical works.

Sec. 205. Vessel tonnage limit.

Sec. 206. Modification of special arbitrage rule for certain funds.

Sec. 207. Amortization of expenses incurred in creating or acquiring music or music
copyrights.

Sec. 208. Modification of effective date of disregard of certain capital expenditures
for purposes of qualified small issue bonds.

Sec. 209. Modification of treatment of loans to qualified continuing care facilities.

TITLE III—ALTERNATIVE MINIMUM TAX RELIEF

Sec. 301. Increase in alternative minimum tax exemption amount for 2006.
Sec. 302. Allowance of nonrefundable personal credits against regular and alter-
native minimum tax liability.

TITLE IV—CORPORATE ESTIMATED TAX PROVISIONS
Sec. 401. Time for payment of corporate estimated taxes.

TITLE V—REVENUE OFFSET PROVISIONS

Sec. 501. Application of earnings stripping rules to partners which are corporations.

Sec. 502. Reporting of interest on tax-exempt bonds.

Sec. 503. 5-year amortization of geological and geophysical expenditures for certain
major integrated oil companies.

Sec. 504. Application of FIRPTA to regulated investment companies.

Sec. 505. Treatment of distributions attributable to FIRPTA gains.

Sec. 506. Prevention of avoidance of tax on investments of foreign persons in United
States real property through wash sale transactions.

Sec. 507. Section 355 not to apply to distributions involving disqualified investment
companies.

Sec. 508. Loan and redemption requirements on pooled financing requirements.

Sec. 509. Partial payments required with submission of offers-in-compromise.

Sec. 510. Increase in age of minor children whose unearned income is taxed as if
parent’s income.

Sec. 511. Imposition of withholding on certain payments made by government enti-
ties.

Sec. 512. Conversions to Roth IRAs.

Sec. 513. Repeal of FSC/ETI binding contract relief.

Sec. 514. Only wages attributable to domestic production taken into account in de-
termining deduction for domestic production.

Sec. 515. Modification of exclusion for citizens living abroad.

Sec. 516. Tax involvement of accommodation parties in tax shelter transactions.

TITLE I—EXTENSION AND MODIFICA-
TION OF CERTAIN PROVISIONS

SEC. 101. INCREASED EXPENSING FOR SMALL BUSINESS.

Subsections (b)(1), (b)(2), (b)(5), (c)(2), and (d)(1)(A)(ii) of section
179 (relating to election to expense certain depreciable business as-
sets) are each amended by striking “2008” and inserting “2010”.
SEC. 102. CAPITAL GAINS AND DIVIDENDS RATES.

Section 303 of the Jobs and Growth Tax Relief Reconciliation
Act of 2003 is amended by striking “December 31, 2008” and insert-
ing “December 31, 2010”.

SEC. 103. CONTROLLED FOREIGN CORPORATIONS.

(a) SUBPART F EXCEPTION FOR ACTIVE FINANCING.—

(1) EXEMPT INSURANCE INCOME.—Paragraph (10) of section

953(e) (relating to application) is amended—
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(A) by striking “January 1, 2007” and inserting “Janu-
ary 1, 2009”, and

(B) by striking “December 31, 2006” and inserting “De-
cember 31, 2008”.

(2) EXCEPTION TO TREATMENT AS FOREIGN PERSONAL HOLD-
ING COMPANY INCOME.—Paragraph (9) of section 954(h) (relat-
ing to application) is amended by striking “January 1, 2007”
and inserting “January 1, 2009”.

(b) LOOK-THROUGH TREATMENT OF PAYMENTS BETWEEN RE-
LATED CONTROLLED FOREIGN CORPORATIONS UNDER THE FOREIGN
PERSONAL HOLDING COMPANY RULES.—

(1) IN GENERAL.—Subsection (c) of section 954 (relating to
foreign personal holding company income) is amended by add-
ing at the end the following new paragraph:

“(6) LOOK-THRU RULE FOR RELATED CONTROLLED FOREIGN
CORPORATIONS.—

“(A) IN GENERAL.—For purposes of this subsection,
dividends, interest, rents, and royalties received or accrued
from a controlled foreign corporation which is a related
person shall not be treated as foreign personal holding
company income to the extent attributable or properly allo-
cable (determined under rules similar to the rules of sub-
paragraphs (C) and (D) of section 904(d)(3)) to income of
the related person which is not subpart F income. For pur-
poses of this subparagraph, interest shall include factoring
tncome which is treated as income equivalent to interest for
purposes of paragraph (1)(E). The Secretary shall prescribe
such regulations as may be appropriate to prevent the
abuse of the purposes of this paragraph.

“(B) APPLICATION.—Subparagraph (A) shall apply to
taxable years of foreign corporations beginning after De-
cember 31, 2005, and before January 1, 2009, and to tax-
able years of United States shareholders with or within
which such taxable years of foreign corporations end.”.

(2) EFFECTIVE DATE.—The amendment made by this sub-
section shall apply to taxable years of foreign corporations be-
ginning after December 31, 2005, and to taxable years of United
States shareholders with or within which such taxable years of
foreign corporations end.

TITLE II—OTHER PROVISIONS

SEC. 201. C%IgggCATION OF TAXATION OF CERTAIN SETTLEMENT
(a) IN GENERAL.—Subsection (g) of section 468B (relating to

?lariﬁ'cation of taxation of certain funds) is amended to read as fol-

ows:
“(g) CLARIFICATION OF TAXATION OF CERTAIN FUNDS.—

“(1) IN GENERAL.—Except as provided in paragraph (2),
nothing in any provision of law shall be construed as providing
that an escrow account, settlement fund, or similar fund is not
subject to current income tax. The Secretary shall prescribe reg-
ulations providing for the taxation of any such account or fund
whether as a grantor trust or otherwise.
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“(2) EXEMPTION FROM TAX FOR CERTAIN SETTLEMENT
FUNDS.—An escrow account, settlement fund, or similar fund
shall be treated as beneficially owned by the United States and
shall be exempt from taxation under this subtitle if—

“(A) 1t 1s established pursuant to a consent decree en-
tered by a judge of a United States District Court,

“(B) it is created for the receipt of settlement payments
as directed by a government entity for the sole purpose of
resolving or satisfying one or more claims asserting liabil-
ity under the Comprehensive Environmental Response,
Compensation, and Liability Act of 1980,

“(C) the authority and control over the expenditure of
funds therein (including the expenditure of contributions
thereto and any net earnings thereon) is with such govern-
ment entity, and

“D) upon termination, any remaining funds will be
disbursed to such government entity for use in accordance
with applicable law.

For purposes of this paragraph, the term ‘government entity’
means the United States, any State or political subdivision
thereof, the District of Columbia, any possession of the United
States, and any agency or instrumentality of any of the fore-
going.
“(3) TERMINATION.—Paragraph (2) shall not apply to ac-

counts and funds established after December 31, 2010.”.

(b) EFFECTIVE DATE.—The amendment made by subsection (a)
shall apply to accounts and funds established after the date of the
enactment of this Act.

SEC. 202. MODIFICATION OF ACTIVE BUSINESS DEFINITION UNDER
SECTION 355.

Subsection (b) of section 355 (defining active conduct of a trade
or business) is amended by adding at the end the following new
paragraph:

“(3) SPECIAL RULE RELATING TO ACTIVE BUSINESS REQUIRE-
MENT.—

“(A) IN GENERAL.—In the case of any distribution made
after the date of the enactment of this paragraph and on
or before December 31, 2010, a corporation shall be treated
as meeting the requirement of paragraph (2)(A) if and only
if such corporation is engaged in the active conduct of a
trade or business.

“(B) AFFILIATED GROUP RULE.—For purposes of sub-
paragraph (A), all members of such corporation’s separate
affiliated group shall be treated as one corporation. For
purposes of the preceding sentence, a corporation’s separate
affiliated group is the affiliated group which would be de-
termined under section 1504(a) if such corporation were the
common parent and section 1504(b) did not apply.

“(C) TRANSITION RULE.—Subparagraph (A) shall not
apply to any distribution pursuant to a transaction which
is—

“(i) made pursuant to an agreement which was
binding on the date of the enactment of this paragraph
and at all times thereafter,
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“(ii) described in a ruling request submitted to the
Internal Revenue Service on or before such date, or

“(iti) described on or before such date in a public

announcement or in a filing with the Securities and

Exchange Commission.

The preceding sentence shall not apply if the distributing

corporation elects not to have such sentence apply to dis-

tributions of such corporation. Any such election, once
made, shall be irrevocable.

“(D) SPECIAL RULE FOR CERTAIN PRE-ENACTMENT DIS-
TRIBUTIONS.—For purposes of determining the continued
qualification under paragraph (2)(A) of distributions made
on or before the date of the enactment of this paragraph as
a result of an acquisition, disposition, or other restruc-
turing after such date and on or before December 31, 2010,
such distribution shall be treated as made on the date of
such acquisition, disposition, or restructuring for purposes
of applying subparagraphs (A) through (C) of this para-
graph.”.

SEC. 203. VETERANS’ MORTGAGE BONDS.

(a) EXPANSION OF DEFINITION OF VETERANS ELIGIBLE FOR
STATE HOME LOAN PROGRAMS FUNDED BY QUALIFIED VETERANS’
MORTGAGE BONDS.—

(1) IN GENERAL.—Paragraph (4) of section 143(1) (defining
qualified veteran) is amended to read as follows:

“(4) QUALIFIED VETERAN.—For purposes of this subsection,
the term ‘qualified veteran’ means—

“(A) in the case of the States of Alaska, Oregon, and
Wisconsin, any veteran—

“(i) who served on active duty, and
“(it) who applied for the financing before the date

25 years after the last date on which such veteran left

active service, and

“(B) in the case of any other State, any veteran—

“(i) who served on active duty at some time before

January 1, 1977, and

“(it) who applied for the financing before the later
of—
“(I) the date 30 years after the last date on
which such veteran left active service, or
“(ID) January 31, 1985.”.

(2) EFFECTIVE DATE.—The amendments made by this sub-
section shall apply to bonds issued on or after the date of the
enactment of this Act.

(b) REVISION OF STATE VETERANS LIMIT.—

(1) IN GENERAL.—Subparagraph (B) of section 143(1)(3) (re-
lating to volume limitation) is amended—

(A) by redesignating clauses (i) and (ii) as subclauses
(D and (ID), respectively, and moving such clauses 2 ems to
the right,

(B) by amending the matter preceding subclause (I), as
designated by subparagraph (A), to read as follows:

“(B) STATE VETERANS LIMIT.—
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“(i) IN GENERAL.—In the case of any State to which
clause (ii) does not apply, the State veterans limit for
any calendar year is the amount equal to—", and
(C) by adding at the end the following new clauses:

“(it) ALASKA, OREGON, AND WISCONSIN.—In the
case of the following States, the State veterans limit for
any calendar year is the amount equal to—

“(I) $25,000,000 for the State of Alaska,
“(II) $25,000,000 for the State of Oregon, and
“(III) $25,000,000 for the State of Wisconsin.

“(iii)) PHASEIN.—In the case of calendar years be-
ginning before 2010, clause (ii) shall be applied by sub-
stituting for each of the dollar amounts therein an
amount equal to the applicable percentage of such dol-
lar amount. For purposes of the preceding sentence, the
applicable percentage shall be determined in accord-
ance with the following table:

“For Calendar Year: Applicable percentage is:
2006 ... et e e e st e e e e e r e e e e e snaas 20 percent
2007 oottt e e e e et e e e e e et aeeeeesaaas 40 percent
2008 ...t e e sttt e e e st e e e e e s 60 percent
2009 ...ttt e e e s sttt e e e s et a e e e e saaas 80 percent.

“(iv) TERMINATION.—The State veterans limit for
the States specified in clause (ii) for any calendar year
after 2010 is zero.”.

(2) EFFECTIVE DATE.—The amendments made by this sub-
section shall apply to allocations of State volume limit after
April 5, 2006.

SEC. 204. CAPITAL GAINS TREATMENT FOR CERTAIN SELF-CREATED
MUSICAL WORKS.

(a) IN GENERAL.—Subsection (b) of section 1221 (relating to
capital asset defined) is amended by redesignating paragraph (3) as
paragraph (4) and by inserting after paragraph (2) the following
new paragraph.:

“(3) SALE OR EXCHANGE OF SELF-CREATED MUSICAL
WORKS.—At the election of the taxpayer, paragraphs (1) and (3)
of subsection (a) shall not apply to musical compositions or
copyrights in musical works sold or exchanged before January
1, 2011, by a taxpayer described in subsection (a)(3).”.

(b) LIMITATION ON CHARITABLE CONTRIBUTIONS.—Subpara-
graph (A) of section 170(e)(1) is amended by inserting “(determined
without regard to section 1221(b)(3))” after “long-term capital gain”.

(¢) EFFECTIVE DATE.—The amendments made by this section
shall apply to sales and exchanges in taxable years beginning after
the date of the enactment of this Act.

SEC. 205. VESSEL TONNAGE LIMIT.

(a) IN GENERAL.—Paragraph (4) of section 1355(a) (relating to
qualifying vessel) is amended by inserting “(6,000, in the case of tax-
able years beginning after December 31, 2005, and ending before
January 1, 2011)” after “10,000”.

(b) EFFECTIVE DATE.—The amendment made by subsection (a)
shall apply to taxable years beginning after December 31, 2005.
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SEC. 206. MOFI‘)I}JFVIDC;TION OF SPECIAL ARBITRAGE RULE FOR CERTAIN

In the case of bonds issued after the date of the enactment of
this Act and before August 31, 2009—

(1) the requirement of paragraph (1) of section 648 of the
Deficit Reduction Act of 1984 (98 Stat. 941) shall be treated as
met with respect to the securities or obligations referred to in
such section if such securities or obligations are held in a fund
the annual distributions from which cannot exceed 7 percent of
the average fair market value of the assets held in such fund
except to the extent distributions are necessary to pay debt serv-
ice on the bond issue, and

(2) paragraph (3) of such section shall be applied by sub-
stituting “distributions from” for “the investment earnings of”
both places it appears.

SEC. 207. AMORTIZATION OF EXPENSES INCURRED IN CREATING OR
ACQUIRING MUSIC OR MUSIC COPYRIGHTS.

(a) IN GENERAL.—Section 167(g) (relating to depreciation under
income forecast method) is amended by adding at the end the fol-
lowing new paragraph:

“(8) SPECIAL RULES FOR CERTAIN MUSICAL WORKS AND
COPYRIGHTS.—

“(A) IN GENERAL.—If an election is in effect under this
paragraph for any taxable year, then, notwithstanding
paragraph (1), any expense which—

“(i) is paid or incurred by the taxpayer in creating
or acquiring any applicable musical property placed in
service during the taxable year, and

“(i1) is otherwise properly chargeable to capital ac-
count,

shall be amortized ratably over the 5-year period beginning

with the month in which the property was placed in service.

The preceding sentence shall not apply to any expense

which, without regard to this paragraph, would not be al-

lowable as a deduction.

“(B) EXCLUSIVE METHOD.—Except as provided in this
paragraph, no depreciation or amortization deduction shall
be allowed with respect to any expense to which subpara-
graph (A) applies.

“(C) APPLICABLE MUSICAL PROPERTY.—For purposes of
this paragraph—

“(i) IN GENERAL.—The term ‘applicable musical
property’ means any musical composition (including
any accompanying words), or any copyright with re-
spect to a musical composition, which is property to
which this subsection applies without regard to this
paragraph.

“(ii) EXCEPTIONS.—Such term shall not include
any property—

“(I) with respect to which expenses are treated
as qualified creative expenses to which section
263A(h) applies,

“II) to which a simplified procedure estab-
lished under section 263A(j)(2) applies, or
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“(IID) which is an amortizable section 197 in-

tangible (as defined in section 197(c)).

“(D) ELECTION.—An election under this paragraph
shall be made at such time and in such form as the Sec-
retary may prescribe and shall apply to all applicable mu-
sical property placed in service during the taxable year for
which the election applies.

“(E) TERMINATION.—An election may not be made
under this paragraph for any taxable year beginning after
December 31, 2010.”.

(b) EFFECTIVE DATE.—The amendments made by this section
shall apply to expenses paid or incurred with respect to property
placed in service in taxable years beginning after December 31,
2005.

SEC. 208. MODIFICATION OF EFFECTIVE DATE OF DISREGARD OF CER-
TAIN CAPITAL EXPENDITURES FOR PURPOSES OF QUALI-
FIED SMALL ISSUE BONDS.

(a) IN GENERAL.—Section 144(a)(4)(G) is amended by striking
“September 30, 2009” and inserting “December 31, 2006”.

(b) CONFORMING AMENDMENT.—Section 144(a)(4)(F) is amend-
ed by striking “September 30, 2009” and inserting “December 31,
2006,

SEC. 209. MODIFICATION OF TREATMENT OF LOANS TO QUALIFIED
CONTINUING CARE FACILITIES.

(a) IN GENERAL.—Section 7872 is amended by redesignating
subsection (h) as subsection (i) and inserting after subsection (g) the
following new subsection:

“(h) EXCEPTION FOR LOANS TO QUALIFIED CONTINUING CARE
FAcCILITIES.—

“(1) IN GENERAL.—This section shall not apply for any cal-
endar year to any below-market loan owed by a facility which
on the last day of such year is a qualified continuing care facil-
ity, if such loan was made pursuant to a continuing care con-
tract and if the lender (or the lender’s spouse) attains age 62
before the close of such year.

“(2) CONTINUING CARE CONTRACT.—For purposes of this
section, the term ‘continuing care contract’ means a written con-
tract between an individual and a qualified continuing care fa-
cility under which—

“(A) the individual or individual’s spouse may use a
qualified continuing care facility for their life or lives,

“(B) the individual or individual’s spouse will be pro-
vided with housing, as appropriate for the health of such
individual or individual’s spouse—

“(i) in an independent living unit (which has addi-
tional available facilities outside such unit for the pro-
vision of meals and other personal care), and

“(it) in an assisted living facility or a nursing fa-
cility, as is available in the continuing care factlity,
and
“(C) the individual or individual’s spouse will be pro-

vided assisted living or nursing care as the health of such

individual or individual’s spouse requires, and as is avail-
able in the continuing care facility.
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The Secretary shall issue guidance which limits such term to
contracts which provide only facilities, care, and services de-
scribed in this paragraph.

“(3) QUALIFIED CONTINUING CARE FACILITY.—

“(A) IN GENERAL.—For purposes of this section, the
term ‘qualified continuing care facility’ means 1 or more fa-
cilities—

“(i) which are designed to provide services under
continuing care contracts,

“(it) which include an independent living unit,
plus an assisted living or nursing facility, or both, and

“(iii) substantially all of the independent living
unit residents of which are covered by continuing care
contracts.

“(B) NURSING HOMES EXCLUDED.—The term ‘qualified
continuing care facility’ shall not include any facility which
is of a type which is traditionally considered a nursing
home.

“(4) TERMINATION.—This subsection shall not apply to any
calendar year after 2010.”.
(b) CONFORMING AMENDMENTS.—
(1) Section 7872(g) is amended by adding at the end the
following new paragraph:
“(6) SUSPENSION OF APPLICATION.—Paragraph (1) shall not
apply for any calendar year to which subsection (h) applies.”.
(2) Section 142(d)(2)(B) is amended by striking “Section
7872(g)” and inserting “Subsections (g) and (h) of section 7872”.
(¢) EFFECTIVE DATE.—The amendment made by this section
shall apply to calendar years beginning after December 31, 2005,
with respect to loans made before, on, or after such date.

TITLE III—ALTERNATIVE MINIMUM TAX
RELIEF

SEC. 301. INCREASE IN ALTERNATIVE MINIMUM TAX EXEMPTION
AMOUNT FOR 2006.
(a) IN GENERAL.—Section 55(d)(1) (relating to exemption
amount for taxpayers other than corporations) is amended—
(1) by striking “$58,000” and all that follows through
“2005” in subparagraph (A) and inserting “$62,550 in the case
of taxable years beginning in 2006, and
(2) by striking “$40,250” and all that follows through
“2005” in subparagraph (B) and inserting “$42,500 in the case
of taxable years beginning in 2006”.
(b) EFFECTIVE DATE.—The amendments made by this section
shall apply to taxable years beginning after December 31, 2005.
SEC. 302. ALLOWANCE OF NONREFUNDABLE PERSONAL CREDITS
AGAINST REGULAR AND ALTERNATIVE MINIMUM TAX LI-
ABILITY.
(a) IN GENERAL.—Paragraph (2) of section 26(a) is amended—
(1) by striking “2005” in the heading thereof and inserting
“2006”, and
(2) by striking “or 2005” and inserting “2005, or 2006
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(b) EFFECTIVE DATE.—The amendments made by this section
shall apply to taxable years beginning after December 31, 2005.

TITLE IV—CORPORATE ESTIMATED TAX
PROVISIONS

SEC. 401. TIME FOR PAYMENT OF CORPORATE ESTIMATED TAXES.
Notwithstanding section 6655 of the Internal Revenue Code of
1986—

(1) in the case of a corporation with assets of not less than
$1,000,000,000 (determined as of the end of the preceding tax-
able year)—

(A) the amount of any required installment of corporate
estimated tax which is otherwise due in July, August, or
September of 2006 shall be 105 percent of such amount,

(B) the amount of any required installment of corporate
estimated tax which is otherwise due in July, August, or
September of 2012 shall be 106.25 percent of such amount,

(C) the amount of any required installment of corporate
estimated tax which is otherwise due in July, August, or
September of 2013 shall be 100.75 percent of such amount,
and

(D) the amount of the next required installment after
an installment referred to in subparagraph (A), (B), or (C)
shall be appropriately reduced to reflect the amount of the
increase by reason of such subparagraph,

(2) 20.5 percent of the amount of any required installment
of corporate estimated tax which is otherwise due in September
2010 shall not be due until October 1, 2010, and

(3) 27.5 percent of the amount of any required installment
of corporate estimated tax which is otherwise due in September
2011 shall not be due until October 1, 2011.

TITLE V—REVENUE OFFSET
PROVISIONS

SEC. 501. APPLICATION OF EARNINGS STRIPPING RULES TO PART-
NERS WHICH ARE CORPORATIONS.

(a) IN GENERAL.—Section 163(j) (relating to limitation on de-
duction for interest on certain indebtedness) is amended by redesig-
nating paragraph (8) as paragraph (9) and by inserting after para-
graph (7) the following new paragraph.:

“(8) TREATMENT OF CORPORATE PARTNERS.—Except to the

extent provided by regulations, in applying this subsection to a

corporation which owns (directly or indirectly) an interest in a

partnership—

“(A) such corporation’s distributive share of interest in-
come paid or accrued to such partnership shall be treated
as interest income paid or accrued to such corporation,

“(B) such corporation’s distributive share of interest
paid or accrued by such partnership shall be treated as in-
terest paid or accrued by such corporation, and
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“(C) such corporation’s share of the liabilities of such
partnership shall be treated as liabilities of such corpora-
tion.”.

(b) ADDITIONAL REGULATORY AUTHORITY.—Section 163(7)(9) (re-
lating to regulations), as redesignated by subsection (a), is amended
by striking “and” at the end of subparagraph (B), by striking the pe-
riod at the end of subparagraph (C) and inserting “, and”, and by
adding at the end the following new subparagraph:

“(D) regulations providing for the reallocation of shares
of partnership indebtedness, or distributive shares of the
partnership’s interest income or interest expense.”.

(¢) EFFECTIVE DATE.—The amendments made by this section
shall apply to taxable years beginning on or after the date of the en-
actment of this Act.

SEC. 502. REPORTING OF INTEREST ON TAX-EXEMPT BONDS.

(a) IN GENERAL.—Section 6049(b)(2) (relating to exceptions) is
amended by striking subparagraph (B) and by redesignating sub-
paragraphs (C) and (D) as subparagraphs (B) and (C), respectively.

(b) CONFORMING AMENDMENT.—Section 6049(b)(2)(C), as redes-
ignated by subsection (a), is amended by striking “subparagraph
(C)” and inserting “subparagraph (B)”.

(¢) EFFECTIVE DATE.—The amendments made by this section
shall apply to interest paid after December 31, 2005.

SEC. 503. 5-YEAR AMORTIZATION OF GEOLOGICAL AND GEOPHYSICAL
EXPENDITURES FOR CERTAIN MAJOR INTEGRATED OIL
COMPANIES.

(a) IN GENERAL.—Section 167(h) (relating to amortization of ge-
ological and geophysical expenditures) is amended by adding at the
end the following new paragraph:

“(5) SPECIAL RULE FOR MAJOR INTEGRATED OIL COMPA-

NIES.—

“(A) IN GENERAL.—In the case of a major integrated oil
company, paragraphs (1) and (4) shall be applied by sub-
stituting ‘5-year’ for 24 month’.

“(B) MAJOR INTEGRATED OIL COMPANY.—For purposes
of this paragraph, the term ‘major integrated oil company’
means, with respect to any taxable year, a producer of
crude oil—

“(i) which has an average daily worldwide produc-
tion of crude oil of at least 500,000 barrels for the tax-
able year,

“(it) which had gross receipts in excess of
$1,000,000,000 for its last taxable year ending during
calendar year 2005, and

“(iii) to which subsection (c) of section 613A does
not apply by reason of paragraph (4) of section
613A(d), determined—

“I) by substituting ‘15 percent’ for ‘5 percent’
each place it occurs in paragraph (3) of section
613A(d), and

“(I1) without regard to whether subsection (c)
of section 613A does not apply by reason of para-
graph (2) of section 613A(d).

For purposes of clauses (i) and (ii), all persons treated as
a single employer under subsections (a) and (b) of section
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52 shall be treated as 1 person and, in case of a short tax-
able year, the rule under section 448(c)(3)(B) shall apply.”.

(b) EFFECTIVE DATE.—The amendment made by this section
shall apply to amounts paid or incurred after the date of the enact-
ment of this Act.

SEC. 504. AP;;%%%EION OF FIRPTA TO REGULATED INVESTMENT COM-

(a) IN GENERAL.—Subclause (II) of section 897(h)(4)(A)(i) (de-
fining qualified investment entity) is amended by inserting “which
is a United States real property holding corporation or which would
be a United States real property holding corporation if the excep-
tions provided in subsections (c)(3) and (h)(2) did not apply to inter-
ests in any real estate investment trust or regulated investment com-
pany” after “regulated investment company”.

(b) EFFECTIVE DATE.—The amendment made by this section
shall take effect as if included in the provisions of section 411 of the
American Jobs Creation Act of 2004 to which it relates.

SEC. 505. TRgg]TZ%ENT OF DISTRIBUTIONS ATTRIBUTABLE TO FIRPTA

(a) QUALIFIED INVESTMENT ENTITY.—

(1) IN GENERAL.—Section 897(h)(1) is amended—

(A) by striking “a nonresident alien individual or a for-
eign corporation” in the first sentence and inserting “a non-
resident alien individual, a foreign corporation, or other
qualified investment entity”,

(B) by striking “such nonresident alien individual or
foreign corporation” in the first sentence and inserting
“such nonresident alien individual, foreign corporation, or
other qualified investment entity”, and

(C) by striking the second sentence and inserting the
following new sentence: “Notwithstanding the preceding
sentence, any distribution by a qualified investment entity
to a nonresident alien individual or a foreign corporation
with respect to any class of stock which is regularly traded
on an established securities market located in the United
States shall not be treated as gain recognized from the sale
or exchange of a United States real property interest if such
individual or corporation did not own more than 5 percent
of such class of stock at any time during the 1-year period
ending on the date of such distribution.”.

(2) EXCEPTION TO TERMINATION OF APPLICATION OF SEC-

TION 897 RULES TO REGULATED INVESTMENT COMPANIES.—

Clause (ii) of section 897(h)(4)(A) is amended by adding at the

end the following new sentence: “Notwithstanding the preceding

sentence, an entity described in clause (i)(II) shall be treated as

a qualified investment entity for purposes of applying para-

graphs (1) and (5) and section 1445 with respect to any dis-

tribution by the entity to a nonresident alien individual or a

foreign corporation which is attributable directly or indirectly

to a distribution to the entity from a real estate investment
trust.”.

(b) WITHHOLDING ON DISTRIBUTIONS TREATED AS GAIN FROM
UNITED STATES REAL PROPERTY INTERESTS.—Section 1445(e) (re-
lating to special rules for distributions, etc. by corporations, part-
nerships, trusts, or estates) is amended by redesignating paragraph
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(6) as paragraph (7) and by inserting after paragraph (5) the fol-
lowing new paragraph:

“(6) DISTRIBUTIONS BY REGULATED INVESTMENT COMPANIES
AND REAL ESTATE INVESTMENT TRUSTS.—If any portion of a dis-
tribution from a qualified investment entity (as defined in sec-
tion 897(h)(4)) to a nonresident alien individual or a foreign
corporation is treated under section 897(h)(1) as gain realized
by such individual or corporation from the sale or exchange of
a United States real property interest, the qualified investment
entity shall deduct and withhold under subsection (a) a tax
equal to 35 percent (or, to the extent provided in regulations, 15
percent (20 percent in the case of taxable years beginning after
December 31, 2010)) of the amount so treated.”.

(¢) TREATMENT OF CERTAIN DISTRIBUTIONS AS DIVIDENDS.—

(1) IN GENERAL.—Section 852(b)(3) (relating to capital
gains) is amended by adding at the end the following new sub-
paragraph:

“(E) CERTAIN DISTRIBUTIONS.—In the case of a dis-
tribution to which section 897 does not apply by reason of
the second sentence of section 897(h)(1), the amount of such
distribution which would be included in computing long-
term capital gains for the shareholder under subparagraph
(B) or (D) (without regard to this subparagraph)—

“(i) shall not be included in computing such share-
holder’s long-term capital gains, and

“(it) shall be included in such shareholder’s gross
income as a dividend from the regulated investment
company.”.

(2) CONFORMING AMENDMENT.—Section 871(k)(2) (relating
to short-term capital gain dividends) is amended by adding at
the end the following new subparagraph:

“(E) CERTAIN DISTRIBUTIONS.—In the case of a dis-
tribution to which section 897 does not apply by reason of
the second sentence of section 897(h)(1), the amount which
would be treated as a short-term capital gain dividend to
the shareholder (without regard to this subparagraph)—

“(i) shall not be treated as a short-term capital
gain dividend, and

“(ii) shall be included in such shareholder’s gross
income as a dividend from the regulated investment
company.”.

(d) EFFECTIVE DATES.—The amendments made by this section
shall apply to taxable years of qualified investment entities begin-
ning after December 31, 2005, except that no amount shall be re-
quired to be withheld under section 1441, 1442, or 1445 of the Inter-
nal Revenue Code of 1986 with respect to any distribution before the
date of the enactment of this Act if such amount was not otherwise
required to be withheld under any such section as in effect before
such amendments.

SEC. 506. PREVENTION OF AVOIDANCE OF TAX ON INVESTMENTS OF
FOREIGN PERSONS IN UNITED STATES REAL PROPERTY
THROUGH WASH SALE TRANSACTIONS.

(a) IN GENERAL.—Section 897(h) (relating to special rules for
certain investment entities) is amended by adding at the end the fol-
lowing new paragraph:
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“(5) TREATMENT OF CERTAIN WASH SALE TRANSACTIONS.—

“(A) IN GENERAL.—If an interest in a domestically con-
trolled qualified investment entity is disposed of in an ap-
plicable wash sale transaction, the taxpayer shall, for pur-
poses of this section, be treated as having gain from the
sale or exchange of a United States real property interest
in an amount equal to the portion of the distribution de-
scribed in subparagraph (B) with respect to such interest
which, but for the disposition, would have been treated by
the taxpayer as gain from the sale or exchange of a United
States real property interest under paragraph (1).

“(B) APPLICABLE WASH SALES TRANSACTION.—For pur-
poses of this paragraph—

“(i) IN GENERAL.—The term ‘applicable wash sales
transaction’ means any transaction (or series of trans-
actions) under which a nonresident alien individual,
foreign corporation, or qualified investment entity—

“(I) disposes of an interest in a domestically
controlled qualified investment entity during the

30-day period preceding the ex-dividend date of a

distribution which is to be made with respect to

the interest and any portion of which, but for the
disposition, would have been treated by the tax-

payer as gain from the sale or exchange of a

United States real property interest under para-

graph (1), and

“(II) acquires, or enters into a contract or op-
tion to acquire, a substantially identical interest in
such entity during the 61-day period beginning
with the 1st day of the 30-day period described in

subclause (D).

For purposes of subclause (II), a nonresident alien in-
dividual, foreign corporation, or qualified investment
entity shall be treated as having acquired any interest
acquired by a person related (within the meaning of
section 267(b) or 707(b)(1)) to the individual, corpora-
tion, or entity, and any interest which such person has
entered into any contract or option to acquire.

“(ii) APPLICATION TO SUBSTITUTE DIVIDEND AND
SIMILAR PAYMENTS.—Subparagraph (A) shall apply
to—

“I) any substitute dividend payment (within
the meaning of section 861), or
“I) any other similar payment specified in
regulations which the Secretary determines nec-
essary to prevent avoidance of the purposes of this
paragraph.
The portion of any such payment treated by the tax-
payer as gain from the sale or exchange of a United
States real property interest under subparagraph (A)
by reason of this clause shall be equal to the portion
of the distribution such payment is in lieu of which
would have been so treated but for the transaction giv-
ing rise to such payment.
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“(iit) EXCEPTION WHERE DISTRIBUTION ACTUALLY

RECEIVED.—A transaction shall not be treated as an

applicable wash sales transaction if the nonresident

alien individual, foreign corporation, or qualified in-
vestment entity receives the distribution described in
clause (1)(I) with respect to either the interest which
was disposed of, or acquired, in the transaction.

“(iv) EXCEPTION FOR CERTAIN PUBLICLY TRADED

STOCK.—A transaction shall not be treated as an appli-

cable wash sales transaction if it involves the disposi-

tion of any class of stock in a qualified investment enti-
ty which is regularly traded on an established securi-
ties market within the United States but only if the
nonresident alien individual, foreign corporation, or

qualified investment entity did not own more than 5

percent of such class of stock at any time during the 1-

year period ending on the date of the distribution de-

scribed in clause (1)(I).”.

(b) No WITHHOLDING REQUIRED.—Section 1445(b) (relating to
exemptions) is amended by adding at the end the following new
paragraph:

“(8) APPLICABLE WASH SALES TRANSACTIONS.—No person
shall be required to deduct and withhold any amount under
subsection (a) with respect to a disposition which is treated as
a disposition of a United States real property interest solely by
reason of section 897(h)(5).”.

(¢) EFFECTIVE DATE.—The amendments made by this section
shall apply to taxable years beginning after December 31, 2005, ex-
cept that such amendments shall not apply to any distribution, or
substitute dividend payment, occurring before the date that is 30
days after the date of the enactment of this Act.

SEC. 507. SECTION 355 NOT TO APPLY TO DISTRIBUTIONS INVOLVING
DISQUALIFIED INVESTMENT COMPANIES.

(a) IN GENERAL.—Section 355 (relating to distributions of stock
and securities of a controlled corporation) is amended by adding at
the end the following new subsection:

“(g) SECTION NOT TO APPLY TO DISTRIBUTIONS INVOLVING DIS-
QUALIFIED INVESTMENT CORPORATIONS.—

“(1) IN GENERAL.—This section (and so much of section 356
as relates to this section) shall not apply to any distribution
which is part of a transaction if—

“(A) either the distributing corporation or controlled
corporation is, immediately after the transaction, a dis-
qualified investment corporation, and

“(B) any person holds, immediately after the trans-
action, a 50-percent or greater interest in any disqualified
investment corporation, but only if such person did not
hold such an interest in such corporation immediately be-
fore the transaction.

“(2) DISQUALIFIED INVESTMENT CORPORATION.—For pur-
poses of this subsection—

“(tA) IN GENERAL.—The term ‘disqualified investment
corporation’ means any distributing or controlled corpora-
tion if the fair market value of the investment assets of the
corporation is—
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“(i) in the case of distributions after the end of the
1-year period beginning on the date of the enactment of
this subsection, 2/3 or more of the fair market value of
all assets of the corporation, and

“(ii) in the case of distributions during such 1-year
period, 3/« or more of the fair market value of all assets
of the corporation.

“(B) INVESTMENT ASSETS.—

“(i) IN GENERAL.—Except as otherwise provided in
this subparagraph, the term ‘nvestment assets’
means—

“D cash,

“(II) any stock or securities in a corporation,

“(III) any interest in a partnership,

“(IV) any debt instrument or other evidence of
indebtedness,

“(V) any option, forward or futures contract,
notional principal contract, or derivative,

“(VI) foreign currency, or

“VII any similar asset.

“(ii) EXCEPTION FOR ASSETS USED IN ACTIVE CON-
DUCT OF CERTAIN FINANCIAL TRADES OR BUSINESSES.—
Such term shall not include any asset which is held for
use in the active and regular conduct of—

“I) a lending or finance business (within the
meaning of section 954(h)(4)),

“Il) a banking business through a bank (as
defined in section 581), a domestic building and
loan association (within the meaning of section
7701(a)(19)), or any similar institution specified by
the Secretary, or

“(III) an insurance business if the conduct of
the business is licensed, authorized, or regulated
by an applicable insurance regulatory body.

This clause shall only apply with respect to any busi-
ness if substantially all of the income of the business
is derived from persons who are not related (within the
meaning of section 267(b) or 707(b)(1)) to the person
conducting the business.

“(iii) EXCEPTION FOR SECURITIES MARKED TO MAR-
KET.—Such term shall not include any security (as de-
fined in section 475(c)(2)) which is held by a dealer in
securities and to which section 475(a) applies.

“(iv) STOCK OR SECURITIES IN A 20-PERCENT CON-
TROLLED ENTITY.—

“(I) IN GENERAL.—Such term shall not include
any stock and securities in, or any asset described
in subclause (IV) or (V) of clause (i) issued by, a
corporation which is a 20-percent controlled entity
with respect to the distributing or controlled cor-
poration.

“(I) LOOK-THRU RULE.—The distributing or
controlled corporation shall, for purposes of apply-
ing this subsection, be treated as owning its rat-
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able share of the assets of any 20-percent con-
trolled entity.

“(II) 20-PERCENT CONTROLLED ENTITY.—For
purposes of this clause, the term 20-percent con-
trolled entity’ means, with respect to any distrib-
uting or controlled corporation, any corporation
with respect to which the distributing or controlled
corporation owns directly or indirectly stock meet-
ing the requirements of section 1504(a)(2), except
that such section shall be applied by substituting
20 percent’ for ‘80 percent’ and without regard to
stock described in section 1504(a)(4).

“(v) INTERESTS IN CERTAIN PARTNERSHIPS.—

“(I) IN GENERAL.—Such term shall not include
any interest in a partnership, or any debt instru-
ment or other evidence of indebtedness, issued by
the partnership, if 1 or more of the trades or busi-
nesses of the partnership are (or, without regard to
the 5-year requirement under subsection (b)(2)(B),
would be) taken into account by the distributing or
controlled corporation, as the case may be, in de-
termining whether the requirements of subsection
(b) are met with respect to the distribution.

“(II) LOOK-THRU RULE.—The distributing or
controlled corporation shall, for purposes of apply-
ing this subsection, be treated as owning its rat-
able share of the assets of any partnership de-
scribed in subclause (I).

“(3) 50-PERCENT OR GREATER INTEREST.—For purposes of
this subsection—

“(A) IN GENERAL.—The term ‘50-percent or greater in-
terest’ has the meaning given such term by subsection
(d)4).

“(B) ATTRIBUTION RULES.—The rules of section 318
shall apply for purposes of determining ownership of stock
for purposes of this paragraph.

“(4) TRANSACTION.—For purposes of this subsection, the
term ‘transaction’ includes a series of transactions.

“(5) REGULATIONS.—The Secretary shall prescribe such reg-
ulations as may be necessary to carry out, or prevent the avoid-
ance of, the purposes of this subsection, including regulations—

“(A) to carry out, or prevent the avoidance of, the pur-
poses of this subsection in cases involving—

“(i) the use of related persons, intermediaries, pass-
thru entities, options, or other arrangements, and

“(ii) the treatment of assets unrelated to the trade
or business of a corporation as investment assets Iif,
prior to the distribution, investment assets were used to
acquire such unrelated assets,

“(B) which in appropriate cases exclude from the appli-
cation of this subsection a distribution which does not have
the character of a redemption which would be treated as a
sale or exchange under section 302, and

“(C) which modify the application of the attribution
rules applied for purposes of this subsection.”.
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(b) EFFECTIVE DATES.—

(1) IN GENERAL.—The amendments made by this section
s}lLLali4 apply to distributions after the date of the enactment of
this Act.

(2) TRANSITION RULE.—The amendments made by this sec-
tion shall not apply to any distribution pursuant to a trans-
action which is—

(A) made pursuant to an agreement which was binding
on such date of enactment and at all times thereafter,

(B) described in a ruling request submitted to the In-
ternal Revenue Service on or before such date, or

(C) described on or before such date in a public an-
nouncement or in a filing with the Securities and Exchange
Commission.

SEC. 508. LOAN AND REDEMPTION REQUIREMENTS ON POOLED FI-
NANCING REQUIREMENTS.

(a) STRENGTHENED REASONABLE EXPECTATION REQUIRE-
MENT.—Subparagraph (A) of section 149(f)(2) (relating to reason-
able expectation requirement) is amended to read as follows:

“(A) IN GENERAL.—The requirements of this paragraph
are met with respect to an issue if the issuer reasonably ex-
pects that—

“(i) as of the close of the 1-year period beginning
on the date of issuance of the issue, at least 30 percent
of the net proceeds of the issue (as of the close of such
period) will have been used directly or indirectly to
make or finance loans to ultimate borrowers, and

“(it) as of the close of the 3-year period beginning
on such date of issuance, at least 95 percent of the net
proceeds of the issue (as of the close of such period) will
have been so used.”.

(b) WRITTEN LOAN COMMITMENT AND REDEMPTION REQUIRE-
MENTS.—Section 149(f) (relating to treatment of certain pooled fi-
nancing bonds) is amended by redesignating paragraphs (4) and (5)
as paragraphs (6) and (7), respectively, and by inserting after para-
graph (3) the following new paragraphs:

“(4) WRITTEN LOAN COMMITMENT REQUIREMENT.—

“(A) IN GENERAL.—The requirement of this paragraph
is met with respect to an issue if the issuer receives prior
to issuance written loan commitments identifying the ulti-
mate potential borrowers of at least 30 percent of the net
proceeds of such issue.

“(B) EXCEPTION.—Subparagraph (A) shall not apply
with respect to any issuer which—

“(i) is a State (or an integral part of a State)
issuing pooled financing bonds to make or finance
loans to subordinate governmental units of such State,
or

“(it) is a State-created entity providing financing
for water-infrastructure projects through the federally-
sponsored State revolving fund program.

“(5) REDEMPTION REQUIREMENT.—The requirement of this
paragraph is met if to the extent that less than the percentage
of the proceeds of an issue required to be used under clause (i)
or (it) of paragraph (2)(A) is used by the close of the period
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identified in such clause, the issuer uses an amount of proceeds

equal to the excess of—

“(A) the amount required to be used under such clause,
over

“(B) the amount actually used by the close of such pe-
riod,

to redeem outstanding bonds within 90 days after the end of

such period.”.

(¢) ELIMINATION OF DISREGARD OF POOLED BONDS IN DETER-
MINING ELIGIBILITY FOR SMALL ISSUER EXCEPTION TO ARBITRAGE
REBATE.—Section 148(f)(4)(D)(ii) (relating to aggregation of issuers)
is amended by striking subclause (II) and by redesignating sub-
clauses (I1I) and (IV) as subclauses (II) and (II1), respectively.

(d) CONFORMING AMENDMENTS.—

(1) Section 149(f)(1) is amended by striking “paragraphs (2)
and (3)” and inserting “paragraphs (2), (3), (4), and (5)”.

(2) Section 149()(7)(B), as redesignated by subsection (b), is
amended by striking “paragraph (4)(A)” and inserting “para-
graph (6)(A)”.

(3) Section 54(D)(2) is amended by striking “section
149(H)(4)(A)” and inserting “section 149(H)(6)(A)”.

(e) EFFECTIVE DATE.—The amendments made by this section
shall apply to bonds issued after the date of the enactment of this
Act.

SEC. 509. PARTIAL PAYMENTS REQUIRED WITH SUBMISSION OF OF-
FERS-IN-COMPROMISE.

(a) IN GENERAL.—Section 7122 (relating to compromises) is
amended by redesignating subsections (c¢) and (d) as subsections (d)
and (e), respectively, and by inserting after subsection (b) the fol-
lowing new subsection:

“(c) RULES FOR SUBMISSION OF OFFERS-IN-COMPROMISE.—

“(1) PARTIAL PAYMENT REQUIRED WITH SUBMISSION.—

“(A) LUMP-SUM OFFERS.—

“(i) IN GENERAL.—The submission of any lump-
sum offer-in-compromise shall be accompanied by the
payment of 20 percent of the amount of such offer.

“(it) LUMP-SUM OFFER-IN-COMPROMISE.—For pur-
poses of this section, the term Tump-sum offer-in-com-
promise’ means any offer of payments made in 5 or
fewer installments.

“(B) PERIODIC PAYMENT OFFERS.—

“(i) IN GENERAL.—The submission of any periodic
payment offer-in-compromise shall be accompanied by
the payment of the amount of the first proposed install-
ment.

“(11) FAILURE TO MAKE INSTALLMENT DURING PEND-
ENCY OF OFFER.—Any failure to make an installment
(other than the first installment) due under such offer-
in-compromise during the period such offer is being
evaluated by the Secretary may be treated by the Sec-
retary as a withdrawal of such offer-in-compromise.

“(2) RULES OF APPLICATION.—

“(tA) USE OF PAYMENT.—The application of any pay-
ment made under this subsection to the assessed tax or
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other amounts imposed under this title with respect to such

tax may be specified by the taxpayer.

“(B) APPLICATION OF USER FEE.—In the case of any as-
sessed tax or other amounts imposed under this title with
respect to such tax which is the subject of an offer-in-com-
promise to which this subsection applies, such tax or other
amounts shall be reduced by any user fee imposed under
this title with respect to such offer-in-compromise.

“(C) WAIVER AUTHORITY.—The Secretary may issue reg-
ulations waiving any payment required under paragraph
(1) in a manner consistent with the practices established in
accordance with the requirements under subsection (d)(3).”.

(b) ADDITIONAL RULES RELATING TO TREATMENT OF OFFERS.—

(1) UNPROCESSABLE OFFER IF PAYMENT REQUIREMENTS ARE
NOT MET.—Paragraph (3) of section 7122(d) (relating to stand-
ards for evaluation of offers), as redesignated by subsection (a),
is amended by striking “; and” at the end of subparagraph (A)
and inserting a comma, by striking the period at the end of sub-
paragraph (B) and inserting “, and”, and by adding at the end
the following new subparagraph:

“C) any offer-in-compromise which does not meet the
requirements of subparagraph (A)(i) or (B)(i), as the case
may be, of subsection (c)(1) may be returned to the taxpayer
as unprocessable.”.

(2) DEEMED ACCEPTANCE OF OFFER NOT REJECTED WITHIN
CERTAIN PERIOD.—Section 7122, as amended by subsection (a),
is amended by adding at the end the following new subsection:
“(fY DEEMED ACCEPTANCE OF OFFER NOT REJECTED WITHIN

CERTAIN PERIOD.—Any offer-in-compromise submitted under this
section shall be deemed to be accepted by the Secretary if such offer
is not rejected by the Secretary before the date which is 24 months
after the date of the submission of such offer. For purposes of the
preceding sentence, any period during which any tax liability which
is the subject of such offer-in-compromise is in dispute in any judi-
cial proceeding shall not be taken into account in determining the
expiration of the 24-month period.”.

(¢c) CONFORMING AMENDMENT.—Section 6159(f) is amended by
striking “section 7122(d)” and inserting “section 7122(e)”.

(d) EFFECTIVE DATE.—The amendments made by this section
shall apply to offers-in-compromise submitted on and after the date
which is 60 days after the date of the enactment of this Act.

SEC. 510. INCREASE IN AGE OF MINOR CHILDREN WHOSE UNEARNED
INCOME IS TAXED AS IF PARENT’S INCOME.

(a) IN GENERAL.—Section 1(g)(2)(A) (relating to child to whom
subsection applies) is amended by striking “age 14” and inserting
“age 18”.

(b) TREATMENT OF DISTRIBUTIONS FROM QUALIFIED DISABILITY
TRUSTS.—Section 1(g)(4) (relating to net unearned income) is
amended by adding at the end the following new subparagraph:

“(C) TREATMENT OF DISTRIBUTIONS FROM QUALIFIED
DISABILITY TRUSTS.—For purposes of this subsection, in the
case of any child who is a beneficiary of a qualified dis-
ability trust (as defined in section 642(b)(2)(C)(ii)), any
amount included in the income of such child under sections
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652 and 662 during a taxable year shall be considered

earned income of such child for such taxable year.”.

(¢) CONFORMING AMENDMENT.—Section 1(g)(2) is amended by
striking “and” at the end of subparagraph (A), by striking the pe-
riod at the end of subparagraph (B) and inserting “, and”, and by
inserting after subparagraph (B) the following new subparagraph:

“(C) such child does not file a joint return for the tax-
able year.”.

(d) EFFECTIVE DATE.—The amendments made by this section
shall apply to taxable years beginning after December 31, 2005.

SEC. 511. IMPOSITION OF WITHHOLDING ON CERTAIN PAYMENTS
MADE BY GOVERNMENT ENTITIES.

(a) IN GENERAL.—Section 3402 is amended by adding at the
end the following new subsection:

“(t) EXTENSION OF WITHHOLDING TO CERTAIN PAYMENTS MADE
BY GOVERNMENT ENTITIES.—

“(1) GENERAL RULE.—The Government of the United States,
every State, every political subdivision thereof, and every instru-
mentality of the foregoing (including multi-State agencies) mak-
ing any payment to any person providing any property or serv-
ices (including any payment made in connection with a govern-
ment voucher or certificate program which functions as a pay-
ment for property or services) shall deduct and withhold from
such payment a tax in an amount equal to 3 percent of such
payment.

“(2) PROPERTY AND SERVICES SUBJECT TO WITHHOLDING.—
Paragraph (1) shall not apply to any payment—

“(A) except as provided in subparagraph (B), which is
subject to withholding under any other provision of this
chapter or chapter 3,

“(B) which is subject to withholding under section 3406
and from which amounts are being withheld under such
section,

“(C) of interest,

“(D) for real property,

“(E) to any governmental entity subject to the require-
ments of paragraph (1), any tax-exempt entity, or any for-
eigh government,

“(F) made pursuant to a classified or confidential con-
tract described in section 6050M(e)(3),

“(G) made by a political subdivision of a State (or any
instrumentality — thereof) ~which makes less than
$100,000,000 of such payments annually,

“(H) which is in connection with a public assistance or
public welfare program for which eligibility is determined
by a needs or income test, and

“(I) to any government employee not otherwise exclud-
able with respect to their services as an employee.

“(3) COORDINATION WITH OTHER SECTIONS.—For purposes
of sections 3403 and 3404 and for purposes of so much of sub-
title F' (except section 7205) as relates to this chapter, payments
to any person for property or services which are subject to with-
holding shall be treated as if such payments were wages paid
by an employer to an employee.”.
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(b) EFFECTIVE DATE.—The amendment made by this section
shall apply to payments made after December 31, 2010.

SEC. 512. CONVERSIONS TO ROTH IRAS.
(a) REPEAL OF INCOME LIMITATIONS.—

(1) IN GENERAL.—Paragraph (3) of section 408A(c) (relating
to limits based on modified adjusted gross income) is amended
by striking subparagraph (B) and redesignating subparagraphs
(C) and (D) as subparagraphs (B) and (C), respectively.

(2) CONFORMING AMENDMENT.—Clause (i) of section
408A(c)(3)(B) (as redesignated by paragraph (1)) is amended by
striking “except that—" and all that follows and inserting “ex-
cept that any amount included in gross income under sub-
section (d)(3) shall not be taken into account, and”.

(b) ROLLOVERS TO A ROTH IRA FrROM AN IRA OTHER THAN A
RorH IRA.—

(1) IN GENERAL.—Clause (iii) of section 408A(d)(3)(A) (relat-
ing to rollovers from an IRA other than a Roth IRA) is amend-
ed to read as follows:

“(iii) unless the taxpayer elects not to have this
clause apply, any amount required to be included in
gross income for any taxable year beginning in 2010 by
reason of this paragraph shall be so included ratably
over the 2-taxable-year period beginning with the first
taxable year beginning in 2011.”.

(2) CONFORMING AMENDMENTS.—

(A) Clause (i) of section 408A(d)(3)(E) is amended to
read as follows:

“(i) ACCELERATION OF INCLUSION.—

“(I) IN GENERAL.—The amount otherwise re-
quired to be included in gross income for any tax-
able year beginning in 2010 or the first taxable
year in the 2-year period under subparagraph
(A)(iii) shall be increased by the aggregate dis-
tributions from Roth IRAs for such taxable year
which are allocable under paragraph (4) to the
portion of such qualified rollover contribution re-
quired to be included in gross income under sub-
paragraph (A)().

“(II) LIMITATION ON AGGREGATE AMOUNT IN-
CLUDED.—The amount required to be included in
gross income for any taxable year under subpara-
graph (A)@ii) shall not exceed the aggregate
amount required to be included in gross income
under subparagraph (A)(iii) for all taxable years in
the 2-year period (without regard to subclause (I))
reduced by amounts included for all preceding tax-
able years.”.

(B) The heading for section 408A(d)(3)(E) is amended
by striking “4-YEAR” and inserting “2-YEAR”.
(¢) EFFECTIVE DATE.—The amendments made by this section
shall apply to taxable years beginning after December 31, 2009.

SEC. 513. REPEAL OF FSC/ETI BINDING CONTRACT RELIEF.

(a) FSC PROVISIONS.—Paragraph (1) of section 5(c) of the FSC
Repeal and Extraterritorial Income Exclusion Act of 2000 is amend-
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ed by striking “which occurs—" and all that follows and inserting
“which occurs before January 1, 2002.”.

(b) ETI PROVISIONS.—Section 101 of the American Jobs Cre-
ation Act of 2004 is amended by striking subsection (f).

(¢) EFFECTIVE DATE.—The amendments made by this section
shall apply to taxable years beginning after the date of the enact-
ment of this Act.

SEC. 514. ONLY WAGES ATTRIBUTABLE TO DOMESTIC PRODUCTION
TAKEN INTO ACCOUNT IN DETERMINING DEDUCTION FOR
DOMESTIC PRODUCTION.

(a) IN GENERAL.—Paragraph (2) of section 199(b) (relating to
W-2 wages) is amended to read as follows:

“(2) W-2 WAGES.—For purposes of this section—

“(A) IN GENERAL.—The term ‘W-2 wages’ means, with
respect to any person for any taxable year of such person,
the sum of the amounts described in paragraphs (3) and (8)
of section 6051(a) paid by such person with respect to em-
ployment of employees by such person during the calendar
year ending during such taxable year.

“(B) LIMITATION TO WAGES ATTRIBUTABLE TO DOMESTIC
PRODUCTION.—Such term shall not include any amount
which is not properly allocable to domestic production gross
receipts for purposes of subsection (c)(1).

“(C) RETURN REQUIREMENT.—Such term shall not in-
clude any amount which is not properly included in a re-
turn filed with the Social Security Administration on or be-
fore the 60th day after the due date (including extensions)
for such return.”.

(b) SIMPLIFICATION OF RULES FOR DETERMINING W-2 WAGES
OF PARTNERS AND S CORPORATION SHAREHOLDERS.—

(1) IN GENERAL.—Clause (iii) of section 199(d)(1)(A) is
amended to read as follows:

“(iii) each partner or shareholder shall be treated
for purposes of subsection (b) as having W-2 wages for
the taxable year in an amount equal to such person’s
allocable share of the W-2 wages of the partnership or
S corporation for the taxable year (as determined
under regulations prescribed by the Secretary).”.

(2) CONFORMING AMENDMENT.—Paragraph (2) of section

199(a) is amended by striking “and subsection (d)(1)”.

(¢) EFFECTIVE DATE.—The amendments made by this section
shall apply to taxable years beginning after the date of the enact-
ment of this Act.

SEC. 515. MODIFICATION OF EXCLUSION FOR CITIZENS LIVING
ABROAD.

(a) INFLATION ADJUSTMENT OF FOREIGN EARNED INCOME LIMI-
TATION.—Clause (ii) of section 911(b)(2)(D) (relating to inflation ad-
Jjustment) is amended—

(1) by striking “2007” and inserting “2005”, and
(2) by striking “2006” in subclause (II) and inserting

“2004”.

(b) MODIFICATION OF HOUSING COST AMOUNT.—

(1) MODIFICATION OF HOUSING COST FLOOR.—Clause (i) of
section 911(c)(1)(B) is amended to read as follows:
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“(i) 16 percent of the amount (computed on a daily
basis) in effect under subsection (b)(2)(D) for the cal-
endar year in which such taxable year begins, multi-
plied by”.
(2) MAXIMUM AMOUNT OF EXCLUSION.—

(A) IN GENERAL.—Subparagraph (A) of section
911(c)(1) is amended by inserting “to the extent such ex-
penses do not exceed the amount determined under para-
graph (2)” after “the taxable year”.

(B) LIMITATION.—Subsection (¢) of section 911 is
amended by redesignating paragraphs (2) and (3) as para-
graphs (3) and (4), respectively, and by inserting after
paragraph (1) the following new paragraph:

“(2) LIMITATION.—

“(A) IN GENERAL.—The amount determined under this
paragraph is an amount equal to the product of—

“(i) 30 percent (adjusted as may be provided under
subparagraph (B)) of the amount (computed on a daily
basis) in effect under subsection (b)(2)(D) for the cal-
endar year in which the taxable year of the individual
begins, multiplied by

“(it) the number of days of such taxable year with-
in the applicable period described in subparagraph (A)
or (B) of subsection (d)(1).

“(B) REGULATIONS.—The Secretary may issue regula-
tions or other guidance providing for the adjustment of the
percentage under subparagraph (A)(i) on the basis of geo-
graphic differences in housing costs relative to housing
costs in the United States.”.

(C) CONFORMING AMENDMENTS.—

(i) Section 911(d)(4) is amended by striking “and
(c)()(B)ii)” and inserting “, (c)(D(B)(ii), and
(2)(A)(ii)”.

(it) Section 911(d)(7) is amended by striking “sub-
section (c)(3)” and inserting “subsection (c)(4)”.

(¢c) RATES OF TAX APPLICABLE TO NONEXCLUDED INCOME.—Sec-
tion 911 (relating to exclusion of certain income of citizens and resi-
dents of the United States living abroad) is amended by redesig-
nating subsection (f) as subsection (g) and by inserting after sub-
section (e) the following new subsection:

“(f) DETERMINATION OF TAX LIABILITY ON NONEXCLUDED
AMOUNTS.—For purposes of this chapter, if any amount is excluded
from the gross income of a taxpayer under subsection (a) for any
taxable year, then, notwithstanding section 1 or 55—

“(1) the tax imposed by section 1 on the taxpayer for such
taxable year shall be equal to the excess (if any) of—

“(A) the tax which would be imposed by section 1 for
the taxable year if the taxpayer’s taxable income were in-
creased by the amount excluded under subsection (a) for the
taxable year, over

“(B) the tax which would be imposed by section 1 for
the taxable year if the taxpayer’s taxable income were equal
to the amount excluded under subsection (a) for the taxable
year, and
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“(2) the tentative minimum tax under section 55 for such
taxable year shall be equal to the excess (if any) of—

“(A) the amount which would be such tentative min-
imum tax for the taxable year if the taxpayer’s taxable ex-
cess were increased by the amount excluded under sub-
section (a) for the taxable year, over

“(B) the amount which would be such tentative min-
imum tax for the taxable year if the taxpayer’s taxable ex-
cess were equal to the amount excluded under subsection
(a) for the taxable year.

For purposes of this subsection, the amount excluded under sub-
section (a) shall be reduced by the aggregate amount of any deduc-
tions or exclusions disallowed under subsection (d)(6) with respect
to such excluded amount.”.
(d) EFFECTIVE DATE.—The amendments made by this section
shall apply to taxable years beginning after December 31, 2005.
SEC. 516. TAX INVOLVEMENT OF ACCOMMODATION PARTIES IN TAX
SHELTER TRANSACTIONS.
(a) IMPOSITION OF EXCISE TAX.—
(1) IN GENERAL.—Chapter 42 (relating to private founda-
tions and certain other tax-exempt organizations) is amended
by adding at the end the following new subchapter:

“Subchapter F—Tax Shelter Transactions

“Sec. 4965. Excise tax on certain tax-exempt entities entering into prohibited tax
shelter transactions.

“SEC. 4965. EXCISE TAX ON CERTAIN TAX-EXEMPT ENTITIES ENTERING
INTO PROHIBITED TAX SHELTER TRANSACTIONS.
“(a) BEING A PARTY TO AND APPROVAL OF PROHIBITED TRANS-
ACTIONS.—

“(1) TAX-EXEMPT ENTITY.—

“(A) IN GENERAL.—If a transaction is a prohibited tax
shelter transaction at the time any tax-exempt entity de-
scribed in paragraph (1), (2), or (3) of subsection (c) be-
comes a party to the transaction, such entity shall pay a tax
for the taxable year in which the entity becomes such a
party and any subsequent taxable year in the amount deter-
mined under subsection (b)(1).

“(B) POST-TRANSACTION DETERMINATION.—If any tax-
exempt entity described in paragraph (1), (2), or (3) of sub-
section (c¢) is a party to a subsequently listed transaction at
any time during a taxable year, such entity shall pay a tax
for such taxable year in the amount determined under sub-
section (b)(1).

“(2) ENTITY MANAGER.—If any entity manager of a tax-ex-
empt entity approves such entity as (or otherwise causes such
entity to be) a party to a prohibited tax shelter transaction at
any time during the taxable year and knows or has reason to
know that the transaction is a prohibited tax shelter trans-
action, such manager shall pay a tax for such taxable year in
the amount determined under subsection (b)(2).

“(b) AMOUNT OF TAX.—
“(1) ENTITY.—In the case of a tax-exempt entity—
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“(A) IN GENERAL.—Except as provided in subparagraph
(B), the amount of the tax imposed under subsection (a)(1)
with respect to any transaction for a taxable year shall be
an amount equal to the product of the highest rate of tax
under section 11, and the greater of—

“(i) the entity’s net income (after taking into ac-
count any tax imposed by this subtitle (other than by
this section) with respect to such transaction) for such
taxable year which—

“I) in the case of a prohibited tax shelter
transaction (other than a subsequently listed
transaction), is attributable to such transaction, or

“(ID in the case of a subsequently listed trans-
action, is attributable to such transaction and
which is properly allocable to the period beginning
on the later of the date such transaction is identi-
fied by guidance as a listed transaction by the Sec-
retary or the first day of the taxable year, or
“(it) 75 percent of the proceeds received by the enti-

ty for the taxable year which—

“I) in the case of a prohibited tax shelter
transaction (other than a subsequently listed
transaction), are atiributable to such transaction,
or

“(ID in the case of a subsequently listed trans-
action, are attributable to such transaction and
which are properly allocable to the period begin-
ning on the later of the date such transaction is
identified by guidance as a listed transaction by
the Secretary or the first day of the taxable year.

“(B) INCREASE IN TAX FOR CERTAIN KNOWING TRANS-
ACTIONS.—In the case of a tax-exempt entity which knew, or
had reason to know, a transaction was a prohibited tax
shelter transaction at the time the entity became a party to
the transaction, the amount of the tax imposed under sub-
section (a)(1)(A) with respect to any transaction for a tax-
able year shall be the greater of—

“(i) 100 percent of the entity’s net income (after tak-
ing into account any tax imposed by this subtitle (other
than by this section) with respect to the prohibited tax
shelter transaction) for such taxable year which is at-
tributable to the prohibited tax shelter transaction, or

“(it) 75 percent of the proceeds received by the enti-
ty for the taxable year which are attributable to the
prohibited tax shelter transaction.

This subparagraph shall not apply to any prohibited tax
shelter transaction to which a tax-exempt entity became a
party on or before the date of the enactment of this section.
“(2) ENTITY MANAGER.—In the case of each entity manager,
the amount of the tax imposed under subsection (a)(2) shall be
$20,000 for each approval (or other act causing participation)
described in subsection (a)(2).
“(c) TAX-EXEMPT ENTITY.—For purposes of this section, the term
‘tax-exempt entity’ means an entity which is—
“(1) described in section 501(c) or 501(d),
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“(2) described in section 170(c) (other than the United
States),

“3) an Indian tribal government (within the meaning of
section 7701(a)(40)),

“(4) described in paragraph (1), (2), or (3) of section
4979(e),

“(5) a program described in section 529,

“(6) an eligible deferred compensation plan described in
section 457(b) which is maintained by an employer described in
section 4457(e)(1)(A), or

“(7) an arrangement described in section 4973(a).

“(d) ENTITY MANAGER.—For purposes of this section, the term
‘entity manager’ means—

“(1) in the case of an entity described in paragraph (1), (2),
or (3) of subsection (c)—

“(A) the person with authority or responsibility similar
to that exercised by an officer, director, or trustee of an or-
ganization, and

“(B) with respect to any act, the person having author-
ity or responsibility with respect to such act, and
“(2) in the case of an entity described in paragraph (4), (5),

(6), or (7) of subsection (c), the person who approves or other-

wise causes the entity to be a party to the prohibited tax shelter

transaction.

“(e) PROHIBITED TAX SHELTER TRANSACTION; SUBSEQUENTLY
LiSTED TRANSACTION.—For purposes of this section—

“(1) PROHIBITED TAX SHELTER TRANSACTION.—

“(tA) IN GENERAL.—The term ‘prohibited tax shelter
transaction’ means—

“(i) any listed transaction, and
“(it) any prohibited reportable transaction.

“(B) LISTED TRANSACTION.—The term ‘listed trans-
action’ has the meaning given such term by section
6707A(c)(2).

“(C) PROHIBITED REPORTABLE TRANSACTION.—The term
‘prohibited reportable transaction’ means any confidential
transaction or any transaction with contractual protection
(as defined under regulations prescribed by the Secretary)
which is a reportable transaction (as defined in section
6707A(c)(D)).

“(2) SUBSEQUENTLY LISTED TRANSACTION.—The term ‘sub-
sequently listed transaction’ means any transaction to which a
tax-exempt entity is a party and which is determined by the
Secretary to be a listed transaction at any time after the entity
has become a party to the transaction. Such term shall not in-
clude a transaction which is a prohibited reportable transaction
at the time the entity became a party to the transaction.

“(f)y REGULATORY AUTHORITY.—The Secretary is authorized to
promulgate regulations which provide guidance regarding the deter-
mination of the allocation of net income or proceeds of a tax-exempt
entity attributable to a transaction to various periods, including be-
fore and after the listing of the transaction or the date which is 90
days after the date of the enactment of this section.
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“(g) COORDINATION WITH OTHER TAXES AND PENALTIES.—The
tax imposed by this section is in addition to any other tax, addition
to tax, or penalty imposed under this title.”.

(2) CONFORMING AMENDMENT.—The table of subchapters
for chapter 42 is amended by adding at the end the following
new item:

“SUBCHAPTER F. TAX SHELTER TRANSACTIONS.”.

(b) DISCLOSURE REQUIREMENTS.—

(1) DISCLOSURE BY ENTITY TO THE INTERNAL REVENUE
SERVICE.—

(A) IN GENERAL.—Section 6033(a) (relating to organiza-
tions required to file) is amended by redesignating para-
graph (2) as paragraph (3) and by inserting after para-
graph (1) the following new paragraph.:

“(2) BEING A PARTY TO CERTAIN REPORTABLE TRANS-
ACTIONS.—Every tax-exempt entity described in section 4965(c)
shall file (in such form and manner and at such time as deter-
mined by the Secretary) a disclosure of—

“(A) such entity’s being a party to any prohibited tax
shelter transaction (as defined in section 4965(e)), and

“(B) the identity of any other party to such transaction
which is known by such tax-exempt entity.”.

(B) CONFORMING AMENDMENT.—Section 6033(a)(1) is
amended by striking “paragraph (2)” and inserting “para-
graph (3)”.

(2) DISCLOSURE BY OTHER TAXPAYERS TO THE TAX-EXEMPT
ENTITY.—Section 6011 (relating to general requirement of re-
turn, statement, or list) is amended by redesignating subsection
(g) as subsection (h) and by inserting after subsection (f) the fol-
lowing new subsection:

“(g) DISCLOSURE OF REPORTABLE TRANSACTION TO TAX-EXEMPT
ENTITY.—Any taxable party to a prohibited tax shelter transaction
(as defined in section 4965(e)(1)) shall by statement disclose to any
tax-exempt entity (as defined in section 4965(c)) which is a party to
such transaction that such transaction is such a prohibited tax shel-
ter transaction.”.

(¢) PENALTY FOR NONDISCLOSURE.—

(1) IN GENERAL.—Section 6652(c) (relating to returns by ex-
empt organizations and by certain trusts) is amended by redes-
ignating paragraphs (3) and (4) as paragraphs (4) and (5), re-
spectively, and by inserting after paragraph (2) the following
new paragraph:

“(3) DISCLOSURE UNDER SECTION 6033(a)(2).—

“(A) PENALTY ON ENTITIES.—In the case of a failure to
file a disclosure required under section 6033(a)(2), there
shall be paid by the tax-exempt entity (the entity manager
in the case of a tax-exempt entity described in paragraph
4, (5), (6), or (7) of section 4965(c)) $100 for each day dur-
ing which such failure continues. The maximum penalty
under this subparagraph on failures with respect to any 1
disclosure shall not exceed $50,000.

“(B) WRITTEN DEMAND.—

“(i) IN GENERAL.—The Secretary may make a writ-
ten demand on any entity or manager subject to pen-
alty under subparagraph (A) specifying therein a rea-
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sonable future date by which the disclosure shall be

filed for purposes of this subparagraph.

“(ii) FAILURE TO COMPLY WITH DEMAND.—If any
entity or manager fails to comply with any demand
under clause (i) on or before the date specified in such
demand, there shall be paid by such entity or manager
failing to so comply $100 for each day after the expira-
tion of the time specified in such demand during which
such failure continues. The maximum penalty imposed
under this subparagraph on all entities and managers
for failures with respect to any 1 disclosure shall not
exceed $10,000.

“(C) DEFINITIONS.—Any term used in this section
which is also used in section 4965 shall have the meaning
given such term under section 4965.”,

(2) CONFORMING AMENDMENT.—Paragraph (1) of section
6652(c) is amended by striking “6033” each place it appears in
the text and heading thereof and inserting “6033(a)(1)”.

(d) EFFECTIVE DATES.—

(1) IN GENERAL.—Except as provided in paragraph (2), the
amendments made by this section shall apply to taxable years
ending after the date of the enactment of this Act, with respect
to transactions before, on, or after such date, except that no tax
under section 4965(a) of the Internal Revenue Code of 1986 (as
added by this section) shall apply with respect to income or pro-
ceeds that are properly allocable to any period ending on or be-
fore the date which is 90 days after such date of enactment.

(2) DISCLOSURE.—The amendments made by subsections (b)
and (¢) shall apply to disclosures the due date for which are
after the date of the enactment of this Act.

And the Senate agree to the same.

WILLIAM THOMAS,
JIM MCCRERY,
DAVE CAMP,
Managers on the Part of the House.

CHUCK GRASSLEY,
JON KyL,
Managers on the Part of the Senate.
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TITLE I—EXTENSION AND MODIFICATION OF CERTAIN
PROVISIONS

A. ALLOWANCE OF NONREFUNDABLE PERSONAL CREDITS AGAINST
REGULAR AND ALTERNATIVE MINIMUM TAX LIABILITY

(Sec. 101 of the House bill, sec. 107 of the Senate amendment, and
sec. 26 of the Code)

PRESENT LAW

Present law provides for certain nonrefundable personal tax
credits (i.e., the dependent care credit, the credit for the elderly
and disabled, the adoption credit, the child tax credit, the credit for
interest on certain home mortgages, the HOPE Scholarship and
Lifetime Learning credits, the credit for savers, the credit for cer-
tain nonbusiness energy property, the credit for residential energy
efficient property, and the D.C. first-time homebuyer credit). The
Energy Tax Incentives Act of 2005 enacted, effective for 2006, non-
refundable tax credits for alternative motor vehicles, and alter-
native motor vehicle refueling property.!

For taxable years beginning in 2005, the nonrefundable per-
sonal credits are allowed to the extent of the full amount of the in-
dividual’s regular tax and alternative minimum tax.

For taxable years beginning after 2005, the nonrefundable per-
sonal credits (other than the adoption credit, child credit and sav-
er’s credit) are allowed only to the extent that the individual’s reg-
ular income tax liability exceeds the individual’s tentative min-
imum tax, determined without regard to the minimum tax foreign
tax credit. The adoption credit, child credit, and saver’s credit are
allowed to the full extent of the individual’s regular tax and alter-
native minimum tax.

The alternative minimum tax is the amount by which the ten-
tative minimum tax exceeds the regular income tax. An individ-
ual’s tentative minimum tax is the sum of (1) 26 percent of so
much of the taxable excess as does not exceed $175,000 ($87,500
in the case of a married individual filing a separate return) and (2)
28 percent of the remaining taxable excess. The taxable excess is

1The portion of these credits relating to personal use property is subject to the same tax li-
ability limitation as the nonrefundable personal tax credits (other than the adoption credit, child
credit, and saver’s credit).
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so much of the alternative minimum taxable income (“AMTI”) as
exceeds the exemption amount. The maximum tax rates on net cap-
ital gain and dividends used in computing the regular tax are used
in computing the tentative minimum tax. AMTI is the individual’s
taxable income adjusted to take account of specified preferences
and adjustments.

The exemption amount is: (1) $45,000 ($58,000 for taxable
years beginning before 2006) in the case of married individuals fil-
ing a joint return and surviving spouses; (2) $33,750 ($40,250 for
taxable years beginning before 2006) in the case of other unmarried
individuals; (3) $22,500 ($29,000 for taxable years beginning before
2006) in the case of married individuals filing a separate return;
and (4) $22,500 in the case of an estate or trust. The exemption
amount is phased out by an amount equal to 25 percent of the
amount by which the individual’s AMTI exceeds (1) $150,000 in the
case of married individuals filing a joint return and surviving
spouses, (2) $112,500 in the case of other unmarried individuals,
and (3) $75,000 in the case of married individuals filing separate
returns, an estate, or a trust. These amounts are not indexed for
inflation.

HOUSE BILL

The House bill extends for one year the present-law provision
allowing nonrefundable personal credits to the full extent of the in-
dividual’s regular tax and alternative minimum tax (through tax-
able years beginning on or before December 31, 2006).

Effective date.—The provision applies to taxable years begin-
ning after December 31, 2005.

SENATE AMENDMENT

The Senate amendment extends for two years the present-law
provision allowing nonrefundable personal credits to the full extent
of the individual’s regular tax and alternative minimum tax
(through taxable years beginning on or before December 31, 2007).

The provision also applies to the personal credits for alter-
native motor vehicles, and alternative motor vehicle refueling prop-
erty.

Effective date.—The provision applies to taxable years begin-
ning after December 31, 2005.

CONFERENCE AGREEMENT

The conference agreement includes the House bill provision.

B. TAX INCENTIVES FOR BUSINESS ACTIVITIES ON INDIAN
RESERVATIONS

1. Indian employment tax credit (Sec. 102(a) of the House bill, sec.
115 of the Senate amendment, and sec. 45A of the Code)

PRESENT LAW

In general, a credit against income tax liability is allowed to
employers for the first $20,000 of qualified wages and qualified em-
ployee health insurance costs paid or incurred by the employer
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with respect to certain employees (sec. 45A).2 The credit is equal
to 20 percent of the excess of eligible employee qualified wages and
health insurance costs during the current year over the amount of
such wages and costs incurred by the employer during 1993. The
credit is an incremental credit, such that an employer’s current-
year qualified wages and qualified employee health insurance costs
(up to $20,000 per employee) are eligible for the credit only to the
extent that the sum of such costs exceeds the sum of comparable
costs paid during 1993. No deduction is allowed for the portion of
the wages equal to the amount of the credit.

Qualified wages means wages paid or incurred by an employer
for services performed by a qualified employee. A qualified em-
ployee means any employee who is an enrolled member of an In-
dian tribe or the spouse of an enrolled member of an Indian tribe,
who performs substantially all of the services within an Indian res-
ervation, and whose principal place of abode while performing such
services is on or near the reservation in which the services are per-
formed. An “Indian reservation” is a reservation as defined in sec-
tion 3(d) of the Indian Financing Act of 1974 or section 4(1) of the
Indian Child Welfare Act of 1978. For purposes of the preceding
sentence, section 3(d) is applied by treating “former Indian reserva-
tions in Oklahoma” as including only lands that are (1) within the
jurisdictional area of an Oklahoma Indian tribe as determined by
the Secretary of the Interior, and (2) recognized by such Secretary
as an area eligible for trust land status under 25 C.F.R. Part 151
(as in effect on August 5, 1997).

An employee is not treated as a qualified employee for any tax-
able year of the employer if the total amount of wages paid or in-
curred by the employer with respect to such employee during the
taxable year exceeds an amount determined at an annual rate of
$30,000 (which after adjusted for inflation after 1993 is currently
$35,000). In addition, an employee will not be treated as a qualified
employee under certain specific circumstances, such as where the
employee is related to the employer (in the case of an individual
employer) or to one of the employer’s shareholders, partners, or
grantors. Similarly, an employee will not be treated as a qualified
employee where the employee has more than a 5 percent ownership
interest in the employer. Finally, an employee will not be consid-
ered a qualified employee to the extent the employee’s services re-
late to gaming activities or are performed in a building housing
such activities.

The wage credit is available for wages paid or incurred on or
after January 1, 1994, in taxable years that begin before January
1, 2006.

HOUSE BILL

The provision extends for one year the present-law employ-
ment credit provision (through taxable years beginning on or before
December 31, 2006).

Effective date.—The provision is effective for taxable years be-
ginning after December 31, 2005.

2 All section references are to the Internal Revenue Code of 1986, unless otherwise indicated.
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SENATE AMENDMENT

The Senate amendment extends for two years the present-law
employment credit provision (through taxable years beginning on
or before December 31, 2007).

Effective date.—Same as the House bill provision.

CONFERENCE AGREEMENT

The conference agreement does not include the House bill pro-
vision or the Senate amendment provision.

2. Accelerated depreciation for business property on Indian reserva-
tions (Sec. 102(b) of the House bill, sec. 116 of the Senate
amendment, and sec. 168(j) of the Code)

PRESENT LAW

With respect to certain property used in connection with the
conduct of a trade or business within an Indian reservation, depre-
ciation deductions under section 168(j) are determined using the
following recovery periods:

3-YEAT PIOPETLY eeeiiiiiiiiiieeiieiiiteeee ettt e e e ettt e e e s ettt e e e e e s sabbtre e e e e s e nnanaeeeeeas

5-year property ......cccccceeeveeeeenieeeennes 3

T-year property ......ccccccceeeeeviveeeeeeenenns 4
6
9

10-year property .....ccccceceeceeeeererevennnes
15-year property ....ccccccoecveeeeerrerivinneees
20-year property ......cc.cccceeeeeerveeeennes 12
Nonresidential real property

“Qualified Indian reservation property” eligible for accelerated
depreciation includes property which is (1) used by the taxpayer
predominantly in the active conduct of a trade or business within
an Indian reservation, (2) not used or located outside the reserva-
tion on a regular basis, (3) not acquired (directly or indirectly) by
the taxpayer from a person who is related to the taxpayer (within
the meaning of section 465(b)(3)(C)), and (4) described in the recov-
ery-period table above. In addition, property is not “qualified In-
dian reservation property” if it is placed in service for purposes of
conducting gaming activities. Certain “qualified infrastructure
property” may be eligible for the accelerated depreciation even if lo-
cated outside an Indian reservation, provided that the purpose of
such property is to connect with qualified infrastructure property
located within the reservation (e.g., roads, power lines, water sys-
tems, railroad spurs, and communications facilities).

An “Indian reservation” means a reservation as defined in sec-
tion 3(d) of the Indian Financing Act of 1974 or section 4(1) of the
Indian Child Welfare Act of 1978. For purposes of the preceding
sentence, section 3(d) is applied by treating “former Indian reserva-
tions in Oklahoma” as including only lands that are (1) within the
jurisdictional area of an Oklahoma Indian tribe as determined by
the Secretary of the Interior, and (2) recognized by such Secretary
as an area eligible for trust land status under 25 CFR. Part 151
(as in effect on August 5, 1997).

The depreciation deduction allowed for regular tax purposes is
also allowed for purposes of the alternative minimum tax. The ac-
celerated depreciation for Indian reservations is available with re-



40

spect to property placed in service on or after January 1, 1994, and
before January 1, 2006.

HOUSE BILL

The provision extends for one year the present-law incentive
relating to depreciation of qualified Indian reservation property (to
apply to property placed in service through December 31, 2006).

Effective date.—The provision applies to property placed in
service after December 31, 2005.

SENATE AMENDMENT

The Senate amendment extends for two years the present-law
incentive relating to depreciation of qualified Indian reservation
property (to apply to property placed in service through December
31, 2007).

Effective date.—The Senate amendment is the same as the
House bill.

CONFERENCE AGREEMENT

The conference agreement does not include the House bill pro-
vision or the Senate amendment provision.

C. WORK OPPORTUNITY TAX CREDIT AND WELFARE-TO-WORK TAX
CREDIT

(Secs. 103 and 104 of the House bill, sec. 109 of the Senate amend-
ment and secs. 51 and 51A of the Code)

PRESENT LAW
Work opportunity tax credit

Targeted groups eligible for the credit

The work opportunity tax credit is available on an elective
basis for employers hiring individuals from one or more of eight
targeted groups. The eight targeted groups are: (1) certain families
eligible to receive benefits under the Temporary Assistance for
Needy Families Program; (2) high-risk youth; (3) qualified ex-fel-
ons; (4) vocational rehabilitation referrals; (5) qualified summer
youth employees; (6) qualified veterans; (7) families receiving food
stamps; and (8) persons receiving certain Supplemental Security
Income (SSI) benefits.

A high-risk youth is an individual aged 18 but not aged 25 on
the hiring date who is certified by a designated local agency as
having a principal place of abode within an empowerment zone, en-
terprise community, or renewal community. The credit is not avail-
able if such youth’s principal place of abode ceases to be within an
empowerment zone, enterprise community, or renewal community.

A qualified ex-felon is an individual certified by a designated
local agency as: (1) having been convicted of a felony under State
or Federal law; (2) being a member of an economically disadvan-
taged family; and (3) having a hiring date within one year of re-
lease from prison or conviction.

A food stamp recipient is an individual aged 18 but not aged
25 on the hiring date certified by a designated local agency as



41

being a member of a family either currently or recently receiving
assistance under an eligible food stamp program.

Qualified wages

Generally, qualified wages are defined as cash wages paid by
the employer to a member of a targeted group. The employer’s de-
duction for wages is reduced by the amount of the credit.

Calculation of the credit

The credit equals 40 percent (25 percent for employment of 400
hours or less) of qualified first-year wages. Generally, qualified
first-year wages are qualified wages (not in excess of $6,000) attrib-
utable to service rendered by a member of a targeted group during
the one-year period beginning with the day the individual began
work for the employer. Therefore, the maximum credit per em-
ployee is $2,400 (40 percent of the first $6,000 of qualified first-
year wages). With respect to qualified summer youth employees,
the maximum credit is $1,200 (40 percent of the first $3,000 of
qualified first-year wages).

Minimum employment period

No credit is allowed for qualified wages paid to employees who
work less than 120 hours in the first year of employment.

Coordination of the work opportunity tax credit and the wel-
fare-to-work tax credit

An employer cannot claim the work opportunity tax credit with
respect to wages of any employee on which the employer claims the
welfare-to-work tax credit.

Other rules

The work opportunity tax credit is not allowed for wages paid
to a relative or dependent of the taxpayer. Similarity wages paid
to replacement workers during a strike or lockout are not eligible
for the work opportunity tax credit. Wages paid to any employee
during any period for which the employer received on-the-job train-
ing program payments with respect to that employee are not eligi-
ble for the work opportunity tax credit. The work opportunity tax
credit generally is not allowed for wages paid to individuals who
had previously been employed by the employer. In addition, many
other technical rules apply.

Expiration

The work opportunity tax credit is not available for individuals
who begin work for an employer after December 31, 2005.

Welfare-to-work tax credit

Targeted group eligible for the credit

The welfare-to-work tax credit is available on an elective basis
to employers of qualified long-term family assistance recipients.
Qualified long-term family assistance recipients are: (1) members of
a family that has received family assistance for at least 18 consecu-
tive months ending on the hiring date; (2) members of a family that
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has received such family assistance for a total of at least 18 months
(whether or not consecutive) after August 5, 1997 (the date of en-
actment of the welfare-to-work tax credit) if they are hired within
2 years after the date that the 18-month total is reached; and (3)
members of a family who are no longer eligible for family assist-
ance because of either Federal or State time limits, if they are
hired within 2 years after the Federal or State time limits made
the family ineligible for family assistance.

Qualified wages

Qualified wages for purposes of the welfare-to-work tax credit
are defined more broadly than the work opportunity tax credit. Un-
like the definition of wages for the work opportunity tax credit
which includes simply cash wages, the definition of wages for the
welfare-to-work tax credit includes cash wages paid to an employee
plus amounts paid by the employer for: (1) educational assistance
excludable under a section 127 program (or that would be exclud-
able but for the expiration of sec. 127); (2) health plan coverage for
the employee, but not more than the applicable premium defined
under section 4980B(f)(4); and (3) dependent care assistance ex-
cludable under section 129. The employer’s deduction for wages is
reduced by the amount of the credit.

Calculation of the credit

The welfare-to-work tax credit is available on an elective basis
to employers of qualified long-term family assistance recipients
during the first two years of employment. The maximum credit is
35 percent of the first $10,000 of qualified first-year wages and 50
percent of the first $10,000 of qualified second-year wages. Quali-
fied first-year wages are defined as qualified wages (not in excess
of $10,000) attributable to service rendered by a member of the tar-
geted group during the one-year period beginning with the day the
individual began work for the employer. Qualified second-year
wages are defined as qualified wages (not in excess of $10,000) at-
tributable to service rendered by a member of the targeted group
during the one-year period beginning immediately after the first
year of that individual’s employment for the employer. The max-
imum credit is $8,500 per qualified employee.

Minimum employment period

No credit is allowed for qualified wages paid to a member of
the targeted group unless they work at least 400 hours or 180 days
in the first year of employment.

Coordination of the work opportunity tax credit and the wel-
fare-to-work tax credit

An employer cannot claim the work opportunity tax credit with
respect to wages of any employee on which the employer claims the
welfare-to-work tax credit.

Other rules

The welfare-to-work tax credit incorporates directly or by ref-
erence many of these other rules contained on the work oppor-
tunity tax credit.



43

Expiration

The welfare-to-work credit is not available for individuals who
begin work for an employer after December 31, 2005.

HOUSE BILL

Work opportunity tax credit

The House bill extends the work opportunity credit for one
year (through December 31, 2006). Also, the House bill raises the
maximum age limit for the food stamp recipient category to include
individuals who are at least age 18 but under age 35 on the hiring
date.

Effective date

The provision is effective for wages paid or incurred to a quali-
fied individual who begins work for an employer after December
31, 2005, and before January 1, 2007.

Welfare-to-work tax credit

The House bill extends the welfare-to-work tax credit for one
year (through December 31, 2006).

Effective date.—The provision is effective for wages paid or in-
curred to a qualified individual who begins work for an employer
after December 31, 2005, and before January 1, 2007.

SENATE AMENDMENT

In general

The Senate amendment combines the work opportunity and
welfare-to-work tax credits and extends the combined credit for one
year. The welfare-to-work credit is repealed.

Targeted groups eligible for the combined credit

The combined credit is available on an elective basis for em-
ployers hiring individuals from one or more of all nine targeted
groups. The nine targeted groups are the present-law eight groups
with the addition of the welfare-to-work credit/long-term family as-
sistance recipient as the ninth targeted group.

The Senate amendment raises the age limit for the high-risk
youth category to include individuals aged 18 but not aged 40 on
the hiring date. The Senate amendment also renames the high-risk
youth category to be the designated community resident category.

The Senate amendment repeals the requirement that a quali-
fied ex-felon be an individual certified as a member of an economi-
cally disadvantaged family.

The Senate amendment raises the age limit for the food stamp
recipient category to include individuals aged 18 but not aged 40
on the hiring date.

Qualified wages

Qualified first-year wages for the eight work opportunity tax
credit categories remain capped at $6,000 ($3,000 for qualified
summer youth employees). No credit is allowed for second-year
wages. In the case of long-term family assistance recipients, the
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cap is $10,000 for both qualified first-year wages and qualified sec-
ond-year wages. The combined credit follows the work opportunity
tax credit definition of wages which does not include amounts paid
by the employer for: (1) educational assistance excludable under a
section 127 program (or that would be excludable but for the expi-
ration of sec. 127); (2) health plan coverage for the employee, but
not more than the applicable premium defined under section
4980B(f)(4); and (3) dependent care assistance excludable under
section 129. For all targeted groups, the employer’s deduction for
wages is reduced by the amount of the credit.

Calculation of the credit

First-year wages.—For the eight work opportunity tax credit
categories, the credit equals 40 percent (25 percent for employment
of 400 hours or less) of qualified first-year wages. Generally, quali-
fied first-year wages are qualified wages (not in excess of $6,000)
attributable to service rendered by a member of a targeted group
during the one-year period beginning with the day the individual
began work for the employer. Therefore, the maximum credit per
employee for members of any of the eight work opportunity tax
credit targeted groups generally is $2,400 (40 percent of the first
$6,000 of qualified first-year wages). With respect to qualified sum-
mer youth employees, the maximum credit remains $1,200 (40 per-
cent of the first $3,000 of qualified first-year wages). For the wel-
fare-to-work/long-term family assistance recipients, the maximum
credit equals $4,000 per employee (40 percent of $10,000 of wages).

Second-year wages.—In the case of long-term family assistance
recipients the maximum credit is $5,000 (50 percent of the first
$10,000 of qualified second-year wages).

Minimum employment period

No credit is allowed for qualified wages paid to employees who
work less than 120 hours in the first year of employment.

Coordination of the work opportunity tax credit and the welfare-to-
work tax credit

Coordination is no longer necessary once the two credits are
combined.

Effective date.—The provision is effective for wages paid or in-
curred to a qualified individual who begins work for an employer
after December 31, 2005, and before January 1, 2007.

CONFERENCE AGREEMENT

The conference agreement does not include the House bill pro-
vision or the Senate amendment provision.
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D. DEDUCTION FOR CORPORATE DONATIONS OF COMPUTER
TECHNOLOGY AND EQUIPMENT

(Sec. 105 of the House bill, sec. 111 of the Senate amendment and
sec. 170 of the Code)

PRESENT LAW

In the case of a charitable contribution of inventory or other
ordinary-income or short-term capital gain property, the amount of
the charitable deduction generally is limited to the taxpayer’s basis
in the property. In the case of a charitable contribution of tangible
personal property, the deduction is limited to the taxpayer’s basis
in such property if the use by the recipient charitable organization
is unrelated to the organization’s tax-exempt purpose. In cases in-
volving contributions to a private foundation (other than certain
private operating foundations), the amount of the deduction is lim-
ited to the taxpayer’s basis in the property.

Under present law, a taxpayer’s deduction for charitable con-
tributions of computer technology and equipment generally is lim-
ited to the taxpayer’s basis (typically, cost) in the property. How-
ever, certain corporations may claim a deduction in excess of basis
for a “qualified computer contribution.” This enhanced deduction is
equal to the lesser of (1) basis plus one-half of the item’s apprecia-
tion (i.e., basis plus one half of fair market value minus basis) or
(2) two times basis. The enhanced deduction for qualified computer
contributions expires for any contribution made during any taxable
year beginning after December 31, 2005.

A qualified computer contribution means a charitable contribu-
tion of any computer technology or equipment, which meets stand-
ards of functionality and suitability as established by the Secretary
of the Treasury. The contribution must be to certain educational or-
ganizations or public libraries and made not later than three years
after the taxpayer acquired the property or, if the taxpayer con-
structed the property, not later than the date construction of the
property is substantially completed. The original use of the prop-
erty must be by the donor or the donee, and in the case of the
donee, must be used substantially for educational purposes related
to the function or purpose of the donee. The property must fit pro-
ductively into the donee’s education plan. The donee may not trans-
fer the property in exchange for money, other property, or services,
except for shipping, installation, and transfer costs. To determine
whether property is constructed by the taxpayer, the rules applica-
ble to qualified research contributions apply. That is, property is
considered constructed by the taxpayer only if the cost of the parts
used in the construction of the property (other than parts manufac-
tured by the taxpayer or a related person) does not exceed 50 per-
cent of the taxpayer’s basis in the property. Contributions may be
made to private foundations under certain conditions.

HOUSE BILL

The present-law provision is extended for one year to apply to
contributions made during any taxable year beginning after De-
cember 31, 2005, and before January 1, 2007.
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Effective date.—The provision is effective for contributions
made in taxable years beginning after December 31, 2005.

SENATE AMENDMENT

Same as House bill.
Effective date.—The provision is effective on the date of enact-
ment.

CONFERENCE AGREEMENT

The conference agreement does not include the House bill pro-
vision or the Senate amendment provision.

E. AVAILABILITY OF ARCHER MEDICAL SAVINGS ACCOUNTS
(Sec. 106 of the House bill and sec. 220 of the Code)
PRESENT LAW
Archer medical savings accounts

In general

Within limits, contributions to an Archer medical savings ac-
count (“Archer MSA”) are deductible in determining adjusted gross
income if made by an eligible individual and are excludable from
gross income and wages for employment tax purposes if made by
the employer of an eligible individual. Earnings on amounts in an
Archer MSA are not currently taxable. Distributions from an Ar-
cher MSA for medical expenses are not includible in gross income.
Distributions not used for medical expenses are includible in gross
income. In addition, distributions not used for medical expenses are
subject to an additional 15-percent tax unless the distribution is
made after age 65, death, or disability.

Eligible individuals

Archer MSAs are available to employees covered under an em-
ployer-sponsored high deductible plan of a small employer and self-
employed individuals covered under a high deductible health plan.
An employer is a small employer if it employed, on average, no
more than 50 employees on business days during either the pre-
ceding or the second preceding year. An individual is not eligible
for an Archer MSA if he or she is covered under any other health
plan in addition to the high deductible plan.

Tax treatment of and limits on contributions

Individual contributions to an Archer MSA are deductible
(within limits) in determining adjusted gross income (i.e., “above-
the-line”). In addition, employer contributions are excludable from
gross income and wages for employment tax purposes (within the
same limits), except that this exclusion does not apply to contribu-
tions made through a cafeteria plan. In the case of an employee,
contributions can be made to an Archer MSA either by the indi-
vidual or by the individual’s employer.

The maximum annual contribution that can be made to an Ar-
cher MSA for a year is 65 percent of the deductible under the high
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deductible plan in the case of individual coverage and 75 percent
of the deductible in the case of family coverage.

Definition of high deductible plan

A high deductible plan is a health plan with an annual deduct-
ible of at least $1,800 and no more than $2,700 in the case of indi-
vidual coverage and at least $3,650 and no more than $5,450 in the
case of family coverage (for 2006). In addition, the maximum out-
of-pocket expenses with respect to allowed costs (including the de-
ductible) must be no more than $3,650 in the case of individual
coverage and no more than $6,650 in the case of family coverage
(for 2006). A plan does not fail to qualify as a high deductible plan
merely because it does not have a deductible for preventive care as
required by State law. A plan does not qualify as a high deductible
health plan if substantially all of the coverage under the plan is
for certain permitted coverage. In the case of a self-insured plan,
the plan must in fact be insurance (e.g., there must be appropriate
risk shifting) and not merely a reimbursement arrangement.

Cap on taxpayers utilizing Archer MSAs and expiration of
pilot program

The number of taxpayers benefiting annually from an Archer
MSA contribution is limited to a threshold level (generally 750,000
taxpayers). The number of Archer MSAs established has not ex-
ceeded the threshold level.

After 2005, no new contributions may be made to Archer MSAs
except by or on behalf of individuals who previously made (or had
made on their behalf) Archer MSA contributions and employees
who are employed by a participating employer.

Trustees of Archer MSAs are generally required to make re-
ports to the Treasury by August 1 regarding Archer MSAs estab-
lished by July 1 of that year. If the threshold level is reached in
a year, the Secretary is required to make and publish such deter-
mination by October 1 of such year.

Health savings accounts

Health savings accounts (“HSAs”) were enacted by the Medi-
care Prescription Drug, Improvement, and Modernization Act of
2003. Like Archer MSAs, an HSA is a tax-exempt trust or custodial
account to which tax-deductible contributions may be made by indi-
viduals with a high deductible health plan. HSAs provide tax bene-
fits similar to, but more favorable than, those provided by Archer
MSAs. HSAs were established on a permanent basis.

HOUSE BILL

The House bill extends for one year the present-law Archer
MSA provisions (through December 31, 2006).

The report required by Archer MSA trustees is treated as time-
ly filed if made before the close of the 90-day period beginning on
the date of enactment. The determination and publication whether
the threshold level has been exceeded is treated as timely if made
before the close of the 120-day period beginning on the date of en-
actment.
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Effective date.—The provision is effective on the date of enact-
ment.

SENATE AMENDMENT
No provision.
CONFERENCE AGREEMENT

__The conference agreement does not include the House bill pro-
vision.

F. FIFTEEN-YEAR STRAIGHT-LINE COST RECOVERY FOR QUALIFIED
LEASEHOLD IMPROVEMENTS AND QUALIFIED RESTAURANT IM-
PROVEMENTS

(Sec. 107 and sec. 108 of the House bill, sec. 117 of the Senate
amendment, and sec. 168 of the Code)

PRESENT LAW

In general

A taxpayer generally must capitalize the cost of property used
in a trade or business and recover such cost over time through an-
nual deductions for depreciation or amortization. Tangible property
generally is depreciated under the modified accelerated cost recov-
ery system (“MACRS”), which determines depreciation by applying
specific recovery periods, placed-in-service conventions, and depre-
ciation methods to the cost of various types of depreciable property
(sec. 168). The cost of nonresidential real property is recovered
using the straight-line method of depreciation and a recovery pe-
riod of 39 years. Nonresidential real property is subject to the mid-
month placed-in-service convention. Under the mid-month conven-
tion, the depreciation allowance for the first year property is placed
in service is based on the number of months the property was in
service, and property placed in service at any time during a month
is treﬁlted as having been placed in service in the middle of the
month.

Depreciation of leasehold improvements

Generally, depreciation allowances for improvements made on
leased property are determined under MACRS, even if the MACRS
recovery period assigned to the property is longer than the term of
the lease. This rule applies regardless of whether the lessor or the
lessee places the leasehold improvements in service. If a leasehold
improvement constitutes an addition or improvement to nonresi-
dential real property already placed in service, the improvement
generally is depreciated using the straight-line method over a 39-
year recovery period, beginning in the month the addition or im-
provement was placed in service. However, exceptions exist for cer-
tain qualified leasehold improvements and certain qualified res-
taurant property.

Qualified leasehold improvement property

Section 168(e)(3)(E)(iv) provides a statutory 15-year recovery
period for qualified leasehold improvement property placed in serv-
ice before January 1, 2006. Qualified leasehold improvement prop-
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erty is recovered using the straight-line method. Leasehold im-
provements placed in service in 2006 and later will be subject to
the general rules described above.

Qualified leasehold improvement property is any improvement
to an interior portion of a building that is nonresidential real prop-
erty, provided certain requirements are met. The improvement
must be made under or pursuant to a lease either by the lessee (or
sublessee), or by the lessor, of that portion of the building to be oc-
cupied exclusively by the lessee (or sublessee). The improvement
must be placed in service more than three years after the date the
building was first placed in service. Qualified leasehold improve-
ment property does not include any improvement for which the ex-
penditure is attributable to the enlargement of the building, any el-
evator or escalator, any structural component benefiting a common
area, or the internal structural framework of the building. How-
ever, if a lessor makes an improvement that qualifies as qualified
leasehold improvement property, such improvement does not qual-
ify as qualified leasehold improvement property to any subsequent
owner of such improvement. An exception to the rule applies in the
case of death and certain transfers of property that qualify for non-
recognition treatment.

Qualified restaurant property

Section 168(e)(3)(E)(v) provides a statutory 15-year recovery
period for qualified restaurant property placed in service before
January 1, 2006. For purposes of the provision, qualified res-
taurant property means any improvement to a building if such im-
provement is placed in service more than three years after the date
such building was first placed in service and more than 50 percent
of the building’s square footage is devoted to the preparation of,
and seating for on-premises consumption of, prepared meals. Quali-
fied restaurant property is recovered using the straight-line meth-

od.
HOUSE BILL

Under the House bill, the present-law provisions relating to
qualified leasehold improvement property and qualified restaurant
improvement property are extended for one year (through Decem-
ber 31, 2006).

Effective date—The House bill applies to property placed in
service after December 31, 2005.

SENATE AMENDMENT

Under the Senate amendment, the present-law provisions are
extended for two years (through December 31, 2007).

Effective date.—The Senate amendment applies to property
placed in service after December 31, 2005.

CONFERENCE AGREEMENT

The conference agreement does not include the House bill pro-
vision or the Senate amendment provision.
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G. TAXABLE INCOME LIMIT ON PERCENTAGE DEPLETION FOR OIL
AND NATURAL GAS PRODUCED FROM MARGINAL PROPERTIES

(Sec. 109 of the House bill and sec. 613A(c)(6)(H) of the Code)
PRESENT LAW

The Code permits taxpayers to recover their investments in oil
and gas wells through depletion deductions. Two methods of deple-
tion are currently allowable under the Code: (1) the cost depletion
method, and (2) the percentage depletion method. Under the cost
depletion method, the taxpayer deducts that portion of the adjusted
basis of the depletable property which is equal to the ratio of units
sold from that property during the taxable year to the number of
units remaining as of the end of taxable year plus the number of
units sold during the taxable year. Thus, the amount recovered
under cost depletion may never exceed the taxpayer’s basis in the
property.

The Code generally limits the percentage depletion method for
oil and gas properties to independent producers and royalty own-
ers. Generally, under the percentage depletion method, 15 percent
of the taxpayer’s gross income from an oil- or gas-producing prop-
erty is allowed as a deduction in each taxable year. The amount
deducted generally may not exceed 100 percent of the taxable in-
come from that property in any year. For marginal production, the
100-percent taxable income limitation has been suspended for tax-
able years beginning after December 31, 1997, and before January
1, 2006.

Marginal production is defined as domestic crude oil and nat-
ural gas production from stripper well property or from property
substantially all of the production from which during the calendar
year is heavy oil. Stripper well property is property from which the
average daily production is 15 barrel equivalents or less, deter-
mined by dividing the average daily production of domestic crude
oil and domestic natural gas from producing wells on the property
for the calendar year by the number of wells. Heavy oil is domestic
crude oil with a weighted average gravity of 20 degrees API or less
(corrected to 60 degrees Fahrenheit).

HOUSE BILL

The provision extends for one year the present-law taxable in-
come limitation suspension provision for marginal production
(through taxable years beginning on or before December 31, 2006).

Effective date.—The provision applies to taxable years begin-
ning after December 31, 2005.

SENATE AMENDMENT
No provision.
CONFERENCE AGREEMENT

The conference agreement does not include the House bill pro-
vision.
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H. Tax INCENTIVES FOR INVESTMENT IN THE DISTRICT OF COLUMBIA

(Sec. 110 of the House bill, sec. 114 of the Senate amendment and
secs. 1400, 1400A, 1400B, and 1400C of the Code)

PRESENT LAW

In general

The Taxpayer Relief Act of 1997 designated certain economi-
cally depressed census tracts within the District of Columbia as the
District of Columbia Enterprise Zone (the “D.C. Zone”), within
which businesses and individual residents are eligible for special
tax incentives. The census tracts that compose the D.C. Zone are
(1) all census tracts that presently are part of the D.C. enterprise
community designated under section 1391 (i.e., portions of Ana-
costia, Mt. Pleasant, Chinatown, and the easternmost part of the
District), and (2) all additional census tracts within the District of
Columbia where the poverty rate is not less than 20 percent. The
D.C. Zone designation remains in effect for the period from Janu-
ary 1, 1998, through December 31, 2005. In general, the tax incen-
tives available in connection with the D.C. Zone are a 20—percent
wage credit, an additional $35,000 of section 179 expensing for
qualified zone property, expanded tax-exempt financing for certain
zone facilities, and a zero-percent capital gains rate from the sale
of certain qualified D.C. zone assets.

Wage credit

A 20-percent wage credit is available to employers for the first
$15,000 of qualified wages paid to each employee (i.e., a maximum
credit of $3,000 with respect to each qualified employee) who (1) is
a resident of the D.C. Zone, and (2) performs substantially all em-
ployment services within the D.C. Zone in a trade or business of
the employer.

Wages paid to a qualified employee who earns more than
$15,000 are eligible for the wage credit (although only the first
$15,000 of wages is eligible for the credit). The wage credit is avail-
able with respect to a qualified full-time or part-time employee
(employed for at least 90 days), regardless of the number of other
employees who work for the employer. In general, any taxable busi-
ness carrying out activities in the D.C. Zone may claim the wage
credit, regardless of whether the employer meets the definition of
a “D.C. Zone business.” 3

An employer’s deduction otherwise allowed for wages paid is
reduced by the amount of wage credit claimed for that taxable
year.* Wages are not to be taken into account for purposes of the
wage credit if taken into account in determining the employer’s
work opportunity tax credit under section 51 or the welfare-to-work

3 However, the wage credit is not available for wages paid in connection with certain business
activities described in section 144(c)(6)(B) or certain farming activities. In addition, wages are
not eligible for the wage credit if paid to (1) a person who owns more than five percent of the
stock (or capital or profits interests) of the employer, (2) certain relatives of the employer, or
(8) if the employer is a corporation or partnership, certain relatives of a person who owns more
than 50 percent of the business.

4Sec. 280C(a).
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credit under section 51A.5 In addition, the $15,000 cap is reduced
by any wages taken into account in computing the work oppor-
tunity tax credit or the welfare-to-work credit.® The wage credit
may be used to offset up to 25 percent of alternative minimum tax
liability.”

Section 179 expensing

In general, a D.C. Zone business is allowed an additional
$35,000 of section 179 expensing for qualifying property placed in
service by a D.C. Zone business.® The section 179 expensing al-
lowed to a taxpayer is phased out by the amount by which 50 per-
cent of the cost of qualified zone property placed in service during
the year by the taxpayer exceeds $200,000 ($400,000 for taxable
years beginning after 2002 and before 2008). The term “qualified
zone property” is defined as depreciable tangible property (includ-
ing buildings), provided that (1) the property is acquired by the
taxpayer (from an unrelated party) after the designation took ef-
fect, (2) the original use of the property in the D.C. Zone com-
mences with the taxpayer, and (3) substantially all of the use of the
property is in the D.C. Zone in the active conduct of a trade or
business by the taxpayer.? Special rules are provided in the case
of property that is substantially renovated by the taxpayer.

Tax-exempt financing

A qualified D.C. Zone business is permitted to borrow proceeds
from tax-exempt qualified enterprise zone facility bonds (as defined
in section 1394) issued by the District of Columbia.l® Such bonds
are subject to the District of Columbia’s annual private activity
bond volume limitation. Generally, qualified enterprise zone facility
bonds for the District of Columbia are bonds 95 percent or more
of the net proceeds of which are used to finance certain facilities
within the D.C. Zone. The aggregate face amount of all outstanding
qualified enterprise zone facility bonds per qualified D.C. Zone
business may not exceed $15 million and may be issued only while
the D.C. Zone designation is in effect.

Zero-percent capital gains

A zero-percent capital gains rate applies to capital gains from
the sale of certain qualified D.C. Zone assets held for more than
five years.!! In general, a qualified “D.C. Zone asset” means stock
or partnership interests held in, or tangible property held by, a
D.C. Zone business. For purposes of the zero-percent capital gains
rate, the D.C. Enterprise Zone is defined to include all census
tracts within the District of Columbia where the poverty rate is not
less than 10 percent.

In general, gain eligible for the zero-percent tax rate means
gain from the sale or exchange of a qualified D.C. Zone asset that
is (1) a capital asset or property used in the trade or business as

5Secs. 1400H(a), 1396(c)(3)(A) and 51A(d)(2).
6Secs. 1400H(a), 1396(c)(3)(B) and 51A(d)(2).
7Sec. 38(c)(2).

8Sec. 1397A.

9Sec. 1397D.

10 Sec. 1400A.

11 Sec. 1400B.
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defined in section 1231(b), and (2) acquired before January 1, 2006.
Gain that is attributable to real property, or to intangible assets,
qualifies for the zero-percent rate, provided that such real property
or intangible asset is an integral part of a qualified D.C. Zone busi-
ness.12 However, no gain attributable to periods before January 1,
1998, and after December 31, 2010, is qualified capital gain.

District of Columbia homebuyer tax credit

First-time homebuyers of a principal residence in the District
of Columbia are eligible for a nonrefundable tax credit of up to
$5,000 of the amount of the purchase price. The $5,000 maximum
credit applies both to individuals and married couples. Married in-
dividuals filing separately can claim a maximum credit of $2,500
each. The credit phases out for individual taxpayers with adjusted
gross income between $70,000 and $90,000 ($110,000-$130,000 for
joint filers). For purposes of eligibility, “first-time homebuyer”
means any individual if such individual did not have a present
ownership interest in a principal residence in the District of Co-
lumbia in the one-year period ending on the date of the purchase
of the residence to which the credit applies. The credit is scheduled
to expire for residences purchased after December 31, 2005.13

HOUSE BILL

The provision extends the designation of the D.C. Zone for one
year (through December 31, 2006), thus extending the wage credit
and section 179 expensing for one year.

The provision extends the tax-exempt financing authority for
one year, applying to bonds issued during the period beginning on
January 1, 1998, and ending on December 31, 2006.

The provision extends the zero-percent capital gains rate appli-
cable to capital gains from the sale of certain qualified D.C. Zone
assets for one year.

The provision extends the first-time homebuyer credit for one
year, through December 31, 2006.

Effective date.—The amendment generally is effective on Janu-
ary 1, 2006, except the provision relating to bonds is effective for
obligations issued after the date of enactment.

SENATE AMENDMENT

The Senate amendment is the same as the House bill.
Effective date.—The provision is effective on the date of enact-
ment.

CONFERENCE AGREEMENT

The conference agreement does not include the House bill pro-
vision or the Senate amendment provision.

12However, sole proprietorships and other taxpayers selling assets directly cannot claim the
zero-percent rate on capital gain from the sale of any intangible property (i.e., the integrally
related test does not apply).

13 Sec. 1400C().
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I. POSSESSION TAX CREDIT WITH RESPECT TO AMERICAN SAMOA
(Sec. 111 of the House bill and sec. 936 of the Code)
PRESENT LAW

In general

Certain domestic corporations with business operations in the
U.S. possessions are eligible for the possession tax credit.!4 This
credit offsets the U.S. tax imposed on certain income related to op-
erations in the U.S. possessions.'> For purposes of the section 936
credit, possessions include, among other places, American Samoa.
Income eligible for the section 936 credit includes non-U.S. source
income from (1) the active conduct of a trade or business within a
U.S. possession, (2) the sale or exchange of substantially all of the
assets that were used in such a trade or business, or (3) certain
possessions investments. The section 936 credit expires for taxable
years beginning after December 31, 2005.

To qualify for the possession tax credit for a taxable year, a do-
mestic corporation must satisfy two conditions. First, the corpora-
tion must derive at least 80 percent of its gross income for the
three-year period immediately preceding the close of the taxable
year from sources within a possession. Second, the corporation
must derive at least 75 percent of its gross income for that same
period from the active conduct of a possession business. A domestic
corporation that has elected the possession tax credit and that sat-
isfies these two conditions for a taxable year generally is entitled
to a credit against the U.S. tax attributable to the taxpayer’s in-
come that is eligible for the section 936 credit.

The possession tax credit applies only to a corporation that
qualifies as an existing credit claimant. The determination of
whether a corporation is an existing credit claimant is made sepa-
rately for each possession. The possession tax credit is computed
separately for each possession with respect to which the corpora-
tion is an existing credit claimant, and the credit is subject to ei-
ther an economic activity-based limitation or an income-based
limit.

Qualification as existing credit claimant

A corporation is an existing credit claimant with respect to a
possession if (1) the corporation was engaged in the active conduct
of a trade or business within the possession on October 13, 1995,
and (2) the corporation elected the benefits of the possession tax
credit in an election in effect for its taxable year that included Oc-
tober 13, 1995.16 A corporation that adds a substantial new line of
business (other than in a qualifying acquisition of all the assets of
a trade or business of an existing credit claimant) ceases to be an

14 Secs. 27(b), 936.

15Domestic corporations with activities in Puerto Rico are eligible for the section 30A eco-
nomic activity credit. That credit is calculated under the rules set forth in section 936.

16 A corporation will qualify as an existing credit claimant if it acquired all the assets of a
trade or business of a corporation that (1) actively conducted that trade or business in a posses-
sion on October 13, 1995, and (2) had elected the benefits of the possession tax credit in an elec-
tion in effect for the taxable year that included October 13, 1995.
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existing credit claimant as of the close of the taxable year ending
before the date on which that new line of business is added.

Economic activity-based limit

Under the economic activity-based limit, the amount of the
credit determined under the rules described above may not exceed
an amount equal to the sum of (1) 60 percent of the taxpayer’s
qualifying possession wage and fringe benefit expenses, (2) 15 per-
cent of depreciation allowances with respect to short-life qualifying
tangible property, plus 40 percent of depreciation allowances with
respect to medium-life qualifying tangible property, plus 65 percent
of depreciation allowances with respect to long-life tangible prop-
erty, and (3) in certain cases, a portion of the taxpayer’s possession
income taxes.

Income-based limit

As an alternative to the economic activity-based limit, a tax-
payer may elect to apply a limit equal to the applicable percentage
of the credit that would otherwise be allowable with respect to pos-
session business income; the applicable percentage currently is 40
percent.

Repeal and phase out

In 1996, the section 936 credit was repealed for new claimants
for taxable years beginning after 1995 and was phased out for ex-
isting credit claimants over a period including taxable years begin-
ning before 2006. The amount of the available credit during the
phaseout period generally is reduced by special limitation rules.
These phaseout period limitation rules do not apply to the credit
available to existing credit claimants for income from activities in
Guam, American Samoa, and the Northern Mariana Islands. The
section 936 credit is repealed for all possessions, including Guam,
American Samoa, and the Northern Mariana Islands, for all tax-
able years beginning after 2005.

HOUSE BILL

The House bill extends for one year the present-law section
936 credit as applied to American Samoa; it thus allows existing
credit claimants to claim the credit for income from activities in
American Samoa in taxable years beginning on or before December
31, 2006.

Effective date.—The provision is effective for taxable years be-
ginning after December 31, 2005.

SENATE AMENDMENT
No provision.
CONFERENCE AGREEMENT

_ The conference agreement does not include the House bill pro-
vision.



56

J. PARITY IN THE APPLICATION OF CERTAIN LIMITS TO MENTAL
HEALTH BENEFITS

(Sec. 112 of the House bill and sec. 9812 of the Code)
PRESENT LAW 17

The Code, the Employee Retirement Income Security Act of
1974 (“ERISA”) and the Public Health Service Act (“PHSA”) con-
tain provisions under which group health plans that provide both
medical and surgical benefits and mental health benefits cannot
impose aggregate lifetime or annual dollar limits on mental health
benefits that are not imposed on substantially all medical and sur-
gical benefits (“mental health parity requirements”). In the case of
a group health plan which provides benefits for mental health, the
mental health parity requirements do not affect the terms and con-
ditions (including cost sharing, limits on numbers of visits or days
of coverage, and requirements relating to medical necessity) relat-
ing to the amount, duration, or scope of mental health benefits
under the plan, except as specifically provided in regard to parity
in the imposition of aggregate lifetime limits and annual limits.

The Code imposes an excise tax on group health plans which
fail to meet the mental health parity requirements. The excise tax
is equal to $100 per day during the period of noncompliance and
is generally imposed on the employer sponsoring the plan if the
plan fails to meet the requirements. The maximum tax that can be
imposed during a taxable year cannot exceed the lesser of 10 per-
cent of the employer’s group health plan expenses for the prior year
or $500,000. No tax is imposed if the Secretary determines that the
employer did not know, and in exercising reasonable diligence
would not have known, that the failure existed.

The mental health parity requirements do not apply to group
health plans of small employers nor do they apply if their applica-
tion results in an increase in the cost under a group health plan
of at least one percent. Further, the mental health parity require-
ments do not require group health plans to provide mental health
benefits.

The Code, ERISA and PHSA mental health parity require-
ments are scheduled to expire with respect to benefits for services
furnished after December 31, 2005.

HOUSE BILL

The House bill extends for one year the present-law Code ex-
cise tax for failure to comply with the mental health parity require-
ments (through December 31, 2006).

Effective date.—The provision is effective on the date of enact-
ment.

SENATE AMENDMENT

No provision.

17This description of present law refers to the law in effect at the time the bill passed the
House of Representatives, which was before the enactment of Pub. L. No. 109-151, which ex-
tended the mental health parity requirements of the Code, ERISA, and the PHSA through De-
cember 31, 2006.
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CONFERENCE AGREEMENT

The conference agreement does not include the House bill pro-
vision.

K. RESEARCH CREDIT

(Sec. 113 of the House bill, sec. 108 of the Senate amendment, and
sec. 41 of the Code)

PRESENT LAW

General rule

Prior to January 1, 2006, a taxpayer could claim a research
credit equal to 20 percent of the amount by which the taxpayer’s
qualified research expenses for a taxable year exceeded its base
amount for that year.'® Thus, the research credit was generally
available with respect to incremental increases in qualified re-
search.

A 20-percent research tax credit was also available with re-
spect to the excess of (1) 100 percent of corporate cash expenses
(including grants or contributions) paid for basic research con-
ducted by universities (and certain nonprofit scientific research or-
ganizations) over (2) the sum of (a) the greater of two minimum
basic research floors plus (b) an amount reflecting any decrease in
nonresearch giving to universities by the corporation as compared
to such giving during a fixed-base period, as adjusted for inflation.
This separate credit computation was commonly referred to as the
university basic research credit (see sec. 41(e)).

Finally, a research credit was available for a taxpayer’s ex-
penditures on research undertaken by an energy research consor-
tium. This separate credit computation was commonly referred to
as the energy research credit. Unlike the other research credits,
the energy research credit applied to all qualified expenditures, not
just those in excess of a base amount.

The research credit, including the university basic research
credit and the energy research credit, expired on December 31,
2005.19

18 Sec. 41.

19The research tax credit initially was enacted in the Economic Recovery Tax Act of 1981 as
a credit equal to 25 percent of the excess of qualified research expenses incurred in the current
taxable year over the average of qualified research expenses incurred in the prior three taxable
years. The research tax credit was modified in the Tax Reform Act of 1986, which (1) extended
the credit through December 31, 1988, (2) reduced the credit rate to 20 percent, (3) tightened
the definition of qualified research expenses eligible for the credit, and (4) enacted the separate
university basic credit.

The Technical and Miscellaneous Revenue Act of 1988 (“1988 Act”) extended the research tax
credit for one additional year, through December 31, 1989. The 1988 Act also reduced the deduc-
tion allowed under section 174 (or any other section) for qualified research expenses by an
amount equal to 50 percent of the research tax credit determined for the year.

The Omnibus Budget Reconciliation Act of 1989 (“1989 Act”) effectively extended the research
credit for nine months (by prorating qualified expenses incurred before January 1, 1991). The
1989 Act also modified the method for calculating a taxpayer’s base amount (i.e., by substituting
the present-law method which uses a fixed-base percentage for the prior-law moving base which
was calculated by reference to the taxpayer’s average research expenses incurred in the pre-
ceding three taxable years). The 1989 Act further reduced the deduction allowed under section
174 (or any other section) for qualified research expenses by an amount equal to 100 percent
of the research tax credit determined for the year.

Continued
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Computation of allowable credit

Except for energy research payments and certain university
basic research payments made by corporations, the research tax
credit applied only to the extent that the taxpayer’s qualified re-
search expenses for the current taxable year exceeded its base
amount. The base amount for the current year generally was com-
puted by multiplying the taxpayer’s fixed-base percentage by the
average amount of the taxpayer’s gross receipts for the four pre-
ceding years. If a taxpayer both incurred qualified research ex-
penses and had gross receipts during each of at least three years
from 1984 through 1988, then its fixed-base percentage was the
ratio that its total qualified research expenses for the 1984-1988
period bore to its total gross receipts for that period (subject to a
maximum fixed-base percentage of 16 percent). All other taxpayers
(so-called start-up firms) were assigned a fixed-base percentage of
three percent.20

In computing the credit, a taxpayer’s base amount could not be
less than 50 percent of its current-year qualified research expenses.

To prevent artificial increases in research expenditures by
shifting expenditures among commonly controlled or otherwise re-

The Omnibus Budget Reconciliation Act of 1990 extended the research tax credit through De-
cember 31, 1991 (and repealed the special rule to prorate qualified expenses incurred before
January 1, 1991).

The Tax Extension Act of 1991 extended the research tax credit for six months (i.e., for quali-
fied expenses incurred through June 30, 1992).

The Omnibus Budget Reconciliation Act of 1993 (“1993 Act”) extended the research tax credit
for three years—i.e., retroactively from July 1, 1992 through June 30, 1995. The 1993 Act also
provided a special rule for start-up firms, so that the fixed-base ratio of such firms eventually
will be computed by reference to their actual research experience.

Although the research tax credit expired during the period July 1, 1995, through June 30,
1996, the Small Business Job Protection Act of 1996 (“1996 Act”) extended the credit for the
period July 1, 1996, through May 31, 1997 (with a special 11-month extension for taxpayers that
elect to be subject to the alternative incremental research credit regime). In addition, the 1996
Act expanded the definition of start-up firms under section 41(c)(3)(B)(i), enacted a special rule
for certain research consortia payments under section 41(b)(3)(C), and provided that taxpayers
may elect an alternative research credit regime (under which the taxpayer is assigned a three-
tiered fixed-base percentage that is lower than the fixed-base percentage otherwise applicable
and the credit rate likewise is reduced) for the taxpayer’s first taxable year beginning after June
30, 1996, and before July 1, 1997.

The Taxpayer Relief Act of 1997 (“1997 Act”) extended the research credit for 13 months—
i.e, generally for the period June 1, 1997, through June 30, 1998. The 1997 Act also provided
that taxpayers are permitted to elect the alternative incremental research credit regime for any
taxable year beginning after June 30, 1996 (and such election will apply to that taxable year
and all subsequent taxable years unless revoked with the consent of the Secretary of the Treas-
ury). The Tax and Trade Relief Extension Act of 1998 extended the research credit for 12
months, i.e., through June 30, 1999.

The Ticket to Work and Work Incentive Improvement Act of 1999 extended the research credit
for five years, through June 30, 2004, increased the rates of credit under the alternative incre-
mental research credit regime, and expanded the definition of research to include research un-
dertaken in Puerto Rico and possessions of the United States.

The Working Families Tax Relief Act of 224 extended the research credit through December
31, 2005.

The Energy Tax Incentives Act of 2005 added the energy research credit.

20The Small Business Job Protection Act of 1996 expanded the definition of start-up firms
under section 41(c)(3)(B)(i) to include any firm if the first taxable year in which such firm had
both gross receipts and qualified research expenses began after 1983. A special rule (enacted
in 1993) was designed to gradually recompute a start-up firm’s fixed-base percentage based on
its actual research experience. Under this special rule, a start-up firm would be assigned a
fixed-base percentage of three percent for each of its first five taxable years after 1993 in which
it incurs qualified research expenses. In the event that the research credit is extended beyond
its expiration date, a start-up date, a start-up firm’s fixed-base percentage for its sixth through
tenth taxable years after 1993 in which it incurs qualified research expenses will be a phased-
in ratio based on its actual research experience. For all subsequent taxable years, the taxpayer’s
fixed-base percentage will be its actual ratio of qualified research expenses to gross receipts for
any five years selected by the taxpayer from its fifth through tenth taxable years after 1993
(sec. 41(c)(3)(B)).
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lated entities, a special aggregation rule provided that all members
of the same controlled group of corporations were treated as a sin-
gle taxpayer (sec. 41(f)(1)). Under regulations prescribed by the
Secretary, special rules applied for computing the credit when a
major portion of a trade or business (or unit thereof) changed
hands, under which qualified research expenses and gross receipts
for periods prior to the change of ownership of a trade or business
were treated as transferred with the trade or business that gave
rise to those expenses and receipts for purposes of recomputing a
taxpayer’s fixed-base percentage (sec. 41(f)(3)).

Alternative incremental research credit regime

Taxpayers were allowed to elect an alternative incremental re-
search credit regime.21 If a taxpayer elected to be subject to this
alternative regime, the taxpayer was assigned a three-tiered fixed-
base percentage (that was lower than the fixed-base percentage
otherwise applicable) and the credit rate likewise was reduced.
Under the alternative incremental credit regime, a credit rate of
2.65 percent applied to the extent that a taxpayer’s current-year re-
search expenses exceeded a base amount computed by using a
fixed-base percentage of one percent (i.e., the base amount equaled
one percent of the taxpayer’s average gross receipts for the four
preceding years) but did not exceed a base amount computed by
using a fixed-base percentage of 1.5 percent. A credit rate of 3.2
percent applied to the extent that a taxpayer’s current-year re-
search expenses exceeded a base amount computed by using a
fixed-base percentage of 1.5 percent but did not exceed a base
amount computed by using a fixed-base percentage of two percent.
A credit rate of 3.75 percent applied to the extent that a taxpayer’s
current-year research expenses exceeded a base amount computed
by using a fixed-base percentage of two percent. An election to be
subject to this alternative incremental credit regime could be made
for any taxable year beginning after June 30, 1996, and such an
election applied to that taxable year and all subsequent years un-
less revoked with the consent of the Secretary of the Treasury.

Eligible expenses

Qualified research expenses eligible for the research tax credit
consisted of: (1) in-house expenses of the taxpayer for wages and
supplies attributable to qualified research; (2) certain time-sharing
costs for computer use in qualified research; and (3) 65 percent of
amounts paid or incurred by the taxpayer to certain other persons
for qualified research conducted on the taxpayer’s behalf (so-called
contract research expenses).22 Notwithstanding the limitation for
contract research expenses, qualified research expenses included
100 percent of amounts paid or incurred by the taxpayer to an eli-

21Sec. 41(c)(4).

22Under a special rule enacted as part of the Small Business Job Protection Act of 1996, 75
percent of amounts paid to a research consortium for qualified research were treated as quali-
fied research expenses eligible for the research credit (rather than 65 percent under the general
rule under section 41(b)(3) governing contract research expenses) if (1) such research consortium
was a tax-exempt organization that is described in section 501(c)(3) (other than a private foun-
dation) or section 501(c)(6) and was organized and operated primarily to conduct scientific re-
search, and (2) such qualified research was conducted by the consortium on behalf of the tax-
payer and one or more persons not related to the taxpayer. Sec. 41(b)(3)(C).
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gible small business, university, or Federal laboratory for qualified
energy research.

To be eligible for the credit, the research did not only have to
satisfy the requirements of present-law section 174 (described
below) but also had to be undertaken for the purpose of discovering
information that is technological in nature, the application of which
was intended to be useful in the development of a new or improved
business component of the taxpayer, and substantially all of the ac-
tivities of which had to constitute elements of a process of experi-
mentation for functional aspects, performance, reliability, or qual-
ity of a business component. Research did not qualify for the credit
if substantially all of the activities related to style, taste, cosmetic,
or seasonal design factors (sec. 41(d)(3)). In addition, research did
not qualify for the credit: (1) if conducted after the beginning of
commercial production of the business component; (2) if related to
the adaptation of an existing business component to a particular
customer’s requirements; (3) if related to the duplication of an ex-
isting business component from a physical examination of the com-
ponent itself or certain other information; or (4) if related to certain
efficiency surveys, management function or technique, market re-
search, market testing, or market development, routine data collec-
tion or routine quality control (sec. 41(d)(4)). Research did not qual-
ify for the credit if it was conducted outside the United States,
Puerto Rico, or any U.S. possession.

Relation to deduction

Under section 174, taxpayers may elect to deduct currently the
amount of certain research or experimental expenditures paid or
incurred in connection with a trade or business, notwithstanding
the general rule that business expenses to develop or create an
asset that has a useful life extending beyond the current year must
be capitalized.23 While the research credit was in effect, however,
deductions allowed to a taxpayer under section 174 (or any other
section) were reduced by an amount equal to 100 percent of the
taxpayer’s research tax credit determined for the taxable year (sec.
280C(c)). Taxpayers could alternatively elect to claim a reduced re-
search tax credit amount (13 percent) under section 41 in lieu of
reducing deductions otherwise allowed (sec. 280C(c)(3)).

HOUSE BILL

The provision extends for one year and modifies the present-
law research credit provision (for amounts paid or incurred through
December 31, 2006).

The provision increases the rates of the alternative incre-
mental credit: (1) a credit rate of three percent (rather than 2.65
percent) applies to the extent that a taxpayer’s current-year re-
search expenses exceed a base amount computed by using a fixed-
base percentage of one percent (i.e., the base amount equals one
percent of the taxpayer’s average gross receipts for the four pre-
ceding years) but do not exceed a base amount computed by using
a fixed-base percentage of 1.5 percent; (2) a credit rate of four per-

23 Taxpayers may elect 10-year amortization of certain research expenditures allowable as a
deduction under section 174(a). Secs. 174(f)(2) and 59(e).
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cent (rather than 3.2 percent) applies to the extent that a tax-
payer’s current-year research expenses exceed a base amount com-
puted by using a fixed-base percentage of 1.5 percent but do not
exceed a base amount computed by using a fixed-base percentage
of two percent; and (3) a credit rate of 5 percent (rather than 3.75
percent) applies to the extent that a taxpayer’s current-year re-
search expenses exceed a base amount computed by using a fixed-
base percentage of two percent.

The provision also creates, at the election of the taxpayer, an
alternative simplified credit for qualified research expenses. The al-
ternative simplified research is equal to 12 percent of qualified re-
search expenses that exceed 50 percent of the average qualified re-
search expenses for the three preceding taxable years. The rate is
reduced to 6 percent if a taxpayer has no qualified research ex-
penses in any one of the three preceding taxable years.

An election to use the alternative simplified credit applies to
all succeeding taxable years unless revoked with the consent of the
Secretary. An election to use the alternative simplified credit may
not be made for any taxable year for which an election to use the
alternative incremental credit is in effect. A special transition rule
applies which permits a taxpayer to elect to use the alternative
simplified credit in lieu of the alternative incremental credit if such
election is made during the taxable year which includes the date
of enactment of the provision. The transition rule only applies to
the taxable year which includes the date of enactment.

Effective date.—The extension of the research credit applies to
amounts paid or incurred after December 31, 2005. The modifica-
tion of the alternative incremental credit and the creation of the al-
ternative simplified credit are effective for taxable years ending
after date of enactment.

SENATE AMENDMENT

The Senate amendment generally follows the House bill but
provides for a two-year extension of the modified research credit.
It also adds a provision that broadens the research credit as it ap-
plies to research consortia. Under the Senate amendment, a 20 per-
cent credit would be available for a taxpayer’s expenditures on re-
search carried out by any research consortium, rather than being
limited to research carried out by an energy research consortium.

Effective date.—The Senate amendment applies to amounts
paid or incurred after December 31, 2005.

CONFERENCE AGREEMENT

The conference agreement does not include the House bill pro-
vision or the Senate amendment provision.
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L. QUALIFIED ZONE ACADEMY BONDS

(Sec. 114 of the House bill, sec. 110 of the Senate amendment and
sec. 1397E of the Code)

PRESENT LAW

Tax-exempt bonds

Interest on State and local governmental bonds generally is ex-
cluded from gross income for Federal income tax purposes if the
proceeds of the bonds are used to finance direct activities of these
governmental units or if the bonds are repaid with revenues of
these governmental units. Activities that can be financed with
thes)e tax-exempt bonds include the financing of public schools (sec.
103).

Qualified zone academy bonds

As an alternative to interest-bearing tax-exempt bonds, States
and local governments are given the authority to issue “qualified
zone academy bonds” (sec. 1397E). A total of $400 million of quali-
fied zone academy bonds may be issued annually in calendar years
1998 through 2005. The $400 million aggregate bond cap is allo-
cated each year to the States according to their respective popu-
lations of individuals below the poverty line. Each State, in turn,
allocates the credit authority to qualified zone academies within
such State.

Financial institutions that hold qualified zone academy bonds
are entitled to a nonrefundable tax credit in an amount equal to
a credit rate multiplied by the face amount of the bond. A taxpayer
holding a qualified zone academy bond on the credit allowance date
is entitled to a credit. The credit is includable in gross income (as
if it were a taxable interest payment on the bond), and may be
claimed against regular income tax and AMT liability.

The Treasury Department sets the credit rate at a rate esti-
mated to allow issuance of qualified zone academy bonds without
discount and without interest cost to the issuer. The maximum
term of the bond is determined by the Treasury Department, so
that the present value of the obligation to repay the bond is 50 per-
cent of the face value of the bond.

“Qualified zone academy bonds” are defined as any bond issued
by a State or local government, provided that: (1) at least 95 per-
cent of the proceeds are used for the purpose of renovating, pro-
viding equipment to, developing course materials for use at, or
training teachers and other school personnel in a “qualified zone
academy” (“qualified zone academy property”) and (2) private enti-
ties have promised to contribute to the qualified zone academy cer-
tain equipment, technical assistance or training, employee services,
or other property or services with a value equal to at least 10 per-
cent of the bond proceeds.

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

Arbitrage restrictions on tax-exempt bonds

To prevent States and local governments from issuing more
tax-exempt bonds than is necessary for the activity being financed
or from issuing such bonds earlier than needed for the purpose of
the borrowing, the Code includes arbitrage restrictions limiting the
ability to profit from investment of tax-exempt bond proceeds. In
general, arbitrage profits may be earned only during specified peri-
ods (e.g., defined “temporary periods” before funds are needed for
the purpose of the borrowing) or on specified types of investments
(e.g., “reasonably required reserve or replacement funds”). Subject
to limited exceptions, profits that are earned during these periods
or on such investments must be rebated to the Federal Govern-
ment. Governmental bonds are subject to less restrictive arbitrage
rules than most private activity bonds. The arbitrage rules do not
apply to qualified zone academy bonds.

HOUSE BILL

The House bill extends for one year the present-law provision
relating to qualified zone academy bonds (through December 31,
2006).

Effective date.—The provision is effective for bonds issued after
December 31, 2005.

SENATE AMENDMENT

The Senate amendment extends for two years the present-law
provision relating to qualified zone academy bonds (through De-
cember 31, 2007).

In addition, the Senate amendment imposes the arbitrage re-
quirements of section 148 that apply to tax-exempt bonds to quali-
fied zone academy bonds. Principles under section 148 and the reg-
ulations thereunder shall apply for purposes of determining the
yield restriction and arbitrage rebate requirements applicable to
qualified zone academy bonds. For example, for arbitrage purposes,
the yield on an issue of qualified zone academy bonds is computed
by taking into account all payments of interest, if any, on such
bonds, i.e., whether the bonds are issued at par, premium, or dis-
count. However, for purposes of determining yield, the amount of
the credit allowed to a taxpayer holding qualified zone academy
bonds is not treated as interest, although such credit amount is
treated as interest income to the taxpayer.

The provision imposes new spending requirements for qualified
zone academy bonds. An issuer of qualified zone academy bonds
must reasonably expect to and actually spend 95 percent or more
of the proceeds of such bonds on qualified zone academy property
within the five-year period that begins on the date of issuance. To
the extent less than 95 percent of the proceeds are used to finance
qualified zone academy property during the five-year spending pe-
riod, bonds will continue to qualify as qualified zone academy
bonds if unspent proceeds are used within 90 days from the end
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of such five-year period to redeem any “nonqualified bonds.” For
these purposes, the amount of nonqualified bonds is to be deter-
mined in the same manner as Treasury regulations under section
142. In addition, the provision provides that the five-year spending
period may be extended by the Secretary upon the issuer’s request
if reasonable cause for such extension is established.

Under the provision, qualified private business contributions
must be in the form of cash or cash equivalents, rather than prop-
erty or services as permitted under present law. The provision also
requires an equal amount of principal is to be paid by the issuer
during each calendar year that the issue is outstanding.

Under the provision, issuers of qualified zone academy bonds
are required to report issuance to the IRS in a manner similar to
that required for tax-exempt bonds.

Effective date.—The provision is effective for bonds issued after
December 31, 2005.

CONFERENCE AGREEMENT

The conference agreement does not include the House bill pro-
vision or the Senate amendment provision.

M. ABOVE-THE-LINE DEDUCTION FOR CERTAIN EXPENSES OF
ELEMENTARY AND SECONDARY SCHOOL TEACHERS

(Sec. 115 of the House bill, sec. 112 of the Senate amendment and
sec. 62 of the Code)

PRESENT LAW

In general, ordinary and necessary business expenses are de-
ductible (sec. 162). However, in general, unreimbursed employee
business expenses are deductible only as an itemized deduction and
only to the extent that the individual’s total miscellaneous deduc-
tions (including employee business expenses) exceed two percent of
adjusted gross income. An individual’s otherwise allowable itemized
deductions may be further limited by the overall limitation on
itemized deductions, which reduces itemized deductions for tax-
payers with adjusted gross income in excess of $145,950 (for 2005).
In addition, miscellaneous itemized deductions are not allowable
under the alternative minimum tax.

Certain expenses of eligible educators are allowed an above-
the-line deduction. Specifically, for taxable years beginning prior to
January 1, 2006, an above-the-line deduction is allowed for up to
$250 annually of expenses paid or incurred by an eligible educator
for books, supplies (other than nonathletic supplies for courses of
instruction in health or physical education), computer equipment
(including related software and services) and other equipment, and
supplementary materials used by the eligible educator in the class-
room. To be eligible for this deduction, the expenses must be other-
wise deductible under 162 as a trade or business expense. A deduc-
tion is allowed only to the extent the amount of expenses exceeds
the amount excludable from income under section 135 (relating to
education savings bonds), 529(c)(1) (relating to qualified tuition
programs), and section 530(d)(2) (relating to Coverdell education
savings accounts).
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An eligible educator is a kindergarten through grade 12 teach-
er, instructor, counselor, principal, or aide in a school for at least
900 hours during a school year. A school means any school which
provides elementary education or secondary education, as deter-
mined under State law.

The above-the-line deduction for eligible educators is not al-
lowed for taxable years beginning after December 31, 2005.

HOUSE BILL

The present-law provision is extended for one year, through
December 31, 2006.

Effective date.—The provision is effective for expenses paid or
incurred in taxable years beginning after December 31, 2005.

SENATE AMENDMENT

The present-law provision is extended for two years, through
December 31, 2007.

Effective date.—The provision is effective for expenses paid or
incurred in taxable years beginning after December 31, 2005.

CONFERENCE AGREEMENT

The conference agreement does not include the House bill pro-
vision or the Senate amendment provision.

N. ABOVE-THE-LINE DEDUCTION FOR HIGHER EDUCATION EXPENSES

(Sec. 116 of the House bill, sec. 103 of the Senate amendment and
sec. 222 of the Code)

PRESENT LAW

An individual is allowed an above-the-line deduction for quali-
fied tuition and related expenses for higher education paid by the
individual during the taxable year. Qualified tuition and related
expenses include tuition and fees required for the enrollment or at-
tendance 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 instruction of such individual at such institution.
Charges and fees associated with meals, lodging, insurance, trans-
portation, and similar personal, living, or family expenses are not
eligible for the deduction. The expenses of education involving
sports, games, or hobbies are not qualified tuition and related ex-
penses unless this education is part of the student’s degree pro-
gram.

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 de-
termining any exclusion from gross income of: (1) income from cer-
tain United States Savings Bonds used to pay higher education tui-
tion and fees; and (2) income from a Coverdell education savings
account. Additionally, such expenses must be reduced by the earn-
ings portion (but not the return of principal) of distributions from
a qualified tuition program if an exclusion under section 529 is
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claimed with respect to expenses eligible for exclusion under sec-
tion 222. No deduction is allowed for any expense for which a de-
duction is otherwise allowed or with respect to an individual for
whom a Hope credit or Lifetime Learning credit is elected for such
taxable year.

The expenses must be in connection with enrollment at an in-
stitution 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 and 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 ad-
justed gross income exceeds the relevant adjusted gross income
limitations, for a married individual who does not file a joint re-
turn, or for an individual with respect to whom a personal exemp-
tion deduction may be claimed by another taxpayer for the taxable
year. The deduction is not available for taxable years beginning
after December 31, 2005.

HOUSE BILL

The provision extends the tuition deduction for one year,
through December 31, 2006.

Effective date.—The provision is effective for taxable years be-
ginning after December 31, 2005.

SENATE AMENDMENT

The provision extends the tuition deduction for four years,
through December 31, 2009.

Effective date.—The provision is effective for taxable years be-
ginning after December 31, 2005.

CONFERENCE AGREEMENT

The conference agreement does not include the House provision
or the Senate amendment provision.

O. DEDUCTION OF STATE AND LOCAL GENERAL SALES TAXES

(Sec. 117 of the House bill, sec. 105 of the Senate amendment, and
sec. 164 of the Code)

PRESENT LAW

For purposes of determining regular tax liability, an itemized
deduction is permitted for certain State and local taxes paid, in-
cluding individual income taxes, real property taxes, and personal
property taxes. The itemized deduction is not permitted for pur-
poses of determining a taxpayer’s alternative minimum taxable in-
come. For taxable years beginning in 2004 and 2005, at the election
of the taxpayer, an itemized deduction may be taken for State and
local general sales taxes in lieu of the itemized deduction provided
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under present law for State and local income taxes. As is the case
for State and local income taxes, the itemized deduction for State
and local general sales taxes is not permitted for purposes of deter-
mining a taxpayer’s alternative minimum taxable income. Tax-
payers have two options with respect to the determination of the
sales tax deduction amount. Taxpayers may deduct the total
amount of general State and local sales taxes paid by accumulating
receipts showing general sales taxes paid. Alternatively, taxpayers
may use tables created by the Secretary of the Treasury that show
the allowable deduction. The tables are based on average consump-
tion by taxpayers on a State-by-State basis taking into account fil-
ing status, number of dependents, adjusted gross income and rates
of State and local general sales taxation. Taxpayers who use the ta-
bles created by the Secretary may, in addition to the table
amounts, deduct eligible general sales taxes paid with respect to
the purchase of motor vehicles, boats and other items specified by
the Secretary. Sales taxes for items that may be added to the ta-
bles are not reflected in the tables themselves.

The term “general sales tax” means a tax imposed at one rate
with respect to the sale at retail of a broad range of classes of
items. However, in the case of items of food, clothing, medical sup-
plies, and motor vehicles, the fact that the tax does not apply with
respect to some or all of such items is not taken into account in
determining whether the tax applies with respect to a broad range
of classes of items, and the fact that the rate of tax applicable with
respect to some or all of such items is lower than the general rate
of tax is not taken into account in determining whether the tax is
imposed at one rate. Except in the case of a lower rate of tax appli-
cable with respect to food, clothing, medical supplies, or motor vehi-
cles, no deduction is allowed for any general sales tax imposed with
respect to an item at a rate other than the general rate of tax.
However, in the case of motor vehicles, if the rate of tax exceeds
the general rate, such excess shall be disregarded and the general
rate is treated as the rate of tax.

A compensating use tax with respect to an item is treated as
a general sales tax, provided such tax is complimentary to a gen-
eral sales tax and a deduction for sales taxes is allowable with re-
spect to items sold at retail in the taxing jurisdiction that are simi-
lar to such item.

HOUSE BILL

The present-law provision allowing taxpayers to elect to deduct
State and local sales taxes in lieu of State and local income taxes
is extended for one year (through December 31, 2006).

Effective date.—The provision applies to taxable years begin-
ning after December 31, 2005.

SENATE AMENDMENT

The present-law provision allowing taxpayers to elect to deduct
State and local sales taxes in lieu of State and local income taxes
is extended for two years (through December 31, 2007).

Effective date.—The provision applies to taxable years begin-
ning after December 31, 2005.
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CONFERENCE AGREEMENT

The conference agreement does not include the House bill pro-
vision or the Senate amendment provision.

P. EXTENSION AND EXPANSION TO PETROLEUM PRODUCTS OF
EXPENSING FOR ENVIRONMENTAL REMEDIATION COSTS

(Sec. 201 of the House bill, sec. 113 of the Senate amendment, and
sec. 198 of the Code)

PRESENT LAW

Present law allows a deduction for ordinary and necessary ex-
penses paid or incurred in carrying on any trade or business.24
Treasury regulations provide that the cost of incidental repairs
that neither materially add to the value of property nor appreciably
prolong its life, but keep it in an ordinarily efficient operating con-
dition, may be deducted currently as a business expense. Section
263(a)(1) limits the scope of section 162 by prohibiting a current de-
duction for certain capital expenditures. Treasury regulations de-
fine “capital expenditures” as amounts paid or incurred to materi-
ally add to the value, or substantially prolong the useful life, of
property owned by the taxpayer, or to adapt property to a new or
different use. Amounts paid for repairs and maintenance do not
constitute capital expenditures. The determination of whether an
expense is deductible or capitalizable is based on the facts and cir-
cumstances of each case.

Taxpayers may elect to treat certain environmental remedi-
ation expenditures that would otherwise be chargeable to capital
account as deductible in the year paid or incurred.25 The deduction
applies for both regular and alternative minimum tax purposes.
The expenditure must be incurred in connection with the abate-
ment or control of hazardous substances at a qualified contami-
nated site. In general, any expenditure for the acquisition of depre-
ciable property used in connection with the abatement or control of
hazardous substances at a qualified contaminated site does not
constitute a qualified environmental remediation expenditure.
However, depreciation deductions allowable for such property,
which would otherwise be allocated to the site under the principles
set forth in Commissioner v. Idaho Power Co0.26 and section 263A,
are treated as qualified environmental remediation expenditures.

A “qualified contaminated site” (a so-called “brownfield”) gen-
erally is any property that is held for use in a trade or business,
for the production of income, or as inventory and is certified by the
appropriate State environmental agency to be an area at or on
which there has been a release (or threat of release) or disposal of
a hazardous substance. Both urban and rural property may qualify.
However, sites that are identified on the national priorities list
under the Comprehensive Environmental Response, Compensation,
and Liability Act of 1980 (“CERCLA”)27 cannot qualify as targeted
areas. Hazardous substances generally are defined by reference to

24 Sec. 162.

25Sec. 198.

26418 U.S. 1 (1974).

27Pub. L. No. 96-510 (1980).
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sections 101(14) and 102 of CERCLA, subject to additional limita-
tions applicable to asbestos and similar substances within build-
ings, certain naturally occurring substances such as radon, and cer-
tain other substances released into drinking water supplies due to
deterioration through ordinary use. Petroleum products generally
are not regarded as hazardous substances for purposes of section
198 (except for purposes of determining qualified environmental re-
mediation expenditures in the “Gulf Opportunity Zone” under sec-
tion 1400N(g), as described below).28

In the case of property to which a qualified environmental re-
mediation expenditure otherwise would have been capitalized, any
deduction allowed under section 198 is treated as a depreciation
deduction and the property is treated as section 1245 property.
Thus, deductions for qualified environmental remediation expendi-
tures are subject to recapture as ordinary income upon a sale or
other disposition of the property. In addition, sections 280B (demo-
lition of structures) and 468 (special rules for mining and solid
waste reclamation and closing costs) do not apply to amounts that
are treated as expenses under this provision.

Eligible expenditures are those paid or incurred before January
1, 2006.

Under section 1400N(g), the above provisions apply to expendi-
tures paid or incurred to abate contamination at qualified contami-
nated sites in the Gulf Opportunity Zone (defined as that portion
of the Hurricane Katrina Disaster Area determined by the Presi-
dent to warrant individual or individual and public assistance from
the Federal Government under the Robert T. Stafford Disaster Re-
lief and Emergency Assistance Act by reason of Hurricane Katrina)
before January 1, 2008; in addition, within the Gulf Opportunity
Zone section 1400N(g) broadens the definition of hazardous sub-
stance to include petroleum products (defined by reference to sec-
tion 4612(a)(3)).

HOUSE BILL

The House bill extends for two years the present-law provi-
sions relating to environmental remediation expenditures (through
December 31, 2007).

In addition, the provision expands the definition of hazardous
substance to include petroleum products. Under the provision, pe-
troleum products are defined by reference to section 4612(a)(3), and
thus include crude oil, crude oil condensates and natural gaso-
line.29

Effective date.—The provision applies to expenditures paid or
incurred after December 31, 2005.

28 Section 101(14) of CERCLA specifically excludes “petroleum, including crude oil or any frac-
tion thereof which is not otherwise specifically listed or designated as a hazardous substance
under subparagraphs (A) through (F) of this paragraph,” from the definition of “hazardous sub-
stance.”

29The present law exceptions for sites on the national priorities list under CERCLA, and for
substances with respect to which a removal or remediation is not permitted under section 104
of CERCLA by reason of subsection (a)(3) thereof, would continue to apply to all hazardous sub-
stances (including petroleum products).



70

SENATE AMENDMENT

The Senate amendment modifies the House bill to provide for
only a one-year extension of the present-law provisions relating to
environmental remediation expenditures (through December 31,
2006). The Senate amendment follows the House bill in expanding
the definition of hazardous substances to include petroleum prod-
ucts.

Effective date.—The provision applies to expenditures paid or
incurred after December 31, 2005.

CONFERENCE AGREEMENT

The conference agreement does not include the House bill pro-
vision or the Senate amendment provision.

Q. CONTROLLED FOREIGN CORPORATIONS

1. Subpart F exception for active financing (Sec. 202(a) of the
House bill and secs. 953 and 954 of the Code)

PRESENT LAW

Under the subpart F rules, 10-percent U.S. shareholders of a
controlled foreign corporation (“CFC”) are subject to U.S. tax cur-
rently on certain income earned by the CFC, whether or not such
income is distributed to the shareholders. The income subject to
current inclusion under the subpart F rules includes, among other
things, insurance income and foreign base company income. For-
eign base company income includes, among other things, foreign
personal holding company income and foreign base company serv-
ices income (i.e., income derived from services performed for or on
behalf of a related person outside the country in which the CFC is
organized).

Foreign personal holding company income generally consists of
the following: (1) dividends, interest, royalties, rents, and annu-
ities; (2) net gains from the sale or exchange of (a) property that
gives rise to the preceding types of income, (b) property that does
not give rise to income, and (c¢) interests in trusts, partnerships,
and REMICs; (3) net gains from commodities transactions; (4) net
gains from certain foreign currency transactions; (5) income that is
equivalent to interest; (6) income from notional principal contracts;
(7) payments in lieu of dividends; and (8) amounts received under
personal service contracts.

Insurance income subject to current inclusion under the sub-
part F rules includes any income of a CFC attributable to the
issuing or reinsuring of any insurance or annuity contract in con-
nection with risks located in a country other than the CFC’s coun-
try of organization. Subpart F insurance income also includes in-
come attributable to an insurance contract in connection with risks
located within the CFC’s country of organization, as the result of
an arrangement under which another corporation receives a sub-
stantially equal amount of consideration for insurance of other
country risks. Investment income of a CFC that is allocable to any
insurance or annuity contract related to risks located outside the
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CFC’s3 (():ountry of organization is taxable as subpart F insurance in-
come.

Temporary exceptions from foreign personal holding company
income, foreign base company services income, and insurance in-
come apply for subpart F purposes for certain income that is de-
rived in the active conduct of a banking, financing, or similar busi-
ness, or in the conduct of an insurance business (so-called “active
financing income”).31

With respect to income derived in the active conduct of a bank-
ing, financing, or similar business, a CFC is required to be pre-
dominantly engaged in such business and to conduct substantial
activity with respect to such business in order to qualify for the ex-
ceptions. In addition, certain nexus requirements apply, which pro-
vide that income derived by a CFC or a qualified business unit
(“QBU”) of a CFC from transactions with customers is eligible for
the exceptions if, among other things, substantially all of the activi-
ties in connection with such transactions are conducted directly by
the CFC or QBU in its home country, and such income is treated
as earned by the CFC or QBU in its home country for purposes of
such country’s tax laws. Moreover, the exceptions apply to income
derived from certain cross border transactions, provided that cer-
tain requirements are met. Additional exceptions from foreign per-
sonal holding company income apply for certain income derived by
a securities dealer within the meaning of section 475 and for gain
from the sale of active financing assets.

In the case of insurance, in addition to a temporary exception
from foreign personal holding company income for certain income
of a qualifying insurance company with respect to risks located
within the CFC’s country of creation or organization, certain tem-
porary exceptions from insurance income and from foreign personal
holding company income apply for certain income of a qualifying
branch of a qualifying insurance company with respect to risks lo-
cated within the home country of the branch, provided certain re-
quirements are met under each of the exceptions. Further, addi-
tional temporary exceptions from insurance income and from for-
eign personal holding company income apply for certain income of
certain CFCs or branches with respect to risks located in a country
other than the United States, provided that the requirements for
these exceptions are met.

In the case of a life insurance or annuity contract, reserves for
such contracts are determined as follows for purposes of these pro-
visions. The reserves equal the greater of: (1) the net surrender
value of the contract (as defined in section 807(e)(1)(A)), including
in the case of pension plan contracts; or (2) the amount determined
by applying the tax reserve method that would apply if the quali-
fying life insurance company were subject to tax under Subchapter
L of the Code, with the following modifications. First, there is sub-

30 Prop. Treas. Reg. sec. 1.953-1(a).

31Temporary exceptions from the subpart F provisions for certain active financing income ap-
plied only for taxable years beginning in 1998. Those exceptions were modified and extended
for one year, applicable only for taxable years beginning in 1999. The Tax Relief Extension Act
of 1999 (Pub. L. No. 106-170) clarified and extended the temporary exceptions for two years,
applicable only for taxable years beginning after 1999 and before 2002. The Job Creation and
Worker Assistance Act of 2002 (Pub. L. No. 107-147) modified and extended the temporary ex-
ceptions for five years, for taxable years beginning after 2001 and before 2007.



72

stituted for the applicable Federal interest rate an interest rate de-
termined for the functional currency of the qualifying insurance
company’s home country, calculated (except as provided by the
Treasury Secretary in order to address insufficient data and simi-
lar problems) in the same manner as the mid-term applicable Fed-
eral interest rate (within the meaning of section 1274(d)). Second,
there is substituted for the prevailing State assumed rate the high-
est assumed interest rate permitted to be used for purposes of de-
termining statement reserves in the foreign country for the con-
tract. Third, in lieu of U.S. mortality and morbidity tables, mor-
tality and morbidity tables are applied that reasonably reflect the
current mortality and morbidity risks in the foreign country.
Fourth, the Treasury Secretary may provide that the interest rate
and mortality and morbidity tables of a qualifying insurance com-
pany may be used for one or more of its branches when appro-
priate. In no event may the reserve for any contract at any time
exceed the foreign statement reserve for the contract, reduced by
any catastrophe, equalization, or deficiency reserve or any similar
reserve.

Present law permits a taxpayer in certain circumstances, sub-
ject to approval by the IRS through the ruling process or in pub-
lished guidance, to establish that the reserve of a life insurance
company for life insurance and annuity contracts is the amount
taken into account in determining the foreign statement reserve for
the contract (reduced by catastrophe, equalization, or deficiency re-
serve or any similar reserve). IRS approval is to be based on
whether the method, the interest rate, the mortality and morbidity
assumptions, and any other factors taken into account in deter-
mining foreign statement reserves (taken together or separately)
provide an appropriate means of measuring income for Federal in-
come tax purposes. In seeking a ruling, the taxpayer is required to
provide the IRS with necessary and appropriate information as to
the method, interest rate, mortality and morbidity assumptions
and other assumptions under the foreign reserve rules so that a
comparison can be made to the reserve amount determined by ap-
plying the tax reserve method that would apply if the qualifying in-
surance company were subject to tax under Subchapter L of the
Code (with the modifications provided under present law for pur-
poses of these exceptions). The IRS also may issue published guid-
ance indicating its approval. Present law continues to apply with
respect to reserves for any life insurance or annuity contract for
which the IRS has not approved the use of the foreign statement
reserve. An IRS ruling request under this provision is subject to
the present-law provisions relating to IRS user fees.

HOUSE BILL

The House bill extends for two years (for taxable years begin-
ning before 2009) the present-law temporary exceptions from sub-
part F foreign personal holding company income, foreign base com-
pany services income, and insurance income for certain income that
is derived in the active conduct of a banking, financing, or similar
business, or in the conduct of an insurance business.

Effective date.—The provision is effective for taxable years of
foreign corporations beginning after December 31, 2006, and before
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January 1, 2009, and for taxable years of U.S. shareholders with
or within which such taxable years of such foreign corporations
end.

SENATE AMENDMENT
No provision.
CONFERENCE AGREEMENT
The conference agreement includes the House bill provision.

2. Look-through treatment of payments between related controlled
foreign corporations under foreign personal holding company
income rules (sec. 202(b) of the House bill and sec. 954(c) of the
Code)

PRESENT LAW

In general, the rules of subpart F (secs. 951-964) require U.S.
shareholders with a 10-percent or greater interest in a controlled
foreign corporation (“CFC”) to include certain income of the CFC
(referred to as “subpart F income”) on a current basis for U.S. tax
purposes, regardless of whether the income is distributed to the
shareholders.

Subpart F income includes foreign base company income. One
category of foreign base company income is foreign personal hold-
ing company income. For subpart F purposes, foreign personal
holding company income generally includes dividends, interest,
rents, and royalties, among other types of income. However, foreign
personal holding company income does not include dividends and
interest received by a CFC from a related corporation organized
and operating in the same foreign country in which the CFC is or-
ganized, or rents and royalties received by a CFC from a related
corporation for the use of property within the country in which the
CFC is organized. Interest, rent, and royalty payments do not qual-
ify for this exclusion to the extent that such payments reduce the
subpart F income of the payor.

HOUSE BILL

Under the House bill, for taxable years beginning after 2005
and before 2009, dividends, interest,32 rents, and royalties received
by one CFC from a related CFC are not treated as foreign personal
holding company income to the extent attributable or properly allo-
cable to non-subpart-F income of the payor. For this purpose, a re-
lated CFC is a CFC that controls or is controlled by the other CFC,
or a CFC that is controlled by the same person or persons that con-
trol the other CFC. Ownership of more than 50 percent of the
CFC’s stock (by vote or value) constitutes control for these pur-
poses. The bill provides that the Secretary shall prescribe such reg-
ulations as are appropriate to prevent the abuse of the purposes of
this provision.

The provision in the House bill is effective for taxable years of
foreign corporations beginning after December 31, 2005, but before

32 Interest for this purpose includes factoring income which is treated as equivalent to interest
under sec. 954(c)(1)(E).
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January 1, 2009, and for taxable years of U.S. shareholders with
or within which such taxable years of such foreign corporations
end.

SENATE AMENDMENT
No provision.
CONFERENCE AGREEMENT

The conference agreement includes the House bill provision.

R. REDUCED RATES FOR CAPITAL GAINS AND DIVIDENDS OF
INDIVIDUALS

(Sec. 203 of the House bill and sec. 1(h) of the Code)
PRESENT LAW
Capital gains
In general

In general, gain or loss reflected in the value of an asset is not
recognized for income tax purposes until a taxpayer disposes of the
asset. On the sale or exchange of a capital asset, any gain generally
is included in income. Any net capital gain of an individual is gen-
erally taxed at maximum rates lower than the rates applicable to
ordinary income. Net capital gain is the excess of the net long-term
capital gain for the taxable year over the net short-term capital
loss for the year. Gain or loss is treated as long-term if the asset
is held for more than one year.

Capital losses generally are deductible in full against capital
gains. In addition, individual taxpayers may deduct capital losses
against up to $3,000 of ordinary income in each year. Any remain-
ing unused capital losses may be carried forward indefinitely to an-
other taxable year.

A capital asset generally means any property except (1) inven-
tory, stock in trade, or property held primarily for sale to cus-
tomers in the ordinary course of the taxpayer’s trade or business,
(2) depreciable or real property used in the taxpayer’s trade or
business, (3) specified literary or artistic property, (4) business ac-
counts or notes receivable, (5) certain U.S. publications, (6) certain
commodity derivative financial instruments, (7) hedging trans-
actions, and (8) business supplies. In addition, the net gain from
the disposition of certain property used in the taxpayer’s trade or
business is treated as long-term capital gain. Gain from the dis-
position of depreciable personal property is not treated as capital
gain to the extent of all previous depreciation allowances. Gain
from the disposition of depreciable real property is generally not
treated as capital gain to the extent of the depreciation allowances
in excess of the allowances that would have been available under
the straight-line method of depreciation.

Tax rates before 2009

Under present law, for taxable years beginning before January
1, 2009, the maximum rate of tax on the adjusted net capital gain
of an individual is 15 percent. Any adjusted net capital gain which
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otherwise would be taxed at a 10- or 15-percent rate is taxed at a
5-percent rate (zero for taxable years beginning after 2007). These
rates apply for purposes of both the regular tax and the alternative
minimum tax.

Under present law, the “adjusted net capital gain” of an indi-
vidual is the net capital gain reduced (but not below zero) by the
sum of the 28-percent rate gain and the unrecaptured section 1250
gain. The net capital gain is reduced by the amount of gain that
the individual treats as investment income for purposes of deter-
mining the investment interest limitation under section 163(d).

The term “28-percent rate gain” means the amount of net gain
attributable to long-term capital gains and losses from the sale or
exchange of collectibles (as defined in section 408(m) without re-
gard to paragraph (3) thereof), an amount of gain equal to the
amount of gain excluded from gross income under section 1202 (re-
lating to certain small business stock), the net short-term capital
loss for the taxable year, and any long-term capital loss carryover
to the taxable year.

“Unrecaptured section 1250 gain” means any long-term capital
gain from the sale or exchange of section 1250 property (i.e., depre-
ciable real estate) held more than one year to the extent of the gain
that would have been treated as ordinary income if section 1250
applied to all depreciation, reduced by the net loss (if any) attrib-
utable to the items taken into account in computing 28-percent rate
gain. The amount of unrecaptured section 1250 gain (before the re-
duction for the net loss) attributable to the disposition of property
to which section 1231 (relating to certain property used in a trade
or business) applies may not exceed the net section 1231 gain for
the year.

An individual’s unrecaptured section 1250 gain is taxed at a
maximum rate of 25 percent, and the 28-percent rate gain is taxed
at a maximum rate of 28 percent. Any amount of unrecaptured sec-
tion 1250 gain or 28-percent rate gain otherwise taxed at a 10- or
15-percent rate is taxed at the otherwise applicable rate.

Tax rates after 2008

For taxable years beginning after December 31, 2008, the max-
imum rate of tax on the adjusted net capital gain of an individual
is 20 percent. Any adjusted net capital gain which otherwise would
be taxed at a 10- or 15-percent rate is taxed at a 10-percent rate.

In addition, any gain from the sale or exchange of property
held more than five years that would otherwise have been taxed at
the 10-percent rate is taxed at an 8-percent rate. Any gain from the
sale or exchange of property held more than five years and the
holding period for which began after December 31, 2000, that
would otherwise have been taxed at a 20-percent rate is taxed at
an 18-percent rate.

The tax rates on 28-percent gain and unrecaptured section
1250 gain are the same as for taxable years beginning before 2009.
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Dividends

In general

A dividend is the distribution of property made by a corpora-
tion to its shareholders out of its after-tax earnings and profits.

Tax rates before 2009

Under present law, dividends received by an individual from
domestic corporations and qualified foreign corporations are taxed
at the same rates that apply to capital gains. This treatment ap-
plies for purposes of both the regular tax and the alternative min-
imum tax. Thus, for taxable years beginning before 2009, dividends
received by an individual are taxed at rates of five (zero for taxable
years beginning after 2007) and 15 percent.

If a shareholder does not hold a share of stock for more than
60 days during the 121-day period beginning 60 days before the ex-
dividend date (as measured under section 246(c)), dividends re-
ceived on the stock are not eligible for the reduced rates. Also, the
reduced rates are not available for dividends to the extent that the
taxpayer is obligated to make related payments with respect to po-
sitions in substantially similar or related property.

Qualified dividend income includes otherwise qualified divi-
dends received from qualified foreign corporations. The term “quali-
fied foreign corporation” includes a foreign corporation that is eligi-
ble for the benefits of a comprehensive income tax treaty with the
United States which the Treasury Department determines to be
satisfactory and which includes an exchange of information pro-
gram. In addition, a foreign corporation is treated as a qualified
foreign corporation with respect to any dividend paid by the cor-
poration with respect to stock that is readily tradable on an estab-
lished securities market in the United States.

Dividends received from a corporation that is a passive foreign
investment company (as defined in section 1297) in either the tax-
able year of the distribution, or the preceding taxable year, are not
qualified dividends.

Special rules apply in determining a taxpayer’s foreign tax
credit limitation under section 904 in the case of qualified dividend
income. For these purposes, rules similar to the rules of section
904(b)(2)(B) concerning adjustments to the foreign tax credit limita-
tion to reflect any capital gain rate differential will apply to any
qualified dividend income.

If a taxpayer receives an extraordinary dividend (within the
meaning of section 1059(c)) eligible for the reduced rates with re-
spect to any share of stock, any loss on the sale of the stock is
treated as a long-term capital loss to the extent of the dividend.

A dividend is treated as investment income for purposes of de-
termining the amount of deductible investment interest only if the
taxpayer elects to treat the dividend as not eligible for the reduced
rates.

The amount of dividends qualifying for reduced rates that may
be paid by a regulated investment company (“RIC”) for any taxable
year in which the qualified dividend income received by the RIC is
less than 95 percent of its gross income (as specially computed)
may not exceed the sum of (i) the qualified dividend income of the
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RIC for the taxable year and (ii) the amount of earnings and profits
accumulated in a non-RIC taxable year that were distributed by
the RIC during the taxable year.

The amount of dividends qualifying for reduced rates that may
be paid by a real estate investment trust (“REIT”) for any taxable
year may not exceed the sum of (i) the qualified dividend income
of the REIT for the taxable year, (ii) an amount equal to the excess
of the income subject to the taxes imposed by section 857(b)(1) and
the regulations prescribed under section 337(d) for the preceding
taxable year over the amount of these taxes for the preceding tax-
able year, and (iii) the amount of earnings and profits accumulated
in a non-REIT taxable year that were distributed by the REIT dur-
ing the taxable year.

The reduced rates do not apply to dividends received from an
organization that was exempt from tax under section 501 or was
a tax-exempt farmers’ cooperative in either the taxable year of the
distribution or the preceding taxable year; dividends received from
a mutual savings bank that received a deduction under section 591;
or deductible dividends paid on employer securities.33

Tax rates after 2008

For taxable years beginning after 2008, dividends received by
an individual are taxed at ordinary income tax rates.

HOUSE BILL

The House bill extends for two years the present-law provi-
sions relating to lower capital gain and dividend tax rates (through
taxable years beginning on or before December 31, 2010).

Effective date.—The provision applies to taxable years begin-
ning after December 31, 2008.

SENATE AMENDMENT
No provision.
CONFERENCE AGREEMENT

The conference agreement includes the House bill provision.

S. CREDIT FOR ELECTIVE DEFERRALS AND IRA CONTRIBUTIONS (THE
“SAVER’S CREDIT”)

(Sec. 204 of the House bill, sec. 102 of the Senate amendment, and
sec. 25B of the Code)

PRESENT LAW

Present law provides a temporary nonrefundable tax credit for
eligible taxpayers for qualified retirement savings contributions, re-
ferred to as the “saver’s credit.” The maximum annual contribution
eligible for the credit is $2,000. The credit rate depends on the ad-
justed gross income (“AGI”) of the taxpayer. Taxpayers filing joint

33In addition, for taxable years beginning before 2009, amounts treated as ordinary income
on the disposition of certain preferred stock (sec. 306) are treated as dividends for purposes of
applying the reduced rates; the tax rate for the accumulated earnings tax (sec. 531) and the
personal holding company tax (sec. 541) is reduced to 15 percent; and the collapsible corporation
rules (sec. 341) are repealed.
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returns with AGI of $50,000 or less, head of household returns of
$37,500 or less, and single returns of $25,000 or less are eligible
for the credit. The AGI limits applicable to single taxpayers apply
to married taxpayers filing separate returns. The credit is in addi-
tion to any deduction or exclusion that would otherwise apply with
respect to the contribution. The credit offsets minimum tax liability
as well as regular tax liability. The credit is available to individ-
uals who are 18 or over, other than individuals who are full-time
students or claimed as a dependent on another taxpayer’s return.

The credit is available with respect to: (1) elective deferrals to
a qualified cash or deferred arrangement (a “section 401(k) plan”),
a tax-sheltered annuity (a “section 403(b)” annuity), an eligible de-
ferred compensation arrangement of a State or local government (a
“governmental section 457 plan”), a SIMPLE plan, or a simplified
employee pension (“SEP”); (2) contributions to a traditional or Roth
IRA; and (3) voluntary after-tax employee contributions to a tax-
sheltered annuity or qualified retirement plan.

The amount of any contribution eligible for the credit is gen-
erally reduced by distributions received by the taxpayer (or by the
taxpayer’s spouse if the taxpayer filed a joint return with the
spouse) from any plan or IRA to which eligible contributions can
be made during the taxable year for which the credit is claimed,
the two taxable years prior to the year the credit is claimed, and
during the period after the end of the taxable year for which the
credit is claimed and prior to the due date for filing the taxpayer’s
return for the year. Distributions that are rolled over to another re-
tirement plan do not affect the credit.

The credit rates based on AGI are provided below.

TABLE 1.—CREDIT RATES FOR SAVER’S CREDIT

Heads of All other filers Credit rate

Joint filers households (percent)

$0-$30,000 $0-$22,500 $0-$15,000 50
30,001-32,500 22,501-24,375 15,001-16,250 20
32,501-50,000 24,376-37,500 16,251-25,000 10
Over $50,000 Over $37,500 Over $25,000 0

The credit does not apply to taxable years beginning after De-
cember 31, 2006.34

HOUSE BILL

The House bill extends the saver’s credit for two years,
through December 31, 2008.

Effective date.—The provision is effective on the date of enact-
ment.

SENATE AMENDMENT

The Senate amendment extends the saver’s credit for three
years, through December 31, 2009.

Effective date.—The provision is effective on the date of enact-
ment.

34The saver’s credit was enacted as part of the Economic Growth and Tax Relief Reconcili-
ation Act of 2001 (“EGTRRA”), Pub. L. No. 107-16. The provisions of EGTRRA generally do not
apply for years beginning after December 31, 2010.
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CONFERENCE AGREEMENT

The conference agreement does not include the House bill pro-
vision or the Senate amendment provision.

T. EXTENSION OF INCREASED EXPENSING FOR SMALL BUSINESS

(Sec. 205 of the House bill, sec. 101 of the Senate amendment, and
sec. 179 of the Code)

PRESENT LAW

In lieu of depreciation, a taxpayer with a sufficiently small
amount of annual investment may elect to deduct (or “expense”)
such costs. Present law provides that the maximum amount a tax-
payer may expense, for taxable years beginning in 2003 through
2007, is $100,000 of the cost of qualifying property placed in service
for the taxable year.35 In general, qualifying property is defined as
depreciable tangible personal property that is purchased for use in
the active conduct of a trade or business. Off-the-shelf computer
software placed in service in taxable years beginning before 2008
is treated as qualifying property. The $100,000 amount is reduced
(but not below zero) by the amount by which the cost of qualifying
property placed in service during the taxable year exceeds
$400,000. The $100,000 and $400,000 amounts are indexed for in-
flation for taxable years beginning after 2003 and before 2008.

The amount eligible to be expensed for a taxable year may not
exceed the taxable income for a taxable year that is derived from
the active conduct of a trade or business (determined without re-
gard to this provision). Any amount that is not allowed as a deduc-
tion because of the taxable income limitation may be carried for-
ward to succeeding taxable years (subject to similar limitations).
No general business credit under section 38 is allowed with respect
to any amount for which a deduction is allowed under section 179.
An expensing election is made under rules prescribed by the Sec-
retary.36

For taxable years beginning in 2008 and thereafter (or before
2003), the following rules apply. A taxpayer with a sufficiently
small amount of annual investment may elect to deduct up to
$25,000 of the cost of qualifying property placed in service for the
taxable year. The $25,000 amount is reduced (but not below zero)
by the amount by which the cost of qualifying property placed in
service during the taxable year exceeds $200,000. The $25,000 and
$200,000 amounts are not indexed. In general, qualifying property
is defined as depreciable tangible personal property that is pur-
chased for use in the active conduct of a trade or business (not in-

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

36 Sec. 179(c)(1). Under Treas. Reg. sec. 179-5, applicable to property placed in service in tax-
able years beginning after 2002 and before 2008, a taxpayer is permitted to make or revoke an
election under section 179 without the consent of the Commissioner on an amended Federal tax
return for that taxable year. This amended return must be filed within the time prescribed by
law for filing an amended return for the taxable year. T.D. 9209, July 12, 2005.
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cluding off-the-shelf computer software). An expensing election may
be revoked only with consent of the Commissioner.37

HOUSE BILL

The provision extends for two years the increased amount that
a taxpayer may deduct and the other section 179 rules applicable
in taxable years beginning before 2008. Thus, under the provision,
these present-law rules continue in effect for taxable years begin-
ning after 2007 and before 2010.

Effective date.—The provision is effective for taxable years be-
ginning after 2007 and before 2010.

SENATE AMENDMENT

bill The Senate amendment provision is the same as the House
111.

CONFERENCE AGREEMENT

The conference agreement includes the provision in the House
bill and the Senate amendment.

U. EXTEND AND INCREASE ALTERNATIVE MINIMUM TAX EXEMPTION
AMOUNT FOR INDIVIDUALS

(Sec. 106 of the Senate amendment and sec. 55 of the Code)
PRESENT LAW

Present law imposes an alternative minimum tax. The alter-
native minimum tax is the amount by which the tentative min-
imum tax exceeds the regular income tax. An individual’s tentative
minimum tax is the sum of (1) 26 percent of so much of the taxable
excess as does not exceed $175,000 ($87,500 in the case of a mar-
ried individual filing a separate return) and (2) 28 percent of the
remaining taxable excess. The taxable excess is so much of the al-
ternative minimum taxable income (“AMTI”) as exceeds the exemp-
tion amount. The maximum tax rates on net capital gain and divi-
dends used in computing the regular tax are used in computing the
tentative minimum tax. AMTI is the individual’s taxable income
adjusted to take account of specified preferences and adjustments.

The exemption amount is: (1) $45,000 ($58,000 for taxable
years beginning before 2006) in the case of married individuals fil-
ing a joint return and surviving spouses; (2) $33,750 ($40,250 for
taxable years beginning before 2006) in the case of unmarried indi-
viduals other than surviving spouses; (3) $22,500 ($29,000 for tax-
able years beginning before 2006) in the case of married individ-
uals filing a separate return; and (4) $22,500 in the case of estates
and trusts. The exemption amount is phased out by an amount
equal to 25 percent of the amount by which the individual’s AMTI
exceeds (1) $150,000 in the case of married individuals filing a joint
return and surviving spouses, (2) $112,500 in the case of unmar-
ried individuals other than surviving spouses, and (3) $75,000 in
the case of married individuals filing separate returns, estates, and
trusts. These amounts are not indexed for inflation.

37Sec. 179(c)(2).
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HOUSE BILL
No provision.
SENATE AMENDMENT

Under the Senate amendment, for taxable years beginning in
2006, the exemption amounts are increased to: (1) $62,550 in the
case of married individuals filing a joint return and surviving
spouses; (2) $42,500 in the case of unmarried individuals other
than surviving spouses; and (3) $31,275 in the case of married indi-
viduals filing a separate return.

Effective date.—The provision applies to taxable years begin-
ning after December 31, 2005.

CONFERENCE AGREEMENT

The conference agreement includes the provision in the Senate
amendment.

V. EXTENSION AND MODIFICATION OF THE NEW MARKETS TAX
CREDIT

(Sec. 204 of the Senate amendment and sec. 45D of the Code)
PRESENT LAW

Section 45D provides a new markets tax credit for qualified eq-
uity investments made to acquire stock in a corporation, or a cap-
ital interest in a partnership, that is a qualified community devel-
opment entity (“CDE”).38 The amount of the credit allowable to the
investor (either the original purchaser or a subsequent holder) is
(1) a five-percent credit for the year in which the equity interest
is purchased from the CDE and for each of the following two years,
and (2) a six-percent credit for each of the following four years. The
credit is determined by applying the applicable percentage (five or
six percent) to the amount paid to the CDE for the investment at
its original issue, and is available for a taxable year to the tax-
payer who holds the qualified equity investment on the date of the
initial investment or on the respective anniversary date that occurs
during the taxable year. The credit is recaptured if at any time
during the seven-year period that begins on the date of the original
issue of the investment the entity ceases to be a qualified CDE, the
proceeds of the investment cease to be used as required, or the eq-
uity investment is redeemed.

A qualified CDE is any domestic corporation or partnership: (1)
whose primary mission is serving or providing investment capital
for low-income communities or low-income persons; (2) that main-
tains accountability to residents of low-income communities by
their representation on any governing board of or any advisory
board to the CDE; and (3) that is certified by the Secretary as
being a qualified CDE. A qualified equity investment means stock
(other than nonqualified preferred stock) in a corporation or a cap-
ital interest in a partnership that is acquired directly from a CDE
for cash, and includes an investment of a subsequent purchaser if

38 Section 45D was added by section 121(a) of the Community Renewal Tax Relief Act of 2000,
P.L. No. 106-554 (December 21, 2000).
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such investment was a qualified equity investment in the hands of
the prior holder. Substantially all of the investment proceeds must
be used by the CDE to make qualified low-income community in-
vestments. For this purpose, qualified low-income community in-
vestments include: (1) capital or equity investments in, or loans to,
qualified active low-income community businesses; (2) certain fi-
nancial counseling and other services to businesses and residents
in low-income communities; (3) the purchase from another CDE of
any loan made by such entity that is a qualified low-income com-
munity investment; or (4) an equity investment in, or loan to, an-
other CDE.

A “low-income community” is a population census tract with ei-
ther (1) a poverty rate of at least 20 percent or (2) median family
income which does not exceed 80 percent of the greater of metro-
politan area median family income or statewide median family in-
come (for a non-metropolitan census tract, does not exceed 80 per-
cent of statewide median family income). In the case of a popu-
lation census tract located within a high migration rural county,
low-income is defined by reference to 85 percent (rather than 80
percent) of statewide median family income. For this purpose, a
high migration rural county is any county that, during the 20-year
period ending with the year in which the most recent census was
conducted, has a net out-migration of inhabitants from the county
of at least 10 percent of the population of the county at the begin-
ning of such period.

The Secretary has the authority to designate “targeted popu-
lations” as low-income communities for purposes of the new mar-
kets tax credit. For this purpose, a “targeted population” is defined
by reference to section 103(20) of the Riegle Community Develop-
ment and Regulatory Improvement Act of 1994 (12 U.S.C.
4702(20)) to mean individuals, or an identifiable group of individ-
uals, including an Indian tribe, who (A) are low-income persons; or
(B) otherwise lack adequate access to loans or equity investments.
Under such Act, “low-income” means (1) for a targeted population
within a metropolitan area, less than 80 percent of the area me-
dian family income; and (2) for a targeted population within a non-
metropolitan area, less than the greater of 80 percent of the area
median family income or 80 percent of the statewide non-metropoli-
tan area median family income.32 Under such Act, a targeted popu-
lation is not required to be within any census tract. In addition, a
population census tract with a population of less than 2,000 is
treated as a low-income community for purposes of the credit if
such tract is within an empowerment zone, the designation of
which is in effect under section 1391, and is contiguous to one or
more low-income communities.

A qualified active low-income community business is defined as
a business that satisfies, with respect to a taxable year, the fol-
lowing requirements: (1) at least 50 percent of the total gross in-
come of the business is derived from the active conduct of trade or
business activities in any low-income community; (2) a substantial
portion of the tangible property of such business is used in a low-
income community; (3) a substantial portion of the services per-

3912 U.S.C. 4702(17) (defines “low-income” for purposes of 12 U.S.C. 4702(20)).
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formed for such business by its employees is performed in a low-
income community; and (4) less than five percent of the average of
the aggregate unadjusted bases of the property of such business is
attributable to certain financial property or to certain collectibles.

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

HOUSE BILL
No provision.
SENATE AMENDMENT

The provision extends through 2008 the $3.5 billion maximum
annual amount of qualified equity investments. The provision also
requires that the Secretary prescribe regulations to ensure that
non-metropolitan counties receive a proportional allocation of quali-
fied equity investments.

Effective date.—The provision is effective on the date of enact-
ment.

CONFERENCE AGREEMENT

The conference agreement does not include the Senate amend-
ment provision.

W. PHASEDOWN OF CREDIT FOR ELECTRIC VEHICLES
(Sec. 118 of the Senate amendment and sec. 30 of the Code)
PRESENT LAW

A 10-percent tax credit is provided for the cost of a qualified
electric vehicle, up to a maximum credit of $4,000. A qualified elec-
tric vehicle generally is a motor vehicle that is powered primarily
by an electric motor drawing current from rechargeable batteries,
fuel cells, or other portable sources of electrical current. The full
amount of the credit is available for purchases prior to 2006. The
credit is reduced to 25 percent of the otherwise allowable amount
for purchases in 2006, and is unavailable for purchases after De-
cember 31, 2006.

HOUSE BILL
No provision.
SENATE AMENDMENT

Under the Senate amendment, the full amount of the credit for
qualified electric vehicles is available for purchases prior to 2006.
As under present law, the credit is unavailable for purchases after
December 31, 2006.

Effective date.—The provision is effective for property placed in
service after December 31, 2005.

CONFERENCE AGREEMENT

The conference agreement does not include the Senate amend-
ment provision.
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X. APPLICATION OF EGTRRA SUNSET TO TITLE II OF THE SENATE
AMENDMENT

(Sec. 231 of the Senate amendment)
PRESENT LAW

Reconciliation is a procedure under the Congressional Budget
Act of 1974 (the “Budget Act”) by which Congress implements
spending and tax policies contained in a budget resolution. The
Budget Act contains numerous rules enforcing the scope of items
permitted to be considered under the budget reconciliation process.
One such rule, the so-called “Byrd rule,” was incorporated into the
Budget Act in 1990. The Byrd rule, named after its principal spon-
sor, Senator Robert C. Byrd, is contained in section 313 of the
Budget Act. The Byrd rule generally permits members to raise a
point of order against extraneous provisions (those which are unre-
lated to the goals of the reconciliation process) from either a rec-
onciliation bill or a conference report on such bill.

Under the Byrd rule, a provision is considered to be extraneous
if it falls under one or more of the following six definitions:

1. It does not produce a change in outlays or revenues;

2. It produces an outlay increase or revenue decrease when the
instructed committee is not in compliance with its instructions;

3. It is outside of the jurisdiction of the committee that sub-
mitted the title or provision for inclusion in the reconciliation
measure;

4. It produces a change in outlays or revenues which is merely
incidental to the nonbudgetary components of the provision;

5. It would increase the deficit for a fiscal year beyond those
covered by the reconciliation measure; and

6. It recommends changes in Social Security.

The Economic Growth and Tax Relief Reconciliation Act of
2001 (EGTRRA) contains sunset provisions to ensure compliance
with the Budget Act. Under title IX of EGTRRA, the provisions of,
and amendments made by that Act that are in effect on September
30, 2011, shall cease to apply as of the close of September 30, 2011,
except that all provisions of, and amendments made by, the Act
generally do not apply for taxable, plan or limitation years begin-
ning after December 31, 2010. With respect to the estate, gift, and
generation-skipping provisions of the Act, the provisions do not
apply to estates of decedents dying, gifts made, or generation-skip-
ping transfers, after December 31, 2010. The Code and the Em-
ployee Retirement Income Security Act of 1974 are applied to such
years, estates, gifts and transfers after December 31, 2010, as if
the provisions of and amendments made by the Act had never been
enacted.

HOUSE BILL

No provision.
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SENATE AMENDMENT

Sunset of provisions

To ensure compliance with the Budget Act, the Senate amend-
ment provides that all provisions of, and amendments made by title
IT of the Senate amendment shall be subject to the sunset provi-
sions of EGTRRA to the same extent and in the same manner as
the provision of such Act to which the Senate amendment provision
relates.

Effective date.—The provision is effective on the date of enact-
ment.

CONFERENCE AGREEMENT

The conference agreement does not include the Senate amend-
ment provision.

TITLE II—OTHER PROVISONS

A. TAXATION OF CERTAIN SETTLEMENT FUNDS
(Sec. 301 of the House bill and sec. 468B of the Code)
PRESENT LAW

Present law provides that if a taxpayer makes a payment to
a designated settlement fund pursuant to a court order, the deduc-
tion timing rules that require economic performance generally are
deemed to be met as the payments are made by the taxpayer to
the fund. A designated settlement fund means a fund which: is es-
tablished pursuant to a court order; extinguishes completely the
taxpayer’s tort liability arising out of personal injury, death or
property damage; is administered by persons a majority of whom
are independent of the taxpayer; and under the terms of the fund
the taxpayer (or any related person) may not hold any beneficial
interest in the income or corpus of the fund.

Generally, a designated or qualified settlement fund is taxed
as a separate entity at the maximum trust rate on its modified in-
come. Modified income is generally gross income less deductions for
administrative costs and other incidental expenses incurred in con-
nection with the operation of the settlement fund.

The cleanup of hazardous waste sites is sometimes funded by
environmental “settlement funds” or escrow accounts. These escrow
accounts are established in consent decrees between the Environ-
mental Protection Agency (“EPA”) and the settling parties under
the jurisdiction of a Federal district court. The EPA uses these ac-
counts to resolve claims against private parties under Comprehen-
sive Environmental Response, Compensation and Liability Act of
1980 (“CERCLA”).

Present law provides that nothing in any provision of law is to
be construed as providing that an escrow account, settlement fund,
or similar fund is not subject to current income tax.

HOUSE BILL

The provision provides that certain settlement funds estab-
lished in consent decrees for the sole purpose of resolving claims
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under CERCLA are to be treated as beneficially owned by the
United States government and therefore not subject to Federal in-
come tax.

To qualify the settlement fund must be: (1) established pursu-
ant to a consent decree entered by a judge of a United States Dis-
trict Court; (2) created for the receipt of settlement payments for
the sole purpose of resolving claims under CERCLA; (3) controlled
(in terms of expenditures of contributions and earnings thereon) by
the government or an agency or instrumentality thereof, and (4)
upon termination, any remaining funds will be disbursed to such
government entity and used in accordance with applicable law. For
purposes of the provision, a government entity means the United
States, any State of political subdivision thereof, the District of Co-
lumbia, any possession of the United States, and any agency or in-
strumentality of the foregoing.

The provision does not apply to accounts or funds established
after December 31, 2010.

Effective date.—The provision is effective for accounts and
funds established after the date of enactment.

SENATE AMENDMENT
No provision.
CONFERENCE AGREEMENT

The conference agreement includes the House bill provision.

B. MODIFICATIONS TO RULES RELATING TO TAXATION OF DISTRIBU-
TIONS OF STOCK AND SECURITIES OF A CONTROLLED CORPORATION

(Sec. 302 of the House bill, sec. 467 of the Senate amendment and
sec. 355 of the Code)

PRESENT LAW

A corporation generally is required to recognize gain on the
distribution of property (including stock of a subsidiary) to its
shareholders as if the corporation had sold such property for its
fair market value. In addition, the shareholders receiving the dis-
tributed property are ordinarily treated as receiving a dividend of
the value of the distribution (to the extent of the distributing cor-
poration’s earnings and profits), or capital gain in the case of a
stock buyback that significantly reduces the shareholder’s interest
in the parent corporation.

An exception to these rules applies if the distribution of the
stock of a controlled corporation satisfies the requirements of sec-
tion 355 of the Code. If all the requirements are satisfied, there is
no tax to the distributing corporation or to the shareholders on the
distribution.

One requirement to qualify for tax-free treatment under sec-
tion 355 is that both the distributing corporation and the controlled
corporation must be engaged immediately after the distribution in
the active conduct of a trade or business that has been conducted
for at least five years and was not acquired in a taxable transaction
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during that period (the “active business test”).4? For this purpose,
a corporation is engaged in the active conduct of a trade or busi-
ness only if (1) the corporation is directly engaged in the active con-
duct of a trade or business, or (2) the corporation is not directly en-
gaged in an active business, but substantially all its assets consist
of stock and securities of one or more corporations that it controls
that are engaged in the active conduct of a trade or business.41

In determining whether a corporation is directly engaged in an
active trade or business that satisfies the requirement, old IRS
guidelines for advance ruling purposes required that the value of
the gross assets of the trade or business being relied on must ordi-
narily constitute at least five percent of the total fair market value
of the gross assets of the corporation directly conducting the trade
or business.42 More recently, the IRS has suspended this specific
rule in connection with its general administrative practice of mov-
ing IRS resources away from advance rulings on factual aspects of
section 355 transactions in general.43

If the distributing or controlled corporation is not directly en-
gaged in an active trade or business, then the IRS takes the posi-
tion that the “substantially all” test as applied to that corporation
requires that at least 90 percent of the fair market value of the cor-
poration’s gross assets consist of stock and securities of a controlled
corporation that is engaged in the active conduct of a trade or busi-
ness.44

In determining whether assets are part of a five-year quali-
fying active business, assets acquired more recently than five years
prior to the distribution, in a taxable transaction, are permitted to
qualify as five-year “active business” assets if they are considered
to have been acquired as part of an expansion of an existing busi-
ness that does so qualify.4>

When a corporation holds an interest in a partnership, IRS
revenue rulings have allowed an active business of the partnership
to count as an active business of a corporate partner in certain cir-
cumstances. One such case involved a situation in which the cor-
poration owned at least 20 percent of the partnership, was actively
engaged in management of the partnership, and the partnership
itself had an active business.46

In addition to its active business requirements, section 355
does not apply to any transaction that is a “device” for the distribu-
tion of earnings and profits to a shareholder without the payment
of tax on a dividend. A transaction is ordinarily not considered a
“device” to avoid dividend tax if the distribution would have been
treated by the shareholder as a redemption that was a sale or ex-

40 Section 355(b).

41 Section 355(b)(2)(A). The IRS takes the position that the statutory test requires that at least
90 percent of the fair market value of the corporation’s gross assets consist of stock and securi-
ties of a controlled corporation that is engaged in the active conduct of a trade or business. Rev.
Proc. 96-30, sec. 4.03(5), 19961 C.B. 696; Rev. Proc. 77-37, sec. 3.04, 1977-2 C.B. 568.

42Rev. Proc. 2003-3, sec. 4.01(30), 2003-1 I.R.B. 113.

43 Rev. Proc. 2003—48, 2003-29 I.R.B. 86.

44Rev. Proc. 96-30, sec. 4.03(5), 1996-1 C.B. 696; Rev. Proc. 77-37, sec. 3.04, 1977-2 C.B.
568.

45Treas. Reg. sec. 1.355-3(b)(ii).

46 Rev. Rul. 92-17, 1002-1 C.B. 142; see also, Rev. Rul. 2002—49, 2002-2 C.B. 50.



88

change of its stock, rather than as a dividend, if section 355 had
not applied.4”

HOUSE BILL

Under the House bill provision, the active business test is de-
termined by reference to the relevant affiliated group. For the dis-
tributing corporation, the relevant affiliated group consists of the
distributing corporation as the common parent and all corporations
affiliated with the distributing corporation through stock ownership
described in section 1504(a)(1)(B) (regardless of whether the cor-
porations are includible corporations under section 1504(b)), imme-
diately after the distribution. The relevant affiliated group for a
controlled corporation is determined in a similar manner (with the
controlled corporation as the common parent).

Effective date.—The provision applies to distributions after the
date of enactment and before December 31, 2010, with three excep-
tions. The provision does not apply to distributions (1) made pursu-
ant to an agreement which is binding on the date of enactment and
at all times thereafter, (2) described in a ruling request submitted
to the IRS on or before the date of enactment, or (3) described on
or before the date of enactment in a public announcement or in a
filing with the Securities and Exchange Commission. The distrib-
uting corporation may irrevocably elect not to have the exceptions
described above apply.

The provision also applies, solely for the purpose of deter-
mining whether, after the date of enactment, there is continuing
qualification under the requirements of section 355(b)(2)(A) of dis-
tributions made before such date, as a result of an acquisition, dis-
position, or other restructuring after such date and before Decem-
ber 31, 2010.48

SENATE AMENDMENT

The Senate amendment provision is the same as the House bill
with respect to the House bill provision described above, except for
the date on which that provision sunsets.4?

In addition, the Senate amendment contains another provision
that denies section 355 treatment if either the distributing or dis-
tributed corporation is a disqualified investment corporation imme-
diately after the transaction (including any series of related trans-
actions) and any person that did not hold 50 percent or more of the
voting power or value of stock of such distributing or controlled cor-
poration immediately before the transaction does hold such a 50
percent or greater interest immediately after such transaction. The
attribution rules of section 318 apply for purposes of this deter-
mination.

47Treas. Reg. sec. 1.355-2(d)(5)(iv).

48 For example, a holding company taxpayer that had distributed a controlled corporation in
a spin-off prior to the date of enactment, in which spin-off the taxpayer satisfied the “substan-
tially all” active business stock test of present law section 355(b)(2)(A) immediately after the
distribution, would not be deemed to have failed to satisfy any requirement that it continue that
same qualified structure for any period of time after the distribution, solely because of a restruc-
turing that occurs after the date of enactment and before January 1, 2010, and that would sat-
isfy the requirements of new section 355(b)(2)(A).

49 See “Effective date” for the Senate Amendment, infra.
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A disqualified investment corporation is any distributing or
controlled corporation if the fair market value of the investment as-
sets of the corporation is 75 percent or more of the fair market
value of all assets of the corporation. Except as otherwise provided,
the term “investment assets” for this purpose means (i) cash, (ii)
any stock or securities in a corporation, (iii) any interest in a part-
nership, (iv) any debt instrument or other evidence of indebtedness;
(v) any option, forward or futures contract, notional principal con-
tract, or derivative; (vi) foreign currency, or (vii) any similar asset.

The term “investment assets” does not include any asset which
is held for use in the active and regular conduct of (i) a lending or
finance business (as defined in section 954(h)(4)); (ii) a banking
business through a bank (as defined in section 581), a domestic
building and loan association (within the meaning of section
7701(a)(19), or any similar institution specified by the Secretary; or
(iii) an insurance business if the conduct of the business is licensed,
authorized, or regulated by an applicable insurance regulatory
body. These exceptions only apply with respect to any business if
substantially all the income of the business i1s derived from persons
who are not related (within the meaning of section 267(b) or
707(b)(1) to the person conducting the business.

The term “investment assets” also does not include any secu-
rity (as defined in section 475(c)(2)) which is held by a dealer in
securities and to which section 475(a) applies.

The term “investment assets” also does not include any stock
or securities in, or any debt instrument, evidence of indebtedness,
option, forward or futures contract, notional principal contract, or
derivative issued by, a corporation which is a 25-percent controlled
entity with respect to the distributing or controlled corporation. In-
stead, the distributing or controlled corporation is treated as own-
ing its ratable share of the assets of any 25-percent controlled enti-
ty.

The term 25-percent controlled entity means any corporation
with respect to which the corporation in question (distributing or
controlled) owns directly or indirectly stock possessing at least 25
percent of voting power and value, excluding stock that is not enti-
tled to vote, is limited and preferred as to dividends and does not
participate in corporate growth to any significant extent, has re-
demption and liquidation rights which do not exceed the issue price
of such stock (except for a reasonable redemption or liquidation
premium), and is not convertible into another class of stock.

The term “investment assets” also does not include any inter-
est in a partnership, or any debt instrument or other evidence of
indebtedness issued by the partnership, if one or more trades or
businesses of the partnership are, (or without regard to the 5-year
requirement of section 355(b)(2)(B), would be) taken into account
by the distributing or controlled corporation, as the case may be,
in determining whether the active business test of section 355 is
met by such corporation.

The Treasury department shall provide regulations as may be
necessary to carry out, or prevent the avoidance of, the purposes
of the provision, including regulations in cases involving related
persons, intermediaries, pass-through entities, or other arrange-
ments; and the treatment of assets unrelated to the trade or busi-
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ness of a corporation as investment assets if, prior to the distribu-
tion, investment assets were used to acquire such assets. Regula-
tions may also in appropriate cases exclude from the application of
the provision a distribution which does not have the character of
a redemption and which would be treated as a sale or exchange
under section 302, and may modify the application of the attribu-
tion rules.

Effective date.—The effective date of the first provision of the
Senate amendment generally is the same as the effective date of
the identical provision of the House bill, except that the Senate
amendment provision sunsets for distributions (and for acquisi-
tions, dispositions, or other restructurings as relating to continuing
qualification of pre-effective date distributions) after December 31,
2009, rather than for distributions (and for acquisitions, disposi-
tions, or other restructurings as relating to continuing qualification
of pre-effective date distributions) on or after December 31, 2010.

The second provision of the Senate amendment is effective for
distributions after the date of enactment, except in transactions
which are (i) made pursuant to an agreement which was binding
on such date of enactment and at all times thereafter; (ii) described
in a ruling request submitted to the Internal Revenue Service on
or before such date, or (iii) described on or before such date in a
public announcement or in a filing with the Securities and Ex-
change Commission.

CONFERENCE AGREEMENT

The conference agreement includes the House bill and the Sen-
ate amendment with modifications.

With respect to the provision that applies the active business
test by reference to the relevant affiliated group, the conference
agreement provision is the same as the House bill and the Senate
amendment except for the date on which the conference agreement
provision sunsets.50

With respect to the provision that affects transactions involv-
ing disqualified investment corporations, the conference agreement
reduces the percentage of investment assets of a corporation that
will cause such corporation to be a disqualified investment corpora-
tion, from 75 percent (three-quarters) to two-thirds of the fair mar-
ket value of the corporation’s assets, for distributions occurring
after one year after the date of enactment.

The conference agreement also reduces from 25 percent to 20
percent the percentage stock ownership in a corporation that will
cause such ownership to be disregarded as an investment asset
itself, instead requiring “look-through” to the ratable share of the
underlying assets of such corporation attributable to such stock
ownership.

The conferees wish to clarify that the disqualified investment
corporation provision applies when a person directly or indirectly
holds 50 percent of either the vote or the value of a company imme-
diately following a distribution, and such person did not hold such
50 percent interest directly or indirectly prior to the distribution.
As one example, the provision applies if a person that held 50 per-

50 See “Effective date” of the conference agreement provision, infra.
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cent or more of the vote, but not of the value, of a distributing cor-
poration immediately prior to a transaction in which a controlled
corporation that was 100 percent owned by that distributing cor-
poration is distributed, directly or indirectly holds 50 percent of the
value of either the distributing or controlled corporation imme-
diately following such transaction.

The conferees further wish to clarify that the enumeration in
subsection 355(g)(5)(A) through (C) of specific situations that Treas-
ury regulations may address is not intended to restrict or limit any
other situations that Treasury may address under the general au-
thority of new section 355(g)(5) to carry out, or prevent the avoid-
ance of, the purposes of the disqualified investment corporation
provision.

Effective date.—The starting effective date of the provision that
applies the active business test by reference to the relevant affili-
ated group is the same as that of the House bill and the Senate
amendment provisions. The conference agreement changes the date
on which the provision sunsets so that the provision does not apply
for distributions (or for acquisitions, dispositions, or other
restructurings as relating to continuing qualification of pre-effec-
tive date distributions) occurring after December 31, 2010.

The effective date of the provision that affects transactions in-
volving disqualified investment corporations is the same as that of
the Senate amendment provision, except for the conference agree-
ment reduction in the amount of investment assets of a corporation
that will cause it to be a disqualified investment corporation, from
three-quarters to two-thirds of the fair market value of all assets
of the corporation. The two-thirds test applies for distributions oc-
curring after one year after the date of enactment.

C. QUALIFIED VETERAN’S MORTGAGE BONDS
(Sec. 303 of the House bill and sec. 143 of the Code)
PRESENT LAW

Private activity bonds are bonds that nominally are issued by
States or local governments, but the proceeds of which are used (di-
rectly or indirectly) by a private person and payment of which is
derived from funds of such private person. The exclusion from in-
come for State and local bonds does not apply to private activity
bonds, unless the bonds are issued for certain permitted purposes
(“qualified private activity bonds”). The definition of a qualified pri-
vate activity bond includes both qualified mortgage bonds and
qualified veterans’ mortgage bonds.

Qualified veterans’ mortgage bonds are private activity bonds
the proceeds of which are used to make mortgage loans to certain
veterans. Authority to issue qualified veterans’ mortgage bonds is
limited to States that had issued such bonds before June 22, 1984.
Qualified veterans’ mortgage bonds are not subject to the State vol-
ume limitations generally applicable to private activity bonds. In-
stead, annual issuance in each State is subject to a State volume
limitation based on the volume of such bonds issued by the State
before June 22, 1984. The five States eligible to issue these bonds
are Alaska, California, Oregon, Texas, and Wisconsin. Loans fi-
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nanced with qualified veterans’ mortgage bonds can be made only
with respect to principal residences and can not be made to acquire
or replace existing mortgages. Mortgage loans made with the pro-
ceeds of these bonds can be made only to veterans who served on
active duty before 1977 and who applied for the financing before
the date 30 years after the last date on which such veteran left ac-
tive service (the “eligibility period”).

Qualified mortgage bonds are issued to make mortgage loans
to qualified mortgagors for owner-occupied residences. The Code
imposes several limitations on qualified mortgage bonds, including
income limitations for homebuyers and purchase price limitations
for the home financed with bond proceeds. In addition, qualified
mortgage bonds generally cannot be used to finance a mortgage for
a homebuyer who had an ownership interest in a principal resi-
dence in the three years preceding the execution of the mortgage
(the “first-time homebuyer” requirement).

HOUSE BILL

The House bill repeals the requirement that veterans receiving
loans financed with qualified veterans’ mortgage bonds must have
served before 1977. It also reduces the eligibility period to 25 years
(rather than 30 years) following release from the military service.
The bill provides new State volume limits for these bonds for the
five eligible States. In 2010, the new annual limit on the total vol-
ume of veterans’ bonds is $25 million for Alaska, $66.25 million for
California, $25 million for Oregon, $53.75 million for Texas, and
$25 million for Wisconsin. These volume limits are phased-in over
the four-year period immediately preceding 2010 by allowing the
applicable percentage of the 2010 volume limits. The following
table provides those percentages.

Calendar Year: Applicable Percentage is:
20

The volume limits are zero for 2011 and each year thereafter.
Unused allocation cannot be carried forward to subsequent years.

Effective date.—The provision generally applies to bonds issued
after December 31, 2005. The provision expanding the definition of
eligible veterans applies to financing provided after date of enact-
ment.

SENATE AMENDMENT
No provision.
CONFERENCE AGREEMENT

The conference agreement includes the House bill with the fol-
lowing modifications. The conference agreement does not amend
present law as it relates to qualified veterans’ mortgage bonds
issued by the States of California and Texas. In the case of quali-
fied veterans’ mortgage bonds issued by the States of Alaska, Or-
egon, and Wisconsin, (1) the requirement that veterans must have
served before 1977 is repealed and (2) the eligibility period for ap-
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plying for a loan following release from the military service is re-
duced from 30 years to 25 years.

In addition, the annual issuance of qualified veterans’ mort-
gage bonds in the States of Alaska, Oregon and Wisconsin is sub-
ject to new State volume limitations which are phased in between
the years 2006 and 2010. The State volume limit in these States
for any calendar year after 2010 is zero.

Effective date.—The provision expanding the definition of eligi-
ble veterans applies to bonds issued on or after date of enactment.
The provision amending State volume limitations applies to alloca-
tions of volume limitation made after April 5, 2006.

D. CAPITAL GAINS TREATMENT FOR CERTAIN SELF-CREATED
MusicAL WORKS
(Sec. 304 of the House bill and sec. 1221 of the Code)
PRESENT LAW
Capital gains

The maximum tax rate on the net capital gain income of an
individual is 15 percent for taxable years beginning in 2006. By
contrast, the maximum tax rate on an individual’s ordinary income
is 35 percent. The reduced 15-percent rate generally is available for
gain from the sale or exchange of a capital asset for which the tax-
payer has satisfied a holding-period requirement. Capital assets
generally include all property held by a taxpayer with certain spec-
ified exclusions.

An exclusion from the definition of a capital asset applies to in-
ventory property or property held by a taxpayer primarily for sale
to customers in the ordinary course of the taxpayer’s trade or busi-
ness. Another exclusion from capital asset status applies to copy-
rights, literary, musical, or artistic compositions, letters or memo-
randa, or similar property held by a taxpayer whose personal ef-
forts created the property (or held by a taxpayer whose basis in the
property is determined by reference to the basis of the taxpayer
whose personal efforts created the property). Consequently, when
a taxpayer that owns copyrights in, for example, books, songs, or
paintings that the taxpayer created (or when a taxpayer to which
the copyrights have been transferred by the works’ creator in a
substituted basis transaction) sells the copyrights, gain from the
sale is treated as ordinary income, not capital gain.

Charitable contributions

A taxpayer generally is allowed a deduction for the fair market
value of property contributed to a charity. If a taxpayer makes a
contribution of property that would have generated ordinary in-
come (or short-term capital gain), the taxpayer’s charitable con-
{;)ribution deduction generally is limited to the property’s adjusted

asis.

HOUSE BILL

The House bill provides that at the election of a taxpayer, the
sale or exchange before January 1, 2011 of musical compositions or
copyrights in musical works created by the taxpayer’s personal ef-
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forts (or having a basis determined by reference to the basis in the
hands of the taxpayer whose personal efforts created the composi-
tions or copyrights) is treated as the sale or exchange of a capital
asset. The House bill provision does not change the present law
limitation on a taxpayer’s charitable deduction for the contribution
of those compositions or copyrights.

Effective date.—The provision is effective for sales or exchanges
in taxable years beginning after the date of enactment.

SENATE AMENDMENT
No provision.
CONFERENCE AGREEMENT

The conference agreement includes the House bill provision.

E. DECREASE MINIMUM VESSEL TONNAGE LiMIT TO 6,000
DEADWEIGHT TONS

(Sec. 305 of the House bill and sec. 1355 of the Code)
PRESENT LAW

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

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

The United States imposes a four percent tax on the amount
of a foreign corporation’s U.S. source gross transportation income
(sec. 887). Transportation income includes income from the use (or
hiring or leasing for use) of a vessel and income from services di-
rectly related to the use of a vessel. Fifty percent of the transpor-
tation income attributable to transportation that either begins or
ends (but not both) in the United States is treated as U.S. source
gross transportation income. The tax does not apply, however, to
U.S. source gross transportation income that is treated as income
effectively connected with the conduct of a U.S. trade or business.
U.S. source gross transportation income is not treated as effectively
connected income unless (1) the taxpayer has a fixed place of busi-
ness in the United States involved in earning the income, and (2)
substantially all the income is attributable to regularly scheduled
transportation.

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

Notwithstanding the general rules described above, the Amer-
ican Jobs Creation Act of 2004 (“AJCA”)51 generally allows cor-
porations that are qualifying vessel operators>2 to elect a “tonnage
tax” in lieu of the corporate income tax on taxable income from cer-
tain shipping activities. Accordingly, an electing corporation’s gross
income does not include its income from qualifying shipping activi-
ties (and items of loss, deduction, or credit are disallowed with re-
spect to such excluded income), and electing corporations are only
subject to tax on these activities at the maximum corporate income
tax rate on their notional shipping income, which is based on the
net tonnage of the corporation’s qualifying vessels.?3 No deductions
are allowed against the notional shipping income of an electing cor-
poration, and no credit is allowed against the notional tax imposed
under the tonnage tax regime. In addition, special deferral rules
apply to the gain on the sale of a qualifying vessel, if such vessel
is replaced during a limited replacement period.

Generally, a “qualifying vessel” is defined as a self-propelled
(or a combination of self-propelled and non-self-propelled) U.S.-flag
vessel of not less than 10,000 deadweight tons 54 that is used exclu-
sively in the U.S. foreign trade.

HOUSE BILL

The House bill expands the definition of “qualifying vessel” to
include self-propelled (or a combination of self-propelled and non-
self-propelled) U.S. flag vessels of not less than 6,000 deadweight
tons used exclusively in the United States foreign trade. The modi-
fied definition applies for taxable years beginning after December
31, 2005 and ending before January 1, 2011.

Effective date.—The provision applies to taxable years begin-
ning after December 31, 2005 and ending before January 1, 2011.

SENATE AMENDMENT

No provision.

51Pub. L. No. 108-357, sec. 248. The tonnage tax regime is effective for taxable years begin-
ning after the date of enactment of AJCA (October 22, 2004).

52 Generally, a qualifying vessel operator is a corporation that (1) operates one or more quali-
fying vessels and (2) meets certain requirements with respect to its shipping activities.

53 An electing corporation’s notional shipping income for the taxable year is the product of the
following amounts for each of the qualifying vessels it operates: (1) the daily notional shipping
income from the operation of the qualifying vessel, and (2) the number of days during the tax-
able year that the electing corporation operated such vessel as a qualifying vessel in the United
States foreign trade. The daily notional shipping income from the operation of a qualifying ves-
sel is (1) 40 cents for each 100 tons of so much of the net tonnage of the vessel as does not
exceed 25,000 net tons, and (2) 20 cents for each 100 tons of so much of the net tonnage of
the vessel as exceeds 25,000 net tons. “United States foreign trade” means the transportation
of goods or passengers between a place in the United States and a foreign place or between for-
eign places. The temporary use in the United States domestic trade (i.e., the transportation of
goods or passengers between places in the United States) of any qualifying vessel or the tem-
porary ceasing to use a qualifying vessel may be disregarded, under special rules.

54 Deadweight measures the lifting capacity of a ship expressed in long tons (2,240 lbs.), in-
cluding cargo, crew, and consumables such as fuel, lube oil, drinking water, and stores. It is
the difference between the number of tons of water a vessel displaces without such items on
board and the number of tons it displaces when fully loaded.
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CONFERENCE AGREEMENT

The conference agreement includes the provision in the House
bill.

F. MODIFICATION OF SPECIAL ARBITRAGE RULE FOR CERTAIN FUNDS
(Sec. 306 of the House bill and sec. 307 of the Senate amendment)
PRESENT LAW

In general, present-law tax-exempt bond arbitrage restrictions
provide that interest on a State or local government bond is not eli-
gible for tax-exemption if the proceeds are invested, directly or in-
directly, in materially higher yielding investments or if the debt
service on the bond is secured by or paid from (directly or indi-
rectly) such investments. An exception to the arbitrage restrictions,
enacted in 1984, provides that the pledge of income from invest-
ments in the Texas Permanent University Fund (the “Fund”) as se-
curity for a limited amount of tax-exempt bonds will not cause in-
terest on those bonds to be taxable. The terms of this exception are
limited to State constitutional or statutory restrictions continuously
in effect since October 9, 1969. In addition, the exception only ap-
plies to an amount of tax-exempt bonds that does not exceed 20
percent of the value of the Fund.

The Fund consists of certain State lands that were set aside
for the benefit of higher education, the income from mineral rights
to these lands, and certain other earnings on Fund assets. The
Texas constitution directs that monies held in the Fund are to be
invested in interest-bearing obligations and other securities. In-
come from the Fund is apportioned between two university systems
operated by the State. Tax-exempt bonds issued by the university
systems to finance buildings and other permanent improvements
were secured by and payable from the income of the Fund.

Prior to 1999, the constitution did not permit the expenditure
or mortgage of the Fund for any purpose. In 1999, the State con-
stitutional rules governing the Fund were modified with regard to
the manner in which amounts in the Fund are distributed for the
benefit of the two university systems. The State constitutional
amendments allow for the possibility that in the event investment
earnings are less than annual debt service on the bonds some of
the debt service could be considered as having been paid with the
Fund corpus. The 1984 exception refers only to bonds secured by
investment earnings on securities or obligations held by the Fund.
Despite the constitutional amendments, the IRS has agreed to con-
tinue to apply the 1984 exception to the Fund through August 31,
2007, if clarifying legislation is introduced in the 109th Congress
prior to August 31, 2005. Clarifying legislation was introduced in
the 109th Congress on May 26, 2005.55

HOUSE BILL

The provision codifies and extends the IRS agreement until
August 31, 2009. The 1984 exception is conformed to the State con-
stitutional amendments to permit its continued applicability to

55H.R. 2661.
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bonds of the two university systems. The limitation on the aggre-
gate amount of bonds which may benefit from the exception is not
modified, and remains at 20 percent of the value of the Fund. The
provision sunsets August 31, 2009.

Effective date.—The provision is effective for bonds issued after
the date of enactment and before August 31, 2009.

SENATE AMENDMENT

The Senate amendment follows the House bill provision, and
also increases the amount of bonds that may benefit from the ex-
ception to 30 percent of the value of the Fund.

Effective date.—The Senate amendment is the same as the
House bill.

CONFERENCE AGREEMENT

The conference agreement includes the House bill provision.

G. AMORTIZATION OF EXPENSES INCURRED IN CREATING OR
AcCQUIRING Music or Music COPYRIGHTS

(Sec. 468 of the Senate amendment and secs. 167(g) and 263A of
the Code)

PRESENT LAW

A taxpayer is allowed to recover, through annual depreciation
deductions, the cost of certain property used in a trade or business
or for the production of income. Section 167(g) provides that the
cost of motion picture films, sound recordings, copyrights, books,
patents, and other property specified in regulations is eligible to be
recovered using the income forecast method of depreciation.

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

The adjusted basis of property that may be taken into account
under the income forecast method includes only amounts that sat-
isfy the economic performance standard of section 461(h) (except in
the case of certain participations and residuals). In addition, tax-
payers that claim depreciation deductions under the income fore-
cast method are required to pay (or receive) interest based on a re-
calculation of depreciation under a “look-back” method.

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

A special rule is provided under Treasury guidance in the case
of certain authors and other taxpayers, with respect to their cap-
italization of costs under section 263A and with respect to the re-
covery or amortization of such costs. Specifically, IRS Notice 88—62
(1988-1 C.B. 548) provides an elective safe harbor under which eli-
gible taxpayers capitalize qualified created costs incurred during
the taxable year and amortize 50 percent of the costs in the taxable
year incurred, and 25 percent in each of the two successive taxable
years. Under the Notice, qualified creative costs generally are those
incurred by a self-employed individual in the production of creative
properties (such as films, sound recordings, musical and dance com-
positions including accompanying words, and other similar prop-
erties), provided the personal efforts of the individual predomi-
nantly create the properties. An eligible taxpayer is an individual,
and also a corporation or partnership, substantially all of which is
owned by one qualified employee owner (an individual and family
members).

HOUSE BILL
No provision.
SENATE AMENDMENT

The Senate amendment provides that if any expense is paid or
incurred by the taxpayer in creating or acquiring any musical com-
position (including accompanying words) or any copyright with re-
spect to a musical composition that is required to be capitalized,
then the income forecast method does not apply to such expenses,
but rather, the expenses are amortized over a five-year period. The
five-year period is the period beginning with the month in which
the composition or copyright was acquired (or if created, the five-
taxable-year period beginning with the taxable year in which the
expenses were paid or incurred).

The provision does not apply to certain expenses. The expenses
to which it does not apply are expenses: (1) that are qualified cre-
ative expenses under section 263A(h); (2) to which a simplified pro-
cedure established under section 263A()(2) applies; (3) that are an
amortizable section 197 intangible; or (4) that, without regard to
this provision, would not be allowable as a deduction.

Effective date.—The provision is effective for expenses paid or
irﬁcurged after December 31, 2005, in taxable years ending after
that date.

CONFERENCE AGREEMENT

The conference agreement includes the Senate amendment pro-
vision with the following modifications. Under the conference
agreement, the five-year amortization period is elective for the tax-
able year. Thus, a taxpayer that places in service any musical com-
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position or copyright with respect to a musical composition in a
taxable year may elect to apply the provision with respect to all
musical compositions and musical composition copyrights placed in
service in that taxable year. An eligible taxpayer that does not
make the election may recover the costs under any method allow-
able under present law, including the income forecast method.

Under the conference agreement, the election may be made for
any taxable year which begins before January 1, 2011.

In addition, the conference agreement provides that the five-
year amortization period begins in the month the property is placed
in service.

Effective date.—The conference agreement is effective for ex-
penses paid or incurred with respect to property placed in service
in taxable years beginning after December 31, 2005 and before Jan-
uary 1, 2011.

TITLE III—CHARITABLE PROVISIONS

A. CHARITABLE GIVING INCENTIVES

1. Charitable deduction for nonitemizers; floor on deductions for
itemizers (sec. 201 of the Senate amendment and secs. 63 and
170 of the Code)

PRESENT LAW

In computing taxable income, an individual taxpayer who
itemizes deductions generally is allowed to deduct the amount of
cash and up to the fair market value of property contributed to a
charity described in section 501(c)(3), to certain veterans’ organiza-
tions, fraternal societies, and cemetery companies,’® or to a Fed-
eral, State, or local governmental entity for exclusively public pur-
poses.5? The deduction also is allowed for purposes of calculating
alternative minimum taxable income.

The amount of the deduction allowable for a taxable year with
respect to a charitable contribution of property may be reduced de-
pending on the type of property contributed, the type of charitable
organization to which the property is contributed, and the income
of the taxpayer.58

A taxpayer who takes the standard deduction (i.e., who does
not itemize deductions) may not take a separate deduction for char-
itable contributions.?9

A payment to a charity (regardless of whether it is termed a
“contribution”) in exchange for which the donor receives an eco-
nomic benefit is not deductible, except to the extent that the donor
can demonstrate that the payment exceeds the fair market value
of the benefit received from the charity. To facilitate distinguishing
charitable contributions from purchases of goods or services from

56 Secs. 170(c)(3)—(5).

57Sec. 170(c)(1).

58Secs. 170(b) and (e).

59Sec. 170(a). The Economic Recovery Tax Act of 1981 adopted a temporary provision that
permitted individual taxpayers who did not itemize income tax deductions to claim a deduction
from gross income for a specified percentage of their charitable contributions. The maximum de-
duction was $25 for 1982 and 1983, $75 for 1984, 50 percent of the amount of the contribution
for 1985, and 100 percent of the amount of the contribution for 1986. The nonitemizer deduction
terminated for contributions made after 1986.
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charities, present law provides that no charitable contribution de-
duction is allowed for a separate contribution of $250 or more un-
less the donor obtains a contemporaneous written acknowledge-
ment of the contribution from the charity indicating whether the
charity provided any good or service (and an estimate of the value
of any such good or service) to the taxpayer in consideration for the
contribution.6® In addition, present law requires that any charity
that receives a contribution exceeding $75 made partly as a gift
and partly as consideration for goods or services furnished by the
charity (a “quid pro quo” contribution) is required to inform the
contributor in writing of an estimate of the value of the goods or
services furnished by the charity and that only the portion exceed-
ing the value of the goods or services is deductible as a charitable
contribution.61

Under present law, total deductible contributions of an indi-
vidual taxpayer to public charities, private operating foundations,
and certain types of private nonoperating foundations may not ex-
ceed 50 percent of the taxpayer’s contribution base, which is the
taxpayer’s adjusted gross income for a taxable year (disregarding
any net operating loss carryback). To the extent a taxpayer has not
exceeded the 50-percent limitation, (1) contributions of capital gain
property to public charities generally may be deducted up to 30
percent of the taxpayer’s contribution base, (2) contributions of
cash to private foundations and certain other charitable organiza-
tions generally may be deducted up to 30 percent of the taxpayer’s
contribution base, and (3) contributions of capital gain property to
private foundations and certain other charitable organizations gen-
erally may be deducted up to 20 percent of the taxpayer’s contribu-
tion base.

Contributions by individuals in excess of the 50-percent, 30-
percent, and 20-percent limit may be carried over and deducted
over the next five taxable years, subject to the relevant percentage
limitations on the deduction in each of those years.

In addition to the percentage limitations imposed specifically
on charitable contributions, present law imposes a reduction on
most itemized deductions, including charitable contribution deduc-
tions, for taxpayers with adjusted gross income in excess of a
threshold amount, which is indexed annually for inflation. The
threshold amount for 2006 is $150,500 ($77,250 for married indi-
viduals filing separate returns). For those deductions that are sub-
ject to the limit, the total amount of itemized deductions is reduced
by three percent of adjusted gross income over the threshold
amount, but not by more than 80 percent of itemized deductions
subject to the limit. Beginning in 2006, the overall limitation on
itemized deductions phases-out for all taxpayers. The overall limi-
tation on itemized deductions is reduced by one-third in taxable
years beginning in 2006 and 2007, and by two-thirds in taxable
years beginning in 2008 and 2009. The overall limitation on
itemized deductions is eliminated for taxable years beginning after
December 31, 2009; however, this elimination of the limitation sun-
sets on December 31, 2010.

60 Sec. 170(f)(8).
61Sec. 6115.
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HOUSE BILL
No provision.
SENATE AMENDMENT

Deduction for nonitemizers

In the case of an individual taxpayer who does not itemize de-
ductions, the provision allows a “direct charitable deduction” from
adjusted gross income for charitable contributions paid in cash dur-
ing the taxable year. This deduction is allowed in addition to the
standard deduction. The direct charitable deduction is the amount
of the deduction allowable under section 170(a) for the taxable year
for cash contributions (determined without regard to any carry-
over). The amount deductible under the provision is subject to the
rules normally governing charitable contribution deductions, such
as the substantiation requirements. In addition, the amount of the
deduction is available only to the extent that the otherwise allow-
able direct charitable deduction exceeds the floor on charitable con-
tributions, described below (i.e., $210 ($420 in the case of a joint
return)). The deduction is allowed in computing alternative min-
imum taxable income.

The provision does not change the present-law rules regarding
the carryover of charitable contributions to or from a taxable year,
including a taxable year in which the taxpayer is allowed the direct
contribution deduction.

Floor on itemized deductions

Under the provision, the amount of an individual’s charitable
contribution deduction (cash and noncash) is subject to a floor. The
floor is $210 ($420 in the case of a joint return). In the case of an
individual who elects to itemize deductions, the floor applies to the
deduction otherwise allowed under section 170 for all contributions.
In the case of an individual who does not elect to itemize deduc-
tions, the floor applies in determining the amount of the direct
charitable deduction. The provision does not otherwise change the
present-law rules pertaining to charitable contributions.

Effective date.—The provision is effective for contributions
made in taxable years beginning after December 31, 2005, and be-
fore January 1, 2008.

CONFERENCE AGREEMENT

The conference agreement does not include the Senate amend-
ment provision.

2. Tax-free distributions from individual retirement plans for chari-
table purposes (sec. 202 of the Senate amendment and secs.
408, 6034, 6104, and 6652 of the Code)

PRESENT LAW

In general

If an amount withdrawn from a traditional individual retire-
ment arrangement (“IRA”) or a Roth IRA is donated to a charitable
organization, the rules relating to the tax treatment of withdrawals
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from IRAs apply to the amount withdrawn and the charitable con-
tribution is subject to the normally applicable limitations on de-
ductibility of such contributions.

Charitable contributions

In computing taxable income, an individual taxpayer who
itemizes deductions generally is allowed to deduct the amount of
cash and up to the fair market value of property contributed to a
charity described in section 501(c)(3), to certain veterans’ organiza-
tions, fraternal societies, and cemetery companies,’2 or to a Fed-
eral, State, or local governmental entity for exclusively public pur-
poses.63 The deduction also is allowed for purposes of calculating
alternative minimum taxable income.

The amount of the deduction allowable for a taxable year with
respect to a charitable contribution of property may be reduced de-
pending on the type of property contributed, the type of charitable
organization to which the property is contributed, and the income
of the taxpayer.64

A taxpayer who takes the standard deduction (i.e., who does
not itemize deductions) may not take a separate deduction for char-
itable contributions.%5

A payment to a charity (regardless of whether it is termed a
“contribution”) in exchange for which the donor receives an eco-
nomic benefit is not deductible, except to the extent that the donor
can demonstrate, among other things, that the payment exceeds
the fair market value of the benefit received from the charity. To
facilitate distinguishing charitable contributions from purchases of
goods or services from charities, present law provides that no chari-
table contribution deduction is allowed for a separate contribution
of $250 or more unless the donor obtains a contemporaneous writ-
ten acknowledgement of the contribution from the charity indi-
cating whether the charity provided any good or service (and an es-
timate of the value of any such good or service) to the taxpayer in
consideration for the contribution.6®¢ In addition, present law re-
quires that any charity that receives a contribution exceeding $75
made partly as a gift and partly as consideration for goods or serv-
ices furnished by the charity (a “quid pro quo” contribution) is re-
quired to inform the contributor in writing of an estimate of the
value of the goods or services furnished by the charity and that
only the portion exceeding the value of the goods or services may
be deductible as a charitable contribution.6?

Under present law, total deductible contributions of an indi-
vidual taxpayer to public charities, private operating foundations,
and certain types of private nonoperating foundations may not ex-
ceed 50 percent of the taxpayer’s contribution base, which is the
taxpayer’s adjusted gross income for a taxable year (disregarding
any net operating loss carryback). To the extent a taxpayer has not
exceeded the 50—percent limitation, (1) contributions of capital gain
property to public charities generally may be deducted up to 30

62Secs. 170(c)(3)—(5).
63Sec. 170(c)(1).

64 Secs. 170(b) and (e).
65Sec. 170(a).

66 Sec. 170(f)(8).
67Sec. 6115.
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percent of the taxpayer’s contribution base, (2) contributions of
cash to private foundations and certain other charitable organiza-
tions generally may be deducted up to 30 percent of the taxpayer’s
contribution base, and (3) contributions of capital gain property to
private foundations and certain other charitable organizations gen-
erally may be deducted up to 20 percent of the taxpayer’s contribu-
tion base.

Contributions by individuals in excess of the 50-percent, 30-
percent, and 20-percent limits may be carried over and deducted
over the next five taxable years, subject to the relevant percentage
limitations on the deduction in each of those years.

In addition to the percentage limitations imposed specifically
on charitable contributions, present law imposes a reduction on
most itemized deductions, including charitable contribution deduc-
tions, for taxpayers with adjusted gross income in excess of a
threshold amount, which is indexed annually for inflation. The
threshold amount for 2006 is $150,500 ($75,250 for married indi-
viduals filing separate returns). For those deductions that are sub-
ject to the limit, the total amount of itemized deductions is reduced
by three percent of adjusted gross income over the threshold
amount, but not by more than 80 percent of itemized deductions
subject to the limit. Beginning in 2006, the overall limitation on
itemized deductions phases-out for all taxpayers. The overall limi-
tation on itemized deductions is reduced by one-third in taxable
years beginning in 2006 and 2007, and by two-thirds in taxable
years beginning in 2008 and 2009. The overall limitation on
itemized deductions is eliminated for taxable years beginning after
December 31, 2009; however, this elimination of the limitation sun-
sets on December 31, 2010.

In general, a charitable deduction is not allowed for income, es-
tate, or gift tax purposes if the donor transfers an interest in prop-
erty to a charity (e.g., a remainder) while also either retaining an
interest in that property (e.g., an income interest) or transferring
an interest in that property to a noncharity for less than full and
adequate consideration.6® Exceptions to this general rule are pro-
vided for, among other interests, remainder interests in charitable
remainder annuity trusts, charitable remainder unitrusts, and
pooled income funds, and present interests in the form of a guaran-
teed annuity or a fixed percentage of the annual value of the prop-
erty.®9 For such interests, a charitable deduction is allowed to the
extent of the present value of the interest designated for a chari-
table organization.

IRA rules

Within limits, individuals may make deductible and non-
deductible contributions to a traditional IRA. Amounts in a tradi-
tional IRA are includible in income when withdrawn (except to the
extent the withdrawal represents a return of nondeductible con-
tributions). Individuals also may make nondeductible contributions
to a Roth IRA. Qualified withdrawals from a Roth IRA are exclud-
able from gross income. Withdrawals from a Roth IRA that are not

68 Secs. 170(f), 2055(e)(2), and 2522(c)(2).
69 Sec. 170(f)(2).
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qualified withdrawals are includible in gross income to the extent
attributable to earnings. Includible amounts withdrawn from a tra-
ditional TRA or a Roth IRA before attainment of age 59% are sub-
ject to an additional 10-percent early withdrawal tax, unless an ex-
ception applies. Under present law, minimum distributions are re-
quired to be made from tax-favored retirement arrangements, in-
cluding TRAs. Minimum required distributions from a traditional
IRA must generally begin by the April 1 of the calendar year fol-
lowing the year in which the IRA owner attains age 70%2.70

If an individual has made nondeductible contributions to a tra-
ditional IRA, a portion of each distribution from an IRA is non-
taxable until the total amount of nondeductible contributions has
been received. In general, the amount of a distribution that is non-
taxable is determined by multiplying the amount of the distribu-
tion by the ratio of the remaining nondeductible contributions to
the account balance. In making the calculation, all traditional IRAs
of an individual are treated as a single IRA, all distributions dur-
ing any taxable year are treated as a single distribution, and the
value of the contract, income on the contract, and investment in
the contract are computed as of the close of the calendar year.

In the case of a distribution from a Roth IRA that is not a
qualified distribution, in determining the portion of the distribution
attributable to earnings, contributions and distributions are
deemed to be distributed in the following order: (1) regular Roth
IRA contributions; (2) taxable conversion contributions;?! (3) non-
taxable conversion contributions; and (4) earnings. In determining
the amount of taxable distributions from a Roth IRA, all Roth IRA
distributions in the same taxable year are treated as a single dis-
tribution, all regular Roth IRA contributions for a year are treated
as a single contribution, and all conversion contributions during
the year are treated as a single contribution.

Distributions from an IRA (other than a Roth IRA) are gen-
erally subject to withholding unless the individual elects not to
have withholding apply.”2 Elections not to have withholding apply
are to be made in the time and manner prescribed by the Sec-
retary.

Split-interest trust filing requirements

Split-interest trusts, including charitable remainder annuity
trusts, charitable remainder unitrusts, and pooled income funds,
are required to file an annual information return (Form 1041A).73
Trusts that are not split-interest trusts but that claim a charitable
deduction for amounts permanently set aside for a charitable pur-
pose’® also are required to file Form 1041A. The returns are re-
quired to be made publicly available.”> A trust that is required to
distribute all trust net income currently to trust beneficiaries in a
taxable year is exempt from this return requirement for such tax-

70 Minimum distribution rules also apply in the case of distributions after the death of a tradi-
tional or Roth IRA owner.

;; gonversion contributions refer to conversions of amounts in a traditional IRA to a Roth IRA.

ec. 3405.

73Sec. 6034. This requirement applies to all split-interest trusts described in section
4947(a)(2).

74 Sec. 642(c).

75 Sec. 6104(b).
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able year. A failure to file the required return may result in a pen-
alty on the trust of $10 a day for as long as the failure continues,
up to a maximum of $5,000 per return.

In addition, split-interest trusts are required to file annually
Form 5227.76 Form 5227 requires disclosure of information regard-
ing a trust’s noncharitable beneficiaries. The penalty for failure to
file this return is calculated based on the amount of tax owed. A
split-interest trust generally is not subject to tax and therefore, in
general, a penalty may not be imposed for the failure to file Form
5227. Form 5227 is not required to be made publicly available.

HOUSE BILL
No provision.
SENATE AMENDMENT

Qualified charitable distributions from IRAs

The provision provides an exclusion from gross income for oth-
erwise taxable IRA distributions from a traditional or a Roth IRA
in the case of qualified charitable distributions.”” Special rules
apply in determining the amount of an IRA distribution that is oth-
erwise taxable. The present-law rules regarding taxation of IRA
distributions and the deduction of charitable contributions continue
to apply to distributions from an IRA that are not qualified chari-
table distributions. Qualified charitable distributions are taken into
account for purposes of the minimum distribution rules applicable
to traditional TRAs to the same extent the distribution would have
been taken into account under such rules had the distribution not
been directly distributed under the provision. An IRA does not fail
to qualify as an IRA merely because qualified charitable distribu-
tions have been made from the IRA. It is intended that the Sec-
retary will prescribe rules under which IRA owners are deemed to
elect out of withholding if they designate that a distribution is in-
tended to be a qualified charitable distribution.

A qualified charitable distribution is any distribution from an
IRA that is made after December 31, 2005, and before January 1,
2008, directly by the IRA trustee either to (1) an organization to
which deductible contributions can be made (a “direct distribution”)
or (2) a “split-interest entity.” A split-interest entity means a chari-
table remainder annuity trust or charitable remainder unitrust (to-
gether referred to as a “charitable remainder trust”), a pooled in-
come fund, or a charitable gift annuity. Direct distributions are eli-
gible for the exclusion only if made on or after the date the IRA
owner attains age 70%2. Distributions to a split interest entity are
eligible for the exclusion only if made on or after the date the IRA
owner attains age 59%2. In the case of distributions to split-interest
distributions, no person may hold an income interest in the
amounts in the split-interest entity attributable to the charitable
distribution other than the IRA owner, the IRA owner’s spouse, or
a charitable organization.

76 Sec. 6011; Treas. Reg. sec. 53.6011-1(d).
77The provision does not apply to distributions from employer-sponsored retirements plans,
including SIMPLE IRAs and simplified employee pensions (“SEPs”).
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The exclusion applies to direct distributions only if a charitable
contribution deduction for the entire distribution otherwise would
be allowable (under present law), determined without regard to the
generally applicable percentage limitations. Thus, for example, if
the deductible amount is reduced because of a benefit received in
exchange, or if a deduction is not allowable because the donor did
not obtain sufficient substantiation, the exclusion is not available
with respect to any part of the IRA distribution. Similarly, the ex-
clusion applies in the case of a distribution directly to a split-inter-
est entity only if a charitable contribution deduction for the entire
present value of the charitable interest (for example, a remainder
interest) otherwise would be allowable, determined without regard
to the generally applicable percentage limitations.

If the IRA owner has any IRA that includes nondeductible con-
tributions, a special rule applies in determining the portion of a
distribution that is includible in gross income (but for the provi-
sion) and thus is eligible for qualified charitable distribution treat-
ment. Under the special rule, the distribution is treated as con-
sisting of income first, up to the aggregate amount that would be
includible in gross income (but for the provision) if the aggregate
balance of all IRAs having the same owner were distributed during
the same year. In determining the amount of subsequent IRA dis-
tributions includible in income, proper adjustments are to be made
to reflect the amount treated as a qualified charitable distribution
under the special rule.

Special rules apply for distributions to split-interest entities.
For distributions to charitable remainder trusts, the provision pro-
vides that subsequent distributions from the charitable remainder
trust are treated as ordinary income in the hands of the bene-
ficiary, notwithstanding how such amounts normally are treated
under section 664(b). In addition, for a charitable remainder trust
to be eligible to receive qualified charitable distributions, the chari-
table remainder trust has to be funded exclusively by such dis-
tributions. For example, an IRA owner may not make qualified
charitable distributions to an existing charitable remainder trust
any part of which was funded with assets that were not qualified
charitable distributions.

Under the provision, a pooled income fund is eligible to receive
qualified charitable distributions only if the fund accounts sepa-
rately for amounts attributable to such distributions. In addition,
all distributions from the pooled income fund that are attributable
to qualified charitable distributions are treated as ordinary income
to the beneficiary. Qualified charitable distributions to a pooled in-
come fund are not includible in the fund’s gross income.

In determining the amount includible in gross income by rea-
son of a payment from a charitable gift annuity purchased with a
qualified charitable distribution from an IRA, the portion of the
distribution from the IRA used to purchase the annuity is not an
investment in the annuity contract.

Any amount excluded from gross income by reason of the pro-
vision is not taken into account in determining the deduction for
charitable contributions under section 170.
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Qualified charitable distribution examples

The following examples illustrate the determination of the por-
tion of an IRA distribution that is a qualified charitable distribu-
tion and the application of the special rules for a qualified chari-
table distribution to a split-interest entity. In each example, it is
assumed that the requirements for qualified charitable distribution
treatment are otherwise met (e.g., the applicable age requirement
and the requirement that contributions are otherwise deductible)
and that no other IRA distributions occur during the year.

Example 1.—Individual A has a traditional IRA with a balance
of $100,000, consisting solely of deductible contributions and earn-
ings. Individual A has no other IRA. The entire IRA balance is dis-
tributed in a direct distribution to a charitable organization. Under
present law, the entire distribution of $100,000 would be includible
in Individual A’s income. Accordingly, under the provision, the en-
tire distribution of $100,000 is a qualified charitable distribution.
As a result, no amount is included in Individual A’s income as a
result of the distribution and the distribution is not taken into ac-
count in determining the amount of Individual A’s charitable de-
duction for the year.

Example 2.—The facts are the same as in Example 1, except
that the entire IRA balance of $100,000 is distributed to a chari-
table remainder unitrust, which contains no other assets and which
must be funded exclusively by qualified charitable distributions.
Under the terms of the trust, Individual A is entitled to receive five
percent of the net fair market value of the trust assets each year.
As explained in Example 1, the entire $100,000 distribution is a
qualified charitable distribution, no amount is included in Indi-
vidual A’s income as a result of the distribution, and the distribu-
tion is not taken into account in determining the amount of Indi-
vidual A’s charitable deduction for the year. In addition, under a
special rule in the provision for charitable remainder trusts, any
distribution from the charitable remainder unitrust to Individual A
is includible in gross income as ordinary income, regardless of the
character of the distribution under the usual rules for the taxation
of distributions from such a trust.

Example 3.—Individual B has a traditional IRA with a balance
of $100,000, consisting of $20,000 of nondeductible contributions
and $80,000 of deductible contributions and earnings. Individual B
has no other IRA. In a direct distribution to a charitable organiza-
tion, $80,000 is distributed from the IRA. Under present law, a por-
tion of the distribution from the IRA would be treated as a non-
taxable return of nondeductible contributions. The nontaxable por-
tion of the distribution would be $16,000, determined by multi-
plying the amount of the distribution ($80,000) by the ratio of the
nondeductible contributions to the account balance ($20,000/
$100,000). Accordingly, under present law, $64,000 of the distribu-
tion ($80,000 minus $16,000) would be includible in Individual B’s
income.

Under the provision, notwithstanding the present-law tax
treatment of IRA distributions, the distribution is treated as con-
sisting of income first, up to the total amount that would be includ-
ible in gross income (but for the provision) if all amounts were dis-
tributed from all IRAs otherwise taken into account in determining
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the amount of IRA distributions. The total amount that would be
includible in income if all amounts were distributed from the IRA
is $80,000. Accordingly, under the provision, the entire $80,000 dis-
tributed to the charitable organization is treated as includible in
income (before application of the provision) and is a qualified chari-
table distribution. As a result, no amount is included in Individual
B’s income as a result of the distribution and the distribution is not
taken into account in determining the amount of Individual B’s
charitable deduction for the year. In addition, for purposes of deter-
mining the tax treatment of other distributions from the IRA,
$20,000 of the amount remaining in the IRA is treated as Indi-
vidual B’s nondeductible contributions (i.e., not subject to tax upon
distribution).

Split-interest trust filing requirements

The provision increases the penalty on split-interest trusts for
failure to file a return and for failure to include any of the informa-
tion required to be shown on such return and to show the correct
information. The penalty is $20 for each day the failure continues
up to $10,000 for any one return. In the case of a split-interest
trust with gross income in excess of $250,000, the penalty is $100
for each day the failure continues up to a maximum of $50,000. In
addition, if a person (meaning any officer, director, trustee, em-
ployee, or other individual who is under a duty to file the return
or include required information)?® knowingly failed to file the re-
turn or include required information, then that person is personally
liable for such a penalty, which would be imposed in addition to the
penalty that is paid by the organization. Information regarding
beneficiaries that are not charitable organizations as described in
section 170(c) is exempt from the requirement to make information
publicly available. In addition, the provision repeals the present-
law exception to the filing requirement for split-interest trusts that
are required in a taxable year to distribute all net income currently
to beneficiaries. Such exception remains available to trusts other
than split-interest trusts that are otherwise subject to the filing re-
quirement.

Effective date

The provision relating to qualified charitable distributions is
effective for distributions made in taxable years beginning after
December 31, 2005, and before January 1, 2008. The provision re-
lating to information returns of split-interest trusts is effective for
returns for taxable years beginning after December 31, 2005.

CONFERENCE AGREEMENT

The conference agreement does not include the Senate amend-
ment provision.

78 Sec. 6652(c)(4)(C).
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3. Charitable deduction for contributions of food inventory (sec. 203
of the Senate amendment and sec. 170 of the Code)

PRESENT LAW

Under present law, a taxpayer’s deduction for charitable con-
tributions of inventory generally is limited to the taxpayer’s basis
(typically, cost) in the inventory, or if less the fair market value of
the inventory.

For certain contributions of inventory, C corporations may
claim an enhanced deduction equal to the lesser of (1) basis plus
one-half of the item’s appreciation (i.e., basis plus one half of fair
market value in excess of basis) or (2) two times basis (sec.
170(e)(3)). In general, a C corporation’s charitable contribution de-
ductions for a year may not exceed 10 percent of the corporation’s
taxable income (sec. 170(b)(2)). To be eligible for the enhanced de-
duction, the contributed property generally must be inventory of
the taxpayer, contributed to a charitable organization described in
section 501(c)(3) (except for private nonoperating foundations), and
the donee must (1) use the property consistent with the donee’s ex-
empt purpose solely for the care of the ill, the needy, or infants,
(2) not transfer the property in exchange for money, other property,
or services, and (3) provide the taxpayer a written statement that
the donee’s use of the property will be consistent with such require-
ments. In the case of contributed property subject to the Federal
Food, Drug, and Cosmetic Act, the property must satisfy the appli-
cable requirements of such Act on the date of transfer and for 180
days prior to the transfer.

A donor making a charitable contribution of inventory must
make a corresponding adjustment to the cost of goods sold by de-
creasing the cost of goods sold by the lesser of the fair market
value of the property or the donor’s basis with respect to the inven-
tory (Treas. Reg. sec. 1.170A—4A(c)(3)). Accordingly, if the allowable
charitable deduction for inventory is the fair market value of the
inventory, the donor reduces its cost of goods sold by such value,
with the result that the difference between the fair market value
and the donor’s basis may still be recovered by the donor other
than as a charitable contribution.

To use the enhanced deduction, the taxpayer must establish
that the fair market value of the donated item exceeds basis. The
valuation of food inventory has been the subject of disputes be-
tween taxpayers and the IRS.7?

Under the Katrina Emergency Tax Relief Act of 2005, any tax-
payer, whether or not a C corporation, engaged in a trade or busi-
ness is eligible to claim the enhanced deduction for certain dona-
tions made after August 28, 2005, and before January 1, 2006, of
food inventory. For taxpayers other than C corporations, the total
deduction for donations of food inventory in a taxable year gen-
erally may not exceed 10 percent of the taxpayer’s net income for
such taxable year from all sole proprietorships, S corporations, or
partnerships (or other entity that is not a C corporation) from
which contributions of “apparently wholesome food” are made. “Ap-

79 Lucky Stores Inc. v. Commissioner, 105 T.C. 420 (1995) (holding that the value of surplus
bread inventory donated to charity was the full retail price of the bread rather than half the
retail price, as the IRS asserted).
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parently wholesome food” is defined as food intended for human
consumption that meets all quality and labeling standards imposed
by Federal, State, and local laws and regulations even though the
food may not be readily marketable due to appearance, age,
freshness, grade, size, surplus, or other conditions.

HOUSE BILL
No provision.
SENATE AMENDMENT

Extension of Katrina Emergency Tax Relief Act of 2005

The provision extends the provision enacted as part of the
Katrina Emergency Tax Relief Act of 2005. As under such Act,
under the provision, any taxpayer, whether or not a C corporation,
engaged in a trade or business is eligible to claim the enhanced de-
duction for donations of food inventory. For taxpayers other than
C corporations, the total deduction for donations of food inventory
in a taxable year generally may not exceed 10 percent of the tax-
payer’s net income for such taxable year from all sole proprietor-
ships, S corporations, or partnerships (or other non C corporation)
from which contributions of apparently wholesome food are made.
For example, as under the Katrina Emergency Tax Relief Act of
2005, if a taxpayer is a sole proprietor, a shareholder in an S cor-
poration, and a partner in a partnership, and each business makes
charitable contributions of food inventory, the taxpayer’s deduction
for donations of food inventory is limited to 10 percent of the tax-
payer’s net income from the sole proprietorship and the taxpayer’s
interests in the S corporation and partnership. However, if only the
sole proprietorship and the S corporation made charitable contribu-
tions of food inventory, the taxpayer’s deduction would be limited
to 10 percent of the net income from the trade or business of the
sole proprietorship and the taxpayer’s interest in the S corporation,
but not the taxpayer’s interest in the partnership.8°

Under the provision, the enhanced deduction for food is avail-
able only for food that qualifies as “apparently wholesome food.”
“Apparently wholesome food” is defined as it is defined under the
Katrina Emergency Tax Relief Act of 2005.

Modifications to enhanced deduction for food inventory

Under the provision, for purposes of calculating the enhanced
deduction, taxpayers that do not account for inventories under sec-
tion 471 and that are not required to capitalize indirect costs under
section 263A are able to elect to treat the basis of the contributed
food as being equal to 25 percent of the food’s fair market value.81

80The 10 percent limitation does not affect the application of the generally applicable percent-
age limitations. For example, if 10 percent of a sole proprietor’s net income from the proprietor’s
trade or business was greater than 50 percent of the proprietor’s contribution base, the available
deduction for the taxable year (with respect to contributions to public charities) would be 50
percent of the proprietor’s contribution base. Consistent with present law, such contributions
may be carried forward because they exceed the 50 percent limitation. Contributions of food in-
ventory by a taxpayer that is not a C corporation that exceed the 10 percent limitation but not
the 50 percent limitation could not be carried forward.

81This includes, for example, taxpayers who are eligible for administrative relief under Rev-
enue Procedures 2002—28 and 2001-10.
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The provision changes the amount of the enhanced deduction
for eligible contributions of food inventory to the lesser of fair mar-
ket value or twice the taxpayer’s basis in the inventory. For exam-
ple, a taxpayer who makes an eligible donation of food that has a
fair market value of $10 and a basis of $4 could take a deduction
of $8 (twice basis). If the taxpayer’s basis is $6 instead of $4, then
the deduction would be $10 (fair market value). By contrast, under
present law, a C corporation’s deduction in the first example would
be $7 (fair market value less half the appreciation) and in the sec-
ond example would be $8. (Except for contributions made after Au-
gust 28, 2005, and before January 1, 2006, taxpayers other than C
corporations generally could take a deduction for a contribution of
food inventory only for the $4 basis in either example.)

The provision provides that the fair market value of donated
apparently wholesome food that cannot or will not be sold solely
due to internal standards of the taxpayer or lack of market is de-
termined without regard to such internal standards or lack of mar-
ket and by taking into account the price at which the same or sub-
stantially the same food items (as to both type and quality) are sold
by the taxpayer at the time of the contribution or, if not so sold
at such time, in the recent past.

Effective date

The provision is effective for contributions made in taxable
years beginning after December 31, 2005, and before January 1,
2008.

CONFERENCE AGREEMENT

The conference agreement does not include the Senate amend-
ment provision.

4. Basis adjustment to stock of S corporation contributing property
(sec. 204 of the Senate amendment and sec. 1367 of the Code)

PRESENT LAW

Under present law, if an S corporation contributes money or
other property to a charity, each shareholder takes into account the
shareholder’s pro rata share of the contribution in determining its
own income tax liability.82 A shareholder of an S corporation re-
duces the basis in the stock of the S corporation by the amount of
the charitable contribution that flows through to the shareholder.83

HOUSE BILL
No provision.
SENATE AMENDMENT

The provision provides that the amount of a shareholder’s
basis reduction in the stock of an S corporation by reason of a char-
itable contribution made by the corporation will be equal to the

82Sec. 1366(a)(1)(A).
83 Sec. 1367(a)(2)(B).
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shareholder’s pro rata share of the adjusted basis of the contrib-
uted property.54

Thus, for example, assume an S corporation with one indi-
vidual shareholder makes a charitable contribution of stock with a
basis of $200 and a fair market value of $500. The shareholder will
be treated as having made a $500 charitable contribution (or a less-
er amount if the special rules of section 170(e) apply), and will re-
duce the basis of the S corporation stock by $200.85

Effective date.—The provision applies to contributions made in
taxable years beginning after December 31, 2005, and before Janu-
ary 1, 2008.

CONFERENCE AGREEMENT

The conference agreement does not include the Senate amend-
ment provision.

5. Charitable deduction for contributions of book inventory (sec.
205 of the Senate amendment and sec. 170 of the Code)

PRESENT LAW

Under present law, a taxpayer’s deduction for charitable con-
tributions of inventory generally is limited to the taxpayer’s basis
(typically, cost) in the inventory, or if less the fair market value of
the inventory.

For certain contributions of inventory, C corporations may
claim an enhanced deduction equal to the lesser of (1) basis plus
one-half of the item’s appreciation (i.e., basis plus one half of fair
market value in excess of basis) or (2) two times basis (sec.
170(e)(3)). In general, a C corporation’s charitable contribution de-
ductions for a year may not exceed 10 percent of the corporation’s
taxable income (sec. 170(b)(2)). To be eligible for the enhanced de-
duction, the contributed property generally must be inventory of
the taxpayer, contributed to a charitable organization described in
section 501(c)(3) (except for private nonoperating foundations), and
the donee must (1) use the property consistent with the donee’s ex-
empt purpose solely for the care of the ill, the needy, or infants,
(2) not transfer the property in exchange for money, other property,
or services, and (3) provide the taxpayer a written statement that
the donee’s use of the property will be consistent with such require-
ments. In the case of contributed property subject to the Federal
Food, Drug, and Cosmetic Act, the property must satisfy the appli-
cable requirements of such Act on the date of transfer and for 180
days prior to the transfer.

A donor making a charitable contribution of inventory must
make a corresponding adjustment to the cost of goods sold by de-
creasing the cost of goods sold by the lesser of the fair market
value of the property or the donor’s basis with respect to the inven-
tory (Treas. Reg. sec. 1.170A—4A(c)(3)). Accordingly, if the allowable
charitable deduction for inventory is the fair market value of the
inventory, the donor reduces its cost of goods sold by such value,

84See Rev. Rul. 96-11 (1996-1 C.B. 140) for a rule reaching a similar result in the case of
charitable contributions made by a partnership.
85This example assumes that basis of the S corporation stock (before reduction) is at least

$200
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with the result that the difference between the fair market value
and the donor’s basis may still be recovered by the donor other
than as a charitable contribution.

To use the enhanced deduction, the taxpayer must establish
that the fair market value of the donated item exceeds basis.

The Katrina Emergency Tax Relief Act of 2005 extended the
present-law enhanced deduction for C corporations to certain quali-
fied book contributions made after August 28, 2005, and before
January 1, 2006. For such purposes, a qualified book contribution
means a charitable contribution of books to a public school that
provides elementary education or secondary education (kinder-
garten through grade 12) and that is an educational organization
that normally maintains a regular faculty and curriculum and nor-
mally has a regularly enrolled body of pupils or students in attend-
ance at the place where its educational activities are regularly car-
ried on. The enhanced deduction under the Katrina Emergency Tax
Relief Act of 2005 is not allowed unless the donee organization cer-
tifies in writing that the contributed books are suitable, in terms
of currency, content, and quantity, for use in the donee’s edu-
cational programs and that the donee will use the books in such
educational programs.

HOUSE BILL
No provision.
SENATE AMENDMENT

The provision modifies the present-law enhanced deduction for
C corporations so that it is equal to the lesser of fair market value
or twice the taxpayer’s basis in the case of qualified book contribu-
tions. The provision provides that the fair market value for this
purpose is determined by reference to a bona fide published market
price for the book. Under the provision, a bona fide published mar-
ket price of a book is a price of a book, determined using the same
printing and same edition, published within seven years preceding
the contribution, determined as a result of an arm’s length trans-
action, and for which the book was customarily sold. For example,
a publisher’s listed retail price for a book would not meet the
standard if the publisher could not demonstrate to the satisfaction
of the Secretary that the price was one at which the book was cus-
tomarily sold and was the result of an arm’s length transaction. If
a publisher entered into a contract with a local school district to
sell newly published textbooks six years prior to making a qualified
book contribution of such textbooks, the publisher could use as a
bona fide published market price, the price at which such books
regularly were sold to the school district under the contract. By
contrast, if a publisher listed in a catalogue or elsewhere a “sug-
gested retail price,” but books were not in fact customarily sold at
such price, the publisher could not use the “suggested retail price”
to determine the fair market value of the book for purposes of the
enhanced deduction. Thus, in general, a bona fide published mar-
ket price must be independently verifiable by reference to actual
sales within the seven-year period preceding the contribution, and
not to a publisher’s own price list.
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As an illustration of the mechanics of calculating the enhanced
deduction under the provision, a C corporation that made a quali-
fied book contribution with a bona fide published market price of
$10 and a basis of $4 could take a deduction of $8 (twice basis).
If the taxpayer’s basis is $6 instead of $4, then the deduction is
$10. Also, in such latter case, if the book’s bona fide published mar-
ket price was $5 at the time of the contribution but was $10 five
years before the contribution, then the deduction is $10.

A qualified book contribution means a charitable contribution
of books to: (1) an educational organization that normally main-
tains a regular faculty and curriculum and normally has a regu-
larly enrolled body of pupils or students in attendance at the place
where its educational activities are regularly carried on; (2) a pub-
lic library; or (3) an organization described in section 501(c)(3) (ex-
cept for private nonoperating foundations), that is organized pri-
marily to make books available to the general public at no cost or
to operate a literacy program. The donee must: (1) use the property
consistent with the donee’s exempt purpose; (2) not transfer the
property in exchange for money, other property, or services; and (3)
provide the taxpayer a written statement that the donee’s use of
the property will be consistent with such requirements and also
that the books are suitable, in terms of currency, content, and
quantity, for use in the donee’s educational programs and that the
donee will use the books in such educational programs.

Effective date.—The provision is effective for contributions
made in taxable years beginning after December 31, 2005, and be-
fore January 1, 2008.

CONFERENCE AGREEMENT

The conference agreement does not include the Senate amend-
ment provision.

6. Modify tax treatment of certain payments to controlling exempt
organizations and public disclosure of information relating to
UBIT (sec. 206 of the Senate amendment and secs. 512, 6011,
6104, and new sec. 6720C of the Code)

PRESENT LAW

Payments to controlling exempt organizations

In general, interest, rents, royalties, and annuities are ex-
cluded from the unrelated business income of tax-exempt organiza-
tions. However, section 512(b)(13) generally treats otherwise ex-
cluded rent, royalty, annuity, and interest income as unrelated
business income if such income is received from a taxable or tax-
exempt subsidiary that is 50 percent controlled by the parent tax-
exempt organization. In the case of a stock subsidiary, “control”
means ownership by vote or value of more than 50 percent of the
stock. In the case of a partnership or other entity, control means
ownership of more than 50 percent of the profits, capital or bene-
ficial interests. In addition, present law applies the constructive
ownership rules of section 318 for purposes of section 512(b)(13).
Thus, a parent exempt organization is deemed to control any sub-
sidiary in which it holds more than 50 percent of the voting power



115

or value, directly (as in the case of a first-tier subsidiary) or indi-
rectly (as in the case of a second-tier subsidiary).

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

The Taxpayer Relief Act of 1997 (the “1997 Act”) made several
modifications to the control requirement of section 512(b)(13). In
order to provide transitional relief, the changes made by the 1997
Act do not apply to any payment received or accrued during the
first two taxable years beginning on or after the date of enactment
of the 1997 Act (August 5, 1997) if such payment is received or ac-
crued pursuant to a binding written contract in effect on June 8,
1997, and at all times thereafter before such payment (but not pur-
suant to any contract provision that permits optional accelerated
payments).

Public disclosure of returns

In general, an organization described in section 501(c) or (d) is
required to make available for public inspection a copy of its an-
nual information return (Form 990) and exemption application ma-
terials.86 A penalty may be imposed on any person who does not
make an organization’s annual returns or exemption application
materials available for public inspection. The penalty amount is
$20 for each day during which a failure occurs. If more than one
person fails to comply, each person is jointly and severally liable
for the full amount of the penalty. The maximum penalty that may
be imposed on all persons for any one annual return is $10,000.
There is no maximum penalty amount for failing to make exemp-
tion application materials available for public inspection. Any per-
son who willfully fails to comply with the public inspection require-
ments is subject to an additional penalty of $5,000.87

These requirements do not apply to an organization’s annual
return for unrelated business income tax (generally Form 990-T).88

HOUSE BILL
No provision.
SENATE AMENDMENT

Payments to controlling exempt organizations

The provision provides that the general rule of section
512(b)(13), which includes interest, rent, annuity, or royalty pay-
ments made by a controlled entity to a tax-exempt organization in
the latter organization’s unrelated business income to the extent
the payment reduces the net unrelated income (or increases any
net unrelated loss) of the controlled entity, applies only to the por-
tion of payments received or accrued in a taxable year that exceed

86 Sec. 6104(d).
87 Sec. 6685.
88 Treas. Reg. sec. 301.6104(d)-1(b)(4)(ii).
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the amount of the specified payment that would have been paid or
accrued if such payment had been determined under the principles
of section 482. Thus, if a payment of rent by a controlled subsidiary
to its tax-exempt parent organization exceeds fair market value,
the excess amount of such payment over fair market value (as de-
termined in accordance with section 482) is included in the parent
organization’s unrelated business income, to the extent that such
excess reduced the net unrelated income (or increased any net un-
related loss) of the controlled entity (determined as if the entity
were tax exempt). In addition, the provision imposes a 20-percent
penalty on the larger of such excess determined without regard to
any amendment or supplement to a return of tax, or such excess
determined with regard to all such amendments and supplements.

The provision provides that if modifications to section
512(b)(13) made by the 1997 Act did not apply to a contract be-
cause of the transitional relief provided by the 1997 Act, then such
modifications also do not apply to amounts received or accrued
under such contract before January 1, 2001.

Require public availability of unrelated business income tax returns

The provision extends the present-law public inspection and
disclosure requirements and penalties applicable to the Form 990
to the unrelated business income tax return (Form 990-T) of orga-
nizations described in section 501(c)(3). The provision provides that
certain information may be withheld by the organization from pub-
lic disclosure and inspection if public availability would adversely
affect the organization, similar to the information that may be
withheld under present law with respect to applications for tax ex-
emption and the Form 990 (e.g., information relating to a trade se-
cret, patent, process, style of work, or apparatus of the organiza-
tion, if the Secretary determines that public disclosure of such in-
formation would adversely affect the organization).

Require a UBIT certification for certain large charitable organiza-
tions

Under the provision, a charitable organization that has annual
total gross income and receipts (including, e.g., contributions and
grants, program service revenue, investment income, and revenues
from an unrelated trade or business or other sources) or gross as-
sets of at least $10 million on the last day of the taxable year must
include with its Form 990 and Form 990-T filings (if any) a state-
ment by an independent auditor or an independent counsel that (1)
contains a certification that the information contained in the return
has been reviewed by the auditor or counsel and, to the best of his
or her knowledge, is accurate; (2) to the best of the auditor’s or
counsel’s knowledge, the allocation of expenses between the exempt
and the unrelated business income activities of the organization
comply with the requirements set forth by the Secretary under sec-
tion 512; and (3) indicates whether the auditor or counsel has pro-
vided a tax opinion to the organization regarding the classification
of any trade or business of the organization as an unrelated trade
or business or the treatment of any income as unrelated business
taxable income and a description of any material facts with respect
to any such opinion.
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Failure to file the required statement results in a penalty, im-
posed on the organization, of one half of one percent (0.5 percent)
of the organization’s total gross revenues for the taxable year, ex-
cluding revenues from contributions and grants. No penalty is im-
posed with respect to any failure that is due to reasonable cause.

Effective date.—The provision related to payments to control-
ling organizations applies to payments received or accrued after
December 31, 2000. The public availability requirements of the pro-
vision apply to returns filed after the date of enactment. The cer-
tification requirement applies to returns for taxable years begin-
ning after the date of enactment.

CONFERENCE AGREEMENT

The conference agreement does not include the Senate amend-
ment provision.

7. Encourage contributions of real property made for conservation
purposes (sec. 207 of the Senate amendment and sec. 170 of
the Code)

PRESENT LAW

Charitable contributions generally

In general, a deduction is permitted for charitable contribu-
tions, subject to certain limitations that depend on the type of tax-
payer, the property contributed, and the donee organization. The
amount of deduction generally equals the fair market value of the
contributed property on the date of the contribution. Charitable de-
ductions are provided for income, estate, and gift tax purposes.8°

In general, in any taxable year, charitable contributions by a
corporation are not deductible to the extent the aggregate contribu-
tions exceed 10 percent of the corporation’s taxable income com-
puted without regard to net operating or capital loss carrybacks.
For individuals, the amount deductible is a percentage of the tax-
payer’s contribution base, which is the taxpayer’s adjusted gross in-
come computed without regard to any net operating loss carryback.
The applicable percentage of the contribution base varies depend-
ing on the type of donee organization and property contributed.
Cash contributions of an individual taxpayer to public charities,
private operating foundations, and certain types of private nonop-
erating foundations may not exceed 50 percent of the taxpayer’s
contribution base. Cash contributions to private foundations and
certain other organizations generally may be deducted up to 30
percent of the taxpayer’s contribution base.

In general, a charitable deduction is not allowed for income, es-
tate, or gift tax purposes if the donor transfers an interest in prop-
erty to a charity while also either retaining an interest in that
property or transferring an interest in that property to a non-
charity for less than full and adequate consideration. Exceptions to
this general rule are provided for, among other interests, remain-
der interests in charitable remainder annuity trusts, charitable re-
mainder unitrusts, and pooled income funds, present interests in
the form of a guaranteed annuity or a fixed percentage of the an-

89 Secs. 170, 2055, and 2522, respectively.
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nual value of the property, and qualified conservation contribu-
tions.

Capital gain property

Capital gain property means any capital asset or property used
in the taxpayer’s trade or business the sale of which at its fair mar-
ket value, at the time of contribution, would have resulted in gain
that would have been long-term capital gain. Contributions of cap-
ital gain property to a qualified charity are deductible at fair mar-
ket value within certain limitations. Contributions of capital gain
property to charitable organizations described in section
170(b)(1)(A) (e.g., public charities, private foundations other than
private non-operating foundations, and certain governmental units)
generally are deductible up to 30 percent of the taxpayer’s con-
tribution base. An individual may elect, however, to bring all these
contributions of capital gain property for a taxable year within the
50-percent limitation category by reducing the amount of the con-
tribution deduction by the amount of the appreciation in the capital
gain property. Contributions of capital gain property to charitable
organizations described in section 170(b)(1)(B) (e.g., private non-op-
erating foundations) are deductible up to 20 percent of the tax-
payer’s contribution base.

For purposes of determining whether a taxpayer’s aggregate
charitable contributions in a taxable year exceed the applicable
percentage limitation, contributions of capital gain property are
taken into account after other charitable contributions. Contribu-
tions of capital gain property that exceed the percentage limitation
may be carried forward for five years.

Qualified conservation contributions

Qualified conservation contributions are not subject to the
“partial interest” rule, which generally bars deductions for chari-
table contributions of partial interests in property. A qualified con-
servation contribution is a contribution of a qualified real property
interest to a qualified organization exclusively for conservation pur-
poses. A qualified real property interest is defined as: (1) the entire
interest of the donor other than a qualified mineral interest; (2) a
remainder interest; or (3) a restriction (granted in perpetuity) on
the use that may be made of the real property. Qualified organiza-
tions include certain governmental units, public charities that meet
certain public support tests, and certain supporting organizations.
Conservation purposes include: (1) the preservation of land areas
for outdoor recreation by, or for the education of, the general pub-
lic; (2) the protection of a relatively natural habitat of fish, wildlife,
or plants, or similar ecosystem; (3) the preservation of open space
(including farmland and forest land) where such preservation will
yield a significant public benefit and is either for the scenic enjoy-
ment of the general public or pursuant to a clearly delineated Fed-
eral, State, or local governmental conservation policy; and (4) the
preservation of an historically important land area or a certified
historic structure.

Qualified conservation contributions of capital gain property
are subject to the same limitations and carryover rules of other
charitable contributions of capital gain property.
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HOUSE BILL
No provision.
SENATE AMENDMENT

In general

Under the provision, the 30-percent contribution base limita-
tion on contributions of capital gain property by individuals does
not apply to qualified conservation contributions (as defined under
present law). Instead, individuals may deduct the fair market value
of any qualified conservation contribution to an organization de-
scribed in section 170(b)(1)(A) to the extent of the excess of 50-per-
cent of the contribution base over the amount of all other allowable
charitable contributions. These contributions are not taken into ac-
count in determining the amount of other allowable charitable con-
tributions.

Individuals are allowed to carryover any qualified conservation
contributions that exceed the 50-percent limitation for up to 15
years.

For example, assume an individual with a contribution base of
$100 makes a qualified conservation contribution of property with
a fair market value of $80 and makes other charitable contribu-
tions subject to the 50-percent limitation of $60. The individual is
allowed a deduction of $50 in the current taxable year for the non-
conservation contributions (50 percent of the $100 contribution
base) and is allowed to carryover the excess $10 for up to 5 years.
No current deduction is allowed for the qualified conservation con-
tribution, but the entire $80 qualified conservation contribution
may be carried forward for up to 15 years.

Farmers and ranchers

Individuals

In the case of an individual who is a qualified farmer or ranch-
er for the taxable year in which the contribution is made, a quali-
fied conservation contribution is allowable up to 100 percent of the
excess of the taxpayer’s contribution base over the amount of all
other allowable charitable contributions.

In the above example, if the individual is a qualified farmer or
rancher, in addition to the $50 deduction for non-conservation con-
tributions, an additional $50 for the qualified conservation con-
tribution is allowed and $30 may be carried forward for up to 15
years as a contribution subject to the 100-percent limitation.

Corporations

In the case of a corporation (other than a publicly traded cor-
poration) that is a qualified farmer or rancher for the taxable year
in which the contribution is made, any qualified conservation con-
tribution is allowable up to 100 percent of the excess of the cor-
poration’s taxable income (as computed under section 170(b)(2))
over the amount of all other allowable charitable contributions.
Any excess may be carried forward for up to 15 years as a contribu-
tion subject to the 100-percent limitation.
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Definition
A qualified farmer or rancher means a taxpayer whose gross
income from the trade of business of farming (within the meaning
of section 2032A(e)(5)) is greater than 50 percent of the taxpayer’s
gross income for the taxable year.

Effective date.

The provision applies to contributions made in taxable years
beginning after December 31, 2005, and before January 1, 2008.

CONFERENCE AGREEMENT

The conference agreement does not include the Senate amend-
ment provision.

8. Enhanced deduction for charitable contributions of literary, mu-
sical, artistic, and scholarly compositions (sec. 208 of the Sen-
ate amendment and sec. 170 of the Code)

PRESENT LAW

In the case of a charitable contribution of inventory or other
ordinary-income or short-term capital gain property, the amount of
the deduction generally is limited to the taxpayer’s basis in the
property.?0 In the case of a charitable contribution of tangible per-
sonal property, the deduction is limited to the taxpayer’s basis in
such property if the use by the recipient charitable organization is
unrelated to the organization’s tax-exempt purpose. In cases involv-
ing contributions of tangible personal property to a private founda-
tion (other than certain private foundations),®! the amount of the
deduction is limited to the taxpayer’s basis in the property.

Under present law, charitable contributions of literary, musi-
cal, and artistic compositions created or prepared by the donor are
considered ordinary income property and a taxpayer’s deduction of
such property is limited to the taxpayer’s basis (typically, cost) in
the property. A charitable contribution of a literary, musical, or ar-
tistic composition by a person other than the person who created
or prepared the work generally is eligible for a fair market value
deduction if the donee organization’s use of the property is related
to such organization’s exempt purposes.

To be eligible for the deduction, the contribution must be of an
undivided portion of the donor’s entire interest in the property.92
For purposes of the charitable income tax deduction, the copyright
and the work in which the copyright is embodied are not treated
as separate property interests. Accordingly, if a donor owns a work
of art and the copyright to the work of art, a gift of the artwork
without the copyright or the copyright without the artwork will
constitute a gift of a “partial interest” and will not qualify for the
income tax charitable deduction.

HOUSE BILL

No provision.

90 Sec. 170(e)(1).
91Sec. 170(e)(1)(B)(ii).
92 Sec. 170(f)(3).
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SENATE AMENDMENT

The provision provides that a deduction for “qualified artistic
charitable contributions” generally is increased from the value
under present law (generally, basis) to the fair market value of the
property contributed, measured at the time of the contribution.
However, the amount of the increase of the deduction provided by
the provision may not exceed the amount of the donor’s adjusted
gross income for the taxable year attributable to: (1) income from
the sale or use of property created by the personal efforts of the
donor that is of the same type as the donated property; and (2) in-
come from teaching, lecturing, performing, or similar activities with
respect to such property. In addition, the increase to the present-
law deduction provided by the provision may not be carried over
and deducted in other taxable years.

The provision defines a qualified artistic charitable contribu-
tion to mean a charitable contribution of any literary, musical, ar-
tistic, or scholarly composition, or similar property, or the copyright
thereon (or both) that meets certain requirements. First, the con-
tributed property must have been created by the personal efforts
of the donor at least 18 months prior to the date of contribution.
Second, the donor must obtain a qualified appraisal of the contrib-
uted property, a copy of which is required to be attached to the do-
nor’s income tax return for the taxable year in which such con-
tribution is made. The appraisal must include evidence of the ex-
tent (if any) to which property created by the personal efforts of the
taxpayer and of the same type as the donated property is or has
been owned, maintained, and displayed by certain charitable orga-
nizations and sold to or exchanged by persons other than the tax-
payer, donee, or any related person. Third, the contribution must
be made to a public charity or to certain limited types of private
foundations (i.e., an organization described in section 170(b)(1)(A)).
Finally, the use of donated property by the recipient organization
must be related to the organization’s charitable purpose or func-
tion, and the donor must receive a written statement from the or-
ganization verifying such use.

Under the provision, the tangible property and the copyright
on such property are treated as separate properties for purposes of
the “partial interest” rule; thus, a gift of artwork without the copy-
right or a copyright without the artwork does not constitute a gift
of a partial interest and is deductible. Contributions of letters,
memoranda, or similar property that are written, prepared, or pro-
duced by or for an individual while the individual is an officer or
employee of any person (including a government agency or instru-
mentality) do not qualify for a fair market value deduction unless
the contributed property is entirely personal.

Effective date.—The deduction for qualified artistic charitable
contributions applies to contributions made after December 31,
2005, and before January 1, 2008.

CONFERENCE AGREEMENT

The conference agreement does not include the Senate amend-
ment provision.
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9. Mileage reimbursements to charitable volunteers excluded from
gross income (sec. 209 of the Senate amendment and new sec.
139B of the Code)

PRESENT LAW

In general, an itemized deduction is permitted for charitable
contributions, subject to certain limitations that depend on the type
of taxpayer, the property contributed, and the donee organization.
Unreimbursed out-of-pocket expenditures made incident to pro-
viding donated services to a qualified charitable organization—such
as out-of-pocket transportation expenses necessarily incurred in
performing donated services—may qualify as a charitable contribu-
tion.?3 No charitable contribution deduction is allowed for traveling
expenses (including expenses for meals and lodging) while away
from home, whether paid directly or by reimbursement, unless
there is no significant element of personal pleasure, recreation, or
vacation in such travel.94

In determining the amount treated as a charitable contribution
where a taxpayer operates a vehicle to provide donated services to
a charity, the taxpayer either may deduct actual out-of-pocket ex-
penditures or, in the case of a passenger automobile, may use the
charitable standard mileage rate. The charitable standard mileage
rate is set by statute at 14 cents per mile.?> The taxpayer may also
deduct (under either computation method), any parking fees and
tolls incurred in rendering the services, but may not deduct any
amount (regardless of the computation method used) for general re-
pair or maintenance expenses, depreciation, insurance, registration
fees, etc. Regardless of the computation method used, the taxpayer
must keep reliable written records of expenses incurred. For exam-
ple, where a taxpayer uses the charitable standard mileage rate to
determine a deduction, the IRS has stated that the taxpayer gen-
erally must maintain records of miles driven, time, place (or use),
and purpose of the mileage. If the charitable standard mileage rate
is not used to determine the deduction, the taxpayer generally
must maintain reliable written records of actual expenses incurred.

In lieu of actual operating expenses, an optional standard mile-
age rate may be used in computing the deductible costs of business
use of an automobile. The business standard mileage rate is deter-
mined by the IRS and updated periodically. For business use occur-
ring on or after January 1, 2006, the business standard mileage
rate specified by the IRS is 44.5 cents per mile.

The standard mileage rate for charitable purposes is lower
than the standard business rate because the charitable rate covers
only the out-of-pocket operating expenses (including gasoline and
oil) directly related to the use of the automobile in performing the
donated services that a taxpayer may deduct as a charitable con-
tribution. The charitable rate does not include costs that are not
deductible as a charitable contribution such as general repair or
maintenance expenses, depreciation, insurance, and registration
fees. Such costs are, however, included in computing the business
standard mileage rate.

93 Treas. Reg. sec. 1.170A-1(g).
94 Sec. 170(j).
95 Sec. 170(1).
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Volunteer drivers who are reimbursed for mileage expenses
have taxable income to the extent the reimbursement exceeds de-
ductible travel expenses. Employees who are reimbursed for mile-
age expenses under a qualified arrangement that pays a mileage
allowance in lieu of reimbursing actual expenses generally have
taxable income to the extent the reimbursement exceeds the
amount of the business standard mileage rate multiplied by the ac-
tual business miles.

Under section 6041, information reporting generally is required
with respect to payments of $600 or more in any taxable year.

Under the Katrina Emergency Tax Relief Act of 2005, reim-
bursement by an organization described in section 170(c) (including
public charities and private foundations) to a volunteer for the
costs of using a passenger automobile in providing donated services
to charity solely for the provision of relief related to Hurricane
Katrina is excludable from the gross income of the volunteer up to
an amount that does not exceed the business standard mileage rate
prescribed for business use (as periodically adjusted), provided that
recordkeeping requirements applicable to deductible business ex-
penses are satisfied. The Katrina Emergency Tax Relief Act of 2005
does not permit a volunteer to claim a deduction or credit with re-
spect to such amounts excluded. The provision applies for purposes
of use of a passenger automobile during the period beginning on
August 25, 2005, and ending on December 31, 2006.

HOUSE BILL
No provision.
SENATE AMENDMENT

The provision extends the provision enacted as part of the
Katrina Emergency Tax Relief Act of 2005. Under the provision, re-
imbursement by an organization described in section 170(c) (includ-
ing public charities and private foundations) to a volunteer for the
costs of using a passenger automobile in providing donated services
to charity is excludable from the gross income of the volunteer up
to an amount that does not exceed the business standard mileage
rate prescribed for business use (as periodically adjusted), provided
that recordkeeping requirements applicable to deductible business
expenses are satisfied. Unlike the provision enacted as part of the
Katrina Emergency Tax Relief Act of 2005, the provision is not lim-
ited to use solely for the provision of relief related to Hurricane
Katrina. The provision does not permit a volunteer to claim a de-
duction or credit with respect to amounts excluded under the provi-
sion. Information reporting required by section 6041 is not required
with respect to reimbursements excluded under the provision.

Effective date.—The provision applies for taxable years begin-
ning after December 31, 2005, and beginning before January 1,
2008.

CONFERENCE AGREEMENT

The conference agreement does not include the Senate amend-
ment provision.
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10. Alternative percentage limitation for corporate charitable con-
tributions to the mathematics and science partnership program
(sec. 210 of the Senate amendment and sec. 170 of the Code)

PRESENT LAW

Under present law, a corporation is allowed to deduct chari-
table contributions up to 10 percent of the corporation’s modified
taxable income for the year. For this purpose, taxable income is de-
termined without regard to (1) the charitable contributions deduc-
tion, (2) any net operating loss carryback, (3) deductions for divi-
dends received, and (4) any capital loss carryback for the taxable
year.96 Any charitable contribution by a corporation that is not cur-
rently deductible because of the percentage limitation may be car-
ried forward for up to five taxable years.

HOUSE BILL
No provision.
SENATE AMENDMENT

Under the provision, the corporate percentage limitation is ap-
plied separately to eligible mathematics and science contributions
and to all other charitable contributions. In addition, the applicable
percentage limitation for purposes of eligible mathematics and
science contributions is 15 percent; the applicable percentage limi-
tation for all other corporate charitable contributions remains 10
percent.

In general, an eligible mathematics and science contribution is
a charitable contribution (other than a contribution of used equip-
ment) to a qualified partnership for the purpose of an activity de-
scribed in section 2202(c) of the Elementary and Secondary Edu-
cation Act of 1965. Such activities include, for example, creating op-
portunities for enhanced and ongoing professional development of
mathematics and science teachers and promoting strong teaching
skills for mathematics and science teachers and teacher educators.
A qualified partnership is an eligible partnership within the mean-
ing of section 2201(b)(1) of the Elementary and Secondary Edu-
cation Act of 1965, but only to the extent that such partnership
does not include a person other than a person described in section
170(b)(1)(A) (describing organizations to which individuals may
make charitable contributions deductible up to 50 percent of such
individual’s contribution base).

Effective date.—The provision applies for contributions made in
taxable years beginning after December 31, 2005, and beginning
before January 1, 2007.

CONFERENCE AGREEMENT

The conference agreement does not include the Senate amend-
ment provision.

96 Sec. 170(b)(2).
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B. REFORMING CHARITABLE ORGANIZATIONS

1. Tax involvement of accommodation parties in tax-shelter trans-
actions (sec. 211 of the Senate amendment and secs. 6011,
6033, 6652, and new sec. 4965 of the Code)

PRESENT LAW

Disclosure of listed and other reportable transactions by taxpayers

Present law provides that a taxpayer that participates in a re-
portable transaction (including a listed transaction) and that is re-
quired to file a tax return must attach to its return a disclosure
statement in the form prescribed by the Secretary.®? For this pur-
pose, the term taxpayer includes any person, including an indi-
vidual, trust, estate, partnership, association, company, or corpora-
tion.9%8

Under present Treasury regulations, a reportable transaction
includes a listed transaction and five other categories of trans-
actions: (1) confidential transactions, which are transactions offered
to a taxpayer under conditions of confidentiality and for which the
taxpayer has paid an advisor a minimum fee; (2) transactions with
contractual protection, which include transactions for which the
taxpayer or a related party has the right to a full or partial refund
of fees if all or part of the intended tax consequences from the
transaction are not sustained, or for which fees are contingent on
the taxpayer’s realization of tax benefits from the transaction; (3)
loss transactions, which are transactions resulting in the taxpayer
claiming a loss under section 165 that exceeds certain thresholds,
depending upon the type of taxpayer; (4) transactions with a sig-
nificant book-tax difference; and (5) transactions involving a brief
asset holding period.?? A listed transaction means a reportable
transaction which is the same as, or substantially similar to, a
transaction specifically identified by the Secretary as a tax avoid-
ance transaction for purposes of section 6011 (relating to the filing
of returns and statements), and identified by notice, regulation, or
other form of published guidance as a listed transaction.1°0 The
fact that a transaction is a reportable transaction does not affect
the legal determination of whether the taxpayer’s treatment of the
transaction is proper.101 Present law authorizes the Secretary to
define a reportable transaction on the basis of such transaction
being of a type which the Secretary determines as having a poten-
tial for tax avoidance or evasion.102

Treasury regulations provide guidance regarding the deter-
mination of when a taxpayer participates in a transaction for these
purposes.193 A taxpayer has participated in a listed transaction if
the taxpayer’s tax return reflects tax consequences or a tax strat-
egy described in the published guidance that lists the transaction,

97Treas. Reg. sec. 1.6011-4(a).

98 Sec. 7701(a)(1); Treas. Reg. sec. 1.6011-4(c)(1).

99 Treas. Reg. sec. 1.6011-4(b). In Notice 2006—6 (January 6, 2006), the Service indicated that
it was removing transactions with a significant book-tax difference from the categories of report-
able transactions.

100 Sec. 6707A(c)(2); Treas. Reg. sec. 1.6011-4(b)(2).

101 Treas. Reg. sec. 1.6011-4(a).

102 Sec. 6707A(c)(1).

103 Treas. Reg. sec. 1.6011-4(c)(3).
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or if the taxpayer knows or has reason to know that the taxpayer’s
tax benefits are derived directly or indirectly from tax con-
sequences of a tax strategy described in published guidance that
lists a transaction. A taxpayer has participated in a confidential
transaction if the taxpayer’s tax return reflects a tax benefit from
the transaction and the taxpayer’s disclosure of the tax treatment
or tax structure of the transaction is limited under conditions of
confidentiality. A taxpayer has participated in a transaction with
contractual protection if the taxpayer’s tax return reflects a tax
benefit from the transaction, and the taxpayer has the right to the
full or partial refund of fees or the fees are contingent.

Present law provides a penalty for any person who fails to in-
clude on any return or statement any required information with re-
spect to a reportable transaction.l94¢ The penalty applies without
regard to whether the transaction ultimately results in an under-
statement of tax, and applies in addition to any other penalty that
may be imposed.

The penalty for failing to disclose a reportable transaction is
$10,000 in the case of a natural person and $50,000 in any other
case. The amount is increased to $100,000 and $200,000, respec-
tively, if the failure is with respect to a listed transaction. The pen-
alty cannot be waived with respect to a listed transaction. As to re-
portable transactions, the IRS Commissioner may rescind all or a
portion of the penalty if rescission would promote compliance with
the tax laws and effective tax administration.

Disclosure of listed and other reportable transactions by material
advisors

Present law requires each material advisor with respect to any
reportable transaction (including any listed transaction) to timely
file an information return with the Secretary (in such form and
manner as the Secretary may prescribe).195 The information return
must include (1) information identifying and describing the trans-
action, (2) information describing any potential tax benefits ex-
pected to result from the transaction, and (3) such other informa-
tion as the Secretary may prescribe. The return must be filed by
the date specified by the Secretary.

A “material advisor” means any person (1) who provides mate-
rial aid, assistance, or advice with respect to organizing, managing,
promoting, selling, implementing, insuring, or carrying out any re-
portable transaction, and (2) who directly or indirectly derives
gross income in excess of $250,000 ($50,000 in the case of a report-
able transaction substantially all of the tax benefits from which are
provided to natural persons) or such other amount as may be pre-
scribed by the Secretary for such advice or assistance.196

The Secretary may prescribe regulations which provide (1) that
only one material advisor is required to file an information return
in cases in which two or more material advisors would otherwise
be required to file information returns with respect to a particular
reportable transaction, (2) exemptions from the requirements of

104 Sec. 6707A.

105 Sec. 6707(a), as added by the American Jobs Creation Act of 2004, Pub. L. No. 108-357,
sec. 816(a).

106 Sec. 6707(b)(1).
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this section, and (3) other rules as may be necessary or appropriate
to carry out the purposes of this section.107

Present law imposes a penalty on any material advisor who
fails to timely file an information return, or who files a false or in-
complete information return, with respect to a reportable trans-
action (including a listed transaction).198 The amount of the pen-
alty is $50,000. If the penalty is with respect to a listed trans-
action, the amount of the penalty is increased to the greater of (1)
$200,000, or (2) 50 percent of the gross income derived by such per-
son with respect to aid, assistance, or advice which is provided with
respect to the transaction before the date the information return
that includes the transaction is filed. An intentional failure or act
by a material advisor with respect to the requirement to disclose
a listed transaction increases the penalty to 75 percent of the gross
income derived from the transaction.

The penalty cannot be waived with respect to a listed trans-
action. As to reportable transactions, the IRS Commissioner can re-
scind all or a portion of the penalty if rescission would promote
compliance with the tax laws and effective tax administration.

HOUSE BILL
No provision.
SENATE AMENDMENT

In general

In general, under the provision, certain tax-exempt entities are
subject to penalties for being a party to a prohibited tax shelter
transaction. A prohibited tax shelter transaction is a transaction
that the Secretary determines is a listed transaction (as defined in
section 6707A(c)(2)) or a prohibited transaction. A prohibited re-
portable transaction is a confidential transaction or a transaction
with contractual protection (as defined by the Secretary in regula-
tions) which is a reportable transaction as defined in sec.
6707A(c)(1). Under the provision, a tax-exempt entity is an entity
that is described in section 501(c), 501(d), or 170(c) (not including
the United States), Indian tribal governments, and tax qualified
pension plans, individual retirement arrangements (“IRAs”), and
similar tax-favored savings arrangements (such as Coverdell edu-
cation savings accounts, health savings accounts, and qualified tui-
tion plans).

Entity level tax

Under the provision, if a tax-exempt entity is a party at any
time to a transaction during a taxable year and knows or has rea-
son to know that the transaction is a prohibited tax shelter trans-
action, the entity is subject to a tax for such year equal to the
greater of (1) 100 percent of the entity’s net income (after taking
into account any tax imposed with respect to the transaction) for
such year that is attributable to the transaction or (2) 75 percent
of the proceeds received by the entity that are attributable to the
transaction.

107 Sec. 6707(c).
108 Sec. 6707(b).
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In addition, if a transaction is not a listed transaction at the
time a tax-exempt entity enters into the transaction (and is not
otherwise a prohibited tax shelter transaction), but the transaction
subsequently is determined by the Secretary to be a listed trans-
action (a “subsequently listed transaction”), the entity must pay
each taxable year an excise tax at the highest unrelated business
taxable income rate times the greater of (1) the entity’s net income
(after taking into account any tax imposed) that is attributable to
the subsequently listed transaction and that is properly allocable
to the period beginning on the later of the date such transaction
is listed by the Secretary or the first day of the taxable year or (2)
75 percent of the proceeds received by the entity that are attrib-
utable to the subsequently listed transaction and that are properly
allocable to the period beginning on the later of the date such
transaction is listed by the Secretary or the first day of the taxable
year. The Secretary has the authority to promulgate regulations
that provide guidance regarding the determination of the allocation
of net income of a tax-exempt entity that is attributable to a trans-
action to various periods, including before and after the listing of
the transaction or the date which is 90 days after the date of enact-
ment of the provision.

The entity level tax does not apply if the entity’s participation
is not willful and is due to reasonable cause, except that the willful
and reasonable cause exception does not apply to the tax imposed
for subsequently listed transactions. The entity level taxes do not
apply to tax qualified pension plans, IRAs, and similar tax-favored
savings arrangements (such as Coverdell education savings ac-
counts, health savings accounts, and qualified tuition plans).

Disclosure of participation in prohibited tax shelter transactions

The provision requires that a taxable party to a prohibited tax
shelter transaction disclose to the tax-exempt entity that the trans-
action is a prohibited tax shelter transaction. Failure to make such
disclosure i1s subject to the present-law penalty for failure to in-
clude reportable transaction information under section 6707A.
Thus, the penalty is $10,000 in the case of a natural person or
$50,000 in any other case, except that if the transaction is a listed
transaction, the penalty is $100,000 in the case of a natural person
and $200,000 in any other case.109

The provision requires disclosure by a tax-exempt entity to the
IRS of each participation in a prohibited tax shelter transaction
and disclosure of other known parties to the transaction. The pen-
alty for failure to disclose is imposed on the entity (or entity man-
ager, in the case of qualified pension plans and similar tax favored
retirement arrangements) at $100 per day the failure continues,
not to exceed $50,000. If any person fails to comply with a demand
on the tax-exempt entity by the Secretary for disclosure, such per-
son or persons shall pay a penalty of $100 per day (beginning on
the date of the failure to comply) not to exceed $10,000 per prohib-
ited tax shelter transaction. As under present-law section 6652, no

109The IRS Commissioner may rescind all or any portion of any such penalty if the violation
is with respect to a prohibited tax shelter transaction other than a listed transaction and doing
so would promote compliance with the requirements of the Code and effective tax administra-
tion. See sec. 6707A(d).
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penalty is imposed with respect to any failure if it is shown that
the failure is due to reasonable cause.

Penalty on entity managers

A tax of $20,000 is imposed on an entity manager that ap-
proves or otherwise causes a tax-exempt entity to be a party to a
prohibited tax shelter transaction at any time during the taxable
year, knowing or with reason to know that the transaction is a pro-
hibited tax shelter transaction. An entity manager is defined as a
person with authority or responsibility similar to that exercised by
an officer, director, or trustee of an organization, except: (1) in the
case of an entity described in section 501(c)(3) or (c)(4) (other than
a private foundation), an entity manager is an organization man-
ager as defined in section 4958(f)(2); and (2) in the case of a private
foundation, an entity manager is a foundation manager as defined
in section 4946(b). The reasonable cause (or no willful participa-
tion) exception applies to this tax.

Effective date.

The provision generally is effective for transactions after the
date of enactment, except that no tax applies with respect to in-
come that is properly allocable to any period on or before the date
that is 90 days after the date of enactment. The disclosure provi-
sions apply to disclosures the due date for which are after the date
of enactment.

CONFERENCE AGREEMENT

The conference agreement includes the Senate amendment pro-
vision, with modifications.

The conference agreement does not include the provision that
the entity level or entity manager tax does not apply if the entity’s
participation is not willful and is due to reasonable cause.

In addition, the conference agreement adds a tax in the event
that a tax-exempt entity becomes a party to a prohibited tax shel-
ter transaction without knowing or having reason to know that the
transaction is a prohibited tax shelter transaction. In that case, the
tax-exempt entity is subject to a tax in the taxable year the entity
becomes a party and any subsequent taxable year of the highest
unrelated business taxable income rate times the greater of (1) the
entity’s net income (after taking into account any tax imposed with
respect to the transaction) for such year that is attributable to the
transaction or (2) 75 percent of the proceeds received by the entity
that are attributable to the transaction for such year.110

The conference agreement clarifies that the entity level tax
rate that applies if the entity knows or has reason to know that
a transaction is a prohibited tax shelter transaction does not apply
to subsequently listed transactions.

The conference agreement modifies the definition of an entity
manager to provide that: (1) in the case of tax qualified pension
plans, IRAs, and similar tax-favored savings arrangements (such as
Coverdell education savings accounts, health savings accounts, and

110The conference agreement clarifies that in all cases the 75 percent of proceeds received by
the entity that are attributable to the transaction are with respect to the taxable year.
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qualified tuition plans) an entity manager is the person that ap-
proves or otherwise causes the entity to be a party to a prohibited
tax shelter transaction, and (2) in all other cases the entity man-
ager is the person with authority or responsibility similar to that
exercised by an officer, director, or trustee of an organization, and
with respect to any act, the person having authority or responsi-
bility with respect to such act.

In the case of a qualified pension plan, IRA, or similar tax-fa-
vored savings arrangement (such as a Coverdell education savings
account, health savings account, or qualified tuition plan), the con-
ferees intend that, in general, a person who decides that assets of
the plan, IRA, or other savings arrangement are to be invested in
a prohibited tax shelter transaction is the entity manager under
the provision. Except in the case of a fully self-directed plan or
other savings arrangement with respect to which a participant or
beneficiary decides to invest in the prohibited tax shelter trans-
action, a participant or beneficiary generally is not an entity man-
ager under the provision. Thus, for example, a participant or bene-
ficiary is not an entity manager merely by reason of choosing
among pre-selected investment options (as is typically the case if
a qualified retirement plan provides for participant-directed invest-
ments).111 Similarly, if an individual has an IRA and may choose
among various mutual funds offered by the IRA trustee, but has
no control over the investments held in the mutual funds, the indi-
vidual is not an entity manager under the provision.

Under the provision, certain taxes are imposed if the entity or
entity manager knows or has reason to know that a transaction is
a prohibited tax shelter transaction. In general, the conferees in-
tend that in order for an entity or entity manager to have reason
to know that a transaction is a prohibited tax shelter transaction,
the entity or entity manager must have knowledge of sufficient
facts that would lead a reasonable person to conclude that the
transaction is a prohibited tax shelter transaction. If there is jus-
tifiable reliance on a reasoned written opinion of legal counsel (in-
cluding in-house counsel) or of an independent accountant with ex-
pertise in tax matters, after making full disclosure of relevant facts
about a transaction to such counsel or accountant, that a trans-
action is not a prohibited tax shelter transaction, then absent
knowledge of facts not considered in the reasoned written opinion
that would lead a reasonable person to conclude that the trans-
action is a prohibited tax shelter transaction, the reason to know
standard is not met.

Not obtaining a reasoned written opinion of legal counsel does
not alone indicate whether a person has reason to know. However,
if a transaction is extraordinary for the entity, promises a return
for the organization that is exceptional considering the amount in-
vested by, the participation of, or the absence of risk to the organi-
zation, or the transaction is of significant size, either in an absolute
sense or relative to the receipts of the entity, then, in general, the
presence of such factors may indicate that the entity or entity man-
ager has a responsibility to inquire further about whether a trans-

111 Depending on the circumstances, the person who is responsible for determining the pre-
selected investment options may be an entity manager under the provision.
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action is a prohibited tax shelter transaction, or, absent such in-
quiry, that the reason to know standard is satisfied. For example,
if a tax-exempt entity’s investment in a transaction is $1,000, and
the entity is promised or expects to receive $10,000 in the near
term, in general, the rate of return would be considered exceptional
and the entity should make inquiries with respect to the trans-
action. As another example, if a tax-exempt entity’s expected in-
come from a transaction is greater than five percent of the entity’s
annual receipts, or is in excess of $1,000,000, and the entity fails
to make appropriate inquiries with respect to its participation in
such transaction, such failure is a factor tending to show that the
reason to know standard is met. Appropriate inquiries need not in-
volve obtaining a reasoned written opinion. In general, if a trans-
action does not present the factors described above and the organi-
zation is small (measured by receipts and assets) and described in
section 501(c)(3), it is expected that the reason to know standard
will not be met.

In general, the conferees intend that in determining whether
a tax-exempt entity is a “party” to a prohibited tax shelter trans-
action all the facts and circumstances should be taken into account.
Absence of a written agreement is not determinative. Certain indi-
rect involvement in a prohibited tax shelter transaction would not
result in an entity being considered a party to the transaction. For
example, investment by a tax-exempt entity in a mutual fund that
in turn invests in or participates in a prohibited tax shelter trans-
action does not, in general, make the tax-exempt entity a party to
such transaction, absent facts or circumstances that indicate that
the purpose of the tax exempt entity’s investment in the mutual
fund was specifically to participate in such a transaction. However,
whether a tax-exempt entity is a party to such a transaction will
be informed by whether the entity or entity manager knew or had
reason to know that an investment of the entity would be used in
a prohibited tax shelter transaction. Presence of such knowledge or
reason to know may indicate that the purpose of the investment
was to participate in the prohibited tax shelter transaction and
that the tax-exempt entity is a party to such transaction.

The conference agreement clarifies that a subsequently listed
transaction means any transaction to which a tax-exempt entity is
a party and which is determined by the Secretary to be a listed
transaction at any time after the entity has “become a party to” the
transaction, and not, as under the Senate amendment, when the
entity “entered into” the transaction. The conference agreement
provides that a subsequently listed transaction does not include a
transaction that is a prohibited reportable transaction. The con-
ference agreement provides that the Secretary has the authority to
allocate proceeds as well as income of a tax-exempt entity to var-
ious periods. The conference agreement also provides that the dis-
closure by tax-exempt entities to the Internal Revenue Service re-
quired under the provision is based on an entity’s being a party to
a prohibited tax shelter transaction and not, as under the Senate
amendment, on an entity’s “participation” in a prohibited tax shel-
ter transaction. The conference agreement further provides that the
Secretary may make a demand for disclosure on any entity man-
ager subject to the tax, as well as on any tax exempt entity, and
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also provides that such managers and entities and not, as under
the Senate amendment, “persons” are subject to the penalty for
failure to comply with the demand.

Effective date.—In general, the provision is effective for taxable
years ending after the date of enactment, with respect to trans-
actions before, on, or after such date, except that no tax shall apply
with respect to income or proceeds that are properly allocable to
any period ending on or before the date that is 90 days after the
date of enactment. The tax on certain knowing transactions does
not apply to any prohibited tax shelter transaction to which a tax-
exempt entity became a party on or before the date of enactment.
The disclosure provisions apply to disclosures the due date for
which are after the date of enactment.

2. Apply an excise tax to acquisitions of interests in insurance con-
tracts in which certain exempt organizations hold interests
(sec. 212 of the Senate amendment and new secs. 4966 and
6050V of the Code)

PRESENT LAW

Amounts received under a life insurance contract

Amounts received under a life insurance contract paid by rea-
son of the death of the insured are not includible in gross income
for Federal tax purposes.112 No Federal income tax generally is im-
posed on a policyholder with respect to the earnings under a life
insurance contract (inside buildup).113

Distributions from a life insurance contract (other than a modi-
fied endowment contract) that are made prior to the death of the
insured generally are includible in income to the extent that the
amounts distributed exceed the taxpayer’s investment in the con-
tract (i.e., basis). Such distributions generally are treated first as
a tax-free recovery of basis, and then as income.114

Transfers for value

A limitation on the exclusion for amounts received under a life
insurance contract is provided in the case of transfers for value. If
a life insurance contract (or an interest in the contract) is trans-
ferred for valuable consideration, the amount excluded from income
by reason of the death of the insured is limited to the actual value
of the consideration plus the premiums and other amounts subse-
quently paid by the acquiror of the contract.115

112 Sec. 101(a).

113 This favorable tax treatment is available only if a life insurance contract meets certain re-
quirements designed to limit the investment character of the contract. Sec. 7702.

114 Sec. 72(e). In the case of a modified endowment contract, however, in general, distributions
are treated as income first, loans are treated as distributions (i.e., income rather than basis re-
covery first), and an additional 10-percent tax is imposed on the income portion of distributions
made before age 59V and in certain other circumstances. Secs. 72(e) and (v). A modified endow-
ment contract is a life insurance contract that does not meet a statutory “7-pay” test, i.e., gen-
erally is funded more rapidly than seven annual level premiums. Sec. 7702A.

115 Section 101(a)(2). The transfer-for-value rule does not apply, however, in the case of a
transfer in which the life insurance contract (or interest in the contract) transferred has a basis
in the hands of the transferee that is determined by reference to the transferor’s basis. Simi-
larly, the transfer-for-value rule generally does not apply if the transfer is between certain par-
ties (specifically, if the transfer is to the insured, a partner of the insured, a partnership in
which the insured is a partner, or a corporation in which the insured is a shareholder or officer).
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Tax treatment of charitable organizations and donors

Present law generally provides tax-exempt status for chari-
table, educational and certain other organizations, no part of the
net earnings of which inures to the benefit of any private share-
holder or individual, and which meet certain other require-
ments.116 Governmental entities, including some educational orga-
nizations, are exempt from tax on income under other tax rules
providing that gross income does not include income derived from
the exercise of any essential governmental function and accruing to
a State or any political subdivision thereof.117

In computing taxable income, a taxpayer who itemizes deduc-
tions generally is allowed to deduct the amount of cash and the fair
market value of property contributed to an organization described
in section 501(c)(3) or to a Federal, State, or local governmental en-
tity for exclusively public purposes.118

State-law insurable interest rules

State laws generally provide that the owner of a life insurance
contract must have an insurable interest in the insured person
when the life insurance contract is issued. State laws vary as to the
insurable interest of a charitable organization in the life of any in-
dividual. Some State laws provide that a charitable organization
meeting the requirements of section 501(c)(3) of the Code is treated
as having an insurable interest in the life of any donor,11° or, in
other States, in the life of any individual who consents (whether or
not the individual is a donor).120 Other States’ insurable interest
rules permit the purchase of a life insurance contract even though
the person paying the consideration has no insurable interest in
the life of the person insured if a charitable, benevolent, edu-
cational or religious institution is designated irrevocably as the
beneficiary.121

Transactions involving charities and non-charities acquiring life in-
surance

Recently, there has been an increase in transactions involving
the acquisition of life insurance contracts using arrangements in
which both exempt organizations, primarily charities, and private
investors have an interest in the contract.122 The exempt organiza-
tion has an insurable interest in the insured individuals, either be-
cause they are donors, because they consent, or otherwise under
applicable State insurable interest rules. Private investors provide
capital used to fund the purchase of the life insurance contracts,
sometimes together with annuity contracts. Both the private inves-
tors and the charity have an interest in the contracts, directly or

116 Section 501(c)(3).

117 Section 115.

118 Section 170.

119 See, e.g., Mass. Gen. Laws Ann. ch. 175, sec. 123A(2) (West 2005); Iowa Code Ann. sec.
511.39 (West 2004) (“a person who, when purchasing a life insurance policy, makes a donation
to the charitable organization or makes the charitable organization the beneficiary of all or a
part of the proceeds of the policy . . . ).

120 See, e.g., Cal. Ins. Code sec. 10110.1(f) (West 2005); 40 Pa. Cons. Stat. Ann. sec. 40-512
(2004); Fla. Stat. Ann. sec. 27.404 (2) (2004); Mich. Comp. Laws Ann. sec. 500.2212 (West 2004).

121 Qr. Rev. Stat. sec. 743.030 (2003); Del. Code Ann. Tit. 18, sec. 2705(a) (2004).

122 Davis, Wendy, “Death-Pool Donations,” Trusts and Estates, May 2004, 55; Francis, Theo,
“Tax May Thwart Investment Plans Enlisting Charities,” Wall St. J., Feb. 8, 2005, A-10.
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indirectly, through the use of trusts, partnerships, or other ar-
rangements for sharing the rights to the contracts. Both the charity
and the private investors receive cash amounts in connection with
the investment in the contracts while the life insurance is in force
or as the insured individuals die.

HOUSE BILL
No provision.
SENATE AMENDMENT

The provision imposes an excise tax, equal to 100 percent of
the acquisition costs, on the taxable acquisition of any interest in
an applicable insurance contract. An applicable insurance contract
is any life insurance, annuity or endowment contract in which both
an applicable exempt organization and any person that is not an
applicable exempt organization have, directly or indirectly, held an
interest in the contract (whether or not the interests are held at
the same time).

An applicable exempt organization is any organization de-
scribed in section 170(c), 168(h)(2)(A)(iv), 2055(a), or 2522(a). Thus,
for example, an applicable exempt organization generally includes
an organization that is exempt from Federal income tax by reason
of being described in section 501(c)(3) (including one organized out-
side the United States), a government or political subdivision of a
government, and an Indian tribal government.

A taxable acquisition is the acquisition of any direct or indirect
interest in an applicable insurance contract by an applicable ex-
empt organization, or by any other person if the interest in the con-
tract in that person’s hands is not described in the specific excep-
tions to “applicable insurance contract.”

Under the provision, acquisition costs mean the direct or indi-
rect costs (including premiums, commissions, fees, charges, or other
amounts) of acquiring or maintaining an interest in an applicable
insurance contract. Except as provided in regulations, if acquisition
costs of any taxable acquisition are paid or incurred in more than
one calendar year, the excise tax under the provision is imposed
each time such costs are paid or incurred. In the case of an acquisi-
tion of an interest in an entity that directly or indirectly holds an
interest in an applicable insurance contract, acquisition costs are
intended to include the amount of money or value of property (in-
cluding an applicable insurance contract) contributed to an entity
or otherwise transferred or paid to acquire or increase an interest
in the entity, that directly or indirectly holds an interest in an ap-
plicable insurance contract.

For example, acquisition costs include (1) each premium, com-
mission, or fee with respect to the contract, (2) each amount paid
or incurred to acquire or increase an interest in the contract, (3)
each amount paid or incurred to acquire or increase an interest in
an entity (such as a partnership, trust, corporation, or other type
of entity or arrangement) that has a direct or indirect interest in
the contract, and (4) if the contract is contributed to an entity, the
greater of the value of the contract or the total amount of pre-
miums, commissions, and fees paid or incurred to acquire and
maintain the insurance contract. It is intended that, under regu-
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latory authority provided as necessary to carry out the purposes of
the provision, any other similar or economically equivalent amount
paid or incurred is to be treated as acquisition costs.

Under the provision, an interest in an applicable insurance
contract includes any right with respect to the contract, whether as
an owner, beneficiary, or otherwise. An indirect interest in a con-
tract includes an interest in an entity that, directly or indirectly,
holds an interest in the contract. In the case of a section 1035 ex-
change of an applicable insurance contract, any interest in any of
the contracts involved in the exchange is treated as an interest in
all such contracts. An increase in an interest in an applicable in-
surance contract is treated as a separate acquisition, for purposes
of application of the excise tax under the provision.

If an interest of an applicable exempt organization exists solely
because the organization holds, as part of a diversified investment
strategy, a de minimis interest in an entity which directly or indi-
rectly holds an interest in the contract, such interest is not taken
into account for purposes of the provision. For example, if an appli-
cable exempt organization owns a de minimis amount of stock in
a corporation which in turn owns life insurance contracts covering
key employees, the excise tax under the provision does not apply
because the stock ownership is not treated as an indirect interest
in this circumstance. It is intended that Treasury regulations pro-
vide guidance as to the application of this rule so that it does not
permit circumvention of the provision.

Except as provided in regulations, if a person acquires an in-
terest in a contract before the contract is treated as an applicable
insurance contract, the acquisition is treated as a taxable acquisi-
tion of an interest in applicable insurance contract as of the date
the contract becomes an applicable insurance contract.

It is intended that an interest in an applicable insurance con-
tract includes, for example, (1) a right with respect to the applica-
ble insurance contract pursuant to a side contract or other similar
arrangement, (2) an interest as a trust beneficiary in distributions
from or income of a trust holding an interest in a contract, and (3)
a right to distributions, guaranteed payments, or income of a part-
nership that holds an interest in a contract. It is not intended that
a right with respect to the contract include typical rights of issuers
of applicable insurance contracts.

Exceptions to the term “applicable insurance contract” apply
under the provision. First, the term does not apply if each person
(other than an applicable exempt organization) with a direct or in-
direct interest in the contract has an insurable interest in the in-
sured independent of any interest of the exempt organization in the
contract. Second, the term does not apply if the sole interest in the
contract of each person other than the applicable exempt organiza-
tion is as a named beneficiary. Third, the term does not apply if
the sole interest in the contract of each person other than the ap-
plicable exempt organization is either (1) as a beneficiary of a trust
holding an interest in the contract, but only if the person’s designa-
tion as such a beneficiary was made without consideration and
solely on a purely gratuitous basis, or (2) as a trustee who holds
an interest in the contract in a fiduciary capacity solely for the ben-
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efit of applicable exempt organizations or of persons otherwise
meeting one of the first two exceptions.

An exception to the term “applicable insurance contract” also
is provided under the provision in certain cases in which a person
other than an applicable exempt organization has an interest solely
as a lender 123 with respect to the contract, and the contract covers
only one individual who is an officer, director, or employee of the
applicable exempt organization with an interest in the contract,
provided other requirements are met. This exception applies only
if the number of insured persons under loans by such lenders with
respect to such contracts does not exceed the greater of: (1) the
lesser of five percent of the total officers, directors, and employees
of the organization or 20, or (2) five. Under this exception, the ag-
gregate amount of indebtedness with respect to 1 or more contracts
covering a single individual may not exceed $50,000.

In addition, Treasury regulatory authority is provided to ex-
cept certain contracts from treatment as applicable insurance con-
tracts. Contracts may be excepted based on specific factors includ-
ing (1) whether the transaction is at arms’ length, (2) whether the
economic benefits to the applicable exempt organization substan-
tially exceed the economic benefits to all other persons with an in-
terest in the contract (determined without regard to whether, or
the extent to which, such organization has paid or contributed with
respect to the contract), and (3) the likelihood of abuse.

The application of the exceptions can be illustrated as follows.
Assume that an individual acquires a life insurance contract in
which the individual is the insured person, and the named bene-
ficiaries are the individual’s son and a university that is an organi-
zation described in section 170(c). The contract is not an applicable
insurance contract because the first exception applies. That is, be-
cause both the individual and his son have an insurable interest
in the individual, all persons holding any interest in the contract
(other than applicable exempt organizations) have an insurable in-
terest in the insured independent of any interest of an applicable
exempt organization in the contract. The second exception also ap-
plies in this situation.

As another example, assume that the three named bene-
ficiaries are the insured’s son, an unrelated friend, and a charity.
The contract is not an applicable insurance contract because the
second exception applies. That is, each beneficiary’s sole interest is
as a named beneficiary. In addition, the first exception also applies
in this situation.

As a further example, assume that the insured individual cre-
ates an irrevocable trust for the benefit of the insured’s descend-
ants, and that the trustee of the trust uses trust funds to purchase
a life insurance policy on the insured’s life, and the trust is both
the owner and beneficiary of the insurance policy. The insured indi-
vidual’s naming of his or her descendants as trust beneficiaries is
a gratuitous act, done without consideration. As a result, the con-
tract is not an applicable insurance contract under the third excep-
tion.

123 For this purpose, an interest as a lender includes a security interest in the insurance con-
tract to which the loan relates.
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No Federal income tax deduction is permitted for the excise tax
payable under the provision, as provided under the rule of Code
section 275(a)(6). The amount of the excise tax payable under the
provision is not included in the investment in the contract for pur-
poses of section 72.

Treasury regulatory authority is provided to carry out the pur-
poses of the provision. This includes authority to provide appro-
priate rules in the case in which a person acquires an interest be-
fore a contract is treated as an applicable insurance contract. This
also includes authority to prevent, in cases the Treasury Secretary
determines appropriate, the imposition of more than one tax if the
same interest is acquired more than once (otherwise, the tax under
the provision applies to each acquisition). Treasury regulatory au-
thority is also provided to prevent avoidance of the provision, in-
cluding through the use of intermediaries.

The provision provides reporting rules requiring an applicable
exempt organization or other person that makes a taxable acquisi-
tion of an applicable insurance contract to file a return containing
required information and such other information as is prescribed
by the Treasury Secretary. Under these rules, a statement is re-
quired to be furnished to each person whose taxpayer identification
information is required to be reported on the return. Penalties
apply for failure to file the return or furnish the statement, includ-
ing, in the case of intentional disregard of the return filing require-
ment, a penalty equal to the amount of the excise tax that has not
been paid with respect to the items required to be included on the
return.

Effective date.—The provision is effective for contracts issued
after May 3, 2005.

The application of the effective date with respect to prior ac-
quisitions of interests may be illustrated as follows. Assume that
an exempt organization and a person that is not an exempt organi-
zation described in section 170(c) form a partnership before May 3,
2005. After May 3, 2005, the partnership acquires an interest in a
life insurance contract that is issued after May 3, 2005. The acqui-
sition by the partnership of the interest in the contract is treated
as a taxable acquisition under the provision by each of the partners
(i.e., the exempt organization and the other person).

The provision also requires reporting of existing life insurance,
endowment and annuity contracts issued on or before that date, in
which an applicable exempt organization holds an interest on that
date and which would be treated as an applicable insurance con-
tract under the provision. This reporting is required within one
year after the date of enactment.

CONFERENCE AGREEMENT

The conference agreement does not include the Senate amend-
ment provision.
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3. Increase the amounts of excise taxes imposed on public charities,
social welfare organizations, and private foundations (sec. 213
of the Senate amendment and secs. 4941, 4942, 4943, 4944,
4945, and 4958 of the Code)

PRESENT LAW

Public charities and social welfare organizations

The Code imposes excise taxes on excess benefit transactions
between disqualified persons (as defined in section 4958(f)) and
charitable organizations (other than private foundations) or social
welfare organizations (as described in section 501(c)(4)).124 An ex-
cess benefit transaction generally is a transaction in which an eco-
nomic benefit is provided by a charitable or social welfare organiza-
tion directly or indirectly to or for the use of a disqualified person,
if the value of the economic benefit provided exceeds the value of
the consideration (including the performance of services) received
for providing such benefit.

The excess benefit tax is imposed on the disqualified person
and, in certain cases, on the organization manager, but is not im-
posed on the exempt organization. An initial tax of 25 percent of
the excess benefit amount is imposed on the disqualified person
that receives the excess benefit. An additional tax on the disquali-
fied person of 200 percent of the excess benefit applies if the viola-
tion is not corrected. A tax of 10 percent of the excess benefit (not
to exceed $10,000 with respect to any excess benefit transaction) is
imposed on an organization manager that knowingly participated
in the excess benefit transaction, if the manager’s participation was
willful and not due to reasonable cause, and if the initial tax was
imposed on the disqualified person.125If more than one person is
liable for the tax on disqualified persons or on management, all
such persons are jointly and severally liable for the tax.126

Private foundations

Self-dealing by private foundations

Excise taxes are imposed on acts of self-dealing between a dis-
qualified person (as defined in section 4946) and a private founda-
tion.127 In general, self-dealing transactions are any direct or indi-
rect: (1) sale or exchange, or leasing, of property between a private
foundation and a disqualified person; (2) lending of money or other
extension of credit between a private foundation and a disqualified
person; (3) the furnishing of goods, services, or facilities between a
private foundation and a disqualified person; (4) the payment of
compensation (or payment or reimbursement of expenses) by a pri-
vate foundation to a disqualified person; (5) the transfer to, or use
by or for the benefit of, a disqualified person of the income or as-

124 Sec. 4958. The excess benefit transaction tax is commonly referred to as “intermediate
sanctions,” because it imposes penalties generally considered to be less punitive than revocation
of the organization’s exempt status.

125 Sec. 4958(d)(2). Taxes imposed may be abated if certain conditions are met. Secs. 4961 and
4962.

126 Sec. 4958(d)(1).

127 Sec. 4941.
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sets of the private foundation; and (6) certain payments of money
or property to a government official.128 Certain exceptions apply.12°

An initial tax of five percent of the amount involved with re-
spect to an act of self-dealing is imposed on any disqualified person
(other than a foundation manager acting only as such) who partici-
pates in the act of self-dealing. If such a tax is imposed, a 2.5-per-
cent tax of the amount involved is imposed on a foundation man-
ager who participated in the act of self-dealing knowing it was such
an act (and such participation was not willful and was due to rea-
sonable cause) up to $10,000 per act. Such initial taxes may not be
abated.139 Such initial taxes are imposed for each year in the tax-
able period, which begins on the date the act of self-dealing occurs
and ends on the earliest of the date of mailing of a notice of defi-
ciency for the tax, the date on which the tax is assessed, or the
date on which correction of the act of self-dealing is completed. A
government official (as defined in section 4946(c)) is subject to such
initial tax only if the official participates in the act of self-dealing
knowing it is such an act. If the act of self-dealing is not corrected,
a tax of 200 percent of the amount involved is imposed on the dis-
qualified person and a tax of 50 percent of the amount involved (up
to $10,000 per act) is imposed on a foundation manager who re-
fused to agree to correcting the act of self-dealing. Such additional
taxes are subject to abatement.131

Tax on failure to distribute income

Private nonoperating foundations are required to pay out a
minimum amount each year as qualifying distributions. In general,
a qualifying distribution is an amount paid to accomplish one or
more of the organization’s exempt purposes, including reasonable
and necessary administrative expenses.132 Failure to pay out the
minimum results in an initial excise tax on the foundation of 15
percent of the undistributed amount. An additional tax of 100 per-
cent of the undistributed amount applies if an initial tax is im-
posed and the required distributions have not been made by the
end of the applicable taxable period.133 A foundation may include
as a qualifying distribution the salaries, occupancy expenses, travel
costs, and other reasonable and necessary administrative expenses
that the foundation incurs in operating a grant program. A quali-
fying distribution also includes any amount paid to acquire an
asset used (or held for use) directly in carrying out one or more of
the organization’s exempt purposes and certain amounts set-aside
for exempt purposes.134 Private operating foundations are not sub-
ject to the payout requirements.

128 Sec. 4941(d)(1).

129 See sec. 4941(d)(2).

130 Sec. 4962(b).

131 Sec. 4961.

132 Sec. 4942(g)(1)(A).

133 Sec. 4942(a) and (b). Taxes imposed may be abated if certain conditions are met. Secs. 4961
and 4962.

134 Sec. 4942(g)(1)(B) and 4942(g)(2). In general, an organization is permitted to adjust the dis-
tributable amount in those cases where distributions during the five preceding years have ex-
ceeded the payout requirements. Sec. 4942(i).
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Tax on excess business holdings

Private foundations are subject to tax on excess business hold-
ings.135 In general, a private foundation is permitted to hold 20
percent of the voting stock in a corporation, reduced by the amount
of voting stock held by all disqualified persons (as defined in sec-
tion 4946). If it is established that no disqualified person has effec-
tive control of the corporation, a private foundation and disquali-
fied persons together may own up to 35 percent of the voting stock
of a corporation. A private foundation shall not be treated as hav-
ing excess business holdings in any corporation if it owns (together
with certain other related private foundations) not more than two
percent of the voting stock and not more than two percent in value
of all outstanding shares of all classes of stock in that corporation.
Similar rules apply with respect to holdings in a partnership (“prof-
its interest” is substituted for “voting stock” and “capital interest”
for “nonvoting stock”) and to other unincorporated enterprises (by
substituting “beneficial interest” for “voting stock”). Private founda-
tions are not permitted to have holdings in a proprietorship. Foun-
dations generally have a five-year period to dispose of excess busi-
ness holdings (acquired other than by purchase) without being sub-
ject to tax.136 This five-year period may be extended an additional
five years in limited circumstances.137

The initial tax is equal to five percent of the value of the ex-
cess business holdings held during the foundation’s applicable tax-
able year. An additional tax is imposed if an initial tax is imposed
and at the close of the applicable taxable period, the foundation
continues to hold excess business holdings. The amount of the addi-
tional tax is equal to 200 percent of such holdings.

Tax on jeopardizing investments

Private foundations and foundation managers are subject to
tax on investments that jeopardize the foundation’s charitable pur-
pose.138 In general, an initial tax of five percent of the amount of
the investment applies to the foundation and to foundation man-
agers who participated in the making of the investment knowing
that it jeopardized the carrying out of the foundation’s exempt pur-
poses. The initial tax on foundation managers may not exceed
$5,000 per investment. If the investment is not removed from jeop-
ardy (e.g., sold or otherwise disposed of), an additional tax of 25
percent of the amount of the investment is imposed on the founda-
tion and five percent of the amount of the investment on a founda-
tion manager who refused to agree to removing the investment
from jeopardy. The additional tax on foundation managers may not
exceed $10,000 per investment. An investment, the primary pur-
pose of which is to accomplish a charitable purpose and no signifi-
cant purpose of which is the production of income or the apprecia-
tion of property, is not considered a jeopardizing investment.139

135 Sec. 4943. Taxes imposed may be abated if certain conditions are met. Secs. 4961 and 4962.
136 Sec. 4943(c)(6).

137 Sec. 4943(c)(7).

138 Sec. 4944. Taxes imposed may be abated if certain conditions are met. Secs. 4961 and 4962.
139 Sec. 4944(c).
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Tax on taxable expenditures

Certain expenditures of private foundations are subject to
tax.140 In general, taxable expenditures are expenses: (1) for lob-
bying; (2) to influence the outcome of a public election or carry on
a voter registration drive (unless certain requirements are met); (3)
as a grant to an individual for travel, study, or similar purposes
unless made pursuant to procedures approved by the Secretary; (4)
as a grant to an organization that is not a public charity or exempt
operating foundation unless the foundation exercises expenditure
responsibility 141 with respect to the grant; or (5) for any non-chari-
table purpose. For each taxable expenditure, a tax is imposed on
the foundation of 10 percent of the amount of the expenditure, and
an additional tax of 100 percent is imposed on the foundation if the
expenditure is not corrected. A tax of 2.5 percent of the expenditure
(up to $5,000) also is imposed on a foundation manager who agrees
to making a taxable expenditure knowing that it is a taxable ex-
penditure. An additional tax of 50 percent of the amount of the ex-
penditure (up to $10,000) is imposed on a foundation manager who
refuses to agree to correction of such expenditure.

HOUSE BILL
No provision.
SENATE AMENDMENT

Self-dealing and excess benefit transaction initial taxes and dollar
limitations

For acts of self-dealing other than the payment of compensa-
tion by a private foundation to a disqualified person, the provision
increases the initial tax on the self-dealer from five percent of the
amount involved to 10 percent of the amount involved. For acts of
self-dealing regarding the payment of compensation by a private
foundation to a disqualified person, the provision increases the ini-
tial tax on the self-dealer from five percent of the amount involved
(none of which is subject to abatement) to 25 percent of the amount
involved (15 percent of which is subject to abatement). The provi-
sion increases the initial tax on foundation managers from 2.5 per-
cent of the amount involved to five percent of the amount involved
and increases the dollar limitation on the amount of the initial and
additional taxes on foundation managers per act of self-dealing
from $10,000 per act to $20,000 per act. Similarly, the provision
doubles the dollar limitation on organization managers of public
charities and social welfare organizations for participation in ex-
cess benefit transactions from $10,000 per transaction to $20,000
per transaction.

140 Sec. 4945. Taxes imposed may be abated if certain conditions are met. Secs. 4961 and 4962.

141Tn general, expenditure responsibility requires that a foundation make all reasonable ef-
forts and establish reasonable procedures to ensure that the grant is spent solely for the purpose
for which it was made, to obtain reports from the grantee on the expenditure of the grant, and
to make reports to the Secretary regarding such expenditures. Sec. 4945(h).
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Failure to distribute income, excess business holdings, jeopardizing
investments, and taxable expenditures

The provision doubles the amounts of the initial taxes and the
dollar limitations on foundation managers with respect to the pri-
vate foundation excise taxes on the failure to distribute income, ex-
cess business holdings, jeopardizing investments, and taxable ex-
penditures.

Specifically, for the failure to distribute income, the initial tax
on the foundation is increased from 15 percent of the undistributed
amount to 30 percent of the undistributed amount.

For excess business holdings, the initial tax on excess business
holdings is increased from five percent of the value of such holdings
to 10 percent of such value.

For jeopardizing investments, the initial tax of five percent of
the amount of the investment that is imposed on the foundation
and on foundation managers is increased to 10 percent of the
amount of the investment. The dollar limitation on the initial tax
on foundation managers of $5,000 per investment is increased to
$10,000 and the dollar limitation on the additional tax on founda-
tion managers of $10,000 per investment is increased to $20,000.

For taxable expenditures, the initial tax on the foundation is
increased from 10 percent of the amount of the expenditure to 20
percent, the initial tax on the foundation manager is increased
from 2.5 percent of the amount of the expenditure to five percent,
the dollar limitation on the initial tax on foundation managers is
increased from $5,000 to $10,000, and the dollar limitation on the
;dditional tax on foundation managers is increased from $10,000 to

20,000.

Effective date

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

CONFERENCE AGREEMENT

The conference agreement does not include the Senate amend-
ment provision.

4. Reform rules for charitable contributions of easements on build-
ings in registered historic districts (sec. 214 of the Senate
amendment and sec. 170 of the Code)

PRESENT LAW

In general

Present law provides special rules that apply to charitable de-
ductions of qualified conservation contributions, which include con-
servation easements and facade easements.142 Qualified conserva-
tion contributions are not subject to the “partial interest” rule,
which generally bars deductions for charitable contributions of par-
tial interests in property.143 Accordingly, qualified conservation

142 Sec. 170(h).
143 Sec. 170(H(3).
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contributions are contributions of partial interests that are eligible
for a fair market value charitable deduction.

A qualified conservation contribution is a contribution of a
qualified real property interest to a qualified organization exclu-
sively for conservation purposes. A qualified real property interest
is defined as: (1) the entire interest of the donor other than a quali-
fied mineral interest; (2) a remainder interest; or (3) a restriction
(granted in perpetuity) on the use that may be made of the real
property.144 Qualified organizations include certain governmental
units, public charities that meet certain public support tests, and
certain supporting organizations.

Conservation purposes include: (1) the preservation of land
areas for outdoor recreation by, or for the education of, the general
public; (2) the protection of a relatively natural habitat of fish,
wildlife, or plants, or similar ecosystem; (3) the preservation of
open space (including farmland and forest land) where such preser-
vation will yield a significant public benefit and is either for the
scenic enjoyment of the general public or pursuant to a clearly de-
lineated Federal, State, or local governmental conservation policy;
and (4) the preservation of an historically important land area or
a certified historic structure.145

In general, no deduction is available if the property may be put
to a use that is inconsistent with the conservation purpose of the
gift.146 A contribution is not deductible if it accomplishes a per-
mitted conservation purpose while also destroying other significant
conservation interests.147

Taxpayers are required to obtain a qualified appraisal for do-
nated property with a value of $5,000 or more, and to attach an
appraisal summary to the tax return.148 Under Treasury regula-
tions, a qualified appraisal means an appraisal document that,
among other things: (1) relates to an appraisal that is made not
earlier than 60 days prior to the date of contribution of the ap-
praised property and not later than the due date (including exten-
sions) of the return on which a deduction is first claimed under sec-
tion 170;149 (2) is prepared, signed, and dated by a qualified ap-
praiser; (3) includes (a) a description of the property appraised; (b)
the fair market value of such property on the date of contribution
and the specific basis for the valuation; (c) a statement that such
appraisal was prepared for income tax purposes; (d) the qualifica-
tions of the qualified appraiser; and (e) the signature and taxpayer
identification number of such appraiser; and (4) does not involve an
appraisal fee that violates certain prescribed rules.150

144 Charitable contributions of interests that constitute the taxpayer’s entire interest in the
property are not regarded as qualified real property interests within the meaning of section
170(h), but instead are subject to the general rules applicable to charitable contributions of en-
tire interests of the taxpayer (i.e., generally are deductible at fair market value, without regard
to satisfaction of the requirements of section 170(h)).

145 Sec. 170(h)(4)(A).

146 Treas. Reg. sec. 1.170A-14(e)(2).

147 Treas. Reg. sec. 1.170A-14(e)(2).

148 Sec. 170(f)(11)(C).

1491n the case of a deduction first claimed or reported on an amended return, the deadline
is the date on which the amended return is filed.

150 Treas. Reg. sec. 1.170A-13(c)(3).
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Valuation

The value of a conservation restriction granted in perpetuity
generally is determined under the “before and after approach.”
Such approach provides that the fair market value of the restric-
tion is equal to the difference (if any) between the fair market
value of the property the restriction encumbers before the restric-
tion is granted and the fair market value of the encumbered prop-
erty after the restriction is granted.151

If the granting of a perpetual restriction has the effect of in-
creasing the value of any other property owned by the donor or a
related person, the amount of the charitable deduction for the con-
servation contribution is to be reduced by the amount of the in-
crease in the value of the other property.152 In addition, the donor
is to reduce the amount of the charitable deduction by the amount
of financial or economic benefits that the donor or a related person
receives or can reasonably be expected to receive as a result of the
contribution.153 If such benefits are greater than those that will
inure to the general public from the transfer, no deduction is al-
lowed.154 In those instances where the grant of a conservation re-
striction has no material effect on the value of the property, or
serves to enhance, rather than reduce, the value of the property,
no deduction is allowed.155

Preservation of a certified historic structure

A certified historic structure means any building, structure, or
land which is (i) listed in the National Register, or (ii) located in
a registered historic district (as defined in section 47(c)(3)(B)) and
is certified by the Secretary of the Interior to the Secretary of the
Treasury as being of historic significance to the district.156 For this
purpose, a structure means any structure, whether or not it is de-
preciable, and, accordingly, easements on private residences may
qualify.157 If restrictions to preserve a building or land area within
a registered historic district permit future development on the site,
a deduction will be allowed only if the terms of the restrictions re-
quire that such development conform with appropriate local, State,
or Federal standards for construction or rehabilitation within the
district.158

The IRS and the courts have held that a facade easement may
constitute a qualifying conservation contribution.15® In general, a
facade easement is a restriction the purpose of which is to preserve
certain architectural, historic, and cultural features of the facade,
or front, of a building. The terms of a facade easement might per-
mit the property owner to make alterations to the facade of the

151 Treas. Reg. sec. 1.170A-14(h)(3).
152 Treas. Reg. sec. 1.170A-14(h)(3)(1).
15314

15414,

155 Treas. Reg. sec. 1.170A-14(h)(3)(ii).

156 Sec. 170(h)(4)(B).

157 Treas. Reg. sec. 1.170A-14(d)(5)(iii).

158 Treas. Reg. sec. 1.170A-14(d)(5)(i).

159 Hillborn v. Commissioner, 85 T.C. 677 (1985) (holding the fair market value of a facade
donation generally is determined by applying the “before and after” valuation approach); Rich-
mond v. U.S., 699 F. Supp. 578 (E.D. La. 1988); Priv. Ltr. Rul. 199933029 (May 24, 1999) (ruling
that a preservation and conservation easement relating to the facade and certain interior por-
tions of a fraternity house was a qualified conservation contribution).
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structure if the owner obtains consent from the qualified organiza-
tion that holds the easement.

HOUSE BILL
No provision.
SENATE AMENDMENT

The provision revises the rules for qualified conservation con-
tributions with respect to property for which a charitable deduction
is allowable under section 170(h)(4)(B)(ii) by reason of a property’s
location in a registered historic district. Under the provision, a
charitable deduction is not allowable with respect to a structure or
land area located in such a district (by reason of the structure or
land area’s location in such a district). A charitable deduction is al-
lowable with respect to buildings (as is the case under present law)
but the qualified real property interest that relates to the exterior
of the building must preserve the entire exterior of the building, in-
cluding the space above the building, the sides, the rear, and the
front of the building. In addition, such qualified real property inter-
est must provide that no portion of the exterior of the building may
be changed in a manner inconsistent with the historical character
of such exterior.

For any contribution relating to a registered historic district
made after the date of enactment of the provision, taxpayers must
include with the return for the taxable year of the contribution a
qualified appraisal of the qualified real property interest (irrespec-
tive of the claimed value of such interest) and attach the appraisal
with the taxpayer’s return, photographs of the entire exterior of the
building, and descriptions of all current restrictions on develop-
ment of the building, including, for example, zoning laws, ordi-
nances, neighborhood association rules, restrictive covenants, and
other similar restrictions. Failure to obtain and attach an appraisal
or to include the required information results in disallowance of the
deduction. In addition, the donor and the donee must enter into a
written agreement certifying, under penalty of perjury, that the
donee is a qualified organization, with a purpose of environmental
protection, land conservation, open space preservation, or historic
preservation, and that the donee has the resources to manage and
enforce the restriction and a commitment to do so.

Taxpayers claiming a deduction for a qualified conservation
contribution with respect to the exterior of a building located in a
registered historic district in excess of the greater of three percent
of the fair market value of the underlying property or $10,000 must
pay a $500 fee to the Internal Revenue Service or the deduction is
not allowed. Amounts paid are required to be dedicated to Internal
Revenue Service enforcement of qualified conservation contribu-
tions.

Effective date.—The provision relating to deductions for con-
tributions relating to structures and land areas is effective for con-
tributions made after the date of enactment. The limitation on the
amount that may be deducted and the filing fee is effective for con-
tributions made 180 days after the date of enactment. The rest of
the provision is effective for contributions made after November 15,
2005.
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CONFERENCE AGREEMENT

The conference agreement does not include the Senate amend-
ment provision.

5. Reform rules relating to charitable contributions of taxidermy
and recapture tax benefit on property not used for an exempt
use (secs. 215 and 216 of the Senate amendment and secs. 170,
6050L, and new sec. 6720B of the Code)

PRESENT LAW
Deductibility of charitable contributions

In general

In computing taxable income, a taxpayer who itemizes deduc-
tions generally is allowed to deduct the amount of cash and the fair
market value of property contributed to an organization described
in section 501(c)(3) or to a Federal, State, or local governmental en-
tity.160 The amount of the deduction allowable for a taxable year
with respect to a charitable contribution of property may be re-
duced or limited depending on the type of property contributed, the
type of charitable organization to which the property is contributed,
and the income of the taxpayer.161 In general, more generous chari-
table contribution deduction rules apply to gifts made to public
charities than to gifts made to private foundations. Within certain
limitations, donors also are entitled to deduct their contributions to
section 501(c)(3) organizations for Federal estate and gift tax pur-
poses. By contrast, contributions to nongovernmental, non-chari-
table tax-exempt organizations generally are not deductible by the
donor,162 though such organizations are eligible for the exemption
from Federal income tax with respect to such donations.

Contributions of property

The amount of the deduction for charitable contributions of
capital gain property generally equals the fair market value of the
contributed property on the date of the contribution. Capital gain
property means any capital asset, or property used in the tax-
payer’s trade or business, the sale of which at its fair market value,
at the time of contribution, would have resulted in gain that would
have been long-term capital gain. Contributions of capital gain
property are subject to different percentage limitations (i.e., limita-
tions based on the donor’s income) than other contributions of prop-
erty.

For certain contributions of property, the deductible amount is
reduced from the fair market value of the contributed property by
the amount of any gain, generally resulting in a deduction equal
to the taxpayer’s basis. This rule applies to contributions of: (1) or-
dinary income property, e.g., property that, at the time of contribu-

160 The deduction also is allowed for purposes of calculating alternative minimum taxable in-
come.

161 Secs. 170(b) and (e).

162 Exceptions to the general rule of non-deductibility include certain gifts made to a veterans’
organization or to a domestic fraternal society. In addition, contributions to certain nonprofit
cemetery companies are deductible for Federal income tax purposes, but generally are not de-
ductible for Federal estate and gift tax purposes. Secs. 170(c)(3), 170(c)(4), 170(c)(5), 2055(a)(3),
2055(a)(4), 2106(a)(2)(A)({ii), 2522(a)(3), and 2522(a)(4).
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tion, would not have resulted in long-term capital gain if the prop-
erty was sold by the taxpayer on the contribution date;162 (2) tan-
gible personal property that is used by the donee in a manner un-
related to the donee’s exempt (or governmental) purpose; and (3)
property to or for the use of a private foundation (other than a
foundation defined in section 170(b)(1)(E)).

Charitable contributions of taxidermy are subject to the tan-
gible personal property rule (number (2) above). For example, for
appreciated taxidermy, if the property is used to further the
donee’s exempt purpose, the deduction is fair market value. But if
the property is not used to further the donee’s exempt purpose, the
deduction is the donor’s basis. If the taxidermy is depreciated, i.e.,
the value is less than the taxpayer’s basis in such property, tax-
payers generally deduct the fair market value of such contribu-
tions, regardless of whether the property is used for exempt or un-
related purposes by the donee.

Substantiation

No charitable deduction is allowed for any contribution of $250
or more unless the taxpayer substantiates the contribution by a
contemporaneous written acknowledgement of the contribution by
the donee organization.164 Such acknowledgement must include the
amount of cash and a description (but not value) of any property
other than cash contributed, whether the donee provided any goods
or services in consideration for the contribution (and a good faith
estimate of the value of any such goods or services).

In general, if the total charitable deduction claimed for non-
cash property is more than $500, the taxpayer must attach a com-
pleted Form 8283 (Noncash Charitable Contributions) to the tax-
payer’s return or the deduction is not allowed.165 C corporations
(other than personal service corporations and closely-held corpora-
tions) are required to file Form 8283 only if the deduction claimed
is more than $5,000. Information required on the Form 8283 in-
cludes, among other things, a description of the property, the ap-
praised fair market value (if an appraisal is required), the donor’s
basis in the property, how the donor acquired the property, a dec-
laration by the appraiser regarding the appraiser’s general quali-
fications, an acknowledgement by the donee that it is eligible to re-
ceive deductible contributions, and an indication by the donee
whether the property is intended for an unrelated use.

Taxpayers are required to obtain a qualified appraisal for do-
nated property with a value of more than $5,000, and to attach an
appraisal summary to the tax return.166 Under Treasury regula-
tions, a qualified appraisal means an appraisal document that,
among other things: (1) relates to an appraisal that is made not
earlier than 60 days prior to the date of contribution of the ap-
praised property and not later than the due date (including exten-
sions) of the return on which a deduction is first claimed under sec-

163 For certain contributions of inventory, C corporations may claim an enhanced deduction
equal to the lesser of (1) basis plus one-half of the item’s appreciation (i.e., basis plus one half
of fair market value in excess of basis) or (2) two times basis. Sec. 170(e)(3), 170(e)(4), 170(e)(6).

164 Sec. 170(N(8).

165 Sec. 170(H)(11).

166 Id
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tion 170;167 (2) is prepared, signed, and dated by a qualified ap-
praiser; (3) includes (a) a description of the property appraised; (b)
the fair market value of such property on the date of contribution
and the specific basis for the valuation; (¢) a statement that such
appraisal was prepared for income tax purposes; (d) the qualifica-
tions of the qualified appraiser; and (e) the signature and taxpayer
identification number of such appraiser; and (4) does not involve an
appraisal fee that violates certain prescribed rules.168 In the case
of contributions of art valued at more than $20,000 and other con-
tributions of more than $500,000, taxpayers are required to attach
the appraisal to the tax return. Taxpayers may request a State-
ment of Value from the Internal Revenue Service in order to sub-
stantiate the value of art with an appraised value of $50,000 or
more for income, estate, or gift tax purposes.16® The fee for such
a Statement is $2,500 for one, two, or three items or art plus $250
for each additional item.

If a donee organization sells, exchanges, or otherwise disposes
of contributed property with a claimed value of more than $5,000
(other than publicly traded securities) within two years of the prop-
erty’s receipt, the donee is required to file a return (Form 8282)
with the Secretary, and to furnish a copy of the return to the
donor, showing the name, address, and taxpayer identification
number of the donor, a description of the property, the date of the
contribution, the amount received on the disposition, and the date
of the disposition.170

HOUSE BILL
No provision.
SENATE AMENDMENT

Contributions of taxidermy

For contributions of taxidermy property with a claimed value
of more than $500, the individual must include with the individ-
ual’s return a photograph of the taxidermy and comparable sales
data for similar items. It is intended that valuation must be based
on comparable sales and that a deduction is not allowable if suffi-
cient comparable sales are not provided.

For claims of more than $5,000, the taxpayer must notify the
IRS of the deduction and include with the taxpayer’s return a
statement of value from the IRS, similar to that available under
present law for items of art, or a request for such a statement and
a fee of $500. The provision defines taxidermy property as a mount-
ed work of art which contains any part of a dead animal.

It is intended that for purposes of the charitable contribution
deduction, a taxpayer may not include in the taxpayer’s basis of the
contributed taxidermy any costs attributable to travel.

1671n the case of a deduction first claimed or reported on an amended return, the deadline
is the date on which the amended return is filed.

168 Treas. Reg. sec. 1.170A-13(c)(3). Sec. 170(H)(11)(E).

169 Rev. Proc. 96-15, 1996-1 C.B. 627.

170 Sec. 6050L(a)(1).
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Recapture of tax benefit upon subsequent disposition of tangible per-
sonal property intended for an exempt use

In general, the provision recovers the tax benefit for charitable
contributions of tangible personal property with respect to which a
fair market value deduction is claimed and which is not used for
exempt purposes. The provision applies to appreciated tangible per-
sonal property that is identified by the donee organization as for
a use related to the purpose or function constituting the donee’s
basis for tax exemption, and for which a deduction of more than
$5,000 is claimed (“applicable property”).171

Under the provision, if a donee organization disposes of appli-
cable property within three years of the contribution of the prop-
erty, the donor is subject to an adjustment of the tax benefit. If the
disposition occurs in the tax year of the donor in which the con-
tribution is made, the donor’s deduction generally is basis and not
fair market value.172 If the disposition occurs in a subsequent year,
the donor must include as ordinary income for its taxable year in
which the disposition occurs an amount equal to the excess (if any)
of (i) the amount of the deduction previously claimed by the donor
as a charitable contribution with respect to such property, over (ii)
the donor’s basis in such property at the time of the contribution.

There is no adjustment of the tax benefit if the donee organiza-
tion makes a certification to the Secretary, by written statement
signed under penalties of perjury by an officer of the organization.
The statement must either (1) certify that the use of the property
by the donee was related to the purpose or function constituting
the basis for the donee’s exemption, and describe how the property
was used and how such use furthered such purpose or function; or
(2) state the intended use of the property by the donee at the time
of the contribution and certify that such use became impossible or
infeasible to implement. The organization must furnish a copy of
the certification to the donor.

A penalty of $10,000 applies to a person that identifies applica-
ble property as having a use that is related to a purpose or func-
tion constituting the basis for the donee’s exemption knowing that
it is not intended for such a use.173

Reporting of exempt use property contributions

The provision modifies the present-law information return re-
quirements that apply upon the disposition of contributed property
by a charitable organization (Form 8282, sec. 6050L). The return
requirement is extended to dispositions made within three years
after receipt (from two years). The donee organization also must
provide, in addition to the information already required to be pro-
vided on the return, a description of the donee’s use of the prop-
erty, a statement of whether use of the property was related to the
purpose or function constituting the basis for the donee’s exemp-
til())n, z)md, if applicable, a certification of any such use (described
above).

171 Present law rules continue to apply to any contribution of exempt use property for which
a deduction of $5,000 or less is claimed.

172The disposition proceeds are regarded as relevant to a determination of fair market value.

173 Other present-law penalties also may apply, such as the penalty for aiding and abetting
the understatement of tax liability under section 6701.
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Effective date

With respect to contributions of taxidermy property, the provi-
sion is effective for contributions made after November 15, 2005.
With respect to exempt use property generally, the provision is ef-
fective for contributions made and returns filed after June 1, 2006.

CONFERENCE AGREEMENT

The conference agreement does not include the Senate amend-
ment provision.

6. Limit charitable deduction for contributions of clothing and
household items and modify recordkeeping and substantiation
requirements for certain charitable contributions (secs. 217 and
218 of the Senate amendment and sec. 170 of the Code)

PRESENT LAW
Deductibility of charitable contributions

In general

In computing taxable income, a taxpayer who itemizes deduc-
tions generally is allowed to deduct the amount of cash and the fair
market value of property contributed to an organization described
in section 501(c)(3) or to a Federal, State, or local governmental en-
tity.174 The amount of the deduction allowable for a taxable year
with respect to a charitable contribution of property may be re-
duced or limited depending on the type of property contributed, the
type of charitable organization to which the property is contributed,
and the income of the taxpayer.175 In general, more generous chari-
table contribution deduction rules apply to gifts made to public
charities than to gifts made to private foundations. Within certain
limitations, donors also are entitled to deduct their contributions to
section 501(c)(3) organizations for Federal estate and gift tax pur-
poses. By contrast, contributions to nongovernmental, non-chari-
table tax-exempt organizations generally are not deductible by the
donor,176 though such organizations are eligible for the exemption
from Federal income tax with respect to such donations.

Contributions of property

The amount of the deduction for charitable contributions of
capital gain property generally equals the fair market value of the
contributed property on the date of the contribution. Capital gain
property means any capital asset or property used in the taxpayer’s
trade or business the sale of which at its fair market value, at the
time of contribution, would have resulted in gain that would have
been long-term capital gain. Contributions of capital gain property
are subject to different percentage limitations than other contribu-
tions of property.

174The deduction 