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INTRODUCTION

This pamphlet,! prepared by the staff of the Joint Committee on
Taxation in consultation with the staffs of the House Committee on
Ways and Means and Senate Committee on Finance, provides an
explanation of tax legislation enacted in 1997.

A committee report on legislation issued by a Congressional com-
mittee sets forth the committee’s explanation of the bill as it was
reported by that committee. In some instances, a committee report
does not serve as an explanation of the final provisions of the legis-
lation as enacted. This is because the version of the bill enacted
after action by the conference committee may differ significantly
from the versions of the bill reported by the House and Senate. The
material contained in this pamphlet is prepared so that Members
of Congress, tax practitioners, and other interested parties can
have an explanation of the final tax legislation enacted in 1997 in
one publication.

Part One of the pamphlet is an explanation of the provisions of
the Airport and Airway Trust Fund Reinstatement Act of 1997
(H.R. 668, P.L. 105-2) relating to the temporary extension (through
September 30, 1997) of Airport and Airway Trust Fund excise
taxes.2 Part Two is an explanation of the Taxpayer Relief Act of
1997 (H.R. 2014, P.L. 105-34). Part Three is an explanation of the
revenue provisions of the Balanced Budget Act of 1997 (H.R. 2015,
P.L. 105-33). Part Four is an explanation of the Taxpayer Brows-
ing Protection Act (H.R. 1226, P.L. 105-35) relating to prohibitions
on tax return/tax information browsing. Part Five is an explanation
of section 9 of S. 1519 (P.L. 105-130). The Appendix provides esti-
mates of the effects of tax legislation enacted in 1997 on Federal
fiscal year receipts for 1997-2007.

The first footnote in each part of the pamphlet gives the legisla-
tive history of each of the 1997 Acts.

Further, footnote references are included with respect to related
provisions in the Tax Technical Corrections Act of 1997 (Title VI
of H.R. 2676 as passed by the House on November 5, 1997). The
Tax Technical Corrections Act of 1997 was reported by the House
Committee on Ways and Means in H.R. 2645 on October 29, 1997
(H. Rept. 105-356), and was added as an amendment to H.R. 2676.
(Titles I-V of H.R. 2676, the Internal Revenue Service Restructur-
ing and Reform Act of 1997, was reported by the House Committee
on Ways and Means on October 31, 1997; H. Rept. 105-364, Part
1)

1This pamphlet may be cited as follows: Joint Committee on Taxation, General Explanation
of Tax Legislation Enacted in 1997 (JCS—23-97), December 17, 1997.

2See also section 1031 of the Taxpayer Relief Act of 1997 (H.R. 2014, P.L. 105-34) in Part
Two of this pamphlet for subsequent extension and modifications to the Airport and Airway
Trust fund excise taxes.
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PART ONE: AIRPORT AND AIRWAY TRUST FUND
EXTENSION ACT OF 1997 (H.R. 668) 3

Prior Law

Tax rates

Excise taxes are imposed on commercial air passenger and
freight transportation and on fuels used in general aviation (i.e.,
transportation on noncommercial aircraft which is not for hire) to
fund the Airport and Airway Trust Fund (“Airport Trust Fund”).
These taxes generally had expired after December 31, 1996.

The Airport Trust Fund excise taxes which had expired included
three taxes on commercial air transportation:

(1) A 10-percent excise tax on domestic air passenger trans-
portation,;

(2) A $6 per person international air passenger departure
tax; and

(3) A 6.25-percent domestic air freight excise tax.

Noncommercial aviation (e.g., corporate aircraft) was subject to
Airport Trust Fund excise taxes on the fuels it used rather than
the commercial aviation passenger ticket and freight excise taxes.
The Airport Trust Fund rates for these excise taxes were 17.5 cents
per gallon for jet fuel and 15 cents per gallon for aviation gasoline.

Collection and deposit of tax

The air passenger ticket and freight excise taxes are collected
from passengers and freight shippers by the commercial air car-
riers. The air carriers then remit the funds to the Treasury Depart-
ment; however, the air carriers are not required to remit monies
immediately. Excise tax returns are filed quarterly (similar to an-
nual income tax returns) with taxes being deposited on a semi-
monthly basis (similar to estimated income taxes). For air trans-
portation sold during a semi-monthly period, air carriers may elect
to treat the taxes as collected on the last day of the first week of
the second following semi-monthly period.# Under these “deemed
collected” rules, for example, the taxes on air transportation sold
between October 1 and October 15, are treated as collected by the
air carriers on or before November 7. These amounts generally
must be deposited with the Treasury by November 10. Thus, on av-
erage, revenues from commercial air passenger transportation gen-
erally are not received by the Federal Government until approxi-

3P.L. 105-2; February 28, 1997. H.R. 668 was reported by the House Committee on Ways and
Means on February 13, 1997 (H. Rept. 105-5). The bill was passed by the House on February
26, 1997, and by the Senate on February 27, 1997. H.R. 668 was signed by the President on
February 28, 1997.

See also Part Two for a description of the subsequent 10-year extension and modification of
the Airport Trust Fund excise taxes in the Taxpayer Relief Act of 1997 (sec. 1031 of H.R. 2014).

4 Air carriers generally make this election because it allows them to delay remitting tax be-
yond the date when remittance otherwise would be required.

(2)
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mately one month after the air carrier actually sells the transpor-
tation.

Like income tax withholding and estimated tax payments, the ex-
cise taxes contain payment safe harbors for avoiding underpayment
penalties. In general, Treasury Department regulations provide
that commercial air carriers are not subject to underpayment pen-
alties if their semi-monthly deposits of passenger ticket and freight
waybill taxes for a quarter equal to least the amount of taxes they
were required to remit during the second preceding calendar quar-
ter (the “look back” rules). For example, air carriers generally
would not be subject to underpayment penalties if their semi-
monthly deposits for the fourth quarter (October 1 through Decem-
ber 31) equaled at least the amount they were required to remit
during the second quarter (April 1 through June 30) of the same
year.

In a general information letter to the Air Transport Association
of America, dated August 30, 1996, the Internal Revenue Service
advised the air carriers that, notwithstanding that no excise taxes
were required to be remitted during a look-back quarter, applicable
Treasury Department regulations in 1997 permitted the air car-
riers to continue to avail themselves of the safe harbor and avoid
remitting taxes collected from consumers during September, Octo-
ber, and November of 1996 until the air carriers filed their quar-
terly excise tax returns for that period on February 28, 1997. (Simi-
larly, the air carriers were expected to retain most taxes collected
from consumers during December 1996 until their excise tax re-
turns for the first quarter of 1997 were due on May 31, 1997.)

Trust fund deposits

The Airport Trust Fund received gross receipts attributable to
the excise taxes described above. The Code provided that taxes re-
ceived by the Treasury Department through the end of the period
when the taxes were last imposed (i.e., through December 31, 1996
at the time of the legislation) were deposited in the Airport Trust
Fund. Thus, under prior law, taxes received after December 31,
1996, were not transferred to the Airport Trust Fund.

Reasons for Change

The Treasury Department credited the Airport Trust Fund with
approximately $1.2 billion based on incorrect estimates of excise
tax deposits. Subsequently, the Treasury learned that air carriers
would not remit taxes attributable to the fourth quarter of 1996 to
the Treasury until February 28, 1997. The Treasury Department
planned to reverse this error. As a result, the combination of the
remaining uncommitted balance in the Airport Trust Fund and
General Fund appropriations available to the FAA were believed to
be sufficient only to support the FAA’s operational expenses
through the fiscal year 1997, and to allow new capital commit-
ments (assuming previously anticipated commitment levels) to be
made through March 1997. However, because best available esti-
mates of the effect of this error on the FAA budget did not include
any estimates of the costs of terminating certain multiple phase
contracts, the FAA projected that it would have to stop making
new commitments and begin notifying contractors of its intent to
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terminate multiple phase contracts on March 1, 1997, or earlier,
absent legislative action.

The Congress determined that a short-term extension of the Air-
port Trust Fund excise taxes was needed in order to fund the FAA
budget commitments through the fiscal year ending September 30,
1997, and to give Congress time for review of proposals related to
a longer-term extension of the aviation taxes.

Explanation of Provision

Reinstate air transportation excise taxes

The Act reinstated the air transportation excise taxes that ex-
pired after December 31, 1996, during the period beginning seven
days after the date of enactment and ending after September 30,
1997.

Transfer revenues to the Airport Trust Fund

The Act authorized the Treasury Department to transfer to the
Airport Trust Fund receipts attributable to excise taxes described
above that were imposed on commercial and general aviation. This
permitted transfer of receipts attributable to taxes imposed both
during the period August 27, 1996, through December 31, 1996,
and during the period beginning seven days after the date of enact-
ment.

Modify Treasury Department excise tax deposit regulations

To prevent a delay in depositing tax similar to that which oc-
curred with respect to the fourth quarter of 1996, the provisions of
Treasury Department regulations providing an exception to pen-
alties for underpayment of estimated excise taxes based on a look-
back period were made inapplicable when tax was not imposed
throughout the look-back period. In such a case, taxpayers could
continue to use an alternative safe harbor that provides that no
underpayment penalty is imposed as long as the taxpayer has paid
at least 95 percent of the current quarter’s liability.

Effective Date

The provisions reinstating the commercial air transportation ex-
cise taxes were effective for (1) transportation beginning during the
period beginning seven days after the date of enactment (March 7,
1997) and ending after September 30, 1997, and (2) amounts paid
during such period for transportation occurring after September 30,
1997. Refunds would have been provided for any taxes paid on air
passenger and air freight transportation purchased before October
1, 1997, for transportation that occurs at a time when the taxes are
not in effect. (This refund provision was rendered moot by provi-
sions of the Taxpayer Relief Act of 1997 (see sec. 1031) that ex-
tended the Airport Trust Fund excise taxes, as modified in that
Act, for 10 years, through September 30, 2007.)

The provisions reinstating the general aviation gasoline excise
tax were effective for gasoline removed during the period beginning
seven days after the date of enactment (March 7, 1997) and ending
after September 30, 1997. The provision reinstating the general
aviation jet fuel excise tax was effective for fuels sold by producers
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during the same period. Floor stocks taxes were imposed on these
fuels held beyond the removal or producer level on the date which
is seven days after the date of enactment (March 7, 1997).

The provisions relating to transfer of receipts to the Airport
Trust Fund and the modification of the Treasury Department’s ex-
cise tax deposit regulations were effective on the date of enactment
(February 28, 1997).

Revenue Effect

The provisions are estimated to increase Federal fiscal year
budget receipts by $2,730 million in 1997, and to reduce fiscal year
budget receipts by $54 million in 1998.



PART TWO: TAXPAYER RELIEF ACT OF 1997 (H.R. 2014) 5
TITLE I. CHILD TAX CREDIT

A. Child Tax Credit For Children Under Age 17 (sec. 101(a),
(b) and (d) of the Act and new sec. 24 of the Code)

Prior Law

In general

Prior law did not provide tax credits based solely on the tax-
payer’s number of dependent children. Taxpayers with dependent
children, however, generally are able to claim a personal exemption
for each of these dependents. The total amount of personal exemp-
tions is subtracted (along with certain other items) from adjusted
gross income (“AGI”) in arriving at taxable income. The amount of
each personal exemption is $2,650 for 1997, and is adjusted annu-
ally for inflation. In 1997, the amount of the personal exemption
is phased out for taxpayers with AGI in excess of $121,200 for sin-
gle taxpayers, $151,500 for heads of household, and $181,800 for
married couples filing joint returns. These phaseout thresholds are
adjusted annually for inflation.

Reasons for Change

The Congress believed that the individual income tax structure
does not reduce tax liability by enough to reflect a family’s reduced
ability to pay taxes as family size increases. In part, this is because
over the last 50 years the value of the dependent personal exemp-

5P.L. 105-34; August 5, 1997. H.R. 2014 was reported by the House Committee on the Budget
on June 24, 1997 (H. Rept 105-148), after the revenue reconciliation provisions were approved
by the House Committee on Ways and Means on June 13, 1997. The bill, as amended, was
passed by the House on June 26, 1997.

S. 949 was reported by the Senate Committee on Finance on June 20, 1997 (S. Rept. 105—
33). The bill was considered by the Senate on June 25-27, 1997, and the provisions of the bill
as amended, were incorporated in the Senate-passed version of H.R. 2014 on June 27, 1997. A
conference report on H.R. 2014 was filed in the House on July 30, 1997 (H. Rept. 105-220); the
House agreed to the conference report on July 31, 1997; and the Senate also agreed to the con-
ference report on July 31, 1997. H.R. 2014 was signed by the President on August 5, 1997.

Two provisions in the conference agreement on H.R. 2014 as passed by the House and the
Senate were canceled by the President under the Line Item Veto Act: (1) temporary exceptions
under subpart F for certain active financing income; and (2) nonrecognition of gain on the sale
of stock in agricultural processors facilities to certain farmer’s cooperatives. Modified versions
of these two canceled provisions were passed by the House in H.R. 2513, as amended, on No-
vember 8, 1997. (See report of the Committee on Ways and Means on H.R. 2513; H. Rept. 105—
318, Part I, October 9, 1997. H.R. 2513 was referred to the House Committee on the Budget,
and the bill was discharged from the Committee on the Budget on October 22, 1997.)

Further, section 977 of H.R. 2014 (relating to carryback of existing net operating losses of the
National Railroad Passenger Corporation (Amtrak)) was contingent on the enactment of Amtrak
reform legislation. S. 738 (“Amtrak Reform and Accountability Act of 1997”) was reported by
the Senate Committee on Commerce, Science, and Transportation on May 14, 1997 (S. Rept.
105-85), and was passed by the Senate, as amended, on November 7, 1997. S. 738 was passed
by the House, with amendment, on November 13, 1997, and the Senate agreed to the House
amendment 0;1 November 13, 1997. S. 738 was signed by the President on December 2, 1997
(P.L. 105-134).

(6)
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tion has declined in real terms by over one-third. The Congress be-
lieved that a tax credit for families with dependent children will re-
duce the individual income tax burden of those families, will better
recognize the financial responsibilities of raising dependent chil-
dren, and will promote family values.

Explanation of Provision

In general

Present law provides a $500 ($400 for taxable year 1998) tax
credit for each qualifying child under the age of 17. A qualifying
child is defined as an individual for whom the taxpayer can claim
a dependency exemption and who is a son or daughter of the tax-
payer (or a descendent of either), a stepson or stepdaughter of the
taxpayer or an eligible foster child of the taxpayer.

Phase-out range

For taxpayers with AGI in excess of certain thresholds, the oth-
erwise allowable child credit is phased out. Specifically, the other-
wise allowable child credit is reduced by $50 for each $1,000 of
modified AGI (or fraction thereof) in excess of the threshold (“the
modified AGI phase-out”). For these purposes modified AGI is com-
puted by increasing the taxpayer’s AGI by the amount otherwise
excluded from gross income under Code sections 911, 931, or 933
(relating to the exclusion of income of U.S. citizens or residents liv-
ing abroad; residents of Guam, American Samoa, and the Northern
Mariana Islands; and residents of Puerto Rico, respectively). For
married taxpayers filing joint returns, the threshold is $110,000.
For taxpayers filing single or head of household returns, the
threshold is $75,000. For married taxpayers filing separate returns,
the threshold is $55,000. These thresholds are not indexed for in-
flation. The length of the phase-out range is affected by the number
of the taxpayer’s qualifying children. For example, in 1999, the
phase-out range for a single person with one qualifying child will
be between $75,000 and %85,000 of modified AGI. The phase-out
range for a single person with two qualifying children will be be-
tween $75,000 and $95,000 of modified AGI in 1999.

Tax liability limitation; refundable credits

In general, the amount of the child credit, together with the
other nonrefundable personal credits, is limited to the excess of the
taxpayer’s regular tax over the taxpayer’s tentative minimum tax
(determined without regard to the alternative tax minimum foreign
tax credit) (sec. 26(a)).

In the case of an individual with three or more qualifying chil-
dren, the taxpayer also may be allowed a refundable child credit
(sec. 24(d)).6 The amount of the refundable child credit is the
amount that the nonrefundable personal credits would increase if
the tax liability limitation of section 26(a) were increased by the ex-
cess of the taxpayer’s social security taxes over the taxpayer’s

6 The provision is described as set forth in Title VI (sec. 603(a)) of H.R. 2676, the Tax Tech-
nical Corrections Act of 1997, as passed by the House on November 5, 1997.
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earned income credit (if any).” The amount of the refundable child
credit is limited to the amount of the child credit allowable under
section 24, determined without regard to section 26(a). The social
security taxes means the individual’s share of FICA taxes and one-
half of the SECA tax liability. The amount of the refundable child
credit is reduced by the amount of the alternative minimum tax
imposed by section 55 that did not result in a reduction of the
earned income credit under section 32(h).

The amount of the refundable child credit under section 24(d)
will reduce the amount of the nonrefundable child credit (deter-
mined without regard to section 26). This will result in the proper
calculation of personal credit carryovers.

The following examples illustrate the operation of credit for a
taxpayer with three or more qualifying children:

Example 1.—Assume that in 1999, A, an unmarried individual
with three qualifying children and an adjusted gross income below
$75,000, incurs a regular tax liability in excess of the tentative
minimum tax in the amount of $1,000. Assume also that A’s em-
ployee share of FICA taxes is $3,000. Also assume that A is not en-
titled to any other credits. A is allowed a $1,000 nonrefundable
credit, as limited by section 26(a). A is also allowed a refundable
credit of $500 by reason of section 24(d). The amount of this credit
is the lesser of (1) $1,500 (the credit that would be allowed under
section 24(a) without regard to the tax limitation of section 26) or
(2) $500 (the excess of $1,500 (the amount of subpart A credits
which would be allowed if A’s $3,000 social security taxes were
added to the $1,000 section 26(a) limit) over $1,000 (the subpart A
credits otherwise allowed)).

Example 2.—Assume the same facts as in example 1, except that
A is also allowed a $960 dependent care credit (without regard to
section 26). A is allowed $1,000 of nonrefundable credits. A is also
allowed a refundable credit of $1,460 by reason of section 24(d).
The amount of this credit is the lesser of (1) $1,500 (as in example
1) or (2) $1,460 (the excess of $2,460 (the amount of subpart A
credits which would be allowed if A’s $3,000 social security taxes
were added to the $1,000 section 26(a) limit) over $1,000 (the sub-
part A credits otherwise allowed)).

Example 3.—Assume the same facts as in example 2, except that
A is also allowed a $5,000 adoption credit (without regard to sec-
tion 26). A is allowed $1,000 of nonrefundable credits. A is also al-
lowed a refundable credit of $1,500. The amount of this credit is
the lesser of (1) $1,500 (as in example 2) or (2) $3,000 (the excess
of $4,000 (the amount of the subpart A credits which would be al-
lowed if A’s $3,000 social security taxes were added to the $1,000
section 26(a) limit) over $1,000 (the subpart A credits otherwise al-
lowed)).

$4,960 of the adoption credit may be carried forward under sec-
tion 23(c) ($5,000 credit under section 23(a) in excess of $40 (the
excess of the $1,000 credit limitation under section 26(a) over the
$960 of credits allowed by subpart A other than section 23)). For
purposes of computing the credits allowed by subpart A, the $1,500

7For this purpose, the earned income credit is determined without regard to the supplemental
earned income credit discussed below.
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child credit is not taken into account because it is allowed under
subpart C.

Supplemental child credit

Part or all of the child credit may be treated as a supplemental
child credit under the earned income credit (sec. 32(n)).8 The
amount treated as a supplemental child credit under section 32(n)
reduces the amount of the child credit under section 24, but does
not change the total amount of child credits allowed and has no ef-
fect on determining the amount of any other credit for any taxable
year.

The amount of the supplemental child credit is the amount by
which the personal credits would be reduced if the section 26(a) tax
liability limitation were reduced by an amount equal to the excess
of the taxpayer’s earned income credit (without regard to the sup-
plemental child credit) over the taxpayer’s social security taxes (as
defined above). The amount of the supplemental child credit cannot
exceed the amount of the nonrefundable child credit under section
24, determined without regard to the tax liability limitation of sec-
tion 26. The eligibility provisions of section 32 are disregarded in
determining the amount of supplemental child credit which is al-
lowed to the taxpayer.

For example, assume an individual with two qualifying children
is allowed an earned income credit of $1,300 under section 32(a),
has a $500 regular tax liability, no other personal credits, and pays
social security taxes of $1,000. Without regard to section 32(n), the
individual would be allowed a child credit of $500 under section
24(a), as limited by section 26(a). However, section 32(n) provides
that $300 of the child credit will be allowed as supplemental child
credit under section 32 rather than as a child credit under section
24. $300 is the amount that the nonrefundable child credit would
have been reduced if the section 26(a) limitation had been reduced
by the excess of the $1,300 regular earned income credit over the
$1,000 social security taxes. Thus, the individual will be allowed a
supplemental child credit under section 32(n) of $300 and a child
credit under section 24 of $200. This provision will not change the
total amount of credits allowed to the taxpayer.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1997.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $2,710 million in 1998, $18,119 million in 1999, $21,549
million in 2000, $21,401 million in 2001, $21,258 million in 2002,
$20,901 million in 2003, $20,430 million in 2004, $19,702 million
in 2005, $18,997 million in 2006, and $18,317 million in 2007.

8The provision is described as set forth in Title VI (sec. 603(b)) of H.R. 2676, the Tax Tech-
nical Corrections Act of 1997, as passed by the House on November 5, 1997.
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B. Expand Definition of High-Risk Individuals with Respect
to Tax-Exempt State-Sponsored Organizations Providing
Health Coverage (sec. 101(c) of the Act and sec. 501(c)(26)
of the Code)

Present and Prior Law

Present and prior law provide tax-exempt status to any member-
ship organization that is established by a State exclusively to pro-
vide coverage for medical care on a nonprofit basis to certain high-
risk individuals, provided certain criteria are satisfied.® The organi-
zation may provide coverage for medical care either by issuing in-
surance itself or by entering into an arrangement with a health
maintenance organization (“HMO”).

High-risk individuals eligible to receive medical care coverage
from the organization must be residents of the State who, due to
a pre-existing medical condition, are unable to obtain health cov-
erage for such condition through insurance or an HMO, or are able
to acquire such coverage only at a rate that is substantially higher
than the rate charged for such coverage by the organization. The
State must determine the composition of membership in the organi-
zation. For example, a State could mandate that all organizations
that are subject to insurance regulation by the State must be mem-
bers of the organization.

The State or members of the organization are required to fund
the liabilities of the organization to the extent that premiums
charged to eligible individuals are insufficient to cover such liabil-
ities. Finally, no part of the net earnings of the organization can
inure to the benefit of any private shareholder or individual.

Reasons for Change

The Congress believed that including the spouse and certain chil-
dren of high-risk individuals in the group of individuals to whom
such an organization may provide medical care coverage will assist
States in providing medical care coverage for uninsured children.

Explanation of Provision

The provision expands the definition of high-risk individuals to
include a child of an individual who meets the present-law defini-
tion of a high-risk individual, subject to certain requirements. The
requirements are: (1) the taxpayer is allowed a deduction for a per-
sonal exemption for the child for the taxable year; (2) the child has
not attained the age of 17 as of the close of the calendar year in
which the taxable year of the taxpayer begins; and (3) the child is
a son or daughter of the taxpayer (or a descendant of either), a
stepson or stepdaughter of the taxpayer, or an eligible foster child
of the taxpayer. The definition of high-risk individuals is also ex-
panded to include the spouse of an individual who meets the prior-
law definition of a high-risk individual.

9No inference is intended as to the tax treatment of other types of State-sponsored organiza-
tions.
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Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1997.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $1 million in 1998 and by $2 million per year in each
of 1999 through 2007.

TITLE II. EDUCATION TAX INCENTIVES

A. Tax Benefits Relating to Education Expenses

1. HOPE tax credit and Lifetime Learning tax credit for
higher education tuition expenses (sec. 201 of the Act
and new secs. 25A and 60508 of the Code)

Present and Prior Law

Deductibility of education expenses

Taxpayers generally may not deduct education and training ex-
penses. However, a deduction for education expenses generally is
allowed under section 162 if the education or training (1) maintains
or improves a skill required in a trade or business currently en-
gaged in by the taxpayer, or (2) meets the express requirements of
the taxpayer’s employer, or requirements of applicable law or regu-
lations, imposed as a condition of continued employment (Treas.
Reg. sec. 1.162-5). However, education expenses are not deductible
if they relate to certain minimum educational requirements or to
education or training that enables a taxpayer to begin working in
a new trade or business. In the case of an employee, education ex-
penses (if not reimbursed by the employer) may be claimed as an
itemized deduction only if such expenses meet the above-described
criteria for deductibility under section 162 and only to the extent
that the expenses, along with other miscellaneous deductions, ex-
ceed 2 percent of the taxpayer’s adjusted gross income (AGI).

Exclusion for employer-provided educational assistance

A special rule allows an employee to exclude from gross income
for income tax purposes and from wages for employment tax pur-
poses up to $5,250 annually paid by his or her employer for edu-
cational assistance (sec. 127). In order for the exclusion to apply,
certain requirements must be satisfied, including a requirement
that not more than 5 percent of the amounts paid or incurred by
the employer during the year for educational assistance under a
qualified educational assistance program can be provided for the
class of individuals consisting of more than 5-percent owners of the
employer and the spouses or dependents of such more than 5-per-
cent owners. This special rule for employer-provided educational
assistance expires with respect to courses beginning after May 31,
2000, and does not apply to graduate-level courses.

For purposes of the special exclusion, educational assistance
means the payment by an employer of expenses incurred by or on
behalf of the employee for education of the employee including, but
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not limited to, tuition, fees, and similar payments, books, supplies,
and equipment. Educational assistance also includes the provision
by the employer of courses of instruction for the employee (includ-
ing books, supplies, and equipment). Educational assistance does
not include tools or supplies which may be retained by the em-
ployee after completion of a course or meals, lodging, or transpor-
tation. The exclusion does not apply to any education involving
sports, games, or hobbies.

In the absence of the special exclusion, employer-provided edu-
cational assistance is excludable from gross income and wages as
a working condition fringe benefit (sec. 132(d)) only to the extent
the education expenses would be deductible under section 162.

Exclusion for interest earned on savings bonds

Another special rule (sec. 135) provides that interest earned on
a qualified U.S. Series EE savings bond issued after 1989 is exclud-
able from gross income if the proceeds of the bond upon redemption
do not exceed qualified higher education expenses paid by the tax-
payer during the taxable year.10 “Qualified higher education ex-
penses” include tuition and fees (but not room and board expenses)
required for the enrollment or attendance of the taxpayer, the tax-
payer’s spouse, or a dependent of the taxpayer at certain colleges,
universities, or vocational schools.!! The exclusion provided by sec-
tion 135 is phased out for certain higher-income taxpayers, deter-
mined by the taxpayer’s modified AGI during the year the bond is
redeemed. For 1997, the exclusion is phased out for taxpayers with
modified AGI between $50,850 and $65,850 ($76,250 and $106,250
for joint returns). To prevent taxpayers from effectively avoiding
the income phaseout limitation through issuance of bonds directly
in the child’s name, section 135(c)(1)(B) provides that the interest
exclusion is available only with respect to U.S. Series EE savings
bonds issued to taxpayers who are at least 24 years old.

Qualified scholarships

Section 117 excludes from gross income amounts received as a
qualified scholarship by an individual who is a candidate for a de-
gree and used for tuition and fees required for the enrollment or
attendance (or for fees, books, supplies, and equipment required for
courses of instruction) at a primary, secondary, or post-secondary
educational institution. The tax-free treatment provided by section
117 does not extend to scholarship amounts covering regular living
expenses, such as room and board. There is, however, no dollar lim-

10Tf the aggregate redemption amount (i.e., principal plus interest) of all Series EE bonds re-
deemed by the taxpayer during the taxable year exceeds the qualified education expenses in-
curred, then the excludable portion of interest income is based on the ratio that the education
expenses bear to the aggregate redemption amount (sec. 135(b)).

11The Act amended section 135 to allow taxpayers to redeem U.S. Savings Bonds and be eligi-
ble for the exclusion under that section (as if the proceeds were used to pay qualified higher
education expenses) provided that the proceeds from the redemption are contributed to a quali-
fied State tuition program defined under section 529, or to an education IRA defined under sec-
tion 530, on behalf of the taxpayer, the taxpayer’s spouse, or a dependent. Title VI of H.R. 2676,
the Tax Technical Corrections Act of 1997, as passed by the House on November 5, 1997, in-
cludes a technical correction provision that conforms the definition of “eligible educational insti-
tution” under section 135 to the broader definition of that term under sections 529 and 530.
The result of this technical correction would be that, for purposes of section 135, as under sec-
tions 529 and 530, the term “eligible educational institution” would be defined as an institution
which is (1) described in section 481 of the Higher Education Act of 1965 (20 U.S.C. 1088) and
(2) eligible to participate in Department of Education student aid programs.
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itation for the section 117 exclusion, provided that the scholarship
funds are used to pay for tuition and required fees. In addition to
the exclusion for qualified scholarships, section 117 provides an ex-
clusion from gross income for qualified tuition reductions for edu-
cation below the graduate level provided to employees (and their
spouses and dependents) of certain educational organizations.12
Section 117(c) specifically provides that the exclusion for qualified
scholarships and qualified tuition reductions does not apply to any
amount received by a student that represents payment for teach-
ing, research, or other services by the student required as a condi-
tion for receiving the scholarship or tuition reduction.

Student loan forgiveness

In the case of an individual, section 108(f) provides that gross in-
come subject to Federal income tax does not include any amount
from the forgiveness (in whole or in part) of certain student loans,
provided that the forgiveness is contingent on the student’s work-
ing for a certain period of time in certain professions for any of a
broad class of employers (e.g., providing health care services to a
nonprofit organization). Student loans eligible for this special rule
must be made to an individual to assist the individual in attending
an education institution that normally maintains a regular faculty
and curriculum and normally has a regularly enrolled body of stu-
dents in attendance at the place where its education activities are
regularly carried on. Loan proceeds may be used not only for tui-
tion and required fees, but also to cover room and board expenses
(in contrast to tax-free scholarships under section 117, which are
limited to tuition and required fees). In addition, the loan must be
made by (1) the United States (or an instrumentality or agency
thereof), (2) a State (or any political subdivision thereof), (3) certain
tax-exempt public benefit corporations that control a State, county,
or municipal hospital and whose employees have been deemed to
be public employees under State law, or (4) an educational organi-
zation that originally received the funds from which the loan was
made from the United States, a State, or a tax-exempt public bene-
fit corporation. Thus, loans made with private, nongovernmental
funds are not qualifying student loans for purposes of the section
108(f) exclusion. As with section 117, there is no dollar limitation
for the section 108(f) exclusion.

The Act expanded section 108(f) to apply to cancellations of stu-
dent loans made by an educational organization with its own funds,
provided that the cancellation is contingent on the student working
for a certain period of time in certain professions for any of a broad
class of employers and provided that the student’s work satisfies a
public service requirement.

Qualified State tuition programs

Section 529 provides tax-exempt status to “qualified State tuition
programs,” meaning certain programs established and maintained
by a State (or agency or instrumentality thereof) under which per-
sons may (1) purchase tuition credits or certificates on behalf of a

12 A special rule provides that qualified tuition reductions under section 117(d) may be pro-
vided for graduate-level courses in cases of graduate students who are engaged in teaching or
research activities for the educational organization (sec. 117(d)(5)).
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designated beneficiary that entitle the beneficiary to a waiver or
payment of qualified higher education expenses of the beneficiary,
or (2) make contributions to an account that is established for the
purpose of meeting qualified higher education expenses of the des-
ignated beneficiary of the account. “Qualified higher education ex-
penses” are defined as tuition, fees, books, supplies, and equipment
required for the enrollment or attendance at a college or university
(or certain vocational schools). Under the Act, qualified higher edu-
cation expenses also include certain room and board expenses, pro-
vided that the student is enrolled at an eligible educational institu-
tion on at least a half-time basis. Section 529 also provides that no
amount shall be included in the gross income of a contributor to,
or beneficiary of, a qualified State tuition program with respect to
any distribution from, or earnings under, such program, except
that (1) amounts distributed or educational benefits provided to a
beneficiary (e.g., when the beneficiary attends college) will be in-
cluded in the beneficiary’s gross income (unless excludable under
another Code section) to the extent such amounts or the value of
the educational benefits exceed contributions made on behalf of the
beneficiary, and (2) amounts distributed to a contributor (e.g.,
when a parent receives a refund) will be included in the contribu-
tor’s gross income to the extent such amounts exceed contributions
made by that person. Section 529(c)(3)(C) allows tax-free rollovers
of credits or account balances in qualified State tuition programs
(and redesignations of named beneficiaries) between certain rel-
atives.

Reasons for Change

To assist low- and middle-income families and students in paying
for the costs of post-secondary education, the Congress believed
that taxpayers should be allowed to claim a credit against Federal
income taxes for certain tuition and related expenses incurred
when a student attends a college or university (or certain voca-
tional schools).

Explanation of Provisions

HOPE credit

Allowance of credit.—Individual taxpayers are allowed to claim a
non-refundable HOPE credit against Federal income taxes up to
$1,500 per student per year for qualified tuition and related ex-
penses paid for the first two years of the student’s post-secondary
education in a degree or certificate program. The HOPE credit rate
is 100 percent on the first $1,000 of qualified tuition and related
expenses, and 50 percent on the next $1,000 of qualified tuition
and related expenses.13 The maximum HOPE credit amount will be
indexed for inflation occurring after the year 2000.14 The qualified

13Thus, an eligible student who incurs $1,000 of qualified tuition and related expenses is eli-

ible (subject to the AGI phaseout) for a él,OOO HOPE credit; and if such a student incurs

2,300 of qualified tuition and related expenses, then he or she is eligible for a $1,500 HOPE
credit.

14The maximum HOPE credit amount will be indexed for inflation occurring after the year
2000, by increasing the cap on qualified tuition and related expenses subject to the 100-percent
credit rate and the cap on such tuition and related expenses subject to the 50-percent credit
rate, both caps rounded down to the closest multiple of 5100. (Some printed versions of the Act
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tuition and related expenses must be incurred on behalf of the tax-
payer, the taxpayer’s spouse, or a dependent. The HOPE credit is
available with respect to an individual student for two taxable
years, provided that the student has not completed the first two
years of post-secondary education before the beginning of the sec-
ond taxable year.15

The HOPE credit amount that a taxpayer may otherwise claim
is phased out ratably for taxpayers with modified AGI between
$40,000 and $50,000 ($80,000 and $100,000 for joint returns).
Modified AGI includes amounts otherwise excluded with respect to
income earned abroad (or income from Puerto Rico or U.S. posses-
sions). The income phase-out ranges will be indexed for inflation
occurring after the year 2000, rounded down to the closest multiple
of $1,000. The first taxable year for which the inflation adjustment
could be made to increase the income phase-out ranges will be
2002.16

The HOPE credit is available in the taxable year the expenses
are paid, subject to the requirement that the education commence
or continue during that year or during the first three months of the
next year. Qualified tuition and related expenses paid with the pro-
ceeds of a loan generally are eligible for the HOPE credit (rather
than repayment of the loan itself).

Dependent students.—A taxpayer may claim the HOPE credit
with respect to an eligible student who is not the taxpayer or the
taxpayer’s spouse (e.g., in cases where the student is the taxpayer’s
child) only if the taxpayer claims the student as a dependent for
the taxable year for which the credit is claimed. If a student is
claimed as a dependent by the parent or other taxpayer, the eligi-
ble student him- or herself is not entitled to claim a HOPE credit
for that taxable year on the student’s own tax return. If a parent
(or other taxpayer) claims a student as a dependent, any qualified
tuition and related expenses paid by the student are treated as
paid by the parent (or other taxpayer) for purposes of the provision.

Election of HOPE credit, Lifetime Learning credit, or exclusion
from gross income for certain distributions from education IRAs.—
For each taxable year, a taxpayer may elect with respect to an eli-
gible student the HOPE credit or the “Lifetime Learning” credit
(described below), or an exclusion from gross income under section
530 for certain distributions from an education IRA (described at
A.4, below). Thus, for example, if a parent claims a child as a de-
pendent for a taxable year, then all qualified tuition and related
expenses paid by both the parent and child are deemed paid by the
parent, and the parent may claim the HOPE credit (assuming that
the AGI phaseout does not apply) on the parent’s return. As an al-
ternative, the parent may elect for that taxable year the Lifetime
Learning credit for qualified tuition and related expenses (or an ex-
clusion from gross income for certain distributions from an edu-
cation IRA) with respect to the dependent child (as described

incorrectly indicated that the caps would be rounded down to the closest multiple of $1,000.)
The first taxable year for which the inflation adjustment could be made to increase the caps
on qualified tuition and related expenses will be 2002.
. 1b5’1I‘he HOPE credit may not be claimed against a taxpayer’s alternative minimum tax (AMT)
iability.

16If a taxpayer is married (within the meaning of section 7703), the HOPE credit may be
available only if the taxpayer and his or her spouse file a joint return for the taxable year.
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below).17 On the other hand, if a child is not claimed as a depend-
ent by the parent (or by any other taxpayer) for the taxable year,
then the child him- or herself has the option of electing either the
HOPE credit, or the Lifetime Learning credit, or the section-530
exclusion for certain distributions from an education IRA for the
taxable year.

Qualified tuition and related expenses.—The HOPE credit is
available for “qualified tuition and related expenses,” meaning tui-
tion and fees required for the enrollment or attendance of an eligi-
ble student at an eligible educational institution. Charges and fees
associated with meals, lodging, student activities, athletics, insur-
ance, transportation, and similar personal, living or family ex-
penses are not included. The HOPE credit is not available for ex-
penses incurred to purchase books. The expenses of education in-
volving sports, games, or hobbies are not qualified tuition and re-
lated expenses unless this education is part of the student’s degree
program.

Qualified tuition and related expenses generally include only out-
of-pocket expenses. Qualified tuition and related expenses do not
include expenses covered by educational assistance that is not re-
quired to be included in the gross income of either the student or
the taxpayer claiming the credit. Thus, total qualified tuition and
related expenses are reduced by any scholarship or fellowship
grants excludable from gross income under present-law section 117
and any other tax-free educational benefits received by the student
during the taxable year. No reduction of qualified tuition and relat-
ed expenses is required for a gift, bequest, devise, or inheritance
within the meaning of section 102(a). Under the provision, a HOPE
credit is not allowed with respect to any education expense for
which a deduction is claimed under section 162 or any other section
of the Code.18

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

Eligible educational institutions.—Eligible educational institu-
tions are defined by reference to section 481 of the Higher Edu-

17For any taxable year, a taxpayer may claim the HOPE credit for qualified tuition and relat-
ed expenses paid with respect to one student and also claim the Lifetime Learning credit or the
section-530 exclusion with respect to one or more other students. If the HOPE credit is claimed
with respect to one student for one or two taxable years, then the Lifetime Learning credit or
t}kl)tle section-530 exclusion may be available with respect to that same student for subsequent tax-
able years.

181n addition, the Act amends section 135 to provide that the amount of qualified higher edu-
cation expenses taken into account for purposes of that section is reduced by the amount of such
expenses taken into account in determining the HOPE credit claimed by any taxpayer with re-
spect to the student for the taxable year.
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cation Act of 1965. Such institutions generally are accredited post-
secondary educational institutions offering credit toward a bach-
elor’s degree, an associate’s degree, or another recognized post-sec-
ondary credential. Certain proprietary institutions and post-second-
ary vocational institutions also are eligible educational institutions.
The institution must be eligible to participate in Department of
Education student aid programs.

Regulations.—The Secretary of the Treasury is granted authority
to issue regulations to implement the provision, including regula-
tions providing for a recapture of the HOPE credit where there is
a refund of tuition and related expenses with respect to which a
credit was claimed in a prior year (sec. 25A(i)). In addition, new
Code section 6050S provides that eligible educational institutions
which receive payments for qualified tuition and related expenses,
and certain other persons who make reimbursements or refunds of
qualified tuition and related expenses,19 are required to furnish in-
formation returns to the IRS and students (and individuals claim-
ing the student as a dependent) as prescribed by Treasury Depart-
ment regulations, in order to assist students, their parents, and the
IRS in calculating the amount of the HOPE credit potentially avail-
able.

Lifetime Learning credit for qualified tuition and related ex-
penses

Allowance of credit.—The Act provides that individual taxpayers
are allowed to claim a nonrefundable “Lifetime Learning” credit
against Federal income taxes equal to 20 percent of qualified tui-
tion and related expenses incurred during the taxable year on be-
half of the taxpayer, the taxpayer’s spouse, or any dependents. For
expenses paid after June 30, 1998, and prior to January 1, 2003,
up to $5,000 of qualified tuition and related expenses per taxpayer
return will be eligible for the 20-percent Lifetime Learning credit
(i.e., the maximum credit per taxpayer return will be $1,000). For
expenses paid after December 31, 2002, up to $10,000 of qualified
tuition and related expenses per taxpayer return will be eligible for
the 20-percent Lifetime Learning credit (i.e., the maximum credit
per taxpayer return will be $2,000).

In contrast to the HOPE credit, a taxpayer may claim the Life-
time Learning credit for an unlimited number of taxable years.
Also in contrast to the HOPE credit, the maximum amount of the
Lifetime Learning credit that may be claimed on a taxpayer’s re-
turn will not vary based on the number of students in the tax-
payer’s family—that is, the HOPE credit is computed on a per-stu-
dent basis, while the Lifetime Learning credit is computed on a
family-wide basis.

19Title VI of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House
on November 5, 1997, includes a provision that clarifies that, under section 6050S, information
returns containing information with respect to qualified tuition and related expenses must be
filed by a person that is not an eligible educational institution only if such person is engaged
in a trade or business of making payments to any individual under an insurance arrangement
as reimbursements or refunds (or similar payments) of qualified tuition and related expenses.
Section 6050S will continue to require the filing of information returns by persons engaged in
a trade or business if, in the course of such trade or business, the person receives from any
individual interest aggregating $600 or more for any calendar year on one or more qualified edu-
cation loans within the meaning of section 221(e)(1).



18

The Lifetime Learning credit is phased out ratably over the same
phase-out range that applies for purposes of the HOPE credit—i.e.,
taxpayers with modified AGI between $40,000 and $50,000
($80,000 and $100,000 for joint returns). The income phase-out
ranges will be indexed for inflation occurring after the year 2000,
rounded down to the closest multiple of $1,000. The first taxable
year for which the inflation adjustment could be made to increase
the income phase-out ranges will be 2002.20

The Lifetime Learning credit is available in the taxable year the
expenses are paid, subject to the requirement that the education
commence or continue during that year or during the first three
months of the next year. Qualified tuition and related expenses
paid with the proceeds of a loan generally are eligible for the Life-
time Learning credit (rather than repayment of the loan itself).

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

Election of Lifetime Learning credit, HOPE credit, or exclusion
from gross income for certain distributions from education IRAs.—
A taxpayer may claim the Lifetime Learning credit for a taxable
year with respect to one or more students, even though the tax-
payer also claims a HOPE credit (or claims the section-530 exclu-
sion for distributions from an education IRA) for that same taxable
year with respect to other students. If, for a taxable year, a tax-
payer claims a HOPE credit with respect to a student (or claims
an exclusion for certain distributions from an education IRA with
respect to a student), then the Lifetime Learning credit will not be
available with respect to that same student for that year (although
the Lifetime Learning credit may be available with respect to that
same student for other taxable years).

Qualified tuition and related expenses.—The Lifetime Learning
credit is available for “qualified tuition and related expenses,”
meaning tuition and fees required for the enrollment or attendance
of the eligible student at an eligible institution. Charges and fees
associated with meals, lodging, student activities, athletics, insur-
ance, transportation, and similar personal, living or family ex-
penses are not included. The Lifetime Learning credit is not avail-
able for expenses incurred to purchase books. The expenses of edu-
cation involving sports, games, or hobbies are not qualified tuition
expenses unless this education is part of the student’s degree pro-
gram.

20]f a taxpayer is married (within the meaning of section 7703), the Lifetime Learning credit
may be available only if the taxpayer and his or her spouse file a joint return for the taxable
year.
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In contrast to the HOPE credit, qualified tuition and related ex-
penses for purposes of the Lifetime Learning credit include tuition
and fees incurred with respect to undergraduate or graduate-level
(and professional degree) courses.2!

As with the HOPE credit, qualified tuition and fees generally in-
clude only out-of-pocket expenses. Qualified tuition and fees do not
include expenses covered by educational assistance that is not re-
quired to be included in the gross income of either the student or
the taxpayer claiming the credit. Thus, total qualified tuition and
fees are reduced by any scholarship or fellowship grants excludable
from gross income under present-law section 117 and any other
tax-free educational benefits received by the student during the
taxable year (such as employer-provided educational assistance ex-
cludable under section 127). No reduction of qualified tuition and
fees is required for a gift, bequest, devise, or inheritance within the
meaning of section 102(a). Under the provision, a Lifetime Learn-
ing credit is not allowed with respect to any education expense for
which a deduction is claimed under section 162 or any other section
of the Code.22

Eligible students.—In addition to allowing a credit for the tuition
and related expenses of a student who attends classes on at least
a half-time basis as part of a degree or certificate program, the
Lifetime Learning credit also is available with respect to any
course of instruction at an eligible educational institution (whether
enrolled in by the student on a full-time, half-time, or less than
half-time basis) to acquire or improve job skills of the student. Un-
dergraduate and graduate students are eligible for the Lifetime
Learning credit. Moreover, in contrast to the HOPE credit, the eli-
gibility of a student for the Lifetime Learning credit does not de-
pend on whether or not the student has been convicted of a Federal
or State felony consisting of the possession or distribution of a con-
trolled substance.

Eligible educational institutions.—Eligible educational institu-
tions are (as with the HOPE credit) defined by reference to section
481 of the Higher Education Act of 1965. Such institutions gen-
erally are accredited post-secondary educational institutions offer-
ing credit toward a bachelor’s degree, an associate’s degree, grad-
uate-level or professional degree, or another recognized post-sec-
ondary credential. Certain proprietary institutions and post-second-
ary vocational institutions also are eligible educational institutions.
The institution must be eligible to participate in Department of
Education student aid programs.

Regulations.—As with the HOPE credit, the Secretary of the
Treasury is granted authority to issue regulations to implement the
provision, including regulations providing for a recapture of the
Lifetime Learning credit where there is a refund of tuition and re-
lated expenses with respect to which a credit was claimed in a
prior year (sec. 25A(i)). In addition, the new Code section 6050S re-
quires information reporting (as prescribed by Treasury Depart-

21The HOPE credit is available only with respect to the first two years of a student’s under-
graduate education.

22In addition, the Act amends present-law section 135 to provide that the amount of qualified
higher education expenses taken into account for purposes of that section is reduced by the
amount of such expenses taken into account in determining the Lifetime Learning credit
claimed by any taxpayer with respect to the student for the taxable year.
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ment regulations) by eligible educational institutions which receive
payments for qualified tuition and related expenses, and certain
other persons who make reimbursements or refunds of qualified
tuition and related expenses, in order to assist students, their par-
ents, and the IRS in calculating the amount of the Lifetime Learn-
ing credit potentially available.23

Effective Date

The HOPE credit is available for expenses paid after December
31, 1997, for education furnished in academic periods beginning
after such date. The Lifetime Learning credit is available for ex-
penses paid after June 30, 1998, for education furnished in aca-
demic periods beginning after such date.

Revenue Effect

The provisions are estimated to reduce Federal fiscal year budget
receipts by $2,083 million in 1998, $6,469 million in 1999, $7,393
million in 2000, $7,907 million in 2001, $7,707 million in 2002,
$8,620 million in 2003, $8,754 million in 2004, $8,893 million in
2005, $9,035 million in 2006, and $9,180 million in 2007.

2. Deduction for student loan interest (sec. 202 of the Act
and new sec. 221 of the Code)

Present and Prior Law

The Tax Reform Act of 1986 repealed the deduction for personal
interest. Student loan interest generally is treated as personal in-
terest and thus is not allowable as an itemized deduction from in-
come.

Taxpayers generally may not deduct education and training ex-
penses. However, a deduction for education expenses generally is
allowed under section 162 if the education or training (1) maintains
or improves a skill required in a trade or business currently en-
gaged in by the taxpayer, or (2) meets the express requirements of
the taxpayer’s employer, or requirements of applicable law or regu-
lations, imposed as a condition of continued employment (Treas.
Reg. sec. 1.162-5). Education expenses are not deductible if they
relate to certain minimum educational requirements or to edu-
cation or training that enables a taxpayer to begin working in a
new trade or business. In the case of an employee, education ex-
penses (if not reimbursed by the employer) may be claimed as an
itemized deduction only if such expenses relate to the employee’s
current job and only to the extent that the expenses, along with
other miscellaneous deductions, exceed 2 percent of the taxpayer’s
adjusted gross income (AGI).

23 Title VI of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House
on November 5, 1997, includes a provision that clarifies that, under section 6050S, information
returns containing information with respect to qualified tuition and related expenses must be
filed by a person that is not an eligible educational institution only if such person is engaged
in a trade or business of making payments to any individual under an insurance arrangement
as reimbursements or refunds (or similar payments) of qualified tuition and related expenses.
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Reasons for Change

The Congress understood that many students incur considerable
debt in the course of obtaining undergraduate and graduate edu-
cation. The Congress believed that permitting a deduction for inter-
est on certain student loans will help to ease the financial burden
that such obligations represent.

Explanation of Provision

Under the Act, certain individuals who have paid interest on
qualified education loans may claim an above-the-line deduction for
such interest expenses, up to a maximum deduction of $2,500 per
year. The deduction is allowed only with respect to interest paid on
a qualified education loan during the first 60 months in which in-
terest payments are required. Months during which the qualified
education loan is in deferral or forbearance do not count against
the 60-month period. No deduction is allowed to an individual if
that individual is claimed as a dependent on another taxpayer’s re-
turn for the taxable year.

A qualified education loan generally is defined as any indebted-
ness incurred to pay for the qualified higher education expenses of
the taxpayer, the taxpayer’s spouse, or any dependent of the tax-
payer as of the time the indebtedness was incurred in attending (1)
post-secondary educational institutions and certain vocational
schools defined by reference to section 481 of the Higher Education
Act of 1965, or (2) institutions conducting internship or residency
programs leading to a degree or certificate from an institution of
higher education, a hospital, or a health care facility conducting
postgraduate training. Qualified education loans do not include in-
debtedness owed to persons related (within the meaning of sections
267(b) or 707(b)(1)) to the taxpayer.

Qualified higher education expenses are defined as the student’s
cost of attendance as defined in section 472 of the Higher Edu-
cation Act of 1965 (generally, tuition, fees, room and board, and re-
lated expenses), reduced by (1) any amount excluded from gross in-
come under section 135, (2) any amount distributed from an edu-
cation IRA and excluded from gross income, and (3) the amount of
any scholarship or fellowship grants excludable from gross income
under present-law section 117, as well as any other tax-free edu-
cational benefits, such as employer-provided educational assistance
that are excludable from the employee’s gross income under section
127. Such expenses must be paid or incurred within a reasonable
period before or after the indebtedness is incurred, and must be at-
tributable to a period when the student is at least a half-time stu-
dent.

The maximum deduction is phased in over 4 years, with a $1,000
maximum deduction in 1998, $1,500 in 1999, $2,000 in 2000, and
$2,500 in 2001. The maximum deduction amount is not indexed for
inflation. In addition, the deduction is phased out ratably for indi-
vidual taxpayers with modified AGI of $40,000-$55,000 ($60,000—
$75,000 for joint returns); such income ranges will be indexed for
inflation occurring after the year 2002, rounded down to the closest
multiple of $5,000. Thus, the first taxable year for which the infla-
tion adjustment could be made will be 2003. Modified AGI includes
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amounts otherwise excluded with respect to income earned abroad
(or income from Puerto Rico or U.S. possessions) as well as
amounts excludable from gross income under section 137 (qualified
adoption expenses)24, and is calculated after application of section
86 (income inclusion of certain Social Security benefits), section 219
(deductible TRA contributions), and section 469 (limitation on pas-
sive activity losses and credits).25

No deduction is allowed for any amount for which a deduction is
otherwise allowable under chapter 1 of the Code. In addition, no
deduction is allowed for any amount that is disallowed as a deduc-
tion under section 261. For example, no deduction would be allowed
as interest on a qualified education loan for any amount that is dis-
allowed under section 264 (relating to certain amounts paid in con-
nection with insurance contracts).

Any person in a trade or business or any governmental agency
that receives $600 or more in qualified education loan interest from
an individual during a calendar year must provide an information
report on such interest to the IRS and to the payor.

The Congress expressed its expectation that the Secretary of
Treasury will issue regulations setting forth reporting procedures
that will facilitate the administration of this provision. Specifically,
such regulations should require lenders separately to report to bor-
rowers the amount of interest that constitutes deductible student
loan interest (i.e., interest on a qualified education loan during the
first 60 months in which interest payments are required). In this
regard, the regulations should include a method for borrower cer-
tification to a lender that the loan proceeds are being used to pay
for qualified higher education expenses. The regulations also
should provide guidance as to how a lender can fulfill its reporting
obligations (both to borrowers and to the IRS) with respect to inter-
est that constitutes deductible student loan interest in the case of
a revolving line of credit.26

Effective Date

The provision is effective for interest payments due and paid
after December 31, 1997, on any qualified education loan. Thus, in
the case of already existing qualified education loans, interest pay-
ments qualify for the deduction to the extent that the 60-month pe-
riod has not expired. For purposes of counting the 60 months, any
qualified education loan and all refinancing (that is treated as a
qualified education loan) of such loan are treated as a single loan.

24 For purposes of section 137, adjusted gross income is determined without regard to the de-
duction for student loan interest.

25 For purposes of sections 86, 135, 219, and 469, adjusted gross income is determined without
regard to the deduction for student loan interest.

26 Such guidance could provide, for example, that interest on loans (or other lines of credit)
the proceeds of which are used in part to pay qualified higher education expenses and in part
to pay other expenses cannot be reported as qualified education loan interest under this provi-
sion unless the portion of the loan or line of credit that is attributable to the qualified higher
education expenses is separately stated and accounted for. Under such an approach, interest on
a revolving line of credit that is used in part to pay qualified higher education expenses and
in part to pay other, nonqualifying expenses generally could not be reported as qualified edu-
cation loan interest. However, if the amount of the line of credit or loan that is attributable
to the higher education expenses is identified at the time the loan is made or the account is
established, and such amount is separately accounted for such that the applicable 60-month pe-
riod and other requirements of the provision, including the lender reporting requirements, can
be satisfied, then the interest could be reported as qualified education loan interest.
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Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $18 million in 1998, $69 million in 1999, $122 million
in 2000, $204 million in 2001, $277 million in 2002, $308 million
in 2003, $326 million in 2004, $346 million in 2005, $368 million
in 2006, and $391 million in 2007.

3. Penalty-free withdrawals from IRAs for higher education
expenses (sec. 203 of the Act and sec. 72(t) of the Code)

Present and Prior Law

Under present and prior law, amounts held in an individual re-
tirement arrangement (“IRA”) generally are includible in income
when withdrawn (except to the extent the withdrawal is a return
of nondeductible contributions). Amounts withdrawn prior to at-
tainment of age 59v% are subject to an additional 10-percent early
withdrawal tax, unless the withdrawal is due to death or disability,
is made in the form of certain periodic payments, is used to pay
medical expenses in excess of 7.5 percent of AGI, or is used to pur-
chase health insurance of an unemployed individual.

Reasons for Change

The Congress believed that it is both appropriate and important
to allow individuals to withdraw amounts from their IRAs for pur-
poses of paying higher education expenses without incurring an ad-
ditional 10-percent early withdrawal tax.

Explanation of Provision

The Act provides that the 10-percent early withdrawal tax does
not apply to distributions from IRAs (including new Roth IRAs cre-
ated by the Act) if the taxpayer uses the amounts to pay qualified
higher education expenses (including those related to graduate-
level courses) of the taxpayer, the taxpayer’s spouse, or any child,
or grandchild of the taxpayer or the taxpayer’s spouse.

The penalty-free withdrawal is available for “qualified higher
education expenses,” meaning tuition, fees, books, supplies, and
equipment required for enrollment or attendance, at an eligible
educational institution (defined by reference to sec 481 of the High-
er Education Act of 1965). Certain room and board expenses also
are qualified higher education expenses, provided that the student
is enrolled at an eligible educational institution at least on a half-
time basis. Qualified higher education expenses are reduced by any
amount excludable from gross income under section 135 relating to
the redemption of a qualified U.S. savings bond and certain schol-
arships and veterans benefits.

Effective Date

The provision is effective for distributions after December 31,
1997, with respect to expenses paid after such date for education
furnished in academic periods beginning after such date.
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Revenue Effect

The prov1510n is estimated to reduce Federal fiscal year budget
receipts $78 million in 1998, $201 million in 1999, $181 million
in 2000, g175 million in 2001, $177 million in 2002, $179 million
in 2003 $182 million in 2004 $184 million in 2005 $186 million
in 2006, and $189 million in 2007.

4, Tax treatment of qualified State tuition programs and
education IRAs; exclusion for certain distributions from
education IRAs used to pay qualified higher education
expenses (secs. 211 and 213 of the Act and sec. 529 and
new sec. 530 of the Code)

Present and Prior Law

Exclusion for interest earned on savings bonds

Section 135 provides that interest earned on a qualified U.S. Se-
ries EE savings bond issued after 1989 is excludable from gross in-
come if the proceeds of the bond upon redemption do not exceed
qualified higher education expenses paid by the taxpayer during
the taxable year.2? “Qualified higher education expenses” include
tuition and fees (but not room and board expenses) required for the
enrollment or attendance of the taxpayer, the taxpayer’s spouse, or
a dependent of the taxpayer at certain colleges, universities, or vo-
cational schools.28 The exclusion provided by section 135 is phased
out for certain higher-income taxpayers, determined by the tax-
payer’s modified AGI during the year the bond is redeemed. For
1997, the exclusion is phased out for taxpayers with modified AGI
between $50,850 and §65 850 ($76,250 and $106,250 for joint re-
turns). To prevent taxpayers from effectlvely aV01d1ng the income
phaseout limitation through issuance of bonds directly in the
child’s name, section 135(c)(1)(B) provides that the interest exclu-
sion is available only with respect to U.S. Series EE savings bonds
issued to taxpayers who are at least 24 years old.

Qualified State tuition programs

Section 529 (enacted as part of the Small Business Job Protection
Act of 1996) provides tax-exempt status to “qualified State tuition
programs,” meaning certain programs established and maintained
by a State (or agency or instrumentality thereof) under which per-
sons may (1) purchase tuition credits or certificates on behalf of a
designated beneficiary that entitle the beneficiary to a waiver or

271f the aggregate redemption amount (i.e., principal plus interest) of all Series EE bonds re-
deemed by the taxpayer during the taxable year exceeds the qualified expenses incurred, then
the excludable portion of interest income is based on the ratio that the education expenses "bears
to the aggregate redemption amount (sec. 135(b)).

28 The Act amended section 135 to allow taxpayers to redeem U.S. Savings Bonds and be eligi-
ble for the exclusion under that section (as if the proceeds were used to pay qualified higher
education expenses) provided that the proceeds from the redemption are contributed to a quali-
fied State tuition program defined under section 529, or to an education IRA defined under sec-
tion 530, on behalf of the taxpayer, the taxpayer’s spouse, or a dependent. Title VI of H.R. 2676,
the Tax Technical Corrections Act of 1997, as passed by the House on November 5, 1997, in-
cludes a technical correction provision that conforms the definition of “eligible educational insti-
tution” under section 135 to the broader definition of that term under sections 529 and 530.
The result of this technical correction would be that, for purposes of section 135, as under sec-
tions 529 and 530, the term “eligible educational institution” would be defined as an institution
which is (1) described in section 481 of the Higher Education Act of 1965 (20 U.S.C. 1088) and
(2) eligible to participate in Department of Education student aid programs.
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payment of qualified higher education expenses of the beneficiary,
or (2) make contributions to an account that is established for the
purpose of meeting qualified higher education expenses of the des-
ignated beneficiary of the account. “Qualified higher education ex-
penses” are defined as tuition, fees, books, supplies, and equipment
required for the enrollment or attendance at a college or university
(or certain vocational schools). Under prior law, qualified higher
education expenses did not include any room and board expenses.
Section 529 also provides that no amount shall be included in the
gross income of a contributor to, or beneficiary of, a qualified State
tuition program with respect to any distribution from, or earnings
under, such program, except that (1) amounts distributed or edu-
cational benefits provided to a beneficiary (e.g., when the bene-
ficiary attends college) will be included in the beneficiary’s gross in-
come (unless excludable under another Code section) to the extent
such amounts or the value of the educational benefits exceed con-
tributions made on behalf of the beneficiary, and (2) amounts dis-
tributed to a contributor (e.g., when a parent receives a refund) will
be included in the contributor’s gross income to the extent such
amounts exceed contributions made by that person.29

A qualified State tuition program is required to provide that pur-
chases or contributions only be made in cash. Contributors and
beneficiaries are not allowed to direct any investments made on
their behalf by the program. The program is required to maintain
a separate accounting for each designated beneficiary. A specified
individual must be designated as the beneficiary at the commence-
ment of participation in a qualified State tuition program (.e.,
when contributions are first made to purchase an interest in such
a program), unless interests in such a program are purchased by
a State or local government or a tax-exempt charity described in
section 501(c)(3) as part of a scholarship program operated by such
government or charity under which beneficiaries to be named in
the future will receive such interests as scholarships. A transfer of
credits (or other amounts) from one account benefiting one des-
ignated beneficiary to another account benefiting a different bene-
ficiary will be considered a distribution (as will a change in the
designated beneficiary of an interest in a qualified State tuition
program) unless the beneficiaries are members of the same fam-
ily.30 Earnings on an account may be refunded to a contributor or
beneficiary, but the State or instrumentality must impose a more
than de minimis monetary penalty unless the refund is (1) used for
qualified higher education expenses of the beneficiary, (2) made on
account of the death or disability of the beneficiary, or (3) made on
account of a scholarship received by the designated beneficiary to
the extent the amount refunded does not exceed the amount of the
scholarship used for higher education expenses.

29 Specifically, section 529(c)(3)(A) provides that any distribution under a qualified State tui-
tion program shall be includible in the gross income of the distributee in the same manner as
provided under present-law section 72 to the extent not excluded from gross income under any
other provision of the Code.

30 For this purpose, the term “member of the family” was defined under prior law by reference
to section 2032A(e)(2).
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Estate and gift tax rules

In general, a taxpayer may exclude $10,000 of gifts made by an
individual ($20,000 in the case of a married couple that elects to
split their gifts) to any one donee during a calendar year (sec.
2503(b)).31 This annual exclusion does not apply to gifts of future
interests, and thus may not be applicable to contributions made to
a State tuition program.

Under prior law, contributions made to a qualified State tuition
program were treated as incomplete gifts for Federal gift tax pur-
poses. Thus, any Federal gift tax consequences were determined at
the time that a distribution was made from an account under the
program. The waiver (or payment) of qualified higher education ex-
penses of a designated beneficiary by (or to) an educational institu-
tion under a qualified State tuition program was treated as a quali-
fied transfer for purposes of present-law section 2503(e). Amounts
contributed to a qualified State tuition program (and earnings
thereon) were includible in the contributor’s estate for Federal es-
tate tax purposes in the event that the contributor died before such
amounts were distributed under the program.

Individual retirement arrangements (“IRAs”)

An individual may make deductible contributions to an individ-
ual retirement arrangement (“IRA”) for each taxable year up to the
lesser of $2,000 or the amount of the individual’s compensation for
the year if the individual is not an active participant in an em-
ployer-sponsored qualified retirement plan (and, if married, the in-
dividual’s spouse also is not an active participant). Contributions
may be made to an IRA for a taxable year up to April 15th of the
following year. An individual who makes excess contributions to an
IRA, i.e., contributions in excess of $2,000, is subject to an excise
tax on such excess contributions unless they are distributed from
the IRA before the due date for filing the individual’s tax return
for the year (including extensions). Under prior law, if the individ-
ual (or his or her spouse, if married) is an active participant, the
$2,000 limit was phased out between $40,000 and $50,000 of ad-
justed gross income (“AGI”) for married couples and between
$25,000 and $35,000 of AGI for single individuals.32

Prior law permitted individuals to make nondeductible contribu-
tions (up to $2,000 per year) to an IRA to the extent an individual
is not permitted to (or does not) make deductible contributions.33
Earnings on such contributions are includible in gross income when
withdrawn.

An individual generally is not subject to income tax on amounts
held in an IRA, including earnings on contributions, until the
amounts are withdrawn from the IRA. Amounts withdrawn from

31The Act provides that, after 1998, the annual gift-tax exclusion of $10,000 in the case of
an individual, or $20,000 in the case of a married couple that splits their gifts, will be indexed
for inflation.

32The Act increases the income phase-out limits for active participants in employer-sponsored
retirement plans and modifies the limit for an individual who is not an active participant but
whose spouse is. The Act also creates a new nondeductible IRA called a “Roth TRA.” If certain
conditions are satisfied, distributions from a Roth IRA are not includible in income. (See Title
II1.A., below.)

33 Under the Act, nondeductible contributions are permitted to the extent the individual can
Xotbolr does not make deductible contributions or contributions to a Roth IRA. (See Title III.,

, below.)
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an IRA are includible in gross income (except to the extent of non-
deductible contributions). In addition, a 10-percent additional tax
generally applies to distributions from IRAs made before age 59-%,
unless the distribution is made (1) on account of death or disability,
(2) in the form of annuity payments, (3) for medical expenses of the
individual and his or her spouse and dependents that exceed 7.5
percent of AGI, or (4) for medical insurance of the individual and
his or her spouse and dependents (without regard to the 7.5 per-
cent of AGI floor) if the individual has received unemployment
compensation for at least 12 weeks, and the withdrawal is made
in the year such unemployment compensation is received or the fol-
lowing year.34

Reasons for Change

To encourage families and students to save for future education
expenses, the Congress believed that tax-exempt status should be
granted to certain education investment accounts (referred to as
“education TRAs”35) established by taxpayers on behalf of future
students. The Congress further believed that modifications should
be made to the rules governing qualified State tuition programs, in
order to allow greater flexibility in the use of such programs.

Explanation of Provisions

Qualified State tuition programs

The Act makes the following modifications to present-law section
529, which governs the tax treatment of qualified State tuition pro-
grams.

Room and board expenses.—The Act expands the definition of
“qualified higher education expenses” under section 529(e)(3) to in-
clude room and board expenses (meaning the minimum room and
board allowance applicable to the student as determined by the in-
stitution in calculating costs of attendance for Federal financial aid
programs under sec. 472 of the Higher Education Act of 1965) for
any period during which the student is at least a half-time student.
In addition to such room and board expenses, “qualified higher
education expenses” include (as under prior law) tuition, fees,
books, supplies, and equipment required for the enrollment or at-
tendance of a designated beneficiary at an eligible educational in-
stitution.

Eligible educational institution.—The Act expands the definition
of “eligible educational institution” for purposes of section 529 by
defining such term by reference to section 481 of the Higher Edu-
cation Act of 1965. Such institutions generally are accredited post-
secondary educational institutions offering credit toward a bach-
elor’s degree, an associate’s degree, a graduate-level or professional
degree, or another recognized post-secondary credential. Certain
proprietary institutions and post-secondary vocational institutions

34The Act provides an exception from the early withdrawal tax for withdrawals for qualified
higher education expenses (see 3., above) and for withdrawals for first-time home purchase (up
to $10,000). (See Title III. A., below.)

35 “Education IRAs”—although they are referred to as “IRAs” and are subject to some of the
same rules as individual retirement arrangements—are not, in fact, individual retirement ar-
rangements within the meaning of the Code.
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also are eligible institutions. The institution must be eligible to
participate in Department of Education student aid programs.

Definition of “member of family”.—The Act expands the definition
of the term “member of the family” for purposes of allowing tax-
free transfers or rollovers of credits or account balances in qualified
State tuition programs (and redesignations of named beneficiaries),
so that the term means persons described in paragraphs (1)
through (8) of section 152(a)—e.g., sons, daughters, brothers, sis-
ters, nephews and nieces, certain in-laws, etc.—and any spouse of
such persons.36

Prohibition against investment direction.—The Act clarifies the
prior-law rule contained in section 529(b)(5) that qualified State
tuition programs may not allow contributors or designated bene-
ficiaries to direct the investment of contributions to the program
(or earnings thereon) by specifically providing that contributors and
beneficiaries may not “directly or indirectly” direct the investment
of contributions to the program (or earnings thereon).

Interaction with HOPE credit and Lifetime Learning credit.—
Under the Act (as under prior law), no amount will be includible
in the gross income of a contributor to, or beneficiary of, a qualified
State tuition program with respect to any contribution to or earn-
ings on such a program until a distribution is made from the pro-
gram, at which time the earnings portion of the distribution
(whether made in cash or in-kind) will be includible in the gross
income of the distributee.37 However, to the extent that a distribu-
tion from a qualified State tuition program is used to pay for quali-
fied tuition and fees, the distributee (or another taxpayer claiming
the distributee as a dependent) will be able to claim the HOPE
credit or Lifetime Learning credit provided for by the Act with re-
spect to such tuition and fees (assuming that the other require-
ments for claiming the HOPE credit or Lifetime Learning credit
are satisfied and the modified AGI phaseout for those credits does
not apply).38

Education IRAs

In general.—The Act provides tax-exempt status to “education
IRAs,” meaning certain trusts (or custodial accounts) which are cre-
ated or organized in the United States exclusively for the purpose

36 The Act also provides a special rule that, in the case of any contract issued prior to August
20, 1996 (i.e., the date of enactment of section 529), section 529(c)(3)(C) will be applied without
regard to the requirement that a distribution be transferred to a member of the family (or the
requirement that a change in beneficiaries may be made only to a member of the family) in
order for such distribution or change in beneficiaries to be tax free.

37Title VI of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House
on November 5, 1997, clarifies that, under rules contained in present -law section 72, distribu-
tions from quahﬁed State tuition programs are treated as representing a pro-rata share of the
principal (i.e., contributions) and accumulated earnings in the account, and also makes certain
conforming changes to section 72. In particular, the Tax Technical Corrections Act of 1997 pro-
vides that, under section 72(e)(8)(B), the determination of the ratio that the aggregate amount
of contributions to a qualified State tuition program on behalf of a beneficiary bears to the total
balance (or value) of the account for the beneficiary is to be made at the time of the distribution
or at such other time as the Secretary of the Treasury may prescribe.

381n cases where in-kind benefits are provided to a beneficiary under a qualified State tuition
program, section 529(c)(3)(B) provides that the provision of such benefits is treated as a distribu-
tion to the beneficiary. Thus, to the extent such in-kind benefits, if paid for by the beneficiary,
would constitute payment of qualified tuition and fees for purposes of the HOPE credit or Life-
time Learning credit, the beneficiary (or another taxpayer claiming the beneficiary as a depend-
ent) may be able to claim the HOPE credit or Lifetime Learning credit with respect to payments
that are deemed to be made by the beneficiary with respect to the in-kind benefit.
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of paying the qualified higher education expenses of a named bene-
ficiary.39 Contributions to education IRAs may be made only in
cash.49 Annual contributions to education TRAs may not exceed
$500 per designated beneficiary (except in cases involving certain
tax-free rollovers, as described below), and may not be made after
the designated beneficiary reaches age 18.41 Moreover, the Act im-
poses a penalty excise tax under section 4973 if a contribution is
made by any person to an education IRA established on behalf of
a beneficiary during any taxable year in which any contributions
are made by anyone to a qualified State tuition program (defined
under sec. 529) on behalf of the same beneficiary.

Phase-out of contribution limit.—The $500 annual contribution
limit for education IRAs is phased out ratably for contributors with
modified AGI between $95,000 and $110,000 ($150,000 and
$160,000 for joint returns). Individuals with modified AGI above
the phase-out range are not allowed to make contributions to an
education IRA established on behalf of any other individual.

Treatment of distributions.—Amounts distributed from education
IRAs are excludable from gross income to the extent that the
amounts distributed do not exceed qualified higher education ex-
penses of an eligible student incurred during the year the distribu-
tion is made (provided that a HOPE credit or Lifetime Learning
credit is not claimed with respect to the beneficiary for the same
taxable year).42 If a HOPE credit or Lifetime Learning credit is
claimed with respect to a student for a taxable year, then a dis-
tribution from an education IRA may (at the option of the tax-
payer) be made on behalf of that student during that taxable year,
but an exclusion is not available under the Act for the earnings
portion of such distribution.43

Distributions from an education IRA generally will be deemed to
consist of distributions of principal (which, under all circumstances,
are excludable from gross income) and earnings (which may be ex-
cludable from gross income under the Act) by applying the ratio

39 Education IRAs generally are not subject to Federal income tax, but are subject to the unre-
lated business income tax (“UBIT”) imposed by section 511.

40The Act allows taxpayers to redeem U.S. Savings Bonds and be eligible for the exclusion
under section 135 (as if the proceeds were used to pay qualified higher education expenses) if
the proceeds from the redemption are contributed to an education IRA (or qualified State tuition
program) on behalf of the taxpayer, the taxpayer’s spouse, or a dependent. In such a case, the
beneficiary’s basis in the bond proceeds contributed on his or her behalf to the education IRA
or qualified tuition program will be the contributor’s basis in the bonds (i.e., the original pur-
chase price paid by the contributor for such bonds).

41 An excise tax penalty may be imposed under present-law section 4973 to the extent that
excess contributions above the $500 annual limit are made to an education IRA. However, Title
VI of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House on Novem-
ber 5, 1997, clarifies that neither the excise tax penalty under section 4973 nor the additional
10-percent tax under section 530(d)(4) (described infra) may be imposed in cases where contribu-
tions (and any earnings thereon) are distributed from the education IRA before the date that
a return is required to be filed (including extensions of time) by the beneficiary for the year
in which the contribution was made (or, if the beneficiary is not required to file such a return,
April 15th of the year following the taxable year during which the contribution was made).

42The exclusion will not be a preference item for alternative minimum tax (AMT) purposes.

43]f a HOPE credit or Lifetime Learning credit was claimed with respect to a student for an
earlier taxable year, the exclusion provided for by the Act may be claimed with respect to the
same student for a subsequent taxable year with respect to a distribution from an education IRA
made in that subsequent taxable in order to cover qualified higher education expenses incurred
during that year. Conversely, if an exclusion is claimed for a distribution from an education IRA
with respect to a particular student, then a HOPE credit or Lifetime Learning credit will be
available in a subsequent taxable year with respect to that same student (provided that no ex-
clusion is claimed in such other taxable years for distributions from an education IRA on behalf
of that student and provided that the requirements of the HOPE credit or Lifetime Learning
credit are satisfied in the subsequent taxable year).
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that the aggregate amount of contributions to the account for the
beneficiary bears to the total balance of the account.4* If the quali-
fied higher education expenses of the student for the year are at
least equal to the total amount of the distribution (i.e., principal
and earnings combined) from an education IRA, then the earnings
in their entirety will be excludable from gross income. If, on the
other hand, the qualified higher education expenses of the student
for the year are less than the total amount of the distribution (i.e.,
principal and earnings combined) from an education IRA, then the
qualified higher education expenses will be deemed to be paid from
a pro-rata share of both the principal and earnings components of
the distribution. Thus, in such a case, only a portion of the earn-
ings will be excludable under the Act (i.e., a portion of the earnings
based on the ratio that the qualified higher education expenses
bear to the total amount of the distribution) and the remaining por-
tion of the earnings will be includible in the distributee’s gross in-
come.45

Distributions from an education IRA that exceed qualified higher
education expenses of the designated beneficiary during the year of
the distribution are includible in the distributee’s gross income.
Moreover, an additional 10-percent tax is imposed on any distribu-
tion from an education IRA to the extent that the distribution ex-
ceeds qualified higher education expenses of the designated bene-
ficiary (unless the distribution is made on account of the death or
disability of, or scholarship received by, the designated bene-
ficiary).46

The Act allows tax-free (and penalty-free) transfers or rollovers
of account balances from one education IRA benefiting one bene-
ficiary to another education IRA benefiting another beneficiary (as

44Title VI of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House
on November 5, 1997, clarifies that, under rules contained in present-law section 72, distribu-
tions from education IRAs are treated as representing a pro-rata share of the principal (i.e., con-
tributions) and accumulated earnings in the account, and also makes certain conforming
changes to section 72. In particular, the Tax Technical Corrections Act of 1997 provides that,
under section 72(e)(8)(B), the determination of the ratio that the aggregate amount of contribu-
tions to an education IRA bears to the account balance is to be made at the time of the distribu-
tion or at such other time as the Secretary of the Treasury may prescribe.

45 For example, if an education IRA has a total balance of $10,000, of which $4,000 represents
principal (i.e., contributions) and $6,000 represents earnings, and if a distribution of $2,000 is
made from such an account, then $800 of that distribution will be treated as a return of prin-
cipal (which under no event is includible in the gross income of the distributee) and $1,200 of
the distribution will be treated as accumulated earnings. In such a case, if qualified higher edu-
cation expenses of the beneficiary during the year of the distribution are at least equal to the
$2,000 total amount of the distribution (i.e., principal plus earnings), then the entire earnings
portion of the distribution will be excludible under new Code section 530, provided that a HOPE
credit or Lifetime Learning credit is not claimed for that same taxable year on behalf of the
beneficiary. If, however, the qualified higher education expenses of the beneficiary for the tax-
able year are less than the total amount of the distribution, then only a portion of the earnings
will be excludable from gross income under section 530. Thus, in the example discussed above,
if the beneficiary incurs only $1,500 of qualified higher education expenses in the year that a
$2,000 distribution is made, then only $900 of the earnings will be excludable from gross income
under section 530 (i.e., an exclusion will be provided for the pro-rata portion of the earnings,
based on the ratio that the $1,500 of qualified higher education expenses bears to the $2,000
distribution) and the remaining $300 of the earnings portion of the distribution will be includ-
ible in the distributee’s gross income.

46 A technical correction is needed to section 530(d)(4) to clarify that the 10-percent additional
tax should not be imposed in cases where a distribution (although used to pay for qualified high-
er education expenses) is includible in gross income because the taxpayer elects the HOPE or
Lifetime Learning credit on behalf of the student for the same taxable year.
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well as redesignations of the named beneficiary), provided that the
new beneficiary is a member of the family of the old beneficiary.4?

The legislative history to the Act provides that any balance re-
maining in an education IRA will be deemed to be distributed with-
in 30 days after the date that the named beneficiary reaches age
30 ()Oﬁé if earlier, within 30 days of the date that the beneficiary

ies).

Qualified higher education expenses.—The term “qualified higher
education expenses” includes tuition, fees, books, supplies, and
equipment required for the enrollment or attendance of a student
at an eligible education institution, regardless of whether the bene-
ficiary is enrolled at an eligible educational institution on a full-
time, half-time, or less than half-time basis. Moreover, the term
“qualified higher education expenses include room and board ex-
penses (meaning the minimum room and board allowance applica-
ble to the student as determined by the institution in calculating
costs of attendance for Federal financial aid programs under sec.
472 of the Higher Education Act of 1965) for any period during
which the student is at least a half-time student. Qualified higher
education expenses include expenses with respect to undergraduate
or graduate-level courses. In addition, the Act specifically provides
that qualified higher education expenses include amounts paid or
incurred to purchase tuition credits (or to make contributions to an
account) under a qualified State tuition program for the benefit of
the beneficiary of the education IRA.

Qualified higher education expenses generally include only out-
of-pocket expenses. Such qualified higher education expenses do
not include expenses covered by educational assistance that is not
required to be included in the gross income of either the student
or the taxpayer claiming the credit. Thus, total qualified higher
education expenses are reduced by scholarship or fellowship grants
excludable from gross income under present-law section 117, as
well as any other tax-free educational benefits, such as employer-
provided educational assistance that is excludable from the employ-
ee’s gross income under section 127. In addition, qualified higher
education expenses do not include expenses paid with amounts that
are excludible under section 135. No reduction of qualified higher
education expenses is required for a gift, bequest, devise, or inher-
itance within the meaning of section 102(a). Qualified higher edu-
cation expenses do not include any education expense for which a
%e(élluction is claimed under section 162 or any other section of the

ode.

Eligible educational institution.—Eligible educational institutions
are defined by reference to section 481 of the Higher Education Act
of 1965. Such institutions generally are accredited post-secondary
educational institutions offering credit toward a bachelor’s degree,
an associate’s degree, a graduate-level or professional degree, or
another recognized post-secondary credential. Certain proprietary

47For this purpose, a “member of the family” means persons described in paragraphs (1)
through (8) of section 152(a)—e.g., sons, daughters, brothers, sisters, nephews and nieces, cer-
tain in-laws, etc.—and any spouse of such persons.

48 A technical correction providing that any balance remaining in an education IRA will be
deemed distributed within 30 days after the date that the designated beneficiary reaches age
30 is included in Title VI of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed
by the House on November 5, 1997.
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institutions and post-secondary vocational institutions also are eli-
gible institutions. The institution must be eligible to participate in
Department of Education student aid programs.

Estate and gift tax treatment

For Federal estate and gift tax purposes, any contribution to a
qualified State tuition program or education IRA will be treated as
a completed gift of a present interest from the contributor to the
beneficiary at the time of the contribution. Annual contributions
are eligible for the present-law gift tax exclusion provided by Code
section 2503(b) and also are excludable for purposes of the genera-
tion-skipping transfer tax (provided that the contribution, when
combined with any other contributions made by the donor to that
same beneficiary, does not exceed the annual gift-tax exclusion
limit of $10,000, or $20,000 in the case of a married couple).4® Con-
tributions to a qualified State tuition program or to an education
IRA will not, however, be eligible for the educational expense exclu-
sion provided by Code section 2503(e). In no event will a distribu-
tion from a qualified State tuition program or education IRA be
treated as a taxable gift.

If a contribution in excess of $10,000 ($20,000 in the case of a
married couple) is made in one year—which, under the Act, can
occur only in the case of a qualified State tuition program and not
an education IRA (which cannot receive contributions in excess of
$500 per year)—the contributor may elect to have the contribution
treated as if made ratably over five years beginning in the year the
contribution is made. For example, a $30,000 contribution to a
qualified State tuition program could be treated as five annual con-
tributions of $6,000, and the donor could therefore make up to
$4,000 in other transfers to the beneficiary each year without pay-
ment of gift tax. Under this rule, a donor may contribute up to
$50,000 every five years ($100,000 in the case of a married couple)
with no gift tax consequences, assuming no other gifts are made by
the donor to the beneficiary in the five-year period. A gift tax re-
turn must be filed with respect to any contribution in excess of the
annual gift-tax exclusion limit, and the election for five-year aver-
aging must be made on the contributor’s gift tax return.

If a donor making an over-$10,000 contribution to a qualified
State tuition program dies during the five-year averaging period,
the portion of the contribution that has not been allocated to the
years prior to death is includible in the donor’s estate. For exam-
ple, if a donor makes a $40,000 contribution, elects to treat the
transfer as being made over a five-year period, and dies the follow-
ing year, $8,000 would be allocated to the year of contribution, an-
other $8,000 would be allocated to the year of death, and the re-
maining $24,000 would be includible in the donor’s estate.

If a beneficiary’s interest in a qualified State tuition program or
education IRA is rolled over to another beneficiary, there are no
transfer tax consequences if the two beneficiaries are in the same
generation. If a beneficiary’s interest is rolled over to a beneficiary
in a lower generation (e.g., parent to child or uncle to niece), the

49The Act provides that, after 1998, the annual gift-tax exclusion of $10,000 in the case of
an individual, or $20,000 in the case of a married couple that splits their gifts, will be indexed
for inflation.
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five-year averaging rule described above may be applied to exempt
up to $50,000 of the transfer from gift tax.

For Federal estate tax purposes, the value of any interest in a
qualified State tuition program or education IRA will be includible
in the estate of the designated beneficiary. Such interests will not
be includible in the estate of the contributor.

The Federal estate and gift tax treatment of qualified State tui-
tion programs and education IRAs has no effect on the actual
rights and obligations of the parties pursuant to the terms of the
contracts under State law.

Effective Date

The modifications to section 529 generally are effective after De-
cember 31, 1997. The expansion of the term “qualified higher edu-
cation expenses” to cover certain room and board expenses is effec-
tive as if included in the Small Business Job Protection Act of 1996
(enacted on August 20, 1996). The provisions governing education
IRAs apply to taxable years beginning after December 31, 1997.
The gift tax provisions are effective for contributions (or transfers)
made after August 5, 1997, and the estate tax provisions are effec-
tive for decedents dying after June 8, 1997.

Revenue Effect

The provisions are estimated to reduce Federal fiscal year budget
receipts by $192 million in 1998, $751 million in 1999, $1,030 mil-
lion in 2000, $1,190 million in 2001, $1,269 million in 2002, $1,605
million in 2003, $1,925 million in 2004, $2,244 million in 2005,
$2,569 million in 2006, and $2,910 million in 2007.

B. Other Education-Related Tax Provisions

1. Extension of exclusion for employer-provided educational
assistance (sec. 221 of the Act and sec. 127 of the Code)

Present and Prior Law

Under present and prior law, an employee’s gross income and
wages do not include amounts paid or incurred by the employer for
educational assistance provided to the employee if such amounts
are paid or incurred pursuant to an educational assistance program
that meets certain requirements. This exclusion is limited to $5,250
of educational assistance with respect to an individual during a cal-
endar year. Under prior law, the exclusion did not apply to grad-
uate level courses beginning after June 30, 1996. Under prior law,
the exclusion expired with respect to courses beginning after June
30, 1997.50 In the absence of the exclusion, educational assistance
is excludable from income only if it is related to the employee’s cur-
rent job.

50The legislative history reflects congressional intent that the provision expire with respect
to courses beginning after May 31, 1997.
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Reasons for Change

The Congress believed that the exclusion for employer-provided
education assistance has enabled millions of workers to advance
their education and improve their job skills without incurring addi-
tional taxes and a reduction in take-home pay. In addition, the ex-
clusion lessens the complexity of the tax laws. Without the special
exclusion, a worker receiving educational assistance from his or her
employer is subject to tax on the assistance, unless the education
is related to the worker’s current job. Because the determination of
whether particular educational assistance is job-related is based on
the facts and circumstances, it may be difficult to determine with
certainty whether the educational assistance is excludable from in-
come. This uncertainty may lead to disputes between taxpayers
and the Internal Revenue Service.

Explanation of Provision

The Act extends the exclusion for employer-provided educational
assistance for undergraduate education with respect to courses be-
ginning before June 1, 2000. The exclusion does not apply with re-
spect to graduate level courses.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1996.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $534 million in 1998, $369 million in 1999, and $250
million in 2000.

2. Modification of $150 million limit on qualified 501(c)(3)
bonds other than hospital bonds (sec. 222 of the Act and
sec. 150 of the Code)

Present and Prior Law

Interest on State and local government bonds generally is ex-
cluded from income if the bonds are issued to finance activities car-
ried out and paid for with revenues of these governments. Interest
on bonds issued by these governments to finance activities of other
persons, e.g., private activity bonds, is taxable unless a specific ex-
ception is included in the Code. One such exception is for private
activity bonds issued to finance activities of private, charitable or-
ganizations described in Code section 501(c)(3) (“section 501(c)(3)
organizations”) when the activities do not constitute an unrelated
trade or business.

Present and prior law treats section 501(c)(3) organizations as
private persons; thus, bonds for their use may only be issued as
private activity “qualified 501(1)(3) bonds,” subject to the restric-
tions of Code section 145. Under prior law, the most significant of
these restrictions limited the amount of outstanding bonds from
which a section 501(c)(3) organization could benefit to $150 million.
In applying this “$150 million limit,” all section 501(c)(3) organiza-
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tions under common management or control were treated as a sin-
gle organization. The limit did not apply to bonds for hospital facili-
ties, defined to include only acute care, primarily inpatient, organi-
zations.

Reasons for Change

The Congress believed a distinguishing feature of American soci-
ety is the singular degree to which the United States maintains a
private, non-profit sector of higher education and other charitable
institutions in the public service. The Congress found inappropriate
the restrictions of prior law which placed these section 501(c)(3) or-
ganizations at a financial disadvantage relative to substantially
identical governmental institutions. For example, a public univer-
sity generally had unlimited access to tax-exempt bond financing,
while a private, non-profit university was subject to a $150 million
limitation on outstanding bonds.

Explanation of Provision

The Act repeals the $150 million limit for bonds issued after the
date of enactment to finance capital expenditures incurred after the
date of enactment. Because this provision of the Act applies only
to bonds issued with respect to capital expenditures incurred after
the date of enactment, the $150 million limit will continue to gov-
ern issuance of other non-hospital qualified 501(c)(3) bonds (e.g., re-
funding bonds with respect to capital expenditures incurred before
the date of enactment or new-money bonds for capital expenditures
incurred before that date).5! Thus, the Congress understood that
bond issuers will continue to need Treasury Department guidance
on the application of this limit in the future, and expects that the
Treasury will continue to provide interpretative rules on this limit.

Effective Date

The provision was effective for bonds issued after the date of en-
actment (August 5, 1997) to finance capital expenditures incurred
after such date.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $6 million in 1998, $45 million in 1999, $75 million in
2000, $89 million in 2001, $99 million in 2002, $106 million in
2003, $115 million in 2004, $125 million in 2005, $138 million in
2006, and $162 million in 2007.

3. Expansion of arbitrage rebate exception for certain bonds
(sec. 223 of the Act and sec. 148 of the Code)

Present and Prior Law

Interest on State and local government bonds generally is ex-
cluded from income if the bonds are issued to finance activities car-

51See colloquy between Senators Moynihan and Roth, Cong. Record, July 31, 1997, S8466—
67, clarifying that bonds to which the $150 million limit does not apply under the Act are not
taken into account in applying the $150 million limit to other bonds.
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ried out and paid for with revenues of these governments. Interest
on bonds issued by these governments to finance activities of other
persons, e.g., private activity bonds, is taxable unless a specific ex-
ception is included in the Code. In the case of bonds the interest
on which is excluded from income, generally, all arbitrage profits
earned on investments unrelated to the purpose of the borrowing
(“nonpurpose investments”) when such earnings are permitted
must be rebated to the Federal Government.

An exception is provided for bonds issued by governmental units
having general taxing powers if the governmental unit (and all
subordinate units) issues $5 million or less of governmental bonds
during the calendar year (“the small-issuer exception”). This excep-
tion does not apply to private activity bonds.

Reasons for Change

The Congress recognized the need for additional monies to ad-
dress public school infrastructure needs. It believed that this provi-
sion will reduce the compliance costs of issuers of tax-exempt debt
issued for public school construction.

Explanation of Provision

The Act provides that up to $5 million dollars of bonds used to
finance public school capital expenditures incurred after December
31, 1997, is excluded from application of the present-law $5 million
limit. Thus, otherwise qualified issuers will continue to benefit
from the small issue exception from arbitrage rebate if they issue
no more than $10 million in governmental bonds per calendar year
and no more than $5 million of the bonds is used to finance ex-
penditures other than public school capital expenditures.

Effective Date

The provision is effective for bonds issued after December 31,
1997.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $1 million in 1998, $4 million in 1999, $7 million in
2000, $11 million in 2001, $14 million in 2002, $27 million in 2003,
$30 million in 2004, $33 million in 2005, $36 million in 2006, and
$38 million in 2007.

4, Enhanced deduction for corporate contributions of com-
puter technology and equipment (sec. 224 of the Act and
new sec. 170(e)(6) of the Code)

Present and Prior Law

In computing taxable income, a taxpayer who itemizes deduc-
tions generally is allowed to deduct the fair market value of prop-
erty contributed to a charitable organization.’2 However, in the

52The amount of the deduction allowable for a taxable year with respect to a charitable con-
tribution 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 (secs. 170(b)
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case of a charitable contribution of inventory or other ordinary-in-
come property, short-term capital gain property, or certain gifts to
private foundations, the amount of the deduction is limited to the
taxpayer’s basis in the property. In the case of a charitable con-
tribution of tangible personal property, a taxpayer’s deduction is
limited to the adjusted basis in such property if the use by the re-
cipient charitable organization is unrelated to the organization’s
tax-exempt purpose (sec. 170(e)(1)(B)(1)).

Special rules in the Code provide augmented deductions for cer-
tain corporate 53 contributions of inventory property for the care of
the ill, the needy, or infants54 (sec. 170(e)(3)), and certain cor-
porate contributions of scientific equipment constructed by the tax-
payer, provided the original use of such donated equipment is by
the donee for research or research training in the United States in
physical or biological sciences (sec. 170(e)(4)).55 Under these special
rules, the amount of the augmented deduction available to a cor-
poration making a qualified contribution is equal to its basis in the
donated property plus one-half of the amount of ordinary income
that would have been realized if the property had been sold.56
However, the augmented deduction cannot exceed twice the basis
of the donated property.

Reasons for Change

The Congress believed that providing an incentive for businesses
to invest their computer equipment and software for the benefit of
primary and secondary school students will help to provide Ameri-
ca’s schools with the technological resources necessary to prepare
both teachers and students for a technologically advanced present
and future.

Explanation of Provision

The Act specifically provides that certain contributions of com-
puter and other equipment to eligible donees to be used for the
benefit of elementary and secondary school children qualify for an
augmented deduction similar to the deduction currently available
under Code section 170(e)(3). Under the Act, qualified contributions
mean gifts of computer technology and equipment (i.e., computer
software, computer or peripheral equipment, and fiber optic cable
related to computer use) to eligible donees to be used within the
United States for educational purposes in any of grades K-12.

and 170(e)). Corporations are entitled to claim a deduction for charitable contributions, generally
limited to 10 percent of their taxable income (computed without regard to the contributions) for
the taxable year.

53 S corporations are not eligible donors for purposes of section 170(e)(3) or section 170(e)(4).

54Treas. Reg. sec. 1.170A—4(b)(2)(ii)(F) defines an “infant” as a minor child (as determined
under the laws of the jurisdiction in which the child resides). Treas. Reg. sec. 1.170A—
4(b)(2)(i1)(G) provides that the “care of an infant” means performance of parental functions and
provision for the physical, mental, and emotional needs of the infant.

55 Eligible donees under section 170(e)(3) are public charities (but not governmental units) and
private operating foundations. Eligible donees under section 170(e)(4) are limited to post-second-
ary educational institutions, scientific research organizations, and certain other organizations
that support scientific research.

56 For purposes of section 170(e)(3), however, no deduction is allowed for any portion of gain
that would have been recognized as ordinary income (had the property been sold) because of
the application of the recapture provisions in sections 617, 1245, 1250, or 1252. No such limita-
tion applies under section 170(e)(4) because qualified contributions for purposes of section
170(e)(4) are limited to nondepreciable inventory property.
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Eligible donees are (1) any educational organization that nor-
mally maintains a regular faculty and curriculum and has a regu-
larly enrolled body of pupils in attendance at the place where its
educational activities are regularly carried on, and (2) Code section
501(c)(3) entities that are organized primarily for purposes of sup-
porting elementary and secondary education. A private foundation
also is an eligible donee, provided that, within 30 days after receipt
of the contribution, the private foundation contributes the property
to an eligible donee described above.

Qualified contributions are limited to gifts made no later than
two years after the date the taxpayer acquired or substantially
completed the construction of the donated property. In addition, the
original use of the donated property must commence with the
donor or the donee. Accordingly, qualified contributions generally
are limited to property that is no more than two years old. Such
donated property could be computer technology or equipment that
is inventory or depreciable trade or business property in the hands
of the donor.57

The Act generally provides that the donee organizations cannot
transfer the donated property for money or services (e.g., a donee
organization cannot sell the computers). However, a donee organi-
zation may transfer the donated property in furtherance of its ex-
empt purposes and be reimbursed for shipping, installation, and
transfer costs. For example, if a corporation contributes computers
to a charity that subsequently distributes the computers to several
elementary schools in a given area, the charity could be reimbursed
by the elementary schools for shipping, transfer, and installation
costs.58

The special treatment applies only to donations made by C cor-
porations; as under present law section 170(e)(4), S corporations,
personal holding companies, and service organizations are not eligi-
ble donors.

Effective Date

The provision is effective for contributions made in taxable years
beginning after December 31, 1997, and before January 1, 2001.5°

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $46 million in 1998, $48 million in 1999, $77 million in
2000, $49 million in 2001, $5 million in 2002, and $1 million in
2003.

57In the case of depreciable trade or business property, the limitation of section 170(e)(3)(C)
does not apply for purposes of determining the amount of the deduction under the provision.
Thus, a deduction is allowed under the provision for a portion of the gain that would have been
recognized as ordinary income (had the property been sold) because of the application of the re-
capture provisions relating to depreciation, certain mining and exploration expenditures, certain
soil and water conservation expenditures, and certain land-clearing expenditures.

58In the case of contributions made through private foundations, the Act permits the payment
by the ultimate recipient to the private foundation of shipping, transfer, and installation costs.

59 A technical correction is necessary to provide that the provision is effective for contributions
made during a three-year period ending December 31, 2000.
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5. Treatment of cancellation of certain student loans (sec.
225 of the Act and sec. 108(f) (of the Code)

Present and Prior Law

In the case of an individual, gross income subject to Federal in-
come tax does not include any amount from the forgiveness (in
whole or in part) of certain student loans, provided that the for-
giveness is contingent on the student’s working for a certain period
of time in certain professions for any of a broad class of employers
(sec. 108(f)).

Student loans eligible for this special rule must be made to an
individual to assist the individual in attending an educational in-
stitution that normally maintains a regular faculty and curriculum
and normally has a regularly enrolled body of students in attend-
ance at the place where its education activities are regularly car-
ried on. Loan proceeds may be used not only for tuition and re-
quired fees, but also to cover room and board expenses (in contrast
to tax free scholarships under section 117, which are limited to tui-
tion and required fees). In addition, the loan must be made by (1)
the United States (or an instrumentality or agency thereof), (2) a
State (or any political subdivision thereof), (3) certain tax-exempt
public benefit corporations that control a State, county, or munici-
pal hospital and whose employees have been deemed to be public
employees under State law, or (4) an educational organization that
originally received the funds from which the loan was made from
the United States, a State, or a tax-exempt public benefit corpora-
tion. Thus, loans made with private, nongovernmental funds are
not qualifying student loans for purposes of the section 108(f) ex-
clusion.

Reasons for Change

The Congress believed that it is appropriate to expand present-
law section 108(f), so that certain loan cancellation programs of
educational organizations receive Federal income tax treatment
comparable to that provided for similar government-sponsored pro-
grams. This provision promotes the establishment of programs that
encourage students to use their education and training in valuable
community service.

Explanation of Provision

The Act expands section 108(f) so that an individual’s gross in-
come does not include amounts from the forgiveness of loans made
by educational organizations (and certain tax-exempt organizations
in the case of refinancing loans) if the proceeds of such loans are
used to pay costs of attendance at an educational institution or to
refinance outstanding student loans®® and the student is not em-
ployed by the lender organization. As under present law, the sec-
tion 108(f) exclusion applies only if the forgiveness is contingent on

60 A technical correction is required to clarify that gross income does not include amounts from
the forgiveness of loans made by educational organizations and certain tax-exempt organizations
to refinance any existing student loan (and not just loans made by educational organizations).
A provision to this effect is included in Title VI (sec. 604(e)) of H.R. 2676, the Tax Technical
Corrections Act of 1997, as passed by the House on November 5, 1997.
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the student’s working for a certain period of time in certain profes-
sions for any of a broad class of employers. In addition, in the case
of loans made or refinanced by educational organizations (as well
as refinancing loans made by certain tax-exempt organizations),
the student’s work must fulfill a public service requirement.61 The
student must work in an occupation or area with unmet needs and
such work must be performed for or under the direction of a tax-
exempt charitable organization or a governmental entity.

Effective Date

The provision applies to discharges of indebtedness after August
5, 1997, the date of enactment.

Revenue Effect

The provision is estimated to have a negligible revenue effect on
Federal fiscal year budget receipts in each of 1998 through 2007.

6. Tax credit for holders of qualified zone academy bonds
(sec. 226 of the Act and new sec. 1397E of the Code)

Present and Prior Law

Interest on State and local governmental bonds generally is ex-
cluded from gross income for Federal income tax purposes if the
proceeds of the bonds are used to finance direct activities of these
governmental units, including the financing of public schools (Code
sec. 103).

Pursuant to the Omnibus Budget Reconciliation Act of 1993
(OBRA 1993), the Secretaries of the Department of Housing and
Urban Development (HUD) and the Department of Agriculture des-
ignated a total of nine empowerment zones and 95 enterprise com-
munities on December 21, 1994 (sec. 1391). Designated
empowerment zones and enterprise communities were required to
satisfy certain eligibility criteria, including specified poverty rates
and population and geographic size limitations (sec. 1392). The
Code provides special tax incentives for certain business activities
conducted in empowerment zones and enterprise communities
(secs. 1394, 1396, and 1397A). In addition, the Taxpayer Relief Act
of 1997 provides for the designation of 22 additional empowerment
zones (secs. 1391(b)(2) and 1391(g)).

Explanation of Provision

Under the provision, certain financial institutions (i.e., banks, in-
surance companies, and corporations actively engaged in the busi-
ness of lending money) that hold “qualified zone academy bonds”
are entitled to a nonrefundable tax credit in an amount equal to
a credit rate (set by the Treasury Department) multiplied by the
face amount of the bond. The credit rate applies to all such bonds

61 A technical correction is required to clarify that refinancing loans made by educational orga-
nizations and certain tax-exempt organizations must be made pursuant to a program of the refi-
nancing organization (e.g., school or private foundation) that requires the student to fulfill a
public service work requirement. A provision to this effect is included in Title VI (sec. 604(e))
of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House on November
5, 1997.
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issued in each month. A taxpayer holding a qualified zone academy
bond on the credit allowance date (i.e., each one-year anniversary
of the issuance of the bond) is entitled to a credit. The credit is in-
cludible in gross income (as if it were an interest payment on the
bond). The credit may be claimed against regular income tax and
AMT liability.62

The Treasury Department will set the credit rate each month at
a rate estimated to allow issuance of qualified zone academy bonds
without discount and without interest cost to the issuer. The maxi-
mum term of the bond issued in a given month also is determined
by the Treasury Department so that the present value of the obli-
gation to repay the bond is 50 percent of the face value of the bond.
Such present value will be determined using as a discount rate the
average annual interest rate of tax-exempt obligations with a term
of 10 years or more issued during the month.

“Qualified zone academy bonds” are defined as any bond issued
by a State or local government, provided that (1) 95 percent of the
proceeds are used for the purpose of renovating, providing equip-
ment to, developing course materials for use at, or training teach-
ers and other school personnel in a “qualified zone academy” 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 (includ-
ing empowerment zones designated or authorized to be designated
under the Act), or (b) it is reasonably expected that at least 35 per-
cent of the students at the school will be eligible for free or re-
duced-cost lunches under the school lunch program established
under the National School Lunch Act.

A total of $400 million of “qualified zone academy bonds” may be
issued in each of 1998 and 1999. The $800 million aggregate bond
cap will be allocated to the States according to their respective pop-
ulations of individuals below the poverty line. A State may carry
over any unused allocation into subsequent years. Each State, in
turn, will allocate the credit to qualified zone academies within
such State.

Effective Date

The provision is effective for qualified zone academy bonds issued
after December 31, 1997.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $8 million in 1998, $27 million in 1999, $43 million in
2000, and $47 million in each of years 2001 through 2007.

62 A technical correction may be necessary to clarify that the credit also may be claimed
against estimated tax liability on the credit allowance date.
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TITLE III. SAVINGS AND INVESTMENT TAX INCENTIVES

A. Individual Retirement Arrangements (secs. 301-304 of
the Act and secs. 72, 219, and 408 of the Code and new
sec. 408A of the Code)

Present and Prior Law

Under present and prior law, an individual may make deductible
contributions to an individual retirement arrangement (“IRA”) up
to the lesser of $2,000 or the individual’s compensation if the indi-
vidual is not an active participant in an employer-sponsored retire-
ment plan. Under present and prior law, in the case of a married
couple, deductible IRA contributions of up to $2,000 can be made
for each spouse (including, for example, a home maker who does
not work outside the home) if the combined compensation of both
spouses is at least equal to the contributed amount.

Under present and prior law, if the individual (or the individual’s
spouse) is an active participant in an employer-sponsored retire-
ment plan, the $2,000 deduction limit is phased out over certain
adjusted gross income (“AGI”) levels. Under prior law, the limit
was phased out between $40,000 and $50,000 of AGI for married
taxpayers filing joint returns, and between $25,000 and $35,000 of
AGI for single taxpayers. Under present and prior law, contribu-
tions cannot be made to a deductible IRA after age 70%. Under
prior law, an individual could make contributions to a nondeduct-
ible IRA to the extent the individual could not (or did not) make
contributions to a deductible IRA.

Under present and prior law, amounts held in a deductible or
nondeductible IRA are includible in income when withdrawn (ex-
cept to the extent the withdrawal is a return of nondeductible con-
tributions). Includible amounts withdrawn prior to attainment of
age 59V%2 are subject to an additional 10-percent early withdrawal
tax, unless the withdrawal is due to death or disability, is made
in the form of certain periodic payments, is used to pay medical ex-
penses in excess of 7.5 percent of AGI, or is used to purchase
health insurance of an unemployed individual.

Under present and prior law, distributions from a deductible or
nondeductible IRA are required to begin at age 70%%. An excise tax
is imposed if the minimum required distributions are not made.
Distributions to the beneficiary of an IRA are generally required to
begin within 5 years of the death of the IRA owner, unless the ben-
eficiary is the surviving spouse.

Under present and prior law, IRAs generally may not be invested
in collectibles. Under prior law, coins were considered collectibles,
other than coins issued by a State and certain gold and silver coins
issued by the U.S. Mint.

Reasons for Change

The Congress was concerned about the national savings rate, and
believed that individuals should be encouraged to save. The Con-
gress believed that the ability to make deductible contributions to
an IRA was a significant savings incentive. However, this incentive
was not available to all taxpayers under prior law. Further, the
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prior-law income thresholds for IRA deductions were not indexed
for inflation so that fewer Americans will be eligible to make a de-
ductible IRA contribution each year. The Congress believed it was
appropriate to encourage individual saving and that deductible
IRAs should be available to more individuals.

In addition, the Congress believed that some individuals would
be more likely to save if funds set aside in a tax-favored account
could be withdrawn without tax after a reasonable holding period
for retirement or certain special purposes. Some taxpayers might
find such a vehicle more suitable for their savings needs.

The Congress believed that providing an incentive to save for cer-
tain special purposes was appropriate. The Congress believed that
many Americans may have difficulty saving enough to ensure that
they will be able to purchase a home. Home ownership is a fun-
damental part of the American dream.

The Congress believed that the prior-law rules relating to deduct-
ible IRAs penalize American homemakers. The Congress believed
that an individual should not be precluded from making a deduct-
ible IRA contribution merely because his or her spouse participates
in an employer-sponsored retirement plan.

Finally, the Congress believed that IRAs should not be precluded
from investing in bullion.

Explanation of Provision

In general

The Act (1) increases the AGI phase-out limits for deductible
IRAs, (2) modifies the AGI phase-out limits for an individual who
is not an active participant in an employer-sponsored retirement
plan but whose spouse is, (3) provides an exception from the early
withdrawal tax for withdrawals for first-time home purchase (up to
$10,000),63 and (4) creates a new nondeductible IRA called the
Roth IRA. Individuals with AGI below certain levels may make
nondeductible contributions of up to $2,000 annually to a Roth
IRA. In addition, the $2,000 maximum contribution limit is re-
duced to the extent an individual makes contributions to any other
IRA in the same taxable year. A Roth IRA is an IRA which is des-
ignated at the time of establishment as a Roth IRA in the manner
prescribed by the Secretary. Qualified distributions from a Roth
IRA are not includible in income.

The Act modifies the prior-law rules relating to nondeductible
IRAs. Thus, an individual may make nondeductible contributions
to an IRA to the extent they cannot or do not make deductible con-
tributions and contributions to a Roth TRA.

63The Act also provides for penalty-free withdrawals from IRAs for education expenses. (See
Title I1.A.3., above.) The penalty-free withdrawal exceptions for first-time homebuyer and edu-
cation expenses do not apply to distributions from employer-sponsored retirement plans. A tech-
nical correction may be necessary to prevent the avoidance of the early withdrawal tax by par-
ticipants in employer-sponsored retirement plans who roll over hardship distributions into an
IRA and withdraw the funds from the IRA. A technical correction to that effect is included in
Title VI (sec. 605) of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the
House on November 5, 1997. The technical correction would provide that hardship distributions
cannot be rolled over into an IRA.
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Modification to active participant rule and increase income
phase-out ranges for deductible IRAs

Under the Act, the maximum deductible IRA contribution for an
individual who is not an active participant in an employer-spon-
sored retirement plan, but whose spouse is, is phased out for tax-
payers with AGI between $150,000 and $160,000.

Under the Act, the deductible IRA income phase-out limits are
increased as follows:

Joint Returns

Taxable years beginning in: Phase-out range
1998 e s $50,000—60,000
1999 s 51,000—61,000
2000 i e re e erreeas 52,000—62,000
2000 e e 53,000—63,000
2002 . e aae s 54,000—64,000
2008 . e e eare s 60,000—70,000
2004 .. are s 65,000—75,000
2005 i e e eree s 70,000—80,000
2006 ...t e e e eare s 75,000—85,000
2007 and thereafter ...............ccccccvvrrrirrininirnnnnnnnn. 80,000—100,000

Single Taxpayers

Taxable years beginning in: Phase-out range
1998 e $30,000—40,000
1999 e 31,000—41,000
2000 ittt 32,000—42,000
2000 et 33,000—43,000
2002 .o 34,000—44,000
2008 et 40,000—50,000
2004 .ot 45,000—55,000
2005 and thereafter .............cccccccvviiiiiiiiiiiiiiinnnnnnn, 50,000—60,000

The following examples illustrate the income phase-out rules.

Example 1.—W is an active participant in an employer-sponsored
retirement plan, and W’s husband, H, is not. Further assume that
the combined AGI of H and W for the year is $200,000. Neither W
nor H is entitled to make deductible contributions to an IRA for the
year.

Example 2.—Same as example 1, except that the combined AGI
of W and H is $125,000. H can make deductible contributions to
an IRA. However, a deductible contribution could not be made for
W.
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Modifications to early withdrawal tax

The Act provides that the 10-percent early withdrawal tax does
not apply to withdrawals from an IRA (including a Roth IRA) for
up to $10,000 of first-time homebuyer expenses.64

Under the Act, qualified first-time homebuyer distributions are
withdrawals of up to $10,000 during the individual’s lifetime that
are used within 120 days to pay costs (including reasonable settle-
ment, financing, or other closing costs) of acquiring, constructing,
or reconstructing the principal residence of a first-time homebuyer
who is the individual, the individual’s spouse, or a child, grand-
child, or ancestor of the individual or individual’s spouse. A first-
time homebuyer is an individual who has not had an ownership in-
terest in a principal residence during the 2-year period ending on
the date of acquisition of the principal residence to which the with-
drawal relates. The Act requires that the spouse of the individual
also meet this requirement as of the date the contract is entered
into or construction commences. The date of acquisition is the date
the individual enters into a binding contract to purchase a prin-
cipal residence or begins construction or reconstruction of such a
residence. Principal residence is defined as under the provisions re-
lating to the rollover of gain on the sale of a principal residence.

Under the Act, any amount withdrawn for the purchase of a
principal residence is required to be used within 120 days of the
date of withdrawal. The 10-percent additional tax on early with-
drawals is imposed with respect to any amount not so used. If the
120-day rule cannot be satisfied due to a delay in the acquisition
of the residence, the taxpayer may recontribute all or part of the
amount withdrawn to a Roth IRA prior to the end of the 120-day
period without adverse tax consequences.

IRA investments in coins and bullion

Under the Act, IRA assets may be invested in certain bullion.
The Act applies to any gold, silver, platinum or palladium bullion
of a fineness equal to or exceeding the minimum fineness required
for metals which may be delivered in satisfaction of a regulated fu-
tures contract subject to regulation by the Commodity Futures
Trading Commission. The provision does not apply unless the bul-
lion is in the physical possession of an IRA trustee. The Act also
provides that IRA assets may be invested in certain platinum coins
issued by the U.S. mint.65

64The Act also provides for penalty-free withdrawals from IRAs for education expenses. (See
Title II.A.3., above.) The penalty-free withdrawal exceptions for first-time homebuyer and edu-
cation expenses do not apply to distributions from employer-sponsored retirement plans. A tech-
nical correction may be necessary to prevent the avoidance of the early withdrawal tax by par-
ticipants in employer-sponsored retirement plans who roll over hardship distributions into an
IRA and withdraw the funds from the IRA. A technical correction to that effect is included in
Title VI (sec. 605) of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the
House on November 5, 1997. The technical correction would provide that hardship distributions
cannot be rolled over into an IRA.

65The Act does not modify the prior-law rule permitting IRAs to be invested in State coins
and certain coins issued by the U.S. Mint.
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Roth IRAs

Contributions to Roth IRAs

The maximum annual contribution that may be made to a Roth
IRA is the lesser of $2,000 or the individual’s compensation for the
year. As under the rules relating to IRAs generally, a contribution
of up to $2,000 for each spouse may be made to a Roth IRA pro-
vided the combined compensation of the spouses is at least equal
to the contributed amount. The maximum annual contribution that
can be made to a Roth IRA is phased out for single individuals
with AGI between $95,000 and 5110,000 and for joint filers with
AGI between $150,000 and $160,000.66

Contributions to a Roth IRA may be made even after the individ-
ual for whom the account is maintained has attained age 70%%.

Taxation of distributions

Qualified distributions from a Roth IRA are not includible in
gross income, nor subject to the additional 10-percent tax on early
withdrawals. A qualified distribution is a distribution that (1) is
made after the 5-taxable year period beginning with the first tax-
able year in which the individual made a contribution to a Roth
IRA,57 and (2) which is (a) made on or after the date on which the
individual attains age 59%%, (b) made to a beneficiary (or to the in-
dividual’s estate) on or after the death of the individual, (c) attrib-
utable to the individual’s being disabled, or (d) a qualified special
purpose distribution. A qualified special purpose distribution is a
distribution that is exempt from the 10-percent early withdrawal
tax because it is for first-time homebuyer expenses.

Distributions from a Roth IRA that are not qualified distribu-
tions are includible in income to the extent attributable to earn-
ings, and subject to the 10-percent early withdrawal tax (unless an
exception applies). The same exceptions to the early withdrawal
tax that apply to IRAs apply to Roth IRAs.

ordering rule applies for purposes of determining what por-
tion of a distribution that is not a qualified distribution is includ-
ible in income. Under the ordering rule, distributions from a Roth
IRA are treated as made from contributions first, and all of an in-
dividual’s Roth IRAs are treated as a single Roth IRA. Thus, no
portion of a distribution from a Roth IRA is treated as attributable
to earnings (and therefore includible in gross income) until the
total of all distributions from all the individual’s Roth IRAs exceeds
the amount of contributions.

The pre-death minimum distribution rules that apply to IRAs
generally do not apply to Roth IRAs.

Distributions from a Roth IRA may be rolled over tax free to an-
other Roth IRA.

66 For this purpose, AGI does not include amounts includible in income as a result of a conver-
sion of an IRA into a Roth IRA. It was intended that the phase-out range for married taxpayers
filing separately be $0 to $10,000. A technical correction is necessary so that the statute reflects
this intent. See Title VI (sec. 605) of H.R. 2676, the Tax Technical Corrections Act of 1997, as
passed by the House on November 5, 1997.

67 As is the case with IRAs generally, contributions to a Roth IRA may be made for a year
by the due date for the individual’s tax return for the year (determined without regard to exten-
sions). In the case of a contribution to a Roth IRA made after the end of the taxable year, the
5-year holding period begins with the taxable year to which the contribution relates, rather than
the year in which the contribution is actually made.
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Conversions of an IRA to a Roth IRA

All or any part of amounts in a present-law deductible or non-
deductible IRA may be converted into a Roth IRA. If the conversion
is made before January 1, 1999,68 the amount that would have
been includible in gross income if the individual had withdrawn the
converted amounts is included in gross income ratably over the 4-
taxable year period beginning with the taxable year in which the
conversion is made. The early withdrawal tax does not apply to
such conversions.6?

Under the Act, only taxpayers with AGI of $100,000 79 or less are
eligible to convert an IRA into a Roth IRA. In the case of a married
taxpayer, AGI is the combined AGI of the couple. Married tax-
payers filing a separate return are not eligible to make a conver-
sion.

A conversion of an IRA into a Roth ITRA can be made in a variety
of different ways and without taking a withdrawal. For example,
an individual may make a conversion simply by notifying the IRA
trustee. Or, an individual may make the conversion in connection
with a change in IRA trustees through a rollover or a trustee-to-
trustee transfer. If a part of an IRA balance is converted into a
Roth IRA, the Roth TRA amounts may have to be held separately.”1

Effective Date

The provisions are effective for taxable years beginning after De-
cember 31, 1997.

Revenue Effect

The provisions are estimated to reduce Federal fiscal year re-
ceipts by $367 million in 1998, $345 million in 1999, $346 million
in 2001, $860 million in 2002, $1,830 million in 2003, $3,292 mil-
lion in 2004, $3,842 million in 2005, $4,424 million in 2006, and
$5004 million in 2007. The provisions are estimated to increase
Federal fiscal year receipts by $86 million in 2000.

68 If the conversion is made by means of an actual withdrawal followed by a rollover contribu-
tion to a Roth IRA, the withdrawal must occur in 1998 for the 4-year income inclusion rule to
apply. In such a case, the 4-year income inclusion begins with the year in which the withdrawal
was made, even if the rollover to the Roth IRA does not occur until 1999. As is the case with
rollovers generally, a rollover to a Roth IRA must be made within 60 days of the withdrawal
from the IRA.

69]n the case of conversions from an IRA to a Roth IRA, the 5-taxable year holding period
begins with the taxable year in which the conversion was made.

70For this purpose, AGI is determined before any amount includible in income as a result of
the conversion.

71The rules relating to conversions of IRAs into Roth IRAs were not intended to allow individ-
uals receiving premature distributions from a Roth conversion IRA while retaining the benefits
of 4-year income averaging and the nonpayment of the early withdrawal tax. A technical correc-
tion may be necessary so that the statute reflects this intent. See Title VI (sec. 605) of H.R.
2676, the Tax Technical Corrections Act of 1997, as passed by the House on November 5, 1997.
In general, the proposed technical correction would provide that, if converted amounts are with-
drawn within the 5-year period beginning with the year of conversion, then amounts withdrawn
which were includible in income due to the conversion would be subject to the 10-percent early
withdrawal tax and, if the 4-year income inclusion rule applied to the conversion, an additional
10-percent tax. If the 4-year income inclusion rule applied to the conversion, the converted
amounts would still be includible in income under such rule, that is, there would be no accelera-
tion of the income inclusion.
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B. Capital Gains Provisions

1. Maximum rate of tax on net capital gain of individuals
(sec. 311 of the Act and sec. 1(h) of the Code)

Prior Law

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 capital assets, the net capital
gain was taxed at the same rate as ordinary income, except that
individuals were subject to a maximum marginal rate of 28 percent
of the net capital gain. 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.

A capital asset generally means any property except (1) inven-
tory, stock in trade, or property held primarily for sale to cus-
tomers in the ordinary course of the taxpayer’s trade or business,
(2) depreciable or real property used in the taxpayer’s trade or
business, (3) specified literary or artistic property, (4) business ac-
counts or notes receivable, or (5) certain U.S. publications. In addi-
tion, 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 depre-
ciation allowances in excess of the allowances that would have been
available under the straight-line method of depreciation.

Reasons for Change

The Congress believed it is important that tax policy be condu-
cive to economic growth. Economic growth cannot occur without
saving, investment, and the willingness of individuals to take risks.
The greater the pool of savings, the greater the monies available
for business investment. It is through such investment that the
United States’ economy can increase output and productivity. It is
through increases in productivity that workers earn higher real
wages. Hence, greater saving is necessary for all Americans to ben-
efit through a higher standard of living.

The Congress believed that, by reducing the effective tax rates on
capital gains, American households will respond by increasing sav-
ing. The Congress believed it is important to encourage risk taking
and believed a reduction in the taxation of capital gains will have
that effect. The Congress also believed that a reduction in the tax-
ation of capital gains will improve the efficiency of the capital mar-
kets, because the taxation of capital gains upon realization encour-
ages investors who have accrued past gains to keep their monies
“locked in” to such investment even when better investment oppor-
tunities present themselves. A reduction in the taxation of capital
gains should reduce this “lock in” effect.



49

Explanation of Provision

Under the Act,’2 the maximum rate of tax on the adjusted net
capital gain of an individual is reduced from 28 percent to 20 per-
cent. In addition, any adjusted net capital gain which otherwise
would be taxed at a 15 percent rate is taxed at a 10 percent rate.
These rates apply for purposes of both the regular tax and the al-
ternative minimum tax.

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. As under prior law,
the net capital gain i1s reduced by the amount of gain which the in-
dividual treats as investment income for purposes of determining
the investment interest limitation under section 163(d). The Act
does not change the definitions in section 1222 relating to capital
gains and losses, but rather taxes portions of the net capital gain
at different tax rates.?3

The term “28-percent rate gain” means the amount of net gain
attributable to long-term capital gains and losses from property
held more than one year but not more than 18 months, 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)
held more than 18 months (“collectibles gain and loss”),’4 an
amount of gain equal to the amount of gain excluded from gross in-
come under section 1202 relating to certain small business stock
(“section 1202 gain”),”5 the net short-term capital loss for the tax-
able year, and any long-term capital loss carryover to the taxable
year.

“Unrecaptured section 1250 gain” means the amount of long-
term capital gain (not otherwise treated as ordinary income) which
would be treated as ordinary income if section 1250 recapture ap-
plied to all depreciation (rather than only to depreciation in excess
of straight-line depreciation) from the sale or exchange of property
held more than 18 months,7¢ reduced by the net loss (if any) attrib-

72The Act is described as it would be modified by the technical corrections set forth in a letter
dated September 29, 1997, to Donald Lubick, Acting Assistant Secretary for Tax Policy, from
Chairman Archer, Chairman Roth, Congressman Rangel, and Senator Moynihan. These changes
are included in Title VI (sec. 605(d)) of H.R. 2676, the Tax Technical Corrections Act of 1997,
as passed by the House on November 5, 1997.

73 Gain from the sale of a capital asset held more than one year remains “long-term capital
gain” for purposes of the Code. Thus, for example, the deduction for charitable contributions of
appreciated property (under sec. 170(e)) is not changed by this provision.

74Only gains taken into account in computing gross income, and only losses taken into ac-
count in computing taxable income are included in collectibles gains and losses. See section
1222(1)—(4) for a similar rule in defining various categories of capital gain. A look-through rule
is provided in the case of the sale of a partnership interest.

75 For example, assume an individual has $300,000 gain from the sale of qualified stock in
a small business corporation and $120,000 of the gain (50 percent of $240,000) is excluded from
gross income under section 1202, as limited by section 1202(b). The entire $180,000 of gain in-
cluded in gross income is included in the computation of net capital gain and $120,000 of that
gain will be taken into account in computing 28-percent rate gain. The combination of the 50-
percent exclusion and the 28-percent maximum rate will result in a maximum effective regular
tax rate of 14 percent on the $240,000 gain from the sale of the small business stock to which
the 50-percent section 1202 exclusion applies, and the maximum rate on the remaining $60,000
of gain is 20 percent.

76 Section 1250 will continue to treat gain attributable to certain depreciation (generally the
amount of depreciation in excess of the amount allowable under the straight-line method) as
ordinary income. Thus, for example, assume a taxpayer sold a building for $1 million, which
originally cost $500,000, and the taxpayer was allowed $400,000 depreciation of which $100,000
is additional depreciation (as defined in section 1250(b)). As under prior law, $100,000 is treated
as ordinary income under section 1250, and $800,000 is treated as long-term capital gain (as-

Continued
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utable to the items taken into account in computing 28-percent rate
gain. The amount of unrecaptured section 1250 gain (before the re-
duction for the net loss) attributable to the disposition of property
to which section 1231 applies shall not exceed the net section 1231
gain for the year. Thus, if a taxpayer sells a building used in a
trade or business held more than 18 months for a gain of $20,000
attributable entirely to depreciation adjustments not otherwise re-
captured as ordinary income, and sells land used in a trade or busi-
ness held for more than one year for a loss of $5,000, the net sec-
tion 1231 gain is $15,000 and $15,000 (rather than $20,000) will
be taken into account in computing the unrecaptured section 1250
gain for the year.

The 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. (secs. 1(h)(1) and 55(b)(3)). Any amount of
unrecaptured section 1250 gain or 28-percent rate gain otherwise
taxed at a 15-percent rate will continue to be taxed at the 15-per-
cent rate.”?

The following examples illustrate the application of these rules.
(For purposes of the examples, assume the maximum amount of
taxable income in the rate schedule applicable to the individual
taxed at the 15-percent rate is $40,000 and the maximum amount
of taxable income taxed at a rate below 31 percent is $80,000.)

Example 1.—Assume an individual has taxable income of
$100,000, with an adjusted net capital gain of $50,000. $50,000 will
be taxed at regular tax rates (i.e., %40,000 at 15 percent and
$10,000 at 28 percent), and the $50,000 adjusted net capital gain
will be taxed at 20 percent.

Example 2.—Assume an individual has taxable income of
$100,000 with an adjusted net capital gain of $70,000. $30,000 will
be taxed at regular tax rates (i.e., 15 percent), and $10,000 of the
adjusted net capital gain will be taxed at 10 percent and the re-
maining $60,000 of the adjusted net capital gain will be taxed at
20 percent.

Example 3.—Assume an individual has taxable income of
$100,000, with a net capital gain of $50,000, and a 28-percent rate

ain of $20,000, resulting in an adjusted net capital gain of
%30,000. $50,000 will be taxed at the regular tax rates (i.e., $40,000
at 15 percent and $10,000 at 28 percent), the $30,000 of adjusted
net capital gain will be taxed at 20 percent, and the remaining
$20,000 will be taxed at 28 percent.

suming that section 1231(a)(2) does not apply). Under the Act, $300,000 will be taken into ac-
count in computing unrecaptured section 1250 gain since, if section 1250 had applied to all de-
preciation (rather than only additional depreciation), $300 000 of the $800,000 long-term capital
gain would have been treated as ordinary income, and only $500,000 would have been treated
as long-term capital gain.

In the case of a disposition of a partnership interest held more than 18 months, the amount
of long-term capital gain (not otherwise treated as ordinary income) which would be treated as
ordinary income under section 751(a) if section 1250 applied to all depreciation, will be taken
into account in computing unrecaptured section 1250 gain.

77In order to arrive at this result, section 1(h)(1) provides that the amount taxed at a 25-
percent rate is limited to the net capital gain and is further adjusted to take into account
amounts otherwise taxed at the 15-percent rate (or not taxed at all by reason of a taxpayer’s
ordinary loss), and that the amount taxed at a 28-percent rate is the amount of taxable income
reduced by the sum of the amounts taxed at the regular section 1 rates and the 10-, 20-, and
25-percent capital gains rates.
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Example 4.—Assume an individual has taxable income of
$150,000, with a net capital gain of $50,000, and a 28-percent rate

ain of $20,000, resulting in an adjusted net capital gain of
%30,000. $100,000 will be taxed at regular tax rates (i.e., $40,000
at 15 percent, $40,000 at 28 percent, and $20,000 at 31 percent),
the $30,000 of adjusted net capital gain will be taxed at 20 percent,
and the remaining $20,000 will be taxed at 28 percent.

Example 5.—Assume an individual has taxable income of
$80,000, with a net capital gain of $50,000, and a 28-percent rate

ain of $20,000, resulting in an adjusted net capital gain of
%30,000. $40,000 will be taxed at the regular tax rates (i.e., 15 per-
cent); the $30,000 adjusted net capital gain will be taxed at 20 per-
cent; and the remaining $10,000 will be taxed at 28 percent.

Example 6.—Assume an individual has taxable income of
$60,000, with a net capital gain of $50,000, and a 28-percent gain
of $20,000, resulting in an adjusted net capital gain of $30,000.
$30,000 will be taxed at the regular tax rates (i.e., 15 percent);
$10,000 of the adjusted net capital gain will be taxed at 10 percent;
and $20,000 of the adjusted net capital gain will be taxed at 20
percent.

Example 7.—Assume an individual has taxable income of
$40,000, with a net capital gain of $50,000, and a 28-percent rate

ain of $20,000, resulting in an adjusted net capital gain of
%30,000. $10,000 will be taxed at the regular tax rates (i.e., 15 per-
cent); and the $30,000 adjusted net capital gain will be taxed at 10
percent.

Example 8—Assume an individual has taxable income of
$150,000, with a net capital gain of $50,000, an unrecaptured sec-
tion 1250 gain of $10,000 and a 28-percent rate gain of $10,000, re-
sulting in an adjusted net capital gain of $30,000. $100,000 will be
taxed at regular tax rates (i.e., $40,000 at 15 percent, $40,000 at
28 percent, and $20,000 at 31 percent); the unrecaptured section
1250 gain of $10,000 will be taxed at 25 percent; the $30,000 ad-
justed net capital gain will be taxed at 20 percent; and the remain-
ing gain of $10,000 will be taxed at 28 percent.

Example 9.—Assume an individual has taxable income of
$80,000, with a net capital gain of $50,000, an unrecaptured sec-
tion 1250 gain of $10,000 and a 28-percent rate gain of $10,000, re-
sulting in an adjusted net capital gain of $30,000. $40,000 will be
taxed at the regular tax rates (i.e., 15 percent); the $30,000 ad-
justed net capital gain will be taxed at 20 percent; and the remain-
ing $10,000 will be taxed at 28 percent. No amount will be taxed
at 25 percent.78

Example 10.—Assume an individual has taxable income of
$60,000, with a net capital gain of $50,000, an unrecaptured sec-
tion 1250 gain of $10,000, and a 28-percent rate gain of $10,000,
resulting in an adjusted net capital gain of $30,000. $30,000 will
be taxed at the regular tax rates (i.e., 15 percent); $10,000 of the
adjusted net capital gain will be taxed at 10 percent; and $20,000
of the adjusted net capital gain will be taxed at 20 percent.

78The amount taxed at 25 percent is determined by starting with the $10,000 unrecaptured
section 1250 gain and subtracting $10,000, which is the excess of $90,000 (i.e., the sum of the
amount taxed at the regular rates ($40,000) plus the net capital gain ($50,000)) over $80,000
(i.e., the taxable income). This results in no amount taxed at 25 percent.
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Example 11.—Assume an individual has taxable income of
$40,000, with a net capital gain of $50,000, an unrecaptured sec-
tion 1250 gain of $10,000, and a 28-percent rate gain of $10,000,
resulting in an adjusted net capital gain of $30,000. $10,000 will
be taxed at the regular tax rates (i.e., 15 percent) and the $30,000
adjusted net capital gain will be taxed at 10 percent.

Example 12.—Assume an individual has taxable income of
$150,000, with an unrecaptured section 1250 gain of $120,000, and
a loss of $20,000 from the sale of a capital asset held more than
18 months, resulting in a net capital gain of $100,000 and no ad-
justed net capital gain. $50,000 will be taxed at the regular tax
rates (i.e., $40,000 at 15 percent and $10,000 at 28 percent); and
$100,000 will be taxed at 25 percent.

Example 13.—Assume an individual has taxable income of
$150,000, with an unrecaptured section 1250 gain of $90,000, a 28-
percent rate gain of $30,000, and a loss of $20,000 from the sale
of a capital asset held more than 18 months, resulting in a net cap-
ital gain of $100,000 and no adjusted net capital gain. $50,000 will
be taxed at the regular tax rates (i.e., $40,000 at 15 percent and
$10,000 at 28 percent); the $90,000 unrecaptured section 1250 gain
will be taxed at 25 percent and the remaining gain of $10,000 will
be taxed at 28 percent.

Example 14.—Assume an individual has taxable income of
$150,000, with an unrecaptured section 1250 gain of $110,000, a
28-percent rate gain of $10,000, and a loss of $20,000 from the sale
of a capital asset held more than 18 months, resulting in a net cap-
ital gain of $100,000 and no adjusted net capital gain. $50,000 will
be taxed at the regular tax rates (i.e., $40,000 at 15 percent and
$10,000 at 28 percent); and $100,000 (the lesser of unrecaptured
section 1250 gain or net capital gain) will be taxed at 25 percent.

For taxable years beginning after December 31, 2000, any gain
from the sale or exchange of property held more than 5 years
which would otherwise be taxed at the 10-percent rate instead will
be taxed at an 8-percent rate.

Any gain from the sale or exchange of property held more than
5 years and the holding period for which begins after December 31,
2000, which would otherwise be taxed at a 20-percent rate will be
taxed at an 18-percent rate. For purposes of determining whether
the holding period begins after December 31, 2000, the holding pe-
riod of any property acquired pursuant to the exercise of an option
(or other right or obligation) shall include the period such option
(or other right or obligation) was held. Thus, the sale or exchange
of property acquired after December 31, 2000, pursuant to the exer-
cise of an option acquired before January 1, 2001, will not qualify
for the 18-percent rate.”® In addition, a taxpayer holding a capital
asset or property used in the trade or business on January 1, 2001,
may elect to treat the asset as having been sold on such date for
an amount equal to its fair market value, and having been reac-
quired for an amount equal to such value. If the election is made,

79The option rule applies solely for purposes of determining whether the property meets the
requirement that the holding period began on or after January 1, 2001, in order to determine
whether the gain qualifies for the 18-percent maximum rate. It does not apply for determining
thedholding period for any other purpose of the Code, including whether the 5-year holding pe-
riod is met.
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the asset will be eligible for the 18-percent rate if sold after being
held for more than 5 years after December 31, 2000. Any gain re-
sulting from the election will be treated as received on the date of
the deemed sale. Any loss will not be allowed (and the disallowed
loss will not be added to the basis of the asset). A taxpayer may
make the election with respect to some assets and not with respect
to others.

The Act 89 contains several conforming amendments to coordinate
the multiple holding periods with other provisions of the Code. In-
herited property (section 1223(11) and (12)) and certain patents
(section 1235) will be deemed to have a holding period of more than
18 months, allowing the lower 10- and 20-percent rates to apply.
The Act treats the long-term capital gain or loss on a section 1256
contract as attributable to property held more than 18 months.
Rules similar to the short sale holding period rules of section
1233(b) and (d) and the holding period rules of section 1092(f) will
apply where the applicable property is held more than one year but
not more than 18 months. Amounts treated as ordinary income by
reason of section 1231(c) will be allocated among categories of net
section 1231 gain in accordance with IRS forms or regulations.8!

The Act allows the Treasury Department to prescribe regulations
applying these capital gains rates to pass-through entities, i.e., reg-
ulated investment companies, real estate investment trusts, S cor-
porations, partnerships, estates, trusts, common trust funds, for-
eign investment companies to which section 1247 applies, and
qualified electing funds (as defined in section 1295).

The Act also gives the Treasury Department regulatory authority
to modify the application of section 904(b)(2) and (3) to the extent
necessary to properly reflect capital gain rate differentials and the
computation of net capital gain. These regulations may take into
account that the net capital gain includes gains and losses in dif-
ferent categories of income under section 904(d).

These maximum capital gain rates also apply for purposes of
computing the alternative minimum tax.82 In addition, the mini-
mum tax preference (under section 57(a)(7)) for the excluded por-
tion of the gain from certain small business stock is reduced to 42
percent, resulting in an inclusion for minimum tax purposes of 71
percent (50 percent under the regular tax plus an additional 21
percent) of the gain from the sale of small business stock. Thus, the
maximum rate of tax on this gain under the minimum tax will be
19.88 percent (.71 of 28 percent). For gains which, but for section
1202, would be taxed at an 18-percent rate beginning in 2006, the
minimum tax preference will be 28 percent, resulting in a mini-
mum tax rate of 17.92 percent.83

80 These provisions were not contained in the 1997 Act itself but are contained the Tax Tech-
nical Corrections Act of 1997, Title VI of H.R. 2676 as passed by the House on November 5,
1997

81See IRS Notice 97-59 (Oct. 27, 1997) for rules relating to recharacterizing section 1231
gains under section 1231(c).

82The amount of net capital gain, adjusted net capital gain, unrecaptured section 1250 gain
and 28-percent rate gain will be computed with any adjustments (such as differences in adjusted
bases) used in computing alternative minimum taxable income.

83See Title VI (sec. 605(d)(3)) of H.R. 2676, the Tax Technical Corrections Act of 1997 as
passed by the House on November 5, 1997.
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Effective Date

The provision applies to taxable years ending after May 6, 1997.

Long-term capital gains and losses properly taken into account
before May 7, 1997, are taken into account in computing 28-percent
rate gain for the taxable year. This generally has the effect of ap-
plying the lower rates to capital assets sold or exchanged (or in-
stallment payments received) on or after May 7, 1997, and subject-
ing the earlier portion of the capital gain to the prior-law maxi-
mum rate of 28 percent. In the case of gain taken into account by
a pass-through entity, the date taken into account by the entity is
the appropriate date for applying this rule.

The 18-month holding period is effective for amounts properly
taken into account after July 28, 1997. Thus, amounts properly
taken into account after May 6, 1997, and before July 29, 1997,
with respect to property (other than collectibles) held more than 1
year but not more than 18 months will be eligible for the 10- and
20-percent rates (as well as the 25-percent rate in the case of the
disposition of section 1250 property).

Revenue Effect
The revenue effect of this provision is included in item 5, below.

2. Exclusion of gain on sale of principal residence (sec. 312
of the Act and secs. 121 and 1034 of the Code)

Prior Law

Under prior law, no gain was recognized on the sale of a prin-
cipal residence if a new residence at least equal in cost to the sales
price of the old residence was purchased and used by the taxpayer
as his or her principal residence within a specified period of time
(sec. 1034). This replacement period generally began two years be-
fore and ended two years after the date of sale of the old residence.
The basis of the replacement residence was reduced by the amount
of any gain not recognized on the sale of the old residence by rea-
son of this gain rollover rule.

Also, under prior law, in general, an individual, on a one-time
basis, could exclude from gross income up to $125,000 of gain from
the sale or exchange of a principal residence if the taxpayer (1) had
attained age 55 before the sale, and (2) had owned the property
and used it as a principal residence for three or more of the five
years preceding the sale (old sec. 121).

Reasons for Change

Calculating capital gain from the sale of a principal residence
was among the most complex tasks faced by a typical taxpayer.
Many taxpayers buy and sell a number of homes over the course
of a lifetime, and are generally not certain of how much housing
appreciation they can expect. Thus, even though most homeowners
never paid any income tax on the capital gain on their principal
residences, as a result of the rollover provisions and the $125,000
one-time exclusion under prior law, detailed records of transactions
and expenditures on home improvements had to be kept, in most
cases, for many decades. To claim the exclusion, many taxpayers
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had to determine the basis of each home they owned, and appro-
priately adjust the basis of their current home to reflect any
untaxed gains from previous housing transactions. This determina-
tion could involve augmenting the original cost basis of each home
by expenditures on improvements. In addition to the record-keep-
ing burden this created, taxpayers faced the difficult task of draw-
ing a distinction between improvements that add to basis, and re-
pairs that do not. The failure to account accurately for all improve-
ments could lead to errors in the calculation of capital gains, and
hence to an under- or over-payment of the capital gains on prin-
cipal residences. By excluding from taxation capital gains on prin-
cipal residences below a relatively high threshold, few taxpayers
will have to refer to records in determining income tax con-
sequences of transactions related to their house.

To have postponed the entire capital gain from the sale of a prin-
cipal residence under prior law, the purchase price of a new home
must have been greater than the sales price of the old home. This
provision of prior law encouraged some taxpayers to purchase larg-
er and more expensive houses than they otherwise would in order
to avoid a tax liability, particularly those who move from areas
where housing costs are high to lower-cost areas. This promoted an
inefficient use of taxpayer’s financial resources.

Prior law also may have discouraged some older taxpayers from
selling their homes. Taxpayers who would have realized a capital
gain in excess of $125,000 if they sold their home and taxpayers
who had already used the exclusion may have chosen to stay in
their homes even though the home no longer suited their needs. By
raising the $125,000 limit and by allowing multiple exclusions, this
constraint to the mobility of the elderly was removed.

While most homeowners do not pay capital gains tax when sell-
ing their homes, prior law created certain tax traps for the unwary
that resulted in significant capital gains taxes or loss of the bene-
fits of the prior-law exclusion. For example, an individual was not
eligible for the one-time capital gains exclusion if the exclusion was
previously utilized by the individual’s spouse. This restriction had
the unintended effect of penalizing individuals who married some-
one who had already taken the exclusion. Households that moved
from a high housing-cost area to a low housing-cost area may have
incurred an unexpected capital gains tax liability. Divorcing cou-
ples may have incurred substantial capital gains taxes if they did
not carefully plan their house ownership and sale decisions.

Explanation of Provision

Under the Act, a taxpayer generally is able to exclude up to
$250,000 ($500,000 if married filing a joint return) of gain realized
on the sale or exchange of a principal residence. The exclusion is
allowed each time a taxpayer selling or exchanging a principal resi-
dence meets the eligibility requirements, but generally no more fre-
quently than once every two years. The Act provides that gain
would be recognized to the extent of any depreciation allowable
with respect to the rental or business use of such principal resi-
dence for periods after May 6, 1997.

To be eligible for the exclusion, a taxpayer must have owned the
residence and occupied it as a principal residence for at least two
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of the five years prior to the sale or exchange. A taxpayer who fails
to meet these requirements by reason of a change of place of em-
ployment, health, or other unforseen circumstances is able to ex-
clude the fraction of the $250,000 ($500,000 if married filing a joint
return) equal to the fraction of two years that these requirements
are met.84

In the case of joint filers not sharing a principal residence, an ex-
clusion of $250,000 is available on a qualifying sale or exchange of
the principal residence of one of the spouses. Similarly, if a single
taxpayer who is otherwise eligible for an exclusion marries some-
one who has used the exclusion within the two years prior to the
marriage, the Act would allow the newly married taxpayer a maxi-
mum exclusion of $250,000. Once both spouses satisfy the eligi-
bility rules and two years have passed since the last exclusion was
allowed to either of them, the taxpayers may exclude up to
$500,000 of gain on their joint return.

Under the Act, the gain from the sale or exchange of the remain-
der interest in the taxpayer’s principal residence may qualify for
the otherwise allowable exclusion.

The provision limiting the exclusion to only one sale every two
years by the taxpayer does not prevent a husband and wife filing
a joint return from each excluding up to $250,000 of gain from the
sale or exchange of each spouse’s principal residence provided that
each spouse would be permitted to exclude up to $250,000 of gain
if they filed separate returns.

Effective Date

The provision is available for all sales or exchanges of a principal
residence occurring after May 6, 1997, and replaces the present-law
rollover and one-time exclusion provisions applicable to principal
residences.

A taxpayer may elect to apply present law (rather than the new
exclusion) to a sale or exchange (1) made on or before the date of
enactment of the Act,85 (2) made after the date of enactment pursu-
ant to a binding contract in effect on such date or (3) where the
replacement residence was acquired on or before the date of enact-
ment (or pursuant to a binding contract in effect of the date of en-
actment) and the rollover provision would apply. If a taxpayer ac-
quired his or her current residence in a rollover transaction, peri-
ods of ownership and use of the prior residence would be taken into
account in determining ownership and use of the current residence.

Revenue Effect

The revenue effect of this provision is included in item 5, below.

84The partial exclusion is a fraction of the maximum exclusion (i.e., $250,000 or $500,000 if
married filing a joint return), not the realized gain on the sale or exchange. A technical correc-
tion may be needed so that the statute reflects this intent. See Title IV (sec. 605(e)) of H.R.
2676, The Tax Technical Corrections Act of 1997, as passed by the House on November 5, 1997.

85 A technical correction may be needed so that the statute reflects Congressional intent that
the prior-law election be available to sales or exchanges on the date of enactment. See Title VI
(sec. 605(e)) of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House
on November 5, 1997.
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3. Exception from real estate reporting requirements for
certain sales of principal residences (secs. 312(c) and 701
of the Act and secs. 6045 and 1400C(f) of the Code)

Present and Prior Law

Persons who close real estate transactions are required to file in-
formation returns with the IRS. These returns, filed on Form
10998, are required to show the name and address of the seller of
the real estate, details with regard to the gross proceeds of the
sale, and the portion of any real property tax which is treated as
a tax imposed on the purchaser. Code section 6045(e) also provides
for reporting where any financing of the seller was federally-sub-
sidized indebtedness, but Treasury regulations do not currently re-
quire the reporting of this information.

Reasons for Change

The Congress believed that information returns should not gen-
erally be required on sales of personal residences where there is no
possibility of the gain being taxable and information regarding the
transaction is not otherwise required to be reported.

Explanation of Provision

The Act excludes most sales of personal residences with a gross
sales price of $500,000 or less ($250,000 or less in the case of a sell-
er who is not married) from the real estate transaction reporting
requirement. The Secretary of the Treasury has the discretion to
increase these dollar thresholds if the Secretary determines that
such an increase will not materially reduce revenues to the Treas-
ury. In order to be eligible for this exclusion, the person who would
otherwise be required to file the information return must obtain
written assurances from the seller of the real estate, in a form ac-
ceptable to the Secretary of the Treasury, that any gain will be ex-
empt from Federal income tax under section 121(a).

The Secretary of the Treasury is authorized under present and
prior law to require information as to whether there is federally
subsidized mortgage financing assistance with respect to mortgages
on residences. However, the Secretary does not at this time require
such information to be provided in connection with the reporting of
real estate transactions under section 6045(e). Should the Sec-
retary require such reporting in the future, the exception to the
real estate transaction reporting requirement created by this provi-
sion will not apply unless the person otherwise required to file the
information return also obtains assurances that there is no such
assistance with respect to the mortgage on the residence.

The Act separately establishes a credit of $5,000 for first-time
home buyers in the District of Columbia. The Congress anticipates
that the Secretary of the Treasury will require such information as
is necessary to verify eligibility for the D.C. first-time home buyer
credit. In order to allow such information to be collected in an effi-
cient manner, the exclusion from the real estate transaction report-
ing requirement does not apply to sales of homes that are eligible
for this credit, if the Secretary requires such information reporting.



58
Effective Date

The provision was effective with regard to sales or exchanges oc-
curring after the date of enactment (August 5, 1997).

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by a negligible amount.

4. Rollover of gain from sale of certain small business stock
(sec. 313 of the Act and sec. 1045 of the Code)

Present and Prior Law

The Revenue Reconciliation Act of 1993 provided individuals a
50-percent exclusion for the sale of certain small business stock ac-
quired at original issue and held for at least five years. In order
to qualify as a small business, when the stock is issued, the gross
assets of the corporation may not exceed $50 million. The corpora-
tion also must meet an active trade or business requirement.

Reasons for Change

The Congress hoped that by providing deferral of gain recogni-
tion for funds reinvested in qualifying small businesses that inves-
tors will make more capital available to the new, small businesses
that are important to the long term growth of the economy.

Explanation of Provision

The Act allows an individual 86 to roll over gain from the sale or
exchange of small business stock held more than six months where
the taxpayer uses the proceeds to purchase other qualifying small
business stock within 60 days of the sale of the original stock. For
purposes of this provision, the replacement stock must meet the ac-
tive business requirement of section 1202 for the six-month period
following the purchase. The holding period of the replacement stock
generally will include the holding period of the stock sold, except
that the replacement stock itself must be held for more than six
months to do another tax-free rollover.

Effective Date
The provision applies to stock sold after August 5, 1997.

Revenue Effect

The revenue effect of this provision is included in item 5, below.

86 Title VI (sec. 605(f)) of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed the
House on November 5, 1997, provides that a partnership or S corporation can roll over gain from
small business stock held more than six months if (and only if) all the interests in the partner-
ship or S corporation are held by individuals or estates at all times during the taxable year.
The term “estate” is intended to include both the estate of a decedent and the estate of an indi-
vidual in bankruptcy.
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5. Computation of alternative capital gains tax for corpora-
tions (sec. 314 of the Act and sec. 1201 of the Code)

Prior Law

Under prior law, the Code provided that if the regular corporate
tax rate exceeded 35 percent, the corporate tax could not exceed a
tax computed at the regular tax rates on the taxable income re-
duced by the net capital gain plus a tax of 35 percent of the net
capital gain. Because the regular corporate tax rates do not exceed
35 percent, this provision has no effect under the present and prior
law rate structure.

Reasons for Change

The Congress wished to provide a more appropriate formula for
taxing the net capital gain of a corporation with an ordinary loss,
in the event that the alternative corporate capital gain rate be-
comes effective at some future time.

Explanation of Provision

The Act provides that the amount taxed at the maximum cor-
porate capital gain rate (under section 1201(a)(2)) may not exceed
the amount of a corporation’s taxable income. Because the section
1201 alternative rate does not apply under the current rate struc-
tﬁreétgis change will have no effect without further amendment to
the Code.

Effective Date

The provision is effective for taxable years ending after December
31, 1997.

Revenue Effect

The capital gains provisions for items 1, 2, 4 and 5, above, are
estimated to increase Federal fiscal year budget receipts in 1997 by
$1,254 million, in 1998 by $6,371 million, and in 1999 by $171 mil-
lion and to reduce Federal fiscal year budget receipts in 2000 by
$2,954 million, in 2001 by $2,934 million, in 2002 by $1,785 mil-
lion, in 2003 by $3,742 million, in 2004 by $3,981 million, in 2005
by $4,179 million, in 2006 by $4,424 million, and in 2007 by $4,958
million.
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TITLE IV. ALTERNATIVE MINIMUM TAX PROVISIONS

A. Repeal Alternative Minimum Tax for Small Businesses
and Modify the Depreciation Adjustment (secs. 401 and
402 of the Act and secs. 55 and 56 of the Code)

Present and Prior Law

In general

Present law imposes a minimum tax on an individual or a cor-
poration to the extent the taxpayer’s minimum tax liability exceeds
its regular tax liability. The individual minimum tax is imposed at
rates of 26 and 28 percent on alternative minimum taxable income
in excess of a phased-out exemption amount; the corporate mini-
mum tax is imposed at a rate of 20 percent on alternative mini-
mum taxable income in excess of a phased-out $40,000 exemption
amount. Alternative minimum taxable income (“AMTI”) is the tax-
payer’s taxable income increased by certain preference items and
adjusted by determining the tax treatment of certain items in a
manner that negates the deferral of income resulting from the reg-
ular tax treatment of those items. In the case of a corporation, in
addition to the regular set of adjustments and preferences, there is
a second set of adjustments known as the “adjusted current earn-
ings” adjustment.

The most significant alternative minimum tax adjustment of
businesses relates to depreciation. Under prior law, in computing
AMTI, depreciation on property placed in service after 1986 was
computed by using the class lives prescribed by the alternative de-
preciation system of section 168(g) and either (1) the straight-line
method in the case of property subject to the straight-line method
under the regular tax or (2) the 150-percent declining balance
method in the case of other property. For regular tax purposes, de-
preciation on tangible personal property generally is computed
using shorter recovery periods and more accelerated methods than
are allowed for alternative minimum tax purposes.

Reasons for Change

The Congress believed that the alternative minimum tax inhibits
capital formation and business enterprise. Therefore, the Act modi-
fied the depreciation adjustment of the alternative minimum tax
(the most significant business-related adjustment of the alternative
minimum tax) with respect to new investments. In addition, the
Congress believed that the alternative minimum tax is administra-
tively complex. Therefore, the Act repealed the alternative mini-
mum tax for small corporations.

Explanation of Provision

Repeal of the alternative minimum tax for small corpora-
tions

The alternative minimum tax is repealed for small corporations
for taxable years beginning after December 31, 1997. A corporation
that had average gross receipts of less than $5 million for the
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three-year period beginning after December 31, 1993,87 is a small
corporation for its first taxable year beginning after December 31,
1997. A corporation that meets the $5 million gross receipts test
will continue to be treated as a small corporation exempt from the
alternative minimum tax so long as its average gross receipts do
not exceed $7.5 million. If a corporation no longer qualifies as a
small corporation, it will become subject to the corporate alter-
native minimum tax only with respect to adjustments and pref-
erences relating to investments made, and transactions entered
into, in taxable years beginning with the first taxable year the cor-
poration does not so qualify.

In addition, the alternative minimum tax credit allowable to a
small corporation is limited to the amount by which the corpora-
tion’s regular tax liability (reduced by other credits) exceeds 25 per-
cent of the excess (if any) of the corporation’s regular tax (reduced
by other credits) over $25,000.

Modification to the depreciation adjustment

For property (including pollution control facilities) placed in serv-
ice after December 31, 1998, the Act conforms the recovery periods
(but not the methods) used for purposes of the alternative mini-
mum tax depreciation adjustment to the recovery periods used for
purposes of the regular tax under present law.

Effective Date

Except as provided above, the provision is effective for taxable
years beginning after December 31, 1997.

Revenue Effect

The provision that exempts small corporations from the alter-
native minimum tax is estimated to reduce Federal fiscal year
budget receipts by $97 million in 1998, $171 million in 1999, $131
million in 2000, $100 million in 2001, $77 million in 2002, $59 mil-
lion in 2003, $45 million in 2004, $34 million in 2005, $26 million
in 2006, and $20 million in 2007. The provision that modifies the
depreciation adjustment is estimated to reduce Federal fiscal year
budget receipts $580 million in 1999, $1,653 million in 2000,
$2,230 million in 2001, $2,358 million in 2002, $2,561 million in
2003, $2,622 million in 2004, $2,350 million in 2005, $2,044 million
in 2006, and $1,920 million in 2007.

B. Repeal AMT Installment Method Adjustment for Farmers
(sec. 403 of the Act and sec. 56 of the Code)

Present and Prior Law

The installment method allows gain on the sale of property to be
recognized as payments are received. Under the regular tax, deal-
ers in personal property are not allowed to defer the recognition of
income by use of the installment method on the installment sale
of such property. For this purpose, dealer dispositions do not in-

87 Legislative history erroneously refers to the three-year period beginning after December 31,
94.
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clude sales of any property used or produced in the trade or busi-
ness of farming. For alternative minimum tax purposes, the install-
ment method is not available with respect to the disposition of any
property that is the stock in trade of the taxpayer or any other
property of a kind which would be properly included in the inven-
tory of the taxpayer if held at year end, or property held by the
taxpayer primarily for sale to customers. No explicit exception is
provided for installment sales of farm property under the alter-
native minimum tax.

Reasons for Change

The Congress understood that the Internal Revenue Service
(“IRS”) took the position that the installment method may not be
used for sales of property produced on a farm for alternative mini-
mum tax purposes. The Congress further understood that the IRS
had announced that it generally will not enforce this position for
taxable years beginning before January 1, 1997, so long as the
farmer changes its method of accounting for installment sales for
taxable years beginning after December 31, 1996.88 The Congress
believed that this issue should be clarified in favor of the farmer.

Explanation of Provision

The Act repeals the minimum tax adjustment relating to the in-
stallment method of accounting. Thus, sales reported under the in-
stallment method for regular tax purposes may be reported under
such method for alternative minimum tax purposes as well.

Effective Date

The provision generally is effective for dispositions in taxable
years beginning after December 31, 1987.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $8 million in 1997, $157 million in 1998, $158 million
in 1999, $167 million in 2000, $164 million in 2001, $157 million
in 2002, and $148 million in 2003; and to increase Federal fiscal
year budget receipts by $22 million in 2004, $22 million in 2005,
$21 million in 2006, and $21 million in 2007.

88 Notice 97-13, January 28, 1997.
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TITLE V. ESTATE, GIFT, AND GENERATION-SKIPPING
TAX PROVISIONS

A. Estate and Gift Tax Provisions

1. Increase in estate and gift tax unified credit; indexing of
certain other provisions (sec. 501 of the Act and secs.
2010, 2032A, 2503, 2631, and 6601(j) of the Code)

Present and Prior Law

In general

A gift tax is imposed on lifetime transfers by gift and an estate
tax is imposed on transfers at death. Since 1976, the gift tax and
the estate tax have been unified so that a single graduated rate
schedule applies to cumulative taxable transfers made by a tax-
payer during his or her lifetime and at death.8® Under prior law,
a unified credit of $192,800 was provided against the estate and
gift tax, which effectively exempted the first $600,000 in cumu-
lative taxable transfers from tax (sec. 2010). For transfers in excess
of $600,000, estate and gift tax rates began at 37 percent and
reached 55 percent on cumulative taxable transfers over $3 million
(sec. 2001(c)). In addition, a 5-percent surtax was imposed upon cu-
mulative taxable transfers between $10 million and $21,040,000, to
phase out the benefits of the graduated rates and the unified credit
(sec. 2001(c)(2)).90

Annual exclusion for gifts

A taxpayer could exclude $10,000 of gifts of present interests in
property made by an individual ($20,000 per married couple) to
each donee during a calendar year (sec. 2503).

Special use valuation

An executor may elect for estate tax purposes to value certain
qualified real property used in farming or a closely-held trade or
business at its current use value, rather than its “highest and best
use” value (sec. 2032A). The maximum reduction in value under
such an election was $750,000.

Generation-skipping transfer (“GST”) tax

An individual was allowed an exemption from the GST tax of up
to $1,000,000 for generation-skipping transfers made during life or
at death (sec. 2631).

Installment payment of estate tax

An executor may elect to pay the Federal estate tax attributable
to an interest in a closely held business in installments over, at
most, a 14-year period (sec. 6166). The tax on the first $1,000,000
in value of a closely-held business was eligible for a special 4-per-
cent interest rate (sec. 6601(j)).

89 Prior to 1977, separate tax rate schedules applied to the gift tax and the estate tax.

90 Thus, if a taxpayer made cumulative taxable transfers equaling $21,040,000 or more, his
or her average transfer tax rate was 55 percent. The phaseout has the effect of creating a 60-
percent marginal transfer tax rate on transfers in the phaseout range.
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Reasons for Change

The Congress believed that increasing the amount of the estate
and gift tax unified credit would encourage saving, promote capital
formation and entrepreneurial activity, and help to preserve exist-
ing family-owned farms and businesses. The Congress further be-
lieved that increasing the unified credit exemption equivalent
amount over time, and annually indexing for inflation the annual
exclusion for gifts, the ceiling on special use valuation, the genera-
tion-skipping transfer tax exemption, and the ceiling on the value
of a closely-held business eligible for the special low interest rate,
was appropriate to reduce the transfer tax consequences that result
from increases in asset value attributable solely to inflation.

Explanation of Provision

The Act increases the present-law unified credit beginning in
1998, from an effective exemption of $600,000 to an effective ex-
emption of $1,000,000 in 2006. The increase in the effective exemp-
tion is phased in according to the following schedule: the effective
exemption is $625,000 for decedents dying and gifts made in 1998;
$650,000 in 1999; $675,000 in 2000 and 2001; $700,000 in 2002
and 2003; $850,000 in 2004; $950,000 in 2005; and $1 million in
2006 and thereafter. The effective exemption amount is not indexed
for inflation.

The Act also provides that, after 1998, the $10,000 annual exclu-
sion for gifts, the $750,000 ceiling on special use valuation, the
$1,000,000 generation-skipping transfer tax exemption,®! and the
$1,000,000 ceiling on the value of a closely-held business eligible
for the special low interest rate (as modified below), are indexed
annually for inflation occurring after 1997. Indexing of the annual
exclusion is rounded to the next lowest multiple of $1,000 and in-
dexing of the other amounts is rounded to the next lowest multiple
of $10,000.

Conforming amendments to reflect the increased unified credit
are made (1) to the 5-percent surtax to conform the phase out of
the increased unified credit and graduated rates,®2 (2) to the gen-
eral filing requirements for an estate tax return under section
6018(a), and (3) to the amount of the unified credit allowed under
section 2102(c)(3) with respect to nonresident aliens with U.S. situs
property who are residents of certain treaty countries.

Effective Date

The increases in the unified credit are effective for decedents
dying, and gifts made, after December 31, 1997. Indexing of the an-
nual exclusion for gifts, the ceiling on special use valuation, the
generation-skipping transfer tax exemption, and the ceiling on the
value of a closely-held business eligible for the special low interest

91 A technical correction may be necessary to clarify that indexing of the $1,000,000 genera-
tion-skipping transfer tax exemption is effective with respect to all generation-skipping transfers
(i.e., direct skips, taxable terminations, and taxable distributions) made after 1998. See Title VI
(sec. 606(a)) of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House
on November 5, 1997.

92 A technical correction may be necessary to properly phase out the benefits of the unified
credit and the graduated rates.
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rate is effective for decedents dying, and gifts made, after Decem-
ber 31, 1998.

Revenue Effect

This provision, in combination with the provision described in
item 2., below, is estimated to reduce Federal fiscal year budget re-
ceipts by $843 million in 1999, $1,259 million in 2000, $1,816 mil-
lion in 2001, $2,013 million in 2002, $2,596 million in 2003, $2,997
million in 2004, $5,656 million in 2005, $7,279 million in 2006, and
$8,638 million in 2007.

2. Estate tax exclusion for qualified family-owned busi-
nesses (sec. 502 of the Act and new sec. 2033A of the
Code)

Present and Prior Law

Under prior law, there were no special estate tax rules for quali-
fied family-owned businesses. All taxpayers were allowed a unified
credit in computing the taxpayer’s estate and gift tax, which effec-
tively exempted a total of $600,000 in cumulative taxable transfers
from the estate and gift tax (sec. 2010). An executor also could
elect, under section 2032A, to value certain qualified real property
used in farming or another qualifying closely-held trade or business
at its current use value, rather than its highest and best use value
(up to a maximum reduction of $750,000). In addition, an executor
may elect to pay the Federal estate tax attributable to a qualified
closely-held business in installments over, at most, a 14-year period
(sec. 6166). The tax attributable to the first $1,000,000 in value of
a closely-held business was eligible for a special 4-percent interest
rate (sec. 6601()).

Reasons for Change

The Congress believed that a reduction in estate taxes for quali-
fied family-owned businesses would protect and preserve family
farms and other family-owned enterprises, and prevent the liquida-
tion of such enterprises in order to pay estate taxes. The Congress
further believed that the protection of family enterprises would
preserve jobs and strengthen the communities in which such enter-
prises are located.

Explanation of Provision

The Act allows an executor to elect special estate tax treatment
for qualified “family-owned business interests” if such interests
comprise more than 50 percent of a decedent’s estate and certain
other requirements are met. The exclusion for family-owned busi-
ness interests may be taken only to the extent that the exclusion
for family-owned business interests, plus the amount effectively ex-
empted by the unified credit, does not exceed $1.3 million.93

93 A technical correction may be necessary to revise the rules correlating the increase in the
unified credit with a decrease in the family-owned business exclusion to ensure that there is
neither an increase nor a decrease in the total estate tax on estates holding family-owned busi-
nesses as increases in the unified credit are phased in. See Title VI (sec. 606(b)(1)) of H.R. 2676,

Continued
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This new exclusion for qualified family-owned business interests
is provided in addition to the unified credit (which currently effec-
tively exempts $600,000 of taxable transfers from the estate and

ift tax, and will be increased to an effective exemption of
%1,000,000 of taxable transfers under other provisions of the Act),
the special-use provisions of section 2032A (which permit a qualify-
ing farm or other closely-held business in a decedent’s estate to be
valued at the value in its current use), and the provisions of section
6166 (which provide for the installment payment of estate taxes at-
tributable to closely held businesses).

Qualified family-owned business interests

For purposes of the provision, a qualified family-owned business
interest is defined as any interest in a trade or business (regardless
of the form in which it is held) with a principal place of business
in the United States if ownership of the trade or business is held
at least 50 percent by one family, 70 percent by two families, or
90 percent by three families, as long as the decedent’s family owns
at least 30 percent of the trade or business. Under the provision,
members of an individual’s family are defined using the same defi-
nition as is used for the special-use valuation rules of section
2032A, and thus include (1) the individual’s spouse, (2) the individ-
ual’s ancestors, (3) lineal descendants of the individual, of the indi-
vidual’s spouse, or of the individual’s parents, and (4) the spouses
of any such lineal descendants. For purposes of applying the owner-
ship tests in the case of a corporation, the decedent and members
of the decedent’s family are required to own the requisite percent-
age of the total combined voting power of all classes of stock enti-
tled to vote and the requisite percentage of the total value of all
shares of all classes of stock of the corporation. In the case of a
partnership, the decedent and members of the decedent’s family
are required to own the requisite percentage of the capital interest,
and the requisite percentage of the profits interest, in the partner-
ship.

In the case of a trade or business that owns an interest in an-
other trade or business (i.e., “tiered entities”), special look-through
rules apply. Each trade or business owned (directly or indirectly)
by the decedent and members of the decedent’s family is separately
tested to determine whether that trade or business meets the re-
quirements of a qualified family-owned business interest. In apply-
ing these tests, any interest that a trade or business owns in an-
other trade or business is disregarded in determining whether the
first trade or business is a qualified family-owned business inter-
est. The value of any qualified family-owned business interest held
by an entity is treated as being proportionately owned by or for the
entity’s partners, shareholders, or beneficiaries. In the case of a
multi-tiered entity, such rules are sequentially applied to look
through each separate tier of the entity.

For example, if a holding company owns interests in two other
companies, each of the three entities will be separately tested
under the qualified family-owned business interest rules. In deter-

the Tax Technical Corrections Act of 1997, as passed by the House on November 5, 1997. A fur-
ther modification may be necessary to reflect Congressional intent.
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mining whether the holding company is a qualified family-owned
business interest, its ownership interest in the other two companies
is disregarded. Even if the holding company itself does not qualify
as a family-owned business interest, the other two companies still
may qualify if the direct and indirect interests held by the decedent
and his or her family members satisfy the requisite ownership per-
centages and other requirements of a qualified family-owned busi-
ness interest. If either (or both) of the lower-tier entities qualify,
the value of the qualified family-owned business interests owned by
the holding company are treated as proportionately owned by the
holding company’s shareholders.

An interest in a trade or business does not qualify if the
business’s (or a related entity’s) stock or securities were publicly-
traded at any time within three years of the decedent’s death. An
interest in a trade or business also does not qualify if more than
35 percent of the adjusted ordinary gross income of the business for
the year of the decedent’s death was personal holding company in-
come (as defined in section 543). This personal holding company re-
striction does not apply to banks or domestic building and loan as-
sociations.

The value of a trade or business qualifying as a family-owned
business interest is reduced to the extent the business holds pas-
sive assets or excess cash or marketable securities. Under the pro-
vision, the value of qualified family-owned business interests does
not include any cash or marketable securities in excess of the rea-
sonably expected day-to-day working capital needs of the trade or
business. For this purpose, it is intended that day-to-day working
capital needs be determined based on a historical average of the
business’s working capital needs in the past, using an analysis
similar to that set forth in Bardahl Mfg. Corp., 24 T.C.M. 1030
(1965). It is further intended that accumulations for capital acquisi-
tions not be considered “working capital” for this purpose. The
value of the qualified family-owned business interests also does not
include certain other passive assets. For this purpose, passive as-
sets include any assets that: (1) produce dividends, interest, rents,
royalties, annuities and certain other types of passive income (as
described in sec. 543(a)); (2) are an interest in a trust, partnership
or REMIC (as described in sec. 954(c)(1)(B)(ii)); (3) produce no in-
come (as described in sec. 954(c)(1)(B)(iii)); (4) give rise to income
from commodities transactions or foreign currency gains (as de-
scribed in sec. 954(c)(1)(C) and (D)); (5) produce income equivalent
to interest (as described in sec. 954(c)(1)(E)); or (6) produce income
from notional principal contracts or payments in lieu of dividends
(as described in new secs. 954(c)(1)(F) and (G), added elsewhere in
the Act). In the case of a regular dealer in property, such property
is not considered to produce passive income under these rules, and
thus, is not considered to be a passive asset.

Qualifying estates

A decedent’s estate qualifies for the special treatment only if the
decedent was a U.S. citizen or resident at the time of death, and
the aggregate value of the decedent’s qualified family-owned busi-
ness interests that are passed to qualified heirs exceeds 50 percent
of the decedent’s adjusted gross estate (the “50-percent liquidity
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test”). For this purpose, qualified heirs include any individual who
has been actively employed by the trade or business for at least 10
years prior to the date of the decedent’s death, and members of the
decedent’s family. If a qualified heir is not a citizen of the United
States, any qualified family-owned business interest acquired by
that heir must be held in a trust meeting requirements similar to
those imposed on qualified domestic trusts (under present-law sec.
2056A(a)), or through certain other security arrangements that
meet the satisfaction of the Treasury Secretary. The 50-percent li-
quidity test generally is applied by adding all transfers of qualified
family-owned business interests made by the decedent to qualified
heirs at the time of the decedent’s death, plus certain lifetime gifts
of qualified family-owned business interests made to members of
the decedent’s family,4 and comparing this total to the decedent’s
adjusted gross estate. To the extent that a decedent held qualified
family-owned business interests in more than one trade or busi-
ness, all such interests are aggregated for purposes of applying the
50-percent liquidity test.

The 50-percent liquidity test is calculated using a ratio, the nu-
merator and denominator of which are described below.

The numerator is determined by aggregating the value of all
qualified family-owned business interests that are includible in the
decedent’s gross estate and are passed from the decedent to a
qualified heir, plus any lifetime transfers of qualified business in-
terests that are made by the decedent to members of the decedent’s
family (other than the decedent’s spouse), provided such interests
have been continuously held by members of the decedent’s family
and were not otherwise includible in the decedent’s gross estate.
For this purpose, qualified business interests transferred to mem-
bers of the decedent’s family during the decedent’s lifetime are val-
ued as of the date of such transfer. This amount then is reduced
by all indebtedness of the estate, except for the following: (1) in-
debtedness on a qualified residence of the decedent (determined in
accordance with the requirements for deductibility of mortgage in-
terest set forth in section 163(h)(3)); (2) indebtedness incurred to
pay the educational or medical expenses of the decedent, the dece-
dent’s spouse or the decedent’s dependents; and (3) other indebted-
ness of up to $10,000.

The denominator is equal to the decedent’s gross estate, reduced
by any indebtedness of the estate, and increased by the amount of
the following transfers, to the extent not already included in the
decedent’s gross estate: (1) any lifetime transfers of qualified busi-
ness interests that were made by the decedent to members of the
decedent’s family (other than the decedent’s spouse), provided such
interests have been continuously held by members of the decedent’s
family, plus (2) any transfers of assets other than qualified family-
owned business interests from the decedent to the decedent’s
spouse that were made within 10 years of the date of the dece-
dent’s death, plus (3) any other transfers made by the decedent
within three years of the decedent’s death, except non-taxable

94 A technical correction may be necessary to clarify the formula for determining the amount
of gifts of family-owned business interests made to members of the decedent’s family that are
not otherwise includible in the decedent’s gross estate. See Title VI (sec. 606(b)(2)) of H.R. 2676,
the Tax Technical Corrections Act of 1997, as passed by the House on November 5, 1997.
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transfers made to members of the decedent’s family. The Secretary
of the Treasury is granted authority to disregard de minimis gifts.
In determining the amount of gifts made by the decedent, any gift
that the donor and the donor’s spouse elected to have treated as
a split gift (pursuant to sec. 2513) is treated as made one-half by
each spouse for purposes of this provision.

Participation requirements

To qualify for the beneficial treatment provided under the Act,
the decedent (or a member of the decedent’s family) must have
owned and materially participated in the trade or business for at
least five of the eight years preceding the decedent’s date of death.
In addition, each qualified heir (or a member of the qualified heir’s
family) is required to materially participate in the trade or busi-
ness for at least five years of any eight-year period within 10 years
following the decedent’s death. For this purpose, “material partici-
pation” is defined as under present-law section 2032A (special use
valuation) and the regulations promulgated thereunder. See, e.g.,
Treas. Reg. sec. 20.2032A—-3. Under such regulations, no one factor
is determinative of the presence of material participation and the
uniqueness of the particular industry (e.g., timber, farming, manu-
facturing, etc.) must be considered. Physical work and participation
in management decisions are the principal factors to be considered.
For example, an individual generally is considered to be materially
participating in the business if he or she personally manages the
business fully, regardless of the number of hours worked, as long
as any necessary functions are performed.

If a qualified heir rents qualifying property to a member of the
qualified heir’s family on a net cash basis, and that family member
materially participates in the business, the material participation
requirement will be considered to have been met with respect to
the qualified heir for purposes of this provision. For example, if the
qualified heir rents his property to his sister on a net cash basis,
and his sister materially participates in the business, his sister’s
participation is sufficient to satisfy the requirement that the quali-
f];led heir or a member of his family materially participates in the

usiness.

Recapture provisions

The benefit of the exclusions for qualified family-owned business
interests are subject to recapture if, within 10 years of the dece-
dent’s death and before the qualified heir’s death, one of the follow-
ing “recapture events” occurs: (1) the qualified heir ceases to meet
the material participation requirements (i.e., if neither the quali-
fied heir nor any member of his or her family has materially par-
ticipated in the trade or business for at least five years of any
eight-year period); (2) the qualified heir disposes of any portion of
his or her interest in the family-owned business, other than by a
disposition to a member of the qualified heir’s family or through a
conservation contribution under section 170(h); (3) the principal
place of business of the trade or business ceases to be located in
the United States; or (4) the qualified heir loses U.S. citizenship.
A qualified heir who loses U.S. citizenship may avoid such recap-
ture by placing the qualified family-owned business assets into a
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trust meeting requirements similar to a qualified domestic trust (as
described in present law sec. 2056A(a)), or through certain other
security arrangements. For this purpose, a sale or disposition, in
the ordinary course of business, of assets such as inventory or a
piece of equipment used in the business (e.g., the sale of crops or
a tractor) does not constitute a disposition of “a portion of a family-
owned business interest” that would result in recapture of the ben-
efits of the qualified family-owned business exclusion.

If one of the above recapture events occurs, an additional tax is
imposed on the date of such event. As under section 2032A, each
qualified heir is personally liable for the portion of the recapture
tax that is imposed with respect to his or her interest in the quali-
fied family-owned business. Thus, for example, if a brother and sis-
ter inherit a qualified family-owned business from their father, and
only the sister materially participates in the business, her partici-
pation will cause both her and her brother to meet the material
participation test. If she ceases to materially participate in the
business within 10 years after her father’s death (and the brother
still does not materially participate), the sister and brother would
both be liable for the recapture tax; that is, each would be liable
for the recapture tax attributable to his or her interest.

The portion of the reduction in estate taxes that is recaptured
would be dependent upon the number of years that the qualified
heir (or members of the qualified heir’s family) materially partici-
pated in the trade or business after the decedent’s death. If the
qualified heir (or his or her family members) materially partici-
pated in the trade or business after the decedent’s death for less
than six years, 100 percent of the reduction in estate taxes attrib-
utable to that heir’s interest is recaptured; if the participation was
for at least six years but less than seven years, 80 percent of the
reduction in estate taxes is recaptured; if the participation was for
at least seven years but less than eight years, 60 percent is recap-
tured; if the participation was for at least eight years but less than
nine years, 40 percent is recaptured; and if the participation was
for at least nine years but less than 10 years, 20 percent of the re-
duction in estates taxes is recaptured. In general, there is no re-
quirement that the qualified heir (or members of his or her family)
continue to hold or participate in the trade or business more than
10 years after the decedent’s death. As under present-law section
2032A, however, the 10-year recapture period may be extended for
a period of up to two years if the qualified heir does not begin to
use the property for a period of up to two years after the decedent’s
death.

If a recapture event occurs with respect to any qualified family-
owned business interest (or portion thereof), the amount of reduc-
tion in estate taxes attributable to that interest is determined on
a proportionate basis. For example, if the decedent’s estate in-
cluded $2 million in qualified family-owned business interests and
$1 million of such interests received beneficial treatment under
this proposal, one-half of the value of the interest disposed of is
deemed to have received the benefits provided under this proposal.



71
Effective Date

The provision is effective with respect to the estates of decedents
dying after December 31, 1997.

Revenue Effect

This provision, in combination with the provision described in
item 1., above, is estimated to reduce Federal fiscal year budget re-
ceipts by $843 million in 1999, $1,259 million in 2000, $1,816 mil-
lion in 2001, $2,013 million in 2002, $2,596 million in 2003, $2,997
million in 2004, $5,656 million in 2005, $7,279 million in 2006, and
$8,638 million in 2007.

3. Installment payments of estate tax attributable to closely
held businesses (secs. 503 of the Act and secs. 6601(j)
and 6166 of the Code)

Present and Prior Law

In general, the Federal estate tax is due within nine months of
a decedent’s death. Under Code section 6166, an executor generally
may elect to pay the estate tax attributable to an interest in a
closely held business in installments over, at most, a 14-year pe-
riod. If the election is made, the estate may pay only interest for
the first four years, followed by up to 10 annual installments of
principal and interest. Interest generally is imposed at the rate ap-
plicable to underpayments of tax under section 6621 (i.e., the Fed-
eral short-term rate plus 3 percentage points). Under prior law, a
special 4-percent interest rate was applied to the amount of de-
ferred estate tax attributable to the first $1,000,000 in value of the
closely-held business. Interests in holding companies and non-read-
ily-tradable business interests were not eligible for the reduced in-
terest rate under prior or present law.

To qualify for the installment payment election, the business
must be an active trade or business and the value of the decedent’s
interest in the closely held business must exceed 35 percent of the
decedent’s adjusted gross estate. An interest in a closely held busi-
ness includes: (1) any interest as a proprietor in a business carried
on as a proprietorship; (2) any interest in a partnership carrying
on a trade or business if the partnership has 15 or fewer partners,
or if at least 20 percent of the partnership’s assets are included in
determining the decedent’s gross estate; or (3) stock in a corpora-
tion if the corporation has 15 or fewer shareholders, or if at least
20 percent of the value of the voting stock is included in determin-
ing the decedent’s gross estate.

Reasons for Change

The Congress believed that the provision, by eliminating the de-
ductibility of interest paid on estate taxes deferred under section
6166 (and reducing the interest rate accordingly), would eliminate
the need to file annual supplemental estate tax returns and make
complex iterative computations to claim an estate tax deduction for
interest paid.



72

Explanation of Provision

The Act reduces the 4-percent interest rate to 2 percent, and
makes the interest paid on estate taxes deferred under section
6166 non-deductible for estate or income tax purposes. The 2-per-
cent interest rate is imposed on the amount of deferred estate tax
attributable to the first $1,000,000 in taxable value of the closely
held business (i.e., the first $1,000,000 in value in excess of the ef-
fective exemption provided by the unified credit and any other ex-
clusions).95 The interest rate imposed on the amount of deferred es-
tate tax attributable to the taxable value of the closely held busi-
ness in excess of $1,000,000 is reduced to an amount equal to 45
percent of the rate applicable to underpayments of tax.9¢

Effective Date

The provision is effective for decedents dying after December 31,
1997. Estates deferring estate tax under current law may make a
one-time election to use the lower interest rates and forego the in-
terest deduction for installments due after the date of the election
(but such estates do not receive the benefit of the increase in the
amount eligible for the 6601(j) interest rate—i.e., only the amount
that was previously eligible for the 4-percent rate would be eligible
for the 2-percent rate).

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $9 million in 1999, $17 million in 2000, $25 million in
2001, $33 million in 2002, $41 million in 2003, $47 million in 2004,
$53 million in 2005, $58 million in 2006, and $65 million in 2007.

4. Estate tax recapture from cash leases of specially-valued
property (sec. 504 of the Act and sec. 2032A of the Code)

Present and Prior Law

A Federal estate tax is imposed on the value of property passing
at death. Generally, such property is included in the decedent’s es-
tate at its fair market value. Under section 2032A, the executor
may elect to value certain “qualified real property” used in farming
or other qualifying trade or business at its current use value rather
than its highest and best use. If, after the special-use valuation
election is made, the heir who acquired the real property ceases to
use it in its qualified use within 10 years (15 years for individuals
dying before 1982) of the decedent’s death, an additional estate tax
is imposed in order to “recapture” the benefit of the special-use
valuation (sec. 2032A(c)).

Under prior law, some courts had held that cash rental of spe-
cially-valued property after the death of the decedent was not a
qualified use under section 2032A because the heirs no longer bear

95 The $1,000,000 threshold is indexed under other provisions of the Act.

96 A technical correction may be necessary to clarify that deferred payments of estate tax on
holding companies and non-readily tradable business interests do not qualify for the 2-percent
interest rate, but instead are subject to a non-deductible interest rate of 45 percent of the regu-
lar deficiency rate. See Title VI (sec. 606(c)) of H.R. 2676, the Tax Technical Corrections Act
of 1997, as passed by the House on November 5, 1997.
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the financial risk of working the property and, therefore, resulted
in the imposition of the additional estate tax under section
2032A(c). See Martin v. Commissioner, 783 F.2d 81 (7th Cir. 1986)
(cash lease to unrelated party not qualified use); Williamson v.
Commissioner, 93 T.C. 242 (1989), affd, 974 F.2d 1525 (9th Cir.
1992) (cash lease to family member not a qualified use); Fisher v.
Commissioner, 65 T.C.M. 2284 (1993) (cash lease to family member
not a qualified use); cf. Minter v. U.S., 19 F.3d 426 (8th Cir. 1994)
(cash lease to family’s farming corporation is qualified use); Estate
of Gavin v. U.S., 1997 U.S. App. Lexis 10383 (8th Cir. 1997) (heir’s
option to pay cash rent or 50 percent crop share is qualified use).

With respect to a decedent’s surviving spouse, a special rule pro-
vides that the surviving spouse will not be treated as failing to use
the property in a qualified use solely because the spouse rents the
property to a member of the spouse’s family on a net cash basis.
(Sec. 2032A(b)(5)). Under section 2032A, members of an individ-
ual’s family include (1) the individual’s spouse, (2) the individual’s
ancestors, (3) lineal descendants of the individual, of the individ-
ual’s spouse, or of the individual’s parents, and (4) the spouses of
any such lineal descendants.

Reasons for Change

The Congress believed that cash leasing of farmland among fam-
ily members was consistent with the purposes of the special-use
valuation rules, which are intended to prevent family farms (and
other qualifying businesses) from being liquidated to pay estate
taxes in cases where members of the decedent’s family continue to
participate in the business.

Explanation of Provision

The Act provides that the cash lease of specially-valued real
property by a lineal descendant of the decedent to a member of the
lineal descendant’s family, who continues to operate the farm or
closely held business, does not cause the qualified use of such prop-
erty to cease for purposes of imposing the additional estate tax
under section 2032A(c).

Effective Date

The provision is effective for cash rentals occurring after Decem-
ber 31, 1976.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $25 million in 1998, and $2 million per year thereafter.

5. Clarify eligibility for extension of time for payment of es-
tate tax (sec. 505 of the Act and new sec. 7479 of the
Code)

Present and Prior Law

In general, the Federal estate tax is due within nine months of
a decedent’s death. Under Code section 6166, an executor generally
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may elect to pay the estate tax attributable to an interest in a
closely held business in installments over, at most, a 14-year pe-
riod. If the election is made, the estate may pay only interest for
the first four years, followed by up to 10 annual installments of
principal and interest. To qualify for the installment payment elec-
tion, the business must meet certain requirements. If certain
events occur during the repayment period (e.g., the closely held
business is sold), full payment of all deferred estate taxes is re-
quired at that time.

Under prior law, there was limited access to judicial review of
disputes regarding initial or continuing eligibility for the deferral
and installment election under section 6166. If the Commissioner
determined that an estate was not initially eligible for deferral
under section 6166, or had lost its eligibility for such deferral, the
estate was required to pay the full amount of estate taxes asserted
by the Commissioner as being owed in order to obtain judicial re-
view of the Commissioner’s determination.

Reasons for Change

The Congress believed that taxpayers should have access to the
courts to resolve disputes over an estate’s eligibility for the section
6166 election, without requiring potential liquidation of the assets
that the installment provisions of section 6166 are designed to pro-
tect.

Explanation of Provision

The Act authorizes the U.S. Tax Court to provide declaratory
judgments regarding initial or continuing eligibility for deferral
under section 6166.97

Effective Date

The provision applies to decedents dying after date of enactment.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $15 million in each of fiscal years 1999-2004, $14 mil-
lion in 2005, $12 million in 2006, and $11 million in 2007.

6. Gifts may not be revalued for estate tax purposes after ex-
piration of statute of limitations (sec. 506 of the Act and
secs. 2001, 6501(c)(9) and 7477 of the Code)

Present and Prior Law

The Federal estate and gift taxes are unified so that a single pro-
gressive rate schedule is applied to an individual’s cumulative gifts
and bequests. The tax on gifts made in a particular year is com-
puted by determining the tax on the sum of the taxable gifts made
that year and all prior years and then subtracting the tax on the

97 A technical correction may be necessary to clarify that the jurisdiction of the U.S. Tax Court
to determine whether an estate qualifies for installment payment of estate tax on closely-held
businesses extends to determining which businesses in an estate are eligible for the deferral.
See Title VI (sec. 606(d)) of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed
by the House on November 5, 1997.
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prior years taxable gifts and the unified credit. Similarly, the es-
tate tax is computed by determining the tax on the sum of the tax-
able estate and prior taxable gifts and then subtracting the tax on
taxable gifts and the unified credit. Under a special rule applicable
to the computation of the gift tax (sec. 2504(c)), the value of gifts
made in prior years is the value that was used to determine the
prior year’s gift tax. There is no comparable rule in the case of the
computation of the estate tax.

Generally, any estate or gift tax must be assessed within three
years after the filing of the return. No proceeding in a court for the
collection of an estate or gift tax can be begun without an assess-
ment within the three-year period. If no return is filed, the tax may
be assessed, or a suit commenced to collect the tax without assess-
ment, at any time. If an estate or gift tax return is filed, and the
amount of unreported items exceeds 25 percent of the amount of
the reported items, the tax may be assessed or a suit commenced
to collect the tax without assessment, within six years after the re-
turn was filed (sec. 6501).

Commencement of the statute of limitations generally does not
require that a particular gift be disclosed. A special rule, however,
applies to certain gifts that are valued under the special valuation
rules of Chapter 14. The gift tax statute of limitations runs for
such a gift only if it is disclosed on a gift tax return in a manner
adequate to apprise the Secretary of the Treasury of the nature of
the item.

Under prior law, most courts had permitted the Commissioner to
redetermine the value of a gift for which the statute of limitations
period for the gift tax has expired in order to determine the appro-
priate tax rate bracket and unified credit for the estate tax. See,
e.g., Evanson v. United States, 30 F.3d 960 (9th Cir. 1994); Stalcup
v. United States, 946 F. 2d 1125 (5th Cir. 1991); Estate of Levin,
1991 T.C. Memo 1991-208, aff'd 986 F. 2d 91 (4th Cir. 1993); Es-
tate of Smith v. Commissioner, 94 T.C. 872 (1990). But see Boat-
man’s First National Bank v. United States, 705 F. Supp. 1407
(W.D. Mo. 1988) (Commissioner not permitted to revalue gifts).

Reasons for Change

Revaluation of lifetime gifts at the time of death requires the
taxpayer to retain records for a potentially lengthy period. Rules
that encourage a determination within the gift tax statute of limi-
tations ease transfer tax administration by eliminating reliance on
stale evidence and reducing the period for which retention of
records is required.

Explanation of Provision

The Act provides that a gift for which the limitations period has
passed cannot be revalued for purposes of determining the applica-
ble estate tax bracket and available unified credit. For gifts made
in calendar years ending after the date of enactment, the Act also
extends the special rule governing gifts valued under Chapter 14
to all gifts. Thus, the statute of limitations will not run on an inad-
equately disclosed transfer in calendar years ending after the date
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of enactment, regardless of whether a gift tax return was filed for
other transfers in that same year.

It is intended that, in order to revalue a gift that has been ade-
quately disclosed on a gift tax return, the IRS must issue a final
notice of redetermination of value (a “final notice”) within the stat-
ute of limitations applicable to the gift for gift tax purposes (gen-
erally, three years). This rule is applicable even where the value
of the gift as shown on the return does not result in any gift tax
being owed (e.g., through use of the unified credit or the annual ex-
clusion). It also is anticipated that the IRS will develop an adminis-
trative appeals process whereby a taxpayer can challenge a rede-
termination of value by the IRS prior to issuance of a final notice.98

A taxpayer who is mailed a final notice may challenge the rede-
termined value of the gift (as contained in the final notice) by filing
a motion for a declaratory judgment with the Tax Court. The mo-
tion must be filed on or before 90 days from the date that the final
notice was mailed. The statute of limitations is tolled during the
pendency of the Tax Court proceeding.

Effective Date

The provision generally applies to gifts made after the date of en-
actment (August 5, 1997). The extension of the special rule under
chapter 14 to all gifts applies to gifts made in calendar years end-
ing after the date of enactment.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $16 million in 1999, $18 million in 2000, $21 million in
2001, $26 million in 2002, $32 million in 2003, $38 million in 2004,
$45 million in 2005, $53 million in 2006, and $61 million in 2007.

7. Repeal of throwback rules applicable to domestic trusts
(sec. 507 of the Act and secs. 644(e) and 665 of the Code)

Present and Prior Law

A nongrantor trust is treated as a separate taxpayer for Federal
income tax purposes. Such a trust generally is treated as a conduit
with respect to amounts distributed currently 9° and taxed with re-
spect to any income which is accumulated in the trust rather than
distributed. A separate graduated tax rate structure applies to
trusts which historically has permitted accumulated trust income
to be taxed at lower rates than the rates applicable to trust bene-

98 A technical correction to this provision may be necessary. See Title VI (sec. 606(e)) of H.R.
2676, the Tax Technical Corrections Act of 1997, as passed by the House on November 5, 1997.
The technical correction would clarify that in determining the amount of taxable gifts made in
preceding calendar periods, the value of prior gifts is the value of such gifts as finally deter-
mined, even if no gift tax was assessed or paid on that gift. For this purpose, final determina-
tions would include, e.g., the value reported on the gift tax return (if not challenged by the IRS
prior to the expiration of the statute of limitations), the value determined by the IRS (if not
challenged through the declaratory judgment procedure by the taxpayer), the value determined
by the courts, or the value agreed to by the IRS and the taxpayer in a settlement agreement.

99 The conduit treatment is achieved by allowing the trust a deduction for amounts distributed
to beneficiaries during the taxable year to the extent of distributable net income and by includ-
ing such distributions in the beneficiaries’ income.
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ficiaries. This benefit often was compounded through the creation
of multiple trusts.

The Internal Revenue Code has several rules intended to limit
the benefit that would otherwise occur from using the lower rates
applicable to one or more trusts. Under the so-called “throwback”
rules, the distribution of previously accumulated trust income to a
beneficiary will be subject to tax (in addition to any tax paid by the
trust on that income) where the beneficiary’s average top marginal
rate in the previous five years is higher than those of the trust.

Under section 643(f), two or more trusts are treated as one trust
if (1) the trusts have substantially the same grantor or grantors
and substantially the same primary beneficiary or beneficiaries,
and (2) a principal purpose for the existence of the trusts is to
avoid Federal income tax. For trusts that were irrevocable as of
March 1, 1984, section 643(f) applies only to contributions to corpus
after that date.

Under prior law, section 644 provided that if property was sold
within two years of its contribution to a trust, the gain that would
have been recognized had the contributor sold the property would
be taxed at the contributor’s marginal tax rates. In effect, section
644 treated such gains as if the contributor had realized the gain
and then transferred the net after-tax proceeds from the sale to the
trust as corpus.

Sections 665 through 668 apply different rules to distributions of
previously accumulated trust income from a foreign trust than to
distributions of such income from domestic trusts. If a foreign trust
accumulates income, changes its situs so as to become a domestic
trust, and then makes a distribution that is deemed to have been
made in a year in which the trust was a foreign trust, the distribu-
tion is treated as a distribution from a foreign trust for purposes
of the accumulation distribution rules. Rev. Rul. 91-6, 1991-1 C.B.
89.

Reasons for Change

The throwback rules and section 644 were intended to eliminate
the potential tax reduction arising from taxation at the trust level,
rather than the beneficiary or contributor level. When those provi-
sions were enacted, a taxpayer could reduce his or her overall tax
liability substantially by transferring property to one or more
trusts, so that any income from the property would be taxed at
lower income tax rates. In the Tax Reform Act of 1984, Congress
curtailed the tax avoidance use of multiple trusts. Moreover, in the
Tax Reform Act of 1986, Congress provided a new rate schedule for
estates and trusts under which the maximum tax benefit of the
graduated rate structure applicable to estates or trusts was re-
duced substantially to slightly more than $600 per year for a trust
or estate. (Because of indexing of the rate brackets, that benefit
has increased to $845 per year per trust or estate.) The Congress
determined that the insignificant potential tax reduction available
through the transfer of property to trusts no longer warranted the
complexity of the throwback rules and section 644.
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Explanation of Provision

The Act generally exempts from the throwback rules amounts
distributed by a domestic trust after the date of enactment. The
throwback rules continue to apply with respect to (1) foreign trusts,
(2) domestic trusts that were once treated as foreign trusts (except
as provided in Treasury regulations), and (3) domestic trusts cre-
ated before March 1, 1984, that would be treated as multiple trusts
under sec. 643(f) of the Code.

The Act also provides that precontribution gain on property sold
by a domestic trust no longer is subject to section 644 (i.e., taxed
at the contributor’s marginal tax rates).

Effective Date

The provision with respect to the throwback rules is effective for
distributions made in taxable years beginning after the date of en-
actment (August 5, 1997). The modification to section 644 applies
to sales or exchanges after the date of enactment.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $11 million per year in fiscal years 1999 through 2007.

8. Reduction in estate tax for certain land subject to perma-
nent conservation easement (sec. 508 of the Act and sec.
2031 of the Code)

Present and Prior Law

A deduction is allowed for estate and gift tax purposes for a con-
tribution of a qualified real property interest to a charity (or other
qualified organization) exclusively for conservation purposes (secs.
2055(f), 2522(d)). For this purpose, a qualified real property inter-
est means the entire interest of the transferor in real property
(other than certain mineral interests), a remainder interest in real
property, or a perpetual restriction on the use of real property (sec.
170(h)). A “conservation purpose” is (1) preservation of land for out-
door recreation by, or the education of, the general public, (2) pres-
ervation of natural habitat, (3) preservation of open space for scenic
enjoyment of the general public or pursuant to a governmental con-
servation policy, and (4) preservation of historically important land
or certified historic structures. Also, a contribution will be treated
as “exclusively for conservation purposes” only if the conservation
purpose is protected in perpetuity.

The same definition of qualified conservation contributions also
applies for purposes of determining whether such contributions
qualify as charitable deductions for income tax purposes.

A donor making a qualified conservation contribution generally
was not allowed to retain an interest in minerals which could be
extracted or removed by any surface mining method. However, de-
ductions for contributions of conservation interests satisfying all of
the above requirements were permitted if two conditions were sat-
isfied. First, the surface and mineral estates in the property with
respect to which the contribution is made must have been sepa-
rated before June 13, 1976 (and remain so separated) and, second,
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the probability of surface mining on the property with respect to
which a contribution is made must have been so remote as to be
negligible (sec. 170(h)(5)(B)).

Reasons for Change

The Congress believed that a reduction in estate taxes for land
subject to a qualified conservation easement would ease existing
pressures to develop or sell off open spaces in order to raise funds
to pay estate taxes, and would thereby help to preserve environ-
mentally significant land.

Explanation of Provision

Reduction in estate taxes for certain land subject to perma-
nent conservation easement

The Act allows an executor to elect to exclude from the taxable
estate 40 percent of the value of any land subject to a qualified con-
servation easement that meets the following requirements: (1) the
land is located within 25 miles of a metropolitan area (as defined
by the Office of Management and Budget) or a national park or wil-
derness area, or within 10 miles of an Urban National Forest (as
designated by the Forest Service of the U.S. Department of Agri-
culture); (2) the land has been owned by the decedent or a member
of the decedent’s family at all times during the three-year period
ending on the date of the decedent’s death; and (3) a qualified con-
servation contribution (within the meaning of sec. 170(h)) of a
qualified real property interest (as generally defined in sec.
170(h)(2)(C)) was granted by the decedent or a member of his or
her family. For purposes of the provision, preservation of a histori-
cally important land area or a certified historic structure does not
qualify as a conservation purpose.

In order to qualify for the exclusion, a qualifying easement must
have been granted by the decedent, a member of the decedent’s
family, the executor of the decedent’s estate, or the trustee of a
trust holding the land, no later than the date of the election. To
the extent that the value of such land is excluded from the taxable
estate, the basis of such land acquired at death is a carryover basis
(i.e., the basis is not stepped-up to its fair market value at death).
Property financed with acquisition indebtedness is eligible for this
provision only to the extent of the net equity in the property. For
example, if a $1 million property is subject to an outstanding acqui-
sition indebtedness balance of $100,000, it is treated in the same
manner as a $900,000 property that is not debt-financed.

The exclusion amount is calculated based on the value of the
property includible in the gross estate, reduced by the amount of
any deduction taken under section 2055(f) with respect to such
land. In general, this value will be equal to the value of the prop-
erty after the conservation easement has been placed on the prop-
erty. The exclusion from estate taxes does not extend to the value
of any development rights retained by the decedent or donor, al-
though payment for estate taxes on retained development rights
may be deferred for up to two years, or until the disposition of the
property, whichever is earlier. For this purpose, retained develop-
ment rights are any rights retained to use the land for any com-
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mercial purpose which is not subordinate to and directly supportive
of farming purposes, as defined in section 2032A(e)(5) (e.g., tree
farming, ranching, viticulture, and the raising of other agricultural
or horticultural commodities). De minimis commercial recreational
activity that is consistent with the conservation purpose, such as
the granting of hunting and fishing licenses, will not cause the
property to fail to qualify for the exclusion. It is anticipated that
the Secretary of the Treasury will provide guidance as to the defi-
nition of “de minimis” activities.

With respect to land held by a partnership, corporation, or trust,
a look-through rule applies to the extent that the decedent owns
(directly or indirectly) at least 30 percent of the entity involved.

Maximum benefit allowed

The 40-percent estate tax exclusion for land subject to a qualified
conservation easement is limited to a maximum exclusion of
$100,000 in 1998, $200,000 in 1999, $300,000 in 2000, $400,000 in
2001, and $500,000 in 2002 and thereafter.

If the value of the conservation easement is less than 30 percent
of (1) the value of the land without the easement, reduced by (2)
the value of any retained development rights, then the exclusion
percentage is reduced. The reduction in the exclusion percentage is
equal to two percentage points for each point that the above ratio
falls below 30 percent. Thus, for example, if the value of the ease-
ment is 25 percent of the value of the land before the easement less
the value of the retained development rights, the exclusion percent-
age is 30 percent (i.e., the 40 percent amount is reduced by twice
the difference between 30 percent and 25 percent). Under this cal-
culation, if the value of the easement is 10 percent or less of the
value of the land before the easement less the value of the retained
development rights, the exclusion percentage is equal to zero.

Treatment of land subject to a conservation easement for
purposes of special-use valuation

The granting of a qualified conservation easement (as defined
above) is not treated as a disposition triggering the recapture provi-
sions of section 2032A. In addition, the existence of a qualified con-
servation easement does not prevent such property from subse-
quently qualifying for special-use valuation treatment under sec-
tion 2032A.

Retained mineral interests

The Act also allows a charitable deduction (for income tax pur-
poses or estate tax purposes) to taxpayers making a contribution
of a permanent conservation easement on property where a mineral
interest has been retained and surface mining is possible, but its
probability is “so remote as to be negligible.” Prior law provided for
a charitable deduction in such a case if the mineral interests were
separated from the land prior to June 13, 1976. The provision al-
lows such a charitable deduction to be taken regardless of when the
mineral interests were separated.
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Effective Date

The estate tax exclusion applies to decedents dying after Decem-
ber 31, 1997. The rules with respect to the treatment of conserva-
tion easements under section 2032A and with respect to retained
mineral interests are effective for easements granted after Decem-
ber 31, 1997.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $7 million in 1999, $15 million in 2000, $25 million in
2001, $35 million in 2002, $48 million in 2003, $51 million in 2004,
$56 million in 2005, $60 million in 2006, and $64 million in 2007.

B. Generation-Skipping Tax Provision

1. Modification of generation-skipping transfer tax for
transfers to individuals with deceased parents (sec. 511
of the Act and sec. 2651 of the Code)

Present and Prior Law

Under the “predeceased parent exception,” a direct skip transfer
to a transferor’s grandchild is not subject to the generation-skip-
ping transfer (“GST”) tax if the child of the transferor who was the
grandchild’s parent is deceased at the time of the transfer (sec.
2612(c)(2)). Under prior law, this “predeceased parent exception” to
the GST tax was not applicable to (1) transfers to collateral heirs,
e.g., grandnieces or grandnephews, or (2) taxable terminations or
taxable distributions.

Reasons for Change

The Congress believed that a transfer to a collateral relative
whose parent is dead should qualify for the predeceased parent ex-
ception in situations where the transferor decedent has no lineal
heirs, because no motive or opportunity to avoid transfer tax exists.
For similar reasons, the Congress believed that transfers to trusts
should be permitted to qualify for the predeceased parent exclusion
where the parent of the beneficiary is dead at the time that the
transfer is first subject to estate or gift tax. The Congress also un-
derstood that this treatment would remove a present law impedi-
ment to the establishment of charitable lead trusts.

Explanation of Provision

The Act extends the predeceased parent exception to transfers to
collateral heirs, provided that the decedent has no living lineal de-
scendants at the time of the transfer. For example, the exception
applies to a transfer made by an individual (with no living lineal
heirs) to a grandniece where the transferor’s nephew or niece who
is the parent of the grandniece is deceased at the time of the trans-
fer.

In addition, the Act extends the predeceased parent exception (as
modified by the change in the preceding paragraph) to taxable ter-
minations and taxable distributions, provided that the parent of
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the relevant beneficiary was dead at the earliest time that the
transfer (from which the beneficiary’s interest in the property was
established) was subject to estate or gift tax. For example, where
a trust was established to pay an annuity to a charity for a term
for years with a remainder interest granted to a grandson, the ter-
mination of the term for years would not be a taxable termination
subject to the GST tax if the grandson’s parent (who is the son or
daughter of the transferor) is deceased at the time the trust was
created and the transfer creating the trust was subject to estate or
gift tax.

Effective Date

The provision is effective for generation skipping transfers occur-
ring after December 31, 1997.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $4 million per year in 1999-2003, $5 million per year
in 2004—2006, and $6 million in 2007.
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TITLE VI. EXTENSION OF CERTAIN EXPIRING TAX
PROVISIONS

A. Research Tax Credit (sec. 601 of the Act and sec. 41 of the
Code)

Prior Law

General rule

Prior to May 31, 1997, section 41 provided for a research tax
credit equal to 20 percent of the amount by which a taxpayer’s
qualified research expenditures for a taxable year exceeded its base
amount for that year. The research tax credit expired and generally
did not apply to amounts paid or incurred after May 31, 1997.100

A 20-percent research tax credit also applied to the excess of (1)
100 percent of corporate cash expenditures (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 uni-
versities by the corporation as compared to such giving during a
fixed-base period, as adjusted for inflation. This separate credit
computation is commonly referred to as the “university basic re-
search credit” (see sec. 41(e)).

Computation of allowable credit

Except for certain university basic research payments made by
corporations, the research tax credit applies only to the extent that
the taxpayer’s qualified research expenditures for the current tax-
able year exceed its base amount. The base amount for the current
year generally is computed by multiplying the taxpayer’s “fixed-
base percentage” by the average amount of the taxpayer’s gross re-
ceipts for the four preceding years. If a taxpayer both incurred
qualified research expenditures and had gross receipts during each
of at least three years from 1984 through 1988, then its “fixed-base
percentage” is the ratio that its total qualified research expendi-
tures for the 1984-1988 period bears to its total gross receipts for
that period (subject to a maximum ratio of .16). All other taxpayers
(so-called “start-up firms”) are assigned a fixed-base percentage of
3 percent.101

100 When originally enacted, the research tax credit applied to qualified expenses incurred
after June 30, 1981. The credit was modified several times and was extended through June 30,
1995. The credit later was extended 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).

101The Small Business Job Protection Act of 1996 expanded the definition of “start-up firms”
under section 41(c)(3)(B)() 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) is 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
will be assigned a fixed-base percentage of 3 percent for each of its first five taxable years after
1993 in which it incurs qualified research expenditures. In the event that the research credit
is extended beyond the scheduled expiration date, a start-up firm’s fixed-based percentage for
its sixth through tenth taxable years after 1993 in which it incurs qualified research expendi-
tures will be a phased-in ratio based on its actual research experience. For all subsequent tax-
able years, the taxpayer’s fixed-based percentage will be its actual ratio of qualified research
expenditures to gross receipts for any five years selected by the taxpayer from its fifth through
tenth taxable years after 1993 (sec. 41(c)(3)(B)).
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In computing the credit, a taxpayer’s base amount may not be
less than 50 percent of its current-year qualified research expendi-
tures.

To prevent artificial increases in research expenditures by shift-
ing expenditures among commonly controlled or otherwise related
entities, a special aggregation rule provides that all members of the
same controlled group of corporations are treated as a single tax-
payer (sec. 41(f)(1)). Special rules apply for computing the credit
when a major portion of a business changes hands, under which
qualified research expenditures and gross receipts for periods prior
to the change of ownership of a trade or business are treated as
transferred with the trade or business that gave rise to those ex-
penditures and receipts for purposes of recomputing a taxpayer’s
fixed-base percentage (sec. 41(f)(3)).

Alternative incremental research credit regime

As part of the Small Business Job Protection Act of 1996, tax-
payers are allowed to elect an alternative incremental research
credit regime. If a taxpayer elects to be subject to this alternative
regime, the taxpayer is assigned a three-tiered fixed-base percent-
age (that is lower than the fixed-base percentage otherwise applica-
ble under present law) and the credit rate likewise is reduced.
Under the alternative credit regime, a credit rate of 1.65 percent
applies to the extent that a taxpayer’s current-year research ex-
penses exceed a base amount computed by using a fixed-base per-
centage of 1 percent (i.e., the base amount equals 1 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 per-
centage of 1.5 percent. A credit rate of 2.2 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 per-
cent but do not exceed a base amount computed by using a fixed-
base percentage of 2 percent. A credit rate of 2.75 percent applies
to the extent that a taxpayer’s current-year research expenses ex-
ceed a base amount computed by using a fixed-base percentage of
2 percent. An election to be subject to this alternative incremental
credit regime may be made only for a taxpayer’s first taxable year
beginning after June 30, 1996, and before July 1, 1997, and such
an election applies to that taxable year and all subsequent years
(in the event that the credit subsequently is extended by Congress)
unless revoked with the consent of the Secretary of the Treasury.
If a taxpayer elects the alternative incremental research credit re-
gime for its first taxable year beginning after June 30, 1996, and
before July 1, 1997, then all qualified research expenses paid or in-
curred during the first 11 months of such taxable year are treated
as qualified research expenses for purposes of computing the tax-
payer’s credit.

Eligible expenditures

Qualified research expenditures eligible for the research tax cred-
it consist 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
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amounts paid by the taxpayer for qualified research conducted on
the taxpayer’s behalf (so-called “contract research expenses”). 102

To be eligible for the credit, the research must not only satisfy
the requirements of present-law section 174 (described below) but
must be undertaken for the purpose of discovering information that
is technological in nature, the application of which is intended to
be useful in the development of a new or improved business compo-
nent of the taxpayer, and must pertain to functional aspects, per-
formance, reliability, or quality of a business component. Research
does not qualify for the credit if substantially all of the activities
relate to style, taste, cosmetic, or seasonal design factors (sec.
41(d)(3)). In addition, research does not qualify for the credit if con-
ducted after the beginning of commercial production of the business
component, if related to the adaptation of an existing business com-
ponent to a particular customer’s requirements, if related to the
duplication of an existing business component from a physical ex-
amination of the component itself or certain other information, or
if related to certain efficiency surveys, market research or develop-
ment, or routine quality control (sec. 41(d)(4)).

Expenditures attributable to research that is conducted outside
the United States do not enter into the credit computation. In addi-
tion, the credit is not available for research in the social sciences,
arts, or humanities, nor is it available for research to the extent
funded by any grant, contract, or otherwise by another person (or
governmental entity).

Relation to deduction

Under section 174, taxpayers may elect to deduct currently the
amount of certain research or experimental expenditures 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.
However, deductions allowed to a taxpayer under section 174 (or
any other section) are reduced by an amount equal to 100 percent
of the taxpayer’s research tax credit determined for the taxable
year. Taxpayers may alternatively elect to claim a reduced research
tax credit amount under section 41 in lieu of reducing deductions
otherwise allowed (sec. 280C(c)(3)).

Reasons for Change

Businesses may not find it profitable to invest in some research
activities because of the difficulty in capturing the full benefits
from the research. Costly technological advances made by one firm
are often cheaply copied by its competitors. A research tax credit
can help promote investment in research, so that research activi-
ties undertaken approach the optimal level for the overall economy.
Therefore, the Congress believed that, in order to encourage re-

102Under 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 is 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 is
a tax-exempt organization that is described in section 501(c)(3) (other than a private foundation)
or section 501(c)(6) and is organized and operated primarily to conduct scientific research, and
(2) such qualified research is conducted by the consortium on behalf of the taxpayer and one
or more persons not related to the taxpayer.
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search activities, it is appropriate to reinstate the research tax
credit.

Explanation of Provision

The research tax credit is extended for 13 months—i.e., generally
for the period June 1, 1997, through June 30, 1998.

Under the provision, taxpayers are permitted to elect the alter-
native incremental research credit regime under section 41(c)(4) 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.

Effective Date

Extension of the research credit is effective for qualified research
expenditures paid or incurred during the period June 1, 1997,
through June 30, 1998. A special rule provides that, notwithstand-
ing the general termination date for the research credit of June 30,
1998, if a taxpayer elects to be subject to the alternative incremen-
tal research credit regime for its first taxable year beginning after
June 30, 1996, and before July 1, 1997, the alternative incremental
research credit will be available during the entire 24-month period
beginning with the first month of such taxable year—i.e., the
equivalent of the 11-month extension provided for by the Small
Business Job Protection Act of 1996 plus an additional 13-month
extension provided for by the conference agreement. However, to
prevent taxpayers from effectively obtaining more than 24-months
of research credits from the Small Business Job Protection Act of
1996 and this bill, the 24-month period for taxpayers electing the
alternative incremental research credit regime is reduced by the
number of months (if any) after June 1996 with respect to which
the taxpayer claimed research credit amounts under the regular,
20-percent research credit rules.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $161 million in 1997, $820 million in 1998, $639 million
in 1999, $294 million in 2000, $204 million in 2001, $123 million
in 2002, and $33 million in 2003.

B. Contributions of Stock to Private Foundations (sec. 602 of
the Act and sec. 170(e)(5) of the Code)

Present and Prior Law

In computing taxable income, a taxpayer who itemizes deduc-
tions generally is allowed to deduct the fair market value of prop-
erty contributed to a charitable organization.193 However, in the
case of a charitable contribution of short-term gain, inventory, or
other ordinary income property, the amount of the deduction gen-
erally is limited to the taxpayer’s basis in the property. In the case

103 The amount of the deduction allowable for a taxable year with respect to a charitable con-
tribution 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 (secs. 170(b)
and 170(e)).
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of a charitable contribution of tangible personal property, the de-
duction is limited to the taxpayer’s basis in such property if the use
by the recipient charitable organization is unrelated to the organi-
zation’s tax-exempt purpose.104

In cases involving contributions to a private foundation (other
than certain private operating foundations), the amount of the de-
duction is limited to the taxpayer’s basis in the property. However,
under a special rule contained in section 170(e)(5), taxpayers are
allowed a deduction equal to the fair market value of “qualified ap-
preciated stock” contributed to a private foundation prior to May
31, 1997.105 Qualified appreciated stock is defined as publicly trad-
ed stock which is capital gain property. The fair-market-value de-
duction for qualified appreciated stock donations applies only to the
extent that total donations made by the donor to private founda-
tions of stock in a particular corporation do not exceed 10 percent
in value of the outstanding stock of that corporation. For this pur-
pose, an individual is treated as making all contributions that are
made by any member of the individual’s family.

Reasons for Change

The Congress believed that, to encourage donations to charitable
private foundations, it is appropriate to extend the rule that allows
a fair market value deduction for certain gifts of appreciated stock
to private foundations.

Explanation of Provision

The Act provides that the special rule contained in section
170(e)(5) is extended for the period June 1, 1997, through June 30,
1998.

Effective Date

The provision is effective for contributions of qualified appre-
ciated stock to private foundations made during the period June 1,
1997, through June 30, 1998.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $99 million in 1998, $9 million in 1999, and $4 million
in 2000.

104 Ag part of the Omnibus Budget Reconciliation Act of 1993, Congress eliminated the treat-
ment of contributions of appreciated property (real, personal, and intangible) as a tax preference
for alternative minimum tax (AMT) purposes. Thus, if a taxpayer makes a gift to charity of
property (other than short-term gain, inventory, or other ordinary income property, or gifts to
private foundations) that is real property, intangible property, or tangible personal property the
use of which is related to the donee’s tax-exempt purpose, the taxpayer is allowed to claim the
same fair-market-value deduction for both regular tax and AMT purposes (subject to present-
law percentage limitations).

105The special rule contained in section 170(e)(5), which was originally enacted in 1984, ex-
pired January 1, 1995. The Small Business Job Protection Act of 1996 reinstated the rule for
11 months—for contributions of qualified appreciated stock made to private foundations during
the period July 1, 1996, through May 31, 1997.
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C. Work Opportunity Tax Credit (sec. 603 of the Act and sec.
51 of the Code)

Present Law

In general

The work opportunity tax credit is available on an elective basis
for employers hiring individuals from one or more of seven targeted
groups. The credit generally is equal to 35 percent of qualified
wages. Generally, qualified wages consist of wages attributable to
service rendered by a member of a targeted group during the one-
year period beginning with the day the individual begins work for
the employer.

Generally, no more than $6,000 of wages during the first year of
employment is permitted to be taken into account with respect to
any individual. Thus, the maximum credit per individual is $2,100.
With respect to qualified summer youth employees, the maximum
credit is 35 percent of up to $3,000 of qualified first-year wages, for
a maximum credit of $1,050.

The deduction for wages is reduced by the amount of the credit.

Targeted groups eligible for the credit

(1) Families receiving AFDC

An eligible recipient is an individual certified by the designated
local employment agency as being a member of a family eligible to
receive benefits under AFDC or its successor program for a period
of at least nine months part of which is during the 9-month period
ending on the hiring date. For these purposes, members of the fam-
ily are defined to include only those individuals taken into account
for purposes of determining eligibility for the AFDC or its successor
program.

(2) Qualified ex-felon

A qualified ex-felon is an individual certified as: (1) having been
convicted of a felony under any State or Federal law, (2) being a
member of a family that had an income during the six months be-
fore the earlier of the date of determination or the hiring date
which on an annual basis is 70 percent or less of the Bureau of
Labor Statistics lower living standard, and (3) having a hiring date
within one year of release from prison or date of conviction.

(3) High-risk youth

A high-risk youth is an individual certified as being at least 18
but not yet 25 on the hiring date and as having a principal place
of abode within an empowerment zone or enterprise community (as
defined under Subchapter U of the Internal Revenue Code). Quali-
fied wages will not include wages paid or incurred for services per-
formed after the individual moves outside an empowerment zone or
enterprise community.

(4) Vocational rehabilitation referral

Vocational rehabilitation referrals are those individuals who
have a physical or mental disability that constitutes a substantial
handicap to employment and who have been referred to the em-
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ployer while receiving, or after completing, vocational rehabilitation
services under an individualized, written rehabilitation plan under
a State plan approved under the Rehabilitation Act of 1973 or
under a rehabilitation plan for veterans carried out under Chapter
31 of Title 38, U.S. Code. Certification will be provided by the des-
ignated local employment agency upon assurances from the voca-
tional rehabilitation agency that the employee has met the above
conditions.

(5) Qualified summer youth employee

Qualified summer youth employees are individuals: (1) who per-
form services during any 90-day period between May 1 and Sep-
tember 15, (2) who are certified by the designated local agency as
being 16 or 17 years of age on the hiring date, (3) who have not
been an employee of that employer before, and (4) who are certified
by the designated local agency as having a principal place of abode
within an empowerment zone or enterprise community (as defined
under Subchapter U of the Internal Revenue Code). As with high-
risk youths, no credit is available on wages paid or incurred for
service performed after the qualified summer youth moves outside
of an empowerment zone or enterprise community. If, after the end
of the 90-day period, the employer continues to employ a youth who
was certified during the 90-day period as a member of another tar-
geted group, the limit on qualified first-year wages will take into
account wages paid to the youth while a qualified summer youth
employee.

(6) Qualified veteran

A qualified veteran is a veteran who is a member of a family cer-
tified as receiving assistance under: (1) AFDC for a period of at
least nine months part of which is during the 12-month period end-
ing on the hiring date, or (2) a food stamp program under the Food
Stamp Act of 1977 for a period of at least three months part of
which is during the 12-month period ending on the hiring date. For
these purposes, members of a family are defined to include only
those individuals taken into account for purposes of determining
eligibility for: (I) the AFDC or its successor program, and (ii) a food
stamp program under the Food Stamp Act of 1977, respectively.

Further, a qualified veteran is an individual who has served on
active duty (other than for training) in the Armed Forces for more
than 180 days or who has been discharged or released from active
duty in the Armed Forces for a service-connected disability. How-
ever, any individual who has served for a period of more than 90
days during which the individual was on active duty (other than
for training) is not an eligible employee if any of this active duty
occurred during the 60-day period ending on the date the individ-
ual was hired by the employer. This latter rule is intended to pre-
vent employers who hire current members of the armed services (or
tﬁose d((leparted from service within the last 60 days) from receiving
the credit.

(7) Families receiving food stamps

An eligible recipient is an individual aged 18 but not yet 25 cer-
tified by a designated local employment agency as being a member
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of a family receiving assistance under a food stamp program under
the Food Stamp Act of 1977 for a period of at least six months end-
ing on the hiring date. In the case of families that cease to be eligi-
ble for food stamps under section 6(o) of the Food Stamp Act of
1977, the six-month requirement is replaced with a requirement
that the family has been receiving food stamps for at least three
of the five months ending on the date of hire. For these purposes,
members of the family are defined to include only those individuals
taken into account for purposes of determining eligibility for a food
stamp program under the Food Stamp Act of 1977.

Minimum employment period

No credit is allowed for wages paid unless the eligible individual
is employed by the employer for at least 180 days (20 days in the
case of a qualified summer youth employee) or 400 hours (120
hours in the case of a qualified summer youth employee).

Expiration date

The credit is effective for wages paid to, or incurred with respect
to, a qualified individual who begins work for an employer after
September 30, 1996, and before October 1, 1997.

Reasons for Change

The Congress believed that a short-term extension of the work
opportunity tax credit program with modifications will provide the
Congress and the Treasury and Labor Departments an opportunity
to assess fully the operation and effectiveness of the credit as a hir-
ing incentive. The Act also will extend application of the credit to
a larger group of eligible individuals pending that evaluation.

Explanation of Provision

Extension

The work opportunity tax credit is extended for nine months
(through June 30, 1998).

Targeted categories

Eligibility is extended to: (1) members of families receiving AFDC
benefits for any nine months during the eighteen month period
ending on the hiring date, and (2) individuals receiving supple-
mental security income (“SSI”) benefits under Title XVI of the So-
cial Security Act.

Minimum employment period

The minimum employment period is reduced from 400 to 120
hours.

Credit percentage

The Act provides a two-tier credit. The credit percentage is 25
percent for employment of less than 400 hours and 40 percent for
employment of 400 or more hours. To illustrate, assume that two
eligible individuals (A and B) begin work for their employer before
July 1, 1998 for a $6 hourly wage. Assume, further that A com-
pletes 300 hours of employment and B completes 500 hours of em-
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ployment. The employer will be entitled to a credit of $450 for A
(25 percent of $1,800) and $1,200 for B (40 percent of $3,000).

Effective Date

Generally, the provision is effective for wages paid to, or incurred
with respect to, qualified individuals who begin work for the em-
ployer after September 30, 1997, and before July 1, 1998.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $140 million in 1998, $131 million in 1999, $73 million
in 2000, $28 million in 2001, $11 million in 2002, and $2 million
in 2003.106

D. Orphan Drug Tax Credit (sec. 604 of the Act and sec. 45C
of the Code)

Prior Law

Prior to May 31, 1997, a 50-percent nonrefundable tax credit was
allowed for qualified clinical testing expenses incurred in testing of
certain drugs for rare diseases or conditions, generally referred to
as “orphan drugs.” Qualified testing expenses are costs incurred to
test an orphan drug after the drug has been approved for human
testing by the Food and Drug Administration (“FDA”) but before
the drug has been approved for sale by the FDA. A rare disease
or condition is defined as one that (1) affects less than 200,000 per-
sons in the United States, or (2) affects more than 200,000 persons,
but for which there is no reasonable expectation that businesses
could recoup the costs of developing a drug for such disease or con-
dition from U.S. sales of the drug. These rare diseases and condi-
tions include Huntington’s disease, myoclonus, ALS (Lou Gehrig’s
disease), Tourette’s syndrome, and Duchenne’s dystrophy (a form of
muscular dystrophy).

As with other general business credits (sec. 38), taxpayers are al-
lowed to carry back unused credits to three years preceding the
year the credit is earned (but not to a taxable year ending before
July 1, 1996) and to carry forward unused credits to 15 years fol-
lowing the year the credit is earned. The credit cannot be used to
offset a taxpayer’s alternative minimum tax liability.

The orphan drug tax credit expired and did not apply to expenses
paid or incurred after May 31, 1997.107

Reasons for Change

The Congress believed it appropriate to reinstate the orphan
drug tax credit.

106 The estimate includes interaction with the welfare-to-work tax credit; see explanation of
section 801 of the Act.

107The orphan drug tax credit originally was enacted in 1983 and was extended on several
occasions. The credit expired after December 31, 1994, and later was reinstated for the period
July 1, 1996, through May 31, 1997.
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Explanation of Provision

The orphan drug tax credit provided for by section 45C is perma-
nently extended.

Effective Date

The provision is effective for qualified clinical testing expenses
paid or incurred after May 31, 1997.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $29 million in 1998, $28 million in 1999, $30 million in
2000, $32 million in 2001, $34 million in 2002, $35 million in 2003,
$37 million in 2004, $39 million in 2005, $40 million in 2006, and
$42 million in 2007.
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TITLE VII. DISTRICT OF COLUMBIA TAX INCENTIVES
(sec. 701 of the Act and new secs. 1400-1400C of the Code)

Present and Prior Law

Empowerment zones and enterprise communities

Pursuant to the Omnibus Budget Reconciliation Act of 1993
(OBRA 1993), the Secretaries of the Department of Housing and
Urban Development (HUD) and the Department of Agriculture des-
ignated a total of nine empowerment zones and 95 enterprise com-
munities on December 21, 1994. The 1997 Act provides for the des-
ignation of 22 additional empowerment zones.108 Designated
empowerment zones and enterprise communities were required to
satisfy certain eligibility criteria, including specified poverty rates
and population and geographic size limitations. Portions of the Dis-
trict of Columbia were designated as an enterprise community in
1994.

The following tax incentives are available for certain businesses
located in empowerment zones designated under OBRA 1993: (1)
an annual 20-percent wage credit for the first $15,000 of wages

aid to a zone resident who works in the zone; (2) an additional
520,000 of expensing under Code section 179 for qualified zone
property placed in service by an enterprise zone business; and (3)
special tax-exempt financing for certain zone facilities. These incen-
tives are described under Act secs. 951-956, below.

The 95 enterprise communities are eligible for the special tax-ex-
empt financing benefits but not the other tax incentives available
in the empowerment zones. In addition, OBRA 1993 provided that
Federal grants would be made to designated empowerment zones
and enterprise communities. Under the Act, the so-called
“brownfields” tax incentive (described in Act sec. 941, below) that
allows taxpayers to expense certain environmental remediation ex-
penditures is available in enterprise communities, as well as in
empowerment zones. In addition, certain schools located in
empowerment zones or enterprise communities may be able to ben-
efit from the issuance of so-called “zone academy bonds” (described
under Act sec. 226, above) under the Act.

The tax incentives for empowerment zones and enterprise com-
munities generally are available during the 10-year period that the
designation remains in effect.

Taxation of capital gains

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 capital assets, the net capital
gain generally is taxed at the same rate as ordinary income, except
that, for individuals, the maximum rate of tax is limited to 20 per-

108 The Act authorizes the designation of two additional urban empowerment zones that would
be eligible for the tax incentives available in empowerment zones designated under OBRA 1993.
The Act also authorizes the designation of an additional 20 empowerment zones. Within these
additional empowerment zones, qualified enterprise zone businesses are eligible to receive up
to $20,000 of additional section 179 expensing and to utilize special tax-exempt financing bene-
fits. However, such businesses are not eligible to receive the present-law wage credit. The 20
additional empowerment zones are described in detail in Act secs. 951-956, below.
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cent of the net capital gain.199 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. The maximum 20-per-
cent rate generally applies to capital assets held for more than 18
months.

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

A capital asset generally means any property except (1) inven-
tory, stock in trade, or property held primarily for sale to cus-
tomers in the ordinary course of the taxpayer’s trade or business,
(2) depreciable or real property used in the taxpayer’s trade or
business, (3) specified literary or artistic property, (4) business ac-
counts or notes receivable, and (5) certain publications of the Fed-
eral Government.

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 generally is 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. Under
the Act, gain from the sale of depreciable real property, to the ex-
tent that it is “unrecaptured section 1250 gain,” is subject to a
maximum rate of 25 percent.

Reasons for Change

The Congress believed that the District of Columbia faces two
key problems—inability to attract and retain a stable residential
base and insufficient economic activity. To this end, the Congress
provided certain tax incentives to attract new homeowners to the
District and to encourage economic development in those areas of
the District where development has been inadequate.

Explanation of Provisions

Designation of D.C. Enterprise Zone

The Act designates certain economically depressed census tracts
within the District of Columbia as the “D.C. Enterprise Zone,”
within which businesses and individual residents are eligible for
special tax incentives. The census tracts that compose the D.C. En-
terprise Zone are (1) all census tracts that presently are part of the
D.C. enterprise community designated under section 1391 (i.e., por-

109 The Act generally reduces the maximum rate of tax on the net capital gain of an individual
from 28 percent to 20 percent, and makes certain other modifications to the maximum capital
gains rates applicable to certain assets. These modifications are described in detail under Act
sec. 311, above. In addition, Code section 1202 provides a 50-percent exclusion for gain from
the sale of certain small business stock acquired at original issue and held for at least five
years. However, the lower rates provided by the Act do not apply to the includable portion of
the gain from the qualifying sale of small business stock. (See Act sec. 313, above, for a detailed
description of the modifications made by the Act to the small business stock rules.)
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tions 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 per-
cent.110 The D.C. Enterprise Zone designation generally will re-
main in effect for five years for the period from January 1, 1998,
through December 31, 2002.111

Empowerment zone wage credit, expensing, and tax-exempt
financing

In general

The following tax incentives that are available under present law
in certain empowerment zones are available in the D.C. Enterprise
Zone (modified as described below): (1) a 20-percent wage credit for
the first $15,000 of wages paid to District residents who work in
the D.C. Enterprise Zone; (2) an additional $20,000 of expensing
under Code section 179 for qualified zone property; and (3) special
tax-exempt financing for certain zone facilities. In addition, Federal
tax incentives that are generally available in designated
empowerment zones also are available in the D.C. Enterprise Zone
(e.g., expensing of certain environmental remediation expenditures
(the so-called “brownfields” provision), and the tax credit for hold-
ers of qualified “zone academy bonds”).112

D.C. employer wage credit

A 20-percent credit against income tax liability is available to all
employers for the first $15,000 of qualified wages paid to each em-
ployee who (1) is a District resident (i.e., his or her principal place
of abode is within the District), and (2) performs substantially all
employment services within the D.C. Zone in a trade or business
of the employer.113 The D.C. wage credit rate remains at 20 per-
cent for the D.C. Enterprise Zone for the period 1998 through
2002.114

110 A technical correction is necessary to clarify that the determination of whether a census
tract in the District of Columbia satisfies the applicable poverty criteria for inclusion in the D.C.
Enterprise Zone for purposes of the wage credit, expensing, and special tax-exempt financing
incentives (poverty rate of not less than 20 percent) or for purposes of the zero-percent capital
gains rate (poverty rate of not less than 10 percent), is based on 1990 decennial census data.
A provision to this effect is included in Title VI (sec. 607) of H.R. 2676, the Tax Technical Cor-
rections Act of 1997, as passed by the House on November 5, 1997. This technical correction
would clarify that data from the 2000 decennial census will not result in the expansion or other
reconfiguration of the D.C. Enterprise Zone.

111The status of certain census tracts within the District as an enterprise community des-
ignated under section 1391 also terminates on December 31, 2002.

112 Similarly, one category of targeted individuals for purposes of the work opportunity tax
credit is “high risk youth,” defined as individuals certified by the designated local agency as
being 18-24 years old, and having a principal place of abode in an empowerment zone or enter-
prise community. Accordingly, individuals between the ages of 18 and 24 who live in the por-
tions of the District that are designated as the D.C. Enterprise Zone may qualify as members
of a targeted group for purposes of the work opportunity tax credit.

113 Proposed Treasury regulations provide that an employer may use either each pay period
or the entire calendar year as the relevant period in determining whether a particular employee
satisfies the “location-of-services” requirement. For each taxable year, the employer must use
the same method for all its employees. Prop. Treas. Reg. sec. 1.1396-1. Under the proposed reg-
ulations, an employee would not satisfy the “location of services” requirement during the appli-
cable period (either the pay period or the calendar year) unless substantially all of the services
performed by the employee for the employer during that period are performed within the zone
in a trade or business of the employer. Prop. Treas. Reg. sec. 1.1396—1(b)(1)(ii) and Prop. Treas.
Reg. sec. 1.1396-1(b)(2)(ii).

114 Thus, the D.C. wage credit does not phase down to 15 percent in the year 2002 as does
the empowerment zone wage credit under present-law section 1396(b).
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The maximum D.C. wage credit per qualified employee is $3,000
per year (20 percent of %15,000). Wages paid to a qualified em-
ployee continue to be eligible for the D.C. wage credit if the em-
ployee earns more than $15,000, although only the first $15,000 of
wages will be eligible for the D.C. wage credit.115 The D.C. wage
credit is available with respect to a qualified employee, 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 D.C. wage credit, regardless of whether the
employer meets the definition of a “D.C. Zone business” (which ap-
plies for the increased section 179 expensing, the tax-exempt fi-
nancing, and the zero-percent capital gains rate provisions, de-
scribed below).

Qualified wages include the first $15,000 of “wages,” defined to
include (1) salary and wages as generally defined for FUTA pur-
poses, and (2) certain training and educational expenses paid on
behalf of a qualified employee, provided that (a) the expenses are
paid to an unrelated third party and are excludable from gross in-
come of the employee under section 127, or (b) in the case of an
employee under age 19, the expenses are incurred by the employer
in operating a youth training program in conjunction with local
education officials.

The D.C. wage credit is allowed with respect to full-time and
part-time employees. However, the employee must be employed by
the employer for a minimum period of at least 90 days. Wages are
not eligible for the D.C. wage credit if paid to certain relatives of
the employer or, if the employer is a corporation or partnership,
certain relatives of a person who owns more than 50 percent of the
business. In addition, wages are not eligible for the D.C. wage cred-
it if paid to a person who owns more than five percent of the stock
(or capital or profits interests) of the employer. Finally, the wage
credit is not available with respect to any individual employed at
any facility described in present-law section 144(c)(6)(B) (i.e., a pri-
vate or commercial golf course, country club, massage parlor, hot
tub facility, suntan facility, racetrack or other facility used for gam-
bling, or any store the principal business of which is the sale of al-
coholic beverages for consumption off premises). In addition, the
wage credit is not available with respect to any individual em-
ployed by a trade or business the principal activity of which is
farming (within the meaning of subparagraphs (A) and (B) of sec-
tion 2032A(e)(5)), but only if, as of the close of the preceding tax-
able year, the sum of the aggregate unadjusted bases (or, if greater,
the fair market value) of assets of the farm exceed $500,000.116

An employer’s deduction otherwise allowed for wages paid is re-
duced by the amount of D.C. wage credit claimed for that taxable
year.117 Wages are not to be taken into account for purposes of the
D.C. wage credit if taken into account in determining the employ-
er’s work opportunity tax credit under section 51 or the welfare-to-
work credit under section 51A.118 In addition, the $15,000 cap is

115To prevent avoidance of the $15,000 limit, all employers of a controlled group of corpora-
tions (or partnerships or proprietorships under common control) will be treated as a single em-
ployer.

116 Code secs. 1396(d)(2)(D) and (E).

117 Code sec. 280C(a).

118 Code sec. 1396(c)(3)(A) and Code sec. 51A(d)(2).
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reduced by any wages taken into account in computing the work
opportunity tax credit or the welfare-to-work credit.11® The D.C.
wage credit may be used to offset up to 25 percent of alternative
minimum tax liability.120

The wage credit is effective for wages paid (or incurred) to a
qualified individual for services performed after December 31,
1997, and before January 1, 2003.

Increased expensing under Code section 179

For a “qualified D.C. Zone business” (defined below), the
expensing allowance for certain depreciable business property pro-
vided under section 179 is increased by the lesser of: (1) $20,000
or (2) the cost of section 179 property that is “qualified zone prop-
erty” and that is placed in service during the taxable year.

To qualify for the increased expensing, property must be both
section 179 property and “qualified zone property.” Section 179
property generally is depreciable tangible personal property as well
as certain other property. Buildings and their structural compo-
nents are not section 179 property. “Qualified zone property” is de-
preciable tangible property that satisfies three tests: (1) it must be
acquired by purchase after December 31, 1997; (2) the original use
of the property in the D.C. Zone must commence with the taxpayer
(however, used property that has been used elsewhere may qual-
ify); and (3) substantially all of the use of the property must be in
the active conduct of a trade or business by the taxpayer within the
D.C. Zone. A special rule provides that, in the case of property that
is “substantially renovated” by the taxpayer, such property need
not be acquired by the taxpayer after December 31, 1997, nor need
the original use of such property in the D.C. Enterprise Zone com-
mence with the taxpayer. Rather, substantially all of the use of
such property during substantially all of the taxpayer’s holding pe-
riod (after it has been substantially renovated) must be in the ac-
tive conduct of a qualified D.C. Zone business of the taxpayer in
the D.C. Enterprise Zone. For this purpose, property is treated as
“substantially renovated” if, prior to January 1, 2003, additions to
basis with respect to such property in the hands of the taxpayer
during any 24-month period beginning after December 31, 1997, ex-
ceed the greater of (1) an amount equal to the adjusted basis at the
beginning of such 24-month period in the hands of the taxpayer, or
(2) $5,000.

As under present law, the section 179 expensing allowance is
phased out for certain taxpayers with investment in qualified prop-
erty during the taxable year in excess of $200,000. However, the
present-law phase-out range is applied by taking into account only
one-half of the cost of qualified zone property that is section 179
property. In applying the section 179 phaseout, the cost of section
179 property that is not qualified zone property is not reduced. The
amount permitted to be expensed and deducted under Code section
179 may not exceed the taxable income derived from the active con-
duct of a trade or business.

119 Code sec. 1396(c)(3)(B) and Code sec. 51A(d)(2).
120 Code sec. 38(c)(2).



98

In general, all other provisions of present-law section 179 apply
to the increased expensing for qualified D.C. Zone businesses.
Thus, all component members of a controlled group are treated as
one taxpayer for purposes of the expensing allowance and the ap-
plication of the phaseout range (sec. 179(d)(6)). The limitations
apply at both the partnership (and S corporation) and partner (and
shareholder) levels. The increased expensing allowance is allowed
for purposes of the alternative minimum tax (i.e., it is not treated
as an adjustment for purposes of the alternative minimum tax).
The section 179 expensing deduction may be recaptured if the prop-
erty is not used predominantly in a qualified D.C. Zone business
(under rules similar to present-law section 179(d)(10)).

Accordingly, qualified D.C. Zone businesses with a sufficiently
small amount of annual investment may elect to deduct currently
(as opposed to depreciate over time) up to $38,500 in 1998 of the
cost of qualifying property placed in service for the taxable year.
The maximum will increase as the base amount permitted to be ex-
pensed under Code section 179 increases each year, up to a maxi-
mum amount of $44,000 in 2001 and 2002.

The increased expensing under Code section 179 is effective for
qualified D.C. Zone property placed in service periods beginning
after December 31, 1997, and before January 1, 2003.

Qualified D.C. Zone business.—For purposes of the increased
expensing under Code section 179 (as well as generally for pur-
poses of the tax-exempt financing provisions and the zero-percent
capital gains rate described below), a qualified D.C. Zone business
generally is defined in the same manner as is an “enterprise zone
business” under section 1397B.121 However, the Act eliminates the
requirement that at least 35 percent of the employees of a qualified
D.C. Zone business must be residents of the D.C. Zone.122

Accordingly, for purposes of the increased expensing under sec-
tion 179, a corporation or partnership is a qualified D.C. Zone busi-
ness if: (1) the sole trade or business 123 of the corporation or part-
nership is the active conduct of a “qualified business” (defined
below) within the D.C. Zone; 124 (2) at least 50 percent of the total
gross income of such entity is derived from the active conduct of
a qualified business within the D.C. Zone; 125 (3) a substantial por-

121 The requirements of an “enterprise zone business” under section 1397B were developed as
part of OBRA 1993 in the context of authorizing the designation of nine unspecified
empowerment zones located throughout the nation. Congress may wish to reconsider the appli-
cability of certain of these requirements in defining a qualified D.C. Zone business given the
nature of the District’s economy and the type of economic activity that Congress intended to
encourage.

122 Section 1400(e) eliminates this requirement contained in section 1397B(b)(6) with respect
to corporations and partnerships and in section 1397B(c)(5) with respect to proprietorships.

123 A technical correction may be necessary to clarify that, for purposes of this provision, as
well as for purposes of defining a “qualified business”, the term “trade or business” encompasses
activities carried out on a not-for-profit, as well as on a for-profit basis. For example, a trade
assgci%tion could be a qualified D.C. Zone business if it satisfies all of the requirements enumer-
ated above.

h124 This requirement does not apply to a business carried on by an individual as a proprietor-
ship.

125 Regulations issued under section 1394 give an example of a business that would satisfy
this test. The regulations describe a mail order clothing business which is located in an
empowerment zone. The business purchases its supplies from suppliers located both within and
outside of the zone and expects that orders will be received both from customers who will reside
or work within the zone and from others outside of the zone. All orders are received and filled
at, and are shipped from, the clothing business located in the zone. Under the regulations, this
clothing business meets the requirement that at least 80 percent (as required under prior law)
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tion of the use of the entity’s tangible property (whether owned or
leased) is within the D.C. Zone; (4) a substantial portion of the en-
tity’s intangible property is used in the active conduct of such busi-
ness; (5) a substantial portion of the services performed for such
entity by its employees are performed within the D.C. Zone; and (6)
less than 5 percent of the average of the aggregate unadjusted
bases of the property of such entity is attributable to (a) certain fi-
nancial property,126 or (b) collectibles not held primarily for sale to
customers in the ordinary course of an active trade or business.
Similar rules apply to a qualified business carried on by an individ-
ual as a proprietorship.127

In general, a “qualified business” means any trade or business.
However, a “qualified business” does not include any trade or busi-
ness that consists predominantly of the development or holding of
intangibles for sale or license. In addition, a qualified business does
not include any private or commercial golf course, country club,
massage parlor, hot tub facility, suntan facility, racetrack or other
facility used for gambling, liquor store, or certain large farms (so-
called “excluded businesses”). The rental of residential real estate
is not a qualified business. The rental of commercial real estate is
a qualified business only if at least 50 percent of the gross rental
income from the real property is from qualified D.C. Zone busi-
nesses. The rental of tangible personal property to others also is
not a qualified business unless at least 50 percent of the rental of
such property is by qualified D.C. Zone businesses or by residents
of the D.C. Zone.

A special rule applies to businesses located on contiguous real
property that straddles census tract lines. If the amount of real
property located within the D.C. Zone is substantial compared to
the amount of real property that is not within the D.C. Zone, then
all of the services performed by employees, all business activities,
all tangible property and all intangible property of the business en-
tity or proprietorship that occur in or is located on the real prop-
erty is treated as occurring or situated in the D.C. Zone.128

Activities of legally separate (even if related) parties are not ag-
gregated for purposes of determining whether an entity qualifies as
a D.C. Zone business.

Tax-exempt financing

A qualified D.C. Zone business (as defined below) is permitted to
borrow proceeds from the issuance of qualified enterprise zone fa-
cility bonds (as defined in section 1394) by the District of Colum-

of its gross income is derived from the active conduct of business within the zone. Treas. Reg.
sec. 1.1394-1(p), Example (3).

126 Nonqualified financial property is defined in Code section 1397B(e) to mean debt, stock,
partnership interest, options, futures contracts, forward contracts, warrants, notional principal
contracts, annuities, and other similar property. The term does not include reasonable amounts
of working capital held in cash, cash equivalents, or debt instruments with a term of 18 months
or less, or accounts or notes receivable acquired in the ordinary course of trade or business for
services rendered or from the sale of inventory property.

127 For purposes of determining status as a qualified D.C. Zone business, limited liability com-
panies will be characterized as corporations or partnerships in accordance with the so-called
“check-the-box” regulations (Treas. Reg. sec. 301.7701-3). A single member limited liability com-
pany that is disregarded for Federal income tax purposes under the check-the-box regulations
would be treated as a proprietorship or branch for purposes of determining its status as a quali-
fied D.C. Zone business.

128 Code section 1397B(f).
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bia.129 Such bonds are subject to the District’s annual private activ-
ity bond volume limitation of $150 million.130

Generally, qualified enterprise zone facility bonds for the District
are bonds 95 percent or more of the net proceeds of which are used
to finance: (1) qualified D.C. Zone property the principal user 131 of
which is a qualified D.C. Zone business, and (2) functionally related
and subordinate land located in the D.C. Enterprise Zone.

“Qualified D.C. Zone property” for these purposes generally has
the same definition as “qualified zone property” for purposes of the
increased expensing under section 179. Thus, it is depreciable tan-
gible property that satisfies three tests: (1) it must be acquired by
purchase after December 31, 1997; (2) the original use of the prop-
erty in the D.C. Zone must commence with the taxpayer (however,
property that has been used elsewhere may qualify);132 and (3)
substantially all of the use of the property must be in the active
conduct of a trade or business by the taxpayer within the D.C.
Zone. A special rule provides that, in the case of business property
that is “substantially renovated,” such property need not be ac-
quired by the taxpayer after December 31, 1997, nor need the origi-
nal use of such property in the D.C. Enterprise Zone commence
with the taxpayer. Solely for purposes of the tax-exempt financing
provisions, property is treated as “substantially renovated” if, prior
to January 1, 2003, additions to basis with respect to such property
in the hands of the taxpayer during any 24-month period beginning
after December 31, 1997, exceed the greater of (1) an amount equal
to 15 percent of the adjusted basis at the beginning of such 24-
month period in the hands of the taxpayer, or (2) $5,000.133

Similarly, the term “D.C. Zone business” generally is defined as
for purposes of the increased expensing under section 179. How-
ever, a qualified D.C. Zone business for purposes of the tax-exempt
financing provisions includes a business located in the D.C. Zone
that would qualify as a D.C. Zone business if it were separately in-
corporated.134 In addition, under a special rule applicable only for
purposes of the tax-exempt financing rules, a business is not re-
quired to satisfy the requirements applicable to a D.C. Zone busi-
ness until the end of a startup period if, at the beginning of the
startup period, there is a reasonable expectation that the business
will be a qualified D.C. Zone business at the end of the startup pe-
riod and the business makes bona fide efforts to be such a busi-
ness. With respect to each property financed by a bond issue, the

129 Portions of the District of Columbia were designated as an enterprise community under
section 1391 in 1994. Accordingly, the District was entitled to issue tax-exempt enterprise zone
facility bonds under section 1394. In fact, however, the District did not issue any such bonds.

130 The exception to the volume cap that is available with respect to new empowerment zone
facility bonds (described in section 1394(f)) does not apply to D.C. enterprise zone facility bonds.

131Tn general, the term “principal user” means the owner of the financed property. However,
in the case of rental property, if an owner of real property financed with enterprise zone facility
bonds is not an enterprise zone business, but the rental of the property is a qualified business
(i.e., 50 percent of the gross rental income is derived from enterprise zone businesses), then the
term “principal user” for purposes of sections 1394 (b) and (e) means the lessee(s). Treas. Reg.
sec. 1.1394-1(j). See also Treas. Reg. sec. 1.1394-1(p), Example (8).

132 Treas. Reg. sec. 1.1394-1(h) defines the term “original use” to mean the first use to which
the property is put within the zone. Under a special rule, if property is vacant for at least a
one-year period including the date of the zone designation, then use prior to that period is dis-
regarded for purposes of determining original use.

133 Code section 1394(b)(2)(B).

134 For example, an establishment that is part of a national chain could qualify as a D.C. Zone
business for purposes of the tax-exempt financing incentive, provided that such establishment
would satisfy the definition of a D.C. Zone business if it were separately incorporated.
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startup period ends at the beginning of the first taxable year begin-
ning more than two years after the later of (1) the date of the bond
issue financing such property, or (2) the date the property was
placed in service (but in no event more than three years after the
date of bond issuance). In addition, if a business satisfies certain
requirements applicable to a qualified D.C. Zone business for a
three-year testing period following the end of the start-up period
and thereafter continues to satisfy certain business require-
ments,135 then it will be treated as a qualified D.C. Zone business
for all years after the testing period irrespective of whether it satis-
fies all of the requirements of a qualified D.C. Zone business.136

The aggregate face amount of all outstanding qualified enterprise
zone bonds per qualified D.C. Zone business may not exceed $15
million. However, the $15 million-per-D.C. Zone business require-
ment should not limit issuance of a single issue of bonds (in excess
of $15 million) for more than one qualified facility, provided that
the $15 million limit is satisfied with respect to each qualified D.C.
Zone business. In addition, total outstanding qualified enterprise
zone bond financing for each principal user of these bonds may not
exceed $20 million for all empowerment zones and enterprise com-
munities, including the D.C. Enterprise Zone. For purposes of these
determinations, the aggregate amount of outstanding enterprise
zone facility bonds allocable to any business shall be determined
under rules similar to rules contained in section 144(a)(10).

Qualified enterprise zone facility bonds are exempt from the gen-
eral restrictions on financing the acquisition of existing property
set forth in section 147(d). Additionally, these bonds are exempted
from the general restriction in section 147(c)(1)(A) on financing
land (or an interest therein) with 25 percent or more of the net pro-
ceeds of a bond issue. Unless otherwise noted, all other tax-exempt
bond rules relating to exempt facility bonds (including the restric-
tions on bank deductibility of interest allocable to tax-exempt
bonds) apply to qualified enterprise zone facility bonds.

Certain so-called “change-in-use” rules apply to qualified enter-
prise zone facility bonds. Accordingly, interest on all bond-financed
loans to a business that no longer qualifies as a D.C. Zone busi-
ness, or on loans to finance property that ceases to be used by the
business in the D.C. Zone, becomes nondeductible, effective from
the first day of the taxable year in which the disqualification or
cessation of use occurs. This penalty is waived if: (1) the issuer and
principal user in good faith attempted to meet these requirements
and (2) any failure to meet such requirements is corrected within
a reasonable period after such failure is first discovered. This pen-

135To be eligible for this special rule after the end of the 3-year testing period, a business
must remain a trade or business that does not (1) consist predominantly of the development
or holding of intangibles for sale or license, (2) involve the operation of a private or commercial
golf course, country club, massage parlor, hot tub facility, suntan facility, racetrack or other fa-
cility used for gambling, or liquor store, and (3) have as its principal activity farming with re-
spect to certain large farms.

136 Section 1394(b)(3)(B)(iii) waives all of the requirements of an enterprise zone business de-
scribed in sections 1397B(b) or (c) for certain businesses after the prescribed testing period ex-
cept the requirement that at least 35 percent of the employees of such business be residents
of the empowerment zone or enterprise community. However, the 35-percent zone resident re-
quirement does not apply with respect to qualified D.C. Zone businesses (sec. 1400(e)). Accord-
ingly, a technical correction is necessary to clarify that qualified D.C. Zone businesses that take
advantage of the special tax-exempt financing incentives do not become subject to a 35-percent
zone resident requirement after the close of the testing period.
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alty does not apply solely by reason of the termination or revoca-
tion of the District’s designation as the D.C. Enterprise Zone. The
good faith rule described above also applies to certain other re-
quirements of qualified enterprise zone facility bonds.

These bonds may only be issued while the D.C. Enterprise Zone
designation is in effect. Thus, the special tax-exempt bond provi-
sions apply to bonds issued after December 31, 1997, and prior to
January 1, 2003.

Zero-percent capital gains rate

The Act provides a zero-percent capital gains rate for capital
gains from the sale of certain qualified D.C. Zone assets held for
more than five years. In general, qualified “D.C. Zone assets” mean
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.

For purposes of the zero-percent capital gains rate, the definition
of qualified D.C. Zone business generally is the same as the defini-
tion applicable for purposes of the increased expensing under sec-
tion 179, described above.137 However, solely for purposes of the
zero-percent capital gains rate, a qualified D.C. Zone business must
derive at least 80 percent (as opposed to 50 percent) of its total
gross income from the active conduct of a qualified business within
the D.C. Enterprise Zone.

“D.C. Zone business stock” is stock in a domestic corporation
originally issued after December 31, 1997, that, at the time of issu-
ancel3® and during substantially all of the taxpayer’s holding pe-
riod, was a qualified D.C. Zone business, provided that such stock
was acquired by the taxpayer on original issue from the corporation
solely in exchange for cash before January 1, 2003.139 A “D.C. Zone
partnership interest” is a domestic partnership interest originally
issued after December 31, 1997, that is acquired by the taxpayer
from the partnership solely in exchange for cash before January 1,
2003, provided that, at the time such interest was acquired4° and
during substantially all of the taxpayer’s holding period, the part-
nership was a qualified D.C. Zone business.

Finally, “D.C. Zone business property” is tangible property4! ac-
quired by the taxpayer by purchase (within the meaning of present
law section 179(d)(2)) after December 31, 1997, and before January

137 A technical correction to section 1400B(c) is necessary to clarify that a proprietorship can
constitute a D.C. Zone business for purposes of the zero-percent capital gains rate.

138Tn the case of a new corporation, it is sufficient if the corporation is being organized for
purposes of being a qualified D.C. Zone business.

139D.C. Zone business stock does not include any stock acquired from a corporation which
made substantial stock redemption of distribution (without a bona fide business purpose there-
for) in an attempt to avoid the purposes of the provision. A similar rule applies with respect
to D.C. Zone partnership interests.

140Tn the case of a new partnership, it is sufficient if the partnership is being formed for pur-
poses of being a qualified D.C. Zone business.

141D.C. Zone business property is limited to tangible property. Thus, for example, D.C. Zone
businesses that are qualified proprietorships cannot claim the zero-percent rate on capital gain
from the sale of any intangible property. Similarly, corporations or partnerships cannot claim
the zero-percent rate on capital gain from the direct sale of intangible property. However, the
zero-percent rate does apply to qualified gain from the sale of D.C. Zone business stock or a
D.C. Zone partnership interest that is attributable to the value of intangible assets held by the
entity, provided such assets are an integral part of a D.C. Zone business.
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1, 2003, provided that the original use of such property in the D.C.
Enterprise Zone commences with the taxpayer and substantially all
of the use of such property during substantially all of the tax-
payer’s holding period was in a qualified D.C. Zone business of the
taxpayer. A special rule provides that, in the case of a building that
is “substantially renovated” (including any land on which such
building is located), such property need not be acquired by the tax-
payer after December 31, 1997, nor need the original use of such
property in the D.C. Enterprise Zone commence with the taxpayer.
Rather, substantially all of the use of such property during sub-
stantially all of the taxpayer’s holding period (after it has been sub-
stantially renovated) must be in a qualified D.C. Zone business of
the taxpayer. For these purposes, property is treated as “substan-
tially renovated” if, prior to January 1, 2003, additions to basis
with respect to such property in the hands of the taxpayer during
any 24-month period beginning after December 31, 1997, exceed
the greater of (1) an amount equal to the adjusted basis at the be-
ginning of such 24-month period in the hands of the taxpayer, or
(2) $5,000.

In addition, qualified D.C. Zone assets include property that was
a qualified D.C. Zone asset in the hands of a prior owner,42 pro-
vided that at the time of acquisition, and during substantially all
of the subsequent purchaser’s holding period, either (1) substan-
tially all of the use of the property is in a qualified D.C. Zone busi-
ness, or (2) the property is an ownership interest in a qualified
D.C. Zone business.143

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 (2) property used in the trade or business as de-
fined in section 1231(b). 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.144 However, no gain attributable to
periods before January 1, 1998, and after December 31, 2007, is
qualified capital gain. In addition, no gain that is attributable, di-
rectly or indirectly, to a transaction with a related person is eligible
for the zero-percent rate.

The Act provides that property that ceases to be a qualified D.C.
Zone asset because the property is no longer used in (or no longer
represents an ownership interest in) a qualified D.C. Zone business
after the five-year period beginning on the date the taxpayer ac-
quired such property continues to be treated as a qualified D.C.
Zone asset. Under this rule, the amount of gain eligible for the
zero-percent capital gains rate cannot exceed the amount which
would be qualified capital gain had the property been sold on the
date of such cessation.

142 A technical correction is necessary to clarify that there is no requirement that D.C. Zone
business property be acquired by a subsequent purchaser prior to January 1, 2003, to be eligible
for this special rule.

143The termination of the D.C. Zone designation will not, by itself, result in property failing
to be treated as a qualified D.C. Zone asset. However, capital gain eligible for the zero-percent
capital gains rate does not include any gain attributable to periods after December 31, 2007.

144 However, as described above, sole proprietorships and other taxpayers selling 