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3. FEDERAL RECEIPTS

Receipts (budget and off-budget) are taxes and other or 4.2 percent relative to 1999. This increase is largely
collections from the public that result from the exercise due to assumed increases in incomes resulting from
of the Government’s sovereign or governmental powers. both real economic growth and inflation. Receipts are
The difference between receipts and outlays determines projected to grow at an average annual rate of 3.6

the surplus or deficit. percent between 2000 and 2004, rising to $2,165.5 bil-
lion.
Growth in receipts.—Total receipts in 2000 are esti- As a share of GDP, receipts are projected to decline

mated to be $1,883.0 billion, an increase of $76.7 billion from 20.6 percent in 1999 to 20.0 percent in 2004.

Table 3-1. RECEIPTS BY SOURCE—SUMMARY
(In billions of dollars)

Estimate
Source 1998 actual
1999 2000 2001 2002 2003 2004
Individual income taxes 828.6 868.9 899.7 912.5 942.8 970.7 1,017.7
Corporation incOMe taxes ..ot 188.7 182.2 189.4 196.6 2034 2123 2215
Social insurance and retirement receipts . 571.8 608.8 636.5 660.3 686.3 712.0 739.2
(ON-DUAGEL) e . (156.0) (164.8) (171.2) 177.7) (184.6) (189.8) (196.3)
(Off-budget) .. (415.8) (444.0) (465.3) (482.6) (501.8) (522.2) (542.9)
Excise taxes ......... 57.7 68.1 69.9 70.8 72.3 73.8 75.4
Estate and gift taxes 24.1 25.9 27.0 28.4 30.5 316 339
Customs duties ..... 18.3 17.7 18.4 20.0 214 23.0 24.9
Miscellaneous receipts 32.7 34.7 421 449 50.3 51.7 53.0
Total receipts 1,721.8 1,806.3 1,883.0 1,933.3 2,007.1 2,075.0 2,165.5
(On-budget) (1,306.0) (1,362.3) (1,417.7) (1,450.7) (1,505.3) (1,552.8) (1,622.6)
(Off-budget) (415.8) (444.0) (465.3) (482.6) (501.8) (522.2) (542.9)

Table 3-2. CHANGES IN RECEIPTS
(In billions of dollars)

Estimate

1999 2000 2001 2002 2003 2004
Receipts under tax rates and structure in effect January 1, 1999 1 ..o 1,806.6 1,870.1 1,918.8 1,988.3 2,052.8 2,139.5
Social security (OASDI) taxable earnings base increases: .

$72,600 0 $76,200 0N JaN. 1, 2000 .....oveumermrmcreereinsieesseens sttt | neessessenaes 1.7 44 438 5.2 5.7

$76,200 to $79,200 on Jan. 1, 2001 ... 14 3.6 39 43
$79,200 to $81,900 0N JaN. 1, 2002 ......ccoovvrerererrririerisesnennesens st | s | e | o 13 32 35
$81,900 t0 $84,600 0N JaN. 1, 2003 ......cvvirvrierririrerieinenesiees st ssniesnes | onnenennnnne | e | s | e 13 32
$84,600 to $87,000 0N JAN. 1, 2004 ..o | seeennnnnns | seesennnnne | s | s | e 11
Proposals 2 8.7 9.1 8.7 8.2
Total, receipts under existing and proposed [egiSIation ........ccccvvininininininininieeeens 1,806.3 1,883.0 1,933.3 2,007.1 2,075.0 2,165.5

1These estimates assume a social security taxable earnings base of $72,600 through 2004.
2Net of income offsets.
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ENACTED LEGISLATION

Several laws were enacted in 1998 that have an effect
on governmental receipts. The major legislative changes
affecting receipts are described below.

Transportation Equity Act for the 21st Cen-
tury.—This Act, which was signed by President Clinton
on June 9, 1998, represents a significant achievement
in the Administration’'s efforts to meet our country’s
transportation needs in the next century. By building
on the initiatives established in the Intermodal Surface
Transportation Efficiency Act of 1991, this Act combines
the continuation and improvement of current programs
with new initiatives to meet the challenges of improving
safety as traffic continues to increase, protecting and
enhancing communities and the natural environment
as we provide transportation, and advancing America’s
economic growth and competitiveness domestically and
internationally through efficient and flexible transpor-
tation. The major provisions of the Act affecting receipts
are described below:

Extend highway-related taxes.—The excise taxes lev-
ied on gasoline (other than aviation gasoline), diesel
fuel, and special motor fuels, which were scheduled to
fall to 4.4 cents per gallon (or comparable rates in the
case of special motor fuels) after September 30, 1999,
are extended at their prior law rates (with a 0.1-cent-
per-gallon reduction, reflecting the expiration of the
LUST Trust Fund tax, on April 1, 2005) through Sep-
tember 30, 2005. Highway Trust Fund excise taxes on
heavy truck tires and the sale and the use of heavy
trucks, which were scheduled to expire on September
30, 1999, are extended at their prior law rates through
September 30, 2005.

Extend and modify ethanol tax benefit.—Under prior
law, ethanol fuels were eligible for a tax benefit equal
to 54 cents per gallon, which could be claimed through
reduced excise taxes paid on motor fuels, as well as
through income tax credits. The authority to claim the
credit against income taxes was scheduled to expire
after December 31, 2000 and the authority to claim
the benefit through reduced excise taxes was scheduled
to expire after September 30, 2000. This Act extends
the authority to claim the credit against income taxes
through December 31, 2007; the authority to claim the
benefit through reduced excise taxes is extended
through September 30, 2007. In addition, the tax bene-
fit is reduced to 53 cents per gallon effective January
1, 2001, 52 cents per gallon effective January 1, 2003,
and 51 cents per gallon effective January 1, 2005.

Repeal excise tax on railroad diesel fuel.—The 1.25
cents-per-gallon tax on railroad diesel fuel, which was
scheduled to expire after September 30, 1999, is re-
pealed effective November 1, 1998.

Extend and increase transfers of motorboat and small
engine fuels taxes to the Aquatic Resources Trust
Fund.—Under prior law, 11.5 cents per gallon of the
18.4-cents-per-gallon tax on gasoline and special motor
fuels used in motorboats and small engines was trans-

ferred to the Aquatic Resources Trust Fund. This Act
extends the transfer, which was scheduled to expire
after September 30, 1998, through September 30, 2005.
In addition, the amount transferred is increased to 13.0
cents per gallon effective October 1, 2001 and to 13.5
cents per gallon effective October 1, 2003.

Modify tax treatment of transportation benefits.—
Under prior law, up to $175 per month (for 1998) of
employer-provided parking benefits were excludable
from an employee’s gross income, regardless of whether
the benefits were offered in addition to, or in lieu of,
any compensation otherwise payable to the employee.
In contrast, up to $65 per month (for 1998) of employer-
provided transit and vanpool benefits were excludable
from an employee’s gross income, but only if the bene-
fits were provided in addition to, and not in lieu of,
any compensation otherwise payable to the employee.
The dollar limits for both benefits were indexed annu-
ally for inflation. Under this Act, effective for taxable
years beginning after December 31, 1997, employers
are allowed to offer employees the option of electing
cash compensation in lieu of any qualified transpor-
tation benefit, or a combination of any of these benefits.
In addition, effective for taxable years beginning after
December 31, 2001, the exclusion for transit and van-
pool benefits is increased to $100 per month, with an-
nual indexing thereafter. The Act also eliminates the
1999 inflation adjustment to the dollar limit on trans-
portation benefits.

Simplify motor fuels tax refund procedures.—Under
prior law, gasoline and diesel fuel excise tax refunds
were administered separately, subject to separate quar-
terly minimum filing thresholds. Effective for claims
filed after September 30, 1998, refunds of gasoline and
diesel fuel excise taxes may be aggregated, and a claim
may be filed once a single $750 minimum is reached
(determined on a year-to-date basis).

Internal Revenue Service Restructuring and Re-
form Act of 1998.—This Act, which was signed by
President Clinton on July 22, 1998, sets in motion the
most comprehensive overhaul of IRS’'s internal oper-
ations in more than four decades, puts new emphasis
on electronic filing, and puts in place new rights and
protections for taxpayers when dealing with the IRS.
The major provisions of the Act are described below.

Reorganization of Structure and Management of
the IRS

Reorganize and revise the mission of the IRS.—The
IRS Commissioner is required to replace the existing
three-tier geographic structure of the IRS (national, re-
gional, district) with organizational units serving par-
ticular groups of taxpayers. The IRS is also required
to review and restate its mission to place greater em-
phasis on serving the public and meeting taxpayer’s
needs. An independent Appeals function must also be
established within the IRS.
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Establish IRS Oversight Board.—A nine-member IRS
Oversight Board is established within the Treasury De-
partment. The responsibilities of the Board include the
following: (1) Review and approval of IRS strategic
plans. (2) Review operational functions of the IRS. (3)
Recommend candidates for IRS Commissioner and re-
view the selection, evaluation, and compensation of sen-
ior managers. (4) Review and approve plans for any
major future reorganization of the IRS. (5) Review and
approve the Commissioner’s IRS budget request to be
submitted to the Department of the Treasury. This
budget request also will be submitted to Congress con-
current with the President’s annual budget request for
the IRS. (6) Ensure the proper treatment of taxpayers
by IRS employees.

Modify appointment and duties of IRS Commis-
sioner.—The IRS Commissioner is nominated by the
President and confirmed by the Senate, as under prior
law. However, under this Act the Commissioner is ap-
pointed to a five-year term and is required to have
a demonstrated ability in management.

Rename and expand the authority of the Taxpayer
Advocate.—The Taxpayer Advocate position is renamed
the National Taxpayer Advocate. The individual ap-
pointed to this position cannot have been an officer
or employee of the IRS during the two-year period end-
ing with the individual’'s appointment, and must agree
not to accept employment with the IRS (outside of the
Taxpayer Advocate organization) during the five-year
period beginning with the date the individual ceases
to be the National Taxpayer Advocate. The person in
this position is responsible for appointing at least one
local taxpayer advocate for each State and has ex-
panded authority to issue taxpayer assistance orders
(orders that may be issued when a taxpayer is suffering
or is about to suffer from a significant hardship as
a result of the manner in which the laws are being
administered by IRS). In determining whether to issue
a taxpayer assistance order, the National Taxpayer Ad-
vocate is authorized to consider, among other factors,
the following: unreasonable delays in resolving the tax-
payer's account problems; immediate threats of sub-
stantial adverse action (such as the seizure of a resi-
dence to pay overdue taxes); the likelihood of irrep-
arable harm if relief is not granted; whether the tax-
payer will have to pay significant professional fees if
relief is not granted; and the possibility of long-term
adverse impact on the taxpayer.

Establish position of Treasury Inspector General for
Tax Administration.—The Office of the IRS Chief In-
spector is to be terminated and the powers of the IRS
Chief Inspector are to be transferred to the new posi-
tion of Treasury Inspector General (IG) for Tax Admin-
istration. The new IG for Tax is given all the powers
under the Inspector General Act for matters relating
to the IRS, may conduct an audit or investigation of
the IRS upon the written request of the Commissioner
or the Board, and is required to establish a toll-free
telephone number for taxpayers to confidentially reg-
ister complaints of misconduct by IRS employees.

Prohibit Executive Branch influence over taxpayer au-
dits.—The President, Vice President, and most Cabinet
officers, other than the Attorney General, are prohibited
from requesting, directly or indirectly, an officer or em-
ployee of the IRS to either conduct or terminate an
audit or investigation of any particular taxpayer with
respect to the tax liability of the taxpayer.

Improve personnel flexibilities.—The modification of
employee personnel rules applicable to the IRS will help
the IRS recruit and retain the private sector expertise
it needs to fill critical technical and senior management
positions and will provide important tools that will en-
able the IRS to accomplish its restructuring efforts.

Electronic Filing

The Act states that it is the policy of the Congress
to promote paperless filing, with the long-range goal
of having at least 80 percent of all tax returns filed
electronically by 2007. Toward that end, the IRS is
required to develop a strategic plan concerning elec-
tronic filing within 180 days after July 22, 1998, to
establish an “electronic commerce advisory group,” and
to report periodically to Congress on progress toward
meeting the 80 percent goal. The Act also requires that
the IRS develop procedures to: (1) accept digital or
other electronic signatures, (2) accept all forms elec-
tronically for periods beginning after December 31,
1999, to the extent practicable, (3) acknowledge elec-
tronic filing in a manner similar to certified or reg-
istered mail, (4) provide forms and other IRS documents
on the Internet, (5) electronically authorize disclosure
of return information to the return preparer, (6) allow
taxpayers on-line access to account information, subject
to suitable safeguards, and (7) implement a fully re-
turn-free tax system for certain taxpayers for taxable
years beginning after 2007. In addition, the deadline
for filing information returns with the IRS is extended
from February 28 until March 31 of the year following
the tax year to which the return relates, for returns
filed electronically. The Secretary of the Treasury is
required to study and report to Congress by June 30,
1999, the effect of similarly extending the deadline for
providing taxpayers with copies of information returns
from January 31 to February 15 of the year following
the tax year to which the return relates.

Congressional Accountability for the IRS

The Act consolidates Congressional oversight of the
IRS by: (1) expanding the duties of the Joint Committee
on Taxation (JCT) to include review and approval of
all requests for General Accounting Office (GAO) inves-
tigations of the IRS (other than those from a committee
chairperson or ranking member, those required by law,
and those self-initiated by GAO); (2) requiring one an-
nual joint review of the annual filing season and the
progress of the IRS in meeting its objectives under the
strategic and business plans, in improving taxpayer
service and compliance, and on technology moderniza-
tion; (3) stating that it is the sense of the Congress
that IRS should place a high priority on resolving the
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century date change; (4) stating that it is the sense
of the Congress that the IRS provide the Congress with
an independent view of tax administration and that
the tax-writing committees should hear from front-line
technical experts at the IRS during the legislative proc-
ess with respect to the administrability of pending
amendments to the Internal Revenue Code; and (4) re-
quiring that the IRS report to the House Committee
on Ways and Means and the Senate Committee on Fi-
nance by March 1 of each year regarding sources of
complexity in the administration of the Federal tax
laws.

Taxpayer Protection and Rights
Burden of Proof

Shift the burden of proof to the IRS in certain cir-
cumstances.—In any court proceeding with respect to
a factual issue (applicable to income, estate, gift and
generation-skipping transfer taxes), the burden of proof
is shifted to the IRS if the taxpayer introduces credible
evidence relevant to ascertaining his/her tax liability.
The taxpayer has the burden of proving that the follow-
ing conditions, which are necessary prerequisites to es-
tablishing that the burden of proof is on the IRS, have
been met: (1) All items at issue must be substantiated
by the taxpayer in accordance with the Internal Reve-
nue Code and relevant regulations. (2) All records re-
quired by the Internal Revenue Code and regulations
must be maintained by the taxpayer. (3) The taxpayer
must cooperate with the IRS regarding reasonable re-
qguests for witnesses, information, documents, meetings
and interviews. (4) Taxpayers other than individuals
or estates must meet the net worth limitations (no more
than $7 million) that apply to awarding attorney’s fees.
This provision applies to court proceedings arising in
connection with examinations commencing after July
22,1998, or if there is no examination, to court proceed-
ings arising in connection with taxable periods or
events beginning or occurring after July 22, 1998.

Proceedings by Taxpayers

Expand authority to award costs and certain fees.—
Any person who substantially prevails in a dispute re-
lated to taxes, interest, or penalties may be awarded
reasonable administrative costs incurred before the IRS
and reasonable litigation costs incurred in connection
with any court proceeding. Individuals can receive an
award of litigation and administrative costs only if their
net worth does not exceed $2 million. Awards cannot
exceed amounts actually paid or incurred, and attor-
ney’'s fees awarded cannot exceed a statutorily limited
rate. Under prior law, taxpayers who were represented
pro bono, and thus bore no actual attorney’s fees and
costs, could not recover such amounts. This Act allows
the awarding of attorney’s fees (in amounts up to the
statutory limit) to persons who represent such tax-
payers for no more than a nominal fee. The statutorily
limited rate is increased from $110 per hour (indexed
for inflation) to $125 per hour (indexed for inflation).
The Act also clarifies that an award of attorney's fees

from the United States is permitted in actions for civil
damages for unauthorized inspection or disclosure of
taxpayer returns and return information only when the
defendant is the United States and the plaintiff is a
prevailing party. Other defendants (such as State em-
ployees or contractors) may be liable for attorney’s fees
and costs in cases where the United States is not a
party, whenever they are found to have made a wrong-
ful disclosure. Finally, the Act provides that attorney’s
fees and costs may be recovered if the taxpayer makes
a “qualified offer” to the IRS, the IRS rejects the offer,
and the ultimate resolution of the case is less favorable
to the IRS than the rejected “qualified offer.” These
provisions are effective for costs incurred and services
performed after January 18, 1999.

Expand civil damages for collection actions.—Tax-
payers have the right to sue for damages if, in connec-
tion with any collection of Federal tax, any officer or
employee of the IRS recklessly or intentionally dis-
regards any provision of the Internal Revenue Code
or any regulation thereunder. Recoverable damages are
the lesser of actual, direct economic damages sustained,
plus attorneys’ fees, or $1 million. Under prior law,
actions could only be brought by the injured taxpayer
(not by an injured third party) and could not be brought
against any officer or employee of the IRS who neg-
ligently disregarded any provision of the Internal Reve-
nue Code or any regulation thereunder. In addition,
suit could not be brought against any officer or em-
ployee of the IRS who willfully violated the automatic
stay or discharge provisions of the Bankruptcy Code.
Effective for actions occurring after July 22, 1998, this
Act expands the ability to sue for civil damages as
follows: (1) A taxpayer may sue for up to $100,000
in civil damages caused by an officer or employee of
the IRS who negligently disregards provisions of the
Internal Revenue Code or any regulation thereunder
in connection with the collection of Federal tax from
the taxpayer. (2) A taxpayer may sue for up to $1
million in civil damages caused by an officer or em-
ployee of the IRS who willfully violates provisions of
the Bankruptcy Code relating to automatic stays or
discharges. (3) Injured third parties are permitted to
sue for civil damages for unauthorized collection ac-
tions.

Increase Tax Court’'s “small case” limit.—Taxpayers
may choose to contest many tax disputes in the Tax
Court. Under prior law, special “small case procedures”
applied to disputes involving $10,000 or less, if the
taxpayer chose to utilize these procedures (and the Tax
Court concurred). This Act increases the cap for small
case treatment in the Tax Court from $10,000 to
$50,000, effective for proceedings commencing after
July 22, 1998.

Allow actions for refund with respect to certain estates
that have elected the installment method of payment.—
Under the Internal Revenue Code, a taxpayer may
bring a refund suit only if full payment of the assessed
tax liability has been made. However, under certain
conditions, the executor of an estate may pay the estate
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tax attributable to certain closely-held businesses over
a 14-year period. These two rules can be in conflict,
preventing electing estates from obtaining full relief in
a refund jurisdiction. Effective for claims filed after
July 22, 1998, this Act grants the courts refund juris-
diction to determine the correct liability of such an
estate, so long as the estate has properly elected to
pay in installments, all payments are current, the pay-
ments due have not been accelerated, there are no suits
for declaratory judgment pending, and there are no out-
standing deficiency notices against the estate. The Act
also includes a number of technical and conforming
amendments to implement this change.

Modify appeals process with regard to adverse deter-
minations regarding the tax-exempt status of certain
bond issues.—Interest on debt incurred by States or
local governments generally is excluded from gross in-
come if the proceeds of the borrowing are used to carry
out governmental functions of those entities and the
debt is repaid with governmental funds. A jurisdiction
that seeks to issue bonds can request a ruling from
the IRS regarding the eligibility of such bonds for tax-
exemption. The prospective issuer can challenge the
IRS’s determination (or failure to make a timely deter-
mination) in a declaratory judgment proceeding in the
Tax Court. Under prior law there was no mechanism
that explicitly allowed tax-exempt bond issuers exam-
ined by the IRS to appeal adverse examination deter-
minations to the Appeals Division of the IRS as a mat-
ter of right. This Act directs the IRS to modify its
administrative procedures to allow tax-exempt bond
issuers examined by the IRS to appeal adverse exam-
ination determinations to the Appeals Division as a
matter of right, effective July 22, 1998. These appeals
must be heard by senior appeals officers having experi-
ence in resolving complex cases.

Provide new remedy for third parties who claim that
the IRS has filed an erroneous lien.—The Supreme
Court held (Williams v. United States) that a third
party who paid another person’'s tax under protest to
remove a lien on the third party’s property could bring
a refund suit, because she had no other adequate ad-
ministrative or judicial remedy. However, the Court left
many important questions unresolved. This Act creates
administrative and judicial remedies for a third party
subject to an erroneous tax lien, effective July 22, 1998.
Under this procedure, the owner of property (other than
the taxpayer) can obtain a certificate discharging prop-
erty from the Federal tax lien as a matter of right,
provided certain conditions are met. The certificate of
discharge enables the property owner to sell the prop-
erty free and clear of the Federal tax lien in all cir-
cumstances. The Act also establishes a judicial cause
of action for persons challenging a Federal tax lien.

Relief for Innocent Spouses and Persons with
Disabilities
Relieve innocent spouse of liability in certain cases.—

Spouses who file a joint tax return are each fully re-
sponsible for the accuracy of the return and for the

full tax liability, even if only one spouse earned the
wages or income shown on the return. Under prior law,
relief from liability was available for “innocent spouses”
in certain circumstances, but the conditions were fre-
guently hard to meet and the Tax Court did not have
jurisdiction to review all denials of innocent spouse re-
lief. This Act generally makes innocent spouse status
easier to obtain by eliminating certain applicable dollar
thresholds for understatements of tax; requiring that
the understatement of tax be attributable to an erro-
neous item of the other spouse, rather than a grossly
erroneous item as required under prior law; giving the
IRS the discretion to provide equitable relief; and pro-
viding the Tax Court with jurisdiction to review the
IRS’s denial of innocent spouse relief and to order ap-
propriate relief. The Act also modifies the innocent
spouse provision to permit a spouse who is divorced,
legally separated, or living apart for 12 months, to elect
to limit his/her liability for unpaid taxes on a joint
return to his/her separate liability amount. Unless the
electing taxpayer had knowledge, when the return was
signed, that an item on the return was incorrect, such
an electing taxpayer essentially is responsible for any
deficiency only to the extent his/her own items contrib-
uted to the deficiency. The separate liability election
must be made no later than two years after the date
on which collection activities have begun with respect
to the individual seeking the relief. Except in limited
cases, the IRS is not permitted to collect the tax until
the Tax Court case is final (although the running of
the statute of limitations will be suspended while the
Tax Court case is pending). Finally, the Act requires
the IRS to develop a separate form with instructions
for taxpayers to use in applying for innocent spouse
relief by January 18, 1999. These changes apply to
liability for tax arising after July 22, 1998, as well
as to any liability arising on or before that date that
remains unpaid on that date.

Provide equitable tolling.—A refund claim that is not
filed within certain specified time periods is rejected
as untimely. The Supreme Court recently held (United
States v. Brockamp) that these limitations periods can-
not be extended, or “tolled,” for equitable reasons. This
may lead to harsh results for some taxpayers, particu-
larly when they fail to seek a refund because of a
well-documented disability or similar compelling cir-
cumstance that prevents them from doing so. Con-
sequently, this Act permits “equitable tolling” of the
limitation period on claims for refund for the period
of time during which an individual taxpayer is unable
to manage his/her financial affairs because of a medi-
cally determined physical or mental disability that can
be expected to result in death or to last for a continuous
period of not less than 12 months. Tolling does not
apply during periods in which the taxpayer’s spouse
or another person is authorized to act on the taxpayer's
behalf in financial matters. The provision applies to
periods of disability before, on, or after July 22, 1998,
but does not apply to any claim for refund or credit
that (without regard to the provision) is barred by the
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operation of any law, including the statute of limitation,
as of July 22, 1998.

Provisions Relating to Interest and Penalties

Allow “global” interest netting of underpayments and
overpayments of tax.—The rate of interest charged tax-
payers on their tax underpayments differs from the
rate paid to taxpayers on overpayments. Under prior
law, the IRS ameliorated the effect of this interest rate
differential by “netting” offsetting underpayments and
overpayments in some situations (that is, applying a
net interest rate of zero on equivalent amounts of over-
payment and underpayment); however, there was no
authority to net when either the overpayment or the
underpayment had been satisfied already (“global” net-
ting). This Act permits global interest netting for all
taxes (not just income taxes), effective for interest appli-
cable to periods beginning after July 22, 1998. It also
applies to interest for periods beginning before that
date if: (1) as of July 22, 1998, the statute of limitations
has not expired with respect to either the under-
payment or overpayment; (2) the taxpayer identifies
the periods of underpayment and overpayment for
which the zero rate applies; and (3) on or before Decem-
ber 31, 1999, the taxpayer asks the Secretary of the
Treasury to apply the zero rate.

Increase interest rate applicable to overpayments of
tax by noncorporate taxpayers.—Under prior law, inter-
est on overpayments of tax was payable at a rate equal
to the Federal short term interest rate (AFR) plus two
percentage points. Effective for interest payable on
overpayments by noncorporate taxpayers after Decem-
ber 31, 1998, the rate is increased to the AFR plus
three percentage points (the same rate applicable to
underpayments of tax). The rate remains at AFR plus
two percentage points for corporations.

Mitigate failure to pay penalty during installment
agreements.—Taxpayers who fail to pay their taxes are
subject to a penalty of 0.5 percent per month on the
unpaid amount, up to a maximum of 25 percent. Under
prior law, taxpayers who made installment payments
pursuant to an agreement with the IRS could also be
subject to the penalty. Effective for installment agree-
ment payments made after December 31, 1999, the pen-
alty for failure to pay taxes applicable to the unpaid
amount is reduced to 0.25 percent per month.

Mitigate failure to deposit penalty.—Under prior law,
deposits of payroll taxes were allocated to the earliest
period for which such deposit was due. If a taxpayer
missed or made an insufficient deposit for a given pe-
riod, later deposits were first applied to satisfy the
shortfall for the earlier period. Cascading penalties
often resulted, as payments that would otherwise be
sufficient to satisfy current liabilities were applied to
satisfy earlier shortfalls. For deposits required to be
made after January 18, 1999, this Act allows the tax-
payer to designate the period to which each deposit
is to be applied. The designation must be made no
later than 90 days after the related IRS penalty notice
is sent. For deposits required to be made after Decem-

ber 31, 2001, any deposit is to be applied to the most
recent period to which the deposit relates, unless the
taxpayer explicitly designates otherwise.

Suspend interest and certain penalties if the IRS fails
to contact the taxpayer.—In general, interest and pen-
alties accrue during the period for which taxes are un-
paid, without regard to whether the taxpayer is aware
that tax is due. Effective for taxable years ending after
July 22, 1998 and beginning before January 1, 2004,
for taxpayers who file a timely return, the accrual of
penalties and interest are suspended if the IRS has
not sent the taxpayer a notice of deficiency within 18
months following the date which is the later of: (1)
the due date of the return (without regard to exten-
sions) or (2) the date on which the individual taxpayer
timely filed the return. The provision applies only to
individuals and does not apply to the failure to pay
penalty, in the case of fraud, or with respect to criminal
penalties. The suspension of interest and penalties con-
tinues until 21 days after the IRS sends a notice to
the taxpayer specifically stating the taxpayer’s liability
and the basis for the liability. Effective for taxable
years beginning after December 31, 2003, the 18-month
period is reduced to one year.

Modify procedural requirements for imposition of pen-
alties.—Under prior law the IRS was not required to
show how penalties were computed on the notice of
penalty and in some cases, penalties could be imposed
without supervisory approval. Effective for notices
issued and penalties assessed after December 31, 2000,
this Act requires that each notice imposing a penalty
include the name of the penalty, the code section impos-
ing the penalty, and a computation of the penalty. In
addition, unless excepted, all non-computer-generated
penalties require the specific approval of IRS manage-
ment. The provision does not apply to failure-to-file
penalties, failure-to-pay penalties, or to penalties for
failure to pay estimated tax.

Permit personal delivery of 100-percent penalty no-
tices.—Any person who willfully fails to collect, truth-
fully account for, and pay over any tax imposed by
the Internal Revenue Code is liable for a penalty equal
to the amount of the tax. Before the IRS may assess
any such “100-percent penalty” it must mail a written
preliminary notice informing the person of the proposed
penalty. The mailing of such notice must precede any
notice and demand for payment of the penalty by at
least 60 days. Effective July 22, 1998, this Act permits
personal delivery of such preliminary notices, as an
alternative to delivery by mail.

Modify procedural requirements for interest charges.—
Effective for all notices issued by the IRS after Decem-
ber 31, 2000 that include an amount of interest re-
quired to be paid by the taxpayer, a detailed computa-
tion of the interest charges and a citation of the Code
section under which such interest is imposed are re-
quired.

Abate interest on underpayments of tax by taxpayers
in Presidentially declared disaster areas.—Effective for
disasters declared after December 31, 1997, with re-
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spect to taxable years beginning after December 31,
1997 (a provision of the Taxpayer Relief Act of 1997
had provided the same benefit to disasters declared
during 1997), taxpayers located in a Presidentially de-
clared disaster area do not have to pay interest on
taxes due for the length of any extension for filing
their tax returns granted by the Secretary of the Treas-
ury.

Protections for Taxpayers Subject to Audit or
Collection Activities

Establish formal procedures to insure due process in
IRS collection actions.—The IRS is entitled to seize a
taxpayer's property by levy to pay the taxpayer’s tax
liability. Effective for collections initiated after January
18, 1999, this Act establishes formal procedures de-
signed to insure due process where the IRS seeks to
collect taxes by levy. Under these procedures, the IRS
is required to provide the taxpayer with a “Notice of
intent to Levy” by personal delivery, by leaving it at
the taxpayer’s dwelling or usual place of business, or
by registered or certified mail, return receipt requested,
at least 30 days before the taxpayer’s property is seized.
During the 30-day period following issuance of the in-
tent to levy, the taxpayer may demand a hearing before
an appeals officer who has had no prior involvement
with the taxpayer’s case. If such a hearing is requested,
no levy may occur until a determination by the appeals
officer is rendered. The determination of the appeals
officer may be appealed to the Tax Court or, where
appropriate, the Federal district court. No seizure of
a dwelling that is the principal residence of the tax-
payer, the taxpayer's spouse, the taxpayer’'s former
spouse, or minor child is allowed without prior judicial
approval.

Extend confidentiality privilege to taxpayer commu-
nications with federally authorized practitioners.—The
attorney-client privilege of confidentiality is extended
to communications between taxpayers and individuals
(in noncriminal proceedings) who are authorized under
Federal law to practice before the IRS. The provision,
which is effective with regard to communications made
on or after July 22, 1998, does not apply to a written
communication between federally authorized tax practi-
tioners and any director, shareholder, officer, employee,
agent, or representative of a corporation in connection
with the promotion of any tax shelter.

Limit financial status audit techniques.—Effective
July 22, 1998, the IRS is prohibited from using finan-
cial status or economic reality examination techniques
to determine the existence of unreported income of any
taxpayer unless the IRS has a reasonable indication
that there is a likelihood of unreported income.

Establish protections against the disclosure and im-
proper use of computer software and source codes.—
In a civil action, the IRS is prohibited from issuing
a summons for any portion of any third-party tax-relat-
ed computer source code unless certain requirements
are satisfied. The Act also establishes a number of pro-
tections against the disclosure and improper use of

trade secrets and computer software and source code
that come into possession of the IRS in the course of
the examination of a taxpayer’'s return. These protec-
tions generally are effective for summonses issued and
computer software and source code acquired after July
22, 1998.

Prohibit threat of audit to coerce tip report-
ing alternative commitment agreements.—Restaurants
may enter into Tip Reporting Alternative Commitment
(TRAC) agreements. A restaurant entering into a TRAC
agreement is obligated to educate its employees on their
tip reporting obligations, to institute formal tip report-
ing procedures, to fulfill all filing and record keeping
requirements, and to pay and deposit taxes. In return,
the IRS agrees to base the restaurant’s liability for
employment taxes solely on reported tips and any unre-
ported tips discovered during an IRS audit of an em-
ployee. Effective July 22, 1998, the IRS is required
to instruct its employees that they may not threaten
to audit any taxpayer in an attempt to coerce the tax-
payer to enter into a TRAC agreement.

Allow taxpayers to quash all third-party sum-
monses.—Under prior law, summonses issued to “third-
party recordkeepers” were subject to different proce-
dures than other summonses: notice of the summons
was required to be given to the taxpayer, and the tax-
payer had an opportunity to bring a court proceeding
to quash the summons, during which time the third-
party recordkeeper was prohibited from complying with
the summons. This Act expands the “third-party record-
keeper” procedures to apply to all summonses issued
to persons other than the taxpayer. The provision is
effective for summonses served after July 22, 1998.

Permit service of summonses by mail.—This Act per-
mits the IRS to serve summonses by certified or reg-
istered mail, as an alternative to the prior law require-
ment that all summonses be personally served. The
provision is effective for summonses served after July
22, 1998.

Provide notice of IRS contact with third party.—Third
parties may be contacted by the IRS in connection with
the examination of a taxpayer or the collection of the
tax liability of the taxpayer. In general, under prior
law, the IRS was required to notify the taxpayer of
the service of summons on a third party within three
days of the date of service. This Act provides that the
IRS may not contact any person other than the tax-
payer with respect to the determination or collection
of the tax liability of the taxpayer without providing
reasonable notice in advance to the taxpayer that the
IRS may contact persons other than the taxpayer. This
provision, which is effective with respect to contacts
made after January 18, 1999, does not apply to criminal
tax matters, if the collection of the tax liability is in
jeopardy, if the Secretary determines that disclosure
may involve reprisal against any person, or if the tax-
payer authorized the contact.

Require supervisory approval for certain liens, levies,
and seizures.—Under prior law, supervisory approval
of liens, levies or seizures was only required under cer-
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tain circumstances. This Act requires the IRS to imple-
ment an approval process under which any lien, levy
or seizure would, when appropriate, be approved by
a supervisor, who would review the taxpayer’s informa-
tion, verify that a balance is due, and affirm that a
lien, levy or seizure is appropriate under the cir-
cumstances. Circumstances to be taken into account
include the amount due and the value of the asset.
The provision applies to automated collection system
actions initiated after December 31, 2000 and to all
other collections actions initiated after July 22, 1998.

Modify levy exemption amounts.—IRS may levy on
all non-exempt property of the taxpayer. Under prior
law, property exempt from levy included up to $2,500
in value of fuel, provisions, furniture, and personal ef-
fects in the taxpayer’s household and up to $1,250 in
value of books and tools necessary for the trade, busi-
ness or profession of the taxpayer. This Act increases
the value of personal effects exempt from levy to $6,250
and the value of books and tools exempt from levy
to $3,125. These amounts are indexed annually for in-
flation and apply to levys issued after July 22, 1998.

Require release of levy upon agreement that amount
is uncollectible.—Effective for levys imposed after De-
cember 31, 1999, the IRS is required to release a wage
levy as soon as practicable upon agreement with the
taxpayer that the tax is not collectible.

Suspend collection by levy during refund suit.—Gen-
erally, full payment of the tax at issue is a prerequisite
to a refund suit (Flora v. United States), but this rule
does not apply in the case of “divisible” taxes (such
as employment taxes or the "“100-percent penalty”
under section 6672). Effective for refund suits brought
with respect to taxable years beginning after December
31, 1998, this Act requires the IRS to suspend collection
by levy of liabilities that are the subject of a refund
suit during the pendency of the litigation. This only
applies where refund suits can be brought without the
full payment of the tax, i.e., divisible taxes. Collection
by levy is suspended unless jeopardy exists or the tax-
payer waives the suspension of collection in writing.
The statute of limitations on collection is stayed for
the period during which collection by levy is prohibited.

Require review of jeopardy and termination assess-
ments and jeopardy levies.—Special procedures allow
the IRS to make jeopardy assessments or termination
assessments in certain extraordinary circumstances; for
instance, if the taxpayer is leaving or removing prop-
erty from the United States or if assessment or collec-
tion would be jeopardized by delay. In jeopardy or ter-
mination situations, a levy may also be made without
the 30-day notice of intent to levy that is ordinarily
required. Jeopardy and termination assessments and
jeopardy levies often involve difficult legal issues. This
Act requires IRS Counsel review and approval before
the IRS can make a jeopardy assessment, a termination
assessment, or a jeopardy levy. If the Counsel’'s ap-
proval is not obtained, the taxpayer is entitled to obtain
abatement of the assessment or release of the levy,
and, if the IRS fails to offer such relief, to appeal first

to the collections appeals process and then to the U.S.
District Court. This provision is effective with respect
to taxes assessed and levies made after July 22, 1998.

Increase “superpriority” dollar limits.—A Federal tax
lien attaches to all property and rights in property of
the taxpayer, if the taxpayer fails to pay the assessed
tax liability after notice and demand. However, the Fed-
eral tax lien is not valid as to certain “superpriority”
interests. Two of these “superpriorities” are subject to
dollar limitations. For example, under prior law, pur-
chasers of personal property at a casual sale were pro-
tected against a Federal tax lien attached to such prop-
erty to the extent the sale was for less than $250;
protection for mechanics lienors who provide home im-
provement work for residential real property was
$1,000. Effective July 22, 1998, this Act increases these
dollar limits, which are indexed for inflation, to $1,000
and $5,000, respectively. Under prior law, superprior-
ities were granted to banks and building and loan asso-
ciations that made passbook loans to their customers,
provided that those institutions retained the passbooks
in their possession until the loan was completely paid
off. This Act clarifies the superpriorities law to reflect
current banking practices, where a passbook-type loan
may be made even though an actual passbook is not
used.

Waive early withdrawal penalty for IRS levies on re-
tirement plans.—Early withdrawals from qualified re-
tirement plans and Individual Retirement Accounts
(IRAs) that are includible in the gross income of the
taxpayer generally are subject to a 10-percent early
withdrawal tax, unless an exception to the tax applies.
Effective for distributions after December 31, 1999, this
Act provides an exception from the 10-percent early
withdrawal tax for amounts withdrawn from an em-
ployer-sponsored retirement plan or an IRA that are
subject to a levy by the IRS. The exception applies
only if the plan or IRA is levied; it does not apply
if the taxpayer withdraws funds to pay taxes in the
absence of a levy, or if the taxpayer withdraws funds
in order to release a levy on other interests.

Prohibit sales of seized property at less than minimum
bid.—A minimum bid price must be established for
seized property offered for sale. Effective for sales after
July 22, 1998, the IRS is prohibited from selling seized
property for less than the minimum bid price.

Require a written accounting of all sales of seized
property.—The IRS is required to provide a written ac-
counting of all sales of seized property to the taxpayer,
effective for seizures occurring after July 22, 1998. The
accounting must include a receipt for the amount cred-
ited to the taxpayer’s account.

Implement a uniform asset disposal mechanism.—The
IRS must sell property seized by levy either by public
auction or by public sale under sealed bids. These sales
are often conducted by the revenue officer charged with
collecting the tax liability. By July 22, 2000, this Act
requires the IRS to implement a uniform asset disposal
mechanism for sales of seized property. The disposal
mechanism should be designed to remove any participa-
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tion in the sale by revenue officers and outsourcing
of the disposal mechanism may be considered.

Codify administrative procedures for seizures.—The
IRS Manual provides general guidelines for seizure ac-
tions, requiring that if it is determined that the tax-
payer’'s equity in the seized property is insufficient to
yield net proceeds from sale to apply to the unpaid
tax, the revenue officer must immediately release the
seized property. This Act codifies these administrative
procedures effective July 22, 1998.

Establish procedures for seizure of residences and
businesses.—Effective July 22, 1998, the following pro-
cedures apply with respect to the seizure of residences
and businesses: (1) Seizure of any nonrental residential
real property to satisfy an unpaid liability of $5,000
or less (including interest and penalties) generally is
prohibited. (2) All other payment options must be ex-
hausted before the taxpayer’'s business assets or prin-
cipal residence may be seized. (3) Seizure of a principal
residence is permitted only if approved in writing by
a U.S. District Court. (4) Future income derived from
the sale of fish or wildlife under specified State permits
or licenses must be taken into account in evaluating
other payment options before seizing the taxpayer's
business assets.

Require disclosures relating to extension of statute of
limitations by agreement.— Under prior law, taxpayers
and the IRS could agree in writing to extend statute
of limitations on assessment or collection, either for
a specified period or for an indefinite period. Under
this Act, the statute of limitations on collections may
no longer be extended by agreement between the tax-
payer and the IRS, except in connection with an install-
ment agreement, but the extension is only for the pe-
riod for which the installment agreement by its terms
extends beyond the end of the otherwise applicable 10-
year period plus 90 days. The Act also requires that
on each occasion that the taxpayer is requested by the
IRS to extend the statue of limitations on assessment,
the IRS must notify the taxpayer of the taxpayer’s right
to refuse to extend the statute of limitations or to limit
the extension to particular issues or to a particular
time period. These requirements generally apply to re-
guests to extend the statute of limitations made after
December 31, 1999.

Expand authority of the IRS to accept offers-in-com-
promise.—The IRS is authorized to compromise a tax-
payer’s tax liability for less than the full amount due.
In general, there are two grounds on which an offer-
in-compromise can be made: doubt as to the taxpayer’s
liability for the full amount owed, or doubt as to the
taxpayer's ability to pay the full amount owed. This
Act requires the IRS to develop and publish schedules
of national and local living allowances, taking into ac-
count variations in the cost of living in different areas.
This information is to be used to ensure that taxpayers
entering into an offer-in-compromise will have adequate
means to provide for basic living expenses. The IRS
is prohibited from rejecting an offer-in-compromise from
a low-income taxpayer solely on the basis of the amount

of the offer. The Act also prohibits the IRS from collect-
ing a tax liability by levy during any period that a
taxpayer's offer-in-compromise for that liability is being
processed, during the 30 days following rejection of an
offer, during any period in which an appeal of the rejec-
tion of an offer is being considered, and while an in-
stallment agreement is pending. The Act also provides
that the IRS must implement procedures to review all
proposed rejections of taxpayer offers-in-compromise
and requests for installment agreements prior to the
rejection being communicated to the taxpayer. These
changes generally are effective for offers-in-compromise
and installment agreements submitted after July 22,
1998. The provision suspending levy is effective with
respect to offers-in-compromise pending on or made
after December 31, 1999.

Require notice of deficiency to specify Tax Court filing
deadlines.—Taxpayers must file a petition with the Tax
Court within 90 days after the notice of deficiency is
mailed (150 days if the person is outside the United
States). Because timely filing in Tax Court is a jurisdic-
tional prerequisite, the IRS cannot extend the filing
period, nor can the Tax Court hear the case of a tax-
payer who relies on erroneous information from the
IRS and files too late. This Act requires the IRS to
include on each notice of deficiency the date it deter-
mines is the last day on which the taxpayer may file
a Tax Court petition (including the last day for a tax-
payer who is outside the United States). Any petition
filed by the later of the statutory date or the date
shown on the notice is treated as timely filed. The
provision applies to notices mailed after December 31,
1998.

Refund or credit of overpayments before final deter-
mination.—The IRS may not take action to collect a
deficiency during the period a taxpayer may petition
the Tax Court, or, if the taxpayer petitions the Tax
court, until the decision of the Tax Court becomes final.
Actions to collect a deficiency attempted during this
period may be enjoined, but under prior law, there was
no authority for ordering the refund of any amount
collected by the IRS during the prohibited period. If
a taxpayer contested a deficiency in the Tax Court,
no credit or refund of income tax for the contested
taxable year generally could be made, except in accord-
ance with a final decision of the Tax Court. Where
the Tax Court determined that an overpayment had
been made and a refund was due, and a portion of
the decision was appealed, there was no provision for
the refund of any portion of any overpayment that was
not contested in the appeal. Effective July 22, 1998,
this Act provides that a proper court may order a re-
fund of any amount that was collected within the period
during which collection of the deficiency by levy or
other proceeding is prohibited. This Act also allows the
refund of any overpayment determined by the Tax
Court, to the extent the overpayment is not contested
on appeal.

Modify IRS procedures related to appeal of examina-
tions and collections.—Effective July 22, 1998, this Act
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codifies existing IRS procedures with respect to early
referrals to Appeals and the Collections Appeals Proc-
ess. This Act also codifies the existing Alternative Dis-
pute Resolution procedures, as modified by eliminating
the prior law dollar threshold of more than $10 million
in dispute.

Codify certain Fair Debt Collection procedures.—Gov-
ernment agencies, including the IRS, are generally ex-
empt from the Fair Debt Collection Practices Act
(FDCPA). Effective July 22, 1998, this Act applies to
the IRS the FDCPA restrictions relating to communica-
tion with the taxpayer/debtor (prohibition on telephone
calls outside the hours of 8:00 a.m. to 9:00 p.m. local
time) and prohibitions on harassing or abusing a debt-
or.

Ensure availability of installment agreements.—The
IRS is authorized to enter agreements permitting tax-
payers to pay taxes in installments if such an agree-
ment will “facilitate collection” of the liability. The IRS
has discretion to determine when an installment agree-
ment is appropriate. This Act requires the IRS to enter
into an installment agreement (at the taxpayer’s option)
for liabilities of $10,000 or less, provided certain condi-
tions are met. The provision is effective July 22, 1998.

Prohibit requests to waive rights to bring actions.—
Effective July 22, 1998, the government cannot ask a
taxpayer to waive the right to sue the United States
or one of its employees for actions taken concerning
a tax matter, in order to settle another tax matter
unless the taxpayer knowingly and voluntarily waives
the right or the request is made to an authorized tax-
payer representative (such as an attorney).

Disclosures to Taxpayers

Require explanation of joint and several liability.—
In general, spouses who file a joint tax return are joint-
ly and severally liable for the tax due. Thus each is
fully responsible for the accuracy of the return and
the full amount of the liability, even if only one spouse
earned the wages or income that is shown on the re-
turn. This Act requires the IRS to establish procedures
no later than January 18, 1999, to alert married tax-
payers clearly of their joint and several liability on
all appropriate publications and instructions.

Provide explanation of taxpayer rights in interviews
with the IRS.—The IRS is required to rewrite Publica-
tion 1 (Your Rights as a Taxpayer) no later than Janu-
ary 18, 1999. The revision must inform taxpayers more
clearly of their rights to be represented by a representa-
tive, and, if the taxpayer is so represented, that inter-
views with the IRS may not proceed without the pres-
ence of the representative unless the taxpayer consents.

Require disclosure of criteria for examination selec-
tion.—This Act requires that the IRS add to Publication
1 (Your Rights as a Taxpayer) a statement setting forth,
in simple and nontechnical terms, the criteria and pro-
cedures for selecting taxpayers for examination. The
statement must not include any information that would
be detrimental to law enforcement, and must specify
the general procedures used by the IRS, including

whether taxpayers are selected for examination on the
basis of information in the media or from informants.
These additions to Publication 1 must be made no later
than January 18, 1999.

Provide explanation of appeals and collection proc-
ess.—The IRS is required to provide to taxpayers a
description of the entire appeals and collection process,
from examination through collection, including the as-
sistance available to taxpayers from the Taxpayer Ad-
vocate at various points in the process. This information
must be provided with the first letter of proposed defi-
ciency that allows the taxpayer an opportunity for ad-
ministrative review in the IRS Office of Appeals,
beginnng no later than January 18, 1999.

Provide explanation of reason for refund disallow-
ance.—Effective January 18, 1999, the IRS is required
to notify the taxpayer of the specific reasons for the
disallowance (or partial disallowance) of a refund claim.

Provide statements regarding installment agree-
ments.—Effective July 1, 2000, the IRS is required to
send every taxpayer in an installment agreement an
annual statement of the initial balance owed, the pay-
ments made during the year, and the remaining bal-
ance.

Provide notification of change in tax matters part-
ner.—In general, the tax treatment of items of partner-
ship income, loss, deductions and credits are deter-
mined at the partnership level in a unified partnership
proceeding rather than in separate proceedings with
each partner. In providing notice to taxpayers with re-
spect to partnership proceedings, the IRS relies on in-
formation furnished by a party designated as the tax
matters partner (TMP) of the partnership. The TMP
is required to keep each partner informed of all admin-
istrative and judicial proceedings with respect to the
partnership. Under certain circumstances, the IRS may
require the resignation of the incumbent TMP and des-
ignate another partner as the TMP of the partnership.
Effective for selections of TMPs made by the IRS after
July 22, 1998, this Act requires the IRS to notify all
partners of any resignation of the TMP that is required
by the IRS, and to notify the partners of any successor
TMP.

Provide description of conditions under which tax-
payer returns may be disclosed.—Effective July 22,
1998, this Act requires that instruction booklets for
general tax forms include a description of conditions
under which tax return information may be disclosed
outside the IRS (including to States).

Provide procedure for disclosure of Chief Counsel ad-
vice.—This Act establishes a structured process by
which the IRS will make certain work products, des-
ignated as “Chief Counsel Advice,” open to public in-
spection on an ongoing basis. The provision, which ap-
plies to Chief Counsel Advice issued after October 20,
1998, is designed to protect taxpayer privacy while al-
lowing the public inspection of public documents in a
manner generally consistent with the mechanism for
the public inspection of written determinations.
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Provide clinics for low-income taxpayers.—Low-in-
come individuals frequently have difficulty complying
with their tax obligations or resolving disputes over
their tax liabilities. Providing tax services to such indi-
viduals through clinics that offer such services for a
nominal fee would improve compliance with the tax
laws and should be encouraged. The Secretary of the
Treasury is authorized to provide up to $6 million per
year in matching grants (no more than $100,000 per
year per eligible clinic) to certain low-income taxpayer
clinics, effective July 22, 1998. To be eligible, a clinic
may charge no more than a nominal fee to either rep-
resent low-income taxpayers in controversies with the
IRS or to provide tax information to individuals for
whom English is a second language.

Require cataloging of complaints.—Beginning in 1997,
the IRS is required to make an annual report to Con-
gress regarding allegations of misconduct by IRS em-
ployees. Effective January 1, 2000, the IRS is required
to maintain records of taxpayer complaints of mis-
conduct by IRS employees, on an individual employee
basis, although individual records are not to be listed
in the report to Congress.

Facilitate archiving of IRS records.—The IRS, like
all other Federal agencies, must create, maintain, and
preserve agency records, and must transfer significant
and historical records to the National Archives and
Records Administration (NARA) for retention or dis-
posal. However, tax returns and return information are
confidential and can be disclosed only pursuant to lim-
ited exceptions. Under prior law, there was no exception
authorizing the disclosure of return information to
NARA. This Act provides an exception to the disclosure
rules, authorizing the IRS to disclose tax returns and
return information to officers or employees of NARA,
upon written request from the U.S. Archivist, for pur-
poses of the appraisal of such records for destruction
or retention. The prohibitions on, and penalties for, un-
authorized re-disclosure of such information apply to
NARA. The provision is effective for requests made by
the Archivist after July 22, 1998.

Modify payment of taxes.—The Secretary of the
Treasury is authorized to accept payments by checks
or money orders, as provided in regulations. Under
prior law, checks or money orders were made payable
to the “Internal Revenue Service.” Under this Act the
Secretary of the Treasury or his delegate is required
to amend the rules, regulations, and procedures to
allow payment of taxes by check or money order to
be made payable to the “United States Treasury,” effec-
tive July 22, 1998.

Clarify authority to prescribe manner of making elec-
tions.—Except as otherwise provided by statute, prior
law provided that elections under the Internal Revenue
Code must be made in such manner as the Secretary
of the Treasury “shall by regulations or forms pre-
scribe.” This Act clarifies that, except as otherwise pro-
vided, the Secretary may prescribe the manner of mak-
ing any election by any reasonable means. This change
is effective July 22, 1998.

Additional Provisions

Eliminate 18-month holding period for capital
gains.—Under the Taxpayer Relief Act of 1997 (TRA97),
the maximum capital gains tax rate for individuals gen-
erally was reduced from 28 percent to 20 percent (10
percent for individuals in the 15-percent tax bracket)
effective May 7, 1997. The prior law maximum tax rate
of 28 percent was retained for collectibles and, effective
July 29, 1997, for assets held between 1 year and 18
months. In addition, TRA97 provided a maximum rate
of 25 percent for the long-term capital gain attributable
to depreciation from real estate held more than 18
months. Under this Act, effective January 1, 1998,
property held by an individual for more than one year
(rather than 18 months) is eligible for the lower maxi-
mum capital gains tax rates (10, 20, and 25 percent)
provided in TRA97.

Modify tax treatment of meals provided for the con-
venience of the employer.—Under prior law, meals pro-
vided on the business premises to employees were ex-
cluded from the employees’ income and fully deductible
to the employer if substantially all of the employees
(interpreted to be approximately 90 percent) were pro-
vided such meals for the convenience of the employer.
Effective for taxable years beginning before, on, or after
July 22, 1998, all meals furnished to employees at a
place of business are excluded from the employees’ in-
come and fully deductible to the employer if more than
one-half of the employees are provided such meals for
the convenience of the employer.

Revenue Offsets

Overrule Schmidt Baking with respect to vacation and
severance pay.—Any method or arrangement that has
the effect of deferring the receipt of compensation or
other benefits for employees is treated as a deferred
compensation plan. In general, contributions under a
deferred compensation plan (other than certain pension,
profit-sharing and similar plans) are deductible to the
employer in the taxable year in which an amount at-
tributable to the contribution is includible in the income
of the employee. Temporary Treasury regulations pro-
vide that a plan, method, or arrangement that defers
the receipt of compensation or benefits by the employee
more than 2% months after the end of the employer’s
taxable year in which the services creating the right
to such compensation or benefits are performed, is to
be treated as a deferred compensation plan. The Tax
Court recently addressed the issue of when vacation
pay and severance pay are considered deferred com-
pensation in Schmidt Baking Co., Inc.,. In that case
the taxpayer, who was an accrual basis taxpayer with
a fiscal year that ended December 28, 1991, funded
its accrued vacation and severance pay liabilities for
1991 by purchasing an irrevocable letter of credit on
March 13, 1992. The parties stipulated that the letter
of credit represented a transfer of substantially vested
interest in property to employees and that the fair mar-
ket value of such interest was includible in the employ-
ees’ gross incomes for 1992 as a result of the transfer.
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The Tax Court held that the purchase of the letter
of credit, and the resulting income inclusion, con-
stituted payment of the vacation and severance pay
within the 2% month period, thus the vacation and
severance pay were not treated as deferred compensa-
tion. This ruling allowed the employer to deduct the
cost in 1991, and the employees to pay the taxes on
the benefits in 1992. This Act overrules Schmidt Baking
Co., Inc., by providing that for purposes of determining
whether an item of compensation (including vacation
pay and severance pay), is deferred compensation, the
compensation is not considered to be paid or received
until actually received by the employee. Actual receipt
does not include an amount transferred as a loan, re-
fundable deposit, or contingent payment. Also, amounts
set aside in a trust for employees are not considered
to be actually received by the employee. This change
is effective for taxable years ending after July 22, 1998.

Freeze grandfather status of stapled (or “paired-
share”) Real Estate Investment Trusts (REITs).—REITs
generally are limited to owning passive investments in
real estate and certain securities. Prior to 1984, certain
“stapled” REITs were paired with subchapter C cor-
porations and traded in tandem as a single unit. This
effectively allowed these stapled REITs to circumvent
the restrictions on operating active businesses. In the
Deficit Reduction Act of 1984, Congress restricted
REITs’ ability to avoid these investment limitations by
providing that stapled entities must be treated as one
entity for purposes of determining qualification under
the REIT rules. However, Congress grandfathered the
existing stapled REITs indefinitely. This Act limits the
ability of grandfathered stapled REITs to grow and ac-
tively manage certain types of properties within the
stapled structure. Specifically, for purposes of determin-
ing whether any grandfathered entity is a REIT, the
stapled entities (and certain subsidiary entities) are
treated as one entity with respect to properties acquired
on or after March 26, 1998 and with respect to activi-
ties or services relating to such properties that are un-
dertaken or performed by one of the entities on or after
such date.

Preclude certain taxpayers from prematurely claiming
losses from receivables.—In general, dealers in securi-
ties are required to use a mark-to-market method of
accounting. Under this method, securities that are in-
ventory in the hands of the dealer must be included
in inventory at fair market value. A taxpayer that is
otherwise not a dealer in securities may elect to be
treated as such for this purpose if the taxpayer pur-
chases and sells debt instruments that, at the time
of purchase or sale, are customer paper with respect
to either the taxpayer or a corporation that is a member
of the same consolidated group as the taxpayer (the
“customer paper election”). Under prior law, significant
numbers of taxpayers whose principal activities are
selling nonfinancial goods or providing nonfinancial
services (such as retailers and utilities) were making
the customer paper election as a means of restoring
bad debt reserves. The customer paper election was

also being used inappropriately to mark-to-market
trade receivables that bear little or no interest in order
to recognize loss. Under this Act, certain trade receiv-
ables are no longer eligible for mark-to-market treat-
ment. Specifically, generally effective for taxable years
ending after July 22, 1998, sellers of nonfinancial goods
and services may not mark-to-market receivables gen-
erated on the sale of goods or services sold on credit
when such receivables are retained by the seller or
a related person.

Disregard minimum distributions in determining ad-
justed gross income (AGI) for conversions to a Roth Indi-
vidual Retirement Account (IRA)—Under current law,
uniform minimum distribution rules generally apply to
all types of tax-favored retirement vehicles, including
qgualified retirement plans and annuities, IRAs (other
than Roth IRASs), and tax-sheltered annuities. Distribu-
tions are required to begin no later than the individ-
ual’s required beginning date. In the case of an IRA,
the required beginning date is April 1 of the calendar
year following the calendar year in which the IRA
owner attains age 70%. Extensive regulations have
been issued for purposes of calculating minimum dis-
tributions, which generally are includible in the tax-
payer’'s gross income in the year of distribution. A 50-
percent excise tax applies to the extent a minimum
distribution is not made. Under current law, taxpayers
with AGI of less than $100,000 are eligible to roll over
or convert an existing IRA to a Roth IRA. Effective
for taxable years beginning after December 31, 2004,
minimum required distributions from IRAs will be ex-
cluded from the definition of AGI, solely for purposes
of determining eligibility to convert from an IRA to
a Roth IRA. As under present law, the required mini-
mum distribution will not be eligible for conversion and
will be includible in gross income.

The Omnibus Consolidated and Emergency Sup-
plemental Appropriations Act, 1999.—This Act,
which was signed by President Clinton on October 21,
1998, represents a significant step forward for America,
helping to protect the surplus until Social Security is
reformed, forging a bipartisan agreement on funding
the International Monetary Fund and putting in place
critical investments in education and training. This Act
also extends several business and trade tax provisions
that had expired or were about to expire, provides tax
breaks for farmers and ranchers, and includes several
other tax changes. The major provisions of the Act af-
fecting receipts are described below.

Emergency Tax Relief for Farmers

Extend permanently income-averaging for farmers.—
Under prior law, effective for taxable years beginning
after December 31, 1997 and before January 1, 2001,
an electing individual taxpayer generally was allowed
to elect to compute his or her current year regular
tax liability by averaging, over the three-year period,
all or a portion of his or her taxable income from farm-
ing. This Act permanently extends this provision, effec-
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tive for taxable years beginning after December 31,
2000.

Modify taxation of farm production flexibility contract
payments.—A taxpayer generally is required to include
an item in income no later than the time of its actual
or constructive receipt, unless such amount properly
is accounted for in a different period under the tax-
payer’'s method of accounting. If a taxpayer has an un-
restricted right to demand the payment of an amount,
the taxpayer is in constructive receipt of that amount
whether or not the taxpayer makes the demand and
actually receives the payment. Under production flexi-
bility contracts entered into between certain eligible
owners and producers and the Secretary of Agriculture
(as provided in the Federal Agriculture Improvement
and Reform Act of 1996), annual payments are made
at specific times during the Federal government’s fiscal
year. One-half of each annual payment is to be made
on either December 15 or January 15 of the fiscal year,
at the option of the recipient; the remaining one-half
is to be paid no later than September 30 of the fiscal
year. The option to receive the payment on December
15 potentially results in the constructive receipt (and
thus potential inclusion in income) of one-half of the
annual payment at that time, even if the option to
receive the amount on January 15 is elected. For fiscal
year 1999, as provided under The Emergency Farm
Financial Relief Act of 1998, all payments are to be
paid at such time or times during the fiscal year as
the recipient may specify. This option to receive all
of the 1999 payment in calendar year 1998 potentially
results in constructive receipt (and thus potential inclu-
sion in income) in that year, whether or not the
amounts are actually received. Under this Act, effective
for production flexibility contract payments made in
taxable years ending after December 31, 1995, the time
a production flexibility contract payment is to be in-
cluded in income is to be determined without regard
to the options granted for payment.

Extend the net operating loss carryback period for
farmers.—A net operating loss (NOL) is, generally, the
amount by which business deductions of a taxpayer
exceed business gross income. Generally, an NOL may
be carried back two years and carried forward 20 years
to offset taxable income in those years. One exception
provides that, in the case of an NOL attributable to
Presidentially declared disasters for taxpayers engaged
in a farming business or a small business, the NOL
can be carried back three years, as provided under prior
law. Under this provision, a special five-year carryback
period is provided for a farming loss, regardless of
whether the loss is incurred in a Presidentially declared
disaster area; the carryforward period remains at 20
years. The provision is effective for such NOLs arising
in taxable years beginning after December 31, 1997.

Extension of Expiring Tax and Trade Provisions

Extend research and experimentation tax credit.—The
20-percent tax credit for certain incremental research
and experimentation expenditures is extended to apply

to qualifying expenditures paid or incurred during the
period July 1, 1998 through June 30, 1999.

Extend the work opportunity tax credit.—The work
opportunity tax credit, which provides an incentive for
employers to hire individuals from certain targeted
groups, is extended to apply to individuals who begin
work on or after July 1, 1998 and before July 1, 1999.

Extend the welfare-to-work tax credit.—The welfare-
to-work tax credit enables employers to claim a tax
credit on the first $20,000 of eligible wages paid to
certain long-term family assistance recipients. This
credit is extended to apply to individuals who begin
work after April 30, 1999 and before July 1, 1999.

Extend permanently the deduction for contributions
of stock to private foundations.—The deduction for a
contribution of property to a private foundation is lim-
ited to the adjusted basis of the contributed property.
However, prior law allowed a taxpayer who contributed
qualified appreciated stock to a private foundation be-
fore July 1, 1998 to deduct the full fair market value
of the stock, rather than the adjusted basis of the con-
tributed stock. This Act permanently extends the rule
for private foundations effective for contributions of
qualified appreciated stock made on or after July 1,
1998.

Extend and modify exceptions provided under subpart
F for certain active financing income.—Under the Sub-
part F rules, certain 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 sub-
part F rules includes “foreign personal holding company
income” and insurance income. The U.S. 10-percent
shareholders of a CFC also are subject to current inclu-
sion with respect to their shares of the CFC’s foreign
base company services income (income derived from
services performed for a related person outside the
country in which the CFC is organized). Under prior
law, certain income derived in the active conduct of
a banking, financing, insurance, or similar business
(only for taxable years beginning in 1998) was excepted
from the Subpart F rules regarding the taxation of
foreign personal holding company income and foreign
base company services income. This Act extends the
exception for one year, with modifications, to apply to
such income derived in taxable year 1999.

Extend Generalized System of Preferences (GSP).—
Under GSP, duty-free access is provided to over 4,000
items from eligible developing countries that meet cer-
tain worker rights, intellectual property protection, and
other criteria. This program, which had expired after
June 30, 1998, is temporarily extended through June
30, 1999. Refunds of any duty paid between June 30,
1998 and October 21, 1998 are provided upon request
of the importer.

Other Provisions

Allow personal tax credits fully against regular tax
liability.—Certain nonrefundable personal tax credits
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(dependent care credit, credit for the elderly and dis-
abled, adoption credit, child tax credit, credit for inter-
est on certain home mortgages, HOPE Scholarship and
Lifetime Learning credit, and the D.C. homebuyer’s
credit) are provided under current law. Generally, these
credits are allowed only to the extent that the individ-
ual’s regular income tax liability exceeds the individ-
ual’'s tentative minimum tax. An additional child tax
credit is provided under current law to families with
three or more qualifying children. This credit, which
may be offset against social security payroll tax liability
(provided that liability exceeds the amount of the
earned income credit), is reduced by the amount of
the individual's minimum tax liability (that is, the
amount by which the individual's tentative minimum
tax exceeds the individual’'s regular tax liability). For
taxable year 1998, this Act allows nonrefundable per-
sonal tax credits to offset regular income tax liability
in full (as opposed to only the amount by which the
regular tax liability exceeds the tentative minimum
tax). In addition, for taxable year 1998, the additional
child credit provided to families with three or more
qualifying children is not reduced by the amount of
the individual’'s minimum tax liability.

Accelerate deduction of health insurance costs for self-
employed individuals.—Under prior law self-employed
individuals were allowed a deduction for the cost of
health insurance for themselves and their spouse and
dependents as follows: 45 percent for 1998 and 1999;
50 percent for 2000 and 2001; 60 percent for 2002;
80 percent for 2003 through 2005; 90 percent for 2006;
and 100 percent for 2007 and subsequent years. This
Act increases the allowable deduction to 100 percent
as follows: 60 percent for 1999 through 2001; 70 percent
for 2002; and 100 percent for 2003 and subsequent
years.

Modify estimated tax requirements of individuals.—
An individual taxpayer generally is subject to an addi-
tion to tax for any underpayment of estimated tax.
An individual generally does not have an underpayment
of estimated tax if timely estimated tax payments are
made at least equal to: (1) 100 percent of the tax shown
on the return of the individual for the preceding tax
year (the “100 percent of last year's liability safe har-
bor”) or (2) 90 percent of the tax shown on the return
for the current year. For any individual with an AGI
of more than $150,000 as shown on the return for the
preceding taxable year, the 100 percent of last year's
safe harbor generally is modified to be a 110 percent
of last year’s liability safe harbor. However, under prior
law, the 110 percent of last year's liability safe harbor
for individuals with AGI of more than $150,000 was
modified for taxable years beginning in 1999 through
2002, as follows: for taxable years beginning in 1999,
2000, and 2001 the safe harbor is 105 percent; and
for taxable years beginning in 2002, the safe harbor
is 112 percent. Under this Act the estimated tax safe
harbor for individuals with AGI of more than $150,000
is modified as follows: for taxable years beginning in
2000 and 2001 the safe harbor is 106 percent.

Increase State volume limits on private activity tax-
exempt bonds.—Interest on bonds issued by States and
local governments to finance activities carried out and
paid for by private persons (private activity bonds) is
taxable unless the activities are specified in the Inter-
nal Revenue Code. The volume of tax-exempt private
activity bonds that State and local governments may
issue in each calendar year is limited by State-wide
volume limits. Under prior law, the annual volume
limit for any State was equal to the greater of $50
per resident of the State or $150 million. Under this
Act the annual private activity bond volume limit is
increased to the greater of $75 per resident or $225
million for 2007 and subsequent years. The increase
is phased-in annually, beginning in 2003, as follows:
for 2003, the greater of $55 per resident or $165 mil-
lion; for 2004, the greater of $60 per resident or $180
million; for 2005, the greater of $65 per resident or
$195 million; and for 2006, the greater of $70 per resi-
dent or $210 million.

Allow States a limited period of time to exempt stu-
dent employees from social security.—The Social Secu-
rity Amendments of 1972 provided an opportunity for
States to obtain exemptions from social security cov-
erage for student employees of public schools, colleges,
and universities. Three States chose not to seek an
exemption from social security coverage for these em-
ployees. Under this Act States are allowed a limited
window of time (January 1 through March 31, 1999),
to modify existing State agreements to exempt such
students from social security coverage effective with re-
spect to wages earned after June 30, 2000.

Revenue Offset Provisions

Modify treatment of certain deductible liquidating dis-
tributions of real estate investment trusts (REITs) and
regulated investment companies (RICs).—REITs and
RICs are allowed a deduction for dividends paid to their
shareholders. The deduction for dividends paid includes
amounts distributed in liguidation that are properly
chargeable to earnings and profits. In addition, in the
case of a complete liquidation occurring within 24
months after the adoption of a plan of complete liquida-
tion, any distribution made pursuant to such plan is
deductible to the extent of earnings and profits. Rules
that govern the receipt of dividends from REITs and
RICs generally provide for including the amount of the
dividend in the income of the shareholder receiving the
dividend that was deducted by the REIT or RIC. How-
ever, in the case of a liquidating distribution by a REIT
or RIC to a corporation owning at least 80 percent
of its stock, a separate rule under prior law generally
provided that the distribution was tax-free to the par-
ent corporation. As a result, a liquidating REIT or RIC
was able to deduct amounts paid to its parent corpora-
tion without the parent corporation including cor-
responding amounts in its income. Effective for dis-
tributions on or after May 22, 1998 (regardless of when
the plan of liquidation was adopted), any amount that
a liquidating REIT or RIC takes as a deduction for
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dividends paid with respect to an 80-percent corporate
owner is includible in the income of the recipient cor-
poration. As under prior law, the liquidating corpora-
tion may designate the amount distributed as a capital
gain dividend or, in the case of a RIC, a dividend eligi-
ble for the 70-percent dividends-received deduction or
an exempt interest dividend.

Expand list of taxable vaccines.—Under prior law an
excise tax of $.75 per dose is levied on the following
vaccines: diphtheria, pertussis, tetanus, measles,
mumps, rubella, polio, HIB (haemophilus influenza type
B), hepatitis B, and varicella (chickenpox). This Act
adds any vaccine against rotavirus gastroenteritis to
the list of taxable vaccines, effective for vaccines sold
by a manufacturer or importer after October 21, 1998.

Clarify and expand math error procedures.—If the
IRS determines that a taxpayer has failed to provide
a correct taxpayer identification number (TIN) that is
required by statute, the IRS may, in certain cases, use
the streamlined procedures for mathematical and cleri-
cal errors (“math error procedures”) to expedite the as-
sessment of tax. This Act provides the following clari-
fications to the math error procedures applicable to the
child tax credit, the child and dependent care tax credit,
the personal exemption for dependents, the Hope and
Lifetime Learning tax credits, and the earned income
tax credit. First, the term “correct TIN” used on a tax
return is defined as the TIN assigned to such individual
by the Social Security Administration (SSA), or in cer-
tain limited cases, the IRS. Second, the IRS is author-
ized to use data obtained from SSA to verify that the
TIN provided on the return corresponds to the individ-
ual for whom the TIN was assigned. Such data include
the individual's name, age or date of birth, and Social
Security number. Third, the IRS is authorized to use
math error procedures to deny eligibility for those tax
benefits that impose a statutory age restriction (i.e.,
the child tax credit, the child and dependent care tax
credit and the earned income tax credit) if the taxpayer
provides a TIN that the IRS determines, using data
from SSA, does not meet the statutory age restrictions.
These changes are effective for taxable years ending
after October 21, 1998.

Restrict special net operating loss carryback rules for
specified liability losses.— The portion of a net operat-
ing loss that qualifies as a specified liability loss may
be carried back 10 years rather than being limited to
the general two-year carryback period. A specified li-
ability loss includes amounts allowable as a deduction
with respect to product liability, and also certain liabil-
ities that arise under Federal or State law or out of
any tort of the taxpayer. The proper interpretation of

the specified liability loss provisions as they apply to
liabilities arising under Federal or State law or out
of any tort of the taxpayer has been the subject of
manipulation and significant controversy. This Act
modifies the specified liability loss provisions to provide
that only a limited class of liabilities qualifies as a
specified liability loss. Effective for liability losses aris-
ing in taxable years ending after October 21, 1998,
specified liability losses include (in addition to product
liability losses) any amount allowable as a deduction
that is attributable to a liability under Federal or State
law for reclamation of land, decommissioning of a nu-
clear power plant (or any unit thereof), dismantlement
of an offshore oil drilling platform, remediation of envi-
ronmental contamination, or payments under a work-
ers’ compensation statute.

Modify taxation of prizes and awards.—A taxpayer
generally is required to include an item in income no
later than the time of its actual or constructive receipt,
unless the item properly is accounted for in a different
period under the taxpayer’s method of accounting. If
a taxpayer has an unrestricted right to demand the
payment of an amount, the taxpayer is in constructive
receipt of that amount whether or not the taxpayer
makes the demand and actually receives the payment.
Under prior law, the winner of a contest who was given
the option of receiving either a lump-sum distribution
or an annuity was considered to be in constructive re-
ceipt of the award on becoming entitled to the award,
and was required to include the value of the award
in gross income, even if the annuity option was exer-
cised. Under this Act the existence of a “qualified prize
option” is disregarded in determining the taxable year
for which any portion of a qualified prize is to be in-
cluded in income. A qualified prize option is an option
that entitles a person to receive a single cash payment
in lieu of a qualified prize (or portion thereof), provided
such option is exercisable not later than 60 days after
the prize winner becomes entitled to the prize. Thus,
a qualified prize winner who is provided the option
to choose either cash or an annuity is not required
to include amounts in gross income immediately if the
annuity option is exercised. This change applies to any
qualified prize to which a person first becomes entitled
after October 21, 1998. In order to give previous prize
winners a one-time option to alter previous payment
arrangements, the change also applies to any qualifed
prize to which a person became entitled on or before
October 21, 1998 if the person has an option to receive
a lump-sum cash payment only during some portion
of the 18-month period beginning on July 1, 1999.

ADMINISTRATION PROPOSALS

The President's plan targets tax relief to provide
child-care assistance to working families and support
to Americans with long-term care needs. The Presi-
dent’s plan also provides several incentives to promote
education, including a school construction and mod-

ernization proposal. In addition, the President’s plan
includes initiatives to promote energy efficiency and en-
vironmental objectives and incentives to promote retire-
ment savings, as well as extensions of certain expiring
tax provisions.
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Make Health Care More Affordable

Provide tax relief for long-term care needs.—Cur-
rent law provides a tax deduction for certain long-term
care expenses. However, the deduction does not assist
with all long-term care expenses, especially the costs
of informal family caregiving. The Administration pro-
poses to provide a new long-term care tax credit of
$1,000. The credit could be claimed by a taxpayer for
himself or herself or for a spouse or dependent with
long-term care needs. To qualify for the credit, an indi-
vidual with long-term care needs must be certified by
a licensed physician as being unable for at least six
months to perform at least three activities of daily liv-
ing without substantial assistance from another individ-
ual due to loss of functional capacity. An individual
may also qualify if he or she requires substantial super-
vision to be protected from threats to his or her own
health and safety due to severe cognitive impairment
and has difficulty with one or more activities of daily
living or certain other age-appropriate activities. For
purposes of the proposed credit, the current-law de-
pendency tests would be liberalized, raising the gross
income limit and allowing taxpayers to use a residency
test rather than a support test. The credit would be
phased out—in combination with the child credit and
the disabled worker credit—for taxpayers with adjusted
gross income (AGI) in excess of the following thresholds:
$110,000 for married taxpayers filing a joint return,
$75,000 for a single taxpayer or head of household,
and $55,000 for married taxpayers filing a separate
return. The proposal would be effective for taxable
years beginning after December 31, 1999.

Provide tax relief for workers with disabilities.—
Under current law, disabled taxpayers may claim an
itemized deduction for impairment-related work ex-
penses. The Administration proposes to allow disabled
workers to claim a $1,000 credit. This credit would
help compensate people with disabilities for both formal
and informal costs associated with work (e.g., personal
assistance to get ready for work or special transpor-
tation). In order to be considered a worker with disabil-
ities, a taxpayer must submit a licensed physician’s
certification that the taxpayer has been unable for at
least 12 months to perform at least one activity of daily
living without substantial assistance from another indi-
vidual. A severely disabled worker could potentially
qualify for both the long-term care and disabled work-
ers tax credits. The credit would be phased out—in
combination with the child credit and the disabled
worker credit—for taxpayers with adjusted gross in-
come (AGI) in excess of the following thresholds:
$110,000 for married taxpayers filing a joint return,
$75,000 for a single taxpayer or head of household,
and $55,000 for married taxpayers filing a separate
return. The proposal would be effective for taxable
years beginning after December 31, 1999.

Provide tax relief to encourage small business
health plans.—Small businesses generally face higher

costs than do larger employers in setting up and operat-
ing health plans in the current insurance market.
Health benefit purchasing coalitions provide an oppor-
tunity for small businesses to purchase health insur-
ance for their workers at reduced cost and to offer
a greater choice of health plans. However, the formation
of health benefit purchasing coalitions has been hin-
dered by their limited access to capital. To facilitate
the formation of these coalitions, the Administration
proposes to establish a temporary, special rule that
would facilitate private foundation grants and loans to
fund the initial operating expenses of qualified health
benefit purchasing coalitions (i.e., those certified by a
Federal or State agency as meeting specified criteria)
by treating such grants and loans as made for exclu-
sively charitable purposes. In addition, to encourage
use of qualified health benefit purchasing coalitions by
small businesses, the Administration proposes a tem-
porary tax credit for qualifying small employers that
currently do not provide health insurance to their
workforces. The credit would be equal to 10 percent
of employer contributions to employee health plans pur-
chased through a qualified coalition. The maximum
credit amount would be $200 per year for individual
coverage and $500 per year for family coverage (to be
reduced proportionately if coverage is provided for less
than 12 months during the employer’'s taxable year).
The credit would be allowed to a qualifying small em-
ployer only with respect to contributions made during
the first 24 months that the employer purchases health
insurance through a qualified coalition, and would be
subject to the overall limitations of the general business
credit. The proposal would be effective for taxable years
beginning after December 31, 1999, for health plans
established before January 1, 2004. The special founda-
tion rule would apply to grants and loans made prior
to January 1, 2004 for initial operating expenses in-
curred prior to January 1, 2006.

Expand Education Initiatives

Provide incentives for public school construction
and modernization.—The Taxpayer Relief Act of 1997
enacted a provision that allows certain public schools
to issue “qualified zone academy bonds,” the interest
on which is effectively paid by the Federal government
in the form of an annual income tax credit. The pro-
ceeds of the bonds can be used for a number of pur-
poses, including teacher training, purchases of equip-
ment, curricular development, and rehabilitation and
repair of the school facilities. The Administration pro-
poses to institute a new program of Federal tax assist-
ance for public elementary and secondary school con-
struction and modernization. Under the proposal, State
and local governments (including U.S. possessions)
would be able to issue up to $22 billion of “qualified
school modernization bonds” ($11 billion in each of 2000
and 2001). In addition, $400 million of bonds ($200
million in each of 2000 and 2001) would be allocated
for the construction and renovation of Bureau of Indian
Affairs funded schools. Holders of these bonds would
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receive annual Federal income tax credits, set according
to market interest rates by the Treasury Department,
in lieu of interest. Issuers would be responsible for re-
payment of principal. At least 95 percent of the bond
proceeds of a qualified school modernization bond must
be used to finance public school construction or rehabili-
tation. The Administration also proposes to authorize
the issuance of additional qualified zone academy bonds
in 2000 and 2001 of $1.0 billion and $1.4 billion, respec-
tively, and to allow the proceeds of these bonds to be
used for school construction.

Extend employer-provided educational assist-
ance and include graduate education.—Certain
amounts paid by an employer for educational assistance
provided to an employee currently are excluded from
the employee’s gross income for income and payroll tax
purposes. The exclusion is limited to $5,250 of edu-
cational assistance with respect to an individual during
a calendar year and applies whether or not the edu-
cation is job-related. The exclusion currently is limited
to undergraduate courses beginning before June 1,
2000. The Administration proposes to extend the cur-
rent law exclusion for eighteen months to apply to un-
dergraduate courses beginning before January 1, 2002.
In addition, the exclusion would be expanded to cover
graduate expenses beginning after June 30, 1999 and
before January 1, 2002.

Provide tax credit for workplace literacy and
basic education programs.—Given the increased reli-
ance on technology in the workplace, workers with low
levels of education face greater risk of unemployment
than their more educated coworkers. Although the costs
of providing workplace literacy and basic education pro-
grams to employees are generally deductible to employ-
ers under current law, no tax credits are allowed for
any employer-provided education. As a result, employ-
ers lack sufficient incentive to provide basic education
and literacy programs, the benefits of which are more
difficult for employers to capture through increased pro-
ductivity than the benefits of job-specific education. The
Administration proposes to allow employers who pro-
vide certain workplace literacy, English literacy, or
basic education programs for their eligible employees
to claim a credit against Federal income taxes equal
to 10 percent of the employer’'s qualified expenses, up
to a maximum credit of $525 per participating em-
ployee. Qualified education would be limited to basic
instruction at or below the level of a high school degree
and to English literacy instruction. Eligible employees
in basic education programs generally would not have
received a high school degree or its equivalent. Instruc-
tion would be provided either by the employer, with
curriculum approved by the State adult education au-
thority, or by local education agencies or other provid-
ers certified by the Department of Education. The credit
would be available for taxable years beginning after
December 31, 1999.

Encourage sponsorship of qualified zone acad-
emies.—Under current law, State and local govern-
ments can issue qualified zone academy bonds to fund
improvements in certain “qualified zone academies”
which provide elementary or secondary education. To
encourage corporations to become sponsors of such
academies, a credit against Federal income tax would
be provided equal to 50 percent of the amount of cor-
porate sponsorship payments made to a qualified zone
academy located in (or adjacent to) a designated em-
powerment zone or enterprise community. The credit
would be available only if a credit allocation has been
made with respect to the corporate sponsorship pay-
ment by the local governmental agency with respon-
sibility for implementing the strategic plan of the em-
powerment zone or enterprise community. Up to $4
million of credits could be allocated with respect to
each of the 31 designed empowerment zones; and up
to $1 million of credits could be allocated with respect
to each of the 95 designated enterprise communities.
The credit would be subject to present law general busi-
ness credit rules, and would be effective for sponsorship
payments made after December 31, 1999.

Eliminate 60-month limit on student loan inter-
est deduction.—Current law provides an income tax
deduction for certain interest paid on a qualified edu-
cation loan during the first 60 months that interest
payments are required, effective for interest due and
paid after December 31, 1997. The maximum deduction
available is $2,500 for years after 2000 (for years 1998,
1999 and 2000, the limits are $1,000, $1,500 and
$2,000, respectively) and the deduction is phased-out
for taxpayers with adjusted gross income between
$40,000 and $55,000 (between $60,000 and $75,000 for
joint filers). The 60-month limitation under current law
adds significant complexity and administrative burdens
for taxpayers, lenders, loan servicing agencies, and the
IRS. Thus, to simplify the calculation of deductible in-
terest payments, reduce administrative burdens, and
provide longer-term relief to low-and middle-income
taxpayers with large educational debt, the Administra-
tion proposes to eliminate the 60-month limitation. This
proposal would be effective for interest due and paid
on qualified education loans after December 31, 1999.

Eliminate tax when forgiving student loans sub-
ject to income contingent repayment.—Students who
borrow money to pay for postsecondary education
through the Federal government's direct loan program
may elect income contingent repayment of the loan.
If they elect this option, their loan repayments are ad-
justed in accordance with their income. If after the
borrower makes repayments for a twenty-five year pe-
riod any loan balance remains, it is forgiven. The Ad-
ministration proposes to eliminate any Federal income
tax the borrower may otherwise owe as a result of
the forgiveness of the loan balance. The proposal would
be effective for loan cancellations after December 31,
1999.
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Provide tax relief for participants in certain
Federal education programs.—Present law provides
tax-free treatment for certain scholarship and fellow-
ship grants used to pay qualified tuition and related
expenses, but not to the extent that any grant rep-
resents compensation for services. In addition, tax-free
treatment is provided for certain discharges of student
loans on condition that the individual works for a cer-
tain period of time in certain professions for any of
a broad class of employers. To extend tax-free treat-
ment to education awards under certain Federal pro-
grams, the Administration proposes to amend current
law to provide that any amounts received by an individ-
ual under the National Health Service Corps (NHSC)
Scholarship Program or the Armed Forces Health Pro-
fessions Scholarship and Financial Assistance Program
are “qualified scholarships” excludable from income,
without regard to the recipient’'s future service obliga-
tion. In addition, the proposal also would provide an
exclusion from income for any repayment or cancella-
tion of a student loan under the NHSC Scholarship
Program, the Americorps Education Award Program,
or the Armed Forces Health Professions Loan Repay-
ment Program. The exclusion would apply only to the
extent that the student incurred qualified tuition and
related expenses for which no education credit was
claimed during academic periods when the student
loans were incurred. The proposals would be effective
for awards received after December 31, 1999.

Make Child Care More Affordable

Increase, expand, and simplify child and de-
pendent care tax credit.—Under current law, tax-
payers may receive a nonrefundable tax credit for a
percentage of certain child care expenses they pay in
order to work. The credit rate is phased down from
30 percent of expenses (for taxpayers with adjusted
gross incomes of $10,000 or less) to 20 percent (for
taxpayers with adjusted gross incomes above $28,000).
The Administration believes that the maximum credit
rate is too low. Moreover, because it phases down at
a very low threshold of adjusted gross income, many
families who have significant child care costs and rel-
atively low incomes are not eligible for the maximum
credit. To alleviate the burden of child care costs for
these families, the Administration proposes to increase
the maximum credit rate from 30 percent to 50 percent
and to extend eligibility for the maximum credit rate
to taxpayers with adjusted gross incomes of $30,000
or less. The credit rate would be phased down gradually
for taxpayers with adjusted gross incomes between
$30,000 and $59,000. The credit rate would be 20 per-
cent for taxpayers with adjusted gross incomes over
$59,000.

Under current law, no additional tax assistance
under the child and dependent care tax credit is pro-
vided to families with infants, who require intense and
sustained care. Furthermore, parents who themselves
care for their infants, instead of incurring out-of-pocket
child care expenses, receive no benefit under the child

and dependent care tax credit. In order to provide as-
sistance to these families, the Administration proposes
to supplement the credit for all taxpayers with children
under the age of one, whether or not they incur out-
of-pocket child care expenses. The amount of additional
credit would be the applicable credit rate multiplied
by $500 for a child under the age of one ($1,000 for
two or more children under the age of one).

The Administration also proposes to simplify eligi-
bility for the credit by eliminating a complicated house-
hold maintenance test. Certain credit parameters would
be indexed. The proposal would be effective for taxable
years beginning after December 31, 1999.

Provide tax incentives for employer-provided
child-care facilities.—The Administration proposes to
provide taxpayers a credit equal to 25 percent of ex-
penses incurred to build or acquire a child care facility
for employee use, or to provide child care services to
children of employees directly or through a third party.
Taxpayers also would be entitled to a credit equal to
10 percent of expenses incurred to provide employees
with child care resource and referral services. A tax-
payer’s credit could not exceed $150,000 in a single
year. Any deduction the taxpayer would otherwise be
entitled to take for the expenses would be reduced by
the amount of the credit. Similarly, the taxpayer’s basis
in a facility would be reduced to the extent that a
credit is claimed for expenses of constructing or acquir-
ing the facility. The credit would be effective for taxable
years beginning after December 31, 1999.

Provide Incentives to Revitalize Communities

Increase low-income housing tax credit per cap-
ita cap to $1.75.—Low-income housing tax credits pro-
vide an incentive to build and make available affordable
rental housing units to households with low incomes.
The amount of first-year credits that can be awarded
in each State is currently limited to $1.25 per capita.
That limit has been unchanged since it was established
in 1986. The Administration proposes to increase the
annual State housing credit limitation to $1.75 per cap-
ita effective for calendar years beginning after 1999.
The proposed increase in this cap will permit additional
new and rehabilitated low-income housing to be pro-
vided while still encouraging State housing agencies
to award the credits to projects that meet specific
needs.

Provide Better America Bonds to improve the en-
vironment.—Under current law, State and local gov-
ernments may issue tax-exempt bonds to finance purely
public environmental projects. Certain other environ-
mental projects may also be financed with tax-exempt
bonds, but are subject to an overall cap on private-
purpose tax-exempt bonds. The subsidy provided with
tax-exempt bonds may not provide a deep enough sub-
sidy to induce State and local governments to under-
take beneficial environmental infrastructure projects.
The Administration proposes to allow State and local
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governments (including U.S. possessions and Native
American tribal governments) to issue tax credit bonds
(similar to existing Qualified Zone Academy Bonds) to
finance projects to protect open spaces or to otherwise
improve the environment. Significant public benefits
would be provided by creating more livable urban and
rural environments; creating forest preserves near
urban areas; protecting water quality; rehabilitating
land that has been degraded by toxic or other wastes
or destruction of its ground cover; and improving parks
and reestablishing wetlands. The Environmental Pro-
tection Agency will allocate $1.9 billion in annual bond
authority for five years starting in 2000 based on com-
petitive applications. The bonds would have a maxi-
mum maturity of 15 years and the bond issuer effec-
tively would receive an interest-free loan for the term
of the bonds. During that interval, bond holders receive
Federal income tax credits in lieu of interest.

Provide New Markets Tax Credit.—Businesses lo-
cated in low-income urban and rural communities often
lack access to sufficient equity capital. To help attract
new capital to these businesses, taxpayers would be
allowed a credit against Federal income taxes for cer-
tain investments made to acquire stock or other equity
interests in a community development investment en-
tity selected by the Treasury Department to receive
a credit allocation. Selected community development in-
vestment entities generally would be required to use
the investment proceeds to provide capital to businesses
located in low-income communities. During the period
2000-2004, the Treasury Department would authorize
selected community development investment entities to
issue $6 billion of new stock or equity interests with
respect to which credits could be claimed. The credit
would be allowed for each year during the five-year
period after the stock or equity interest is acquired
from the selected community development investment
entity, and the credit amount that could be claimed
for each of the five years would equal six percent of
the amount paid to acquire the stock or equity interest
from the community development investment entity.
The credit would be subject to current-law general busi-
ness credit rules, and would be available for qualified
investments made after December 31, 1999.

Expand tax incentives for specialized small busi-
ness investment companies (SSBICs).— Current law
provides certain tax incentives for investment in
SSBICs. The Administration proposes to enhance the
tax incentives for SSBICs. First, the existing provision
allowing a tax-free rollover of the proceeds of a sale
of publicly-traded securities into an investment in a
SSBIC would be modified to extend the rollover period
to 180 days, to allow investment in the preferred stock
of a SSBIC, to eliminate the annual caps on the SSBIC
rollover gain exclusion, and to increase the lifetime caps
to $750,000 per individual and $2,000,000 per corpora-
tion. Second, the proposal would allow a SSBIC to con-
vert from a corporation to a partnership within 180
days of enactment without giving rise to tax at either

the corporate or shareholder level, but the partnership
would remain subject to an entity-level tax upon ceas-
ing activity as a SSBIC or at any time that it disposes
of assets that it holds at the time of conversion on
the amount of “built-in” gains inherent in such assets
at the time of conversion. Third, the proposal would
make it easier for a SSBIC to meet the qualifying in-
come, distribution of income, and diversification of as-
sets tests to qualify as a tax-favored regulated invest-
ment company. Finally, in the case of a direct or indi-
rect sale of SSBIC stock that qualifies for treatment
under section 1202, the proposal would raise the exclu-
sion of gain from 50 percent to 60 percent. The tax-
free rollover and section 1202 provisions would be effec-
tive for sales occurring after the date of enactment.
The regulated investment company provisions would be
effective for taxable years beginning on or after the
date of enactment.

Extend wage credit for two new Empowerment
Zones (EZs).—OBRA 93 authorized a Federal dem-
onstration project in which nine EZs and 95 empower-
ment communities would be designated in a competitive
application process. Among other benefits, businesses
located in the nine original EZs are eligible for three
Federal tax incentives: an employment and training
credit; an additional $20,000 per year of section 179
expensing; and a new category of tax-exempt private
activity bonds. The Taxpayer Relief Act of 1997 author-
ized the designation of two additional EZs located in
urban areas, which generally are eligible for the same
tax incentives as are available within the EZs author-
ized by OBRA 93. The two additional EZs were des-
ignated in early 1998, but the tax incentives provided
for them do not take effect until January 1, 2000. The
incentives generally remain in effect for 10 years. The
wage credit, however, is phased down beginning in 2005
and expires after 2007. The Administration proposes
that the wage credit for the two additional EZs would
remain in effect until January 1, 2010, and would be
phased down using the same percentages that apply
to the original empowerment zones designated under
OBRA 93.

Promote Energy Efficiency and Improve the
Environment

Buildings

Provide tax credit for energy-efficient building
equipment.—No income tax credit is provided cur-
rently for investment in energy-efficient building equip-
ment. The Administration proposes to provide a new
tax credit for the purchase of certain highly efficient
building equipment technologies including fuel cells,
electric heat pump water heaters, natural gas heat
pumps, residential size electric heat pumps, natural gas
water heaters, and advanced central air conditioners.
The credit would equal 10 or 20 percent of the amount
of qualified investment depending upon the energy effi-
ciency of the qualified item, subject to a cap. The 10-
percent credit generally would be available for equip-
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ment purchased during the two-year period beginning
January 1, 2000 and ending December 31, 2001. The
20-percent credit would be available for equipment pur-
chased during the four-year period beginning January
1, 2000 and ending December 31, 2003.

Provide tax credit for new energy-efficient
homes.—No income tax credit is provided currently for
investment in energy-efficient homes. The Administra-
tion proposes to provide a tax credit to taxpayers who
purchase, as a principal residence, certain newly con-
structed homes that are highly energy efficient. The
credit would equal $1,000, $1,500 or $2,000 depending
upon the home’s energy efficiency. The $1,000 credit
would be available for homes purchased between Janu-
ary 1, 2000 and December 31, 2001 that are at least
30 percent more energy efficient than the standard
under the 1998 International Energy Conservation
Code (IECC). The $1,500 credit would be available for
homes purchased between January 1, 2000 and Decem-
ber 31, 2002 that are at least 40 percent more energy
efficient than the IECC standard. The $2,000 credit
would be available for homes purchased between Janu-
ary 1, 2000 and December 31, 2004 that are at least
50 percent more energy efficient than the IECC stand-
ard.

Transportation

Extend the electric vehicle tax credit; provide
tax credit for fuel-efficient vehicles.—Under current
law, a 10-percent tax credit up to $4,000 is provided
for the cost of a qualified electric vehicle. The full
amount of the credit is available for purchases prior
to 2002. The credit begins to phase down in 2002 and
is not available after 2004. The Administration pro-
poses to extend the present $4,000 credit through 2006
and to allow the full amount of the credit to be avail-
able for qualified electric vehicles through 2006. The
Administration also proposes to provide a tax credit
for the purchase of certain fuel-efficient hybrid vehicles.
The credit would be: (a) $1,000 for each vehicle that
is one-third more fuel efficient than a comparable vehi-
cle in its class, effective for purchases of qualifying
vehicles after December 31, 2002 and before January
1, 2005; (b) $2,000 for each vehicle that is two-thirds
more fuel efficient than a comparable vehicle in its
class, effective for purchases of qualifying vehicles after
December 31, 2002 and before January 1, 2007; (c)
$3,000 for each vehicle that is twice as fuel efficient
as a comparable vehicle in its class, effective for pur-
chases of qualifying vehicles after December 31, 2003
and before January 1, 2007; and (d) $4,000 for each
vehicle that is three times as fuel efficient as a com-
parable vehicle in its class, effective for purchases of
qgualifying vehicles after December 31, 2003 and before
January 1, 2007.

Industry

Provide investment tax credit for combined heat
and power (CHP) systems.—Combined heat and

power (CHP) assets are used to produce electricity (and/
or mechanical power) and usable heat from the same
primary energy source. No tax credits are currently
available for investment in CHP property. The Adminis-
tration proposes to establish an eight-percent invest-
ment credit for qualifying CHP systems in order to
encourage more efficient energy usage. The credit would
apply to property placed in service in the United States
after December 31, 1999 and before January 1, 2003.

Renewables

Provide tax credit for rooftop solar systems.—
Current law provides a 10-percent business energy in-
vestment tax credit for qualifying equipment that uses
solar energy to generate electricity, to heat or cool,
to provide hot water for use in a structure, or to provide
solar process heat. The Administration proposes a new
tax credit for purchasers of roof-top photovoltaic sys-
tems and solar water heating systems located on or
adjacent to the building for uses other than heating
swimming pools. (Taxpayers would have to choose be-
tween the proposed credit and the current-law tax cred-
it for each investment.) The proposed credit would be
equal to 15 percent of qualified investment up to a
maximum of $1,000 for solar water heating systems
and $2,000 for rooftop photovoltaic systems. It would
apply only to equipment placed in service after Decem-
ber 31, 1999 and before January 1, 2005 for solar water
heating systems and after December 31, 1999 and be-
fore January 1, 2007 for rooftop photovoltaic systems.

Extend wind and biomass tax credit and expand
eligible biomass sources.—Current law provides tax-
payers a 1.5-cent-per-kilowatt-hour tax credit, adjusted
for inflation after 1992, for electricity produced from
wind or “closed-loop” biomass. The electricity must be
sold to an unrelated third party and the credit applies
to the first 10 years of production. The current credit
applies only to facilities placed in service before July
1, 1999, after which it expires. The Administration pro-
poses to extend the current credit for five years, to
facilities placed in service before July 1, 2004 and to
expand eligible biomass to include certain biomass from
forest-related resources, and agricultural and other
sources. A 1.0 cent-per-kilowatt-hour tax credit would
also be allowed for cofiring biomass in coal plants.

Promote Expanded Retirement Savings,
Security, and Portability

Building on recent legislation, the Administration
proposes further expansions of retirement savings in-
centives, including initiatives that would expand the
availability of retirement plans and other workplace-
based savings opportunities, particularly for moderate-
and lower-income workers not currently covered by em-
ployer-sponsored plans. Other proposals are designed
to expand pension coverage for employees of small busi-
nesses, a group that currently has low pension cov-
erage. The Administration also seeks to improve exist-
ing retirement plans for employers of all sizes by in-
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creasing retirement security for women, expanding
workers’ and spouses’ rights to know about their retire-
ment benefits, and simplifying the pension rules. Fi-
nally, the Administration proposes to increase the port-
ability of pension coverage, which will enhance retire-
ment savings opportunities when employees change
jobs. These provisions generally are effective beginning
in 2000, except as provided below.

Promote Individual Retirement Account (IRA)
contributions through payroll deduction.—Employ-
ers could offer employees the opportunity to make IRA
contributions on a pre-tax basis through payroll deduc-
tion. Providing employees an exclusion from income (in
lieu of a deduction) is designed to increase savings
among workers in businesses that do not offer a retire-
ment plan. Signing up for payroll deduction is easy
for an employee. In addition, saving is facilitated be-
cause it becomes automatic as salary reduction con-
tributions continue for each paycheck after an employ-
ee’s initial election. Peer-group participation may also
encourage employees to save more. Finally, the favor-
able tax treatment of payroll deductions would encour-
age participation.

Provide small business tax credit for new
plans.—Effective in the year of enactment, the Admin-
istration proposes a new three-year tax credit for the
administrative and retirement-education expenses of
any small business that sets up a new qualified defined
benefit or defined contribution plan (including a 401(k)
plan), savings incentive match plan for employees (SIM-
PLE), simplified employee pension (SEP), or payroll de-
duction IRA. The credit would cover 50 percent of the
first $2,000 in administrative and retirement-education
expenses for the plan or arrangement for the first year
of the plan and 50 percent of the first $1,000 of such
expenses for each of the second and third years. The
tax credit would help promote new plan sponsorship
by targeting a tax benefit to employers adopting new
plans or payroll deduction IRAs.

Create simplified pension plan for small busi-
ness.—The Administration is proposing a new small
business defined benefit-type plan that combines cer-
tain key features of defined benefit plans and defined
contribution plans: guaranteed minimum retirement
benefits, an option for payments over the course of an
employee’s retirement years, and Pension Benefit Guar-
anty Corporation insurance at a reduced premium, to-
gether with individual account balances that can bene-
fit from favorable investment returns and have en-
hanced portability.

Provide faster vesting of employer matching con-
tributions.—The Administration is also proposing ac-
celerated vesting of employer matching contributions
under 401(k) plans (and other qualified plans). This
would increase pension portability, which is important
given the mobility of today's workforce, particularly of
working women. Matching contributions would be re-

quired to be fully vested after an employee has com-
pleted three years of service (or would vest in annual
20-percent increments beginning after two years of
service).

Count Family and Medical Leave Act leave for
vesting and eligibility purposes.—Under the Family
and Medical Leave Act (FMLA), eligible workers are
entitled to up to 12 weeks of unpaid leave to care
for a new child, to care for a family member who has
a serious health condition, or because the worker has
a serious health condition. Under the Administration’s
proposal, workers who take time off under the FMLA
could count that time toward retirement plan vesting
and eligibility to participate. This would ensure that
workers do not lose retirement benefits they have
earned because they take time off under FMLA.

Require joint and 75-percent annuity option for
pension plans.—Current law requires certain pension
plans to offer to pay pension benefits as a joint and
survivor annuity; frequently, the benefit for the employ-
ee's surviving spouse is reduced to 50 percent of the
monthly benefit paid when both spouses were alive.
Under the proposal, plans that are subject to the joint
and survivor annuity rules would be required to offer
an option that pays a survivor benefit equal to at least
75 percent of the benefit the couple received while both
were alive. This option would be especially helpful to
women because they tend to live longer than men and
because many aged widows have incomes below the
poverty level.

Improve disclosure; simplify pensions.—The Ad-
ministration proposes to enhance workers’ and spouses’
rights to know about their pension benefits by, among
other things, requiring that the same explanation of
a pension plan’s survivor benefits that is provided to
a participant be provided to the participant’'s spouse,
and that participants in 401(k) safe harbor plans re-
ceive adequate notification and have timely election pe-
riods of plan rules governing contributions and em-
ployer matching. Improved benefits for nonhighly com-
pensated employees under the 401(k) safe harbors, a
simplified definition of highly compensated employee,
and simplification of rules for multiemployer plans are
also being proposed.

Allow immediate participation in the Thrift Sav-
ings Plan (TSP) by new Federal employees.—Cur-
rent law requires a newly-hired Federal employee to
wait six to twelve months after being hired before con-
tributing to the TSP. Rehired employees wait up to
six months. Under the Administration’s proposal, all
waiting periods for employee elective contributions to
the TSP would be eliminated for new hires and rehires.

Allow rollovers from private plans to TSP.—Cur-
rent law limits employee contributions to a TSP account
to salary reduction amounts, as opposed to rollover con-
tributions from a qualified trust. The Administration
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proposes to allow an employee to roll over an “eligible
rollover distribution” from a qualified trust sponsored
by a previous employer to the employee’s TSP account.

Allow rollovers between qualified retirement
plans and 403(b) tax-sheltered annuities.—Under
current law, rollovers are not allowed between qualified
retirement plans and section 403(b) tax-sheltered annu-
ities. The Administration proposes that eligible rollover
distributions from a qualified retirement plan could be
rolled over to a section 403(b) tax-sheltered annuity
and vice versa.

Allow rollovers from regular IRAs to qualified
plans or 403(b) tax-sheltered annuities.—The Ad-
ministration’s proposal would allow individuals to con-
solidate their IRA funds and their workplace retirement
savings in a single place. Under current law, individ-
uals may roll over only amounts in “conduit” IRAs
(IRAs containing only amounts rolled over from work-
place retirement plans) to their qualified retirement
plans or section 403(b) tax-sheltered annuities. Under
the Administration’s proposal, individuals who have
IRAs with deductible IRA contributions will be offered
the opportunity to transfer funds from their IRAs into
their qualified defined contribution retirement plan or
403(b) tax-sheltered annuity—provided that the retire-
ment plan trustee meets the same standards as an
IRA trustee.

Allow rollovers of after-tax contributions.—While
pre-tax contributions to retirement plans are perhaps
the most common form of employee contribution, some
plans also allow participants to make after-tax con-
tributions. Under current law, these after-tax contribu-
tions cannot be rolled over when employees switch jobs.
The proposal would allow individuals to roll over their
after-tax contributions to their new employer’s defined
contribution plan or to an IRA if the plan or IRA pro-
vider agrees to track and report the after-tax portion
of the rollover for the individual.

Allow rollovers of contributions from govern-
mental 457 plans to an IRA.—Generally, amounts
held under qualified retirement plans or section 403(b)
tax-sheltered annuities plans may be rolled over to an
IRA. However, under current law, amounts held under
nonqualified deferred compensation plans of State or
local governments (governmental section 457 plans)
may not be rolled over into an IRA and are taxable
upon distribution. The Administration’s proposal would
allow individuals to roll over the money they have
saved in a governmental section 457 plan to an IRA.

Facilitate the purchase of service credits in gov-
ernmental defined benefit plans.—Employees of
State and local governments, particularly teachers,
often move between States and school districts in the
course of their careers. Under State law, they often
can purchase service credits in their State defined bene-
fit pension plans for time spent in another State or

district and earn a pension reflecting a full career of
employment in the State in which they conclude their
career. Under current law, these employees cannot
make a tax-free transfer of the money they have saved
in their 403(b) plan or governmental section 457 plan
to purchase these credits and often lack other resources
to use for this purpose. Under the proposal, State and
local government employees will be able to use funds
from these retirement savings plans to purchase service
credits on a tax-free basis, i.e., through a direct transfer
without first having to take a taxable distribution of
these amounts.

Extend Expiring Provisions

Allow personal tax credits against the alter-
native minimum tax (AMT).—The Administration is
concerned that the individual alternative minimum tax
(AMT) may impose financial and compliance burdens
upon taxpayers that have few tax preference items and
were not the originally intended targets of the AMT.
In particular, the Administration is concerned that the
individual AMT may act to erode the benefits of non-
refundable tax credits (such as the education credits,
the child credit, adoption credit, and the child and de-
pendent care credit) that are intended to provide tax
relief for middle-income taxpayers. In response, the Ad-
ministration proposes to extend, for two years, the pro-
vision enacted in 1998 that allows an individual to off-
set his or her regular tax liability by nonrefundable
tax credits regardless of the amount of the individual’s
tentative minimum tax. The Administration hopes to
work with Congress to develop a longer-term solution
to the individual AMT problem.

Extend the work opportunity tax credit.—The
work opportunity tax credit provides an incentive for
employers to hire individuals from certain targeted
groups. The credit equals a percentage of qualified
wages paid during the first year of the individual’s
employment with the employer. The credit percentage
is 25 percent for employment of at least 120 hours
but less than 400 hours and 40 percent for employment
of 400 or more hours. The credit expires with respect
to employees who begin work after June 30, 1999. The
Administration proposes to extend the work opportunity
tax credit so that the credit would be effective for indi-
viduals who begin work before July 1, 2000. The pro-
posal also clarifies the interaction of the work oppor-
tunity tax credit and the welfare-to-work tax credit.
This proposed clarification would be effective for taxable
years beginning on or after the date of first committee
action.

Extend the welfare-to-work tax credit.—The wel-
fare-to-work tax credit enables employers to claim a
tax credit on the first $20,000 of eligible wages paid
to certain long-term family assistance recipients. The
credit is 35 percent of the first $10,000 of eligible wages
in the first year of employment and 50 percent of the
first $10,000 of eligible wages in the second year of
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employment. The credit is effective for individuals who
begin work before July 1, 1999. The Administration
proposes to extend the welfare-to-work tax credit for
one year, so that the credit would be effective for indi-
viduals who begin work before July 1, 2000.

Extend the R&E tax credit.—The Administration
proposes to extend the tax credit provided for certain
research and experimentation expenditures, which is
scheduled to expire after June 30, 1999, for one year
through June 30, 2000.

Make permanent the expensing of brownfields
remediation costs.—Under the Taxpayer Relief Act of
1997, taxpayers can elect to treat certain environmental
remediation expenditures that would otherwise be
chargeable to capital account as deductible in the year
paid or incurred. The provision does not apply to ex-
penditures paid or incurred after December 31, 2000.
The Administration proposes that the provision be
made permanent.

Extend tax credit for first-time D.C. home-
buyers.—The Administration proposes to extend the
tax credit provided for the first-time purchase of a prin-
cipal residence in the District of Columbia, which is
scheduled to expire after December 31, 2000, for one
year through December 31, 2001.

Simplify The Tax Laws

Provide optional Self-employment Contributions
Act (SECA) computations.—Self-employed individuals
currently may elect to increase their self-employment
income for puposes of obtaining social security coverage.
Current law provides more liberal treatment for farm-
ers as compared to other self-employed individuals. The
Administration proposes to extend the favorable treat-
ment currently accorded to farmers to other self-em-
ployed individuals. The proposal would be effective for
taxable years beginning after December 31, 1999.

Provide statutory hedging and other rules to en-
sure business property is treated as ordinary prop-
erty.—Under current law, there is an issue of whether
income from hedging transactions is capital or ordinary.
The rules under which assets are treated as ordinary
assets and under which hedging transactions are ac-
counted for need to be modernized. In addition, the
current-law rules that allow taxpayers to defer loss
when a taxpayer holds a position or positions that re-
duce the risk of loss on certain capital assets, the so-
called straddle rules, are punitive and sometimes result
in a total disallowance of losses. The proposal would
generally codify the hedging rules previously promul-
gated by the Treasury Department and make some
modifications to help clarify the rules. The proposal
would clarify that certain assets are ordinary assets
for Federal income tax purposes and provide more equi-
table timing of losses under the straddle rules. The
proposal generally would be effective after the date of
enactment, and would give the Treasury Department

authority to issue regulations similar to the hedging
provisions governing hedging transactions entered into
prior to the effective date.

Clarify rules relating to certain disclaimers.—
Under current law, if a person refuses to accept (dis-
claims) a gift or bequest prior to accepting the transfer
(or any of its benefits), the transfer to the disclaiming
person generally is ignored for Federal transfer tax pur-
poses. Current law is unclear as to whether certain
transfer-type disclaimers benefit from rules applicable
to other disclaimers under the estate and gift tax. Cur-
rent law is also silent as to the income tax con-
sequences of a disclaimer. The Administration proposes
to extend to transfer-type disclaimers the rule permit-
ting disclaimer of an undivided interest in property as
well as the rule permitting a spouse to disclaim an
interest that will pass to a trust for the spouse’s bene-
fit. The proposal also clarifies that disclaimers are effec-
tive for income tax purposes. The proposal would apply
to disclaimers made after the date of enactment.

Simplify the foreign tax credit limitation for
dividends from 10/50 companies.—The Taxpayer Re-
lief Act of 1997 modified the regime applicable to indi-
rect foreign tax credits generated by dividends from
so-called 10/50 companies. Specifically, the Act retained
the prior law “separate basket” approach with respect
to pre-2003 distributions by such companies, adopted
a “single basket” approach with respect to post-2002
distributions by such companies of their pre-2003 earn-
ings, and adopted a “look-through” approach with re-
spect to post-2002 distributions by such companies of
their post-2002 earnings. The application of the three
approaches results in significant additional complexity.
The proposal would simplify the application of the for-
eign tax credit limitation significantly by applying a
look-through approach immediately to dividends paid
by 10/50 companies, regardless of the year in which
the earnings and profits out of which the dividends
are paid were accumulated (including pre-2003 years).
The proposal would be effective for taxable years begin-
ning after December 31, 1998.

Provide interest treatment for certain payments
from regulated investment companies to foreign
persons.—Under current law, foreign investors in U.S.
bond and money-market mutual funds are effectively
subject to withholding tax on interest income and short
term capital gains derived through such funds. Foreign
investors that hold U.S. debt obligations directly gen-
erally are not subject to U.S. taxation on such interest
income and gains. This proposal would eliminate the
discrepancy between these two classes of foreign inves-
tors by eliminating the U.S. withholding tax on dis-
tributions from U.S. mutual funds that hold substan-
tially all of their assets in cash or U.S. debt securities
(or foreign debt securities that are not subject to with-
holding tax under foreign law). The proposal is designed
to enhance the ability of U.S. mutual funds to attract
foreign investors and to eliminate needless complica-
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tions now associated with the structuring of vehicles
for foreign investment in U.S. debt securities. The pro-
posal would be effective for mutual fund taxable years
beginning after the date of enactment.

Expand declaratory judgment remedy for non-
charitable organizations seeking determinations
of tax-exempt status. —Under current law, organiza-
tions seeking tax-exempt status as charities under sec-
tion 501(c)(3) are allowed to seek a declaratory judg-
ment as to their tax status if their application is denied
or delayed by the IRS. A noncharity (an organization
not described in section 501(c)(3)) that applies to the
IRS for recognition of its tax-exempt status faces poten-
tial tax liability if its application ultimately is denied
by the IRS. This creates uncertainty for the noncharity,
particularly when the IRS determination is delayed for
a significant period of time. To reduce this uncertainty,
the declaratory judgment procedure available to char-
ities under current-law section 7428 would be ex-
panded, so that if the application of any organization
seeking tax-exempt status under section 501(c) is pend-
ing with the IRS for more than 270 days, and the
organization has exhausted all administrative remedies
available within the IRS, then the organization could
seek a declaratory judgment as to its tax-exempt status
from the United States Tax Court. The proposal would
be effective for applications for recognition of tax-ex-
empt status filed after December 31, 1999.

Simplify the active trade or business require-
ment for tax-free spin-offs.—In order to satisfy the
active trade or business requirement for tax-free spin-
offs, split-offs, and split-ups, the distributing corpora-
tion and the controlled corporation both must be en-
gaged in the active conduct of a trade or business.
If a corporation is not itself active, it may satisfy the
active trade or business test indirectly, but only if sub-
stantially all of its assets consist of stock and securities
of a controlled corporation that is engaged in an active
trade or business. Because the substantially all stand-
ard is much higher than that required if the corporation
is active itself, a taxpayer often must engage in pre-
distribution restructurings that it otherwise would not
have undertaken. There is no clear policy reason that
the standards for meeting the active trade or business
requirement should differ depending upon whether a
corporation is considered to be active on a direct or
indirect basis. Therefore, the Administration proposes
to simplify the requirement by removing the substan-
tially all test and generally allowing an affiliated group
to satisfy the active trade or business requirement as
long as the affiliated group, taken as a whole, is consid-
ered active. This proposal would be effective for trans-
actions after the date of enactment.

Miscellaneous Provisions

Make first $2,000 of severance pay exempt from
income tax.—Under current law, payments received
by a terminated employee are taxable as compensation.

The Administration proposes to allow an individual to
exclude up to $2,000 of severance pay from income
when certain conditions are met. First, the severance
must result from a reduction in force by the employer.
Second, the individual must not obtain a job within
six months of separation with compensation at least
equal to 95 percent of his or her prior compensation.
Third, the total severance payments received by the
employee must not exceed $75,000. The exclusion would
be effective for severance pay received in taxable years
beginning after December 31, 1999 and before January
1, 2003.

Allow steel companies to carryback net operat-
ing losses (NOLs) up to five years.—Under current
law, a net operating loss of a taxpayer generally may
be carried back two years and forward 20 years. The
Administration proposes to provide an immediate cash
flow benefit to troubled companies in the steel industry
by extending the carryback period for the NOLs of a
steel company to five years. The proposal would be
effective for taxable years ending after the date of en-
actment, regardless of when the NOL arose, and would
sunset after five years.

Electricity Restructuring

Revise tax-exempt bond rules for electric power
facilities.—As part of Federal legislation to encourage
restructuring the nation’s electric power industry so
that consumers benefit from competition, rules relating
to the use of tax-exempt bonds to finance electric power
facilities would be modified. To encourage public power
systems to implement retail competition, outstanding
bonds issued to finance transmission facilities would
continue their tax-exempt status even if private use
resulted from allowing nondiscriminatory open access
to those facilities. Similarly, outstanding bonds issued
to finance generation or distribution facilities would
continue their tax-exempt status even if the issuer im-
plements retail competition. To support fair competition
within the restructured industry, interest on bonds to
finance electric generation or transmission facilities
issued after enactment of such legislation would not
be exempt. Distribution facilities could continue to be
financed with tax-exempt bonds. These changes would
be effective upon enactment.

Modify taxation of contributions to nuclear de-
commissioning funds.—Under current law, deductible
contributions to nuclear decommissioning funds are lim-
ited to the amount included in the taxpayer's cost of
service for ratemaking purposes. For deregulated utili-
ties, this limitation may result in the denial of any
deduction for contributions to a nuclear decommission-
ing fund. The Administration proposes to repeal the
limitation for taxable years beginning after December
31, 1999. As under current law, deductible contribu-
tions would not be permitted to exceed the amount
the IRS determines to be necessary to provide for level



3. FEDERAL RECEIPTS

71

funding of an amount equal to the taxpayer’'s decommis-
sioning costs.

Modify International Trade Provisions

Extend and modify Puerto Rico economic-activ-
ity tax credit.—Although the Puerto Rico and posses-
sions tax credit generally was repealed in 1996, both
the income-based option and the economic-activity op-
tion under the credit remain available for existing busi-
ness operations conducted in taxable years beginning
before January 1, 2006, subject to base-period caps.
To provide a more efficient tax incentive for the eco-
nomic development of Puerto Rico and to continue the
shift from an income-based credit to an economic-activ-
ity-based credit that was begun in the 1993 Act, the
budget would modify the phase-out of the economic-
activity-based credit for Puerto Rico (under section 30A
of the Code) by (1) opening it to newly established
business operations during the phase-out period, effec-
tive for taxable years beginning after December 31,
1998, and (2) extending the phase-out period through
taxable years beginning before January 1, 2009.

Extend the Generalized System of Preferences
(GSP) and modify other trade provisions.—Under
GSP, duty-free access is provided to over 4,000 items
from eligible developing countries that meet certain
worker rights, intellectual property protection, and
other criteria. The Administration proposes to extend
the program, which expires after June 30, 1999,
through June 30, 2000. The Administration is proposing
permanent enhanced trade benefits for subsaharan Af-
rican countries undertaking strong economic reforms.
The Administration also proposes to provide, through
June 30, 2001, expanded trade benefits mainly on tex-
tiles and apparel to Caribbean Basin countries that
meet new eligibility criteria. These benefits will help
Caribbean Basin countries prepare for a future free
trade agreement with the United States and respond
to the effects of Hurricanes George and Mitch. The
Administration also proposes to implement the OECD
Shipbuilding Agreement.

Levy tariff on certain textiles and apparel prod-
ucts produced in the Commonwealth of the North-
ern Mariana Islands (CNMI).—The Administration
has proposed a tariff on textile and apparel products
produced in the CNMI without certain percentages of
workers who are U.S. citizens, nationals or permanent
residents or citizens of the Pacific island nations freely
associated with the U.S.

Expand Virgin Island tariff credits.—The Admin-
istration proposes the expansion of authorized but cur-
rently unused tariff credits for wages paid in the pro-
duction of watches in the Virgin Islands to be available
for the production of fine jewelry.

ELIMINATE UNWARRANTED BENEFITS AND
ADOPT OTHER REVENUE MEASURES

The President’s plan curtails unwarranted corporate
tax subsidies, closes tax shelters and other loopholes,
improves tax compliance and adopts other revenue
measures.

Limit Benefits of Corporate Tax Shelter
Transactions

The Administration is concerned about the prolifera-
tion of corporate tax shelters and their effect upon both
the corporate tax base and the integrity of the tax
system as a whole. The primary goals of corporate tax
shelters are to manufacture tax benefits that can be
used to offset unrelated income of the taxpayer or to
create tax-favored or tax-exempt economic income.

Corporate tax shelters may take several forms but
often share certain common characteristics. Corporate
tax shelter schemes are often marketed by their design-
ers or promoters to multiple corporate taxpayers. The
transactions typically involve arrangements among cor-
porate taxpayers and persons not subject to U.S. tax.
Shelters are also often associated with high trans-
actions costs, contingent or refundable fees, unwind
clauses, financial accounting treatment that is signifi-
cantly more favorable than the corresponding tax treat-
ment, and property or transactions unrelated to the
corporate participant’s core business.

The Administration proposes several general rem-
edies to curb the growth of corporate tax shelters. In
addition, the Administration proposes to modify the
treatment of certain specific transactions that provide
sheltering potential. No inference is intended as to the
treatment of any of these trnsactions under current
law.

Modify substantial understatement penalty for
corporate tax shelters.—The current 20-percent sub-
stantial understatement penalty imposed on corporate
tax shelter items can be avoided if the corporate tax-
payer had reasonable cause for the tax treatment of
the item and good faith. The Administration proposes
to increase the substantial understatement penalty on
corporate tax shelter items to 40 percent. The penalty
will be reduced to 20 percent if the corporate taxpayer
discloses to the National Office of the Internal Revenue
Service within 30 days of the closing of the transaction
appropriate documents describing the corporate tax
shelter and files a statement with, and provides ade-
guate disclosure on, its tax return. The penalty could
not be avoided by a showing of reasonable cause and
good faith. The proposal is effective for transactions
entered into after the date of first committee action.

Deny certain tax benefits in corporate tax shel-
ters.—Under curent law, if a person acquires control
of a corporation or a corporation acquires carryover
basis property of a corporation not controlled by the
acquiring corporation or its shareholders, and the prin-



72

ANALYTICAL PERSPECTIVES

cipal purpose for such acquisition is evasion or avoid-
ance of Federal income tax by securing certain tax ben-
efits, the Secretary may disallow such benefits to the
extent necessary to eliminate such evasion or avoidance
of tax. However, this current rule has been interpreted
narrowly. The Administration proposes to expand the
current rules to authorize the Secretary to disallow a
deduction, credit, exclusion, or other allowance obtained
in a corporate tax shelter. The proposal would apply
to transactions entered into on or after the date of
first committee action.

Deny deductions for certain tax advice and im-
pose an excise tax on certain fees received.—Buyers
of corporate tax shelter advice may deduct the fees
paid for such advice. The proposal would deny a deduc-
tion for fees paid or accrued in connection with the
promotion of corporate tax shelters and the rendering
of certain tax advice related to corporate tax shelters.
The proposal would also impose a 25-percent excise tax
on fees received in connection with the promotion of
corporate tax shelters and the rendering of certain tax
advice related to corporate tax shelters. The proposal
would be effective for payments made on or after the
date of first committee action.

Impose excise tax on certain rescission provi-
sions and provisions guaranteeing tax benefits.—
Because taxpayers entering into corporate tax shelter
transactions know that such transactions are risky, par-
ticularly because the expected tax benefits are not justi-
fied economically, purchasers of corporate tax shelters
often require the seller or a counterparty to enter into
a tax benefit protection arrangement. The Administra-
tion proposes to impose on the purchaser of a corporate
tax shelter an excise tax of 25 percent on the maximum
payment to be made under the arrangement. For this
purpose, a tax benefit protection arrangement would
include certain rescission clauses, guarantee of tax ben-
efits arrangement or any other arrangement that has
the same economic effect (e.g., insurance purchased
with respect to the transaction). The proposal would
apply to arrangements entered into on or after the date
of first committee action.

Preclude taxpayers from taking tax positions in-
consistent with the form of their transactions.—
Under current law, if a taxpayer enters into a trans-
action in which the economic substance and the legal
form are different, the taxpayer may take the position
that, notwithstanding the form of the transaction, the
substance is controlling for Federal income tax pur-
poses. Many taxpayers enter into such transactions in
order to arbitrage tax and regulatory laws. Under the
proposal, except to the extent the taxpayer discloses
the inconsistent position on its tax return, a corporate
taxpayer, but not the Internal Revenue Service, would
be precluded from taking any position (on a tax return
or otherwise) that the Federal income tax treatment
of a transaction is different from that dictated by its
form, if a tax indifferent person has a direct or indirect

interest in such transaction. No inference is intended
regarding the tax treatment of transactions not covered
by the proposal. The proposal would be effective for
transactions entered into on or after the date of first
committee action.

Tax income from corporate tax shelters involv-
ing tax-indifferent parties.—The Federal income tax
system has many participants who are indifferent to
tax consequences (e.g., foreign persons, tax-exempt or-
ganizations, and Native American tribal organizations).
Many corporate tax shelters have tax-indifferent par-
ticipants who absorb taxable income generated by the
shelters so that corresponding losses or deductions can
be allocated to taxable participants. The proposal would
provide that any income received by a tax-indifferent
person with respect to a corporate tax shelter would
be taxable. The proposal would be effective for trans-
actions entered into on or after the date of first commit-
tee action.

Require accrual of income on forward sale of
corporate stock.—There is little substantive difference
between a corporate issuer’s current sale of its stock
for a deferred payment and an issuer's forward sale
of the same stock. In both cases, a portion of the de-
ferred payment compensates the issuer for the time-
value of money during the term of the contract. Under
current law, the issuer must recognize the time-value
element of the deferred payment as interest if the
transaction is a current sale for deferred payment but
not if the transaction is a forward contract. Under the
proposal, the issuer would be required to recognize the
time-value element of the forward contract as well. The
proposal would be effective for forward contracts en-
tered into on or after the date of first committee action.

Modify treatment of built-in losses and other at-
tribute trafficking.—Under current law, a taxpayer
that becomes subject to U.S. taxation may take the
position that it determines its beginning bases in its
assets under U.S. tax principles as if the taxpayer had
historically been subject to U.S. tax. Other tax at-
tributes are computed similarly. A taxpayer may thus
“import” built-in losses or other favorable tax attributes
incurred outside U.S. taxing jurisdiction (e.g., from for-
eign or tax-exempt parties) to offset income or gain
that would otherwise be subject to U.S. tax. The pro-
posal would prevent the importation of attributes by
eliminating tax attributes (including built-in items) and
marking to market bases when an entity or an asset
becomes relevant for U.S. tax purposes. The proposal
would be effective for transactions in which assets or
entities become relevant for U.S. tax purposes on or
after the date of enactment.

Modify treatment of ESOP as S corporation
shareholder.—Pursuant to provisions enacted in 1996
and 1997, an employee stock ownership plan (ESOP)
may be a shareholder of an S corporation and the
ESOP’s share of the income of the S corporation is
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not subject to tax until distributed to the plan bene-
ficiaries. The Administration proposes to require an
ESOP to pay tax on S corporation income (including
capital gains on the sale of stock) as the income is
earned and to allow the ESOP a deduction for distribu-
tions of such income to plan beneficiaries. The deduc-
tion would only apply to the extent distributions exceed
all prior undistributed amounts that were previously
not subject to unrelated business income tax. The pro-
posal would be effective for taxable years beginning
on or after the date of first committee action. In addi-
tion, the proposal would be effective for acquisitions
of S corporation stock by an ESOP after such date
and for S corporation elections made on or after such
date.

Prevent serial liquidation of U.S. subsidiaries
of foreign corporations.—When a domestic corpora-
tion distributes a dividend to a foreign corporation, it
is subject to U.S. withholding tax. In contrast, if a
domestic corporation distributes earnings in a subsidi-
ary liquidation under section 332, the foreign share-
holder generally is not subject to any withholding tax.
Relying on section 332, some foreign corporations estab-
lish U.S. holding companies to receive tax-free divi-
dends from operating subsidiaries, and then liquidate
the holding companies, thereby avoiding the withhold-
ing tax. Subsequently, they re-establish the holding
companies to receive future dividends. The proposal
would impose withholding tax on any distribution made
to a foreign corporation in complete liquidation of a
U.S. holding company if the holding company was in
existence for less than five years. The proposal would
also achieve a similar result with respect to serial ter-
minations of U.S. branches. The proposal would be ef-
fective for liquidations and terminations occurring on
or after the date of first committee action.

Prevent capital gains avoidance through basis
shift transactions involving foreign sharehold-
ers.—A distribution in redemption of stock generally
is treated as a dividend if it does not result in a mean-
ingful reduction in the shareholder’'s proportionate in-
terest in the distributing corporation, measured with
reference to certain constructive ownership rules, in-
cluding option attribution. If an amount received in
redemption of stock is treated as a distribution of a
dividend, the basis of the remaining stock generally
is increased to reflect the basis of the redeemed stock.
The basis of the remaining stock is not increased, how-
ever, to the extent that the basis of the redeemed stock
was reduced or eliminated pursuant to the extraor-
dinary dividend rules. In certain circumstances, these
rules require a corporate shareholder to reduce the
basis of stock with respect to which a dividend is re-
ceived by the nontaxed portion of the dividend, which
generally equals the amount of the dividend that is
offset by the dividends received deduction. To prevent
taxpayers from attempting to offset capital gains by
generating artificial capital losses through basis shift
transactions involving foreign shareholders, the Admin-

istration proposes to treat the portion of a dividend
that is not subject to current U.S. tax as a nontaxed
portion. Similar rules would apply in the event that
the foreign shareholder is not a corporation. The pro-
posal is effective for distributions on or after the date
of first committee action.

Limit inappropriate tax benefits for lessors of
tax-exempt use property.—Under current law, certain
property leased to governments, tax-exempt organiza-
tions, or foreign persons is considered to be “tax-exempt
use property.” There are a number of restrictions on
the ability of lessors of tax-exempt use property to
claim tax benefits from transactions related to the tax-
exempt use property. The Administration is concerned
that certain structures involving tax-exempt use prop-
erty are being used to generate inappropriate tax bene-
fits for lessors. The proposal would deny a lessor the
ability to recognize a net loss from a leasing transaction
involving tax-exempt use property during the lease
term. A lessor would be able to carry forward a net
loss from a leasing transaction and use it to offset
net gains from the transaction in subsequent years.
The proposal would be effective for leasing transactions
entered into on or after the date of enactment.

Prevent mismatching of deductions and income
inclusions in transactions with related foreign
persons.—Current law provides that if any debt instru-
ment having original issue discount (OID) is held by
a related foreign person, any portion of such OID shall
not be allowable as a deduction to the issuer until
paid. Section 267 and the regulations thereunder apply
similar rules to other expenses and interest owed to
related foreign persons. These general rules are modi-
fied, however, so that a deduction is allowed when the
OID is includible in the income of a foreign personal
holding company (FPHC), controlled foreign corporation
(CFC) or passive foreign investment company (PFIC).
The Treasury has learned of certain structured trans-
actions (involving both U.S. payors and U.S.-owned for-
eign payors) designed to allow taxpayers inappropri-
ately to take advantage of the current rules by accruing
deductions to related FPHCs, CFCs or PFICs, without
the U.S. owners of such related entities taking into
account for U.S. tax purposes an amount of income
appropriate to the accrual. This results in an improper
mismatch of deductions and income. The proposal
would provide that deductions for amounts accrued but
unpaid to related foreign CFCs, PFICs or FPHCs would
be allowable only to the extent the amounts accrued
by the payor are, for U.S. tax purposes, reflected in
the income of the direct or indirect U.S. owners of the
related foreign person. The proposal would contain an
exception for certain short term transactions entered
into in the ordinary course of business. The Secretary
would be granted regulatory authority to provide excep-
tions from these rules. The proposal would be effective
for amounts accrued on or after the date of first com-
mittee action.
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Restrict basis creation through section 357(c).—
A transferor generally is required to recognize gain on
a transfer of property in certain tax-free exchanges to
the extent that the sum of the liabilities assumed, plus
those to which the transferred property is subject, ex-
ceeds the basis in the property. This gain recognition
to the transferor generally increases the basis of the
transferred property in the hands of the transferee.
If a recourse liability is secured by multiple assets,
it is unclear under current law whether a transfer of
one asset where the transferor remains liable is a
transfer of property “subject to the liability.” Similar
issues exist with respect to nonrecourse liabilities.
Under the Administration’s proposal, the distinction be-
tween the assumption of a liability and the acquisition
of an asset subject to a liability generally would be
eliminated. Generally, a recourse liability would be
treated as assumed to the extent that the transferee
has agreed and is expected to satisfy the liability
(whether or not the transferor has been relieved of the
liability). A nonrecourse liability would be treated as
assumed by the transferee of any asset subject to the
liability, but the amount of nonrecourse liability treated
as assumed would be reduced by the amount of the
liability which an owner of other assets not transferred
to the transferee and also subject to the liability has
agreed with the transferee and is expected to satisfy,
up to the fair market value of such other assets. The
transferor’'s recognition of gain as a result of assump-
tion of liability would not increase the transferee’s basis
in the transferred asset to an amount in excess of its
fair market value. Moreover, if no person is subject
to U.S. tax on gain recognized as the result of the
assumption of a nonrecourse liability, then the transfer-
ee’s basis in the transferred assets would be increased
only to the extent such basis would be increased if
the transferee had assumed only a ratable portion of
the liability, based on the relative fair market values
of all assets subject to such nonrecourse liability. The
Treasury Department would have the authority to pre-
scribe regulations necessary to carry out the purposes
of the proposal, and to apply the treatment set forth
in this proposal where appropriate elsewhere in the
Code.

Modify anti-abuse rule related to assumption of
liabilities.—The assumption of a liability in an other-
wise tax-free transaction is treated as boot to the trans-
feror if the principal purpose of having the transferee
assume the liability was the avoidance of tax on the
exchange. The current language is inadequate to ad-
dress the avoidance concerns that underlie the provi-
sion. The Administration proposes to modify the anti-
abuse rule by deleting the limitation that it only applies
to tax avoidance on the exchange itself, and changing
“the principal purpose” standard to “a principal pur-
pose.” Additional conforming changes would be made.
This proposal would be effective for assumptions of li-
abilities on or after the date of first committee action.

Modify corporate-owned life insurance (COLI)
rules.—In general, interest on policy loans or other
indebtedness with respect to life insurance, endowment
or annuity contracts is not deductible unless the insur-
ance contract insures the life of a “key person” of a
business. In addition, the interest deductions of a busi-
ness generally are reduced under a proration rule if
the business owns or is a direct or indirect beneficiary
with respect to certain insurance contracts. The COLI
proration rules generally do not apply if the contract
covers an individual who is a 20-percent owner of the
business or is an officer, director, or employee of such
business. These exceptions under current law still per-
mit leveraged businesses to fund significant amounts
of deductible interest and other expenses with tax-ex-
empt or tax-deferred inside buildup on contracts insur-
ing certain classes of individuals. The Administration
proposes to repeal the exception under the COLI prora-
tion rules for contracts insuring employees, officers or
directors (other than 20-percent owners) of the busi-
ness. The proposal also would conform the key person
exception for disallowed interest deductions attributable
to policy loans and other indebtedness with respect to
life insurance contracts to the 20-percent owner excep-
tion in the COLI proration rules. The proposal would
be effective for taxable years beginning after the date
of enactment.

Other Proposals

Require banks to accrue interest on short-term
obligations.—Under current law, a bank (regardless
of its accounting method) must accrue as ordinary in-
come interest, including original issue discount, on
short-term obligations. Recent court cases have held
that banks that use the cash receipts and disburse-
ments method of accounting do not have to accrue stat-
ed interest and original issue discount on short-term
loans made in the ordinary course of the bank’s busi-
ness. The Administration believes it is inappropriate
to treat these short-term loans differently than other
short-term obligations held by the bank. The Adminis-
tration’s proposal would clarify that banks must accrue
interest and original issue discount on all short-term
obligations, including loans made in the ordinary course
of the bank’s business, regardless of the banks’ overall
accounting method. The proposal would be effective for
obligations acquired (including originated) on or after
the date of enactment. No inference is intended regard-
ing the current-law treatment of these transactions.

Require current accrual of market discount by
accrual method taxpayers.—Under current law, a
taxpayer that holds a debt instrument with market dis-
count is not required to include the discount in income
as it accrues, even if the taxpayer uses an accrual
method of accounting. Under the proposal, a taxpayer
that uses an accrual method of accounting would be
required to include market discount in income as it
accrues. The proposal also would cap the amount of
market discount on distressed debt instruments, be-
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cause a portion of such discount, if realized, may be
more in the nature of capital gain than interest. The
proposal would be effective for debt instruments ac-
quired on or after the date of enactment.

Limit conversion of character of income from
constructive ownership transactions with respect
to partnership interests.—Under current law, a tax-
payer can enter into a derivatives transaction that is
designed to give the taxpayer the economic equivalent
of an ownership interest in a partnership but that is
not itself a current ownership interest in the partner-
ship. These so-called “constructive ownership” trans-
actions purportedly allow taxpayers to defer income and
to convert ordinary income and short-term capital gain
into long-term capital gain. The proposal would treat
long-term capital gain recognized from a constructive
ownership transaction as ordinary income to the extent
the long-term capital gain recognized from the trans-
action exceeds the long-term capital gain that could
have been recognized had the taxpayer invested in the
partnership interest directly. In addition, the proposal
would impose an interest charge on these transactions
to compensate for their inherent deferral and would
allow taxpayers to elect mark-to-market treatment in
lieu of applying the gain recharacterization and interest
charge rule. The proposal would be effective for gains
recognized on or after the date of first committee action.

Modify rules for debt-financed portfolio stock.—
Under current law, a corporation must reduce its divi-
dends-received deduction with respect to dividends paid
on portfolio stock to the extent the portfolio stock is
debt financed. For the portfolio stock to be debt fi-
nanced, the indebtedness must be “directly attributable
to investment in the portfolio stock.” This “directly at-
tributable” standard is too easily avoided. Under the
proposal, the percentage of portfolio stock considered
to be debt financed would be equal to the sum of (1)
the percentage of stock that is directly financed, and
(2) the percentage of remaining stock that is indirectly
financed. The proposal would be effective for portfolio
stock acquired on or after the date of enactment.

Modify and clarify certain rules relating to debt-
for-debt exchanges.—Under current law, an issuer
can inappropriately accelerate interest deductions by
refinancing a debt instrument in a debt-for-debt ex-
change at a time when the issuer’'s cost of borrowing
has declined. The proposal would spread the issuer’s
net deduction for bond repurchase premium in a debt-
for-debt exchange over the term of the new debt instru-
ment using constant yield principles. In addition, the
proposal would modify the measurement of the net in-
come or deduction in debt-for-debt exchanges involving
contingent payment debt instruments. Finally, the pro-
posal would modify the measurement of taxable boot
to the holder in debt-for-debt exchanges that are part
of corporate reorganizations. The proposal would apply
to debt-for-debt exchanges occurring on or after the
date of enactment.

Modify and clarify the straddle rules.—A ‘“strad-
dle” is the holding of two or more offsetting positions
with respect to actively-traded personal property. An
exception from the definition is provided for certain
offsetting positions with respect to actively-traded
stock. If a taxpayer enters into a straddle, the taxpayer
must defer the recognition of loss from the “loss leg”
of the straddle until the taxpayer recognizes the offset-
ting gain from the “gain leg” of the straddle. Further,
the taxpayer must capitalize the net interest and carry-
ing charges properly attributable to the straddle. The
proposal would clarify that net interest expense and
carrying charges arising from structured financial prod-
ucts that contain a leg of a straddle must be capitalized.
In addition, the proposal would repeal the current-law
exception for certain straddles of actively-traded stock.
The proposal would be effective for straddles entered
into on or after the date of enactment.

Conform control test for tax-free incorporations,
distributions, and reorganizations.—For tax-free
incorporations, tax-free distributions, and reorganiza-
tions, “control” is defined as the ownership of 80 per-
cent of the voting stock and 80 percent of the number
of shares of all other classes of stock of the corporation.
This test is easily manipulated by allocating voting
power among the shares of a corporation, allowing cor-
porations to retain control of a corporation but sell a
significant amount of the value of the corporation. In
contrast, the necessary “ownership” for tax-free liquida-
tions, qualified stock purchases, and affiliation is at
least 80 percent of the total voting power of the corpora-
tion’s stock and at least 80 percent of the total value
of the corporation’s stock. The Administration proposes
to conform the control requirement for tax-free
incorporations, distributions, and reorganizations with
that used for determining affiliation. This proposal is
effective for transactions on or after the date of enact-
ment.

Tax issuance of tracking stock.—"“Tracking stock”
is an economic interest that is intended to relate to
and track the economic performance of one or more
separate assets of the issuer, and gives its holder a
right to share in the earnings or value of less than
all of the corporate issuer's earnings or assets. The
use of tracking stock is clearly outside the contempla-
tion of subchapter C and other sections of the Code.
As a result, a principal consequence of treating such
a stock interest as stock of the issuer is the potential
avoidance of these provisions. The Administration pro-
poses to define “tracking stock” as stock that is linked
to the performance of assets of the issuing corporation
with one or more identified characteristics and provide
that gain will be recognized on the issuance of tracking
stock. Under this proposal, the Secretary would have
authority to treat tracking stock as nonstock (e.g., debt,
a notional principal contract, etc.) or as stock of another
entity as appropriate to prevent avoidance. No inference
is intended regarding the tax treatment of tracking
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stock under current law. This proposal is effective for
tracking stock issued on or after the date of enactment.

Require consistent treatment and provide basis
allocation rules for transfers of intangibles in cer-
tain nonrecognition transactions.—No gain or loss
will be recognized if one or more persons transfer prop-
erty to a controlled corporation (or partnership) solely
in exchange for stock in the corporation (or a partner-
ship interest). Where there is a transfer of less than
“all substantial rights” to use property, the Internal
Revenue Service’'s position is that such transfer will
not qualify as a tax-free exchange. However, the Claims
Court rejected the Service's position in E.I. Du Pont
de Nemours and Co. v. U.S., holding that any transfer
of something of value could be a “transfer” of “prop-
erty.” The inconsistency between the positions has re-
sulted in whipsaw of the government. The Administra-
tion proposes to provide that the transfer of an interest
in intangible property constituting less than all of the
substantial rights of the transferor in the property is
a transfer of property entitled to tax-free treatment,
and the transferor must allocate the basis of the intan-
gible between the retained rights and the transferred
rights based upon respective fair market values. Con-
sistent reporting by the transferor and the transferee
would be required. This proposal is effective for trans-
fers on or after the date of enactment.

Modify tax treatment of downstream mergers.—
If a target corporation owns stock in an acquiring cor-
poration and wants to combine with the acquiring cor-
poration in a downstream transaction, the target cor-
poration transfers its assets to the acquiring corpora-
tion, and the shareholders of the target corporation re-
ceive stock of the acquiring corporation in exchange
for their target corporation stock. Downstream trans-
actions have been held to qualify as tax-free reorganiza-
tions. In substance, however, this transaction is a dis-
tribution by the target corporation of its acquiring cor-
poration stock to its shareholders, which otherwise
would result in gain recognized by the target corpora-
tion. Under the proposal, where a target corporation
holds less than 80 percent of the stock of an acquiring
corporation, and the target corporation combines with
the acquiring corporation in a reorganization in which
the acquiring corporation is the survivor, the target
corporation must recognize gain, but not loss, as if it
distributed the acquiring corporation stock that it held
immediately prior to the reorganization. Nonrecognition
treatment would continue to apply to other assets
transferred by the target corporation and to the target
corporation shareholders. The proposal would apply to
similar transactions: for example, where stock of the
target corporation is acquired by the acquiring corpora-
tion in a transaction qualifying as a reorganization,
and the target corporation is liquidated pursuant to
a plan of liquidation adopted not more than two years
after the acquisition date. This proposal applies to
transactions that occur on or after the date of enact-
ment.

Provide mandatory basis adjustments with re-
spect to partnership distributions.—The basis of
partnership property is not adjusted upon a distribution
of property to a partner unless a special election is
in effect. If such an election is in effect, a partnership
must increase the basis of partnership property in cer-
tain circumstances and decrease its basis in partnership
property in other situations. The electivity of these ad-
justments provides substantial opportunities for tax-
payer abuse. Accordingly, the Administration proposes
that basis adjustments in connection with partnership
distributions be made mandatory. In addition, unlike
current law, the basis adjustment would be measured
by reference to the difference between the basis of the
distributed property and the amount by which the dis-
tributee partner’'s proportionate share of the adjusted
basis of partnership property is reduced by the distribu-
tion. This proposal would apply to partnership distribu-
tions made on or after the date of enactment.

Modify rules for allocation of basis adjustments
for partnership distributions.—Under current law,
a partner’'s basis in distributed property is allocated
first to unrealized receivables and inventory items in
an amount equal to the adjusted basis of each such
property to the partnership, with any remaining basis
being allocated among the other distributed property.
This basis allocation scheme is intended to prevent
partners from shifting basis from capital assets to ordi-
nary income assets. While generally accomplishing this
goal, the allocation scheme still allows for a shifting
of basis from non-depreciable assets to depreciable as-
sets. The proposal would modify the rule for basis allo-
cations in the event of a liquidation of a partner’s inter-
est to include three asset classes: (1) inventory, unreal-
ized receivables and other inventory assets, (2) depre-
ciable assets, and (3) non-depreciable assets. Basis
would be allocated in the first two categories up to
the partnership’s basis in such assets. Residual basis
would be allocated to the third category of assets. The
partnership’s inside asset basis adjustments made in
connection with partnership distributions would be de-
termined in the same manner. Basis adjustments relat-
ing to transfers of partnership interests would not be
affected by this proposal. This proposal would apply
to partnership distributions made on or after the date
of enactment.

Modify rules for partial liquidations of a part-
nership.—A partner recognizes gain or loss upon a
distribution from a partnership in certain limited cir-
cumstances. The basis of property distributed to a part-
ner other than in liquidation of the partner’s interest
generally is its adjusted basis to the partnership, while
the basis of property distributed to a partner in liquida-
tion of the partner’s interest is equal to the adjusted
basis of such partner’'s interest in the partnership re-
duced by any money distributed in the same trans-
action. These rules provide for an inappropriate deferral
of gain with respect to certain partnership distributions
and also allow for a misallocation of basis in many
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instances. The Administration proposes to treat a par-
tial liquidation of a partner’s interest in a partnership
as a complete liquidation of that portion of the partner’s
interest. A partial liquidation would be a reduction in
a partner’s percentage share of capital, and the percent-
age that is reduced would be treated as a separate
interest that was completely liquidated in the distribu-
tion. This proposal would apply to partnership distribu-
tions made on or after the date of enactment.

Repeal rules relating to distributions treated as
sales or exchanges with respect to unrealized re-
ceivables and inventory items.—Under current law,
to the extent that a partner receives (1) unrealized
receivables or substantially appreciated inventory in ex-
change for all or part of its interest in other partnership
property, or (2) partnership property other than unreal-
ized receivables or substantially appreciated inventory
in exchange for all or part of its interest in partnership
property that is unrealized receivables or substantially
appreciated inventory, such transactions are, under reg-
ulations, treated as a sale or exchange of such property
between the distributee and the partnership. This rule,
which often has been criticized as being overly complex,
was designed to prevent taxpayers from converting ordi-
nary income to capital gains through partnership dis-
tributions where the distributee partner essentially
transferred his share of ordinary income assets to the
partnership in exchange for capital gain assets or vice
versa. The proposals discussed above would prevent
positive basis adjustments from being made to ordinary
income assets, which would greatly reduce the ability
to carry out such abuses. Accordingly, the Administra-
tion proposes that this rule be repealed. This proposal
would apply to partnership distributions made on or
after the date of enactment.

Require basis adjustments when a partnership
distributes certain stock to a corporate partner.—
The basis of property distributed to a partner in lig-
uidation of the partner’s interest is equal to the ad-
justed basis of such partner’'s interest in the partner-
ship reduced by any money distributed in the same
transaction. Generally, no gain or loss is recognized
on the receipt by a corporation of property distributed
in complete liquidation of an 80-percent-owned subsidi-
ary corporation. The basis of property received by the
distributee in such a corporate liquidation is the same
as it was in the hands of the transferor. These cor-
porate liquidation rules provide taxpayers with the abil-
ity to negate the effect of downward basis adjustments
by having a partnership contribute property to a cor-
poration prior to a liquidating distribution to a cor-
porate partner. The proposal would require that if stock
of a corporation is distributed to a corporate partner
that, as a result of the distribution and related trans-
actions, owns 80 percent or more of the stock of such
corporation, then the distributed corporation must re-
duce the basis of its assets by an amount equal to
the amount by which the stock basis is reduced as
a result of the distribution. The basis must be reduced

using the same methodology as is used in the partner-
ship liquidation rules, determined as if the corporation’s
assets were being distributed. This proposal would
apply to partnership distributions made on or after the
date of enactment.

Deny change in method treatment to tax-free for-
mations.—Generally, a taxpayer that desires to change
its method of accounting must obtain the consent of
the Commissioner. In addition, in a transaction to
which section 381 applies, a corporation acquiring as-
sets generally is required to use the method of account-
ing used for those assets by the distributor or transferor
corporation. Under current law, section 381 does not
apply to tax-free contributions to a corporation or to
a partnership. Consequently, taxpayers who transfer
assets to a subsidiary or a partnership in a transaction
to which section 351 or section 721 applies may avail
themselves of a new method of accounting without ob-
taining the consent of the Commissioner. The Adminis-
tration proposes to expand the transactions to which
the carryover of method of accounting rules in section
381 and the regulations thereunder apply to include
tax-free contributions to corporations or partnerships
effective for transfers on or after the date of enactment.

Repeal installment method for accrual basis tax-
payers.—Generally, an accrual method requires a tax-
payer to recognize income when all events have oc-
curred that fix the right to its receipt and its amount
can be determined with reasonable accuracy. The in-
stallment method of accounting provides an exception
to these general recognition principles by allowing a
taxpayer to defer recognition of income from the dis-
position of certain property until payment is received.
To the extent that an installment obligation is pledged
as security for any indebtedness, the net proceeds of
the secured indebtedness are treated as a payment on
such obligation, thereby triggering the recognition of
income. The installment method is inconsistent with
an accrual method of accounting and effectively allows
an accrual method taxpayer to recognize income from
certain property using the cash receipts and disburse-
ments method. Consequently, the method fails to reflect
the economic results of a taxpayer's business during
the taxable year. In addition, the pledging rules, which
are designed to require the recognition of income when
the taxpayer receives cash related to an installment
obligation, are inadequate. The Administration proposes
to repeal the installment method of accounting for ac-
crual method taxpayers and to eliminate the inadequa-
cies in the pledging rules for installment sales entered
into on or after the date of enactment.

Deny deduction for punitive damages.—The cur-
rent deductibility of most punitive damage payments
undermines the role of such damages in discouraging
and penalizing certain undesirable actions or activities.
The Administration proposes to disallow any deduction
for punitive damages paid or incurred by the taxpayer,
whether upon a judgment or in settlement of a claim.
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Where the liability for punitive damages is covered by
insurance, such damages paid or incurred by the in-
surer would be included in the gross income of the
insured person. The insurer would be required to report
such payments to the insured person and to the Inter-
nal Revenue Service. The proposal would apply to dam-
ages paid or incurred on or after the date of enactment.

Apply uniform capitalization rules to tollers.—
The uniform capitalization rules require the capitaliza-
tion of the direct costs, and an allocable portion of
the indirect costs, of real or tangible personal property
produced by a taxpayer or of real or personal property
that is acquired by a taxpayer for resale. Costs attrib-
utable to producing or acquiring property generally
must be capitalized by charging such costs to basis
or, in the case of property which is inventory in the
hands of the taxpayer, by including such costs in inven-
tory. In general, a toller charges a fee (known as a
toll) to perform certain manufacturing or processing op-
erations on property which is provided by its customers.
Since the toller does not take title to the property,
it contends that it does not produce property or acquire
property for resale. As a result, a toller does not capital-
ize certain direct and indirect costs attributable to its
tolling activities. The Administration believes that the
disparate treatment between tollers and manufacturers
based on ownership of the raw materials leads to in-
equitable results. Thus, the uniform capitalization rules
would be modified to require tollers to capitalize both
their direct costs, and a portion of their indirect costs,
allocable to property tolled. An exception would be pro-
vided for small businesses. The proposal would be effec-
tive for taxable years beginning on or after the date
of enactment.

Provide consistent amortization periods for in-
tangibles.—Under current law, start-up and organiza-
tional expenditures are amortized at the election of the
taxpayer over a period of not less than 5 years. Current
law requires certain acquired intangible assets (good-
will, trademarks, franchises, patents, etc.) to be amor-
tized over 15 years. The Administration believes that,
to encourage the formation of new businesses, a fixed
amount of start-up and organizational expenditures
should be currently deductible. Thus, the proposal
would allow a taxpayer to elect to deduct up to $5,000
each of start-up or organizational expenditures. How-
ever, for each taxpayer, the $5,000 amount is reduced
(but not below zero) by the amount by which the cumu-
lative cost of start-up or organizational expenditures
exceeds $50,000. Start-up and organizational expendi-
tures not currently deductible would be amortized over
a 15-year period consistent with the amortization period
for acquired intangible assets. The proposal generally
would be effective for start-up and organizational ex-
penditures incurred in taxable years beginning on or
after the date of enactment.

Clarify recovery period of utility grading costs.
—A taxpayer is allowed as a depreciation deduction

a reasonable allowance for the exhaustion, wear and
tear, and obsolescence of property that is used in a
trade or business or held for the production of income.
For most tangible property placed in service after 1986,
the amount of the depreciation deduction is determined
under the modified accelerated cost recovery system
(MACRS) using a statutorily prescribed depreciation
method, recovery period, and placed in service conven-
tion. The recovery period may be determined by ref-
erence to the statutory recovery period or to the list
of class lives provided by the Treasury Department.
Electric and gas utility clearing and grading costs in-
curred to extend distribution lines and pipelines have
not been assigned a class life. By default, such assets
have a seven-year recovery period under MACRS. The
Administration believes that the recovery period used
for electric and gas utility clearing and grading costs
does not reflect the economic useful life of such costs.
For example, the electric utility transmission and dis-
tribution lines and the gas utility trunk pipelines bene-
fitted by the clearing and grading costs have MACRS
recovery periods of 20 years and 15 years, respectively.
The proposal would assign depreciable electric and gas
utility clearing and grading costs incurred to locate
transmission and distribution lines and pipelines to the
class life assigned to the benefitted assets, giving these
costs a recovery period of 20 years and 15 years, respec-
tively. The proposal would be effective for electric and
gas utility clearing and grading costs incurred on or
after the date of enactment.

Require recapture of policyholder surplus ac-
counts.—Between 1959 and 1984, stock life insurance
companies deferred tax on a portion of their profits.
These untaxed profits were added to a policyholders
surplus account (PSA). In 1984, Congress precluded life
insurance companies from continuing to defer tax on
future profits through PSAs. However, companies were
permitted to continue to defer tax on their existing
PSAs, and to pay tax on the previously untaxed profits
in the PSAs only in certain circumstances. There is
no remaining justification for allowing these companies
to continue to defer tax on profits they earned between
1959 and 1984. Most pre-1984 policies have terminated,
because pre-1984 policyholders have surrendered their
pre-1984 contracts for cash, ceased paying premiums
on those contracts, or died. The Administration pro-
poses that companies generally would be required to
include in their gross income over ten years their PSA
balances as of the beginning of the first taxable year
starting on or after the date of enactment.

Modify rules for capitalizing policy acquisition
costs of life insurance companies.—Under current
law, insurance companies capitalize varying percent-
ages of their net premiums for certain types of insur-
ance contracts, and generally amortize these amounts
over 10 years (five years for small companies). These
capitalized amounts are intended to serve as proxies
for each company’s actual commissions and other policy
acquisition expenses. However, data reported by insur-
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ance companies to State insurance regulators each year
indicates that the insurance industry is capitalizing less
than half of its policy acquisition costs, which results
in a mismatch of income and deductions. The Adminis-
tration proposes that insurance companies be required
to capitalize modified percentages of their net pre-
miums for certain lines of business. The percentages
would be modified once in the first taxable year begin-
ning after the date of enactment, and a second time
in the sixth taxable year beginning after the date of
enactment. The final modified percentages would more
accurately reflect the ratio of actual policy acquisition
expenses to net premiums and the typical useful lives
of the contracts. To ensure that companies are not re-
quired to capitalize more under this proxy approach
than they would capitalize under normal tax accounting
rules, companies that have low policy acquisition costs
generally would be permitted to capitalize their actual
policy acquisition costs.

Subject investment income of trade associations
to tax.—Trade associations described in section
501(c)(6) generally are exempt from Federal income tax,
but are subject to tax on their unrelated business in-
come. Under the proposal, trade associations that have
net investment income in excess of $10,000 for any
taxable year would be subject to the unrelated business
income tax on their excess net investment income. As
under current-law section 512(a)(3), investment income
would not be subject to tax under the proposal to the
extent that it is set aside for a charitable purpose speci-
fied in section 170(c)(4). In addition, any gain from
the sale of property used directly in the performance
of the trade association's exempt function would not
be subject to tax under the proposal to the extent that
the sale proceeds are used to purchase replacement
exempt-function property. The proposal would be effec-
tive for taxable years beginning on or after the date
of enactment.

Restore phaseout of unified credit for large es-
tates.—Prior to the Taxpayer Relief Act of 1997, the
benefit of both the estate tax graduated rate brackets
below fifty-five percent and the unified credit were
phased out by imposing a five-percent surtax on estates
with a value above $10 million. When the Taxpayer
Relief Act of 1997 increased the unified credit amount,
the phase out of the unified credit was inadvertently
omitted. The Administration proposes to restore the
surtax in order to phase out the benefits of the unified
credit as well as the graduated estate tax brackets.
The proposal would be effective for decedents dying
after the date of enactment.

Require consistent valuation for estate and in-
come tax purposes.—The basis of property acquired
from a decedent generally is its fair market value on
the date of death. Property included in the gross estate
of a decedent is valued also at its fair market value
on the date of death. Recipients of lifetime gifts gen-
erally take a carryover basis in the property received.

The Administration proposes to impose a duty of con-
sistency on heirs receiving property from a decedent,
requiring such heirs to use the value as reported on
the estate tax return as the basis for the property for
income tax purposes. Estates would be required to no-
tify heirs (and the IRS) of such values. In addition,
donors making lifetime gifts would be required to notify
the recipients of such gifts (and the IRS) of the donor’s
basis in the property at the time of the gift, as well
as any gift tax paid with respect to the gift. This pro-
posal would be effective for gifts made after, and dece-
dents dying after, the date of enactment.

Require basis allocation for part sale/part gift
transactions.—In a part gift, part sale transaction,
the donee/purchaser takes a basis equal to the greater
of the amount paid by the donee or the donor’s adjusted
basis at the time of the transfer. The donor/seller uses
adjusted cost basis in computing the gain or loss on
the sale portion of the transaction. The Administration
proposes to rationalize basis allocation in a part gift,
part sale transaction by requiring the basis of the prop-
erty to be allocated ratably between the gift portion
and the sale portion based on the fair market value
of the property on the date of transfer and the consider-
ation paid. This proposal would be effective for trans-
actions entered into on or after the date of enactment.

Conform treatment of surviving spouses in com-
munity property States.—If joint property is owned
by spouses in a non-community property state, a surviv-
ing spouse receives a stepped-up basis only in the half
of the property owned by the deceased spouse. In con-
trast, when a spouse dies owning community property,
the surviving spouse is entitled to a stepped-up basis
not only in the half of the property owned by the de-
ceased spouse, but also in the half of the property al-
ready owned by the surviving spouse prior to the dece-
dent's death. The Administration proposes to eliminate
the stepped-up basis in the part of the community prop-
erty owned by the surviving spouse prior to the de-
ceased spouse’s death. The half of the community prop-
erty owned by the deceased spouse would continue to
be entitled to a stepped-up basis upon death. This treat-
ment will be consistent with the treatment of joint
property owned by spouses in a non-community prop-
erty State. This proposal would be effective for dece-
dents dying after the date of enactment.

Expand section 864(c)(4)(B) to interest and divi-
dend equivalents.—Under U.S. domestic law, a for-
eign person is subject to taxation in the United States
on a net income basis with respect to income that is
effectively connected with a U.S. trade or business
(ECI). The test for determining whether income is effec-
tively connected to a U.S. trade or business differs de-
pending on whether the income at issue is U.S. source
or foreign source. Only enumerated types of foreign
source income—rents, royalties, dividends, interest,
gains from the sale of inventory property, and insur-
ance income—constitute ECI, and only in certain cir-
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cumstances. The proposal would expand the categories
of foreign-source income that could constitute ECI to
include interest equivalents (including letter of credit
fees) and dividend equivalents in order to eliminate
arbitrary distinctions between economically equivalent
transactions.

Recapture overall foreign losses when CFC stock
is disposed.—Under the interest allocation rules of sec-
tion 864(e), the value of stock in a controlled foreign
corporation (CFC) is added to the value of directly-
owned foreign assets, and then compared to the value
of domestic assets of a corporation (or a group of affili-
ated U.S. corporations) for purposes of determining how
much of the corporation’s interest deductions should
be allocated against foreign income and how much
against domestic income. If these deductions against
foreign income result in (or increase) an overall foreign
loss which is then set against U.S. income, section
904(f) has recapture rules that require subsequent for-
eign income or gain to be recharacterized as domestic.
Recapture can take place when directly-owned foreign
assets, for example, are disposed of. However, there
may be no recapture when stock in a CFC is disposed
of. The proposal would correct that asymmetry by pro-
viding that property subject to the recapture rules upon
disposition under section 904(f)(3) would include stock
in a CFC.

Increase elective withholding rate for nonperi-
odic distributions from deferred compensation
plans.—The Administration proposes to increase the
current 10-percent elective withholding rate for non-
periodic distributions (such as certain lump sums) from
pensions, IRAs and annuities to 15 percent, which more
closely approximates the taxpayer’s income tax liability
for the distribution effective for distributions after 1999.
The withholding would not apply to eligible rollover
distributions.

Increase section 4973 excise tax for excess IRA
contributons.—Excess IRA contributions are currently
subject to an annual six-percent excise tax. With high
investment returns, this annual six-percent rate may
be insufficient to discourage contributions in excess of
the current limits for IRAs. The Administration pro-
poses to increase from six percent to 10 percent the
excise tax on excess contributions to traditional and
Roth IRAs for taxable years after the year the excess
contribution is made. Thus, the six-percent rate would
continue to apply for the year of the excess contribution
and a higher annual rate would apply if excess amounts
remain in the IRA. This increase would be effective
for taxable years beginning after 1999.

Limit pre-funding of welfare benefits for 10 or
more employer plans.—Current law generally limits
the ability of employers to claim a deduction for
amounts used to prefund welfare benefits. An exception
is provided for certain arrangements where 10 or more
employers participate because it is believed that such

relationships involve risk-sharing similar to insurance
which will effectively eliminate any incentive for par-
ticipating employers to prefund benefits. However, as
a practical matter, it has proven difficult to enforce
the risk-sharing requirements in the context of certain
arrangements. The Administration proposes to limit the
10 or more employer plan funding exception to medical,
disability, and group-term life insurance benefits be-
cause these benefits do not present the same risk of
prefunding abuse. Thus, effective for contributions paid
on or after the date of enactment, the existing deduc-
tion rules would apply to prevent an employer who
contributes to a 10 or more employer plan from claim-
ing a current deduction for supplemental unemploy-
ment benefits, severance pay or life insurance (other
than group-term life insurance) benefits to be paid in
future years.

Subject signing bonuses to employment taxes.—
Bonuses paid to individuals for signing a first contract
of employment are ordinary income in the year re-
ceived. The Administration proposes to clarify that
these amounts are treated as wages for purposes of
income tax withholding and FICA taxes effective after
the date of enactment. No inference is intended with
respect to the application of prior law withholding rules
to signing bonuses.

Expand reporting of cancellation of indebted-
ness income.—Under current law, gross income gen-
erally includes income from the discharge of indebted-
ness. If a bank, thrift institution, or credit union dis-
charges $600 or more of any indebtedness of a debtor,
the institution must report such discharge to the debtor
and the IRS. The proposal would extend these reporting
requirements to additional entities involved in the trade
or business of lending for discharges of indebtedness
occurring on or after the date of enactment.

Require taxpayers to include rental income of
residence in income without regard to the period
of rental.—Under current law, rental income is gen-
erally includable in income and the deductibility of ex-
penses attributable to the rental property is subject
to certain limitations. An exception to this general
treatment applies if a dwelling is used by the taxpayer
as a residence and is rented for less than 15 days
during the taxable year. The income from such a rental
is not included in gross income and no expenses arising
from the rental are deductible. The Administration pro-
poses to repeal this 15-day exception. The proposal
would apply to taxable years beginning after December
31, 1999.

Repeal lower-of-cost-or-market inventory ac-
counting method.—Taxpayers required to maintain
inventories are permitted to use a variety of methods
to determine the cost of their ending inventories, in-
cluding the last-in, first-out (LIFO) method, the first-
in, first-out (FIFO) method, and the retail method. Tax-
payers not using a LIFO method may determine the
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carrying values of their inventories by applying the
lower-of-cost-or-market (LCM) method or by writing
down the cost of goods that are unsalable at normal
prices or unusable in the normal way because of dam-
age, imperfection or other similar causes (subnormal
goods method). The allowance of write-downs under the
LCM and subnormal goods methods is essentially a
one-way mark-to-market method that understates tax-
able income. The Administration proposes to repeal the
LCM and subnormal goods methods effective for taxable
years beginning after the date of enactment.

Defer interest deduction and original issue dis-
count (OID) on certain convertible debt.—The ac-
crued but unpaid interest and OID on a convertible
debt instrument generally is deductible, even if the in-
strument is converted into the stock of the issuer or
a related party before the issuer pays any interest or
OID. The Administration proposes to defer the deduc-
tion for all interest, including OID, on convertible debt
until payment. The proposal would be effective for con-
vertible debt issued on or after the date of first commit-
tee action.

Modify deposit requirement for Federal Unem-
ployment Act (FUTA).—Beginning in 2005, the Ad-
ministration proposes to require an employer to pay
Federal and State unemployment taxes monthly (in-
stead of quarterly) in a given year, if the employer’s
FUTA tax liability in the immediately preceding year
was $1,100 or more.

Reinstate Oil Spill Liability Trust Fund tax.—
Before January 1, 1995, a five-cents-per-barrel excise
tax was imposed on domestic crude oil and imported
oil and petroleum products. The tax was dedicated to
the Oil Spill Liability Trust Fund to finance the cleanup
of oil spills and was not imposed for a calendar quarter
if the unobligated balance in the Trust Fund exceeded
$1 billion at the close of the preceding quarter. The
Administration proposes to reinstate this tax for the
period after the date of enactment and before October
1, 2009. The tax would be suspended for a given cal-
endar quarter if the unobligated Trust Fund balance
at the end of the preceding quarter exceeded $5 billion.

Deny dividends-received deduction for certain
preferred stock.—A corporate holder of stock generally
is entitled to a deduction for dividends received on stock
in the following amounts: 70 percent if the recipient
owns less than 20 percent of the stock of the payor,
80 percent if the recipient owns 20 percent or more
of the stock, and 100 percent of “qualifying dividends”
received from members of the same affiliated group.
The Administration proposes to eliminate the divi-
dends-received deduction for dividends on nonqualified
preferred stock (as defined in section 351(g)), except
in the case of “qualifying dividends.” This proposal is
effective for nonqualified preferred stock issued after
the date of first committee action.

Disallow interest on debt allocable to tax-exempt
obligations.—No income tax deduction is allowed for
interest on debt used directly or indirectly to acquire
or hold investments that produce tax-exempt income.
The determination of whether debt is used to acquire
or hold tax-exempt investments differs depending on
the holder of the instrument. For banks and a limited
class of other financial institutions, debt generally is
treated as financing all of the taxpayer’'s assets propor-
tionately. Securities dealers are not included in the def-
inition of “financial institution,” and under a special
rule are subject to a disallowance of a much smaller
portion of their interest deduction. For other financial
intermediaries, such as finance companies, that are also
not included in the narrow definition of “financial insti-
tutions,” deductions are disallowed only when indebted-
ness is incurred or continued for the purpose of pur-
chasing or carrying tax-exempt investments. These tax-
payers are therefore able to reduce their tax liabilities
inappropriately through the double Federal tax benefits
of interest expense deductions and tax-exempt interest
income, notwithstanding that they operate similarly to
banks. Effective for taxable years beginning after the
date of enactment, with respect to obligations acquired
on or after the date of first committee action, the Ad-
ministration proposes that all financial intermediaries,
other than insurance companies (which are subject to
a separate regime), be treated the same as banks are
treated under current law with regard to deductions
for interest on debt used directly or indirectly to acquire
or hold tax-exempt obligations.

Repeal percentage depletion for non-fuel min-
erals mined on Federal and formerly Federal
lands.—Taxpayers are allowed to deduct a reasonable
allowance for depletion relating to certain mineral de-
posits. The depletion deduction for any taxable year
is calculated under either the cost depletion method
or the percentage depletion method, whichever results
in the greater allowance for depletion for the year. The
percentage depletion method is viewed as an incentive
for mineral production rather than as a normative rule
for recovering the taxpayer's investment in the prop-
erty. This incentive is excessive with respect to min-
erals mined on Federal and formerly Federal lands
under the 1872 mining act, in light of the minimal
costs of acquiring the mining rights ($5.00 or less per
acre). The Administration proposes to repeal percentage
depletion for non-fuel minerals mined on Federal lands
where the mining rights were originally acquired under
the 1872 law, and on private lands acquired under the
1872 law. The proposal would be effective for taxable
years beginning after the date of enactment.

Modify rules relating to foreign oil and gas ex-
traction income.—To be eligible for the U.S. foreign
tax credit, a foreign levy must be the substantial equiv-
alent of an income tax in the U.S. sense, regardless
of the label the foreign government attaches to it.
Under regulations, a foreign levy is a tax if it is a
compulsory payment under the authority of a foreign
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government to levy taxes and is not compensation for
a specific economic benefit provided by the foreign coun-
try. Taxpayers that are subject to a foreign levy and
that also receive (directly or indirectly) a specific eco-
nomic benefit from the levying country are referred to
as “dual capacity” taxpayers and may not claim a credit
for that portion of the foreign levy paid as compensation
for the specific economic benefit received. The Adminis-
tration proposes to treat as taxes payments by a dual-
capacity taxpayer to a foreign country that would other-
wise qualify as income taxes or “in lieu of” taxes, only
if there is a “generally applicable income tax” in that
country. For this purpose, a generally applicable income
tax is an income tax (or a series of income taxes) that
applies to trade or business income from sources in
that country, so long as the levy has substantial appli-
cation both to non-dual-capacity taxpayers and to per-
sons who are citizens or residents of that country.
Where the foreign country does generally impose an
income tax, as under present law, credits would be
allowed up to the level of taxation that would be im-
posed under that general tax, so long as the tax satis-
fies the new statutory definition of a “generally applica-
ble income tax.” The proposal also would create a new
foreign tax credit basket within section 904 for foreign
oil and gas income. The proposal would be effective
for taxable years beginning after the date of enactment.
The proposal would yield to U.S. treaty obligations that
allow a credit for taxes paid or accrued on certain oil
or gas income.

Increase penalties for failure to file correct in-
formation returns.—Any person who fails to file re-
quired information returns in a timely manner or incor-
rectly reports such information is subject to penalties.
For taxpayers filing large volumes of information re-
turns or reporting significant payments, existing pen-
alties ($15 per return, not to exceed $75,000 if corrected
within 30 days; $30 per return, not to exceed $150,000
if corrected by August 1; and $50 per return, not to
exceed $250,000 if not corrected at all) may not be
sufficient to encourage timely and accurate reporting.
The Administration proposes to increase the general
penalty amount, subject to the overall dollar limita-
tions, to the greater of $50 per return or 5 percent
of the total amount required to be reported. The in-
creased penalty would not apply if the aggregate
amount actually reported by the taxpayer on all returns
filed for that calendar year was at least 97 percent
of the amount required to be reported. The increased
penalty would be effective for returns the due date for
which is more than 90 days after the date of enactment.

Tighten the substantial understatement penalty
for large corporations.—Currently taxpayers may be
penalized for erroneous, but non-negligent, return posi-
tions if the amount of the understatement is “substan-
tial” and the taxpayer did not disclose the position in
a statement with the return. “Substantial” is defined
as 10 percent of the taxpayer’s total current tax liabil-
ity, but this can be a very large amount. This has

led some large corporations to take aggressive reporting
positions where huge amounts of potential tax liability
are at stake—in effect playing the audit lottery—with-
out any downside risk of penalties if they are caught,
because the potential tax still would not exceed 10 per-
cent of the company’s total tax liability. To discourage
such aggressive tax planning, the Administration pro-
poses that any deficiency greater than $10 million be
considered “substantial” for purposes of the substantial
understatement penalty, whether or not it exceeds 10
percent of the taxpayer’s liability. The proposal, which
would be effective for taxable years beginning after the
date of enactment, would affect only taxpayers that
have tax liabilities greater than or equal to $100 mil-
lion.

Require withholding on certain gambling
winnings —Proceeds of most wagers with odds of less
than 300 to 1 are exempt from withholding, as are
all bingo and keno winnings. The Administration pro-
poses to impose withholding on proceeds of bingo or
keno in excess of $5,000 at a rate of 28 percent, regard-
less of the odds of the wager, effective for payments
made after the start of the first calendar quarter that
is at least 30 days after the date of enactment.

Simplify foster child definition under EITC.—In
order to simplify the EITC rules, the Administration
proposes to clarify the definition of foster child for pur-
poses of claiming the EITC. Under the proposal, the
foster child must be the taxpayer’s sibling (or a de-
scendant of the taxpayer’s sibling), or be placed in the
taxpayer's home by an agency of a State or one of
its political subdivisions or a tax-exempt child place-
ment agency licensed by a State. The proposal would
be effective for taxable years beginning after December
31, 1999.

Replace sales-source rules with activity-based
rules.—If inventory is manufactured in the United
States and sold abroad, Treasury regulations provide
that 50 percent of the income from such sales is treated
as earned by production activities and 50 percent by
sales activities. The income from the production activi-
ties is sourced on the basis of the location of assets
held or used to produce the income. The income from
the sales activity (the remaining 50 percent) is sourced
based on where title to the inventory transfers. If in-
ventory is purchased in the United States and sold
abroad, 100 percent of the sales income generally is
deemed to be foreign source. These rules generally
produce more foreign source income for United States
tax purposes than is subject to foreign tax. Thus, the
rules generally increase the U.S exporters’ foreign tax
credit limitation and thereby allow U.S. exporters that
operate in high-tax foreign countries to credit tax in
excess of the U.S. rate against their U.S. tax liability.
The proposal would require that the allocation between
production activities and sales activities be based on
actual economic activity. The proposal would be effec-
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tive for taxable years beginning after the date of enact-
ment.

Repeal tax-free conversions of large C corpora-
tions to S corporations.—A corporation can avoid the
existing two-tier tax by electing to be treated as an
S corporation or by converting to a partnership. Con-
verting to a partnership is a taxable event that gen-
erally requires the corporation to recognize any built-
in gain on its assets and requires the shareholders to
recognize any built-in gain on their stock. By contrast,
the conversion to an S corporation is generally tax-
free, except that the S corporation generally must rec-
ognize the built-in gain on assets held at the time of
conversion if the assets are sold within ten years. The
Administration proposes that the conversion of a C cor-
poration with a value of more than $5 million into
an S corporation would be treated as a liquidation of
the C corporation, followed by a contribution of the
assets to an S corporation by the recipient shareholders.
Thus, the proposal would require immediate gain rec-
ognition by both the corporation (with respect to its
appreciated assets) and its shareholders (with respect
to their stock). This proposal would make the tax treat-
ment of conversions to an S corporation generally con-
sistent with conversions to a partnership. The proposal
would apply to elections that are first effective for a
taxable year beginning after January 1, 2000 and to
acquisitions of a C corporation by an S corporation
made after December 31, 1999.

Eliminate the income recognition exception for
accrual method service providers.—An accrual
method taxpayer generally must recognize income when
all events have occurred that fix the right to its receipt
and its amount can be determined with reasonable ac-
curacy. In the event that a receivable arising in the
ordinary course of the taxpayer’s trade or business be-
comes uncollectible, the accrual method taxpayer may
deduct the account receivable as a business bad debt
in the year in which it becomes wholly or partially
worthless. Accrual method service providers, however,
are provided a special exception to these general rules.
Under the exception, a taxpayer using an accrual meth-
od with respect to amounts to be received for the per-
formance of services is not required to accrue any por-
tion of such amounts that (on the basis of experience)
will not be collected. This special exception permits an
accrual method service provider to reduce current tax-
able income by an estimate of its future bad debt losses.
This method of estimation results in a mismeasurement
of a taxpayer's economic income and, because this tax
benefit only applies to amounts to be received for the
performance of services, promotes controversy over
whether a taxpayer’'s receivables represent amounts to
be received for the performance of services or for the
provision of goods. The Administration proposes to re-
peal the special exception for accrual method service
providers effective for taxable years beginning after the
date of enactment.

Modify structure of businesses indirectly con-
ducted by REITs.—REITs generally are restricted to
owning passive investments in real estate and certain
securities. No single corporation can account for more
than five percent of the total value of a REIT’s assets,
and a REIT cannot own more than 10 percent of the
outstanding voting securities of any issuer. Through
the use of non-voting preferred stock and multiple sub-
sidiaries, up to 25 percent of the value of a REIT's
assets can consist of subsidiaries that conduct otherwise
impermissible activities. Under the proposal, the 10-
percent vote test would be changed to a “vote or value”
test. This would prevent REITs from undertaking im-
permissible activities through preferred stock subsidi-
aries. However, the proposal also would provide an ex-
ception to the five- and 10-percent asset tests so that
REITs could have “taxable REIT subsidiaries” that
would be allowed to perform non-customary and other
currently prohibited services with respect to REIT ten-
ants and other customers. Under the proposal, there
would be two types of taxable REIT subsidiaries, a
“qualified independent contractor subsidiary” and a
“qualified business subsidiary.” A qualified business
subsidiary would be allowed to undertake non-tenant
related activities that currently generate bad income
for a REIT. A qualified independent contractor subsidi-
ary would be allowed to perform non-customary and
other currently prohibited services with respect to REIT
tenants as well as activities that could be performed
by a qualified business subsidiary. All taxable REIT
subsidiaries owned by a REIT could not represent more
than 15 percent of the value of the REIT's total assets,
and within that 15-percent limitation, no more than
five percent of the total value of a REIT's assets could
consist of qualified independent contractor subsidiaries.
A number of additional constraints would be imposed
on a taxable REIT subsidiary to ensure that the taxable
REIT subsidiary pays a corporate level tax on its earn-
ings. This proposal would be effective after the date
of enactment. REITs would be allowed to combine and
convert preferred stock subsidiaries into taxable REIT
subsidiaries tax-free prior to a certain date.

Modify treatment of closely held REITs.—When
originally enacted, the REIT legislation was intended
to provide a tax-favored vehicle through which small
investors could invest in a professionally managed real
estate portfolio. REITs are intended to be widely held
entities, and certain requirements of the REIT rules
are designed to ensure this result. Among other re-
quirements, in order for an entity to qualify for REIT
status, the beneficial ownership of the entity must be
held by 100 or more persons. In addition, a REIT can-
not be closely held, which generally means that no more
than 50 percent of the value of the REIT’s stock can
be owned by five or fewer individuals during the last
half of the taxable year. Certain attribution rules apply
in making this determination. The Administration has
become aware of a number of tax avoidance trans-
actions involving the use of closely held REITs. In order
to meet the 100 or more shareholder requirement, the
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REIT generally issues common stock, which is held by
one shareholder, and a separate class of non-voting pre-
ferred stock with a relatively nominal value, which is
held by 99 “friendly” shareholders. The closely held lim-
itation does not disqualify the REITs that are utilizing
this ownership structure because the majority share-
holders of these REITs are not individuals. The Admin-
istration proposes to impose as an additional require-
ment for REIT qualification that no person can own
stock of a REIT possessing 50 percent or more of the
total combined voting power of all classes of voting
stock or 50 percent or more of the total value of all
shares of all classes of stock. For purposes of determin-
ing a person’s stock ownership, rules similar to the
attribution rules contained in section 856(d)(5) would
apply. The proposal would be effective for entities elect-
ing REIT status for taxable years beginning on or after
the date of first committee action.

Impose excise tax on purchase of structured set-
tlements.—Current law facilitates the use of structured
personal injury settlements because recipients of annu-
ities under these settlements are less likely than recipi-
ents of lump sum awards to consume their awards too
quickly and require public assistance. Consistent with
that policy, this favorable treatment is conditional upon
a requirement that the periodic payments cannot be
accelerated, deferred, increased or decreased by the in-
jured person. Nonetheless, certain factoring companies
are able to purchase a portion of the annuities from
the recipients for heavily discounted lump sums. These
purchases are inconsistent with the policy underlying
favorable tax treatment of structured settlements. Ac-
cordingly, the Administration proposes to impose on
any person who purchases (or otherwise acquires for
consideration) a structured settlement payment stream,
a 40-percent excise tax on the difference between the
amount paid by the purchaser to the injured person
and the undiscounted value of the purchased payment
stream unless such purchase is pursuant to a court
order finding that the extraordinary and unanticipated
needs of the original intended recipient render such
a transaction desirable. The proposal would apply to
purchases occurring on or after the date of enactment.
No inference is intended as to the contractual validity
of the purchase or the effect of the purchase transaction
on the tax treatment of any party other than the pur-
chaser.

Amend 80/20 company rules.—Interest or dividends
paid by a so-called “80/20 company” generally are par-
tially or fully exempt from U.S. withholding tax. A U.S.
corporation is treated as an 80/20 company if at least
80 percent of the gross income of the corporation for
the three-year period preceding the year of a dividend
is foreign source income attributable to the active con-
duct of a foreign trade or business (or the foreign busi-
ness of a subsidiary). Certain foreign multinationals
improperly seek to exploit the rules applicable to 80/
20 companies in order to avoid U.S. withholding tax
liability on earnings of U.S. subsidiaries that are dis-

tributed abroad. The proposal would prevent taxpayers
from avoiding withholding tax through manipulations
of these rules. The proposal would apply to interest
or dividends paid or accrued on or after the date of
enactment.

Modify foreign office material participation ex-
ception applicable to inventory sales attributable
to nonresident’s U.S. office.—In the case of a sale
of inventory property that is attributable to a non-
resident’s office or other fixed place of business within
the United States, the sales income is generally U.S.
source. The income is foreign source, however, if the
inventory is sold for use, disposition, or consumption
outside the United States and the nonresident’s foreign
office or other fixed place of business materially partici-
pates in the sale. The proposal would provide that the
foreign source exception shall apply only if an income
tax equal to at least 10 percent of the income from
the sale is actually paid to a foreign country with re-
spect to such income. The proposal thereby ensures that
the United States does not cede its jurisdiction to tax
such sales unless the income from the sale is actually
taxed by a foreign country at some minimal level. The
proposal would be effective for transactions occurring
on or after the date of enactment.

Stop abuse of controlled foreign corporation
(CFC) exception to ownership requirements of sec-
tion 883.—Under section 887, a foreign corporation is
subject to a four-percent tax on its United States source
gross transportation income. Under section 883, how-
ever, the tax will not apply if the corporation is orga-
nized in a country (an “exemption country”) that grants
an equivalent tax exemption to U.S. shipping compa-
nies. The exemption from the four-percent tax is subject
to an anti-abuse rule that requires at least 50 percent
of the stock of the corporation be owned by individual
residents of an exemption country. Thus, residents of
a non-exemption country cannot secure the exemption
simply by forming their shipping corporation in an ex-
emption country. The anti-abuse rule requiring exemp-
tion country ownership does not apply, however, if the
corporation is a controlled foreign corporation (the “CFC
exception”). The premise for the CFC exception is that
the U.S. shareholders of a CFC will be subject to cur-
rent U.S. income taxation on their share of the foreign
corporation’s shipping income and, thus, the four-per-
cent tax should not apply if the corporation is organized
in an exemption country. Residents of non-exemption
countries, however, can achieve CFC status for their
shipping companies simply by owning the corporations
through U.S. partnerships. Non-exemption country indi-
viduals can thereby avoid the anti-abuse rule requiring
exemption country ownership and illegitimately secure
the exemption from the four-percent U.S. tax. The pro-
posal would stop that abuse. It would be effective for
taxable years beginning on or after the date of enact-
ment.
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Include qualified terminable interest property
(QTIP) trust assets in surviving spouse’s estate.—
A marital deduction is allowed for qualified terminable
interest property (QTIP) passing to a qualifying trust
for a spouse either by gift or by bequest. The value
of the recipient spouse’s estate includes the value of
any such property in which the decedent had a qualify-
ing income interest for life and a deduction was allowed
under the gift or estate tax. In some cases, taxpayers
have attempted to whipsaw the government by claiming
the deduction in the first estate and then arguing
against inclusion in the second estate due to some tech-
nical flaw in the QTIP election. The Administration
proposes that, if a deduction is allowed under the QTIP
provisions, inclusion is required in the beneficiary
spouse’s estate. The proposal would be effective for de-
cedents dying after the date of enactment.

Eliminate non-business valuation discounts.—
Under current law, taxpayers are claiming large dis-
counts on the valuation of gifts and bequests of inter-
ests in entities holding marketable assets. Because
these discounts are inappropriate, the Administration
proposes to eliminate valuation discounts except as they
apply to active businesses. Interests in entities gen-
erally would be required to be valued for gift and estate
tax purposes at a proportional share of the net asset
value of the entity to the extent that the entity holds
non-business assets. The proposal would be effective
for gifts made after, and decedents dying after, the
date of enactment.

Eliminate gift tax exemption for personal resi-
dence trusts.—Current law excepts transfers of per-
sonal residences in trust from the special valuation
rules applicable when a grantor retains an interest in
a trust. The Administration proposes to repeal this per-
sonal residence trust exception. Thereafter, if a resi-
dence is to be used to fund a grantor retained interest
trust, the trust would be required to pay out the re-
quired annuity or unitrust amount or else the grantor’s
retained interest would be valued at zero for gift tax
purposes. This proposal would be effective for transfers
in trust after the date of enactment.

Increase the proration percentage for property
casualty (P&C) insurance companies.—In comput-
ing their underwriting income, P&C insurance compa-
nies deduct reserves for losses and loss expenses in-
curred. These loss reserves are funded in part with
the company’s investment income. In 1986, Congress
reduced the reserve deductions of P&C insurance com-
panies by 15 percent of the tax-exempt interest or the
deductible portion of certain dividends received. In
1997, Congress expanded the 15-percent proration rule
to apply to the inside buildup on certain insurance con-
tracts. The existing 15-percent proration rule still en-
ables P&C insurance companies to fund a substantial
portion of their deductible reserves with tax-exempt or
tax-deferred income. Other financial intermediaries,
such as life insurance companies, banks and brokerage

firms, are subject to more stringent proration rules that
substantially reduce or eliminate their ability to use
tax-exempt or tax-deferred investments to fund cur-
rently deductible reserves or deductible interest ex-
pense. Effective for taxable years beginning after the
date of enactment, with respect to investments acquired
on or after the date of first committee action, the Ad-
ministration proposes to increase the proration percent-
age to 25 percent.

OTHER PROVISIONS THAT AFFECT RECEIPTS

Reinstate environmental tax imposed on cor-
porate taxable income and deposited in the Haz-
ardous Substance Superfund Trust Fund.—Under
prior law, a tax equal to 0.12 percent of alternative
minimum taxable income (with certain modifications)
in excess of $2 million was levied on all corporations
and deposited in the Hazardous Substance Superfund
Trust Fund. The Administration proposes to reinstate
this tax, which expired on December 31, 1995, for tax-
able years beginning after December 31, 1998 and be-
fore January 1, 2010.

Reinstate excise taxes deposited in the Hazard-
ous Substance Superfund Trust Fund.—The excise
taxes that were levied on petroleum, chemicals, and
imported substances and deposited in the Hazardous
Substance Superfund Trust Fund are proposed to be
reinstated for the period after the date of enactment
and before October 1, 2009. These taxes expired on
December 31, 1995.

Convert a portion of the excise taxes deposited
in the Airport and Airway Trust Fund to cost-
based user fees assessed for Federal Aviation Ad-
ministration (FAA) services.—The excise taxes that
are levied on domestic air passenger tickets and flight
segments, international departures and arrivals, and
domestic air cargo are proposed to be reduced over time
as more efficient, cost-based user fees for air traffic
services are phased in beginning in fiscal year 2000.
The excise taxes are proposed to be reduced as nec-
essary to ensure that the amount collected each year
from the new user fees and the excise taxes together
is equal to the total budget resources requested for
the FAA in each succeeding year.

Receipts from tobacco legislation.—The Adminis-
tration includes receipts from tobacco legislation in the
2000 budget. These receipts, which total approximately
$34 billion for the five years 2000 through 2004, would
provide reimbursements for tobacco-related health care
costs.

Assess fees for examination of bank holding com-
panies and State-chartered member banks (receipt
effect).—The Administration proposes to require the
Federal Reserve and the Federal Deposit Insurance
Corporation (FDIC) to assess fees for the examination
of bank holding companies and State-chartered banks.
The Federal Reserve currently funds the costs of such
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examinations from earnings; therefore, deposits of earn-
ings by the Federal Reserve, which are classified as
governmental receipts, will increase by the amount of
the fees.

Restore premiums for the United Mine Workers
of America Combined Benefit Fund.—The Adminis-
tration proposes legislation to restore the previous cal-
culation of premiums charged to coal companies that
employed the retired miners that have been assigned
to them. By reversing the court decision of National
Coal v. Chater, this legislation will restore a premium
calculation that supports medical cost containment.

Assess mortgage transaction fees for flood haz-
ard determination.—The Administration proposes to
establish a $15 fee on mortgage originations and
refinancings to support a multi-year program to update
and modernize FEMA'’s inventory of floodplain maps
(100,000 maps). Accurate and easy to use flood hazard
maps are essential in determining if a property is lo-
cated in a floodplain. The maps allow lenders to meet
their statutory obligation of requiring risk-prone homes
with a mortgage to carry flood insurance, and allow
homeowners to assess their risk of flood damage. These
maps are the basis for developing appropriate risk-
based flood insurance premium charges, and improved
maps will result in a more actuarially sound insurance
program.

Replace Harbor Maintenance Tax with the Har-
bor Services User Fee (receipt effect).—The Adminis-
tration proposes to replace the ad valorem Harbor

Table 3-3. EFFECT OF

Maintenance Tax with a cost-based user fee, the Harbor
Services User Fee. The user fee will finance harbor
construction, operation, and maintenance activities per-
formed by the Army Corps of Engineers, the costs of
operating and maintaining the Saint Lawrence Seaway,
and the costs of administering the fee. The fee will
raise an average of $980 million annually through FY
2004, which is less than would have been raised by
the Harbor Maintenance Tax before the Supreme Court
decision that the ad valorem tax on exports was uncon-
stitutional.

Allow members of the clergy to revoke exemption
from Social Security and Medicare coverage.—
Under current law, ministers of a church who are op-
posed to participating in the Social Security and Medi-
care programs on religious principles may reject cov-
erage by filing with the Internal Revenue Service before
the tax filing date for their second year of work in
the ministry. This proposal would provide an oppor-
tunity for members of the clergy to revoke their exemp-
tions from Social Security and Medicare coverage.

Create solvency incentive for State Unemploy-
ment Trust Fund accounts.—The Administration pro-
poses to create an incentive for States to improve the
solvency of their State accounts in the Federal Unem-
ployment Trust Fund. This is intended to improve the
ability of States to continue paying benefits in the event
of a recession. The incentive consists of tying a portion
of the projected distributions to the States under the
Reed Act to demonstrated improvements in solvency.

PROPOSALS ON RECEIPTS

(In millions of dollars)

Provide tax relief and extend expiring provisions:
Make health care more affordable:
Provide tax relief for long-term care needs
Provide tax relief for workers with disabilities
Provide tax relief to encourage small business health plans

Subtotal, make health care more affordable

Expand education initiatives:
Provide incentives for public school construction and modernization
Extend employer-provided educational assistance and include graduate education
Provide tax credit for workplace literacy and basic education programs
Encourage sponsorship of qualified zone academies
Eliminate 60-month limit on student loan interest deduction
Eliminate tax when forgiving student loans subject to income contingent repayment
Provide tax relief for participants in certain Federal education programs

Subtotal, expand education initiatives

Make child care more affordable:
Increase, expand, and simplify child and dependent care tax credit
Provide tax incentives for employer-provided child-care facilities

Subtotal, make child care more affordable

Estimate
1999 2000 2001 2002 2003 2004 2000-2004
.................. -52 -1,107 -1,144 -1,312 -1,408 -5,023
-21 -151 -169 -187 -196 -724
-1 -5 -10 -15 -13 —44
................................ 74 -1,263 -1,323 -1,514 -1,617 5,791
................................ -146 -570 -939 -1,035 -1,045 -3,735
.................. =72 -267 -719 =236 | e | e -1,222
.................. -3 -18 -25 -38 -55 -139
-22 -43 -55 =24 | -144
-18 -61 —62 -67 -73 -281
.................. -3 -7 -30
.................. -72 -459 -1,171 -1,179 5,551
................................ -338 -1,585 -1,426 -1,471 -1,503 -6,323
................................ -40 -84 -114 -131 -140 -509
................................ =378 | -1,669 | -1540 | -1,602 | -1,643 -6,832
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Table 3-3. EFFECT OF PROPOSALS ON RECEIPTS—Continued
(In millions of dollars)

Estimate
1999 2000 2001 2002 2003 2004 2000-2004
Provide incentives to revitalize communities:
Increase low-income housing tax credit per Capita Cap .........ccvrreeneeninirnrnerssneeneissnerinns | o -46 -186 -330 -474 -620 -1,656
Provide Better America Bonds to improve the envirOnMeNt ...........ccceennenineninensnsniinienies | coveireiees -8 -49 -127 -205 -284 -673
Provide New Markets TaX Credit ... esssessssssssssesssessnne | eersneessenens -12 -88 -207 297 -376 -980
Expand tax incentives for SSBICs ..... —* —* —* —* —* —* —*
Extend wage credit for tWo NEW EZS ... | o | s | svvvsesinens | v | o | e | e
Subtotal, provide incentives to revitalize COMMUNILIES .........ccovvrernireininisiereeninins | e -66 -323 -664 -976 | -1,280 -3,309
Promote energy efficiency and improve the environment:
Provide tax credit for energy-efficient building €qUIPMENt ..o | e -230 -407 -376 -393 -127 -1,533
Provide tax credit for new energy-efficient homes -60 -109 -92 -72 -96 -429
Extend electric vehicle tax credit; provide tax credit for fuel-efficient VehiCleS ........ccccoovvvvviiee | vovvveivinne | veveveneins | vvveinnens -4 -178 712 -894
Provide investment tax credit for CHP systems ... -1 -64 -99 -110 -52 -7 -332
Provide tax credit for rooftop SOIAr SYStEMS .......ccvvvirimerereeeeseeeissse e | coenenenns -9 -19 -25 =34 -45 -132
Extend wind and biomass tax credit and expand eligible biomass SOUrCES .........ccvvvervicverinns | oververenen: -20 -48 -73 -88 -94 -323
Subtotal, promote energy efficiency and improve the environment ...........ccoccovvevverneinneennnns -1 -383 -682 -680 -817 | -1,081 -3,643
Promote expanded retirement savings, security and portability =27 -144 -204 -218 -213 -218 -997
Extend expiring provisions:
Allow personal tax credits against the AMT . -67 -679 =707 |t | s | e -1,386
Extend work opportunity tax credit ......... -23 -116 -164 -81 -38 -16 -415
Extend welfare-to-work tax credit ... -3 -19 -36 -21 -9 -2 -87
Extend R&E tax credit =311 -933 -656 -281 -133 -53 -2,056
Make permanent the expensing of brownfields remediation COSS ........ccocovvvrrrneinrinrnrinnininnies | eovvveieins | vevveeseeneens -106 -170 -168 -167 -611
Extend tax credit for first-time DC NOMEDUYETS ........c.ocviiiiiniiniririereensneesesees 1 -1 -10 1| i | -12
Subtotal, extend eXpiring PrOVISIONS .........ccuevrimriiniiiiiiiierisiee e -403 | -1,748 | -1,679 -554 -348 -238 -4,567
SIMPIIfY T TAX TAWS  oeeveeeei bbb s -64 -141 -159 -154 -104 -41 -599
Miscellaneous provisions:
Make first $2,000 of severance pay exempt from iNCOME 18X ......cocervereerreerernrinernensiseenineninns | veernenenens -42 -168 -173 =133 | -516
Allow steel companies to carryback NOLS up t0 five YEars ... -19 -190 -28 -30 24 -20 -292
Subtotal, MISCEllANEOUS PrOVISIONS ......vvevveiieireireiieiseieieieie st ssssssessessessessessens -19 -232 -196 -203 -157 -20 -808
Electricity restructuring:
Deny tax-exempt status for new electric utility bonds except for distribution related expenses;
repeal cost of service limitation for determining deductible contributions to nuclear decom-
MISSIONING FUNAS ..o | oerieninenins 4 11 20 30 41 106
Subtotal, electriCity FeSITUCIUNNG ......c..vveeverieeririreesreceieiereses e essseneins | eoressneeeees 4 11 20 30 41 106
Modify international trade provisions:
Extend and modify Puerto Rico economic-activity tax Credit ... | oo -24 -46 -71 -106 -141 -388
Extend GSP and modify other trade proviSionS 1 .......c.ccccoeerrmenrensssnssssssssssssssssssessassessens -84 484 -223 -93 -96 -99 -995
Levy tariff on certain textiles/apparel produced in the CNMI L ... | v | e 187 187 187 187 748
Expand Virgin ISland tariff CreditS 1 ..o | v | e —* —* -2 -1 -3
Subtotal, modify international trade ProviSioNS ... -84 -508 -82 23 -17 -54 -638
Subtotal, provide tax relief and extend eXpiring ProviSionS ......cccvveniverneinernecrnesneeneens -670 | -4,129 | -7,664 | -6,617 | -6,889 | -7,330 | -32,629
Eliminate unwarranted benefits and adopt other revenue measures:
Limit benefits of corporate tax shelter transactions:
Deny tax benefits resulting from non-economic transactions; modify substantial understate-
ment penalty for corporate tax shelters; deny deductions for certain tax advice and impose
excise taxes on certain fees, rescission provisions and provisions guaranteeing tax bene-
fits o | 11 76 162 194 214 657
Preclude taxpayers from taking tax positions inconsistent with the form of their ransactlons . 5 50 52 55 58 62 277
Tax income from corporate tax shelters involving tax-indifferent parties 15 150 155 165 175 185 830
Require accrual of income on forward sale of corporate StoCK .........cocvvereeniminerinrincrsincenees 1 4 9 13 21 31 78
Modify treatment of built-in losses and other attribute trafficking ..o, 9 113 185 192 200 208 898
Modify treatment of ESOP as S corporation shareholder ............... 17 64 102 145 183 202 696
Prevent serial liquidation of U.S. subsidiaries of foreign corporations ............ccoccvvennevnineinns | wvvevevenens 12 20 19 19 19 89
Prevent capital gains avoidance through basis shift transactions involving foreign sharehold-
. 65 301 114 64 45 27 551
Limit inappropriate tax benefits for lessors of tax-exempt use property . 1 35 79 119 147 163 543
Prevent mismatching of deductions and income exclusions in transactions with related forelgn
PEISONS ..ottt nsentensenns | ereinieens 60 104 108 112 117 501



88

ANALYTICAL PERSPECTIVES

Table 3-3. EFFECT OF PROPOSALS ON RECEIPTS—Continued
(In millions of dollars)

Estimate

1999 2000 2001 2002 2003 2004 2000-2004

Restrict basis creation through SECHON 357(C) ..ot sssenseniees 3 9 19 28 39 50 145

Modify anti-abuse rule related to assumption of liabilities 1 2 4 5 7 9 27

MOy COLI FUIBS .ot snsssnisniens | nnesssseesens 240 366 398 427 451 1,882

Subtotal, limit benefits of corporate tax shelter tranSactions ... 117 1,051 1,285 1,473 1,627 1,738 7,174

Other proposals:

Require banks to accrue interest on short-term obligations ... | e 72 2 3 4 4 85

Require current accrual of market discount by accrual method taxpayers 3 7 11 15 20 25 78
Limit conversion of character of income from constructive ownership transactions with respect

t0 PANErShIP INEETESES ... 19 30 37 32 32 35 166
Modify rules for debt-financed portfolio stock 1 5 9 14 20 26 74
Modify and clarify certain rules relating to debt-for-debt exchanges . 15 76 109 108 107 106 506
Modify and clarify straddle rUIES ..o 16 40 50 48 47 49 234
Conform control test for tax-free incorporations, distributions, and reorganizations 7 18 22 22 21 21 104
Tax issuance of tracking stock . 40 105 128 127 127 127 614
Require consistent treatment and provide basis allocation rules for transfers of |ntang|bles in

certain NONrecogNition trANSACHONS ........cuervrcriieririiirieiiieri e 2 66 83 86 90 95 420
Modify tax treatment of dOWNSITEAM MENGEIS .......covvuririeicreiererees st 14 42 55 59 63 67 286
Modify partnership distribUtion TUIES ..o s -28 131 162 173 162 147 775
Deny change in method treatment to tax-free formations 6 94 64 65 67 70 360
Repeal installment method for accrual basis taXPAYErS ........ccccvreueireeniinrinrissnsnsssssssnsseniens | eereeereens 685 757 438 114 16 2,010
Deny deduction for punitive damages .........c.ccocveenee 16 88 124 130 137 143 622
Apply uniform capitalization rules t0 TOIErS .........cviviiriirririceesernis | s 25 39 40 42 21 167
Provide consistent amortization periods for intangibES ... | e -219 -189 48 255 435 330
Clarify recovery period of utility grading COSES ..o 9 30 49 61 69 75 284
Require recapture of policyholder SUrpluS ACCOUNES ........cuucveericieieineiniseinesei i 134 222 219 217 215 1,007
Modify rules for capitalizing policy acquisition costs of life insurance companies 379 977 946 914 880 4,096
Subject investment income of trade assoCiations t0 taX ........cccoereneereneineen. 172 294 309 325 341 1,441
Restore phaseout of unified credit for large estates ............... 27 61 66 72 76 302
Require consistent valuation for estate and income tax purposes . 3 8 13 17 22 63
Require basis allocation for part sale/part gift transactions ............... 2 3 4 5 6 20
Conform treatment of surviving spouses in community property StateS ........coovvvrinreirnenenn. 15 33 46 59 72 225
Expand section 864(c)(4)(B) to interest and dividend equivalents ............ccccovreninenininiinns | oveneienen: 9 15 16 16 17 73
Recapture overall foreign losses when CFC stock is disposed P [ 6 6 6 6 7 31
Increase elective withholding rate for nonperiodic distributions from deferred compensanon

plans 42 2 2 2 2 50
Increase section 4973 excise tax for excess IRA contributions ... 1 12 12 13 14 52
Limit pre-funding of welfare benefits for 10 or more employer plans 92 156 159 150 149 706
Subject signing bonuses t0 eMPIOYMENE tAXES .........cvviveriiiirieineiereessinesesesieens | e 5 3 3 3 3 17
Expand reporting of cancellation of indebtedness INCOME ..o | e 7 7 7 7 7 35
Require taxpayers to include rental income of residence in income without regard to the pe-

TIO0 OF FENTAL ..o | e 4 11 11 12 12 50
Repeal lower-of-cost-or-market inventory accounting method ..o 18 422 525 431 433 201 2,012
Defer interest deduction and OID on certain convertible debt 2 9 20 32 44 55 160
Modify deposit requirement for FUTA ... | oovnensninne | sosnneninnons | evvneiesinens | e | covninsnnes | e | veveneensinees
Reinstate Oil Spill Liability Trust Fund tax 1 . 26 254 256 257 261 264 1,292
Deny DRD for certain preferred stock 4 13 26 38 52 66 195
Disallow interest on debt allocable to tax-exempt obllgatlons ...................................................... 4 11 17 23 28 33 112
Repeal percentage depletion for non-fuel minerals mined on Federal and formerly Federal

[BNAS ..o 92 94 96 97 99 478
Modify rules relating to foreign oil and gas extraction income 5 65 107 112 118 407
Increase penalties for failure to file correct information returns ...... 6 12 15 19 13 65
Tighten the substantial understatement penalty for large COrPOrations ...........coevverneneiiniinne | wovervvvinens | vevverineins 25 42 43 37 147
Require withholding on certain gambling winnings ..........cccccceevenenee 17 4 1 1 1 24
Simplify foster child definition under EITC ..o | e | veeeerienens 6 7 7 7 27
Replace sales-source rules with activity-based rUleS ... | e 310 540 570 600 630 2,650
Repeal tax-free conversions of large C corporations into S COrporations ...........ccocvevernvcniiens | wovvrvevenen: 10 32 46 56 68 212
Eliminate the income recognition exception for accrual method service providers 1 32 44 46 48 50 220
Modify structure of businesses indirectly conducted by REITS ..o 4 27 27 27 28 28 137
Modify treatment of CloSely Neld REITS .......cooriiieirneeeencieieeseseissessisesssississssssnenens | eevenenenns 24 10 12 14 15 75
Impose excise tax on purchase of structured settlements 6 8 6 3 1 -2 16
Amend 80/20 company rules 28 43 49 51 52 53 253
Modify foreign office material participation exception applicable to inventory sales attributable

to nonresident’s U.S. OffiCE ... 1 7 10 10 11 11 49
Stop abuse of CFC exception to ownership requirements of SECHION 883 ........ccccovvvevrivirniins | wovereerennens 4 9 7 5 5 30
Include QTIP trust assets in SUNVIVING SPOUSE’S ESTAE ........cuevrrercercerereireineineineiseineiseinsisssenenens | eerenvenieinne | sevveeseeneens 2 2 2 2 8
Eliminate non-business valuation diSCOUNES ..........ccccueveiereiereiienereessessesnesesessseesssssieenee | ovveesisnenns 206 425 443 477 494 2,045
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Table 3-3. EFFECT OF PROPOSALS ON RECEIPTS—Continued

(In millions of dollars)

Estimate

1999 2000 2001 2002 2003 2004 2000-2004

Eliminate gift tax exemption for personal reSideNCe trUSES ......cveerrverrerrieesnessissssssssessseniens | coreeresees -1 -1 -1 3 12 12

Increase proration percentage for P&C inSUrance COMPANIES ........cceveeeeeereereereineensensssssieniens | eerererieens -4 49 64 87 107 303

Subtotal, OthEr PrOPOSAIS .......cceeririiriirieieieiieieee ettt 217 3,693 5,574 5,617 5,676 5,652 26,212

Subtotal, eliminate unwarranted benefits and adopt other revenue measures 1t ................ 334 4,744 6,859 7,090 7,303 7,390 33,386

Other provisions that affect receipts:

Reinstate environmental tax on corporate taxable iNCOME 2 .........cccovvvernrnenrnsssssssesssssnninniens | coverresieens 794 460 463 476 481 2,674

Reinstate SUPErfUNG EXCISE tAXES 1 ...ttt 109 738 747 756 766 778 3,785

Convert Airport and Airway Trust Fund taxes to a cost-based user fee system 1 ........ccccoovvvviers | wovverennnns 1,122 1,184 1,091 1,007 910 5,314

Receipts from tobacco IegiSIAtion 1 ... =77 7,987 7,105 6,589 6,418 6,400 34,499
Assess fees for examination of bank holding companies and State-chartered member banks (re-

CRIPE BFECE) L et | eeeeeenaees 82 86 90 94 98 450
Restore premiums for United Mine Workers of America Combined Benefit Fund 8 15 14 13 12 12 66
Assess mortgage transaction fees for flood hazard determination 1 .................. 58 59 62 65 68 312
Replace Harbor Maintenance tax with the Harbor Services User Fee (receipt effect) * ..........co..... 472 -505 -541 -578 -619 -2,715
Allow members of the clergy to revoke exemption from Social Security and Medicare coverage 5 8 10 10 11 44
Create solvency incentive for State unemployment trust fund accounts 1 ..........ccoeeevrvvrrvrnrernnnnns 224 312 [ R S 632

Subtotal, other provisions that affect reCeIPtS 1 ..o 40 10,553 9,470 8,629 8,270 8,139 45,061

Total effeCt Of PrOPOSAIS L ..ot -296 11,168 8,665 9,102 8,684 8,199 45,818

*$500,000 or less.

1Net of income offsets.
2Net of deductibility for income tax purposes.
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Table 3-4. RECEIPTS BY SOURCE

(In millions of dollars)

s 1998 Estimate
ource Actual

1999 2000 2001 2002 2003 2004
Individual income taxes (federal funds):

Existing law 828586 869,160| 902,059| 918,399 947,596 975,721| 1,022,940
Proposed Legislation (PAYGO) .. -144 -1,484 -5,181 4,271 -4,516 4,727
Legislative proposal, discretionary offs -71 -834 741 -569 -502 -478

Total individual INCOME TAXES ..uuvveuvercricrerresere et snsens 828586| 868,945| 899,741| 912,477 942,750| 970,703| 1,017,735
Corporation income taxes:

Federal funds:

Existing law 188,598 | 182,346| 186,496 192,604 199,217| 207,884| 217,189
Proposed Legislation (PAYGO) . -123 2,056 3,452 3,679 3,837 3,662
Legislative proposal, discretionary offse -13 -418 -208 -171 -151 -138

Total Federal funds corporation iNCOME tAXES .......ceerurrreerrereeeieieineiseie e snsnes 188,598 | 182,210 188,134| 195848| 202,725| 211,570 220,713

Trust funds:

Hazardous Substance SUPEMUND ..o T o [ rerreerneienines [ e | s | e
Legislative proposal, diSCretionary OffSEt ... | oo | e 1,222 707 713 732 740

Total corporation income taxes 188,677| 182,210 189,356| 196,555 203,438| 212,302| 221,453
Social insurance and retirement receipts (trust funds):

Employment and general retirement:

Old-age and survivors insurance (Off-BUAGEL) ........ccovverrrerrrnciiniineneee s 358,784| 383,176| 398,777| 412,564| 428,922| 446,411| 464,104
Proposed Legislation (non-PAYGO) 3 6 8 8 9

Disability insurance (Off-budget) ............ 66,534 70,065 72,833 75,804 78,813
Proposed Legislation (NON-PAYGO) ......ccouviririnriniinininrsieiseesessenseessensenssssssessinees | essssesessesses | rosssessesseses | oossessessessesns 1 1 1 1

Hospital insurance 119,863| 127,363 131,982 136,933 142,483| 148,429| 154,624
Proposed Legislation (PAYGO) ......ccurieininiisreieesesseseesessesssesssisssssssssssisssnses | oessssessesseses | rossessessessesns 2 2 2 2 2

Railroad retirement:

Social Security eqUIVAIENT BCCOUNE ......vvieiriieirieie et 1,769 1,685 1,720 1,749 1,769 1,792 1,813
Rail pension and supplemental @nNUILY ... 2,583 2,656 2,693 2,750 2,789 2,824 2,848

Total employment and general retireMENE ........c.covvrernrnrnrnnsie s ssssnenes 540,014| 575,740 601,711| 624,070| 648,807| 675,271| 702,214
On-budget 124,215| 131,704| 136,397| 141,434| 147,043| 153,047| 159,287
Off-budget 415799| 444,036 465314 482,636| 501,764| 522,224| 542,927

Unemployment insurance:

DEPOSIES DY SEAES L ooveveiririreererieese sttt 21,047 22,208 23,464 24,689 26,165 25,934 26,371
Proposed Legislation (PAYGO) .......cvrrimiinininierieinieeneseseeeeseesessesssessessssssssisssnses | essesesesssees | oossessessnssess 280 390 120 [ v e

Federal unemployment receipts 1 .. 6,446 6,536 6,557 6,650 6,699 6,773
Proposed Legislation (PAYGO) .......ccvureimiciieineinsiseinsississssssssssssssssssessessesessesenss | sesssssssssssssens | sessssssssssnssnns | nersessesnssnssnns | nessessssnsenssnns | nerseeseensensenes | cerseensensinsenes | seeseensenesnsens

Railroad unemployment receipts * 111 77 37 70 124 130

Total UNemPpIOYMENT INSUIANCE ......c.vuuiiieiiriinirsiesssessessse bbb nes 27,484 28,765 30,357 31,673 33,005 32,757 33,274

Other retirement:

Federal employees’ retirement—employee share . . 4,259 4,248 4,396 4,493 4,482 3,912 3,659

Non-Federal employees retireMeNt 2 .........c.cocviiniiriiniierneeesssesieesee e 74 71 65 60 54 44 39

Total Other TEHIMEMENT ..o 4,333 4,319 4,461 4,553 4,536 3,956 3,698

Total social insurance and retirement reCEIPLS ..o 571,831| 608,824| 636,529| 660,296| 686,348| 711,984| 739,186
On-budget 156,032| 164,788| 171,215 177,660| 184,584| 189,760 196,259
Off-budget 415799| 444,036 465314 482,636| 501,764| 522,224 542,927

Excise taxes:

Federal funds:

Alcohol taxes 7,215 7,240 7,249 7,251 7,235 7,220 7,207

TODACCO tAXES .vvvverrerrerrinerienieiins 5,657 5,028 6,264 6,705 7,370 7,575 7,553
Legislative proposal, diSCretionary 0ffSEL .......c.ccoverinrnninineeeeeesesssssessnees | resssesesiens 185 1,441 906 A 1 S I

Transportation fuels tax .........ccoeveeeen. 589 811 717 735 720 739 746

Telephone and teletype services ....... 4,910 5,213 5,489 5,780 6,097 6,439 6,801

Ozone depleting chemicals and products .. 98 52 26 13 K] [N DO

Other Federal fund excise taxes 3,196 -564 1,766 1,721 1,686 1,606 1,607
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Table 3-4. RECEIPTS BY SOURCE—Continued

(In millions of dollars)

s 1998 Estimate
ource Actual
1999 2000 2001 2002 2003 2004
Proposed Legislation (PAYGO) ......ccccmrrmrmrninmsnsnsesisssssessesssssssssssssssssssssssssnnss | sessesessessess 8 13 15 16 18 19
Legislative proposal, discretionary OffSEL ..o | e -381 12 TRNTOUONIN IUPURNURORIORIS IUPURURORURORIS DUPPRROROON
Total Federal fund eXCISE tAXES .......ccurerrrrrrriererrirem et sssssesssesens 21,665 17,592 23,346 23,126 23,344 23,597 23,933
Trust funds:
Highway .............. 26,628 38,464 33,097 33,642 34,252 34,890 35,539
AIrport and @itWay ........c.eeeeerneeneennens 8,111 10,397 9,251 9,693 10,441 11,060 11,736
Legislative proposal, discretionary offset e | e 1,496 1,579 1,455 1,341 1,214
AQUALIC TESOUITES ..vevverveaiseseeseeseesesesess sttt 290 376 334 340 377 381 398
Black lung disability insurance 636 638 656 674 690 705 720
Inland waterway ............ooeeveenne 91 102 105 107 109 111 113
Hazardous SUDSIANCE SUPETUND .........c.ivriveiriiriiieiieieee e siesenseessinsssssenes | ossinesssineess | cneesnesnssnenes | seenesiessneninees | nevnsesessseenes | oreenessesesses | sonssvensnennnsnne | cnessneensenees
Legislative proposal, discretionary offset 147 985 996 1,008 1,022 1,037
Ol SPIll HADIY +v.vvvvvvvrrercerirerireererisesrecse st sessssssssssssssessssssesssns | onsesssssssssnes | cenensnsssnessns | sessmsssnessnnes | onsesnnssssnssaes | cernenesesssnnsns | sevenessssssnnes | onerseessneesans
Proposed Legislation (PAYGO) . 35 339 341 344 348 351
Vaccine injury compensation 112 113 114 116 116 117
Leaking underground Storage tank ............coveeieirinnicre s 212 180 183 187 190 194
Total trust fUNdS EXCISE TAXES ....uuvvurvrrrerrrierieereier et 36,008 50,483 46,556 47,669 48,979 50,164 51,419
Total excise taxes 57,673 68,075 69,902 70,795 72,323 73,761 75,352
Estate and gift taxes:
FEUARTAl FUNDS ....vovveveirerercireice st 24,076 25,932 26,740 27,880 29,979 31,046 33,318
Proposed Legislation (PAYGO) ......ccvcuiiniiiiniiciniesnsesissississsessesssssessssissinses | oesnesessneens | oneeesinninnnns 232 487 510 554 584
Total estate and Gift tAXES ... 24,076 25,932 26,972 28,367 30,489 31,600 33,902
Customs duties:
Federal funds 17,585 17,110 18,941 19,953 21,219 22,767 24,663
Proposed Legislation (PAYGO) ... ssessssssesssesssens | sessssessssesens -112 -645 48 125 119 115
Trust funds 712 656 697 744 792 844 901
Legislative proposal, diSCretionary OffSEt ... | vernsiessseens | e -629 -674 -721 =771 -825
TOtal CUSLOMS GUEIES .ovuuerevisceiciierieericiissess st 18,297 17,654 18,364 19,975 21,415 22,959 24,854
MISCELLANEOUS RECEIPTS: 3
MISCEIANEOUS TAXES ...vvuvvuericiriiirseriisiiee et 112 120 123 126 128 131 134
Receipts from tobacco legislation (discretionary OffSet) ... | o 165 6,525 6,426 6,426 6,418 6,400
United Mine Workers of America combined benefit fund 340 281 291 282 275 270 263
Proposed Legislation (PAYGO) ......ccccuieeireiniiniiniineinsinsississsssssssssssssesse e ssssssssssssssins | sssessesssssessens 8 15 14 13 12 12
Deposit of earnings, Federal Reserve System 24,540 26,354 25,121 26,008 26,941 27,973 28,896
Proposed Legislation (PAYGO) .. 110 115 120 125 130
Defense cooperation ...........cccccveeneenee 6 6 6 6 6
Fees for permits and regulatory and judicial services . 7,752 9,713 14,244 14,620 15,033
Proposed Legislation (PAYGO) .......cocuimeiiiiierisiesssisssssesssssssssssessssssssssssssseens | oessnsssssneens | sneensssnsesnsens 78 80 83 87 91
Fines, penalties, and forfeitures 1,925 1,962 1,963 1,984 1,968 1,977 1,988
Gifts and contributions 222 206 181 134 128 131 129
Refunds and recoveries -41 =37 =37 =37 =37 =37 =37
Total MISCEllANEOUS FECEIPLS ..uvvuveieiieiiieeeeerereis s 32,658 34,694 42,128 44,851 50,295 51,713 53,045
Total budget receipts 1,721,798 | 1,806,334| 1,882,992| 1,933,316 2,007,058| 2,075,022| 2,165,527
On-budget ... 1,305,999 | 1,362,298 1,417,678| 1,450,680| 1,505,294 | 1,552,798| 1,622,600
Off-budget 415799| 444,036 465314 482,636| 501,764| 522,224| 542,927
MEMORANDUM
Federal funds .. 1,113,467| 1,146,637| 1,200,714 | 1,224,894 1,271,291| 1,312,435| 1,374,499
Trust funds .............. 385,631 413274 426,370| 443,257| 461,895 479,001| 496,908
Interfund transactions -193,099| -197,613| -209,406| -217,471| -227,892| -238,638| -248,807
Total on-budget 1,305,999 | 1,362,298| 1,417,678| 1,450,680 1,505,294| 1,552,798| 1,622,600
Off-budget (rUSt fUNGAS) ..o 415799| 444,036 465314 482,636| 501,764| 522,224| 542,927
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Table 3-4. RECEIPTS BY SOURCE—Continued

(In millions of dollars)

s 1998 Estimate
ource Actual

1999 2000 2001 2002 2003 2004
L0 ) OSSP 1,721,798| 1,806,334| 1,882,992| 1,933,316| 2,007,058| 2,075,022| 2,165,527

1Deposits by States cover the benefit part of the program. Federal unemployment receipts cover administrative costs at both the Federal and State levels. Railroad unemploy-

ment receipts cover both the benefits and adminstrative costs of the program for the railroads.

2Represents employer and employee contributions to the civil service retirement and disability fund for covered employees of Government-sponsored, privately owned enter-

prises and the District of Columbia municipal government.
3Includes both Federal and trust funds.



