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INTRODUCTION

On February 13, 2013, Ways and Means Committee Chairman Dave Camp and Ranking
Member Sander Levin announced the formation of 11 Ways and Means Committee Tax Reform
Working Groups." The mission of each working group was to review current law in its
designated area, research relevant issues, and compile related feedback from stakeholders,
academics and think tanks, practitioners, the general public, and colleagues in the House of
Representatives.

This document,” prepared by the staff of the Joint Committee on Taxation (“Joint
Committee staff”), provides an overview of the Internal Revenue Code (“Code”)’ as in effect for
2013 and provides a more detailed description of the Code provisions relevant to the topic area
of each working group. The document also summarizes the suggestions for reform and other
commentary submitted by the public to the various working groups through
http://waysandmeans.house.gov/taxreform/workinggroups.htm. In addition, at the request of
Chairman Camp and Ranking Member Levin, the document briefly summarizes a selection of
proposals to reform the Federal tax system that members of Congress, commissions, and others
have presented to policy makers over the past several years.

Parts One and Two of this document provide a description of present law. Part Three
summarizes selected tax reform proposals. Part Four summarizes the feedback received by the
various working groups.

' The Appendices provide the press releases of Ways and Means Chairman Dave Camp and Ranking
Member Sander Levin which describe the missions of the working groups and the process by which the public can
share information with the working groups.

? This document may be cited as follows: Joint Committee on Taxation, Report to the House Committee
on Ways and Means on Present Law and Suggestions for Reform Submitted to the Tax Reform Working Groups
(JCS-3-13), May 6, 2013.

? Unless otherwise stated, all section references are to the Internal Revenue Code of 1986, as amended.



I. OVERVIEW OF PRESENT LAW FEDERAL TAX SYSTEM

A. Individual Income Tax

In general

A United States citizen or resident alien generally is subject to the U.S. individual income
tax on his or her worldwide taxable income.* Taxable income equals the taxpayer’s total gross
income less certain exclusions, exemptions, and deductions. Graduated tax rates are then applied
to a taxpayer’s taxable income to determine his or her individual income tax liability. A
taxpayer may face additional liability if the alternative minimum tax applies. A taxpayer may
reduce his or her income tax liability by any applicable tax credits.

Adjusted gross income

Under the Internal Revenue Code of 1986 (the “Code”), gross income means “income
from whatever source derived” except for certain items specifically exempt or excluded by
statute. Sources of income include compensation for services, interest, dividends, capital gains,
rents, royalties, alimony and separate maintenance payments, annuities, income from life
insurance and endowment contracts (other than certain death benefits), pensions, gross profits
from a trade or business, income in respect of a decedent, and income from S corporations,
partnerships,” trusts or estates.® Statutory exclusions from gross income include death benefits
payable under a life insurance contract, interest on certain State and local bonds, employer-
provided health insurance, employer-provided pension contributions, and certain other employer-
provided benefits.

An individual’s adjusted gross income (“AGI”) is determined by subtracting certain
“above-the-line” deductions from gross income. These deductions include trade or business
expenses, capital losses, contributions to a qualified retirement plan by a self-employed
individual, contributions to individual retirement arrangements (“IRAs”), certain moving
expenses, certain education-related expenses, and alimony payments.

* Foreign tax credits generally are available against U.S. income tax imposed on foreign source income to
the extent of foreign income taxes paid on that income. A nonresident alien generally is subject to the U.S.
individual income tax only on income with a sufficient nexus to the United States.

> In general, partnerships and S corporations are treated as pass-through entities for Federal income tax
purposes. Thus, no Federal income tax is imposed at the entity level. Rather, income of such entities is passed
through and taxed to the owners at the individual level. A business entity organized as a limited liability company
(“LLC”) under applicable State law generally is treated as a partnership for Federal income tax purposes.

% In general, estates and most trusts pay tax on income at the entity level, unless the income is distributed
or required to be distributed under governing law or under the terms of the governing instrument. Such entities
determine their tax liability using a special tax rate schedule and are subject to the alternative minimum tax. Certain
trusts, however, do not pay Federal income tax at the trust level. For example, certain trusts that distribute all
income currently to beneficiaries are treated as pass-through or conduit entities (similar to a partnership). Other
trusts are treated as being owned by grantors in whole or in part for tax purposes; in such cases, the grantors are
taxed on the income of the trust.



Taxable income

To determine taxable income, an individual reduces AGI by any personal exemption
deductions and either the applicable standard deduction or his or her itemized deductions.
Personal exemptions generally are allowed for the taxpayer, his or her spouse, and any
dependents. For 2013, the amount deductible for each personal exemption is $3,900. This
amount is indexed annually for inflation. Additionally, the personal exemption phase-out
(“PEP”) reduces a taxpayer’s personal exemptions by two percent for each $2,500 ($1,250 for
married filing separately), or fraction thereof, by which the taxpayer’s AGI exceeds $250,000
(single), $275,000 (head-of-household), $300,000 (married filing jointly) and $150,000 (married
filing separately).” These threshold amounts are indexed for inflation.

A taxpayer also may reduce AGI by the amount of the applicable standard deduction. The
basic standard deduction varies depending upon a taxpayer’s filing status. For 2013, the amount
of the standard deduction is $6,100 for single individuals and married individuals filing separate
returns, $8,950 for heads of households, and $12,200 for married individuals filing a joint return
and surviving spouses. An additional standard deduction is allowed with respect to any
individual who is elderly or blind.* The amounts of the basic standard deduction and the
additional standard deductions are indexed annually for inflation.

In lieu of taking the applicable standard deductions, an individual may elect to itemize
deductions. The deductions that may be itemized include State and local income taxes (or, in
lieu of income, sales taxes), real property and certain personal property taxes, home mortgage
interest, charitable contributions, certain investment interest, medical expenses (in excess of 10
percent of AGI), casualty and theft losses (in excess of 10 percent of AGI and in excess of $100
per loss), and certain miscellaneous expenses (in excess of two percent of AGI). Additionally,
the total amount of itemized deductions allowed is reduced by $0.03 for each dollar of AGI in
excess of $250,000 (single), $275,000 (head-of-household), $300,000 (married filing jointly) and
$150,000 (married filing separately).” These threshold amounts are indexed for inflation.

7 A taxpayer thus has all personal exemptions completely phased out at incomes of $372, 501 (single),
$397,501 (head-of-household), $422,501 (married filing jointly) and $211,251 (married filing separately).

¥ For 2013, the additional amount is $1,200 for married taxpayers (for each spouse meeting the applicable
criterion) and surviving spouses. The additional amount for single individuals and heads of households is $1,500. If
an individual is both blind and aged, the individual is entitled to two additional standard deductions, for a total
additional amount (for 2013) of $2,400 or $3,000, as applicable.

° This rule is sometimes referred to as the “Pease limitation.” A taxpayer may not lose more than 80
percent of his or her deductions as a result of this provision.



Table 1.-2013 Standard Deduction and Personal Exemption Values

Standard Deduction
Married Filing Jointly $12,200
Head of Household $8,950
Single and Married Filing Separately $6,100
Personal Exemptions $3,900
Tax liability
In general

A taxpayer’s net income tax liability is the greater of (1) regular individual income tax
liability reduced by credits allowed against the regular tax, or (2) tentative minimum tax reduced
by credits allowed against the minimum tax. The amount of income subject to tax is determined
differently under the regular tax and the alternative minimum tax, and separate rate schedules
apply. Lower rates apply for long-term capital gains; those rates apply for both the regular tax
and the alternative minimum tax.

Regular tax liability

To determine regular tax liability, a taxpayer generally must apply the tax rate schedules
(or the tax tables) to his or her regular taxable income. The rate schedules are broken into several
ranges of income, known as income brackets, and the marginal tax rate increases as a taxpayer’s
income increases. Separate rate schedules apply based on an individual’s filing status. For 2013,
the regular individual income tax rate schedules are as follows:



Table 2.—Federal Individual Income Tax Rates for 2013

Single Individuals
NOt OVET $8,925 ... 10% of the taxable income
Over $8,925 but not over $36,250.......cccoveeeveveeeeeeeeeeeene.. $892.50 plus 15% of the excess over $8,925
Over $36,250 but not over $87,850 .........cccvvevveevrecreceenenn. $4,991.25 plus 25% of the excess over $36,250
Over $87,850 but not over $183,250.......cccccccveevrecvrecrrennns $17,891.25 plus 28% of the excess over $87,850
Over $183,250 but not over $398,350 .....oevvvoveeeeeeeeennne. $44,603.25 plus 33% of the excess over $183,250
$115,586.25 plus 35% of the excess over
Over $398,350 but not over $400,000 .........cccccoecveveennenne. $398,350
$116,163.75 plus 39.6% of the excess over
Over $400,000 ........ccoriririeieieieeee e $400,000
Heads of Households
NOt OVET $12,750 ... 10% of the taxable income
Over $12,750 but not over $48,600..........c..ccvevrevvreerrenen. $1,275 plus 15% of the excess over $12,750
Over $48,600 but not over $125,450.......ccccceevvivviiiieeeennen. $6,652.50 plus 25% of the excess over $48,600
Over $125,450 but not over $203,150.........ccceevvvreeeuerennnn.. $25,865 plus 28% of the excess over $125,450
Over $203,150 but not over $398,350........cccvvevvrevvrererenens $47,621 plus 33% of the excess over $203,150
Over $398,350 but not over $425,000 ........ccccovvevrevienenns $112,037 plus 35% of the excess over $398,350
OVEE $425,000 ......oovooovoooooeooosessssossososssssssssssssssosssssssssnnonee gz;:ggg's 0 plus 39.6% of the excess over
Married Individuals Filing Joint Returns and Surviving Spouses
NOt OVET $17,850 ... 10% of the taxable income
Over $17,850 but not over $72,500.........cccccoveevrevvreeeenenns $1,785 plus 15% of the excess over $17,850
Over $72,500 but not over $146,400...........cccoeevvveeneennee.. $9,982.50 plus 25% of the excess over $72,500
Over $146,400 but not over $223,050.........cccceeevreeveeennen.. $28,457.50 plus 28% of the excess over $146,400



Over $223,050 but not over $398,350........ccccvvvvvrevnreennnn. $49,919.50 plus 33% of the excess over $223,050

$107,768.50 plus 35% of the excess over
Over $398,350 but not over $450,000 ........c.ccovvvvvenrenneene $398,350

OVEr $450,000 ......cceuiiiiieieeiieieeeeeee e $125,846 plus 39.6% of the excess over $450,000

Married Individuals Filing Separate Returns

NOt OVET $8,925 .. e 10% of the taxable income

Over $8,925 but not over $36,250 .......cccoveeeveveeeeeeeeeeeene.. $892.50 plus 15% of the excess over $8,925
Over $36,250 but not over $73,200.........cccccovvevvreverecneeneen. $4,991.25 plus 25% of the excess over $36,250
Over $73,200 but not over $111,525...c..ccovvvviviiiiiieiienen. $14,228.75 plus 28% of the excess over $73,200
Over $111,525 but not over $199,175......c.covvvvvvviiieennnen. $24,959.75 plus 33% of the excess over $111,525
Over $199,175 but not over $225,000.........cccccevveeeereeenne... $53,884.25 plus 35% of the excess over $199,175
OVEr $225,000 .....ccuuiiiiiiieeieieee e $62,923 plus 39.6% of the excess over $225,000

An individual’s marginal tax rate may be reduced by the allowance of a deduction equal
to a percentage of income from certain domestic manufacturing activities.'’

Alternative minimum tax liability

An alternative minimum tax is imposed on an individual, estate, or trust in an amount by
which the tentative minimum tax exceeds the regular income tax for the taxable year. For 2013,
the tentative minimum tax is the sum of (1) 26 percent of so much of the taxable excess as does
not exceed $179,500 ($89,750 in the case of a married individual filing a separate return) and (2)
28 percent of the remaining taxable excess. The taxable excess is so much of the alternative
minimum taxable income (“AMTI”) as exceeds the exemption amount. The breakpoint between
the 26-percent and 28-percent bracket is indexed for inflation. The maximum tax rates on net
capital gain and dividends used in computing the regular tax are used in computing the tentative
minimum tax. AMTI is the taxpayer’s taxable income increased by the taxpayer’s tax
preferences and adjusted by determining the tax treatment of certain items in a manner that
negates the deferral of income resulting from the regular tax treatment of those items.

The exemption amounts for 2013 are: (1) $80,800 in the case of married individuals
filing a joint return and surviving spouses; (2) $51,900 in the case of other unmarried
individuals; (3) $40,400 in the case of married individuals filing separate returns; and

' This deduction is described in more detail below in the summary of the tax rules applicable to
corporations.



(4) $23,100 in the case of an estate or trust. The exemption amounts are phased out by an amount
equal to 25 percent of the amount by which the individual’s AMTI exceeds (1) $153,900 in the
case of married individuals filing a joint return and surviving spouses, (2) $115,400 in the case of
other unmarried individuals, and (3) $76,950 in the case of married individuals filing separate
returns or an estate or a trust. These amounts are indexed for inflation.

Among the preferences and adjustments applicable to the individual alternative minimum
tax are accelerated depreciation on certain property used in a trade or business, circulation
expenditures, research and experimental expenditures, certain expenses and allowances related to
oil and gas and mining exploration and development, certain tax-exempt interest income, and a
portion of the amount of gain excluded with respect to the sale or disposition of certain small
business stock. In addition, personal exemptions, the standard deduction, and certain itemized
deductions, such as State and local taxes and miscellaneous deductions, are not allowed to reduce
AMTIL.

Special capital gains and dividends rates

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

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

A maximum rate applies to capital gains and dividends. For 2013, the maximum
statutory rate of tax on the adjusted net capital gain of an individual is 20 percent (exclusive of
the additional 3.8 percent tax on net investment income) on any amount of gain that otherwise
would be taxed at a 39.6 rate. In addition, any adjusted net capital gain otherwise taxed at a 10-
or 15-percent rate is taxed at a zero-percent rate. Adjusted net capital gain otherwise taxed at
rates greater than 15-percent but less than 39.6 percent is taxed at a 15 percent rate. These rates
apply for purposes of both the regular tax and the alternative minimum tax. Dividends are
generally taxed at the same rate as capital gains.

Credits against tax

An individual may reduce his or her tax liability by any available tax credits. In some
instances, a permissible credit is “refundable”, i.e., it may result in a refund in excess of any
credits for withheld taxes or estimated tax payments available to the individual. Two major
credits are the child tax credit and the earned income credit.



An individual may claim a tax credit for each qualifying child under the age of 17. The
amount of the credit per child is $1,000."" The aggregate amount of child credits that may be
claimed is phased out for individuals with income over certain threshold amounts. Specifically,
the otherwise allowable child tax credit is reduced by $50 for each $1,000 (or fraction thereof) of
modified adjusted gross income over $75,000 for single individuals or heads of households,
$110,000 for married individuals filing joint returns, and $55,000 for married individuals filing
separate returns. To the extent the child credit exceeds the taxpayer’s tax liability, the taxpayer
is eligible for a refundable credit'? (the additional child tax credit) equal to 15 percent of earned
income in excess of $3,000."

A refundable earned income tax credit (“EITC”) is available to low-income workers who
satisfy certain requirements. The amount of the EITC varies depending upon the taxpayer’s
earned income and whether the taxpayer has one, two, more than two, or no qualifying children.
In 2013, the maximum EITC is $6,044 for taxpayers with more than two qualifying children,
$5,372 for taxpayers with two qualifying children, $3,250 for taxpayers with one qualifying
child, and $487 for taxpayers with no qualifying children. The credit amount begins to phaseout
at an income level of $17,530 ($7,970 for taxpayers with no qualifying children). The phaseout
percentages are 15.98 for taxpayers with one qualifying child, 17.68 for two or more qualifying
children, and 7.65 for no qualifying children.

Tax credits are also allowed for certain business expenditures, certain foreign income
taxes paid or accrued, certain education expenditures, certain child care expenditures, and for
certain elderly or disabled individuals. Credits allowed against the regular tax are allowed against
the alternative minimum tax.

Tax on net investment income

For taxable years beginning after December 31, 2012, a tax is imposed on net investment
income in the case of an individual, estate, or trust. In the case of an individual, the tax is 3.8
percent of the lesser of net investment income or the excess of modified adjusted gross income
over the threshold amount." The threshold amount is $250,000 in the case of a joint return or
surviving spouse, $125,000 in the case of a married individual filing a separate return, and
$200,000 in any other case."

""" A child who is not a citizen, national, or resident of the United States cannot be a qualifying child.

> The refundable credit may not exceed the maximum credit per child of $1,000.

' Families with three or more children may determine the additional child tax credit using an alternative
formula, if this results in a larger credit than determined under the earned income formula. Under the alternative
formula, the additional child tax credit equals the amount by which the taxpayer’s social security taxes exceed the

taxpayer’s earned income tax credit.

' The tax is subject to the individual estimated tax provisions. The tax is not deductible in computing any
tax imposed by subtitle A of the Code (relating to income taxes).

15 These amounts are not indexed for inflation.



Net investment income is the excess of (1) the sum of (a) gross income from interest,
dividends, annuities, royalties, and rents, other than such income which is derived in the ordinary
course of a trade or business that is not a passive activity with respect to the taxpayer or a trade
or business of trading in financial instruments or commodities, and (b) net gain (to the extent
taken into account in computing taxable income) attributable to the disposition of property other
than property held in the active conduct of a trade or business that is not in the trade or business
of trading in financial instruments or commodities, over (2) deductions properly allocable to such
gross income or net gain.

For purposes of this tax, modified adjusted gross income is AGI increased by the amount
excluded from income as foreign earned income under section 911(a)(1) (net of the deductions
and exclusions disallowed with respect to the foreign earned income).

In the case of an estate or trust, the tax is 3.8 percent of the lesser of undistributed net
investment income or the excess of adjusted gross income (as defined in section 67(e)) over the
dollar amount at which the highest income tax bracket applicable to an estate or trust begins."®

'® The tax does not apply to a nonresident alien or to a trust in which all the unexpired interests are devoted
to charitable purposes. The tax also does not apply to a trust that is exempt from tax under section 501 or a
charitable remainder trust exempt from tax under section 664.



B. Corporate Income Tax

Taxable income

Corporations organized under the laws of any of the 50 States (and the District of
Columbia) generally are subject to the U.S. corporate income tax on their worldwide taxable
. 17
income.

The taxable income of a corporation generally is comprised of gross income less
allowable deductions. Gross income generally is income derived from any source, including
gross profit from the sale of goods and services to customers, rents, royalties, interest (other than
interest from certain indebtedness issued by State and local governments), dividends, gains from
the sale of business and investment assets, and other income.

Allowable deductions include ordinary and necessary business expenditures, such as
salaries, wages, contributions to profit-sharing and pension plans and other employee benefit
programs, repairs, bad debts, taxes (other than Federal income taxes), contributions to charitable
organizations (subject to an income limitation), advertising, interest expense, certain losses,
selling expenses, and other expenses. Expenditures that produce benefits in future taxable years
to a taxpayer’s business or income-producing activities (such as the purchase of plant and
equipment) generally are capitalized and recovered over time through depreciation, amortization
or depletion allowances. A net operating loss incurred in one taxable year may be carried back
two years and carried forward 20 years. Deductions are also allowed for certain amounts despite
the lack of a direct expenditure by the taxpayer. For example, a deduction is allowed for all or a
portion of the amount of dividends received by a corporation from another corporation (provided
certain ownership requirements are satisfied). Moreover, a deduction is allowed for a portion of
the amount of income attributable to certain manufacturing activities.

The Code also specifies certain expenditures that may not be deducted, such as dividends
paid to shareholders, expenses associated with earning tax-exempt income,'® certain
entertainment expenditures, certain executive compensation in excess of $1,000,000 per year, a
portion of the interest on certain high-yield debt obligations that resemble equity, as well as
fines, penalties, bribes, kickbacks and illegal payments.

7 Foreign tax credits generally are available against U.S. income tax imposed on foreign source income to
the extent of foreign income taxes paid on that income. A foreign corporation generally is subject to the U.S.
corporate income tax only on income with a sufficient nexus to the United States.

Under subchapter S of the Code, a qualified small business corporation may elect not to be subject to the
corporate income tax. If an S corporation election is made, the income of the corporation will flow through to the

shareholders and be taxable directly to the shareholders.

" For example, the carrying costs of tax-exempt State and local obligations and the premiums on certain
life insurance policies are not deductible.
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Tax liability

A corporation’s regular income tax liability generally is determined by applying the
following tax rate schedule to its taxable income.

Table 3.—Federal Corporate Income Tax Rates

If taxable income is: Then the income tax rate is:
$0-550,0001.....cceimierieieeieiee e 15 percent of taxable income
$50,001-875,000.......cccueeiieiiieeieeeieeeeeeeee e 25 percent of taxable income
$75,001-510,000,0001.......c.c.cccevieeerieeereeeereenne, 34 percent of taxable income
Over $10,000,000 ......cccoeeveeeeeeeeeeeeeeee e 35 percent of taxable income

The first two graduated rates described above are phased out for corporations with
taxable income between $100,000 and $335,000. As a result, a corporation with taxable income
between $335,000 and $10,000,000 effectively is subject to a flat tax rate of 34 percent. Also,
the application of the 34-percent rate is gradually phased out for corporations with taxable
income between $15,000,000 and $18,333,333, such that a corporation with taxable income of
$18,333,333 or more effectively is subject to a flat rate of 35 percent.

In contrast to the treatment of capital gains in the individual income tax, no separate rate
structure exists for corporate capital gains. Thus, the maximum rate of tax on the net capital
gains of a corporation is 35 percent. A corporation may not deduct the amount of capital losses
in excess of capital gains for any taxable year. Disallowed capital losses may be carried back
three years and carried forward five years.

Corporations are taxed at lower rates on income from certain domestic production
activities. This rate reduction is effected by the allowance of a deduction equal to a percentage
of qualifying domestic production activities income. The deduction is equal to nine percent of
the income from manufacturing, construction, and certain other activities specified in the Code."

Like individuals, corporations may reduce their tax liability by any applicable tax credits.
Tax credits applicable to businesses include credits for biofuels and renewable power,
investment tax credits (applicable to investment in certain renewable energy property and the
rehabilitation of certain real property), the research credit, the low-income housing credit

' With a nine percent deduction, a corporation is taxed at a rate of 35 percent on only 91 percent of
qualifying income, resulting in an effective tax rate of 0.91 * 35, or 31.85 percent. A similar reduction applies to the
graduated rates applicable to individuals with qualifying domestic production activities income.
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(applicable to investment in certain low-income housing projects), the empowerment zone
employment credit (applicable to wages paid to certain residents of, or employees in,
empowerment zones), the work opportunity credit (applicable to wages paid to individuals from
certain targeted groups), and the disabled access credit (applicable to expenditures by certain
small businesses to make the businesses accessible to disabled individuals). Unused credits
generally may be carried back one year and carried forward twenty years.

A foreign tax credit is available, subject to limitations, for certain foreign income taxes
paid or accrued. Foreign income taxes limited in a tax year may be carried back one year or
forward ten years.

Affiliated group

Domestic corporations that are affiliated through 80 percent or more corporate ownership
may elect to file a consolidated return in lieu of filing separate returns. Corporations filing a
consolidated return generally are treated as a single corporation; thus, the losses of one
corporation can offset the income (and thus reduce the otherwise applicable tax) of other
affiliated corporations.

Minimum tax

A corporation is subject to an alternative minimum tax that is payable, in addition to all
other tax liabilities, to the extent that it exceeds the corporation’s regular income tax liability.
The tax is imposed at a flat rate of 20 percent on alternative minimum taxable income in excess
of a $40,000 exemption amount.”’ Credits that are allowed to offset a corporation’s regular tax
liability generally are not allowed to offset its minimum tax liability. If a corporation pays the
alternative minimum tax, the amount of the tax paid is allowed as a credit against the regular tax
in future years.

Alternative minimum taxable income is the corporation’s taxable income increased by
the corporation’s tax preferences and adjusted by determining the tax treatment of certain items
in a manner that negates the deferral of income resulting from the regular tax treatment of those
items. Among the preferences and adjustments applicable to the corporate alternative minimum
tax are accelerated depreciation on certain property, certain expenses and allowances related to
oil and gas and mining exploration and development, certain amortization expenses related to
pollution control facilities, and certain tax-exempt interest income. In addition, corporate
alternative minimum taxable income is increased by 75 percent of the amount by which the
corporation’s “adjusted current earnings” exceed its alternative minimum taxable income
(determined without regard to this adjustment). Adjusted current earnings generally are
determined with reference to the rules that apply in determining a corporation’s earnings and
profits.

* The exemption amount is phased out for corporations with income above certain threshold, and is
completely phased out for corporations with alternative minimum taxable income of $310,000 or more.
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Treatment of corporate distributions

The taxation of a corporation generally is separate and distinct from the taxation of its
shareholders. A distribution by a corporation to one of its shareholders generally is taxable as a
dividend to the shareholder to the extent of the corporation’s current or accumulated earnings
and profits.”' Thus, the amount of a corporate dividend generally is taxed twice: once when the
income is earned by the corporation and again when the dividend is distributed to the
shareholder.”> Conversely, amounts paid as interest to the debtholders of a corporation generally
are subject to only one level of tax (at the recipient level) since the corporation generally is
allowed a deduction for the amount of interest expense paid or accrued.

Amounts received by a shareholder in complete liquidation of a corporation generally are
treated as full payment in exchange for the shareholder’s stock. A liquidating corporation
recognizes gain or loss on the distributed property as if such property were sold to the distributee
for its fair market value. However, if a corporation liquidates a subsidiary corporation of which
it has 80 percent or more control, no gain or loss generally is recognized by either the parent
corporation or the subsidiary corporation.

Accumulated earnings and personal holding company taxes

Taxes at a rate of 20 percent (the top rate generally applicable to dividend income of
individuals) may be imposed upon the accumulated earnings or personal holding company
income of a corporation. The accumulated earnings tax may be imposed if a corporation retains
earnings in excess of reasonable business needs. The personal holding company tax may be
imposed upon the excessive passive income of a closely held corporation. The accumulated
earnings tax and the personal holding company tax, when they apply, in effect impose the
shareholder level tax in addition to the corporate level tax on accumulated earnings or
undistributed personal holding company income.

21 A distribution in excess of the earnings and profits of a corporation generally is a tax-free return of
capital to the shareholder to the extent of the sharcholder’s adjusted basis (generally, cost) in the stock of the
corporation; such distribution is a capital gain if in excess of basis. A distribution of property other than cash
generally is treated as a taxable sale of such property by the corporation and is taken into account by the
shareholder at the property’s fair market value. A distribution of stock of the corporation generally is not a taxable
event to either the corporation or the shareholder.

* This double taxation is mitigated by a reduced tax rate generally applicable to dividend income of
individuals.
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C. Estate, Gift and Generation-Skipping Transfer Taxes

The United States generally imposes a gift tax on any transfer of property by gift made by
a U.S. citizen or resident, whether made directly or indirectly and whether made in trust or
otherwise. Nonresident aliens are subject to the gift tax with respect to transfers of tangible real
or personal property where the property is located in the United States at the time of the gift.
The gift tax is imposed on the donor and is based on the fair market value of the property
transferred. Deductions are allowed for certain gifts to spouses and to charities. Annual gifts of
$14,000 (for 2013) or less per donor and per donee generally are not subject to tax.

An estate tax also is imposed on the taxable estate of any person who was a citizen or
resident of the United States at the time of death, and on certain property belonging to a
nonresident of the United States that is located in the United States at the time of death. The
estate tax is imposed on the estate of the decedent and generally is based on the fair market value
of the property passing at death.”> The taxable estate generally equals the worldwide gross estate
less certain allowable deductions, including a marital deduction for certain bequests to the
surviving spouse of the decedent and a deduction for certain bequests to charities.

The gift and estate taxes are unified such that a single graduated rate schedule and
effective exemption amount apply to an individual’s cumulative taxable gifts and bequests. The
unified estate and gift tax rates begin at 18 percent on the first $10,000 in cumulative taxable
transfers and reach 40 percent on cumulative taxable transfers over $1,000,000. A unified credit
of $2,045,800 (for 2013) is available with respect to taxable transfers by gift or at death. This
credit effectively exempts a total of $5.25 million®* (for 2013) in cumulative taxable transfers
from the gift tax or the estate tax. The unified credit thus generally also has the effect of
rendering the marginal rates below 40 percent inapplicable. Unused exemption as of the death of
a spouse generally is available for use by the surviving spouse; this feature of the law sometimes
is referred to as exemption portability.

A separate transfer tax is imposed on generation-skipping transfers in addition to any
estate or gift tax that is normally imposed on such transfers. This tax generally is imposed on
transfers, either directly or through a trust or similar arrangement, to a beneficiary in more than

 In addition to interests in property owned by the decedent at the time of death, the Federal estate tax also
is imposed on (1) life insurance that was either payable to the decedent’s estate or in which the decedent had an
incident of ownership at death, (2) property over which the decedent had a general power of appointment at death,
(3) annuities purchased by the decedent or his employer that were payable to the decedent before death, (4) property
held by the decedents as joint tenants, (5) property transferred by the decedent before death in which the decedent
retained a life estate or over which the decedent had the power to designate who will possess or enjoy the property,
(6) property revocably transferred by the decedent before death, and (7) certain transfers taking effect at the death of
the decedent.

* The Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010, Pub. L. No.
111-312, establishes an exemption amount of $5 million for 2010 and 2011 and indexes this amount for inflation for
years after 2011. The American Taxpayer Relief Act of 2012 makes permanent the exemption provisions of the
2010 Act.
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one generation below that of the transferor. For 2013, the generation-skipping transfer tax is
imposed at a flat rate of 40 percent on generation-skipping transfers in excess of $5.25 million.
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D. Social Insurance Taxes

In general

Social Security benefits and certain Medicare benefits are financed primarily by payroll
taxes on covered wages. The Federal Insurance Contributions Act (“FICA”) imposes tax on
employers based on the amount of wages paid to an employee during the year. The tax imposed
is composed of two parts: (1) the old age, survivors, and disability insurance (“OASDI”) tax
equal to 6.2 percent of covered wages up to the taxable wage base ($113,700 in 2013); and (2)
the Medicare hospital insurance (“HI”") tax amount equal to 1.45 percent of covered wages.” In
addition to the tax on employers, each employee is subject to FICA taxes equal to the amount of
tax imposed on the employer. The employee level tax generally must be withheld and remitted
to the Federal government by the employer.

As a parallel to FICA taxes, the Self-Employment Contributions Act (“SECA”) imposes
taxes on the net income from self-employment of self-employed individuals. The rate of the
OASDI portion of SECA taxes is equal to the combined employee and employer OASDI FICA
tax rates and applies to self-employment income up to the FICA taxable wage base. Similarly,
the rate of the HI portion is the same as the combined employer and employee HI rates and there
is no cap on the amount of self-employment income to which the rate applies.*®

In addition to FICA taxes, employers are subject to a Federal unemployment insurance
payroll tax equal to 6 percent of the total wages of each employee (up to $7,000) on covered
employment. Employers are eligible for a Federal credit equal to 5.4 percent for State
unemployment taxes, yielding a 0.6 percent effective tax rate. Federal unemployment insurance
payroll taxes are used to fund programs maintained by the States for the benefit of unemployed
workers.

Additional hospital insurance tax on certain high-income individuals

For remuneration received in taxable years beginning after December 31, 2012, the
employee portion of the HI tax is increased by an additional tax of 0.9 percent on wages received
in excess of a specific threshold amount.”” However, unlike the general 1.45 percent HI tax on
wages, this additional tax is on the combined wages of the employee and the employee’s spouse,
in the case of a joint return. The threshold amount is $250,000 in the case of a joint return,

5 Since 1994, the HI payroll tax has not been subject to a wage cap.

2% For purposes of computing net earnings from self-employment, taxpayers are permitted a deduction
equal to the product of the taxpayer’s earnings (determined without regard to this deduction) and one-half of the sum
of the rates for OASDI (12.4 percent) and HI (2.9 percent), i.e., 7.65 percent of net earnings. This deduction reflects
the fact that the FICA rates apply to an employee’s wages, which do not include FICA taxes paid by the employer,
whereas a self-employed individual’s net earnings are economically equivalent to an employee’s wages plus the
employer share of FICA taxes.

7 Sec. 3101(b), as amended by the Patient Protection and Affordable Care Act (“PPACA”), Pub. L. No.
111-148.
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$125,000 in the case of a married individual filing a separate return, and $200,000 in any other
case (unmarried individual, head of household or surviving spouse).*®

The same additional HI tax applies to the HI portion of SECA tax on self-employment
income in excess of the threshold amount. Thus, an additional tax of 0.9 percent is imposed on
every self-employed individual on self-employment income in excess of the threshold amount.”

2 These threshold amounts are not indexed for inflation.

¥ Sec. 1402(b).
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E. Major Excise Taxes

The Federal tax system imposes excise taxes on selected goods and services. Generally,
excise taxes are taxes imposed on a per unit or ad valorem (i.e., percentage of price) basis on the
production, importation, or sale of a specific good or service. Among the goods and services
subject to U.S. excise taxes are motor fuels, alcoholic beverages, tobacco products, firearms, air
and ship transportation, certain environmentally hazardous products (e.g., the tax on ozone
depleting chemicals, and a tax on crude oil and certain petroleum products to fund the Oil Spill
Liability Trust Fund), coal, certain telephone communications (e.g. local service), certain
wagers, certain medical devices, indoor tanning services, and vehicles lacking in fuel
efficiency.’® Additionally, an annual fee is imposed on certain manufacturers and importers of
branded prescription drugs pursuant to specified government programs. The largest excise taxes
in terms of revenue (for fiscal year 2010) are those for gasoline motor fuel ($25.1 billion),
domestigzlcigarettes ($14.9 billion), diesel motor fuel ($8.6 billion), and domestic air tickets ($7.6
billion).

Revenues from certain Federal excise taxes are dedicated to trust funds (e.g., the
Highway Trust Fund) for designated expenditure programs, and revenues from other excise taxes
(e.g., alcoholic beverages) go to the General Fund for general purpose expenditures.

Table 4.-2013 Federal Excise Tax Rates for Selected Taxed
Products or Services

Gasoline Motor Fuel 18.3 cents per gallon
Diesel Motor Fuel 24.3 cents per gallon
Domestic Cigarettes $50.33 per thousand small cigarettes;

$105.69 per thousand large cigarettes.

Domestic Air Tickets 7.5 percent of fare, plus $3.90 (2013)
per domestic flight segment generally.

3% See Joint Committee on Taxation, Present Law and Background Information on Federal Excise Taxes
(JCX-1-11), January 2011, for a description the various Federal excise taxes.

3! Internal Revenue Service, Statistics of Income Bulletin, Historical Table 20, “Federal Excise Taxes
Reported to or Collected By the Internal Revenue Service, Alcohol and Tobacco Tax and Trade Bureau, and
Customs Service, By Type of Excise Tax, Fiscal Years 1999-2010,” http://www.irs.gov/pub/irs-soi/histab20.xls
(2011).
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II. DETAILS OF PRESENT LAW BY WORKING GROUP TOPIC AREA
A. Present Law: Charitable/Exempt Organizations
1. Tax-exempt status

Overview of the Tax-Exempt Sector

Since the inception of the Federal income tax, the Congress has exempted certain types of
entities from income taxation. Many exempt entities, such as charitable organizations, are
familiar. Yet charitable organizations are but one type of exempt entity. The benefit of tax
exemption is extended to groups as diverse as social welfare organizations, title holding
companies, fraternal organizations, small insurance companies, credit unions, cooperative
organizations, political organizations, and cemetery companies.

There are now 29 different types of organizations listed in the main exemption section of
the Code (section 501(c)), and numerous other exemptions provided elsewhere. As of February
11, 2013, there were more than 1.43 million tax-exempt section 501(c) organizations listed in the
IRS Business Master File, of which more than 1.06 million were charitable organizations
described in section 501(c)(3) of the Code.*?

The following table lists types of section 501(c) organizations by subsection of the Code
and summarizes selected operational rules.

32 This figure excludes roughly half of an estimated 300,000 religious congregations, which are not
required to apply for recognition of exempt status or file annual information returns with the IRS.
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Common Tax Law Features of Exempt Organizations

In general

Despite varying standards regarding qualification for exempt status, different categories
of exempt organizations share some common characteristics. For example, many types of
exempt organizations are subject to a prohibition against “private inurement,” and most exempt
organizations are subject to the general rules regarding the taxation of unrelated business income.
Contributions to a limited number of exempt organizations are deductible as charitable
contributions, while contributions to others may be deductible as a business expense but not as a
charitable contribution. Most exempt organizations also are subject to rules regarding lobbying
and political campaign activities and are required to file annual information returns. These
characteristics, each common to two or more categories of exempt organization, are discussed in
the following subsections.

Private inurement prohibition

The doctrine of private inurement generally prohibits an exempt organization from using
its assets for the benefit of a person or entity with a close relationship to the organization. The
private inurement prohibition applies to the following categories of exempt organizations:
charitable organizations (section 501(c)(3));* social welfare organizations (section 501(c)(4));
agricultural, horticultural, and labor organizations (section 501(c)(5));’* business leagues, trade
associations, and other organizations exempt from tax under section 501(c)(6); social clubs
(section 501(c)(7)); voluntary employees’ beneficiary associations (section 501(c)(9)); teachers’
retirement fund associations (section 501(c)(11)); cemetery companies (section 501(c)(13));
veterans’ organizations (section 501(c)(19)); high-risk individuals health care coverage
organizations (501(c)(26)); qualified nonprofit health insurance issuers (sec. 501(c)(29));
shipowners’ protection and indemnity associations (sec. 526); and homeowners associations (sec.
528).

Section 501(c)(3) provides that an organization will qualify for charitable exempt status
only if “no part of the net earnings [of the organization] inures to the benefit of any private
shareholder or individual.” Other sections of the Code describe the inurement prohibition using
similar language. The regulations under section 501(a), which generally apply to organizations
subject to the inurement proscription, define “private shareholder or individual” as “persons
having a personal and private interest in the activities of the organization.”> Inurement thus

33 Certain organizations are treated as charitable organizations described within section 501(c)(3) but are
described elsewhere within section 501, namely cooperative hospital service organizations (sec. 501(e)), cooperative
service organizations of operating educational organizations (sec. 501(f)), child care organizations (sec. 501(k)), and
charitable risk pools (sec. 501(n)). Such organizations are subject to the private inurement prohibition.

** Although section 501(c)(5) of the Code does not state that section 501(c)(5) organizations are subject to
the inurement prohibition, the Treasury regulations extend the prohibition to such organizations. Treas. Reg. sec.

1.501(c)(5)-1(a)(1).

* Treas. Reg. sec. 1.501(a)-1(c).
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applies to transactions between applicable exempt organizations and persons sometimes deemed
“insiders” of the organization, such as directors, officers, and key employees. The issue of
private inurement often arises where an organization pays unreasonable compensation (i.e., more
than the value of the services) to such an insider. However, the inurement prohibition is
designed to reach any transaction through which an insider is unduly benefited by an
organization, either directly or indirectly.

There is no “de minimis” exception under the inurement prohibition, and an organization
that engages in an inurement transaction may face revocation of its exempt status. Until 1996,
there was no sanction short of revocation of exempt status in the event of an inurement
transaction. In 1996, however, Congress imposed excise taxes, frequently referred to as
“intermediate sanctions,” on “excess benefit transactions” between certain exempt organizations
and “disqualified persons.”® The intermediate sanctions rules, which apply only to transactions
involving organizations exempt under sections 501(c)(3) and 501(c)(4), impose excise taxes on a
disqualified person who receives an excess benefit and, under certain circumstances, on
organization managers who approved the transaction. No such sanctions are presently imposed
against the organization itself.

Unrelated business income tax

In general

An exempt organization generally may have revenue from four sources: contributions,
gifts, and grants; trade or business income that is related to exempt activities (e.g., program
service revenue); investment income; and trade or business income that is not related to exempt
activities. The Federal income tax exemption generally extends to the first three categories, and
does not extend to an organization’s unrelated trade or business income. In some cases,
however, the investment income of an organization is taxed as if it were unrelated trade or
business income.”’

The unrelated business income tax was introduced in 1950 to address the problem of
unfair competition between for profit companies and nonprofit organizations conducting an
unrelated for profit activity. The unrelated business income tax generally applies to income
derived from a trade or business regularly carried on by the organization that is not substantially
related to the performance of the organization’s tax-exempt functions.”® Most exempt

% Disqualified persons essentially are insiders of the organization, including those in a position to exercise
substantial influence over the organization, as defined in section 4958.

37 This is the case for social clubs (sec. 501(c)(7)), voluntary employees’ beneficiary associations (sec.
501(c)(9)), and organizations and trusts described in section 501(c)(17) and 501(c)(20). Sec. 512(a)(3). The
investment income of certain non-501(c) and non-401(a) organizations not subject to the general unrelated business
income tax rules also is subject to taxation. See, e.g., sec. 527 (political organizations).

38 Secs. 511-514.
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organizations are subject to the tax.”” An organization that is subject to the unrelated business
income tax and that has $1,000 or more of gross unrelated business taxable income must report
that income on Form 990-T (Exempt Organization Business Income Tax Return).

Most exempt organizations may operate an unrelated trade or business so long as it is not
a primary purpose of the organization. Therefore, an organization may engage in a substantial
amount of unrelated business activity without jeopardizing exempt status.”’ By contrast, a
charitable4?rganization may not operate an unrelated trade or business as a substantial part of its
activities.

Certain types of income are specifically exempt from the unrelated business income tax,
such as dividends, interest, royalties, and certain rents, unless derived from debt-financed
property or from certain 50-percent controlled subsidiaries. Other exemptions from the unrelated
business income tax are provided for activities in which substantially all the work is performed
by volunteers, for income from the sale of donated goods, and for certain activities carried on for
the convenience of members, students, patients, officers, or employees of a charitable
organization. In addition, special unrelated business income tax provisions exempt from tax
certain activities of trade shows and State fairs, income from bingo games, and income from the
distribution of certain low-cost items incidental to the solicitation of charitable contributions.
Organizations liable for tax on unrelated business taxable income may be liable for alternative
minimum tax determined after taking into account adjustments and tax preference items.

Treatment of income from controlled entities

Section 512(b)(13) provides special rules regarding income derived by an exempt
organization from a controlled subsidiary, and generally treats otherwise excluded rent, royalty,
annuity, and interest income as unrelated business income if such income is received from a
taxable or tax-exempt subsidiary that is 50 percent controlled by the parent tax-exempt
organization. Interest, rent, annuity, or royalty payments made by a controlled entity to a tax-
exempt organization are includable in the latter organization’s unrelated business income and are
subject to the unrelated business income tax to the extent the payment reduces the net unrelated
income (or increases any net unrelated loss) of the controlled entity (determined as if the entity
were tax exempt).

Under a special, temporary rule for payments made pursuant to binding written contracts
in effect on August 17, 2006, the income inclusion rule of section 512(b)(13) applies only to the
extent the payment received or accrued by the controlling exempt organization exceeds the

¥ Organizations subject to the unrelated business income tax include all organizations described in section
501(c) (except for U.S. instrumentalities and certain charitable trusts), qualified pension, profit-sharing, and stock
bonus plans described in section 401(a), and certain State colleges and universities. Sec. 511(a)(2).

0 Because the exempt purposes of organizations differ, there may be differences in application of the
unrelated business income tax rules, in particular, the determination of whether an activity is substantially related to

an organization’s exempt purposes.

*I Treas. Reg. sec. 1.501(c)(3)-1(e).
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amount that would have been paid in an arm’s-length transaction. The special rule does not
apply to payments received or accrued after December 31, 2013.%

Contributions

As discussed in greater detail below, another feature of a minority of tax-exempt
organizations is that contributions to such organizations may be deductible by the donor as
charitable contributions for income, estate, and gift tax purposes. Contributions to charitable
organizations, for example, generally are deductible for income, estate, and gift tax purposes,
although the amount of deduction may be affected by such factors as the recipient organization’s
classification as a public charity or private foundation (discussed below) and the type of property
contributed. Other types of organizations that are eligible recipients of charitable contributions
include: certain Federal, State, and local government entities, if the contribution is exclusively
for public purposes; certain fraternal beneficiary societies, if the contributions are used for
charitable purposes; cemetery companies, if the contributions are used for certain purposes; and
certain organizations of war veterans.*

Contributions to other types of exempt organizations generally are not deductible as
charitable contributions. Under certain circumstances, however, contributions to a membership
organization, such as a social welfare organization or trade association, may be deductible as a
business expense under section 162.

Lobbyving and political campaign activities

Tax-exempt organizations are also subject to rules regarding the permissible level of
lobbying and political campaign activities. In general, the lobbying and political activity rules
applicable to charitable organizations are more limiting than the rules applicable to other types of
exempt organizations.

Charitable organizations may engage in only a limited amount of lobbying.** Other types
of exempt organizations, however, generally are not limited in their lobbying activities, so long
as the lobbying is related to exempt purposes.

Charitable organizations are subject to an absolute prohibition on political campaign
activity, which is defined as “participat[ing] in, or interven[ing] in (including the publishing or
distributing of statements), any political campaign on behalf of (or in opposition to) any

2 Sec. 512(b)(13)(E).

# Sec. 170(c). Certain contributions to cemetery companies are deductible for income tax purposes, but
not for estate or gift tax purposes. Otherwise, the categories of eligible recipients of deductible charitable
contributions are largely coextensive for income, estate, and gift tax purposes. See secs. 170(c), 2055(a), and
2522(a).

* Lobbying activities of charitable private foundations constitute prohibited “taxable expenditures.” See
Part I1.D.
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candidate for public office.” Other exempt organizations, including section 501(c)(4) social
welfare organizations, generally may engage in political campaign activities so long as such
activity is not a primary activity of the organization. Certain expenditures for political activities
may, however, cause an organization to be subject to tax on such expenditures.*®

Information returns

Exempt organizations are required to file an annual information return, Form 990 (Return
of Organization Exempt From Income Tax), stating specifically the items of gross income,
receipts, disbursements, and such other information as the Secretary may prescribe.”” Exempt
from the requirement are churches, their integrated auxiliaries, and conventions or associations
of churches; the exclusively religious activities of any religious order; certain State institutions
whose income is excluded from gross income under section 115; an interchurch organization of
local units of a church; certain mission societies; certain church-affiliated elementary and high
schools; and certain other organizations, including some that the IRS has relieved from the filing
requirement pursuant to its statutory discretionary authority.**

An organization that is required to file an information return, but that has gross receipts
of less than $200,000 during its taxable year, and total assets of less than $500,000 at the end of
its taxable year, may file Form 990-EZ. If an organization normally has gross receipts of
$50,000 or less, it must file Form 990-N (“e-postcard”), if it chooses not to file Form 990 or
Form 990-EZ. Private foundations are required to file Form 990-PF rather than Form 990.

Section 501(c¢)(3) Organizations

In general

The charitable sector® (i.e., organizations described in section 501(c)(3)) is a significant
part of the national economy. In general, the requirements for exempt status of an organization
under section 501(c)(3) of the Code are that (1) the organization must be organized and operated
exclusively for certain purposes; (2) there must not be private inurement to organization insiders;
(3) there must be no more than an incidental private benefit to private persons who are not
organization insiders; (4) no substantial part of the organization’s activities may be lobbying; and
(5) the organization may not participate or intervene in political campaign activities. Permitted

# Sec. 501(c)(3).

% Sec. 527(f).

7 Sec. 6033(a). An organization that has not received a determination of its tax-exempt status, but that
claims tax-exempt status under section 501(a), is subject to the same annual reporting requirements and exceptions
as organizations that have received a tax-exemption determination.

#® Sec. 6033(a)(2)(A); Treas. Reg. secs. 1.6033-2(a)(2)(i) and (g)(1).

* The word “charitable” generally is used in this pamphlet to include any of the purposes described in
section 501(¢c)(3), e.g., religious, educational, scientific, and other.
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purposes are religious, charitable, scientific, testing for public safety, literary, educational, the
fostering of national or international amateur sports competition, or the prevention of cruelty to
children or animals. Failure to satisfy any of these requirements should result in an organization
not qualifying for exempt status under section 501(c)(3), or should result in a loss of such status
once a violation is detected by the IRS.

Threshold requirements for exempt status

Organizational and operational tests

Most of the Federal law of charitable organizations is designed around ensuring that each
of the above requirements is satisfied by an organization initially and on an ongoing basis. By
statute, an organization qualifies as charitable only if it is organized and operated exclusively for
exempt purposes. The regulations require in addition that an organization serve a public rather
than a private interest.”

Satisfaction of the organizational test may be achieved by adopting certain formal
requirements in the founding documents of the organization. For example, an organization must
limit its purposes to one or more exempt purposes and must not be permitted to engage in
activities that do not further exempt purposes (except to an insubstantial extent). Thus, a
charitable organization may not have something noncharitable as its purpose.’’ In addition, the
organizational documents generally must prohibit violation of the lobbying and legislative
prohibitions, and must provide that the organization’s assets are dedicated to an exempt purpose
in perpetuity.”®> An organization’s assets are considered dedicated to an exempt purpose if, for
example, upon dissolution, such assets are distributed for one or more exempt purposes, or to the
Federal government, or to a State or local government, for a public purpose.” An organization
fails the organizational test if its articles of organization empower it to engage in activities that
characterize it as an ‘“action” organization, e.g., if its primary purpose may be accomplished only
by legislation and it advocates for such aim.

The operational test generally requires that an organization operate consistent with the
requirements of the Code, i.e., the private inurement, lobbying, and political activities rules must
be adhered to in the organization’s operations.”* Violation of such requirements means an
organization fails the operational test, is therefore not operated exclusively for charitable
purposes, and should lose tax-exempt status.

%0 Treas. Reg. sec. 1.501(c)(3)-1(d)(1)(ii) and (iii).

> This is so even if the organization’s operations are consistent with charitable purposes. Treas. Reg. sec.

1.501(c)(3)-1(b)(1)(iv).
%2 See Treas. Reg. sec. 1.501(c)(3)-1(b)(3) and (4).
3 Treas. Reg. sec. 1.501-1(b)(4).

> See Treas. Reg. sec. 1.501(c)(3)-1(c).

33



The operational test enforces and explicates the Code requirement that an organization be
operated exclusively for exempt purposes. Under Treasury regulations, an organization is
regarded as operating exclusively for exempt purposes “only if it engages primarily in activities
which accomplish” exempt purposes.”> “An organization will not be so regarded if more than an
insubstantial part of its activities is not in furtherance of an exempt purpose.”® Thus, under the
regulations, “exclusively” is not given its common sense meaning of “solely” but rather is
construed as “primarily,” with the result that an organization may to a certain extent be operated
for nonexempt purposes.”’ In other words, the law expressly permits a charitable organization to
conduct activities that do not accomplish exempt purposes, so long as such activities are not
substantial. In addition, as held by the Supreme Court, “the presence of a single [nonexempt]
purpose, if substantial in nature, will destroy the exemption regardless of the number or
importance of truly [exempt] purposes.”® Applying this test, the Court held that an organization
with an “important” nonexempt purpose was subject to tax. Thus, under the regulation,
insubstantial nonexempt activities are consistent with exempt status, and, under the Court’s
holding, nonsubstantial nonexempt purposes are consistent with exempt status.

Prohibitions against private inurement and private benefit

Section 501(c)(3) organizations are subject to the prohibition against private inurement,
discussed above, which generally prohibits an organization from using its assets for the benefit
of a person or entity with a close relationship to the organization. In addition, section 501(c)(3)
organizations (but not other tax-exempt organizations) are subject to a prohibition against private
benefit. Unlike the absolute prohibition against private inurement, de minimis private benefit is
permitted.

Political and lobbying activities of charitable organizations

Charitable organizations are prohibited from engaging in political campaign activity and
face limits on the amount of permissible lobbying activity.

Lobbying activities.—As noted, under present law, an organization does not qualify for
tax-exempt status as a charitable organization unless “no substantial part” of its activities
constitutes “carrying on propaganda, or otherwise attempting, to influence legislation”
(commonly referred to as “lobbying™).”’ Public charities may engage in limited lobbying
activities, provided that such activities are not substantial, without losing their tax-exempt status

> Treas. Reg. sec. 1.501(c)(3)-1(c)(1) (emphasis added).

% Treas. Reg. sec. 1.501(c)(3)-1(c)(1).

> As a practical matter, if “exclusively” were construed by regulations in its ordinary sense, an
organization would not be permitted to engage in unrelated business income tax activities, rendering the unrelated
business income tax rules moot.

% Better Business Bureau of Washington, D.C. v. United States, 326 U.S. 279, 283 (1945).

9 Sec. 501(c)(3).

34



and generally without being subject to tax. In contrast, private foundations are subject to a
restriction that lobbying activities, even if insubstantial, may result in the foundation being
subject to penalty excise taxes.”

For purposes of determining whether lobbying activities are a substantial part of a public
charity’s overall functions, a public charity may choose between two standards, the “substantial
part” test or the “expenditure” test.®’ The substantial part test derives from the statutory
language quoted above and uses a facts and circumstances approach to measure the permissible
level of lobbying activities. The expenditure test sets specific dollar limits, calculated as a
percentage of a charity’s total exempt purpose expenditures, on the amount a charity may spend
to influence legislation.”

Political campaign activities.—As noted, under present law, charitable organizations may
not participate in, or intervene in (including the publishing or distributing of statements), any
political campaign on behalf of (or in opposition to) any candidate for public office.” The
prohibition on such political campaign activity is absolute and, in general, includes activities
such as making contributions to a candidate’s political campaign, endorsements of a candidate,
lending employees to work in a political campaign, or providing facilities for use by a candidate.
Many other activities may constitute political campaign activity, depending on the facts and
circumstances. The sanction for a violation of the prohibition is loss of the organization’s tax-
exempt status.

For organizations that engage in prohibited political campaign activity, the Code provides
three penalties that may be applied either as alternatives to revocation of tax exemption or in
addition to loss of tax-exempt status: an excise tax on political expenditures,* termination
assessment of all taxes due,’” and an injunction against further political expenditures.®

50 Sec. 4945(d)(1).

1 Secs. 501(c)(3), 501(h), and 4911. Churches and certain church-related entities may not choose the
expenditure test. Sec. 501(h)(5).

62 Secs. 501(h) and 4911.
8 Sec. 501(c)(3).

% Sec. 4955.

5 Sec. 6852(a)(1).

% Sec. 7409.
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Public charity versus private foundation

In general

If an organization satisfies each of the requirements for charitable status, there is a further
question of what type of charitable organization it is. A section 501(c)(3) organization is either a
public charity or a private foundation. Certain organizations also may qualify as public charities
as a matter of law (e.g., churches, hospitals). The classification matters because private
foundations generally are subject to more restrictions on their activities than are public charities,
are subject to tax on their net investment income, and contributions to private foundations
generally do not receive as favorable treatment as do contributions to public charities for
purposes of the charitable contribution deduction.

Qualifying as a public charity

An organization may qualify as a public charity in several ways.”” For example:

e It may be a specified type of organization, such as a church, educational institution,
hospital and certain other medical organizations, certain organizations providing
assistance to colleges and universities, or a governmental unit.*®

e It may qualify as a publicly supported public charity if at least one-third of its total
support is from governmental units or the general public,” or, failing this mechanical
test, if it passes a “facts and circumstances” test.”” In general, this includes publicly
or governmentally supported museums of history, art, or science, libraries,
community centers to promote the arts, organizations providing facilities for the
support of an opera, symphony orchestra, ballet, or to the general public, and
organizations such as the American Red Cross.”'

e It may qualify as a publicly supported public charity based on support received
through the operation of trades or businesses that are related to such organizations’
exempt purposes, i.e., if it normally receives more than one-third of its support from a
combination of (1) gifts, grants, contributions, or membership fees and (2) certain
gross receipts from admissions, sales of merchandise, performance of services, and

7 The Code does not expressly define the term “public charity,” but rather provides exceptions to those
entities that are treated as private foundations.

8 Sec. 509(a)(1) (referring to sections 170(b)(1)(A)(i) through (iv) for a description of these
organizations).

% Treas. Reg. sec. 1.170A-9(e)(2).
0 Treas. Reg. sec. 1.170A-9(e)(3).

' Treas. Reg. sec. 1.170A-9(e)(1)(ii).
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furnishing of facilities in connection with activities that are related to the
organization’s exempt purposes.’”

e It may qualify as a “supporting organization” by providing support to another section
501(c)(3) entity that is not a private foundation.”

e It may qualify by being organized and operated exclusively for testing for public
safety.”

An organization that does not fit within any of the above categories is a private
foundation. In general, private foundations are funded from a limited number of sources (e.g., an
individual, a family, or a corporation).

Private foundation operational rules and excise taxes

Unlike public charities, private foundations are subject to tax on their net investment
income at a rate of 2 percent (1 percent in some cases).”” Private foundations also are subject to
more restrictions on their activities than are public charities. For example, private foundations
are required to make a minimum amount of charitable distributions each year, ® are limited in the
extent to which they may control a business,”” may not make speculative investments,” and may
not make certain expenditures (including expenditures for noncharitable purposes, lobbying,
political activities, grants to individuals without prior IRS approval, grants to organizations other
than public charities and certain foundations unless special procedures are followed).”
Violations result in excise taxes on the foundation and, in the case of speculative investments and
taxable expenditures, on the management of the foundation.

Other Types of Tax-Exempt Organizations

As is discussed above, the benefit of tax exemption is extended to groups as diverse as
social welfare organizations, title holding companies, fraternal organizations, small insurance

2 Sec. 509(a)(2)(A). In addition, the organization must not normally receive more than one-third of its
public support in each taxable year from the sum of (1) gross investment income and (2) the excess of unrelated
business taxable income as determined under section 512 over the amount of unrelated business income tax imposed
by section 511. Sec. 509(a)(2)(B).

3 Sec. 509(a)(3).

™ Sec. 509(a)(4).

75

Sec. 4940.

% Sec. 4942.

7 Sec. 4943.

8 Sec. 4944.

7 Sec. 4945,
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companies, credit unions, cooperative organizations, political organizations, and cemetery
companies. This subsection provides additional information regarding some of the more
common types of organizations, including: social welfare organizations (section 501(c)(4));
labor and horticultural organizations (section 501(c)(5)); business leagues and chambers of
commerce (section 501(c)(6)); political organizations (section 527); governmental entities; and
State credit unions (section 501(c)(14)).

Although these organizations share many of the common tax-law features of exempt
organizations discussed above, each category has unique requirements.

Social welfare organizations

In general

Since 1913, there has been a tax exemption for civic leagues or organizations not
organized for profit but operated exclusively for the promotion of social welfare, and no part of
the net earnings of which inures to the benefit of any private shareholder or individual.*> An
organization is operated exclusively for the promotion of social welfare if it is engaged primarily
in promoting in some way the common good and general welfare of the people of a
community.” For example:

e A nonprofit firefighters’ association that provides firefighters with retirement
benefits, which are funded by government sources and which are the exclusive
retirement benefits provided to these firefighters, qualifies for exemption as a
social welfare organization.™

e An organization that provides and maintains free off-street parking to anyone
visiting a city’s downtown business district qualifies for exemption as a social
welfare organization.™

e A nonprofit organization formed to represent the public interest at legislative and
administrative hearings on tax matters qualifies for exemption as a social welfare
organization.™

8 Tariff Act of 1913, ch. 16, sec. 11(G)(a), 38 Stat. 172; sec. 501(c)(4). The private inurement prohibition
was enacted in 1996. Exemption under section 501(c)(4) also includes exemption for certain local associations of
employees meeting certain membership requirements. This exemption was introduced in 1924. Revenue Act of
1924, ch. 234, sec. 231(8), 43 Stat. 282.

81 Treas. Reg. sec. 1.501(c)(4)-1(a)(2).
82 Rev. Rul. 87-126, 1987-2 C.B. 150.
8 Rev. Rul. 81-116, 1981-1 C.B. 333.

8 Rev. Rul. 71-530, 1971-2 C.B. 237.
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Lobbying and political activities

The promotion of social welfare does not include direct or indirect participation or
intervention in political campaigns on behalf of or in opposition to any candidate for public
office; however, social welfare organizations are permitted to engage in political campaign
activity so long as it is not the organization’s primary activity. The lobbying activities of a social
welfare organization generally are not limited. An organization is not operated primarily for the
promotion of social welfare if its primary activity is operating a social club for the benefit,
pleasure, or recreation of its members, or is carrying on a business with the general public in a
manner similar to organizations that are operated for profit.

Comparison with section 501(c)(3) organizations

The concept of “social welfare” for purposes of section 501(c)(4) overlaps considerably
with the definition of “charitable” under section 501(c)(3). As a result, many organizations
could qualify for exemption under either section.®” However, an organization’s choice between
social welfare status and charitable status will result in different benefits and burdens. For
example, a donor to a charitable organization may take a charitable deduction, whereas a donor
to a social welfare organization may not take a charitable deduction. As a result, charitable
organizations are generally viewed as having an advantage in attracting contributions.

On the other hand, social welfare organizations have greater operational flexibility than
charitable organizations. For example, whereas social welfare organizations may engage in an
unlimited amount of lobbying without jeopardizing their exempt status, charitable organizations
may engage in only a limited amount of lobbying.*® In addition, while social welfare
organizations may engage in political campaign activity so long as it is not a primary activity of
the organization, charitable organizations are prohibited from engaging in any political campaign
activity.®” Social welfare organizations need not, but may, seek formal IRS recognition of
exempt status, whereas charitable organizations are required to file an application for recognition
of exemption.*®

% The regulations under both sections recognize an overlap in exempt purposes. See Treas. Reg. sec.
1.501(c)(3)-1(d)(2) (definition of “charitable” for purposes of section 501(c)(3) includes the promotion of social
welfare); Treas. Reg. sec. 1.501(c)(4) (providing that a social welfare organization will qualify for exemption as a
charitable organization if it falls within the definition of “charitable” under section 501(c)(3) and meets certain other
requirements).

% Compare sec. 501(c)(3) and Treas. Reg. sec. 1.501(c)(3)-1(c)(3) with sec. 501(c)(4).

¥ Compare sec. 501(c)(3) with sec. 501(c)(4) and Treas. Reg. sec. 1.501(c)(4)-1(a)(2)(ii).

8 Sec. 508(a).
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Labor, agricultural, or horticultural organizations

Since 1909, there has been a tax exemption for certain labor, agricultural,” or
horticultural organizations,”’ no part of the net earnings of which inure to the benefit of any
member. Such organizations must have as their objects the betterment of the conditions of those
engaged in such pursuits, the improvement of the grade of their products, and the development of
a higher degree of efficiency in their respective occupations.”’ Labor unions are the typical
example of a labor organization.

An organization generally is not exempt under this provision if its principal activity is to
receive, hold, invest, disburse, or otherwise manage funds associated with savings or investment
plans or programs, including pension or other retirement savings plans or programs.’>
Contributions to labor, agricultural, and horticultural organizations are not deductible as
charitable contributions. However, such payments may be deductible as business expenses if
they are ordinary and necessary in the conduct of the taxpayer’s trade or business.

Business leagues, chambers of commerce, real-estate boards, boards of trade, or
professional football leagues

Since 1913, there has been a tax exemption for business leagues and certain other
organizations not organized for profit, no part of the net earnings of which inures to the benefit
of any private shareholder or individual.”> A business league is an association of persons having
some common business interest, the purpose of which is to promote such common interest and
not to engage in a regular business of a kind ordinarily carried on for profit.”* Such an
organization may not have as its primary activity performing “particular services” for
members.”” Many organizations known as “trade associations” may qualify for exempt status
under this provision. For example, an organization that promotes the commercial fishing
industry in a particular State by publishing information about advances in the industry and other
information of common interest to fishermen in the State qualifies as a trade association under
section 501(c)(6).”°

¥ In 1976, the term “agricultural” was defined as including “the art or science of cultivating land,
harvesting crops or aquatic resources, or raising livestock.” Sec. 501(g).

% 1909 Revenue Act, sec. 38, 36 Stat. 11; sec. 501(c)(5).

1 Treas. Reg. sec. 1.501(c)(5)-1(a).

%2 Treas. Reg. sec. 1.501(c)(5)-1(b).

% Tariff Act of 1913, ch. 16, sec. 11(G)(a), 38 Stat. 172; sec. 501(c)(6).
% Treas. Reg. sec. 1.501(c)(6)-1.

% Treas. Reg. sec. 1.501(c)(6)-1.

% Rev. Rul. 75-287, 1975-2 C.B. 211.
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Contributions to these types of organizations are not deductible as charitable
contributions; however, they may be deductible as trade or business expenses if ordinary and
necessary in the conduct of the taxpayer’s business.

Political organizations

Section 527 provides a limited exemption from Federal income tax of “political
organizations.” Political organizations are defined as a party, committee, association, fund,
account, or other organization (whether or not incorporated) organized and operated primarily
for the purpose of directly or indirectly accepting contributions or making expenditures (or both)
for an “exempt function.” An “exempt function” is defined, in turn, as influencing or attempting
to influence the selection, nomination, election, or appointment of any individual to any Federal,
State, or local public office or office in a political organization, or the election of Presidential or
Vice-Presidential electors, whether or not such individual or electors are selected, nominated,
elected, or appointed. A political organization will be subject to the highest rate of corporate
income tax on its “political organization taxable income” defined as the organization’s gross
income other than “exempt function income,”” less the deductions directly connected with the
production of such includible gross income.”®

Governmental entities

Income of States, municipalities, other governments

In 1913, Congress specifically provided for exemption for entities that perform an
essential governmental function.” The exemption applies to (1) income derived from any public
utility or the exercise of any essential governmental function and accruing to a State or any
political subdivision thereof, or the District of Columbia; or (2) income accruing to the
government of any possession of the United States, or any political subdivision thereof.

Whether activities involve the exercise of an “essential governmental function” is
generally decided on a case-by-case basis. Relevant factors include whether the activity is one
traditionally considered “governmental,” whether it involves the exercise of a governmental
activity, and the extent of governmental financial interest in the activity. The income must be
derived from a qualifying activity; it is not sufficient that the income be paid over to or benefit a
qualifying activity. The second requirement, that the income “accrue to” a State or political

7 Exempt function income includes amounts received as (1) a contribution of money or other property; (2)
membership dues; (3) proceeds from the conduct of bingo games as described in section 513(f)(2); and (4) proceeds
from a political fund-raising or entertainment event or from the sale of political campaign materials other than
amounts received in the ordinary course of a trade or business. Such amounts are required to be segregated in a
separate account or accounts for the “exempt function” of the organization.

% Sec. 527(c)(1).

% Sec. 115. Separately, the constitutional doctrine of intergovernmental tax immunity generally provides
that the Federal government will not tax the States.
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subdivision, occurs when the State or subdivision has an unrestricted right to a proportionate
share of the income.

Most such entities generally are not subject to taxation on unrelated business taxable
income.'” State colleges and universities, however, generally are subject to unrelated business
income taxation.'”" Contributions to or for the use of State and local governments exclusively
for public purposes generally are deductible for income, estate and gift tax purposes.'®*

United States instrumentalities

Since 1934, there has been exemption for corporations organized under an Act of
Congress, if such corporations are instrumentalities of the United States.'”” U.S.
instrumentalities include the Federal Deposit Insurance Corporation, the Reconstruction Finance
Corporation, Federal Land Banks, Federal National Mortgage Association, Federal Reserve
Banks, the Federal Savings and Loan Insurance Corporation, and the Pennsylvania Avenue
Development Corporation. Federal credit unions organized and operated under the Federal
Credit Union Act are instrumentalities of the United States.'® U.S. instrumentalities are not
subject to taxation on unrelated business taxable income.'” Prior to 1934, exemption for many
U.S. instrumentalities was provided in the act establishing the instrumentality. The general
exemption provision was adopted “to bring the section into accord with the acts authorizing such
exemptions and to avoid the necessity of referring to all such acts.”'*

Indian tribal governments

Since the Indian Tribal Government Tax Status Act of 1982, there has been an exemption
for Indian tribal governments.'”” The exemption expressly provides that Indian tribal
governments are treated as States for certain tax purposes. First, tribal governments may be
recipients of deductible charitable contributions for income, estate, and gift tax purposes.
Second, tribal governments are extended the treatment provided to States under the following
excise taxes: tax on special fuels, manufacturers excise taxes, communications excise tax, and

10 Sec. 511(a)(2)(A).
11 Sec. 511(a)(2)(B).
192 gecs. 170(c)(1), 2055(a)(1), 2522(a)(1).

195 Revenue Act of 1934, sec. 101(15), 48 Stat. 680; sec. 501(c)(1). See sec. 501(1) (listing certain exempt
U.S. instrumentalities).

1% See Rev. Rul. 89-94, 1989-2 C.B. 283. State credit unions are governed by other provisions.

19 Sec. 511(a)(2)(A). Contributions to or for the use of a U.S. instrumentality generally are deductible for
income, estate and gift tax purposes.

1% H R. Rep. No. 704, 73d Cong., 2d Sess. (1934).

197 Pub. L. No. 97-473 (1983); sec. 7871.
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tax on use of certain highway vehicles. Special treatment relating to excise taxes is available to
tribal governments only with regard to transactions involving the exercise of an essential
governmental function'*® by the Indian tribal government. Third, taxes paid to Indian tribal
governments are deductible for income tax purposes to the same extent as State taxes.'” Fourth,
Indian tribal governments may issue tax-exempt bonds and private activity bonds under certain
conditions.

In addition, Indian tribal governments are treated as States for purposes of: (1) unrelated
business income tax rules that apply to State colleges and universities, (2) treatment of amounts
received under a disability and sickness fund maintained by a State, (3) the rules relating to tax-
sheltered annuities, (4) original discount rules, (5) the tax on excess expenditures to influence
legislation, and (6) private foundation rules.

State credit unions

Since 1951, there has been an exemption for credit unions without capital stock organized
and operated for mutual purposes and without profit (not including Federal credit unions that are
exempt as U.S. instrumentalities).''® State law determines whether an organization formed under
the laws of one of the States is a credit union for this purpose.''" If an organization is not formed
and does not operate under a State law governing credit unions, it generally is not a credit union.

2. Deduction for charitable contributions

Overview

In general

The Internal Revenue Code allows taxpayers to reduce their income, estate, and gift tax
liabilities by taking deductions for contributions to certain organizations, including charities,
Federal, State, local and Indian tribal governments, and certain other organizations. The rules
describing these deductions are found in sections 170 (income tax charitable deduction), 2055
(estate tax charitable deduction), and 2522 (gift tax charitable deduction).

To be deductible, a charitable contribution generally must meet several threshold
requirements. First, the recipient of the transfer must be eligible to receive charitable

198 See Secs. 4227, 4484, 6420(i)(4), 6421()(3), and 6427(p)(3), which refer to section 7871 for exemption
provisions. Section 7871(e) limits the term essential governmental function to exclude any function that is not
customarily performed by State and local governments with general taxing powers.

19 Secs. 7871(a)(3) and 164(g)(2).

10 Sec. 501(c)(14)(A). As discussed above, Federal credit unions generally are treated as United States
instrumentalities, exempt from tax under section 501(c)(1).

"' Rev. Rul. 69-282, 1969-1 C.B. 155 (holding that an organization formed under a State’s general

corporation law was not a credit union even though its charter required “mutuality of lender and borrower in the
sense that any person borrowing from the organization must be a member”).
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contributions (i.e., an organization or entity described in section 170(c), 2055(a), or 2522(a)).
Second, the transfer must be made with gratuitous intent and without the expectation of a benefit
of substantial economic value in return. Third, the transfer must be complete and generally must
be a transfer of a donor’s entire interest in the contributed property (i.e., not a contingent or
partial interest contribution). Fourth, the transfer must be of money or property—contributions
of services are not deductible.''* Finally, the transfer must be substantiated and in the proper
form. These requirements are discussed in greater detail below.

As also discussed below, special rules limit a taxpayer’s charitable contributions in a
given year to a percentage of income, and those rules, in part, turn on whether the organization
receiving the contributions is a public charity or a private foundation. Other special rules
determine the deductible value of contributed property for each type of property.

Effect of the deduction on taxable income

Because the charitable contribution deduction is an itemized deduction, its value in any
tax year depends on the relative amount of the taxpayer’s itemized deductions compared to his or
her standard deduction, and the taxpayer’s marginal tax rate.'"

An individual computes his or her taxable income by reducing gross income by the sum
of (i) the deductions allowable in computing adjusted gross income (‘“‘above-the-line
deductions),'"* (ii) either the standard deduction or the sum of the itemized deductions, at the
election of the taxpayer, and (iii) the deduction for personal exemptions. Graduated tax rates are
then applied to a taxpayer’s taxable income to determine his or her income tax liability. A
taxpayer may also reduce his or her income tax liability by certain tax credits. If a taxpayer takes
the standard deduction rather than itemizing deductions in a tax year, then any charitable
contributions the taxpayer makes in that year do not further reduce taxable income.

Overall limit on itemized deductions (“Pease limitation”)

The total amount of most otherwise allowable itemized deductions (including the
charitable deduction) is limited for certain upper-income taxpayers. All other limitations
applicable to such deductions (such as the separate floors) are first applied and, then, the
otherwise allowable total amount of itemized deductions is reduced by three percent of the
amount by which the taxpayer’s adjusted gross income (“AGI”) exceeds a threshold amount.

2 For example, the value of time spent volunteering for a charitable organization is not deductible.
Incidental expenses such as mileage, supplies, or other expenses incurred while volunteering for a charitable
organization, however, may be deductible.

'3 The charitable deduction is also allowed for purposes of calculating alternative minimum taxable
income.

"% Above-the-line deductions include, among other things, trade or business expenses, losses from the sale

or exchange of property, deductions attributable to rents and royalties, contributions to pensions and other retirement
plans, certain moving expenses, and alimony payments.
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For 2013, the threshold amounts are $250,000 for single taxpayers, $275,000 for heads of
household, $300,000 for married couples filing jointly, and $150,000 for married taxpayers filing
separately. These threshold amounts are indexed for inflation for years after 2013. The
otherwise allowable itemized deductions may not be reduced by more than 80 percent by reason
of the overall limit on itemized deductions.

Organizations Eligible to Receive Deductible Charitable Contributions

Section 170 permits donors to deduct contributions to the following kinds of
organizations:
e Governmental entities. A State (including Indian tribal governments)'"> or
United States possession (or political subdivision of either), or the United
States or the District of Columbia, if the contribution is made exclusively for
public purposes.

e Domestic charitable organizations. Specifically, a community chest,
corporation, trust, fund, or foundation, organized or created in the United
States or its possessions, or under the laws of the United States, any State, the
District of Columbia or any possession of the United States, and organized
and operated exclusively for religious, charitable, scientific, literary, or
educational purposes, or to foster national or international amateur sports
competition (but only if no part of its activities involve the provision of
athletic fﬁgilities or equipment), or for the prevention of cruelty to children or
animals.

e Veterans organizations. A war veterans organization or its post, auxiliary,
trust, or foundation organized in the United States or its possessions.

e Domestic fraternal societies. The society must operate under the lodge
system, and the contribution must be used solely for charitable, religious,
scientific, literary, or educational purposes, or for the prevention of cruelty to
children or animals.

'3 Indian tribal governments are treated as States for purposes of deductibility of contributions under
section 170(c). See sec. 7871(a)(1)(A).

1% The Code provides that for a charitable organization to be an eligible donee for income tax purposes, it
must be created or organized in the United States (sec. 170(c)(2)), i.e., it must be a domestic organization; the
corresponding estate and gift tax provisions of the Code include no such explicit requirement (secs. 2055(a)(2) and
2522(a)(2)). However, section 508(d)(2)(B) provides that no income, estate or gift tax charitable deduction is
allowed for a contribution to an organization that has not sought recognition from the IRS of its exempt status under
section 501(c)(3).
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e Cemetery companies.—A nonprofit cemetery company may receive a
deductible contribution if the funds are irrevocably dedicated to the perpetual
care of the cemetery as a whole and not a particular lot or mausoleum crypt.'"”

In general, no income tax deduction is available for gifts to individuals or to
organizations that are not listed under section 170(c). Contributions to the following types of
organizations, for example, typically are not deductible as charitable contributions: most social
welfare organizations (described under section 501(c)(4));''® labor organizations (described
under section 501(c)(5)); business leagues and chambers of commerce (described under section
501(c)(6)); homeowners associations; and charities that are not in the proper organizational form
or are organized in a foreign jurisdiction (as outlined below).

Other Requirements for Charitable Deduction

Donative intent

The term “contribution or gift” is generally interpreted to mean a voluntary transfer of
money or other property without receipt of adequate consideration and with donative intent. A
payment or other transfer to a charity (regardless of whether it is called a “contribution”) is not
deductible if it is made in exchange or in return for an economic benefit.

To the extent a payment exceeds the fair market value of the benefit received from the
charity, the excess portion may be deductible provided that the donor can demonstrate that he or
she transferred the excess to charity with the intention of making a gift.'"

Substantiation and other formal requirements

A donor who claims a deduction for a charitable contribution must maintain reliable
written records regarding the contribution, regardless of the value or amount of such
contribution.'?” In the case of a charitable contribution of money, regardless of the amount,
applicable recordkeeping requirements are satisfied only if the donor maintains as a record of the
contribution a bank record or a written communication from the donee showing the name of the
donee organization, the date of the contribution, and the amount of the contribution. In such
cases, the recordkeeping requirements may not be satisfied by maintaining other written records.

7" Certain contributions to cemetery companies are deductible for income tax purposes, but not for estate
or gift tax purposes. See secs. 170(c), 2055(a), and 2522(a).

"8 In a few limited situations, organizations described in section 501(c)(4) may be eligible donees
described in section 170(c). This might include, for example, certain veterans organizations and certain volunteer
fire companies.

"9 United States v. American Bar Endowment, 477 U.S. 105 (1986). Treas. Reg. sec. 1.170A-1(h).

120 Sec. 170(f)(17).
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No charitable contribution deduction is allowed for a separate contribution of $250 or
more unless the donor obtains a contemporaneous written acknowledgement of the contribution
from the charity indicating whether the charity provided any good or service (and an estimate of
the value of any such good or service) to the taxpayer in consideration for the contribution.'*'

In addition, any charity receiving a contribution exceeding $75 made partly as a gift and
partly as consideration for goods or services furnished by the charity (a “quid pro quo”
contribution) is required to inform the contributor in writing of an estimate of the value of the
goods or services furnished by the charity and that only the portion exceeding the value of the
goods or services is deductible as a charitable contribution.'**

If the total charitable deduction claimed for noncash property is more than $500, the
taxpayer must attach a completed Form 8283 (Noncash Charitable Contributions) to the
taxpayer’s return or the deduction is not allowed.'* In general, taxpayers are required to obtain
a qualified appraisal for donated property with a value of more than $5,000, and to attach an
appraisal summary to the tax return.

Determining the Amount of the Income Tax Charitable Contribution Deduction

For Federal income tax purposes, the deductible portion of a charitable contribution
generally is limited to a percentage of the taxpayer’s income. In addition, in determining the
deductible value of a charitable contribution for income tax purposes, the Code sometimes
requires a reduction from the fair market value of appreciated property, resulting in a deductible
amount (before considering percentage limits on deductibility) equal to the taxpayer’s basis in
the property or to some other amount that is less than the fair market value of the property.

Percentage limits on charitable contributions

Individual taxpavers

Charitable contributions by individual taxpayers are limited to a specified percentage of
the individual’s contribution base. The contribution base is the taxpayer’s AGI for a taxable
year, disregarding any net operating loss carryback to the year under section 172."** In general,
more favorable (higher) percentage limits apply to contributions of cash and ordinary income
property than to contributions of capital gain property. More favorable limits also generally
apply to contributions to public charities (and certain operating foundations) than to
contributions to nonoperating private foundations.

12l Such acknowledgement must include the amount of cash and a description (but not value) of any
property other than cash contributed, whether the donee provided any goods or services in consideration for the
contribution, and a good faith estimate of the value of any such goods or services. Sec. 170(f)(8).

2 Sec. 6115.

13 Sec. 170(f)(11).

124 Sec. 170(b)(1)(G).
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More specifically, the deduction for charitable contributions by an individual taxpayer of
cash and property that is not appreciated to a charitable organization described in section
170(b)(1)(A) (public charities, private foundations other than nonoperating private foundations,
and certain governmental units) may not exceed 50 percent of the taxpayer’s contribution base.
Contributions of this type of property to nonoperating private foundations generally may be
deducted up to the lesser of 30 percent of the taxpayer’s contribution base or the excess of (i) 50
percent of the contribution base over (ii) the amount of contributions subject to the 50 percent
limitation.

Contributions of appreciated capital gain property to public charities and other
organizations described in section 170(b)(1)(A) generally are deductible up to 30 percent of the
taxpayer’s contribution base (after taking into account contributions other than contributions of
capital gain property). An individual may elect, however, to bring all these contributions of
appreciated capital gain property for a taxable year within the 50-percent limitation category by
reducing the amount of the contribution deduction by the amount of the appreciation in the
capital gain property. Contributions of appreciated capital gain property to nonoperating private
foundations are deductible up to the lesser of 20 percent of the taxpayer’s contribution base or
the excess of (i) 30 percent of the contribution base over (ii) the amount of contributions subject
to the 30 percent limitation.

Finally, more favorable percentage limits sometimes apply to contributions fo the donee
charity than to contributions that are for the use of the donee charity. Contributions of capital
gain property for the use of public charities and other organizations described in section
170(b)(1)(A) also are limited to 20 percent of the taxpayer’s contribution base.'” In contrast to
property contributed directly o a charitable organization, property contributed for the use of an
organization generally has been interpreted to mean property contributed in trust for the
organization.'*® Charitable contributions of income interests (where deductible) also generally
are treated as contributions for the use of the donee organization.

125 Under a special, temporary provision, certain qualified conservation contributions (generally,
conservation easements), qualify for more generous contribution limits and carryforward periods.

126 Rockefeller v. Commissioner, 676 F.2d 35, 39 (2d Cir. 1982).
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Table 6.—Charitable Contribution Percentage Limits For Individual Taxpayers'*’

Ordinary Income Capital Gain Capital Gain
Property and Property to the Property for the
Cash Recipient'*® use of the
Recipient

Public Charities, Private
Operating Foundations, and o 0,129 o
Private Distributing 30% 30% 20%
Foundations
Nonoperating Private . o .
Foundations 30% 20% 20%

Corporate taxpayers

A corporation generally may deduct charitable contributions up to 10 percent of the
corporation’s taxable income for the year.'*® For this purpose, taxable income is determined
without regard to: (1) the charitable contributions deduction; (2) any net operating loss
carryback to the taxable year; (3) deductions for dividends received; (4) deductions for dividends
paid on certain preferred stock of public utilities; and (5) any capital loss carryback to the taxable

131
year.

Carryforwards of excess contributions

Charitable contributions that exceed the applicable percentage limit generally may be
carried forward for up to five years.*> In general, contributions carried over from a prior year

127 Percentages shown are the percentage of an individual’s contribution base.

128 Capital gain property contributed to public charities, private operating foundations, or private
distributing foundations will be subject to the 50-percent limitation if the donor elects to reduce the fair market value
of the property by the amount that would have been long-term capital gain if the property had been sold.

129 Under a special, temporary provision, certain qualified conservation contributions to public charities
(generally, conservation easements), qualify for more generous contribution limits. In general, the 30-percent limit
applicable to contributions of capital gain property is increased to 100 percent if the individual making the qualified
conservation contribution is a qualified farmer or rancher or to 50 percent if the individual is not a qualified farmer
or rancher.

139 Sec. 170(b)(2)(A).

B Sec. 170(b)(2)(C). Under a special, temporary provision, certain qualified conservation contributions
(generally, conservation easements), qualify for more generous contribution limits and carryforward periods.

B2 Sec. 170(d).
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are taken into account after contributions for the current year that are subject to the same
percentage limit. Excess contributions made for the use of (rather than f0) an organization
generally may not be carried forward.

Valuation of charitable contributions

In general

For purposes of the income tax charitable deduction, the value of property contributed to
charity may be limited to the fair market value of the property, the donor’s tax basis in the
property, or some other amount.

Charitable contributions of cash are deductible in the amount contributed, subject to the
percentage limits discussed above. In addition, a taxpayer generally may deduct the full fair
market value of long-term capital gain property contributed to charity.'”> Contributions of
tangible personal property also generally are deductible at fair market value if the use by the
recipient charitable organization is related to its tax-exempt purpose.

In certain other cases, however, section 170(e) limits the deductible value of the
contribution of appreciated property to the donor’s tax basis in the property. This limitation of
the property’s deductible value to basis generally applies, for example, for: (1) contributions of
inventory or other ordinary income or short-term capital gain property;'** (2) contributions of
tangible personal property if the use by the recipient charitable organization is unrelated to the
organization’s tax-exempt purpose; - and (3) contributions to or for the use of a private
foundation (other than certain private operating foundations).'*®

For contributions of qualified appreciated stock, the above-described rule that limits the
value of property contributed to or for the use of a private nonoperating foundation to the
taxpayer’s basis in the property does not apply; therefore, subject to certain limits, contributions
of qualified appreciated stock to a nonoperating private foundation may be deducted at fair
market value."”’” Qualified appreciated stock is stock that is capital gain property and for which

133 Capital gain property means any capital asset or property used in the taxpayer’s trade or business, the
sale of which at its fair market value, at the time of contribution, would have resulted in gain that would have been
long-term capital gain. Sec. 170(e)(1)(A).

134 Sec. 170(e). Special rules, discussed below, apply for certain contributions of inventory and other
property.

35 Sec. 170(e)(1)(B)(Q)(D).
136 Sec. 170(e)(1)(B)(ii). Certain contributions of patents or other intellectual property also generally are
limited to the donor’s basis in the property. Sec. 170(e)(1)(B)(iii). However, a special rule permits additional

charitable deductions beyond the donor’s tax basis in certain situations.

B7 Sec. 170(e)(5).
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(as of the date of the contribution) market quotations are readily available on an established
securities market.'*®

Contributions of property with a fair market value that is less than the donor’s tax basis
generally are deductible at the fair market value of the property.

Enhanced deduction rules for certain contributions of inventory and other property

Although most charitable contributions of property are valued at fair market value or the
donor’s tax basis in the property, certain statutorily described contributions of appreciated
inventory and other property qualify for an enhanced deduction valuation that exceeds the
donor’s tax basis in the property, but which is less than the fair market value of the property.

As discussed above, a taxpayer’s deduction for charitable contributions of inventory
property generally is limited to the taxpayer’s basis (typically, cost) in the inventory, or if less,
the fair market value of the property. For certain contributions of inventory, however, C
corporations (but not other taxpayers) may claim an enhanced deduction equal to the lesser of
(1) basis plus one-half of the item’s appreciation (i.e., basis plus one-half of fair market value in
excess of basis) or (2) two times basis.">’ To be eligible for the enhanced deduction value, the
contributed property generally must be inventory of the taxpayer, contributed to a charitable
organization described in section 501(c)(3) (except for private nonoperating foundations), and
the donee must (1) use the property consistent with the donee’s exempt purpose solely for the
care of the ill, the needy, or infants, (2) not transfer the property in exchange for money, other
property, or services, and (3) provide the taxpayer a written statement that the donee’s use of the
property will be consistent with such requirements.'*® Contributions to organizations that are not
described in section 501(c)(3), such as governmental entities, do not qualify for this enhanced
deduction.

To use the enhanced deduction provision, the taxpayer must establish that the fair market
value of the donated item exceeds basis.

Under a temporary provision for contributions made before January 1, 2014, any taxpayer
engaged in a trade or business, whether or not a C corporation, is eligible to claim the enhanced
deduction for certain donations of food inventory.'*!

Selected statutory rules for specific types of property

Special statutory rules limit the deductible value (and impose enhanced reporting
obligations on donors) of charitable contributions of certain types of property, including vehicles,

1% Sec. 170(e)(5)(B).
139 Sec. 170(e)(3).
149" Sec. 170(e)(3)(A)(i)-(iii).

11 Sec. 170(e)(3)(C).
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intellectual property, and clothing and household items. Each of these rules was enacted in
response to concerns that some taxpayers did not accurately report—and in many instances
overstated—the value of the property for purposes of claiming a charitable deduction.

Vehicles.--Under present law, the amount of deduction for charitable contributions of
vehicles (generally including automobiles, boats, and airplanes for which the claimed value
exceeds $500 and excluding inventory property) depends upon the use of the vehicle by the
donee organization. If the donee organization sells the vehicle without any significant
intervening use or material improvement of such vehicle by the organization, the amount of the
deduction may not exceed the gross proceeds received from the sale. In other situations, a fair
market value deduction may be allowed.

Patents and other intellectual property.--1f a taxpayer contributes a patent or other
intellectual property (other than certain copyrights or inventory)'** to a charitable organization,
the taxpayer’s initial charitable deduction is limited to the lesser of the taxpayer’s basis in the
contributed property or the fair market value of the property.'* In addition, the taxpayer
generally is permitted to deduct, as a charitable contribution, certain additional amounts in the
year of contribution or in subsequent taxable years based on a specified percentage of the
qualified donee income received or accrued by the charitable donee with respect to the
contributed intellectual property. For this purpose, qualified donee income includes net income
received or accrued by the donee that properly is allocable to the intellectual property itself (as
opposed to the activity in which the intellectual property is used).'**

Clothing and household items.--Charitable contributions of clothing and household items
generally are subject to the charitable deduction rules applicable to tangible personal property. If
such contributed property is appreciated property in the hands of the taxpayer, and is not used to
further the donee’s exempt purpose, the deduction is limited to basis. In most situations,
however, clothing and household items have a fair market value that is less than the taxpayer’s
basis in the property. Because property with a fair market value less than basis generally is
deductible at the property’s fair market value, taxpayers generally may deduct only the fair
market value of most contributions of clothing or household items, regardless of whether the
property is used for exempt or unrelated purposes by the donee organization.

Furthermore, a special rule generally provides that no deduction is allowed for a
charitable contribution of clothing or a household item unless the item is in good used or better
condition. The Secretary is authorized to deny by regulation a deduction for any contribution of

12 Under present and prior law, certain copyrights are not considered capital assets, such that the
charitable deduction for such copyrights generally is limited to the taxpayer’s basis. See sec. 1221(a)(3),
1231(b)(1)(C).

' Sec. 170(e)(1)(B)(iii).
"% The present-law rules allowing additional charitable deductions for qualified donee income were
enacted as part of the American Jobs Creation Act of 2004, and are effective for contributions made after June 3,

2004. For a more detailed description of these rules, see Joint Committee on Taxation, General Explanation of Tax
Legislation Enacted in the 108" Congress (JCS-5-05), May 2005, pp. 457-461.
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clothing or a household item that has minimal monetary value, such as used socks and used
undergarments. Notwithstanding the general rule, a charitable contribution of clothing or
household items not in good used or better condition with a claimed value of more than $500
may be deducted if the taxpayer includes with the taxpayer’s return a qualified appraisal with
respect to the property.'*’

Household items include furniture, furnishings, electronics, appliances, linens, and other
similar items. Food, paintings, antiques, and other objects of art, jewelry and gems, and certain
collections are excluded from the special rules described in the preceding paragraph.'*®

Contributions of Partial Interests in Property

In general

In general, a charitable deduction is not allowed for income, estate, or gift tax purposes if
the donor transfers an interest in property to a charity while retaining an interest in that property
or transferring an interest in that property to a noncharity for less than full and adequate
consideration.'”” This rule of nondeductibility, often referred to as the partial interest rule,
generally prohibits a charitable deduction for contributions of income interests, remainder
interests, or rights to use property.

A charitable contribution deduction generally is not allowable for a contribution of a
future interest in tangible personal property.'*® For this purpose, a future interest is one “in
which a donor purports to give tangible personal property to a charitable organization, but has an
understanding, arrangement, agreement, etc., whether written or oral, with the charitable
organization which has the effect of reserving to, or retaining in, such donor a right to the use,
possession, or enjoyment of the property.”'*

%5 As is discussed above, the charitable contribution substantiation rules generally require a qualified
appraisal where the claimed value of a contribution is more than $5,000.

1% The special rules concerning the deductibility of clothing and household items were enacted as part of
the Pension Protection Act of 2006, P.L. 109-280 (August 17, 2006), and are effective for contributions made after
August 17, 2006. For a more detailed description of these rules, see Joint Committee on Taxation, General
Explanation of Tax Legislation Enacted in the 109" Congress (JCS-1-07), January 17, 2007, pp. 597-600.

7 Secs. 170(f)(3)(A) (income tax), 2055(e)(2) (estate tax), and 2522(c)(2) (gift tax).
148 Sec. 170(a)(3).

149 Treas. Reg. sec. 1.170A-5(a)(4). Treasury regulations provide that section 170(a)(3), which generally
denies a deduction for a contribution of a future interest in tangible personal property, has “no application in respect
of a transfer of an undivided present interest in property. For example, a contribution of an undivided one-quarter
interest in a painting with respect to which the donee is entitled to possession during three months of each year shall
be treated as made upon the receipt by the donee of a formally executed and acknowledged deed of gift. However,
the period of initial possession by the donee may not be deferred in time for more than one year.” Treas. Reg. sec.
1.170A-5(a)(2).
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A gift of an undivided portion of a donor’s entire interest in property generally is not
treated as a nondeductible gift of a partial interest in property.'*® For this purpose, an undivided
portion of a donor’s entire interest in property must consist of a fraction or percentage of each
and every substantial interest or right owned by the donor in such property and must extend over
the entire term of the donor’s interest in such property.”>' A gift generally is treated as a gift of
an undivided portion of a donor’s entire interest in property if the donee is given the right, as a
tenant in common with the donor, to possession, dominion, and control of the property for a
portion of each year appropriate to its interest in such property.'>*

Other exceptions to the partial interest rule are provided for, among other interests:
(1) remainder interests in charitable remainder annuity trusts, charitable remainder unitrusts, and
pooled income funds; (2) present interests in the form of a guaranteed annuity or a fixed
percentage of the annual value of the property; (3) a remainder interest in a personal residence or
farm; and (4) qualified conservation contributions.

Qualified conservation contributions

Exception from partial interest rule

Qualified conservation contributions are not subject to the partial interest rule, which
generally bars deductions for charitable contributions of partial interests in property.'> A
qualified conservation contribution is a contribution of a qualified real property interest to a
qualified organization exclusively for conservation purposes. A qualified real property interest is
defined as: (1) the entire interest of the donor other than a qualified mineral interest; (2) a
remainder interest; or (3) a restriction (granted in perpetuity) on the use that may be made of the
real property (generally, a conservation easement). Qualified organizations include certain
governmental units, public charities that meet certain public support tests, and certain supporting
organizations. Conservation purposes include: (1) the preservation of land areas for outdoor
recreation by, or for the education of, the general public; (2) the protection of a relatively natural
habitat of fish, wildlife, or plants, or similar ecosystem; (3) the preservation of open space
(including farmland and forest land) where such preservation will yield a significant public
benefit and is either for the scenic enjoyment of the general public or pursuant to a clearly
delineated Federal, State, or local governmental conservation policy; and (4) the preservation of
an historically important land area or a certified historic structure.

19" Sec. 170(H)(3)(B)(ii).
I Treas. Reg. sec. 1.170A-7(b)(1).
132 Treas. Reg. sec. 1.170A-7(b)(1).

153 Secs. 170(f)(3)(B)(iii) and 170(h).
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Temporary provision allowing increased percentage limits and extended
carryforwards

Under a temporary provision effective for contributions made in taxable years beginning
before January 1, 2014,">* preferential percentage limits and carryforward rules apply for
qualified conservation contributions.

Fractional contributions of tangible personal property (including works of art)

As discussed above, an exception to the partial interest rule permits a charitable
deduction for a contribution of an undivided portion of a donor’s entire interest in property.
Under this exception, a donor generally may take a deduction for a charitable contribution of a
fractional interest in tangible personal property (such as a painting), provided the donor satisfies
the requirements for deductibility (including the requirements concerning contributions of partial
interests and future interests in property), and in subsequent years make additional charitable
contributions of undivided, fractional interests in the same property.'>> However, special
valuation and deductibility rules apply to charitable contributions of fractional interests in
tangible personal property, such as a contribution of a painting to a museum.

First, the value of a donor’s charitable deduction for the initial contribution of a fractional
interest in an item of tangible personal property (or collection of such items) is determined under
generally applicable rules (e.g., based upon the fair market value of the artwork at the time of the
contribution of the fractional interest and considering whether the use of the artwork will be
related to the donee’s exempt purposes). For purposes of determining the deductible amount of
each additional contribution of an interest (whether or not a fractional interest) in the same item
of tangible personal property for income tax purposes, however, special rules apply.

Specifically, the fair market value of the item is the lesser of: (1) the value used for purposes of
determining the charitable deduction for the initial fractional contribution; or (2) the fair market
value of the item at the time of the subsequent contribution.'*®

Second, the income tax charitable deduction and gift tax charitable deduction for a
contribution of a partial interest in tangible personal property may be recaptured under certain
circumstances, such as where the donor fails to contribute all of the donor’s remaining interest in
such property within a specified period of time, or where the donee charity fails to take
substantial physical possession of the item or fails to use the item for an exempt use during such
period of time, as required by the Code."”” In any case in which there is a recapture of a

13 Sec. 170(b)(1)(E).

155 See, e.g., Winokur v. Commissioner, 90 T.C. 733 (1988).

136 Sec. 170(0)(2).

137 Sec. 170(0)(3). If, for example, an art museum described in section 501(c)(3) is the donee of a

fractional interest in a painting and includes the painting in an art exhibit sponsored by the museum, such use
generally satisfies the related-use requirement of the provision.
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deduction, the provision also imposes an additional tax in an amount equal to 10 percent of the
amount recaptured.

In addition, an income or gift tax charitable deduction generally is not allowed for a
contribution of a fractional interest in an item of tangible personal property unless immediately
before such contribution all interests in the item are owned (1) by the donor or (2) by the donor
and the donee organization.'®

Overview of The Estate and Gift Tax Charitable Deductions

A charitable deduction also is available for Federal estate and gift tax purposes.'” In
determining the value of a decedent’s taxable estate for Federal estate tax purposes, the value of
bequests or other transfers to certain qualified public or charitable organizations is subtracted
from the value of the decedent’s gross estate.'® Similarly, in computing a taxpayer’s taxable
gifts for a year for Federal gift tax purposes, the value of gifts made to certain qualified public
and charitable organizations during the year is subtracted from the value of the taxpayer’s total
gifts for the year.'®" Therefore, in general, the effect of the charitable deductions for estate and
gift tax purposes is to remove the value of charitable transfers from the estate or gift tax base,
such that these transfers escape estate or gift taxation.

The basic requirements for a deductible charitable contribution for estate or gift tax
purposes generally are the same as the requirements a deductible charitable contribution for
income tax purposes. For example, as with the income tax, to qualify for an estate or gift tax
charitable deduction the contribution must be made with donative intent and must be made to an
eligible donee. The lists of eligible donees for estate and gift tax purposes also largely are
coextensive with the list of eligible donees for income tax purposes, with a few differences
discussed above.'®

In contrast to the income tax charitable deduction, there are no percentage limits on the
deductibility of a charitable contribution for estate or gift tax purposes. The amount of the
deduction also does not differ based on the type of donee organization (e.g., a public charity
versus a nonoperating private foundation) or the type of property contributed (e.g., ordinary
income property versus capital gain property). For estate tax purposes, however, the deduction
generally is limited to the value of the property transferred to charity that is required to be
included in the decedent’s gross estate.'®?

138 Sec. 170(0)(1).

139 Secs. 2055 (estate tax) and 2522 (gift tax).
10" Sec. 2055(a).

181 Sec. 2522(a).

192 Qee secs. 170(c), 2055(a), and 2522(a).

195 Sec. 2055(d).
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Exclusion from Gross Income for Distributions from Individual Retirement Arrangements
(“IRAS”) for Charitable Purposes

A temporary rule provides an exclusion from gross income for otherwise taxable IRA
distributions from a traditional or a Roth IRA in the case of qualified charitable distributions
made in taxable years beginning before January 1, 2014.'* The exclusion from gross income
may not exceed $100,000 per taxpayer per taxable year.'®

A qualified charitable distribution is any distribution from an IRA directly by the IRA
trustee to an organization described in section 170(b)(1)(A) (other than a supporting organization
or a donor advised fund). Distributions are eligible for the exclusion only if made on or after the
date the IRA owner attains age 70-’2 and only to the extent the distribution would be includible
in gross income (without regard to this provision).'®

The exclusion applies only if a charitable contribution deduction for the entire
distribution otherwise would be allowable (under present law), determined without regard to the
generally applicable percentage limitations. Thus, for example, if the deductible amount is
reduced because of a benefit received in exchange, or if a deduction is not allowable because the
donor did not obtain sufficient substantiation, the exclusion is not available with respect to any
part of the IRA distribution.

Distributions that are excluded from gross income by reason of the qualified charitable
distribution provision are not taken into account in determining the deduction for charitable
contributions under section 170.

194 Sec. 408(d)(8). The exclusion does not apply to distributions from employer-sponsored retirement
plans, including SIMPLE IRAs and simplified employee pensions (“SEPs”).

195 Special rules apply in determining the amount of an IRA distribution that is otherwise taxable. The
otherwise applicable rules regarding taxation of IRA distributions and the deduction of charitable contributions
continue to apply to distributions from an IRA that are not qualified charitable distributions. A qualified charitable
distribution is taken into account for purposes of the minimum distribution rules applicable to traditional IRAs to the
same extent the distribution would have been taken into account under such rules had the distribution not been
directly distributed under the qualified charitable distribution provision. An IRA does not fail to qualify as an [RA
as a result of qualified charitable distributions being made from the IRA.

1% If the IRA owner has any IRA that includes nondeductible contributions, a special rule applies in
determining the portion of a distribution that is includible in gross income (but for the qualified charitable
distribution provision) and thus is eligible for qualified charitable distribution treatment. Under the special rule, the
distribution is treated as consisting of income first, up to the aggregate amount that would be includible in gross
income (but for the qualified charitable distribution provision) if the aggregate balance of all IRAs having the same
owner were distributed during the same year. In determining the amount of subsequent IRA distributions includible
in income, proper adjustments are to be made to reflect the amount treated as a qualified charitable distribution
under the special rule.
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B. Present Law: Debt, Equity and Capital
1. Background comparing debt and equity

Business enterprises and their investors have business reasons to structure capital
investment as either debt or equity. For example, investors may prefer varying levels of risk.
Investors may seek different levels of priority in the event of bankruptcy of the business.
Businesses can issue interests to investors that have varying levels of control over the enterprise
and degrees of participation in profitability or growth of the enterprise.

The tax law generally contains no fixed definition of debt or equity. Taxpayers have
considerable flexibility to design instruments treated as either debt or equity but which blend
features traditionally associated with both.

The Federal income tax treatment of debt and of equity creates incentives to utilize one or
the other depending on the tax characteristics of the issuer and of the particular investor. In
general, a corporate issuer is not subject to corporate tax on amounts that it deducts as interest on
debt. By contrast, dividends, which are not deductible by the payor, come out of after-tax
income of the corporation.

Debt instruments can permit the accrual of the interest deduction along with the inclusion
in income by the holder at a time prior to the payment of cash. Interest income may be taxed at a
higher rate to a taxable holder than the holder’s dividends or capital gains attributable to
corporate retained earnings (to which lower tax rates currently apply). However, some forms of
debt investments are not subject to U.S. tax or are taxed at reduced rates in the hands of a tax-
exempt or foreign investor. A number of special rules in the Code are designed to limit the tax
benefits that can be obtained from interest deductions to protect the corporate tax base.

To the extent that debt finances assets that produce tax-exempt or otherwise tax-favored
income, the interest deduction is available to offset other income taxed at higher rates. The
resulting tax arbitrage can shelter otherwise taxable income. A number of special rules in the
Code are directed at limiting this effect.

In addition to the tax benefits of interest deductibility, debt permits owners of business or
investment assets to extract cash or to obtain a higher basis in the leveraged asset without an
additional equity investment. A higher basis in a leveraged asset that is depreciable, for
example, can increase depreciation deductions. This effect may in some situations create an
incentive for a business to borrow.

In the event of financial difficulty, the discharge or restructuring of debt can cause the
issuer to recognize discharge of indebtedness income or alternatively, gain with respect to the
satisfaction of nonrecourse indebtedness for less than the outstanding amount. The income tax
treatment of debt discharge depends on whether the debt is recourse or nonrecourse, the nature of
the borrower’s assets and of the borrowing, and the circumstances of the restructuring or
discharge. In a number of instances, no current income is recognized, though tax attributes such
as net operating losses, credits, or the basis of assets may be reduced. By contrast, the failure to
pay dividends or return an equity investment in full does not cause income or gain to be
recognized by the issuer.
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In classifying an instrument as debt or equity, many factors have been applied by courts.
In general, a debt instrument requires a fixed obligation to pay a certain amount at a specified
date. Debt instruments provide for remedies including priorities in bankruptcy in the event of
default. However, an instrument designated and respected as debt for tax purposes might have
features that make it less likely to cause bankruptcy in the event of a downturn — for example, a
delayed period before payment is due, the ability to miss scheduled payments over a long period
of time before default occurs, the ability to satisfy required payments with instruments other than
cash, thin capitalization of the issuer, or ownership of the debt by equity owners who may be
willing to modify its terms rather than cause bankruptcy. Conversely, an instrument designated
and respected as equity for tax purposes may have features that are more economically
burdensome to the issuer, such as significantly increased dividend payment requirements after a
specified period, puts and calls having the effect of requiring a cash redemption by a specified
date, or provisions giving the holders certain corporate governance rights in the event scheduled
payments are not made.

Equity can be beneficial for tax purposes in certain cases. Although corporate
distributions and sales of corporate stock subject the holder to tax in addition to any tax paid by
the corporation, reduced tax rates apply to holders with respect to such distributions or gain.
Dividends on corporate equity are largely excludable by corporate holders (currently resulting in
a maximum 10.5-percent tax rate under the 70-percent dividends received deduction). For
individual shareholders, both dividends and capital gains on the sale of corporate stock are
generally subject to a maximum 20 percent statutory rate (compared to the top individual rate of
39.6 percent).'” The present value of the shareholder-level tax on corporate earnings may be
reduced to the extent earnings are retained and to the extent shareholders do not sell their stock.
This second level of tax and may be eliminated entirely to the extent non-dividend-paying stock
is held until the death of the owner. Receipt of equity also permits tax-free business
combinations and distributions, both in the case of corporations and partnerships.

The treatment of an instrument for purposes of financial reporting, for regulatory capital
purposes in a regulated industry (such as an insurance or banking), for ratings agency purposes,
and under foreign tax and nontax laws, may differ from its Federal income tax treatment. These
differences may result in more favorable overall business treatment when the benefits of debt or
of equity for a Federal income tax purpose are combined with the benefits of a different
treatment for another purpose.

17" An additional 3.8 percent tax may be imposed on net investment income under section 1411.
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2. General rules for issuers and holders of debt and equity

Issuer Treatment of Debt and Equity

In general

Interest and dividend payments

Interest paid or accrued by a business is generally deductible, subject to a number of
limitations.'®® By contrast, dividends or other returns to equity are not deductible.

Timing of interest deduction

Interest generally is deducted as it is paid or accrues. However, interest can be deducted
in advance of actual payment or other accrual under the terms of the instrument when the amount
to be paid at the maturity of a debt instrument exceeds the issue price by more than a de minimis
amount. In such cases, a portion of the amount to be paid at maturity is treated as interest
accruing on a constant yield basis over the life of the instrument and is thus deducted in advance
of actual payment.'® Such interest is referred to as original issue discount (“OID”).

Principal payments and return of equity capital

170

Principal payments on business debt are not generally deductible.” "™ The return of capital

to investors in an equity investment likewise is not deductible.

Receipt of cash from debt or equity investors

The issuance of a debt or equity instrument for cash is not a taxable event to the issuer.

Basis of assets purchased with debt or equity

Purchased assets generally have a cost basis for purposes of determining deprecation or
gain or loss on sale, regardless of whether the purchase was financed with debt (including
nonrecourse debt) or equity.

Effect of entity level debt on partnership and S corporation equity holders

Equity investors in a partnership or an S corporation'”' can deduct their allocable share of
partnership deductions (including depreciation, interest, or loss, for example.) only to the extent

1% Sec. 163(a). Some of these limitations are discussed below.
1% Secs. 1273-1275.

"7 There is an exception for certain debt incurred through a leveraged employee stock ownership plan
(“ESOP”).
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the basis of their interest in the partnership or S corporation.'”” A partner’s share of entity level
debt is included in the partner’s basis in his partnership interest. An S corporation shareholder
does not include entity level debt in his S corporation stock basis. However, the S corporation
shareholder may deduct losses to the extent of his basis in stock and his basis in debt that the
corporation owes to him.

Nonpayments on equity compared to discharge or restructuring of indebtedness

If dividends are not paid on equity, or the capital contributed by an equity holder is not
returned, there is generally no taxable income, gain, or other consequence to the issuer.'

The effects to the issuer if debt is modified, cancelled, or repurchased depend upon the
type of debt, the nature of the holder, and whether or not the debt (or property given in exchange
for it) is traded on an established securities market. If debt is cancelled, modified, or
repurchased, the borrower generally realizes income from the discharge of indebtedness.
Exceptions to this income inclusion are provided for bankruptcy and insolvency, for other
situations including seller financing of purchased property, qualified farm indebtedness, qualified
real property business indebtedness, and contributions of debt by an equity holder. The
exceptions usually require the taxpayer to reduce the basis of property, or to reduce tax attributes
such as net operating losses.'™ If nonrecourse debt is satisfied by foreclosure on the assets
securing the debt, the borrower generally realizes gain from the disposition of the assets for the
amount of the debt (even if the assets are not worth that amount).'”

Recourse indebtedness

If a taxpayer’s recourse debt is discharged, the taxpayer generally recognizes income
from the discharge of indebtedness at that time.'”® A satisfaction of the debt with property worth
less than the debt,'”” or a repurchase of debt for less than its face amount by the taxpayer or a

"1 An S corporation is a corporation that has only one class of stock, has no more than 100 shareholders
(after applying attribution rules), meets specific other requirements, and makes an election enabling its income and
deductions to pass through to its sharcholders without entity level tax. Sec. 1371 ef segq.

172" Other limitations on a partner’s or S corporation shareholder’s deductions also can apply, such as the
limitation on passive activity losses (sec. 469), or the at-risk limitation (sec. 465).

73 Under certain circumstances an additional tax at the maximum individual rate on dividends (in addition
to the corporate income tax) applies to certain unreasonably accumulated income and to certain undistributed
income of a closely held corporation whose income is largely passive. Secs. 531-537 and secs. 541-547.

17 Sec. 108. The rules relating to debt cancellation are discussed more fully at Part IIL.B. 2.

13 Commissioner v. Tufts, 461 U.S. 300 (1983); ¢f., Crane v. Commissioner, 331 U.S. 1 (1947).

¢ Sec. 108.

""" For example, if a creditor contributes its debt to a corporation and receives corporate stock in exchange,
the corporation generally recognizes cancellation of indebtedness income to the extent the value of the stock given is
less than the amount of the debt cancelled. However, if the debt was held by a person that was also a shareholder,
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related party, is treated as a discharge of the taxpayer’s debt to the extent of the difference
between the outstanding debt and (generally) the value of the property.'”™

A significant modification of a debt instrument is treated as the disposition of the old
instrument in exchange for the new instrument.'”” Such modifications include a change in the
obligor, a change in term or interest rate; a change in principal amount, and certain modifications
of security. The modification of a debt instrument can thus cause the issuer to recognize
discharge of indebtedness income, measured by the difference between the adjusted issue price
of the old debt and the fair market value (or other applicable issue price) of the new debt.'® If
the debt instrument is publicly traded or is issued in exchange for property (including other debt)
that is publicly traded, then the issue price of the new debt is deemed to be the fair market value
of the debt or other property that is publicly traded. '®' If neither the old nor the new debt
instrument is traded on an established securities market the issue price of the new debt is
generally the stated principal amount unless there is inadequate stated interest (i.e., interest less
than the Treasury rate for an instrument of comparable term).'® Thus, in such traded situations,
discharge of indebtedness income is likely to be recognized if troubled debt is modified or
satisfied with other debt instruments. However, in private situations there may be no discharge of
indebtedness income.

In 2008, special temporary rules were enacted allowing any taxpayer that experiences
discharge of indebtedness income arising from the reacquisition of its debt (including
modifications treated as a reacquisition) to defer including that income for a period of years and
then recognize the income ratably over a number of subsequent years.'® These rules applied to

the debt may be considered contributed in a nontaxable contribution to capital, not creating discharge of
indebtedness income.

' Sec. 249.
179
Treas. Reg. sec. 1.1001-3.

'8 The discharge of indebtedness income is taken into income at the time of the exchange. The new debt
may be deemed to be issued with original issue discount (to the extent the amount payable at maturity exceeds the
issue price) that the issuer can deduct, which can offset the amount of debt discharge income, but the deductions
occur in the future over the period of the new debt, while the income is recognized immediately.

'8 Thus, if a distressed debt instrument is modified and the transaction is treated as an exchange of the old
instrument for the new one, the debtor can experience discharge of indebtedness income in the amount of the

difference between the adjusted issue price of the old debt and its fair market value at the time of the modification.

"2 In certain “potentially abusive” cases, the principal amount of debt given in exchange for other property
(including other debt) is the fair market value of the property exchanged.

183 Sec. 108(i).
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any debt issued by a corporate taxpayer and to debt issued by any other taxpayer in connection
with the conduct of trade or business. They expired at the end of 2010."**

Special rules allow a taxpayer not to recognize discharge of indebtedness income if the
taxpayer is in bankruptcy or is insolvent. These rules permit such taxpayers to reduce net
operating loss carryovers, depreciable asset basis, and other tax attributes that would provide tax
benefits in the future, in lieu of recognizing current income from the discharge of indebtedness.
The rules differ depending on whether the issuer is insolvent or is in a bankruptcy or similar
proceeding.

If the discharge of indebtedness occurs in a Title 11 bankruptcy case, the full amount of
any debt discharged is excluded from income. If the taxpayer is insolvent, cancellation of debt
income is excludable only to the extent of the insolvency. In either case, if the tax attributes
subject to reduction are insufficient to cover the amount of the discharge, there is no inclusion of
debt discharge income for the excess. In the case of an entity that is taxed as a partnership, the
determinations whether the discharge occurs in a Title 11 bankruptcy case, whether the taxpayer
is insolvent, and the reduction of tax attributes, all occur at the partner level.

Tax attributes are generally reduced in the following order: (1) net operating losses, (2)
general business credits, ( 3) minimum tax credits, (4) capital loss carryovers, (5) basis reduction
of property, (6) passive activity loss and credit carryovers, and (7) foreign tax credits. A
taxpayer may elect to apply the reduction first against the basis of depreciable property.

Other special rules allow a taxpayer that is not in bankruptcy or insolvent to exclude
discharge of indebtedness income and instead reduce the basis of certain real property. These
rules apply only for discharge of certain qualified real estate indebtedness or qualified farm
indebtedness. The rules relating to qualified real estate indebtedness are available only to
noncorporate taxpayers.

Purchase money financing

If debt that is discharged was seller-financing for a purchase of property by the debtor,
and if the debtor is not insolvent or in a bankruptcy proceeding, then instead of income from the
discharge of indebtedness, the debtor-purchaser has a purchase price reduction (which reduces
the basis of the property acquired).

Nonrecourse indebtedness

Nonrecourse debt is subject to different rules than recourse debt.'® Because the taxpayer

is not personally liable on the debt, there is no cancellation of indebtedness income. However, if

'8 Pub. L. No.111-5, sec. 1231. Section 1232 gives the Treasury Department authority to suspend the
AHYDO rules or modify the rate for determining what is an AHYDO in certain distressed debt capital market
conditions.

185 The distinction between recourse and nonrecourse debt may be less obvious than it would appear.

Recourse debt might be issued by an entity that has limited liability and limited assets, while nonrecourse debt might
be oversecured.
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the creditor forecloses or otherwise takes the property securing the debt, the borrower treats the
transaction as a sale of the property for a price equal to the outstanding indebtedness (even if the
property securing the debt is worth less than the debt at the time of foreclosure).'® Such a
transaction generally produces capital gain (rather than ordinary income) to the debtor.

Holder Treatment of Debt and Equity

Current income and sales of interests

Taxable investors

Interest on debt is taxed to a taxable individual or corporate holder at the ordinary income
tax rate of the holder."®” Dividends paid by a taxable C corporation,188 are generally taxed to a
taxable individual shareholder at a maximum rate of 20 percent. Such dividends are generally
taxed to a taxable C corporation shareholder at a maximum rate of 10.5 percent (or less,
depending on the percentage ownership the corporate shareholder has in the issuing
corporation).'® Gain on the sale of an equity interest in a C corporation or in an S corporation is
generally capital gain. If the stock has been held for at least one year, such gain is generally
taxable to a taxable individual shareholder at a maximum rate of 20 percent. Gain on the sale of
C corporation stock'®® is taxed to a taxable corporate shareholder'®' at regular corporate rates
(generally 35 percent). Gain on the sale of an equity interest in a partnership is generally also

18 Commissioner v. Tufts, 461 U.S. 300 (1983); ¢f., Crane v. Commissioner, 331 U.S. 1 (1947).

87" An additional 3.8 percent tax may be imposed on net investment income under section 1411.

18 A C corporation is defined by reference to subchapter C of the Code (tax rules relating to corporations
and shareholders) and is taxable as a separate entity with no deduction for dividends or other equity distributions.
For purposes of the discussion in this document,, such corporations are distinguished from certain corporations that
meet specific tests relating to organization, functions, assets, and income types can deduct dividends and certain
other equity distributions to shareholders, (e.g., real estate investment trusts (REITSs) or regulated investment
companies (RICs)). A C corporation is also distinguished from an S corporation, governed by the additional rules
of subchapter S. An S corporation is a corporation that has only one class of stock, has no more than 100
shareholders (after applying attribution rules), meets other specific requirements, and makes an election enabling its
income and deductions to pass through to its shareholders without entity level tax. Sec. 1371 et seq.

1% The lower rate on dividends received by a corporate shareholder results from the corporate “dividends
received deduction,” which is generally 70 percent of the dividend received if the shareholder owns below 20
percent of the issuer, 80 percent of the dividend received if the shareholder owns at least 20 percent and less than 80
percent of the issuer, and 100 percent of the dividend if the shareholder owns 80 percent of more of the issuer (sec.
243). A corporation subject to the maximum 35 percent corporate tax rate and entitled to deduction 70 percent of a
dividend would pay a maximum tax on the dividend of 10.5 percent (the 30 percent of the dividend that is taxable,
multiplied by the 35 percent tax rate).

%0 A corporate shareholder cannot own S corporation stock.

"I A C corporation is not an eligible S corporation shareholder and therefore cannot own S corporation
stock.
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capital gain of the partner, except for amounts attributable to unrealized receivables and
inventory items of the partnership, which are taxable as ordinary income.'”?

Interest is generally taxable when paid or accrued. Interest generally is includable in
income, and thus taxable, before any cash payment if the original issue discount rules apply.
Dividends are generally not taxable until paid. However, in limited circumstances certain
preferred stock dividends may be accrued under rules similar to the rules for debt. Also, a
shareholder may be treated as having received a dividend if his percentage stock ownership
increases as a result of the payment of dividends to other shareholders.'”

Tax-exempt investors

A tax-exempt investor (for example, a university endowment fund or a pension plan
investor) is generally not taxed on investment interest, subject to certain unrelated business
income tax (UBTI) rules for debt-financed income.'™ This is true whether the debt is issued by a
C corporation or by any other entity.

Tax-exempt investors also are generally not subject to tax on sale of C corporation stock,
unless the stock investment is debt-financed.

However, tax-exempt equity investors in a partnership are taxed as engaged in an
unrelated trade or business on their distributive share of partnership income from such a
business, as if they had conducted the business directly. And tax-exempt equity investors in an S
corporation (other than an ESOP investor) are taxed on their entire share of S corporation income
or gain on sale of the stock.'”

Foreign investors

Debt interests in U.S. entities

Although U.S.-source interest paid to a foreign investor is generally subject to a 30-
percent gross basis withholding tax, various exceptions exist in the Code and in bilateral income
tax treaties.””® Interest is generally derived from U.S. sources if it is paid by the United States or

2 Sec. 751.

193 Sec. 305(c). Certain situations in which some shareholders receive cash and others experience an
increase in their percentage ownership can also cause both groups of shareholders to be treated as receiving a
dividend under that section.

" Secs. 512, 514.

195 Sec. 512(b).

1% Where a foreign investor is engaged in a U.S. trade or business, any U.S. source interest income or U.S.
source dividend income (see “Equity interest in U.S. Entities” below) derived from assets used in or held for use in

the conduct of the U.S. trade or business where the activities of the trade or business were material factor in the
realization of such income will be treated as effectively connected with that U.S. trade or business. Sec. 864(a)(2).
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any agency or instrumentality thereof, a State or any political subdivision thereof, or the District
of Columbia. Interest is also from U.S. sources if it is paid by a noncorporate resident or a
domestic corporation on a bond, note, or other interest-bearing obligation.'”’ For this purpose, a
noncorporate resident includes a domestic partnership which at any time during the year was
engaged in a U.S. trade or business.'”® Additionally, interest paid by the U.S. branch of a foreign
corporation is also treated as U.S.-source income.'”’

Statutory exceptions to this general rule apply for interest on bank deposits as well as
portfolio interest. Interest on bank deposits may qualify for exemption on two grounds,
depending on where the underlying principal is held on deposit. Interest paid with respect to
deposits with domestic banks and savings and loan associations, and certain amounts held by
insurance companies, are U.S.-source income but are not subject to the U.S. withholding tax
when paid to a foreign person, unless the interest is effectively connected with a U.S. trade or
business of the recipient.”” Interest on deposits with foreign branches of domestic banks and
domestic savings and loan associations is not treated as U.S.-source income and is thus exempt
from U.S. withholding tax (regardless of whether the recipient is a U.S. or foreign person).*"!
Similarly, interest and original issue discount on certain short-term obligations is also exempt
from U.S. withholding tax when paid to a foreign person.>”?

Portfolio interest received by a nonresident individual or foreign corporation from
sources within the United States is exempt from U.S. withholding tax.*® For obligations issued
before March 19, 2012, the term “portfolio interest” means any interest (including original issue
discount) that is paid on an obligation that is in registered form and for which the beneficial
owner has provided to the U.S. withholding agent a statement certifying that the beneficial owner
is not a U.S. person, as well as interest paid on an obligation that is not in registered form and
that meets the foreign targeting requirements of section 163(f)(2)(B). Portfolio interest,

7 Sec. 861(a)(1); Treas. Reg. sec. 1.861-2(a)(1). However, special rules apply to treat as foreign source
certain amounts paid on deposits with foreign commercial banking branches of U.S. corporations or partnerships and
certain other amounts paid by foreign branches of domestic financial institutions. Sec. 861(a)(1). Prior to January
1, 2011, all (or a portion) of a payment of interest by a resident alien individual or domestic corporation was treated
as foreign source if such individual or corporation met an 80-percent foreign business requirement. This provision
was generally repealed for tax years beginning after December 31, 2010.

1% Treas. Reg. sec. 1.861-2(a)(2).

199" Sec. 884(f)(1).

20 Secs. 871(i)(2)(A), 881(d); Treas. Reg. sec. 1.1441-1(b)(4)(ii).
21 Sec. 861(a)(1)(B); Treas. Reg. sec. 1.1441-1(b)(4)(iii).
292 Secs. 871(g)(1)(B), 881(a)(3); Treas. Reg. sec. 1.1441-1(b)(4)(iv).

23 Secs. 871(h), 881(c). In 1984, to facilitate access to the global market for U.S. dollar-denominated debt
obligations, Congress repealed the withholding tax on portfolio interest paid on debt obligations issued by U.S.
persons. See Joint Committee on Taxation, General Explanation of the Revenue Provisions of the Deficit Reduction
Act of 1984 (JCS-41-84), December 31, 1984, pp. 391-92.
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however, does not include interest received by a 10-percent shareholder,” certain contingent
interest,”” interest received by a controlled foreign corporation from a related person,”* or
interest received by a bank on an extension of credit made pursuant to a loan agreement entered

into in the ordinary course of its trade or business.*"’

For obligations issued after March 18, 2012, the term “portfolio interest” no longer
includes interest paid with respect to an obligation not in registered form. This narrowing of the
scope of the portfolio interest exemption is a result of the repeal of the exception to the
registration requirements for foreign targeted securities in 2010, effective for obligations issued
two years after enactment.”"®

U.S.-source interest payments that do not qualify for a statutory exemption from the 30-
percent withholding tax often are exempt from withholding under U.S. bilateral income tax
treaties. Many treaties, including, for example, those with Canada, Germany, and the United
Kingdom, broadly eliminate the withholding tax on U.S.-source interest payments. The result is
that large volumes of interest payments are exempt from withholding under the Code or a treaty.

Equity interests in U.S. entities

A foreign equity investor’s receipt of U.S.-source dividend income from a U.S. domestic
corporation is generally subject to a 30-percent gross basis withholding tax. Dividend income is
generally sourced by reference to the payor’s place of incorporation such that dividends paid by
a domestic corporation are generally treated as entirely U.S.-source income.*” As with interest,
the 30-percent withholding tax on dividends received by foreign investors may be reduced or
eliminated under U.S. bilateral income tax treaties. In general, the dividend withholding tax
rates in treaties vary based on the percentage of stock of the dividend-paying company owned by
the recipient of the dividend. Treaties typically provide lower withholding tax rates (five
percent, for example) at ownership levels of ten percent and greater. Twelve treaties, including
those with Germany, Japan, and the United Kingdom, eliminate the withholding tax on dividends
in circumstances in which, among other requirements, the foreign treaty resident is a company
that owns at least 80 percent (in the case of Japan, 50 percent) of the U.S. corporation paying the
dividend.

24 Sec. 871(h)(3).
25 Qec. 871(h)(4).
206 Sec. 881(c)(3)(C).
27 Sec. 881(c)(3)(A).
208

Hiring Incentives to Restore Employment Law of 2010, Pub. L. No. 111-147, sec. 502(b).

29 Secs. 861(a)(2), 862(a)(2).
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Foreign investors also are not generally subject to tax on the sale of C corporation
stock.”'”

In contrast, a foreign equity investor in a partnership is taxed on its distributable share of
income effectively connected with the conduct of a U.S. trade or business, as if it had conducted
that business directly. S corporations are not permitted to have foreign investors.

Treatment if investment becomes worthless

A taxable holder of either debt or equity held as an investment generally recognizes a
capital loss if the instrument is sold to an unrelated party at a loss.”!' Capital losses can
generally offset only capital gains; however, an individual may deduct up to $3,000 per year of
capital loss against ordinary income.

A taxable holder of investment equity or debt also generally realizes a capital loss if the
instrument becomes worthless. Certain other transactions, such as liquidating a subsidiary,”'? can

permit recognition of a stock loss without a sale to an unrelated party.

In certain circumstances, an individual holder of debt that is not a security may take an
ordinary bad debt loss.*"

Acquisitions and Dispositions of Debt and Equity

The Code permits certain corporate acquisitions and dispositions to occur without
recognition of gain or loss, generally so long as only equity interests are received or any
securities received do not exceed the amount surrendered.”"* Similarly, the Code permits certain
contributions and distributions of property to and from partnerships without tax if made with
respect to an equity interest.”'

219 Secs. 871 and 881, applicable to income not connected with a U.S. business. The exemption does not
apply to a foreign individual who is present in the U.S. for 183 days or more during the taxable year. Foreign
investors may be subject to tax if the stock is a U.S. real property interest under the Foreign Investment in Real
Property Tax Act of 1980 (“FIRPTA”). Sec. 897.

21T Up to $50,000 of loss on certain small business company stock ($100,000 for a couple filing a joint
return) can be deducted as an ordinary loss. Sec. 1244.

12 See Sec. 267(a)(1), second sentence.
B Sec. 166.
*!* Secs. 351-368 and sec. 1032.

25 Secs. 721 and 731.
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A transfer of property to a corporation or partnership in exchange for debt of the entity is
generally treated as a sale of the property.”'® Gain or loss is recognized, except that loss may be
deferred if the transfer is to a related party.?"”

3. Definition of debt and equity

Distinguishing Debt from Equity

In general

The characterization of an instrument as debt or equity for Federal income tax purposes is
generally determined by the substance of the investor’s investment. An instrument’s
characterization depends upon the terms of the instrument and all the surrounding facts and
circumstances analyzed in terms of economic and practical realities. Neither the form of the
instrument nor the taxpayer’s characterization of the interest is necessarily determinative of the
instrument’s treatment for Federal income tax purposes. Nonetheless, between the extremes of
instruments that are clearly debt or clearly equity, taxpayers have some latitude to structure
instruments 2i{lgcorporating both debt- and equity-like features (commonly referred to as “hybrid
securities”).

There is currently no definition in the Code or Treasury regulations that can be used to
determine whether an interest in a corporation constitutes debt or equity for tax purposes.
Moreover, the IRS will ordinarily not provide individual taxpayers guidance on whether an
interest in a corporation is debt or equity for tax purposes because, in its view, the issue is
primarily one of fact.*"’

In the absence of statutory or regulatory standards, a substantial body of Federal common
law is the principal source of guidance for distinguishing debt and equity. Courts generally agree
that the proper characterization of an instrument requires a facts and circumstances analysis, the
primary goal of which is to determine whether, in both substance and form, an instrument
represents risk capital entirely subject to the fortunes of the venture (equity),220 or an unqualified

216 Sec. 1001.  Special rules may apply if the transfer is considered part of a larger transaction such as an
otherwise tax-free corporate reorganization.

27 Secs. 267 and 707.

1% See Kraft Foods Co. v. Commissioner, 232 F.2d 118, 123 (2d Cir. 1956) (noting that “[t]he vast
majority of these cases have involved ‘hybrid securities’ - instruments which had some of the characteristics of a
conventional debt issue and some of the characteristics of a conventional equity issue.”).

219 Rev. Proc. 2011-3, sec. 4.02(1), 2011-1 LR.B. 111. The IRS has identified factors to weigh in
determining whether a particular instrument should be treated as debt or equity. See, e.g., Notice 94-47, 1994-1
C.B. 357.

0 See, e.g., United States v. Title Guarantee & Trust Co., 133 F.2d 990, 993 (6™ Cir. 1943) (noting that
“[t]he essential difference between a stockholder and a creditor is that the stockholder’s intention is to embark upon
the corporate adventure, taking the risks of loss attendant upon it, so that he may enjoy the chances of profit.”);
Farley Realty Corp. v. Commissioner, 279 F.2d 701 (2d Cir. 1960); Commissioner v. O.P.P. Holding Corp., 76 F.2d
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promise to pay a sum certain on a specified date with fixed interest (debt).”! The determination

of whether an interest constitutes debt or equity is generally made by analyzing and weighing the
relevant facts and circumstances of each case.

Courts have created differing (though generally similar) lists of factors”* to distinguish

debt from equity with no one factor controlling or more important than any other.”** One
commentator provides a list of thirty factors along with the Circuit courts that have considered
these factors.”” Another commentator groups the factors discussed in the cases into four
categories: (1) those involving the formal rights and remedies of the parties; (2) those bearing on
the genuineness of the alleged intention to create a debtor-creditor relationship; (3) those bearing
on the reasonableness or economic reality of that intention (the risk element); and (4) those
which are merely rhetorical expressions of a result, having no proper evidentiary weight in
themselves.?°

11, 12 (2d Cir. 1935) (noting that that the distinction between the shareholder and the creditor is that “[t]he
shareholder is an adventurer in the corporate business; he takes the risk and profits from success [while] [t]he
creditor, in compensation for not sharing the profits, is to be paid independently of the risk of success, and gets a
right to dip into the capital when the payment date arrives.”).

21 Gilbert v. Commissioner, 248 F.2d 399, 402 (2d Cir. 1957) (noting that debt involves “an unqualified
obligation to pay a sum certain at a reasonably close fixed maturity date along with a fixed percentage in interest
payable regardless of the debtor’s income or the lack thereof.”); sec. 385(b)(1) (“a written unconditional promise to
pay on demand or an a specified date a sum certain in money in return for an adequate consideration in money or
money’s worth, and to pay a fixed rate of interest”); Treas. Reg. sec. 1.165-5(a)(3) (defines security as an evidence
of indebtedness to pay a fixed or determinable sum of money); sec. 1361(c)(5)(B) (straight-debt safe harbor for
subchapter S purposes).

222 John Kelley Co. v. Commissioner, 326 U.S. 489 (1943) (stating “[t]here is no one characteristic, not
even the exclusion from management, which can be said to be decisive in the determination of whether the
obligations are risk investments in the corporations or debts.”).

2 See, e.g., Fin Hay Realty Realty Co. v. United States, 398 F.2d 694 (3d Cir. 1968) (sixteen factors);
Estate of Mixon v. United States, 464 F.2d 394 (5th Cir. 1972) (thirteen factors); Roth Steel Tube Co. v.
Commissioner, 800 F.2d 625 (6th Cir. 1986) (eleven factors); United States v. Uneco Inc., 532 F.2d 1204 (8th Cir.
1976) (ten factors).

% Tyler v. Tomlinson, 414 F.2d 844, 848 (5th Cir. 1969) (noting that “[t]he object of the inquiry is not to
count factors, but to evaluate them”); Estate of Mixon v. United States, 464 F.2d 394, 402 (5th Cir. 1972) (noting
that the factors are not of equal significance and that no one factor is controlling).

225 Christensen, “The Case for Reviewing Debt/Equity Determinations for Abuse of Discretion,” 74
University of Chicago Law Review 1309, 1313 (2007).

226 Plumb, “The Federal Income Tax Significance of Corporate Debt: A Critical Analysis and a Proposal,”
26 Tax Law Review 369, 411-412 (1971). According to a study of 126 Tax Court opinions issued from 1955 to
1987, seven factors were found to be conclusive of debt classification 97 percent of the time. Robertson,
“Daughtrey & Burckel, Debt or Equity? An Empirical Analysis of Tax Court Classification During the Period
1955-1987,” 47 Tax Notes 707 (1990).
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Some commonly cited factors considered, among others, are:

1.

whether there is an unconditional promise to pay a sum certain on demand or at a
fixed maturity date in the reasonably foreseeable future;

. whether the holder possesses the right to enforce the payment of principal and interest;

. whether there is subordination to, or preference over, any indebtedness of the issuer,

including general creditors;

. the intent of the parties, including the name given the instrument by the parties and its

treatment for nontax purposes including financial accounting, regulatory, and rating
agency purposes;

. the issuer’s debt to equity ratio;

. whether the instrument holder is at risk of loss or has the opportunity to participate in

future profits;

. whether the instrument provides the holder the right to participate in the management

of the issuer;

. the availability and terms of other credit sources;

. the independence (or identity) between holders of equity and the holders of the

instrument in question;

10. whether there are requirements for collateral or other security to ensure the payment

of interest and principal; and

11. the holder’s expectation of repayment.

Regulatory authority pursuant to section 385

Section 385 authorizes the Secretary of the Treasury to prescribe such regulations as may
be necessary or appropriate to determine whether an interest in a corporation should be
characterized as debt or equity (or as in part debt and in part equity) for Federal income tax
purposes. Section 385(b) lists five factors which “may” be included in regulations prescribed
under the section as relevant to the debt/equity analysis. Section 385(b) lists the factors as:

1.

2.

3.

whether there is an unconditional written promise to pay on demand or on a specified
date a sum certain in money in return for an adequate consideration in money or
money’s worth, and to pay a fixed rate of interest;

whether there is subordination to or preference over any indebtedness of the
corporation;

the corporation’s debt to equity ratio;
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4. whether the interest is convertible into stock of the corporation; and

5. the relationship between the holdings of stock in the corporation and holdings of the
interest in question.

As detailed below, regulations under section 385 were promulgated but withdrawn
without ever having taken effect. The withdrawn regulations are not legally binding on the IRS
or taxpayers.

Section 385(c) provides that an issuer’s characterization of an instrument (at the time of
issuance) is binding on the issuer and any holder, but not the Secretary. However, the holder of
an instrument may treat an instrument differently than the issuer provided the holder discloses
the inconsistent treatment on his return.

Legislative backeround of section 385

Section 385 was enacted by the Tax Reform Act of 1969.**” The Senate Finance
Committee noted that:

“In view of the uncertainties and difficulties which the distinction between debt and
equity has produced in numerous situations other than those involving corporate acquisitions, the
committee further believes that it would be desirable to provide rules for distinguishing debt
from equity in the variety of contexts in which this problem can arise. The differing
circumstances which characterize these situations, however, would make it difficult for the
committee to provide comprehensive and specific statutory rules of universal and equal
applicability. In view of this, the committee believes it is appropriate to specifically authorize the
Secretary of the Treasury to prescribe the appropriate rules for distinguishing debt from equity in
these different situations.”***

The Treasury promulgated proposed regulations under section 385 in March of 1980**
and final regulations on December 31, 1980, with an effective date of April 30, 1981. The

227 pub. L. No. 91-172.

228 S Rep. No. 91-552 (November 21, 1969). The Senate Finance Committee previously considered
whether to define debt and equity in the context of creating the Internal Revenue Code of 1954. At that time the
issue was whether the Senate should adopt the House of Representatives’ draft version of the Code which defined
participating stock (common stock) and nonparticipating stock (preferred stock) and defined the term security. The
Senate Finance Committee ultimately recommended that these definitions be dropped, noting:

Your committee believes that any attempt to write into the statute precise definitions which will classify
for tax purposes the many types of corporate stocks and securities will be frustrated by the numerous
characteristics of an interchangeable nature which can be given to these instruments. Accordingly, your
committee has returned to the use of the terms “stock,” “common stock,” “securities,” etc., and, as is the
case under existing law, has not attempted to define them in the statute. S. Rep. No. 1622, 83 Cong., 2d
Sess. 42 (1954).

229 45F.R. 18957.
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effective date was extended twice.”’ The Treasury promulgated proposed amendments to the

regulations in 1982.%' The effective date of the proposed amendments, and the final regulations,
were again postponed.232 The final regulations were withdrawn in 1983 without ever having
taken effect.””

Section 385 was amended by the Omnibus Budget Reconciliation Act of 1989 to
specifically add authority for the Secretary to treat an interest in a corporation as part stock and
part debt.”> In 1992, section 385 was amended to add section 385(c) regarding the effect of an
issuer’s classification.”*

4. Rules to address stripping of U.S. corporate tax base in the case of nontaxed holders

A taxable corporation may reduce its Federal income tax through the payment of
deductible amounts such as interest, rents, royalties, premiums, management fees to an affiliate
not subject to Federal income tax. Sheltering or offsetting income otherwise subject to Federal
income tax in this manner is known as “earnings stripping.” Several provisions of present law
limit taxpayers’ ability to strip earnings. Following is a brief description of certain rules
designed to limit the ability of corporations to strip earnings using payments of interest.

Earnings Stripping

Present law

Section 163(j) may disallow a deduction for disqualified interest paid or accrued by a
corporation in a taxable year if two threshold tests are satisfied: the payor’s debt-to-equity ratio
exceeds 1.5 to 1 (the safe harbor ratio); and the payor’s net interest expense exceeds 50 percent
of its adjusted taxable income (generally, taxable income computed without regard to deductions

20 T.D. 7747, 45 F.R. 86438; T.D. 7774, 46 F.R. 24945; T.D. 7801, 47 F.R. 147.

21 See 47 F.R. 164.

*? T.D. 7822,47 F.R. 28915.
3 T.D. 7920, 48 F.R. 50711. One commentator suggests that the regulations were not finalized because
tax planners could design instruments contained all of the essential features of equity but which qualify as debt
under the regulations. As an example, he noted that an instrument would be classified as debt if its debt features
accounted for more than half of its value and that as a result of this rule, hybrid instruments such as adjustable rate
convertible notes began appearing that provided for guaranteed payments having a present value just greater than
half of the issue price, variable payments tied to the issuer’s common-stock dividends, and an option to convert
these instruments into shares of the issuer’s stock. Adam O. Emmerich, “Hybrid Instruments and the Debt-Equity
Distinction in Corporate Taxation,” 52 University of Chicago Law Review 118, 129-131 (1985).

24 Pub. L. No. 101-239.

3 Section 7208(a)(2) of Pub. L. No. 101-239 provides that the authority granted to bifurcate an interest in
a corporation may not be applied retroactively.

2% Energy Policy Act of 1992, Pub. L. No. 102-486.
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for net interest expense, net operating losses, domestic production activities under section 199,
depreciation, amortization, and depletion). Disqualified interest includes interest paid or accrued
to: (1) related parties when no Federal income tax is imposed with respect to such interest;*’ (2)
unrelated parties in certain instances in which a related party guarantees the debt; or (3) to a real
estate investment trust (“REIT”) by a taxable REIT subsidiary of that trust.*® Interest amounts
disallowed under these rules can be carried forward indefinitely.”*’ In addition, any excess
limitation (i.e., the excess, if any, of 50 percent of the adjusted taxable income of the payor over
the payor’s net interest expense) can be carried forward three years.**’

The operation of these rules is illustrated by the following example. ForCo, a corporation
organized in country A, wholly owns USCo, a corporation organized in the United States.
ForCo’s investment in USCo stock totals $6.5 million. In addition, USCo has borrowed $8
million from ForCo and $5 million from Bank, an unrelated bank. In 2010, USCo’s first year of
operation, USCo’s adjusted taxable income is $1 million (none of which is from interest
income), and it also pays $400,000 of interest to ForCo and $300,000 of interest to the unrelated
bank. Under the U.S.-country A income tax treaty, no tax is owed to the United States on the
interest payments made by USCo to ForCo.

USCo has a 2:1 debt-to-equity ratio (total borrowings of $13 million ($8 million + $5
million) and total equity of $6.5 million), so USCo’s deduction for the $700,000 ($400,000 +
$300,000) of interest it paid may be limited.

USCo’s disqualified interest is $400,000 (the amount of interest paid to a related party on
which no Federal income tax is imposed).

USCo’s excess interest expense is $200,000 ($700,000 - ($1 million x 50%)).

Accordingly, USCo may deduct only $500,000 ($700,000 - $200,000) for interest
expense in year 2010.

The $200,000 of excess interest expense may be carried forward and deducted in a
subsequent tax year with excess limitation.

27 1f a tax treaty reduces the rate of tax on interest paid or accrued by the taxpayer, the interest is treated as
interest on which no Federal income tax is imposed to the extent of the same proportion of such interest as the rate
of tax imposed without regard to the treaty, reduced by the rate of tax imposed by the treaty, bears to the rate of tax
imposed without regard to the treaty. Sec. 163(j)(5)(B).

28 Sec. 163(G)(3).
39 Sec. 163()(1)(B).

0 Sec. 163(G)(2)(B)(ii).
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Legislative backeround

Section 163(j) was enacted in 1989 in response to Congressional concerns over earnings
stripping.241 Congress believed it was “appropriate to limit the deduction for interest that a
taxable person pays or accrues to a tax-exempt entity whose economic interests coincide with
those of the payor. To allow an unlimited deduction for such interest permits significant erosion
of the tax base.”**

In 1993, the earnings stripping rules were amended so that they applied to interest paid on
unrelated party loans if guaranteed by a related party under certain circumstances.”* Congress
made this change because it was concerned about the distinction made under the existing
earnings stripping rules between the situation in which unrelated creditors all lend to the parent
of a group, which in turn lends to the U.S. subsidiary, and the situation in which the creditors
lend directly to the U.S. subsidiary with a guarantee from the parent.”** The existing rules
applied to the first situation but not the second situation, even though the “same ‘excess’ interest
deductions, and the same resultant ‘shifting’ of net income out of U.S. taxing jurisdiction, is
obtainable through borrowing by U.S. corporations on [the parent’s] credit.”**

The definition of disqualified interest was expanded in 1999 to include interest paid or
accrued by a taxable REIT subsidiary to a related REIT.**

In 2006, the earnings stripping rules were modified to apply to corporate owners of
partnership interests.**’ Specifically, the modifications provided that for purposes of applying
the earnings stripping rules when a corporation owns an interest in a partnership, (1) the
corporation’s share of partnership liabilities are treated as liabilities of the corporation, and (2)
the corporation’s distributive share of interest income and interest expense of the partnership is
treated as interest income or interest expense, respectively, of the corporation. Treasury was also
granted expanded regulatory authority to reallocate shares of partnership debt, or distributive
shares of the partnership’s interest income or interest expense.

The American Jobs Creation Act of 2004 required the Secretary of the Treasury to submit
a report to the Congress by June 30, 2005, examining the effectiveness of the earnings stripping

1 Revenue Reconciliation Act of 1989, Pub. L. No. 101-239, sec. 7210.

2 HR. Rep. No. 101-247, p. 1241 (1989).

243 Revenue Reconciliation Act of 1993, Pub. L. No. 103-66, sec. 13228.

# H.R. Rep. No. 103-111, p. 683 (1993).

5 Ibid., p. 682.

2% Tax Relief Extension Act of 1999, Pub. L. No. 106-170, sec. 544. Technical corrections were also
made in 1996 and 2005. Small Business Job Protection Act of 1996, Pub. L. No. 104-188, secs. 1703(n)(4),
1704(f)(2); Gulf Opportunity Zone Act of 2005, Pub. L. No. 109-135, sec. 403(a)(15).

7 Tax Increase Prevention and Reconciliation Act of 2005, Pub. L. No. 109-222, sec. 501 (2006).
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provisions of present law, including specific recommendations to improve the provisions of the
Code applicable to earnings stripping.”*® The Treasury Department submitted its report to
Congress on November 28, 2007.**° In summary, the report concludes that “[t]here is strong
evidence that [inverted corporations]*” are stripping a significant amount of earnings out of their
U.S. operations and, consequently, it would appear that section 163(j) is ineffective in preventing
them from engaging in earnings stripping.”*>' The report also concludes, however, that the
evidence that other foreign-controlled domestic corporations are engaged in earnings stripping is
not conclusive, and that it is not possible to determine with precision whether section 163(j) is
effective generally in preventing earnings stripping by foreign-controlled domestic
corporations.***

Subsequent to its 2007 report on earnings stripping, the Treasury Department created a
new tax form, Form 8926 Disqualified Corporate Interest Expense Disallowed Under Section
163(j) and Related Information, to collect information related to earnings stripping. Form 8926
must be filed by a corporation (other than an S corporation) if it paid or accrued disqualified
interest during the taxable year or had a carryforward of disqualified interest from a previous tax
year.

Tax Treatment Of Certain Payments To Controlling Exempt Organizations

Present law

Although tax-exempt organizations described under section 501(c) are generally exempt
from Federal income tax,”> such organizations may be subject to the unrelated business income
tax (UBIT)** on interest and other income received from the organization’s controlled

248 pub. L. No. 108-357, sec. 424.

9 U.S. Department of the Treasury, Report to Congress on Earnings Stripping, Transfer Pricing and U.S.
Income Tax Treaties (2007). For a detailed discussion of the report, including an analysis of its methodology and
conclusions, see Joint Committee on Taxation, Description of Revenue Provisions Contained in the President’s
Fiscal Year 2012 Budget Proposal (JCS-3-11), June 2011, pp. 259-65.

2% An “inverted corporation” is a former U.S.-based multinational that restructured to replace a U.S. parent
corporation with a new foreign parent for the group. For purposes of the Treasury report, inverted corporations are

a subset of foreign-controlled domestic corporations.

31 U.S. Department of the Treasury, Report to Congress on Earnings Stripping, Transfer Pricing and U.S.
Income Tax Treaties (2007), p. 26.

32 Ibid., pp. 25-26.

3 Sec. 501(a).

2% Secs. 511-514. In general, UBIT taxes income derived from a regularly carried on trade or business that
is not substantially related to the organization’s exempt purposes. Certain categories of income—such as interest,

dividends, royalties, and rent—are generally exempt from UBIT. For example, tax-exempt organizations are not
taxed on interest income they receive from investments in debt or other obligations.
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subsidiaries.”> Section 512(b)(13) subjects interest income (as well as rent, royalty, and annuity
income) to UBIT if such income is received from a taxable or tax-exempt subsidiary that is 50-
percent controlled by the parent tax-exempt organization to the extent the payment reduces the
net unrelated income (or increases any net unrelated loss) of the controlled entity (determined as
if the entity were tax-exempt).”®

A special rule relaxes the general rule of section 512(b)(13) for qualifying specified
payments made pursuant to a binding written contract that was in effect on August 17, 2006 (or
renewal of such a contract on substantially similar terms).”’ The special rule applies to
payments received or accrued before January 1, 2012.

Legislative background

Congress enacted section 512(b)(13) as part of the Tax Reform Act of 1969% ¥ for the
purpose of preventing organizations from avoiding taxation through arrangements in which a
taxable organization controlled by a tax-exempt organization would make deductible payments
of interest, rent, annuities, or royalties to the tax-exempt organization to reduce taxable
income.” Congress amended section 512(b)(13) in 1997 to broaden the definition of control to
capture arrangements using constructive ownership and second-tier subsidiaries.*®

The Pension Protection Act of 2006 enacted the special rule for qualifying specified
payments under section 512(b)(13)(E).?*" The Tax Extenders and Alternative Minimum Tax
Relief Act of 2008 extended the special rule to such payments received or accrued before

255 Tax-exempt organizations subject to UBIT include those described in section 501(c) (except for U.S.
instrumentalities and certain charitable trusts), qualified pension, profit-sharing, and stock bonus plans described in
section 401(a), and certain State colleges and universities. Sec. 511(a)(2). Organizations liable for UBIT may be
liable for alternative minimum tax determined after taking into account adjustments and tax preference items.

% 1n the case of a stock subsidiary, “control” means ownership by vote or value of more than 50 percent
of the stock. In the case of a partnership or other entity, “control” means ownership of more than 50 percent of the
profits, capital, or beneficial interests. In addition, present law applies the constructive ownership rules of section
318 for purposes of section 512(b)(13). Thus, a parent exempt organization is deemed to control any subsidiary in
which it holds more than 50 percent of the voting power or value, directly (as in the case of a first-tier subsidiary) or
indirectly (as in the case of a second-tier subsidiary).

37 Sec. 512(b)(13)(E). For such payments covered by the special rule, the general inclusion rule of section
512(b)(13) applies only to the portion of payments received or accrued in a taxable year that exceeds the amount of
the payment that would have been paid or accrued if the amount of such payment had been determined under the
principles of section 482 (i.e., at arm’s length). In addition, the special rule imposes a 20-percent penalty on the

larger of such excess determined without regard to any amendment or supplement to a return of tax, or such excess
determined with regard to all such amendments and supplements.

28 pub. L. No. 91-172.
% See H.R. Rep. No. 413, 91% Cong., 1% Sess. 49 (1969).
260 Tax Relief Act of 1997, Pub. L. No. 105-34.

261 pyb. L. No. 109-280.
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January 1, 2009,%%* and the Tax Relief, Unemployment Insurance Reauthorization, and Job
Creation Act of 2010 extends the special rule to such payments received or accrued before
January 1, 2012.

5. Rules to Address Corporate Base Erosion Without Regard to Holders’ Tax Status

Several present-law rules limit interest deductions in circumstances in which it appears a
deduction would not be appropriate, for example, because the instrument more closely resembles
equity or because deductibility would otherwise allow an inappropriate reduction of the
corporate tax base. The inappropriate reduction of the corporate tax base through the use of
deductible payments or other planning techniques is commonly referred to a “base erosion.”
Some limitations on the deductibility of interest expense are linked to whether the recipient of
the interest is exempt from Federal tax (e.g., the earnings stripping limitation of section 163(j))
while others consider the timing of the borrower’s deduction matches the timing of the lender’s
corresponding income inclusion (e.g., the interest and OID rules of sections 267(a)(3) and
163(e)(3)). Other interest deduction limitations apply without regard to holder’s tax status.
Following is a brief description of some of these limitations.

Corporate Equity Reduction Transactions

Present Law

A net operating loss (“NOL”) is the amount by which a taxpayer’s business deductions
exceed its income. In general, an NOL may generally be carried back two years and carried
forward 20 years to offset taxable income in such years.”** NOLs offset taxable income in the
order of the taxable years to which the NOLs are carried.”®

Sections 172(b)(1)(E) and 172(h) limit the NOL carrybacks of a C corporation involved
in a corporate equity reduction transaction (a “CERT”) to the extent such NOL carryback is
attributable to interest deductions allocable to a CERT and is incurred (1) in the taxable year in
which the CERT occurs or (2) in either of the two succeeding taxable years. The portion of the
corporation’s NOL carryback that is limited is the lesser of (a) the corporation’s interest expense
allocable to the CERT, or (b) the excess of the corporation’s interest expense in the loss
limitation year over the average of the corporation’s interest expense for the three taxable years
prior to the CERT taxable year. Any portion of an NOL that cannot be carried back under the
provision may be carried forward as otherwise allowed.

262 pub. L. No. 110-343.

263 Pyb. L. No. 111-312.
2% Sec. 172(b)(1)(A).

265 Sec. 172(b)(2).
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Except to the extent provided in regulations, interest is allocated to a CERT using the
“avoided cost” method of allocating interest in lieu of a direct tracing rule.”®® That is, the
amount of indebtedness treated as incurred or continued to finance the CERT is based on the
amount of interest expense that would have been avoided if the CERT had not been undertaken
and the amounts expended for the CERT were used to repay indebtedness.

A corporate equity reduction transaction means either a major stock acquisition or an
excess distribution. A major stock acquisition is the acquisition by a corporation (or any group
of persons acting in concert with such corporation) of stock in another corporation representing
50 percent or more (by vote or value) of the stock of another corporation.®” A major stock
acquisition does not include a qualified stock purchase to which a section 338 election applies.”®®
An excess distribution is the excess of the aggregate distributions and redemptions made by a
corporation during the taxable year with respect to its stock (other than certain preferred stock
described in section 1504(a)(4)), over the greater of (a) 150 percent of the average of such
distributions and redemptions for the preceding three taxable years, or (b) 10 percent of the fair
market value of the stock of such corporation as of the beginning of such taxable year. The
amount of distributions and redemptions made by a corporation during a taxable year are reduced
by stock issued by the corporation during the applicable period in exchange for money or
property other than stock in the corporation.

A corporation is treated as being involved in a CERT if it is either the acquired or
acquiring corporation, or successor thereto (in the case of a major stock acquisition) or the
distributing or redeeming corporation, or successor thereto (in the case of an excess distribution).

Legislative Background

The CERT provisions were added to the Code by the Omnibus Budget Reconciliation
Act of 1989°%° because Congress believed that the ability of corporations to carry back NOLs
created by certain debt-financed transactions is contrary to the purpose of the NOL rules. The
NOL carryover rules generally serve the purpose of smoothing swings in taxable income that can
result from business cycle fluctuations and unexpected financial reverses. Congress believed
that the underlying nature of a corporation is substantially altered by a CERT, and that the
interest expense associated with such transaction lacks a sufficient nexus with prior period
operations to justify the carryback of NOLs attributable to such expense.””® The definition of a
CERT was expanded by the Omnibus Budget Reconciliation Act of 1990*"" to include the

266 Sec. 172(h)(2)(B) (adopting the avoided cost allocation method described in section 263A(f)(2)(A)(ii)
and not the direct tracing method described in section 263 A(f)(2)(A)(1)).

27 Secs. 172(h)(3)(A)() and 172(h)(3)(B).

268 Sec. 172(h)(3)(B)(ii). A section 338 election allows taxpayers to treat a qualifying stock acquisitions as
an asset acquisition for tax purposes.

269 pyub. L. No. 101-239.

2% H.R. Rep. No. 101-247.

271 Pub. L. No. 101-508.
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acquisition of 50 percent or more of the vote or value of the stock of any corporation, regardless
of whether the corporation was a member of an affiliated group (unless an election under section
338 were made).

Debt Expected To Be Paid In Equity

Present law

Section 163(1) generally disallows a deduction for interest or OID on a debt instrument
issued by a corporation (or issued by a partnership to the extent of its corporate partners) that is
payable in equity of the issuer or a related party (within the meaning of sections 267(b) and
707(b)), or equity held by the issuer (or a related party) in any other person.

For this purpose, debt is treated as payable in equity if a substantial amount of the
principal or interest is mandatorily convertible or convertible at the issuer’s option into such
equity. In addition, a debt instrument is treated as payable in equity if a substantial portion of the
principal or interest is required to be determined, or may be determined at the option of the issuer
or related party, by reference to the value of such equity.”’> A debt instrument also is treated as
payable in equity if it is part of an arrangement that is reasonably expected to result in the
payment of the debt instrument with or by reference to such equity, such as in the case of certain
1ssuances of a forward contract in connection with the issuance of debt, nonrecourse debt that is
secured principally by such equity, or certain debt instruments that are paid in, converted to, or
determined with reference to the value of equity if it may be so required at the option of the
holder or a related party and there is a substantial certainty that the option will be exercised.””?
An exception is provided for debt issued by a dealer in securities (within the meaning of section
475) or a related party which is payable in, or by reference to, equity (not of the issuer or related
party) held in its capacity as a dealer in securities.””*

Application of section 163(1) to an instrument will generally disallow the issuer’s interest

or OID deductions, but the provision does not alter the treatment of amounts paid or accrued to
the holder.*”

Legislative background

Section 163(1) was enacted by the Taxpayer Relief Act of 1997°7 in response to

Congressional concern that corporate taxpayers could issue instruments denominated as debt, but
that more closely resembled equity for which an interest deduction is not appropriate.””’

22 Sec. 163(1)(3)(B).
1 Sec. 163(1H)(3)(C).
21 Sec. 163(1)(5).

5 See H.R. Conf. Rep. 105-220.

276 pub. L. No. 105-34.
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The American Jobs Creation Act of 2004*”® expanded the provision to disallow interest
deductions on certain corporate debt that is payable in, or by reference to the value of, any equity
held by the issuer (or any related party) in any other person, but provided for the dealers in
securities exception. Prior to AJCA, section 163(]) operated to disallow a deduction with respect
to an instrument payable in stock of the issuer or an a related party (using a more than 50 percent
ownership test). Expansion of the scope of section 163(1) was prompted, at least in part, by
transactions undertaken by Enron Corporation to effectively monetize affiliate stock.”” For
example, in 1995 Enron issued investment unit securities which provided for an amount payable
at maturity in stock of a more than 50-percent owned Enron affiliate. In 1999, after the
enactment of section 163(1), Enron issued similar investment unit securities with respect to the
same corporate affiliate. Enron took the position that section 163(1), however, did not apply
because Enron’s ownership of the affiliate had decreased below the 50-percent threshold.”
Congress believed the Enron transactions cast doubt on the rule excluding stock ownership
interests of 50-percent or less. Congress believed that eliminating the related party threshold
furthered the tax policy objective of similar tax treatment for economically similar
transactions.”

Applicable High-Yield Discount Obligations

Present law

In general, the issuer of a debt instrument with OID may deduct the portion of such OID
equal to the aggregate daily portions of the OID for days during the taxable year.”® However, in
the case of an applicable high-yield discount obligation (an AHYDO) issued by a corporate
issuer, (1) no deduction is allowed for the “disqualified portion” of the OID on such obligation,
and (2) the remainder of the OID on any such obligation is not allowable as a deduction until
paid by the issuer.”®’

An AHYDO is any debt instrument if (1) the maturity date on such instrument is more
than five years from the date of issue; (2) the yield to maturity on such instrument exceeds the

> H.R. Rep. No. 105-148.

*7S Pub. L. No. 108-357.

7 See S. Rep. No. 108-192.

0 For a discussion of the Enron transactions, see Joint Committee on Taxation, Report of Investigation of
Enron Corporation and Related Entities Regarding Federal Tax and Compensation Issues, and Policy
Recommendations (JCS-3-03), February 2003, pp. 333-345.

1S Rep. No. 108-192.

2 Sec. 163(e)(1). For purposes of section 163(e)(1), the daily portion of the original issue discount for
any day is determined under section 1272(a) (without regard to paragraph (7) thereof and without regard to section

1273(2)(3)).

2 Sec. 163(e)(5).
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sum of (a) the applicable Federal rate in effect under section 1274(d) for the calendar month in
which the obligation is issued and (b) five percentage points, and (3) such instrument has
significant original issue discount.” An instrument is treated as having significant OID if the
aggregate amount of interest that would be includible in the gross income of the holder with
respect to such instrument for periods before the close of any accrual period (as defined in
section 1272(a)(5)) ending after the date five years after the date of issue exceeds the sum of (1)
the aggregate amount of interest to be paid under the instrument before the close of such accrual
period, and (2) the product of the issue price of such instrument (as defined in sections 1273(b)
and 1274(a)) and its yield to maturity.*® The disqualified portion of the OID on an AHYDO is
the lesser of (1) the amount of OID with respect to such obligation or (2) the portion of the total
return on such obligation which bears the same ratio to such total return as the disqualified yield
(i.e., the excess of the yield to maturity on the obligation over the applicable Federal rate plus six
percentage points) on such obligation bears to the yield to maturity on such obliga‘[ion.286 The
term total return means the amount which would have been the original issue discount of the
obligation if interest described in section 1273(a)(2) were included in the stated redemption to
maturity.”” A corporate holder treats the disqualified portion of OID as a stock distribution for
purposes of the dividend received deduction.**®

Legislative background

Sections 163(i) and 163(e)(5) were enacted by the Omnibus Budget Reconciliation Act of
1989,”* following a series of Congressional hearings on corporate leverage. Congress enacted
the AHYDO rules because it believed that a portion of the return on certain high-yield OID
obligations is similar to a non-deductible distribution of corporate earnings paid with respect to
equity rather than a deductible payment of interest.*”’

The American Recovery and Reinvestment Tax Act of 2009 (“ARRA™)**! suspended the
deduction denial and deferral rules of section 163(e)(5) for certain obligations issued in debt-for-
debt exchanges (including deemed exchanges resulting from a significant modification) after
August 31, 2008 and before January 1, 2010. ARRA also provided authority to the Secretary to
(1) apply the suspension rule for periods after December 31, 2009, where the Secretary
determines that such application is appropriate in light of distressed conditions in the debt capital

2 Sec. 163(31)(1).

25 Sec. 163(1)(2).

26 Sec. 163(e)(5)(C).
A7 Sec. 163(e)(5)(C)(ii).
2 Sec. 163(e)(5)(B).
% Pub. L. No. 101-239.

2% H.R. Conf. Rep. 101-386 (November 21, 1989).

21 pub. L. No. 111-5.
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markets, and (2) use a rate that is higher than the applicable Federal rate for purposes of applying
section 165(e)(5) for obligations issued after December 31, 2009, in taxable years ending after
such date if the Secretary determines that such higher rate is appropriate in light of distressed
debt capital market conditions.

Interest on Certain Acquisition Indebtedness

Present law

Section 279 denies a deduction for interest on “corporate acquisition indebtedness.” The
limitation applies to interest in excess of $5 million per year incurred by a corporation with
respect to debt obligations issued to provide consideration for the acquisition of stock, or two
thirds of the assets, of another corporation, if each of the following conditions exists: (1) the
debt is substantially subordinated;*** (2) the debt carries an equity participation feature®” (e.g.,
includes warrants to purchase stock of the issuer or is convertible into stock of the issuer); and
(3) either the issuer is thinly capitalized (i.e., has a debt-to-equity ratio that exceeds 2 to 1)*** or

projected annual earnings do not exceed three times annual interest costs (paid or incurred).*””

Legislative backeround

Section 279 was enacted by the Tax Reform Act of 1969*°® in response to concerns over

increased corporate acquisitions and the use of debt for such corporate acquisitions.*” In 1976,
the section was amended to delete the provision which would deny a deduction for interest on
corporate acquisition indebtedness where a corporation which had acquired at least 50 percent of
the total combined voting power of all classes of stock of another corporation by October 9,
1969, incurred acquisition indebtedness in increasing its control over the acquired corporation to
80 percent or more.””®

92 Subordinated to the claims of trade creditors generally, or expressly subordinated in right of payment of
any substantial amount of unsecured indebtedness, whether outstanding or subsequently issued (sec. 279(b)(2)(A)
and (B)).

¥ Convertible directly or indirectly into the stock of the issuing corporation or part of an investment unit
or other arrangement which includes an option to acquire, directly or indirectly, stock in the issuing corporation (sec.
279(b)(3)(A) and (B)).

2% Sec. 279(b)(4)(A).
23 Sec. 279(b)(4)(B).

2% Ppub. L. No. 91-172.

»7 S, Rep. No. 91-552 (November 21, 1969). See also, Joint Committee on Taxation, General
Explanation of the Tax Reform Act of 1969 (JCS-16-70), December 3, 1970, p. 123.

28 pyub. L. No. 94-514.
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6. Rules to address tax arbitrage in the case of borrowing to fund untaxed income

When debt is used to finance an investment that produces income exempt from tax, taxed
at preferential rates, or carrying associated tax credits, the deduction for interest on the debt
financing can be used to offset other, unrelated income. In addition, certain leveraged
transactions by entities exempt from tax may present the opportunity for taxpayers to engage in
transactions on terms they might not have in the absence of the tax-exemption. These outcomes
are commonly referred to as “tax arbitrage.” Following is a brief discussion of certain rules that
attempt to limit the ability of taxpayers to engage in these types of transactions.

Interest Related to Tax-Exempt Income

Present law

Section 265 disallows a deduction for interest on indebtedness incurred or continued to
purchase or carry obligations the interest on which is wholly exempt from Federal income tax
(“tax-exempt obligations™). This rule applies to tax-exempt obligations held by individual and
corporate taxpayers. The rule also applies to certain cases in which a taxpayer incurs or carries
indebtedness and a related person acquires or holds tax-exempt obligations.”” Generally, there
are two methods for determining the amount of the disallowance. One method asks whether a
taxpayer’s borrowing can be traced to its holding of exempt obligations. A second method
disallows interest deductions based on the pro rata percentage of a taxpayer’s assets comprised of
tax-exempt obligations.

The interest expense disallowance rules are intended to prevent taxpayers from engaging
in tax arbitrage by deducting interest on indebtedness that is used to purchase tax-exempt
obligations, so that the interest is available to offset other taxable income of the taxpayer

Tracing rules

Debt is traced to tax-exempt obligations if the proceeds of the indebtedness are used for,
and are directly traceable to, the purchase of tax-exempt obligations. For example, this rule
applies if tax-exempt obligations are used as collateral for indebtedness. In general terms, the
tracing rule applies only if the facts and circumstances establish a sufficiently direct relationship
between the borrowing and the investment in tax-exempt obligations.

Within the general framework of section 265, there are special rules for individuals,
dealers in tax-exempt obligations, corporations that are not dealers, and certain financial
institutions.

29 Section 7701(f) provides that the Secretary of the Treasury will prescribe regulations necessary or
appropriate to prevent the avoidance of any income tax rules that deal with the use of related persons, pass-through
entities, or other intermediaries in (1) the linking of borrowing to investment or (2) diminishing risks. See H
Enterprises International, Inc. v. Commissioner, T.C.M. 1998-97, aff’d. 183 F.3d 907 (8" Cir. 1999) (Code section
265(a)(2) applied where a subsidiary borrowed funds on behalf of a parent and the parent used the funds to buy,
among other investments, tax-exempt securities).
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Dealers in tax-exempt obligations

In the case of a dealer in tax-exempt obligations (whether a corporation, partnership or
sole proprietorship), if the proceeds are directly traceable to the purchase of tax-exempt
obligations, no interest on the indebtedness is deductible.’” If the use of the proceeds cannot be
directly traced, an allocable portion of the interest deduction is disallowed. The amount of
interest disallowed is determined by the ratio of (1) the dealer’s average amount of tax-exempt
obligations held during the taxable year to (2) the average amount of the dealer’s total assets less
the amount of any indebtedness the interest on which is not subject to disallowance to any extent
under the provision.””!

Corporations that are not dealers in tax-exempt obligations

In the case of a business that is not a dealer in tax-exempt obligations, if there is direct
evidence of the purpose to purchase or carry tax-exempt obligations with the proceeds of
indebtedness, then no interest on the indebtedness is deductible. In the absence of such direct
evidence, the IRS provides specific inference rules. Generally, the purpose to purchase or carry
tax-exempt obligations will not be inferred with respect to indebtedness incurred to provide
funds for an active trade or business unless the borrowing is in excess of business needs.’*”® In
contrast, the purpose to carry tax-exempt obligations will be inferred (unless rebutted by other
evidence) where a taxpayer could reasonably have foreseen at the time of purchasing tax-exempt
obligations that indebtedness would have been incurred to meet future economic needs of an
ordinary, recurrent variety.>*

De minimis exception

In the absence of direct evidence linking an individual taxpayer’s indebtedness with the
purchase or carrying of tax-exempt obligations, taxpayers other than dealers may benefit from a
de minimis exception.*® The IRS takes the position that it will ordinarily not infer a purpose to
purchase or carry tax-exempt obligations if a taxpayer’s investment therein is “insubstantial.”**
A corporation’s holdings of tax-exempt obligations are presumed to be insubstantial if the
average adjusted basis of the corporation’s tax-exempt obligations is two percent or less of the
average adjusted basis of all assets held in the active conduct of the corporation’s trade or
business.

390 Rev. Proc. 72-18, sec. 5.02.
3 1bid., secs. 5.02 and 7.02.
392 Rev. Proc. 72-18, sec. 6.01.
303

Rev. Proc. 72-18, sec. 6.02.

3% Rev. Proc. 72-18, sec. 3.05 provides that the insubstantial holding safe harbor is not available to dealers
in tax-exempt obligations.

305 Rev. Proc. 72-18, 1972-1 C.B. 740.
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If a corporation holds tax-exempt obligations (installment obligations, for example)
acquired in the ordinary course of its business in payment for services performed for, or goods
supplied to, State or local governments, and if those obligations are nonsalable, the interest
deduction disallowance rule generally does not apply.’*® The theory underlying this rule is that a
corporation holding tax-exempt obligations in these circumstances has not incurred or carried
indebtedness for the purpose of acquiring those obligations.

Financial institutions

After taking into account any interest disallowance rules under general rules applicable to
other taxpayers,’’’ Section 265(b)(2) disallows a portion of a financial institution’s otherwise
allowable interest expense that is allocable to tax-exempt interest. The amount of interest that is
disallowed is an amount of interest expense that equals the ratio of the financial institution’s
average adjusted bases of tax-exempt obligations acquired after August 7, 1986 to the average
adjusted bases of all the taxpayer’s assets (the “pro rata rule”).’” This allocation rule is
mandatory and cannot be rebutted by the taxpayer. A financial institution, for this purpose, is
any person who accepts deposits from the public in the ordinary course of such person’s trade or
business, and is subject to Federal or State supervision as a financial institution or is a bank as
defined in section 585(a)(2).

Exception for certain obligations of qualified small issuers

The general rule in section 265(b) denying financial institutions’ interest expense
deductions allocable to tax-exempt obligations does not apply to “qualified tax-exempt
obligations.” Instead, only 20 percent of the interest expense allocable to such qualified tax-
exempt obligations is disallowed.”®” A qualified tax-exempt obligation is a tax-exempt
obligation that is (1) issued after August 7, 1986, by a qualified small issuer, (2) is not a private
activity bond, and (3) is designated by the issuer as qualifying for the exception. A qualified
small issuer is an issuer that reasonably anticipates that the amount of tax-exempt obligations
that it will issue during the calendar year will be $10 million or less. The Code specifies
circumstances under which an issuer and all subordinate entities are aggregated.”'® The special

3% Rev. Proc. 72-18, as modified by Rev. Proc. 87-53, 1987-2 C.B. 669.

37 Including section 265(a) (see, sec. 265(b)(6)(A) and Joint Committee on Taxation, General Explanation
of the Tax Reform Act of 1986, (JCS-10-87), p. 563), but section 265(b)(6)(B) specifies that the disallowance rule of
section 265 is applied before the capitalization rule of section 263A (relating to the capitalization of certain
expenditures).

3% Sec. 265(b).

39 Secs. 265(b)(3) and 291(a)(3). Section 291(a)(3) reduces by 20 percent the amount allowable as a
deduction with respect to any financial institution preference item. Financial institution preference items include
interest on debt to carry tax-exempt obligations acquired after December 31, 1982, and before August 8, 1986.
Section 265(b)(3) treats qualified tax-exempt obligations as if they were acquired on August 7, 1986. As a result, the
amount allowable as a deduction by a financial institution with respect to interest incurred to carry a qualified tax-
exempt obligation is reduced by 20 percent.

319 Sec. 265(b)(3)(E).
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rule for qualified small issuers also applies to certain aggregated issuances of tax-exempt
obligations in which more than one governmental entity receives benefits.’''

Composite issues (i.e., combined issues of bonds for different entities) qualify for the
“qualified tax-exempt obligation” exception only if the requirements of the exception are met
with respect to (1) the composite issue as a whole (determined by treating the composite issue as
a single issue) and (2) each separate lot of obligations that is part of the issue (determined by
treating each separate lot of obligations as a separate issue).”'? Thus a composite issue may
qualify for the exception only if the composite issue itself does not exceed $10 million, and if
each issuer benefitting from the composite issue reasonably anticipates that it will not issue more
than $10 million of tax-exempt obligations during the calendar year, including through the
composite arrangement.

Special rules for obligations issued in 2009 and 2010

The American Recovery and Reinvestment Act of 2009 (“ARRA”) modified certain
provisions of section 265. Tax-exempt obligations issued during 2009 or 2010 and held by a
financial institution, in an amount not to exceed two percent of the adjusted basis of the financial
institution’s assets, are not taken into account for the purpose of determining the portion of the

financial institution’s interest expense subject to the pro rata interest disallowance rule of section
265(b).

In connection with this change, ARRA also amended section 291(e) to provide that tax-
exempt obligations issued during 2009 and 2010, and not taken into account for purposes of the
calculation of a financial institution’s interest expense subject to the pro rata interest
disallowance rule, are treated as having been acquired on August 7, 1986. As a result, such
obligations are financial institution preference items, and the amount allowable as a deduction by
a financial institution with respect to interest incurred to carry such obligations is reduced by 20
percent.

With respect to tax-exempt obligations issued during 2009 and 2010, ARRA relaxed
several rules related to qualified small issuers.

Legislative background

A provision denying a deduction for interest incurred in connection with tax-exempt
obligations has been a part of the U.S. tax system since the Revenue Act of 1917, which allowed
a deduction for “all interest paid within the year on his indebtedness except on indebtedness
incurred for the purchase of obligations or securities the interest upon which is exempt from
taxation under this title.”*"> Prior to 1986, banks were largely exempted from section 265

A Sec. 265(b)(3)(C)(iii).
312 Sec. 265(b)(3)(F).

313 Section 1201(1) of the Revenue Act of 1917. For a history of section 265, see George Craven,
“Disallowance of Interest Deduction to Owner of Tax-Exempt Bonds,” 24 Tax Lawyer 287 (1971).
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pursuant to IRS rulings providing, inter alia, that interest paid to depositors was not interest
incurred or continued to carry tax-exempt obligations®'* and that section 265 would generally not
apply to interest on indebtedness incurred by banks in the ordinary course of business absent a
direct connection between the borrowing and the tax-exempt investment.'

As part of the Tax Reform Act of 1986,>'° Congress amended section 265 to deny
financial institutions an interest deduction in direct proportion to their tax-exempt holdings.
Congress believed that allowing financial institutions to deduct interest payments regardless of
tax-exempt holdings discriminated in favor of financial institutions at the expense of other
taxpayers, and Congress was concerned that financial institutions could drastically reduce their
tax liability using such rules. Congress believed that a proportional disallowance rule was
appropriate because of the difficulty of tracing funds within a financial institution and the near
impossibility of assessing a financial institution’s purpose in accepting particular deposits.’'’

Debt with Respect to Certain Insurance Products

Present law

No Federal income tax generally is imposed on a policyholder with respect to the
earnings under a life insurance contract’'® (“inside buildup”).’" Further, an exclusion from
Federal income tax is provided for amounts received under a life insurance contract paid by

reason of the death of the insured.**°

314 Rev. Rul. 61-222, 1961-2 C.B. 58.
315 Rev. Proc. 70-20.

316 pyb. L. No. 99-514.

317 See Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1986 (JCS-10-87),
May 4, 1987, pp. 562-3.

318 By contrast to the treatment of life insurance contracts, if a deferred annuity contract is held by a
corporation or by any other person that is not a natural person, the income on the contract is treated as ordinary
income accrued by the contract owner and is subject to current taxation. The contract is not treated as an annuity
contract (sec. 72(u)).

319 This favorable tax treatment is available only if a life insurance contract meets certain requirements
designed to limit the investment character of the contract (sec. 7702). Distributions from a life insurance contract
(other than a modified endowment contract) that are made prior to the death of the insured generally are includible
in income, to the extent that the amounts distributed exceed the taxpayer’s basis in the contract for purposes of
determining income taxes, other than those imposed on insurance companies such distributions generally are treated
first as a tax-free recovery of basis, and then as income (sec. 72(¢)). In the case of a modified endowment contract,
however, in general, distributions are treated as income first, loans are treated as distributions (i.e., income rather
than basis recovery first), and an additional 10-percent tax is imposed on the income portion of distributions made
before age 59 1/2 and in certain other circumstances (secs. 72(e) and (v)). A modified endowment contract is a life
insurance contract that does not meet a statutory “7-pay” test, i.e., generally is funded more rapidly than a policy that
would provide paid-up future benefits after the payment of seven annual level premiums (sec. 7702A).

320 Sec. 101(a).
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Present law imposes limitations on the deductibility of interest on debt with respect to life
insurance contracts. These limitations address the potential for arbitrage that could arise in the
event that deductible interest expense relates to amounts excludable as inside buildup and as
death benefits under a life insurance contract.

Interest paid or accrued with respect to the contract

No deduction is allowed for any amount paid or accrued on debt incurred or continued to
purchase or carry a single premium life insurance, annuity, or endowment contract (the “single
premium” deduction limitation).**' A contract is treated as a single premium contract if
substantially all the premiums on the contract are paid within a period of four years from the date
on which the contract is purchased or if an amount for payment of a substantial number of future
premiums is deposited with the insurer.’*

In addition, no deduction is allowed for any amount paid or accrued on debt incurred or
continued to purchase or carry a life insurance, annuity, or endowment contract pursuant to a
plan of purchase that contemplates the systematic direct or indirect borrowing of part or all of the
increases in the cash value of the contract (either from the insurer or otherwise).”> Several
exceptions are provided for this rule. The deduction denial does not apply if (1) no part of four
of the annual premiums due during the initial seven year period is paid by means of such debt;
(2) if the total amounts to which the provision would apply in a taxable year does not exceed
$100; (3) if the amounts are paid or accrued because of financial hardship; or (4) if the
indebtedness is incurred in connection with the taxpayer’s trade or business.’**

Finally, no deduction is allowed for interest paid or accrued on any debt with respect to a
life insurance, annuity, or endowment contract covering the life of any individual,**® with a key
person insurance exception.**®

Pro rata interest deduction limitation

A pro rata interest deduction disallowance rule also applies. This rule applies to interest
for which a deduction is not disallowed under the other interest deduction disallowance rules

321 Sec. 264(a)(2).
322 Sec. 264(c).
32 Sec. 264(a)(3).
324 Sec. 264(d).
325 Sec. 264(a)(4).

326 This provision limits interest deductibility in the case of such a contract covering any individual in
whom the taxpayer has an insurable interest under applicable State law when the contract is first issued, except as
otherwise provided under special rules with respect to key persons and pre-1986 contracts. Under the key person
exception (sec. 264(e)), otherwise nondeductible interest may be deductible, so long as it is interest paid or accrued
on debt with respect to a life insurance contract covering an individual who is a key person, to the extent that the
aggregate amount of the debt does not exceed $50,000. Other special rules apply.
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relating to life insurance including, for example, interest on third-party debt that is not with
respect to a life insurance, annuity, or endowment contract. Under this rule, in the case of a
taxpayer other than a natural person,>>’ no deduction is allowed for the portion of the taxpayer’s
interest expense that is allocable to unborrowed policy cash surrender values.’”® Interest expense
is allocable to unborrowed policy cash values based on the ratio of (1) the taxpayer’s average
unborrowed policy cash values of life insurance, annuity and endowment contracts, to (2) the
sum of the average unborrowed cash values of life insurance, annuity, and endowment contracts,
plus the average adjusted bases of other assets.

Under the pro rata interest disallowance rule, an exception is provided for any contract
owned by an entity engaged in a trade or business, if the contract covers only one individual who
is an employee or is an officer, director, or 20-percent owner of the entity of the trade or
business.”® The exception also applies to a joint-life contract covering a 20-percent owner and
his or her spouse.

An employer may exclude the death benefit under a contract insuring the life of an
employee if the insured was an employee at any time during the 12-month period before his or
her death, or if the insured is among the highest paid 35 percent of all employees. Notice and
consent requirements must be satisfied.

Legislative background

A limitation has applied to the deductibility of interest with respect to single premium life
insurance contracts since 1942.%*° Additional interest deduction limitations with respect to life
insurance, annuity, and endowment contracts were added in 1964 and 1986.%! More recently,
further interest deduction limitations with respect to such insurance contracts were added in 1996
and again in 1997.%*% In general, these interest deduction limitations have been based in part on

327 See sec. 264(f)(5).

3% Sec. 264(f). This applies to any life insurance, annuity or endowment contract issued after June 8,
1997.

329 Sec. 264(f)(4).

30 Current sec. 264(a)(2) (former sec. 24(a)(6) of the 1939 Code), enacted in the Revenue Act of 1942,
Pub. L. No. 753, 56 Stat. 798, sec. 129, 77th Cong., 2d Sess., October 21, 1942.

31 Sec. 264(a)(3), enacted in the Revenue Act of 1964, Pub. L. No. 88-272, sec. 215, 88th Cong., 2d Sess.,
1964; sec. 264(a)(4) and (e)(1) (subsequently modified), enacted in the Tax Reform Act of 1986, Pub. L. No. 99-
514, sec. 1003, 99th Cong., 2d Sess., October 22, 1986. In addition to interest deduction limitations, limitations are
imposed on the deductibility of premiums with respect to life insurance, annuity, and endowment contracts (sec.

264(a)(1)).
32 Current sec. 264(¢), enacted in the Health Insurance Portability and Accountability Act of 1996, Pub. L.

No. 104-191, sec. 501, 104th Cong., 2d. Sess., July 31, 1996; and sec. 264(f), enacted in the Taxpayer Relief Act of
1997, Pub. L. No. 105-34, sec. 1084, 105th Cong., 1st Sess., July 30, 1997.
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concern over the opportunity for tax arbitrage, that is, the deductibility of interest expense with
respect to untaxed investment income (inside buildup) of the insurance contract.**

For example, in enacting the interest deduction limitations in 1997, Congress expressed
concern about the tax arbitrage of deducting interest expense that funds untaxed income:

In addition, the Committee understands that taxpayers may be seeking new means of
deducting interest on debt that in substance funds the tax-free inside build-up of life insurance or
the tax-deferred inside buildup of annuity and endowment contracts. The Committee believes
that present law was not intended to promote tax arbitrage by allowing financial or other
businesses that have the ongoing ability to borrow funds from depositors, bondholders, investors
or other lenders to concurrently invest a portion of their assets in cash value life insurance
contracts, or endowment or annuity contracts. Therefore, the bill provides that for taxpayers
other than natural persons, no deduction is allowed for the portion of the taxpayer’s interest
expense that is allocable to unborrowed policy cash values of any life insurance policy or annuity
or endowment contract issued after June 8§, 199733

In 2006, additional rules for excludability of death benefits under a life insurance contract
were added in the case of employer-owned life insurance contracts® (generally, those contracts
insuring employees that are excepted from the pro rata interest deduction limitation).**®

Debt-Financed Income of Tax-Exempt Organizations

Present law

Although tax-exempt organizations described under section 501(c) are generally exempt
from Federal income tax,”*’ such organizations may be subject to the unrelated business income
tax (“UBIT”)**® on income derived from property financed with debt.**’

33 For example, in enacting the 1964 interest deduction limitation, Congress stated, “The annual increase
in the cash value of the insurance policy to reflect interest earnings, which generally is not taxable to the taxpayer
either currently or otherwise, is likely to equal or exceed the net interest charges the taxpayer pays. Thus, for
taxpayers in higher brackets, where the annual increment in the value of the policy, apart from the premiums,
exceeds the net interest cost of the borrowing, such policies can actually result in a net profit for those insured.”
Revenue Act of 1963, Report of the Committee on Ways and Means, H.R. Rep. No. 749, 88th Cong., 1st Sess., page
61, September 13, 1963. As a further example, following enactment of the 1986 interest deduction limitation, the
reasons for change included this statement: “This provision provides a cap on the deductibility of such interest,
rather than phasing out deductibility. The provision was structured in this manner to allow small businesses to use
loans on life insurance policies for their employees as a source of short-term capital when necessary. Congress did
not intend to allow these loans to be an unlimited tax shelter as under prior law.” Joint Committee on Taxation,
General Explanation of the Tax Reform Act of 1986, JCS-10-87, p. 579, May 4, 1987.

3% Revenue Reconciliation Act of 1997 (as Reported by the Senate Committee on Finance), S. Rep. No.
105-33, 105th Cong., 1st Sess., p. 187, June 20, 1997 (footnotes omitted).

35 Sec. 101()).

336 pension Protection Act of 2006, Pub. L. No. 109-280.
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In general, income of a tax-exempt organization that is produced by debt-financed
property is treated as unrelated business taxable income in proportion to the amount of
acquisition indebtedness on the income-producing property.**’ Certain educational
organizations, pension funds, title holding companies, and retirement income accounts are

eligible for an exception to the debt-financed income rules for investments in real property.341

Legislative background

Until the introduction of the UBIT in 1950, there was no statutory limitation on the
amount of business activity an exempt organization could conduct so long as the earnings from
the business were used for exempt purposes. In response to certain abusive transactions,”**
Congress subjected charitable organizations (not including churches) and certain other exempt
organizations to tax on their unrelated business income as part of the Revenue Act of 1950.>*

37 Sec. 501(a).

3% Secs. 511-514. In general, UBIT taxes income derived from a regularly carried on trade or business
that is not substantially related to the organization’s exempt purposes. Certain categories of income—such as
interest, dividends, royalties, and rent—are generally exempt from UBIT. For example, tax-exempt organizations
are not taxed on interest income they receive from investments in debt or other obligations.

3% Tax-exempt organizations subject to UBIT include those described in section 501(c) (except for U.S.
instrumentalities and certain charitable trusts), qualified pension, profit-sharing, and stock bonus plans described in
section 401(a), and certain State colleges and universities. Sec. 511(a)(2). Organizations liable for UBIT may be
liable for alternative minimum tax determined after taking into account adjustments and tax preference items.

30 Acquisition indebtedness generally means the amount of unpaid indebtedness incurred by an
organization in acquiring or improving the property and indebtedness incurred either before or after acquisition or
improvement that would not have been incurred but for the acquisition or improvement of the property. Sec.
514(c)(1).

3 Sec. 514(c)(9)(A). Additional requirements must be met for the real property exception to apply where
the real property is held by a partnership in which a qualified organization is a partner. In addition to the real
property exception, acquisition indebtedness does not include (1) certain indebtedness incurred in the performance
or exercise of a purpose or function constituting the basis of the organization’s exemption, (2) obligations to pay
certain types of annuities, and (3) an obligation, to the extent it is insured by the Federal Housing Administration, to
finance the purchase, rehabilitation, or construction of housing for low- and moderate-income persons. See secs.
514(c)(4), (5), and (6), respectively.

2 For example, in one type of transaction, a tax-exempt organization borrows the entire purchase price of
real property, purchases the property and leases it back to the seller under a long-term lease, and services the loan
with tax-free rental income from the lease. H.R. Rep. No. 2319, 81st Cong., 2d Sess. 38-39 (1950); S. Rep. No.
2375, 81st Cong., 2d Sess. 31-32 (1950).

33 Revenue Act of 1950, Pub. L. No. 81-814, sec. 301. In 1951, Congress extended the UBIT to the
income of State colleges and universities. Sec. 511(a)(2)(B).
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The 1950 Act taxed as unrelated business income certain rents received in connection
with the leveraged sale and leaseback of real estate.’** This provision was a precursor to the
present-law tax on unrelated debt-financed income.

In the Tax Reform Act of 1969, Congress extended UBIT to all tax-exempt organizations
described in section 501(c) and 401(a) (except United States instrumentalities).** In addition,
the 1969 Act expanded the tax on debt-financed income beyond rents from debt-financed
acquisitions of real property to encompass debt-financed income from interest, dividends, other
rents, royalties, and certain gains and losses from any type of property.**®

In the Miscellaneous Revenue Act of 1980, Congress enacted an exception to the debt-
financed income rules for certain real property investments by qualified pension trusts (the
progenitor of the real property exception).”*’

In the Deficit Reduction Act of 1984, Congress extended the real property exception to
educational organizations and layered on additional conditions, including an absolute bar on
seller financing and an anti-abuse rule in the case of qualified organizations that were partners in
partnerships investing in debt-financed real property.”*® In 1987, Congress further modified the
restrictions on partnerships of qualified organizations investing in debt-financed real property by
enacting the fractions rule.*” In 1993, Congress relaxed some of the conditions required to meet
the real property exception.®”

3% There was an exception for rental income from a lease of five years or less. For a discussion of
Congress’s objections to such transactions, see H.R. Rep. No. 2319, 81st Cong., 2d Sess. 38-39 (1950); S. Rep. No.
2375, 81st Cong., 2d Sess. 31-32 (1950).

5 Pub. L. No. 91-172. The tax also applies to certain State colleges and universities and their wholly
owned subsidiaries. Sec. 511(a)(2)(B).

6 For a discussion of the reason for the expanding the debt-financed income rules in 1969, see Joint
Committee on Taxation, General Explanation of the Tax Reform Act of 1969 (JCS-16-70), December 3, 1970, at 62.

**7 Pub. L. No. 96-605. Congress believed that such an exception was warranted because “the exemption
for investment income of qualified retirement trusts is an essential tax incentive which is provided to tax-qualified
plans in order to enable them to accumulate funds to satisfy their exempt purpose—the payment of employee
benefits.” S. Rep. No. 96-1036, 96th Cong., 2d Sess. 29 (1980). In addition, the exemption provided to pension
trusts was appropriate because, unlike other exempt organizations, the assets of such trusts eventually would be
“used to pay taxable benefits to individual recipients whereas the investment assets of other [exempt] organizations .
.. are not likely to be used for the purpose of providing benefits taxable at individual rates.” Ibid. In other words,
the exemption for qualified trusts generally results only in deferral of tax; unlike the exemption for other
organizations.

¥ Pub. L. No. 38-369. See Joint Committee on Taxation, General Explanation of the Revenue Provisions
of the Deficit Reduction Act of 1984 (JCS-41-84), December 31, 1984, at 1151.

¥ Sec. 514(c)(9)(B)(vi) & (E), enacted in section 10214 of The Revenue Act of 1987, Pub. L. No. 100-
203. The fractions rule generally is intended to prevent the shifting of disproportionate income or gains to tax-
exempt partners of the partnership or the shifting of disproportionate deductions, losses, or credits to taxable
partners. See H.R. Rep. No. 100-391, H.R. 3545, Report to accompany recommendations from the Committee on
Ways and Means, House of Representatives, October 26, 1987, p. 1076. Under the fractions rule, the allocation of
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Dividends Received Deduction Reduction for Debt-Financed Portfolio Stock

Present law

In general, a corporate shareholder is allowed a deduction equal to (1) 100 percent of
certain qualifying dividends received from a corporation in the same affiliated group as the
recipient;>>' (2) 80 percent of the dividends received from a corporation if it owns at least 20
percent of the payee’s stock (by vote and value); and (3) 70 percent of dividends received from
other corporations.’> The purpose of the dividends received deduction is to reduce multiple
corporate-level taxation of income as it flows from the corporation that earns it to the ultimate
noncorporate shareholder.

However, if dividends are paid on debt-financed stock, the combination of the dividends
received deduction and the interest deduction would enable corporate taxpayers to shelter
unrelated income. Therefore, section 246A generally reduces the 80 percent and 70 percent
dividends received deduction so that the deduction is available, in effect, only with respect to
dividends attributable to that portion of the stock which is not debt-financed.” Under
regulations prescribed by the Secretary, any reduction in the amount allowable as a dividends
received <Sise4ducti0n under the rule is limited to the amount of the interest allocable to the
dividend.

Section 246A applies to dividends on debt-financed “portfolio stock™ of the recipient
corporation. Stock of a corporation is portfolio stock unless specifically excluded. Stock is not
portfolio stock if, as of the beginning of the ex-dividend date for the dividend involved, the
taxpayer owns stock (1) possessing at least 50 percent of the total combined voting power of all
classes of stock entitled to vote, and (2) having a value equal to at least 50 percent of the value of

items to any partner that is a qualified organization cannot result in such partner having a share of the overall
partnership income for any taxable year greater than such partner’s share of overall partnership loss for the taxable
year for which such partner’s loss share will be the smallest. Sec. 514(c)(9)(E)(i)(I). A partnership generally must
satisfy the fractions rule both currently and for each taxable year of the partnership in which it holds debt-financed
property and has at least one partner that is a qualified organization. Treas. Reg. sec. 1.514(c)-2(b)(2)(i).

330 See Omnibus Budget Reconciliation Act of 1993, Pub. L. No. 103-66.

31 Sec. 243(a)(3) and (b). An affiliated group generally consists of a common parent corporation and one
or more other corporations at least 80 percent of the stock of which (by vote and value) is owned by the common
parent or another member of the group.

332 Sec. 243. Section 245 allows a 70 percent, 80 percent and 100 percent deduction for a specified portion
of dividends received from certain foreign corporations. Section 244 allows a dividends received deduction on
certain preferred stock of public utilities.

33 The reduction of the dividends received deduction may be viewed as a surrogate for limiting the interest
deduction.

3% Sec. 246A(e). Treasury has not issued regulations under section 246A.
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all the stock, of such corporation.”> Portfolio stock is debt-financed if there is a direct
relationship between indebtedness and the portfolio stock. The provision does not incorporate
any allocation or apportionment formula or fungibility concept.

Legislative background

Section 246A was enacted by the Deficit Reduction Act of 1984,*° in response to
concern that corporate taxpayers were borrowing money (giving rise to deductible interest
payments) to purchase portfolio stock that paid dividends (partially excluded from income by the
dividends received deduction), thus allowing such taxpayers to use the deduction for dividends
paid or accrued to shelter unrelated income. Congress did not believe these two deductions were
intended to provide such shelter.*>’

7. Rules to match timing of tax deduction and income inclusion relating to debt

Statutory limitations on the deductibility of interest expense apply in some cases in which
an immediate deduction would produce a mismatching of income and expense. If the full
interest deduction is not permitted on a current basis, the deduction may be disallowed, deferred
until a later time, or required to be capitalized into the basis of related property. Following is a
brief description of some rules designed to match the timing of income and deductions related to
debt.

Interest and OID on Amounts Pavable to Related Foreign Lenders

Accrued but unpaid interest

Special rules apply to a debt instrument issuer’s deduction for accrued but unpaid
interest, and accrued OID, owed to certain related persons. These rules are generally designed to
match the issuer’s deduction with the holder’s corresponding income inclusion.

A number of rules limit deductions for losses, expenses, and interest with respect to
transactions between related persons. In the case of unpaid stated interest and expenses of
related persons, where, by reason of a payee’s method of accounting, an amount is not includible
in the payee’s gross income until it is paid, but the unpaid amounts are deductible currently by
the payor, the amount generally is allowable as a deduction when such amount is includible in
the gross income of the payee.””® This rule is intended to prevent the mismatch of, for example,

355 The 50 percent threshold is reduced to 20 percent if five or fewer corporate stockholders own, directly
or indirectly, stock possessing at least 50 percent of the voting power and value of all the stock of such corporation.
This rule was intended to exempt certain corporate joint ventures from the provision. See, Joint Committee on
Taxation, General Explanation of the Revenue Provisions of the Deficit Reduction Act of 1984 (JCS-41-84),
December 31, 1984.

336 pyb. L. No. 98-369.

337 See Joint Committee on Taxation, General Explanation of the Revenue Provisions of the Deficit
Reduction Act of 1984 (JCS-41-84), December 31, 1984, p. 128.

38 Sec. 267(a)(2).
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a deduction for interest accrued by a taxpayer on the accrual method of accounting that is
payable to a related person on a cash method of accounting. In the absence of this rule, the
issuer would take a deduction upon accrual of the obligation to pay interest (whether or not the
interest was actually paid), but a related holder would not take the interest into income until it is
paid.

U.S.-source “fixed or determinable annual or periodical” income, including dividends,
interest, rents, royalties, and other similar income, is subject to a 30-percent gross-basis
withholding tax when paid to a foreign person.”” This withholding tax can create a mismatch
where, for example, a U.S. accrual-method taxpayer borrows amounts from a foreign
corporation. In the absence of a special rule, the U.S. taxpayer would be allowed a deduction for
accrued interest annually even if no interest were actually paid, and the foreign corporate lender
would be subject to the 30-percent gross-basis withholding tax only when the interest was paid.
The Code directs the Treasury Secretary to issue regulations applying the matching principle in
this circumstance and other circumstances involving payments to related foreign persons.”®
With respect to stated interest and other expenses owed to related foreign corporations, Treasury
regulations require a taxpayer to use the cash method of accounting in deducting amounts owed
to related foreign persons (with an exception for income of a related foreign person that is
effectively connected with the conduct of a U.S. trade or business and that is not exempt from
taxation or subject to a reduced rate of taxation under a treaty obligation).”®!

A foreign corporation’s foreign-source active business income generally is subject to
U.S. tax only when such income is distributed to any U.S. person owning stock of such
corporation. Accordingly, a U.S. person conducting foreign operations through a foreign
corporation generally is subject to U.S. tax on the foreign corporation’s income only when the
income is repatriated to the United States through a dividend distribution. However, certain
anti-deferral regimes may cause the U.S. person to be taxed on a current basis in the United
States with respect to certain categories of passive or highly mobile income earned by the foreign
corporations in which a U.S. person holds stock. The main anti-deferral rules are the controlled
foreign corporation (“CFC”) rules of subpart F*** and the passive foreign investment company
(“PFIC”) rules.’® Section 267(a)(3)(B) provides special rules for items payable to a CFC or a
PFIC. In general, with respect to any item payable to a related CFC or a PFIC, deductions for
amounts accrued but unpaid (whether by U.S. or foreign persons) are allowable only to the
extent that the amounts accrued by the payor are, for U.S. tax purposes, currently includible in
the income of the direct or indirect U.S. owners of the related foreign corporation under the

39 Secs. 871, 881, 1441, 1442.

360 Section 267(a)(3)(A).

1 Treas. Reg. sec. 1.267(a)-3(b)(1), -3(c).
%2 Secs. 951 — 964.

363 Qecs. 1291 — 1298.
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relevant inclusion rules. Deductions that have accrued but are not allowable under this special
rule are allowed when the amounts are actually paid.

Original issue discount

Rules similar to those discussed above apply in the case of OID on debt instruments held
by a related foreign person. In such case, section 163(e)(3)(A) disallows a deduction for any
portion of such OID until paid by the issuer (the “related-foreign-person rule”).*** This related-
foreign-person rule does not apply to the extent that the OID is effectively connected with the
foreign related person’s conduct of a U.S. trade or business (unless such OID is exempt from
taxation or is subject to a reduced rate of taxation under a treaty obligation).365

In the case of any OID debt instrument held by a related foreign person which is a CFC
or a PFIC, deductions for accrued but unpaid OID are similarly allowable only to the extent that
such OID is, for U.S. tax purposes, currently includible in the income of the direct or indirect
U.S. owners of the related foreign corporation.’®

Legislative background

Section 163(e)(3) was enacted by the Deficit Reduction Act of 1984°°” to address the
mismatch that occurred if a current deduction was allowed for the accrual of interest on an OID
instrument before the interest was actually paid. The Conference Report notes that “there is no
justification for mismatching in the case of related-party OID debt. Such mismatching allows an
economic entity that has divided itself into more than one legal entity to contract with itself at the
expense of the U.S. Government.”®®

The section 267(a)(3) rule directing the Secretary of the Treasury to issue regulations
extending the matching principle to payments made to a non-U.S. person was enacted in the Tax
Reform Act of 1986.

In 2004, as part of AJCA, Congress added the special rules for CFCs and PFICs because
prior law (which assumed there would be little material distortion in the matching of income and
deductions in the context of the these anti-deferral regimes) failed to take into account the
situation in which amounts are included in the income of a related foreign corporation but are not
currently included in the income of the foreign corporation’s U.S. shareholder(s).

3% Sec. 163(e)(3)(A).
%5 Sec. 163(e)(3)(A).
%6 Sec. 163(e)(3)(B).
*%7 Pub. L. No. 98-369.

% H.R. Conf. Rep. 98-861.
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Construction Period Interest

Present law

Section 263 A generally denies a current deduction for costs incurred in manufacturing or
constructing tangible property, requiring that such costs be capitalized. In particular, section
263 A(f) provides that interest paid or incurred during the production period of certain types of
property, and that is allocable to the production of the property, must be capitalized into the
adjusted basis of such property. Interest is allocable to the production of property for these
purposes if it is interest on debt that can be specifically traced to production expenditures. If
production expenditures exceed the amount of the specifically traceable debt, then other interest
expense that the taxpayer would have avoided if amounts incurred for production expenditures
instead had been used to repay the debt also is treated as allocable to the production of property
(the “avoided cost” method of allocating interest). Section 263 A(f) requires the capitalization of
interest on debt that is allocable to property which has a long useful life,’® an estimated
production period exceeding two years, or an estimated production period exceeding one year
and a cost exceeding $1 million.*”

By requiring that certain interest expense be capitalized, section 263 A effectively defers
the deduction for interest paid until the related income is recognized.

Legislative background

Section 263A was enacted by the Tax Reform Act of 1986.>”" Congress believed that a
comprehensive set of rules governing the capitalization of costs of producing, acquiring, and
holding property, including interest expense, was advisable to reflect income more accurately,
and to alleviate distortions in the allocation of economic resources and the manner in which
certain activities are organized.””> The Technical and Miscellaneous Revenue Act of 1988°"
clarified the application of the interest allocation rule.

% Property has a long useful life for this purpose if such property is real property or is property with a
class life of 20 years or more (as determined under section 168) (sec. 263A(f)(4)(A)).

70 Sec. 263A(f)(1)(B).
371 pyb. L. No. 99-514.

372 See Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1986 (JCS-10-87),
May 4, 1987, pp. 508-509.

373 Pub. L. No. 100-647.
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Interest in the Case of Straddles

Present law

A straddle generally refers to offsetting positions with respect to actively traded personal
property.”’* Positions are offsetting if there is a substantial diminution in the risk of loss from
holding one or more other positions in personal property.’”

Section 263(g) requires taxpayers to capitalize certain otherwise deductible expenditures
allocable to personal property that is part of a straddle. Thus, these expenditures effectively
reduce the gain or increase the loss recognized upon disposition of the property. Expenditures
subject to this requirement are interest on indebtedness incurred or continued to carry property
(including any amount paid or incurred in connection with personal property used in a short sale)
as well as other amounts paid or incurred to carry the property, including insurance, storage or
transportation charges (“carrying charges”). The amount of expenditures to be capitalized is
reduced by certain income amounts with respect to the personal property.’’®

Legislative background

The limitation on deductibility of straddle interest and carrying charges (along with the
straddle rules more generally’’’) was enacted in 1981°”® in response to the use of certain
straddles, which were executed with deductible financing and carrying charges, to defer ordinary
income and to convert it into long-term capital gain (referred to as “cash and carry” shelters).
Such shelters typically involved the debt-financed purchase of a physical commodity, for
example silver, and an offsetting futures contract to deliver the silver in a subsequent taxable
year. The taxpayer would deduct interest expense, storage and insurance costs in the first year,
offsetting ordinary investment income. After 12 months, if the price of silver declined, the
taxpayer could deliver the silver to satisfy the futures contract, realizing a gain on the silver. If
the price of silver had increased, the taxpayer could sell the silver, producing long-term capital
gain, and close out the short futures position, creating a short-term capital loss. In either event,
the net gain on the two positions would approximately equal the carrying charges, but would be
reported as capital gain. By requiring the capitalization of financing and carrying charges
Congress sought to discourage these transactions.”””

37 Secs. 1092(c)(1) and 1092(d)(1).
375 Sec. 1092(c)(2).
376 Sec. 263()(2)(B)() - (iv).

37 Sec. 1092. The straddle rules generally defer a loss on a position that is part of a straddle to the extent
the amount of the loss does not exceed the amount unrecognized gain on offsetting positions in the straddle.

" Economic Recovery Tax Act of 1981, Pub. L. No. 97-37.

7 See Joint Committee on Taxation, General Explanation of the Economic Recovery Tax Act of 1981
(JCS-71-81), December 29, 1981, pp. 292-293.
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In 1984, the straddle rules were expanded to include exchange traded stock options in
response to transactions exploiting the exemption of stock and exchange-traded stock options
from the straddle rules.**® For example, such transactions used offsetting deep-in-the-money
options on stock, the value of which could be expected to move in roughly opposite directions.”™!

In 1986, section 263(g)(2) was amended to include in the definition of interest and
carrying charges any amount which is a payment with respect to a securities loan.***

In 2004 the straddle rules were broadened to include actively traded stock. The same
legislation provided, among other things, that at the time a taxpayer acquires a straddle the
taxpayer is permitted to identify the straddle as an ‘identified straddle’ and thereby subject the
positions composing the straddle to a basis adjustment rule rather than to the general loss deferral
rule of section 1092(a)(1).

8. Other rules relating to business debt and equity

Employee Stock Ownership Plans

In general

An employee stock ownership plan (“ESOP”) generally is a type of qualified retirement
plan that is designed to invest primarily in securities of the employer maintaining the plan.*** An
ESOP can be maintained by either a C corporation or an S corporation. An employer
corporation may lend money to an ESOP, or the employer corporation may guarantee a loan
made by a third-party lender to the ESOP, to finance the ESOPs purchase of employer securities.
An ESOP that borrows funds to acquire employer securities generally is called a leveraged
ESOP. In the case of an ESOP maintained by a C corporation, payments of principal on the
ESOP acquisition loan are deductible to the extent permitted under the general deduction limits
for contributions to qualified retirement plans (25 percent of the participants’ compensation in

380 Deficit Reduction Act of 1984, Pub. L. No. 98-369. See also, Joint Committee on Taxation, General
Explanation of the Revenue Provisions of the Deficit Reduction Act of 1984 (JCS-41-84), December 31, 1984.

31 See, e.g., Joint Committee on Taxation, General Explanation of the Revenue Provisions of the Deficit
Reduction Act of 1984 (JCS-41-84), December 31, 1984, pp. 306-308.

382 Tax Reform Act of 1986, Pub. L. No. 99-514.

% Under section 4975(e)(7), in order to be an ESOP (as opposed to another type of qualified retirement
plan), the plan must satisfy certain other requirements. The employer securities must be qualified employer
securities as defined in section 409(1) (which generally requires use of readily tradable securities, if available, or
common stock with the greatest voting power and dividend rights). The plan must satisfy the distribution and put
option requirements of section 409(h) and (o) (which generally require distributions be available in employer stock
for other than S corporation stock, and distributions of stock that is not readily tradable to be able to put to the
employer), the voting rights requirements of section 409(e) (which require that voting rights on shares held by the
ESOP be passed through to ESOP plan participants in certain circumstances), and the nonallocation requirements of
section 409(n) (which apply if the seller of stock to an ESOP claims nonrecognition treatment) and 409(p) (which
apply in the case of ESOP maintained by an S corporation). The plan also must satisfy other requirements provided
in Treasury regulations.

100



the case of a defined contribution plan) but the limit is applied separately to the payments of
principal for the year, and interest payments are deductible without regard to the limitation. **
In addition, dividends paid with respect the employer stock of a C corporation held by an ESOP
that are passed through to participants or used to make acquisition loan payments generally may
also be deductible.*® This deduction is also allowed without regard to the general deduction
limits on contributions to qualified plans. There is also a nonrecognition provision for sales of C
corporation employer stock to an ESOP by a shareholder.”™

Because an ESOP is a qualified retirement plan, the assets of an ESOP, including the
employer securities purchased with the loan are held in a tax-exempt trust. For an S corporation
maintaining an ESOP, the trust of the ESOP is also exempt from UBIT.*®” There are restrictions
that limit the grant of stock options by an S corporation that maintains an ESOP but it is possible
in certain circumstances to grant options or warrants for S corporation stock that, when
combiggd with the outstanding shares of the S corporation, are options for up to 49 percent of the
stock.

Because an ESOP is a qualified retirement plan, it must satisty the rules applicable to
qualified plans generally (that are designed to protect the interest of participants and limit the
amount of deferred compensation that is permitted in the plan) as well as a number of rules that
only apply to leveraged ESOPs (to protect the plan against fiduciary self-dealing and to ensure
that employees actually enjoy the benefits of stock ownership).

Prohibited transaction exemption for ESOPs

Prohibited transaction rules

In order to prevent persons with a close relationship to a qualified retirement plan from
using that relationship to the detriment of plan participants and beneficiaries, the Code and
ERISA prohibit certain transactions between a qualified retirement plan and a disqualified
person.”® A disqualified person includes any fiduciary, a person providing services to the plan,

3 Sec. 404(a)(9).

35 Sec. 404(k). If the dividend is paid with respect to stock allocated to a participant’s accounts, the plan
must allocate employer securities with a fair market value of not less than the amount of such dividend to the
participant’s account for the year in which such dividend would have been allocated to such participant.

3% Sec. 1042. Further detail on this provision is contained in Present Law related to Pensions/Retirement.

37 Sec. 512(e)(3).

3% See the nonallocation rules under section 409(p) for the limits on stock options and other synthetic
equity, provided by an S corporation that maintains an ESOP, and section 4976A for the excise tax consequences.
Further detail on this provision is contained in Present Law related to Pensions/Retirement.

3% Section 4975 of the Code and section 406 of ERISA. The Code imposes a two-tier excise tax on

prohibited transactions. The initial level tax is equal to 5 percent of the amount involved with respect to the
transaction.
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an employer any of whose employees are covered by the plan, an employee organization of
which any members are covered by the plan, and certain persons related to such disqualified
persons. Transactions prohibited between the plan and a disqualified person include among
others (1) the sale or exchange, or leasing of property; (2) the lending of money or other
extension of credit; and (3) the furnishing of goods, service, or facilities.

Exemptions for leveraged ESOPs

Two statutory exemptions to the prohibited transaction rules permit the existence of
leveraged ESOPS. First, qualified plans are allowed to acquire qualifying employer securities
for “adequate consideration.”” Second, an ESOP (but not any other qualified retirement plan)
is permitted to borrow from the employer or other disqualified person, or the employer is
permitted to guarantee a loan to an ESOP by a third party lender, to acquire employer
securities.””!

To qualify for the loan exemption, the loan must be primarily for the benefit of
participants and beneficiaries of the plan. The loan must be for a specific term and the interest
rate for the loan must not be in excess of a reasonable rate.** Any collateral given to a
disqualified person by the plan in connection with the loan must consist only of qualifying
employer securities and generally only those acquired with the proceeds of the loan.**” The
shares are held in a suspense account under the plan but must be released and allocated to
participants as the loan is repaid under one of two specific methods provided in the
regulations.’”* In the event of default on the loan, the value of plan assets transferred in
satisfaction of the loan must not exceed the amount of default.*”

In the case of a distribution of cash by an S corporation (as described in section 1368(a))
to a leveraged ESOP with respect to its stock, the ESOP is permitted to use distributions with
respect to unallocated shares held in the suspense account to make payments (principal and
interest) on the acquisition loan.**® Such use of the distribution is not a prohibited transaction and
will not cause the plan to violate the qualification requirements.

3% Sec. 408(e) of ERISA and section 4975(e)(13) of the Code..

1 Sec. 408(b)(3) of ERISA and sec. 4975(d)(3) of the Code.

392

Treas. Reg. sec. 54.4975-7(b)(7).

3% Treas. Reg. sec. 54.4975-7(b)(5).

3% Treas. Reg. sec. 54.4975-7(b)(8).

3% Treas. Reg. sec. 54.4975-7(b)(6).

3% Sec. 4975(f)(7). If the distribution is paid with respect to allocated stock purchased with the loan being
repaid and is used to repay the acquisition loan, the plan must allocate employer securities with a fair market value
of not less than the amount of such distribution to the participant for the year in which such distribution would have
been allocated to such participant.
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Legislative backeround

The term “employee stock ownership plan” was added to the Code by the Employee
Retirement Income Security Act of 1974 (“ERISA”). However, prior to ERISA, stock bonus
plans could be structured to be the equivalent of a leveraged ESOP.*"”

The Tax Reform Act of 1984** and Tax Reform Act of 1986°”° added most of the
present law special deduction and nonrecognition of gain provisions with respect to leveraged
ESOPs.

S corporations

Prior to 1998, trusts of retirement plan qualified under section 401(a) were not permitted
as shareholders of S corporations. Thus, prior to 1998, ESOPs could be maintained only by C
corporations. The Small Business Job Protection Act of 1996 (“SBJPA”) amended section 1361
to allow trusts qualified under section 401(a) to be S corporation shareholders. This change was
specifically intended to allow S corporations to maintain ESOPs. Under SBJPA, the pass-
through income from an S corporation to an ESOP as an S corporation shareholder was subject
to UBIT. The Taxpayer Relief Act of 1997 amended section 512(e) to provide an exemption
from UBIT for the pass-through income from an S corporation to an ESOP with respect to the S
corporation shares held by the ESOP as qualified securities.*” A qualified plan that is not an
ESOP continues to be subject to UBIT on the pass-through income on any shares of S
corporation stock held in the plan’s trust. The legislative history to the Taxpayer Relief Act of
1997*! gives as the reason for the ESOP exemption from UBIT that subjecting S corporation
ESOP income to UBIT is not appropriate because “such amounts would be subject to tax at the
ESOP level and also again when benefits are distributed to ESOP participants.” ***

397 Specifically a stock bonus plan, a type of retirement plan qualified under section 401(a), could be
structured as a plan invested primarily in employer securities acquired using funds borrowed by the plan.

3% Pub. L. No. 98-369.
3% Pub. L. No. 99-514.

% The exemption from UBIT treatment for an ESOP holding stock of an S corporation allowed an S
corporation with one employee (or a very small number of employees) to establish an ESOP and transfer all their
shares of S Corporation stock to the ESOP (possibly through a leveraged transaction that allowed the stock to be
held in a suspense account until they could be allocated to the participant’s accounts). This allowed the creation of a
tax-exempt S corporation with shares owned through the ESOP by a small number of individuals.

1 Pyb. L. No. 105-34, Senate Report 105-033.

42 When the stock is redeemed or sold to provide distributions from the plan to plan participants, the pass-
through income may ultimately be subject to tax as ordinary income. However, this may occur many years after the
income was earned by the S corporation, a deferral that can significantly reduce the present value of the tax.
Furthermore, if the stock declines in value such that the value of all the income allocations to the ESOP is not
included in the amount distributed to plan participants, the S corporation income is never taxed to that extent.
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The Economic Growth and Tax Reconciliation Act of 2001*** added section 409(p)
which placed some limitations on the concentration of stock ownership through the ESOP and
the use of synthetic equity, as defined in section 409(p)(6)(C) (which generally includes any
stock option, warrant, restricted stock, deferred issuance stock right or similar interest or right to
acquire or receive stock in the S corporation in the future, and certain other rights).

Nonqualified Preferred Stock Not Treated as Stock for Certain Purposes

In general

Under section 351 of the Code, a transfer of property to a corporation in exchange solely
for stock of the transferee corporation is generally tax-free to each transferor. Neither gain nor
loss is recognized with respect to the transferred property, provided that immediately after the
transfer the transferors, in the aggregate, are in control (as defined in section 368(c)) of the
corporation.**

If, in addition to stock, the transferor receives other property (“boot”), such as money or
securities of the transferee corporation, then the transferor recognizes gain (but not loss) on the
transfer (to the extent of the value of the other property).

The transferor recognizes gain or loss on a transfer of property, however, if the transfer
fails to meet the requirements of the nonrecognition rules, for example, by failing the applicable
control requirement,’® or not receiving any stock in the exchange.

Since 1997, the Code has required nonqualified preferred stock (“NQPS”) to be treated as
if it were not stock for some purposes but not others unless the Secretary of the Treasury so
prescribes.*” In particular, section 351(g) provides that NQPS is not stock for purposes of

403 pub. L No. 107-16.

44" Control for this purpose means ownership of stock possessing at least 80 percent of the total combined
voting power of all classes of stock entitled to vote and at least 80 percent of the total number of shares of all other
classes of stock of the corporation. The IRS has ruled that “control” requires ownership of 80 percent of each class
of stock that is not entitled to vote (Rev. Rul. 59-259, 1959-2 C.B. 115). Taxpayers may be able to construct stock
that has a higher percentage of the vote than of value (or vice versa) and retain (or fail to retain) the amount of each
class necessary to satisfy (or to fail to satisfy) this test in various circumstances.

The definition of control for this purpose is different from the definition for certain other purposes — for
example, for purposes of allowing a tax-free liquidation of a subsidiary corporation into a parent (sec. 332), or for
purposes of the rules treating certain transfers of stock between commonly controlled corporations as a contribution
of the stock followed by a redemption distribution that is generally treated as a dividend (sec. 304).

495 Certain prearranged dispositions of stock that would cause a failure of the control requirement may
cause a transaction not to be within the scope of section 351, so that loss or gain on the transferred property is
recognized. See, e.g., Rev. Rul. 54-96, 1954-1 C.B. 111 (prearranged plan caused loss of control); Intermountain
Lumber Co. v. Commissioner, 65 T.C. 1025 (1976) (finding incorporator lacked requisite control under section 351
where, as part of the incorporation, he irrevocably contracted to sell 50 percent of the stock received).

4% The Secretary of the Treasury has regulatory authority to prescribe the treatment of NQPS for any other
purpose of the Code. The regulatory authority has never been exercised.
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section 351, with the result that NQPS received in an otherwise valid section 351 transaction is
taxable boot.*"’

Definition of nonqualified preferred stock

Preferred stock is defined as stock which is limited and preferred as to dividends and
does not participate in corporate growth to any significant extent.*” Preferred stock is generally
“nonqualified preferred stock” if (1) the holder has the right to require the issuer or a related
person to redeem or purchase the stock within the 20-year period beginning on the issue date of
the stock, and such right or obligation is not subject to a contingency which, as of the issue date,
makes remote the likelihood of the redemption or purchase; (2) the issuer or a related person is
required to redeem or purchase the stock within such 20-year period and such right or obligation
is not subject to a contingency which as of the issue date makes remote the likelihood of
redemption or repurchase; (3) the issuer or a related person has the right to redeem or purchase
the stock within such 20-year period and, as of the issue date, it is more likely than not that such
right will be exercised; or (4) the dividend rate on such stock varies in whole or in part (directly
or indirectly) with reference to interest rates, commodity prices, or other similar indices.*”’

A right or obligation will not cause preferred stock to be NQPS, however, if (1) the stock
relinquished or received is not in a corporation any of whose stock is, or is to become, publicly
traded, and the right or obligation may be exercised only upon the death, disability, or mental
incompetency of the holder, or (2) in the case of a right or obligation to redeem or purchase stock
transferred in connection with the performance of services for the issuer or a related person (and
which represents reasonable compensation), it may be exercised only upon the holder’s
separation from service from the issuer or a related person.*'

Other consequences of nonqualified preferred stock

In addition to the rules dealing with transfers to a controlled corporation, other corporate
tax rules also permit certain reorganizations, divisions, and recapitalizations of corporations to be
accomplished without tax to the exchanging shareholders or the corporations involved, provided
that certain requirements are met and only to the extent that certain permitted property is
received. Under these rules, NQPS that is exchanged or received with respect to stock other than
NQPS is generally not treated as permitted property (with an exception for certain
recapitalizations of family-owned corporations) so that gain (but not loss) is generally recognized
on certain exchanges of stock in one corporation for NQPS in another, where the basic

7 For a discussion of certain incentives to use nonqualified preferred stock, and consideration of other
aspects of present law taxpayers may use to accomplish similar results, see Joint Committee on Taxation,
Description of Revenue Provisions Contained in the President’s Fiscal Year 2012 Budget Proposal (JCS-3-11), June
2011, pp. 385-394.

1% Sec. 351(2)(3)(A).
49 Sec. 351(g)(2)(A) and (B).

419 Sec. 351(g)(2)(C).
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requirements of a qualifying transaction are otherwise met. However, except as provided in
regulations, unlike the case of the section 351 transaction, the NQPS is treated as stock for
purposes of determining whether a transaction qualifies as a tax-free reorganization or division
(apart from the rules for determining the extent of taxable boot received in such a transaction).*'!

Legislative backeround

Section 351(g) was enacted by the Tax Relief Act of 1997.*'% The legislative history
states that the Congressional concern leading to the adoption of the rules was that “certain
preferred stocks have been widely used in corporate transactions to afford taxpayers non-
recognition treatment, even though the taxpayer may receive relatively secure instruments in
exchange for relatively risky instruments.”*!

In 2004, the statute was amended to add a statement that stock shall not be treated as so
participating unless there is “a real and meaningful likelihood” of the shareholder actually
participating in the earnings and growth of the corporation.”'* The change was made in
response to Congressional concern that taxpayers might attempt to avoid the characterization of
an instrument as NQPS by including illusory participation rights or including terms that
taxpayers could argue create an “unlimited” dividend.*'> In 2005, the statute was amended
again, to provide that “if there is not a real and meaningful likelihood that dividends beyond any
limitation or preference will actually be paid, the possibility of such payments will be
disregarded in determining whether stock is limited and preferred as to dividends.”*'®

9. Treatment of capital gains and losses under present law

In general

In general, gain or loss reflected in the value of an asset is not recognized for income tax
purposes until a taxpayer disposes of the asset. On the sale or exchange of a capital asset, any
gain generally is included in income. Any net capital gain of an individual generally is taxed at
rates lower than rates applicable to ordinary income.*'” Net capital gain is the excess of the net

1 Secs. 354(b)(2)(C), 355(a)(3)(D), and 356(e).
412 pyub. L. No. 105-34.

413 H.R. Rep. No. 105-148, June 24, 1997, p. 472; S. Rep. No. 105-33, June 20, 1997, p. 150. See, also,
Martin D. Ginsburg and Jack S. Levin, Mergers, Acquisitions, and Buyouts (August 2010), 4 902.1 et seq., giving an
example of a similar transaction that could have been impacted by the 1997 legislation. That example is based on
the facts of the acquisition of National Starch & Chemical Corp. detailed in National Starch & Chemical Corp. v.
Commissioner, 93 T.C. 67 (1978) aff’d, 918 F.2d 426 (3™ Cir. 1990) which refers to a private letter ruling dated
June 28, 1978 (described by Ginsburg and Levin as PLR 7839060 (June 28, 1978)).

414 Pub. L. No. 108-357, sec. 899(a), amending section 351(g)(3).
4155 Rep. No. 108-192.
416 Pyub. L. No. 109-135, sec. 403(kk), amending section 351(g)(3).

417 Sec. 1(h).
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long-term capital gain for the taxable year over the net short-term capital loss for the year.*'®
Gain or loss is treated as long-term if the asset is held for more than one year.*"”

Capital losses generally are deductible in full against capital gains. In addition,
individual taxpayers may deduct up to $3,000 of capital losses against ordinary income in each
year.420 Any remaining unused capital losses may be carried forward indefinitely to another
taxable year.*”!

A capital asset generally means any property except (1) inventory, stock in trade, or
property held primarily for sale to customers in the ordinary course of the taxpayer’s trade or
business, (2) depreciable or real property used in the taxpayer’s trade or business, (3) specified
literary or artistic property, (4) business accounts or notes receivable, (5) certain U.S.
publications, (6) certain commodity derivative financial instruments, (7) hedging transactions,
and (8) business supplies.*”? In addition, the net gain from the sale, exchange, or involuntary
conversion of certain property used in the taxpayer’s trade or business is treated as long-term
capital gain.**

Gain from the disposition of depreciable personal property is not treated as capital gain to
the extent of all previous depreciation allowances.*** Gain from the disposition of depreciable
real property is generally not treated as capital gain to the extent of the depreciation allowances
in excess of the allowances available under the straight-line method of depreciation.**

Tax rates

Under present law, any adjusted net capital gain that otherwise would be taxed at a 10- or
15-percent rate is taxed at a zero rate; any adjusted net capital gain that otherwise would be taxed
ata 25-, 28-, 33-, or 35-percent rate is taxed at a 15-percent rate; and any adjusted net capital
gain that otherwise would be taxed at a 39.6 percent rate is taxed at a 20-percent rate. These rates
apply for purposes of both the regular tax and the alternative minimum tax (“AMT”).

8 Sec. 1222(11).
419 Sec. 1222(3).

20 The limitation on the deduction of capital losses in excess of capital gains was enacted by the Revenue
Act of 1934. Pub. L. No. 73-216.

1 Secs. 1211(b) and 1212(b).
22 Sec. 1221.

423 Sec. 1231. However, net gain from such property is treated as ordinary income to the extent that losses
from such property in the previous five years were treated as ordinary losses.

424 Sec. 1245.

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

The term 28-percent rate gain means the excess of the sum of the amount of net gain
attributable to long-term capital gains and losses from the sale or exchange of collectibles**®
the amount of gain equal to the additional amount of gain that would be excluded from gross
income under section 1202 (relating to certain small business stock) if the percentage limitations
of section 1202(a) did not apply, over the sum of the net short-term capital loss for the taxable
year and any long-term capital loss carryover to the taxable year.

and

Unrecaptured section 1250 gain means any long-term capital gain from the sale or
exchange of section 1250 property (i.e., depreciable real estate) held more than one year to the
extent of the gain that would have been treated as ordinary income if section 1250 applied to all
depreciation, reduced by the net loss (if any) attributable to the items taken into account in
computing 28-percent rate gain.

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

Table 7 below details the tax rates applicable to income from different investments
yielding capital gains.

426 The term collectible means any work of art, rug, antique, metal, gem, stamp, coin, alcoholic beverage,
or any other tangible personal property specified by the Secretary of the Treasury. Sec. 408(m)(2).
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Table 7.—Tax Rates Applicable to Certain Categories of Income, 2013

Minimum Tax

Regular Tax Rate Bracket Rate Bracket

Category of income 10% | 15% | 25% | 28% | 33% 35% [39.6% | 26% 28%
Qualified dividend same as regular tax
income 0 0 15 | 15 | 15 15 20 ¢
Nonqualified dividend
income and short-term
capital gain' 10 15 25 28 33 35 39.6 26 28

same as regular
Long-term capital gain® 0 0 15 15 15 15 20 tax
Section 1250 gain’ 10 15 25 25 25 25 25 25 25
Collectible gain 10 15 25 28 28 28 28 26 28

Small business stock
issued before February 18,
2009* 0 0 12.5 14 14 14 14 13.91 14.98

Empowerment zone small
business stock issued
before February 18, 2009 0 0 10 11.2 11.2 11.2 112 | 11.592 | 12.376

Small business stock
issued after February 17,
2009, and before
September 28, 2010 0 0 6.25 7 7 7 7 7.865 8.47

Small business stock
issued after September 27,
2010 and before January
1,2014; D.C. Enterprise
Zone stock; Renewal
Community stock® 0 0 0 0 0 0 0 0 0

Notes:

' Gain from assets held not more than one year.

% Gain from assets held more than one year not included in another category.
Capital gain attributable to depreciation on section 1250 property (i.e., depreciable real estate).

Effective rates after application of 50-percent exclusion for small business stock held more than five years.

Effective rates after application of 60-percent exclusion for small business empowerment zone stock held more than
five years.

D.C. Enterprise Zone stock issued after December 31, 1997, and before January 1, 2012, and Renewal Community
stock issued after December 31, 2001, and before January 1, 2010. The stock must be held for more than five years.

Tax on net investment income

For taxable years beginning after December 31, 2012, a tax is imposed on net investment
income in the case of an individual, estate, or trust. In the case of an individual, the tax is 3.8
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percent of the lesser of net investment income or the excess of modified adjusted gross income
over the threshold amount. The threshold amount is $250,000 in the case of a joint return or
surviving spouse, $125,000 in the case of a married individual filing a separate return, and
$200,000 in any other case. For these purposes, net investment income includes capital gains.**’

For purposes of this tax, modified adjusted gross income is adjusted gross income
increased by the amount excluded from income as foreign earned income under section 911(a)(1)
(net of the deductions and exclusions disallowed with respect to the foreign earned income).

In the case of an estate or trust, the tax is 3.8 percent of the lesser of undistributed net
investment income or the excess of adjusted gross income (as defined in section 67(e)) over the
dollar amount at which the highest income tax bracket applicable to an estate or trust begins.**®

Certain nonrecognition events

Like-kind exchanges

In general. —An exchange of property, like a sale, generally is a taxable transaction.
However, section 1031 provides that no gain or loss is recognized if property held for productive
use in the taxpayer’s trade or business, or property held for investment purposes, is exchanged
for property of a like-kind that is also held for productive use in a trade or business or for
investment.**’ This provision does not apply to exchanges of stock in trade or other property
held primarily for sale, stocks, bonds, partnership interests, choses in action, certificates of trust
or beneficial interest, other securities or evidences of indebtedness or interest,**” or to certain
exchanges involving livestock®' or involving foreign property.**?

The nonrecognition of gain in a like-kind exchange applies only to the extent that like-
kind property is received in the exchange. Thus, if an exchange of property would meet the
requirements of section 1031, but for the fact that the property received in the transaction
consists not only of the property that would be permitted to be exchanged on a tax-free basis, but
also other property or money, then the gain to the recipient of the other property or money is to
be recognized, but not in an amount exceeding the fair market value of such other property or
money. Additionally, any gain realized on a section 1031 exchange must be recognized to the

27 Sec. 1411(c)(1)(A)(iii).

2% The tax does not apply to a nonresident alien or to a trust all the unexpired interests in which are
devoted to charitable purposes. The tax also does not apply to a trust that is exempt from tax under section 501 or a
charitable remainder trust exempt from tax under section 664.

% Sec. 1031(a)(1).

9 Sec. 1031(a)(2).

B! Sec. 1031(e).

2 Sec. 1031(h).
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extent that the gain is subject to the recapture provisions of sections 1245 and 1250.*** No losses
may be recognized from a like-kind exchange.**

For example, if a taxpayer holding land A having a basis of $40,000 and a fair market
value of $100,000 exchanges the property for land B worth $90,000 plus $10,000 in cash, the
taxpayer would recognize $10,000 of gain on the transaction, which would be includable in
income. The remaining $50,000 of gain would be deferred until the taxpayer disposes of land B
in a taxable sale or exchange.

The basis of like-kind property received in the exchange is the same as the basis of the
property that was exchanged. This basis is increased to the extent of any gain recognized due to
the receipt of other property or money in the like-kind exchange, and decreased to the extent of
any money received by the taxpayer.”> Thus, in the example above, the taxpayer’s basis in B
would be $40,000 (the taxpayer’s transferred basis of $40,000, increased by $10,000 in gain
recognized, and decreased by $10,000 in money received). The holding period of qualifying
property received includes the holding period of the qualifying property transferred, but the
nonqualifying property received is required to begin a new holding period.**°

Deferred like-kind exchanges.—A like-kind exchange does not require that the properties
be exchanged simultaneously. Rather, the Code requires that the property to be received in the
exchange be received not more than 180 days after the date on which the taxpayer relinquishes
the original property (but in no event later than the due date (including extensions) of the
taxpayer’s income tax return for the taxable year in which the transfer of the relinquished
property occurs).”’ In addition, the taxpayer must identify the property to be received within 45
days after the date on which the taxpayer transfers the property relinquished in the exchange.**®

The Treasury Department has issued regulations™’ providing guidance and safe harbors
for taxpayers engaging in deferred like-kind exchanges. These regulations allow a taxpayer who
wishes to sell appreciated property and reinvest the proceeds in other like-kind property to
engage in “three-way” exchanges. For example, if taxpayer A wishes to sell his appreciated
apartment building and acquire a commercial building, taxpayer A may transfer his apartment
building to buyer B. Buyer B (directly or through an intermediary) agrees to purchase from
owner C the commercial building that taxpayer A has designated. Buyer B then transfers title to

3 Secs. 1245(b)(4), 1250(d)(4).

4 Sec. 1031(c).
5 Sec. 1031(d).

436

Sec. 1223(1).
“7 Sec. 1031(a)(3).
¥ Ibid.

9 Treas. Reg. sec. 1.1031(k)-1(a) through (o).
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the newly acquired commercial building to taxpayer A, completing the tax-free like-kind
exchange. The economics of these transactions (taxes aside) are the same as if taxpayer A had
sold the apartment building to buyer B and used the proceeds to purchase the commercial
building from owner C. However, a transaction in which the taxpayer receives the proceeds of
the sale and subsequently purchases like-kind property would be taxable to the taxpayer under
general tax principles.

In order for a three-way exchange to qualify for tax-free treatment, the regulations
prescribe detailed rules regarding identification of the replacement property, rules allowing the
seller to receive security for performance by the buyer without the seller being technically in
receipt of money or other property, and rules relating to whether a person is an agent of the
taxpayer or is a qualified intermediary whose receipt of money or other property is not attributed
to the taxpayer.

Involuntary conversions

In general. —Although gain or loss realized from the sale or other disposition of property
must generally be recognized, section 1033 of the Code provides an exception to this rule in the
case of certain involuntary conversions of property. Section 1033 applies if property is
involuntarily or compulsorily converted into similar property or money. Such a conversion may
occur as a result of the property’s destruction (in whole or in-part), theft, seizure, requisition or
condemnation or a sale made under the threat of requisition or condemnation.**

For purposes of section 1033, “condemnation” refers to the process by which private
property is taken for public use without the consent of the property owner but upon the award
and payment of just compensation.*"! Thus, for example, an order by a Federal court to a
corporation to divest itself of ownership of certain stock because of anti-trust rules is not a
condemnation (or a threat of imminence thereof), and the divestiture is not eligible for deferral
under this provision.**?

If property is involuntarily converted into property that is similar or related in service or
use to the property so converted, no gain is recognized. This treatment is not elective. The
replacement property may be acquired directly or by acquiring control of a corporation
(generally, 80 percent of the stock of the corporation) that owns replacement property. If the
taxpayer receives money (for instance, insurance payments or condemnation awards), or other
dissimilar property for the involuntarily converted property, and acquires qualified replacement
property within the prescribed time period, nonrecognition of the gain is optional.*” As a

0 Sec. 1033(a).

41 Rev. Rul. 58-11, 1958-1 C.B. 273.

“2 Ibid. If the replacement property is stock of a corporation and if the stock basis is decreased under this

rule, the aggregate basis of the corporation’s assets is likewise decreased by the same amount (but not below that
stock basis as so decreased). Sec. 1033(b)(3).

3 Sec. 1033(a)(2)(A).
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general matter, the prescribed time period begins on the date of the disposition of the converted
property (or threat or imminence of a threat of condemnation begins) and ends two years after
the close of the first taxable year in which any part of the gain upon the conversion is realized.***

The taxpayer’s basis in the replacement property is the same as the taxpayer’s basis in the
converted property, decreased by the amount of any money or loss recognized on the conversion,
and increased by the amount of any gain recognized on the conversion.**

For example, if under the threat of condemnation, a taxpayer sells for $35,000 a parcel of
land C in which he has an adjusted basis of $25,000, and the taxpayer did not acquire property
that is similar or related in service or use to the condemned parcel, the taxpayer would recognize
$10,000 in gain. However, if within the prescribed time period described above, the taxpayer
acquires a parcel of land D that is similar or related in service or use to C for $35,000, the
taxpayer may elect not to recognize the $10,000 in gain from the sale of C. If the taxpayer so
elects, his basis in D in would be $25,000, and any gain would be deferred until the taxpayer
disposed of D in a recognition transaction. If, on the other hand, the taxpayer had acquired D for
only $30,000, even if the taxpayer elected not to recognize gain on the transaction, the taxpayer
would nevertheless recognize $5,000 in gain (representing the $5,000 in cash the taxpayer
received from the $35,000 sale price of C less the $30,000 purchase price of D). The taxpayer’s
basis in D would remain $25,000 (having been adjusted upwards by $5,000 to reflect the amount
of gain recognized on the conversion, and then having been adjusted downwards by $5,000 to
reflect cash received in the conversion). If the taxpayer subsequently sells D for at least $30,000,
this would trigger the remaining $5,000 in deferred gain.

Treatment of losses.—Section 1033 does not, by its terms, apply to losses realized from
the involuntary conversion of property.

Sales of qualified small business stock

Nonrecognition in the event of rollover.—Section 1045 provides for elective
nonrecognition of capital gain on the sale of certain qualified small business stock held by a
taxpayer other than a corporation for more than six months if the taxpayer rolls that gain over
into new qualified small business stock within a 60-day period beginning on the date of sale.
Qualified small business stock is any stock in a C corporation (originally issued after August 10,
1993), if, as of the date of issuance, the corporation is a qualified small business, and the stock is
acquired by the taxpayer at original issue in exchange for money or property, or as compensation
for services provided to the corporation.**® The term qualified small business refers to any
domestic C corporation that has aggregate gross assets that, at all times on or after August 10,
1993, through and immediately following the issuance of the qualified small business stock, do

4 Sec. 1033(a)(2)(B).
5 Sec. 1033(b).

6 Sec. 1202(c)(1).
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not exceed $50 million, and such corporation agrees to submit reports to the Treasury
Department and its shareholders as may be required by the Secretary of the Treasury.*’

Stock in a corporation may not be treated as qualified small business stock unless, during
the first six months of the taxpayer’s holding period,*® it satisfies the active business
requirement. To meet this test, at least 80 percent of the corporation’s assets must be used in the
“active conduct” of one or more trades or businesses other than specifically enumerated trades or
businesses.*”® Additionally, such corporation must be an eligible corporation, meaning that it
may not be a domestic international sales corporation (“DISC”), a corporation with respect to
which an election under section 936 is in effect, a regulate investment corporation (“RIC”), real
estate investment trust (“REIT”), real estate mortgage investment conduit (“REMIC”), or a
cooperative.

If the above conditions are satisfied, and the taxpayer so elects, the taxpayer recognizes
gain from the sale of the qualified small business stock only to the extent that the amount
realized on the sale of the qualified small business stock exceeds the cost of any qualified small
business stock purchased by the taxpayer during the 60-day period beginning on the date of the
sale (reduced by any portion of that cost already used to shelter the amount realized with respect
to the sale of other qualified small business stock).*** To the extent that gain is not recognized,
the taxpayer reduces his basis in the newly purchased qualified small business stock.

For example, if a taxpayer acquires qualified small business stock for $50,000, and one
year later, having met all of the requisites described above, sells the qualified small business
stock for $60,000, the taxpayer would not need to recognize the $10,000 gain if within the 60-
day period following the sale of the qualified small business stock the taxpayer purchased
$60,000 of qualified small business stock of another issuer. The taxpayer’s basis in the new
qualified small business stock would be $50,000 (i.e., the purchase price of the new qualified
small business stock reduced by the $10,000 of unrecognized gain). If the taxpayer instead had
purchased only $50,000 of qualified small business stock of another issuer, however, the

7 Sec. 1202(d).

“¥ The six-month holding period requirement varies from the active business requirement under section
1202, discussed below, which requires that the stock meet the active business requirement for “substantially all” the
taxpayer’s holding period.

9 Sec. 1202(e)(3). Trades or businesses listed as nonqualifying are: (1) any trade or business involving
the performance of services in the fields of health, law, engineering, architecture, accounting, actuarial science,
performing arts, consulting, athletics, financial services, brokerage services, or any other trade or business where the
principal asset of such trade or business is the reputation or skill of one or more of its employees; (2) banking
insurance financing, leasing, investing, or similar business; (3) any farming business (including the business of
raising or harvesting trees); (4) any business involving the production or extraction of products with respect to which
a deduction is allowable under sections 613 or 613A (i.e., natural resource extraction); and (5) any business of
operating a hotel, motel, restaurant, or similar business.

0 The effect of this rule is to disallow multiple nonrecognition rollovers of QSBS on the same economic
gain.
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taxpayer would be required to recognize the $10,000 of gain on the sale of his initial qualified
small business stock.

10. Treatment of partnership carried interests under present law

Partnership profits interest for services

A profits interest in a partnership is the right to receive future profits in the partnership
but does not generally include any right to receive money or other property upon the immediate
liquidation of the partnership. The treatment of the receipt of a profits interest in a partnership
(sometimes referred to as a carried interest) in exchange for the performance of services has been
the subject of controversy. Though courts have differed, in some instances, a taxpayer receiving
a proﬁtsgllqterest for performing services has not been taxed upon the receipt of the partnership
interest.

In 1993, the Internal Revenue Service, referring to the litigation of the tax treatment of
receiving a partnership profits interest and the results in the cases, issued administrative guidance
that the IRS generally would treat the receipt of a partnership profit interest for services as not a
taxable event for the partnership or the partner.*”> Under this guidance, this treatment does not
apply, however, if: (1) the profits interest relates to a substantially certain and predictable stream
of income from partnership assets, such as income from high-quality debt securities or a high-
quality net lease; (2) within two years of receipt, the partner disposes of the profits interest; or (3)
the profits interest is a limited partnership interest in a publicly traded partnership. More recent
administrative guidance®” clarifies that this treatment applies provided the service partner takes
into income his distributive share of partnership income, and the partnership does not deduct any
amount either on grant or on vesting of the profits interest.***

By contrast, a partnership capital interest received for services is includable in the
partner’s income under generally applicable rules relating to the receipt of property for the
performance of services.*> A partnership capital interest for this purpose is an interest that

1 Only a handful of cases have addressed this issue. Though one case required the value to be included
currently, where value was easily determined by a sale of the profits interest soon after receipt (Diamond v.
Commissioner, 56 T.C. 530 (1971), aff’d 492 F.2d 286 (7th Cir. 1974)), a more recent case concluded that
partnership profits interests were not includable on receipt, because the profits interests were speculative and
without fair market value (Campbell v. Commissioner, 943 F. 2d 815 (8th Cir. 1991)).

42 Rev. Proc. 93-27 (1993-2 C.B. 343) citing the Diamond and Campbell cases, supra.

43 Rev. Proc. 2001-43 (2001-2 C.B. 191). This result applies under the guidance even if the interest is
substantially nonvested on the date of grant.

#% A similar result would occur under the “safe harbor” election under proposed regulations regarding the
application of section 83 to the compensatory transfer of a partnership interest. REG-105346-03, 70 Fed. Reg.
29675 (May 24, 2005).

5 Secs. 61 and 83; Treas. Reg. sec. 1.721-1(b)(1); see U.S. v. Frazell, 335 F.2d 487 (5th Cir. 1964), cert.
denied, 380 U.S. 961 (1965).
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would entitle the receiving partner to a share of the proceeds if the partnership’s assets were sold
at fair market value and the proceeds were distributed in liquidation.**°

Property received for services under section 83

In general

Section 83 governs the amount and timing of income and deductions attributable to
transfers of property in connection with the performance of services. If property is transferred in
connection with the performance of services, the person performing the services (the “service
provider”) generally must recognize income for the taxable year in which the property is first
substantially vested (i.e., transferable or not subject to a substantial risk of forfeiture). The
amount includible in the service provider’s income is the excess of the fair market value of the
property over the amount (if any) paid for the property. A deduction is allowed to the person for
whom such services are performed (the “service recipient’”) equal to the amount included in
gross income by the service provider.*”” The deduction is allowed for the taxable year of the
service recipient in which or with which ends the taxable year in which the amount is included in
the service provider’s income.

Property that is subject to a substantial risk of forfeiture and that is not transferable is
generally referred to as “substantially nonvested.” Property is subject to a substantial risk of
forfeiture if the individual’s right to the property is conditioned on the future performance (or
refraining from performance) of substantial services. In addition, a substantial risk of forfeiture
exists if the right to the property is subject to a condition other than the performance of services,
provided that the condition relates to a purpose of the transfer and there is a substantial
possibility that the property will be forfeited if the condition does not occur.

Section 83(b) election

Under section 83(b), even if the property is substantially nonvested at the time of transfer,
the service provider may nevertheless elect within 30 days of the transfer to recognize income
for the taxable year of the transfer. Such an election is referred to as a “section 83(b) election.”
The service provider makes an election by filing with the IRS a written statement that includes
the fair market value of the property at the time of transfer and the amount (if any) paid for the
property. The service provider must also provide a copy of the statement to the service recipient.

Proposed regulations on compensatory transfer of a partnership interest

The Department of Treasury has issued proposed regulations regarding the application of
section 83 to the compensatory transfer of a partnership interest.””® The proposed regulations

46 Rev. Proc. 93-27, 1993-2 C.B. 343.
7 Sec. 83(h).

% 70 Fed. Reg. 29675 (May 24, 2005).
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provide that a partnership interest is “property” for purposes of section 83. Thus, a
compensatory transfer of a partnership interest is includible in the service provider’s gross
income at the time that it first becomes substantially vested (or, in the case of a substantially
nonvested partnership interest, at the time of transfer if a section 83(b) election is made).

However, because the fair market value of a compensatory partnership interest is often
difficult to determine, the proposed regulations also permit a partnership and a partner to elect a
safe harbor under which the fair market value of a compensatory partnership interest is treated as
being equal to the liquidation value of that interest. Therefore, in the case of a true profits
interest in a partnership (one under which the partner would be entitled to nothing if the
partnership were liquidated immediately following the transfer), under the proposed regulations,
the transfer of a substantially vested profits interest (or, if a section 83(b) election is made, the
transfer of a substantially nonvested profits interest) results in no income inclusion under section
83 because the fair market value of the property received by the service provider is zero. The
proposed safe harbor is subject to a number of conditions. For example, the election cannot be
made retroactively and must apply to all compensatory partnership transfers that occur during the
period that the election is in effect.

Passthrough tax treatment of partnerships

The character of partnership items passes through to the partners, as if the items were
realized directly by the partners.*” Thus, for example, long-term capital gain of the partnership
is treated as long-term capital gain in the hands of the partners.

A partner holding a partnership interest includes in income its distributive share (whether
or not actually distributed) of partnership items of income and gain, including capital gain
eligible for the lower tax rates. A partner’s basis in the partnership interest is increased by any
amount of gain thus included and is decreased by losses. These basis adjustments prevent double
taxation of partnership income to the partner, preserving the partnership’s tax status as a
passthrough entity. Money distributed to the partner by the partnership is taxed to the extent the
amount exceeds the partner’s basis in the partnership interest.

Employment tax treatment of partners

As part of the financing for Social Security and Medicare benefits, a tax is imposed on
the wages of an individual received with respect to his or her employment under the Federal
Insurance Contributions Act (“FICA”).**" A similar tax is imposed on the net earnings from self-
employment of an individual under the Self-Employment Contributions Act (“SECA”).*"!

¥ Sec. 702.
460 See Chapter 21 of the Code.

1 Sec. 1401.

117



The FICA tax has two components. Under the old-age, survivors, and disability
insurance component (“OASDI”), the rate of tax is 12.4 percent,** half of which is imposed on
the employer, and the other half of which is imposed on the employee.*® The amount of wages
subject to this component is capped at $113,700 for 2013. Under the hospital insurance (“HI”)
component, the rate is 2.9 percent, also split equally between the employer and the employee.
For remuneration received in taxable years beginning after December 31, 2012, the employee
portion of the HI tax (as well as the self-employment tax HI component) is increased by an
additional tax of 0.9 percent on wages and self-employment income received in excess of a
specific threshold amount.*** The amount of wages subject to the HI component of the tax is not
capped. The wages of individuals employed by a business in any form (for example, a C
corporation) generally are subject to the FICA tax.*®>

The SECA tax rate is the combined employer and employee rate for FICA taxes. Under
the OASDI component, the rate of tax is 12.4 percent and the amount of earnings subject to this
component is capped at $113,700 for 2013. Under the HI component, the rate is 2.9 percent,**°
and the amount of self-employment income subject to the HI component is not capped.

For SECA tax purposes, net earnings from self-employment means the gross income
derived by an individual from any trade or business carried on by the individual, less the
deductions attributable to the trade or business that are allowed under the self-employment tax

62 A temporary reduction, expiring December 31, 2012, (1) applied a reduced OASDI tax rate of 4.2
percent for employees, and (2) applied a reduced OASDI tax rate of 10.4 percent for self-employed individuals
through 2012 (with a related adjustment to the deduction for one-half of SECA tax). The temporary reduction was
enacted in the Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010, Pub. L. No.
111-312, through December 31, 2011, and was extended through February 29, 2012, by the Temporary Payroll Tax
Cut Continuation Act of 2011, Pub. L. No. 112-78, and through December 31, 2012, by the Middle Class Tax Relief
and Job Creation Act of 2012, Pub. L. No. 112-96.

43 Secs. 3101 and 3111.

44 Secs. 3101(b)(2) and 1401(b)(2). Unlike the general 1.45 percent HI tax on wages, the additional 0.9
percent tax is on the combined wages of the employee and the employee’s spouse, in the case of a joint return. The
threshold amount is $250,000 in the case of a joint return or surviving spouse, $125,000 in the case of a married
individual filing a separate return, and $200,000 in any other case (unmarred individual or head of household).

465§ corporation shareholders who are employees of the S corporation are subject to FICA taxes. A
considerable body of case law has addressed the issue of whether amounts paid to S corporation shareholder-
employees are reasonable compensation for services and therefore are wages subject to FICA tax or whether some
portion is properly characterized as another type of income (typically, the shareholder’s distributive share) and
therefore not subject to FICA tax. Case law addressing this issue includes David E. Watson, P.C., v. U.S., 668 F.3d
1008 (8™ Cir. 2012); Radtke v. U.S., 895 F.2d 1196 (7th Cir. 1990); Spicer Accounting, Inc. v. U.S., 918 F.2d 90 (9th
Cir. 1990); see also, Joseph M. Grey Public Accountant, P.C., v. Commissioner, 119 T.C. 121 (2002), aff’d, 93 Fed.
Appx. 473 (3d Cir. 2004), and Nu-Look Design, Inc. v. Commisioner, 356 F.3d 290 (3d Cir. 2004), in which an
officer and sole shareholder of an S corporation argued unsuccessfully that he had no wages and that he received
payments in his capacity as shareholder or as loans, rather than as wages subject to employment tax.

%66 Sec. 1401; an additional 0.9 percent tax applies for remuneration received in taxable years beginning
after December 31, 2012 (sec. 1401(b)(2)).
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rules.*®” Specified types of income or loss are excluded, such as rentals from real estate in
certain circumstances, dividends and interest, and gains or loss from the sale or exchange of a
capital asset or from timber, certain minerals, or other property that is neither inventory nor held
primarily for sale to customers.**®

For an individual who is a partner in a partnership, the net earnings from self-
employment generally include the partner’s distributive share (whether or not distributed) of
income or loss from any trade or business carried on by the partnership (excluding specified
types of income, such as capital gains and dividends, as described above). This rule applies to
individuals who are general partners.

A special rule applies for limited partners of a partnership.*® In determining a limited
partner’s net earnings from self-employment, an exclusion is provided for his or her distributive
share of partnership income or loss. The exclusion does not apply with respect to guaranteed
payments to the limited partner for services actually rendered to or on behalf of the partnership to
the exte%ghat those payments are established to be in the nature of remuneration for those
services.

Tax on net investment income

For taxable years beginning after 2012, in the case of an individual, estate, or trust, a tax
is imposed on net investment income.*”" In the case of an individual, the tax is 3.8 percent of the
lesser of net investment income or the excess of modified adjusted gross income*’” over the
threshold amount. The threshold amount is $250,000 in the case of a joint return or surviving
spouse, $125,000 in the case of a married individual filing a separate return, and $200,000 in any
other case.

7 For purposes of determining net earnings from self-employment, taxpayers are permitted a deduction
from net earnings from self-employment equal to the product of the taxpayer’s net earnings (determined without
regard to this deduction) and one-half of the sum of the rates for OASDI (12.4 percent) and HI (2.9 percent), i.e.,
7.65 percent of net earnings. This deduction reflects the fact that the FICA rates apply to an employee’s wages,
which do not include FICA taxes paid by the employer, whereas a self-employed individual’s net earnings are
economically the equivalent of an employee’s wages plus the employer share of FICA taxes. The deduction is
intended to provide parity between FICA and SECA taxes. In addition, self-employed individuals may deduct one-
half of self-employment taxes for income tax purposes under section 164(f).

468 Secs. 1402(a)(1), (2), and (3).

49 Sec. 1402(a)(13).
470 1n Renkemeyer, Campbell & Weaver LLP v. Commissioner, 136. T. C. 137 (2012), the Tax Court held

that the section 1402(a)(13) limited partner exception did not apply to the distributive shares of partners performing
legal services in a law partnership.

71 Sec. 1411.
2 Modified adjusted gross income is adjusted gross income increased by the amount excluded from

income as foreign earned income under section 911(a)(1), net of the deductions and exclusions disallowed with
respect to foreign earned income.
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11. New markets tax credit (“NMTC”)

Section 45D provides a new markets tax credit for qualified equity investments made to
acquire stock in a corporation, or a capital interest in a partnership, that is a qualified community
development entity (“CDE”).*”> The amount of the credit allowable to the investor (either the
original purchaser or a subsequent holder) is (1) a five-percent credit for the year in which the
equity interest is purchased from the CDE and for each of the following two years, and (2) a six-
percent credit for each of the following four years.*’* The credit is determined by applying the
applicable percentage (five or six percent) to the amount paid to the CDE for the investment at
its original issue, and is available to the taxpayer who holds the qualified equity investment on
the date of the initial investment or on the respective anniversary date that occurs during the
taxable year.475 The credit is recaptured if at any time during the seven-year period that begins
on the date of the original issue of the investment the entity (1) ceases to be a qualified CDE, (2)
the proceeds of the investment cease to be used as required, or (3) the equity investment is
redeemed.*’®

A qualified CDE is any domestic corporation or partnership: (1) whose primary mission
is serving or providing investment capital for low-income communities or low-income persons;
(2) that maintains accountability to residents of low-income communities by their representation
on any governing board of or any advisory board to the CDE; and (3) that is certified by the
Secretary as being a qualified CDE."7 A qualified equity investment means stock (other than
nonqualified preferred stock) in a corporation or a capital interest in a partnership that is acquired
directly from a CDE for cash, and includes an investment of a subsequent purchaser if such
investment was a qualified equity investment in the hands of the prior holder.*”® Substantially all
of the investment proceeds must be used by the CDE to make qualified low-income community
investments. For this purpose, qualified low-income community investments include: (1) capital
or equity investments in, or loans to, qualified active low-income community businesses;

(2) certain financial counseling and other services to businesses and residents in low-income
communities; (3) the purchase from another CDE of any loan made by such entity that is a
qualif}%d low-income community investment; or (4) an equity investment in, or loan to, another
CDE.

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

4 Sec. 45D(a)(2).
3 Sec. 45D(a)(3).
76 Sec. 45D(g).
7 Sec. 45D(c).
48 Sec. 45D(b).

479

Sec. 45D(d).
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A low-income community is a population census tract with either (1) a poverty rate of at
least 20 percent or (2) median family income which does not exceed 80 percent of the greater of
metropolitan area median family income or statewide median family income (for a non-
metropolitan census tract, does not exceed 80 percent of statewide median family income). In
the case of a population census tract located within a high migration rural county, low-income is
defined by reference to 85 percent (as opposed to 80 percent) of statewide median family
income.™ For this purpose, a high migration rural county is any county that, during the 20-year
period ending with the year in which the most recent census was conducted, has a net out-
migration of inhabitants from the county of at least 10 percent of the population of the county at
the beginning of such period.

The Secretary is authorized to designate targeted populations as low-income communities
for purposes of the new markets tax credit.*®' For this purpose, a targeted population is defined
by reference to section 103(20) of the Riegle Community Development and Regulatory
Improvement Act of 1994**? (the “Act”) to mean individuals, or an identifiable group of
individuals, including an Indian tribe, who are low-income persons or otherwise lack adequate
access to loans or equity investments. Section 103(17) of the Act provides that low-income
means (1) for a targeted population within a metropolitan area, less than 80 percent of the area
median family income; and (2) for a targeted population within a non-metropolitan area, less
than the greater of—80 percent of the area median family income, or 80 percent of the statewide
non-metropolitan area median family income.*® A targeted population is not required to be
within any census tract. In addition, a population census tract with a population of less than
2,000 is treated as a low-income community for purposes of the credit if such tract is within an
empowerment zone, the designation of which is in effect under section 1391 of the Code, and is
contiguous to one or more low-income communities.

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

0 Sec. 45D(e).

1 Sec. 45D(e)(2).

2 Pub. L. No. 103-325.
3 Pub. L. No. 103-325.

4 Sec. 45D(d)(2).
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The new markets tax credit is extended by the American Taxpayer Relief Act of 2012*
for two years, through 2013, permitting up to $3.5 billion in qualified equity investments for
each of the 2012 and 2013 calendar years. That legislation also extends for two years, through
2018, the carryover period for unused new markets tax credits.

5 Pub. L. No. 112-240, sec. 305, January 2, 2013.
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C. Present Law: Education and Family Benefits
1. Overview of tax benefits for individuals who incur education expenses

Present and recently expired law includes a variety of provisions that provide tax benefits
to individual taxpayers for education expenses. These provisions include tax benefits for current
expenses, such as the American Opportunity, Hope, and Lifetime Learning credits,**® the above-
the-line deduction for certain higher education expenses,*”’ and the exclusions for employer-
provided education assistance and scholarships.*® Present law also includes tax benefits for
saving for future education expenses, including qualified tuition programs*® and Coverdell
education savings accounts.*”’ In addition, individuals may use for education expenses funds
accumulated on a tax-favored basis through the use of other savings vehicles, such as IRAs and
health savings accounts, even though these vehicles are not designed specifically for education
expenses. However, additional taxes may apply in that case. Finally, tax benefits are provided
for past expenses through the allowance of a deduction for the payment of certain student loan
interest and an income exclusion for the value of certain cancelled student loan indebtedness.*"’
These provisions, and other provisions relating to education, are discussed in more detail, below.

If an individual does not qualify for any of the specific tax benefits for higher education
expenses, then the individual generally may not deduct such expenses. However, a deduction for
education expenses generally is allowed under section 162 if the education or training (1)
maintains or improves a skill required in a trade or business currently engaged in by the
taxpayer, or (2) meets the express requirements of the taxpayer’s employer, or requirements of
applicable law or regulations, imposed as a condition of continued employment.*”> Education
expenses are not deductible if they relate to certain minimum educational requirements or to
education or training that enables a taxpayer to begin working in a new trade or business. In the
case of an employee, education expenses (if not reimbursed by the employer) may be claimed as
an itemized deduction only if such expenses meet the above described criteria for deductibility
under section 162 and only to the extent that the expenses, along with other miscellaneous
deductions, exceed two percent of the taxpayer’s AGL.*” A taxpayer’s total itemized deductions,

86 Sec. 25A. Unless otherwise indicated, all section references are to the Internal Revenue Code of 1986,
as amended (“Code”).

7 Sec. 222. This provision was available for taxable years beginning before January 1, 2012. Sec.
222(e).

8 Secs. 127 and 117, respectively.
" Sec. 529.

“0 Sec. 530.

1 Secs. 221 and 108(f), respectively.
2 Treas. Reg. sec. 1.162-5.

43 Sec. 67.
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including miscellaneous deductions in excess of two percent of AGI, may be further limited by
the overall limit on itemized deductions that applies if AGI exceeds certain amounts.*”*

2. Tax benefits for current expenses

Hope Credit and American Opportunity Credit

Hope credit

For taxable years beginning before 2009 and after 2017, individual taxpayers are allowed
to claim a nonrefundable credit, the Hope credit, against Federal income taxes of up to $1,800
(estimated 2013 level) per eligible student per year for qualified tuition and related expenses paid
for the first two years of the student’s post-secondary education in a degree or certificate
program.* The Hope credit rate is 100 percent on the first $1,200 of qualified tuition and
related expenses, and 50 percent on the next $1,200 of qualified tuition and related expenses.
These dollar amounts are indexed for inflation, with the amount rounded down to the next lowest
multiple of $100. Thus, for example, a taxpayer who incurs $1,200 of qualified tuition and
related expenses for an eligible student is eligible (subject to the adjusted gross income (“AGI”)
phaseout described below) for a $1,200 Hope credit. If a taxpayer incurs $2,400 of qualified
tuition and related expenses for an eligible student, then he or she is eligible for an $1,800 Hope
credit.

The Hope credit that a taxpayer may otherwise claim is phased out ratably for taxpayers
with modified aggregate gross income (“AGI”) between $53,000 and $63,000 ($106,000 and
$126,000 for married taxpayers filing a joint return), as estimated by the JCT staff for 2013. The
beginning points of the AGI phaseout ranges are indexed for inflation, with the amount rounded
down to the next lowest multiple of $1,000. The size of the phaseout ranges for single and
married taxpayers are always $10,000 and $20,000 respectively.

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

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

4 Sec. 68.

%5 Sec. 25A. For taxable years 2009-2017, the American Opportunity credit applies (discussed infra). The
Hope credit generally may not be claimed against a taxpayer’s alternative minimum tax liability. However, both the
Hope credit and the American Opportunity credit (in the case of taxable years from 2009-2017) may be claimed
against a taxpayer’s alternative minimum tax liability.
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A taxpayer may claim the Hope credit with respect to an eligible student who is not the
taxpayer or the taxpayer’s spouse (e.g., in cases in which the student is the taxpayer’s child) only
if the taxpayer claims the student as a dependent for the taxable year for which the credit is
claimed. If a student is claimed as a dependent, the student is not entitled to claim a Hope credit
for that taxable year on the student’s own tax return. If a parent (or other taxpayer) claims a
student as a dependent, any qualified tuition and related expenses paid by the student are treated
as paid by the parent (or other taxpayer) for purposes of determining the amount of qualified
tuition and related expenses paid by such parent (or other taxpayer) under the provision. In
addition, for each taxable year, a taxpayer may claim only one of the Hope credit, the Lifetime
Learning credit, or an above-the-line deduction for qualified tuition and related expenses with
respect to an eligible student.

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

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

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

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

The American Opportunity credit refers to modifications to the Hope credit that apply for
taxable years beginning in 2009-2017. The maximum allowable modified credit is $2,500 per
eligible student per year for qualified tuition and related expenses paid for each of the first four
years of the student’s post-secondary education in a degree or certificate program. The modified
credit rate is 100 percent on the first $2,000 of qualified tuition and related expenses, and 25
percent on the next $2,000 of qualified tuition and related expenses. For purposes of the
modified credit, the definition of qualified tuition and related expenses is expanded to include
course materials.

The modified credit is available with respect to an individual student for four years,
provided that the student has not completed the first four years of post-secondary education
before the beginning of the fourth taxable year. Thus, the modified credit, in addition to other
modifications, extends the application of the Hope credit to two more years of post-secondary
education.

The modified credit that a taxpayer may otherwise claim is phased out ratably for
taxpayers with modified AGI between $80,000 and $90,000 ($160,000 and $180,000 for married
taxpayers filing a joint return). The modified credit may be claimed against a taxpayer’s AMT
liability.

Forty percent of a taxpayer’s otherwise allowable modified credit is refundable.
However, no portion of the modified credit is refundable if the taxpayer claiming the credit is a
child to whom section 1(g) applies for such taxable year (generally, any child who has at least
one living parent, does not file a joint return, and is either under age 18 or under age 24 and a
student providing less than one-half of his or her own support).

Lifetime Learning Credit

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

In contrast to the Hope and American Opportunity tax credits, a taxpayer may claim the
Lifetime Learning credit for an unlimited number of taxable years. Also in contrast to the Hope
and American Opportunity tax credits, the maximum amount of the Lifetime Learning credit that
may be claimed on a taxpayer’s return does not vary based on the number of students in the
taxpayer’s family—that is, the Hope credit is computed on a per student basis while the Lifetime

% Sec. 25A. The Lifetime Learning credit may be claimed against a taxpayer’s alternative minimum tax
liability.
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Learning credit is computed on a family-wide basis. The Lifetime Learning credit amount that a
taxpayer may otherwise claim is phased out ratably for taxpayers with modified AGI between
$53,000 and $63,000 ($107,000 and $127,000 for married taxpayers filing a joint return) in
2012. These phaseout ranges are the same as those for the Hope credit as it applies for tax years
beginning before 2009 and after 2017, and are similarly indexed for inflation.

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

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

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

As with the Hope credit, the Lifetime Learning credit is available for qualified tuition and
related expenses, which include tuition and fees (excluding nonacademic fees) required to be
paid to an eligible educational institution as a condition of enrollment or attendance of a student
at the institution. However, unlike the American Opportunity tax credit, the Lifetime Learning
credit is not available for the expenses of course materials. Eligible higher education institutions
are defined in the same manner for purposes of both the Hope and Lifetime Learning credits.
Charges and fees associated with meals, lodging, insurance, transportation, and similar personal,
living, or family expenses are not eligible for the Lifetime Learning credit. Expenses involving
sports, games, or hobbies are not qualified tuition expenses unless this education is part of the
student’s degree program, or the education is undertaken to acquire or improve the job skills of
the student.
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Qualified tuition and related expenses for purposes of the Lifetime Learning credit
include tuition and fees incurred with respect to undergraduate or graduate-level courses.*’
Additionally, in contrast to the Hope and American Opportunity tax credits, the eligibility of a
student for the Lifetime Learning credit does not depend on whether the student has been
convicted of a Federal or State felony consisting of the possession or distribution of a controlled
substance.

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

Above-the-Line Deduction for Certain Hicher Education Expenses

An individual is allowed an above-the-line deduction for qualified tuition and related
expenses for higher education paid by the individual during the taxable year.498 Qualified tuition
and related expenses are defined in the same manner as for the Hope and Lifetime Learning
credits, and include tuition and fees required for the enrollment or attendance by the taxpayer,
the taxpayer’s spouse, or any dependent of the taxpayer with respect to whom the taxpayer may
claim a personal exemption, at an eligible institution of higher education for courses of
instruction of such individual at such institution.*”” The expenses must be in connection with
enrollment at an institution of higher education during the taxable year, or with an academic term
beginning during the taxable year or during the first three months of the next taxable year. The
deduction is not available for tuition and related expenses paid for elementary or secondary
education.

The maximum deduction is $4,000 for an individual whose AGI for the taxable year does
not exceed $65,000 ($130,000 in the case of a joint return), or $2,000 for other individuals whose
AGI does not exceed $80,000 ($160,000 in the case of a joint return). No deduction is allowed
for an individual whose AGI exceeds the relevant AGI limitations, for a married individual who
does not file a joint return, or for an individual with respect to whom a personal exemption

7 As explained above, the Hope credit is available only with respect to the first two years of a student’s
undergraduate education. The American Opportunity tax credit is available only with respect to the first four years
of a student’s post-secondary education.

% Sec. 222.
% The deduction generally is not available for expenses with respect to a course of education involving

sports, games, or hobbies, and is not available for student activity fees, athletic fees, insurance expenses, or other
expenses unrelated to an individual’s academic course of instruction.
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deduction may be claimed by another taxpayer for the taxable year. The deduction is not
available for taxable years beginning after December 31, 2013.

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

Exclusion for Emplover-Provided Educational Assistance

If certain requirements are satisfied, up to $5,250 annually of educational assistance
provided by an employer to an employee is excludable from gross income for income tax
purposes and from wages for employment tax purposes.”® This exclusion applies to both
graduate and undergraduate courses. For the exclusion to apply, certain requirements must be
satisfied. The educational assistance must be provided pursuant to a separate written plan of the
employer. The employer’s educational assistance program must not discriminate in favor of
highly compensated employees. In addition, no more than five percent of the amounts paid or
incurred by the employer during the year for educational assistance under a qualified educational
assistance program can be provided for the class of individuals consisting of more-than-five-
percent owners of the employer and the spouses or dependents of such more-than-five-percent
Owners.

For purposes of the exclusion, educational assistance means the payment by an employer
of expenses incurred by or on behalf of the employee for education of the employee including,
but not limited to, tuition, fees, and similar payments, books, supplies, and equipment.
Educational assistance also includes the provision by the employer of courses of instruction for
the employee (including books, supplies, and equipment). Educational assistance does not
include (1) tools or supplies that may be retained by the employee after completion of a course,
(2) meals, lodging, or transportation, and (3) any education involving sports, games, or hobbies.
The exclusion for employer-provided educational assistance applies only with respect to
education provided to the employee (i.e., it does not apply to education provided to the spouse or
a child of the employee).

00 Sec. 222(d)(1).

01 Sec. 222(c). These reductions are the same as those that apply to the Hope, American Opportunity, and
Lifetime Learning credits.

02 Secs. 127, 3121(a)(18).

129



In the absence of the specific exclusion for employer-provided educational assistance
under section 127, employer-provided educational assistance is excludable from gross income
and wages only if the education expenses qualify as a working condition fringe benefit—that is,
the expenses would have been deductible by the employee (if paid by the employee) under
section 162 (as discussed above).”” In determining the amount deductible for this purpose, the
two-percent floor on miscellaneous itemized deductions is disregarded.

Qualified Scholarships and Tuition Reduction

Present law provides an exclusion from gross income and wages for amounts received as
a qualified scholarship by an individual who is a candidate for a degree at a qualifying
educational organization.® In general, a qualified scholarship is any amount received by such
an individual as a scholarship or fellowship grant if the amount is used for qualified tuition and
related expenses. Qualified tuition and related expenses include tuition and fees required for
enrollment or attendance, or for fees, books, supplies, and equipment required for courses of
instruction, at the qualifying educational organization. This definition does not include regular
living expenses, such as room and board. A qualifying educational organization is an
educational organization that normally maintains a regular faculty and curriculum and normally
has a regularly enrolled body of pupils or students in attendance at the place where its
educational activities are regularly carried on.>”

In addition to the exclusion for qualified scholarships, present law provides an exclusion
from gross income and wages for qualified tuition reductions for certain education provided to
employees (and their spouses and dependents) of certain educational organizations.”

The exclusions for qualified scholarships and qualified tuition reductions do not apply to
any amount received by a student that represents payment for teaching, research, or other
services by the student required as a condition for receiving the scholarship or tuition reduction.
An exception to this rule applies in the case of the National Health Services Corps Scholarship
Program (the “NHSC Scholarship Program”) and the F. Edward Hebert Armed Forces Health
Professions Scholarship and Financial Assistance Program (the “Armed Forces Scholarship
Program”). An additional exception to this rule, only with respect to qualified tuition reductions,
is the exclusion of such qualified tuition reductions from income in the case of a graduate student

3 Sec. 132(d).
% Secs. 117(a), 3121(a)(20).

%05 This definition is different from the educational institutions whose students are eligible for the Hope,
American Opportunity and Lifetime Learning credits, and the expired deduction for qualified tuition expenses.
Eligible institutions for purposes of those credits and deductions must be eligible to participate in a student aid
program administered by the U.S. Department of Education, while educational institutions for purposes of qualified
scholarships and tuition do not have such a requirement. IRS Publication 970, p. 11 (2012). Additionally, an
educational institution for purposes of the exclusion of qualified scholarships and tuition reduction is not limited to
post-secondary educational institutions.

306 Secs. 117(d), 3121(a)(20).
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at an educational organization described in section 170(b)(1)(A)(ii) who is engaged in research
or teaching activities for the organization.®” Such a tuition reduction is excluded from income
despite the general rule described above, i.e., that payments for such services are includible in
gross income and wages.

Dependency Exemption for Students Ages 19-23

Under present law, taxpayers are entitled to a personal exemption deduction for the
taxpayer, his or her spouse, and each dependent. The amount of these personal exemptions is
adjusted annually for inflation. For 2013, the exemption amount is $3,900. The deduction for
personal exemptions is phased out for taxpayers with incomes above $250,000 ($300,000 in the
case of joint-filers).”*®

A taxpayer may claim an exemption deduction for each individual the taxpayer claims as
a dependent who is a qualifying child. For an individual to meet the definition of a qualifying
child, that person must meet five tests, bearing on (1) relationship; (2) age; (3) principal place of
abode; (4) support; and (5) whether the individual being claimed as a dependent has filed a joint
return.

As a general matter, the age test provides that an individual may be considered a
qualifying child (and thus be eligible to be claimed for a dependency exemption deduction) only
if such an individual is under the age of 19 at the end of the calendar year.”” However, a special
rule provides that an individual who is under the age of 24 at the end of the calendar year will
qualify as a qualifying child (provided that the individual meets the other criteria) if that
individual is a student during the calendar year.

A student is defined as an individual who during each of five calendar months during the
calendar year is: (1) a full-time student at an educational organization described in section
170(b)(1)(A)(i1) of the Code (i.e., an institution that normally maintains regular faculty and
curriculum and has a regularly enrolled body of pupils or students in attendance at the place
where its educational activities are regularly carried on),”'° or (2) is pursuing a full-time course
of institutional on-farm training under the supervision of an accredited agent of an educational
organization described in section 170(b)(1)(A)(ii) of the Code, or of a State or political
subdivision of a State.’"'

07 Sec. 117(d)(5).

% Sec. 151(d)(3).

9 Sec. 152(c)(3)(A).

>19 This is the same definition as is used for purposes of the exclusion for qualified scholarships and tuition
reduction (and different from the definition used for the Hope, American Opportunity, and Lifetime Learning

credits, as well as the expired deduction for qualified tuition expenses).

S Sec. 152().
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Gift Tax Exclusion for Educational Expenses

Under present law, gift tax is imposed on transfers of property by gift, subject to several
exceptions. One exception is the gift tax annual exclusion of section 2503(b). Under this
exclusion, a donor can transfer up to $14,000 of property to each of an unlimited number of
donees without incurring gift tax on such transfers.”'?

In addition to the gift tax annual exclusion, the Code provides that certain tuition
payments are not considered transfers of property by gift for gift tax purposes.””> This exclusion
covers amounts paid on behalf of an individual as tuition to an educational organization
described in section 170(b)(1)(A)(ii) (i.e., an institution that normally maintains regular faculty
and curriculum and has a regularly enrolled body of pupils or students in attendance at the place
where its educational activities are regularly carried on) for the education or training of such
individual. No unlimited exclusion is permitted for books, supplies, dormitory fees, board, or
other similar expenses that do not constitute direct tuition costs.”** The exclusion applies only to
direct transfers to the educational institution, not to reimbursements to donees for amounts paid
by them for otherwise qualifying services, or to trusts to provide for the education of designated
beneficiaries.”’> This exclusion applies without regard to the relationship of the donor and
donee.

3. Tax benefits for saving for education expenses

Section 529 Qualified Tuition Programs

Section 529 provides specified income tax and transfer tax rules for the treatment of
accounts and contracts established under qualified tuition programs.”'® A qualified tuition
program is a program established and maintained by a State or agency or instrumentality thereof,
or by one or more eligible educational institutions, which satisfies certain requirements and
under which a person may purchase tuition credits or certificates on behalf of a designated
beneficiary that entitle the beneficiary to the waiver or payment of qualified higher education
expenses of the beneficiary (a “prepaid tuition program™). In the case of a program established
and maintained by a State or agency or instrumentality thereof, a qualified tuition program also
includes a program under which a person may make contributions to an account that is
established for the purpose of satisfying the qualified higher education expenses of the
designated beneficiary of the account, provided it satisfies certain specified requirements (a

312 The Code provides an amount of $10,000, adjusted in $1,000 increments for inflation occurring after
1997. The inflation-adjusted amount for 2013 is $14,000.

13 Sec. 2503(e).
1% Treas. Reg. sec. 25.2503-6(b)(2).
15 Treas. Reg. sec. 25.2503-6(c), ex. 2.

>16 For purposes of this description, the term “account” is used interchangeably to refer to a prepaid tuition
benefit contract or a tuition savings account established pursuant to a qualified tuition program.
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“savings account program’). Under both types of qualified tuition programs, a contributor
establishes an account for the benefit of a particular designated beneficiary to provide for that
beneficiary’s higher education expenses.

For this purpose, qualified higher education expenses means tuition, fees, books,
supplies, and equipment required for the enrollment or attendance of a designated beneficiary at
an eligible educational institution,”'” and expenses for special needs services in the case of a
special needs beneficiary that are incurred in connection with such enrollment or attendance.
Qualified higher education expenses generally also include room and board for students who are
enrolled at least half-time.”"®

Contributions to a qualified tuition program must be made in cash. Section 529 does not
impose a specific dollar limit on the amount of contributions, account balances, or prepaid tuition
benefits relating to a qualified tuition account; however, the program is required to have
adequate safeguards to prevent contributions in excess of amounts necessary to provide for the
beneficiary’s qualified higher education expenses. Contributions generally are treated as a
completed gift eligible for the gift tax annual exclusion. Contributions are not tax deductible for
Federal income tax purposes, although they may be deductible for State income tax purposes.
Amounts in the account accumulate on a tax-free basis (i.e., income on accounts in the plan is
not subject to current income tax).

A qualified tuition program may not permit any contributor to, or designated beneficiary
under, the program to direct (directly or indirectly) the investment of any contributions (or
earnings thereon), and must provide separate accounting for each designated beneficiary. A
qualified tuition program may not allow any interest in an account or contract (or any portion
thereof) to be used as security for a loan.

Distributions from a qualified tuition program are excludable from the distributee’s gross
income to the extent that the total distribution does not exceed the qualified higher education
expenses incurred for the beneficiary. If a distribution from a qualified tuition program exceeds
the qualified higher education expenses incurred for the beneficiary, the portion of the excess
that is treated as earnings generally is subject to income tax and an additional 10-percent tax.
Amounts in a qualified tuition program may be rolled over without income tax liability to
another qualified tuition program for the same beneficiary or for a member of the family of that
beneficiary.

In general, prepaid tuition contracts and tuition savings accounts established under a
qualified tuition program involve prepayments or contributions made by one or more individuals

317 The definition of an eligible educational institution for purposes of qualified higher education expenses
is the same as that used for the Hope, American Opportunity, and Lifetime Learning credits and the expired
deduction for qualified tuition expenses. See fn. 25, supra.

>'% For taxable years 2009 and 2010 only, qualified higher education expenses included the purchase of any
computer technology or equipment, or internet access or related services, if such technology or services were to be
used by the beneficiary or the beneficiary’s family during any of the years a beneficiary was enrolled at an eligible
institution.
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for the benefit of a designated beneficiary. Decisions with respect to the contract or account are
made by an individual who is not the designated beneficiary. Qualified tuition accounts or
contracts generally require the designation of a person (generally referred to as an “account
owner”)’"” whom the program administrator (oftentimes a third party administrator retained by
the State or by the educational institution that established the program) may look to for decisions,
recordkeeping, and reporting with respect to the account established for a designated beneficiary.
The person or persons who make the contributions to the account need not be the same person
who is regarded as the account owner for purposes of administering the account. Under many
qualified tuition programs, the account owner generally has control over the account or contract,
including the ability to change designated beneficiaries and to withdraw funds at any time and
for any purpose. Thus, in practice, qualified tuition accounts or contracts generally involve a
contributor, a designated beneficiary, an account owner (who oftentimes is not the contributor or
the designated beneficiary), and an administrator of the account or contract.

Coverdell Education Savings Accounts

A Coverdell education savings account is a trust or custodial account created exclusively
for the purpose of paying qualified education expenses of a named beneficiary.””® Annual
contributions to Coverdell education savings accounts may not exceed $2,000 per designated
beneficiary and may not be made after the designated beneficiary reaches age 18 (except in the
case of a special needs beneficiary). The contribution limit is phased out for taxpayers with
modified AGI between $95,000 and $110,000 ($190,000 and $220,000 for married taxpayers
filing a joint return); the AGI of the contributor, and not that of the beneficiary, controls whether
a contribution is permitted by the taxpayer.

Earnings on contributions to a Coverdell education savings account generally are subject
to tax when withdrawn.”?' However, distributions from a Coverdell education savings account
are excludable from the gross income of the distributee (i.e., the student) to the extent that the
distribution does not exceed the qualified education expenses incurred by the beneficiary during
the year the distribution is made. The earnings portion of a Coverdell education savings account
distribution not used to pay qualified education expenses is includible in the gross income of the
distributee and generally is subject to an additional 10-percent tax.’*

Tax-free (and free of additional 10-percent tax) transfers or rollovers of account balances
from one Coverdell education savings account benefiting one beneficiary to another Coverdell

>1% Section 529 refers to contributors and designated beneficiaries, but does not define or otherwise refer to
the term account owner, which is a commonly used term among qualified tuition programs.

520 Sec. 530.

52! In addition, Coverdell education savings accounts are subject to the unrelated business income tax
imposed by section 511.

%22 This 10-percent additional tax does not apply if a distribution from an education savings account is

made on account of the death or disability of the designated beneficiary, or if made on account of a scholarship
received by the designated beneficiary.
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education savings account benefiting another beneficiary (as well as redesignations of the named
beneficiary) are permitted, provided that the new beneficiary is a member of the family of the
prior beneficiary and is under age 30 (except in the case of a special needs beneficiary). In
general, any balance remaining in a Coverdell education savings account is deemed to be
distributed within 30 days after the date that the beneficiary reaches age 30 (or, if the beneficiary
dies before attaining age 30, within 30 days of the date that the beneficiary dies).

Qualified education expenses include qualified elementary and secondary expenses and
qualified higher education expenses. The term qualified elementary and secondary school
expenses, means expenses for: (1) tuition, fees, academic tutoring, special needs services, books,
supplies, and other equipment incurred in connection with the enrollment or attendance of the
beneficiary at a public, private, or religious school providing elementary or secondary education
(kindergarten through grade 12) as determined under State law; (2) room and board, uniforms,
transportation, and supplementary items or services (including extended day programs) required
or provided by such a school in connection with such enrollment or attendance of the
beneficiary; and (3) the purchase of any computer technology or equipment (as defined in section
170(e)(6)(F)(1)) or Internet access and related services, if such technology, equipment, or
services are to be used by the beneficiary and the beneficiary’s family during any of the years the
beneficiary is in elementary or secondary school. Computer software primarily involving sports,
games, or hobbies is not considered a qualified elementary and secondary school expense unless
the software is predominantly educational in nature.

The term qualified higher education expenses includes tuition, fees, books, supplies, and
equipment required for the enrollment or attendance of the designated beneficiary at an eligible
education institution,’> regardless of whether the beneficiary is enrolled at an eligible
educational institution on a full-time, half-time, or less than half-time basis.>** Moreover,
qualified higher education expenses include certain room and board expenses for any period
during which the beneficiary is at least a half-time student. Qualified higher education expenses
include expenses with respect to undergraduate or graduate-level courses. In addition, qualified
higher education expenses include amounts paid or incurred to purchase tuition credits (or to
make contributions to an account) under a qualified tuition program for the benefit of the
beneficiary of the Coverdell education savings account.’”

Qualified education expenses generally include only out-of-pocket expenses. Such
qualified education expenses do not include expenses covered by employer-provided educational
assistance or scholarships for the benefit of the beneficiary that are excludable from gross
income. Thus, total qualified education expenses are reduced by scholarship or fellowship grants
excludable from gross income under section 117, as well as any other tax-free educational

533 The definition of an eligible educational institution for purposes of qualified higher education expenses
is the same as that used for the Hope, American Opportunity, and Lifetime Learning credits and the expired
deduction for qualified tuition expenses. See fn. 25, supra.

2% Qualified higher education expenses are defined in the same manner as for qualified tuition programs.

323 Sec. 530(b)(2)(B).
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benefits, such as employer-provided educational assistance, that are excludable from the
employee’s gross income under section 127.

Exclusion of Interest Earned on Education Savings Bonds

Interest earned on a qualified U.S. Series EE savings bond issued after 1989 is excludable
from gross income if the proceeds of the bond upon redemption do not exceed qualified higher
education expenses paid by the taxpayer during the taxable year.”*® Qualified higher education
expenses include tuition and fees (but not room and board expenses) required for the enrollment
or attendance of the taxpayer, the taxpayer’s spouse, or a dependent of the taxpayer at certain
eligible higher educational institutions.”>” The amount of qualified higher education expenses
taken into account for purposes of the exclusion is reduced by the amount of such expenses taken
into account in determining the Hope, American Opportunity, or Lifetime Learning credits
claimed by any taxpayer, or taken into account in determining an exclusion from gross income
for a distribution from a qualified tuition program or a Coverdell education savings account, with
respect to a particular student for the taxable year.”*®

The exclusion is phased out for certain higher-income taxpayers, determined by the
taxpayer’s modified AGI during the year the bond is redeemed. For 2013, the exclusion is
phased out for taxpayers with modified AGI between $74,000 and $89,700 ($112,050 and
$142,050 for married taxpayers filing a joint return). To prevent taxpayers from effectively
avoiding the income phaseout limitation through the purchase of bonds directly in the child’s
name, the interest exclusion is available only with respect to U.S. Series EE savings bonds issued
to taxpayers who are at least 24 years old.

Other Tax-Favored Savings Arrangements

Present law also provides vehicles for tax-favored saving for purposes other than
education, such as for retirement (for example, qualified retirement plans and individual
retirement arrangements) or health expenses (for example, health savings accounts). Despite
these intended purposes, as a practical matter, the funds in such arrangements are sometimes
used for education expenses, though additional taxes may apply in that case.” However,
distributions from an individual retirement arrangement (“IRA”) for qualified higher education

326 Sec. 135. If the aggregate redemption amount (i.e., principal plus interest) of all Series EE bonds
redeemed by the taxpayer during the taxable year exceeds the qualified education expenses incurred, then the
excludable portion of interest income is based on the ratio that the education expenses bear to the aggregate
redemption amount.

527 The definition of eligible higher educational institution for purposes of qualified higher education
expenses is the same as that used for the Hope, American Opportunity, and Lifetime Learning credits and the

expired deduction for qualified tuition expenses.

2% Additionally, educational expenses taken into account in determining the interest exclusion were not
eligible for the recently-expired deduction for qualified tuition and related expenses under section 222.

¥ See, e.g., secs.72(t) and 223()(4).

136



expenses may be taken without having to pay the additional tax.** For more information on
retirement savings arrangements, see Joint Committee on Taxation, Present Law and
Background Relating to the Tax Treatment of Retirement Savings (JCX-32-12), April 13, 2012.

4. Tax benefits relating to past expenses (student loans)

Deduction for Student Loan Interest

Certain individuals who have paid interest on qualified education loans may claim an
above-the-line deduction for such interest expenses, subject to a maximum annual deduction
limit.>*' Required payments of interest generally do not include voluntary payments, such as
interest payments made during a period of loan forbearance. No deduction is allowed to an
individual if that individual is claimed as a dependent on another taxpayer’s return for the
taxable year.

A qualified education loan generally is defined as any indebtedness incurred solely to pay
for the costs of attendance (including room and board) of the taxpayer, the taxpayer’s spouse, or
any dependent of the taxpayer as of the time the indebtedness was incurred in attending on at
least a half-time basis (1) eligible educational institutions,”* or (2) institutions conducting
internship or residency programs leading to a degree or certificate from an institution of higher
education, a hospital, or a health care facility conducting postgraduate training. The cost of
attendance is reduced by any amount excluded from gross income under the exclusions for
qualified scholarships and tuition reductions, employer-provided educational assistance, interest
earned on education savings bonds, qualified tuition programs, and Coverdell education savings
accounts, as well as the amount of certain other scholarships and similar payments.

The maximum allowable deduction per year is $2,500. For 2012, the deduction is phased
out ratably for taxpayers with AGI between $60,000 and $75,000 ($125,000 and $155,000 for
married taxpayers filing a joint return). The income phaseout ranges are indexed for inflation
and rounded to the next lowest multiple of $5,000.

5. Exclusion of income from student loan forgiveness

Gross income generally includes the discharge of indebtedness of the taxpayer. Under an
exception to this general rule, gross income does not include any amount from the forgiveness
(in whole or in part) of certain student loans, provided that the forgiveness is contingent on the

30 Sec. 72(t)(2)(E).
31 Sec. 221.
>32 This definition of an eligible educational institution is the same as that used for the Hope, American

Opportunity, and Lifetime Learning credits, and the expired deduction for qualified tuition expenses. See fn. 25,
supra.
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student’s working for a certain period of time in certain professions for any of a broad class of
employers.””

Student loans eligible for this special rule must be made to an individual to assist the
individual in attending an educational institution that normally maintains a regular faculty and
curriculum and normally has a regularly enrolled body of students in attendance at the place
where its education activities are regularly carried on.”** Loan proceeds may be used not only
for tuition and required fees, but also to cover room and board expenses. The loan must be made
by (1) the United States (or an instrumentality or agency thereof), (2) a State (or any political
subdivision thereof), (3) certain tax-exempt public benefit corporations that control a State,
county, or municipal hospital and whose employees have been deemed to be public employees
under State law, or (4) an educational organization that originally received the funds from which
the loan was made from the United States, a State, or a tax-exempt public benefit corporation.

In addition, an individual’s gross income does not include amounts from the forgiveness
of loans made by educational organizations (and certain tax-exempt organizations in the case of
refinancing loans) out of private, nongovernmental funds if the proceeds of such loans are used
to pay costs of attendance at an educational institution or to refinance any outstanding student
loans (not just loans made by educational organizations) and the student is not employed by the
lender organization. In the case of such loans made or refinanced by educational organizations
(or refinancing loans made by certain tax-exempt organizations), cancellation of the student loan
must be contingent upon the student working in an occupation or area with unmet needs and such
work must be performed for, or under the direction of, a tax-exempt charitable organization or a
governmental entity.

Finally, an individual’s gross income does not include any loan repayment amount
received under the National Health Service Corps loan repayment program or certain State loan
repayment programs.

6. Tax benefits related to families

Tax Benefits Relating To Children

In general

Present law contains five commonly used provisions that provide benefits to taxpayers
with children: (1) the child credit; (2) the dependency exemption; (3) the earned income credit;
(4) the dependent care credit; and (5) head of household filing status. Prior to the enactment of
the Working Families Tax Relief Act of 2004, each provision had separate criteria for

33 Sec. 108(f).

>34 This definition of eligible educational institution is the same definition as is used for purposes of the
exclusion for qualified scholarships and tuition reduction (and different from the definition used for the Hope,
American Opportunity, and Lifetime Learning credits, as well as the expired deduction for qualified tuition
expenses).
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determining whether the taxpayer qualified for the applicable tax benefit with respect to a
particular child. That Act modified the Code so as to provide for a uniform definition of a child
for all of those provisions.

Under the uniform definition, in general, a child is a qualifying child of a taxpayer if the
child satisfies each of three tests: (1) the child has the same principal place of abode as the
taxpayer for more than one half the taxable year; (2) the child has a specified relationship to the
taxpayer; and (3) the child has not yet attained a specified age. A tie-breaking rule applies if
more than one taxpayer claims a child as a qualifying child.

Residency test

Under the residency test, a child must have the same principal place of abode as the
taxpayer for more than one half of the taxable year. Special rules apply in the case of divorced
or separated parents (discussed below).

Relationship test

The relationship test requires that the individual is the taxpayer’s son, daughter, stepchild,
foster child, or a descendant of any of them (for example, the taxpayer’s grandchild).
Additionally, the child can be the taxpayer’s brother, sister, half brother, half sister, stepbrother,
stepsister, or a descendant of any of them (for example, the taxpayer’s niece or nephew). For
purposes of determining whether an adopted child is treated as a child by blood, an adopted child
qualifies if he or she is an individual who is legally adopted by the taxpayer, or an individual
who is lawfully placed with the taxpayer for legal adoption by the taxpayer. A foster child who
is placed with the taxpayer by an authorized placement agency or by judgment, decree, or other
order of any court of competent jurisdiction is treated as the taxpayer’s child.

Age test

The age test varies depending upon the tax benefit involved. In general, a child must be
under age 19 (or under age 24 in the case of a full-time student) in order to be a qualifying child.
In general, no age limit applies with respect to individuals who are totally and permanently
disabled at any time during the calendar year. Important exceptions to this general rule are: (1) a
child must be under age 13 (if he or she is not disabled) for purposes of the dependent care credit
and (2) a child must be under age 17 (whether or not disabled) for purposes of the child credit.

Children who support themselves

A child who provides over one half of his or her own support generally is not considered
a qualifying child of another taxpayer. However, a child who provides over one half of his or her
own support may constitute a qualifying child of another taxpayer for purposes of the earned
income credit.

Tie-breaking rules

If a child would be a qualifying child with respect to more than one individual (e.g., a
child lives with his or her mother and grandmother in the same residence) and more than one
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person claims a benefit with respect to that child, then the following “tie-breaking” rules apply.
First, if only one of the individuals claiming the child as a qualifying child is the child’s parent,
the child is deemed the qualifying child of the parent. Second, if both parents claim the child and
the parents do not file a joint return, then the child is deemed a qualifying child first with respect
to the parent with whom the child resides for the longest period of time, and second with respect
to the parent with the highest adjusted gross income. Third, if the child’s parents do not claim
the child, then the child is deemed a qualifying child with respect to the claimant with the highest
adjusted gross income.

Citizenship and residency

Children who are not a citizen or nationals of the United States cannot qualify as a
qualifying child, unless such children are resident in the United States, Canada or Mexico. A
legally adopted child who does not satisfy the residency or citizenship requirement may
nevertheless qualify as a qualifying child (provided other applicable requirements are met) if
(1) the child’s principal place of abode is the taxpayer’s home and (2) the taxpayer is a citizen or
national of the United States.

Children of divorced or legally separated parents

Special rules apply in the case of a child of divorced or legally separated parents (or
parents who live apart at all times during the last six months of the year) who provide over one
half the child’s support during the calendar year.* If such a child is in the custody of one or
both of the parents for more than one half of the year, then the parent having custody for the
greater portion of the year is deemed to satisfy the support test; however, the custodial parent
may release the claim to a dependency exemption (and, therefore, the child credit) to a
noncustodial parent. There is an additional custodial waiver rule for purposes of the dependency
exemption (and, therefore, the child credit) for decrees of divorce or separate maintenance or
written separation agreements. The custodial waiver rules do not affect eligibility with respect to
children of divorced or legally separated parents for purposes of the earned income credit, the
dependent care credit, and head of household filing status.

Identification requirements

The Code that a taxpayer identification number for a child be provided on the taxpayer’s
return. For purposes of the earned income credit, a qualifying child is required to have a Social
Security number that is valid for employment in the United States (that is, the child must be a
U.S. citizen, permanent resident, or have a certain type of temporary visa).

>33 For purposes of this rule, a “child” means a son, daughter, stepson, or stepdaughter (including an
adopted child or foster child, or child placed with the taxpayer for adoption).
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Child credit

An individual may claim a tax credit for each qualifying child under the age of 17. The
amount of the credit per child is $1,000. A child who is not a citizen, national, or resident of the
United States cannot be a qualifying child.

The aggregate amount of child credits that may be claimed is phased out for individuals
with income over certain threshold amounts. Specifically, the otherwise allowable child tax
credit is reduced by $50 for each $1,000 (or fraction thereof) of modified adjusted gross income
over $75,000 for single individuals or heads of households, $110,000 for married individuals
filing joint returns, and $55,000 for married individuals filing separate returns. For purposes of
this limitation, modified adjusted gross income includes certain otherwise excludable income
earned by U.S. citizens or residents living abroad or in certain U.S. territories.

The credit is allowable against both the regular tax and the alternative minimum tax
(“AMT”). To the extent the child credit exceeds the taxpayer’s tax liability, the taxpayer is
eligible for a refundable credit®*® (the additional child tax credit) equal to 15 percent of earned
income in excess of a threshold dollar amount (the “earned income” formula). Prior to the
enactment of the American Recovery and Reinvestment Act of 2009 (“ARRA”), the threshold
dollar amount was $10,000 and was indexed for inflation. Under the ARRA, the threshold
amount (beginning in 2009 and 2010) was $3,000 (the $3,000 amount is not indexed). The
$3,000 threshold is currently scheduled to expire for taxable years beginning after December 31,
2017, after which the threshold reverts to the indexed $10,000 amount ($13,350 for 2013).

Families with three or more children may determine the additional child tax credit using
the “alternative formula,” if this results in a larger credit than determined under the earned
income formula. Under the alternative formula, the additional child tax credit equals the amount
by which the taxpayer’s Social Security taxes exceed the taxpayer’s earned income credit
(“EIC”).

Earned income is defined as the sum of wages, salaries, tips, and other taxable employee
compensation plus net self-employment earnings. At the taxpayer’s election, combat pay may be
treated as earned income for these purposes. Unlike the EIC, which also includes the preceding
items in its definition of earned income, the additional child tax credit is based only on earned
income to the extent it is included in computing taxable income. For example, some ministers’
parsonage allowances are considered self-employment income, and thus are considered earned
income for purposes of computing the EIC, but the allowances are excluded from gross income
for individual income tax purposes, and thus are not considered earned income for purposes of
the additional child tax credit since the income is not included in taxable income.

Any credit or refund allowed or made to an individual under this provision (including to
any resident of a U.S. possession) is not taken into account as income and shall not be taken into
account as resources for the month of receipt and the following two months for purposes of
determining eligibility of such individual or any other individual for benefits or assistance, or the

36 The refundable credit may not exceed the maximum credit per child of $1,000.
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amount or extent of benefits or assistance, under any Federal program or under any State or local
program financed in whole or in part with Federal funds.

Dependent exemption

Taxpayers are entitled to a personal exemption deduction for the taxpayer, his or her
spouse, and each dependent. The deduction for personal exemptions is phased out for taxpayers
with AGI above $250,000 ($300,000 in the case of joint-filers). For 2013, the dependent
exemption is $3,900 per dependent.

Earned income credit

Overview

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

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

An individual is not eligible for the EIC if the aggregate amount of disqualified income
of the taxpayer for the taxable year exceeds $3,300 (for 2013). This threshold is indexed for
inflation. Disqualified income is the sum of: (1) interest (both taxable and tax exempt); (2)
dividends; (3) net rent and royalty income (if greater than zero); (4) capital gains net income; and
(5) net passive income that is not self-employment income (if greater than zero).

The EIC is a refundable credit, meaning that if the amount of the credit exceeds the
taxpayer’s Federal income tax liability, the excess is payable to the taxpayer as a direct transfer
payment.

Filing status

An unmarried individual may claim the EIC if he or she files as a single filer or as a head
of household. Married individuals generally may not claim the EIC unless they file jointly. An
exception to the joint return filing requirement applies to certain spouses who are separated.
Under this exception, a married taxpayer who is separated from his or her spouse for the last six
months of the taxable year is not considered to be married (and, accordingly, may file a return as
head of household and claim the EIC), provided that the taxpayer maintains a household that
constitutes the principal place of abode for a dependent child (including a son, stepson, daughter,
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stepdaughter, adopted child, or a foster child) for over half the taxable year, and pays over half
the cost of maintaining the household in which he or she resides with the child during the year.

Presence of qualifying children and amount of the earned income credit

Four separate credit schedules apply: one schedule for taxpayers with no qualifying
children, one schedule for taxpayers with one qualifying child, one schedule for taxpayers with
two qualifying children, and one schedule for taxpayers with three or more qualifying
children.”’ The values below are for 2013.

Taxpayers with no qualifying children may claim a credit if they are over age 24 and
below age 65. The credit is 7.65 percent of earnings up to $6,370, resulting in a maximum credit
of $487. The maximum is available for those with incomes between $6,210 and $7,970 ($13,310
if married filing jointly). At that point, the credit begins to phase out at a rate of 7.65 percent of
earnings above that threshold, resulting in a $0 credit at $14,340 of earnings ($19,680 if married
filing jointly).

Taxpayers with one qualifying child may claim a credit of 34 percent of their earnings up
to $9,560, resulting in a maximum credit of $3,250. The maximum credit is available for those
with earnings between $9,560 and $17,530 ($22,870 if married filing jointly). At that point, the
credit begins to phase out at a rate of 15.98 percent of earnings above this threshold, phasing out
completely at $37,870 of earnings ($43,210 if married filing jointly).

Taxpayers with two qualifying children may claim a credit of 40 percent of earnings up
to $13,430, resulting in a maximum credit of $5,372. The maximum credit is available for those
with earnings between $13,430 and $17,530 ($22,870 if married filing jointly). The credit
begins to phase out at a rate of 21.06 percent of earnings above that threshold, and is completely
phased out at $43,038 of earnings ($48,378 if married filing jointly).

A temporary provision recently extended by the American Taxpayer Relief Act of 2012
allows taxpayers with three or more qualifying children to claim a credit of 45 percent for
taxable years before 2018. Thus, in 2013 taxpayers with three or more qualifying children may
claim a credit of 45 percent of earnings up to $13,430, resulting in a maximum credit of $6,044.
The maximum credit is available for those with earnings between $13,430 and $17,530 ($22,870
if married filing jointly). The credit begins to phase out at a rate of 21.06 percent of earnings
above that threshold, and are completely phased out at $46,227 of earnings ($51,567 if married
filing jointly).

A temporary provision recently extended by the American Taxpayer Relief Act of 2012
increases the phase-out thresholds for married couples to an amount $5,000 (indexed for inflation
from 2009)™** above that for other filers. The increase is $5,340 for 2013.

37 All income thresholds are indexed for inflation annually.

3% A technical correction may be necessary to reflect that the $5,000 amount is indexed.
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Dependent care

Dependent care credit

A taxpayer who maintains a household that includes one or more qualifying individuals
may claim a nonrefundable credit against income tax liability for up to 35 percent of a limited
amount of employment-related dependent care expenses. Eligible child and dependent care
expenses related to employment are limited to $3,000 if there is one qualifying individual or
$6,000 if there are two or more qualifying individuals. Thus, the maximum credit is $1,050 if
there is one qualifying individual and $2,100 if there are two or more qualifying individuals.
The applicable dollar limit is reduced by any amount excluded from income under an employer-
provided dependent care assistance plan. The 35-percent credit rate is reduced, but not below 20
percent, by one percentage point for each $2,000 (or fraction thereof) of AGI above $15,000.
Thus, for taxpayers with adjusted gross income above $43,000, the credit rate is 20 percent. The
phase-out point and the amount of expenses eligible for the credit are not indexed for inflation.

Generally, a qualifying individual is: (1) a qualifying child of the taxpayer under the age
of 13 for whom the taxpayer may claim a dependency exemption, or (2) a dependent or spouse of
the taxpayer if the dependent or spouse is physically or mentally incapacitated, and shares the
same principal place of abode with the taxpayer for over one half the year. Married taxpayers
must file a joint return in order to claim the credit.

Exclusion of emplovyer-provided child or dependent care services

Up to $5,000 annually of employer-provided dependent care assistance is excludable
from gross income and wages if the assistance is provided pursuant to a separate written plan of
an employer that does not discriminate in favor of highly compensated employees and meets
certain other requirements. The amount excludable cannot exceed the earned income of the
employee or, if the employee is married, the lesser of the earned income of the employee or the
earned income of the employee’s spouse.

Head of household filing status

A taxpayer may claim head of household filing status if the taxpayer is unmarried (and
not a surviving spouse) and pays more than one half of the cost of maintaining as his or her home
a household which is the principal place of abode for more than one half the year of (1) a
qualifying child, or (2) an individual for whom the taxpayer may claim a dependency exemption.
A taxpayer may claim head of household status with respect to a parent for whom the taxpayer
may claim a dependency exemption and who does not live with the taxpayer, if certain
requirements are satisfied.

Taxpayers who file as heads of household compute their tax under the same rate structure
as all other taxpayers, however the bracket breakpoints for heads of household are higher than
that for other unmarried taxpayers and lower than that for married taxpayers filing jointly (other
than the beginning of the 35-percent bracket breakpoint, which is the same for all filing statuses).
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7. Other tax-provisions related to families

Benefits Related to Adoption

Adoption credit

In general

A tax credit is allowed for qualified adoption expenses paid or incurred by a taxpayer
subject to a maximum credit amount per eligible child.>*® An eligible child is an individual who:
(1) has not attained age 18; or (2) is physically or mentally incapable of caring for himself or
herself. The maximum credit is applied per child rather than per year. Therefore, while
qualified adoption expenses may be incurred in one or more taxable years, the tax credit per
adoption of an eligible child may not exceed the maximum credit.

For taxable years beginning in 2013, the maximum credit amount is $12,970, and the
credit is phased out ratably for taxpayers with modified adjusted gross income above a certain
amount. In 2013, the phase out range begins at modified adjusted gross income of $194,580,
with no credit allowed for taxpayers with a modified adjusted gross income of $234,580.
Modified adjusted gross income is the sum of the taxpayer’s adjusted gross income plus amounts
excluded from income under sections 911, 931, and 933 (relating to the exclusion of income of
U.S. citizens or residents living abroad; residents of Guam, American Samoa, and the Northern
Mariana Islands and residents of Puerto Rico, respectively).

Special needs adoptions

In the case of a special needs adoption finalized during a taxable year, the taxpayer may
claim as an adoption credit the amount of the maximum credit minus the aggregate qualified
adoption expenses with respect to that adoption for all prior taxable years. A special needs child
is an eligible child who is a citizen or resident of the United States whom a State has determined:
(1) cannot or should not be returned to the home of the birth parents; and (2) has a specific factor
or condition (such as the child’s ethnic background, age, or membership in a minority or sibling
group, or the presence of factors such as medical conditions, or physical, mental, or emotional
handicaps) because of which the child cannot be placed with adoptive parents without adoption
assistance.

Qualified adoption expenses

Qualified adoption expenses are reasonable and necessary adoption fees, court costs,
attorneys fees, and other expenses that are: (1) directly related to, and the principal purpose of
which is for, the legal adoption of an eligible child by the taxpayer; (2) not incurred in violation
of State or Federal law, or in carrying out any surrogate parenting arrangement; (3) not for the
adoption of the child of the taxpayer’s spouse; and (4) not reimbursed (e.g., by an employer).

539 Sec. 36C.

145



Exclusion for employer-provided adoption assistance

An exclusion from the gross income of an employee is allowed for qualified adoption
expenses paid or reimbursed by an employer under an adoption assistance program. For 2013,
the maximum exclusion is $12,970. Also for 2013, the exclusion is phased out ratably for
taxpayers with modified adjusted gross income between $194,580 and $234,580. Modified
adjusted gross income is the sum of the taxpayer’s adjusted gross income plus amounts excluded
from income under Code sections 911, 931, and 933 (relating to the exclusion of income of U.S.
citizens or residents living abroad; residents of Guam, American Samoa, and the Northern
Mariana Islands; and residents of Puerto Rico, respectively). For purposes of this exclusion,
modified adjusted gross income also includes all employer payments and reimbursements for
adoption expenses whether or not they are taxable to the employee.

Adoption expenses paid or reimbursed by the employer under an adoption assistance
program are not eligible for the adoption credit. A taxpayer may be eligible for the adoption
credit (with respect to qualified adoption expenses he or she incurs) and also for the exclusion
(with respect to different qualified adoption expenses paid or reimbursed by his or her
employer).

Benefits Related to Health Care and Dependent Care

Dependent care flexible spending arrangements

A flexible spending arrangement (“FSA”) is a reimbursement account or other
arrangement under which an employee receives certain nontaxable employer-provided benefits,
including dependent care assistance. Typically, FSAs are part of a cafeteria plan and may be
funded through salary reduction.’*® FSAs that are part of a cafeteria plan must comply with the
rules applicable to cafeteria plans generally.

There is no special exclusion for benefits provided under an FSA. Thus, benefits
provided under an FSA are excludable from income only if there is a specific exclusion for the
benefits in the Code (e.g., the exclusion for dependent care assistance). If the applicable
requirements are satisfied, contributions to the FSA and all distributions to pay dependent care
expenses are excludable from income and from wages for FICA tax purposes.

Credit for coverage under a qualified health plan

Certain taxpayers may claim a refundable tax credit (the “premium assistance credit”) for
eligible individuals and families who purchase health insurance through an exchange.”*' The
premium assistance credit, which is refundable and payable in advance directly to the insurer,
subsidizes the purchase of certain health insurance plans through an exchange.

40 Qec. 125.

! Individuals enrolled in multi-state plans are also eligible for the credit.
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The premium assistance credit is available for individuals (single or joint filers) with
household incomes between 100 and 400 percent of the Federal poverty level (“FPL”) for the
family size involved who do not received health insurance through an employer or a spouse’s
employer.”* Household income is defined as the sum of: (1) the taxpayer’s modified adjusted
gross income, plus (2) the aggregate modified adjusted gross incomes of all other individuals
taken into account in determining that taxpayer’s family size (but only if such individuals are
required to file a tax return for the taxable year). Modified adjusted gross income is defined as
adjusted gross income increased by: (1) the amount (if any) normally excluded by section 911
(the exclusion from gross income for citizens or residents living abroad), plus (2) any tax-exempt
interest received or accrued during the tax year. To be eligible for the premium assistance credit,
taxpayers who are married (within the meaning of section 7703) must file a joint return.
Individuals who are listed as dependants on a return are ineligible for the premium assistance
credit.

Benefits Related to the Gift Tax

Annual gift tax exclusion

A gift tax is generally imposed on any transfer of property by gift made by a U.S. citizen
or resident, whether made directly or indirectly and whether made in trust or otherwise.
Nonresident aliens are subject to the gift tax with respect to transfers of tangible real or personal
property where the property is located in the United States at the time of the gift. The gift tax is
imposed on the donor and is based on the fair market value of the property transferred.
Deductions are allowed for certain gifts to spouses and to charities.

Annual gifts of $14,000 (for 2013) or less per donor and per donee generally are not
subject to tax. The amount of the annual gift tax exclusion is indexed for inflation.

Gift tax exclusion for medical expenses

A gift tax is imposed on transfers of property by gift, subject to several exceptions. One
exception is the gift tax annual exclusion of section 2503(b), described above. In addition to the
gift tax annual exclusion, the Code provides that payments of medical expenses are not
considered transfers of property by gift for gift tax purposes.”” This exclusion covers amounts
paid (a) for the diagnosis, cure, mitigation, treatment, or prevention of disease, or for the
purposes of affecting any structure or function of the body; (b) for transportation primarily for
and essential in medical care referred to in (a); (c) for qualified long-term care services; or (d) for
insurance (including amounts paid as premiums under Part B of title XVIII of the Social Security
Act, relating to supplementary medical insurance for the aged) covering medical care referred to
in (a) and (b) or for any qualified long-term care insurance contract.

2 Individuals who are lawfully present in the United States but are not eligible for Medicaid because of
their immigration status are treated as having a household income equal to 100 percent of FPL (and thus eligible for
the premium assistance credit) as long as their household income does not actually exceed 100 percent of FPL.

3 Sec. 2503(e).
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Gift tax deduction for spousal gifts

The value of a gift made from one spouse to another is deductible in computing the
donor’s taxable gifts. This deduction effective exempts such gift from the gift tax.
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D. Present Law: Energy

1. Extraction and production

Summary of Fossil Fuel Capital Cost Recovery Provisions

Eligible Activity Description of Provision Expiration
Geological & e Geological and geophysical (“G&G”) expenditures incurred None
geophysical by independent producers and smaller integrated oil
expenditures companies in connection with domestic oil and gas

(sec. 167(h))

exploration may be amortized over 24 months.

e G&G expenditures incurred by major integrated oil
companies are amortized over seven years.

e Generally, an integrated oil company is a producer of crude
oil that engages in the refining or retail sale of petroleum
products in excess of certain threshold amounts. A major
integrated oil company, as defined in section 167(h)(5)(B), is
an integrated oil company which has an average daily
worldwide production of crude oil of at least 500,000 barrels
for the taxable year, had gross receipts in excess of one
billion dollars for its last taxable year ending during the
calendar year 2005, and generally has an ownership interest
in a crude oil refiner of 15 percent or more.

e In the case of abandoned property, remaining basis may not
be recovered in the year of abandonment of a property, but
instead must continue to be amortized over the remaining
applicable amortization period.

Election to expense 50
percent of qualified
property used in
refining liquid fuels
(sec. 179C)

Taxpayers may elect to expense 50 percent of the cost of
qualified refinery property used for processing liquid fuel from
crude oil or qualified fuels; the remaining 50 percent is
recovered under otherwise applicable rules.

December 31, 2013

Deduction for tertiary
injectants (sec. 193)

Taxpayers engaged in petroleum extraction activities generally
may currently deduct qualified tertiary injectant expenses paid
or incurred while applying a tertiary recovery method.

None

149




Eligible Activity Description of Provision Expiration
Election to expense Taxpayers may elect to currently deduct intangible drilling None
intangible drilling costs costs (“IDCs”) paid or incurred with respect to the
(secs. 263(c) and 291) development of an oil or gas property located in the United

States.
For an integrated oil company that has elected to expense
IDCs, 30 percent of the IDCs on productive wells must be
capitalized and amortized over a 60-month period. Generally,
an integrated oil company is a producer of crude oil that
engages in the refining or retail sale of petroleum products in
excess of certain threshold amounts.
Depletion Depletion is available to any person having an economic None

(secs. 611-613A and
291)

interest in a producing mine or oil and gas property. There
generally are two types of depletion--cost and percentage
depletion.

Under the cost depletion method, the taxpayer deducts that
portion of the adjusted basis of the depletable property which
is equal to the ratio of units sold from that property during the
taxable year relative to the number of units remaining as of
the end of taxable year plus the number of units sold during
the taxable year.

Under the percentage depletion method, a percentage, varying
from five percent to 22 percent (generally 15 percent for oil
and gas properties), of the taxpayer’s gross income from a
producing property is allowed as a deduction in each taxable
year. The amount deducted generally may not exceed 50
percent (100 percent in the case of oil and gas properties) of
the net income from the oil and gas property in any year (the
“net-income limitation™).

Additionally, the percentage depletion deduction for all oil
and gas properties may not exceed 65 percent of the
taxpayer’s overall taxable income for the year (determined
before such deduction and adjusted for certain loss
carrybacks and trust distributions).

Cost depletion is limited to the taxpayer’s basis in the
property, whereas percentage depletion is not limited by the
basis, but is subject to limitations based on net income
derived from the property and taxable income.
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Eligible Activity

Description of Provision

Expiration

Percentage depletion for producing oil and gas property (15
percent rate) is available only to independent producers and
royalty owners. Integrated oil and gas companies must use
cost depletion.”* Generally, an integrated oil company is a
producer of crude oil that engages in the refining or retail sale
of petroleum products in excess of certain threshold amounts.

Percentage depletion is also available for coal and lignite (10
percent rate)’* and oil shale (15 percent rate).>*® The
percentage depletion deduction for coal and lignite is
generally reduced for corporations by an amount equal to 20
percent of the percentage depletion that exceeds the adjusted
basis of the property.

Development .
expenditures for hard
mineral fossil fuels
(secs. 616, 617, and 291)

70 percent of the costs paid or incurred for the development
of a mine or other natural deposit (other than an oil or gas
well) may be expensed.

The remaining 30 percent of costs must be capitalized and
amortized over five years.

None

3 Sec. 613A(c).
5 Sec. 163(b)(4).

46 Sec. 163(b)(2)(B).
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Summary of Energyv Credits Related to Fossil Fuel Production

Eligible Activity

Description

Credit Amount

Expiration

Enhanced oil
recovery credit
(sec. 43)

e Credit for expenses
associated with an enhanced
oil recovery (“EOR”) project

e An EOR project generally is
a project that involves the use
of one or more tertiary
recovery methods to increase
the amount of recoverable
domestic crude oil

e 15 percent of EOR costs

e Currently phased-out

None

Indian coal credit
(sec. 45)

Production credit for coal
produced at facilities placed in
service before 2009 that produce
coal from reserves that on June
14, 2005 were owned by (or
held in trust on behalf of) an
Indian tribe

e $2-per-ton credit (adjusted
for inflation: $2.308 per
ton for 2013)

December 31, 2013

Marginal wells
credit (sec. 451)

Production credit for marginal
wells or wells that have an
average daily production of not
more than 25 barrels per day

e $3-per-barrel credit
(adjusted for inflation
from 2004) for the
production of crude oil
from marginal wells

e $0.50-per-1,000-cubic-
feet credit (adjusted for
inflation from 2004) for
the production of natural
gas from a marginal wells

e Currently phased-out

None

Mine rescue
training credit
(sec. 45N)

Credit for costs paid or incurred
for training mine rescue team
employees

o The lesser of 20 percent
of the training program
cost per employee or
$10,000 per employee

December 31, 2013
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Summary of Other Provisions Related to Fossil Fuels

Eligible Activity Description Expiration
Election to expense e Taxpayers may elect to expense 50 percent of the December 31, 2013
advanced mine safety cost of any qualified advanced mine safety equipment
equipment (sec. 179E) property.

e Advanced mine safety equipment includes certain
emergency communication technology, electronic
identification and location devices, oxygen-
generating, self-rescue devices, pre-positioned
oxygen supplies, and comprehensive atmospheric
monitoring systems.

Capital gains treatment | e In the case of the disposal of coal (including lignite) None
of certain coal royalties mined in the United States, held for more than one
(sec. 631(c)) year prior to disposal, by the owner in a form under

which the owner retains an economic interest in such
coal, the excess of the amount realized from the sale
over the adjusted depletable basis of the coal (plus
certain disallowed deductions) is treated as from the
sale of property used in the owner’s trade or business
(i.e., the sale of section 1231 property).

e [fthe owner’s net section 1231 gains, including
royalties from eligible coal disposals, exceed its
section 1231 losses, the royalties are treated as capital

gains.
Passive loss rules for e Passive activity loss rules are not applicable to None
working interests in oil working interest in any oil or gas property that a
and gas property taxpayer holds directly or indirectly through an
(sec. 469) entity that does not limit the taxpayer’s liability.

e Losses and credits from such interests, in general,
may offset income from other activities of such
taxpayer.
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Eligible Activity

Description

Expiration

Last-in, first-out
method of accounting
for inventories

(sec. 472)

Under a last-in, first-out (“LIFO”) method, the most
recently acquired or produced units are deemed sold
first.

Beneficial if the price of inventory is increasing
because inflation is taken into account in computing
current year taxable income.

An alternative method of accounting is the first-in,
first-out (“FIFO”) method, in which the earliest
acquired or produced units are deemed sold first.

Used by many oil and gas companies, but use of a
LIFO method is not limited to the energy sector.

None

Coal excise tax
(sec. 4121)

$1.10 per ton from underground mines
$0.55 per ton from surface mines

Capped at 4.4 percent of the price at which such ton
of coal is sold by the producer

Dedicated to the Black Lung Disability Trust Fund

Rates are scheduled to
decline to 50 cents per ton
for underground mines and
25 cents per ton for surface
mines (both limited to two
percent of the coal’s selling
price) on the earlier of
January 1, 2019 or the first
January 1 after which there
is no balance of repayable
advances that have been
made to the Trust Fund and
no unpaid interest on
previous such advances
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2. Transportation, transmission, and generation

Summary of Credit for Electricity Produced from Certain Renewable Resources

Eligible Electricity Production Credit Amount for 2013 . L. 548
.. . Expiration
Activity (sec. 45) (cents per kilowatt-hour)

Wind 2.3 December 31, 2013
Closed-loop biomass 2.3 December 31, 2013
Open-loop biomass 1.1 December 31, 2013

(including agricultural

livestock waste nutrient

facilities)
Geothermal 2.3 December 31, 2013
Small irrigation power 1.1 December 31, 2013
Municipal solid waste 1.1 December 31, 2013

(including landfill gas

facilities and trash

combustion facilities)
Qualified hydropower 1.1 December 31, 2013
Marine and hydrokinetic 1.1 December 31, 2013

7 In general, the credit is available for electricity produced during the first 10 years after a facility has
been placed in service. Taxpayers also may elect to receive a 30-percent investment tax credit in lieu of this
production tax credit.

% Expires for property the construction of which begins after this date.
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Summary of Renewable Energy-Related Bond Provisions

Type of Bond

Description

New Clean Renewable
Energy Bonds (sec. 54C)

Tax credit bond

New clean renewable energy bonds (“New CREBs”) may be issued to finance
“qualified renewable energy facilities.”

Credit rate is 70 percent of the rate that permits issuance of bonds without
discount and interest cost to the issuer

Qualified issuers include electrical cooperatives, clean renewable energy bond
lenders, public power providers, State and local governments (including Indian
tribes), and not-for-profit electric utilities which have a loan or loan guarantee
under the Rural Electrification Act.

Volume limited ($2.4. billion) all of which has been allocated by the Secretary of
the Treasury

Qualified Energy
Conservation Tax
Credit Bonds
(sec. 54D)

Tax credit bond

Qualified energy conservation (“QEC”) bond issuance must be used for “qualified
conservation purposes.”

Credit rate is 70 percent of the rate that permits issuance of bonds without
discount and interest cost to the issuer.

Volume limited ($3.2 billion) and allocated by the Secretary of the Treasury
generally in proportion to State population
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Summary of Investment Tax Credit Energy Production Incentives

Qualified Energy Property

(sec. 48) Credit rate Maximum credit Expiration
Equipment to produce energy from a 10% None None
geothermal deposit
Equipment to use ground or ground 10% None December 31, 2016
water for heating or cooling
Microturbine property (< 2 Mw electrical 10% $200 per Kw of December 31, 2016
generation power plants of >26% capacity
efficiency)
Combined heat and power property 10% None December 31, 2016
(simultaneous production of
electrical/mechanical power and useful
heat > 60% efficiency)
Solar electric or solar hot water property 30% None Rate drops to 10%
(10% after after December 31,
December 31, 2016) 2016; 10% rate does
not expire
Fuel cell property (generates electricity 30% $1,500 for each ¥4 December 31, 2016
through electrochemical process) Kw of capacity
Small (<100 Kw capacity) wind electrical 30% None December 31, 2016

generation property
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Summary of Certain Energy Capital Cost Recovery Provisions

Eligible Activity

Description of Provision

Five-year cost recovery
for certain energy
property

(secs. 168(e)(3)(B)(vi))

e A five-year Modified Accelerated Cost Recovery System (“MACRS”) recovery
period generally is provided for equipment using solar and wind energy to
generate electricity, to heat or cool (or provide hot water for use in) a structure, or
to provide solar process heat; equipment using solar energy to illuminate the
inside of a structure using fiber-optic distributed sunlight; equipment used to
produce, distribute, or use energy derived from a geothermal deposit; and
qualified fuel cell property.

e A five-year MACRS recovery period is provided for certain biomass property,
including (i) a boiler, the primary fuel for which will be an alternate substance;
(i1) a burner (including necessary on-site equipment to bring the alternate
substance to the burner) for a combustor other than a boiler if the primary fuel for
such burner will be an alternate substance; (iii) equipment for converting an
alternate substance into a qualified fuel; and (iv) certain pollution control
equipment.

Alaska natural gas
pipeline (secs.
168(e)(3)(C)(iii) and
168(1)(16)(B))

A seven-year MACRS recovery period and a class life of 22 years is provided for

any natural gas pipeline system located in the State of Alaska that has a capacity of
more than 500 billion Btu of natural gas per day and either is placed in service after
December 31, 2013 or the taxpayer elects to treat the system as placed in service on

January 1, 2014 (to the extent the system was placed in service before January 1,
2014).

Natural gas gathering
lines
(sec. 168(e)(3)(C)(iv))

A seven-year MACRS recovery period and 14-year class life is provided for natural
gas gathering pipelines placed in service after April 11, 2005.

Pollution control
facilities
(secs. 169 and 291)

A taxpayer may elect to recover the cost of a certified pollution control facility over
a period of 60 months (84 months in the case of certain atmospheric pollution
control facilities used in connection with a power plant or other property that is
primarily coal-fired). A corporate taxpayer must reduce the amount of basis
otherwise eligible for the 60-month recovery by 20 percent.

Nuclear
decommissioning costs
(sec. 468A)

e Provides a current deduction for contributions to qualified nuclear
decommissioning funds.

e Lower tax rate on income earned by nuclear decommissioning trusts.
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Summary of Energy Credits Related to Fossil Fuel and Nuclear Power Production

Eligible Activity Description Credit Amount Expiration
Advanced coal Investment credit for projects that use e 20 percent for first None
project credit integrated gasification combined cycle round IGCC projects
(sec. 48A) (“IGCC”) or other advanced coal-based

electricity generation technologies * 15 percent for 0 ther
first round projects
Credits are allocated by the Secretary e 30 percent for second
First round allocations are capped at round projects
$800 million for IGCC projects and
$500 million for other projects
Second round allocations are capped at
$1.25 billion
Second round projects must generally
sequester 65 percent of total CO,
emissions (70 percent in the case of
reallocated credits)
All credits have been fully allocated
Advanced Credit for production of nuclear power 1.8 cents per kilowatt- Qualified

nuclear power
production credit

from new facilities that use modern
designs and have received an allocation

hour for the eight-year
period starting when the

facilities must be
placed in service

(sec. 45J) from the Secretary facility is placed in by December 31,
i 2020
Secretary may allocate up 6,000 serviee
megawatts of credit-eligible capacity
Carbon dioxide Credit for the sequestration of industrial | ¢ $10 for CO,used as | End of the year in
sequestration source carbon dioxide produced at a tertiary injectant which the
credit (sec. 45Q) qualified U.S. facilities and then Secretary
. s ermanentl determines that
?(1)’1 ; l(;f(;lgd fac1.11t1es mufstcgpture at least Is)equesteredy 75 million tons of
000 metric tons of €O, per year. (adjusted for CO, have been
Must be disposed of in secure geological inflation: $10.44 for | captured and
storage 2012) sequestered

e $20 for CO,
permanently
sequestered without
being first used as a
tertiary injectant
(adjusted for
inflation: $20.88 for
2012)
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Summary of Other Provisions Affecting Energy Distribution and Power Generation

Eligible Activity

Description of Provision

Expiration

Deferral of gains
from the sale of
electric
transmission
property

(sec. 451(i))

A taxpayer may elect to recognize gain ratably over an eight year
period for gains on the disposition of certain electric transmission

property.

December 31, 2013

Certain publicly
traded
partnerships
treated as
corporations
(secs. 7704 and
851)

e The general rule, whereby a publicly traded partnership is taxed
as a corporation, is not applicable if 90 percent of gross income
is interest, dividends, real property rents, or certain other types
of qualifying income.

e Energy-related qualifying income includes income and gains
derived from fossil fuel or geothermal energy exploration,
development, mining, production, refining, transportation
(including pipelines), and marketing.

e Other types of qualifying income includes income and gains
from certain activities with respect to natural resources,
including those related to mining, fertilizer, and timber.

None
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Summary of Bond Provisions Affecting Energy Generation, Transmission, or Distribution

Type of Bond Description

Tax-exempt bonds | ¢ Tax-exempt bond
for certain public
energy-related

projects (sec. 103)

e May be used for financing government-owned and operated electrical and gas powered
generation, transmission, and distribution facilities

e Not subject to any volume caps

Tax-exempt bonds | ¢ Tax-exempt bond

for certain private . . e . .
energy-related e May be used for financing certain exempt facilities including privately owned and/or

projects operated utility facilities (local district heating and cooling facilities, certain private
(secs. 141, and 142) electric and gas facilities, and hydroelectric dam enhancements), qualified green
R building, and sustainable design projects

e Generally subject to private activity volume cap

Safe harbor from ¢ Allows tax-exempt bonds to be used to finance prepaid natural gas contracts without
arbitrage rules for application of the otherwise applicable arbitrage rules

prepaid natural gas

(sec. 148)

161




3. Vehicles, alternative fuels, and specialty manufacturing

Summary of Alternative Fuel Vehicle Credits

Description of Qualifying Credit Amount and o
Type of Property Property Explanation Expiration
Fuel cell vehicles Vehicles propelled by e Base credit of $4,000 for December 31, 2014

(sec. 30B)

chemically combining
oxygen with hydrogen and
creating electricity

vehicles weighing 8,500
pounds or less

Heavier vehicles can get up to
a $40,000 credit, depending
on weight

An additional $1,000 to
$4,000 credit is available to
cars and light trucks to the
extent fuel economy exceeds
2002 base fuel economy

Plug-in electric-
drive motor
vehicles (sec. 30D)

Four-wheeled vehicles
(excluding low speed
vehicles and vehicles
weighing 14,000 or more)
propelled by a battery with at
least 4 kilowatt-hours of
electricity that can be
charged from an external
source.

Base credit of $2,500, plus $417
for each kilowatt-hour of
additional battery capacity in
excess of 4 kilowatt-hours, up to
a maximum credit of $7,500

200,000 vehicles
per manufacturer
limitation

Electric-drive
motorcycle and
three-wheeled
vehicles

(sec. 30)

e Vehicles otherwise
qualifying as plug-in
electric-drive vehicles but
for the fact that they have
limited speed or less than
four wheels

e Two- and three-wheeled
vehicles must have a
battery capacity of at
least 2.5 kilowatt-hours

Credit is 10 percent of cost, up to
$2,500.

December 31, 2013
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Type of Property

Description of Qualifying
Property

Credit Amount and
Explanation

Expiration

Alternative fuel
refueling property
(sec. 300)

Property that dispenses
alternative fuels, including
ethanol, biodiesel, natural
gas, hydrogen, and electricity

30-percent credit up to $30,000
for business property and $1,000
for property installed at a
principal residence

e December 31,
2013, for non-
hydrogen refueling

property
e December 31,

2014, for
hydrogen refueling

property
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Summary of Certain Renewable and Alternative Fuel Incentives

Fuel Type Per Gallon Incentive Amount Expiration
Agri-biodiesel and biodiesel $1.00 per gallon, plus December 31, 2013
(secs. 40A, 6426, and 6427) $0.10 per gallon for small
agri-biodiesel producers

Renewable diesel $1.00 per gallon December 31, 2013
(secs. 40A, 6426, and 6427)

Second generation biofuel (cellulosic and December 31, 2013

$1.01 per gallon

algae) (sec. 40)

Special allowance for second generation
biofuel (cellulosic and algae) plant
property (sec. 168(1))

An additional first-year
depreciation deduction equal to 50
percent of the adjusted basis of
qualified cellulosic biofuel plant

property

December 31, 2013

Alternative fuel (secs. 6426 and 6427):
¢ liquefied petroleum gas

e P Series Fuels

e compressed or liquefied natural gas
¢ liquefied hydrogen

e any liquid fuel derived from coal
through the Fischer-Tropsch process

e compressed or liquefied gas derived
from biomass

¢ liquid fuel derived from biomass

$0.50 per gallon

December 31, 2013

(September 30, 2014, in the
case of liquefied hydrogen)

164




Summary of Specialty Manufacturing Credits

Eligible Activity

Description

Credit Amount

Expiration

Gasification credit
(sec. 48B)

Investment credit for qualified
projects that use gasification
technology

Qualified projects convert coal,
petroleum residue, biomass, or other
materials recovered for their energy
content into a synthesis gas for direct
use or subsequent chemical or
physical conversion

Credits are allocated by the Secretary

First round allocations are capped at
$350 million

Second round allocations are capped
at $250 million

First round projects are generally
limited to industrial applications;
second round projects include
projects designed to produce motor
fuels

Second round projects must generally
sequester 65 percent of total CO,
emissions

All credits have been fully allocated

e 20 percent for first
round

e 30 percent for second
round

None

Advanced energy
project credit
(sec. 480)

Investment credit for qualified
projects that re-equip, expand, or
establish a manufacturing facility for
the production of specified energy
related products

Credits are allocated by the Secretary
and are capped at $2.3 billion

All credits have been fully allocated

30 percent

None
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Gas Guzzler Excise Tax

Excise Tax

Description

Expiration

Gas guzzler excise tax
(sec. 4064)

Imposed generally on 4-wheeled vehicles
weighing 6,000 pounds or less according to
the following schedule:

e Atleast 21.5 mpg but less than 22.5

mpg = $1,000

e At least 20.5 mpg but less than 21.5
mpg = $1,300

e Atleast 19.5 mpg but less than 20.5
mpg = $1,700

e Atleast 18.5 mpg but less than 19.5
mpg = $2,100

e Atleast 17.5 mpg but less than 18.5
mpg = $2,600

e Atleast 16.5 mpg but less than 17.5
mpg = $3,000

e Atleast 15.5 mpg but less than 16.5
mpg = $3,700

e Atleast 14.5 mpg but less than 15.5
mpg = $4,500

e Atleast 13.5 mpg but less than 14.5
mpg = $5,400

e Atleast 12.5 mpg but less than 13.5
mpg = $6,400

e Lessthan 12.5 mpg
=$7,700

No expiration
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Summary of Highwayv Trust Fund

Excise Tax Tax Rates*”

Expiration™

Major highway motor fuels excise taxes
and credits

Taxable fuels:

a. Gasoline and gasoline 18.3 cents per gallon
blendstocks (sec. 4081)

b. Diesel fuel and kerosene (secs. 24.3 cents per gallon
4081 and 4041)

c. Diesel-water fuel emulsion 19.7 cents per gallon

(sec. 4081)™!

Tax on other motor fuels:

a. Liquid fuel produced from coal 24.3 cents per gallon
(sec. 4041)

b. Partially exempt ethanol 11.3 cents per gallon
produced from natural gas (sec.
4041(m))

c. Partially exempt methanol fuel 9.15 cents per gallon
produced from natural gas (sec.
4041(m))

All but 4.3 cents per gallon
of the fuel tax rates expires
after September 30, 2016

Partially exempt ethanol and
methanol: After September
30, 2016, the tax rates on
these fuels are scheduled to
decline to 4.3 cents per
gallon (ethanol) and 2.15
cents per gallon (methanol
and other non-ethanol
alcohol).

3% With the exception of liquefied petroleum gas (propane), compressed natural gas (“CNG”), and
liquefied natural gas (“LNG”), highway motor fuels are subject to an additional 0.1 cent-per-gallon tax to fund the

Leaking Underground Storage Tank (“LUST”) Trust Fund.

330" Although the taxes statutorily expire, for Congressional Budget Office baseline purposes, the taxes are

assumed permanent at their current rates.

! Diesel-water fuel emulsion consists of a mixture of diesel fuel and at least 14 percent water combined
with an emulsion additive that is registered by a U.S. manufacturer with the EPA pursuant to section 211 of the

Clean Air Act (as in effect on March 31, 2003) (sec. 4081(a)(2)(D)).
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Excise Tax

Tax Rates>”

Expiration®’

d.

Liquefied natural gas, any liquid
fuel (other than ethanol and
methanol) derived from coal,
and any liquid hydrocarbon
derived from biomass (sec.
4041)

Liquid motor fuel not described
in item d. (sec. 4041)

Compressed natural gas
(“CNG”) (sec. 4041)

24.3 cents per gallon

18.3 cents per gallon

18. 3 cents per gasoline
gallon equivalent
(GGE =126.67 c.f.)

Non-fuels taxes imposed on heavy
highway vehicles:

a.

Retail sales tax on highway
tractors (over 19,500 Ibs), heavy
trucks (over 33,000 1bs.), and
trailers (over 26,000 Ibs.) (sec.
4051)

Manufacturers’ excise tax on
tires for heavy vehicles (sec.
4071)

Annual heavy vehicle use tax
(sec. 4481)

12 percent of retail price

9.45 cents for each 10 lbs. in
excess of 3,500 Ibs. of maximum
rated load capacity (4.725 cents
for biasply tires and super single
tires)

Under 55,000 Ibs. — No tax
55,000-75,000 Ibs. — $100 plus
$22 per 1,000 Ibs. over 55,000
Ibs.

Over 75,000 Ibs. — $550

All non-fuels taxes expire
after September 30, 2016
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Summary of Airport and Airways Trust Fund Excise Taxes

Tax (and Code section)

Tax Rates

Expiration™’

a.

Domestic air passengers (sec.
4261)

7.5 percent of fare, plus $3.90
(2013) per domestic flight
segment generally>>

Non-fuel taxes: expire after
September 30, 2015.

Fuel taxes: All but 4.3 cents

per gallon of the fuel tax rates
expire after September 30,
2015.

Surtax on fuel used in
fractional ownership aircraft
expires September 30, 2021.

b. International air passengers
(sec. 4261)

$17.20 (2013) per arrival or
departure®™*

c. Amounts paid for right to
award free or reduced rate
passenger air transportation
(sec. 4261)

7.5 percent of amount paid

d. Air cargo (freight)
transportation (sec. 4271)

6.25 percent of amount charged
for domestic transportation; no
tax on international cargo
transportation

e. Aviation fuels (sec. 4081):>

i. Commercial aviation 4.3 cents per gallon

ii. Non-commercial (general)
aviation:

19.3 cents per gallon

Aviation gasoline
Jet fuel

21.8 cents per gallon

352 Although the taxes statutorily expire, for Congressional Budget Office baseline purposes, the taxes are
assumed permanent at their current rates.

33 The domestic flight segment portion of the tax is adjusted annually (effective each January 1) for
inflation (adjustments based on the changes in the consumer price index (the “CPI”)).

5% The international arrival and departure tax rate is adjusted annually for inflation (measured by changes
in the CPI). In the case of a flight beginning or ending in Alaska or Hawaii, there is a departure tax of $8.60 for
2013. Rev. Proc. 2012-41.

%55 Like most other taxable motor fuels, aviation fuels are subject to an additional 0.1-cent-per-gallon
excise tax to fund the LUST Trust Fund.
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Tax (and Code section)

Tax Rates

Expiration™

f.  Surtax on fuel used in aircraft
in a fractional ownership
program (sec. 4043)

14.1 cents per gallon
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Summary of Financing Rates for the Leaking Underground Storage Tank Trust Fund, Oil

Spill Liability Trust Fund and Inland Waterwavs Trust Fund

Tax (and Code section)

Tax Rates

Expiration®*

Leaking Underground Storage Tank
Trust Fund financing rate (sec.
4081(d)(3)

Generally an additional 0.1 cent
per gallon on highway and aviation
fuels

Tax does not apply after
September 30, 2016

Oil Spill Liability Trust Fund
financing rate (sec. 4611)

8 cents a barrel (9 cents during
calendar year 2017)

Tax does not apply after
December 31, 2017

Inland Waterways Trust Fund
Financing rate (sec. 4042)

20 cents per gallon on diesel fuel
and other liquid fuels used by
commercial cargo vessels on
specified inland and intra-coastal
waterways

None

336 Although the taxes statutorily expire, for Congressional Budget Office baseline purposes, the taxes are

assumed permanent at their current rates.

171




4. Conservation and consumption

Summary of Energy Conservation Credits

Credit .
Maximum o
rate or . Expiration
credit
amount
Personal credits:
Nonbusiness energy Insulation to international energy 10 % $500 (overall December 31, 2013
property credits (sec. 25C) | ¢ongervation code standard and energy 25C credit
efficient windows, doors, skylights, maximum)
roofs.
(3200 for
windows and
skylights)
Advanced main air circulating fans 100% $50 December 31, 2013
Qualified natural gas, propane, or oil 100% $150 December 31, 2013
furnace or hot water boilers
Qualified electric heat pump water 100% $300 December 31, 2013
heaters or natural gas, propane, or oil
water heaters
Qualified central air conditioners 100% $300 December 31, 2013
Qualified biomass fuel property (wood 100% $300 December 31, 2013
stoves)
Residential energy efficient | Residential solar water heating or solar 30 % None December 31, 2016
property credits (sec. 25D) | ¢leciric property
Residential small wind property 30% None December 31, 2016
Residential geothermal heat pump 30 % None December 31, 2016
property
Residential fuel cell property 30 % $500 per half December 31, 2016
kilowatt of
capacity
Business Credits:
Manufacturer credit for Homes 30% more efficient than standard | $1,000 | None December 31,2013
new energy efficient home per home
(sec. 45L) Homes 50% more efficient than standard | $2,000 None December 31,2013
per home
Manufacturer credit for Dishwashers $50 @ December 31, 2013
energy efficient appliances ) ) ) o
(sec. 45M) Dishwashers (higher efficiency standard) | $75 December 31, 2013
Clothes washers $225 None December 31, 2013
Refrigerators $150 (1) December 31, 2013
Refrigerators (higher efficiency standard) | $200 None December 31, 2013

" A given manufacturer may not claim credits in excess of an aggregate of $25 million for taxable years beginning after
December 1, 2010, with respect to all credits excepting the $200 credit for refrigerators and the $225 credit for clothes washers.
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Summary of Other Provisions Affecting Energy Consumption

Eligible Activity Description Credit Amount Expiration
Energy conservation | Energy conservation subsidies provided N/A None
subsidies provided by public utilities are excluded from
by public utilities gross income
(sec. 136)

Energy efficient A taxpayer may take an additional N/A December 31, 2013

commercial
buildings deduction
(sec. 179D)

deduction of $1.80 per square foot of
commercial building property that
exceeds certain energy efficiency
standards. Taxpayer may alternatively
take a $0.60 per square foot deduction
for each building subsystem that
qualifies: (1) lighting, (2) building
envelope, and (3) heating ventilation

and air conditioning
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5. Competitiveness

Summary of Rules Affecting Domestic and

International Competitiveness of Energy Companies

Status or Activity

Description of Provision

Dual Capacity Taxpayers
(sec. 901)

In general, a taxpayer receives a credit against U.S. taxes for income taxes paid to
a foreign country related to economic activity in that country. Royalties paid to a
foreign country for extracting oil and gas from that country are not creditable
against U.S. taxes.

A dual capacity taxpayer is a taxpayer that is subject to a foreign levy and also
receives a specific economic benefit from the foreign country (e.g., pays a tax to
an oil exporting country and receives a license to extract oil and gas from that
country)

Dual capacity taxpayers can use either a safe harbor or facts and circumstances
method to establish that a foreign levy is a creditable tax and not a royalty-like
payment for a specific economic benefit from the foreign country.

The taxpayer need not establish that the foreign country generally imposes an
income tax to establish a levy is a creditable tax.

Domestic Production
Activities (sec. 199)

Taxpayers generally are permitted a nine percent deduction for domestic
production activities.

The deduction is reduced to six percent for qualified production activities income
attributable to the production refining, processing, transportation, or distribution
of oil, gas, or any primary product thereof.

The deduction cannot exceed the lesser of taxable income or 50 percent of
qualifying wages.
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6. Other energy tax provisions

Summary of Other Energyv Credits

Eligible Activity

Description

Credit Amount

Expiration

Energy research
credit (sec. 41)

Credit for payments made to
energy research consortia for

qualified energy research

Includes research related to fossil

fuels as well as to renewable

energy technologies

20 percent of total
qualified expenses
(non-incremental)

December 31, 2013
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E. Present Law: Financial Services Businesses and Financial Instruments
1. Banks, thrifts, and credit unions

Corporations generally

Corporations organized under the laws of any of the 50 States (and the District of
Columbia) generally are subject to the U.S. corporate income tax on their worldwide taxable
income. The taxable income of a C corporation”™’ generally is comprised of gross income less
allowable deductions. Gross income generally is income derived from any source, including
gross profit from the sale of goods and services to customers, rents, royalties, interest (other than
interest from certain indebtedness issued by State and local governments), dividends, gains from
the sale of business and investment assets, and other income.

Corporations that make a valid election pursuant to section 1362 of subchapter S of
Chapter 1 of the Code, referred to as S corporations, are taxed differently. In general, an S
corporation is not subject to corporate-level income tax on its items of income and loss. Instead,
an S corporation passes through to shareholders its items of income and loss. The shareholders
separately take into account their shares of these items on their individual income tax returns. To
prevent double taxation of these items upon a subsequent disposition of S corporation stock, each
shareholder’s basis in such stock is increased by the amount included in income (including tax-
exempt income) and is decreased by the amount of any losses (including nondeductible losses)
taken into account. A shareholder’s loss may be deducted only to the extent of his or her basis in
the stock or debt of the S corporation. To the extent a loss is not allowed due to this limitation,
the loss generally is carried forward with respect to the shareholder.

To qualify for S corporation status, a corporation must be a small business corporation as
defined in section 1361(b)(1) and not be an ineligible corporation as defined in section
1361(b)(2). A corporation qualifies as a small business corporation if it has 100 or fewer
shareholders, has only individuals or certain trusts and estates as shareholders, has no
nonresident aliens as shareholders, and has only one class of stock. Ineligible corporations
include any financial institution using the reserve method of accounting for bad debts (discussed
below) and any insurance company subject to subchapter L of the Code.

Banks, thrifts, and credit unions

In general

Financial institutions are subject to the same Federal income tax rules and rates as are
applied to other corporations or entities, with certain specified exceptions. There is no sector-

>*7 Corporations subject to tax are commonly referred to as C corporations after subchapter C of the Code,
which sets forth corporate tax rules. Certain specialized entities that invest primarily in real estate related assets
(Real Estate Investment Trusts) or in stock and securities (Regulated Investment Companies) and that meet other
requirements, generally including annual distribution of 90 percent of their income, are allowed to deduct their
distributions to shareholders, thus generally paying little or no corporate-level tax despite otherwise being subject to
subchapter C.
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specific Federal income tax currently applied to financial institutions, and there are currently no
corporate taxes assessed on the balance sheet liabilities of an entity.

Certain special rules and exceptions that are applicable to determining the Federal income
tax liability of banks and thrifts, certain other financial institutions, insurance companies, and
broker dealers are discussed below.

C corporation banks and thrifts

A bank is generally taxed for Federal income tax purposes as a C corporation. For this
purpose a bank generally means a corporation, a substantial portion of whose business is
receiving deposits and making loans and discounts, or exercising certain fiduciary powers.”>® A
bank for this purpose generally includes domestic building and loan associations, mutual stock or
savings banks, and certain cooperative banks that are commonly referred to as thrifts.”>” Prior to
1951, thrifts were exempt from Federal taxation. In 1951, mutual savings banks and savings and
loan associations lost their tax exemption because they were viewed as being “in active

competition with commercial banks and life insurance companies for the public savings.”**

S corporation banks

A bank is generally eligible to elect S corporation status under section 1362, provided it
meets the other requirements for making this election and it does not use the reserve method of
accounting for bad debts as described in section 585.%%!

Special bad debt loss rules for small banks

Section 166 provides a deduction for any debt that becomes worthless (wholly or
partially) within a taxable year. For taxable years beginning before 1987, section 166(c) allowed
taxpayers to deduct annual reasonable additions to a reserve established for bad debts (in lieu of
deducting specific debts as worthless in the year in which the bank determined the debt was
worthless). The reserve method of accounting for bad debts was repealed in 1986°* for most
taxpayers, but is allowed under section 585 for any bank (as defined in section 581) other than a
large bank. For this purpose, a bank is a large bank if for the taxable year (or for any preceding
taxable year after 1986) the average adjusted basis of all its assets (or the assets of the controlled
group of which it was a member) exceeds $500 million. Deductions for reserves are taken in lieu

58 Sec. 581.

9 See Treas. Reg. sec. 1.581-1 (“in order to be a bank as defined in section 581, an institution must be a
corporation for Federal tax purposes”) and Treas. Reg. sec. 1.581-(2)(a) (“While the general principles for
determining the taxable income of a corporation are applicable to a mutual savings bank, a building and loan
association, or a cooperative bank...there are certain exceptions and special rules [for such institutions]”).

°60°S. Rep. No. 82-781, Revenue Act of 1951, p. 25.

1 Sec. 1361(b)(2).

362 Tax Reform Act of 1986, Pub. L. No. 99-514.
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of a worthless debt deduction under section 166. Accordingly, a small bank is able to take
deductions for additions to a bad debt reserve. Additions to the reserve are determined under an
experience method that looks to the ratio of (1) total bad debts sustained during a taxable year to
(2) the total bad debts over the five preceding taxable years. A large bank is allowed a deduction
for specific bad debts charged off during a taxable year.

Prior to 1996, thrifts (mutual savings banks, domestic savings and loan associations, and
cooperative banks) had separate bad debt reserve rules under section 593. The special rules for
thrifts were repealed for tax years beginning on or after January 1, 1996.°%

Credit unions

Credit unions are exempt from Federal income taxation.”®® The exemption is based on
their status as not-for-profit mutual or cooperative organizations (without capital stock) operated
for the benefit of their members, who generally must share a common bond. The definition of
common bond has been expanded to permit greater utilization of credit unions.”®> While
significant differences between the rules under which credit unions and banks operate have
existed in the past, most of those differences have disappeared over time.’®

Gains and losses with respect to securities held by financial institutions

In general, gain or loss reflected in the value of an asset is not recognized for income tax
purposes until a taxpayer disposes of the asset. On the sale or exchange of a capital asset, any
gain generally is included in income. Any net capital gain of an individual generally is taxed at
maximum rates lower than the rates applicable to ordinary income. Net capital gain of a
corporation is currently taxed at a rate not to exceed 35 percent, which is also the maximum
corporate income tax rate. Net capital gain is the excess of the net long-term capital gain for the
taxable year over the net short-term capital loss for the year. Gain or loss is treated as long-term
if the asset is held for more than one year.

Capital losses generally are deductible in full against capital gains. Individual taxpayers
may deduct capital losses against up to $3,000 of ordinary income in each year. Section 1211
provides that, in the case of a corporation, losses from sales or exchanges of capital assets are

363 The Small Business and Job Protection Act of 1996, Pub. L. No. 104-188.

>4 Sec. 501(c)(14). For a discussion of the history of and reasons for Federal tax exemption, see United
States Department of the Treasury, Comparing Credit Unions with Other Depository Institutions, Report-3070,
January 15, 2001, available at http://www.ustreas.gov/press/releases/report3070.htm.

%65 The Credit Union Membership Access Act, Pub. L. No. 105-219, allows multiple common bond credit
unions. The legislation in part responds to National Credit Union Administration v. First National Bank & Trust
Co., 522 U.S. 479 (1998), which interpreted the permissible membership of tax-exempt credit unions narrowly.

>%6 The Treasury Department has concluded that any remaining regulatory differences do not raise
competitive equity concerns between credit unions and banks. Department of the Treasury, Comparing Credit
Unions with Other Depository Institutions, Report-3070, January 15, 2001, p. 2, available at
http://www.ustreas.gov/press/releases/report3070.htm.
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allowed only to the extent of gains from such sales or exchanges. Thus, in taxable years in
which a corporation does not recognize gain from the sale of capital assets, its capital losses do
not reduce its income. However, in general, corporations (other than S corporations) may carry
capital losses back to each of the three taxable years preceding the loss year and forward to each
of the five taxable years succeeding the loss year.

In the case of an S corporation, net capital losses flow through to the corporation’s
shareholders and could be considered losses attributable to a banking business in such
shareholders’ hands. Banks hold a wide range of financial assets in the ordinary course of their
banking business. For convenience, those assets often are described as “loans” or “investments,”
but both serve the same overall purpose (to earn a return on the bank’s capital and borrowings
consistent with prudent banking practices). A bank’s investments are subject to the same
regulatory capital adequacy supervision as are its loans, and a bank may acquire only certain
types of financial assets as permitted investments. Banks determine how much of their assets to
hold as loans or as investments based on the exercise of their commercial and financial
judgment, taking into account such factors as return on the assets, liabilities, relative liquidity,
and diversification objectives. As a result, for Federal income tax purposes, gains and losses on
a bank’s investment portfolio would be considered an integral part of the business operations of
the bank, and ordinary losses that pass through to the shareholder of a bank that is an S
corporation therefore could comprise part of such shareholder’s net operating loss for the year
attributable to that banking business. Any remaining unused capital losses may be carried
forward indefinitely to another taxable year.

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

Under section 582(c)(1), the sale or exchange of a bond, debenture, note, or certificate or
other evidence of indebtedness by a financial institution described in section 582(c)(2) is not
considered a sale or exchange of a capital asset. Thus, generally, as a manufacturer receives
ordinary income treatment on sale of its inventory, so does a financial institution on the sale or
exchange of its loans under section 582. A financial institution described in section 582(c)(2)
includes: (1) any bank (including any corporation which would be a bank except for the fact that
it is a foreign corporation); (2) any financial institution referred to in section 591, which includes
mutual savings banks, cooperative banks, domestic building and loan associations, and other
savings institutions chartered and supervised as savings and loan or similar associations under
Federal or State law; (3) any small business investment company operating under the Small
Business Investment Act of 1958; and (4) any business development corporation, defined as a
corporation which was created by or pursuant to an act of a State legislature for purposes of
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promoting, maintaining, and assisting the economy and industry within such State on a regional
or statewide basis by making loans to be used in trades and businesses which would generally
not be made by banks within such region or State in the ordinary course of their business (except
on the basis of a partial participation) and which is operated primarily for such purposes. In the
case of a foreign corporation, section 582(c)(1) applies only with respect to gains or losses that
are effectively connected with the conduct of a banking business in the United States.

Stock (including preferred stock) is not considered indebtedness for tax purposes and
therefore is not treated as an asset entitled to ordinary gain or loss treatment under section 58
However, under section 301 of Division A of the Emergency Economic Stabilization Act of
2008, gain or loss recognized by an “applicable financial institution” from the sale or exchange
of “applicable preferred stock™ is treated as ordinary income or loss. An applicable financial
institution is a financial institution referred to in section 582(c)(2) or a depository institution
holding company, as defined in the Federal Deposit Insurance Act.’®® Applicable preferred stock
is preferred stock of Fannie Mae or Freddie Mac that was (1) held by the applicable financial
institution on September 6, 2008, or (2) sold or exchanged by the applicable financial institution
on or after January 1, 2008, and before September 7, 2008.°%

567
2.

2. Insurance companies

Taxable insurance companies in general

Present law provides special rules for determining the taxable income of insurance
companies (subchapter L of the Code). Separate sets of rules apply to life insurance companies
and to property and casualty insurance companies. An insurance company is defined in the life
insurance rules as a company more than half of the business of which during the taxable year is
the issuing of insurance or annuity contracts or the reinsuring of risks underwritten by insurance
companies.

Generally, an insurance company is subject to tax as a life insurance company if its life
insurance reserves plus unearned premiums and unpaid losses on noncancellable life, accident, or
health policies not included in life insurance reserves comprise more than 50 percent of its total
reserves.”’* All other taxable insurance companies are treated as property and casualty insurance
companies for Federal income tax purposes. Insurance companies are subject to tax at regular
corporate income tax rates.

*67 Under section 306 of the Code, the sale of certain preferred stock can produce ordinary income to any
taxpayer (without regard to section 582).

68 12 U.S.C. sec. 1813(w)(1).

> On September 7, 2008, the Federal Housing Finance Agency (“FHFA”) placed both Fannie Mae and
Freddie Mac in a conservatorship. Also on September 7, 2008, FHFA and the Treasury Department entered into
Preferred Stock Purchase Agreements, contractual agreements between the Treasury and the conserved entities.
Under these agreements, the Treasury Department received senior preferred stock in the two companies and
warrants to buy 79.9 percent of the common stock of such companies.

370 Sec. 816.
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Life insurance companies571

A life insurance company, whether stock or mutual, is taxed at regular corporate rates on
its life insurance company taxable income (“LICTI”). LICTI is life insurance gross income
reduced by life insurance deductions.’’”” An alternative tax applies if a company has a net capital
gain for the taxable year, if such tax is less than the tax that would otherwise apply. Life
insurance gross income is the sum of (1) premiums, (2) decreases in reserves, and (3) other
amounts generally includible by a taxpayer in gross income. Methods for determining reserves
for Federal income tax purposes generally are based on reserves prescribed by the National
Association of Insurance Commissioners for purposes of financial reporting under State
regulatory rules.

Because deductible reserves might be viewed as being funded proportionately out of
taxable and tax-exempt income, the net increase and net decrease in reserves are computed by
reducing the ending balance of the reserve items by a portion of tax-exempt interest (known as a
proration rule).’” Similarly, a life insurance company is allowed a dividends-received deduction
for intercogaorate dividends from nonaffiliates only in proportion to the company’s share of such
dividends.

Life insurance companies (subject to tax under section 801) generally may not be
included in a consolidated return of an affiliated group including nonlife-insurance companies,
unless the common parent of the group elects to treat the life insurance companies as includible
corporations.’”” Under the election to treat life insurance companies as includible corporations of
an affiliated group, two special 5-year limitation rules apply. The first 5-year rule provides that a
life insurance company may not be treated as an includible corporation until it has been a
member of the group for the 5 taxable years immediately preceding the taxable year for which
the consolidated return is filed.”’® The second 5-year rule provides that any net operating loss of
a nonlife-insurance member of the group may not offset the taxable income of a life insurance
member for any of the first 5 years the life and nonlife-insurance corporations have been
members of the same affiliated group.””’ This rule applies to nonlife losses for the current

7' A discussion of the tax treatment of life insurance and annuity contracts is provided in Present Law
relating to Pensions/Retirement.

72 Sec. 801.
313 Secs. 807(b)(2)(B) and (b)(1)(B).

™ Secs. 805(a)(4), 812. Fully deductible dividends from affiliates are excluded from the application of
this proration formula (so long as such dividends are not themselves distributions from tax-exempt interest or from
dividend income that would not be fully deductible if received directly by the taxpayer). In addition, the proration
rule includes in prorated amounts the increase for the taxable year in policy cash values of life insurance policies and
annuity and endowment contracts owned by the company (the inside buildup on which is not taxed).

> Sec. 1504(c)(2).
376 Sec. 1504(c)(2).

> Sec. 1503(c)(2).
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taxable year or as a carryover or carryback. A separate 35-percent limitation also applies under
the election to treat life insurance companies as includible corporations of an affiliated group.’”
This rule provides that if the non-life-insurance members of the group have a net operating loss,
then the amount of the loss that is not absorbed by carrybacks against the nonlife-insurance
members’ income may offset the life insurance members’ income only to the extent of the lesser
of: (1) 35 percent of the amount of the loss; or (2) 35 percent of the life insurance members’
taxable income. The unused portion of the loss is available as a carryover and is added to
subsequent-year losses, subject to the same 35-percent limitation.

Property and casualty insurance companies

The taxable income of a property and casualty insurance company, whether stock or
mutual, is determined as the sum of the amount earned from underwriting income and from
investment income (as well as gains and other income items), reduced by allowable
deductions.”” For this purpose, underwriting income and investment income are computed on
the basis of the underwriting and investment exhibit of the annual statement approved by the
National Association of Insurance Commissioners.’*

Underwriting income means premiums earned during the taxable year less losses incurred
and expenses incurred.”® Losses incurred include certain unpaid losses (reported losses that
have not been paid, estimates of losses incurred but not reported, resisted claims, and unpaid loss
adjustment expenses). Present law limits the deduction for unpaid losses to the amount of
discounted unpaid losses, which are discounted using prescribed discount periods and a
prescribed interest rate, to take account partially of the time value of money.”® Any net decrease
in the amount of unpaid losses results in income inclusion, and the amount included is computed
on a discounted basis.

In calculating its reserve for losses incurred, a proration rule requires that a property and
casualty insurance company must reduce the amount of losses incurred by 15 percent of (1) the
insurer’s tax-exempt interest, (2) the deductible portion of dividends received (with special rules
for dividends from affiliates), and (3) the increase for the taxable year in the cash value of life
insurance, endowment, or annuity contracts the company owns (sec. 832(b)(5)). This rule
reflects the fact that reserves are generally funded in part from tax-exempt interest, from wholly
or partially deductible dividends, or from other untaxed amounts.

78 Sec. 1503(c)(1).

> Sec. 832.
0 Sec. 832(b)(1)(A).

1 Sec. 832(b)(3). In determining premiums earned, the company deducts from gross premiums the
increase in unearned premiums for the year (sec. 832(b)(4)(B)). The company is required to reduce the deduction
for increases in unearned premiums by 20 percent, reflecting the matching of deferred expenses to deferred income.

382 Sec. 846.
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Certain tax rules apply to both life insurance and property and casualty companies.
These rules relate to foreign tax credits, foreign companies carrying on insurance business within
the United States, annual accounting period, special loss carryovers, certain reinsurance
agreements, discounted unpaid losses, special estimated tax payments, and capitalization of
certain policy acquisition expenses.’®

Reinsurance

Reinsurance is a transaction between insurers that shifts a risk, or group of risks, from
one insurer to another. For life insurance companies, a deduction is permitted for consideration
— including reinsurance premiums — paid in respect of assumption of liabilities under insurance
and annuity contracts.”® Similarly, in determining premiums earned for the taxable year, a
property and casualty company deducts from gross premiums written on insurance contracts
during the taxable year the amount of premiums paid for reinsurance.”® A rule enacted in 1984
provides authority to the Treasury Department to reallocate items and make adjustments in
reinsurance transactions to prevent tax avoidance or evasion.”™

An excise tax applies to premiums paid to foreign insurers and reinsurers covering U.S.
risks.” The excise tax is imposed on a gross basis at the rate of one percent on reinsurance and
life insurance premiums, and at the rate of four percent on property and casualty insurance
premiums. The excise tax does not apply to premiums that are effectively connected with the
conduct of a U.S. trade or business or that are exempted from the excise tax under an applicable
income tax treaty. The excise tax paid by one party cannot be credited if, for example, the risk is
reinsured with a second party in a transaction that is also subject to the excise tax.

Certain U.S. tax treaties provide an exemption from the excise tax, including the treaties
with Germany, Switzerland, and the United Kingdom.”®® To prevent persons from
inappropriately obtaining the benefits of exemption from the excise tax, the treaties generally
include an anti-conduit rule. The most common anti-conduit rule provides that the treaty
exemption applies to the excise tax only to the extent that the risks covered by the premiums are

%3 Secs. 841-848.
¥ Sec. 805(a)(6).
% Sec. 832(b)(4)(A).

%% Sec. 845. See Conference Report to H.R. 4170, The Deficit Reduction Act of 1984, H. Rep. No. 98-
861 (June 23, 1984), 1060.

87 Secs. 4371-4374.

%% Generally, when a foreign person qualifies for benefits under such a treaty, the United States is not
permitted to collect the insurance premiums excise tax from that person.
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not reinsured with a person not entitled to the benefits of the treaty (or any other treaty that
provides exemption from the excise tax).”*’

Tax-exempt insurance organizations described in section 501(c)

Section 501(a) generally provides for exemption from Federal income tax for certain
organizations.”” Although most organizations that engage principally in insurance activities are
not exempt from Federal income tax, certain organizations that engage in insurance activities are
described in section 501(c) and exempt from tax under section 501(a). Section 501(c)(8), for
example, describes certain fraternal beneficiary societies, orders, or associations operating under
the lodge system or for the exclusive benefit of their members that provide for the payment of
life, sick, accident, or other benefits to the members or their dependents. Section 501(¢)(9)
describes certain voluntary employees’ beneficiary associations that provide for the payment of
life, sick, accident, or other benefits to the members of the association or their dependents or
designated beneficiaries. Section 501(c)(12)(A) describes certain benevolent life insurance
associations of a purely local character. Section 501(c)(15) describes certain small non-life
insurance companies with annual gross receipts of no more than $600,000 ($150,000 in the case
of a mutual insurance company). Section 501(c)(26) describes certain membership organizations
established to provide health insurance to certain high-risk individuals.”' Section 501(c)(27)
describes certain organizations established to provide workmen’s compensation insurance.
Section 501(c)(29) describes qualified nonprofit health insurance issuers. In judicial decisions,

> In Rev. Rul. 2008-15, 2008-1 C.B. 633, the IRS provided guidance to the effect that the excise tax is
imposed separately on each reinsurance policy covering a U.S. risk. Thus, if a U.S. insurer or reinsurer reinsures a
U.S. risk with a foreign reinsurer, and that foreign reinsurer in turn reinsures the risk with a second foreign reinsurer,
the excise tax applies to both the premium to the first foreign reinsurer and the premium to the second foreign
reinsurer. In addition, if the first foreign reinsurer is resident in a jurisdiction with a tax treaty containing an excise
tax exemption, the Revenue Ruling provides that the excise tax still applies to both payments to the extent that the
transaction violates an anti-conduit rule in the applicable tax treaty. Even if no violation of an anti-conduit rule
occurs, under the Revenue Ruling, the excise tax still applies to the premiums paid to the second foreign reinsurer,
unless the second foreign reinsurer is itself entitled to an excise tax exemption.

>% Under the unrelated business income tax (UBIT) rules of sections 511-515, generally, income derived
from a trade or business regularly carried on by a tax-exempt organization that is not substantially related to the
performance of the organization’s tax-exempt functions is subject to UBIT. Certain types of income are specifically
exempt from UBIT, such as dividends, interest, royalties, and certain rents, unless derived from debt-financed
property or from certain 50-percent controlled subsidiaries.

' When section 501(c)(26) was enacted in 1996, the House Ways and Means Committee, in reporting out
the bill, stated as its reasons for change: “The Committee believes that eliminating the uncertainty concerning the
eligibility of certain State health insurance risk pools for tax-exempt status will assist States in providing medical
care coverage for their uninsured high-risk residents.” H.R. Rep. No. 104-496, Part I, “Health Coverage Availability
and Affordability Act of 1996,” 104" Cong., 2d Sess., March 25, 1996, 124. See also Joint Committee on Taxation,
General Explanation of Tax Legislation Enacted in the 104th Congress (JCS-12-96), December 18, 1996, p. 351.
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certain health maintenance organizations (HMOs) have been held to qualify for tax exemption as
charitable organizations described in section 501(c)(3). ">

Certain organizations providing commercial-type insurance

Section 501(m) provides that an organization may not be exempt from tax under section
501(c)(3) (generally, charitable organizations) or section 501(c)(4) (social welfare organizations)
unless no substantial part of its activities consists of providing commercial-type insurance. For
this purpose, commercial-type insurance excludes, among other things: (1) insurance provided at
substantially below cost to a class of charitable recipients; and (2) incidental health insurance
provided by an HMO of a kind customarily provided by such organizations.

Section 833 treatment for certain taxable health insurance providers

When section 501(m) was added in 1986, special rules were provided under section 833
for taxable Blue Cross and Blue Shield organizations providing health insurance that (1) were in
existence on August 16, 1986; (2) were determined at any time to be tax-exempt under a
determination that had not been revoked; and (3) were tax-exempt for the last taxable year
beginning before January 1, 1987 (when the present-law rule became effective), provided that no
material change occurred in the structure or operations of the organizations after August 16,
1986, and before the close of 1986 or any subsequent taxable year. Any other organization is
eligible for section 833 treatment if it meets six requirements set forth in section 833(c): (1)
substantially all of its activities involve providing health insurance; (2) at least 10 percent of its
health insurance is provided to individuals and small groups (not taking into account Medicare
supplemental coverage); (3) it provides continuous full-year open enrollment for individuals and
small groups; (4) for individuals, it provides full coverage of pre-existing conditions of high-risk
individuals and coverage without regard to age, income, or employment of individuals under age
65; (5) at least 35 percent of its premiums are community rated; and (6) no part of its net
earnings inures to the benefit of any private shareholder or individual.

Section 833 provides a deduction with respect to health business of such organizations.
The deduction is equal to 25 percent of the sum of (1) claims incurred, and liabilities incurred
under cost-plus contracts, for the taxable year, and (2) expenses incurred in connection with
administration, adjustment, or settlement of claims or in connection with administration of cost-
plus contracts during the taxable year, to the extent this sum exceeds the adjusted surplus at the
beginning of the taxable year. Only health-related items are taken into account.

Section 833 provides an exception for such an organization from the application of the
20-percent reduction in the deduction for increases in unearned premiums that applies generally
to property and casualty companies.

2 See Sound Health Association v. Commissioner, 71 T.C. 158 (1978), acq. 1981-2 C.B. 2; but see
Geisinger Health Plan v. Commissioner, 985 F.2d 1210 (3rd Cir. 1993), rev’g T.C. Memo. 1991-649, and IHC
Health Plans, Inc. v. Commissioner, 325 F.3d 1188 (10th Cir. 2003).
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Section 833 provides that such an organization is taxable as a stock property and casualty
insurer under the Federal income tax rules applicable to property and casualty insurers.

3. Broker-dealers

For Federal income tax purposes, a person generally is a securities dealer if such person
regularly purchases securities from or sells securities to customers in the ordinary course of a
trade or business, or regularly offers to enter into, assume, offset, assign or otherwise terminate
positions in securities with customers in the ordinary course of a trade or business. The
determination of dealer status is made based on all facts and circumstances. The courts and the
IRS have considered the following factors in evaluating dealer status: (1) being licensed as a
dealer;* (2) holding oneself out to the public as a dealer;> (3) selling inventoried securities to

customers;> ° (4) the frequency, extent, and regularity of securities transactions;””’ (5) profiting
from commissions as opposed to appreciation in the value of securities;’”® and (6) ownership of a

securities exchange membership.

Securities dealers must account for their securities inventory using the mark-to-market
accounting method.®® In general, under that method, securities held by a dealer in its inventory
are marked to fair market value at the close of the taxable year, with any resulting difference
between value and basis included as ordinary income or loss in computing taxable income for
such year. For this purpose a security is defined as any share of stock in a corporation,
partnership or beneficial ownership interest in a widely held or publicly traded partnership or
trust, note, bond, debenture, or other evidence of indebtedness, interest rate, currency, or equity
notional principal contract, and evidence of an interest in, or a derivative financial instrument in
any of the foregoing, or any currency, including any option, forward contract, short position, and
any similar financial instrument in such a security or currency.””’ Additionally, a security
includes a position that is not one of the foregoing, but is a hedge with respect to such security,

3 Sec. 475(c)(1) (defining a securities dealer for purposes of section 475); cf. Treas. Reg. sec. 1.864-
2(c)(2)(iv) (defining a dealer in stock or securities for purposes of the trader safe harbors to section 864) and Treas.
Reg. sec. 1.471-5 (as amended in 1993).

% Polachek v. Commissioner, 22 T.C. 858, 859 (1954).

% Verito v. Commissioner, 43 T.C. 429, 441-442 (1965), acq. 1965-2 C.B. 7.

3% United States v. Chinook Investment Co., 136 F.2d 984 (9th Cir. 1943).

7 Purvis v. Commissioner, 530 F.2d 1332, 1334 (9th Cir. 1976).

% Kemon v. Commissioner, 16 T.C. 1026, 1033 (1951).

" Securities Allied Corp. v. Commissioner, 95 F.2d 284, 286 (2d Cir. 1938), aff’g 36 B.T.A 168 (1937),
cert denied, 305 U.S. 617 (1938).

600 Sec. 475.

91 Sec. 475(c)(2). The definition of securities under section 475 excludes sec. 1256 contracts, which
include futures contracts and certain exchange-traded options.
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and is clearly identified in the dealer’s records as a security before the close of the day on which
it was acquired.®®?

Special rules apply to gains and losses of a securities dealer with respect to “section 1256
contracts.”” Any gain or loss with respect to a section 1256 contract is subject to a mark-to-
market rule and generally is treated as short-term capital gain or loss, to the extent of 40 percent
of the gain or loss, and long-term capital gain or loss, to the extent of the remaining 60 percent of
the gain or loss.®™ Gains and losses upon the termination (or transfer) of a section 1256 contract,
by offsetting, taking or making delivery, by exercise or by being exercised, by assignment or
being assigned, by lapse, or otherwise, also generally are treated as 40 percent short-term and 60
percent long-term capital gains or losses.*”

A securities dealer may also hold securities for investment rather than as inventory (such
securities are not subject to mark-to-market accounting, and any gains or losses with respect
thereto treated as capital rather than ordinary).®”® Additionally, a dealer is not subject to mark-
to-market accounting for debt securities originated or entered into in the ordinary course of its
trade or business that are not held for sale.®”’ For either of these exceptions to apply, the dealer
must clearly identify that the security is either held for investment or not held for sale by the
close of the day the security is acquired and the security may not at any time thereafter be held
primarily for sale to customers.**®

4. Regulated investment companies or RICs (mutual funds)

In general, a RIC is an electing domestic corporation that either meets (or is excepted
from) certain registration requirements under the Investment Company Act of 1940,°” that
derives at least 90 percent of its ordinary income from specified sources considered passive

892 Sec. 475(c)(2)(F).

693 Section 1256(b) provides that a “section 1256 contract” is any (1) regulated futures contract, (2) foreign
currency contract; (3) nonequity option, (4) dealer equity option; and (5) dealer securities futures contract, but does
not include any securities future contract or option on such contract unless such contract or option is a dealer
securities future contract, or any interest rate swap, currency swap, basis swap, interest rate cap, interest rate floor,
commodity swap, equity swap, equity index swap, credit default swap, or similar agreement.

6% Sec. 1256(a)(3). This general rule does not apply to 1256 contracts that are part of certain hedging
transactions or section 1256 contracts that but for the rule in section 1256(a)(3) would be ordinary income property.

895 Sec. 1256(c)(1). Additionally, section 1212(c) provides that a taxpayer other than a corporation may
elect to carry back its net section 1256 contracts loss for three taxable years.

696 Secs. 1236 and 475(b)(1).
07 Sec. 475(b)(1).
698 Secs. 1236(a) and (d)(1). See also section 475(b)(2).

699 Qecs. 851(a) and (b)(1).
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investment income,610

requirements,”’' and meets certain other requirements.

that has a portfolio of investments that meet certain diversification
612

Many RICs are “open-end” companies (mutual funds) which have a continuously
changing number of shares that are bought from, and redeemed by, the company and that are not
otherwise available for purchase or sale in the secondary market. Shareholders of open-end
RICs generally have the right to have the company redeem shares at “net asset value.” Other
RICs are “closed-end” companies, which have a fixed number of shares that are normally traded
on national securities exchanges or in the over-the-counter market and are not redeemable upon
the demand of the shareholder.

In the case of a RIC that distributes at least 90 percent of its net ordinary income and net
tax-exempt interest to its shareholders, a deduction for dividends paid is allowed to the RIC in
computing its tax.®"> Thus, no corporate income tax is imposed on income distributed to its
shareholders. Dividends of a RIC generally are includible in the income of the shareholders; a
RIC can pass through the character of (1) its long-term capital gain income, by paying “capital
gain dividends” and (2) in certain cases, tax-exempt interest, by paying “exempt-interest
dividends.” A RIC may also pass through certain foreign tax credits and credits on tax-credit
bonds, as well as the character of certain other income received by the RIC.

5. U.S. income tax principles applicable to the taxation of financial instruments

In general

Fundamental to the Federal income tax system is the determination of income subject to
tax. This section outlines the basic principles of timing, character, and source. These three
principles are central to the application of the income tax. A variety of factors affect their
application.

A threshold issue for application of the income tax is determining to whom the tax should
apply. Although it is generally the owner of the income who is subject to the tax, the Code does
not provide a definition of ownership. In the absence of specific rules, courts have detailed
factors relevant to determining the owner of income for Federal tax purposes. In the context of
financial instruments these factors include who (1) bears the risk of loss and has the opportunity
for gain; (2) has the right to receive current income or distributions; (3) may exercise any rights
attending the instrument such as voting or enforcement rights; and (4) has the right to dispose of
the property. Considerations of ownership may be complicated by the ability of taxpayers to

610 Sec. 851(b)(2).
11 Sec. 851(b)(3).
612 Secs. 851 and 852.

613 Qec. 852(a) and (b).
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structure financial arrangements that deliver some (or all) of the economics of ownership but
none (or some) of the other attributes of ownership.

The manner of a taxpayer’s participation in the market also may affect the timing,
character, and source of income. For example, the Code taxes investors, traders, and dealers in
securities and commodities and related financial instruments differently. A taxpayer’s status in
this regard is generally determined by both the nature and the extent of his activities. Generally,
an investor is a taxpayer who seeks to profit solely from changes in the price of, and income
earned on, financial products he holds, and is not engaged in a trade or business.®’* In contrast, a
trader is someone in a trade or business of buying and selling assets in an effort to catch swings
in the daily market and profit thereby on a short-term basis.®’> A person is a dealer in securities,
for example, if such person regularly purchases securities from or sells securities to customers in
the ordinary course of a trade or business, or regularly offers to enter into, assume, offset, assign,
or otherwise terminate positions in securities with customers in the ordinary course of a trade or
business.®'® A taxpayer may qualify for more than one status at any given time with respect to
different instruments.

Some parties to a transaction may be indifferent to the timing, character, and source of
income because they are either exempt from tax or are required to mark positions to market as
ordinary income in any event (e.g., section 475 securities dealers) or for other reasons. In such
cases taxable parties may enter into transactions with the tax indifferent party to achieve a
desired tax result.

In addition to considerations of the taxpayer’s status, other activities of the taxpayer may
come into play. For example, specialized rules for tax hedges, transactions entered into in the
normal course of a taxpayer’s trade or business primarily to manage certain risks with respect to
ordinary property or obligations, can change the timing, character, and source of income.®'’ As
another example, financial products issued by life insurance companies, such as life insurance
contracts and annuity contracts, are subject to different rules that are not described in this
document.

Following is a description of some of the most relevant rules for determining timing,
character, and source of income in the context of financial instruments.

1% Whipple v. Commissioner, 373 U.S. 193 (1963).

815 See, e.g., Liang v. Commissioner, 23 T.C. 1040, 1043 (1995).

816 See sec. 475(c)(1) (defining a securities dealer for purposes of section 475); Bielfeldt v. Commissioner,
231 F.3d 1035 (7th Cir. 2000) (describing the difference between a trader and a dealer and noting that “the dealer’s
income is based on the service he provides in the chain of distribution of the goods he buys and resells, rather than
on fluctuations in the market value of those goods, while the trader’s income is based not on any service he provides

but rather on, precisely fluctuations in the market value of the securities or other assets that he transacts in.”).

17 Sec. 1221(b)(2).
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Timing of income rules

A fundamental principle of income tax is the determination of when an item of income
(or expense) is required to be taken into account for income tax purposes.”’® Because of the time
value of money, whereby the present value of a future tax liability is less than the value of the
same tax liability in the current year and holding other factors such as tax rates constant, most
taxpayers prefer to delay taking income into account. The tax rules do not, however, permit a
taxpayer to choose the timing of income simply to minimize that taxpayer’s tax burden. Instead,
as a general matter, a taxpayer must compute taxable income under a method of accounting that
“clearly reflect[s] income.”*"” Within this broad requirement that a taxpayer’s accounting
method produce a clear reflection of the taxpayer’s income, the timing rules vary based on the
taxpayer’s method of accounting as well as the particular item of income.

In general, for a cash basis taxpayer (e.g., an individual), an amount is included in income
when received.®”® For an accrual basis taxpayer (e.g., a corporation), an amount generally is
recognized (and included in income) the earlier of when such amount is earned by, due to, or
received by the taxpayer, unless an exception permits deferral or exclusion.®'

Regardless of a taxpayer’s method of accounting (cash or accrual), some forms of income
are taxed as they accrue, while the taxation of other forms of income are delayed until a later
date. For example, an employee generally is taxed on wages and other compensation for
services when the employee receives the wages or other compensation.®” In contrast, an
employee generally is not taxed on amounts under certain employee benefit plans until the
employee withdraws the amounts.*”> However, when dealing in financial instruments, it is not
always clear when the amounts exchanged, pledged, or promised upon execution of a contract
should be included in the taxpayer’s income (e.g., upon physical receipt of the payment, when
another step of the transaction occurs, or upon completion of the entire contract). One way of
understanding the general approach to the timing of taxation of financial instruments is that

% For purposes of brevity, this discussion addresses only the timing of income inclusion (including gains
and losses from the sale, exchange or disposition of a financial instrument), not the timing of an expense allowance.
Expenses, though, present similar issues of timing. See Joint Committee on Taxation, General Explanation of the
Revenue Provisions of the Deficit Reduction Act of 1984 (JCS-41-84), December 31, 1984, pp. 258-269, for a
detailed discussion of when an expense may be taken into account.

019 Sec. 446(b).
620 Sec. 451(a).

621 Sec. 451. For examples of deferral opportunities, see sections 453 or 455, Treas. Reg. section 1.451-5,
or Rev. Proc. 2004-34, 2004-1 C.B. 991.

622 See also section 83 which provides special rules for property, including stock and options, transferred in
connection with the performance of services.

633 For example, amounts withdrawn from pension accounts during retirement (and included in income
when withdrawn) often relate to services that the employee performed at an earlier time. See, e.g., sections 401,
402, 403.
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income from instruments with fixed returns (such as bonds) is taxed annually, while income
from instruments with contingent returns (such as stock) is taxed on a wait-and-see (open
transaction) basis.***

Income is recognized for most financial instruments on a wait-and-see basis whereby the
execution of the contract has no immediate income tax consequences. Instead, the taxpayer
includes amounts in income when they are “realized.” For example, although a taxpayer has
income in an economic sense when the price of a share of stock that the taxpayer owns increases,
the taxpayer does not have taxable income from that price appreciation until there is a realization
event in respect of the stock — that is, until the taxpayer sells the stock.’”> As is described in
more detail below, income from an option or a forward or futures contract is also generally taxed
on a realization basis. As with stock, the returns on these derivative financial instruments are
contingent. However, if the option or forward or futures contract is subject to section 1256
(discussed below), the income may be included at an earlier time.

As with most areas of the Federal tax code, there are exceptions to the general realization
rules. One such exception relates to interest from a bond. For example, just as an individual is
taxed on interest income that the individual receives from holding a bond (an instrument that
provides fixed returns), taxpayers are taxed under the original issue discount (“OID”) rules on
interest that is deemed to accrue each year on a bond that pays no interest (a zero-coupon bond)
until the maturity date.®*

Another such exception requires gains or losses from financial instruments to be
recognized in advance of when the contract would otherwise dictate (i.e., when the amounts are
realized). Mark-to-market is the most common tax accounting method requiring early
recognition.®”” This departure from the normal realization-based tax accounting principles
requires certain types of taxpayers (e.g., dealers) with certain types of contracts (e.g., regulated
futures contracts or foreign currency contracts) to recognize the gain or loss with respect to those
unsettled financial contracts as if the transactions were completed on the last day of the tax year,
if not more frequently.

Similarly, in certain instances, amounts are required to be included in income upon
execution of the contract. For example, shares of stock traded in an OTC market or on an
exchange are considered purchased or sold on the date that the taxpayer enters into a binding
contract to buy or sell the stock (“trade date”) even if the stock is transferred on another date

624 See Alvin C. Warren, Jr., “Financial Contract Innovation and Income Tax Policy,” Harvard Law
Review, vol. 107, p. 465. Warren argues that the different taxation of fixed returns and contingent returns is
unworkable when financial instruments offer both kinds of returns. For a discussion of this difficulty, see section
II1.B. below.

623 For the rule codifying the realization principle, see section 1001.

626 See also sections 1271-1275.

627 See secs. 475 and 1256. These mark-to-market rules supersede the fixed-versus-contingent return
distinction.
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(“settlement date”). Accordingly, revenue is recognized and amounts are included in the
taxpayer’s income on the trade date.®”® Conversely, there are other instances where gains or
losses from financial instruments are allowed to be deferred even though the underlying contract
is complete.®”” More detailed discussions of the effect of timing on financial instruments are
included in sections III and IV below.

Character of income rules

In general

The characterization of income, gain, or loss as ordinary or capital is another significant
income tax principle in calculating income tax liability. While a dollar of income is just that, a
dollar, whether it is from, for example, the performance of services (e.g., wages), the trading of a
financial instrument (e.g., stock), or the sale of an asset (e.g., depreciable property) affects the
rate at which the income is taxed and the amount of losses that may be taken as a current
deduction. The tax rules distinguish between ordinary and capital income. Thus, the
characterization of the gains or losses derived from the sale, exchange, or disposition of a
financial instrument can affect the amount of a taxpayer’s tax liability.*°

In general, gains considered ordinary in nature are taxed at the taxpayer’s marginal tax
rate for the year such amounts are included in income. Conversely, the amount of ordinary
losses in excess of ordinary gains that can be taken into account by a taxpayer in any given year
may be limited due to a taxpayer’s filing status (e.g., individual or corporation).”' Capital gains,
on the other hand, may be taxed at a lower rate for certain taxpayers.**> Similar to ordinary
losses, the deduction for capital losses in excess of capital gains may be limited in any given

628 For both cash and accrual taxpayers, section 453(k) provides that the recognition of gain or loss on an
exchange takes place on the trade date. See also Rev. Rul. 93-84, 1993-2 C.B. 225.

629 See, e.g., secs. 1043 (conflict of interest) and 1044 (qualified small businesses).

3% The computation of taxpayer’s gain or loss from the sale of a financial instrument is not discussed in
detail. As with most other sales of property, section 1001 provides that gain or loss from the sale of most financial
instruments is measured by the difference between the seller’s basis and the amount of money plus the fair market
value of property (if any) received. The seller’s basis usually consists of the amount paid for the stock (adjusted to
take into account any distributions of capital, stock dividends, etc.) plus capitalized costs of acquisition (primarily
brokers’ commissions).

81 See, for example, section 469 regarding passive activity loss limitations for an individual. But, also see
section 165 for treatment losses of a corporation.

832 See section 1(h) for capital gains tax rates for individuals.
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year.””> While a dollar of income is a dollar of income regardless of the origin, there is a

distinction between capital and ordinary income for tax purposes.®**

Capital gain treatment

Capital gains and losses result when a capital asset is sold, exchanged, or disposed. In
general, a capital asset is defined as property held by a taxpayer other than: (1) inventory; (2)
property subject to the allowance for depreciation, including real property;*** (3) a copyright, a
literary, musical, or artistic composition, a letter or memorandum, or similar property held by the
taxpayer;**® (4) accounts or notes receivables acquired in the ordinary course of business (e.g.,
for providing services or selling property); (5) a publication of the U.S. government other than
that which is held for sale by the U.S. government; (6) any commodities derivative financial
instrument held by a commodities dealer unless clearly identified as a capital asset; (7) any
hedging transaction clearly identified as such; or (8) supplies of a type regularly consumed in the
taxpayer’s ordinary course of business.”’ Further, gains or losses attributable to the
cancellation, lapse, expiration, or other termination of a right or obligation with respect to a
capital asset would be characterized as capital in nature.**®

Short-term versus long-term

Once it is determined that gain or loss from the sale of property is capital gain or loss, it
is necessary to determine whether such gain or loss is short- or long-term determined in
reference to the holding period.* In general, short-term capital gains and losses are those
related to the sale, exchange, or disposition of a capital asset held by the taxpayer for not more
than one year.**" Conversely, long-term capital gains and losses are those derived from the sale,

633 See section 1211 for capital loss limitations.

634 This distinction between capital and ordinary income might be justified in promoting certain nontax
policy goals, such as saving or investment.

85 However, section 1231 provides that to the extent gains from the sale, exchange, or involuntary
conversion of property used in the taxpayer’s trade or business exceeds losses from similar property, such gains and
losses shall be treated as long-term capital gains and long-term capital losses. Section 1231 specifically excludes
inventory and property held primarily for sale in the ordinary course from the definition of property used in the
taxpayer’s trade or business for purposes of this section.

836 This includes a letter, memorandum, or similar property held by a taxpayer for whom such property was
prepared or produced.

87 Sec. 1221(a).

38 Sec. 1234A. Specifically excluded from the above definition of right or obligation are securities futures
contracts defined in 1234B. Further, section 1256 contracts are excluded from the capital treatment afforded in
section 1234A.

839 Sec. 1223(a) and Treas. Reg. sec. 1.1223-1(a). See also section 1234A.

640 Sec. 1222(1) and (2).
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exchange, or disposition of a capital asset held by the taxpayer for more than one year.**'
However, there are exceptions to the general rules regarding classification of capital gains and
losses as short or long-term.**

The classification of gains and losses as short- or long-term may result in more favorable
tax treatment since short and long-term gains must be netted with their respective short- or long-
term losses for any given tax year.®” Further, the tax rates for capital gains may be lower than
the tax rates on ordinary income. For example, the tax rate for long-term capital gains derived
from the sale by an individual of a financial instrument could be 10 to 20 percentage points less
than a taxpayer’s individual tax rate on ordinary income.***

Capital loss limitation

To the extent capital losses exceed capital gains in any given tax year, a taxpayer’s entity
choice may result in limiting the amount of losses that can be claimed by the taxpayer. In
general, corporations may only claim capital losses to the extent of such gains.645 All other
taxpayers may claim capital losses up to $3,000 in excess of capital gains for such taxable

646
year.

Ordinary income

Amounts not otherwise determined to be capital in nature are generally included as
ordinary income and taxed at the applicable rates. This includes amounts earned by dealers,
interest, dividends, as well as amounts earned from property held by a taxpayer that is
specifically excluded from the definition of a capital asset. While dividends are considered
ordinary income, qualifying dividends are taxed at capital gains rates for the 2003-2012 tax
years.*"” Further, as with the rules regarding capital treatment, there are exceptions to the
general rules that dictate ordinary income treatment.***

41 Sec. 1222(3) and (4).

42 See sections 475 (mark-to-market), 1233 (discussed in section C of part IV below) and 1256 (discussed
in section E of part IV below).

3 See section 1(h).
44 See section 1(h)(1) for graduated capital gains rate information.

645 Sec. 1211(a). A corporation with net capital losses for any taxable year may be eligible to carry such
losses back three years and forward 10 years. See section 1212(a).

646 Sec. 1211(b). Taxpayers other than a corporation may carryover their net capital losses to future years
until the loss is used. The character of the loss (as either short or long-term) also is retained. See section 1212(b).

7 See section 1(h)(11).

4% See, e.g., section 1221 (hedging transactions).
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Source of income rules

When a resident of one country derives income connected with activities or investment in
another country, the income could be subject to tax in both countries. U.S. law and other
countries’ tax laws include provisions intended to relieve this double taxation. These provisions
include rules for determining whether an item of income has a domestic or a foreign source. In
the United States these source-of-income rules affect U.S. and foreign taxpayers differently. The
U.S. source rules matter for foreign taxpayers because the United States generally imposes tax
only on the U.S.-source income of foreign taxpayers. The U.S. source rules matter for U.S.
taxpayers because, although U.S. taxpayers are subject to U.S. tax on both U.S.-source and
foreign-source income, the foreign tax credit, which mitigates double taxation of a U.S.
taxpayer’s cross-border income by giving a credit against U.S. tax for foreign tax imposed on
that income, is allowed to reduce only U.S. tax on foreign-source income. Consequently, both
U.S. and foreign taxpayers generally prefer that income is treated as foreign source rather than as
U.S. source.

The U.S. tax rules use different factors for determining the source of different categories
of income, including the residence of the payor of the income, the residence of the recipient of
the income, the location or place of use of the property that produces the income, and the
location of the activities that produce the income. For example, interest and dividend income
generally is sourced based on the residence of the taxpayer that pays the interest or dividend;
rental income is sourced based on the location of the property producing the income; royalties
for the use of patents and other intellectual property are sourced based on the place of use of the
property; and compensation for personal services is sourced based on where the services are
performed.®® Subject to a number of exceptions, income from the sale of personal property is
sourced based on the residence of the seller of the property.®® There are a number of special
source rules, including, for example, for transportation income, space and ocean activities
income, and international communications income.®*!

The Code does not provide source rules for all types of income. In the absence of a
source rule for a particular kind of income, courts have determined the source of that income by
applying the rule for the type of income to which the disputed income is most closely
analogous.®

49 Secs. 861(a)(1)-(4), 862(a)(1)-(4).

859 Sec. 865(a). For exceptions from the general residence-based rule, see, for example, sections 861(a)(6),
862(a)(6), 863(b)(2), and 865(b) through (e), (for inventory property income, depreciable personal property income,
contingent income from intangibles, and sales through offices or fixed places of business).

1 Sec. 863(c)(2) (50-50 U.S.-foreign source rule for income from transportation beginning or ending in
the United States); sec. 863(d)(1) (space or ocean activity income sourced based on residence of the recipient of the
income); sec. 863(¢e)(1) (50-50 rule for international communications income of U.S. persons and general foreign-
source rule for the same income of foreign persons).

2 Hunt v. Commissioner, 90 T.C. 1289 (1988).
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Disputes about the source of particular items of income arise regularly. Financial
instruments may contribute to source disputes because their flexibility permits taxpayers to
produce favorable source results by holding one instrument rather than another instrument with
the same economic characteristics. Section IV.D below describes examples of source questions
and their resolution (or lack of resolution).

6. Income tax rules related to five fundamental financial instruments
Equity

In general

Stock is an instrument representing an equity or ownership interest in a corporation. In
its purest form, stock is risk capital entirely subject to the fortunes of the corporate venture.
Stock represents the capital of the corporation that is subject to the greatest risk (compared to
debt capital). The holder of stock may receive a share of the corporation’s profits in the form of
dividends. Appreciation or depreciation in value of the corporation’s business is reflected in the
price of the stock. Stock may be acquired directly upon issuance by the corporation of the stock
or in the market from another holder of the stock. Federal securities laws impose registration
and other requirements on publicly traded stock. Applicable Federal and State laws permit
multiple classes of corporate stock with differing rights.

A partnership interest represents the partner’s equity or ownership interest in capital and
profits of the partnership. Unlike a corporation, a partnership is not treated as separate taxable
entity, but rather, is treated as a passthrough entity for Federal tax purposes.® A publicly traded
partnership generally is treated as a corporation for Federal tax purposes, however.®**

Because a partnership is a passthrough entity, it is not subject to entity-level tax. Rather,
income earned by a partnership, whether distributed or not, is taxed to the partners, and
distributions generally are tax-free to partners. Partnership interests may be acquired directly
upon issuance by the partnership or from another partner. State laws provide for general
partnerships, in which partners do not have limited liability for obligations of the partnership,
and limited partnerships, in which limited partners have only limited liability for obligations of
the partnership. State laws also provide for limited liability companies (“LLCs”), whose
members typically have limited liability. LLCs generally are treated as partnerships for Federal
tax purposes.’>

633 Sec. 701.
54 Sec. 7704.

65 An LLC is generally treated as a partnership for Federal tax purposes unless it elects to be treated as a
corporation; and a single-member LLC may be disregarded as a separate entity. Treas. Reg. sec. 301.7701-3.
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Timin

Realization and recognition

The realization requirement generally applies throughout the Federal income tax law.
The realization requirement provides that changes in the value of property are generally ignored
for Federal income tax purposes until the occurrence of a taxable event such as sale or exchange
of the property. Upon the occurrence of the taxable event, gain or loss with respect to the
property is considered to have been realized. A sibling concept is that of recognition. Gain or
loss generally is considered to be recognized, and is taken into account for Federal income tax
purposes, when it is realized, unless a specific nonrecognition rule applies that defers or
permanently excludes or disallows the gain or loss.®*®

Timing of gain and loss from stock

If an instrument is treated as stock for Federal income tax purposes, gain or loss with
respect to the stock is recognized at the time of a taxable sale or exchange in accordance with the
holder’s method of accounting. Whether an exchange is a taxable event depends in part on the
type of entity or person disposing of the stock, and the nature of the transaction.®”’

In otherwise taxable transactions, the wash sale rule defers the recognition of losses in
situations involving sales and reacquisitions of stock.”>® More specifically, the wash sale rule
disallows losses from the disposition of stock or securities if substantially identical stock or
securities (or an option or contract to acquire such property) are acquired by the taxpayer during
the period beginning 30 days before the date of sale and ending 30 days after the date of sale.
Commodity futures are not treated as stock or securities for purposes of this rule. The basis of
the substantially identical stock or securities is adjusted to take account of the disallowed loss.
Similar rules apply to disallow any loss realized on the closing of a short sale of stock or
securities if substantially identical stock or securities are sold (or a short sale, option or contract
to sell is entered into) during the applicable period before and after the closing of the short sale.

Mark-to-market timing rules apply to dealers, and electively to traders, in securities. In
the case of a dealer in securities, including stock, any security that is not inventory and that is
held at year end is treated as if it were sold at year end at its fair market value.®” An election for

3 For a detailed analysis of the concepts of realization and recognition, see, for example, Daniel N.
Shaviro, “An Efficiency Analysis of Realization and Recognition Rules Under the Federal Income Tax,” Tax Law
Review, vol. 48, p.1, 1992.

7 For example, if the person disposing of the stock is a tax-exempt organization, gain or loss on the sale
or exchange of stock is not recognized so long as the unrelated business income tax rules do not apply in the
situation (secs. 501, 511-515). As another example, nonrecognition rules may apply when stock is exchanged in a
transaction constituting a tax-free corporate reorganization (sec. 368) or in another type of corporate transaction to
which nonrecognition is accorded such as in a contribution of property by persons in control or in a spinoff (secs.
351, 355).

58 Sec. 1091.

039 Sec. 475.

197



traders in securities provides that electing taxpayers recognize gain or loss on securities held in
that connection as if the securities were sold at year end for fair market value.*®

Timing of dividends from stock

A dividend is generally includable in income when received, without regard to the
method of accounting of the recipient.661 No distinction is made between cash method and
accrual method taxpayers for this purpose.®®

Timing of gain or loss from sale or exchange of partnership interests

A partner that sells or exchanges its partnership interest recognizes gain or loss at the
time determined under the partner’s method of tax accounting. Thus, a partner who is an
individual using the cash method of accounting generally takes account of gain or loss on receipt
of the consideration. An accrual method partner (such as a corporate partner) takes account of
gain or loss from sale or exchange of a partnership interest when received or accrued.

Timing of income or loss from partnership interests

A partner takes into account on its tax return its distributive share of separately stated
partnership items and of the partnership’s nonseparately stated taxable income or loss. In
computing the taxable income of a partner, the inclusions are based on the income, gain, loss,
deduction or credit of the partnership for the taxable year of the partnership ending within or
with the taxable year of the partner.’®

Character

Character of gain and loss from stock

Gain or loss recognized on the sale or exchange of stock held as a capital asset (e.g., for
investment) is generally capital gain or loss.®**

Net capital gain of an individual is generally taxed at rates lower than those applicable to
ordinary income. Net capital gain is the excess of the net long-term capital gain for the taxable
year over the net short-term capital loss for the year. An individual holder of stock treats gain or

660 Qec. 475(f).

5! Treas. Reg. Sec. 1.301-(1)(b). In the case of amounts treated as corporate distributions under section
305, however, specific timing rules apply. Sec. 305(c).

%2 Dividends on stock (unlike interest on debt) are not deductible by the corporation paying the dividend,
so the issue of matching the timing of the deduction of the payor and the income inclusion of the recipient generally

does not arise for dividends.

663 Sec. 706.

664 Sec. 1221.
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loss as long-term, rather than short-term, if the stock is held for more than one year. Individual
taxpayers may deduct capital losses against up to $3,000 of ordinary income in each year. Any
remaining unused capital losses may be carried forward indefinitely to another taxable year.’®

A dealer in securities, including stock, however, must compute its income using the
mark-to-market method of accounting.®®® Gain or loss taken into account under these provisions
is generally treated as ordinary gain or loss.

Under the mark-to-market rules for dealers in securities, any security that is inventory
must be included in inventory at its fair market value, and for any security that is not inventory
and that is held at year end, gain or loss is recognized as if it were sold for its fair market value.
There is an exception to mark-to-market treatment for any security identified as held for
investment or not held for sale to customers (or a hedge of such a security). For this purpose, a
dealer in securities is a person who (1) regularly purchases securities from or sells securities to
customers in the ordinary course of a trade or business, or (2) regularly offers to enter into,
assume, offset, assign or otherwise terminate positions in securities with customers in the
ordinary course of a trade or business. For this purpose, a security is any stock in a corporation,
any partnership or beneficial ownership interest in a widely held or publicly traded partnership or
trust, any note, bond, debenture, or other evidence of indebtedness, an interest rate, currency, or
equity notional principal contract, any evidence of an interest in, or a derivative financial
instrurnent6 607f any security described above, and certain positions identified as hedges of any of
the above.

Character of dividends from stock

Dividends are treated as ordinary income.**®

Qualified dividends received by individuals are taxed at the same rates that apply to net
capital gain, however, for taxable years beginning before 2013. Thus, for taxable years
beginning before 2013, an individual’s qualified dividend income is taxed at rates of zero and 15
percent. The zero-percent rate applies to qualified dividend income that otherwise would be
taxed at a 10- or 15-percent rate (under the ordinary income rates applicable to individuals) if the

% Secs. 1, 1211 and 1222.

066 Sec. 475.

567 Sec. 475(c).

668 Under the rules of subchapter C of the Code, a dividend is a distribution from the earnings and profits
of a corporation. Corporate distributions that exceed corporate earnings and profits are treated first as return of

capital to the extent of the shareholder’s basis, and then as capital gain to the extent the distribution exceeds basis.
Secs. 301(c) and 316.

199



special rates did not apply. Qualified dividend income generally includes dividends received
from a domestic corporation.®®

A corporate taxpayer may partially or fully deduct dividends received from a domestic
corporation,”’’ effectively reducing the rate of tax on the dividend income. The percentage of the
allowable dividends received deduction depends on the percentage of the stock of the
distributing corporation that the recipient corporation owns. Generally, the percentage is 100
percent for dividends received from a member of the same affiliated group (which generally
requires ownership of at least 80 percent of the total voting power and total value of the stock of
the corporation); the deduction percentage is 70 percent if the ownership percentage is less than
20 percent and the deduction percentage is 80 percent otherwise.®”’

Character of gain or loss from sale or exchange of partnership interests

Gain or loss from the sale or exchange of a partnership interest is generally capital gain or
loss.”’” However, the amount of money and the fair market value of property received in the
exchange that represent the partner’s share of certain ordinary income-producing assets of the
partnership give rise to ordinary income rather than capital gain.®”

672

Character of income or loss from partnership interests

The character of partnership items passes through to the partners, as if the items of
income, gain, or loss were realized directly by the partners.’”* Thus, for example, long-term
capital gain of the partnership is treated as long-term capital gain in the hands of the partners.

A partner holding a partnership interest includes in income its distributive share (whether
or not actually distributed) of partnership items of income and gain, including capital gain

569" Qualified dividend income also includes dividends received by an individual from a qualified foreign

corporation, which includes a foreign corporation that is eligible for the benefits of a comprehensive income tax
treaty with the United States that the Treasury Department determines to be satisfactory and that includes an
exchange of information program. In addition, a foreign corporation is treated as a qualified foreign corporation for
any dividend it pays with respect to stock that is readily tradable on an established securities market in the United
States.

670 Sec. 243 et seq. Conceptually, dividends received by a corporation are retained in corporate solution;
these amounts are taxed when distributed to noncorporate shareholders so the corporate-level tax is not paid
repeatedly on the same income item.

71 Secs. 243-246A provide rules and impose limitations with respect to the dividends received deduction.
Additional limitations on the dividends received deduction apply under other provisions; for example, see the
insurance company proration rules of secs. 805(a)(4) and 832(b)(5)(B)-(E).

72 Sec. 741.

67 Sec. 751(a). These ordinary income-producing assets are unrealized receivables of the partnership or
inventory items of the partnership.

74 Sec. 702.
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eligible for capital gain tax rates. A partner’s basis in the partnership interest is increased by any
amount of gain thus included and is decreased by losses. These basis adjustments prevent double
taxation of partnership income to the partner, preserving the partnership’s tax status as a
passthrough entity. Money distributed to the partner by the partnership is taxed to the extent the
amount exceeds the partner’s basis in the partnership interest.

Source

Source of gain and loss from stock

Capital gain or loss from the sale or exchange of stock is generally sourced based on the
residence of the taxpayer.®”> Thus, U.S. persons typically recognize U.S.-source gain or loss,
and non-U.S. persons typically have foreign-source gain or loss. Exceptions to this residence-
based source rule apply in the case of sales of stock of foreign affiliates and other foreign
corporations; gain from such sales is sourced outside the United States.®’®

Source of dividends from stock

In general, dividend income is sourced based on the residence of the taxpayer that pays
the dividend. Dividends from domestic corporations are generally U.S. source.®”” A pro rata
portion of dividends from a foreign corporation are U.S. source, unless less than 25 percent of its
gross income for the preceding three years is (or is treated as) effectively connected with the
conduct of a trade or business within the United States and thus subject to U.S. income tax.®”®

Source of gain or loss from sale or exchange of partnership interests

In determining the source of gain or loss from the sale or exchange of a partnership
interest, IRS administrative guidance has taken the approach of looking through the partnership
interest to the partnership fixed place of business or assets. The IRS has concluded that a foreign
partner’s income from the sale of an interest in a partnership engaged in a U.S. business through
a fixed place of business is U.S. source and that a U.S. resident partner’s gain from the sale of an
interest in a foreign partnership the sole activity of which is building and leasing an asset abroad
is foreign source.®”

7 See sec. 865(a).
676 Sec. 865(f) and (h).

877 Sec. 861(a)(2)(A). For this purpose, a corporation electing under section 936 is not treated as a
domestic corporation.

78 Sec. 861(a)(2)(B). Additional special source rules apply to dividends paid by foreign corporations.
See, for example, section 861(a)(1)(C) and (D).

879 Priv. Ltr. Rul. 9142032 (July 23, 1991); Rev. Rul. 91-32, 1991-1 C.B. 107. See secs. 865(¢) and (i) and
sec. 875(1).
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Source of income or loss from a partnership interest

There is no single source rule for income paid or received by a partnership or by a partner
of the partnership. Consequently, the source of partnership-related income depends on the
nature of the income.

For example, there are specific source rules for a partnership’s income from the sale of
personal property, for interest paid by a foreign partnership, and for income from services
performed by a partnership. Although the residence of the partnership (as opposed to the
residence of the partners) may determine the source of partnership income that is of a type
sourced by reference to the residence of the recipient of the income, the source of income from a
partnership’s sale of personal property is generally determined by applying the applicable section
865 source rule at the partner level.®® Interest paid by a foreign partnership is U.S.-source
income only if the interest is paid by a U.S. trade or business conducted by the partnership or is
allocable to income that is effectively connected with the conduct of a U.S. trade or business.’*’
A partnership’s compensation for services is U.S. source to the extent the compensation is
attributable to labor or personal services performed in the United States, as determined on the
basis that most correctly reflects the proper source of the income under the facts and
circumstances, typically apportionment on a time basis.***

Debt

In general

In its purest form, debt is an unqualified promise to pay a sum certain on a specified date
with fixed interest. The holder of debt is a lender and is normally entitled to repayment of the
amount loaned. The debt holder receives compensation for the use of money in the form of
interest. Appreciation or depreciation in the value of the debt arises from changes in prevailing
interest rates and in the creditworthiness of the borrower.

A bond is an instrument representing a debt obligation. Corporate bonds represent the
debt of a corporation. Bonds may be acquired directly from the issuing corporation upon
issuance of the bond or in the market from another holder of the bond. Federal securities laws
impose registration and other requirements on publicly traded bonds. Applicable Federal and
State laws permit multiple classes of corporate debt with differing rights.

850 Sec. 865(i).
81 Sec. 861(a)(1)(B).

682 Treas. Reg. sec. 1.861-4(b)(1)(i). This rule also applies to services performed by other entities such as
corporations.

202



Timin

Gain and loss from bonds

If an instrument is treated as corporate debt for Federal income tax purposes, such as a
bond, gain or loss with respect to the bond is recognized at the time of a taxable sale or exchange
in accordance with the taxpayer’s method of tax accounting. Issuance and repayment of the debt
are generally not treated as taxable events. As is the case with corporate stock,’® whether an
exchange is a taxable event depends in part on the type of entity or person disposing of the bond,
and the nature of the transaction.

Interest on bonds

Interest income is generally includable when received (in the case of taxpayers using the
cash method of accounting, which includes almost all individuals) or when accrued (in the case
of accrual method taxpayers). Interest on tax-exempt bonds, however, is not includable in
. 684
income.

The holder of a debt instrument with OID generally accrues OID over the life of the
obligation.®®> This OID timing rule applies even though the includable amount of interest may
not be received until the subsequent maturity of the instrument. The amount of OID with respect
to a debt instrument is the excess of the stated redemption price at maturity over the issue price
of the debt instrument. The amount of OID with respect to a debt instrument is allocated over
the life of the instrument through a series of adjustments to the issue price for each accrual
period.

Statutory limitations on the deductibility of interest expense apply in some cases in which
an immediate deduction would produce a mismatching of income and expense. If the full
interest deduction is not permitted on a current basis, the deduction may be disallowed, deferred
until a later time, or required to be capitalized into the basis of related property. For example,
section 263A generally denies a current deduction for costs incurred in manufacturing or
constructing tangible property, requiring that such costs be capitalized. Section 263(g) requires
taxpayers to capitalize certain otherwise deductible expenditures, including interest expense, that
are allocable to personal property that is part of a straddle.®®

5% The person disposing of the bond may be a tax-exempt organization or a foreign person not subject to
U.S. tax on the transaction. Under nonrecognition rules permitting the tax-free exchange of securities for securities
in a corporate reorganization (sec. 368), a bond with a maturity of at least five years is generally considered a
security for this purpose.

6% Sec. 103. The outstanding market value of municipal securities as of the end of 2010 is $2.9 trillion, as
shown in Table A.1 in the appendix to this document.

85 Sec. 1272.

686 These limitations are discussed in more detail in Joint Committee on Taxation, Present Law and
Background Relating to Tax Treatment of Business Debt (JCX-41-11), July 11, 2011.
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Character

Character of gain and loss from bonds

Gain or loss recognized on the sale or exchange of a bond held as a capital asset (e.g., for
investment) is generally capital gain or loss.®”’

Character of interest on bonds

Interest is treated as ordinary income.
Source

Source of gain and loss on bonds

Gain or loss from the sale or exchange of a debt instrument is generally sourced based on
the residence of the taxpayer.®® Thus, U.S. persons typically recognize U.S.-source gain or loss,
and non-U.S. persons typically have foreign-source gain or loss, on the sale or exchange of a
debt instrument.

Source of interest on bonds

In general, interest income is sourced based on the residence of the person that pays the
interest. Interest on interest-bearing obligations (such as bonds) of domestic corporations is
sourced in the United States.®® Interest on deposits with a foreign commercial banking branch
of domestic corporation, however, is treated as foreign-sourced.®”

Options

In general

An option is a contract between two parties that gives the holder of the option the right,
but not the obligation, to buy from, or sell to, the counterparty a specified amount of property at
a fixed price (the “strike price”) at a specified time. The party with the choice to buy (or sell) the
underlying property is commonly referred to as the “holder” or “buyer” of the option. The party
with the matching obligation to sell (or buy) the underlying property is commonly referred to as
the “writer,” “seller,” or “issuer” of the option. A contract giving the holder the option to buy
something is referred to as a call option (or a “call”).*”' A contract giving the holder the option

%7 Sec. 1221.
%8 See sec. 865(a).

6% Sec. 861(a)(1). This rule was amended in 2010 to strike the 80-percent foreign business test. See Pub.
L. No. 111-226, sec. 217.

%0 Sec. 861(a)(1)(A).

81 A “warrant” is a call option that is written by a corporation on its own stock.
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to sell something is referred to as a put option (or a “put”). An option can specify a particular
date for performance (a “European-style option™) or can allow for performance at any time
during a specified period of time (an “American-style option™).

The option buyer pays the writer a premium for the option. Traditionally, most options
are structured with prepaid premiums. That is, the holder pays the option premium at the
inception of the contract.

The amount of the premium varies with the strike price, the term of the option, the
volatility of trading prices for the underlying asset, cash flow generated by the underlying asset
(if any), and interest rates. Very generally, in the case of a call option to buy stock, the premium
increases as the strike price decreases, the term of the option is set longer, or the trading price of
the underlying stock becomes more volatile. Options may be physically settled, meaning the
underlying asset is delivered at settlement, or net cash settled, meaning that one party pays cash
at settlement equal to the difference between the strike price of the option and the value of the
underlying asset.

A call option can represent the purchaser’s expectation that the value of the underlying
asset will increase (and the writer’s expectation that the price of the underlying asset will fall or,
alternatively, that it will not rise to the level of the strike price).

Example 1.—European-style, net cash-settled call option. Party A purchases a European-
style, net cash-settled call option on a single share of XYZ stock from Party B (the issuer) on
December 1, 2011, when XYZ is trading at $100 per share. To purchase the option, Party A
pays a nonrefundable premium to Party B. The option requires Party B to pay Party A the
amount (if any) by which the market price of XYZ on the settlement date exceeds $110.
Suppose the value of XYZ stock on the settlement date is $150. Party B pays Party A $40.
Conversely, if the value of XYZ is $105 on the settlement date, the option expires unexercised.

A put option can represent the purchaser’s expectation that the price of the underlying
asset will fall (and the writer’s expectation that the price of the underlying asset will increase or,
alternatively, that it will not fall to the level of the strike price).

Example 2.—European-style, physically-settled put option. Party A purchases a
physically settled, European-style put option on a single share of XYZ stock from Party B (the
issuer) on December 1, 2011, when XYZ stock is trading at $100 per share. The option gives
Party A the right (but not the obligation) to sell one share of XYZ stock to Party B on December
31, 2012, for $100. If the price of a share of XYZ is below $100 on the settlement date, Party
A exercises the option and requires Party B to buy the XYZ share for $100. However, if the
price of XYZ stock increases, Party A will not exercise the option because he could obtain a
better price selling the stock in the market. The option therefore expires and Party B profits to
the extent of the premium Party A paid. For example, assume that on the settlement date the
price of one share of XYZ is $90. Party A exercises his option and requires Party B to purchase

692 This option is referred to as an “at-the-money” put option; that is, one where the strike price equals the
market price for XYZ stock at inception.
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a share for $100. Since Party A can acquire a share in the market for $90 and immediately sell it
to Party B for $100, Party A profits by $10 (less the amount of option premium that Party A paid
to Party B).*?

Timin

In general, gain or loss from options on stock is recognized on an open transaction basis.
The option holder capitalizes the cost of the option premium, and the option writer does not
immediately include it in income.** Instead, the amount of gain or loss is determined at the time
of a subsequent recognition event, that is, when the option is exercised or sold or when it expires
unexercised.*”

For instance, the purchaser of a cash-settled call option determines gain or loss at the time
the option is exercised by subtracting the option premium from the amount (if any) received
from the writer of the option. In contrast, if the same option were physically settled, recognition
of gain or loss for the holder is deferred until the acquired underlying asset is itself sold or
exchanged. The premium paid to acquire the option is added to the basis of the acquired
underlying asset (along with the strike price) at the time of exercise.””® For the writer of a call
option, the premium is taken into income at the time the option is exercised or expires.

Special rules apply to options that qualify as section 1256 contracts.”” These include
options on broad-based equity indices (such as an option on the S&P 500 index). In general,

3 Party A could take a similar position by “shorting” XYZ stock. Party A would establish a short sale by
borrowing one share from a broker and selling it into the market. To close his short position, Party A delivers a
share of the stock to the broker (which may be worth more or less than the amount Party A received when Party A
sold the share short). If the price of the stock falls, Party A can close the short sale by purchasing stock in the
market for less than the price at which it previously sold the borrowed shares. If the stock price rises, Party A
spends more to close the short position than it obtained by selling the stock short. In a “naked” short sale, the
investor sells shares short without first having borrowed them. In that case, the short seller must go into the market
and acquire shares to deliver at settlement (generally three days following the trade date). Failure to obtain
replacement shares can result in a “failure to deliver.” SEC Rule 204 of Regulation SHO under the Securities and
Exchange Act of 1934 requires broker-dealers to promptly borrow or purchase securities to deliver on a short sale.
The down side risk of a put option is limited to the premium paid. In contrast, a short position has a potentially
unlimited down side risk because there is no limit to how much the price of shorted stock might increase. For this
reason, a put option may be a more attractive financial instrument for some investors.

04 See Rev. Rul. 78-182, 1978-1 C.B. 265.
5 1bid.

% Ibid.

97 A “section 1256 contract” is any (1) regulated futures contract, (2) foreign currency contract, (3)
nonequity option, (4) dealer equity option, and (5) dealer securities futures contract. Sec. 1256(b)(1). The term does
not include (1) any securities futures contract or option on such a contract unless such contract or option is a dealer
securities futures contract, or (2) any interest rate swap, currency swap, basis swap, interest rate cap, interest rate
floor, commodity swap, equity swap, equity index swap, credit default swap, or similar agreement. Sec. 1256(b)(2).
The special rules for section 1256 contracts are discussed in greater detail below.
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section 1256 requires taxpayers to treat each section 1256 contract as if it were sold (and
repurchased) for its fair market value on the last day of the year (i.e., “marked to market”). Any
gain or loss with respect to a section 1256 contract that is subject to the mark-to-market rule is
treated as short-term capital gain or loss to the extent of 40 percent of the gain or loss, and long-
term capital gain or loss to the extent of the remaining 60 percent of the gain or loss (the “60/40
rule”).

Character

Gain or loss attributable to the sale or exchange of an option, or loss attributable to failure
to exercise an option by the purchaser of an option, is considered to have the same character as
the property to which the option relates in the hands of the option purchaser (or would have if
acquired by the purchaser).®”® Thus, in the case of a purchaser of an option on publicly traded
stock as an investment, gain or loss is capital. Different results are obtained if the purchaser is a
dealer in securities, a taxpayer uses the option as a hedging contract, or a corporation purchases
an option on its own stock. In the case of an option writer, gain or loss from delivery is typically
capital (unless the option is granted in the ordinary course of the taxpayer’s business). That gain
or loss may be affected by the straddle rules of section 1092.%”

For the writer of an option, gain or loss from the termination of the option (other than
through delivery of the underlying asset), and any gain on a lapse of the option typically is
treated as short-term capital gain or loss, regardless of the term of the contract.””

Source

The Code does not provide rules for the source of income from trading in options
(including, for example, income from the lapse of an option or gain or loss from the sale of an
option). Instead, as part of a broad revision to the source rules in 1986, Congress directed the
Secretary of the Treasury to prescribe necessary or appropriate regulations applying the source
rules for personal property sales to income derived from trading in futures contracts, forward
contracts, options contracts, and other instruments.””' Treasury has not yet issued such
regulations. In the absence of rules addressing the source of income from trading in options, the
source of this income is generally determined by analogy to existing source rules for income
from sales of personal property. Under section 865, income from the sale of personal property is
generally sourced based on the residence of the taxpayer, but there are many exceptions to that
general rule, including for sales of inventory property and for sales attributable to a U.S. or
foreign office or other fixed place of business.

%8 Sec. 1234.

99 The rules of section 1092 are discussed below.

7

=)

% Sec. 1234(b)(1).

! Sec. 865()).
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Forward contracts

In general

A forward contract is a bilateral executory contract pursuant to which the forward buyer
agrees to purchase from the forward seller a fixed quantity of property at a fixed price (the
“forward price”) on a fixed future date (the “delivery date™). In a traditional, postpaid forward
contract, neither party to the contract makes a payment at the time the contract is executed;
payment and delivery occur on the fixed future date.”"® A prepaid forward contract requires the
forward buyer to pay the forward seller the forward price (discounted to present value on the date
of the payment) at the time the parties enter into the contract.””

A forward contract can represent the forward buyer’s expectation that the price of the
underlying property will increase and the forward seller’s expectation that the price will fall.
Like options, forward contracts can be physically settled (settlement by delivery of the
underlying asset) or net cash settled (settlement by a payment in cash equal to the difference
between the contract price and the then-current price at the time the contract expires) or either, at
the option of one of the parties.

A futures contract is a forward contract that is standardized and traded on an organized
futures exchange, such as the Chicago Mercantile Exchange. The exchange acts as the
counterparty to every transaction. As a result, every trade on the futures exchange effectively
results in two contracts: one between the forward buyer and the exchange, and the other between
the forward seller and the exchange. The parties to a futures contract post variation margin, an
amount adjusted daily to reflect the extent to which the position of a futures contract buyer or
seller is “in the money” (i.e., has an unrealized profit) or “out of the money” (i.e., has an
unrealized loss).

Example 3.—Net cash-settled, forward contract. On December 1, 2011, when XYZ stock
is trading at $100 per share, Party A, the forward seller, enters into a net cash-settled forward
contract with Party B, the forward buyer, for the forward sale of one share of XYZ stock at a
forward price of $106 on December 31, 2012. If the price of XYZ stock on the settlement date is
above the forward price, the contract requires Party A to pay Party B the excess of the market
price over $106. If the price is below $106 on December 31, 2012, Party B is required to pay
Party A the amount by which $106 exceeds the market price.

Current prices of forward and futures contracts and current prices of underlying assets
provide similar information about expectations of future prices. Under standard arbitrage theory,

92 Although payment of the forward purchase price is not made, the parties may make arrangements for
the posting of collateral.

73 Prepaid forward contracts were relatively uncommon in the markets until the development of publicly
traded forward (not futures) contracts some 20 years ago. See, e.g., Douglas H. Walter and Stephanie E. Balcerzak,
“Innovative Transactions: Salomon Phibro Crude Oil Trust,” vol. 69 Taxes (July 1991), p. 416 (describing the
offering of a five-year, oil-based prepaid forward contract by Salomon Brothers and its subsidiary, Phibro Energy,
Inc.).
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the price under a traditional forward or futures contract for a nonperishable, storable commodity
(gold, for example) or a traded financial instrument is determined by the item’s current spot price
at the time the contract is executed, plus the cost to carry the item for the term of the contract (a
time value of money return on the cash that would be invested in acquiring the item at execution
of the contract and holding it until the final delivery date, together with any warehousing or
similar expenses), minus the expected cash yield on the item (for example, expected dividends if
the item is corporate stock) over the term of the contract.”™* For example, if one share of stock in
Company XYZ costs $100 today, the one-year interest rate is six percent, and XYZ is expected
to pay $4 per share in dividends over the coming year, the one-year forward price of one share of
XYZ stock would be $102 ($100 plus six percent interest minus $4 yield). If XYZ stock paid no
dividend (or instead XYZ stock was a precious metal or foreign currency), the forward price
would be $106, reflecting the time value of money.’®

In each case, the forward price reflects the current spot price, plus the cost to carry, minus
projected cash returns over the contract term. If forward prices were higher than that predicted
by this model, then arbitrageurs could earn riskless profits by buying the property today with
borrowed funds and selling it forward for more than the net cost of the financing and storage. If
forward prices were lower, arbitrageurs would sell the property short today, invest the cash
proceeds at current interest rates, and buy the property forward to later close the short sale.

Example 4.—Prepaid forward contract. Assume the forward price under a traditional
(postpaid) forward contract for one share of XYZ stock on December 31, 2012, is $106. Assume
XYZ today does not pay dividends and XYZ stock today trades at $100 per share. On December
1, 2011, Party A and Party B enter into a net cash-settled, prepaid forward contract. Party B, the
forward buyer, pays Party A $100 (which is both the current trading price of XYZ stock and the
present value on December 1, 2011, of a $106 payment on December 31, 2012). On the
settlement date, Party A pays Party B the value of XYZ stock on that date.

Both a traditional postpaid forward contract and a prepaid forward contract afford the
buyer the economic return on the asset underlying the contract. If the underlying asset has a
current cash yield, then the seller in a prepaid forward contract passes that expected yield to the
buyer in the forward price. If the underlying asset does not have a current cash yield (like the
share of XYZ stock that does not pay dividends), then the forward price reflects only the spot
price of the asset plus any warehousing or similar expenses, and the transaction is similar to a
current cash sale.

The forward buyer in a prepaid forward contract pays for the item at the outset. In
contrast with a traditional postpaid forward contract, the seller of a prepaid forward contract has
use of the buyer’s money during the term of the prepaid forward contract. The amount paid to
the buyer at settlement thus includes compensation to the buyer for the time value of money. In
Example 4, if the price of XYZ stock on December 31, 2012, is $110, Party A pays Party B

7% Storage of physical assets such as gold (in a vault) or wheat (in a silo) involves actual storage cost; the
storage cost for financial assets like stock or Treasury bills is generally expected to be de minimis.

7% These examples ignore storage costs and minor timing differences in the cash flows.
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$110, $6 of which compensates Party B for the use of $100 during the term of the contract. If
Party B had invested the $100 at prevailing interest rates on December 1, 2011, he would have
had $106 on December 31, 2012. The additional $4 that Party A pays Party B represents the
additional return on XYZ stock relative to prevailing interest rates.

Timin

The execution of a forward contract generally has no immediate income tax
consequences. Like an option, a standard forward contract is an executory contract and is treated
as an open transaction until the contract is settled. If a forward contract is settled by delivery of
the property underlying the contract, the taxpayer delivering the property recognizes gain or loss
based on the difference between the price received and the taxpayer’s basis in the property.’
The forward purchaser, by contrast, reflects the contract price as the basis for the property so
acquired; gain or loss (if any) is deferred until the time of a subsequent sale or exchange of the
property. The fact that a prepaid forward contract calls for payment by one party to the other
party at t%s time the contract is executed has not been treated as changing the tax treatment of the
contract.

Futures contracts traded on futures exchanges are generally treated as “section 1256
contracts” and are subject to a mark-to-market regime and special character rules. As applied to
equity futures contracts held by investors, the rules of section 1256 apply primarily to futures
contracts on broad-based indices; single-stock futures contracts are governed by a different set of
rules in section 1234B.”*® Different rules can apply to section 1256 contracts held as part of a
hedging transaction or a mixed straddle.

Character

The character of the gain or loss with respect to a forward contract generally is the same
as the character of the property delivered. If the underlying asset is delivered, the forward buyer
does not immediately recognize gain or loss, but is treated as having purchased the property with
a basis equal to the purchase price. The forward seller recognizes gain or loss equal to the
difference between his basis and the forward price. The character of the forward seller’s gain

76 Sec. 1001.

7 Cf Rev. Rul. 2003-7, 2003-1 C.B. 363 (Feb. 3, 2003) (holding that a shareholder of a publicly traded
corporation who entered a variable prepaid forward contract on such stock with an investment bank and pledged the
maximum number of shares that might be required to be delivered was not considered to have sold or constructively
sold the stock where the amount of stock to be delivered in the future varied significantly depending on the value of
the shares on the delivery date, the taxpayer retained an unrestricted legal right to substitute cash or other shares for
the pledged shares, and the taxpayer was not economically compelled to deliver the pledged shares).

7% Section 1234B provides that gain or loss attributable to the sale, exchange, or termination of a securities
futures contract shall be considered gain or loss from the sale or exchange of property which has the same character
as the property to which the contract relates has (or would have) in the taxpayer’s hands. Section 1234B also
provides that gain or loss on a securities futures contract, if capital, is treated as short-term capital gain or loss.
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generally depends upon the character of the property delivered.”” If a forward contract is settled
by a cash payment, or is cancelled or otherwise terminated, the gain or loss is capital if the
underlying asset is capital in nature.”'® If a forward contract is sold, the character of the gain or
loss is generally capital if the forward contract is a capital asset in the hands of the selling
taxpayer.

As mentioned above, certain traded futures contracts qualifying as section 1256 contracts
are subject to a mark-to-market regime and special character rules. Capital gain or loss with
respect to a section 1256 contract is treated as long-term capital gain or loss to the extent of 60
percent of the gain or loss and short-term capital gain or loss to the extent of 40 percent of the
gain or loss, regardless of the investor’s holding period. Different rules can apply to section
1256 contracts held as part of a hedging transaction or a mixed straddle.

Source

The Code does not provide rules for the source of income from trading in forward
contracts (including for example, gain or loss from the sale of a forward contract). Instead,
Congress directed the Treasury Secretary to prescribe necessary or appropriate regulations
applying the source rules for personal property sales to income derived from trading in futures
contracts, forward contracts, options contracts, and other instruments.”'' Treasury has not yet
issued regulations. In the absence of rules addressing the source of income from trading in
forward contracts, the source of this income is generally determined by analogy to existing
source rules for income from sales of personal property. Under section 8