New York State Bar Association

One Elk Street, Albany, New York 12207 « 518/463-3200

Tax Report #857

!

NYSBA
TAX SECTION N MEMBERS-AT-LARGE OF EXECUTIVE COMMITTEE:;
) . M Bernard Aidinoft Scott F. Castman Sherwin Kamin Yaron Z. Rexch €sta E. Stecher
1995-1996 Executive Committee Dickson G. Brown Harold R. Handler Charles I. Kingson Staniey 1. Rubenfeid Eugene L. Vogel
C AROLYN JOY LEE E. Parker Brown, ! Walter Hellerstein Richard M. Leder David R. Sicular David E. Watts
r

Worldwide Plaza

825 Ei X

Nwﬁm$ﬁmm December 22, 1995

212/903-8761
RCHARDLREMWOL  BY FEDERAL EXPRESS

1St VicK r

212/701-3672
RICHARD 0. LOENGARD, JR.

Second Vice-Chair Glen A. Kohl, Esq.
STEVEN C. TODRYS Tax Legislative Counsel

21277158331 Department of the Treasury
&EE;”W“ 1500 Pennsylvania Ave., N.W.

Unda 2 swar Washington, D.C. 20220
Basis, Gains & Losses

Raset W Scarmorough
cemibrbon Re: Administration's December 1995 Tax Proposals

Deborah H. Schenk
S Rers e+ """ Dear Glen:
(:onsohmd Returns

el I am enclosing for your review a memorandum
O erne M. Bisor that sets forth comments of members of the Tax Section
u{%%ﬁf” on the Administration's recent proposals to amend

St Bovn certain provisions of the Code. These proposals were
B S Metatrey set forth in the description of the President's seven-
Finageas] Bromenee ear balanced budget proposal, released by the Treasu

David P. Hariton ry
mﬂﬁﬁm on December 7, 1995, were modlfled somewhat by press

nmd?gﬁ% releases 1ssued December 11 and December 19, 1995, and

Ul Teys

Fomgn Activities of U
Ta:
?euves S. Avi-Yonah

S.Kr
Muttistate Tax Issues
Robert E. Brown
Paui R. Comeau

Sluannmgoldmg

. Levinsohn

Plautz
New York State Franchise and
Income Taxes
James A. Locke
Arthur R
New York sme s;m and Misc.
Maria T. Jones

Joanne M. Wilson
Nonquallﬁ’:d Emphyee Benefits

Kenneth C. Edgar. Jr.
Pammmpi
Andrew N, Berg
William B. Brannan
Pass-Thfw%u Entities

St n L. Miliman
Oum

S nT, Lmdo
Lorwg\MT Thompson

Cobb
u,s Achvlm of Foreign

ichaei Hirschield
Charles M. Morgan, 11

are described in the Joint Committee Staff's December
15, 1995 Description (JCX-5B-95) (collectively the
"December proposals”). Drafts of the proposed
legislative provisions have not yet been released, nor
has any detailed description of the proposals. We are
therefore commenting on the proposals based on the
descriptions provided in the December proposals.
copy of the December 7 description is attached.)

(A

We have endeavored to limit our comments to
technical issues. We do not discuss overarching policy
issues raised by the proposals, although clearly a
number of such issues are inherent in the proposals.
These issues should be fully and carefully considered.
Oour time constraints, however, required that we refrain
from commenting on whether the different proposals
should be enacted, and our memorandum is not intended
to comment, pro or con, on the merits of the proposals.

In submitting these comments to you I want to
express certain concerns we have about this process.
Obviously, we would have preferred to review proposed
statutory language, for that would have much more
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precisely defined the scope of the proposals, and
likely would have resolved many of the questions raised
in the memorandum. We also would have preferred having
sufficient time to present a report to our Executive
Committee for review and approval, for we find that
process of collaborative analysis particularly
effective in identifying and resolving issues. We
perceive, however, a real possibility that the December
proposals will be reduced to legislative language and
enacted within a very short period of time. Moreover,
the difficulty of enacting technical corrections,
evident again in this year's budget process,
underscores the importance of identifying and resolving
at this time as many technical issues as possible. The
Executive Committee therefore concluded that, as with
last year's GATT legislation, it would be useful to
provide you with the enclosed commentary, even though
neither the December proposals nor our comments have
enjoyed the optimal gestation period.

We are concerned about the number of changes
proposed to be made effective as of the date of their
announcement. Many of the proposed changes do not
close loopholes, but instead alter long-standing rules
that were knowingly established by the courts or past
Congresses, and that have existed in the tax law for
many years without bringing the system to its knees.
In proposing immediately effective changes to such
rules, without debate as to their policy merits or
detailed descriptions of the proposed provisions, the
December proposals subordinate the long-term integrity
of the tax law to short-term logistical pressures. The
announcement of immediately effective changes in long-
standing rules also has an untoward effect to the
extent such proposals are not enacted, for the
announcement may prevent legitimate transactions that
ultimately are unaffected by the tax bill from
proceeding while the proposal is under consideration.

We also believe that the difficulty of
commenting under these conditions makes it more likely
that those with financial interests in the outcome
enjoy a disproportionate voice in the process, for they
are able to devote their full energies to their cause,
whereas organizations like ours depend on the goodwill
and pro bono inclinations of our members (which are
considerable). When time is short and the legislative
process confusing, the opportunities to hear from
persons with no compelling economic interest in the
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outcome is considerably reduced. We recognize that
this timetable is not of your making, and that in the
current environment pleas for more time may be
Sisyphean. Nevertheless, it is important to be aware
of the unfortunate, and in some senses counter-
productive, side effects of unduly rushing legislation.

We know that you are devoting enormous
energies to produce bills that are technically sound
and satisfy the desired policy objectives, and we
commend your staff and the Congressional staffs for
their consistent excellence and their perseverance
under these pressures. We hope the enclosed comments
are useful to you, and we are willing and available to
be of further assistance as the proposals are refined.
The memorandum identifies the principal authors of each
segment of our comments -- I encourage you to contact
me, the other Tax Section officers, or any of these
authors should you wish to discuss these comments in
greater detail.

Very truly yours,

be

Ca Joy Lee
Chair

cc: Kenneth J. Kies, Esq.
Chief of Staff
Joint Committee on Taxation

Mark Prater, Esq.
Majority Chief Tax Counsel
Senate Finance Committee

Jonathan Talisman, Esqg.
Minority Chief Tax Counsel
Senate Finance Committee

James B. Clark, Esqg. .
Majority Chief Tax Counsel
House Ways & Means Committee

John L. Buckley, Esq.

Minority Chief Tax Counsel
House Ways & Means Committee
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Technical Comments on Administration

I. Denial of Interest Deductions on Certain Debt Instruments

A. Debt Instruments with Maximum Term of More Than 40

Years

1. Measurement of Term

a.

Extension Rights

i.

ii'

For purposes of determining "maximum
term", a holder or issuer right to
extend should be deemed exercised if
exercise of such right is pursuant to
the original terms of the instrument.
Cf. Prop. Treas. Reg. §1.1001-
3(e)(2) (1).

In general, if extension would result in
a realization event under Section 1001,
we believe that the period after
extension should be disregarded in
determining "maximum term".

However, there may be circumstances in
which the term of a refinancing pursuant
to arrangements that were in place at
the time of original issuance should be
taken into account in determining the
maximum term of a debt instrument. Cf.
Section 163 (i) (5) (B).

Weighted Average Maturity

i.

ii.

Consideration should be given to
determining maximum term based on
weighted average maturity rather than
last payment date.

For example, under a last payment date
rule, a 39-year zero coupon bond would
not be subject to automatic interest
disallowance under the proposal, while a
41-year self-amortizing bond apparently
would be.

2. Is a debt instrument subject to the proposal still
treated as debt for other purposes, including, for
example, the portfolio interest exemption?
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Consideration should possibly be given to
bifurcating (only for purposes of applying the
proposal) a self-amortizing debt instrument with a
maximum term of more than 40 years into two
instruments, one with a maximum term of no more
than 40 years and one with a maximum term of more
than 40 years. Then, only the interest on the
latter piece would be disallowed. For example, if
a loan requires the borrower to repay at least 80%
of the principal amount of the loan within 40
years of its issuance, only the interest related
to the 20% of the principal that could remain
outstanding for more than 40 years would be
disallowed.

B. Debt Instruments Payable in Stock of the Issuer or a
Related Party

1.

In general, under the proposal an instrument would
not be considered to be payable in stock merely
because the holder has a right to be paid in, or
convert into, stock.

a. For example, an instrument would not be
considered to be payable in stock merely
because the holder can choose between $1000
in cash and stock of the issuer with a value
of $1000. -

b. What is the treatment of a security where the
issuer has the right to pay the $1,000
principal amount of a debt instrument in
either $1,000 cash or $1,000 worth of the
issuer's stock, if holders have the right to
(i) force the issuer to sell for cash
(generally through secondary market sales)
stock worth $1,000 and (ii) enforce an
unconditional claim against the issuer to
receive cash equal to any shortfall between
$1,000 and the proceeds from the sale of the
issuer's stock (assuming such right is
enforceable, including in a bankruptcy
setting)? See Rev. Rul. 85-119, 1985-2 C.B.
60. .

If it is substantially certain at the time of
issuance that the holder's right will be
exercised, the proposal provides that the
instrument would be considered to be payable in
stock, notwithstanding the holder's unconditional
right to receive payment in cash.
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a. For example, if the holder can choose between
$1000 irn cash and stock of the issuer with a
value o $1500 at the time of the issuance of
the debi, the instrument generally would be
considered payable in stock. See Rev. Rul.
83-98, 1983-~2 C.B. 40.

b. While normally a convertible debt instrument
with a conversion price that is "deep in the
money" at the time of issuance would likely
be considered to be payable in stock, is that
true if the issuer assumes a convertible
obligation which was not deep in the money
when issued but is at the time of the
assumption? In this context, it might be
relevant whether the assumption was incident
to a tax free reorganization described in
§368.

c. What presumption, if any, would apply if the
holder has the right to convert into
preferred stock with a higher yield than the
debt instrument? (Cf. Treas. Reg. § 1.1272-
1(c) (5): Treas. Reg. § 1.305-5(b) (3).

If two debt instruments are issued by a
corporation as part of the same transaction, with
one payable in stock of the issuer and the other
not payable in stock, would the two instruments be
treated as a single instrument, with the result
that no interest on either instrument would be
deductible? Cf. Reg. § 1.1275-2(c).

Is a debt instrument subject to the proposal still
treated as debt for other purposes, including, for
example, the portfolio interest exemption?

What would the treatment be of instruments that
are partially payable in stock and partially
payable in cash, such as instruments under which
the principal is required to be paid in cash and
the interest may be paid in stock?

Debt Instruments With a "Maximum Term®" in Excess of 20
Years Not Shown as Debt on a Financial Statement

1.

The proposal states that certain 20-year debt is
treated as equity to the issuer for purposes of
Section 385(c). Can holders nevertheless still
take the position that such instruments are debt,
if they otherwise pass muster under Section 385?
If so, it is not clear why an issuer of a debt
instrument described in this Part I.C. is required

-3
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to withhold tax from payments as though such
payments were dividends. If such instruments are
in fact debt, holders could obtain refunds.
Further, if instruments described in Parts I.A.
and B are still considered debt, issuers of such
instruments could apply the portfolio interest
rules to avoid withholding.

The comments in Part I.A.l.a. above regarding
determination of the maximum term of a debt
instrument also apply to debt instruments
described in this Part I.C.

The proposal should clarify which balance sheet
filed with the S.E.C. is the relevant balance
sheet for determining the issuer's
characterization of the instrument.

a. Generally, in connection with a public
offering, the prospectus or prospectus
supplement filed with the S.E.C. as part of
the registration statement contains at least
an abbreviated balance sheet of the issuer.
Should that balance sheet, which is the
issuer's most current balance sheet on the
date of issuance, be used to determine
characterization or should the balance sheet
contained in the issuer's next filed Form 10K
or Form 10Q be used?

b. If instruments are sold pursuant to an
unregistered offering (e.g., a Rule 144A
offering), the balance sheet included in the
offering circular is generally not filed with
the S.E.C. Accordingly, the relevant balance
sheet would generally be the first balance
sheet filed by the issuer following the
issuance of the securities.

The proposal should clarify the meaning of "shown
as indebtedness" on a balance sheet. In the case
of an instrument that is not labeled debt or
equity, the proposal should address the
significance of the name of the instrument and the
instrument's placement on the balance sheet.

a. For example, in the case of an instrument
issued to a related noncorporate party, if
the related party instrument is described as
"Company-obligated mandatorily redeemable
preferred securities of a trust®, would
characterization as debt depend on whether
such instrument is placed above or below the

-4~
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"total indebtedness" or "total borrowings"
line on the balance sheet?

In the case of instruments issued to a partnership
or trust, the proposal should clarify who is the
"holder" for purposes of Section 385(c) (2).

a. Presumably, if the debt is issued to a
partnership, including a partnership related
to the issuer, the partnership is the holder.

b. If instruments that are issued to a trust are
characterized as equity from the issuer's
perspective, and the trust issues trust
preferred securities to the public, who is
the "holder" for purposes of Section
385(c) (2)? If the holder is the trust, then
the trust could make a single inconsistent
treatment election for all the public holders
and disclose such inconsistent treatment on
its annual trust tax return filed on Form
1041.

Would instruments described in this Part I.C. be
viewed as affording holders creditors' rights with
the result that corporate holders would not be
entitled to the dividends received deduction? §See
Rev. Rul. 94-28, 1994-1 C.B. 86.

In the event that a debt instrument is issued to a
related corporation (e.g., a related non-U.S.
corporation that does not pay U.S. tax on interest
income from the debt instrument), why is the

balance sheet of the issuer more relevant
than the consolidated balance sheet?

Would a change in the financial accounting
treatment of an instrument not associated with a
Section 1001 event change the issuer's
characterization of the instrument?

a. Such a change in financial accounting
treatment might result either from a change
in accounting rules or a change in the
identity of the holder of the instrument.

b. A rule that takes such changes in financial
accounting treatment into account will be
favorable to taxpayers in some circumstances
but unfavorable in other circumstances.

Would the proposal apply to asset-backed
securitization transactions? Would the proposal

-5=
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apply only to debt instruments or would it also
apply to long-term leases, short sales and
combinations of financial instruments that are
economically similar to debt?

Modification of Holding Period for Dividends Received
Deduction

A. on what date is the taxpayer "entitled" to receive the
dividend? On the corporation's record date? On the
stock exchange's ex~dividend date? ¢Cf., Section
246(c) (3) (B) .

Application of Section 265 Proration Rule to All
Corporations

A. If two entities are related, but not members of the
same consolidated group, the tracing rules would
continue to apply. Thus, if outstanding debt of one
entity can be traced to the other entity's tax-exempt
assets, deduction of interest on such debt would be
disallowed. Any such traced debt of the first entity
should be excluded from application of the pro rata
disallowance rule to avoid double disallowance of the
same interest.

B. Would District Directors have discretion to aggregate
taxpayers that are under common control (but not
members of the same consolidated group) in applying the

~ pro rata disallowance rule? See Rev. Rul. 90-44,
1990-1 C.B. 54, 57 (granting such discretion under the
pro rata rule applicable to banks under current Section
265(b)).

c. The proposal would treat all members of a consolidated
group as a single entity. Under current Section
265(b), banks that are members of a consolidated group
generally pro rate interest on a separate company
basis. See Rev. Rul. 90-44. The proposal would,
therefore, change the treatment of such banks.

D. Under current Section 265(b), shares in a regulated
investment company that pays exempt interest dividends
are treated as tax exempt obligations. See Section
265(b) (4) (B) . Presumably, the same rule would apply
under the proposal.

E. Should interest expense subject to disallowance reflect
expense or income from notional principal contracts or
other financial instruments used by taxpayers to hedge
their borrowings? Cf. Reg. § 1.861-9T(b) (6).

-6~
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Would financial institutions subject to current Section
265(b) continue to be eligible for the small issuer
exception of current Section 265(b) (3)?

Are there any noncorporate financial institutions
subject to current Section 265(b)? If so, how would
such institutions be treated under the proposal?

If a parent corporation owns less than 100% of the
stock of a consolidated subsidiary, would only a
proportionate part of the subsidiary's assets and
liabilities be aggregated with the parent's assets and
liabilities?

Would a corporation's assets include its equity in
other taxpayers that are related parties but not
members of the same consolidated group?

Are there any circumstances in which corporations
should be permitted to use fair market value of assets
rather than tax basis in applying the pro rata
allocation rule? (Cf. Section 1059(c) (4).

Should taxpayers be permitted or required to net
interest income against interest expense from a
"matched book" of repurchase agreements in determining
the amount of interest expense subject to disallowance?
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Technical Comments on Proposal to
“ "

Complexity. Unlike some of the other proposals, the
preferred-stock-as-boot proposal would increase complexity
in the tax law by, among other things, (1) creating a new
distinction between preferred stock that is treated as boot
for purposes of Sections 351 and 356 ("Disqualified
Preferred") and other preferred stock, (ii) creating
exceptions to this rule that require comparing the value and
terms of preferred stock received to the value and terms of
preferred stock or debt surrendered, (iii) differentiating
“family-owned" corporations from other parties to a
reorganization, and (iv) suggesting the creation by
regulations of "installment sale" type rules for
Disqualified Preferred. Given the consequences of running
afoul of the rule, if a proposal of this type is pursued, we
recommend consideration be given to reasonable steps that
can minimize complexity and make the provision more "user
friendly," including the articulation of clear and
accessible safe harbors.

Basic Rule

a. As we read the proposal, stock that includes a
conversion privilege will be treated as participating
in corporate growth and thus will not be treated as
Disqualified Preferred. (This differs from Section
305(b) (4) and the regulations thereunder, which treat
convertible preferred as preferred.) More
clarification of this rule is, however, needed. 1Is the
description of preferred stock as "“stock that is
limited and preferred as to dividends" intended to be
identical to the language of Section 1504 (a) (4) (B)?
Consideration also should be given to providing
guidance as to the treatment of conversion features
that lack substance and thus may be disregarded. §See
Reg. §1.305-5(a).

b. Would the safe harbor for certain preferred stock that
is not puttable, callable or mandatorily redeemable for
at least 20 years permit any acceleration events that
frequently are found in preferred stock instruments
(e.g., liquidation or insolvency of the issuer, sale of
its assets, change of control of the issuer)?

c. Would stock be considered puttable, callable or
mandatorily redeemable if it was subject to, for
example, a buy-sell right?
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Regarding the inclusion of preferred stock that is
callable if, "as of the date of issue, it is more
likely than not that the [call] right will be
exercised," we will need guidance as to when it will be
"more likely than not" that a call right will be
exercised. The recently issued regulations under
Section 305(c) would be a useful starting point.

Scope

We assume the preferred-stock-as-boot proposal is not
intended to exclude Disqualified Preferred from the
basic "control" definition of Section 368(c), although
the proposal is not clear on this point.

i. For example, assume A contributes appreciated
property to corporation X for X common stock
representing 70% of X's voting power, B
contributes cash for X voting preferred stock
representing 10% of X's voting power (so that A
and B together own X stock constituting
"control"), and C owns "old and cold" X common
stock representing the remaining 20% of X's voting
power. Assume that under the proposal, the
preferred would be Disqualified Preferred.
Presumably the preferred would continue to be
taken into account for purposes of determining
Section 368(c) control. Otherwise, A's exchange
would not qualify under Section 351, in contrast
to current law.

ii. Conversely, assume A transfers property for 80% of
X's common stock but B owns preferred (with 50% of
the vote) which B previously acquired in a
transaction in which the preferred stock was
Disqualified Preferred. Presumably B's preferred
stock would be taken into account under Section
368(c). Otherwise, A's exchange would qualify
under Section 351, in contrast to current law.

Similarly, would Disqualified Preferred be counted for
purposes of determining what is a "D" reorganization,
where the Section 304(c) definition of control applies?

Would voting preferred stock that is Disqualified
Preferred count as "voting stock" for purposes of
Sections 368(a) (1) (B), 368(a) (1) (C) and 368(a) (2)(B)?

Would Disqualified Preferred count for continuity of
interest purposes? For example, if Corporation X
merges into Corporation Y and 80% of the consideration
received by X's shareholders is voting Disqualified
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Preferred, is continuity violated (in contrast to
current law)?

e. What changes to Section 318 are contemplated by the
penultimate sentence of the proposal? If changes to
Section 318 are anticipated, should other attribution
rules (e.g., Section 267) also be changed?

Exceptions

a. The proposal would exclude "an exchange of preferred
stock for comparable preferred stock of the same or
lesser value."

i. Does the reference to "comparable™ mean that, even
if the old and new preferred stocks have the same
value, the exclusion may not apply?

ii. In order to minimize difficult valuation issues,
consider a safe harbor exempting exchanges of
preferred stock if the terms of the old and new
preferred are sufficiently similar (e.g., same
term, same principal amount and same dividend
rate), even if the stocks may have different
values (e.g., because they have different issuers
with different credit positions).

iii. Guidance is needed as to when the values are
measured (e.g., when an offer of preferred stock
is announced, when the preferred stock is issued,
etc.).

iv. This exclusion raises issues similar to those
relevant to exchanges of debt securities under
Section 356. See generally NYSBA Tax Section,
Committee on Reorganizations, Report on “Excess

. " / p
(January 31, 1995) ("NYSBA Section 356 Report").
b. The proposal would exclude "an exchange of debt

securities for preferred stock of the same or lesser
value as the adjusted issue price of the debt." This
rule, literally applied, would create taxable gain
whenever an appreciated debt security is surrendered
for preferred stock with a value above the debt
security's adjusted issue price, even if the debt and
preferred have the same value. This would be
particularly harsh if, for example, the new preferred
and the old debt had substantially the same terms. For
an analysis of this difficult issue in connection with
the receipt of debt securities in a reorganization
under Section 356, see NYSBA Section 356 Report.

=10~
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The proposal would exclude "an exchange of preferred
stock for common stock." This exclusion is confusing.
If it is intended to exclude an exchange of old
preferred fcr new common, it appears unnecessary,
because common stock is not boot under current law. If
it is intended to exclude an exchange of old common for
new preferred, it appears to be fundamentally
inconsistent with the basic preferred-stock-as-boot
rule.

The proposal refers to Section 447(e) and then
describes that provision in terms more narrow than
Section 447 (e). Presumably the actual bill language
will refer to Section 447 (e), without reducing its
scope. Query whether, given the eight-year time span
applied in the proposal, "family" should also include
former spouses. The exclusion for stock as to which a
nonfamily member has "a right, option or agreement to
acquire the shares" again raises the question of the
effects of a buy-sell agreement (including one with the
corporation).

It is not clear to which "certain" recapitalizations
the family corporation rule applies.

ot} . iderati

We support the suggestion of "installment sale" type
rules for Disqualified Preferred Stock and recommend
that the legislation specifically require that such

rules be adopted in connection with the basic

. preferred-stock-as-boot rule. Otherwise, the rule

could discourage the issuance of currently-taxable
preferred in connection with a Section 351 or 356
exchange as compared to the issuance of a similar debt
instrument (on which gain could be deferred under the
installment method).

-l1l-
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Technical Comments on the Administration's

As noted in the Administration's explanation, the purpose of
NOLC provisions historically was to "correct for income
distortions that result when the end of a taxable year
separates income from related losses." A change that
significantly separates an event (the loss) from the
recognition of that event in the tax law (through loss
carryovers) departs from that purpose.

From our perspective, the complexity involved in three-year
carrybacks has not been a major problem, and does not differ
significantly from that involved with a one-year carryback.

Changing a net operating loss from a carryback to a
carryforward would not only change the timing of the use of
that loss, but also may affect the availability of the loss.
For example, Section 382 may apply to limit the future use
of NOL carryforwards, whereas the use of a carryback would
not have been so limited. To take a different example, if
(as is not uncommon) a loss corporation is not rehabilitated
and does not go forward as a profit-making enterprise, NOL
carryforwards will never be used; in such cases the
shortening of the carryback period not only means the losses
are never used, but also may have the effect of reducing the
funds available for creditors.

With a reduced carryback, and thus more distortion from the
annual accounting system, one would expect taxpayers to
resort to "self-help," recognizing built-in-gains and built-
in-losses, and deferring or accelerating income or
deductions, to lessen the "waste" of otherwise reportable
tax losses, or to reduce taxable income for a particular tax
year.

-12-
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Technical Comments on the Administration's Proposal

The basic scope of the proposal is not clear. The
December 7 Treasury description stated that the proposal
would "require the converting corporation to recognize
immediately the built-in gain in corporate assets at the
time of conversion." The Joint Committee explanation
provides, however, that "a C to S corporation conversion
. . . would be treated as a liquidation of the C corporation
« « « [t]lhus the proposal would require immediate gain
recognition by both the corporation (with respect to its
appreciated assets) and its shareholders (with respect to
their stock) . . . ." (The confusion surrounding the
interpretation of this proposal exemplifies the flaws in
prescribing immediate effective dates.)

Repealing Section 1374 would not, in se, result in the
treatment of an S election as a taxable corporate
liquidation, for Section 1374 simply overrides the general
pass-through nature of S corporations by imposing tax on
certain built-in gains. To achieve the results described in
the December proposals it would be necessary to enact
specific provisions treating the conversion as a recognition
event for the converting corporatlon and (per the JCT) the
shareholders.

The treatment of an S election as a taxable liquidation is
inconsistent in certain important respects with the ongoing
tax treatment of the S corporation as a corporation. For
example, corporate provisions like Sections 291, 311 and
357(c) apply to S corporations. On the other hand,
important pass-through provisions like Sections 752 and 754
do not apply to S corporations. Consideration should be
given to coordinating the rationale underlying the proposal
with the ongoing tax treatment of the S corporation.

The proposal is described as applying to "large
corporatlons." This was defined by the Treasury and the JCT
as corporations with a value of more than $5 million, with
the $5 million test applied by reference to the value of the
corporate stock (as compared to corporate assets) We note
that a test based on stock value will result in similarly
sized businesses being treated differently, depending on
whether they are financed by debt or by equity.

-13-
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The $5 million threshold appears to be a cliff, rather than
an exemption level. Thus, if a corporation is valued at
$5,100,00, all gain is taxable, whereas a corporation valued
at $4,900,000 would not be taxed on conversion. This will
put particular pressure on the difficult problem of valuing
the stock of a closely-held corporation. An alternative
would be to exempt gain attributable to up to $5 million of
value, somewhat like the operation of Section 453A(c) (4).

The JCT describes the proposal as treating the conversion as
a liquidation of the C corporation, followed by a
contribution of its assets by the recipient shareholders to
an S corporation. Consideration should be given to the
effects of this constructive liquidation/contribution under
other Code provisions, such as Section 1223, Section
1031(f), Section 1231, Section 708, Section 197, etc.
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Technical Comments on the Proposed

In general, the mobility of personal property presents
a number of issues that were not implicated by the 1989
amendments to Section 1031 respecting exchanges of
domestic and foreign real property. As discussed
below, we believe these problems generally can be
addressed without impairing the basic proposal.

The proposal classifies property as foreign or domestic
based upon its situs "at the time of the exchange."
Where personal property is received in an exchange by a
taxpayer who surrendered property located in the United
States, that taxpayer may have the clear intention of
using the replacement property in the United States,
but the seller of the replacement property may be
unwilling to move that property to, and close in, the
United States, whether for fear of adverse United
States tax consequences, or for other reasons.
Similarly, if a buyer of the surrendered property is
unwilling to take title in the United States, the
property may be transferred overseas for a brief period
prior to closing. Query whether these temporary
situations should change the fundamental character of
the asset. To address these kinds of situations, the
proposal could provide that if property transferred or
received in an exchange is not located in the proper
locale at the time of disposition or acquisition, but

~ was located in the proper locale within, say, thirty

days before the disposition or is moved into the proper
locale within thirty days after the acquisition, and
otherwise meets the pre- and post-exchange holding
period requirements, the requirements of the new
proposal would be satisfied.

In light of the availability of deferred like-kind
exchanges, the location of the surrendered property
should be determined at the time of its disposition,
and the location of the replacement property should be
determined at the time of its acquisition by the
taxpayer.

The proposal also requires that the exchanged property
and the replacement property be used for 24 months
before and after the exchange in the proper locale. If
this proposal is intended to impose a two-year holding
period on exchanged personal property, it would
represent a considerable change in the law. For
example, if property was first acquired by the taxpayer
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within two years before the exchange, or is retired or
sold within two years after the exchange, does the
proposal mean that the taxpayer could not qualify under
Section 1031 even if the exchanged properties otherwise
would qualify as used in a trade or business or held
for investment? This should be considered and
clarified.

Furthermore, consideration should be given to whether
incidental use in the other locale (such as for
repairs) vitiates reliance on Section 1031. And to
accommodate deferred exchanges, the 24-month periods
should be measured by reference to the dates of
disposition and acquisition, respectively.

Although Section 865 of the Code sets forth certain
source rules, and the FSC regulations set forth certain
rules regarding the foreign location of export
property, those rules may not be particularly
appropriate for purposes of Section 1031.

Consideration should be given to adopting, for purposes
of the new like-kind limitation, the standard set forth
in Section 168(g) (1) of the Code for determining
whether personal property is used predominantly outside
the United States. These rules, which are the same as
the rules that were used to determine whether property
qualified for the investment tax credit, are used to
determine whether personal property qualifies for
accelerated MACRS depreciation or whether it must be
depreciated on a straight-line basis over a longer
period (in the case of property used predominantly

~ outside the United States). In addition, Section

168(g) (4) sets forth special rules for property which
is considered to be used in the United States even
though it is actually located outside the United States
more than 50% of the time. For example, United-States
registered aircraft used to and from the United States
have always received the benefit of domestic
depreciation even though they may be physically present
outside the United States-more than 50% of the time.
Section 168(g) (4) similarly provides domestic
depreciation treatment for certain railroad rolling
stock, vessels, satellites, etc. It would seem
consistent with the rationale of Section 168, as well
as the goals of the proposed like-kind rule, to
incorporate rules along the lines of Section 168(g) in
determining the location of exchanged property.

When Section 1031(h) was adopted in 1989 to preclude
domestic:foreign exchanges of real property, Congress
provided transition relief. Thus, while the 1989
amendment generally applied to transfers made after
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July 10, 1989, transfers made pursuant to a binding
contract in effect on July 10, 1989 were excluded from
application of the provision. Similar relief seems
appropriate for this proposal, so that taxpayers who
had binding commitments for exchanges of property on
December 7 would not be subject to the change in the
law. Furthermore, given the Section 1031 provisions
permitting deferred exchanges, it also seems
appropriate to provide transitional relief for
taxpayers who entered into binding contracts to dispose
of property, or who actually disposed of property, on
or before December 7, provided such taxpayers identify
their exchange property and complete a deferred
exchange within the time periods currently required
under Section 1031. Finally, consideration should be
given to providing transitional relief for taxpayers
who, on or before December 7, had binding commitments
to acquire property, if such acquisition is in fact
completed as an exchange otherwise qualifying under
Section 1031.
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December 7, 1995

CORPORATE SUBSIDIES, LOOPHOLE
CLOSERS, AND OTHER MEASURES

INDEX

pROPOSAL

0

Reform depreciation under the income forecast
method

Phase out preferential tax deferral for certain large
farm corporations required to use accrual accounting

Disallow interest deduction for corporate-owned life
insurance policy loans

Require gain recognition for certain extraordinary
dividends

Modify basis adjustment rules under section 1033
Require registration of certain confidential corporate
tax shelters

Require thrifts to account for bad debts in the same
manner as banks

Extend oil spill liability trust fund excise tax

Repeal percentage depletion for non-fuel minerals
mined on Federal lands

Deny interest deduction on certain debt instruments

Defer original issue discount deduction on
convertible debt

Limit dividends-received deduction
a. Reduce dividends-received deduction to 50%
b. Modify holding period for dividends-received
deduction
Treat certain preferred stock as "boot”
Extend pro-rata disallowance of tax-exempt interest
expense to all corporations
Repeal section 1374 for large corporations
Inventory reforms
a. Repeal lower of cost or market inventory
accounting method

b. Repeal components of cost inventory accounting
method

Require reporting of payments to corporations
rendering services to federal agencies

Increase penalties for failure to file correct
information returns

Further restrict like-kind exchanges involving
personal property

Modify loss carry-back and carry-forward rules
Impose excise taxes on kerosene as diesel fuel
Expand subpart F provisions regarding income from
notional principal contracts and stock lending
transactions

Highlights & Documents, December 8, 1995

o Provide rules regarding treatment of "captive"
insurance arrangements

o Reformulate Puerto Rico and possessions tax credit
(section 936) ‘

* %%

December 7, 1995

REFORM DEPRECIATION UNDER THE
INCOME FORECAST METHOD

CURRENT LAW

Pursuant to several administrative pronouncements,
the IRS has ruled that the cost of motion picture films,
video tapes, sound recordings, and other similar property
may be depreciated under the "income forecast” method,
pursuant to which depreciation for any taxable year is
determined by dividing the income realized for that year
by the total estimated income from the property. The IRS
has also ruled that the estimated income to be included in
the denominator does not include income from television
exhibition in the case of motion pictures released for the-
atrical exhibition, or income from syndication in the case
of a television series or movie. In addition, estimated in-
come does not include revenue from the exploitation of
film characters. Such property is not eligible for depre-
ciation under the modified accelerated cost recovery sys-
tem.

REASON FOR CHANGE

While the income forecast method may be an appro-
priate method for matching income and expenses in cer-
tain cases, the exclusion of income from certain sources
results in an inappropriate acceleration of depreciation
deductions. In addition, the use of estimates in the income
forecast method necessarily results in a mismatch be-
tween income and depreciation deductions when the es-
timate of future income is either too high or too low. A
look-back method, i.c., a procedure to compensate for
errors in estimates in prior taxable years, would eliminate
any benefit that taxpayers may obtain from understating
the estimated income from property, thereby overstating
their depreciation deductions.

PROPOSAL

Several changes to the income forecast method of de-
termining depreciation deductions would be made. All
estimated income from the use of the property or the sale
of merchandise would be taken into account in the de-
nominator, other than income expected to be generated
more than ten taxable years after the year in which the
property was placed in service. For purposes of this rule,
income realized by the taxpayer from related party trans-
actions would be ignored, but income realized by the re-
lated party from the ultimate transaction with unrelated
third parties would be taken into account. The basis for
depreciation for any taxable year may only include
amounts that satisfy the economic performance require-
ments of section 461(h) as of the end of the year
(including the recurring item exception). The adjusted
basis remaining at the beginning of the tenth taxable year
after the year in which the property is placed in service
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may be recovered in full in that year. Finally, a look-back
method would be imposed and applied in 2 manner simi-
lar to the long-term contract provisions of section 460
. (together with de minimis exceptions). A special rule is
. provided for an episode in a television series, pursuant to
- which income from syndication is not required to be
taken into account, for purposes of either the income
forecast method or the look-back computation, before the
carlier of the fourth taxable year after the year in which
the first episode is placed in service or the earliest taxable
year in which the taxpayer has an arrangement relating to
the future syndication of the series. The changes would
apply to property placed in service after September 13,
1995, unless subject to a binding contract as of that date.
This proposal is substantially similar to a provision
contained in the Revenue Reconciliation Act of 1995 as
passed by Congress.

PHASE OUT PREFERENTIAL TAX
DEFERRAL FOR CERTAIN LARGE FARM
CORPORATIONS REQUIRED TO USE
ACCRUAL ACCOUNTING

CURRENT LAW

The Revenue Act of 1987 required certain closely held
farm corporations (and partnerships with corporate part-
ners) to change to the accrual method of accounting if
their gross receipts exceed $25 million in any taxable year
beginning after 1985. However, in lieu of making a sec-
tion 481(a) adjustment for the year of change, such tax-
payers were permitted by section 447(i) to establish a
"suspense account” for the lesser of the section 481(a)
adjustment for the year of change or the adjustment that
" would have been applicable for the preceding taxable
year. This suspense account is not required to be taken
into account unless the corporation ceases to meet the
closely held test or except to the extent that the gross re-
ceipts of the entity are reduced in any taxable year below
the amount applicable to the last year prior to the year of
change. As a resuit, the suspense account provision repre-
sents a potentially indefinite deferral of the section 481(a)
adjustment.

REASON FOR CHANGE

Section 447(i) is a substantial and i depar-
ture from the policy underlying section 481(a) and the
administrative practices of the Service, in which the cu-
mulative adjustmeats resulting from accounting method
changes are taken into account gencnlly over periods not
exceeding six years.

PROPOSAL

The proposal would provide that no suspense accounts
may be established under section 447(i). Any taxpayer
required to change to the accrual method after the effec-
tive date would be required to take its section 481 (a) ad-
justment into account generally over a tep-year period.
Any existing suspense accounts must be restored to in-
come ratably over a 20-year period (or sooner to the ex-
tent provided by existing law). This provision would be
effective for taxable years ending after September 13,
1995.
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This proposal is substantially similar to a provision
contained in the Revenue Reconciliation Act of 1995 as
passed by Congress.

DISALLOW INTEREST DEDUCTION FOR
CORPORATE-OWNED LIFE INSURANCE
(COLI) POLICY LOANS

CURRENT LAW

No federal income tax generally is imposed on a poli-
cyholder with respect to the undistributed earnings under
a life insurance contract (inside buildup), provided the life
insurance contract meets certain requirements (section
7702). Further, an exclusion from Federal income tax is
provided for death benefits received under a life insur-
ance contract (section 101(a)). The policyholder may
generally borrow with respect to a life insurance contract
(other than a modified endowment contract) without af-
fecting these exclusions.

The present law limits the allowance of a deduction for
interest paid or accrued on any borrowings with respect to
a life insurance, endowment or annuity contract. These
limitations include specific disallowance provisions of
section 264 and other statutory and judicial rules which
may apply to preciude an interest deduction.

One of the section 264 rules disallows any deduction
for interest paid or accrued on indebtedness with respect
to one or more life insurance contracts covering the life of
any individual who is (1) an officer or employee of, or (2)
financially interested in, any trade or business carried on
by the taxpayer to the extent that the aggregate amount of
the indebtedness with respect to contracts covering the
individual exceeds $50,000. This $50,000 limitation was
added by the Tax Reform Act of 1986 and applies to
contracts purchased after June 20, 1986.

REASON FOR CHANGE

A company that sets up a COLI program typically pur-
chases life insurance contracts on the lives of its employ-
ees, in many cases thousands or tens of thousands of em-
ployees, including former employees. The company, not
the employee's family, receives all or most of the pro-
ceeds on the empioyee's death. The company typically
borrows against the cash value of the life insurance con-
tracts at an interest rate just above the rate at which inside
buildup is credited under the contract. The interest that
the company pays on policy loans is credited under the
contract and increases the tax-free inside buildup. If the
interest on the policy loans is in fact deductible under
present law, the after-tax interest expense is less than the
interest income being credited under the policy (the inside
build-up). In addition, tax-free death benmcfits that the
company receives on the death of insured employees
subsidize the payment of premiums in future years.

Large COLI programs may be viewed as the €conomic
equivalent of a tax-free savings account owned by the
company into which it pays itsclf interest. The taxpayer is
indirectly paying interest to itself through an increase in
the value of the life insurance contract of which the tax-
payer is the beneficiary. A general principle of accurate
income measurement provides that expenses such as in-
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terest are not deductible if they are costs of accretions of
wealth that are not included in income. For example, in-
terest incurred to purchase or carry tax-exempt bonds is
not deductible under section 265 of the Code.

COLI programs represent an attempt to inappropriately
use the tax rules to achieve a result that was never con-
templated by Congress. When the $50,000 limit was en-
acted in 1986, it was not anticipated that it would lead to
the purchase of life insurance products covering hundreds
and thousands of employees of a business organization in
an attempt to maximize the tax arbitrage of deducting
interest that is credited, tax-free, to the organizations that
own the insurance contract.

A 1990 Treasury Report to Congress found that the in-
creases in COLI programs since 1986 demonstrate that
the Congressional intent was not accomplished and fur-
ther that "borrowing against corporate owned life insur-
ance does not provide family protection, subverts other
Congressional limitations on tax-preferred retirement and
health plans, and loses revenue.” Department of Treasury,
Report to The Congress on The Taxation of Life Insur-
ance Company Products, 3 (March 1990).

PROPOSAL

Section 264 would be amended to provide that no de-
duction is allowed for interest paid or accrued on any
indebtedness with respect to one or more life insurance,
endowment or annuity contracts covering any individual
who is (1) an officer or employee of, or (2) financially
interested in, any trade or business carried on by the tax-
payer, regardless of the aggregate amount of debt with
respect to policies or contracts covering the individual.

The proposal is not intended to affect the tax treatment
of any interest paid or accrued under present law
(including whether interest paid or accrued during the
phase-in is otherwise deductible), and the IRS would not
be precluded from challenging COLI plans under current
law. .

The provision would be effective generally with re-
spect to interest paid or accrued after December 31, 1995.
However, subject to the limitations described below, the
provision would be phased in by allowing the taxpayer to
deduct 50% of the otherwise deductible interest incurred
during 1996 on debt incurred before September 18, 1995,
with respect to a life insurance contract that was in effect
on that date and that covers only the individual who was
insured under the contract oa that date. Only interest that
would have been deductible but for this proposal is al-
lowed under this phase-in. In addition, no deduction is
allowed under this phase-in with respect to interest on
borrowings by a taxpayer with respect to contracts on the
lives of more than 20,000 insured individuals (for this
purpose, all persons treated as a single employer are
treated as one taxpayer). Finally, no deduction is allowed
to the extent the rate of interest exceeds the lesser of (1)
the borrowing rate specified in the contract as of Septem-
ber 18, 1995, or (2) the Moody's Corporate Bond Yield
Average - Monthly Average Corporates for each month
the interest is paid or accrued.

Any amount included in income during 1996 or 1997
that is received under a contract described in the proposal
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on the complete surrender, redemption, or maturity of the
contract or in full discharge of the obligation under the
contract that is in the nature of a refund of the considera-
tion paid for the contract is includible ratably over the
first four taxable years beginning with the taxable year
the amount would otherwise have been includible.

This proposal is substantially similar to a provision
contained in the Reveaue Reconciliation Act of 1995 as
passed by Congress.

REQUIRE GAIN RECOGNITION FOR
CERTAIN EXTRAORDINARY DIVIDENDS

CURRENT LAW

A corporate shareholder is generally allowed to deduct
a certain percentage of dividends received from another
domestic corporation. A corporate shareholder who re-
ceives an “exgaordinary” dividend is required to reduce
the basis of the stock with respect to which the dividend
was received by the non-taxed portion of the dividend
(section 1059). Whether a dividend is “extraordinary” is
determined by reference to, among other things, the size
of the dividend in relation to the adjusted basis of the
shareholder’s stock. Also, a dividend resulting from a non
prorata redemption or partial liquidation is an extraordi-
nary dividend. If the reduction in basis of stock exceeds
the basis in the stock with respect to which an extraordi-
nary dividend is received, the excess is taxed as gain at
the time of a sale or disposition of such stock.

In general, a distribution in redemption of stock is
treated as a dividend, rather than as a sale of the stock, if
it is essentially equivalent to a dividend. A redemption of
the stock of a shareholder generally is essentially equiva-
lent to a dividend if it does not result in a meaningful re-
duction in the sharcholder's proportionate interest in the
distributing corporation. The determination whether a
redemption is essentially equivalent to a dividend in-
cludes reference to the constructive ownership rules of
section 318, including the option attribution rules of sec-
tion 318(a)(4). The rules relating to treatment of other
property received in a reorganization contain a similar
reference (section 356(aX2)).

REASON FOR CHANGE

Some corporate taxpayers are attempting to dispose of
stock of other corporations in transactions structured as
redemptions, where the redeemed corporate shareholder
apparently expects to take the position that the transaction
qualifies for the dividends-received deduction. Thus, the
redeemed corporate shareholder attempts to exclude from
income a substantial portion of the amount received. In
some cases, it appears that the taxpayer's interpretations
of the option attribution rules of section 318(a)(4) are
important to the taxpayers’ contentions that their interests
in the distributing corporation are not meaningfully re-
duced.

Also. the present rules may be permitting inappropriate
deferral of gain recognition when the portion of the dis-
tribution that is excluded due to the dividends-received
deduction exceeds the basis of the stock with respect to
which the extraordinary dividend is received.
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PROPOSAL

The extraordinary dividend rules of section 1059
would be amended to provide that a corporate shareholder
~will recognize gain immediately with respect to any re-
{emption treated as a dividend (in whole or in part) when
fie nontaxed portion of the dividend exceeds the basis of
the shares surrendered, if the redemption is treated as a
dividend due to options being counted as stock owner-
ship. In addition, immediate gain recognition is required
whenever the basis of stock with respect to which any
extraordinary dividend was received is reduced below
zero. Reorganizations or other exchanges involving
amounts that are treated as dividends under section
356(a)(2) of the Code are treated as redemptions for pur-
poses of applying the rules relating to redemptions under
section 1059(e). The provision is effective generally for
distributions after May 3, 1995.
This proposal is substantially similar to a provision
contained in the Revenue Reconciliation Act of 1995 as
passed by Congress.

MODIFY BASIS ADJUSTMENT RULES
UNDER SECTION 1033

CURRENT LAW

Section 1033 provides generally that gain realized
from certain involuntary conversions is deferred to the
extent the taxpayer purchases property similar or related
in service or use to the converted property within a speci-
fied period of time. The replacement property may be
acquired directly or, alternatively, indirectly by acquiring
- control of a corporation that owns replacement property.
The taxpayer's basis in the replacement property geaerally

is the same as the taxpayer's basis in the coaverted prop- -

erty, decreased by the amount of money received or loss
recognized on the conversion, and increased by the
amount of any gain recognized on the conversion. The
IRS has taken the position that, if the replacement prop-
erty is stock in a corporation, the basis adjustment rules
do not affect depreciation deductions claimed by the cor-
poration with respect to the assets it owns.

REASON FOR CHANGE

Where the replacement property in an involuntary
conversion is stock in a corporation, it is necessary to
adjust the basis in the assets of the corporation in order to
properly reflect the purpose of the involuntary conversion
rollover rules to allow deferral of gain recognition (but
not avoidance of that gain).

PROPOSAL

Under the proposal, where a taxpayer acquires a con-
trolling interest in the stock of a corporation as replace-
ment property after an involuntary conversion, the corpo-
ration will generally be required to reduce its adjusted
bases in its assets by the same amount as the taxpayer is
required to reduce its basis in the acquired stock. The
corporation's adjusted bases in its assets would not be
reduced, in the aggregate, below the taxpayer's basis in its

- stock. In addition, the basis of any individual asset would
" not be reduced below zero. The basis reduction would be
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applied first to property that is similar or related in service
or use o the converted property, then to other depreciable
property, and :.aally to any cther property. This proposal
would be effective for involuntary conversions occurring
after September 13, 1995. '

This proposal is substantially similar to a provision
contained in the Revenue Reconciliation Act of 1995 as
passed by Congress. :

REQUIRE REGISTRATION OF CERTAIN
CONFIDENTIAL CORPORATE TAX
SHELTERS

CURRENT LAW

A tax-shelter organizer must register the shelter with
the IRS if the tax shelter meets the following two re-
quirements. First, any investment in the tax shelter must
be (1) pursuant to an offering that is required to be regis-
tered under a Federal or state law regulating securities, (2)
pursuant to an offering that is exempt from registration
under such laws but with respect to which a notice must
be filed with a Federal or state agency regulating the of-
fering or sale of securities, or (3) a substantial investment.
Second, any person must be able reasonably to infer from
the representations made or to be made in connection
with the offering for sale of interests in the investment
that the ratio of deductions and 350% of credits to the
investment for any investor (the "tax shelter ratio”) may
be greater than two to one as of the close of any of the
first five years ending after the date on which the invest-
ment is offered for sale.

REASON FOR CHANGE

Many corporate tax shelters are not registered with the
IRS. Requiring registration of corporate tax shelters
would result in the IRS receiving useful information at an
early date regarding various forms of tax shelter transac-
tions engaged in by corporate participants. This will allow
the IRS to make better informed judgments regarding the
audit of corporate tax returns and to monitor whether
legislation or administrative action is necessary regarding
the type of transactions being registered.

PROPOSAL

The proposal would require registration with the IRS
of any investmeat, plan, arrangement or transaction (1) a
significant purpose of the structure of which is tax avoid-
ance or evasion by a corporate participant, (2) that is of-
fered to any potential participant under conditions of
confidentiality (for example confidentiality agreements
eatered with or for the benefit of the promoter), and (3)
for which the tax shelter promoter (or promoters) may
receive total fees in excess of $100,000. Registration ma-
terials will be protected taxpayer information, and there
will be substantial penalties for non-compliance. The
provision is effective for any tax shelter offered to poten-
tial participants after the date the Secretary of the Treas-
ury prescribes guidance regarding the filing requirements.

This proposal is substantially similar to a provision
contained in the Revenue Reconciliation Act of 1995 as
passed by Congress.
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REQUIRE THRIFTS TO ACCOUNT FOR
BAD DEBTS IN THE SAME MANNER AS
BANKS

CURRENT LAW

A thrift institution that holds at least 60 percent of its
portfolio in home mortgages (and certain similar loans),
cash, and government obligations is permitted to maintain
a reserve for bad debts under section 593 of the Internal
Revenue Code. Under section 593, a thrift institution gen-
erally may calculate the annual addition to its bad debt
reserve under either the "percentage of taxable income”
method or the "experience” method. Under the percentage
of taxable income method, a thrift may deduct 8 percent
of its taxable income (determined” without regard to the
deduction and with certain other adjustments) as an addi-
tion to its bad debt reserve. Under the experience method,
a thrift may deduct the greater of (1) the percentage of its
loans outstanding equal to its average bad debt experience
(i.e., bad debt losses as a percentage of loans outstanding)
in the current and five preceding years, or (2) the amount
necessary to restore its reserve to its balance at the close
of the last taxable year beginning before 1988 (adjusted
downward to reflect any post-1987 decline in loans out-
standing).

The reserve methods of section 593 are more generous
than the rules applicable to commercial banks. Under
section 585 of the Code, small banks are permitted to use
the experience method, but not the percentage of taxable
income method. If the adjusted basis of a bank's assets
exceeds $500 million, section 585 does not apply and
only the specific charge-off method can be used to com-
pute the bad debt deduction.

Under current law, a thrift that loses its eligibility to
compute reserves under section 593 because it changes its
charter to become a bank or because it fails the 60-percent
test described above must account for bad debts as if it
were a bank,. In- addition, it must recapture, through a
section 481(a) adjustment, the amount by which the re-
serve computed under section 593 exceeds the reserve (if
any) computed under section 585. In general, the amount
recaptured is included in income ratably over a 6-year
period. A thrift that becomes a large bank, however, may
use the rules that apply when a small bank becomes a
large bank to recapture an amount equal to its reserve
computed under the experience method.

REASON FOR CHANGE

As a result of the increasing convergence of the bank-
ing and thrift industries, the special rules applicable to
thrifts, such as the subsidy provided through the reduction
in effective marginal tax rates for thrifts using the per-
" centage-of-taxable-income method, are no longer war-
ranted. Some relief from recapture is appropriate, how-
ever, because deferred tax liabilities have not been re-
corded with respect to pre-1988 additions to thrift bad
debt reserves. To require recapture with respect to these
amounts, even on a deferred basis. would have a signifi-
cant effect on the capital of some thrifts. In addition, it is
appropriate to provide some incentive for thrifts to con-
tinue in the mortgage lending business for a transitional

period.

Highlights & Documents, December 8, 1995

PROPOSAL

Section 593 would be repealed. (In addition, other
provisions that apply only to thrift institutions to which
section 593 applies (e.g., sections 595 and 596) would
also be repealed.) Small thrifts (those with no more than
$500 million of adjusted bases in their assets) would be
permitted to use either the experience method of section
585 or the specific charge-off method. Large thrifts would
be required to use the specific charge-off method. The
percentage-of-taxable-income method of computing bad
debt reserves would no longer be available.

Any change in the method a thrift uses to compute re-
serves for bad debts would be treated as a change in
method of accounting, and the section 481(a) adjustment
with respect to the change generally would be taken into
account ratably (recaptured) over a 6-year period begin-
ning with the year of change. However, the balance of the
bad debt reserve as of the close of the last taxable year
beginning before 1988 would not be recaptured. In the
case of a thrift that becomes a small bank, the opening
balance of its bad debt reserve for its first taxable year
beginning after December 31, 1995, would be the greater
of its pre-1988 balance or its reserve computed under the
experience method at the close of its last taxable year
beginning before January 1, 1996. The pre-1988 balance
included in the thrift's bad debt reserve under this rule
would not be recaptured (or taken into account in apply-
ing the cut-off method) if the thrift later becomes a large
bank.

Section 593(e) of current law, (requiring recapture in
the case of certain excess distributions to shareholders)
would continue to apply to the pre-1988 balance, and the
pre-1988 balance would be treated as a tax attribute to
which section 381 applies. In addition, the pre-1988 bal-
ance would be recaptured if the taxpayer ceases to be a
bank (for this purpose, the taxpayer ceases to be a bank if
it becomes a credit union).

Recapture of reserves in excess of the pre-1988 bal-
ance would be suspended for taxable years beginning in
1996 and 1997 if the taxpayer meets a residental loan
requirement. The residential loan requirement is met for a
taxable year if the priacipal amount of residential loans
made by the taxpayer during the year is not less than the
average of the principal amount of such loans during the
six most recent taxable years beginning before 1996. At
the election of the taxpayer, the average may be com-
puted by disregarding the high and low years in the six-
year period. A residential loan is any loan described in
section 7701(a)}(19)(C)v) (generally, loans secured by
residential real property, real property used by churches,
and mobile homes), but only to the extent the loan is
made to acquire, construct, or improve the property. The
test would be applied on a controlled group basis.

Any reserve balance that would qualify for recapture
suspension if the taxpayer satisfies the residential loan
requirement would be treated as a tax attribute to which
section 381 applies. In addition, regulations would pro-
vide rules for the application of the residential loan re-
quirement in the case of acquisitions, mergers, spin-offs,
and other reorganizations.
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The proposal would be effective for taxable years be-
ginning after December 31, 1995.

This proposal is substantially similar to a provision
-ntained in the Revenue Reconciliation Act of 1995 as

;sed by Congress.

EXTEND OIL SPILL LIABILITY TRUST
FUND EXCISE TAX

CURRENT LAW

Before January 1, 1995, a five-cents-per-barrel excise
tax was imposed on domestic crude oil and imported pe-
troleum products. The tax was dedicated to the Oil Spill
Liability Trust Fund to finance the cleanup of oil spills
and was not imposed for a calendar quarter if the unobli-
gated balance in the Trust Fund exceeded $1 billion at the
close of the preceding quarter.

REASON FOR CHANGE

Reimposition of the Qil Spill Liability Trust Fund will
ensure that funds will continue to be available for the
cleanup of oil spills.

PROPOSAL

The proposal would reinstate the Oil Spill Liability
Trust Fund excise tax for the period beginning on January
1, 1996, and ending on September 30, 2002. As under
current law, the tax would be suspended if the $1 billion
limit on unobligated Trust Fund balances is exceeded.

This proposal is substantially similar to a provision
contained in the Revenue Reconciliation Act of 1995 as
passed by Congress.

REPEAL PERCENTAGE DEPLETION FOR
NON-FUEL MINERALS MINED ON
FEDERAL LANDS

CURRENT LAW

Taxpayers arc allowed to deduct a reasonable allow-
ance for depletion relating to the acquisition and certain
related costs of mines or other hard mineral deposits. The
depletion de-uction for any taxable year is calculated
under cither e cost depletion method or the percentage
depletion method, whichever results in the greater allow-
ance for depletion for the year.

Under the cost depletion method. the taxpayer deducts
that portion of the adjusted basis of the property which is
equal to the ratio of the units sold from that property
during the taxable year, to the estimated total units re-
maining at the beginning of that year.

Under the percentage depletion method, a deducnon is
allowed in each taxable year for a statutory percentage of
the taxpayer's gross income from the property. The per-
centage depletion deduction for these minerals may not
exceed SO percent of the net income from the property for
the taxable year (computed without allowance for deple-
tion). Percentage depletion is not limited to the taxpayer's
basis in the property; thus, the aggregate amount of per-
centage depletion deductions claimed may exceed the

‘mount expended by the taxpayer to acquire and develop

the property.
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An 1872 mining act has allowed investors to acquire
mining rights on Federal lands at the cost of $5.00 per
acre or less.

REASON FOR CHANGE

The percentage depletion provisions under present law
generally are viewed as an incentive for mineral produc-
tion rather than as a normative rule for recovering the
taxpayer's investment in the property. This incentive,
however, is excessive with respect to minerals mined on
Federal lands under the 1872 mining act, in light of the
minimal costs of acquiring these mining rights, In addi-
tion, the measurement of income in the affected industries
will be improved by the repeal of these percentage deple-
tion provisions.

PROPOSAL

The proposal would repeal percentage depletion pro-
visions under present law for non-fuel minerals mined on
Federal lands where the mining rights were originally
acquired through the patent process in the 1872 law. The

proposal would be effective for taxable years beginning
after December 31, 1995.

DENY INTEREST DEDUCTION ON
CERTAIN DEBT INSTRUMENTS

CURRENT LAW

Whether an instrument qualifies for tax purposes as
debt or equity is determined under all the facts and cir-
cumstances based on principles developed in case law. If
an instrument qualifies as equity, the issuer generally does

_ ‘not receive a deduction for dividends paid. If an instru-

ment qualifies as debt, the issuer may receive a deduction
for accrued interest and the holder generally includes in-
terest in income, subject to certain limitations.

Original issue discount ("OID") on a debt instrument is
the excess of the stated redemption price at maturity over
the issue price of the instrument. An issuer of a debt in-
strument with OID generally accrues and deducts the dis-
count as interest over the life of the instrument even
though interest may not be paid until the instrument ma-
tures. The hoider of such a debt instrument also generally
includes the OID in income on an accrual basis.

Section 385(c) provides rules for whea an issuer's
characterization of an interest in a corporation shall be
binding on the issuer and the holders.

REASON FOR CHANGE

The line between debt and equity is uncertain, and it
has proven difficult to formulate general rules to classify
an instrument as debt or equity for all purposes or to bi-
furcate an instrument into its debt and equity components.
While the IRS has taken the position that some purport-
edly debt instruments with substantial equity feawres
should be treated as equity, other instruments have not
been specifically addressed. Taxpayers have exploited
this lack of guidance by, among other things, issuing in-
struments that have substantial equity features (including
many non-tax benefits of equity), but as to which they
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claim interest deductions. In many cases, these instru-
ments have been issued in exchange for outstanding pre-
ferred stock.

PROPOSAL

Under the proposal no deduction would be allowed for
interest or OID on an instrument (other than a demand
loan) issued by a corporation (or issued by a partnership
to the extent of its corporate partners) that (i) has a maxi-
mum term of more than 40 years, or (ii) is payable in
stock of the issuer or a related party (within the meaning
of sections 267(b) and 707(b)), including an instrument
that is mandatorily convertible or convertible at the is-
suer's option. In addition, an instrument would be treated
as payable in stock of the issuer or a related party if it is
part of an arrangement designed to result in the payment
of debt with such stock, such as certain issuances of a
forward contract in connection with the issuance of debt,
nonrecourse debt that is secured principally by such
stock, or certain debt instruments that are convertible at
the holder's option when it is substantially certain that the
right will be exercised. Thus, the proposal would not af-
fect typical convertible debt.

The proposal would also clarify that for purposes of
section 385(c), an issuer will be treated as having charac-
terized an instrument as equity if the instrument (other
than a demand loan) (i) has a maximum term of more
than 20 years, and (ii) is not shown as indebtedness on the
separate balance sheet of the issuer. For this purpose, in
the case of an instrument issued to a related party (other
than a corporation) that is eliminated in the consolidated
balance sheet that includes the issuer and holder, the is-
suer will be treated as having characterized the instrument
as equity if the holder issues a related instrument that is
not shown as indebtedness on the consolidated balance
sheet. For this purpose, an insoqument wouid not be
treated as shown as indebtedness on a balance sheet be-
cause it is described as such in footnotes or other narra-
tive disclosures. The proposal would apply oaly to corpo-
rations that file annual financial statements with the Se-
curities and Exchange Commission (SEC), and the rele-
vant balance sheet is the balance sheet filed with the SEC.

The proposal is not intended to affect the tax charac-
terization of instruments described in this proposal as debt
or equity under current law.

The proposal would be effective for instruments issued
on or after the date of announcement.

DEFER ORIGINAL ISSUE DISCOUNT
DEDUCTION ON CONVERTIBLE DEBT

CURRENT LAW

If a financial insaument qualifies as debt, the issuer of
the instrument may receive a deduction for accrued inter-
est and the holder generally includes interest in income.
Original issue discount ("OID") is the excess of the stated
redemption price at maturity over the issue price of a debt
instrument. An issuer of a debt instrument with OID gen-
erally accrues and deducts the discount as interest over
the life of the instrument even though interest may not be
paid until the instrument matures. The holder of such a
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debt instrument also generally includes the OID in in-
come on an accrual basis.

If a debt obligation is convertible into stock and pro-
vides no payment of, or adjustment for, accrued interest
on coaversion, no deduction is allowed for accrued but
unpaid stated interest.

In contrast to the rules that apply to convertible debt
instruments with stated interest, accrued but unpaid dis-
count on a convertible debt instrument with OID gener-
ally is deductible, even if the instrument is converted be-
fore the issuer pays any OID.

REASON FOR CHANGE

In many cases, the issuance of convertible debt with
OID is viewed by market participants as a de facto pur-
chase of equity.

PROPOSAL

The proposal would defer the deduction for OID on
convertible debt until payment. Conversion would not be
treated as a payment of accrued OID. Payment in equity
of the issuer or a related person (within the meaning of
sections 267(b) and 707(b)) would also be disregarded for
this purpose. For purposes of this proposal, convertible
debt would include debt (i) exchangeable for the stock of
a party related to the issuer, (ii) with cash-settlement con-
version features, or (iii) issued with warrants (or similar
instruments) as part of an investment unit in which the
debt instrument may be used to satisfy the exercise price
for the warrant. The proposal would not affect the treat-
ment of holders. The proposal would be effective for
coavertible debt issued on or after the date of announce-
ment.

REDUCE DIVIDENDS-RECEIVED
DEDUCTION TO 50 PERCENT

CURRENT LAW

If an instrument issued by a U.S. corporation is classi-
fied for tax purposes as equity, a corporate holder of that
instrument generally is entitled to a deduction for divi-
dends received on that inscumeat. This deduction is 70
perceat of dividends received if the recipient owns less
than 20 percent (by vote and value) of the stock of the
payor. If the recipient owns more than 20 percent of the
stock the deduction is increased to 80 percent. If the re-
cipient owns more than 80 percent of the payor's stock,
the deduction is further increased to 100 percent for quali-
fying dividends. :

REASON FOR CHANGE

The 70-percent dividends-received deduction is too
generous for corporations that cannot be considered an:
alter ego of the distributing corporation because they do
not have a sufficient ownership interest in that corpora-
tion.

PROPOSAL

Under the proposal, the dividends-received deduction
available to corporations owning less than 20 percent (by
vote and value) of the stock of a U.S. corporation would
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be reduced to 50 percent of the dividends received. The
proposal would be effective for dividends paid after Janu-
ary 31, 1996.

MODIFY HOLDING PERIOD FOR
DIVIDENDS-RECEIVED DEDUCTION

CURRENT LAW

If an instrument issued by a U.S. corporation is classi-
fied for tax purposes as equity, a corporate holder of that
instrument generally is entitled to a deduction for divi-
dends received on that instrument. This deduction is 70
percent of dividends received if the recipient owns less
than 20 percent (by vote and value) of the stock of the
payor. If the recipient owns more than 20 percent of the
stock the deduction is increased to 80 percent. If the re-
cipient owns more than 80 percent of the payor's stock,
the deduction is further increased to 100 percent for quali-
fying dividends.

The dividends-received deduction is allowed to a cor-
porate shareholder only if the shareholder satisfies a 46-
day holding period for the dividend-paying stock (or a
91-day period for certain dividends on preferred stock).
The 46- or 91-day holding period generally does not in-
clude any time in which the shareholder is protected from
the risk of loss otherwise inherent in the ownership of an
equity interest.

REASON FOR CHANGE

No deduction for a distribution on stock should be al-
lowed when the owner of stock does not bear the risk of
loss otherwise inherent in the ownership of an equity in-
terest at a time proximate to the time the distribution is
made. :

PROPOSAL

The proposal would provide that a taxpayer is not en-
titled to a dividends-received deduction if the taxpayer's
holding period fo: the dividend-paying stock is not satis-
fied over a period immediately before or immediately
after the taxpayer becomes entitled to receive the divi-
dend. The proposal would be effective for dividends paid
after January 31, 1996.

TREAT CERTAIN PREFERRED STOCK AS
“BOOT"

CURRENT LAW

In reorganization transactions within the meaning of
section 368, no gain or loss is recognized except to the
extent "other property” is received, that is, property other
than certain stock, including preferred stock. Thus, pre-
ferred stock can be received tax-free in a reorganization,
notwithstanding that many preferred stocks are func-
tionally equivalent to debt securities. Upon the receipt of
other property, gain but not loss can be recognized. A
special rule permits debt securities to be received tax-free,
but only to the extent debt securities of no lesser principal
amount are surrendered in the exchange. Other than this
debt-for-debt rule, similar rules generally apply to trans-
actions described in section 351.
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REASON FOR CHANGE

Tax-free treatment in a reorganization or section 351
transaction is inappropriate for preferred stock that has an
enhanced likelihood of recovery of principal or of main-
taining a dividend or both, or that otherwise has certain
non-stock characteristics.

PROPOSAL

The proposal would amend both sections 351 and 356
(which applies in the case of reorganizations under sec-

~ tion 368) to treat certain preferred stock as “other prop-

erty” (boot), subject to certain exceptions. Thus, when a
taxpayer exchanges property for this preferred stock in a
transaction that qualifies under either section 351 or sec-
tion 368, gain but not loss would be recognized.

The proposal would apply to preferred stock (i.c.,
stock that is limited and preferred as to dividends and
does not participate in corporate growth (o any significant
extent, including through a conversion privilege), where
(i) the holder has the right to put the stock to the issuer or
a related party (within the meaning of sections 267(b) and
707(b)), (ii) the stock is subject to mandatory redemption
by the issuer or a related party, (iii) the issuer (or a related
party) has the right to call the stock and, as of the issue
date, it is more likely than not that the right will be exer-
cised, or (iv) the dividend rate varies in whole or in part
directly or indirectly with reference to interest rates,
commodity prices, or other similar indices, regardless of
whether such varying rate is provided as an express term
of the stock (for example, in the case of an adjustable rate
stock) or as a practical result of other aspects of the stock
(for example, in the case of auction rate stock). For this
purpose, clauses (i), (ii) and (iii) are not satisfied if the
put or call cannot be exercised, or the redemption cannot
occur, within 20 years of the date the instrument is issued.

The following exchanges would be excluded from this
gain recognition: (1) an exchange of preferred stock for
comparable preferred stock of the same or lesser value;
(2) an exchange of preferred stock for common stock; (3)
an exchange of debt securities for preferred stock of the
same or lesser value as the adjusted issuc price of the
debt; and (4) exchanges of stock in cettain recapitaliza-
tions of family-owned corporations. For this purpose, a
family-owned corporation would be defined as any corpo-
ration if at least 50 percent of the total voting power and
value of the stock of such corporation is owned by mem-
bers of the same family for five years preceding the re-
capitalization. In addition, a recapitalization does not
qualify for the exception if the same family does not own
50 percent of the total voting power and value of the

_stock throughout the three-year period following the re-

capitalization. Members of the same family would be
defined by reference to the definition in section 447(e).
Thus, a family would include children, parents, brothers,
sisters, and spouses, with limited attribution for directly
and indirectly owned stock of the corporation. Shares
held by a family member would be treated as not held by
a family member to the extent a non-family member had
a right, option or agreement to acquire the shares (directly
or indirectly, for example, through redemptions by the
issuer), or with respect to shares as to which a family
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member has reduced its risk of loss with respect to the
share, for example, through an equity swap. Even though
the provision excepts certain family recapitalizations, the
special valuation rules of section 2701 for estate and gift
tax consequences still apply.

The Treasury Secretary would have regulatory author-
ity to (i) apply instaliment-sale type rules to preferred
stock that is subject to this proposal in appropriate cases,
and (ii) prescribe treatment of preferred stock subject to
this provision under other provisions of the Code (e.g.,
sections 304, 306 and 318).

The proposal would be effective for transactions on or
after the date of announcement.

EXTEND PRO RATA DISALLOWANCE OF
TAX-EXEMPT INTEREST EXPENSE TO
ALL CORPORATIONS

CURRENT LAW

No income tax deduction is allowed for interest on
debt used directly or indirectly to acquire or hold invest-
ments the income on which is tax-exempt. The determi-
nation of whether debt is used to acquire or hold tax-
exempt invesunents differs depending on the holder of
the instrument. For financial institutions and dealers in
tax-exempt investments, debt generally is treated as fi-
nancing all of the taxpayer's assets proportionately. For
corporations, other than financial institutions and dealers,
and for individuals, however, a tracing rule is employed.
Under this approach, deductions are disallowed only
when indebtedness is incurred or continued for the pur-
pose of purchasing or carrying tax-exempt investments.
One court has applied the tracing rule across members of
the same consolidated group, but no general related-party
rule applies.

REASON FOR CHANGE

The current rules applicable to corporations other than
financial institutions and dealers in tax-exempt invest-
ments permit those corporations to reduce their tax li-
abilities inappropriately through double Federal tax
benefits of 'interest expense deductions and tax-exempt
interest income. The treatment of financial institutions
and dealers therefore should be applicable to all corpora-
tions, without regard to the type of business activity the
corporation conducts. This approach recognizes that
money is fungible, and that, therefore, borrowing for one
purpose frees the taxpayer's remaining assets for other

purposes.

PROPOSAL

Under the proposal, all corporations would be treated
the same as financial institutions are treated under current
law (without regard to the small issuer exception of sec-
tion 265(b)3)). Thus, corporations investing in tax-
exempt obligations would be disallowed deductions for a
portion of their interest expense equal to the portion of
their total assets that is comprised of tax-exempt invest-
ments. The rule would not apply to certain nonsalable tax-
exempt bonds acquired by a corporation in the ordinance,
course of business in payment for goods or services sold
to a State or local government.
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In addition, the proposal would apply section 265 to
all related parties within the meaning of section 267(f).
For members of the same consolidated group, the pro rata
rule would apply as if the group were a single entity. For
related parties that are not members of the same consoli-
dated group, the current tracing rules would apply, treat-
ing all the related parties as a single entity for purposes of
this tracing rule. The proposal is not intended to affect the
application of section 265 to related parties under current
law.

The proposal would be effective for taxable years be-
ginning after December 31, 1995 for obligations acquired
after the date of announcement.

REPEAL SECTION 1374 FOR LARGE
CORPORATIONS

CURRENT LAW

C corporations are generally subject to a two-tier tax.
A corporation can avoid this two-tier tax by electing to be
treated as an S corporation or by converting to a partner-
ship. Converting to a partnership is a taxable event that
generally requires the corporation to recognize any built-
in gain on its assets. The conversion of a C corporation to
an S corporation, however, is generally tax-free, except
that the S corporation must recognize the built-in gain on
assets held at the time of conversion if the assets are sold
within 10 years under section 1374.

REASON FOR CHANGE

The tax treatment of the conversion of a C corporation
to an S corporation generally should be consistent with
the treatment of its conversion to a partnership. In particu-
lar, any appreciation in corporate assets that occurred
during the time the corporation is a C corporation should
be subject to the corporate-level tax.

PROPOSAL

The proposal would repeal section 1374 for corpora-
tions with a value of more than $5 million at the time of
conversion and require the converting corporation to rec-
ognize immediately the built-in gain in corporate assets at
the time of conversion. For this purpose, the value of the
corporation is the fair market value of all of the stock of
the corporation on the date of the conversion to an S cor-
poration. The effect of the proposal would be to recognize
the built-in gain of converting corporations with a value
of more than $5 million. The proposal would be effective
for conversions on or after the date of announcement.

REPEAL LOWER OF COST OR MARKET
INVENTORY ACCOUNTING METHOD

CURRENT LAW

Taxpayers required to maintain inventories are permit-
ted to use a variety of methods to determine the cost of
their ending inventories, including the last-in, first-out
("LIFO") method, the first-in, first-out ("FIFO") method,
and the retail method. Taxpayers not using a LIFO
method may determine the carrying values of their inven-
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tories by applying the lower of cost or market ("LCM™)
method and by writing down the cost of goods that are
unsalable at normal prices or unusable in the normal way
because of damage, imperfection or other causes (the
. "subnormal goods™ method).

REASON FOR CHANGE

The allowance of write-downs under the LCM and
subnormal goods methods is an inappropriate exception
from the realization principle and is essentially a one-way
mark-to-market method that understates taxable income.

PROPOSAL

The proposal would repeal the LCM and subnormal
goods methods, effective for taxable years beginning after
December 31, 1995. Appropriate wash-sale rules will also
be included in the proposal. The proposal would be
treated as a change in the method of accounting for inven-
tories, and any resulting section 481(a) adjustment would
be included in income ratably over a four-year period
beginning with the year of change. These changes would
not apply to taxpayers with average annual gross receipts
over a three-year period of $5 million or less, with appro-
priate aggregation rules.

REPEAL COMPONENTS OF COST
INVENTORY ACCOUNTING METHOD

CURRENT LAW

Taxpayers required to maintain inventories are permit-
ted to use a variety of methods to determine the cost of
their ending inventories, including the last-in, first-out
("LIFO™) method, the first-in, first-out ("FIFO") method,
and the retail method. Under the regulations, a variety of
dollar-value LIFO methods may be used, including dou-
ble extension, link-chain and other index methods, in or-
der to determine whether an increment has occurred and
the cost of that increment. Certain taxpayers are permitted
to use simplified LIFO methods based on externally de-
veloped price indexes. Some LIFO taxpayers that use a
dollar-value, double-extension method make their compu-
tations with respect to the three components of cost
(materials, labor and overhead) of their finished goods
and work-in-process inventories (the "COC" method)
rather than the aggregate cost of these goods (the "total
product cost” method).

REASON FOR CHANGE

The COC method, in many cases, does not adequately
account for technological efficiencies in which skilled
labor is substituted for less-skilled labor or where over-
head costs (such as factory automation) replace direct
labor costs. The costs of inventories determined by using
the total product cost method generally are not affected
by such factors.

PROPOSAL

The proposal would repeal the COC method, effective
for taxable years beginning after December 31, 1995. The
repeal of the COC method would be applied on a pro-
spective, or cut-off, basis. Thus, no section 481(a) ad-

justments would be necessary.
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The proposal is not intended to affect the determina-
tion of whether the COC method is an appropriate method
and the IRS would not be precluded from challenging its
use.

REQUIRE REPORTING OF PAYMENTS TO
CORPORATIONS RENDERING SERVICES
TO FEDERAL AGENCIES

CURRENT LAW

All persons engaged in a trade or business and making
payments of $600 or more to another person in remu-
neration for services generally must report those pay-
ments to the IRS and to the recipient. No reporting is re-
quired if the recipient is a corporation.

REASON FOR CHANGE

The lack of reporting of payments made to corpora-
tions permits significant amounts of income to escape the
tax system. We should ensure that corporations that do
business with the Federal Government appropriately re-
port as income their payments from the Federal Govern-
ment.

PROPOSAL

The proposal would generally require reporting of
payments of $600 or more made to corporations for serv-
ices rendered to Federal executive agencies. However, the
Treasury Secretary would be authorized to prescribe
regulations to except reporting in appropriate circum-
stances. The would be effective for returns the
due date for which (without regard to extensions) is more
than 90 days after the date of enactment of the proposal.

INCREASE PENALTIES FOR FAILURE TO
FILE CORRECT INFORMATION RETURNS

CURRENT LAW

Any person required to report paymeats of $600 or
more for services that fails to report those amounts timely

or reports amounts incorrectly is subject to penalties. The
amount of the penalty is generally $50 per for each return
with respect to which a penalty is incurred, not to exceed
$250,000 during any calendar year. If any failure or error
is corrected within 30 days after the required filing date,
the penalty imposed is $15 per return, not to exceed
$75,000. Failures corrected more than 30 days after the
required filing date but before August 1 are subject to a
$30 per return penalty, not to exceed $150,000 in any
calendar year.

REASON FOR CHANGE

For taxpayers filing large volumes of information re-
turns or reporting significant payments, the general pen-
alty provisions may not be sufficient to encourage timely
and accurate reporting. By basing the penaity amount on
cither the number or amounts, the proposal encourages
taxpayers 10 assure both the accuracy and timeliness of
information on each return and in the aggregate.
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PROPOSAL

The proposal would increase the general penalty
amount for any failure to the greater of $50 per return or
5 percent of the total amount required to be reported. The
increased penalty would not apply if the total amount
actually reported was at least 97 percent of the amount
required to be reported. The proposal would be effective
for returns the due date for which (without regard to ex-
tensions) is more than 90 days after the date of enactment
of the proposal.

FURTHER RESTRICT LIKE-KIND
EXCHANGES INVOLVING PERSONAL
PROPERTY

CURRENT LAW

An exchange of property, like a sale, is generally a
taxable transaction. However, under section 1031 of the
Internal Revenue Code, no gain or loss is recognized if
property held for productive use in a trade or business or
for investment is exchanged for property of a "like kind"
which is to be held for productive use in a trade or busi-
ness or for investment. In general, any kind of real estate
is treated as of a like kind with other real property. By
contrast, different kinds of personal property are not
treated as of a like kind. Regulations under section 1031
provide that property that is of a "like class” is treated as
being of a like kind. Certain types of personal property,
such as inventory, stocks and bonds, and partnership in-
terests, are not eligible for nonrecognition treatment under
section 1031. In addition, in 1989 Congress amended
section 1031 to provide that real property located in the
United States and real property located outside the United
States are not of a like kind. :

In order to preserve the gain not recognized in a like-
kind exchange, the basis of the property acquired is equal
to the basis of the property transferred, decreased in the
amount of any money received by the taxpayer and in-
creased in the amount of gain (or decreased in the amount
of loss) recognized by the taxpayer on the exchange.

REASON FOR CHANGE

The limitations on exchanges of personal property
should conform to the limitations on exchanges of real

property.
PROPOSAL

Under the proposal, personal property located in the
United States and personal property located outside the

United States would not be treated as like kind. For pur-
poses of this rule, the location of the property surrendered
and the property received is determined at the time of the
exchange. In addition, the property surrendered in the
exchange must have been used during the 24 months im-
mediately prior to the exchange in predominantly the
same use (i.e., domestic or foreign) as at the time of the
exchange. Furthermore, section 1031 would not apply if
the acquired property does not continue in that use at any
time during the 24 months immediately following the
exchange.
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The proposal would be effective for exchanges on or
after the date of announcement.

MODIFY LOSS CARRY-BACK AND:
CARRY-FORWARD RULES

CURRENT LAW

Net operating losses ("NOLs") generally can be used
to offset taxable income from the prior three taxable years
("carry-backs”) and the succeeding 15 taxable years
("carry-forwards").

REASON FOR CHANGE

NOL carry-backs and carry-forwards may correct for
income distortions that result when the end of a taxable
year scparates income from related losses. However, be-
cause of the increased complexity and administrative bur-
den associated with carry-backs, the period of carry-back
should be shortened. On the other hand, the carry-forward
period under current law can be lengthened to allow tax-
payers more time to utilize their NOLs without increasing
either complexity or administrative burdens.

PROPOSAL

The proposal would limit carry-backs of NOLs to one
year and extend carry-forwards to 20 years. The proposal
would be effective for NOLs arising in taxable years be-
ginning after December 31, 1995.

IMPOSE EXCISE TAXES ON KEROSENE AS
DIESEL FUEL

CURRENT LAW

A 24.4-cents-per-gallon excise tax is imposed on die-
sel fuel upon removal from a registered terminal facility
unless the fuel is indelibly dyed and is destined for a
nontaxable use. Treasury regulations provide that kero-
senc is not treated as diesel fuel for this purpose. Thus,
undyed kerosene is not subject to the diesel fuel excise
tax when it is removed from a terminal.

Kerosene is a petroleum distillate that is frequently
blended with diesel fuel during cold weather in order to
prevent formation of wax crystals in fuel lines. In some
parts of the country, diesel fuel/kerosene blends contain-
ing 30-percent kerosene are common. When kerosene is
blended with previously taxed diesel fuel for highway
use, the untaxed portion of the mixture is taxable when
the mixture is removed or sold by the blender. If kerosene
is mixed with dyed diesel fuel for a nontaxable use, the
dye concentration of the mixture must be adjusted to en-
sure that it meets regulatory requirements for untaxed,
dyed diesel fuel.

Kerosene is also used as jet fuel in aircraft engines.
Noncommercial aviation fuel is taxed at a rate of 21.9
cents per gallon and commercial aviation fuel is taxed ata
rate of 4.4 cents per gallon. Aviation fuel is taxed when it
is sold or used by a producer, which is defined to include
registered refiners, compounders, blenders, wholesale
distributors, and dealers selling aviation fuel solely to
other producers. However, sales between these persons
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are not taxed. Thus, tax is generally imposed when the
fuel is sold to a retail dealer or used by a commercial air-
line that is registered as a producer.

Clear, low-sulfur kerosene (1-K) may also be used in
space heaters, and is often available for this purpose at

service station pumps. Kerosene used in space heaters is

not subject to a Federal excise tax.

REASON FOR CHANGE

Some wholesale distributors of diesel fuel have sug-
gested that their competitors have not been paying the tax
on kerosene that they blend with diesel fuel for highway
use. As a result, the government is losing tax revenues
and complying taxpayers are at a competitive disadvan-
tage. Although the current treatment of kerosene per-
petuates the problems the dyeing requirement was in-
tended to correct, any change to the current system should
accommodate uses for which clear kerosene is necessary
to comply with Federal or State rules or product safety
certifications, and should not impose increased burdens
on those who use kerosene in space heaters.

PROPOSAL

Under the proposal, a removal of kerosene from a
terminal would be treated as a removal of diesel fuel un-
less the kerosene qualifies as aviation fuel. Kerosene
would qualify as aviation fuel only if the person removing
the kerosene establishes, in accordance with Treasury
regulations, that the kerosene will be used as aviation
fuel. Thus, kerosene other than aviation fuel will be taxed
when it is removed from a registered terminal unless it is
indelibly dyed and is destined for a nontaxable use. Cur-
rent law rules would continue to apply to kerosene that

qualifies as aviation fuel. In addition, to accommodate’

State safety regulations that require the use of clear (1-K)

kerosene in certain space heaters, a new refund procedure

would be provided under which registered uitimate ven-
dors could claim refunds of the tax paid on kerosene sold
for that use.

The changes would be effective on April 1, 1996, with
appropriate floor stocks taxes imposed on kerosene held
on that date.

EXPAND SUBPART F PROVISIONS
REGARDING INCOME FROM NOTIONAL
PRINCIPAL CONTRACTS AND STOCK
LENDING TRANSACTIONS

CURRENT LAW

Subpart F income includes, in various subcategories,
income from notional principal contracts referenced to
foreign currency, commodities, or interest rates, or to
indices based thereon. It also includes income with re-
spect to the lending of debt securities. Subpart F income
does not include income from equity swaps or other types
of notional principal contracts or income from transfers of
equities subject to section 1058. Subpart F provides
piecemeal exceptions for dealers in foreign currency,

commodities, inventory, or certain other property. How-
. ever, it does not provide an exception for dealers in fi-

nancial instruments referenced to commodities.
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REASON FOR CHANGE

Subpart F income should include income from all
types of notional principal contracts and from stock-

lending transactions, subject to a limited dealer exception.

Such income is indistinguishable on policy grounds from
other types of highly mobile income aiready targeted by
subpart F.

PROPOSAL

The proposal would amend section 954 to create a new
category of subpart F income - income from notional
principal contracts — and to include in subpart F income
the income with respect to the transfer of equities subject
to section 1058. This would have the effect of including
in subpart F income the net income from equity swaps
and certain categories of notional priacipal contracts that
are not reached by current law, as well as income from
stock lending transactions.

Any income, gain, deduction, or loss from a notional
principal contract entered into to hedge an item of income
in a category of foreign personal holding company in-
come would be included in that category.

In addition, section 954 would be amended to provide
an ordinary-course-of-business exception for regular
dealers in forwards, options, notional principal contracts,
and similar financial instruments (including instrumeats
referenced to commodities).

The proposal would be effective for taxable years be-
ginning after December 31, 1995.

PROVIDE RULES REGARDING
TREATMENT OF CAPTIVE "INSURANCE"
ARRANGEMENTS

CURRENT LAW

The Code does not define the term "insurance.” Case
law has long defined the term to require "risk shifting”
and "risk distribution.” In the case of a controlled foreign
corporation ("CFC") that provides insurance to its U.S.
shareholders, known as & “captive” insurance company,
recent court decisions have held that the risk-shifting and
risk-distribution requirements are satisfied even if the
captive's unrelated business accounts for just over 30 per-
cent of its tota] business and that brother-sister subsidiar-
ies are unrelated for this purpose. However, standards
applied by the courts have varied considerably from case
to case.

Section 953(c) contains special provisions regarding
the inclusion of "related person insurance income” in
subpart F income. If the CFC is at least 20 percent owned
by persons that it insures or persons related to those in-
sureds, all U.S. persons owning any stock of the CFC are
treated as United States shareholders of the CFC. In addi-
tion, for captives deriving more than 75 percent of their
gross premium income from related-person business, the
aggregate United States shareholder ownership threshold
for CFC status is lowered from 50 to 25 percent.

Highlights & Documents, December 8, 1995
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REASON FOR CHANGE

The lack of clarity under current law as to when trans-
actions involving a captive are considered to be
"insurance” has encouraged aggressive planning and ex-
cessive controversy. In addition, there is reason to believe
that some taxpayers are taking inconsistent positions on
these transactions, by using the favorable insurance ac-
counting provisions of subchapter L without paying the
federal excise tax on insurance premiums paid to certain
foreign insurers and reinsurers.

PROPOSAL

The proposal would provide that an “insurance” ar-
rangement between a captive insurer and any other person
(related or unrelated) will be respected as a valid insur-
ance arrangement for tax purposes if less than 50 percent
of the captive's net written premiums are attributable to
the insurance or reinsurance of risks of related persons. A
captive that satisfies this 50-percent threshold would ac-
count for its income in accordance with subchapter L.,
modified in the case of certain foreign captives by the
provisions of subpart F. Amounts paid to the captive for
the insurance or reinsurance of risks would be treated as
insurance premiums by all parties.

The tax treatment of a captive that does not satisfy the
50-percent threshold would be governed by the general
provisions of the Code (including subpart F, where appli-
cable) rather than by subchapter L, and its transactions
with related persons would not be treated as insurance
transactions. Amounts paid by related persons for the
insurance or reinsurance of risks would be characterized
as payments for risk management services, the deducti-
bility of which would be governed by general Code pro-
visions. Amounts paid by unrelated persons for the insur-
ance or reinsurance of risks would be characterized as
insurance premiums. The captive would be allowed to
deduct as ordinary and necessary business expenses
amounts paid to compensate contractually covered losses
of either related or unrelated persons. Subpart F would be
amended as necessary to ensure that amounts received by
a foreign captive that does not satisfy the S0-percent
threshold are included in subpart F income, and that rules
similar to certain provisions of section 953(c) apply to
income from transactions with related persons.

Amounts paid by unrelated persons to a foreign cap-
tive that fails to satisfy the 50-percent threshold would
continue to be subject to the federal insurance premium
excise tax. Amounts paid by related persons to such a
captive would not be subject to the excise tax. A captive
that fails to satisfy the 50-percent threshold would not be
eligible for tax exemption under Code section 501(c)(15).

For this purpose, related persons would include any
10-percent shareholder of the captive and any person that
would be a related person with respect to the captive un-
der rules similar to those of section 953(d)(3). For pur-
poses of the 50-percent threshold, net written premiums
would be determined on a three-year rolling average;
however, the computation would exclude premiums
written in any taxable year beginning before 1996.

Highlights & Documents, December 8, 1995

The proposal would be effective for taxable years be-
ginning after December 31, 1995.

REFORMULATE PUERTO RICO AND
POSSESSIONS TAX CREDIT (SECTION 936)

CURRENT LAW

Domestic corporations with business operations in
U.S. possessions (including, for this purpose, Puerto Rico
and the U.S. Virgin Islands) may elect under Code section
936 generally to eliminate the U.S. tax on certain income
which is related to their possession-based operations. The
section 936 credit may offset the U.S. tax on the foliow-
ing types of income: (1) foreign source income arising
from the active conduct of a trade or business within a
U.S. possession or from the sale or exchange of substan-
tially all of the assets used by the taxpayer in the active
conduct of such trade or business, or (2) income from
certain investments in the possessions or in certain Carib-
bean Basin countries ("qualified possession source in-
vestment income”, or "QPSII"). The credit spares the
electing corporation U.S. tax whether or not it pays in-
come tax to the possession.

Limitations on the active-business element of the
credit were enacted in 1993. Section 936 companies may
elect either a reduced percentage of the profits-based
credit as allowed under prior law (60% in 1994, phasing
down to 40% beginning in 1998), or a limitation based on
the company's economic activity in the possessions
(measured by wages and other compensation, deprecia-
tion, and certain taxes paid).

REASON FOR CHANGE

The Administration proposed to reformulate the credit
in 1993 to make it a more efficient incentive for job crea-
tion and economic activity in Puerto Rico; the amend-
ments enacted in 1993 moved part way toward the Ad-
ministration’s proposals. The Administration continues to
believe that any credit should provide an incentive for
increased economic activity in the possessions rather than
merely an incentive to attribute profits there.

PROPOSAL

To provide a more efficient tax incentive for the eco-
nomic development of Puerto Rico and other U.S. pos-
sessions, and to continue the effort toward this goal that
was begun in the 1993 Act, the proposal would modify
current law to (1) phase-out the profits-based branch of
the active-business portion of the credit over five years,
beginning in 1997, and (2) allow excess amounts of eco-
nomic-activity limitation to be carried forward for up to 5
years. The proposal would retain the economic-activity
limitation on the active-business portion of the credit and
the passive-income portion of the credit for taxes other-
wise payable on QPSII, as under present law.

The proposal would be effective for taxable years be-
ginning after December 31, 1995.
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