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INTRODUCTION

This pamphlet,! prepared by the staff of the Joint Committee on
' Taxation, provides a description of the revenue provisions con-
tained in the President’s fiscal year 1996 budget proposal.?

The President’s fiscal year 1996 budget proposal was submitted
to the Congress on February 6, 1995. The publication of this pam-
phlet has been held until today so that the pamphiet could incor-
porate descriptions of the technical details prescribed by the statu-
tory language of the introduced bills. The -“Middle-Class Bill of
Rights Tax Relief Act of 1995” was introduced on February 16,
1995 as H.R. 980 by Representatives Gephardt and Gibbons and as
S. 452 by Senators Moynihan and Daschle. Also, the “Tax Compli-
ance Act of 1995” was introduced on February 16, 1995 as H.R. 981
by Representatives Gephardt and Gibbons and as 8. 4563 by Sen-
ators Moynihan and Daschle. ' '

Part 1 of the pamphlet describes the tax provisions in H.R. 980
and S. 452. Part 11 describes the tax provisions in H.R. 981 and S.
453. Part IIl describes two other tax proposals included in the
President’s fiscal year 1996 budget, but which have not yet been
transmitted to the Congress: extension of the taxes for the Hazard-
ous Substance Superfund and a restructuring of the vaccine excise
taxes for the Vaccine Injury Compensation Trust Fund.

This pamphlet does not describe certain fee proposals included in

the President’s fiscal year 1996 budget that may be considered as
revenue measures.

In addition, the President’s fiscal year 1996 budget indicates that
the Administration supports in concept “pevenue-neutral initia-
tives” relating to improved tax administration and compliance (in-
cluding simplification, technical corrections, and taxpayer compli-
ance measures) and extension of certain expiring tax provisions.
The President’s budget does not include specific proposals on these
matters, nor are they described in this pamphlet.

iThis pamphlet may be cited as follows: Joint Committee on Taxation, Description of Revenue
Provisions Contained in the President’s Fiscal Year 1996 Budget Proposal (H.:R. 980 and H.R.
981 and 5. 452 and 8. 453) (JCS-5-95), February 17, 1995,

20ffice of Management and Budget, Budget of the United States Government, Fiscal Year
1996, as released on February 6, 1995. See also Department of the Treasury, General
Explanations of the Administration’s Revenue Proposals, February 1995.
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L. DESCRIPTION OF H.R. 980 AND §S. 452 (“‘MIDDLE-CLASS

BILL OF RIGHTS TAX RELIEF ACT OF 1995
A. Tax Credit for Families with Young Children
(Sec. 101 of the bill and sec. 101(c) of H.R. 981 and S, 453)

Present Law
In general

Taxpayers generally may claim a personal exemption for each de-
pendent, including dependent children. The total amount of per-
sonal exemptions is subtracted (along with certain other items)
from adjusted gross income (AGI) in arriving at taxable income.
The amount of each personal exemption is $2,500 for 1995, and is
adjusted annually for inflation. The amount of the personal exemp-
_ tion is phased out for taxpayers with AGI in excess of $114,700 for
single taxpayers, $143,350 for heads of household, and $172,050 for
married couples filing joint returns.

In addition, eligible low-income workers are able to claim a re-
. fundable earned income tax eredit (EITC). The amount of the credit
an eligible taxpayer may claim depends upon whether the taxpayer
has more than one, one, or no qualifying children and is deter-
mined by multiplying the credit rate by the taxpayer’s earned in-
come up to an earned income threshold. The maximum amount of
the credit is the product of the credit rate and the earned income
threshold. In 1995, the maximum credit is $3,110 for taxpayers
with ‘more than one qualifying child, $2,094 for taxpayers with one
qualifying child, and $314 for taxpayers with no qualifying chil-
dren. For taxpayers with earned income (or AGI, if greater) in ex-
cess of 2 phaseout threshold, the credit amount is reduced by the
phaseout rate multiplied by the amount of earned income (or AGI,
if greater) in excess of the phaseout threshold. In 1995 the phase-
out threshold is $11,290 for both taxpayers with more than one
‘qualifying child and taxpayers with one qualifying child, and
%5,130 for taxpayers with no qualifying children. The credit is not
allowed if earned income (or AGI, if greater) exceeds the phaseout
limit. In 1995, the EITC is phased out at $26,673 for taxpayers
with more than one qualifying child, $24,396 for taxpayers with
o}t}xjeidqualifying child, and $9,230 for taxpayers with no qualifying
children.

Mathematical errors

The IRS may summarily assess additional tax due as a result of
a mathematical error without sending the taxpayer a notice of defi-
ciency and an opportunity to petition the Tax Court. Where the
IRS uses the summary assessment procedure for mathematical or
clerical errors, the taxpayer must be given an explanation of the

(2}
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asserted error and a period of 60 days to request that the IRS
abate its assessment. The IRS may not proceed to collect the
amount of the assessment until the taxpayer has agreed to it or
has allowed the 60-day period for objecting to expire. If the tax-
payer files a request for abatement of the assessment specified in
the notice, the must abate the assessment. Any reassessment
of the abated amount is subject to the ordinary deficiency proce-
dures. This procedure is the only one a taxpayer may use for con-
testing an assessment arising out of a mathematical or clerical
error.

Description of Proposal

The proposal would provide taxpayers with a maximum credit of
$300 for each eligible child for taxable years 1996, 1997 and 1998.
The maximum amount of the credit would be increased to $500 for
elegclé eligible child for taxable years beginning after December 31,

8.

The credit would be phased out ratably for taxpayers with AGI
over $60,000 and would be fully phased out at AGI of $75,000. In
the case of a taxable year beginning after calendar %ear 1999, the
maximum credit and the beginning point of the phaseout range
would be indexed annually for inflation. For each year in which the
maximum amount of the credit exceeds $500, the size of the phase-
out range would be increased from $15,000 (ie., $75,000 minus
$60,000) to 30 times the maximum amount of the credit in that
I'.;ear. For purposes of all these AGI tests, the taxpayer's AGI would

e increased by any amount otherwise excluded from gross income
under Code sections 911, 931, or 933 (relating to the exclusion of
income of U.S. citizens or residents living abroad; residents of
Cuam, American Samoa, and the Northern Mariana Islands; and
residents of Puerto Rico, respectiveljr).

To be an eligible child, an individual would have to satisfy a de-
pendency test, a relationship test, an age test, and an identification

. test.

An individual would satisfy the dependency test if the individual
is a dependent of the taxpayer with respect to whom the taxpayer
is entitled to claim a dependency deduction.

An individual would satisfy the relationship test if the individual
is a son, stepson, daughter or stepdaughter of the taxpayer, a de-
scendant of a son or daughter, or a foster or adopted child of the
taxpayer. A foster child would have to have as his principal place
of abode the home of the tax(fa er and be a member of the tax-
fayer’s household. An adopted child would include a child who is
egally adopted by the taxpayer or who is placed with the taxpayer
by an authorized placement agency for. legal adoption by the
taxpayer.

An individual would satisfy the age test if the individual has not
attained the age of 13 as of the close of the calendar year in which
the taxable year of the taxpafyer begins, '

An individual would satisfy the identification test if the individ-
ual’s taxpayer identification number is included on the taxpayer’s
return for such taxable year. Rules similar to those made applica-
ble by the Administration proposals to the EITC would apply. If a
taxpayer fails to provide a correct taxpayer identification number,
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such omission would be treated as a mathematical or clerical error

and thus any notification that the taxpayer owes additional tax be-

cause of that omission would not be treated as a notice of defi-
ciency..

The maximum amount of the credit for each taxable year could
not exceed an amount equal to the sum of: (1) the taxpayer’s regu-
lar income tax liabilitye?net of applicable credits) less (2) the sum
of the taxpayer’s tentative minimum tax liability and earned in-
come tax credit allowed.

Effective Date

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




B. Education and Job Training Tax Deduction
(Sec. 102 of the bill)

Present Law

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

Education expenses that are reimbursed by the employer are ex-
cludable from the employee’s gross income as a working condition
fringe benefit (sec. 132(d)) if the education qualifies as work related
under section 162. A special rule allowed an employee to exclude
from gross income up to $5,250 paid by his or her emgloyer for edu-
cational assistance, regardless of whether the education main-
tained or improved a skill required by the employee’s current posi-
tion (sec. 127). This special rule for employer-provided educational
assistance expired after 1994,

Another special rule, section 135, provides that interest earned
on a qualified U.S. Series EE savings bond issued after 1989 is ex-
cludable from gross income if the proceeds of the bond upon re-
demption do not exceed qualified higher education expenses paid by
the taxpayer during the tazable year.? “Qualified higher education
expenses” include tuition and required fees for the enroliment or
attendance of the taxpayer, the taxpayer’s spouse, or a dependent
of the taxpayer at certain colleges, universities, or vocational
schools. The exclusion provided by section 135 is phased out for
certain higher income taxpayers, determined by the taxpayer’s AGI
during the year the bond is redeemed. To prevent taxpayers from
effectively avoiding the income phaseout limitation (through issu-
ance of bonds directly in the child’s name), section 135(cX1XB) pro-

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

(5)
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vides that the interest exclusion is available only with respect to
U.S. Series EE savings bonds issued to taxpayers who are at least
24 years old. . .

&ction 117 excludes from 8s income amounts received as a
qualified scholarship by an individual who is a candidate for a de-
gree and used for tuition and fees required for the enroliment or
attendance (or fees, books, supplies, and equipment required for
courses of instruction) at a primary, secondary, or post-secondary
educational institution. The tax-free treatment provided by section
117 does not extend to scholarsgg amounts covering regular living
expenses, such as room and board. In addition to the exclusion for
qualified scholarships, section 117 provides an exclusion from gross
income for qualified tuition reductions for education beiow the
graduate level provided to employees of certain educational organi-
zations.

Description of Proposal

A ta:apayer would be allowed an above-the-line deduction for
qualified educational expenses paid during the taxable year for the
education or training of the taxpayer, the taxpaﬁer’s spouse, or the
taxpayer's dependents at an institution of higher education. The
deduction would be allowed in com utinﬁ a taxpayer's AGI, and
could be claimed regardless of whether the taxpayer itemizes de-
ductions. In 1996, 1997, and 1998, the maximum deduction allowed
per taxpayer return would be $5,000. In 1999 and thereafter, the
maximum deduction would be increased to $10,000. The deduction
would be phased out ratably for taxpayers with modified AGI be-
tween $70,000 and $90,000 ($100,000 and $1_20,000 for joint re-
turns). Modified AGI would include taxable Social Security benefits
and amounts otherwise excluded with respect to income earned
abroad (or income from Puerto Rico or U.S. possessions). Beginning
in 2000, the income phase-out range would be indexed for inflation.

Qualified educational expenses would be defined as tuition and
fees required for the enrollment or attendance of an eligible stu-
dent (e.g., registration fees, laboratory fees, and extra charges for
particular courses) at an institution of higher education. Charges
and fees associated with meals, lodging, student activities, athlet-
ics, insurance, transportation, and similar personal expenses unre-
lated to a student’s academic course of instruction wouid not be de-
ductible. The expenses of education invelving sports, games, or hob-
bies would not be (cl;ualiﬁed educational expenses unless the edu-
cation is part of a degree program (or relates to the student’s cur-
rent profession).

An “eligible student” would be one who is enrolied or accepted for
enrollment in a de; , certificate, or other program (including a
program of study abroad aﬁ)proved for credit by the institution at
which such student is enrolled) leading to a recognized educational
credential at an institution of higher education. The student must
pursue a course of study on at least a half-time basis or must be
enrolled in a course which enables the student to improve current
job skills or to acquire new job skills. In addition, the student can-
not be enrolled in an elementary or secondary school, and cannot
be a nonresident alien. Educational institutions would determine
what constituted a half-time basis for individual programs.
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The term “institution of higher education” would be defined by
reference to section 481 of the Higher Education Act of 1965. Such
institutions must have entered into an agreement with the Depart-
ment of Education to participate in the student loan program. This
definition inciudes colfeges and universities, and certain vocational
and proprietary institutions. _

Any amount taken into account as a qualified educational ex-
pense would be reduced by educational assistance that is not re-
quired to be included in the gross income of either the student or
the taxpayer claiming the deduction. Thus, qualified educational
expenses would be reduced by scholarship or fellowship grants ex-
cludable from gross income under section 117 (even if the grants
are used to pay expenses other than qualified educational ex-
penses) and any educational assistance received as veterans’ bene-
fits. Similarly, qualified educational expenses would be reduced by
proceeds from Series EE savings bonds that are excludable by the
taxpayer under present-law section 135. However, no reduction
would be required for a gift, bequest, devise or inheritance within
the meaning of section 102(a).

Qualified educational expenses would be deductible in the year
the expenses are paid, subject to the requirement that the edu-
cation commences or continues during that year or during the first
three months of the next year. Qualified educational expenses paid
with the proceeds of a loan generally would be deductible (rather
than repayment of the loan itself). Normal tax benefit rules would
apply to refunds {and reimbursements through insurance) of pre-
viously deducted tuition and fees.

The proposal would not affect deductions claimed under any
other section of the Code, except that any amount deducted under
another section of the Code could not also be deducted under this
provision. A student would not be eligible to claim a deduction
under this provision on his or her own tax return if that student
could be claimed as a dependent of another taxpayer.

Effective Date

The proposal would be effective for qualified educational
expenses paid after December 31, 1995,



C. Individual Retirement Arrangements (IRAs)
(Secs. 201-203, 211, and 221-222 of the bill)

Present Law

In general

Under certain circumstances, an individual is allowed a deduc-
tion for contributions (within limits) to an individual retirement ac-
count or an individual retirement annuity (an IRA) (Code sec. 219).
An individual generally is not subject to income tax on amounts
held in an IRA, including earnings on contributions, until the
amounts are withdrawn from the I No deduction is permitted
with respect to contributions made to an IRA for a taxable year
after the IRA owner attains age 70-Y2.

Under present law, the maximum deductible contribution that
can be made to an IRA generally is the lesser of $2,000 or 100 per-
cent of an individual's compensation (earned income in the case of
self-employed individuals). In addition, a married taxpayer who
files a joint return with his or her spouse can make an additional
contribution of up to $250 to an IRA established for the benefit of
the spouse, if the spouse has no compensation or elects to be treat-
ed as having no comgensation. A single taxpayer is permitted to
make the maximum deductible IRA contribution for a year if the
individual is not an active participant in an employer-sponsored re-
tirement ;Ialan for the year or the individual has adjusted gross in-
come (AGI) of less than $25,000. A married taxpayer filing a joint
return is permitted to make the maximum deductible IRA contribu-
tion for a year if neither spouse is an active participant in an em-
ployer-sponsored plan or the couple has combined adjusted gross
income (AGI) of less than $40,000.

If a single taxpayer or either spouse (in the case of a married
couple) is an active participant in an employer-sponsored retire-
ment plan, the maximum IRA deduction is phased out over certain
AGI levels. For single taxpayers, the maximum IRA deduction is
phased out between $25,000 and $35,000 of AGI. For married tax-

ayers, the maximum deduction is phased out between $40,000 and
550,000 of AGI. In the case of a married taxpayer filing a separate
félf:;n, the deduction is phased out between $0 and $10,000 of

An individual is an active participant in an employer-sponsored
retirement plan for the taxable year if the individual is an active
participant for the plan year ending with or within the individual’s
taxable year. An employer-sponsored retirement plan means (1) a
qualified pension, profit-sharing, or stock bonus plan (sec. 401(a));

+ A couple is not considered married for purposes of the IRA deduction rules if the individuals
file separate returns and live apart from one another at all times during the taxable year. In
such a case, each spouse is treated as a single individual.

(8)
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(2) a qualified annuity plan (sec. 403(a)); (3) a simplified employee
pension plan (sec. 408(k)); (4) a plan established for its employees
by the U.S, by a State or political subdivision, or by any agency
or instrumentality of the U.S. or a State or political subdivision
(other than an unfunded deferred compensation plan of a State or
local government (sec. 457)); (5) a plan described in section
501(c}(18); and (6) a tax-sheltered annuity (sec. 403(b)).

" The determination of whether an individual is an active partici-
pant depends on the type of plan involved. In general, in the case
of a defined benefit pension plan, an individual is treated as an ac-
tive participant if the individual is eligible to participate in the
plan. An individual is an active participant in a defined contribu-
tion plan only if any amounts are allocated to the account of the
participant for the year. The extent to which a person is vested in
his or her benefits under an employer-sponsored plan is not taken
into account under the active participant rules.

Nondeductible IRA contributions

Individuals may make nondeductible IRA contributions to the ex-
tent deductible contributions are not allowed because of the AGI
phaseout and active participant rules. A taxpayer may also elect to
make nondeductible contributions in lieu of deductible contribu-
tions. Thus, any individual may make nondeductible contributions
up to the excess of (1) the lesser of $2,000 or 100 percent of com-
pensation over (2) the IRA deduction claimed by the individual. An
individual making nondeductible contributions is required to report
the amount of such contributions on his or her tax return. As is
the case with earnings on deductible IRA contributions, earnings
on nondeductible contributions are not subject to income tax until
withdrawn.

Taxation of withdrawals

Amounts withdrawn from IRAs (other than amounts that rep-
resent a return of nondeductible contributions) are includible in in-
come when withdrawn. If an individual withdraws an amount from
an IRA during a taxable year and the individual has previously
made both deductible and nondeductible IRA contributions, then
the amount includible in income for the taxable year is the excess
of the amount withdrawn over the portion of the amount with-
drawn attributable to investment in the contract (i.e., nondeduct-
ible contributions). The amount attributable to nondeductible con-
tributions is the portion of the amount withdrawn that bears the
same ratio to the amount withdrawn as the total amount of non-
deductible contributions bears to the total current value of all IRAs
of the individual,

To discourage the use of amounts contributed to an IRA for
nonretirement purposes, withdrawals from an IRA prior to age 59-
Yo, death, or disability are generally subject to an additional 10-
percent income tax (sec. 72(t)). The 10-percent tax is intended to
recapture at least a portion of the tax benefit of the IRA. The 10-
percent tax does not apply to withdrawals that are part of a series
of substantially equal periodic payments made for the life (or life
expectancy) of the taxpayer or the joint lives {(or joint life
expectancies) of the taxpayer and the taxpayer’s designated bene-

87-899 - 95 - 2
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ficiary. A similar early withdrawal tax applies to withdrawals from

qualified retirement plans. There is an exception to the 10-percent

tax for distributions from qualified plans (but not IRAs) used to

pay extraordinary medical expenses of the employee or the employ-

ee’s spouse or dependents. Extraordinary medical expenses are
those that would be deduectible if the individual itemized deduc-

tions, i.e., expenses that exceed 7.5 percent of adjusted gross in-

come.

Elective deferrals

Under a qualified cash or deferred arrangement (sec. 40k(k)), an
individual can elect to have compensation paid in cash or contrib-
uted to a tax-qualified pension plan. Amounts contributed at the
election of the employee are referred to as elective deferrals, Like
other qualified plan contributions, elective deferrals are not includ-
ible in income until withdrawn from the plan. Qualified cash or de-
ferred arrangements are subject to the same rules applicable to
qualified plans generally, and are also subject to additional require-
ments. One of these additional requirements is that the maximum
amount of elective deferrals that can be made in a year by an indi-
vidual is limited to $9,240 in 1995. This dollar limit is indexed for
inflation in $500 increments. A similar limit applies to elective con-
tribv.;tions under similar arrangements (e.g., tax-sheltered annu-
ities). '

Description of Proposal

_ Deductible IRA contribulions

The proposal would increase the income limits at which the IRA
- deduction is phased out for active participants in employer-spon-
sored retirement plans. The maximum IRA deduction would be
phased out between $80,000 and $100,000 of AGI for married tax-
payers and between $50,000 and $70,000 of AGI for single tax-
payers. These limits would be indexed for inflation in $5,000 incre-
ments, beginning after 1996.

The $2,000 IRA deduction limit would be indexed for inflation in
$500 increments, beginning after 1996.

The IRA deduction limit would be coordinated with the limit on
elective deferrals so that the maximum allowable IRA deduction for
a year could not exceed the excess of the elective deferral limit over
the amount of elective deferrals made by the individual. S

The proposal would provide that the exception to the early with-
drawal tax for distributions after age 59-Y2 does not apply to
amounts that have been held in an IRA for less than 5 years.

Nondeductible tax-free IRAs

Individuals who are eligible to make deductible IRA contribu-
tions would also be eligible to make nondeductible contributions to
a “Special IRA”. Special IRAs generally would be treated the same
as IRAs, but also would be subject to special rules. The IRA deduc-
tion limit and the limit on contributions to Special IRAs would be
coordinated. Thus, the maximum contribution that could be made
in a year to a Special IRA would be the excess of the IRA deduction
limit applicable to the individual over the amount of deductible
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IRA contributions. Distributions from Special IRAs would not be in-
cludible in income to the extent attributable to contributions that
had been in the Special IRA for at least five years, Withdrawals
of earnings from Special IRAs before five years would be subject to
income tax, and would also be subject to the 10-percent tax on
earlg withdrawals (even if made after reaching age 59-%:), unless
used for one of the qualified purposes described below.

An individual whose AGI for a year falls below the upper end of
the eligibility thresholds for deductible IRAs could convert an exist-
ing IRA into a Special IRA without being subject to the 10-percent
tax on early withdrawals. The amount transferred from the deduct-
ible IRA to the Special IRA generally would be includible in the in-
dividual’s income in the year of the transfer. However, if a transfer
is made before 1997, the amount to be included in the individual's
income with respect to the transfer would be spread evenly over
four taxable years.

Exceptions to the early withdrawal tax

The proposal would provide exemptions from the 10-percent early
withdrawal tax for distributions from IRAs or Special IRAs used
for certain purposes. Penalty-free withdrawals could be made for
(1) qualified higher education expenses, (2) acquisition of a prin-
cipal residence for a first-time homebuyer, and (3) distributions to
individuals who have been receiving unemployment compensation
for at least 12 consecutive weeks. The proposal also would extend
to TRAs the exception for distributions from qualified plans for ex-
traordinary medical expenses and would expand the scope of the
exception.

Qualified higher education expenses generally would be tuition
and fees at an institution of higher education for an eligible stu-
dent who is the taxpayer, the taxpayer’s spouse, the taxpayer's de-
pendent, or any child or grandchild of the taxpayer (even if not a
dependent for tax purposes). “Institution of higher education” and
“eligible student” would be defined as under the proposed deduc-
tion for higher education expenses (see 1. B., above).

First-time homebuyers would be individuals who did not own an
interest in a principal residence during the three years prior to the
purchase of a home and who were not in an extended period for
rolling over the gain from the sale of a principal residence. Penalty-
free IRA withdrawals could be made for the acquisition, construc-
tion, or reconstruction costs of a principal residence for a first-time
homebuyer who is the taxpayer or the taxpayer's spouse, child, or
grandchild.

An unemployed individual would be permitted to make a pen-
alty-free IRA withdrawal if the individual has received unemploy-
ment compensation for at least 12 consecutive weeks during the
taxable year in which the withdrawal is made or the preceding tax-
able year.

The proposal would extend to IRAs the present-law exception to
the early withdrawal tax for distributions from tax-qualified plans
for medical care expenses exceeding 7.5 percent of adjusted gross
income. The proposal would extend the exception to apply to medi-
cal expenses of a child, grandchild, or ancester of the taxpayer or
the taxpayer’s spouse, regardless of whether such person would
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otherwise qualify as the taxpayer’s dependent. In iti :

purpose, the definition of medical carelivould incluc{il:ei glgﬁilﬁefgrl this
term care services for incapacitated individyalg, Qualified long-
term care services generally would be services that are reqy;j 3“b .
an incapacitated individual, if the primary Purpose of thg s: ed oy
is to provide needed assistance with any activity of daily Iivil'Vmes
protection from threats to health and safety due to severe co n_%. or
impairment. An incapacitated individual generally woulg beg;fx11 or.
son who is certified by a licensed professional within the precetfier.
12-month period as being unable to perform (without substant'n%
assistance) at least two activities of daily living, or as havip -
vere cognitive impairment. g se-

Effective Date

The proposal would generally be effective for taxable i
ning after December 31, 1995. years begin-




1I. DESCRIPTION OF H.R. 981 AND 8. 453 (“TAX
COMPLIANCE ACT OF 1995”)

A. Earned Income Tax Credit Provisions
(Secs. 101-102 of the bill)

Present Law

EITC, in general

Eligible low-income workers are able to claim a refundable
earned income tax credit (EITC). The amount of the credit an eligi-
ble taxpayer may claim depends upon whether the taxpayer has
one, more than one, or no qualifying children and is determined by
multiplying the credit rate by the taxpayer’s earned income up to
an earned income threshold. The maximum amount of the credit is
the product of the credit rate and the earned income threshold. For
taxpayers with earned income (or adjusted gross income, if greater)
in excess of the phaseout threshold, the credit amount is reduced
by the phaseout rate multiplied by the amount of earned income
(or adjusted gross income, if greater) in excess of the phaseout
threshold. The credit is not allowed if earned income (or adjusted
gross income, if greater) exceeds the phaseout limit.

The parameters for the EITC depend upon the number of quali-
gyhng children the taxpayer claims. For 1995 the parameters are as
ollows:

Two of more

iy : One gualifyin No qualifyin:

quail;llyelng_t:hll- cg“d_f_y . ::rltilldnarfly———E
Credit rate (percent) ..ooeeceeenrcremnecnrnsnens 36.00 34.00 7.65
Phaseout rate (percent) ......covececreecsnns . 2022 15.98 7.65
Earned income threshold ..o crieneennn. _ $8,640 $6,160 $4,100
Maximuem CrEit ..o ressernesrenssnres $3,110 $2,094 $314
Phaseout threshold .....o..eeevvissereesreeeceeenne $11,290 $11,290 $5,130
Phaseout Mt co.....ooeeeerseereemeessasesssenssencnens $26,673 $24.396 $9,230

The earned income threshold and the phaseout threshold are in-
dexed for inflation; because the phaseout limit depends on those
amounts, the phaseout rate, and the credit rate, the phaseout limit
will also increase if there is inflation. Earned income consists of
wages, salaries, other employee compensation, and net self-employ-
ment income.

The credit rates and phaseout rates for the EITC change over
time under present law. For 1996 and after, the credit rate will be
40.00 percent and the phaseout rate will be 21.06 percent for tax-
payers with two or more qualifying children. The credit rate and
the phaseout rate for taxpayers with one qualifying child or no

(13)
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qgalifying children will be the same as those listed in the table
above.

In order to claim the EITC, a taxpayer must either have a quali-
fying child or must meet other requirements. A gualifying child
must meet a relationship test, an age test, an identification test,
and a residence test. In order to claim the EITC without a qualify-
ing child, a taxpayer must not be a dependent and must be over
age 24 and under age 65.

To satisfy the identification test for a qualifying child, taxpayers
must include on their tax return the name and age of each qualify-
ing child. For returns filed with respect to tax year 1995, taxpayers
must provide a taxpayer identification number (TIN) for all qualify-
ing children who were born on or before October 31, 1995. For re-
turns filed with respect to tax year 1996, taxpayers must provide
TINs for all qualifying children born on or before November 30,
1996. For returns filed with respect to tax year 1997 and all subse-
quent years, taxpayers must provide TINs for all qualifying chil-
dren, regardless of their age. ‘

A taxpayer’s TIN is generally that taxpayer’s social security
number. Some taxpayers are exempted from social security self-em-
ployment taxes because of their religious beliefs. These taxpayers
do not have a social security number; instead, the Internal Reve-
nue Eervice administratively assigns them a taxpayer identification
number.

Nonresidents and the EITC

The EITC may be claimed by a taxpayer meeting the above re-
quirements if the taxpayer is a U.B. citizen or a resident alien.
Section 7701(b) defines a resident alien for income tax purposes.
Aliens who do not meet this definition are nonresident aliens. For
income tax purposes, an individual is generally considered a resi-
dent if the individual:

{1} has entered the United States as a lawful permanent
U.S. resident (the “green-card test”); or

(2} is present in the United States for 31 or more days dur-
ing the current calendar year and has been present in the
United States for 183 or more days during a three-year period
weighted toward the present vear (the “substantial-presence
test”). (An individual who is present in the United States for
fewer than 183 days and establishes that he has a closer con-
nection with a foreign country than with the United States is
generally not subject to tax as a resident alien on account of
the substantial-presence test.)

The implementing legislation for the General Agreements on
Tariffs and Trade (P.L. 103-465) made individuals who are non-
resident aliens for any portion of the taxable year ineligible to
claim the EITC for taxable years beginning after December 31,
1994, unless an election under Code section 6013(g) or (h) is in ef-
fect for the taxable year.

Under section 6013(g), a nonresideat alien who is married to an
individual who is either a citizen or resident alien of the United
States at year end may elect to be treated as a resident for the en-
tire year. The election applies to the year for which it is made and
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all subsequent years until terminated. However, the election will
be suspended if neither spouse is a U.S. citizen or resident at any
time during a taxable year. '

Under section 6013(h), an individual who (1) is a nonresident
alien at the beginning of the year and a resident alien at the end
of the year and (2) is married to an individual who is either a citi-
zen or resident of the United States at year end may elect to be
treated as a resident for the entire year. Thus, this election can be
made by a foreign married couple who arrive in the United States
during the taxable year and who are resident aliens at year end.

Mathematical errors

The IRS may summarily assess additional tax due as a result of
a mathematical error without sending the taxpayer a notice of defi-
ciency and an opportunity to petition the Tax Court. Where the
IRS uses the summary assessment procedure for mathematical or
‘clerical errors, the taxpayer must be given an explanation of the
asserted error and a period of 60 days to request that the IRS
.abate its assessment. The IRS may not proceed to collect the
amount of the assessment until the taxpayer has agreed to it or
has allowed the 60-day period for objecting to expire. If the tax-
payer files a request for abatement of the assessment specified in
the notice, the IRS must abate the assessment. Any reassessment
of the abated amount is subject to the ordinary deficiency proce-
dures. This procedure is the only one a taxpayer may use for con-
testing an assessment arising out of a mathematical or clerical
error.

Deseription of Proposals

1. Earned income tax credit denied to individuals not au-
thorized to be employed in the United States

Taxpayers would not be eligible for the EITC if they do not in-
clude their taxpayer identification number (and, if married, their
spouse’s taxpayer identification number) on their tax return. Solely
for these purposes and for purposes of the present-law identifica-
tion test for a qualifying child, a taxpayer identification number
would be defined as a social security number issued to an individ-
ual by the Social Security Administration other than a number is-
sued wunder section 205(cX2XB)iNII) (or that portion of
205(e)(2)(B)(i)III) relating to it) of the Social Security Act (regard-
ing the issuance of a number to an individual applying for or re-
ceiving Federally funded benefits). Thus, if an individual obtained
a social security number solely because that individual is an appli-
cant for or a recipient of Federally funded benefits, the individual
would be ineligible to claim the EITC.

If a taxpayer fails to provide a correct taxpayer identification
number, such omission would be treated as a mathematical or cler-
ical error and thus any notification that the taxpayer owes addi-
tional tax because of that omission would not be treated as a notice
of deficiency.
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2. Earned income tax credit denied to individuals with sub-~ =~

stantial unearned income

A taxpayer would not be eligible for the EITC if the aggregate
amount of interest and dividends includible in his income for the
taxable year exceeds $2,500. For taxable years beginning after
1996, the $2,500 limit would be indexed for inflation with rounding
to the nearest multiple of $50.

Effective Dates

The proposals would be effective for taxable years beginning
after December 31, 1995,




B. Foreign Tax Provisions
1. Tax responsibilities of expatriation (sec. 201 of the bill)

Present Law

U.S. citizens and residents generally are subject to U.S. income
taxation on their worldwide income. The U.S. tax may be reduced
or offset by a credit allowed for foreign income taxes paid with re-
spect to foreign source income. Nonresident aliens are taxed at a

at rate of 30 percent (or a lower treaty rate) on certain types of
passive income derived from U.S. sources, and at regular graduated
rates on net profits derived from a U.S. business (sec. 871).

A U.S. citizen who becomes a nonresident alien 5 with a principal
purpose to avoid Federal income tax may he subjected to an alter-
native taxing method for 10 years after expatriation (sec. 877).
Under this alternative method, the expatriate is generally taxed on
his or her U.S. source income (net of certain deductions), as well
as on certain business profits, at rates applicable te U.S. citizens.
Solely for this purpose, gains on the sale of progerty located in the
United States and stocks and securities issued by U.S. persons are
also treated as U.S. source income (sec. 877(c)). The alternative
method applies only if it results in a higher U.S. tax liability than
the amount otherwise determined for nonresident aliens. Whether
tax avoidance is a principal purpose for the expatriation is deter-
mined by all of the relevant facts and circumstances (sec. 877(e)).¢
A similar rule applies in the case of an alien individual who is
treated as a resident of the United States for three consecutive
years, ceases to be a resident, and subsequently again becomes a
resident within three years after the close of the initial residency
peried (sec. 7701(b)(10)).

Description of Proposal

Under the proposal, a U.S. citizen who relinquishes U.S. citizen-
ship generally would be treated as having sold ali of his or her
property at fair market value immediately prior to the expatria-
tion. Thus, gain or loss from the deemed sale would be subject to
U.S. income tax. Further, any period for the deferral of tax or rec-
ognition of income or gain for U.S. tax purposes (e.g., due to the
installment method) would terminate on the date of the deemed
sale and the deferred tax would be due and payable on that date.

- 5An individual whe is neither a U.S. citizen nor a resident alien (i.e., a resident of the United
States for income tax purposes) is described as a nonresident alien. An individual who is not
a U.S. citizen is treated as a resident alien if such person (1) is a lawful permanent resident
of the United States (i.e., holds a green card), or (2) satisfies the “substantial presence” test as
a result of spendin%the requisite amount of time within the United States during specified peri-
ods. (See sec. 7701(b).}

¢ According to informal discussions with the State Department, 697 citizens expatriated in
1963 and 858 in 1984, It is not yet known how many of these former citizens, if any, will be
subjected to tax under section 877,

an
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The tax also would apply to “long-term residents” who cease to be
subject to tax as residents of the United States. The proposal would
define a long-term resident as an individual who had been a lawful
permanent resident of the United States (i.e., a green-card holder),
other than an individual who was taxed as a resident by another
country under a treaty tie-breaker rule, in at least 10 of the prior
15 taxable years.”

Assets within the scope of the proposal generally would include
all property interests that would be included in the individual's
gross estate under the Federal estate tax if such individual were
to die on the day of the deemed sale, plus certain trust interests
that are not otherwise included in the gross estate. The first
$600,000 of net gain recognized on the deemed sale would be ex-
* empt from tax. U.S. real property interests, which remain subject
to U.S. taxing jurisdiction in the hands of nonresident aliens, gen-
erally would be excepted from the proposal.® The exception also
would apply to interests in qualified retirement plans and, subject
to a limit of $500,000, interests in certain foreign pension plans,
The Internal Revenue Service would be authorized to allow a tax-
payer to defer, for a period of no more than five years, payment of
the tax attributable to the deemed sale of a closely-held business
interest (as defined in sec. 6166(b)).

Solely for purposes of this provision, a special election would per-
mit long-term residents to determine the tax basis of certain assets
using their fair market value, rather than their historical cost. The
election, if made, would apply to all assets within the scope of the
proposal that were held on the date the individual first became a
1J.S. resident and the fair market value would be determined as of
such date. ' o ‘

A U.S. citizen would be treated as having relinquished his or her
citizenship on the date that the U.S. Department of State issues a -
certificate of loss of nationality, and would be subject to U.S. tax
as a citizen of the United States until that time. In the case of a
naturalized U.S. citizen whose citizenship is revoked, the individ-
ual would be treated as relinquishing his or her citizenship on the
date that a U.S. court cancelled the certificate of naturalization,
and would be subject to U.S. tax as a citizen of the United States
until that time. A long-term resident who ceases to be taxed as a
U.S. resident would be subject to the proposal at the time of such
cessation.

Effective Date

The proposal would be effective for U.S. citizens who relinquish
their U.8. citizenship on or after February 6, 1995, and for long-
term residents who cease to be subject to tax as U.S. residents on
or after February 6, 1995.

Present law would continue to apply to all others.

7 If a long-term resident swrrenders his or her green card, such person may still be treated
as a resident for U.S. income tax purposes if he or she has a “substantial presence” within the
United States. (See sec. 7701(bX3).) The proposal would not apply so long as such person contin-
ues to be treated as a tax resident under the substantial-presence test.

# The exception would apply to all U.S. real property interests, as defined in section 897(c)X1),
except the stock of a U.S. real property holding corporation that does not satisfy the require-
ments of section 897(c)(2} on the date of the deemed sale.
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2. Revised taxation of income from foreign trusts

a. Information reporting relating to foreign trusts (sec.
202 of the bill)

Present Law

Information reporting requirements

Any U.S. person who creates a foreign trust or transfers money
or property to a foreign trust is required to report that event to the
Internal Revenue Service (sec. 6048(a)). Current regulations re-
quire reporting of, among other things, the name, address and
identification number (if any) of the transferor, the trust, the fidu-
ciary and trust beneficiaries; the interest of each beneficiary; the
location of the trust records and the value of each item transferred
{Treas. reg. sec. 16.3-1(c)).

Similarly, any U.S. person who transfers property to a foreign
trust that has one or more U.S. beneficiaries is required to report
annually to the Internal Revenue Service (sec. 6048(c)).

Penalties for failure to report

Any person who fails to file a required report of the creation of
or transfer to a foreign trust may be subjected to a penalty of 5
percent of the amount transferred to the foreign trust (sec. 6677).
Similarly, any person who fails to file a required annual report
with respect to a foreign trust with U.S. beneficiaries may be sub-
jected to a penalty of 5 percent of the value of the corpus of the
trust at the close of the taxable year. The maximum amount of the
penalty imposed under either case may not exceed $1,000. A rea-
sonable cause exception is available. These civil penalties are de-
termined separately from any applicable criminal penalties.

Description of Proposal

The proposal would amend section 6048 to impose three types of
reporting requirements with respect to foreign trusts if there is a
U.S. grantor of the foreign trust or a distribution from the foreign
trust to a U.S. person. The proposal would require various respon-
sible parties, such as a U.S. grantor or a trustee of the foreign
trust, to file the designated information reports with the Treasury
Department upon the occurrence of certain events. A failure to
comply with the reporting requirement would result in substantial
monetary penalties under section 6677.

Information reporting requirements

First, the proposal would require the grantor, transferor, trustee
or fiduciary (i.e., the “responsible party”) to notify the Treasury De-
partment of certain transfers of property to a foreign trust. Report-
ing requirements also would apply to certain events that cause the
foreign trust to have a U.S. grantor and the death of a U.S. grant-
or. The required notice would identify the property transferred and
report information regarding the trustee and beneficiaries of the
foreign trust. The responsible party also would be required to in-
form all trustees of the foreign trust as to the information reporting
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and related requirements, discussed below, that are imposed on the
trust.

Second, if at any time during its taxable year a foreign trust has
a U.S. grantor or makes a distribution to a U.S. person, the trustee
would be required (1) to file a statement to report certain informa-
tion, and (2) to authorize a U.S. person to accept service of process
as the trust’s limited agent in connection with any request by the
Internal Revenue Service to examine records or to take testimony,
or with respect to any summonses for such records or testimony in
connection with the tax treatment of any items related to the trust.
This limited agency relationship would not constitute an agency re-
lationship for any other purpose under Federal or State law.
. Further, an annual return also would be required to provide a
full accounting of all the trust activities for the taxable year. Infor-
mation would be furnished to U.S. grantors and beneficiaries for
income reportable by such persons in a manner similar to the items
on schedule K-1 of Form 1041 (which is required to be filed on be-
half of a domestic trust).

Penalties for failure to report

Under the proposal, a failure to provide the required notice
would result in a minimum penalty of $10,000. An additional
$10,000 perialty would be imposed for continued failure for each 30-
day period (or fraction thereof) beginning 90 days after the IRS no-
tifies the responsible party of such failure. In certain cases involv-
ing the establishment of a foreign trust or a transfer of property
to a foreign trust, the amount of the penalty would be not less than
35 percent of the gross value of the property involved. There would
be no ceiling imposed on the amount of monetary penalty imposed.
The monetary penalties would be imposed on the U.S. grantor or
transferor in most cases. A foreign trustee would not be subject to
any such penalties.

Upon a failure to properly file the section 6048 statement or the
annual return, the Treasury Department would be authorized to
determine, in its sole discretion, the U.S. tax consequences of any
trust-related items or transactions with respect to a U.S. grantor
or beneficiary. An example of such a determination might be the
imputation of taxable income to a U.S. grantor based on the value
of the property held by a foreign trust. Additionally, the grantor
would be subject to a $10,000 penalty for each such failure. This
* penalty would be increased for continued noncompliance (in a man-
ner similar to the penalty imposed on failure to file a proper no-
tice). There would be no ceiling on the amount of monetary penalty
imposed.

An exception would apply if the failure to comply with the re-
porting requirement is due to reasonable cauze.

Effective Date

The notice requirement and applicable penalties generally would
apply to reportable events occurring on or after February 6, 1995.
The annual reporting requirements generally would apply to tax-
able years beginning after the date of enactment.
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b. Outbound foreign grantor trusts (sec. 203 of the bill)

Present Law

Under the “grantor trust” rules, certain trusts are treated for tax
purposes as if the grantor or another person is the owner of all or
a portion of the trust (secs. 671-679). The individual income tax of
the owner of a portion of a grantor trust is determined by including
those items of income, deduction, and credit of the trust that are
attributable to that portion of the trust assets (sec. 671). A trust
is treated as a grantor trust if any of several specified powers is
held by, or for the benefit of, the grantor; these powers generally
include holding a significant reversionary interest in the income or
corpus of the trust (sec. 673), certain powers to control beneficial
enjoyment of the trust (sec. 6§74), certain administrative powers
(sec. 675), the power to revoke the trust and revest assets in the
grantor (sec. 676), and the power to distribute or accumulate in-
come for the benefit of the grantor or the grantor’s spouse (sec.
677). A person other than the grantor generally is treated as the
owner of a portion of a trust if that person has the power to with-
draw that portion of the trust assets or the income generated
thereby, unless the grantor trust rules otherwise already apply to
that portion of the trust (sec. 678).

A U.S. person who transfers property to a foreign trust generally
is treated as the owner, under the grantor trust rules, of the por-
tion of the trust comprising that property for any taxable year in
which there is a U.S. beneficiary of any portion of the trust (sec.

- 679). This treatment generally does not apply, however, to trans-
fers by reason of death; to transfers in the form of a sale or ex-
change of property at fair market value, where gain is recognized
to the transferor; or to transfers made prior to the time the trans-
feror became a U.S. person. '

Description of Proposal
In general '

The proposal would make several modifications to the rules of
section 679 under which foreign trusts with U.S. beneficiaries are
treated as grantor trusts,

Property transferred at death and migrating trusts

The proposal would repeal the exception from grantor trust treat-
ment for property transferred to such a foreign trust at the death
of the grantor. In the event of the death of a U.S. person who was
treated as owner of the foreign trust, or the transfer of property to
the foreign trust by reason of the death of a U.S. person, the bene-
ficiaries of the trust would be treated as having transferred to the
trust the assets represented by their respective interests in the
trust. Similarly, if a U.S. trust becomes a foreign trust, the bene-
ficiaries of the trust would be treated as having transferred to the
trust the assets represented by their respective interests in the
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trust.® Consequently, any such deemed grantors who are U.S. per-
sons would be treated under the rules of section 679 as owners of
their respective portions of the trust.

In such a case, the respective portions of the beneficiaries in tbe
trust would be determined on the basis of all facts and cir-
cumstances relevant to their interests in the trust. These would in-
clude the terms of the trust instrument itself, any letter of wishes
or similar document, historical patterns of trust distributions, the
role of any trust protector or similar advisor, and anything else of
relevance. In the event that any beneficiaries’ interests in the trust
cannot be determined on the basis of the facts and circumstances,
* the beneficiary with the closest degree of family relationship to the
settlor would be presumed to hold the remaining interests in the
trust. Each beneficiary would be required to disclose on his or her
tax return the methodology used to determine that beneficiary’s in-
terest in the trust, and whether that beneficiary knows (or has rea-
son to know) that any other beneficiary of the trust uses a different
method.

Sale or exchange at market value

The proposal would limit the present exception from grantor
trust treatment for property transferred to the trust in the form of
a sale or exchange at fair market value, where gain is recognized
to the transferor. In determining whether or not the trust paid fair
market value to the transferor, obligations issued (or guaranteed)
by the trust, by any grantor or beneficiary of the trust, or by any
person related to a grantor or beneficiary generally would not be
taken into account. The exception would apply only to actual sales
or exchanges, but not to deemed sales pursuant to an election
under section 1057.

It is understood that the extension of credit by unrelated persons
in the course of legitimate commercial transactions generally would
not be disregarded under this rule.

Transferors who become U.S. persons

- The proposal would apply the rules of section 679 to certain for-
eign persons who transfer property to a foreign trust and subse-
quently become U.S. persons. A nonresident alien individual who
transfers property, directly or indirectly, to a foreign trust and then
becomes a resident of the United States within five years after the
transfer generally would be treated as making a transfer to the for-
eign trust at the time the individual becomes a U.S. resident. The
amount of the deemed transfer would be the portion of the trust
(including undistributed earnings and appreciation) attributable to
the property previously transferred. Consequently, the individual
generally would be treated under the rules of section 679 as the
owner of that portion of the trust in any taxable year in which the
trust has U.S. beneficiaries.

#In a case where the domestic trust is established as part of a plan to transfer assets to a
foreign trust, it is understood that the Commissioner would be permitted to treat a U.S. settlor
of the domestic trust as the grantor of the foreign trust.
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Effective Date

The proposal generally would apply to trusts created on or after
February 6, 1995, and to the portion of any other trust that is at-
tributable to property transferred to the trust on or after that date.

L€ It;)bﬁund foreign grantor trusts (secs. 204-206 of the
ill)

Present Law

Under the grantor trust rules, a grantor is treated as the owner
of the trust’s assets generally without regard to whether the grant-
or is a domestic or foreign person. Under these rules, U.S. trust
beneficiaries can avoid U.S. tax on trust distributions, where a for-
‘eign grantor is treated as owner of the trust even though no tax
may be imposed on the trust income by any jurisdiction (see Rev.
Rul. 69-70, 1969-1 C.B. 182).

A special rule applies in the case of a grantor trust with a U.8.
beneficiary, where the grantor trust rules otherwise would treat a
foreign person as owner of a portion of the trust, and the U.S. ben-
eficiary had made any gifts, directly or indirectly, to the foreign
person. In such a case, the U.S. beneficiary generally is treated as
the grantor and owner of that portion to the extent of the gifts to
the foreign person (sec. 672(f)).

Present law also provides a special rule under which
intermediaries or nominees interposed between certain foreign
trusts and their beneficiaries can be disregarded. This special rule
" treats any amount paid from a foreign person to a U.S. person,
where the amount was derived (directly or indirectly) from a for-
eign trust that was created by a U.S. person, as if paid to the recip-
ient directly by the foreign trust {sec. 665(c)).

Description of Proposal
Foreign grantors not treated as owners

Under the proposal, the grantor trust rules generally would
apply only to the extent that they resulted, directly or indirectly,
in income inclusions to a citizen or resident of the United States,
or to a domestic corporation.i® Thus, the grantor trust rules gen-
erally would not apply to any portion of a trust where their effect
would be to treat a foreign person as owner of that portion. The
proposal provides an exception to this general rule for any invest-
ment trust that is treated as a trust for tax purposes. The grantor
trust rules could treat a foreign grantor of a portion of such a trust
as the owner of that portion of the trust assets, as under present
law, but only if the grantor is also the sole beneficiary of that por-
tion of the trust. _

It is understood that a trust that is treated as a grantor trust
under present law but would not be treated as a grantor trust
under the proposal would be treated as if the trust assets were con-
tributed to the trust by the foreign grantor, with no recognition of

10 This would include treatment of a controlled foreign corporation as a grantor to the extent
the trust income generates income inclusions to U.8. shareholders under subpart F.
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gain or loss, on the date the trust ceases to be treated as a grantor
trust.

In a case where the foreign grantor, who would be treated as
owner of the trust but for the limitation of the grantor trust rules
to domestic grantors, actually pays tax on the income of the trust
under grantor trust rules in the foreign person’s home country, the
proposal generally would allow the U.S. beneficiaries who are sub-
ject to U.S. income tax on that income to be treated, for foreign tax
credit purposes, as having paid the foreign taxes that were paid by
the foreign grantor or trust. Any resulting foreign tax credits would
be subject to applicable foreign tax credit limitations.

The proposal would provide a transition rule for any domestic
trust that has a foreign grantor who is treated as the owner under
present law. Such a trust, if it were to become a foreign trust be-
fore January 1, 1996, or if its assets were transferred to a foreign
trust before that date, would be exempted from the excise tax on
transfers to a foreign trust otherwise imposed by section 1491.

Indirect paymenis from foreign trusts

The proposal would treat any amount paid by a foreign person
"to a U.S. person, where the amount was derived (directly or indi-
rectly) from a foreign trust of which the foreign person was not the
settlor, as if paid by the foreign trust directly to the U.S. person.
This rule would disregard the role of an intermediary or nominee
that may be interposed between a foreign trust and a U.S. bene-
ficiary. Unlike present law, however, the rule would apply whether
or not the trust was created by a U.S. person. The rule would not
apgly to a withdrawal from a foreign trust by its grantor, with a
subsequent gift or other payment to a U.S. person.

Gratuitous transfers from corporations and partnerships

The proposal would provide authority to the Treasury Depart-
ment to recharacterize the tax treatment of purported gifts made
by a foreign corporation or a domestic or foreign partnership to a
person who is not a shareholder of the corporation or a partner of
the partnership, in order to prevent the avoidance of tax. Any tax-
payer that treats the receipt of such an amount as a gift for tax
purposes would be required to attach a statement to his income tax
return for the year of receipt, identifying the property received and
deseribing fully the circumstances surrounding the gift. Gifts made
for bona fide business or charitable purpoeses would not be subject
to this rule, In addition, amounts received by any person that do
not exceed $2,500 in a taxable year would be exempt from the rule.

Reporting of large foreign gifis

The proposal generally would require any U.S. person (other
than certain tax-exempt organizations) that receives purported
gifts or bequests from foreign sources totaling more than $100,000
during the taxable year to report them to the Internal Revenue
Service. The definition of a gift to a U.S. person for this purpose
would exclude qualified tuition or medical payments made on be-
half of the U.S. person, as defined for gift tax purposes (sec.
2503(e)). If the U.S. person fails, without reasonable cause, to re-
port foreign gifts as required, the Treasury Department may im-
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pose penalties on the U.S. person and the Treasury Department
would be authorized to determine, in its sole discretion, the tax
treatment of the unreported gifts, based on information in the
Treasury Department’s possession or as it may obtain.

Effective Date

The proposal to limit the application of the grantor trust rules
in the case of foreign grantors, and the proposed amendment to the
rule concerning indirect payments from foreign trusts, would apply
beginning on the date of enactment of the proposals. )

. e proposed treatment of gratuitous transfers from certain cor-

porations and partnerships, and the proposed reporting rule with
respect to the receipt of large foreign gifts, would apply to amounts
received after the date of enactment of the proposals.

d. Foreign trusts that are not grantor trusts (sec. 207
of the bill)

Pr_esent Law

In cases where the grantor trust rules do not apply to a foreign
trust, its U.S. beneficiaries generally are taxable on their respec-
tive shares of the income of the trust that is required to be distrib-
uted, as well as ang other income of the trust that is paid, credited,
or distributed to them (secs. 652, 662). Distributions from a trust
in excess of the trust’s distributable net income for the taxable year
generally are treated as “accumulation distributions” (sec. 665(b)).
Accumulation distributions from a foreign trust are taxed under
the so-called “throw back” or “accumulation distribution” rules.
Under these rules, a distribution by a foreign trust of previously
accumulated income generally is taxed at the beneficiary’s average
top marginal rate for the prior 5 years, plus interest (secs. 6686,
667)). Interest is computed at a fixed annual rate of 6 percent, with
no compounding (sec, 668), '

If adequate records of the trust are not available to determine
the proper application of the rules relating to accumulation dis-
tributions to any distribution from a trust, the distribution is treat-
ed as an accumulation distribution out of income earned during the
first year of the trust (sec. 866(d)).

The tax consequences of the use of trust assets by beneficiaries
are somewhat uncertain under present law. Compare H.B. Plant v.
Commissioner, 30. B.T.A. 133 (1934), affd, 76 F.2d 8 (2d Cir.
1935)(holding that a beneficiary’s mere right to occupy trust prop-
erty did not mean that the trust’s payment of maintenance ex-
penses should be treated as distributions to the beneficiary) with
Alfred I duPont Testamentary Trust v. Commissioner, 66 T.C. 761
(1976), affd, 574 F.2d 1332 (5th Cir. 1978)calling into question the
rationale of Plant, while reaching a similar conclusion).

Description of Proposal

Interest charge on accumulation distributions

The proposal would change the interest zirplicable to accumula-
tion distributions from foreign trusts generally from simple interest
at a fixed rate of 6 percent to compound interest determined in a
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manner similar to the interest imposed on underpayments of tax
under section 6621(aX2). Simple interest on tax amounts deter-
mined under the accumulation distribution rules would continue to
acerue at the rate of 6 percent until 1996. For periods beginning
in 1996, however, compound interest based on the underpayment
rate would be imposed not only on tax amounts determined under
the accumulation distribution rules but also on the total simple in-
. terest for pre-1996 periods, if any. ' o

The proposal would include two anti-abuse rules. First, the
Treasury Department would be authorized to issue regulations that
may be necessary or appropriate to carry out the purposes of the
rules applicable to accumulation distributions, including regula-
tions to prevent the avoidance of those purposes.

Second, any foreign trust that fails to comply with the proposal’s
information reporting requirements would be treated as not provid-
- ing adequate records for purposes of the application of the rules re-

lating to accumulation distributions. :

In addition, the proposal would clarify the tax treatment applica-
ble to an accumulation distribution that is received by a citizen or
" resident of the United States who was a nonresident alien during
one or more of the years during which income was accumulated in
the trust. Under the proposal, the full amount of the accumulation
distribution would be treated as an accumulation distribution, but
no interest would be imposed with respect to earnings attributable
to trust years prior to the beginning of the beneficiary’s U.8. citi-
zenship or residence.

Use of trust property by grantors and beneficiaries

The proposal also would provide that the use of any property of
a foreign trust by a grantor or a beneficiary, whether directly or
indirectly, generally would be treated as a specific distribution, out
of the trust’s accumulated income, to that grantor or beneficiary of
the fair market value of the use of the property. The amount of the
deemed distribution would be reduced by amounts paid, if any, by
the grantor or beneficiary for the use of the property. In the case
of cash or cash equivalents loaned by the foreign trust to a grantor

“or beneficiary (or a person related to a grantor or beneficiary), the
full amount of the loan would be treated as distributed to the
grantor or beneficiary, even if the loan bears interest at an ade-
quate rate and is subsequently repaid.

Use of any property of a foreign trust by any person related to
a grantor or beneficiary would be treated as use by the grantor or
beneficiary. If the person who uses the property is related to more
than one grantor or beneficiary, the use would be attributed to the
grantor or beneficiary most closely related to the person who uses
the property.

The proposal would disregard the use of trust property by a
grantor or beneficiary (and persons related to that grantor or bene-
ficiary) for a taxable year if the total amount treated as distributed
to that grantor or beneficiary on account of the use of trust prop-
erty is less than $2,500.
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Eﬁective Date

The proposals would apply to taxable years beginning after the
date of enactment of the proposals.

e. Residence of trusts (sec. 208 of the bill)

Present Law

An estate or trust is treated as foreign if it is not subject to U.S.
income taxation on its income that is neither derived from U.S.
sources nor effectively connected with the conduct of a trade or
business within the United States (sec. 7701(a)}31)). Thus, if a
trust is taxed in a manner similar to a nonresident alien individ-
ual, it is considered to be a foreign trust. Any other estate or trust
is treated as domestic (sec. 7701(a)30)).

The Code does not specify what characteristics must exist before
a trust is treated as being comparable to a nonresident alien indi-
vidual. However, IRS rulings and court cases indicate that this sta-
tus depends on various factors, such as the residence of the trustee,
the location of the trust assets, the country under whose laws the
trust is created, the nationality of the grantor, and the nationality
of the beneficiaries.!! If an examination of these factors indicates
that a trust has sufficient foreign contacts, it is deemed comparable
to a nonresident alien individual and thus is a foreign trust.

Description of Proposal

The proposal would establish a two-part objective test for deter-
mining for tax purposes whether a trust is foreign or domestic. If
both parts of the test are satisfied, the trust would be treated as
domestic. Only the first part of the test would apply to estates.

Under the first part of the proposed test, in order for an estate
or trust to be treated as domestic, a U.S. court (i.e., Federal, State,
or local) must be able to exercise primary supervision over the ad-
ministration of the estate or trust. It is expected that this test
would be satisfied by any trust instrument that specifies that it is
to be governed by the laws of any State. In addition, an estate or
trust may be able to subject itself voluntarily to the jurisdiction of
a US. court through registration of the estate or trust under a
State law similar to Article VII of the American Law Institute’s
Uniform Probate Code.

Under the second part of the proposal’s test, in order for a trust
to be treated as domestic, one or more U.S. fiduciaries must have
the authority to control all substantial decisions of the trust. It is
expected that this test would be satisfied in any case where fidu-
ciaries who are U.S. persons hold a majority of the fiduciary power
(whether by vote or otherwise), and where no foreign fiduciary,
such as a “trust protector” or other trust advisor, has the power to
veto important decisions of the U.S. fiduciaries. It is further ex-
gected that, in applying this test, a reasonable period of time would

e allowed for a trust to replace a U.S. fiduciary who resigns or
dies before the trust would become treated as foreign.

1 For example, see Rev. Rul. §0-181, 1960-1 C.B. 257, and B.W. Jones Trust v. Commissioner,
46 B.T'A, 531 (1942), affd, 132 F.2d 914 (4th Cir. 1943).
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Under the proposal, a foreign estate would be defined as an es-
tate other than an estate that is determined to be domestic under
the court-supervision test. A foreign trust would be defined as a
trust other than a trust that is determined to be domestic under
both the court-supervision test and the U.S. fiduciary test.

Effective Date

The proposal would apply to taxable years beginning after De-
cember 31, 1996. In addition, if the trustee of a trust so elects, the
proposal would apply to taxable years beginning after the date of
enactment of the proposal.




C. Increase in Number of Empowerment Zones

Present Law

Pursuant to the Omnibus Budﬁet Reconciliation Act of 1993
(OBRA 1993), the Secretaries of the Department of Housing and
Urban Development (HUD) and the Department of Agriculture des-
ignated a total of nine empowerment zones and 95 enterprise com-
munities on December 21, 1994. As required by law, six
empowerment zones are located in urban areas and three
empowerment zones are located in rural areas.l?2 Of the enterprise
communities, 65 are located in urban areas and 30 are located in
rural areas (sec. 1391). Designated empowerment zones and enter-
prise communities were required to satisfy certain eligibility cri-
teria, including specified poverty rates and population and geo-
graphic size limitations (sec. 1892), The designated areas were se-
lected from among over 500 areas nominated by State and local
governments, which submitted proposed strategic plans to promote
economic development in these areas.

The following tax incentives are available for certain businesses
located in empowerment zones: (1) a 20-percent wage credit for the
first $15,000 of wages paid to a zone resident who works in the
zone; (2) an additional $P20,000 of section 179 expensing for certain
zone business property (accordingly, certain businesses operating in
empowerment zones are allowedg up to $37,500 of expensing); and
(8) expanded tax-exempt financing for certain zone facilities. In
contrast, the 95 enterprise communities are eligible for the ex-
panded tax-exempt financing benefits, but not the other tax incen-
tives available in the nine empowerment zones. In addition to these
tax incentives, OBRA 1993 provided that Federal grants would be
made to designated empowerment zones and enterprise commu-
nities, .

The tax incentives for empowerment zones and enterprise com-
munities generally will be available during the period that the des-
ignation remains in effect, i.e., a 10-year period.

_Descripﬁ_o_n of Proposal

The Secretary of HUD would be authorized to designate two ad-
ditional empowerment zones located in urban areas (thereby in-
creasing to eight the total number of empowerment zones located
in urban areas). The two additional empowerment zones would be
subject to the same eligibility criteria under present-law section

12 The six designated urban empowerinent zones are located in New York City, Chicago, At-
lanta, Detroit, Baltimore, and Philadelphia-Camden (N.J.).

The three designated rural em nt zones are located in Kentucky Highlands (Clinton,
dJackeon, Wayne counties, Ky.), Mid-Delta Mississippi (Bolivar, Holmes, Hu‘n‘l'phreys, Leflore
'iogtmh)es, Migs.), and Rio Grande Valley Texas (Cameron, Hidalgo, Starr, Willacy counties,

'exas).

(29)
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1392 that applied to the original six urban empowerment zones. In
order to permit designation of two additional empowerment zones,
the proposal would increase the present-law 750,000 aggregate pop-
ulation cap applicable to all empowerment zones located in urban
areas to a cap of 1 million aggregate population for the eight urban
el?powgnnent zones. No additional Federal grants would be au-
thorized.

Effective Date
The proposal would be effective on the date of enactment.




II. DESCRIPTION OF OTHER TAX PROPOSALS IN THE
PRESIDENT'S FISCAL YEAR 1996 BUDGET

A. Extension of Hazardous Substance Superfund Taxes

Présent Law

Four different taxes are imposed under present law to fund the
Hazardous Substance Superfund (“Superfund”) program. These
are—

(1) An excise tax, imposed at a rate of 9.7 cents per bar-
rel, on domestic or imported crude oil or refined petroleum
products;

(2) An excise tax on listed hazardous chemicals, imposed
at rates that vary from $0.22 to $4.87 per ton;

(3) An excise tax on imported substances that use as ma-
terials in their manufacture or production one or more of
the hazardous chemicals described in (2) above; and

(4) A corporate environmental income tax equal to 0.12
percent of the amount of modified alternative minimum
taxable income of a corporation that exceeds $2 million.

The Treasury Department is required to add to the list of im-
ported taxable substances any substance if it determines that tax-
able chemicals constitute more than 50 percent of the weight or
value of the materials used to produce such substance (determined
on the basis of the predominant method of production). Treasury
may remove from the list only those substances which meet neither

- test. . ’

Amounts in the Superfund generally are available for expendi-
tures incurred in connection with releases or threats of releases of
hazardous substances into the environment as described in speci-
fied provisions of the Comprehensive Environmental Response,
Compensation, and Liability Rct of 1980 (“CERCLA™.

The Superfund has limited general fund borrowing authority; all
borrowings must be repaid no later than December 31, 1995.
Spending from the Superfund is discretionary spending and is sub-
ject to the discretionary spending caps established in the Budget
Enforcement Act of 1990. .

In general, the Superfund taxes are scheduled to expire after De-
cember 31, 1995. However, present-law includes provisions for ear-
lier termination of the taxes if the balance in the Superfund ex-
ceeds specified amounts on prescribed dates, or if more than $11.97
li)iélggn of revenues is credited to the Superfund before January 1,

(31)
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Description of Proposal

The President’s fiscal year 1996 budget proposal also would ex-
tend the present-law Superfund excise taxes on petroleum, chemi-
cals, and imported substances through December 31, 2000, and the
" present-law corporate environmental income tax through taxable
years beginning before January 1, 2001. Conforming amendments
would be made to the rules (1) providing for earlier termination of
the taxes if the Superfund unobligated balance exceeds certain lev-
els or aggregate receipts exceed a prescribed maximum and (2) al-
lowing limited general fund borrowing authority for the Superfund.

Effective Date _
The proposal would be effective upon enactment.




