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

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

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

F:\V9\050906\050906.030



CONTENTS

Page
TITLE I — EXTENSION AND MODIFICATION OF CERTAIN PROVISIONS...........ccceuneeee. 1
A. Allowance of Nonrefundable Personal Credits Against Regular and Alternative
Minimum Tax Liability (sec. 101 of the House bill, sec. 107 of the Senate amendment,
and S€C. 26 OF the COde)......ceiiuiiiiiiiieieeee e e e s 1
B. Tax Incentives for Business Activities on Indian Reservations...........ccccoeeveevverieeniennnn. 3
1. Indian employment tax credit (sec. 102(a) of the House bill, sec. 115 of the Senate
amendment, and sec. 45A 0f the Code) .......ccovvieiiiieiiieiiieceeeecee e 3
2. Accelerated depreciation for business property on Indian reservations (sec. 102(b)
of the House bill, sec. 116 of the Senate amendment, and sec. 168(j) of the Code) .... 4
C. Work Opportunity Tax Credit and Welfare-To-Work Tax Credit (secs. 103 and 104
of the House bill, sec. 109 of the Senate amendment and secs. 51 and 51A of the
L0707 1< USSP 6
D. Deduction for Corporate Donations of Computer Technology and Equipment
(sec. 105 of the House bill, sec. 111 of the Senate amendment and sec. 170 of the
COAR) ..ttt et ettt e et e e et e e et b e e e e e e e taa e e e tbe e e abaeeeabeeetbeeebaeeetaeeeraeans 11
E. Auvailability of Archer Medical Savings Accounts (sec. 106 of the House bill and
SEC. 220 OF the COAR) ..vviiiuiiieeiiiecee ettt et et e e e et e e ebe e e eeveeeearaeenes 13
F. Fifteen-Year Straight-Line Cost Recovery for Qualified Leasehold Improvements
and Qualified Restaurant Improvements (sec. 107 and sec. 108 of the House bill,
sec. 117 of the Senate amendment, and sec. 168 of the Code).........cceeevuveeecieeriieencnnnns 15
G. Taxable Income Limit on Percentage Depletion for Oil and Natural Gas Produced
from Marginal Properties (sec. 109 of the House bill and sec. 613A(c)(6)(H) of the
COAR) ..ttt ettt e et e e et e e e bt e e e aae e e tbee e e b e e e tbaeeeabaeetbeeebaeeetaeeeraeens 17
H. Tax Incentives for Investment in the District of Columbia (sec. 110 of the House bill,
sec. 114 of the Senate amendment and secs. 1400, 1400A, 1400B, and 1400C of the
{070 T 1< OO OO USURUSRRPPP 18
I. Possession Tax Credit with Respect to American Samoa (sec. 111 of the House bill
and SecC. 936 0 the COdC).....cccuiiiiiiieiiiece ettt 22
J. Parity in the Application of Certain Limits to Mental Health Benefits (sec. 112 of the
House bill and sec. 9812 of the Code) .......cccuieiiiiiiieiieeiieiiecie e 24
K. Research Credit (sec. 113 of the House bill, sec. 108 of the Senate amendment,

and S€C. 41 0f the COd@).....ccuiiiiiiiiieiieeee et ee 26



. Qualified Zone Academy Bonds (sec. 114 of the House bill, sec. 110 of the Senate
amendment and sec. 1397E of the Code)........ccoeviiieiiiieiiiieieece e 32

. Above-the-Line Deduction for Certain Expenses of Elementary and Secondary
School Teachers (sec. 115 of the House bill, sec. 112 of the Senate amendment
and SecC. 62 0f the COde).......cccuiiiiiiiiieiii e e eree e 35

. Above-the-Line Deduction for Higher Education Expenses (sec. 116 of the House
bill, sec. 103 of the Senate amendment and sec. 222 of the Code).........ccccveeeerveeenreenneen. 37

. Deduction of State and Local General Sales Taxes (sec 117 of the House bill,
sec. 105 of the Senate amendment, and sec. 164 of the Code)........ccceeeeevvveecriieiciieennens 39

. Extension and Expansion to Petroleum Products of Expensing for Environmental
Remediation Costs (sec. 201 of the House bill, sec. 113 of the Senate amendment,
and SecC. 198 0F the COde).....cccuiiiiiiieiiecee e et sbae e 41

. Controlled Foreign CorpOrations ...........ccueerveerieerieerieenieeieeseeeieesreeseesaeesseessnessseessneens 44

1. Subpart F exception for active financing (sec. 202(a) of the House bill and

secs. 953 and 954 0f the Code) .......oievuiiieiiiiiceeeeeee e 44
2. Look-through treatment of payments between related controlled foreign

corporations under foreign personal holding company income rules (sec. 202(b)

of the House bill and sec. 954(c) of the Code) ......ooevvvieviiieiiieeiieeeeeee e 47

. Reduced Rates for Capital Gains and Dividends of Individuals (sec. 203 of the
House bill and sec. 1(h) of the Code) ......cccuvveviiieiiieeiieeieeeeeee e 48

. Credit for Elective Deferrals and IRA Contributions (the “Saver’s Credit”)
(sec. 204 of the House bill, sec. 102 of the Senate amendment, and sec. 25B of the

. Extension of Increased Expensing for Small Business (sec. 205 of the House bill,
sec. 101 of the Senate amendment, and sec. 179 of the Code)........ccceeevvvvvevcriiiiirieennnens 54

. Extend and Increase Alternative Minimum Tax Exemption Amount for Individuals
(sec. 106 of the Senate amendment and sec. 55 of the Code)........c.eecveeiiniiiiiiniienenne 56

. Extension and Modification of the New Markets Tax Credit (sec. 204 of the Senate
amendment and sec. 45D 0f the Code) ......cueeviiiiiiiiiiiieiiee e 57

. Phasedown of Credit for Electric Vehicles (sec. 118 of the Senate amendment and
S€C. 30 OF the COA) ettt et 60

. Application of EGTRRA Sunset to Title II of the Senate Amendment (sec. 231 of the
Senate aMENAMENE)......c.c.oiiuiiiiiiiieiii ettt et neas 61

1



TITLE II - OTHER PROVISONS ..ot 63

A. Taxation of Certain Settlement Funds (sec. 301 of the House bill and sec. 468B of the

COAR) .ttt ettt e et e e et e e e et b e e e aa e e e taa e e e abae e abaeeeabeeetbeeeraeeetaeeebaeans 63
B. Modifications to Rules Relating to Taxation of Distributions of Stock and Securities

of a Controlled Corporation (sec. 302 of the House bill, sec. 467 of the Senate

amendment and sec. 355 0f the Code) .....c.uviviiiieiiiieiieeee e 65
C. Qualified Veteran’s Mortgage Bonds (sec. 303 of the House bill and sec. 143

(o) B 1 T 10 T 1<) TSR PUSUIUUSRRPRR 71
D. Capital Gains Treatment for Certain Self-Created Musical Works (sec. 304 of the

House bill and sec. 1221 0f the Code) .....cccuvieeiiieriieeiieeciee et 73
E. Decrease Minimum Vessel Tonnage Limit to 6,000 Deadweight Tons

(sec. 305 of the House bill and sec. 1355 of the Code) ......coocvvveviiiieiiiiiieeieeeeeee, 75
F. Modification of Special Arbitrage Rule for Certain Funds (sec. 306 of the House bill

and sec. 307 of the Senate amendmeEnt).........c..ceccueeeeiiiieiiiieeiiie e e e 77
G. Amortization of Expenses Incurred in Creating or Acquiring Music or Music

Copyrights (sec. 468 of the Senate amendment and secs. 167(g) and 263 A of the

COAR) ..ttt ettt e e et e e e te e e e te e e e aa e e e taa e e et e e e tbaeeabaeetbeeebaeeetaeeeraeans 79

TITLE IIT — CHARITABLE PROVISIONS. ... .ottt 81

A. Charitable GIVING INCENTIVES ......cccuieiiiiiiieiieeieeie ettt eae e e 81

1. Charitable deduction for nonitemizers; floor on deductions for itemizers

(sec. 201 of the Senate amendment and secs. 63 and 170 of the Code) ..................... 81
2. Tax-free distributions from individual retirement plans for charitable purposes

(sec. 202 of the Senate amendment and secs. 408, 6034, 6104, and 6652 of the

LG0T 1< RSP SRPUSRRPRR 83
3. Charitable deduction for contributions of food inventory (sec. 203 of the Senate
amendment and sec. 170 0f the Code) ........eevvuiiieiiiieiiieeiieeee e 90
4. Basis adjustment to stock of S corporation contributing property (sec. 204 of the
Senate amendment and sec. 1367 of the Code) ........cccvveviiviieniiniiieiieeieeie e, 93
5. Charitable deduction for contributions of book inventory (sec. 205 of the Senate
amendment and sec. 170 of the Code) ........ceevvieriiiiiiiiieieeeeece e 94

6. Modify tax treatment of certain payments to controlling exempt organizations
and public disclosure of information relating to UBIT (sec. 206 of the Senate

amendment and secs. 512, 6011, 6104, and new sec. 6720C of the Code) ................ 96
7. Encourage contributions of real property made for conservation purposes
(sec. 207 of the Senate amendment and sec. 170 of the Code)........cccceeeueeriiiiiiennnne 99

8. Enhanced deduction for charitable contributions of literary, musical, artistic,
and scholarly compositions (sec. 208 of the Senate amendment and sec. 170
OF the COUC)...uuiiiiiiiieeiie ettt ettt et e b e et e e abeetaeesbeesseessseenseas 102

i1



9. Mileage reimbursements to charitable volunteers excluded from gross income
(sec. 209 of the Senate amendment and new sec. 139B of the Code) ...................... 103
10. Alternative percentage limitation for corporate charitable contributions to the
mathematics and science partnership program (sec. 210 of the Senate amendment
and sec. 170 0f the Code).......ccueiiiiiiiiiieceecee e e 105

. Reforming Charitable OrganizZations ............cccueeeivreeiiieeiiiieeeiieesieeeseeeeeee e eaeeeeeneees 107

1. Tax involvement of accommodation parties in tax-shelter transactions

(sec. 211 of the Senate amendment and secs. 6011, 6033, 6652, and new

SEC. 4965 Of the COAR) ..eiiuviiiiiieieiee e 107
2. Apply an excise tax to acquisitions of interests in insurance contracts in which

certain exempt organizations hold interests (sec. 212 of the Senate amendment

and new secs. 4966 and 6050V of the Code).......cceevvureeviieeriieeiieceeee e, 114
3. Increase the amounts of excise taxes imposed on public charities, social welfare

organizations, and private foundations (sec. 213 of the Senate amendment and

secs. 4941, 4942, 4943, 4944, 4945, and 4958 of the Code) ......cocvevveivriiniieicnnnene. 120
4. Reform rules for charitable contributions of easements on buildings in registered

historic districts (sec. 214 of the Senate amendment and sec. 170 of the Code)...... 125
5. Reform rules relating to charitable contributions of taxidermy and recapture tax

benefit on property not used for an exempt use (secs. 215 and 216 of the Senate

amendment and secs. 170, 6050L, and new sec. 6720B of the Code)...................... 129
6. Limit charitable deduction for contributions of clothing and household items

and modify recordkeeping and substantiation requirements for certain charitable

contributions (secs. 217 and 218 of the Senate amendment and sec. 170 of the

{70 T 1< USRS 133
7. Contributions of fractional interests in tangible personal property (sec. 219
of the Senate amendment and sec. 170 of the Code) .......ccceeevvieeiiiieiiiecciieeieee, 137

8. Provisions relating to substantial and gross overstatement of valuations of
property (sec. 220 of the Senate amendment and secs. 6662 and 6664 of the

{07074 [ TSROSO PURTRR 139
9. Establish additional exemption standards for credit counseling organizations

(sec. 221 of the Senate amendment and secs. 501 and 513 of the Code) ................. 143
10. Expand the base of the tax on private foundation net investment income

(sec. 222 of the Senate amendment and sec. 4940 of the Code)..........ccecveveernrnnen. 149
11. Definition of convention or association of churches (sec. 223 of the Senate

amendment and sec. 7701 of the Code) .......coocuiriiriiiiiieiiieeee e 153

12. Notification requirement for exempt entities not currently required to file an

annual information return (sec. 224 of the Senate amendment and secs. 6033,

6104, 6652, and 7428 0f the Code)......cccueriiiriieiieieeieee et 154
13. Disclosure to state officials of proposed actions related to section 501(c)

organizations (sec. 225 of the Senate amendment and secs. 6103, 6104, 7213,

7213A, and 7431 0f the Code) .....c.ueeuiiiiiiiieie e e 156
14. Improve accountability of donor advised funds (secs. 231 through 234 of the

Senate amendment and secs. 170 and 4958 and new secs. 4967, 4968, and 4969

OF the COUC)...uuiiiiiiiieiie ettt ettt e b e e e sbe e baeesbeesseeesseenseas 159

v



15. Improve accountability of supporting organizations (secs. 241-246 of the
Senate amendment and secs. 509, 4942, 4943, 4945, 4958, and 6033 and
NEW SeC. 4959 0f the Code)....ccviiiiiiiiciie e 173

TITLE IV - MISCELLANEOUS PROVISIONS .....ccoiiiiiiiiiiiiiicieiiecieeeeeeeeee e 184

A. Restructure New York Liberty Zone Tax Incentives (sec. 301 of the Senate
AMCIIAIMNCIT)......viiiiiie ettt ettt e et e e e te e e staeeeeabeeeetseeeaseessseeessseesssaeesnsaeessseeennseeas 184

B. Modification of S Corporation Passive Investment Income Rules (sec. 302 of the
Senate amendment and secs. 1362 and 1375 of the Code).......ccceevvvieeiiieiiiieciiecie, 190

C. Capital Expenditure Limitation For Qualified Small Issue Bonds (sec. 303 of the
Senate amendment and sec. 144 of the Code) .......cccvveeiiiiiiiiiciiecec e, 191

D. Premiums for Mortgage Insurance (sec. 304 of the Senate amendment and

secs. 163(h) and 6050H of the Code).......c.eeevviiiiiiieciieeeieecee e 192
E. Sense of the Senate on Use of No-Bid Contracting by Federal Emergency

Management Agency (sec. 305 of the Senate amendment)............ccecevveniiiiniencennenne 194
F. Sense of Congress Regarding Doha Round (sec. 306 of the Senate amendment).......... 195

G. Treatment of Certain Stock Option Plans Under Nonqualified Deferred
Compensation Rules (sec. 308 of the Senate amendment)............cccccveeeeieeecieenciveennnenn. 196

H. Sense of the Senate Regarding the Dedication of Excess Funds (sec. 309 of the
Senate aMENAMENL)......ccccviiiiiieeiie ettt et e et e e steeesbeeeebeeessaeeesseessseessseesseeenns 198

I. Modification of Treatment of Loans to Qualified Continuing Care Facilities
(sec. 310 of the Senate amendment and sec. 7872(g) of the Code)........ccceevevvvervreenenn. 199

J. Exclusion of Gain on Sale of a Principal Residence by a Member of the
Intelligence Community (sec. 311 of the Senate amendment and sec. 121 of the

K. Sense of the Senate Regarding the Permanent Extension of EGTRRA and JGTRRA
Provisions Relating to the Child Tax Credit (sec. 312 of the Senate amendment)......... 204

L. Partial Expensing for Advanced Mine Safety Equipment (sec. 313 of the Senate
R 01153 016 100101 OSSOSO 205

M. Mine Rescue Team Training Credit (sec. 314 of the Senate amendment and
NEW SEC. 45N OF the COde) ... .eiiiiiiiiiiiieie e 207

N. Funding for Veterans Health Care and Disability Compensation and Hospital
Infrastructure for Veterans (sec. 315 of the Senate Amendment) ..........cccceecveeiienennne. 208



O. Sense of the Senate Regarding Protecting Middle-Class Families From the

Alternative Minimum Tax (sec. 316 of the Senate amendment).............cceeveveeennenne. 210
TITLE V — REVENUE OFFSET PROVISIONS ..ottt 211
A. Provisions Designed to Curtail Tax Shelters .........cccocviieiiiiiiiiiiiiiieeieecee e 211
1. Understatement of taxpayer’s liability by income tax return preparer
(sec. 401 of the Senate amendment and sec. 6694 of the Code)..........ccccvveerveennenn. 211
2. Frivolous tax submissions (sec. 402 of the Senate amendment and sec. 6702
(o) B 1 T O T [ TSP 211
3. Penalty for promoting abusive tax shelters (sec. 403 of the Senate amendment
and sec. 6700 Of the COde).......uuieiiiieiiieeiiece e e e 212
4. Penalty for aiding and abetting the understatement of tax liability
(sec. 404 of the Senate amendment and sec. 6701 of the Code)..........cccvvveeuvennnenn. 213
B. Economic Substance DOCIIINE .......cc.cocuirieriiiiiiriiiieieeiesieeeet et 215
1. Clarification of the economic substance doctrine (sec. 411 of the Senate
AMEIIAIMNEIT ). .....veiiiiie ettt ettt ete e e et e e e taeeestaeeeaseeetseeensseesasseeesseeessseeennseeas 215
2. Penalty for understatements attributable to transactions lacking economic
substance, etc. (sec. 412 of the Senate amendment) .............cceeevvveeeciieecieeeneeeennenn. 222
3. Denial of deduction for interest on underpayments attributable to noneconomic

substance transactions (sec. 413 of the Senate amendment and sec. 163(m) of the

{70 T 1<) USSR 228
C. Improvements in Efficiency and Safeguards in Internal Revenue Service
COILECHIONS ...ttt et st b et e sa et st sae e 230
1. Waiver of user fee for installment agreements using automated withdrawals
(sec. 421 of the Senate amendment and sec. 6159 of the Code)..........cccuvveerveennnenn. 230
2. Termination of installment agreements (sec. 422 of the Senate amendment and
S€C. 6159 OF the COA@) ..eivueiiiiiiieeie et et ree e 230
3. Partial payments required with submissions of offers-in-compromise
(sec. 423 of the Senate amendment and sec. 7122 of the Code).........cccccvverureennennnen. 231
D. Penalties and FINeS........cccuioiuiiiiiiiiiiiieee ettt et 234
1. Increase in criminal monetary penalty limitation for the underpayment or
overpayment of tax due to fraud (sec. 431 of the Senate amendment and
secs. 7201, 7203, and 7206 of the Code) ......cceevviiieriiiieiiieeeiie e 234
2. Doubling of certain penalties, fines, and interest on underpayments related to
certain offshore financial arrangements (sec. 432 of the Senate amendment) ......... 235
3. Denial of deduction for certain fines, penalties, and other amounts (sec. 433
of the Senate Amendment and sec. 162 of the Code).........cccvevvieviieniiiiieniieieeen, 240
4. Denial of deduction for punitive damages (sec. 434 of the Senate amendment
and sec. 162 0f the Code).......couiiiiiiiiiiiicee e 243

vi



5. Increase in penalty for bad checks and money orders (sec. 435 of the Senate

amendment and sec. 6657 of the Code).......ccccuvveiiiiiiiiieiiieeeeeeeeee e 244

E. Provisions to Discourage EXpatriation............c.cecueeruieriieniieniiieniienie e cve e sieeens 246

1. Tax treatment of inverted corporate entities (sec. 441 of the Senate amendment

and sec. 7874 0f the Code)........uievuiiiiiiieeiieeeeeee e e 246
2. Revision of tax rules on expatriation of individuals (sec. 442 of the Senate

amendment and secs. 102, 877, 2107, 2501, 7701, and 6039G of the Code)........... 250

F. Miscellaneous ProVISIONS. ......cc.uiiiuiiiiiiiieieeiie ettt ettt 261

1. Treatment of contingent payment convertible debt instruments (sec. 451 of the

Senate amendment and sec. 1275 of the Code) ......cccevevviieeiiieiiiieiieeeeeee e, 261
2. Grant Treasury regulatory authority to address foreign tax credit transactions

involving inappropriate separation of foreign taxes from related foreign income

(sec. 452 of the Senate amendment and sec. 901 of the Code).........cceeeevveeevieennnenn. 263
3. Modifications of effective dates of leasing provisions of the American Jobs

Creation Act of 2004 (sec. 453 of the Senate amendment and sec. 470 of the

{70 T 1<) PSSR 264
4. Application of earnings stripping rules to partners which are corporations

(sec. 454 of the Senate amendment and sec. 163 of the Code).........ccccceeuvvevvreennenn. 265
5. Limitation on employer deduction for certain entertainment expenses

(sec. 455 of the Senate amendment and sec. 274(e) of the Code) ........cccveeeeveeennen. 266
6. Increase in age of minor children whose unearned income is taxed as if parent’s

income (sec. 456 of the Senate amendment and sec. 1(g) of the Code) ................... 268
7. Impose loan and redemption requirements on pooled financing bonds

(sec. 457 of the Senate amendment and sec. 149 of the Code).........ccceeeevveevvreennenn. 272
8. Amend information reporting requirements to include interest on tax-exempt

bonds (sec. 458 of the Senate amendment and sec. 6049 of the Code).................... 276
9. Modification of credit for fuel from a non-conventional source (sec. 459 of the

Senate amendment and sec. 45K of the Code) .......c.eecvveviiiiiienieeciieieceeeeeeee, 278
10. Modification of individual estimated tax safe harbor (sec. 460 of the Senate

Amendment and sec. 6654 of the Code).........ccveriieiiieiiiiiecieeeeeee e 279
11. Revaluation of LIFO inventories of large integrated oil companies

(sec. 461 of the Senate amMeNdMENLt) ..........ceevieeiierieeiiierie et 280
12. Amortization of geological and geophysical expenditures (sec. 462 of the

Senate amendment and sec. 167(h) of the Code).........cccecvveviieiienciiiniieieieeieeee, 282
13. Valuation of employee personal use of noncommercial aircraft (sec. 463 of the

Senate aMENAMENT).......cc.eeiiieiiieiiieiieeie ettt ettt ebe e b e bt e ebeestaeebeessneesseenenas 283
14. Application of Foreign Investment in Real Property Tax Act (“FIRPTA”) to

Regulated Investment Companies (“RICs”) (sec. 464 of the Senate amendment

and sec. 897(h)(4) of the Code) ......oeuiiriiiiiiiiieiee e 284
15. Treatment of REIT and RIC distributions attributable to FIRPTA gains

(secs. 465 and 466 of the Senate amendment and secs. 897, 852, and 871 of the

{070 T 1<) OSSR S TS 287
16. Credit to holders of rural renaissance bonds (sec. 469 of the Senate amendment) .. 295

vil



17. Modify foreign tax credit rules for large integrated oil companies which are
dual capacity taxpayers (sec. 470 of the Senate amendment and sec. 901

OF the COAR)....uuiiiiiiiiiiee et ettt ettt s aa e e e ae e e e abaeeeanee s 298
18. Disability preference program for tax collection contracts (sec. 471 of the
Senate aMENAMENL) .......cc.ueiiiuiieiiiieciie et eeciee et e et e e e te e e e aeeeebeeeeabeeeeareeeeaseeenaneeens 300

TITLE VI— SUNSET OF CERTAIN PROVISIONS AND AMENDMENT
(sec. 501 of the Senate aMENAMENL) ........c.eeeeiiiieiiiiieciie et e e e raeeeeaees 302

TITLE VII — FUNDING FOR MILITARY OPERATION

(secs. 601 and 602 of the Senate ameNdmMENt)..........ccc.eeevieeiiieeiiieeieeee e 304
TITLE VIII — OTHER REVENUE OFFSET PROVISIONS .....cccioiiiiiniiiirieieeieneeeeeenene 305
A. Imposition of Withholding on Certain Payments Made by Government Entities
(5€C. 3402 Of the COAE) ...cuvviieiiie ettt e et eaa e e e ree e earee s 305
B. Eliminate Income Limitations on Roth IRA Conversions (sec. 408A of the Code)....... 308
C. Repeal of FSC/ETI Binding Contract Relief...........cc.coooiiiiiiiiiiiiiieeeee 311
D. Modification of Wage Limit for Purposes of Domestic Production Activities
Deduction (sec. 199 0f the Code) ......ccueiiiuiiiiiiieeieeeeeee e 314
E. Modification of Exclusion for Citizens Living Abroad (sec. 911 of the Code) ............. 316
TITLE IX — CORPORATE ESTIMATED TAX PROVISIONS .......cooiiiiiiiriinieienieeeenne 320
TITLE X — COMPLEXITY ANALYSIS ...ttt 321
TITLE XI — UNFUNDED MANDATES ......ooteitititerteeee ettt 323

viil



TITLE I - EXTENSION AND MODIFICATION OF CERTAIN PROVISIONS

A. Allowance of Nonrefundable Personal Credits Against Regular
and Alternative Minimum Tax Liability
(sec. 101 of the House bill, sec. 107 of the Senate amendment, and sec. 26 of the Code)

Present Law

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

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

For taxable years beginning after 2005, the nonrefundable personal credits (other than the
adoption credit, child credit and saver’s credit) are allowed only to the extent that the
individual’s regular income tax liability exceeds the individual’s tentative minimum tax,
determined without regard to the minimum tax foreign tax credit. The adoption credit, child
credit, and saver’s credit are allowed to the full extent of the individual’s regular tax and
alternative minimum tax.

The alternative minimum tax is the amount by which the tentative minimum tax exceeds
the regular income tax. An individual’s tentative minimum tax is the sum of (1) 26 percent of so
much of the taxable excess as does not exceed $175,000 ($87,500 in the case of a 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 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 individual’s
taxable income adjusted to take account of specified preferences and adjustments.

The exemption amount is: (1) $45,000 ($58,000 for taxable years beginning before
2006) in the case of married individuals filing a joint return and surviving spouses; (2) $33,750
($40,250 for taxable years beginning before 2006) in the case of other unmarried individuals; (3)
$22,500 ($29,000 for taxable years beginning before 2006) in the case of married individuals
filing a separate return; and (4) $22,500 in the case of an estate or trust. The exemption amount
is phased out by an amount equal to 25 percent of the amount by which the individual’s AMTI
exceeds (1) $150,000 in the case of married individuals filing a joint return and surviving

' The portion of these credits relating to personal use property is subject to the same tax liability
limitation as the nonrefundable personal tax credits (other than the adoption credit, child credit, and
saver’s credit).



spouses, (2) $112,500 in the case of other unmarried individuals, and (3) $75,000 in the case of
married individuals filing separate returns, an estate, or a trust. These amounts are not indexed
for inflation.

House Bill

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

Effective date.—The provision applies to taxable years beginning after December 31,
2005.

Senate Amendment

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

The provision also applies to the personal credits for alternative motor vehicles, and
alternative motor vehicle refueling property.

Effective date.—The provision applies to taxable years beginning after December 31,
2005.

Conference Agreement

The conference agreement includes the House bill provision.



B. Tax Incentives for Business Activities on Indian Reservations

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

Present Law

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

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

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

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

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



House Bill

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

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

Senate Amendment

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

Effective date.—Same as the House bill provision.

Conference Agreement

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

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

Present Law

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

3-year property 2 years
S-year property 3 years
7-year property 4 years
10-year property 6 years
15-year property 9 years
20-year property 12 years

Nonresidential real
property 22 years

“Qualified Indian reservation property” eligible for accelerated depreciation includes
property which is (1) used by the taxpayer predominantly in the active conduct of a trade or
business within an Indian reservation, (2) not used or located outside the reservation on a regular
basis, (3) not acquired (directly or indirectly) by the taxpayer from a person who is related to the
taxpayer (within the meaning of section 465(b)(3)(C)), and (4) described in the recovery-period



table above. In addition, property is not “qualified Indian reservation property” if it is placed in
service for purposes of conducting gaming activities. Certain “qualified infrastructure property”
may be eligible for the accelerated depreciation even if located outside an Indian reservation,
provided that the purpose of such property is to connect with qualified infrastructure property
located within the reservation (e.g., roads, power lines, water systems, railroad spurs, and
communications facilities).

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

The depreciation deduction allowed for regular tax purposes is also allowed for purposes
of the alternative minimum tax. The accelerated depreciation for Indian reservations is available
with respect to property placed in service on or after January 1, 1994, and before January 1,
2006.

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

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

Senate Amendment

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

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

Conference Agreement

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



C. Work Opportunity Tax Credit and Welfare-To-Work Tax Credit
(secs. 103 and 104 of the House bill, sec. 109 of the Senate amendment
and secs. 51 and 51A of the Code)

Present Law

Work opportunity tax credit

Targeted groups eligible for the credit

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

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

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

A food stamp recipient is an individual aged 18 but not aged 25 on the hiring date
certified by a designated local agency as being a member of a family either currently or recently
receiving assistance under an eligible food stamp program.

Qualified wages

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

Calculation of the credit

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



Minimum employment period

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

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

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

Other rules

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

Expiration

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

Welfare-to-work tax credit

Targeted group eligible for the credit

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

Qualified wages

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



excludable under section 129. The employer’s deduction for wages is reduced by the amount of
the credit.

Calculation of the credit

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

Minimum employment period

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

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

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

Other rules

The welfare-to-work tax credit incorporates directly or by reference many of these other
rules contained on the work opportunity tax credit.

Expiration

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

House Bill

Work opportunity tax credit

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

Effective date

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



Welfare-to-work tax credit

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

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

Senate Amendment

In general

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

Targeted groups eligible for the combined credit

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

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

The Senate amendment repeals the requirement that a qualified ex-felon be an individual
certified as a member of an economically disadvantaged family.

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

Qualified wages

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



Calculation of the credit

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

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

Minimum employment period

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

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

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

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

Conference Agreement

The conference agreement does not include the House bill provision or the Senate
amendment provision.
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D. Deduction for Corporate Donations of Computer Technology and Equipment
(sec. 105 of the House bill, sec. 111 of the Senate amendment and sec. 170 of the Code)

Present Law

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

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

A qualified computer contribution means a charitable contribution of any computer
technology or equipment, which meets standards of functionality and suitability as established by
the Secretary of the Treasury. The contribution must be to certain educational organizations or
public libraries and made not later than three years after the taxpayer acquired the property or, if
the taxpayer constructed the property, not later than the date construction of the property is
substantially completed. The original use of the property must be by the donor or the donee, and
in the case of the donee, must be used substantially for educational purposes related to the
function or purpose of the donee. The property must fit productively into the donee’s education
plan. The donee may not transfer the property in exchange for money, other property, or
services, except for shipping, installation, and transfer costs. To determine whether property is
constructed by the taxpayer, the rules applicable to qualified research contributions apply. That
is, property is considered constructed by the taxpayer only if the cost of the parts used in the
construction of the property (other than parts manufactured by the taxpayer or a related person)
does not exceed 50 percent of the taxpayer’s basis in the property. Contributions may be made
to private foundations under certain conditions.

House Bill

The present-law provision is extended for one year to apply to contributions made during
any taxable year beginning after December 31, 2005, and before January 1, 2007.

Effective date.—The provision is effective for contributions made in taxable years
beginning after December 31, 2005.

Senate Amendment

Same as House bill.
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Effective date.—The provision is effective on the date of enactment.

Conference Agreement

The conference agreement does not include the House bill provision or the Senate
amendment provision.
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E. Availability of Archer Medical Savings Accounts
(sec. 106 of the House bill and sec. 220 of the Code)

Present Law

Archer medical savings accounts

In general

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

Eligible individuals

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

Tax treatment of and limits on contributions

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

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

Definition of high deductible plan

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

Cap on taxpayers utilizing Archer MSAs and expiration of pilot program

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

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

Trustees of Archer MSAs are generally required to make reports to the Treasury by
August 1 regarding Archer MSAs established by July 1 of that year. If the threshold level is
reached in a year, the Secretary is required to make and publish such determination by October 1
of such year.

Health savings accounts

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

House Bill

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

The report required by Archer MSA trustees is treated as timely filed if made before the
close of the 90-day period beginning on the date of enactment. The determination and
publication whether the threshold level has been exceeded is treated as timely if made before the
close of the 120-day period beginning on the date of enactment.

Effective date.—The provision is effective on the date of enactment.

Senate Amendment

No provision.

Conference Agreement

The conference agreement does not include the House bill provision.
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F. Fifteen-Year Straight-Line Cost Recovery for Qualified Leasehold
Improvements and Qualified Restaurant Improvements
(sec. 107 and sec. 108 of the House bill, sec. 117 of the Senate amendment,
and sec. 168 of the Code)

Present Law

In general

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

Depreciation of leasehold improvements

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

property.

Qualified leasehold improvement property

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

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

Qualified restaurant property

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

House Bill

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

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

Senate Amendment

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

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

Conference Agreement

The conference agreement does not include the House bill provision or the Senate
amendment provision.
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G. Taxable Income Limit on Percentage Depletion for Oil and Natural Gas
Produced from Marginal Properties
(sec. 109 of the House bill and sec. 613A(c)(6)(H) of the Code)

Present Law

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

property.

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

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

House Bill

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

Effective date.—The provision applies to taxable years beginning after December 31,
2005.

Senate Amendment

No provision.

Conference Agreement

The conference agreement does not include the House bill provision.
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H. Tax Incentives for Investment in the District of Columbia
(sec. 110 of the House bill, sec. 114 of the Senate amendment
and secs. 1400, 1400A, 1400B, and 1400C of the Code)

Present Law

In general

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

Wage credit

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

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

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

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

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

Section 179 expensing

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

Tax-exempt financing

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

Zero-percent capital gains

A zero-percent capital gains rate applies to capital gains from the sale of certain qualified
D.C. Zone assets held for more than five years."' In general, a qualified “D.C. Zone asset”

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

¥ Sec. 1397A.

’ Sec. 1397D.

' Sec. 1400A.

1 Sec. 1400B.

19



means stock or partnership interests held in, or tangible property held by, a D.C. Zone business.
For purposes of the zero-percent capital gains rate, the D.C. Enterprise Zone is defined to include
all census tracts within the District of Columbia where the poverty rate is not less than 10
percent.

In general, gain eligible for the zero-percent tax rate means gain from the sale or
exchange of a qualified D.C. Zone asset that is (1) a capital asset or property used in the trade or
business as defined in section 1231(b), and (2) acquired before January 1, 2006. Gain that is
attributable to real property, or to intangible assets, qualifies for the zero-percent rate, provided
that such real property or intangible asset is an integral part of a qualified D.C. Zone business.'
However, no gain attributable to periods before January 1, 1998, and after December 31, 2010, is
qualified capital gain.

District of Columbia homebuvyer tax credit

First-time homebuyers of a principal residence in the District of Columbia are eligible for
a nonrefundable tax credit of up to $5,000 of the amount of the purchase price. The $5,000
maximum credit applies both to individuals and married couples. Married individuals filing
separately can claim a maximum credit of $2,500 each. The credit phases out for individual
taxpayers with adjusted gross income between $70,000 and $90,000 ($110,000-$130,000 for
joint filers). For purposes of eligibility, “first-time homebuyer” means any individual if such
individual did not have a present ownership interest in a principal residence in the District of
Columbia in the one-year period ending on the date of the purchase of the residence to which the
creditlgpplies. The credit is scheduled to expire for residences purchased after December 31,
2005.

House Bill

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

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

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

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

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

B Sec. 1400C(J).
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Effective date.—The amendment generally is effective on January 1, 2006, except the
provision relating to bonds is effective for obligations issued after the date of enactment.

Senate Amendment

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

Conference Agreement

The conference agreement does not include the House bill provision or the Senate
amendment provision.
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I. Possession Tax Credit with Respect to American Samoa
(sec. 111 of the House bill and sec. 936 of the Code)

Present Law

In general

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

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

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

Qualification as existing credit claimant

A corporation is an existing credit claimant with respect to a possession if (1) the
corporation was engaged in the active conduct of a trade or business within the possession on
October 13, 1995, and (2) the corporation elected the benefits of the possession tax credit in an
election in effect for its taxable year that included October 13, 1995."° A corporation that adds a

' Secs. 27(b), 936.

"> Domestic corporations with activities in Puerto Rico are eligible for the section 30A economic
activity credit. That credit is calculated under the rules set forth in section 936.

' A corporation will qualify as an existing credit claimant if it acquired all the assets of a trade
or business of a corporation that (1) actively conducted that trade or business in a possession on October
13, 1995, and (2) had elected the benefits of the possession tax credit in an election in effect for the
taxable year that included October 13, 1995.
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substantial new line of business (other than in a qualifying acquisition of all the assets of a trade
or business of an existing credit claimant) ceases to be an existing credit claimant as of the close
of the taxable year ending before the date on which that new line of business is added.

Economic activity-based limit

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

Income-based limit

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

Repeal and phase out

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

House Bill

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

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

Senate Amendment

No provision.

Conference Agreement

The conference agreement does not include the House bill provision.
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J. Parity in the Application of Certain Limits to Mental Health Benefits
(sec. 112 of the House bill and sec. 9812 of the Code)

Present Law'’

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

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

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

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

House Bill

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

Effective date.—The provision is effective on the date of enactment.

Senate Amendment

No provision.

"7 This description of present law refers to the law in effect at the time the bill passed the House
of Representatives, which was before the enactment of Pub. L. No. 109-151, which extended the mental
health parity requirements of the Code, ERISA, and the PHSA through December 31, 2006.
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Conference Agreement

The conference agreement does not include the House bill provision.
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K. Research Credit
(sec. 113 of the House bill, sec. 108 of the Senate amendment, and sec. 41 of the Code)

Present Law
General rule

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

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

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

The research credit, including the university basic research credit and the energy research
credit, expired on December 31, 2005."

8 Sec. 41.

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

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

The Omnibus Budget Reconciliation Act of 1989 (“1989 Act”) effectively extended the research
credit for nine months (by prorating qualified expenses incurred before January 1, 1991). The 1989 Act
also modified the method for calculating a taxpayer’s base amount (i.e., by substituting the present-law
method which uses a fixed-base percentage for the prior-law moving base which was calculated by
reference to the taxpayer’s average research expenses incurred in the preceding three taxable years). The
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Computation of allowable credit

Except for energy research payments and certain university basic research payments
made by corporations, the research tax credit applied only to the extent that the taxpayer’s
qualified research expenses for the current taxable year exceeded its base amount. The base
amount for the current year generally was computed by multiplying the taxpayer’s fixed-base
percentage by the average amount of the taxpayer’s gross receipts for the four preceding years.

1989 Act further reduced the deduction allowed under section 174 (or any other section) for qualified
research expenses by an amount equal to 100 percent of the research tax credit determined for the year.

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

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

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

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

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

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

The Working Families Tax Relief Act of 2004 extended the research credit through December 31,
2005.

The Energy Tax Incentives Act of 2005 added the energy research credit.
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If a taxpayer both incurred qualified research expenses and had gross receipts during each of at
least three years from 1984 through 1988, then its fixed-base percentage was the ratio that its
total qualified research expenses for the 1984-1988 period bore to its total gross receipts for that
period (subject to a maximum fixed-base percentage of 16 percent). All other taxpayers (so-
called start-up firms) were assigned a fixed-base percentage of three percent.”

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

To prevent artificial increases in research expenditures by shifting expenditures among
commonly controlled or otherwise related entities, a special aggregation rule provided that all
members of the same controlled group of corporations were treated as a single taxpayer (sec.
41(f)(1)). Under regulations prescribed by the Secretary, special rules applied for computing the
credit when a major portion of a trade or business (or unit thereof) changed hands, under which
qualified research expenses and gross receipts for periods prior to the change of ownership of a
trade or business were treated as transferred with the trade or business that gave rise to those
expenses and receipts for purposes of recomputing a taxpayer’s fixed-base percentage (sec.

41(H(3)).

Alternative incremental research credit regime

Taxpayers were allowed to elect an alternative incremental research credit regime.”' If a
taxpayer elected to be subject to this alternative regime, the taxpayer was assigned a three-tiered
fixed-base percentage (that was lower than the fixed-base percentage otherwise applicable) and
the credit rate likewise was reduced. Under the alternative incremental credit regime, a credit
rate of 2.65 percent applied to the extent that a taxpayer’s current-year research expenses
exceeded a base amount computed by using a fixed-base percentage of one percent (i.e., the base
amount equaled one percent of the taxpayer’s average gross receipts for the four preceding years)
but did not exceed a base amount computed by using a fixed-base percentage of 1.5 percent. A
credit rate of 3.2 percent applied to the extent that a taxpayer’s current-year research expenses
exceeded a base amount computed by using a fixed-base percentage of 1.5 percent but did not
exceed a base amount computed by using a fixed-base percentage of two percent. A credit rate

** The Small Business Job Protection Act of 1996 expanded the definition of start-up firms under
section 41(c)(3)(B)(i) to include any firm if the first taxable year in which such firm had both gross
receipts and qualified research expenses began after 1983. A special rule (enacted in 1993) was designed
to gradually recompute a start-up firm’s fixed-base percentage based on its actual research experience.
Under this special rule, a start-up firm would be assigned a fixed-base percentage of three percent for
each of its first five taxable years after 1993 in which it incurs qualified research expenses. In the event
that the research credit is extended beyond its expiration date, a start-up firm’s fixed-base percentage for
its sixth through tenth taxable years after 1993 in which it incurs qualified research expenses will be a
phased-in ratio based on its actual research experience. For all subsequent taxable years, the taxpayer’s
fixed-base percentage will be its actual ratio of qualified research expenses to gross receipts for any five
years selected by the taxpayer from its fifth through tenth taxable years after 1993 (sec. 41(c)(3)(B)).

21 Sec. 41(c)(4).
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of 3.75 percent applied to the extent that a taxpayer’s current-year research expenses exceeded a
base amount computed by using a fixed-base percentage of two percent. An election to be
subject to this alternative incremental credit regime could be made for any taxable year
beginning after June 30, 1996, and such an election applied to that taxable year and all
subsequent years unless revoked with the consent of the Secretary of the Treasury.

Eligible expenses

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

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

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

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

House Bill

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

The provision increases the rates of the alternative incremental credit: (1) a credit rate of
three percent (rather than 2.65 percent) applies to the extent that a taxpayer’s current-year
research expenses exceed a base amount computed by using a fixed-base percentage of one
percent (i.e., the base amount equals one percent of the taxpayer’s average gross receipts for the
four preceding years) but do not exceed a base amount computed by using a fixed-base
percentage of 1.5 percent; (2) a credit rate of four percent (rather than 3.2 percent) applies to the
extent that a taxpayer’s current-year research expenses exceed a base amount computed by using
a fixed-base percentage of 1.5 percent but do not exceed a base amount computed by using a
fixed-base percentage of two percent; and (3) a credit rate of five percent (rather than 3.75
percent) applies to the extent that a taxpayer’s current-year research expenses exceed a base
amount computed by using a fixed-base percentage of two percent.

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

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

* Taxpayers may elect 10-year amortization of certain research expenditures allowable as a
deduction under section 174(a). Secs. 174(f)(2) and 59(e).
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Effective date.—The extension of the research credit applies to amounts paid or incurred
after December 31, 2005. The modification of the alternative incremental credit and the creation
of the alternative simplified credit are effective for taxable years ending after date of enactment.

Senate Amendment

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

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

Conference Agreement

The conference agreement does not include the House bill provision or the Senate
amendment provision.
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L. Qualified Zone Academy Bonds
(sec. 114 of the House bill, sec. 110 of the Senate amendment and sec. 1397E of the Code)

Present Law

Tax-exempt bonds

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

Qualified zone academy bonds

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

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

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

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

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

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

House Bill

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

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

Senate Amendment

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

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

The provision imposes new spending requirements for qualified zone academy bonds.
An issuer of qualified zone academy bonds must reasonably expect to and actually spend 95
percent or more of the proceeds of such bonds on qualified zone academy property within the
five-year period that begins on the date of issuance. To the extent less than 95 percent of the
proceeds are used to finance qualified zone academy property during the five-year spending
period, bonds will continue to qualify as qualified zone academy bonds if unspent proceeds are
used within 90 days from the end of such five-year period to redeem any “nonqualified bonds.”
For these purposes, the amount of nonqualified bonds is to be determined in the same manner as
Treasury regulations under section 142. In addition, the provision provides that the five-year
spending period may be extended by the Secretary upon the issuer’s request if reasonable cause
for such extension is established.
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Under the provision, qualified private business contributions must be in the form of cash
or cash equivalents, rather than property or services as permitted under present law. The
provision also requires an equal amount of principal is to be paid by the issuer during each
calendar year that the issue is outstanding.

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

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

Conference Agreement

The conference agreement does not include the House bill provision or the Senate
amendment provision.
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M. Above-the-Line Deduction for Certain Expenses of Elementary
and Secondary School Teachers
( sec. 115 of the House bill, sec. 112 of the Senate amendment and sec. 62 of the Code)

Present Law

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

Certain expenses of eligible educators are allowed an above-the-line deduction.
Specifically, for taxable years beginning prior to January 1, 2006, an above-the-line deduction is
allowed for up to $250 annually of expenses paid or incurred by an eligible educator for books,
supplies (other than nonathletic supplies for courses of instruction in health or physical
education), computer equipment (including related software and services) and other equipment,
and supplementary materials used by the eligible educator in the classroom. To be eligible for
this deduction, the expenses must be otherwise deductible under 162 as a trade or business
expense. A deduction is allowed only to the extent the amount of expenses exceeds the amount
excludable from income under section 135 (relating to education savings bonds), 529(c)(1)
(relating to qualified tuition programs), and section 530(d)(2) (relating to Coverdell education
savings accounts).

An eligible educator is a kindergarten through grade 12 teacher, instructor, counselor,
principal, or aide in a school for at least 900 hours during a school year. A school means any
school which provides elementary education or secondary education, as determined under State
law.

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

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

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

Senate Amendment

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

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

The conference agreement does not include the House bill provision or the Senate
amendment provision.
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N. Above-the-Line Deduction for Higher Education Expenses
(sec. 116 of the House bill, sec. 103 of the Senate amendment and sec. 222 of the Code)

Present Law

An individual is allowed an above-the-line deduction for qualified tuition and related
expenses for higher education paid by the individual during the taxable year. Qualified tuition
and related expenses include tuition and fees required for the enrollment or attendance of the
taxpayer, the taxpayer’s spouse, or any dependent of the taxpayer with respect to whom the
taxpayer may claim a personal exemption, at an eligible institution of higher education for
courses of instruction of such individual at such institution. Charges and fees associated with
meals, lodging, insurance, transportation, and similar personal, living, or family expenses are not
eligible for the deduction. The expenses of education involving sports, games, or hobbies are not
qualified tuition and related expenses unless this education is part of the student’s degree
program.

The amount of qualified tuition and related expenses must be reduced by certain
scholarships, educational assistance allowances, and other amounts paid for the benefit of such
individual, and by the amount of such expenses taken into account for purposes of determining
any exclusion from gross income of: (1) income from certain United States Savings Bonds used
to pay 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 exclusion under section 222. No deduction is
allowed for any expense for which a deduction is otherwise allowed or with respect to an
individual for whom a Hope credit or Lifetime Learning credit is elected for such taxable year.

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

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

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

Effective date.—The provision is effective for taxable years beginning after December 31,
2005.
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Senate Amendment

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

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

Conference Agreement

The conference agreement does not include the House provision or the Senate
amendment provision.
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0. Deduction of State and Local General Sales Taxes
(sec 117 of the House bill, sec. 105 of the Senate amendment, and sec. 164 of the Code)

Present Law

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

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

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

House Bill

The present-law provision allowing taxpayers to elect to deduct State and local sales
taxes in lieu of State and local income taxes is extended for one year (through December 31,
2006).
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Effective date.—The provision applies to taxable years beginning after December 31,
2005.

Senate Amendment

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

Effective date.—The provision applies to taxable years beginning after December 31,
2005.

Conference Agreement

The conference agreement does not include the House bill provision or the Senate
amendment provision.
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P. Extension and Expansion to Petroleum Products of Expensing
for Environmental Remediation Costs
(sec. 201 of the House bill, sec. 113 of the Senate amendment, and sec. 198 of the Code)

Present Law

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

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

A “qualified contaminated site” (a so-called “brownfield”) generally is any property that
is held for use in a trade or business, for the production of income, or as inventory and is
certified by the appropriate State environmental agency to be an area at or on which there has
been a release (or threat of release) or disposal of a hazardous substance. Both urban and rural
property may qualify. However, sites that are identified on the national priorities list under the
Comprehensive Environmental Response, Compensation, and Liability Act of 1980
(“CERCLA™)?’ cannot qualify as targeted areas. Hazardous substances generally are defined by
reference to sections 101(14) and 102 of CERCLA, subject to additional limitations applicable to
asbestos and similar substances within buildings, certain naturally occurring substances such as
radon, and certain other substances released into drinking water supplies due to deterioration

* Sec. 162.
¥ Sec. 198.
418 U.S. 1 (1974).

7 Pub. L. No. 96-510 (1980).
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through ordinary use. Petroleum products generally are not regarded as hazardous substances for
purposes of section 198 (except for purposes of determining qualified environmental remediation
expenditures in the “Gulf Opportunity Zone” under section 1400N(g), as described below).”

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

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

Under section 1400N(g), the above provisions apply to expenditures paid or incurred to
abate contamination at qualified contaminated sites in the Gulf Opportunity Zone (defined as that
portion of the Hurricane Katrina Disaster Area determined by the President to warrant individual
or individual and public assistance from the Federal Government under the Robert T. Stafford
Disaster Relief and Emergency Assistance Act by reason of Hurricane Katrina) before January 1,
2008; in addition, within the Gulf Opportunity Zone section 1400N(g) broadens the definition of
hazardous substance to include petroleum products (defined by reference to section 4612(a)(3)).

House Bill

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

In addition, the provision expands the definition of hazardous substance to include
petroleum products. Under the provision, petroleum products are defined by reference to section
4612(a)(3), and thus include crude oil, crude oil condensates and natural gasoline.”’

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

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

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

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

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

Conference Agreement

The conference agreement does not include the House bill provision or the Senate
amendment provision.
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Q. Controlled Foreign Corporations

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

Present Law

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

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

Insurance income subject to current inclusion under the subpart F rules includes any
income of a CFC attributable to the issuing or reinsuring of any insurance or annuity contract in
connection with risks located in a country other than the CFC’s country of organization. Subpart
F insurance income also includes income attributable to an insurance contract in connection with
risks located within the CFC’s country of organization, as the result of an arrangement under
which another corporation receives a substantially equal amount of consideration for insurance
of other country risks. Investment income of a CFC that is allocable to any insurance or annuity
contract related to risks located outside the CFC’s country of organization is taxable as subpart F
insurance income.’

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

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

*! Temporary exceptions from the subpart F provisions for certain active financing income
applied only for taxable years beginning in 1998. Those exceptions were modified and extended for one
year, applicable only for taxable years beginning in 1999. The Tax Relief Extension Act of 1999 (Pub. L.
No. 106-170) clarified and extended the temporary exceptions for two years, applicable only for taxable
years beginning after 1999 and before 2002. The Job Creation and Worker Assistance Act of 2002 (Pub.
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With respect to income derived in the active conduct of a banking, financing, or similar
business, a CFC is required to be predominantly engaged in such business and to conduct
substantial activity with respect to such business in order to qualify for the exceptions. In
addition, certain nexus requirements apply, which provide that income derived by a CFC or a
qualified business unit (“QBU”) of a CFC from transactions with customers is eligible for the
exceptions if, among other things, substantially all of the activities in connection with such
transactions are conducted directly by the CFC or QBU in its home country, and such income is
treated as earned by the CFC or QBU in its home country for purposes of such country’s tax
laws. Moreover, the exceptions apply to income derived from certain cross border transactions,
provided that certain requirements are met. Additional exceptions from foreign personal holding
company income apply for certain income derived by a securities dealer within the meaning of
section 475 and for gain from the sale of active financing assets.

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

In the case of a life insurance or annuity contract, reserves for such contracts are
determined as follows for purposes of these provisions. The reserves equal the greater of: (1)
the net surrender value of the contract (as defined in section 807(e)(1)(A)), including in the case
of pension plan contracts; or (2) the amount determined by applying the tax reserve method that
would apply if the qualifying life insurance company were subject to tax under Subchapter L of
the Code, with the following modifications. First, there is substituted for the applicable Federal
interest rate an interest rate determined for the functional currency of the qualifying insurance
company’s home country, calculated (except as provided by the Treasury Secretary in order to
address insufficient data and similar problems) in the same manner as the mid-term applicable
Federal interest rate (within the meaning of section 1274(d)). Second, there is substituted for the
prevailing State assumed rate the highest assumed interest rate permitted to be used for purposes
of determining statement reserves in the foreign country for the contract. Third, in lieu of U.S.
mortality and morbidity tables, mortality and morbidity tables are applied that reasonably reflect
the current mortality and morbidity risks in the foreign country. Fourth, the Treasury Secretary
may provide that the interest rate and mortality and morbidity tables of a qualifying insurance
company may be used for one or more of its branches when appropriate. In no event may the
reserve for any contract at any time exceed the foreign statement reserve for the contract,
reduced by any catastrophe, equalization, or deficiency reserve or any similar reserve.

L. No. 107-147) modified and extended the temporary exceptions for five years, for taxable years
beginning after 2001 and before 2007.
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Present law permits a taxpayer in certain circumstances, subject to approval by the IRS
through the ruling process or in published guidance, to establish that the reserve of a life
insurance company for life insurance and annuity contracts is the amount taken into account in
determining the foreign statement reserve for the contract (reduced by catastrophe, equalization,
or deficiency reserve or any similar reserve). IRS approval is to be based on whether the
method, the interest rate, the mortality and morbidity assumptions, and any other factors taken
into account in determining foreign statement reserves (taken together or separately) provide an
appropriate means of measuring income for Federal income tax purposes. In seeking a ruling,
the taxpayer is required to provide the IRS with necessary and appropriate information as to the
method, interest rate, mortality and morbidity assumptions and other assumptions under the
foreign reserve rules so that a comparison can be made to the reserve amount determined by
applying the tax reserve method that would apply if the qualifying insurance company were
subject to tax under Subchapter L of the Code (with the modifications provided under present
law for purposes of these exceptions). The IRS also may issue published guidance indicating its
approval. Present law continues to apply with respect to reserves for any life insurance or
annuity contract for which the IRS has not approved the use of the foreign statement reserve. An
IRS ruling request under this provision is subject to the present-law provisions relating to IRS
user fees.

House Bill

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

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

Senate Amendment

No provision.

Conference Agreement

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

Present Law

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

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

House Bill

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

The provision in the House bill is effective for taxable years of foreign corporations
beginning after December 31, 2005, but before January 1, 2009, and for taxable years of U.S.
shareholders with or within which such taxable years of such foreign corporations end.

Senate Amendment

No provision.

Conference Agreement

The conference agreement includes the House bill provision.

** Interest for this purpose includes factoring income which is treated as equivalent to interest
under sec. 954(c)(1)(E).
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R. Reduced Rates for Capital Gains and Dividends of Individuals
(sec. 203 of the House bill and sec. 1(h) of the Code)

Present Law

Capital gains

In general

In general, gain or loss reflected in the value of an asset is not recognized for income tax
purposes until a taxpayer disposes of the asset. On the sale or exchange of a capital asset, any
gain generally is included in income. Any net capital gain of an individual is generally 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 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
that would have been available under the straight-line method of depreciation.

Tax rates before 2009

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

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

“Unrecaptured section 1250 gain” means any long-term capital gain from the sale or
exchange of section 1250 property (i.e., 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. The amount of unrecaptured section 1250 gain (before the
reduction for the net loss) attributable to the disposition of property to which section 1231
(relating to certain property used in a trade or business) applies may not exceed the net section
1231 gain for the year.

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

Tax rates after 2008

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

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

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

Dividends

In general

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

Tax rates before 2009

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

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

Qualified dividend income includes otherwise qualified dividends received from
qualified foreign corporations. The term “qualified foreign corporation” includes a foreign
corporation that is eligible for the benefits of a comprehensive income tax treaty with the United
States which the Treasury Department determines to be satisfactory and which includes an
exchange of information program. In addition, a foreign corporation is treated as a qualified
foreign corporation with respect to any dividend paid by the corporation with respect to stock
that is readily tradable on an established securities market in the United States.

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

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

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

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

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

The amount of dividends qualifying for reduced rates that may be paid by a real estate
investment trust (“REIT”) for any taxable year may not exceed the sum of (i) the qualified
dividend income of the REIT for the taxable year, (ii) an amount equal to the excess of the
income subject to the taxes imposed by section 857(b)(1) and the regulations prescribed under
section 337(d) for the preceding taxable year over the amount of these taxes for the preceding
taxable year, and (iii) the amount of earnings and profits accumulated in a non-REIT taxable year
that were distributed by the REIT during the taxable year.
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The reduced rates do not apply to dividends received from an organization that was
exempt from tax under section 501 or was a tax-exempt farmers’ cooperative in either the
taxable year of the distribution or the preceding taxable year; dividends received from a mutual
savings bank that received a deduction under section 591; or deductible dividends paid on
employer securities.

Tax rates after 2008

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

House Bill

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

Effective date.—The provision applies to taxable years beginning after December 31,
2008.

Senate Amendment

No provision.

Conference Agreement

The conference agreement includes the House bill provision.

3 In addition, for taxable years beginning before 2009, amounts treated as ordinary income on
the disposition of certain preferred stock (sec. 306) are treated as dividends for purposes of applying the
reduced rates; the tax rate for the accumulated earnings tax (sec. 531) and the personal holding company
tax (sec. 541) is reduced to 15 percent; and the collapsible corporation rules (sec. 341) are repealed.
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S. Credit for Elective Deferrals and IRA Contributions (the “Saver’s Credit”)
(sec. 204 of the House bill, sec. 102 of the Senate amendment,
and sec. 25B of the Code)

Present Law

Present law provides a temporary nonrefundable tax credit for eligible taxpayers for
qualified retirement savings contributions, referred to as the “saver’s credit.” The maximum
annual contribution eligible for the credit is $2,000. The credit rate depends on the adjusted
gross income (“AGI”) of the taxpayer. Taxpayers filing joint returns with AGI of $50,000 or
less, head of household returns of $37,500 or less, and single returns of $25,000 or less are
eligible for the credit. The AGI limits applicable to single taxpayers apply to married taxpayers
filing separate returns. The credit is in addition to any deduction or exclusion that would
otherwise apply with respect to the contribution. The credit offsets minimum tax liability as well
as regular tax liability. The credit is available to individuals who are 18 or over, other than
individuals who are full-time students or claimed as a dependent on another taxpayer’s return.

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

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

The credit rates based on AGI are provided below.

Table 1.—Credit Rates for Saver’s Credit

Joint Filers Heads of All Other Filers Credit Rate
Households

$0 - $30,000 $0 - $22,500 $0 - $15,000 50 percent

$30,001 - $32,500 $22,501 - $24,375 $15,001 - $16,250 20 percent

$32,501 - $50,000 $24,376 - $37,500 $16,251 - $25,000 10 percent

Over $50,000 Over $37,500 Over $25,000 0 percent
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The credit does not apply to taxable years beginning after December 31, 2006.%*
House Bill

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

Effective date.—The provision is effective on the date of enactment.

Senate Amendment

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

Effective date.—The provision is effective on the date of enactment.

Conference Agreement

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

** The saver’s credit was enacted as part of the Economic Growth and Tax Relief Reconciliation
Act of 2001 (“EGTRRA”), Pub. L. No. 107-16. The provisions of EGTRRA generally do not apply for
years beginning after December 31, 2010.
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T. Extension of Increased Expensing for Small Business
(sec. 205 of the House bill, sec. 101 of the Senate amendment, and sec. 179 of the Code)

Present Law

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

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

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

% Additional section 179 incentives are provided with respect to a qualified property used by a
business in the New York Liberty Zone (sec. 1400L(f)), an empowerment zone (sec. 1397A), or a renewal
community (sec. 14001J).

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

37 Sec. 179(c)(2).
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House Bill

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

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

Senate Amendment

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

Conference Agreement

The conference agreement includes the provision in the House bill and the Senate
amendment.
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U. Extend and Increase Alternative Minimum Tax Exemption Amount for Individuals
(sec. 106 of the Senate amendment and sec. 55 of the Code)

Present Law

Present law imposes an alternative minimum tax. The alternative minimum tax is the
amount by which the tentative minimum tax exceeds the regular income tax. An individual’s
tentative minimum tax is the sum of (1) 26 percent of so much of the taxable excess as does not
exceed $175,000 ($87,500 in the case of a 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 maximum tax rates
on net capital gain and dividends used in computing the regular tax are used in computing the
tentative minimum tax. AMTTI is the individual’s taxable income adjusted to take account of
specified preferences and adjustments.

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

House Bill
No provision.

Senate Amendment

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

Effective date.—The provision applies to taxable years beginning after December 31,
2005.

Conference Agreement

The conference agreement includes the provision in the Senate amendment.
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V. Extension and Modification of the New Markets Tax Credit
(sec. 204 of the Senate amendment and sec. 45D of the Code)

Present Law

Section 45D provides a new markets tax credit for qualified 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 for a taxable year to the taxpayer who holds the qualified
equity investment on the date of the initial investment or on the respective anniversary date that
occurs during the taxable year. The credit is recaptured if at any time during the seven-year
period that begins on the date of the original issue of the investment the entity ceases to be a
qualified CDE, the proceeds of the investment cease to be used as required, or the equity
investment is redeemed.

A qualified CDE is any domestic corporation or partnership: (1) whose primary mission
is serving or providing investment capital for low-income communities or 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. 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
qualified low-income community investment; or (4) an equity investment in, or loan to, another
CDE.

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 (rather than 80 percent) of statewide median family income.
For this purpose, a high migration rural county is any county that, during the 20-year period

¥ Section 45D was added by section 121(a) of the Community Renewal Tax Relief Act of 2000,
P.L. No. 106-554 (December 21, 2000).
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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 has the authority to designate “targeted populations” as low-income
communities for purposes of the new markets tax credit. For this purpose, a “targeted
population” is defined by reference to section 103(20) of the Riegle Community Development
and Regulatory Improvement Act of 1994 (12 U.S.C. 4702(20)) to mean individuals, or an
identifiable group of individuals, including an Indian tribe, who (A) are low-income persons; or
(B) otherwise lack adequate access to loans or equity investments. Under such Act, “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.”® Under such Act, 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, 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 such business is
used in a low-income community; (3) a substantial portion of the services performed for such
business by its employees is performed in a low-income community; and (4) less than five
percent of the average of the aggregate unadjusted bases of the property of such business is
attributable to certain financial property or to certain collectibles.

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

House Bill
No provision.

Senate Amendment

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

Effective date.—The provision is effective on the date of enactment.

912. U.S.C. 4702(17) (defines “low-income” for purposes of 12. U.S.C. 4702(20)).
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Conference Agreement

The conference agreement does not include the Senate amendment provision.
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W. Phasedown of Credit for Electric Vehicles
(sec. 118 of the Senate amendment and sec. 30 of the Code)

Present Law

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

House Bill
No provision.

Senate Amendment

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

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

Conference Agreement

The conference agreement does not include the Senate amendment provision.

60



X. Application of EGTRRA Sunset to Title II of the Senate Amendment
(sec. 231 of the Senate amendment)

Present Law

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

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

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

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

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

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

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

6. It recommends changes in Social Security.

The Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA) contains
sunset provisions to ensure compliance with the Budget Act. Under title IX of EGTRRA, the
provisions of, and amendments made by that Act that are in effect on September 30, 2011, shall
cease to apply as of the close of September 30, 2011, except that all provisions of, and
amendments made by, the Act generally do not apply for taxable, plan or limitation years
beginning after December 31, 2010. With respect to the estate, gift, and generation-skipping
provisions of the Act, the provisions do not apply to estates of decedents dying, gifts made, or
generation skip-ping transfers, after December 31, 2010. The Code and the Employee
Retirement Income Security Act of 1974 are applied to such years, estates, gifts and transfers
after December 31, 2010, as if the provisions of and amendments made by the Act had never
been enacted.
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House Bill
No provision.

Senate Amendment

Sunset of provisions

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

Effective date.—The provision is effective on the date of enactment.

Conference Agreement

The conference agreement does not include the Senate amendment provision.
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TITLE II - OTHER PROVISONS

A. Taxation of Certain Settlement Funds
(sec. 301 of the House bill and sec. 468B of the Code)

Present Law

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

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

The cleanup of hazardous waste sites is sometimes funded by environmental “settlement
funds” or escrow accounts. These escrow accounts are established in consent decrees between
the Environmental Protection Agency (“EPA”) and the settling parties under the jurisdiction of a
Federal district court. The EPA uses these accounts to resolve claims against private parties

under Comprehensive Environmental Response, Compensation and Liability Act of 1980
(“CERCLA”).

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

House Bill

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

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

The provision does not apply to accounts or funds established after December 31, 2010.
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Effective date.—The provision is effective for accounts and funds established after the
date of enactment.

Senate Amendment

No provision.

Conference Agreement

The conference agreement includes the House bill provision.
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B. Modifications to Rules Relating to Taxation of Distributions of Stock
and Securities of a Controlled Corporation
(sec. 302 of the House bill, sec. 467 of the Senate amendment and sec. 355 of the Code)

Present Law

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

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

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

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

4 Section 355(b).

1 Section 355(b)(2)(A). The IRS takes the position that the statutory test requires that at least 90
percent of the fair market value of the corporation’s gross assets consist of stock and securities of a
controlled corporation that is engaged in the active conduct of a trade or business. Rev. Proc. 96-30, sec.
4.03(5), 1996-1 C.B. 696; Rev. Proc. 77-37, sec. 3.04, 1977-2 C.B. 568.

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

* Rev. Proc. 2003-48, 2003-29 L.R.B. 86.
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If the distributing or controlled corporation is not directly engaged in an active trade or
business, then the IRS takes the position that the “substantially all” test as applied to that
corporation requires that at least 90 percent of the fair market value of the corporation’s gross
assets consist of stock and securities of a controlled corporation that is engaged in the active
conduct of a trade or business.**

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

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

In addition to its active business requirements, section 355 does not apply to any
transaction that is a “device” for the distribution of earnings and profits to a shareholder without
the payment of tax on a dividend. A transaction is ordinarily not considered a “device” to avoid
dividend tax if the distribution would have been treated by the shareholder as a redemption that
was a sale or exchange of its stock, rather than as a dividend, if section 355 had not applied. 47

House Bill

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

Effective date.—The provision applies to distributions after the date of enactment and
before December 31, 2010, with three exceptions. The provision does not apply to distributions
(1) made pursuant to an agreement which is binding on the date of enactment and at all times
thereafter, (2) described in a ruling request submitted to the IRS on or before the date of
enactment, or (3) described on or before the date of enactment in a public announcement or in a

* Rev. Proc. 96-30, sec. 4.03(5), 1996-1 C.B. 696; Rev. Proc. 77-37, sec. 3.04, 1977-2 C.B. 568.
* Treas. Reg. sec. 1.355-3(b)(ii).
4 Rev. Rul. 92-17, 1002-1 C.B. 142; see also, Rev. Rul. 2002-49, 2002-2 C.B. 50.

7 Treas, Reg, sec, 1.355-2(d)(5)(iv).
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filing with the Securities and Exchange Commission. The distributing corporation may
irrevocably elect not to have the exceptions described above apply.

The provision also applies, solely for the purpose of determining whether, after the date
of enactment, there is continuing qualification under the requirements of section 355(b)(2)(A) of
distributions made before such date, as a result of an acquisition, disposition, or other
restructuring after such date and before December 31, 2010.*

Senate Amendment

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

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

A disqualified investment corporation is any distributing or controlled corporation if the
fair market value of the investment assets of the corporation is 75 percent or more of the fair
market value of all assets of the corporation. Except as otherwise provided, the term “investment
assets” for this purpose means (i) cash, (i1) any stock or securities in a corporation, (ii1) any
interest in a partnership, (iv) any debt instrument or other evidence of indebtedness; (v) any
option, forward or futures contract, notional principal contract, or derivative; (vi) foreign
currency, or (vii) any similar asset.

The term “investment assets” does not include any asset which is held for use in the
active and regular conduct of (i) a lending or finance business (as defined in section 954(h)(4));
(i1) a banking business through a bank (as defined in section 581), a domestic building and loan
association (within the meaning of section 7701(a)(19), or any similar institution specified by the
Secretary; or (iii) an insurance business if the conduct of the business is licensed, authorized, or
regulated by an applicable insurance regulatory body. These exceptions only apply with respect
to any business if substantially all the income of the business is derived from persons who are

* For example, a holding company taxpayer that had distributed a controlled corporation in a
spin-off prior to the date of enactment, in which spin-off the taxpayer satisfied the “substantially all”
active business stock test of present law section 355(b)(2)(A) immediately after the distribution, would
not be deemed to have failed to satisfy any requirement that it continue that same qualified structure for
any period of time after the distribution, solely because of a restructuring that occurs after the date of
enactment and before January 1, 2010, and that would satisfy the requirements of new section
355(0)(2)(A).

* See “Effective date” for the Senate Amendment, infra.
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not related (within the meaning of section 267(b) or 707(b)(1) to the person conducting the
business.

The term “investment assets” also does not include any security (as defined in section
475(c)(2)) which is held by a dealer in securities and to which section 475(a) applies.

The term “investment assets” also does not include any stock or securities in, or any debt
instrument, evidence of indebtedness, option, forward or futures contract, notional principal
contract, or derivative issued by, a corporation which is a 25-percent controlled entity with
respect to the distributing or controlled corporation. Instead, the distributing or controlled
corporation is treated as owning its ratable share of the assets of any 25-percent controlled entity.

The term 25-percent controlled entity means any corporation with respect to which the
corporation in question (distributing or controlled) owns directly or indirectly stock possessing at
least 25 percent of voting power and value, excluding stock that is not entitled to vote, is limited
and preferred as to dividends and does not participate in corporate growth to any significant
extent, has redemption and liquidation rights which do not exceed the issue price of such stock
(except for a reasonable redemption or liquidation premium), and is not convertible into another
class of stock.

The term “investment assets” also does not include any interest in a partnership, or any
debt instrument or other evidence of indebtedness issued by the partnership, if one or more trades
or businesses of the partnership are, (or without regard to the 5-year requirement of section
355(b)(2)(B), would be) taken into account by the distributing or controlled corporation, as the
case may be, in determining whether the active business test of section 355 is met by such
corporation.

The Treasury department shall provide regulations as may be necessary to carry out, or
prevent the avoidance of, the purposes of the provision, including regulations in cases involving
related persons, intermediaries, pass-through entities, or other arrangements; and the treatment of
assets unrelated to the trade or business of a corporation as investment assets if, prior to the
distribution, investment assets were used to acquire such assets. Regulations may also in
appropriate cases exclude from the application of the provision a distribution which does not
have the character of a redemption and which would be treated as a sale or exchange under
section 302, and may modify the application of the attribution rules.

Effective date.—The effective date of the first provision of the Senate amendment
generally is the same as the effective date of the identical provision of the House bill, except that
the Senate amendment provision sunsets for distributions (and for acquisitions, dispositions, or
other restructurings as relating to continuing qualification of pre-effective date distributions)
after December 31, 2009, rather than for distributions (and for acquisitions, dispositions, or other
restructurings as relating to continuing qualification of pre-effective date distributions) on or
after December 31, 2010.

The second provision of the Senate amendment is effective for distributions after the date

of enactment, except in transactions which are (i) made pursuant to an agreement which was
binding on such date of enactment and at all times thereafter; (ii) described in a ruling request
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submitted to the Intetnal Revenue Service on or before such date, or (iii) described on or before
such date in a public announcement or in a filing with the Securities and Exchange Commission.

Conference Agreement

The conference agreement includes the House bill and the Senate amendment with
modifications.

With respect to the provision that applies the active business test by reference to the
relevant affiliated group, the conference agreement provision is the same as the House bill and
the Senate amendment except for the date on which the conference agreement provision

50
sunsets.

With respect to the provision that affects transactions involving disqualified investment
corporations, the conference agreement reduces the percentage of investment assets of a
corporation that will cause such corporation to be a disqualified investment corporation, from 75
percent (three-quarters) to two-thirds of the fair market value of the corporation’s assets, for
distributions occurring after one year after the date of enactment.

The conference agreement also reduces from 25 percent to 20 percent the percentage
stock ownership in a corporation that will cause such ownership to be disregarded as an
investment asset itself, instead requiring “look-through” to the ratable share of the underlying
assets of such corporation attributable to such stock ownership.

The conferees wish to clarify that the disqualified investment corporation provision
applies when a person directly or indirectly holds 50 percent of either the vote or the value of a
company immediately following a distribution, and such person did not hold such 50 percent
interest directly or indirectly prior to the distribution. As one example, the provision applies if a
person that held 50 percent or more of the vote, but not of the value, of a distributing corporation
immediately prior to a transaction in which a controlled corporation that was 100 percent owned
by that distributing corporation is distributed, directly or indirectly holds 50 percent of the value
of either the distributing or controlled corporation immediately following such transaction.

The conferees further wish to clarify that the enumeration in subsection 355(g)(5)(A)
through (C) of specific situations that Treasury regulations may address is not intended to restrict
or limit any other situations that Treasury may address under the general authority of new section
355(g)(5) to carry out, or prevent the avoidance of, the purposes of the disqualified investment
corporation provision.

Effective date.—The starting effective date of the provision that applies the active
business test by reference to the relevant affiliated group is the same as that of the House bill and
the Senate amendment provisions. The conference agreement changes the date on which the
provision sunsets so that the provision does not apply for distributions (or for acquisitions,

%0 See “Effective date” of the conference agreement provision, infra.
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dispositions, or other restructurings as relating to continuing qualification of pre-effective date
distributions) occurring after December 31, 2010.

The effective date of the provision that affects transactions involving disqualified
investment corporations is the same as that of the Senate amendment provision, except for the
conference agreement reduction in the amount of investment assets of a corporation that will
cause it to be a disqualified investment corporation, from three-quarters to two thirds of the fair
market value of all assets of the corporation. The two-thirds test applies for distributions
occurring after one year after the date of enactment.
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C. Qualified Veteran’s Mortgage Bonds
(sec. 303 of the House bill and sec. 143 of the Code)

Present Law

Private activity bonds are bonds that nominally are issued by States or local governments,
but the proceeds of which are used (directly or indirectly) by a private person and payment of
which is derived from funds of such private person. The exclusion from income for State and
local bonds does not apply to private activity bonds, unless the bonds are issued for certain
permitted purposes (“qualified private activity bonds™). The definition of a qualified private
activity bond includes both qualified mortgage bonds and qualified veterans’ mortgage bonds.

Qualified veterans’ mortgage bonds are private activity bonds the proceeds of which are
used to make mortgage loans to certain veterans. Authority to issue qualified veterans’ mortgage
bonds is limited to States that had issued such bonds before June 22, 1984. Qualified veterans’
mortgage bonds are not subject to the State volume limitations generally applicable to private
activity bonds. Instead, annual issuance in each State is subject to a State volume limitation
based on the volume of such bonds issued by the State before June 22, 1984. The five States
eligible to issue these bonds are Alaska, California, Oregon, Texas, and Wisconsin. Loans
financed with qualified veterans’ mortgage bonds can be made only with respect to principal
residences and can not be made to acquire or replace existing mortgages. Mortgage loans made
with the proceeds of these bonds can be made only to veterans who served on active duty before
1977 and who applied for the financing before the date 30 years after the last date on which such
veteran left active service (the “eligibility period”).

Qualified mortgage bonds are issued to make mortgage loans to qualified mortgagors for
owner-occupied residences. The Code imposes several limitations on qualified mortgage bonds,
including income limitations for homebuyers and purchase price limitations for the home
financed with bond proceeds. In addition, qualified mortgage bonds generally cannot be used to
finance a mortgage for a homebuyer who had an ownership interest in a principal residence in
the three years preceding the execution of the mortgage (the “first-time homebuyer”
requirement).

House Bill

The House bill repeals the requirement that veterans receiving loans financed with
qualified veterans’ mortgage bonds must have served before 1977. It also reduces the eligibility
period to 25 years (rather than 30 years) following release from the military service. The bill
provides new State volume limits for these bonds for the five eligible States. In 2010, the new
annual limit on the total volume of veterans’ bonds is $25 million for Alaska, $66.25 million for
California, $25 million for Oregon, $53.75 million for Texas, and $25 million for Wisconsin.
These volume limits are phased-in over the four-year period immediately preceding 2010 by
allowing the applicable percentage of the 2010 volume limits. The following table provides
those percentages.
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Calendar Year: Applicable Percentage is:
2006 20 percent
2007 40 percent
2008 60 percent
2009 80 percent

The volume limits are zero for 2011 and each year thereafter. Unused allocation cannot
be carried forward to subsequent years.

Effective date.—The provision generally applies to bonds issued after December 31, 2005.
The provision expanding the definition of eligible veterans applies to financing provided after
date of enactment.

Senate Amendment

No provision.

Conference Agreement

The conference agreement includes the House bill with the following modifications. The
conference agreement does not amend present law as it relates to qualified veterans’ mortgage
bonds issued by the States of California and Texas. In the case of qualified veterans’ mortgage
bonds issued by the States of Alaska, Oregon, and Wisconsin, (1) the requirement that veterans
must have served before 1977 is repealed and (2) the eligibility period for applying for a loan
following release from the military service is reduced from 30 years to 25 years.

In addition, the annual issuance of qualified veterans’ mortgage bonds in the States of
Alaska, Oregon and Wisconsin is subject to new State volume limitations which are phased in
between the years 2006 and 2010. The State volume limit in these States for any calendar year
after 2010 is zero.

Effective date.—The provision expanding the definition of eligible veterans applies to

bonds issued on or after date of enactment. The provision amending State volume limitations
applies to allocations of volume limitation made after April 5, 2006.
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D. Capital Gains Treatment for Certain Self-Created Musical Works
(sec. 304 of the House bill and sec. 1221 of the Code)

Present Law

Capital gains

The maximum tax rate on the net capital gain income of an individual is 15 percent for
taxable years beginning in 2006. By contrast, the maximum tax rate on an individual’s ordinary
income is 35 percent. The reduced 15-percent rate generally is available for gain from the sale or
exchange of a capital asset for which the taxpayer has satisfied a holding-period requirement.
Capital assets generally include all property held by a taxpayer with certain specified exclusions.

An exclusion from the definition of a capital asset applies to inventory property or
property held by a taxpayer primarily for sale to customers in the ordinary course of the
taxpayer’s trade or business. Another exclusion from capital asset status applies to copyrights,
literary, musical, or artistic compositions, letters or memoranda, or similar property held by a
taxpayer whose personal efforts created the property (or held by a taxpayer whose basis in the
property is determined by reference to the basis of the taxpayer whose personal efforts created
the property). Consequently, when a taxpayer that owns copyrights in, for example, books,
songs, or paintings that the taxpayer created (or when a taxpayer to which the copyrights have
been transferred by the works’ creator in a substituted basis transaction) sells the copyrights, gain
from the sale is treated as ordinary income, not capital gain.

Charitable contributions

A taxpayer generally is allowed a deduction for the fair market value of property
contributed to a charity. If a taxpayer makes a contribution of property that would have
generated ordinary income (or short-term capital gain), the taxpayer’s charitable contribution
deduction generally is limited to the property’s adjusted basis.

House Bill

The House bill provides that at the election of a taxpayer, the sale or exchange before
January 1, 2011 of musical compositions or copyrights in musical works created by the
taxpayer’s personal efforts (or having a basis determined by reference to the basis in the hands of
the taxpayer whose personal efforts created the compositions or copyrights) is treated as the sale
or exchange of a capital asset. The House bill provision does not change the present law
limitation on a taxpayer’s charitable deduction for the contribution of those compositions or
copyrights.

Effective date.—The provision is effective for sales or exchanges in taxable years
beginning after the date of enactment.

Senate Amendment

No provision.
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Conference Agreement

The conference agreement includes the House bill provision.
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E. Decrease Minimum Vessel Tonnage Limit to 6,000 Deadweight Tons
(sec. 305 of the House bill and sec. 1355 of the Code)

Present Law

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

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

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

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

Notwithstanding the general rules described above, the American Jobs Creation Act of
2004 (“AJCA”)’" generally allows corporations that are qualifying vessel operators>” to elect a
“tonnage tax” in lieu of the corporate income tax on taxable income from certain shipping
activities. Accordingly, an electing corporation’s gross income does not include its income from
qualifying shipping activities (and items of loss, deduction, or credit are disallowed with respect
to such excluded income), and electing corporations are only subject to tax on these activities at

> Pub. L. No. 108-357, sec. 248. The tonnage tax regime is effective for taxable years beginning
after the date of enactment of AJCA (October 22, 2004).

*? Generally, a qualifying vessel operator is a corporation that (1) operates one or more
qualifying vessels and (2) meets certain requirements with respect to its shipping activities.
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the maximum corporate income tax rate on their notional shipping income, which is based on the
net tonnage of the corporation’s qualifying vessels.”> No deductions are allowed against the
notional shipping income of an electing corporation, and no credit is allowed against the notional
tax imposed under the tonnage tax regime. In addition, special deferral rules apply to the gain on
the sale of a qualifying vessel, if such vessel is replaced during a limited replacement period.

Generally, a “qualifying vessel” is defined as a self-propelled (or a combination of self-
propelled and non-self-propelled) U.S.-flag vessel of not less than 10,000 deadweight tons>* that
is used exclusively in the U.S. foreign trade.

House Bill

The House bill expands the definition of “qualifying vessel” to include self-propelled (or
a combination of self-propelled and non-self-propelled) U.S. flag vessels of not less than 6,000
deadweight tons used exclusively in the United States foreign trade. The modified definition
applies for taxable years beginning after December 31, 2005 and ending before January 1, 2011.

Effective date.—The provision applies to taxable years beginning after December 31, 2005
and ending before January 1, 2011.

Senate Amendment

No provision.

Conference Agreement

The conference agreement includes the provision in the House bill.

3 An electing corporation’s notional shipping income for the taxable year is the product of the
following amounts for each of the qualifying vessels it operates: (1) the daily notional shipping income
from the operation of the qualifying vessel, and (2) the number of days during the taxable year that the
electing corporation operated such vessel as a qualifying vessel in the United States foreign trade. The
daily notional shipping income from the operation of a qualifying vessel is (1) 40 cents for each 100 tons
of so much of the net tonnage of the vessel as does not exceed 25,000 net tons, and (2) 20 cents for each
100 tons of so much of the net tonnage of the vessel as exceeds 25,000 net tons. “United States foreign
trade” means the transportation of goods or passengers between a place in the United States and a foreign
place or between foreign places. The temporary use in the United States domestic trade (i.e., the
transportation of goods or passengers between places in the United States) of any qualifying vessel or the
temporary ceasing to use a qualifying vessel may be disregarded, under special rules.

> Deadweight measures the lifting capacity of a ship expressed in long tons (2,240 1bs.),
including cargo, crew, and consumables such as fuel, lube oil, drinking water, and stores. It is the
difference between the number of tons of water a vessel displaces without such items on board and the
number of tons it displaces when fully loaded.
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F. Modification of Special Arbitrage Rule for Certain Funds
(sec. 306 of the House bill and sec. 307 of the Senate amendment)

Present Law

In general, present-law tax-exempt bond arbitrage restrictions provide that interest on a
State or local government bond is not eligible for tax-exemption if the proceeds are invested,
directly or indirectly, in materially higher yielding investments or if the debt service on the bond
is secured by or paid from (directly or indirectly) such investments. An exception to the
arbitrage restrictions, enacted in 1984, provides that the pledge of income from investments in
the Texas Permanent University Fund (the “Fund”) as security for a limited amount of tax-
exempt bonds will not cause interest on those bonds to be taxable. The terms of this exception
are limited to State constitutional or statutory restrictions continuously in effect since October 9,
1969. In addition, the exception only applies to an amount of tax-exempt bonds that does not
exceed 20 percent of the value of the Fund.

The Fund consists of certain State lands that were set aside for the benefit of higher
education, the income from mineral rights to these lands, and certain other earnings on Fund
assets. The Texas constitution directs that monies held in the Fund are to be invested in interest-
bearing obligations and other securities. Income from the Fund is apportioned between two
university systems operated by the State. Tax-exempt bonds issued by the university systems to
finance buildings and other permanent improvements were secured by and payable from the
income of the Fund.

Prior to 1999, the constitution did not permit the expenditure or mortgage of the Fund for
any purpose. In 1999, the State constitutional rules governing the Fund were modified with
regard to the manner in which amounts in the Fund are distributed for the benefit of the two
university systems. The State constitutional amendments allow for the possibility that in the
event investment earnings are less than annual debt service on the bonds some of the debt service
could be considered as having been paid with the Fund corpus. The 1984 exception refers only
to bonds secured by investment earnings on securities or obligations held by the Fund. Despite
the constitutional amendments, the IRS has agreed to continue to apply the 1984 exception to the
Fund through August 31, 2007, if clarifying legislation is introduced in the 109th Congress prior
to Auggsust 31, 2005. Clarifying legislation was introduced in the 109th Congress on May 26,
2005.

House Bill

The provision codifies and extends the IRS agreement until August 31, 2009. The 1984
exception is conformed to the State constitutional amendments to permit its continued
applicability to bonds of the two university systems. The limitation on the aggregate amount of
bonds which may benefit from the exception is not modified, and remains at 20 percent of the
value of the Fund. The provision sunsets August 31, 2009.

3 H.R.2661.
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Effective date.—The provision is effective for bonds issued after the date of enactment and
before August 31, 2009.

Senate Amendment

The Senate amendment follows the House bill provision, and also increases the amount
of bonds that may benefit from the exception to 30 percent of the value of the Fund.

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

Conference Agreement

The conference agreement includes the House bill provision.
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G. Amortization of Expenses Incurred in Creating
or Acquiring Music or Music Copyrights
(sec. 468 of the Senate amendment and secs. 167(g) and 263A of the Code)

Present Law

A taxpayer is allowed to recover, through annual depreciation deductions, the cost of
certain property used in a trade or business or for the production of income. Section 167(g)
provides that the cost of motion picture films, sound recordings, copyrights, books, patents, and
other property specified in regulations is eligible to be recovered using the income forecast
method of depreciation.

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

The adjusted basis of property that may be taken into account under the income forecast
method includes only amounts that satisfy the economic performance standard of section 461(h)
(except in the case of certain participations and residuals). In addition, taxpayers that claim
depreciation deductions under the income forecast method are required to pay (or receive)
interest based on a recalculation of depreciation under a “look-back’ method.

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

A special rule is provided under Treasury guidance in the case of certain authors and
other taxpayers, with respect to their capitalization of costs under section 263A and with respect
to the recovery or amortization of such costs. Specifically, IRS Notice 88-62 (1988-1 C.B. 548)
provides an elective safe harbor under which eligible taxpayers capitalize qualified created costs
incurred during the taxable year and amortize 50 percent of the costs in the taxable year incurred,
and 25 percent in each of the two successive taxable years. Under the Notice, qualified creative
costs generally are those incurred by a self-employed individual in the production of creative
properties (such as films, sound recordings, musical and dance compositions including
accompanying words, and other similar properties), provided the personal efforts of the
individual predominantly create the properties. An eligible taxpayer is an individual, and also a
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corporation or partnership, substantially all of which is owned by one qualified employee owner
(an individual and family members).

House Bill
No provision.

Senate Amendment

The Senate amendment provides that if any expense is paid or incurred by the taxpayer in
creating or acquiring any musical composition (including accompanying words) or any copyright
with respect to a musical composition that is required to be capitalized, then the income forecast
method does not apply to such expenses, but rather, the expenses are amortized over a five-year
period. The five-year period is the period beginning with the month in which the composition or
copyright was acquired (or if created, the five-taxable-year period beginning with the taxable
year in which the expenses were paid or incurred).

The provision does not apply to certain expenses. The expenses to which it does not
apply are expenses: (1) that are qualified creative expenses under section 263A(h); (2) to which a
simplified procedure established under section 263A(j)(2) applies; (3) that are an amortizable
section 197 intangible; or (4) that, without regard to this provision, would not be allowable as a
deduction.

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

Conference Agreement

The conference agreement includes the Senate amendment provision with the following
modifications. Under the conference agreement, the five-year amortization period is elective for
the taxable year. Thus, a taxpayer that places in service any musical composition or copyright
with respect to a musical composition in a taxable year may elect to apply the provision with
respect to all musical compositions and musical composition copyrights placed in service in that
taxable year. An eligible taxpayer that does not make the election may recover the costs under
any method allowable under present law, including the income forecast method.

Under the conference agreement, the election may be made for any taxable year which
begins before January 1, 2011.

In addition, the conference agreement provides that the five-year amortization period
begins in the month the property is placed in service.

Effective date.—The conference agreement is effective for expenses paid or incurred with
respect to property placed in service in taxable years beginning after December 31, 2005 and
before January 1, 2011.
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TITLE III - CHARITABLE PROVISIONS
A. Charitable Giving Incentives

1. Charitable deduction for nonitemizers; floor on deductions for itemizers (sec. 201 of the
Senate amendment and secs. 63 and 170 of the Code)

Present Law

In computing taxable income, an individual taxpayer who itemizes deductions generally
is allowed to deduct the amount of cash and up to the fair market value of property contributed to
a charity described in section 501(c)(3), to certain veterans’ organizations, fraternal societies,
and cemetery companies,’® or to a Federal, State, or local governmental entity for exclusively
public purposes.”’ The deduction also is allowed for purposes of calculating alternative
minimum taxable income.

The amount of the deduction allowable for a taxable year with respect to a charitable
contribution of property may be reduced depending on the type of property contributed, the type
of charitable organization to which the property is contributed, and the income of the taxpayer.”®

A taxpayer who takes the standard deduction (i.e., who does not itemize deductions) may
not take a separate deduction for charitable contributions.”

A payment to a charity (regardless of whether it is termed a “contribution”) in exchange
for which the donor receives an economic benefit is not deductible, except to the extent that the
donor can demonstrate that the payment exceeds the fair market value of the benefit received
from the charity. To facilitate distinguishing charitable contributions from purchases of goods or
services from charities, present law provides that 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, present law requires that any charity that

%6 Secs. 170(c)(3)-(5).
7 Sec. 170(c)(1).
¥ Secs. 170(b) and (e).

> Sec. 170(a). The Economic Recovery Tax Act of 1981 adopted a temporary provision that
permitted individual taxpayers who did not itemize income tax deductions to claim a deduction from
gross income for a specified percentage of their charitable contributions. The maximum deduction was
$25 for 1982 and 1983, $75 for 1984, 50 percent of the amount of the contribution for 1985, and 100
percent of the amount of the contribution for 1986. The nonitemizer deduction terminated for
contributions made after 1986.

50" Sec. 170(f)(8).
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receives a contribution exceeding $75 made partly as a gift and partly as consideration for goods
or services furnished by the charity (a “quid pro quo” contribution) is required to inform the
contributor in writing of an estimate of the value of the goods or services furnished by the charity
and that only the portion exceeding the value of the goods or services is deductible as a
charitable contribution.®!

Under present law, total deductible contributions of an individual taxpayer to public
charities, private operating foundations, and certain types of private nonoperating foundations
may not exceed 50 percent of the taxpayer’s contribution base, which is the taxpayer’s adjusted
gross income for a taxable year (disregarding any net operating loss carryback). To the extent a
taxpayer has not exceeded the 50-percent limitation, (1) contributions of capital gain property to
public charities generally may be deducted up to 30 percent of the taxpayer’s contribution base,
(2) contributions of cash to private foundations and certain other charitable organizations
generally may be deducted up to 30 percent of the taxpayer’s contribution base, and (3)
contributions of capital gain property to private foundations and certain other charitable
organizations generally may be deducted up to 20 percent of the taxpayer’s contribution base.

Contributions by individuals in excess of the 50-percent, 30-percent, and 20-percent limit
may be carried over and deducted over the next five taxable years, subject to the relevant
percentage limitations on the deduction in each of those years.

In addition to the percentage limitations imposed specifically on charitable contributions,
present law imposes a reduction on most itemized deductions, including charitable contribution
deductions, for taxpayers with adjusted gross income in excess of a threshold amount, which is
indexed annually for inflation. The threshold amount for 2006 is $150,500 ($77,250 for married
individuals filing separate returns). For those deductions that are subject to the limit, the total
amount of itemized deductions is reduced by three percent of adjusted gross income over the
threshold amount, but not by more than 80 percent of itemized deductions subject to the limit.
Beginning in 2006, the overall limitation on itemized deductions phases-out for all taxpayers.
The overall limitation on itemized deductions is reduced by one-third in taxable years beginning
in 2006 and 2007, and by two-thirds in taxable years beginning in 2008 and 2009. The overall
limitation on itemized deductions is eliminated for taxable years beginning after December 31,
2009; however, this elimination of the limitation sunsets on December 31, 2010.

House Bill
No provision.

Senate Amendment

Deduction for nonitemizers

In the case of an individual taxpayer who does not itemize deductions, the provision
allows a “direct charitable deduction” from adjusted gross income for charitable contributions

1 Sec. 6115.
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paid in cash during the taxable year. This deduction is allowed in addition to the standard
deduction. The direct charitable deduction is the amount of the deduction allowable under
section 170(a) for the taxable year for cash contributions (determined without regard to any
carryover). The amount deductible under the provision is subject to the rules normally
governing charitable contribution deductions, such as the substantiation requirements. In
addition, the amount of the deduction is available only to the extent that the otherwise allowable
direct charitable deduction exceeds the floor on charitable contributions, described below (i.e.,
$210 ($420 in the case of a joint return)). The deduction is allowed in computing alternative
minimum taxable income.

The provision does not change the present-law rules regarding the carryover of charitable
contributions to or from a taxable year, including a taxable year in which the taxpayer is allowed
the direct contribution deduction.

Floor on itemized deductions

Under the provision, the amount of an individual’s charitable contribution deduction
(cash and noncash) is subject to a floor. The floor is $210 ($420 in the case of a joint return). In
the case of an individual who elects to itemize deductions, the floor applies to the deduction
otherwise allowed under section 170 for all contributions. In the case of an individual who does
not elect to itemize deductions, the floor applies in determining the amount of the direct
charitable deduction. The provision does not otherwise change the present-law rules pertaining
to charitable contributions.

Effective date.—The provision is effective for contributions made in taxable years
beginning after December 31, 2005, and before January 1, 2008.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

2. Tax-free distributions from individual retirement plans for charitable purposes
(sec. 202 of the Senate amendment and secs. 408, 6034, 6104, and 6652 of the Code)

Present Law

In general

If an amount withdrawn from a traditional individual retirement arrangement (“IRA”) or
a Roth IRA is donated to a charitable organization, the rules relating to the tax treatment of
withdrawals from IRAs apply to the amount withdrawn and the charitable contribution is subject
to the normally applicable limitations on deductibility of such contributions.

Charitable contributions

In computing taxable income, an individual taxpayer who itemizes deductions generally
is allowed to deduct the amount of cash and up to the fair market value of property contributed to
a charity described in section 501(c)(3), to certain veterans’ organizations, fraternal societies,
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and cemetery companies,’ or to a Federal, State, or local governmental entity for exclusively
public purposes.”® The deduction also is allowed for purposes of calculating alternative
minimum taxable income.

The amount of the deduction allowable for a taxable year with respect to a charitable
contribution of property may be reduced depending on the type of property contributed, the type
of charitable organization to which the property is contributed, and the income of the taxpayer.**

A taxpayer who takes the standard deduction (i.e., who does not itemize deductions) may
not take a separate deduction for charitable contributions.®

A payment to a charity (regardless of whether it is termed a “contribution”) in exchange
for which the donor receives an economic benefit is not deductible, except to the extent that the
donor can demonstrate, among other things, that the payment exceeds the fair market value of
the benefit received from the charity. To facilitate distinguishing charitable contributions from
purchases of goods or services from charities, present law provides that no 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, present
law requires that any charity that receives a contribution exceeding $75 made partly as a gift and
partly as consideration for goods or services furnished by the charity (a “quid pro quo”
contribution) is required to inform the contributor in writing of an estimate of the value of the
goods or services furnished by the charity and that only the portion exceeding the value of the
goods or services may be deductible as a charitable contribution.®’

Under present law, total deductible contributions of an individual taxpayer to public
charities, private operating foundations, and certain types of private nonoperating foundations
may not exceed 50 percent of the taxpayer’s contribution base, which is the taxpayer’s adjusted
gross income for a taxable year (disregarding any net operating loss carryback). To the extent a
taxpayer has not exceeded the 50-percent limitation, (1) contributions of capital gain property to
public charities generally may be deducted up to 30 percent of the taxpayer’s contribution base,
(2) contributions of cash to private foundations and certain other charitable organizations
generally may be deducted up to 30 percent of the taxpayer’s contribution base, and (3)

62 Secs. 170(c)(3)-(5).

8 Sec. 170(c)(1).

f=)

* Secs. 170(b) and (e).
6 Sec. 170(a).
6 Sec. 170(f)(8).

7 Sec. 6115.
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contributions of capital gain property to private foundations and certain other charitable
organizations generally may be deducted up to 20 percent of the taxpayer’s contribution base.

Contributions by individuals in excess of the 50-percent, 30-percent, and 20-percent
limits may be carried over and deducted over the next five taxable years, subject to the relevant
percentage limitations on the deduction in each of those years.

In addition to the percentage limitations imposed specifically on charitable contributions,
present law imposes a reduction on most itemized deductions, including charitable contribution
deductions, for taxpayers with adjusted gross income in excess of a threshold amount, which is
indexed annually for inflation. The threshold amount for 2006 is $150,500 ($75,250 for married
individuals filing separate returns). For those deductions that are subject to the limit, the total
amount of itemized deductions is reduced by three percent of adjusted gross income over the
threshold amount, but not by more than 80 percent of itemized deductions subject to the limit.
Beginning in 2006, the overall limitation on itemized deductions phases-out for all taxpayers.
The overall limitation on itemized deductions is reduced by one-third in taxable years beginning
in 2006 and 2007, and by two-thirds in taxable years beginning in 2008 and 2009. The overall
limitation on itemized deductions is eliminated for taxable years beginning after December 31,
2009; however, this elimination of the limitation sunsets on December 31, 2010.

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 (e.g., a remainder) while also either
retaining an interest in that property (e.g., an income interest) or transferring an interest in that
property to a noncharity for less than full and adequate consideration.®® Exceptions to this
general rule are provided for, among other interests, remainder interests in charitable remainder
annuity trusts, charitable remainder unitrusts, and pooled income funds, and present interests in
the form of a guaranteed annuity or a fixed percentage of the annual value of the property.*’ For
such interests, a charitable deduction is allowed to the extent of the present value of the interest
designated for a charitable organization.

IRA rules

Within limits, individuals may make deductible and nondeductible contributions to a
traditional IRA. Amounts in a traditional IRA are includible in income when withdrawn (except
to the extent the withdrawal represents a return of nondeductible contributions). Individuals also
may make nondeductible contributions to a Roth IRA. Qualified withdrawals from a Roth IRA
are excludable from gross income. Withdrawals from a Roth IRA that are not qualified
withdrawals are includible in gross income to the extent attributable to earnings. Includible
amounts withdrawn from a traditional IRA or a Roth IRA before attainment of age 59-'2 are
subject to an additional 10-percent early withdrawal tax, unless an exception applies. Under
present law, minimum distributions are required to be made from tax-favored retirement
arrangements, including IRAs. Minimum required distributions from a traditional IRA must

8 Secs. 170(f), 2055(e)(2), and 2522(c)(2).

% Sec. 170(f)(2).
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generally begin by the April 1 of the calendar year following the year in which the IRA owner
attains age 70-."

If an individual has made nondeductible contributions to a traditional IRA, a portion of
each distribution from an IRA is nontaxable until the total amount of nondeductible contributions
has been received. In general, the amount of a distribution that is nontaxable is determined by
multiplying the amount of the distribution by the ratio of the remaining nondeductible
contributions to the account balance. In making the calculation, all traditional IRAs of an
individual are treated as a single IRA, all distributions during any taxable year are treated as a
single distribution, and the value of the contract, income on the contract, and investment in the
contract are computed as of the close of the calendar year.

In the case of a distribution from a Roth IRA that is not a qualified distribution, in
determining the portion of the distribution attributable to earnings, contributions and
distributions are deemed to be distributed in the following order: (1) regular Roth IRA
contributions; (2) taxable conversion contributions;”' (3) nontaxable conversion contributions;
and (4) earnings. In determining the amount of taxable distributions from a Roth IRA, all Roth
IRA distributions in the same taxable year are treated as a single distribution, all regular Roth
IRA contributions for a year are treated as a single contribution, and all conversion contributions
during the year are treated as a single contribution.

Distributions from an IRA (other than a Roth IRA) are generally subject to withholding
unless the individual elects not to have withholding apply.”* Elections not to have withholding
apply are to be made in the time and manner prescribed by the Secretary.

Split-interest trust filing requirements

Split-interest trusts, including charitable remainder annuity trusts, charitable remainder
unitrusts, and pooled income funds, are required to file an annual information return (Form
1041A).” Trusts that are not split-interest trusts but that claim a charitable deduction for
amounts permanently set aside for a charitable purpose’® also are required to file Form 1041A.
The returns are required to be made publicly available.”” A trust that is required to distribute all
trust net income currently to trust beneficiaries in a taxable year is exempt from this return

7 Minimum distribution rules also apply in the case of distributions after the death of a
traditional or Roth IRA owner.

" Conversion contributions refer to conversions of amounts in a traditional IRA to a Roth IRA.
2 Sec. 3405.
7 Sec. 6034. This requirement applies to all split-interest trusts described in section 4947(a)(2).

™ Sec. 642(c).

% Sec. 6104(b).
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requirement for such taxable year. A failure to file the required return may result in a penalty on
the trust of $10 a day for as long as the failure continues, up to a maximum of $5,000 per return.

In addition, split-interest trusts are required to file annually Form 5227.”° Form 5227
requires disclosure of information regarding a trust’s noncharitable beneficiaries. The penalty
for failure to file this return is calculated based on the amount of tax owed. A split-interest trust
generally is not subject to tax and therefore, in general, a penalty may not be imposed for the
failure to file Form 5227. Form 5227 is not required to be made publicly available.

House Bill
No provision.

Senate Amendment

Qualified charitable distributions from IRAs

The provision provides an exclusion from gross income for otherwise taxable IRA
distributions from a traditional or a Roth IRA in the case of qualified charitable distributions.”’
Special rules apply in determining the amount of an IRA distribution that is otherwise taxable.
The present-law rules regarding taxation of IRA distributions and the deduction of charitable
contributions continue to apply to distributions from an IRA that are not qualified charitable
distributions. Qualified charitable distributions are 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 provision. An IRA does not fail to qualify as an IRA merely because
qualified charitable distributions have been made from the IRA. It is intended that the Secretary
will prescribe rules under which IRA owners are deemed to elect out of withholding if they
designate that a distribution is intended to be a qualified charitable distribution.

A qualified charitable distribution is any distribution from an IRA that is made after
December 31, 2005, and before January 1, 2008, directly by the IRA trustee either to (1) an
organization to which deductible contributions can be made (a “direct distribution™) or (2) a
“split-interest entity.” A split-interest entity means a charitable remainder annuity trust or
charitable remainder unitrust (together referred to as a “charitable remainder trust”), a pooled
income fund, or a charitable gift annuity. Direct distributions are eligible for the exclusion only
if made on or after the date the IRA owner attains age 70-'2. Distributions to a split interest
entity are eligible for the exclusion only if made on or after the date the IRA owner attains age
59-%. In the case of distributions to split-interest distributions, no person may hold an income
interest in the amounts in the split-interest entity attributable to the charitable distribution other
than the IRA owner, the IRA owner’s spouse, or a charitable organization.

76 Sec. 6011; Treas. Reg. sec. 53.6011-1(d).

7 The provision does not apply to distributions from employer-sponsored retirements plans,
including SIMPLE IRAs and simplified employee pensions (“SEPs”).
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The exclusion applies to direct distributions only if a charitable contribution deduction
for the entire distribution otherwise would be allowable (under present law), determined without
regard to the generally applicable percentage limitations. Thus, for example, if the deductible
amount is reduced because of a benefit received in exchange, or if a deduction is not allowable
because the donor did not obtain sufficient substantiation, the exclusion is not available with
respect to any part of the IRA distribution. Similarly, the exclusion applies in the case of a
distribution directly to a split-interest entity only if a charitable contribution deduction for the
entire present value of the charitable interest (for example, a remainder interest) otherwise would
be allowable, determined without regard to the generally applicable percentage limitations.

If the IRA owner has any IRA that includes nondeductible contributions, a special rule
applies in determining the portion of a distribution that is includible in gross income (but for the
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 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.

Special rules apply for distributions to split-interest entities. For distributions to
charitable remainder trusts, the provision provides that subsequent distributions from the
charitable remainder trust are treated as ordinary income in the hands of the beneficiary,
notwithstanding how such amounts normally are treated under section 664(b). In addition, for a
charitable remainder trust to be eligible to receive qualified charitable distributions, the
charitable remainder trust has to be funded exclusively by such distributions. For example, an
IRA owner may not make qualified charitable distributions to an existing charitable remainder
trust any part of which was funded with assets that were not qualified charitable distributions.

Under the provision, a pooled income fund is eligible to receive qualified charitable
distributions only if the fund accounts separately for amounts attributable to such distributions.
In addition, all distributions from the pooled income fund that are attributable to qualified
charitable distributions are treated as ordinary income to the beneficiary. Qualified charitable
distributions to a pooled income fund are not includible in the fund’s gross income.

In determining the amount includible in gross income by reason of a payment from a
charitable gift annuity purchased with a qualified charitable distribution from an IRA, the portion
of the distribution from the IRA used to purchase the annuity is not an investment in the annuity
contract.

Any amount excluded from gross income by reason of the provision is not taken into
account in determining the deduction for charitable contributions under section 170.

Qualified charitable distribution examples

The following examples illustrate the determination of the portion of an IRA distribution
that is a qualified charitable distribution and the application of the special rules for a qualified
charitable distribution to a split-interest entity. In each example, it is assumed that the
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requirements for qualified charitable distribution treatment are otherwise met (e.g., the applicable
age requirement and the requirement that contributions are otherwise deductible) and that no
other IRA distributions occur during the year.

Example 1.—Individual A has a traditional IRA with a balance of $100,000, consisting
solely of deductible contributions and earnings. Individual A has no other IRA. The entire IRA
balance is distributed in a direct distribution to a charitable organization. Under present law, the
entire distribution of $100,000 would be includible in Individual A’s income. Accordingly,
under the provision, the entire distribution of $100,000 is a qualified charitable distribution. As a
result, no amount is included in Individual A’s income as a result of the distribution and the
distribution is not taken into account in determining the amount of Individual A’s charitable
deduction for the year.

Example 2.—The facts are the same as in Example 1, except that the entire IRA balance of
$100,000 is distributed to a charitable remainder unitrust, which contains no other assets and
which must be funded exclusively by qualified charitable distributions. Under the terms of the
trust, Individual A is entitled to receive five percent of the net fair market value of the trust assets
each year. As explained in Example I, the entire $100,000 distribution is a qualified charitable
distribution, no amount is included in Individual A’s income as a result of the distribution, and
the distribution is not taken into account in determining the amount of Individual A’s charitable
deduction for the year. In addition, under a special rule in the provision for charitable remainder
trusts, any distribution from the charitable remainder unitrust to Individual A is includible in
gross income as ordinary income, regardless of the character of the distribution under the usual
rules for the taxation of distributions from such a trust.

Example 3.—Individual B has a traditional IRA with a balance of $100,000, consisting of
$20,000 of nondeductible contributions and $80,000 of deductible contributions and earnings.
Individual B has no other IRA. In a direct distribution to a charitable organization, $80,000 is
distributed from the IRA. Under present law, a portion of the distribution from the IRA would
be treated as a nontaxable return of nondeductible contributions. The nontaxable portion of the
distribution would be $16,000, determined by multiplying the amount of the distribution
($80,000) by the ratio of the nondeductible contributions to the account balance
($20,000/$100,000). Accordingly, under present law, $64,000 of the distribution ($80,000 minus
$16,000) would be includible in Individual B’s income.

Under the provision, notwithstanding the present-law tax treatment of IRA distributions,
the distribution is treated as consisting of income first, up to the total amount that would be
includible in gross income (but for the provision) if all amounts were distributed from all IRAs
otherwise taken into account in determining the amount of IRA distributions. The total amount
that would be includible in income if all amounts were distributed from the IRA is $80,000.
Accordingly, under the provision, the entire $80,000 distributed to the charitable organization is
treated as includible in income (before application of the provision) and is a qualified charitable
distribution. As a result, no amount is included in Individual B’s income as a result of the
distribution and the distribution is not taken into account in determining the amount of
Individual B’s charitable deduction for the year. In addition, for purposes of determining the tax
treatment of other distributions from the IRA, $20,000 of the amount remaining in the IRA is
treated as Individual B’s nondeductible contributions (i.e., not subject to tax upon distribution).
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Split-interest trust filing requirements

The provision increases the penalty on split-interest trusts for failure to file a return and
for failure to include any of the information required to be shown on such return and to show the
correct information. The penalty is $20 for each day the failure continues up to $10,000 for any
one return. In the case of a split-interest trust with gross income in excess of $250,000, the
penalty is $100 for each day the failure continues up to a maximum of $50,000. In addition, if a
person (meaning any officer, director, trustee, employee, or other individual who is under a duty
to file the return or include required information)’® knowingly failed to file the return or include
required information, then that person is personally liable for such a penalty, which would be
imposed in addition to the penalty that is paid by the organization. Information regarding
beneficiaries that are not charitable organizations as described in section 170(c) is exempt from
the requirement to make information publicly available. In addition, the provision repeals the
present-law exception to the filing requirement for split-interest trusts that are required in a
taxable year to distribute all net income currently to beneficiaries. Such exception remains
available to trusts other than split-interest trusts that are otherwise subject to the filing
requirement.

Effective date

The provision relating to qualified charitable distributions is effective for distributions
made in taxable years beginning after December 31, 2005, and before January 1, 2008. The
provision relating to information returns of split-interest trusts is effective for returns for taxable
years beginning after December 31, 2005.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

3. Charitable deduction for contributions of food inventory (sec. 203 of the Senate
amendment and sec. 170 of the Code)

Present Law

Under present law, a taxpayer’s deduction for charitable contributions of inventory
generally is limited to the taxpayer’s basis (typically, cost) in the inventory, or if less the fair
market value of the inventory.

For certain contributions of inventory, C corporations may claim an enhanced deduction
equal to the lesser of (1) basis plus one-half of the item’s appreciation (i.e., basis plus one half of
fair market value in excess of basis) or (2) two times basis (sec. 170(e)(3)). In general, a C
corporation’s charitable contribution deductions for a year may not exceed 10 percent of the
corporation’s taxable income (sec. 170(b)(2)). To be eligible for the enhanced deduction, the
contributed property generally must be inventory of the taxpayer, contributed to a charitable

™ Sec. 6652(c)(4)(C).
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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. In the case of contributed property subject to
the Federal Food, Drug, and Cosmetic Act, the property must satisfy the applicable requirements
of such Act on the date of transfer and for 180 days prior to the transfer.

A donor making a charitable contribution of inventory must make a corresponding
adjustment to the cost of goods sold by decreasing the cost of goods sold by the lesser of the fair
market value of the property or the donor’s basis with respect to the inventory (Treas. Reg. sec.
1.170A-4A(c)(3)). Accordingly, if the allowable charitable deduction for inventory is the fair
market value of the inventory, the donor reduces its cost of goods sold by such value, with the
result that the difference between the fair market value and the donor’s basis may still be
recovered by the donor other than as a charitable contribution.

To use the enhanced deduction, the taxpayer must establish that the fair market value of
the donated item exceeds basis. The valuation of food inventory has been the subject of disputes
between taxpayers and the IRS.”

Under the Katrina Emergency Tax Relief Act of 2005, any taxpayer, whether or not a C
corporation, engaged in a trade or business is eligible to claim the enhanced deduction for certain
donations made after August 28, 2005, and before January 1, 2006, of food inventory. For
taxpayers other than C corporations, the total deduction for donations of food inventory in a
taxable year generally may not exceed 10 percent of the taxpayer’s net income for such taxable
year from all sole proprietorships, S corporations, or partnerships (or other entity that is nota C
corporation) from which contributions of “apparently wholesome food” are made. “Apparently
wholesome food” is defined as food intended for human consumption that meets all quality and
labeling standards imposed by Federal, State, and local laws and regulations even though the
food may not be readily marketable due to appearance, age, freshness, grade, size, surplus, or
other conditions.

House Bill
No provision.

Senate Amendment

Extension of Katrina Emergency Tax Relief Act of 2005

The provision extends the provision enacted as part of the Katrina Emergency Tax Relief
Act of 2005. As under such Act, under the provision, any taxpayer, whether or not a C

™ Lucky Stores Inc. v. Commissioner, 105 T.C. 420 (1995) (holding that the value of surplus
bread inventory donated to charity was the full retail price of the bread rather than half the retail price, as
the IRS asserted).
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corporation, engaged in a trade or business is eligible to claim the enhanced deduction for
donations of food inventory. For taxpayers other than C corporations, the total deduction for
donations of food inventory in a taxable year generally may not exceed 10 percent of the
taxpayer’s net income for such taxable year from all sole proprietorships, S corporations, or
partnerships (or other non C corporation) from which contributions of apparently wholesome
food are made. For example, as under the Katrina Emergency Tax Relief Act of 2005, if a
taxpayer is a sole proprietor, a shareholder in an S corporation, and a partner in a partnership,
and each business makes charitable contributions of food inventory, the taxpayer’s deduction for
donations of food inventory is limited to 10 percent of the taxpayer’s net income from the sole
proprietorship and the taxpayer’s interests in the S corporation and partnership. However, if only
the sole proprietorship and the S corporation made charitable contributions of food inventory, the
taxpayer’s deduction would be limited to 10 percent of the net income from the trade or business
of the sole proprietorship and the taxpayer’s interest in the S corporation, but not the taxpayer’s
interest in the partnership.*

Under the provision, the enhanced deduction for food is available only for food that
qualifies as “apparently wholesome food.” “Apparently wholesome food” is defined as it is
defined under the Katrina Emergency Tax Relief Act of 2005.

Modifications to enhanced deduction for food inventory

Under the provision, for purposes of calculating the enhanced deduction, taxpayers that
do not account for inventories under section 471 and that are not required to capitalize indirect
costs under section 263A are able to elect to treat the basis of the contributed food as being equal
to 25 percent of the food’s fair market value.®'

The provision changes the amount of the enhanced deduction for eligible contributions of
food inventory to the lesser of fair market value or twice the taxpayer’s basis in the inventory.
For example, a taxpayer who makes an eligible donation of food that has a fair market value of
$10 and a basis of $4 could take a deduction of $8 (twice basis). If the taxpayer’s basis is $6
instead of $4, then the deduction would be $10 (fair market value). By contrast, under present
law, a C corporation’s deduction in the first example would be $7 (fair market value less half the
appreciation) and in the second example would be $8. (Except for contributions made after
August 28, 2005, and before January 1, 2006, taxpayers other than C corporations generally

% The 10 percent limitation does not affect the application of the generally applicable percentage
limitations. For example, if 10 percent of a sole proprietor’s net income from the proprietor’s trade or
business was greater than 50 percent of the proprietor’s contribution base, the available deduction for the
taxable year (with respect to contributions to public charities) would be 50 percent of the proprietor’s
contribution base. Consistent with present law, such contributions may be carried forward because they
exceed the 50 percent limitation. Contributions of food inventory by a taxpayer that is not a C
corporation that exceed the 10 percent limitation but not the 50 percent limitation could not be carried
forward.

8! This includes, for example, taxpayers who are eligible for administrative relief under Revenue
Procedures 2002-28 and 2001-10.
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could take a deduction for a contribution of food inventory only for the $4 basis in either
example.)

The provision provides that the fair market value of donated apparently wholesome food
that cannot or will not be sold solely due to internal standards of the taxpayer or lack of market is
determined without regard to such internal standards or lack of market and by taking into
account the price at which the same or substantially the same food items (as to both type and
quality) are sold by the taxpayer at the time of the contribution or, if not so sold at such time, in
the recent past.

Effective date

The provision is effective for contributions made in taxable years beginning after
December 31, 2005, and before January 1, 2008.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

4. Basis adjustment to stock of S corporation contributing property (sec. 204 of the Senate
amendment and sec. 1367 of the Code)

Present Law

Under present law, if an S corporation contributes money or other property to a charity,
each shareholder takes into account the shareholder’s pro rata share of the contribution in
determining its own income tax liability.** A shareholder of an S corporation reduces the basis
in the stock of the S corporation by the amount of the charitable contribution that flows through
to the shareholder.”

House Bill
No provision.

Senate Amendment

The provision provides that the amount of a shareholder’s basis reduction in the stock of
an S corporation by reason of a charitable contribution made by the corporation will be equal to
the shareholder’s pro rata share of the adjusted basis of the contributed property.**

82 Sec. 1366(a)(1)(A).
8 Sec. 1367(a)(2)(B).

 See Rev. Rul. 96-11 (1996-1 C.B. 140) for a rule reaching a similar result in the case of
charitable contributions made by a partnership.
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Thus, for example, assume an S corporation with one individual shareholder makes a
charitable contribution of stock with a basis of $200 and a fair market value of $500. The
shareholder will be treated as having made a $500 charitable contribution (or a lesser amount if
the spgescial rules of section 170(e) apply), and will reduce the basis of the S corporation stock by
$200.

Effective date.—The provision applies to contributions made in taxable years beginning
after December 31, 2005, and before January 1, 2008.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

5. Charitable deduction for contributions of book inventory (sec. 205 of the Senate
amendment and sec. 170 of the Code)

Present Law

Under present law, a taxpayer’s deduction for charitable contributions of inventory
generally is limited to the taxpayer’s basis (typically, cost) in the inventory, or if less the fair
market value of the inventory.

For certain contributions of inventory, C corporations may claim an enhanced deduction
equal to the lesser of (1) basis plus one-half of the item’s appreciation (i.e., basis plus one half of
fair market value in excess of basis) or (2) two times basis (sec. 170(e)(3)). In general, a C
corporation’s charitable contribution deductions for a year may not exceed 10 percent of the
corporation’s taxable income (sec. 170(b)(2)). To be eligible for the enhanced deduction, 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. In the case of contributed property subject to
the Federal Food, Drug, and Cosmetic Act, the property must satisfy the applicable requirements
of such Act on the date of transfer and for 180 days prior to the transfer.

A donor making a charitable contribution of inventory must make a corresponding
adjustment to the cost of goods sold by decreasing the cost of goods sold by the lesser of the fair
market value of the property or the donor’s basis with respect to the inventory (Treas. Reg. sec.
1.170A-4A(c)(3)). Accordingly, if the allowable charitable deduction for inventory is the fair
market value of the inventory, the donor reduces its cost of goods sold by such value, with the
result that the difference between the fair market value and the donor’s basis may still be
recovered by the donor other than as a charitable contribution.

% This example assumes that basis of the S corporation stock (before reduction) is at least $200.
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To use the enhanced deduction, the taxpayer must establish that the fair market value of
the donated item exceeds basis.

The Katrina Emergency Tax Relief Act of 2005 extended the present-law enhanced
deduction for C corporations to certain qualified book contributions made after August 28, 2005,
and before January 1, 2006. For such purposes, a qualified book contribution means a charitable
contribution of books to a public school that provides elementary education or secondary
education (kindergarten through grade 12) and that 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.
The enhanced deduction under the Katrina Emergency Tax Relief Act of 2005 is not allowed
unless the donee organization certifies in writing that the contributed books are suitable, in terms
of currency, content, and quantity, for use in the donee’s educational programs and that the
donee will use the books in such educational programs.

House Bill
No provision.

Senate Amendment

The provision modifies the present-law enhanced deduction for C corporations so that it
is equal to the lesser of fair market value or twice the taxpayer’s basis in the case of qualified
book contributions. The provision provides that the fair market value for this purpose is
determined by reference to a bona fide published market price for the book. Under the provision,
a bona fide published market price of a book is a price of a book, determined using the same
printing and same edition, published within seven years preceding the contribution, determined
as a result of an arm’s length transaction, and for which the book was customarily sold. For
example, a publisher’s listed retail price for a book would not meet the standard if the publisher
could not demonstrate to the satisfaction of the Secretary that the price was one at which the
book was customarily sold and was the result of an arm’s length transaction. If a publisher
entered into a contract with a local school district to sell newly published textbooks six years
prior to making a qualified book contribution of such textbooks, the publisher could use as a
bona fide published market price, the price at which such books regularly were sold to the school
district under the contract. By contrast, if a publisher listed in a catalogue or elsewhere a
“suggested retail price,” but books were not in fact customarily sold at such price, the publisher
could not use the “suggested retail price” to determine the fair market value of the book for
purposes of the enhanced deduction. Thus, in general, a bona fide published market price must
be independently verifiable by reference to actual sales within the seven-year period preceding
the contribution, and not to a publisher’s own price list.

As an illustration of the mechanics of calculating the enhanced deduction under the
provision, a C corporation that made a qualified book contribution with a bona fide published
market price of $10 and a basis of $4 could take a deduction of $8 (twice basis). If the
taxpayer’s basis is $6 instead of $4, then the deduction is $10. Also, in such latter case, if the
book’s bona fide market published market price was $5 at the time of the contribution but was
$10 five years before the contribution, then the deduction is $10.
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A qualified book contribution means a charitable contribution of books to: (1) 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; (2) a public library; or (3) an organization
described in section 501(c)(3) (except for private nonoperating foundations), that is organized
primarily to make books available to the general public at no cost or to operate a literacy
program. The donee must: (1) use the property consistent with the donee’s exempt purpose; (2)
not transfer the property in exchange for money, other property, or services; and (3) provide the
taxpayer a written statement that the donee’s use of the property will be consistent with such
requirements and also that the books are suitable, in terms of currency, content, and quantity, for
use in the donee’s educational programs and that the donee will use the books in such
educational programs.

Effective date.—The provision is effective for contributions made in taxable years
beginning after December 31, 2005, and before January 1, 2008.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

6. Modify tax treatment of certain payments to controlling exempt organizations
and public disclosure of information relating to UBIT (sec. 206 of the Senate amendment
and secs. 512, 6011, 6104, and new sec. 6720C of the Code)

Present Law

Payments to controlling exempt organizations

In general, interest, rents, royalties, and annuities are excluded from the unrelated
business income of tax-exempt organizations. However, section 512(b)(13) 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. In the case of a stock subsidiary, “control” means ownership
by vote or value of more than 50 percent of the stock. In the case of a partnership or other entity,
control means ownership of more than 50 percent of the profits, capital or 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).

Under present law, 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).

The Taxpayer Relief Act of 1997 (the “1997 Act”) made several modifications to the
control requirement of section 512(b)(13). In order to provide transitional relief, the changes
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made by the 1997 Act do not apply to any payment received or accrued during the first two
taxable years beginning on or after the date of enactment of the 1997 Act (August 5, 1997) if
such payment is received or accrued pursuant to a binding written contract in effect on June 8,
1997, and at all times thereafter before such payment (but not pursuant to any contract provision
that permits optional accelerated payments).

Public disclosure of returns

In general, an organization described in section 501(c) or (d) is required to make
available for public inspection a copy of its annual information return (Form 990) and exemption
application materials.*® A penalty may be imposed on any person who does not make an
organization’s annual returns or exemption application materials available for public inspection.
The penalty amount is $20 for each day during which a failure occurs. If more than one person
fails to comply, each person is jointly and severally liable for the full amount of the penalty. The
maximum penalty that may be imposed on all persons for any one annual return is $10,000.
There is no maximum penalty amount for failing to make exemption application materials
available for public inspection. Any person who willfully fails to comply with the public
inspection requirements is subject to an additional penalty of $5,000."

These requirements do not apply to an organization’s annual return for unrelated business
income tax (generally Form 990-T).*

House Bill
No provision.

Senate Amendment

Payments to controlling exempt organizations

The provision provides that the general rule of section 512(b)(13), which includes
interest, rent, annuity, or royalty payments made by a controlled entity to a tax-exempt
organization in the latter organization’s unrelated business income to the extent the payment
reduces the net unrelated income (or increases any net unrelated loss) of the controlled entity,
applies only to the portion of payments received or accrued in a taxable year that exceed the
amount of the specified payment that would have been paid or accrued if such payment had been
determined under the principles of section 482. Thus, if a payment of rent by a controlled
subsidiary to its tax-exempt parent organization exceeds fair market value, the excess amount of
such payment over fair market value (as determined in accordance with section 482) is included
in the parent organization’s unrelated business income, to the extent that such excess reduced the

8 Sec. 6104(d).
%7 Sec. 6685.

% Treas. Reg. sec. 301.6104(d)-1(b)(4)(ii).
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net unrelated income (or increased any net unrelated loss) of the controlled entity (determined as
if the entity were tax exempt). In addition, the provision imposes a 20-percent penalty on the
larger of such excess determined without regard to any amendment or supplement to a return of
tax, or such excess determined with regard to all such amendments and supplements.

The provision provides that if modifications to section 512(b)(13) made by the 1997 Act
did not apply to a contract because of the transitional relief provided by the 1997 Act, then such
modifications also do not apply to amounts received or accrued under such contract before
January 1, 2001.

Require public availability of unrelated business income tax returns

The provision extends the present-law public inspection and disclosure requirements and
penalties applicable to the Form 990 to the unrelated business income tax return (Form 990-T) of
organizations described in section 501(c)(3). The provision provides that certain information
may be withheld by the organization from public disclosure and inspection if public availability
would adversely affect the organization, similar to the information that may be withheld under
present law with respect to applications for tax exemption and the Form 990 (e.g., information
relating to a trade secret, patent, process, style of work, or apparatus of the organization, if the
Secretary determines that public disclosure of such information would adversely affect the
organization).

Require a UBIT certification for certain large charitable organizations

Under the provision, a charitable organization that has annual total gross income and
receipts (including, e.g., contributions and grants, program service revenue, investment income,
and revenues from an unrelated trade or business or other sources) or gross assets of at least $10
million on the last day of the taxable year must include with its Form 990 and Form 990-T filings
(if any) a statement by an independent auditor or an independent counsel that (1) contains a
certification that the information contained in the return has been reviewed by the auditor or
counsel and, to the best of his or her knowledge, is accurate; (2) to the best of the auditor’s or
counsel’s knowledge, the allocation of expenses between the exempt and the unrelated business
income activities of the organization comply with the requirements set forth by the Secretary
under section 512; and (3) indicates whether the auditor or counsel has provided a tax opinion to
the organization regarding the classification of any trade or business of the organization as an
unrelated trade or business or the treatment of any income as unrelated business taxable income
and a description of any material facts with respect to any such opinion.

Failure to file the required statement results in a penalty, imposed on the organization, of
one half of one percent (0.5 percent) of the organization’s total gross revenues for the taxable
year, excluding revenues from contributions and grants. No penalty is imposed with respect to
any failure that is due to reasonable cause.

Effective date.—The provision related to payments to controlling organizations applies to
payments received or accrued after December 31, 2000. The public availability requirements of
the provision apply to returns filed after the date of enactment. The certification requirement
applies to returns for taxable years beginning after the date of enactment.
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Conference Agreement

The conference agreement does not include the Senate amendment provision.

7. Encourage contributions of real property made for conservation purposes (sec. 207 of
the Senate amendment and sec. 170 of the Code)

Present Law

Charitable contributions generally

In general, a deduction is permitted for charitable contributions, subject to certain
limitations that depend on the type of taxpayer, the property contributed, and the donee
organization. The amount of deduction generally equals the fair market value of the contributed
property on the date of the contribution. Charitable deductions are provided for income, estate,
and gift tax purposes.”

In general, in any taxable year, charitable contributions by a corporation are not
deductible to the extent the aggregate contributions exceed 10 percent of the corporation’s
taxable income computed without regard to net operating or capital loss carrybacks. For
individuals, the amount deductible is a percentage of the taxpayer’s contribution base, which is
the taxpayer’s adjusted gross income computed without regard to any net operating loss
carryback. The applicable percentage of the contribution base varies depending on the type of
donee organization and property contributed. Cash contributions of an individual taxpayer to
public charities, private operating foundations, and certain types of private nonoperating
foundations may not exceed 50 percent of the taxpayer’s contribution base. Cash contributions
to private foundations and certain other organizations generally may be deducted up to 30
percent of the taxpayer’s contribution base.

In general, a charitable deduction is not allowed for income, estate, or gift tax purposes if
the donor transfers an interest in property to a charity while also either retaining an interest in
that property or transferring an interest in that property to a noncharity for less than full and
adequate consideration. Exceptions to this general rule are provided for, among other interests,
remainder interests in charitable remainder annuity trusts, charitable remainder unitrusts, and
pooled income funds, present interests in the form of a guaranteed annuity or a fixed percentage
of the annual value of the property, and qualified conservation contributions.

Capital gain property

Capital gain property means any capital asset or property used in the taxpayer’s trade or
business the sale of which at its fair market value, at the time of contribution, would have
resulted in gain that would have been long-term capital gain. Contributions of capital gain
property to a qualified charity are deductible at fair market value within certain limitations.
Contributions of capital gain property to charitable organizations described in section

% Secs. 170, 2055, and 2522, respectively.
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170(b)(1)(A) (e.g., public charities, private foundations other than private non-operating
foundations, and certain governmental units) generally are deductible up to 30 percent of the
taxpayer’s contribution base. An individual may elect, however, to bring all these contributions
of capital gain property for a taxable year within the 50-percent limitation category by reducing
the amount of the contribution deduction by the amount of the appreciation in the capital gain
property. Contributions of capital gain property to charitable organizations described in section
170(b)(1)(B) (e.g., private non-operating foundations) are deductible up to 20 percent of the
taxpayer’s contribution base.

For purposes of determining whether a taxpayer’s aggregate charitable contributions in a
taxable year exceed the applicable percentage limitation, contributions of capital gain property
are taken into account after other charitable contributions. Contributions of capital gain property
that exceed the percentage limitation may be carried forward for five years.

Qualified conservation contributions

Qualified conservation contributions are not subject to the “partial interest” rule, which
generally bars deductions for 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. 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.

Qualified conservation contributions of capital gain property are subject to the same
limitations and carryover rules of other charitable contributions of capital gain property.

House Bill
No provision.

Senate Amendment

In general

Under the provision, the 30-percent contribution base limitation on contributions of
capital gain property by individuals does not apply to qualified conservation contributions (as
defined under present law). Instead, individuals may deduct the fair market value of any
qualified conservation contribution to an organization described in section 170(b)(1)(A) to the
extent of the excess of 50 percent of the contribution base over the amount of all other allowable
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charitable contributions. These contributions are not taken into account in determining the
amount of other allowable charitable contributions.

Individuals are allowed to carryover any qualified conservation contributions that exceed
the 50-percent limitation for up to 15 years.

For example, assume an individual with a contribution base of $100 makes a qualified
conservation contribution of property with a fair market value of $80 and makes other charitable
contributions subject to the 50-percent limitation of $60. The individual is allowed a deduction
of $50 in the current taxable year for the non-conservation contributions (50 percent of the $100
contribution base) and is allowed to carryover the excess $10 for up to 5 years. No current
deduction is allowed for the qualified conservation contribution, but the entire $80 qualified
conservation contribution may be carried forward for up to 15 years.

Farmers and ranchers

Individuals

In the case of an individual who is a qualified farmer or rancher for the taxable year in
which the contribution is made, a qualified conservation contribution is allowable up to 100
percent of the excess of the taxpayer’s contribution base over the amount of all other allowable
charitable contributions.

In the above example, if the individual is a qualified farmer or rancher, in addition to the
$50 deduction for non-conservation contributions, an additional $50 for the qualified
conservation contribution is allowed and $30 may be carried forward for up to 15 years as a
contribution subject to the 100-percent limitation.

Corporations

In the case of a corporation (other than a publicly traded corporation) that is a qualified
farmer or rancher for the taxable year in which the contribution is made, any qualified
conservation contribution is allowable up to 100 percent of the excess of the corporation’s
taxable income (as computed under section 170(b)(2)) over the amount of all other allowable
charitable contributions. Any excess may be carried forward for up to 15 years as a contribution
subject to the 100-percent limitation.

Definition

A qualified farmer or rancher means a taxpayer whose gross income from the trade of
business of farming (within the meaning of section 2032A(e)(5)) is greater than 50 percent of the
taxpayer’s gross income for the taxable year.

Effective date

The provision applies to contributions made in taxable years beginning after December
31, 2005, and before January 1, 2008.
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Conference Agreement

The conference agreement does not include the Senate amendment provision.

8. Enhanced deduction for charitable contributions of literary, musical, artistic, and
scholarly compositions (sec. 208 of the Senate amendment and sec. 170 of the Code)

Present Law

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

Under present law, charitable contributions of literary, musical, and artistic compositions
created or prepared by the donor are considered ordinary income property and a taxpayer’s
deduction of such property is limited to the taxpayer’s basis (typically, cost) in the property. A
charitable contribution of a literary, musical, or artistic composition by a person other than the
person who created or prepared the work generally is eligible for a fair market value deduction if
the donee organization’s use of the property is related to such organization’s exempt purposes.

To be eligible for the deduction, the contribution must be of an undivided portion of the
donor’s entire interest in the property.”> For purposes of the charitable income tax deduction, the
copyright and the work in which the copyright is embodied are not treated as separate property
interests. Accordingly, if a donor owns a work of art and the copyright to the work of art, a gift
of the artwork without the copyright or the copyright without the artwork will constitute a gift of
a “partial interest” and will not qualify for the income tax charitable deduction.

House Bill
No provision.

Senate Amendment

The provision provides that a deduction for “qualified artistic charitable contributions”
generally is increased from the value under present law (generally, basis) to the fair market value
of the property contributed, measured at the time of the contribution. However, the amount of

% Sec. 170(e)(1).
1 Sec. 170(e)(1)(B)(ii).

2 Sec. 170(H)(3).
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the increase of the deduction provided by the provision may not exceed the amount of the
donor’s adjusted gross income for the taxable year attributable to: (1) income from the sale or
use of property created by the personal efforts of the donor that is of the same type as the
donated property; and (2) income from teaching, lecturing, performing, or similar activities with
respect to such property. In addition, the increase to the present-law deduction provided by the
provision may not be carried over and deducted in other taxable years.

The provision defines a qualified artistic charitable contribution to mean a charitable
contribution of any literary, musical, artistic, or scholarly composition, or similar property, or the
copyright thereon (or both) that meets certain requirements. First, the contributed property must
have been created by the personal efforts of the donor at least 18 months prior to the date of
contribution. Second, the donor must obtain a qualified appraisal of the contributed property, a
copy of which is required to be attached to the donor’s income tax return for the taxable year in
which such contribution is made. The appraisal must include evidence of the extent (if any) to
which property created by the personal efforts of the taxpayer and of the same type as the
donated property is or has been owned, maintained, and displayed by certain charitable
organizations and sold to or exchanged by persons other than the taxpayer, donee, or any related
person. Third, the contribution must be made to a public charity or to certain limited types of
private foundations (i.e., an organization described in section 170(b)(1)(A)). Finally, the use of
donated property by the recipient organization must be related to the organization’s charitable
purpose or function, and the donor must receive a written statement from the organization
verifying such use.

Under the provision, the tangible property and the copyright on such property are treated
as separate properties for purposes of the “partial interest” rule; thus, a gift of artwork without
the copyright or a copyright without the artwork does not constitute a gift of a partial interest and
is deductible. Contributions of letters, memoranda, or similar property that are written, prepared,
or produced by or for an individual while the individual is an officer or employee of any person
(including a government agency or instrumentality) do not qualify for a fair market value
deduction unless the contributed property is entirely personal.

Effective date.—The deduction for qualified artistic charitable contributions applies to
contributions made after December 31, 2005, and before January 1, 2008.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

9. Mileage reimbursements to charitable volunteers excluded from gross income
(sec. 209 of the Senate amendment and new sec. 139B of the Code)

Present Law

In general, an itemized deduction is permitted for charitable contributions, subject to
certain limitations that depend on the type of taxpayer, the property contributed, and the donee
organization. Unreimbursed out-of-pocket expenditures made incident to providing donated
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services to a qualified charitable organization — such as out-of-pocket transportation expenses
necessarily incurred in performing donated services — may qualify as a charitable contribution.”
No charitable contribution deduction is allowed for traveling expenses (including expenses for
meals and lodging) while away from home, whether paid directly or by reimbursement, unless
there is no significant element of personal pleasure, recreation, or vacation in such travel.”*

In determining the amount treated as a charitable contribution where a taxpayer operates
a vehicle to provide donated services to a charity, the taxpayer either may deduct actual out-of-
pocket expenditures or, in the case of a passenger automobile, may use the charitable standard
mileage rate. The charitable standard mileage rate is set by statute at 14 cents per mile.”” The
taxpayer may also deduct (under either computation method), any parking fees and tolls incurred
in rendering the services, but may not deduct any amount (regardless of the computation method
used) for general repair or maintenance expenses, depreciation, insurance, registration fees, etc.
Regardless of the computation method used, the taxpayer must keep reliable written records of
expenses incurred. For example, where a taxpayer uses the charitable standard mileage rate to
determine a deduction, the IRS has stated that the taxpayer generally must maintain records of
miles driven, time, place (or use), and purpose of the mileage. If the charitable standard mileage
rate is not used to determine the deduction, the taxpayer generally must maintain reliable written
records of actual expenses incurred.

In lieu of actual operating expenses, an optional standard mileage rate may be used in
computing the deductible costs of business use of an automobile. The business standard mileage
rate is determined by the IRS and updated periodically. For business use occurring on or after
January 1, 2006, the business standard mileage rate specified by the IRS is 44.5 cents per mile.

The standard mileage rate for charitable purposes is lower than the standard business rate
because the charitable rate covers only the out-of-pocket operating expenses (including gasoline
and oil) directly related to the use of the automobile in performing the donated services that a
taxpayer may deduct as a charitable contribution. The charitable rate does not include costs that
are not deductible as a charitable contribution such as general repair or maintenance expenses,
depreciation, insurance, and registration fees. Such costs are, however, included in computing
the business standard mileage rate.

Volunteer drivers who are reimbursed for mileage expenses have taxable income to the
extent the reimbursement exceeds deductible travel expenses. Employees who are reimbursed
for mileage expenses under a qualified arrangement that pays a mileage allowance in lieu of
reimbursing actual expenses generally have taxable income to the extent the reimbursement
exceeds the amount of the business standard mileage rate multiplied by the actual business miles.

% Treas. Reg. sec. 1.170A-1(g).
% Sec. 170().

% Sec. 170().
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Under section 6041, information reporting generally is required with respect to payments
of $600 or more in any taxable year.

Under the Katrina Emergency Tax Relief Act of 2005, reimbursement by an organization
described in section 170(c) (including public charities and private foundations) to a volunteer for
the costs of using a passenger automobile in providing donated services to charity solely for the
provision of relief related to Hurricane Katrina is excludable from the gross income of the
volunteer up to an amount that does not exceed the business standard mileage rate prescribed for
business use (as periodically adjusted), provided that recordkeeping requirements applicable to
deductible business expenses are satisfied. The Katrina Emergency Tax Relief Act of 2005 does
not permit a volunteer to claim a deduction or credit with respect to such amounts excluded. The
provision applies for purposes of use of a passenger automobile during the period beginning on
August 25, 2005, and ending on December 31, 2006.

House Bill
No provision.

Senate Amendment

The provision extends the provision enacted as part of the Katrina Emergency Tax Relief
Act of 2005. Under the provision, reimbursement by an organization described in section 170(c)
(including public charities and private foundations) to a volunteer for the costs of using a
passenger automobile in providing donated services to charity is excludable from the gross
income of the volunteer up to an amount that does not exceed the business standard mileage rate
prescribed for business use (as periodically adjusted), provided that recordkeeping requirements
applicable to deductible business expenses are satisfied. Unlike the provision enacted as part of
the Katrina Emergency Tax Relief Act of 2005, the provision is not limited to use solely for the
provision of relief related to Hurricane Katrina. The provision does not permit a volunteer to
claim a deduction or credit with respect to amounts excluded under the provision. Information
reporting required by section 6041 is not required with respect to reimbursements excluded
under the provision.

Effective date.—The provision applies for taxable years beginning after December 31,
2005, and beginning before January 1, 2008.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

10. Alternative percentage limitation for corporate charitable contributions to the
mathematics and science partnership program (sec. 210 of the Senate amendment and
sec. 170 of the Code)

Present Law

Under present law, a corporation is allowed to deduct charitable contributions up to 10
percent of the corporation’s modified taxable income for the year. For this purpose, taxable
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income is determined without regard to (1) the charitable contributions deduction, (2) any net
operating loss carryback, (3) deductions for dividends received, and (4) any capital loss
carryback for the taxable year.”® Any charitable contribution by a corporation that is not
currently deductible because of the percentage limitation may be carried forward for up to five
taxable years.

House Bill
No provision.

Senate Amendment

Under the provision, the corporate percentage limitation is applied separately to eligible
mathematics and science contributions and to all other charitable contributions. In addition, the
applicable percentage limitation for purposes of eligible mathematics and science contributions
is 15 percent; the applicable percentage limitation for all other corporate charitable contributions
remains 10 percent.

In general, an eligible mathematics and science contribution is a charitable contribution
(other than a contribution of used equipment) to a qualified partnership for the purpose of an
activity described in section 2202(c) of the Elementary and Secondary Education Act of 1965.
Such activities include, for example, creating opportunities for enhanced and ongoing
professional development of mathematics and science teachers and promoting strong teaching
skills for mathematics and science teachers and teacher educators. A qualified partnership is an
eligible partnership within the meaning of section 2201(b)(1) of the Elementary and Secondary
Education Act of 1965, but only to the extent that such partnership does not include a person
other than a person described in section 170(b)(1)(A) (describing organizations to which
individuals may make charitable contributions deductible up to 50 percent of such individual’s
contribution base).

Effective date.—The provision applies for contributions made in taxable years beginning
after December 31, 2005, and beginning before January 1, 2007.

Conference Agreement

The conference agreement does not include the Senate amendment provision.

% Sec. 170(b)(2).
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B. Reforming Charitable Organizations

1. Tax involvement of accommodation parties in tax-shelter transactions (sec. 211 of the
Senate amendment and secs. 6011, 6033, 6652, and new sec. 4965 of the Code)

Present Law

Disclosure of listed and other reportable transactions by taxpavers

Present law provides that a taxpayer that participates in a reportable transaction
(including a listed transaction) and that is required to file a tax return must attach to its return a
disclosure statement in the form prescribed by the Secretary.”’” For this purpose, the term
taxpayer includes any person, including an individual, trust, estate, partnership, association,
company, or corporation.

Under present Treasury regulations, a reportable transaction includes a listed transaction
and five other categories of transactions: (1) confidential transactions, which are transactions
offered to a taxpayer under conditions of confidentiality and for which the taxpayer has paid an
advisor a minimum fee; (2) transactions with contractual protection, which include transactions
for which the taxpayer or a related party has the right to a full or partial refund of fees if all or
part of the intended tax consequences from the transaction are not sustained, or for which fees
are contingent on the taxpayer’s realization of tax benefits from the transaction; (3) loss
transactions, which are transactions resulting in the taxpayer claiming a loss under section 165
that exceeds certain thresholds, depending upon the type of taxpayer; (4) transactions with a
significant book-tax difference; and (5) transactions involving a brief asset holding period.” A
listed transaction means a reportable transaction which is the same as, or substantially similar to,
a transaction specifically identified by the Secretary as a tax avoidance transaction for purposes
of section 6011 (relating to the filing of returns and statements), and identified by notice,
regulation, or other form of published guidance as a listed transaction.'” The fact that a
transaction is a reportable transaction does not affect the legal determination of whether the
taxpayer’s treatment of the transaction is proper.'®’ Present law authorizes the Secretary to
define a reportable transaction on the basis of such transaction being of a type which the
Secretary determines as having a potential for tax avoidance or evasion.'”

7 Treas. Reg. sec. 1.6011-4(a).

% Sec. 7701(a)(1); Treas. Reg. sec. 1.6011-4(c)(1).

% Treas. Reg. sec. 1.6011-4(b). In Notice 2006-6 (January 6, 2006), the Service indicated that it
was removing transactions with a significant book-tax difference from the categories of reportable
transactions.

1% Sec. 6707A(c)(2); Treas. Reg. sec. 1.6011-4(b)(2).

%1 Treas. Reg. sec. 1.6011-4(a).

12 Sec. 6707A(c)(1).
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Treasury regulations provide guidance regarding the determination of when a taxpayer
participates in a transaction for these purposes.'” A taxpayer has participated in a listed
transaction if the taxpayer’s tax return reflects tax consequences or a tax strategy described in the
published guidance that lists the transaction, or if the taxpayer knows or has reason to know that
the taxpayer’s tax benefits are derived directly or indirectly from tax consequences of a tax
strategy described in published guidance that lists a transaction. A taxpayer has participated in a
confidential transaction if the taxpayer’s tax return reflects a tax benefit from the transaction and
the taxpayer’s disclosure of the tax treatment or tax structure of the transaction is limited under
conditions of confidentiality. A taxpayer has participated in a transaction with contractual
protection if the taxpayer’s tax return reflects a tax benefit from the transaction, and the taxpayer
has the right to the full or partial refund of fees or the fees are contingent.

Present law provides a penalty for any person who fails to include on any return or
statement any required information with respect to a reportable transaction.'® The penalty
applies without regard to whether the transaction ultimately results in an understatement of tax,
and applies in addition to any other penalty that may be imposed.

The penalty for failing to disclose a reportable transaction is $10,000 in the case of a
natural person and $50,000 in any other case. The amount is increased to $100,000 and
$200,000, respectively, if the failure is with respect to a listed transaction. The penalty cannot be
waived with respect to a listed transaction. As to reportable transactions, the IRS Commissioner
may rescind all or a portion of the penalty if rescission would promote compliance with the tax
laws and effective tax administration.

Disclosure of listed and other reportable transactions by material advisors

Present law requires each material advisor with respect to any reportable transaction
(including any listed transaction) to timely file an information return with the Secretary (in such
form and manner as the Secretary may prescribe).'” The information return must include (1)
information identifying and describing the transaction, (2) information describing any potential
tax benefits expected to result from the transaction, and (3) such other information as the
Secretary may prescribe. The return must be filed by the date specified by the Secretary.

A “material advisor” means any person (1) who provides material aid, assistance, or
advice with respect to organizing, managing, promoting, selling, implementing, insuring, or
carrying out any reportable transaction, and (2) who directly or indirectly derives gross income
in excess of $250,000 ($50,000 in the case of a reportable transaction substantially all of the tax

19 Treas. Reg. sec. 1.6011-4(c)(3).
1% Sec. 6707A.

1% Sec. 6707(a), as added by the American Jobs Creation Act of 2004, Pub. L. No. 108-357, sec.
816(a).
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benefits from which are provided to natural persons) or such other amount as may be prescribed
by the Secretary for such advice or assistance.'

The Secretary may prescribe regulations which provide (1) that only one material advisor
is required to file an information return in cases in which two or more material advisors would
otherwise be required to file information returns with respect to a particular reportable
transaction, (2) exemptions from the requirements of this section, and (3) other rules as may be
necessary or appropriate to carry out the purposes of this section.'"’

Present law imposes a penalty on any material advisor who fails to timely file an
information return, or who files a false or incomplete information return, with respect to a
reportable transaction (including a listed transaction).'® The amount of the penalty is $50,000.
If the penalty is with respect to a listed transaction, the amount of the penalty is increased to the
greater of (1) $200,000, or (2) 50 percent of the gross income derived by such person with
respect to aid, assistance, or advice which is provided with respect to the transaction before the
date the information return that includes the transaction is filed. An intentional failure or act by a
material advisor with respect to the requirement to disclose a listed transaction increases the
penalty to 75 percent of the gross income derived from the transaction.

The penalty cannot be waived with respect to a listed transaction. As to reportable
transactions, the IRS Commissioner can rescind all or a portion of the penalty if rescission would
promote compliance with the tax laws and effective tax administration.

House Bill
No provision.

Senate Amendment

In general

In general, under the provision, certain tax-exempt entities are subject to penalties for
being a party to a prohibited tax shelter transaction. A prohibited tax shelter transaction is a
transaction that the Secretary determines is a listed transaction (as defined in section
6707A(c)(2)) or a prohibited transaction. A prohibited reportable transaction is a confidential
transaction or a transaction with contractual protection (as defined by the Secretary in
regulations) which is a reportable transaction as defined in sec. 6707A(c)(1). Under the
provision, a tax-exempt entity is an entity that is described in section 501(c), 501(d), or 170(c)
(not including the United States), Indian tribal governments, and tax qualified pension plans,
individual retirement arrangements (“IRAs”), and similar tax-favored savings arrangements

1% Sec. 6707(b)(1).
7 Sec. 6707(c).

1% Sec. 6707(b).
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(such as Coverdell education savings accounts, health savings accounts, and qualified tuition
plans).

Entity level tax

Under the provision, if a tax-exempt entity is a party at any time to a transaction during a
taxable year and knows or has reason to know that the transaction is a prohibited tax shelter
transaction, the entity is subject to a tax for such year equal to the greater of (1) 100 percent of
the entity’s net income (after taking into account any tax imposed with respect to the transaction)
for such year that is attributable to the transaction or (2) 75 percent of the proceeds received by
the entity that are attributable to the transaction.

In addition, if a transaction is not a listed transaction at the time a tax-exempt entity
enters into the transaction (and is not otherwise a prohibited tax shelter transaction), but the
transaction subsequently is determined by the Secretary to be a listed transaction (a
“subsequently listed transaction”), the entity must pay each taxable year an excise tax at the
highest unrelated business taxable income rate times the greater of (1) the entity’s net income
(after taking into account any tax imposed) that is attributable to the subsequently listed
transaction and that is properly allocable to the period beginning on the later of the date such
transaction is listed by the Secretary or the first day of the taxable year or (2) 75 percent of the
proceeds received by the entity that are attributable to the subsequently listed transaction and that
are properly allocable to the period beginning on the later of the date such transaction is listed by
the Secretary or the first day of the taxable year. The Secretary has the authority to promulgate
regulations that provide guidance regarding the determination of the allocation of net income of a
tax-exempt entity that is attributable to a transaction to various periods, including before and
after the listing of the transaction or the date which is 90 days after the date of enactment of the
provision.

The entity level tax does not apply if the entity’s participation is not willful and is due to
reasonable cause, except that the willful and reasonable cause exception does not apply to the tax
imposed for subsequently listed transactions. The entity level taxes do not apply to tax qualified
pension plans, IRAs, and similar tax-favored savings arrangements (such as Coverdell education
savings accounts, health savings accounts, and qualified tuition plans).

Disclosure of participation in prohibited tax shelter transactions

The provision requires that a taxable party to a prohibited tax shelter transaction disclose
to the tax-exempt entity that the transaction is a prohibited tax shelter transaction. Failure to
make such disclosure is subject to the present-law penalty for failure to include reportable
transaction information under section 6707A. Thus, the penalty is $10,000 in the case of a
natural person or $50,000 in any other case, except that if the transaction is a listed transaction,
the penalty is $100,000 in the case of a natural person and $200,000 in any other case.'”’

' The IRS Commissioner may rescind all or any portion of any such penalty if the violation is
with respect to a prohibited tax shelter transaction other than a listed transaction and doing so would
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The provision requires disclosure by a tax-exempt entity to the IRS of each participation
in a prohibited tax shelter transaction and disclosure of other known parties to the transaction.
The penalty for failure to disclose is imposed on the entity (or entity manager, in the case of
qualified pension plans and similar tax favored retirement arrangements) at $100 per day the
failure continues, not to exceed $50,000. If any person fails to comply with a demand on the tax-
exempt entity by the Secretary for disclosure, such person or persons shall pay a penalty of $100
per day (beginning on the date of the failure to comply) not to exceed $10,000 per prohibited tax
shelter transaction. As under present-law section 6652, no penalty is imposed with respect to
any failure if it is shown that the failure is due to reasonable cause.

Penalty on entity managers

A tax of $20,000 is imposed on an entity manager that approves or otherwise causes a
tax-exempt entity to be a party to a prohibited tax shelter transaction at any time during the
taxable year, knowing or with reason to know that the transaction is a prohibited tax shelter
transaction. An entity manager is defined as a person with authority or responsibility similar to
that exercised by an officer, director, or trustee of an organization, except: (1) in the case of an
entity described in section 501(c)(3) or (c)(4) (other than a private foundation), an entity
manager is an organization manager as defined in section 4958(f)(2); and (2) in the case of a
private foundation, an entity manager is a foundation manager as defined in section 4946(b).
The reasonable cause (or no willful participation) exception applies to this tax.

Effective date

The provision generally is effective for transactions after the date of enactment, except
that no tax applies with respect to income that is properly allocable to any period on or before the
date that is 90 days after the date of enactment. The disclosure provisions apply to disclosures
the due date for which are after the date of enactment.

Conference Agreement

The conference agreement includes the Senate amendment provision, with modifications.

The conference agreement does not include the provision that the entity level or entity
manager tax does not apply if the entity’s participation is not willful and is due to reasonable
cause.

In addition, the conference agreement adds a tax in the event that a tax-exempt entity
becomes a party to a prohibited tax shelter transaction without knowing or having reason to
know that the transaction is a prohibited tax shelter transaction. In that case, the tax-exempt
entity is subject to a tax in the taxable year the entity becomes a party and any subsequent
taxable year of the highest unrelated business taxable income rate times the greater of (1) the
entity’s net income (after taking into account any tax imposed with respect to the transaction) for

promote compliance with the requirements of the Code and effective tax administration. See sec.
6707A(d).
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such year that is attributable to the transaction or (2) 75 percent of the proceeds received by the
entity that are attributable to the transaction for such year.''

The conference agreement clarifies that the entity level tax rate that applies if the entity
knows or has reason to know that a transaction is a prohibited tax shelter transaction does not
apply to subsequently listed transactions.

The conference agreement modifies the definition of an entity manager to provide that:
(1) in the case of tax qualified pension plans, IRAs, and similar tax-favored savings
arrangements (such as Coverdell education savings accounts, health savings accounts, and
qualified tuition plans) an entity manager is the person that approves or otherwise causes the
entity to be a party to a prohibited tax shelter transaction, and (2) in all other cases the entity
manager is the person with authority or responsibility similar to that exercised by an officer,
director, or trustee of an organization, and with respect to any act, the person having authority or
responsibility with respect to such act.

In the case of a qualified pension plan, IRA, or similar tax-favored savings arrangement
(such as a Coverdell education savings account, health savings account, or qualified tuition plan),
the conferees intend that, in general, a person who decides that assets of the plan, IRA, or other
savings arrangement are to be invested in a prohibited tax shelter transaction is the entity
manager under the provision. Except in the case of a fully self-directed plan or other savings
arrangement with respect to which a participant or beneficiary decides to invest in the prohibited
tax shelter transaction, a participant or beneficiary generally is not an entity manager under the
provision. Thus, for example, a participant or beneficiary is not an entity manager merely by
reason of choosing among pre-selected investment options (as is typically the case if a qualified
retirement plan provides for participant-directed investments).''' Similarly, if an individual has
an IRA and may choose among various mutual funds offered by the IRA trustee, but has no
control over the investments held in the mutual funds, the individual is not an entity manager
under the provision.

Under the provision, certain taxes are imposed if the entity or entity manager knows or
has reason to know that a transaction is a prohibited tax shelter transaction. In general, the
conferees intend that in order for an entity or entity manager to have reason to know that a
transaction is a prohibited tax shelter transaction, the entity or entity manager must have
knowledge of sufficient facts that would lead a reasonable person to conclude that the transaction
is a prohibited tax shelter transaction. If there is justifiable reliance on a reasoned written
opinion of legal counsel (including in-house counsel) or of an independent accountant with
expertise in tax matters, after making full disclosure of relevant facts about a transaction to such
counsel or accountant, that a transaction is not a prohibited tax shelter transaction, then absent
knowledge of facts not considered in the reasoned written opinion that would lead a reasonable

"% The conference agreement clarifies that in all cases the 75 percent of proceeds received by the

entity that are attributable to the transaction are with respect to the taxable year.

" Depending on the circumstances, the person who is responsible for determining the pre-
selected investment options may be an entity manager under the provision.
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person to conclude that the transaction is a prohibited tax shelter transaction, the reason to know
standard is not met.

Not obtaining a reasoned written opinion of legal counsel does not alone indicate whether
a person has reason to know. However, if a transaction is extraordinary for the entity, promises a
return for the organization that is exceptional considering the amount invested by, the
participation of, or the absence of risk to the organization, or the transaction is of significant size,
either in an absolute sense or relative to the receipts of the entity, then, in general, the presence
of such factors may indicate that the entity or entity manager has a responsibility to inquire
further about whether a transaction is a prohibited tax shelter transaction, or, absent such inquiry,
that the reason to know standard is satisfied. For example, if a tax-exempt entity's investment in
a transaction is $1,000, and the entity is promised or expects to receive $10,000 in the near term,
in general, the rate of return would be considered exceptional and the entity should make
inquiries with respect to the transaction. As another example, if a tax-exempt entity's expected
income from a transaction is greater than five percent of the entity's annual receipts, or is in
excess of $1,000,000, and the entity fails to make appropriate inquiries with respect to its
participation in such transaction, such failure is a factor tending to show that the reason to know
standard is met. Appropriate inquiries need not involve obtaining a reasoned written opinion. In
general, if a transaction does not present the factors described above and the organization is
small (measured by receipts and assets) and described in section 501(c)(3), it is expected that the
reason to know standard will not be met.

In general, the conferees intend that in determining whether a tax-exempt entity is a
“party” to a prohibited tax shelter transaction all the facts and circumstances should be taken into
account. Absence of a written agreement is not determinative. Certain indirect involvement in a
prohibited tax shelter transaction would not result in an entity being considered a party to the
transaction. For example, investment by a tax-exempt entity in a mutual fund that in turn invests
in or participates in a prohibited tax shelter transaction does not, in general, make the tax-exempt
entity a party to such transaction, absent facts or circumstances that indicate that the purpose of
the tax exempt entity's investment in the mutual fund was specifically to participate in such a
transaction. However, whether a tax-exempt entity is a party to such a transaction will be
informed by whether the entity or entity manager knew or had reason to know that an investment
of the entity would be used in a prohibited tax shelter transaction. Presence of such knowledge
or reason to know may indicate that that the purpose of the investment was to participate in the
prohibited tax shelter transaction and that the tax-exempt entity is a party to such transaction.

The conference agreement clarifies that a subsequently listed transaction means any
transaction to which a tax-exempt entity is a party and which is determined by the Secretary to
be a listed transaction at any time after the entity has “become a party to” the transaction, and
not, as under the Senate amendment, when the entity “entered into” the transaction. The
conference agreement provides that a subsequently listed transaction does not include a
transaction that is a prohibited reportable transaction. The conference agreement provides that
the Secretary has the authority to allocate proceeds as well as income of a tax-exempt entity to
various periods. The conference agreement also provides that the disclosure by tax-exempt
entities to the Internal Revenue Service required under the provision is based on an entity’s being
a party to a prohibited tax shelter transaction and not, as under the Senate amendment, on an
entity’s “participation” in a prohibited tax shelter transaction. The conference agreement further
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provides that the Secretary may make a demand for disclosure on any entity manager subject to
the tax, as well as on any tax exempt entity, and also provides that such managers and entities
and not, as under the Senate amendment, “persons” are subject to the penalty for failure to
comply with the demand.

Effective date.—In general, the provision is effective for taxable years ending after the
date of enactment, with respect to transactions before, on, or after such date, except that no tax
shall apply with respect to income or proceeds that are properly allocable to any period ending
on or before the date that is 90 days after the date of enactment. The tax on certain knowing
transactions does not apply to any prohibited tax shelter transaction to which a tax-exempt entity
became a party on or before the date of enactment. The disclosure provisions apply to
disclosures the due date for which are after the date of enactment.

2. Apply an excise tax to acquisitions of interests in insurance contracts in which certain
exempt organizations hold interests (sec. 212 of the Senate amendment and new secs. 4966
and 6050V of the Code)

Present Law

Amounts received under a life insurance contract

Amounts received under a life insurance contract paid by reason of the death of the
insured are not includible in gross income for Federal tax purposes.''? No Federal income tax
generally is imposed on a policyholder with respect to the earnings under a life insurance
contract (inside buildup). '

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 investment in the contract (i.e., basis). Such
distributions generally are treated first as a tax-free recovery of basis, and then as income.'"*

Transfers for value

A limitation on the exclusion for amounts received under a life insurance contract is
provided in the case of transfers for value. If a life insurance contract (or an interest in the

12 Sec. 101(a).

'3 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.

14 Sec. 72(e). In the case of a modified endowment contract, however, in general, distributions
are treated as income first, loans are treated