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NOTES

The Administration’s proposals are not intended to create any inferences regarding current law.
Within the General Explanations of the Administration’s Fiscal Year 2017 Revenue Proposals,
unless otherwise stated:

“Code” refers to the Internal Revenue Code

“Section” refers to the respective section of the Internal Revenue Code
“Secretary” refers to the Secretary of the Treasury

“Budget” refers to the Fiscal Year 2017 Budget of the U.S. Government
“IRS” refers to the Internal Revenue Service

e “TIN” refers to Taxpayer Identification Number

o “AGI” refers to Adjusted Gross Income

e “IRA” refers to Individual Retirement Account or Annuity

vii



viii



REVENUE PROPOSALS

In the FY 2017 Budget, the President proposes a number of reforms to the Code that would make
our tax system more efficient, simpler, and more equitable.

With respect to the taxation of business income, the number of special deductions, credits, and
other tax preferences provided to businesses in the Code has expanded significantly since the last
comprehensive tax reform effort nearly three decades ago. Such tax preferences help well-
connected special interests but do little for economic growth. To be successful in an increasingly
competitive global economy, the Nation cannot afford to maintain a tax code burdened with such
tax breaks; instead, the Code needs to ensure that the United States is the most attractive place
for entrepreneurship and business growth. Therefore, the Budget includes a detailed set of
business tax reform proposals that form the basis of a broad reform that would achieve the
following five goals: (1) cut the corporate tax rate and pay for it by making structural reforms
and eliminating loopholes and subsidies; (2) strengthen American manufacturing and innovation;
(3) strengthen the international tax system; (4) simplify and cut taxes for small businesses; and
(5) avoid adding to deficits in the short-term or the long-term. In addition to the elements of tax
reform, the Budget includes other business tax proposals that close loopholes, improve
compliance, and simplify the tax system.

The Administration’s receipt proposals begin the process of reforming the Code to help address
the challenges faced by working families. These proposals: (1) help make work pay by
expanding the Earned Income Tax Credit for workers without qualifying children and creating a
new second earner credit; (2) reform and simplify tax incentives that help families save for
retirement and pay for college and child care; and (3) reform capital gains taxation to eliminate a
loophole that lets substantial capital gains income escape tax forever. They also reduce the
deficit and make the tax system fairer by eliminating a number of tax loopholes and reducing tax
benefits for higher-income taxpayers.



ELEMENTS OF BUSINESS TAX REFORM

Reform the U.S. International Tax System

RESTRICT DEDUCTIONS FOR EXCESSIVE INTEREST OF MEMBERS OF
FINANCIAL REPORTING GROUPS

Current Law

Business interest payments generally are deductible from taxable income while dividend
payments are not deductible. An exception to this general rule is section 163(j), which denies
U.S. tax deductions for excess interest paid by a corporation to a related party when (1) the
corporation’s debt-equity ratio exceeds 1.5, and (2) net interest expense, meaning interest
expense less interest income, exceeds 50 percent of the corporation’s adjusted taxable income
(computed by adding back to taxable income net interest expense, depreciation, amortization,
depletion, and any net operating loss deduction, and any deduction for domestic production
activities under section 199). Disallowed interest expense may be carried forward
indefinitely for deduction in a subsequent year. In addition, the corporation’s excess
limitation for a tax year (i.e., the amount by which 50 percent of adjusted taxable income
exceeds net interest expense) may be carried forward to the three subsequent tax years.

Reasons for Change

The fungibility of money makes it easy for multinational groups to substitute debt for equity in a
controlled entity in order to shift profits to lower-tax jurisdictions. Although section 163(j)
places a cap on the amount of interest expense a corporation can deduct relative to its U.S.
earnings, section 163(j) does not consider the leverage of a multinational group’s U.S. operations
relative to the leverage of the group’s worldwide operations. Therefore, under current law,
multinational groups are able to inappropriately reduce their U.S. tax on income earned from
U.S. operations by over-leveraging their U.S. operations relative to those located in lower-tax
jurisdictions. The Administration has included a separate proposal to address this concern for
U.S.-parented groups as part of the Budget: Impose a 19-Percent Minimum Tax on Foreign
Income. Nonetheless, opportunities remain for foreign-parented multinationals to disproportionately
leverage the operations of a U.S. subgroup.

Proposal

The proposal generally would apply to an entity that is a member of a group that prepares
consolidated financial statements (“financial reporting group”) in accordance with U.S.
Generally Accepted Accounting Principles (GAAP), International Financial Reporting Standards
(IFRS), or other method authorized by the Secretary under regulations. Under the proposal, a
member’s deduction for interest expense generally would be limited if the member has net
interest expense for tax purposes and the member’s net interest expense for financial reporting
purposes (computed on a separate company basis) exceeds the member’s proportionate share of
the net interest expense reported on the financial reporting group’s consolidated financial
statements (excess financial statement net interest expense). A member’s proportionate share of
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the financial reporting group’s net interest expense would be determined based on the member’s
proportionate share of the group’s earnings (computed by adding back net interest expense,
taxes, depreciation, and amortization) reflected in the group’s financial statements. When a
member has excess financial statement net interest expense, the member will have excess net
interest expense for tax purposes for which a deduction is disallowed in the same proportion that
the member's net interest expense for financial reporting purposes is excess financial statement
net interest expense. Alternatively, if a member’s net interest expense for financial reporting
purposes is less than the member’s proportionate share of the net interest expense reported on the
group’s consolidated financial statements, such excess limitation would be converted into a
proportionate amount of excess limitation for tax purposes and carried forward as set forth
below.

If a member fails to substantiate the member’s proportionate share of the group’s net interest
expense, or a member so elects, the member’s interest deduction would be limited to the
Mmember’s interest income plus 10 percent of the member’s adjusted taxable income (as defined
under section 163(j)). Regardless of whether a taxpayer computes the interest limitation under
the proportionate share approach or using the ten-percent alternative, disallowed interest would
be carried forward indefinitely and any excess limitation for a tax year would be carried forward
to the three subsequent tax years. A member of a financial reporting group that is subject to the
proposal would be exempt from the application of section 163(j).

U.S. subgroups would be treated as a single member of a financial reporting group for purposes
of applying the proposal. For this purpose, a U.S. subgroup is defined as any U.S. entity that is
not owned directly or indirectly by another U.S. entity, and all members (domestic or foreign)
that are owned directly or indirectly by such entity. If a U.S. member of a U.S. subgroup owns
stock of one or more foreign corporations, this proposal would apply before the Administration’s
minimum tax proposal. Under the minimum tax proposal, a deduction for interest expense that is
allocated and apportioned to foreign earnings on which the minimum tax is paid would be
deductible at the applicable minimum tax rate, and no deduction would be permitted for interest
expense allocated and apportioned to foreign earnings for which no U.S. tax is paid.
Accordingly, based on the ordering rule set forth above, the U.S. subgroup’s interest expense that
remains deductible after the application of this proposal would then be subject to the limitations
on deductibility set forth in the Administration’s minimum tax proposal.

The proposal would not apply to financial services entities, and such entities would be excluded
from the financial reporting group for purposes of applying the proposal to other members of the
financial reporting group. The proposal also would not apply to financial reporting groups that
would otherwise report less than $5 million of net interest expense, in the aggregate, on one or
more U.S. income tax returns for a taxable year. Entities that are exempt from this proposal
would remain subject to section 163(j).

The Secretary would be granted authority to issue any regulations necessary to carry out the
purposes of the proposal, including coordinating the application of the proposal with other
interest deductibility rules, defining financial services entities, permitting financial reporting
groups to apply the proportionate share approach using the group’s net interest expense for tax
purposes rather than net interest expense reported in the group’s financial statements, providing



for the treatment of pass-through entities, and providing adjustments to the application of the
proposal to address differences in functional currency of members. In addition, if a financial
reporting group does not prepare financial statements under U.S. GAAP or IFRS, it is expected
that regulations generally would allow the use of financial statements prepared under other
countries’ generally accepted accounting principles in appropriate circumstances.

The proposal would be effective for taxable years beginning after December 31, 2016.



PROVIDE TAX INCENTIVES FOR LOCATING JOBS AND BUSINESS ACTIVITY IN
THE UNITED STATES AND REMOVE TAX DEDUCTIONS FOR SHIPPING JOBS
OVERSEAS

Current Law
Under current law, there are limited tax incentives for U.S. employers to bring offshore jobs and
investments into the United States. In addition, costs incurred to outsource U.S. jobs generally

are deductible for U.S. income tax purposes.

Reasons for Change

On January 11, 2012, the White House released a report that details the emerging trend of
“insourcing” and how companies are increasingly choosing to invest in the United States.
Updating the figures in that report shows that real private fixed nonresidential investment has
grown by about 6 percent annually (between the beginning of 2010 and the third quarter of
2015). Since the beginning of 2010, manufacturing employment has risen by about 858,000
(between 2010 and the end of 2015), while manufacturing production has increased by
approximately 3 percent on an annualized basis. In addition, continued productivity growth has
made the United States more competitive in attracting businesses to invest and create jobs by
reducing the relative cost of doing business compared to other countries.

Further progress is possible. The Administration would like to make the United States more
competitive in attracting businesses by creating a tax incentive to bring offshore jobs and
investments back into the United States. In addition, the Administration would like to reduce the
tax benefits that exist under current law for expenses incurred to move U.S. jobs offshore.

Proposal

The proposal would create a new general business credit against income tax equal to 20 percent
of the eligible expenses paid or incurred in connection with insourcing a U.S. trade or business.
For this purpose, insourcing a U.S. trade or business means reducing or eliminating a trade or
business (or line of business) currently conducted outside the U.S. and starting up, expanding, or
otherwise moving the same trade or business within the United States, to the extent that this
action results in an increase in U.S. jobs. While the creditable costs may be incurred by the
foreign subsidiary of the U.S.-based multinational company, the tax credit would be claimed by
the U.S. parent company. A similar benefit would be extended to non-mirror code possessions
(Puerto Rico and American Samoa) through compensating payments from the U.S. Treasury.

In addition, to reduce tax benefits associated with U.S. companies’ moving jobs offshore, the
proposal would disallow deductions for expenses paid or incurred in connection with outsourcing
a U.S. trade or business. For this purpose, outsourcing a U.S. trade or business means reducing
or eliminating a trade or business or line of business currently conducted inside the United States
and starting up, expanding, or otherwise moving the same trade or business outside the United
States, to the extent that this action results in a loss of U.S. jobs. In determining the subpart F
income of a controlled foreign corporation, no reduction would be allowed for any expenses



associated with moving a U.S. trade or business outside the United States.

For purposes of the proposal, expenses paid or incurred in connection with insourcing or
outsourcing a U.S. trade or business are limited solely to expenses associated with the relocation
of the trade or business and do not include capital expenditures or costs for severance pay and
other assistance to displaced workers. The Secretary may prescribe rules to implement the
provision, including rules to determine covered expenses.

The proposal would be effective for expenses paid or incurred after the date of enactment.



REPEAL DELAY IN THE IMPLEMENTATION OF WORLDWIDE INTEREST
ALLOCATION

Current Law

To compute the foreign tax credit limitation, a taxpayer must determine its taxable income from
foreign sources by allocating and apportioning deductions between items of U.S.-source gross
income, on the one hand, and items of foreign-source gross income, on the other hand.

The rules for allocating and apportioning interest expense between U.S. and foreign-source gross
income are based on the theory that money is fungible and, therefore, that interest expense is
properly attributable to all investments of a taxpayer. These rules generally require allocating
and apportioning interest expense on the basis of assets, by treating all members of an affiliated
group of U.S. corporations as a single corporation. Because the definition of affiliated group
only includes the U.S. members of a worldwide group of companies, the U.S. members are
required to allocate their interest expense to their U.S. and foreign investments without taking
into account any third party interest expense incurred by foreign members of the worldwide
group. This inconsistent treatment of the domestic and foreign members of a worldwide group
results in more U.S. interest expense being allocated to foreign-source gross income than would
be warranted by the fungibility principle to the extent that the foreign members of the worldwide
group have third party interest expense.

The American Jobs Creation Act of 2004 (AJCA) modified the interest expense allocation rules
described above by providing a one-time election (the worldwide affiliated group election) under
which the taxable income of the domestic members of an affiliated group from sources outside
the United States generally would be determined by allocating and apportioning interest expense
of the domestic members of a “worldwide affiliated group” on a worldwide-group basis (i.e., as
if all members of the worldwide affiliated group were a single corporation). Specifically, under
the election, the taxable income of the domestic members of a worldwide affiliated group from
sources outside the United States would be determined by allocating and apportioning the third-
party interest expense of the domestic members to foreign-source gross income in an amount
equal to the excess (if any) of (1) the worldwide affiliated group’s worldwide third-party interest
expense multiplied by the ratio that the foreign assets of the worldwide affiliated group bears to
the total assets of the worldwide affiliated group, over (2) the third-party interest expense
incurred by foreign members of the group to the extent such interest would be allocated to
foreign sources if the principles of worldwide interest allocation were applied separately to the
foreign members of the group.

For purposes of the election, the worldwide affiliated group includes all U.S. corporations in an
affiliated group as well as all controlled foreign corporations that would be members of such
affiliated group if the group included all corporations (including foreign corporations and
insurance companies) in which at least 80 percent of the vote and value of the stock is owned in
the aggregate, either directly or indirectly by one or more other corporations included in the
affiliated group.



The AJCA made the worldwide interest allocation election available for taxable years beginning
after December 31, 2008. Subsequent legislation has deferred the availability of the election
until taxable years beginning after December 31, 2020.

Reasons for Change

The Administration has included a separate proposal, Impose a 19-Percent Minimum Tax on
Foreign Income, which would impose a per-country minimum tax on foreign income. Under
that proposal, a taxpayer must allocate and apportion interest expense among foreign-source
gross income subject to tax at the full U.S. statutory rate, foreign-source gross income subject to
various rates of U.S. tax under the minimum tax, and foreign-source gross income on which no
U.S. tax is paid. Interest expense allocated and apportioned to foreign-source gross income
subject to the minimum tax would be deductible only at the applicable minimum tax rate, while
no deduction would be permitted for interest expense allocated and apportioned to foreign-source
gross income on which no U.S. tax is paid.

Absent the worldwide affiliated group election, certain taxpayers would be required to allocate a
disproportionate amount of their interest expense to these various categories of foreign-source
gross income than is warranted under the fungibility principle. Accelerating the availability of
the election will allow taxpayers to more accurately allocate and apportion interest expense for
all purposes for which the allocation is relevant, including for implementing the per-country
minimum tax, as well as determining the foreign tax credit limitation for foreign-source income
such as royalties and interest that would continue to be subject to tax at the full U.S. statutory
rate.

Proposal

The proposal would make the worldwide affiliated group election available for taxable years
beginning after December 31, 2016.



IMPOSE A 19-PERCENT MINIMUM TAX ON FOREIGN INCOME
Current Law

In general, U.S. multinational companies do not pay U.S. tax on the profits earned by their
foreign subsidiaries until these profits are repatriated, at which time a credit for foreign income
taxes paid is allowed in order to mitigate double taxation. Creditable foreign taxes include
foreign income taxes paid by a foreign corporation if the U.S. company owns at least 10 percent
of the voting stock of the foreign corporation. The rules of subpart F (sections 951 to 964)
provide a limited exception to this general rule of deferral, by requiring certain United States
shareholders of a controlled foreign corporation (CFC) to include in their income on a current
basis certain narrowly defined categories of passive and other highly mobile income (subpart F
income). One category of subpart F income is foreign personal holding company income, which
generally includes dividends, interest, rents, and royalties. A temporary exception from the
definition of foreign personal holding company income is provided for dividends, interest, rents,
and royalties received or accrued by one CFC from a related CFC, to the extent such payments
are attributable or properly allocable to income of the related CFC that is neither subpart F
income nor income treated as effectively connected with the conduct of a trade or business in the
United States (the “look-through exception”). The look-through exception applies to taxable
years of foreign corporations beginning after December 31, 2005, and before January 1, 2020,
and to taxable years of United States shareholders with or within such taxable years. Finally,
under the “high-tax exception” of section 954(b)(4), an item of income that would otherwise be
subpart F income is excluded from subpart F income if the taxpayer elects to establish that such
item was subject to an effective rate of foreign income tax greater than 90 percent of the
maximum U.S. corporate income tax rate.

In order to prevent the inappropriate deferral of U.S. tax on CFC earnings and profits that do not
give rise to subpart F income, sections 951(a) and 956 generally require United States
shareholders of CFCs to include in their income on a current basis a portion of the CFC’s
earnings and profits invested in certain United States property. Section 959 provides rules for
excluding from the gross income of a United States shareholder earnings and profits distributed
to the United States shareholder by a CFC to the extent the United States shareholder was
previously subject to tax under subpart F on the distributed earnings and profits.

A foreign tax credit is only available for an amount paid by a taxpayer to a foreign country to the
extent the amount does not exceed the taxpayer’s liability under foreign law for tax. This
condition is met if the amount is determined by the taxpayer in a manner that is consistent with a
reasonable application of foreign law in such a way as to reduce, over time, the taxpayer’s
reasonably expected liability for foreign tax, and if the taxpayer exhausts all effective and
practical remedies to reduce its foreign tax liability.

The foreign tax credit is limited to an amount equal to the pre-credit U.S. tax on the taxpayer’s
foreign-source income. This foreign tax credit limitation is applied separately to foreign-source
income in separate categories, i.e., the passive basket and the general basket. Expenses such as
overhead and interest are allocated and apportioned to foreign-source income for the purpose of
calculating the foreign tax credit limitation and can therefore potentially reduce allowable



credits. Active royalties paid to a United States person, which are generally deductible abroad
and subject to low or no withholding taxes, and dividends attributable to highly taxed active
income are both included in the general basket, meaning that excess credits from highly taxed
dividends can shield lower-taxed royalties from residual U.S. tax.

In addition, expenses that are attributable to investments in CFC stock, such as interest expense,
may be currently deducted, even if U.S. taxation of the CFC’s income is deferred (although such

deductions would reduce the foreign tax credit limitation).

Reasons for Change

The opportunity to defer U.S. tax on CFC earnings, together with the ability to currently deduct
expenses attributable to deferred earnings, provide U.S. multinationals with the incentive to
locate production overseas and shift profits abroad, eroding the U.S. tax base. In addition, the
current system discourages these companies from bringing low-tax foreign earnings back to the
United States, because they would pay significant residual U.S. tax on the repatriated earnings
after taking into account any foreign tax credits. At the same time, the current foreign tax credit
system allows companies to utilize credits from high-tax foreign-source income such as
dividends to reduce U.S. tax on low-tax foreign-source income such as royalties. Finally, it may
be difficult for the IRS to verify that a taxpayer has exhausted practical remedies under foreign
law to reduce its reasonably expected foreign tax liability over time in a manner consistent with a
reasonable interpretation of foreign law.

Proposal

The Administration proposes to supplement the existing subpart F regime with a per-country
minimum tax on the foreign earnings of entities taxed as domestic C corporations (U.S.
corporations) and their CFCs. The minimum tax would apply to a U.S. corporation that is a
United States shareholder of a CFC or that has foreign earnings from a branch or from the
performance of services abroad. Under the proposal, the foreign earnings of a CFC or branch or
from the performance of services would be subject to current U.S. taxation at a rate (not below
zero) of 19 percent less 85 percent of the per-country foreign effective tax rate (the residual
minimum tax rate). The foreign effective tax rate would be determined on an aggregate basis
with respect to all foreign earnings and the associated foreign taxes assigned to a country (as
described below) in a manner described in regulations prescribed by the Secretary, though it is
expected that such determination generally would be based on the 60-month period that ends on
the date on which the domestic corporation’s current taxable year ends, or in the case of CFC
earnings, that ends on the date on which the CFC’s current taxable year ends. For this purpose,
the foreign taxes taken into account are those taxes that, absent the proposal, would be eligible to
be claimed as a foreign tax credit. Furthermore, subject to rules applicable to hybrid
arrangements (as described below), the foreign earnings taken into account would be determined
under U.S. tax principles but would include disregarded payments deductible elsewhere, such as
disregarded intra-CFC interest or royalties, and would exclude dividends from related parties.

The country to which foreign earnings and associated foreign taxes are assigned is based on tax
residence under foreign law. For example, if a CFC is incorporated in Country X but a tax
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resident of Country Y under both the Country X and Country Y place of management tests for
tax residence, the CFC’s earnings and associated foreign taxes would be assigned to Country Y
for purposes of computing the minimum tax. If instead Country Y used a place of incorporation
test such that the CFC is stateless and is not subject to foreign tax anywhere, the CFC's earnings
would be subject to the minimum tax at the full 19-percent rate. Earnings and taxes of a
particular CFC may be allocated to multiple countries if it has earnings subject to tax in different
countries. Where the same earnings of a CFC are subject to tax in multiple countries, the
earnings and all of the foreign taxes associated with those earnings would be assigned to the
highest-tax country. For example, if a CFC incorporated in high-tax Country Z has a permanent
establishment in low-tax Country Q and both Country Z and Country Q tax the earnings of the
permanent establishment, the earnings and both the Country Z taxes and the Country Q taxes
associated with those earnings would be assigned to Country Z.

The minimum tax for a particular country would be computed by multiplying the applicable
residual minimum tax rate by the minimum tax base for that country. A U.S. corporation’s
tentative minimum tax base with respect to a country for a taxable year would be the total
amount of foreign earnings for the taxable year assigned to that country for purposes of
determining the effective tax rate for the country.

The tentative minimum tax base would be reduced by an allowance for corporate equity (ACE).
The ACE allowance would provide a risk-free return on equity invested in active assets, which
generally would include assets that do not generate foreign personal holding company income
(determined without regard to both the look-through rule of section 954(c)(6) and any election to
disregard an entity as separate from its owner). Thus, the ACE allowance is intended to exempt
from the minimum tax a return on the actual activities undertaken in a foreign country.

In assigning earnings to countries, both for purposes of determining the foreign effective tax rate
as well as for determining the tentative minimum tax base for a particular year, rules would be
implemented to restrict the use of hybrid arrangements to shift earnings from a low-tax country
to a high-tax country for U.S. tax purposes without triggering tax in the high-tax country. For
example, no deduction would be recognized for a payment from a low-tax country to a high-tax
country that would be treated as a dividend eligible for a participation exemption in the high-tax
country. In addition, the earnings assigned to a low-tax country would be increased for a
dividend payment from a high-tax country that is treated as deductible in the high-tax country.

The minimum tax would be imposed on current foreign earnings regardless of whether they are
repatriated to the United States, and all foreign earnings could be repatriated without further U.S.
tax. Thus, under the proposal, U.S. tax would be imposed on a CFC’s earnings either
immediately (either under subpart F or the minimum tax) or not at all (if the income was subject
to sufficient foreign tax or was exempt pursuant to the ACE allowance). Subpart F generally
would continue to require a United States shareholder of a CFC to include in its gross income on
a current basis, at the full U.S. tax rate (with foreign tax credits available as provided under
current law), the shareholder’s share of the CFC’s subpart F income, but the subpart F high-tax
exception would be made mandatory for United States shareholders that are U.S. corporations.
Further, the look-through exception to subpart F currently applicable through January 1, 2020,
would be made permanent, and income qualifying for the look-through exception would be
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subject to the minimum tax. The minimum tax provides a more appropriate policy response to
concerns regarding these foreign-to-foreign payments than does subpart F, which, following the
expiration of the look-through exception, would tax currently at the full statutory rate income
attributable to active foreign earnings.

Additionally, no U.S. tax would be imposed on the sale by a United States shareholder of stock
of a CFC to the extent any gain reflects the undistributed earnings of the CFC, which generally
would have already been subject to tax under the minimum tax, subpart F, or the 14-percent one-
time tax under the Administration’s separate proposal, Impose a 14-Percent One-Time Tax on
Previously Untaxed Foreign Income. In addition, to avoid creating a bias that would affect a
United States shareholder’s decision whether to sell CFC stock or continue to own it (and
therefore continue to be subject to U.S. taxation on the CFC’s earnings under the minimum tax
and subpart F), any stock gain that is attributable to unrealized (and therefore untaxed) gain in
the CFC’s assets would be subject to U.S. tax in the same manner as would apply to the future
earnings from those assets. Accordingly, stock gain would be subject to the minimum tax or to
tax at the full U.S. rate to the extent it reflects unrealized appreciation in assets that would
generate earnings subject to the minimum tax or subpart F, respectively.

Foreign-source royalty and interest payments received by U.S. corporations would continue to be
taxed at the full U.S. statutory rate but, in contrast with current law, could not be shielded by
excess foreign tax credits associated with dividends from high-tax CFCs because the earnings of
high-tax CFCs would be exempt from U.S. tax. A foreign branch of a U.S. corporation would be
treated like a CFC. Accordingly, to the extent the foreign branch used the intangibles of its
owner, the branch would be treated as making royalty payments to its owner that are recognized
for U.S. tax purposes. Interest expense incurred by a U.S. corporation that is allocated and
apportioned to foreign earnings on which the minimum tax is paid would be deductible at the
residual minimum tax rate applicable to those earnings. No deduction would be permitted for
interest expense allocated and apportioned to foreign earnings for which no U.S. income tax is
paid. Rules regarding CFC investments in United States property and previously taxed earnings
would be repealed for United States shareholders that are U.S. corporations.

The Secretary would be granted authority to issue regulations to carry out the purposes of the
minimum tax, including regulations addressing the taxation of undistributed earnings when a
U.S. corporation owns an interest in a foreign corporation that has a change in status as a CFC or
non-CFC, and regulations to prevent the avoidance of the purposes of the minimum tax through
outbound transfers of built-in-gain assets or CFC stock.

The proposal would be effective for taxable years beginning after December 31, 2016.
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IMPOSE A 14-PERCENT ONE-TIME TAX ON PREVIOUSLY UNTAXED FOREIGN
INCOME

Current Law

In general, U.S. multinational companies do not pay U.S. tax on the profits earned by their
foreign subsidiaries until these profits are repatriated. Under current law, the rules of subpart F
(sections 951-964) provide a limited exception to this general rule of deferral, by requiring
certain United States shareholders of a controlled foreign corporation (CFC) to include in their
income on a current basis certain narrowly defined categories of passive and other highly mobile
income, regardless of whether the income is distributed to the shareholders.

Reasons for Change

The opportunity under current law for U.S. multinationals to defer U.S. tax on earnings of their
CFCs has given rise to the accumulation of substantial amounts of earnings in CFCs subject to
low effective tax rates. Under the Administration’s proposal for companies to pay a minimum
tax on overseas profits, no U.S. tax would be imposed on a CFC’s future payment of a dividend.
Accordingly, a transition measure is necessary to provide that previously accumulated deferred
earnings also are subject to U.S. tax.

Proposal

In connection with the transition to the minimum tax, this proposal would impose a one-time 14-
percent tax on earnings accumulated in CFCs and not previously subject to U.S. tax. A credit
would be allowed for the amount of foreign taxes associated with such earnings multiplied by the
ratio of the one-time tax rate to the maximum U.S. corporate tax rate for 2016. The accumulated
income subject to the one-time tax could then be repatriated without any further U.S. tax.

The proposal would be effective as of the date of enactment and would apply to earnings

accumulated for taxable years beginning no later than December 31, 2016. The tax would be
payable ratably over five years.
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LIMIT SHIFTING OF INCOME THROUGH INTANGIBLE PROPERTY TRANSFERS
Current Law

The Secretary may distribute, apportion, or allocate gross income, deductions, credits, and other
allowances between or among two or more organizations, trades, or businesses under common
ownership or control whenever “necessary in order to prevent evasion of taxes or clearly to
reflect the income of any of such organizations, trades, or businesses” (section 482). In the case
of transfers of intangible property (as defined in section 936(h)(3)(B)), section 482 also provides
that the income with respect to the transaction must be commensurate with the income
attributable to the transferred intangible property. Further, under section 367(d), if a U.S. person
transfers intangible property (as defined in section 936(h)(3)(B)) to a foreign corporation in a
transaction that would otherwise be tax-free under section 351 or section 361, the U.S. person is
treated as (1) having sold such property in exchange for payments which are contingent upon the
productivity, use, or disposition of the property, and (2) receiving amounts which reasonably
reflect the amounts which would have been received annually in the form of such payments over
the useful life of the property, or, in the case of a disposition following such transfer, at the time
of the disposition. The amounts taken into account shall be commensurate with the income
attributable to the intangible. Finally, under the regulations issued pursuant to section 367(e)(2),
if a U.S. subsidiary corporation transfers intangible property (as defined in section 936(h)(3)(B))
to a foreign parent corporation in an otherwise tax-free liquidation described in section 332, the
U.S. subsidiary must recognize gain upon the distribution of such property.

Reasons for Change

Controversy often arises concerning the value of intangible property transferred between related
persons and the scope of the intangible property subject to sections 482 and 367. This lack of
clarity may result in the inappropriate avoidance of U.S. tax and misuse of the rules applicable to
transfers of intangible property to foreign persons.

Proposal

The proposal would provide that the definition of intangible property under section 936(h)(3)(B)
(and therefore for purposes of sections 367 and 482) also includes workforce in place, goodwill,
and going concern value, and any other item owned or controlled by a taxpayer that is not a
tangible or financial asset and that has substantial value independent of the services of any
individual. The proposal also would clarify that where multiple intangible properties are
transferred, or where intangible property is transferred with other property or services, the
Commissioner of the IRS may value the properties or services on an aggregate basis where that
achieves a more reliable result. In addition, the proposal would clarify that the Commissioner of
the IRS may value intangible property taking into consideration the prices or profits that the
controlled taxpayer could have realized by choosing a realistic alternative to the controlled
transaction undertaken.

The proposal would be effective for taxable years beginning after December 31, 2016.
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DISALLOW THE DEDUCTION FOR EXCESS NON-TAXED REINSURANCE
PREMIUMS PAID TO AFFILIATES

Current Law

Insurance companies generally are allowed a deduction for premiums paid for reinsurance. If the
reinsurance transaction results in a transfer of reserves and reserve assets to the reinsurer,
potential tax liability for earnings on those assets generally is shifted to the reinsurer as well.
While insurance income of a controlled foreign corporation generally is subject to current

U.S. taxation, insurance income of a foreign-owned foreign company that is not engaged in a
trade or business in the United States is not subject to U.S. income tax. Reinsurance policies
issued by foreign reinsurers with respect to U.S. risks generally are subject to an excise tax equal
to one percent of the premiums paid, unless waived by treaty.

Reasons for Change

Reinsurance transactions with affiliates that are not subject to U.S. Federal income tax on
insurance income can result in substantial U.S. tax advantages over similar transactions with
entities that are subject to tax in the United States. The excise tax on reinsurance policies issued
by foreign reinsurers is not always sufficient to offset this tax advantage. These tax advantages
create an inappropriate incentive for foreign-owned domestic insurance companies to reinsure
U.S. risks with foreign affiliates.

Proposal

The proposal would (1) deny an insurance company a deduction for premiums and other amounts
paid to affiliated foreign companies with respect to reinsurance of property and casualty risks to
the extent that the foreign reinsurer (or its parent company) is not subject to U.S. income tax with
respect to the premiums received; and (2) would exclude from the insurance company’s income
(in the same proportion in which the premium deduction was denied) any return premiums,
ceding commissions, reinsurance recovered, or other amounts received with respect to
reinsurance policies for which a premium deduction is wholly or partially denied.

A foreign corporation that is paid a premium from an affiliate that would otherwise be denied a
deduction under this proposal would be permitted to elect to treat those premiums and the
associated investment income as income effectively connected with the conduct of a trade or
business in the United States and attributable to a permanent establishment for tax treaty
purposes. For foreign tax credit purposes, reinsurance income treated as effectively connected
under this rule would be treated as foreign source income and would be placed into a separate
category within section 904.

The provision would be effective for policies issued in taxable years beginning after December
31, 2016.
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MODIFY TAX RULES FOR DUAL CAPACITY TAXPAYERS
Current Law

Section 901 provides that, subject to certain limitations, a taxpayer may choose to claim a credit
against its U.S. income tax liability for income, war profits, and excess profits taxes paid or
accrued during the taxable year to any foreign country or any possession of the United States.

To be a creditable tax, a foreign levy must be substantially equivalent to an income tax under
United States tax principles, regardless of the label attached to the levy under foreign law. Under
current Treasury regulations, a foreign levy is a tax if it is a compulsory payment under the
authority of a foreign government to levy taxes and is not compensation for a specific economic
benefit provided by the foreign country. Taxpayers that are subject to a foreign levy and that
also receive a specific economic benefit from the levying country (dual capacity taxpayers) may
not credit the portion of the foreign levy paid for the specific economic benefit. The current
Treasury regulations provide that, if a foreign country has a generally-imposed income tax, the
dual capacity taxpayer may treat as a creditable tax the portion of the levy that application of the
generally imposed income tax would yield (provided that the levy otherwise constitutes an
income tax or a tax paid in lieu of income tax). The balance of the levy is treated as
compensation for the specific economic benefit. If the foreign country does not generally
impose an income tax, the portion of the payment that does not exceed the applicable Federal tax
rate applied to net income is treated as a creditable tax. A foreign tax is treated as generally
imposed even if it applies only to persons who are not residents or nationals of that country.

There is no separate section 904 foreign tax credit limitation category for oil and gas income.
However, under section 907, the amount of creditable foreign taxes imposed on foreign oil and
gas income is limited in any year to the applicable U.S. tax on that income.

Reasons for Change

The purpose of the foreign tax credit is to mitigate double taxation of income by the United
States and a foreign country. When a payment is made to a foreign country in exchange for a
specific economic benefit, there is no double taxation. Current law recognizes the distinction
between a payment of creditable taxes and a payment in exchange for a specific economic
benefit but fails to achieve the appropriate split between the two when a single payment is made
in a case where, for example, a foreign country imposes a levy only on oil and gas income, or
imposes a higher levy on oil and gas income as compared to other income.

Proposal

The proposal would allow a dual capacity taxpayer to treat as a creditable tax the portion of a
foreign levy that does not exceed the foreign levy that the taxpayer would pay if it were not a
dual-capacity taxpayer. The proposal would replace the current regulatory provisions, including
the safe harbor, that apply to determine the amount of a foreign levy paid by a dual-capacity
taxpayer that qualifies as a creditable tax. The proposal also would convert the special foreign
tax credit limitation rules of section 907 into a separate category within section 904 for foreign
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oil and gas income. The aspect of the proposal that would determine the amount of a foreign
levy paid by a dual-capacity taxpayer that qualifies as a creditable tax would yield to United
States treaty obligations to the extent that they explicitly allow a credit for taxes paid or accrued
on certain oil or gas income.

The aspect of the proposal that would determine the amount of a foreign levy paid by a dual-
capacity taxpayer that qualifies as a creditable tax would be effective for amounts that, if such
amounts were an amount of tax paid or accrued, would be considered paid or accrued in taxable
years beginning after December 31, 2016. The aspect of the proposal that would convert the
special foreign tax credit limitation rules of section 907 into a separate category within section
904 would be effective for taxable years beginning after December 31, 2016.
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TAX GAIN FROM THE SALE OF A PARTNERSHIP INTEREST ON LOOK-
THROUGH BASIS

Current Law

In general, the sale or exchange of a partnership interest is treated as the sale or exchange of a
capital asset. Capital gains of a nonresident alien individual or foreign corporation generally are
subject to Federal income tax only if the gains are or are treated as income that is effectively
connected with the conduct of a trade or business in the United States (Effectively Connected
Income (ECI)). Section 875(1) provides that a nonresident alien individual or foreign
corporation shall be considered as being engaged in a trade or business within the United States
if the partnership of which such individual or corporation is a member is so engaged. Revenue
Ruling 91-32 holds that gain or loss of a nonresident alien individual or foreign corporation from
the sale or exchange of a partnership interest is effectively connected with the conduct of a trade
or business in the United States to the extent of the partner’s distributive share of unrealized gain
or loss of the partnership that is attributable to property used or held for use in the partnership’s
trade or business within the United States (ECI property). A partnership may elect under section
754 to adjust the basis of its assets upon the transfer of an interest in the partnership to reflect the
transferee partner’s basis in the partnership interest.

Reasons for Change

Nonresident alien individuals and foreign corporations may take a position contrary to the
holding of Revenue Ruling 91-32, arguing that gain from the sale of a partnership interest is not
subject to Federal income taxation because no Code provision explicitly provides that gain from
the sale or exchange of a partnership interest by a nonresident alien individual or foreign
corporation is treated as ECI. If the partnership has in effect an election under section 754, the
partnership’s basis in its assets also is increased, thereby preventing that gain from being taxed in
the future.

Proposal

The proposal would provide that gain or loss from the sale or exchange of a partnership interest
is effectively connected with the conduct of a trade or business in the United States to the extent
attributable to the transferor partner’s distributive share of the partnership’s unrealized gain or
loss that is attributable to ECI property. The Secretary would be granted authority to specify the
extent to which a distribution from the partnership is treated as a sale or exchange of an interest
in the partnership and to coordinate the new provision with the nonrecognition provisions of the
Code.

In addition, the transferee of a partnership interest would be required to withhold 10 percent of
the amount realized on the sale or exchange of a partnership interest unless the transferor
certified that the transferor was not a nonresident alien individual or foreign corporation. If a
transferor provided a certificate from the IRS that established that the transferor’s Federal
income tax liability with respect to the transfer was less than 10 percent of the amount realized,
the transferee would withhold such lesser amount. If the transferee failed to withhold the correct
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amount, the partnership would be liable for the amount of underwithholding, and would satisfy
the withholding obligation by withholding on future distributions that otherwise would have
gone to the transferee partner.

The proposal would be effective for sales or exchanges after December 31, 2016.
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MODIFY SECTIONS 338(h)(16) AND 902 TO LIMIT CREDITS WHEN NON-DOUBLE
TAXATION EXISTS

Current Law

A corporation that makes a qualified stock purchase of a target corporation is permitted to elect
under section 338 (section 338 election) to treat the stock acquisition as an asset acquisition,
thereby stepping up the tax basis of the target corporation’s assets. For this purpose, a qualified
stock purchase is any transaction or series of transactions in which the purchasing corporation
acquires 80 percent of the stock of the target corporation. Section 338(h)(16) provides that
(subject to certain exceptions) the deemed asset sale resulting from a section 338 election is not
treated as occurring for purposes of determining the source or character of any item in order to
apply the foreign tax credit rules to the seller. Instead, for these purposes, the gain is generally
treated by the seller as gain from the sale of the stock. Thus, section 338(h)(16) prevents a seller
from increasing allowable foreign tax credits as a result of a section 338 election.

Section 901(m) denies a credit for certain foreign taxes paid or accrued after a covered asset
acquisition (CAA). A CAA includes a section 338 election made with respect to a qualified
stock purchase as well as other transactions that are treated as asset acquisitions for U.S. tax
purposes but the acquisition of an interest in an entity for foreign tax purposes.

Sections 902 and 960 provide that a domestic corporation owning at least 10 percent of the
voting stock of a foreign corporation is allowed a credit for foreign taxes paid by a foreign
corporation if the domestic corporation receives a dividend distribution from the foreign
corporation or an income inclusion under subpart F that is treated as a dividend for purposes of
section 902. Regulations under section 367(b) provide rules for the allocation of earnings and
profits and foreign taxes of a foreign corporation in transactions described in section 381.

Certain transactions result in a reduction, allocation, or elimination of a corporation’s earnings
and profits other than by reason of a dividend or by reason of section 381 (generally providing
that earnings and profits and other tax attributes of a target corporation carry over to an acquiring
corporation in a tax-free restructuring transaction). For example, if a corporation redeems a
portion of its stock and the redemption is treated as a sale or exchange, there is a reduction in the
earnings and profits (if any) of the redeeming corporation (see section 312(n)(7)). As another
example, certain section 355 distributions can result in the reduction of the distributing
corporation’s earnings and profits (see section 312(h) and the regulations thereunder).

Reasons for Change

Section 338(h)(16) applies to a qualified stock purchase for which a section 338 election is made,
but it does not apply to the other types of CAAs subject to the credit disallowance rules under
section 901(m). These other types of CAAs present the same foreign tax credit concerns as those
addressed by section 338(h)(16) in the case of a qualified stock purchase for which a section 338
election is made.
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The reduction, allocation, or elimination of a corporation’s earnings and profits in a transaction
without a corresponding reduction in the corporation’s associated foreign taxes paid would result
in a corporate shareholder of the corporation claiming an indirect credit under section 902 for
foreign taxes paid with respect to earnings that will no longer fund a dividend distribution for
U.S. tax purposes.

Proposal

Extend section 338(h)(16) to certain asset acquisitions

The proposal would extend the application of section 338(h)(16) to any CAA, within the
meaning of section 901(m). The Secretary would be granted authority to issue any regulations
necessary to carry out the purposes of the proposal.

Remove foreign taxes from a section 902 corporation’s foreign tax pool when earnings are
eliminated

In addition, the proposal would reduce the amount of foreign taxes paid by a foreign corporation
in the event a transaction results in the reduction, allocation, or elimination of a foreign
corporation’s earnings and profits other than a reduction by reason of a dividend or a section 381
transaction. The amount of foreign taxes that would be reduced in such a transaction would
equal the amount of foreign taxes associated with such earnings and profits.

The proposal would be effective for transactions occurring after December 31, 2016.
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CLOSE LOOPHOLES UNDER SUBPART F
Current Law

If a foreign corporation is a controlled foreign corporation (CFC) for an uninterrupted period of
30 days or more during a taxable year (“the 30-day rule”), every person who is a United States
shareholder of the corporation, and who owns stock in the corporation on the last day in such
corporation’s taxable year on which such corporation is a CFC, must currently include in its
gross income its pro-rata share of the subpart F income earned by the CFC during that year. In
addition, in order to prevent the inappropriate deferral of U.S. tax on CFC earnings and profits
that do not give rise to subpart F income, a United States shareholder of a CFC is required to
include in income on a current basis its pro rata share of the CFC’s earnings and profits invested
in United States property.

A foreign corporation is a CFC if more than 50 percent of the total combined voting power or
value of the corporation’s stock is owned by United States shareholders on any day during a
taxable year of the corporation. A United States shareholder means, with respect to a foreign
corporation, a U.S. person that owns directly or indirectly (within the meaning of section 958(a)),
or is considered as owning under the constructive ownership rules of section 958(b), 10 percent
or more of the total combined voting power of the corporation’s stock.

Section 958(b) applies the constructive ownership rules of section 318, with certain
modifications. One of those modifications turns off downward attribution of stock from a
foreign person to a U.S. person. As a result, if a foreign person is a partner in a U.S. partnership,
a beneficiary in a U.S. trust, or a shareholder in a U.S. corporation, the partnership, trust, or
corporation, as applicable, is not considered to own stock in a foreign corporation that such
foreign person owns, directly or indirectly, for purposes of determining whether such
partnership, trust, or corporation is a United States shareholder of the foreign corporation and,
therefore, whether the foreign corporation is a CFC. For example, if a U.S. corporation is a
wholly-owned subsidiary of a foreign parent corporation, and the U.S. corporation and the
foreign parent corporation each directly own 50 percent (vote and value) of the stock of another
foreign corporation, the U.S. corporation is considered to own only 50 percent (vote and value)
of the stock of such other foreign corporation and is not considered to own the stock that is
owned by the foreign parent corporation for purposes of determining whether the U.S.
corporation is a United States shareholder of the foreign corporation.

Subpart F income includes certain passive and other highly mobile income. Specifically, subpart
F income includes, among other things, “foreign base company income,” which, in turn, includes
foreign personal holding company income, foreign base company sales income, and foreign base
company services income. Foreign personal holding company income generally includes rents
and royalties other than those received from an unrelated person in the active conduct of a trade
or business. Foreign base company sales income generally includes income earned in connection
with a purchase and subsequent sale of personal property where such property is purchased from
(or on behalf of), or sold to (or on behalf of), a related person, provided the property is
manufactured outside of the CFC’s country of organization and sold for use or consumption
outside that country. Foreign base company services income generally includes income earned
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in connection with the performance of certain services performed outside of the CFC’s country
of organization for or on behalf of a related person. These categories of subpart F income are
intended to ensure that tax is not deferred on income that is not generated by an active trade or
business of the CFC.

Digital transactions involving copyrighted articles can take the form of leases, sales, or services.
For example, a transaction involving a transfer of a computer program (i.e., a copyrighted article)
could be characterized as a sale or lease of the computer program, depending on the facts and
circumstances concerning the benefits and burdens of ownership with respect to the computer
program. A computer program hosted on a server also might be used in a transaction
characterized as the provision of a service to a user who accesses the server from a remote
location.

Reasons for Change

The existing categories of subpart F income, and the threshold requirements for applying subpart
F, rely on technical distinctions that may be manipulated or circumvented contrary to subpart F’s
policy of requiring current U.S. taxation of passive and other highly mobile income earned by
foreign corporations controlled by U.S. taxpayers. For example, by choosing different forms for
substantially similar transactions, taxpayers may be able to avoid the application of subpart F. In
addition, taxpayers exploit the 30-day rule by intentionally generating significant subpart F
income during short taxable years of less than 30 days (e.qg., through a section 338(g) election in
which the transaction is structured to occur within fewer than 30 days of the start of a CFC’s
taxable year).

In addition, when a U.S.-parented group is acquired by a foreign corporation, the new foreign
parent (or a non-CFC foreign affiliate of the foreign parent) may acquire a sufficient amount of
the stock of one or more foreign subsidiaries of the former U.S.-parented group to cause such
foreign subsidiaries to cease to be CFCs, so as to avoid the application of subpart F with respect
to the continued ownership interest of the United States shareholders. For example, this result
could be achieved, while also avoiding the recognition of income for U.S. income tax purposes,
by having the new foreign parent issue a note or transfer property to a CFC in exchange for stock
representing at least 50 percent of the voting power and value of the CFC. As a result, subpart F
would no longer apply to the United States shareholders’ continued ownership interest in the
former CFC, even though the worldwide group controls the entity and is therefore in a position
to use it to shift passive and other highly mobile income from the former U.S. group.

Proposal
The proposal would expand the categories of subpart F income in two ways:

Create a new category of subpart F income for transactions involving digital goods or services

First, the proposal would create a new category of subpart F income, foreign base company
digital income, which generally would include income of a CFC from the lease or sale of a
digital copyrighted article or from the provision of a digital service, in cases where the CFC uses
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intangible property developed by a related party (including property developed pursuant to a cost
sharing arrangement) to produce the income and the CFC does not, through its own employees,
make a substantial contribution to the development of the property or services that give rise to
the income. An exception would apply where the CFC earns income directly from customers
located in the CFC’s country of incorporation that use or consume the digital copyrighted article
or digital service in such country.

Expand foreign base company sales income to include manufacturing services arrangements

Second, the proposal would expand the category of foreign base company sales income to
include income of a CFC from the sale of property manufactured on behalf of the CFC by a
related person. The existing exceptions to foreign base company sales income would continue to

apply.
Additionally, the proposal would modify the thresholds for applying subpart F in two ways:

Amend CFC attribution rules

First, the proposal would amend the ownership attribution rules of section 958(b) so that certain
stock of a foreign corporation owned by a foreign person is attributed to a related United States
person for purposes of determining whether the related United States person is a United States
shareholder of the foreign corporation and, therefore, whether the foreign corporation is a CFC.
The pro rata share of a CFC’s subpart F income that a United States sharcholder is required to
include in gross income, however, would continue to be determined based on direct or indirect
ownership of the CFC, without application of the ownership attribution rules of section 958(b).

Eliminate the 30-day grace period before subpart F inclusions

Second, the proposal would eliminate the requirement for a foreign corporation to be a CFC for
an uninterrupted period of at least 30 days in order for a United States shareholder to be required
to include in its gross income currently subpart F income earned by the CFC.

The proposal would be effective for taxable years beginning after December 31, 2016.
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RESTRICT THE USE OF HYBRID ARRANGEMENTS THAT CREATE STATELESS
INCOME

Current Law

Subject to certain exceptions and limitations, interest and royalty payments made or incurred in
carrying on a trade or business are generally deductible under current law without regard to the
tax treatment of such payments in other jurisdictions.

In general, U.S. multinational companies do not pay U.S. tax on the profits earned by their
foreign subsidiaries until these profits are repatriated. The rules of subpart F (sections 951-964)
provide a limited exception to this general rule, by requiring United States shareholders of CFCs
to include in their income on a current basis certain narrowly defined categories of income of the
CFC (subpart F income), regardless of whether the income is distributed to the shareholders.
Subpart F income includes passive items of income such as dividends, interest, rents and
royalties.

One exception from subpart F income applies to certain dividend and interest income received
from a related corporation created or organized and operating in the same country as the CFC
receiving the income (the same-country exception in section 954(c)(3)). In addition, the same-
country exception provides that certain rents and royalties received from a related corporation for
the use of property within the country under the laws of which the CFC receiving the income is
created or organized are not included in subpart F income. A temporary provision (section
954(c)(6)) provides another exception to subpart F income (the look-through exception) for
certain dividends, interest, rents and royalties received from a related CFC to the extent such
income is attributable or properly allocable to income of the related CFC that is neither subpart F
income nor income effectively connected with the conduct of a trade or business within the
United States. The look-through exception expires on December 31, 2019 (for calendar year
taxpayers).

Reasons for Change

There has been a proliferation of tax avoidance techniques involving a variety of cross-border
hybrid arrangements, such as hybrid entities, hybrid instruments, and hybrid transfers (e.g., a
sale-repurchase or “repo” transaction, in which the parties take inconsistent positions regarding
the ownership of the same property). Taxpayers use such arrangements either to claim
deductions in one jurisdiction without a corresponding inclusion anywhere else, resulting in
“stateless” income, or to claim multiple deductions for the same payment in different
jurisdictions.

In one such hybrid arrangement, a U.S. person holds an interest in a reverse hybrid, which is an
entity that is a corporation for U.S. tax purposes but is a fiscally transparent entity (such as a
partnership) or a branch under the laws of a foreign jurisdiction. Because the United States treats
the reverse hybrid as a corporation, income earned by the reverse hybrid generally will not be
subject to current U.S. tax. Moreover, even if the reverse hybrid is treated as a CFC, interest and
royalty income earned by the reverse hybrid from certain foreign related persons (which
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otherwise would qualify as subpart F income) may nonetheless not be subject to current U.S.
taxation as a result of either section 954(c)(3) or section 954(c)(6). Payments to the reverse
hybrid, however, generally are also not subject to tax in the foreign jurisdiction in which it is
established or organized, because the foreign jurisdiction views the reverse hybrid as a fiscally
transparent entity and therefore treats that entity’s income as derived by its owners, including its
U.S. owners. As a result of this hybrid treatment, income earned by the reverse hybrid generally
would not be subject to tax currently in either the United States or the foreign jurisdiction.

Proposal

Restrict the use of hybrid arrangements that create stateless income

The proposal would deny deductions for interest and royalty payments made to related parties
under certain circumstances involving a hybrid arrangement, including if either (i) as a result of
the hybrid arrangement, there is no corresponding inclusion to the recipient in the foreign
jurisdiction or (ii) the hybrid arrangement would permit the taxpayer to claim an additional
deduction for the same payment in another jurisdiction.

The Secretary would be granted authority to issue any regulations necessary to carry out the
purposes of this proposal, including regulations that would (1) deny deductions from certain
conduit arrangements that involve a hybrid arrangement between at least two of the parties to the
conduit arrangement; (2) deny interest or royalty deductions arising from certain hybrid
arrangements involving unrelated parties in appropriate circumstances, such as structured
transactions; and (3) deny all or a portion of a deduction claimed with respect to an interest or
royalty payment that, as a result of the hybrid arrangement, is subject to inclusion in the
recipient’s jurisdiction pursuant to a preferential regime that has the effect of reducing the
generally applicable statutory rate by at least 25 percent.

Limit the application of exceptions under subpart F for certain transactions that use reverse
hybrids to create stateless income

Additionally, the proposal would provide that sections 954(c)(3) and 954(c)(6) would not apply
to payments made to a foreign reverse hybrid owned directly by one or more U.S. persons when
such amounts are received from foreign related persons that claim a deduction for foreign tax
purposes with respect to the payment.

The proposal would be effective for taxable years beginning after December 31, 2016.
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LIMIT THE ABILITY OF DOMESTIC ENTITIES TO EXPATRIATE
Current Law

Section 7874 applies to certain transactions (known as “inversion transactions”) in which a U.S.
corporation is replaced by a foreign corporation (“foreign acquiring corporation”) as the parent
company of a worldwide affiliated group of companies in a transaction where (1) substantially
all of the assets of a domestic corporation are acquired by a foreign acquiring corporation; (2) the
historical owners of the domestic corporation retain at least a 60-percent ownership interest in
the foreign acquiring corporation; and (3) the foreign acquiring corporation, together with the
expanded affiliated group (EAG) that includes the foreign acquiring corporation, does not
conduct substantial business activities in the country in which it is created or organized. Similar
provisions apply if a foreign acquiring corporation acquires substantially all of the property
constituting a trade or business of a domestic partnership.

The tax consequences of an inversion transaction depend on the level of shareholder continuity.
If the continuing ownership of historical shareholders of the domestic corporation in the foreign
acquiring corporation is 80 percent or more (by vote or value), the new foreign parent
corporation is treated as a domestic corporation for all U.S. tax purposes (the “80-percent test”).
If the continuing shareholder ownership is at least 60 percent but less than 80 percent, the foreign
status of the acquiring corporation is respected but certain other adverse tax consequences apply,
including the inability to use tax attributes to reduce certain corporate-level income or gain
(“inversion gain”) recognized by the expatriated group (the “60-percent test”).

Reasons for Change

In order to reduce their U.S. taxes, domestic entities have with greater frequency been combining
with smaller foreign entities such that the level of continued ownership of the historical
shareholders of the domestic entity is less than 80 percent (although above the 60-percent
threshold). The combination is typically structured so that the domestic entity and the foreign
entity will be subsidiaries of a newly formed foreign parent company located in a low-tax
jurisdiction. The domestic entities engaging in these transactions often emphasize that the
transaction is expected to substantially reduce the U.S. tax liability of the multinational group
with only minimal changes to its operations. Inversion transactions raise significant policy
concerns because they facilitate the erosion of the U.S. tax base through deductible payments by
the remaining U.S. members of the multinational group to the non-U.S. members and through
aggressive transfer pricing for transactions between such U.S. and non-U.S. members. The
inverted group also may reduce its U.S. taxes by causing its foreign subsidiaries to cease to
qualify as controlled foreign corporations in order to avoid U.S. taxation under subpart F of the
Code on passive and other highly mobile income that is shifted to the foreign subsidiaries.

The adverse tax consequences under current law of 60-percent inversion transactions have not
deterred taxpayers from pursuing these transactions. There is no policy reason to respect an
inverted structure when the owners of a domestic entity retain a controlling interest in the group,
only minimal operational changes are expected, and there is potential for substantial erosion of
the U.S. tax base. Furthermore, an inverted structure should not be respected when the structure
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results from the combination of a larger U.S. group with a smaller entity or group and, after the
transaction, the EAG is primarily managed and controlled in the United States and does not have
substantial business activities in the relevant foreign country, even if the shareholders of the
domestic entity do not maintain control of the resulting multinational group.

Concerns about inversions have led to the enactment of statutory rules that require certain
Federal agencies not to contract with multinational groups that have inverted. Federal agencies,
however, generally do not have access to the identity of such groups. To the extent the IRS has
or is authorized to collect this information, the IRS would be restricted under section 6103 from
sharing it with other Federal agencies.

Proposal

To limit the ability of domestic entities to expatriate, the proposal would broaden the definition
of an inversion transaction by reducing the 80-percent test to a greater than 50-percent test, and
eliminating the 60-percent test. The proposal also would add a special rule whereby, regardless
of the level of shareholder continuity, an inversion transaction would occur if (1) immediately
prior to the acquisition, the fair market value of the stock of the domestic entity is greater than
the fair market value of the stock of the foreign acquiring corporation, (2) the EAG is primarily
managed and controlled in the United States, and (3) the EAG does not conduct substantial
business activities in the country in which the foreign acquiring corporation is created or
organized. Additionally, the proposal would expand the scope of acquisitions described in
section 7874 so that an inversion transaction could occur if there is a direct or indirect acquisition
of substantially all of the assets of a domestic corporation or domestic partnership, substantially
all of the trade or business assets of a domestic corporation or domestic partnership, or
substantially all of the U.S. trade or business assets of a foreign partnership.

In addition, the proposal would provide the IRS with authority to share tax return information
with Federal agencies for the purpose of administering an agency’s anti-inversion rules. Federal
agencies receiving this information would be subject to the safeguarding and recordkeeping
requirements under section 6103.

The proposals that would limit the ability of domestic entities to expatriate would be effective for
transactions that are completed after December 31, 2016. The proposal providing the IRS with
the authority to share information with other Federal agencies to assist them in identifying
companies that were involved in an inversion transaction would be effective after December 31,
2016, without regard to when the inversion transaction occurred.
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Simplification and Tax Relief for Small Business

EXPAND EXPENSING FOR SMALL BUSINESS
Current Law

Section 179 provides that, in place of capitalization and depreciation, taxpayers may elect to
deduct a limited amount of the cost of qualifying depreciable property placed in service during a
taxable year. In 2015, the maximum deduction amount was $500,000. The maximum deduction
amount is reduced (but not below zero) by the amount by which the cost of qualifying property
placed in service during the taxable year by the taxpayer exceeds a specified threshold amount.
In 2015, that threshold was $2 million. Beginning in 2016, the deduction limit and threshold are
indexed for inflation.

For an enterprise zone business located in a designated empowerment zone, the deduction limit
is increased by the lesser of $35,000, or the cost of qualified zone property placed in service
during the taxable year by an enterprise zone business in a designated empowerment zone. Only
50 percent of the cost of qualified zone property is taken into account in applying the phase-out
rule.

Qualifying property is defined generally as depreciable tangible personal property that is
purchased for use in the active conduct of a trade or business. However, only $25,000 of the cost
of any sport utility vehicle may be taken into account and this amount is not indexed for
inflation. Off-the-shelf computer software and certain depreciable real property (qualified
leasehold improvement property, qualified restaurant property, and qualified retail improvement
property) also qualify. In 2015, the maximum amount of the cost of such real property that could
be expensed was $250,000, but this limit was eliminated beginning in 2016. Air conditioning
and heating units are qualifying property beginning in 2016.

The amount allowed as a deduction for any taxable year cannot exceed the taxable income of the
taxpayer (computed without regard to the deduction) that is derived from the active conduct of a

trade or business for that taxable year. Deductions disallowed because of this limitation typically
may be carried forward to the following taxable year.

While the deduction limits and thresholds for section 179 expensing had been in flux for several
years, they were made permanent by the Protecting Americans from Tax Hikes Act of 2015.

Reasons for Change

By allowing the cost of capital purchases to be expensed, section 179 reduces the after-tax cost
of small business purchases for tangible depreciable assets, and encourages increased investment
activity and greater job creation by small businesses and entrepreneurs. It also provides
accounting simplification for many small businesses by allowing them to avoid the complexity
of tracking depreciation. Thus, increasing the maximum expensing limit would provide
additional tax relief to America’s small businesses and entrepreneurs.
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Proposal

The proposal would increase the maximum section 179 expensing limitation to $1 million. The
phase-out threshold would remain at $2 million. These limitations and the $25,000 limitation on
the section 179 expensing of sport utility vehicles would be indexed for inflation. The $35,000
increase to the expensing limit for enterprise zone businesses would not be indexed given that
the Budget proposes to replace the section 179 expensing provisions for designated
empowerment zones with a 100-percent bonus depreciation provision, as described in the
Budget’s proposed Promise Zones initiative.

The proposal would be effective for property placed in service after December 31, 2016.
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EXPAND SIMPLIFIED ACCOUNTING FOR SMALL BUSINESS AND ESTABLISH A
UNIFORM DEFINITION OF SMALL BUSINESS FOR ACCOUNTING METHODS

Current Law

Certain businesses are not allowed to use the cash accounting method and must use an accrual
method of accounting. These entities include corporations other than S corporations (“C
corporations”), partnerships with a C corporation as a partner, and certain tax shelters. Qualified
personal service corporations may nevertheless use the cash method, as can nonfarm
corporations if they had $5 million or less in average annual gross receipts for each three-
taxable-year period ending in all prior taxable years that began after December 31, 1985.

C corporations engaged in the business of farming may use the cash method if they had

$1 million or less in annual gross receipts for each prior taxable year beginning after

December 31, 1975. A family-owned farming corporation may use the cash method if it had
$25 million or less in annual gross receipts for each prior taxable year beginning after December
31, 1985.

Taxpayers generally must capitalize costs incurred in the production of real or personal property
and in the production or purchase of inventory. The Code’s uniform capitalization (UNICAP)
rules require that these capitalized costs include both direct costs and an allocable portion of
indirect production and acquisition costs. The UNICAP rules do not apply to a taxpayer
acquiring personal property for resale if the taxpayer had $10 million or less in average annual
gross receipts for the three-taxable year period ending with the immediately preceding taxable
year. Producers using a simplified production method for determining indirect production costs,
and having $200,000 or less of those costs in a taxable year, are not required to capitalize those
costs. Exceptions from the UNICAP rules also apply to certain specified property and expenses,
including animals and certain plants produced in a farming business, unless the farming business
is required to use an accrual method of accounting. Finally, the UNICAP rules do not apply to
inventory items of qualifying small business taxpayers.

A taxpayer must account for inventories when the production, purchase, or sale of merchandise
is an income-producing factor in the taxpayer’s business, and an accrual method of accounting
must be used with regard to purchases and sales anytime inventory accounting is necessary. Two
types of qualifying small taxpayers with inventories may use the cash method of accounting, and
may deduct the cost of items purchased for resale and of raw materials purchased for use in
producing finished goods in the year the related merchandise is sold, or, if later, in the year in
which the taxpayer actually pays for the items: (1) any taxpayer (other than a tax shelter) that had
average annual gross receipts of $1 million or less for the three-taxable year period ending with
each prior taxable year ending on or after December 17, 1998, and (2) a taxpayer (other than a
farming business) that would not be prohibited from using the cash method under the rules
described above and that had $10 million or less in average annual gross receipts for the three-
taxable year period ending with each prior taxable year ending on or after December 31, 2000.

In general, a taxpayer in this second group qualifies only if its business activity is not classified
as mining, manufacturing, wholesale or retail trade, or an information industry activity.
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Reasons for Change

Current law rules have non-uniform small business exception requirements, relying on varying
forms of gross receipts tests, with widely different exception thresholds, and different rules
depending on the classification of a taxpayer’s business activities. A uniform definition of small
business for determining applicable accounting rules and a consistent application of a gross
receipts test would simplify tax administration and taxpayer compliance. An increase in the
exception threshold amount of a taxpayer’s average annual gross receipts to $25 million would
increase the number of business entities that would be able to obtain relief from complex tax
accounting rules, many of which are not used for financial accounting. Many rules under current
law prohibit a taxpayer from taking advantage of an accounting exception if they ever fail to
meet the relevant gross receipts test. Such taxpayers should be allowed to avail themselves of
simplified accounting methods if they subsequently are able to meet the gross receipts test for a
specified number of years. Finally, indexing the threshold for inflation ensures that the small
business definition remains a current reflection of the appropriate level of gross receipts for
excepting entities from certain tax accounting rules.

Proposal

The Administration proposes to create a uniform small business threshold at $25 million in
average annual gross receipts for allowing exceptions from certain accounting rules and to index
that threshold for inflation. Average annual gross receipts would be determined over a three-
year period, ending with the taxable year prior to the current taxable year. Adjustments would be
made for taxpayers not having sufficient receipts history. All entities treated as a single
employer under existing law would be treated as a single entity for purposes of the gross receipts
test. Satisfaction of the gross receipts test would allow an entity to elect one or more of the
following items: (1) use of the cash method of accounting in lieu of an accrual method
(regardless of whether the entity holds inventories); (2) the non-application of the uniform
capitalization (UNICAP) rules; and (3) the use of an inventory method of accounting that either
conforms to the taxpayer’s financial accounting method or is otherwise properly reflective of
income, such as deducting the cost of inventory items in the year the related merchandise is sold.
A business whose average annual gross receipts exceeds the threshold would not be able to make
an election to use one or more simplified accounting methods for the current taxable year and the
following four taxable years. These rules would supersede the special cash method exception
rules that apply to farm corporations, but exceptions allowing the cash method by personal
service corporations and by business entities that are not C corporations (other than partnerships
with a C corporate partner), regardless of size, would continue. Any tax shelter would continue
to be required to use an accrual accounting method. The exceptions from UNICAP not based on
a gross receipts test would continue. The UNICAP farming exceptions would not be changed,
but would be affected by the new gross receipts threshold for excepting UNICAP requirements
altogether for produced property, as well as the higher threshold for requiring use of an accrual
accounting method.

The increase in the threshold would be effective for taxable years beginning after December 31,

2016, and the threshold would be indexed for inflation for taxable years beginning after
December 31, 2017.
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INCREASE THE LIMITATIONS FOR DEDUCTIBLE NEW BUSINESS
EXPENDITURES AND CONSOLIDATE PROVISIONS FOR START-UP AND
ORGANIZATIONAL EXPENDITURES

Current Law

Start-up expenditures consist of any amount (other than interest, taxes, or research and
experimental expenditures) that would be deductible if paid or incurred in connection with the
operation of an existing active trade or business, but which is instead incurred in connection with
(1) investigating the creation or acquisition of an active trade or business; (2) creating an active
trade or business; or (3) any activity engaged in for profit and for the production of income
before the day on which the active trade or business begins, in anticipation of such activity
becoming an active trade or business.

Organizational expenditures are expenditures that are incident to the creation of a corporation or
partnership, chargeable to a capital account, and are of a character which, if expended incident to
the creation of a corporation or partnership having a limited life, would be amortizable over such
life.

In general, a taxpayer may elect to deduct up to $5,000 of start-up expenditures in the taxable
year in which the active trade or business begins, and to amortize the remaining amount ratably
over the 180-month period beginning with the month in which the active trade or business
begins. The $5,000 amount is reduced (but not below zero) by the amount by which such start-
up expenditures exceed $50,000. Similarly, a taxpayer may elect to deduct up to $5,000 of
organizational expenditures in the taxable year in which the corporation or partnership begins
business, and to amortize the remaining amount ratably over the 180-month period beginning
with the month in which the corporation or partnership begins business. The $5,000 amount is
reduced (but not below zero) by the amount by which such corporate or partnership
organizational expenditures exceed $50,000.

Reasons for Change

An immediate deduction of new business expenditures lowers the tax cost of investigating new
business opportunities and investing in new business activities. Increasing the dollar limit on
expensed new business expenditures and increasing the phase-out amount would support new
business formation and job creation. Consolidating the Code provisions relating to expenditures
incurred by new businesses simplifies tax administration and reduces new business owners’ tax
compliance burden.

Proposal

The Administration proposes to permanently allow up to $20,000 of new business expenditures
to be deducted in the taxable year in which a trade or business begins and to amortize the
remaining amount ratably over the 180-month period beginning with the month in which the
business begins. This maximum amount of expensed new business expenditures would be
reduced (but not below zero) by the amount by which new business expenditures with respect to
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the business exceed $120,000. New business expenditures would include amounts incurred in
connection with: (1) investigating the creation or acquisition of an active trade or business;

(2) creating an active trade or business; (3) any activity engaged in for profit and for the
production of income before the day on which the active trade or business begins, in anticipation
of such activity becoming an active trade or business; and (4) expenditures that are incident to
the creation of an entity taxed as a corporation or partnership, that are chargeable to a capital
account and are of a character which, if expended incident to the creation of a corporation or
partnership having a limited life, would be amortizable over such life.

The proposal would be effective for taxable years beginning after December 31, 2016.
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EXPAND AND SIMPLIFY THE TAX CREDIT PROVIDED TO QUALIFIED SMALL
EMPLOYERS FOR NON-ELECTIVE CONTRIBUTIONS TO EMPLOYEE HEALTH
INSURANCE

Current Law

The cost to an employer of providing health coverage for its employees is generally deductible as
an ordinary and necessary business expense for employee compensation. In addition, the value
of employer-provided health coverage is not subject to employer-paid Federal Insurance
Contributions Act tax.

Employees are generally not taxed on the value of employer-provided health coverage for
themselves, their spouses and their dependents under an accident or health plan. That is, health
coverage benefits are excluded from gross income for purposes of income and employment
taxes. Active employees may be able to pay for limited amounts of medical care and for their
own employee premium contributions on a pre-tax basis through a cafeteria plan.

The Affordable Care Act created a tax credit to help small employers provide health insurance
for employees and their families. An employer must make uniform contributions of at least 50
percent of the premium to qualify for the credit. The credit is generally available only for the
two-consecutive-taxable year period beginning with the first taxable year in which the employer
both offers a qualified health plan to its employees through a small business health options
program (SHOP) and claims the credit.

For-profit firms may claim the tax credit as a general business credit and may carry the credit
back for one year and carry the credit forward for 20 years. The credit is available to offset tax
liability under the alternative minimum tax. For tax-exempt organizations, the credit is
refundable and is capped at the amount of income tax withholding for employees and both the
employee and employer portion of the health insurance (Medicare) payroll tax.

A qualified employer is an employer with no more than 25 full-time equivalent employees
during the taxable year and whose employees have annual full-time equivalent wages that
average no more than $50,000 (indexed for inflation).

The maximum credit percentage is currently 50 percent (35 percent for tax-exempt
organizations). Eligible employer contributions are limited by the average premium for the small
group market in the rating area in which the employee enrolls for coverage. For example if the
average premium in an employee's rating area was $5,000, an employer paying for 60 percent of
a single plan costing $5,500 per year could claim no more than 60 percent of $5,000 in qualified
employer contributions for purposes of calculating the credit.

The credit is phased out on a sliding scale between 10 and 25 full-time equivalent employees as
well as between an average annual wage of $25,000 (indexed for inflation) and $50,000 (indexed
for inflation). Because the reductions are additive, an employer with fewer than 25 full-time
equivalent employees paying an average wage less than $50,000 might not be eligible for any tax
credit. For example, an employer with 18 full-time equivalent employees and an average annual
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wage of $37,500 would have its credit reduced first by slightly more than half for the phase-out
based on the number of employees and then by an additional half for the phase-out based on the
average wage, thereby eliminating the entire credit.

Reasons for Change

Expanding eligibility for the credit and simplifying its operation would increase the utilization of
the tax credit, and encourage more small employers to provide health benefits to employees and
their families. The credit also provides an incentive for small employers to join a SHOP, thereby
broadening the risk pool.

The current law denial of the credit to otherwise eligible small employers due to the additive
nature of the credit phase-outs may be perceived to be unfair. In addition, the uniform
contribution requirement and the rating area premium contribution limit add complexity and may
discourage some small employers from taking advantage of the credit.

Proposal

The proposal would expand the group of employers who are eligible for the credit to include
employers with up to 50 full-time equivalent employees and would begin the phase-out at 20
full-time equivalent employees. In addition, there would be a change in the coordination of the
phase-outs based on average wage and the number of employees (using a formula that is
multiplicative rather than additive) so as to provide a more gradual combined phase-out. As a
result, the proposal would ensure that employers with fewer than 50 employees and an average
wage less than $50,000 (indexed for inflation) would be eligible for the credit, even if they are
nearing the end of both phase-outs. The proposal would also eliminate the requirement that an
employer make a uniform contribution on behalf of each employee (although applicable
nondiscrimination laws will still apply), and would eliminate the limit imposed by the rating area
average premium.

The proposal would be effective for taxable years beginning after December 31, 2015.
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Incentives for Job Creation, Manufacturing, Research, and Clean Enerqy

ENHANCE AND SIMPLIFY RESEARCH INCENTIVES
Current Law

The research and experimentation (R&E) tax credit calculated under the “traditional” method
equals 20 percent of qualified research expenses above a base amount. The base amount is the
product of the taxpayer’s “fixed base percentage” and the average of the taxpayer’s gross
receipts for the four preceding years. The taxpayer’s fixed base percentage generally is the ratio
of its research expenses to gross receipts for the 1984-88 period. The base amount cannot be less
than 50 percent of the taxpayer’s qualified research expenses for the taxable year. Taxpayers can
elect the alternative simplified research credit (ASC), which is equal to 14 percent of qualified
research expenses that exceed 50 percent of the average qualified research expenses for the three
preceding taxable years. Under the ASC, the rate is reduced to six percent if a taxpayer has no
qualified research expenses in any one of the three preceding taxable years.

Qualified research expenses include both in-house research expenses and contract research
expenses. Generally only 65 percent of payments for qualified research by the taxpayer to an
outside person is included as contract research expenses, except that in the case of payments to a
qualified research consortium, 75 percent of the payments is included.

The R&E tax credit is a component of the general business credit and is not allowed to offset
alternative minimum tax (AMT) liability, unless the taxpayer qualifies as an eligible small
business. In addition, there is a special rule for owners of a pass-through entity (section 41(g)),
which limits the amount of credit to the amount of tax attributable to that portion of a person’s
taxable income which is allocable or apportionable to the person’s interest in such trade or
business or entity.

A qualified small business may elect to claim up $250,000 of R&E tax credit as a payroll tax
credit against its employer share of Social Security old age, survivors and disability insurance
(OASDI) taxes. To qualify for this payroll tax credit, the gross receipts of the taxpayer must be
less than $5 million in the taxable year, and the taxpayer must not have had gross receipts in any
taxable year before the 5-year period ending with the current taxable year.

For certain research activities, the R&E tax credit allows a separate credit calculation equal to 20
percent of: (1) basic research payments above a base amount; and (2) all eligible payments to an
energy research consortium for energy research.

Taxpayers may generally deduct R&E costs in the taxable year in which they are paid or
incurred. However, business owners of pass-through entities who do not materially participate in
the conduct of the trade or business must capitalize and amortize R&E costs over 10 years when
calculating AMT for individuals.
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Reasons for Change

The R&E tax credit encourages technological developments that are an important component of
economic growth. However, the current two credit system is outdated, too narrow in scope, and
too complicated.

Currently, a taxpayer must choose between using the outdated traditional method for calculating
the R&E tax credit that provides a 20-percent credit rate for research spending over a certain
base amount related to the business’s historical research intensity and the ASC that provides a
14-percent credit in excess of a base amount based on its recent research spending. The ASC is
much simpler to calculate and because the ASC base is updated annually, the ASC more
accurately reflects the business’s recent research experience. Increasing the rate of the ASC
would provide an improved incentive to increase research.

Allowing the R&E credit to offset AMT liability for all taxpayers and repealing the restriction on
use of the credit for pass-through business owners would simplify calculation of the credit and
make it more appealing to taxpayers to increase research activity. Increasing the allowable
percentage of contract research expenditures for qualified non-profit organizations would
provide a greater incentive for these institutions to conduct research.

Proposal

The proposal would repeal the traditional method. In addition, the proposal would make the
following changes: (1) the rate of the ASC would increase from 14 percent to 18 percent; (2) the
reduced ASC rate of six percent for businesses without qualified research expenses in the prior
three years would be eliminated; (3) the credit would be allowed to offset AMT liability for all
taxpayers; (4) contract research expenses would include 75 percent of payments to qualified non-
profit organizations (such as educational institutions) for qualified research; and (5) the special
rule for owners of a pass-through entity would be repealed.

In addition, the proposal would repeal the requirement that R&E costs be amortized over 10
years when calculating individual AMT.

This proposal would apply to expenditures paid or incurred after December 31, 2016.
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EXTEND AND MODIFY CERTAIN EMPLOYMENT TAX CREDITS, INCLUDING
INCENTIVES FOR HIRING VETERANS

Current Law

The work opportunity tax credit (WOTC) and the Indian employment credit provide temporary
tax incentives to employers of individuals from certain targeted groups. Each credit is a
component of the general business credit. The WOTC does not apply to an individual who
begins work after December 31, 2019. The Indian employment credit does not apply for tax
years beginning after December 31, 2016.

The WOTC is available for employers hiring individuals from one or more of 10 targeted groups.
Current WOTC targeted groups include qualified: (1) recipients of Temporary Assistance for
Needy Families; (2) veterans; (3) ex-felons; (4) residents of an empowerment zone or a rural
renewal community who are at least 18 but not yet 40 years old; (5) referrals from state-
sponsored vocational rehabilitation programs for the mentally and physically disabled; (6)
summer youth employees who are 16 or 17 years old residing in an empowerment zone; (7)
Supplemental Nutrition Assistance Program benefits recipients at least 18 years old but not yet
40 years old; (8) Supplemental Security Income recipients; (9) long-term family assistance
recipients; and (10) long-term unemployment recipients.

The WOTC is equal to 40 percent (25 percent for employment of 400 hours or less) of qualified
wages paid during the first year of employment with a business (i.e., first-year wages). Qualified
first-year wages are capped at the first $3,000 for summer youth employees, $10,000 for long-
term family assistance recipients, $12,000 for disabled veterans hired within one year of being
discharged or released from active duty, $14,000 for long-term unemployed veterans, $24,000
for long-term unemployed veterans who are also disabled, and $6,000 for all other categories of
targeted individuals. In addition, the first $10,000 of qualified second-year wages paid to long-
term family assistance recipients is eligible for a 50-percent credit. A disabled veteran is a
veteran entitled to compensation for a service-connected disability.

Qualified wages are those wages subject to the Federal Unemployment Tax Act, without regard
to any dollar limitation in section 3306(b), paid by the employer to a member of a targeted
group. Individuals must be certified by a designated local agency as a member of a targeted
group. The WOTC does not apply to wages paid to individuals who work fewer than 120 hours
in the first year of service. The employer’s deduction for wages is reduced by the amount of the
credit. The WOTC may fully offset alternative minimum tax liability.

The WOTC is generally not available to qualified tax-exempt organizations, except for those
employing qualified veterans. A qualified tax-exempt organization means an employer that is
described in section 501(c) and exempt from tax under section 501(a). A credit of 26 percent
(16.25 percent for employment of 400 hours or less) of qualified first-year wages is allowed
against the Federal Insurance Contributions Act taxes of the organization.

The Indian employment credit is equal to 20 percent of the excess of qualified wages and health
insurance costs paid or incurred by an employer in the current tax year over the amount of such
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wages and costs paid or incurred by the employer in calendar year 1993. Qualified wages and
health insurance costs with respect to any employee for the taxable year may not exceed
$20,000. The employer’s deduction for wages is reduced by the amount of the credit. Qualified
wages do not include any wages taken into account in determining the WOTC.

A qualified employee is an individual who is an enrolled member of an Indian tribe (or is the
spouse of an enrolled member), lives on or near the reservation where he or she works, performs
services that are substantially all within the Indian reservation, and receives wages from the
employer that are less than or equal to $30,000 (adjusted annually for inflation after 1994) when
determined at an annual rate. The inflation adjusted wage limit was $45,000 for 2014. The
credit is not available for employees involved in certain gaming activities or who work in a
building that houses such activities.

Reasons for Change

The Indian employment credit and the WOTC have been extended numerous times, but
extension has often been retroactive or near the expiration date. This pattern leads to uncertainty
for employers regarding the availability of the credit and may limit the incentive the credits
provide for employers to employ individuals from the targeted groups. To improve the
effectiveness of the credits, both credits should be made permanent.

Disabled veterans may pursue educational and other training opportunities after release or
discharge from military service before entering the civilian workforce, yet few who pursue such
education or training would be likely to complete it within the one-year period in which they
would remain qualified for the WOTC under current law. The Administration believes that such
education and training is beneficial and that disabled veterans who pursue such opportunities
should remain a qualified veteran for the purpose of the WOTC until six months after the
education or training is completed.

The Indian employment credit is structured as an incremental credit where current year qualified
wages and health insurance costs in excess of such costs paid in the base year (1993) are subject
to the credit. Updating the base year would eliminate the need for taxpayers to maintain tax
records long beyond the normal requirements, and would restore the original incremental design
of the credit.

Proposal

The proposal would permanently extend the WOTC to apply to wages paid to qualified
individuals who begin work for the employer after December 31, 2019.

In addition, for individuals who begin work for the employer after December 31, 2016, the
definition of a qualified veteran would be expanded. Qualified veterans would now include
disabled veterans who use G.l. Bill benefits to attend a qualified educational institution or
training program within one year of being discharged or released from active duty, and are hired
within six months of ending attendance at the qualified educational institution or training
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program. Qualified first-year wages of up to $12,000 paid to such individuals would be eligible
for the WOTC.

The proposal would permanently extend the Indian employment credit to apply to wages paid to
qualified employees in taxable years beginning after December 31, 2016.

In addition, the proposal would modify the calculation of the credit. For taxable years beginning
after December 31, 2016, the credit would be equal to 20 percent of the excess of qualified
wages and health insurance costs paid or incurred by an employer in the current taxable year
over the amount of such wages and costs paid or incurred by the employer in the base year. The
base year costs would equal the average of such wages and costs for the two taxable years prior
to the current taxable year.
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PROVIDE NEW MANUFACTURING COMMUNITIES TAX CREDIT

Current Law

Under current law, there is no tax incentive directly targeted to investments in communities that
do not necessarily qualify as low-income communities, but that have suffered or expect to suffer
an economic disruption as a result of a major job loss event, such as a military base closing or
manufacturing plant closing.

Reasons for Change

The loss of a major employer can devastate a community. Incentives, including tax incentives,
could encourage investments that help such affected communities recover more quickly from the
economic disruption.

Proposal

The Administration proposes a new allocated tax credit to support investments in communities
that have suffered a major job loss event. For this purpose, a major job loss event occurs when a
military base closes or a major employer closes or substantially reduces a facility or operating
unit, resulting in a long-term mass layoff. Applicants for the credit would be required to consult
with relevant State or local Economic Development Agencies (or similar entities) in selecting
those investments that qualify for the credit. The credit could be structured using the mechanism
of the New Markets Tax Credit or as an allocated investment credit similar to the tax credit for
investments in qualified property used in a qualifying advanced energy manufacturing

project. The Administration intends to work with the Congress to craft the appropriate structure
and selection criteria. Similar benefits would be extended to non-mirror code possessions
(Puerto Rico and American Samoa) through compensating payments from the U.S. Treasury.

The proposal would provide about $2 billion in credits for qualified investments approved in
each of the three years, 2017 through 2019.
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PROVIDE COMMUNITY COLLEGE PARTNERSHIP TAX CREDIT
Current Law

Employers are generally allowed to deduct from income employee compensation costs, including
costs incurred to provide training to employees. Employees do not include in income expenses
for training that maintains or improves skills used in their current jobs. In addition, employees
are allowed to exclude from income up to $5,250 annually in qualified educational assistance
paid as a benefit to the employee by the employer. Employers are generally not allowed a credit
for hiring new employees, unless one of those employees is certified as a member of one of the
targeted groups for the work opportunity tax credit (WOTC). Current law also allows a credit
for employment of residents of empowerment zones who also work within an empowerment
zone and for employing enrolled members of an Indian Tribe who work within an Indian
reservation.

Reasons for Change

The accumulation of knowledge and skills is an important component to the growth in
productivity of individual workers and the overall economy. Community and technical colleges
offer associate degrees and certificates that can lead to greater productivity, higher wages, and
more middle-class jobs. Employers can play a critical role in helping community colleges
develop quality programs by defining in-demand skills and helping develop curricula, providing
equipment and instructors with the necessary expertise, and offering apprenticeships and other
work-based learning opportunities. Indeed, the Administration’s Job-Driven Training Review
found that training programs that successfully prepare and place Americans into well-paying jobs
involved ongoing collaboration with employers to design and structure programs that align to
their skill needs. The Administration seeks to encourage employers to play a more active role in
funding and directing educational options at community and technical colleges to enable
graduates to acquire a more productive set of skills upon entering the local workforce.

Proposal

The proposal would provide businesses with a new tax credit for hiring graduates from
community and technical colleges as an incentive to encourage employer engagement and
investment in these education and training pathways. The credit would be a component of the
general business credit. The proposal would provide $500 million in tax credit authority for each
of the five years, 2017 through 2021. The tax credit authority would be allocated annually to
states on a per capita basis. Unused credits would be assigned to the national pool and re-
allocated to states on a per capita basis the following year. A designated state agency would
competitively award credit authority to qualifying community and technical college consortia,
and certify employer participation and eligibility to claim the credit. The award criteria would be
designed to encourage partnerships focused on education and training pathways to get low-
income and disadvantaged students the skills for better paying jobs. State agencies would
require participating employers to make contributions to strengthen community college programs
in areas such as: curricula development; skills assessment development; internships and applied
learning opportunities; registered apprenticeship programs; provision of labs; and donations of
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cash; equipment and personal services. Qualifying employers would receive a one-time $5,000
tax credit for each qualifying employee hired. Qualifying employees must be hired on a full-
time and permanent basis and certified by the designated state agency to have earned a degree
from a participating college program. The credit would be partially recaptured if the employee
worked less than one year.
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DESIGNATE PROMISE ZONES
Current Law

The Code contains various incentives targeted to encourage the development of particular
geographic regions, including empowerment zones. There are 40 empowerment zones — 30 in
urban areas and 10 in rural areas — that were designated through a competitive application
process in three separate rounds in 1994, 1998, and 2002. State and local governments
nominated distressed geographic areas, which were selected on the strength of their strategic
plans for economic and social revitalization. The urban areas were designated by the Secretary
of Housing and Urban Development. The rural areas were designated by the Secretary of
Agriculture. Empowerment zone designations were recently extended to remain in effect
through December 31, 2016. Incentives for businesses in empowerment zones include: (1) a 20-
percent wage credit for qualifying wages; (2) additional expensing for qualified zone property;
(3) tax-exempt financing for certain qualifying zone facilities; and (4) deferral of capital gains on
sales and reinvestment in empowerment zone assets.

The wage credit provides a 20-percent subsidy on the first $15,000 of annual wages paid to
residents of empowerment zones by businesses located in these communities, if substantially all
of the employee’s services are performed within the zone. The credit is not available for wages
taken into account in determining the work opportunity tax credit (WOTC).

To be eligible for the capital incentives, businesses must generally satisfy the requirements of an
enterprise zone business. Among other conditions, these requirements stipulate that at least 50
percent of the total gross income of such business is derived from the active conduct of a
business within an empowerment zone, a substantial portion of the use of tangible property of
such business is within an empowerment zone, and at least 35 percent of its employees are
residents of an empowerment zone.

Enterprise zone businesses are allowed to expense the cost of certain qualified zone property
(which, among other requirements, must be used in the active conduct of a qualified business in
an empowerment zone) up to an additional $35,000 above the amounts generally available under
Code section 179. In addition, only 50 percent of the cost of such qualified zone property counts
toward the limitation under which section 179 deductions are reduced to the extent the cost of
section 179 property exceeds a specified amount.

In addition, residents of empowerment zones who are 18-39 years old qualify as a targeted group
for the WOTC. Employers who hire an individual in a targeted group receive a 40-percent credit
that applies to the first $6,000 of qualified first-year wages. Empowerment zone residents aged
16-17 can also qualify as a targeted group for WOTC, but the qualifying wage limit is reduced to
$3,000 and the period of employment must be between May 1 and September 15.

The Administration has designated 13 local areas as promise zones. The first round of five zones
was announced on January 9, 2014, and the second round of eight zones was announced on April
28, 2015. The application period for the third and final round of seven zones has closed and
zone designations will be announced in the spring of 2016. Promise zones receive preferences
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for certain competitive Federal grant programs and technical assistance from participating
Federal agencies, but do not benefit from any specific Federal tax incentives.

Reasons for Change

Tax incentives targeted to promise zones would promote private sector investment and job
creation in economically distressed areas that have demonstrated potential for future growth and
diversification into new industries. While current law provides geographically targeted benefits
to numerous areas, some of these designations have been in effect for more than 20 years and
have recently been subject to several short-term and often retroactive extensions. The
Administration desires to target resources to areas where they would provide the most benefit on
a going-forward basis. The current tax incentives are perceived as complex and difficult for
businesses to navigate, potentially reducing the take-up rate for these incentives.

Proposal

The Administration proposes to provide two tax incentives applicable to the 20 designated
promise zones. First, an employment tax credit would be provided to businesses that employ
zone residents. The credit would apply to the first $15,000 of annual qualifying zone employee
wages. The credit rate would be 20 percent for zone residents who are employed within the zone
and 10 percent for zone residents employed outside of the zone. The definition of a qualified
zone employee would follow rules for a qualified empowerment zone employee found in section
1396(d). For the purposes of the 10-percent credit, the requirement that substantially all of the
services performed by the employee for the employer are within the zone would not apply. The
definition of qualified zone wages would follow the definitions provided in section 1396(c) and
1397(a) for the empowerment zone employment credit.

Second, qualified property placed in service within the zone would be eligible for additional
first-year depreciation of 100 percent of the adjusted basis of the property. Qualified property
for this purpose includes tangible property with a recovery period of 20 years or less, water
utility property, certain computer software, and qualified leasehold improvement property.
Qualified property must be new property. Qualified property excludes property that is required
to be depreciated under the Alternative Depreciation System. The taxpayer must purchase (or
begin the manufacture or construction of) the property after the date of zone designation and
before the zone designation ends (but only if no written binding contract for the acquisition was
in effect before zone designation begins). The property must be placed in service within the
zone while the zone designation is in effect.

The Secretary of the Treasury would be given authority to collect data from taxpayers on the use
of such tax incentives by zone. The Secretary of Agriculture and the Secretary of Housing and
Urban Development may require the nominating local government to provide other data on the
economic conditions in the zones both before and after designation. These data would be used to
evaluate the effectiveness of the promise zones program.

Zone designations for the purpose of the tax incentives would be in effect from January 1, 2017
through December 31, 2026.
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MODIFY AND PERMANENTLY EXTEND RENEWABLE ELECTRICITY
PRODUCTION TAX CREDIT AND INVESTMENT TAX CREDIT

Current Law

The general business tax credit includes a renewable electricity production tax credit, which is a
credit per kilowatt hour of electricity produced from qualified energy facilities. Qualified energy
resources comprise wind, closed-loop biomass, open-loop biomass, geothermal energy, small
irrigation power, municipal solid waste, qualified hydropower production, and marine and
hydrokinetic renewable energy. The electricity must be sold to an unrelated third party and a
taxpayer may generally claim a credit during the 10-year period commencing with the date the
qualified facility is placed in service. Construction of a qualified facility must have begun before
the end of 2017 (2019 for wind) for the facility to be eligible for the renewable electricity
production tax credit. The electricity production credit is indexed annually for inflation
measured after 1992, based on the base amounts of 1.5 cents per kilowatt hour of electricity
produced from wind, closed-loop biomass, and geothermal energy, and 0.75 cents per kilowatt
hour for electricity produced in open-loop biomass, landfill gas, trash, qualified hydropower, and
marine and hydrokinetic renewable energy facilities. In 2015 the credit was 2.3 cents per
kilowatt hour for qualified resources in the first group and 1.2 cents per kilowatt hour for
qualified resources in the second group. The production tax credit for wind facilities is available
through 2019; however, the credit phases out beginning in 2017. Wind facilities on which
construction begins before 2017 are eligible for the full amount of the credit. Facilities on which
construction begins in 2017 are eligible for 80 percent of the credit; facilities on which
construction begins in 2018 are eligible for 60 percent of the credit; and facilities on which
construction in 2019 are eligible for 40 percent of the credit. The production tax credit for
qualified facilities other than wind is available to facilities on which construction begins before
2017.

For all qualifying facilities, other than closed-loop biomass facilities modified to co-fire with
coal and or other biomass, the amount of credit a taxpayer may claim is reduced by reason of
grants, tax-exempt bonds, subsidized energy financing, and other credits, but the reduction
cannot exceed 50 percent of the otherwise allowable credit. In the case of closed-loop biomass
facilities modified to co-fire with coal and/or other biomass, there is no reduction in credit by
reason of grants, tax-exempt bonds, subsidized energy financing, and other credits.

The general business tax credit also includes an investment tax credit for certain energy property.
For solar energy (including solar process heat), the investment credit is 30 percent of eligible
basis if construction begins before 2020, 26 percent if construction begins in 2020, and 22
percent if construction begins in 2021, provided in all cases that such property is placed in
service before January 1, 2024. A 10-percent investment tax credit is available to solar property
placed in service after January 1, 2024. A 30-percent investment tax credit is available to fuel
cell and small wind property placed in service before January 1, 2017, and a 10-percent credit is
available to microturbine, combined heat and power system and geothermal property placed in
service before January 1, 2017. The 10-percent credit remains available to non-heat pump
geothermal property placed in service after December 31, 2016.
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Quialified production tax credit facilities may elect to claim a 30-percent investment tax credit in
lieu of the production tax credit. The 30-percent investment tax credit in lieu of production tax
credit is available to wind facilities if construction begins before 2017. After 2017 the
investment tax credit amount available to wind facilities is incrementally phased down in
accordance with the phase down applicable to the production tax credit for electricity produced
from wind. A 30-percent investment tax credit in lieu of the production tax credit is available to
qualified production tax credit facilities (other than wind facilitates) on which construction
begins before January 1, 2017.

An individual tax credit is available to qualified solar electric and solar water heating property
placed in service before January 1, 2022. The credit is 30 percent for property placed in service
before January 1, 2020; 26 percent for property placed in service in 2020; and 22 percent for
property placed in service in 2021. No individual tax credit for solar electric or solar water
heating property is available for property placed in service after December 31, 2021. An
individual tax credit is available to qualified fuel cell, small wind energy, and geothermal heat
pump property placed in service before January 1, 2017.

Reasons for Change

Production of renewable electricity and investment in property qualifying for the investment tax
credit for energy property furthers the Administration’s policy of supporting a clean energy
economy, reducing our reliance on oil, and reducing greenhouse gas emissions. The extension of
incentives for production and investment contributes to the continued success of that policy. In
addition, many renewable developers have insufficient income tax liability to claim the
renewable electricity production tax credits and must enter into joint ventures or other financing
transactions with other firms to take advantage of them. Making the production tax credit
refundable would reduce transaction costs, thereby increasing the incentives for firms to produce
clean renewable energy. Extending this policy permanently will provide certainty for business
planning. Furthermore, some renewable electricity is consumed directly by the facility that owns
the energy property and is not sold to an unrelated third party. Allowing such directly consumed
electricity, when its production can be independently verified, to be eligible for the credit will
increase the incentives for businesses to produce clean renewable energy.

Proposal

The proposal would permanently extend the renewable electricity production tax credit at current
credit rates (adjusted annually for inflation), make it refundable, and make it available to
otherwise eligible renewable electricity consumed directly by the producer rather than sold to an
unrelated third party to the extent that its production can be independently verified. Solar
facilities that qualify for the investment tax credit would be eligible for the renewable electricity
production tax credit for construction that begins after December 31, 2016. The proposal would
also allow individuals who install solar electric and solar water heating property on a dwelling
unit before January 1, 2022 to claim the production tax credit in lieu of the residential energy
efficient property credit. Individuals who install solar property on a dwelling unit after
December 31, 2021 may claim only a production tax credit.
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The proposal would also permanently extend the investment tax credit under the terms available
to sources in 2017. Specifically, the proposal would permanently extend the 30-percent
investment tax credit for solar, fuel cell, and small wind property and the 10-percent credit for
geothermal, microturbine, and combined heat and power property. The proposal would also
make permanent the election to claim the proposed investment tax credit in lieu of the renewable
electricity production tax credit for qualified facilities eligible for the production tax credit.
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MODIFY AND PERMANENTLY EXTEND THE DEDUCTION FOR ENERGY -
EFFICIENT COMMERCIAL BUILDING PROPERTY

Current Law

Taxpayers are allowed to deduct expenditures for energy efficient commercial building property
placed in service on or before December 31, 2016. Energy efficient commercial building
property is defined as property: (1) installed on or in any building that is located in the United
States and is within the scope of Standard 90.1-2007; (2) installed as part of (i) the interior
lighting systems, (ii) the heating, cooling, ventilation, and hot water systems, or (iii) the building
envelope; (3) certified as being installed as part of a plan designed to reduce the total annual
energy use with respect to the interior lighting, heating, cooling, ventilation, and hot water
systems of the building by 50 percent or more in comparison to a reference building that meets
the minimum requirements of Standard 90.1-2007; and (4) with respect to which depreciation (or
amortization in lieu of depreciation) is allowable. Standard 90.1-2007, as referred to here, is
Standard 90.1-2007 of the American Society of Heating, Refrigerating, and Air Conditioning
Engineers and the Illuminating Engineering Society of North America a nationally accepted
building energy code that has been adopted by State and local jurisdictions throughout the United
States; new editions of the standard are reviewed by the Department of Energy under section 304
of the Energy Conservation and Production Act. The maximum allowable deduction with
respect to a building for all tax years is limited to $1.80 per square foot.

In the case of a building that does not achieve a 50-percent energy savings, a partial deduction is
allowed with respect to each separate building system (interior lighting; heating, cooling,
ventilation, and hot water; and building envelope) that meets the system-specific energy-savings
target prescribed by the Secretary. The applicable system-specific savings targets are those that
would result in a total annual energy savings with respect to the whole building of 50 percent, if
each of the separate systems met the system-specific target. The maximum allowable deduction
for each separate system is $0.60 per square foot.

The deduction is allowed in the year in which the property is placed in service. If the energy
efficient commercial building property expenditures are made by a Federal, State, or local
government or a political subdivision thereof, the deduction may be allocated to the person
primarily responsible for designing the property.

Reasons for Change

The President has called for a new Better Buildings Initiative that would reduce energy usage in
commercial buildings by 20 percent over 10 years. This initiative would catalyze private sector
investment to upgrade the efficiency of commercial buildings. Enhancing the current deduction
for energy efficient commercial building property — which is primarily used by taxpayers
constructing new buildings — and allowing a modified deduction better suited for buildings over
10 years old would encourage private sector investments in energy efficiency improvements.
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Proposal

The proposal would update the energy efficiency standard and would increase, modify, and
permanently extend the current deduction. The deduction would be a fixed $3.00 per square foot
for improvements that are part of a certified plan designed to reduce energy use by the building
as a whole by at least 50 percent, relative to a reference building that meets the minimum
requirements of Standard 90.1-2010. For improvements that are part of a certified plan to reduce
energy use by one of the separate building systems by a proportion that would lead to at least 50-
percent savings if applied to the building as a whole, the deduction would be $1.00 per square
foot. For taxpayers that simultaneously satisfy the energy savings targets for both the building
envelope and heating, cooling, ventilation, and hot water systems, the deduction would be $2.00.
Energy-savings reference standards would be updated every three years by the Secretary in
consultation with the Secretary of Energy to encourage innovation by the commercial building
industry.

The proposal would also provide a new deduction that applies to the retrofitting of existing
commercial buildings. Deduction amounts and energy-savings targets would be the same as for
new commercial building property but the building’s projected energy savings would be
measured relative to a specified energy-use baseline. The deduction would only apply to
existing buildings with at least 10 years of occupancy. Projections of energy savings and
specification of the comparison energy-use baselines for existing buildings would be based on
methods and procedures provided by the Secretary in consultation with the Secretary of Energy.

A taxpayer may only take one deduction for each commercial building property.

The deduction would be available for certified improvements made after December 31, 2016.
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PROVIDE A CARBON DIOXIDE INVESTMENT AND SEQUESTRATION TAX
CREDIT

Current Law

Current law allows a carbon dioxide sequestration credit of $20 per metric ton of qualified
carbon dioxide that is captured at a qualified facility and disposed of in secure geological storage
and not used as a tertiary injectant in a qualified enhanced oil or natural gas recovery project, and
$10 per metric ton if used as a tertiary injectant in an enhanced oil or natural gas recovery. The
credit is indexed annually by an inflation adjustment factor. The credit is allowed through the
end of the calendar year in which the Secretary certifies that 75 million metric tons of qualified
carbon dioxide have been sequestered.

Reasons for Change

Carbon dioxide sequestration will reduce greenhouse gas emissions from fossil fuel combustion.
The current sequestration credit does not provide incentives for carbon dioxide sequestration
beyond the current phase-out quantity. Investments in carbon dioxide capture and sequestration
technologies will help facilitate additional technological improvements that will be important for
reducing the costs of controlling future greenhouse gas emissions.

Proposal

The proposal would authorize $2 billion to be allocated as a new refundable investment tax
credit to projects that capture and permanently sequester carbon dioxide (CO,). Credits would
be available to new and retrofitted electric generating units. Projects must capture and store at
least one million metric tons of CO, per year. Projects that treat the entire flue gas stream from
an electric generating unit or set of units must sequester at least 50 percent of the CO, in the
stream. Projects that treat only a portion of the flue gas stream must capture at least 80 percent
of the CO; in the stream.

The investment tax credit would be available for 30 percent of the installed cost of eligible
property. Eligible property would include carbon capture equipment and other tangible property
used as an integral part of the project and CO, transportation and storage infrastructure,
including pipelines, wells, and monitoring systems. Eligible property includes only property that
is part of a new project or retrofit placed in service after December 31, 2015.

Applications for the investment credit would be due 2 years after enactment, after which date the
Secretary would determine the amount of credit awarded to each applicant. Taxpayers would be
able to apply an investment tax credit to part of or all of the qualified investment in the project.
In determining the award of the investment tax credit, the Secretary would consider (1) the credit
per ton of net sequestration capability and (2) the expected contribution of the technology and
the type of plant to which that technology is applied to the long-run economic viability of carbon
sequestration from fossil fuel combustion. No more than $800 million of the credits would be
allowed to flow to projects that capture and store less than 80 percent of their CO, emissions. A
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minimum of 70 percent of the credits would be required to flow to projects fueled by greater than
75 percent coal.

The proposal would also allow a new refundable sequestration tax credit for qualified
investments at a rate of (1) $50 per metric ton of CO, permanently sequestered and not
beneficially reused (e.g., in an enhanced oil recovery operation) and (2) $10 per metric ton for
CO; that is permanently sequestered and beneficially reused. The credit would be indexed for
inflation and would be allowed for a maximum of 20 years of production.

The proposal would be effective as of the date of enactment.
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PROVIDE ADDITIONAL TAX CREDITS FOR INVESTMENT IN QUALIFIED
PROPERTY USED IN A QUALIFYING ADVANCED ENERGY MANUFACTURING
PROJECT

Current Law

A 30-percent tax credit is provided for investments in eligible property used in a qualifying
advanced energy project. A qualifying advanced energy project is a project that re-equips,
expands, or establishes a manufacturing facility for the production of: (1) property designed to
produce energy from renewable resources; (2) fuel cells, microturbines, or an energy storage
system for use with electric or hybrid-electric vehicles; (3) electric grids to support the
transmission, including storage, of intermittent sources of renewable energy; (4) property
designed to capture and sequester carbon dioxide emissions; (5) property designed to refine or
blend renewable fuels or to produce energy conservation technologies; (6) electric drive motor
vehicles that qualify for tax credits or components designed for use with such vehicles; and (7)
other advanced energy property designed to reduce greenhouse gas emissions.

Eligible property is property: (1) that is necessary for the production of the property listed above;
(2) that is tangible personal property or other tangible property (not including a building and its
structural components) that is used as an integral part of a qualifying facility; and (3) with
respect to which depreciation (or amortization in lieu of depreciation) is allowable.

Under the American Recovery and Reinvestment Act of 2009 (ARRA), total credits were limited
to $2.3 billion, and the Department of the Treasury, in consultation with the Department of
Energy, was required to establish a program to consider and award certifications for qualified
investments eligible for credits within 180 days of the date of enactment of ARRA. Credits may
be allocated only to projects where there is a reasonable expectation of commercial viability. In
addition, consideration must be given to projects that: (1) will provide the greatest domestic job
creation; (2) will have the greatest net impact in avoiding or reducing air pollutants or
greenhouse gas emissions; (3) have the greatest potential for technological innovation and
commercial deployment; (4) have the lowest levelized cost of generated or stored energy, or of
measured reduction in energy consumption or greenhouse gas emission; and (5) have the shortest
completion time. Guidance under current law requires taxpayers to apply for the credit with
respect to their entire qualified investment in a project.

Applications for certification under the program may be made only during the two-year period
beginning on the date the program is established. An applicant that is allocated credits must
provide evidence that the requirements of the certification have been met within one year of the
date of acceptance of the application and must place the property in service within three years
from the date of the issuance of the certification.

Reasons for Change

The $2.3 billion cap on the credit has resulted in the funding of less than one-third of the
technically acceptable applications that have been received. Rather than turning down worthy
projects that could be deployed quickly to create jobs and support economic activity, the
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program — which has proven successful in leveraging private investment in building and
equipping factories that manufacture clean energy products in America — should be expanded.

The lack of a reliable and extensive network of refueling stations can inhibit the adoption of
alternative fuel vehicles. Using some of the credit allocation to subsidize construction of such
networks (or other related infrastructure) would promote the use of cleaner burning alternative
fuels.

Proposal

The proposal would authorize an additional $2.5 billion of credits for investments in eligible
property used in a qualifying advanced energy manufacturing project. Up to $200 million of
these credits may be allocated to the construction of infrastructure that contributes to networks of
refueling stations that serve alternative fuel vehicles. Taxpayers would be able to apply for a
credit with respect to part or all of their qualified investment. If a taxpayer applies for a credit
with respect to only part of the qualified investment in the project, the taxpayer’s increased cost
sharing and the project’s reduced revenue cost to the government would be taken into account in
determining whether to allocate credits to the project.

Applications for the additional credits would be made during the two-year period beginning on
the date on which the additional authorization is enacted. As under current law, applicants that
are allocated the additional credits must provide evidence that the requirements of the
certification have been met within one year of the date of acceptance of the application and must
place the property in service within three years from the date of the issuance of the certification.

The proposal would be effective as of the date of enactment.
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EXTEND THE TAX CREDIT FOR SECOND GENERATION BIOFUEL PRODUCTION
Current Law

In 2013, the “cellulosic biofuel producer credit” was renamed the “second generation biofuel
producer credit”. It will expire on December 31, 2016. This nonrefundable income tax credit of
$1.01 is available for each gallon of qualified second generation biofuel produced in a taxable
year. Second generation biofuel includes any liquid fuel that: (1) is produced in the United
States and used as fuel in the United States; (2) is derived from fiber-based sources
(lignocellulosic or hemicellulosic matter) available on a renewable or recurring basis or from
cultivated algae or related microorganisms; and (3) meets the registration requirements for fuels
and fuel additives established by the Environmental Protection Agency (EPA) under section 211
of the Clean Air Act. Thus, to qualify for the credit the fuel must be approved by the EPA.
Second generation biofuel cannot qualify as biodiesel, renewable diesel, or alternative fuel for
purposes of the income tax credit, excise tax credit, or payment provisions relating to those fuels.

Reasons for Change

Second generation biofuels have the potential to reduce petroleum consumption and greenhouse
gas emissions. Extending the existing tax credit would support this transformative transportation
fuel. However, support for this fuel should be phased out in the future as this fuel becomes cost-
competitive.

Proposal

The proposal would extend the tax credit for blending cellulosic fuel at $1.01 per gallon through
December 31, 2022, and would then reduce the amount of the credit by 20.2 cents per gallon in
each subsequent year, so that the credit would expire after December 31, 2026.
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PROVIDE A TAX CREDIT FOR THE PRODUCTION OF ADVANCED
TECHNOLOGY VEHICLES

Current Law

A tax credit is allowed for plug-in electric drive motor vehicles. A plug-in electric drive motor
vehicle is a vehicle that has at least four wheels, is manufactured for use on public roads, is
treated as a motor vehicle for purposes of Title Il of the Clean Air Act (that is, is not a low-speed
vehicle), has a gross vehicle weight of less than 14,000 pounds, meets certain emissions
standards, draws propulsion energy using a traction battery with at least four kilowatt hours of
capacity, is capable of being recharged from an external source, and meets certain other
requirements. The credit is $2,500 plus $417 for each kilowatt hour of battery capacity in excess
of four kilowatt hours, up to a maximum credit of $7,500. The credit phases out for a
manufacturer’s vehicles over four calendar quarters beginning with the second calendar quarter
following the quarter in which 200,000 of the manufacturer’s credit-eligible vehicles have been
sold. The credit is generally allowed to the taxpayer that places the vehicle in service (including
a person placing the vehicle in service as a lessor). In the case of a vehicle used by a tax-exempt
or governmental entity, however, the credit is allowed to the person selling the vehicle to the tax-
exempt or governmental entity, but only if the seller clearly discloses the amount of the credit to
the purchaser.

Reasons for Change

The President is proposing increased investment in research and development and a competitive
program to encourage communities to invest in the advanced vehicle infrastructure, address the
regulatory barriers, and provide the local incentives to achieve deployment at critical mass. The
President is also proposing a transformation of the existing tax credit for plug-in electric drive
motor vehicles into one that is allowed for a wider range of advanced technologies and that is
allowed generally to the seller.

Making the credit available to a wider range of technologies, removing the cap placed on the
number of vehicles per manufacturer that can receive the credit, and allowing for a scalable
credit up to a maximum of $10,000 will help increase production of advanced vehicles that
diversify our fuel use and bring down the cost of producing such vehicles.

Making the credit transferable will add flexibility to the market. This flexibility would enable
the seller or person financing the sale to offer a point-of-sale rebate to consumers.

Proposal

The proposal would replace the credit for plug-in electric drive motor vehicles with a credit for
advanced technology vehicles. The credit would be available for a vehicle that meets the
following criteria: (1) the vehicle operates primarily on an alternative to petroleum; (2) as of
January 1, 2015, there are few vehicles in operation in the U.S. using the same technology as
such vehicle; and (3) the technology used by the vehicle exceeds the footprint based target miles
per gallon by at least 25 percent. The Secretary of the Treasury, in consultation with the
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Secretary of Energy, will determine what constitutes the “same technology” for this purpose.
The credit would be limited to vehicles that weigh no more than 14,000 pounds and are treated as
motor vehicles for purposes of Title Il of the Clean Air Act. In general, the credit would be the
sum of $5,000 and the product of 100 and the amount by which the vehicle’s miles per gallon
equivalent exceeds its footprint-based target miles per gallon, but would be capped at $10,000
($7,500 for vehicles with a manufacturer's suggested retail price above $45,000). The credit for
a battery-powered vehicle would be determined under current law rules for the credit for plug-in
electric drive motor vehicles if that computation results in a greater credit. The credit would be
available to the manufacturer of the vehicle, but the manufacturer would have the option to
transfer the credit to a dealer that sells the vehicle or to the end-use purchaser of the vehicle. If
the credit is transferred to an end-use business purchaser, the purchaser would not be required to
reduce the basis of depreciable property by the amount of the credit.

The credit would be allowed for vehicles placed in service after December 31, 2016 and no later
than December 31, 2023. The credit would be 75 percent of the otherwise allowable amount for
vehicles placed in service in 2021, 50 percent of such amount for vehicles placed in service in
2022, and 25 percent of such amount for vehicles placed in service in 2023.
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PROVIDE A TAX CREDIT FOR MEDIUM- AND HEAVY-DUTY ALTERNATIVE-
FUEL COMMERCIAL VEHICLES

Current Law

A tax credit is allowed for fuel-cell vehicles purchased before 2017. The credit is $20,000 for
vehicles weighing more than 14,000 pounds but not more than 26,000 pounds and $40,000 for
vehicles weighing more than 26,000 pounds. There is no tax incentive for other types of
alternative-fuel vehicles (vehicles operating on compressed natural gas, liquefied natural gas,
liquefied petroleum gas, hydrogen, or any liquid at least 85 percent of the volume of which
consists of methanol) weighing more than 14,000 pounds.

Reasons for Change

Alternative-fuel vehicles have the potential to reduce petroleum consumption. A tax credit
would encourage the purchase of such vehicles and the development of a commercially viable
manufacturing base for alternative-fuel medium and heavy-duty vehicles. Making the credit
transferable would add flexibility to the market. This flexibility would enable the seller or
person financing the sale of these vehicles to offer a point-of-sale rebate to purchasers.

Proposal

The proposal would allow a tax credit of $25,000 for dedicated alternative-fuel vehicles
weighing between 14,000 pounds and 26,000 pounds and $40,000 for dedicated alternative-fuel
vehicles weighing more than 26,000 pounds.

The credit would be available to the manufacturer of the vehicle, but the manufacturer would
have the option to transfer the credit to a dealer that sells the vehicle or to the vehicle’s end-use
purchaser. If the credit is transferred to an end-use business purchaser, the purchaser would not
be required to reduce the basis of depreciable property by the amount of the credit.

The credit would be allowed for vehicles placed in service after December 31, 2016, and no later

than December 31, 2022. For vehicles placed in service in calendar year 2022, the credit would
be limited to 50 percent of the otherwise allowable amount.
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MODIFY AND EXTEND THE TAX CREDIT FOR THE CONSTRUCTION OF
ENERGY-EFFICIENT NEW HOMES

Current Law

The general business tax credit includes a new energy-efficient home credit available to eligible
contractors for the construction of qualified new energy-efficient homes acquired for use as
residences. To have qualified as a new energy-efficient home, the home must have been
certified in accordance with guidance prescribed by the Secretary to achieve either a 30-percent
or 50-percent reduction in heating and cooling energy consumption compared to a comparable
dwelling constructed in accordance with the standards of chapter 4 of the 2006 International
Energy Conservation Code (IECC) as in effect (including supplements) on January 1, 2006, and
any applicable Federal minimum efficiency standards for heating and cooling equipment. For
homes meeting the 30-percent standard, one-third of such 30-percent savings must come from
the building envelope (i.e., windows, wall, and doors), and for homes meeting the 50-percent
standard, one-fifth of such 50-percent savings must come from the building envelope. The credit
equaled $1,000 in the case of a new manufactured home (e.g., a mobile home or other pre-built
home) that met the 30-percent standard and $2,000 in the case of a new home that met the 50-
percent standard.

In lieu of meeting the 30-percent efficiency improvement relative to the standards of chapter 4 of
the 2006 IECC, manufactured homes certified by a method prescribed by the Administrator of
the Environmental Protection Agency under the ENERGY STAR Labeled Homes program are
eligible for the $1,000 credit.

The credit applies to homes acquired prior to January 1, 2017.

Reasons for Change

The prior tax credit expires at the end of 2016. The expiring credit applies only to energy
savings from heating and cooling, which accounts for about half of home energy use. Ideally,
the tax incentive would encourage overall energy efficiency, not just heating and cooling
efficiency.

In addition, energy efficiency and other home building standards have continued to improve
since the prior provision was enacted. For example, ENERGY STAR certified new homes are at
least 15 percent more energy efficient than a home built to a model building code which sets
minimum energy efficiency standards (the 2009 International Energy Conservation Code), and
features additional measures that deliver a total energy efficiency improvement of up to 30
percent compared to a typical new home. These savings may be even higher in States with less
rigorous energy efficiency codes. ENERGY STAR certification includes energy efficiency in
heating, cooling, and building envelope, in addition to efficiency standards for lighting and
appliances and hot water. It also includes a checklist to help ensure quality installation
procedures are followed and critical construction details are not omitted. The Department of
Energy (DOE) Zero Energy Ready Home program, which began in 2013, is even more
ambitious. DOE Zero Energy Ready Homes must meet all ENERGY STAR home requirements
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plus additional higher standards for the best proven practices and technologies for energy
efficiency, indoor air quality, durability, and readiness for the transition to renewable
energy. The ENERGY STAR and DOE Zero Energy Ready Homes requirements are
coordinated and share a common certification process.

Re-targeting the tax credit to the ENERGY STAR and DOE Zero Energy Ready Home standards
would promote the adoption of high overall energy efficiency standards in the construction of
new homes.

Proposal

For homes acquired after December 31, 2016, and no later than December 31, 2026. The
proposal would provide a $1,000 energy efficient new home tax credit for the construction of a
qualified ENERGY STAR certified new home acquired for use as a residence. In addition, a
$4,000 tax credit would be provided for the construction of a qualified DOE Zero Energy Ready
Home acquired for use as a residence. To ensure that a new home meets ENERGY STAR or
DOE Zero Energy Ready Home guidelines, verification by a qualified third party would be
required.
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Incentives to Promote Regional Growth

MODIFY AND PERMANENTLY EXTEND THE NEW MARKETS TAX CREDIT
(NMTC)

Current Law

The NMTC is a 39-percent credit for qualified equity investments (QEIs) made to acquire stock
in a corporation, or a capital interest in a partnership, that is a qualified community development
entity (CDE) and is held for a period of seven years. The allowable credit amount for any given
year is the applicable percentage (five percent for the year the equity interest is purchased from
the CDE and for each of the two subsequent years, and six percent for each of the following four
years) of the amount paid to the CDE for the investment at its original issue. The NMTC is
available for a taxable year to the taxpayer who holds the QEI on the date of the initial
investment or on the respective anniversary date that occurs during the taxable year. The credit
is recaptured if at any time during the seven-year period that begins on the date of the original
issue of the investment the entity ceases to be a qualified CDE, the proceeds of the investment
cease to be used as required, or the equity investment is redeemed.

Under current law, the NMTC can be used to offset regular Federal income tax liability but
cannot be used to offset alternative minimum tax (AMT) liability.

The NMTC will expire on December 31, 2019.

Reasons for Change

Permanent extension of the NMTC would allow CDEs to continue to generate investments in
low-income communities. This would also create greater certainty for investment planning
purposes.

Proposal

The proposal would extend the NMTC permanently, with an allocation amount of $5 billion for
each year after 2019. The proposal also would permit NMTC amounts resulting from QEIs
made after December 31, 2019, to offset AMT liability.

The proposal would be effective after December 31, 20109.
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REFORM AND EXPAND THE LOW-INCOME HOUSING TAX CREDIT (LIHTC)
Current Law

If a taxpayer owns rent-restricted rental housing that is occupied by tenants having incomes
below specified levels, the taxpayer may claim LIHTCs over a 10-year period. The credits
earned each year generally depend on three factors—the portion of the building devoted to low-
income units, the investment in the building, and a credit rate (called the “applicable
percentage”).

Computation of the credit amount

For a building to qualify for LIHTCs, a minimum portion of the units in the building must be
rent-restricted and occupied by low-income tenants. Under section 42(g)(1) of the Code, the
taxpayer makes an irrevocable election between two criteria. Either: (1) At least 20 percent of
the units must be rent-restricted and occupied by tenants with income at or below 50 percent of
area median income (AMI); or (2) At least 40 percent of the units must be rent-restricted and
occupied by tenants with incomes at or below 60 percent of AMI. In all cases, qualifying
income standards are adjusted for family size. Maximum allowable rents are restricted to 30
percent of the elected income standard, adjusted for the number of bedrooms in the unit.

The amount of the investment used in the credit calculation (the “qualified basis”) is the product
of the portion of the building attributable to low-income units times the building’s “eligible
basis” (generally, depreciable basis at the end of the first taxable year in the credit period). In
some cases, however, to enhance the economic feasibility of a project, the Code increases
eligible basis by 30 percent (thus increasing the owner’s LIHTCs by 30 percent) (a “basis
boost™).

For example, a basis boost applies to buildings in Qualified Census Tracts (QCTs). AQCT is a
census tract that is characterized by a specified poverty rate or by a specified concentration of
low-income residents and that is designated as a QCT by the Department of Housing and Urban
Development (HUD). These designations, however, may not be made for a combination of
census tracts in a metropolitan statistical area (MSA) if the aggregate population of the
combination of tracts exceeds 20 percent of population of the MSA.

There are two applicable percentages, referred to as the 70-percent present value credit rate and
the 30-percent present value credit rate. Each month, the IRS announces these rates. The stated
goal is rates such that the 10 annual installments of the credit have a present value of 70 percent
(or 30 percent) of the total qualified basis of the property. The Code prescribes a risk-free
discount factor and other computational assumptions that the IRS must use in setting the rates.

There is a minimum applicable percentage of nine percent for the 70-percent present value credit
rate for buildings placed in service after July 30, 2008.
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Additional prerequisites for earning LIHTCs

Credits are not available unless occupancy is available to the general public. Section 42(g)(9),
however, clarifies that a project does not fail to meet this general public use requirement solely
because of occupancy restrictions or preferences that favor tenants with special needs, tenants
who are members of a specified group under certain Federal or State programs, or tenants who
are involved in artistic or literary activities.

To ensure that low-income buildings remain low-income buildings for decades, no LIHTCs are
allowed with respect to any building for any taxable year unless an extended low-income
housing commitment (Long-Term-Use Agreement, or Agreement) is in effect as of the end of the
year. A Long-Term-Use Agreement is a contract between the owner of the property and the
applicable State housing credit agency (Agency). The Agreement must run with the land to bind
future owners of the property for three decades or more, and certain provisions of the Agreement
must be enforceable in State court not only by the Agency but also by any past, present, or future
income-qualified tenant. In addition to requiring that certain minimum portions of a building be
low-income units, the Long-Term-Use Agreement must mandate certain conduct in the
management of the building, including prohibiting the refusal to lease because the prospective
tenant is a holder of a voucher or certificate of eligibility under section 8 of the United States
Housing Act of 1937 and prohibiting eviction (other than for good cause) of any existing tenant
in a low-income unit.

The allocation process

Every year, the Code provides each State with a limited number of LIHTCs that the State may
allocate among proposed projects that are designed to earn LIHTCs. In general, regardless of
how large a building’s qualified basis may be, the LIHTCs that the owner may earn from the
building are limited by the amount that the State has allocated. Each State (including any
Agencies) must adopt a qualified allocation plan (QAP) to guide the allocation.

A QAP must give preference to projects serving the lowest income tenants, to projects obligated
to serve qualified tenants for the longest periods, and to projects which are located in QCTs and
the development of which contributes to a concerted community revitalization plan. In addition,
the Code prescribes ten selection criteria that every QAP must include—project location,
housing needs characteristics, project characteristics (including whether the project includes the
use of existing housing as part of a community revitalization plan), sponsor characteristics,
tenant populations with special housing needs, public housing waiting lists, tenant populations of
individuals with children, projects intended for eventual tenant ownership, the energy efficiency
of the project, and the historic nature of the project. A QAP must also provide a procedure that
the Agency (or its agent) will follow in monitoring for noncompliance with the rules for LIHTC
eligibility and in notifying the IRS of any noncompliance of which the Agency has become
aware.

None of these criteria or factors, however, unambiguously requires States to allocate housing

credit dollar amounts in a manner that affirmatively furthers fair housing, even though Federal
agencies administering housing programs or activities are subject to such a requirement.

64



Private activity bonds

In general, gross income does not include interest on any State or local bond if the bond is a
qualified private activity bond (PAB). One of the requirements to be a qualified PAB is that the
bond generally needs to be part of an issue whose face amount, together with the face amount of
other PABs issued by the issuing authority in the calendar year, does not exceed the maximum
amount of PABs that the authority may issue for the year (referred to as the “PAB volume cap”).
Every year, the Code allows each State a limited amount of PAB volume cap.

In addition to earning LIHTCs as a result of receiving a State allocation of LIHTCs, a building
owner can generate LIHTCs by financing the building with qualified PABs. Without any State
allocation, LIHTCs may be earned on the full qualified basis of a building if the qualified PABs
finance at least half of the aggregate basis of the building and the land. In the case of these
bond-derived credits, however, the credit rate is the 30-percent present value credit rate, not the
70-percent present value credit rate (or, when applicable, at the 9-percent minimum rate), which
generally applies to State-allocated credits. Bond-derived credits do not reduce the State’s
remaining allocable LIHTCs.

Protection against domestic abuse

LIHTCs support the construction and preservation of a large portion of the nation’s affordable
housing for people of limited means. LIHTCs differ, however, from Federal housing programs
in its combination of the following attributes: (1) the housing itself is owned and managed by
private-sector persons; (2) these persons are answerable in the first instance to State authorities
(which are responsible for monitoring compliance with Federal requirements); and (3) the
Federal role (undertaken by the IRS) is to determine whether the owners are entitled to tax
credits.

Section 601 of the Violence Against Women Reauthorization Act of 2013 provides that
applicants or tenants of certain federally assisted housing may not be denied admission to, denied
assistance under, terminated from participation in, or evicted from, the housing on the basis that
the applicant or tenant is or has been a victim of domestic violence, dating violence, sexual
assault, or stalking (collectively, “domestic abuse”). In appropriate cases, a lease may be
bifurcated to evict or otherwise remove the perpetrator of criminal domestic abuse and yet to
avoid penalizing a victim of that abuse who is a lawful occupant. That section applies these
duties to “the low income housing tax credit program under section 42 of the Internal Revenue
Code of 1986.”

Reasons for Change

Agencies in charge of allocating LIHTCs are often confronted with a larger number of deserving
projects than they can support. Some of these buildings can be built only with higher credit rate
LIHTCs. Increasing the volume of higher rate credits would allow the development of some
projects for which the current supply is insufficient. In addition, some developers obtain
LIHTCs by financing their buildings with PABs even though they have access to more preferred
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financing options. The resulting transaction costs consume resources that might otherwise
provide affordable housing.

In practice, the income criteria often produce buildings that serve a narrow income band of
tenants—those just below the eligible income threshold. Without incentives to create mixed-
income housing, LIHTC-supported buildings may not serve those most in need. In addition, the
inflexibility of the income criteria makes it difficult for LIHTC to support acquisition of partially
or fully occupied properties for preservation or repurposing.

LIHTCs are the Federal Government’s largest vehicle supporting the construction and
rehabilitation of affordable housing. Because Federal law has made State agencies responsible
for allocating the potential to earn LIHTCs, there should be no doubt that these agencies must do
so in a manner that affirmatively furthers fair housing.

Preservation and rehabilitation of existing affordable housing is often a more efficient way of
supplying affordable housing than is new construction. In addition, public resources may have
already been expended in the development of existing affordable housing. Thus, preservation of
publicly assisted affordable housing should be encouraged.

Because of the population cap on census tracts in an MSA that may be designated as QCTs,
some tracts with qualifying levels of poverty or low income residents may be kept from QCT
status by the presence of similarly distressed areas in the same MSA. Nearby poverty should not
bar an otherwise-eligible poor census tract from qualifying for increased subsidies.

Although the Violence Against Women Reauthorization Act of 2013 provides that no building
that has produced LIHTCs for its owner should fail to provide reasonable protections for victims

of domestic abuse, it does not amend the Code, nor does it contain any provision for enforcing
those protections in LIHTC buildings.

Proposal

Allow conversion of private activity bond volume cap into LIHTCs

The proposal would provide two ways in which PAB volume cap could be converted into
LIHTCs.

First, States would be authorized to convert PAB volume cap to be received for a calendar year
into LIHTC allocation authorization applicable to the same year. The conversion ratio would be
reset each calendar year to respond to changing interest rates. In addition, each State would be
subject to an annual maximum amount of PAB volume cap that can be converted.

For each $1,000 of PAB volume cap surrendered, the State would receive additional allocable
LIHTCs for the calendar year equal to: $1000 x twice the applicable percentage that applies for
PAB-financed buildings and that is determined under section 42(b)(1)(B)(ii) for December of the
preceding calendar year.
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The aggregate amount of PAB volume cap that each State may convert with respect to a calendar
year is 18 percent of the PAB volume cap that the State receives for that year under section
146(d)(1).

The proposal would be effective with respect to PAB volume cap to be received in, and
additional LIHTC allocation authority received for, calendar years beginning after the date of
enactment.

Second, instead of obtaining the lower-rate credits by financing at least 50 percent of a building
with PABs, a taxpayer could obtain these credits by satisfying the following requirements: (1)
there is an allocation of PAB volume cap in an amount not less than the amount of bonds that
would be necessary to qualify for LIHTCs and (2) the volume cap so allocated reduces the
State’s remaining volume cap as if tax-exempt bonds had been issued.

The proposal would be effective for projects that are allocated volume cap after the date of
enactment.

Encourage mixed income occupancy by allowing LIHTC-supported projects to elect a criterion
employing a restriction on average income

The proposal would add a third criterion to the two section 42(g)(1) criteria that are described
above. When a taxpayer elects this third criterion, at least 40 percent of the units in the project
would have to be occupied by tenants with incomes that average no more than 60 percent of
AMI. No rent-restricted unit, however, could be occupied by a tenant with income over

80 percent of AMI; and, for purposes of computing the average, any unit with an income limit
that is less than 20 percent of AMI would be treated as having a 20-percent limit. Maximum
allowable rents would be determined according to the income limit of the unit. A project would
satisfy the third criterion only if the average income of the units is no more than 60 percent of
AMI both (1) calculated with all low-income units weighted equally; and (2) calculated with
each low-income unit weighted according to imputed LIHTC occupancy rules, i.e., 1.5 occupants
per bedroom and one occupant for zero-bedroom units).

For example, suppose that a project has 70 identical rent-restricted units—210 units with income
limits of 20 percent of AMI, 10 with limits of 40 percent of AMI, 20 with limits of 60 percent of
AMI, and 30 with limits of 80 percent of AMI. This would satisfy the new criterion because
none of the limits exceeds 80 percent of AMI and the average does not exceed 60 percent of
AMI. (10x20 + 10x40 + 20x60 + 30x80 = 4200, and 4200/70 = 60.) (Because all of the units
are identical, when the average is calculated weighting each unit by its imputed occupancy, the
weighted average is also 60.)

A special rule would apply to rehabilitation projects that contain units that receive ongoing
subsidies (e.g., rental assistance, operating subsidies, and interest subsidies) administered by
HUD or the Department of Agriculture. If a tenant, when admitted to such a property, had an
income not more than 60 percent of the then-applicable AMI and if, when the tenant’s income is
measured for purposes of LIHTC qualification, the tenant’s income is greater than 60 percent of
the now-applicable AMI but not more than 80 percent of AMI (this fraction is called the “Credit-
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Year-1 AMI Percentage”), then, the taxpayer may make an election that would allow the tenant
to remain in residence without impairing the building’s LIHTCs. In particular, the election
would have the following consequences: (1) the average-income calculations would be made
without taking that tenant’s unit into account; (2) the requirement in the next-available-unit rule,
see section 42(g)(2)(D)(ii), would apply; and (3) the tenant’s unit would be treated as rent-
restricted if the gross rent collected from the unit does not exceed 30 percent of the Credit-Year-
1 AMI Percentage multiplied by the current AMI.

When the tenant moves out, if the unit is to continue to be rent-restricted, the income restriction
on the unit would revert to 60 percent of AMI (or whatever other level the taxpayer determines,
consistent with the criterion that was elected under section 42(g)(1)).

The proposal would be effective for elections under section 42(g)(1) that are made after the date
of enactment.

Add furthering fair housing and preservation of publicly assisted affordable housing to allocation
criteria

The proposal would add a fourth required allocation preference to clarify States’ responsibilities
to make allocations in a manner that affirmatively furthers fair housing. The proposal would also
add preservation of publicly assisted affordable housing as an eleventh selection criterion that
QAPs must include.

The proposal would be effective for allocations made in calendar years beginning after the date
of enactment.

Remove the QCT population cap

The proposal would allow HUD to designate as a QCT any census tract that meets the current
statutory criteria of a poverty rate of at least 25 percent or 50 percent or more of households with
an income less than 60 percent of AMI. That is, the proposal would remove the current limit
under which the aggregate population in census tracts designated as QCTs cannot exceed 20
percent of the metropolitan area's population.

This change would apply to buildings that receive allocations of LIHTCs or volume cap after the
date of enactment.

Implement requirement that LIHTC-supported housing protect victims of domestic abuse

Protections for victims of domestic abuse would be required in all Long-Term-Use Agreements.
These provisions would apply to both the low-income and the market-rate units in the building.
For example, once such an Agreement applies to a building, the owner could not refuse to rent
any unit in the building to a person because that person had experienced domestic abuse.
Moreover, such an experience of domestic abuse would not be good cause for terminating a
tenant’s occupancy. Under the Agreement, an owner could bifurcate a lease so that the owner
could simultaneously (1) remove or evict a tenant or lawful occupant who engaged in criminal
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activity directly relating to domestic abuse and (2) avoid evicting, terminating, or otherwise
penalizing a tenant or lawful occupant who is a victim of that criminal activity. The proposal
would clarify that such a continuing occupant of a low-income unit could become a tenant and
would not have to be tested for low-income status as if the continuing occupant were a new
tenant.

Any prospective, present, or former occupant of the building could enforce these provisions of an
Agreement in any State court, whether or not that occupant meets the income limitations
applicable to the building.

In addition, the proposal would clarify that occupancy restrictions or preferences that favor
persons who have experienced domestic abuse would qualify for the “special needs” exception to
the general public use requirement.

The proposed requirements for Long-Term-Use Agreements would be effective for Agreements
that are either first executed, or subsequently modified, 30 days or more after enactment. The
proposed clarification of the general public use requirement would be effective for taxable years
ending after the date of enactment.
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Incentives for Investment in Infrastructure

PROVIDE AMERICA FAST FORWARD BONDS (AFFB) AND EXPAND ELIGIBLE
USES

Current Law

Build America Bonds are a lower-cost borrowing tool for State and local governments that were
enacted as part of the American Recovery and Reinvestment Act of 2009 (ARRA). Traditional
tax-exempt bonds provide for lower borrowing costs for State and local governments indirectly
through a Federal tax exemption to investors for the interest income received on the bonds. By
comparison, Build America Bonds are taxable bonds issued by State and local governments in
which the Federal Government makes direct payments to State and local governmental issuers
(called “refundable tax credits”) to subsidize a portion of their borrowing costs in an amount
equal to 35 percent of the coupon interest on the bonds. Issuance of Build America Bonds was
limited to original financing for public capital projects for which issuers otherwise could use tax-
exempt “governmental bonds” (as contrasted with “private activity bonds,” which benefit private
entities). ARRA authorized the issuance of Build America Bonds in 2009 and 2010 without
volume limitation, and the authority to issue these bonds expired at the end of 2010. Issuers
could choose in 2009 and 2010 to issue Build America Bonds or traditional tax-exempt bonds.

Tax-exempt bonds have broader program parameters than Build America Bonds. In addition to
using the bonds for original financing for public capital projects like Build America Bonds, tax-
exempt bonds may generally be used for: (1) “current refundings” to refinance prior
governmental bonds for interest cost savings where the prior bonds are repaid promptly within
90 days of issuance of the refunding bonds; (2) short-term “working capital” financings for
governmental operating expenses for seasonal cash flow deficits; (3) financing for section
501(c)(3) nonprofit entities, such as nonprofit hospitals and universities; and (4) qualified private
activity bond financing for specified private projects and programs (including, for example, mass
commuting facilities, solid waste disposal facilities, low-income residential rental housing
projects, and single-family housing for low- and moderate-income homebuyers, among others),
which are subject to annual State bond volume caps with certain exceptions.

Reasons for Change

The Build America Bond program was quite successful and expanded the market for State and
local governmental debt. From April 2009 through December 2010, approximately $185 billion
in Build America Bonds were issued in 2,899 transactions in all 50 States, the District of
Columbia, and two territories. During 2009 and 2010, Build America Bonds gained one-third of
the market of the total dollar supply of State and local new, long-term governmental debt.

This program taps into a broader market for investors without regard to tax liability (e.g., pension
funds may be investors in Build America Bonds, though they typically do not invest in tax-
exempt bonds). By comparison, traditional tax-exempt bonds have a narrower class of investors,
which generally consist of retail investors (individuals and mutual funds hold over 70 percent of
tax-exempt bonds).
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The Build America Bond program delivers an efficient Federal subsidy directly to State and local
governments (rather than through third-party investors). By comparison, tax-exempt bonds can
be viewed as inefficient in that the Federal revenue cost of the tax exemption is often greater
than the benefits to State and local governments achieved through lower borrowing costs. The
Build America Bond program also has a potentially more streamlined tax compliance framework
focusing directly on governmental issuers who benefit from the subsidy, as compared with tax-
exempt bonds and tax credit bonds, which involve investors as tax intermediaries. The Build
America Bond program also relieved supply pressures in the tax-exempt bond market and helped
to reduce interest rates in that market.

Pursuant to the requirements of the Balanced Budget and Emergency Deficit Control Act of
1985, as amended, refund payments to State and local government issuers claiming refundable
tax credits for their Build America Bonds currently are being reduced by a sequestration rate.
For refund payments processed by the IRS on or after October 1, 2014 and on or before
September 30, 2015, the refundable tax credit payments to issuers are reduced by the fiscal year
2015 sequestration rate of 7.3 percent. Market participants have argued that current
sequestration cuts to refundable tax credit payments for Build America Bonds has reduced
investor interest in purchasing these types of taxable bonds.

America Fast Forward Bonds would build upon the successful example of the Build America
Bond program by providing a new bond program with broader uses that will attract new sources
of capital for infrastructure investment (e.g., pension funds may be investors in America Fast
Forward Bonds, though they typically do not invest in tax-exempt bonds). In order to alleviate
concerns about future sequestration cuts, refundable tax credit payments to issuers of America
Fast Forward Bonds, should be protected from sequestration.

Proposal

Provide America Fast Forward Bonds and expand eligible uses

The proposal would create a new, permanent America Fast Forward Bond program that would be
an optional alternative to traditional tax-exempt bonds. Like Build America Bonds, America
Fast Forward Bonds would be taxable bonds issued by State and local governments in which the
Federal Government makes direct payments to State and local governmental issuers (through
refundable tax credits). For the permanent America Fast Forward Bond program, the
Department of the Treasury would make direct payments to State and local governmental issuers
in an amount equal to 28 percent of the coupon interest on the bonds. The 28-percent Federal
subsidy level is intended to be approximately revenue neutral relative to the estimated future
Federal tax expenditures for tax-exempt bonds. The America Fast Forward program should
facilitate greater efficiency, a broader investor base, and lower costs for State and local
governmental debt.

Eligible uses for America Fast Forward Bonds would include: (1) original financing for

governmental capital projects, as under the authorization of Build America Bonds; (2) current
refundings of prior public capital project financings for interest cost savings where the prior
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bonds are repaid promptly within 90 days of issuance of the current refunding bonds; (3) short-
term governmental working capital financings for governmental operating expenses (such as tax
and revenue anticipation borrowings for seasonal cash flow deficits), subject to a 13-month
maturity limitation; and (4) financing for section 501(c)(3) nonprofit entities.

The proposal also recommends precluding direct payments to State and local government issuers
under the permanent America Fast Forward Bond program from being subject to sequestration.
For purposes of this proposal, the term “sequestration” means any reduction in direct spending
pursuant to the Balanced Budget and Emergency Deficit Control Act of 1985, as amended, the
Statutory-Pay-As-You-Go Act of 2010, as amended or the Budget Control Act of 2011, as
amended.

Allow eligible use of America Fast Forward Bonds to include financing all qualified private
activity bond program cateqories

In addition to including financing for section 501(c)(3) nonprofit entities, eligible uses also
include financing for the types of projects and programs that can be financed with qualified
private activity bonds, subject to the applicable State bond volume caps for the qualified private
activity bond category. Further, eligible uses would include financing for projects that can be
financed with the new type of qualified private activity bond known as “Qualified Public
Infrastructure Bonds” that is included in the Budget.

The proposal would be effective for bonds issued after December 31, 2016.
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ALLOW CURRENT REFUNDINGS OF STATE AND LOCAL GOVERNMENTAL
BONDS

Current Law

The Code provides Federal tax subsidies for lower borrowing costs on debt obligations issued by
States and local governments and political subdivisions thereof (“State and local bonds”). The
Code delivers Federal borrowing subsidies to State and local governments in different ways.
Section 103 provides generally for the issuance of tax-exempt bonds for eligible governmental
purposes at lower borrowing costs based on the excludability of the interest paid on the bonds
from the gross income of the owners of the bonds. Other State or local bond provisions provide
Federal borrowing subsidies to State and local governments through direct subsidy payments
(called “refundable tax credits”) to State and local governmental issuers, tax credits to investors
in certain tax credit bonds to replace specified portions of the interest on those bonds, and other
collateral tax advantages to State and local bonds.

From time to time, for reasons associated with Federal cost considerations and other targeting
objectives, various State and local bond provisions have had bond volume caps, time deadlines
for bond issuance, or transitional provisions for program restrictions. For example, section
54AA enacted by the American Recovery and Reinvestment Act of 2009 authorized the issuance
of taxable Build America Bonds in 2009 and 2010 for governmental capital projects and
provided for direct borrowing subsidy payments to issuers for 35 percent of the borrowing costs.
In addition, section 54A authorizes the issuance of certain Qualified Tax Credit Bonds for
targeted public school and energy programs under specified bond volume caps and within certain
time periods. Other examples of targeted, temporary bond provisions include a $25 billion
authorization for “Recovery Zone Bonds” in section 1400U1-3; a temporary exception to the
alternative minimum tax preference for interest on tax-exempt private activity bonds under
section 57(a)(5); and a temporary increase in the size of a small issuer exception (from $10
million to $30 million) to the tax-exempt carrying cost disallowance rule for financial institutions
in section 265(b).

In the tax-exempt bond area, a “current refunding” or “current refunding issue” (under Treas.
Reg. §1.150-1(d)(3)) refers to bonds used to refinance prior bonds in circumstances in which the
prior bonds are redeemed or retired within 90 days after issuance of the current refunding bonds.

Reasons for Change

Tax policy favors current refundings of State and local bonds within appropriate size and
maturity parameters because these current refundings generally reduce both: (1) borrowing costs
for State and local governmental issuers; and (2) Federal revenue costs or tax expenditure costs
of Federal subsidies for borrowing costs on State and local bonds. The primary reason that
States and local governments engage in current refunding transactions is to reduce interest costs.*

! By comparison, an “advance refunding” refers to a refinancing in which the refunding bonds and the prior bonds
may remain outstanding concurrently for more than 90 days. Advance refundings involve duplicative Federal
subsidy costs for the same financed project or purpose. Section 149(d) restricts advance refundings.
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The extent to which statutory provisions address current refundings has varied among different
State and local bond program provisions. Selected examples of provisions that address current
refundings include the following: the Tax Reform Act of 1986 (general transition rule); section
147(b) (private activity bond volume cap); section 142(i)(9) (bond volume cap for qualified
green buildings and sustainable design projects); section 142(m)(4) (bond volume cap for
qualified highway or surface freight transfer projects); and section 1394(f)(3)(C)(ii) (bond
volume cap for new empowerment zone facility bonds). By contrast, other State and local bond
programs do not address current refundings expressly. Selected examples of provisions that do
not address current refundings expressly include Build America Bonds under section 54AA,
Qualified Tax Credit Bonds under section 54A, and Recovery Zone Bonds under section
1400U1-3.

In light of the disparate statutory treatment of current refundings and the lack of express
consideration of current refundings in certain statutory provisions, a general statutory provision
that sets forth parameters for allowable current refundings of State and local bonds would
promote greater uniformity and tax certainty.

Proposal

The proposal would provide a general Code provision to authorize current refundings of State or
local bonds upon satisfaction of the following requirements:

1. The issue price of the current refunding bonds would be required to be no greater than the
outstanding principal amount (generally meaning the outstanding stated principal amount,
except as provided below) of the refunded bonds. For bonds issued with more than a de
minimis amount of original issue discount or premium, the adjusted issue price or
accreted present value of the refunded bonds would be required to be used as the measure
of this size limitation in lieu of the outstanding stated principal amount of the refunded
bonds.

2. The weighted average maturity of the current refunding bonds would be required to be no
longer than the remaining weighted average maturity of the refunded bonds (determined
in the manner provided in section 147(b)).

This provision would apply generally to State and local bond programs or provisions that do not
otherwise allow current refundings or expressly address the treatment of current refundings
(including bonds for which bond volume caps or time deadlines applied to issuance of original
bonds). This provision would be inapplicable to State and local bond programs or provisions
that otherwise allow or expressly address current refundings, such as traditional tax-exempt
governmental bonds under section 103 for which current refundings generally are allowable
without statutory bond maturity restrictions and qualified tax-exempt private activity bonds
under section 141(e) for which current refundings generally are allowable within prescribed
statutory bond maturity restrictions under section 147(b).

The proposal would be effective as of the date of enactment.
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REPEAL THE $150 MILLION NON-HOSPITAL BOND LIMITATION ON QUALIFIED
SECTION 501(C)(3) BONDS

Current Law

Section 501(c)(3) bonds can be used to finance either capital expenditures or working capital
expenditures of section 501(c)(3) organizations. The Tax Reform Act of 1986 established a
$150 million limit on the volume of outstanding, non-hospital, tax-exempt section 501(c)(3)
bonds. The limit was repealed in 1997 with respect to bonds issued after August 5, 1997, if at
least 95 percent of the net proceeds were used to finance capital expenditures incurred after that
date. Thus, the limitation continues to apply to bonds more than five percent of the net proceeds
of which finance or refinance (1) working capital expenditures, or (2) capital expenditures,
incurred on or before August 5, 1997.

Reasons for Change

The $150 million limitation results in complexity and provides disparate treatment depending on
the nature and timing of bond-financed expenditures. Issuers must determine whether an issue
consists of non-hospital bonds, and they must calculate the amount of non-hospital bonds that are
allocable to a particular tax-exempt organization. In addition, issuers must determine whether
more than five percent of the net proceeds of each issue of non-hospital bonds finances working
capital expenditures, or capital expenditures incurred on or before August 5, 1997, to determine
whether the issue is subject to the limitation. Repealing the limitation would enable nonprofit
universities to utilize tax-exempt financing on a basis comparable to public universities.

Proposal

The $150 million limit on the volume of outstanding, non-hospital, tax-exempt bonds for the
benefit of any one section 501(c)(3) organization would be repealed in its entirety, effective for
bonds issued after the date of enactment.
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INCREASE NATIONAL LIMITATION AMOUNT FOR QUALIFIED HIGHWAY OR
SURFACE FREIGHT TRANSFER FACILITY BONDS

Current Law

Tax-exempt private activity bonds may be used to finance qualified highway or surface freight
transfer facilities. A qualified highway or surface freight transfer facility is (1) any surface
transportation project, (2) any project for an international bridge or tunnel for which an
international entity authorized under Federal or State law is responsible, or (3) any facility for the
transfer of freight from truck to rail or rail to truck. These projects must receive Federal
assistance under Title 23 of the United States Code or, in the case of facilities for the transfer of
freight from truck to rail or rail to truck, Federal assistance under either Title 23 or Title 49 of the
United States Code.

Tax-exempt bonds issued to finance qualified highway or surface freight transfer facilities are
not subject to State volume limitations. Instead, the Secretary of Transportation is authorized to
allocate a total of $15 billion of issuance authority to qualified highway or surface freight
transfer facilities in such manner as the Secretary determines appropriate.

The proceeds of qualified highway or surface freight transfer facility bonds must be spent on
qualified projects within five years from the date of issuance of such bonds. Bond proceeds that
remain unspent after five years must be used to redeem outstanding bonds.

Reasons for Change

Qualified highway or surface freight transfer facility bonds are a permitted category of tax-
exempt private activity bond that permit private involvement in qualified highway or surface
transfer projects. Increasing by $4 billion the issuance amount of these types of bonds is
consistent with the Administration’s policies of expanding access to innovative financing
programs and increasing overall investment in transportation infrastructure. Importantly, the
recently-passed Fixing America’s Surface Transportation (FAST) Act builds on these efforts.
Notably, the FAST Act establishes a new National Surface Transportation and Innovative
Finance Bureau within the Department of Transportation (DOT) to serve as a one-stop shop for
State and local governments to receive federal funding, financing, or technical assistance. This
builds on the work of the DOT’s Build America Transportation Investment Center and provides
additional tools to improve coordination within DOT to promote innovative finance mechanisms.

Proposal

The proposal would increase the $15 billion aggregate amount permitted to be allocated by the
Secretary of Transportation to $19 billion with the elimination of this category of bond and
conversion to qualified public infrastructure bonds once these funds are allocated.

The proposal would be effective upon enactment.
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PROVIDE A NEW CATEGORY OF QUALIFIED PRIVATE ACTIVITY BONDS FOR
INFRASTRUCTURE PROJECTS REFERRED TO AS “QUALIFIED PUBLIC
INFRASTRUCTURE BONDS”

Current Law

State and local governments are eligible to issue tax-exempt bonds to finance a wide range of
public infrastructure projects. There are two basic kinds of tax-exempt bonds: governmental
bonds and qualified private activity bonds. In general, the interest on tax-exempt bonds is
excludable from the gross income of the owners.

Bonds generally are treated as governmental bonds if the bond proceeds are used predominantly
for State or local governmental use or the bonds are secured or payable predominantly from State
or local governmental sources of payment. Governmental bonds are subject to various general
restrictions, including private business limitations, private loan limitations, arbitrage investment
restrictions, registration and reporting requirements, Federal guarantee restrictions, advance
refunding limitations, spending period limitations, and pooled bond limitations.

Private activity bonds may be issued on a tax-exempt basis to finance different specified types of
eligible exempt facilities and programs if they meet the general requirements for governmental
bonds (except for the private business limitations) and additional requirements for qualified
private activity bonds, including a bond volume cap for most private activity bonds. Qualified
private activity bonds include exempt facility bonds, qualified mortgage bonds, qualified small
issue bonds, qualified student loan bonds, qualified redevelopment bonds, and qualified section
501(c)(3) bonds. Eligible facilities that may be financed with exempt facility bonds include,
among others, airports, docks and wharves, mass commuting facilities, facilities for the
furnishing of water, sewage facilities, solid waste disposal facilities, high-speed intercity rail
facilities, environmental enhancements of hydro-electric generating facilities, and qualified
highway or surface freight transfer facilities. In addition, for qualified private activity bonds
used to finance airports, docks and wharves, mass commuting facilities, and environmental
enhancements of hydro-electric generating facilities, a governmental ownership requirement
applies. Exempt facilities also must meet a “public use” requirement by serving a general public
use or being available for general public use. An alternative minimum tax (AMT) preference
applies to the interest on specified private activity bonds, including most private activity bonds.

Reasons for Change

The Administration recognizes the importance of public infrastructure investment and the role
that the private sector can play in public infrastructure projects. The existing framework for tax-
exempt bonds limits private sector involvement in public infrastructure projects in various
respects. For governmental bonds, the strict private business limitations limit private sector
involvement. For qualified private activity bonds, in certain circumstances, the bond volume cap
requirement may constrain private sector commitments to larger scale and longer term public
infrastructure projects for which sufficient volume cap may be unavailable or uncertain. The
proposal aims to encourage greater private investment in public infrastructure through a new
hybrid category of tax-exempt bonds. This new category would require core hallmarks of public
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infrastructure through governmental ownership and general public use, but would remove the
private business limitations, the bond volume cap requirement, and the AMT preference that may
impede private investment. This new category would facilitate longer-term lease, management,
operation, and concession arrangements than under the existing framework.

Proposal

In general, the proposal would create a new category of tax-exempt qualified private activity
bonds called “Qualified Public Infrastructure Bonds” (QPIBs) that would be eligible to finance
the following specific categories of infrastructure projects that, except for the new broadband
project category, are permitted to be financed with exempt facility bonds under current law: (1)
airports; (2) docks and wharves; (3) mass commuting facilities; (4) facilities for the furnishing of
water; (5) sewage facilities; (6) solid waste disposal facilities; (7) qualified highway or surface
freight transfer facilities; and (8) broadband telecommunications assets to provide high-speed
internet access for data transmission through wired or wireless networks.

To ensure the public nature of financed infrastructure, the proposal would impose two core
eligibility requirements for QPIBs: a governmental ownership requirement and a public use
requirement. The proposal would require that the projects financed by QPIBs must be owned by
a State or local governmental unit. To enhance certainty, the proposal would provide a safe
harbor for establishing governmental ownership of financed projects that would follow the same
principles as the existing safe harbor under section 142(b)(1)(B) for governmental ownership of
airports, docks and wharves, mass commuting facilities, and environmental enhancements of
hydro-electric generative facilities that are financed with exempt facility bonds. In addition, the
proposal would require that projects financed by QPIBs meet a public use requirement by
serving a general public use or being available on a regular basis for general public use. Further,
except as otherwise provided, the proposal would require that QPIBs meet the existing eligibility
restrictions for qualified private activity bonds.

The proposal would make the bond volume cap requirement inapplicable to QPIBs. The
proposal also would make the AMT preference for interest on specified private activity bonds
inapplicable to QPIBs.

To simplify the qualified private activity bond area, the proposal would remove those existing
categories of exempt facilities that overlap with QPIBs effective upon the effective date of the
proposal, subject to a transitional exception for qualified highway or surface freight transfer
facilities. Qualified highway or surface freight transfer facilities would be eligible for QPIBs at
the same time as other eligible facilities when QPIBs became effective and that existing category
of exempt facility bond also would continue to be available until such time as the Secretary of
Transportation has allocated the total bond volume authorization for those bonds, including the
existing $15 billion authorization and the additional $4 billion authorization proposed herein, and
those bonds have been issued. Alternatively, Congress could consider continuing the existing
categories of exempt facilities that overlap with QPIBs for privately-owned projects, subject to
the unified annual State bond volume cap.

The proposal would be effective for bonds issued starting January 1, 2017.
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MODIFY QUALIFIED PRIVATE ACTIVITY BONDS FOR PUBLIC EDUCATIONAL
FACILITIES

Current Law

State and local governments are eligible to issue tax-exempt governmental bonds for a wide
range of public infrastructure projects and other projects if the bond proceeds are used
predominately for State and local government use or the bonds are payable or secured
predominately from State and local government sources of payments, such as generally
applicable taxes. State and local governments are also eligible to issue tax-exempt private
activity bonds with permitted private business use and other private involvement to finance
certain specified types of projects. In general, the interest on tax-exempt bonds is excludable
from the gross income of the owners.

Current law permits tax-exempt private activity bond financing for different specified types of
eligible exempt facilities and programs, including, among others, “qualified public educational
facilities” under section 142(k) of the Code that are part of public elementary or secondary
schools. The current eligibility rules require that a private “corporation” own the public school
facilities under a public-private partnership agreement with a public State or local educational
agency and that the private corporation transfer the ownership of the school facilities to the
public agency at the end of the term of the bonds for no additional consideration. In addition, a
special separate annual volume cap (equal to the greater of $10 multiplied by the State
population or $5 million) applies to these bonds.

Reasons for Change

Certain program rules have impeded any significant use of tax-exempt bond financing for
qualified public educational facilities. The requirement that only private “corporations” may
own the school facilities has limited use by private owners that are organized as other kinds of
private entities (such as partnerships, limited liability companies, or sole proprietors), or that
operate the school facilities under arrangements without ownership. In addition, legal
uncertainty has arisen over the apparent conflict between the private ownership requirement for
the school facilities and the requirement that the private owner also transfer the school facilities
to a public agency at the end of the term of the bonds for no additional consideration. Finally,
the separate bond volume cap for these bonds adds complexity in comparison with the unified
annual State bond volume cap for most categories of tax-exempt private activity bonds.

Proposal

The proposal would eliminate the private corporation ownership requirement and instead would
allow any private person, including private entities organized in ways other than as corporations,
either to own the public school facilities or to operate those school facilities through lease,
concession, or other operating arrangements. In addition, since private ownership would no
longer be an eligibility condition, the proposal would remove the requirement to transfer the
school facilities to a public agency at the end of the term of the bonds for no additional
consideration. Finally, the proposal would remove the separate volume cap for qualified public
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educational facilities and instead would include these facilities under the unified annual State
bond volume cap for private activity bonds under section 146.

The proposal would be effective for bonds issued after the date of enactment.
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MODIFY TREATMENT OF BANKS INVESTING IN TAX-EXEMPT BONDS
Current Law

Generally, banks, thrift institutions, and other financial institutions may not deduct any portion of
their interest expenses allocable to tax-exempt interest on obligations acquired after August 7,
1986. In general, the amount of interest that is disallowed is the amount that bears the same ratio
to interest expense as the taxpayer’s average adjusted basis in tax-exempt obligations bears to the
average adjusted basis for all assets.

Financial institutions, however, can generally deduct 80 percent of their interest expenses
allocable to tax-exempt interest on qualified tax-exempt obligations. Qualified tax-exempt
obligations are certain tax-exempt obligations that are issued by qualified small issuers.
Quialified small issuers are States and localities that issued no more that $10 million of certain
tax-exempt bonds annually (the qualified small issuer limit).

For tax-exempt bonds issued in 2009 and 2010, the American Recovery and Reinvestment Act of
2009 (ARRA) established a temporary rule that allowed financial institutions to deduct up to

80 percent of interest expense allocable to any tax-exempt bond issued in 2009 or 2010,
regardless of whether the bond was a qualified tax-exempt obligation. However, the bonds that
benefited from this temporary rule could not exceed two percent of the taxpayer financial
institution’s total assets. In addition, for obligations issued during 2009 and 2010, ARRA
modified the definition of qualified small issuer to allow the annual issuance of up to $30 million
in these bonds. ARRA did not impose a limitation on the amount of qualified tax-exempt bonds
that a financial institution could treat as such.

Although there is no legislative history suggesting that Congress intended for financial
institutions that are S corporations or qualified subchapter S subsidiaries to be exempted from the
20-percent disallowance of interest expenses allocable to qualified tax exempt obligations,
litigation has led to this result. As a result, under current law these financial institutions deduct
all interest expenses allocable to qualified tax-exempt obligations.

Reasons for Change

The interest expense disallowance under current law deters banks, thrifts, and other financial
institutions from investing in tax-exempt debt. The tax-exempt bond market is
disproportionately retail in its investor base, and incentives for more institutional investment in
this market may improve liquidity, particularly for smaller issuers who may have more
challenges in accessing the market. Experience from 2009 and 2010 suggests that banks held
more tax-exempt bonds as a result of ARRA’s general loosening of the interest expense
disallowance. These institutions’ renewed absence from (or limited presence in) the market for
tax-exempt debt may reduce the demand for this debt and raise the interest rates that State and
local governments have to pay.

Moreover, the qualified small issuer limit has not been raised permanently since 1986. Raising it
to $30 million would compensate for the effects of inflation. Given that issuers between
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$10 million and $30 million, like smaller issuers, also have difficulty borrowing, raising the limit
to $30 million would encourage banks to hold these issuers’ obligations. Loosening the interest
expense disallowance rules would encourage financial institutions to hold more tax-exempt
bonds in order to improve the functioning of the tax-exempt bond market.

As compared to current law, subjecting financial institutions that are S corporations or qualified
subchapter S subsidiaries to the 20-percent disallowance could discourage them from holding
qualified tax-exempt obligations but would equalize their treatment with that of other financial
institutions.

Proposal

The proposal would permanently expand the qualified small issuer limit in the definition of
qualified tax-exempt obligations to include issuers of up to $30 million of tax-exempt bonds
annually. As under ARRA, the amended qualified small issuer exception would not be limited to
two percent of a taxpayer’s assets. This increase would enable financial institutions to deduct 80
percent of interest expenses allocable to qualifying bonds of these issuers. In addition, beginning
with bonds issued in 2017, the proposal would permanently implement the ARRA exception that
allowed financial institutions to deduct up to 80 percent of interest expenses allocable to any tax-
exempt bond, regardless of whether the bond is a qualified tax-exempt obligation. This
exception would continue to be limited to two percent of the taxpayer’s assets. The same rules
that are applicable to C corporation financial institutions would also be applied to financial
institutions that are S corporations or qualified subchapter S subsidiaries. Thus, the current,
more generous no-disallowance rules available to these financial institutions would be repealed.

The proposal would apply to bonds issued in calendar years beginning after December 31, 2016.
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REPEAL TAX-EXEMPT BOND FINANCING OF PROFESSIONAL SPORTS
FACILITIES

Current Law

Gross income does not include interest on State or local tax-exempt bonds if the bonds meet
certain eligibility requirements. State and local bonds are classified as either governmental
bonds or private activity bonds. Bonds are classified as private activity bonds under a two-part
test if: (1) more than 10 percent of the bond proceeds are used for private business use (private
business use test); and (2) the debt service on more than 10 percent of the bond proceeds is
payable or secured from property or payments derived from private business use (private
payments test). If either part of this test is not met, then the bond is classified as a tax-exempt
governmental bond. Private activity bond interest is tax exempt only if, in addition to satisfying
the two-part test, the bonds are issued for certain permitted purposes, and therefore are
considered “qualified private activity bonds.”

Professional sports facilities, such as stadiums, cannot be financed with qualified private activity
bonds because they are not one of the permitted categories. However, stadiums can qualify for
governmental tax-exempt bonds even if use by a professional sports team exceeds 10 percent of
the total use of the stadium. This qualification can be achieved by failing the 10 percent debt
service test by ensuring that the debt is repaid sufficiently from sources other than sports facility
revenues or other private payments, e.g. from generally applicable taxes.

Reasons for Change

Allowing tax-exempt governmental bond financing of stadiums transfers the benefits of tax-
exempt financing to private professional sports teams because these private parties benefit from
significant use of the facilities. State and local governments subsidize that use with taxes or
other governmental payments to enable the facilities to qualify for tax-exempt governmental
bond financing. The current framework allowing professional sports facilities with significant
private business use to qualify for tax-exempt governmental bond financing results in artificial
financing structures that are designed to fail the private payments test. Further, these financings
may involve issuance of excessive amounts of tax-exempt bonds when localities offer to
subsidize new stadiums for competitive purposes to attract or retain sports team franchises.
Moreover, the current use of tax-exempt governmental bonds to finance sports facilities has
shifted more of the costs and risks from the private owners to local residents and taxpayers in
general.

Proposal

The proposal eliminates the private payments test for professional sports facilities. As a result,
bonds to finance professional sports facilities would be taxable private activity bonds if more
than 10 percent of the facility is used for private business use. By removing the private payment
test, tax-exempt governmental bond financing of sports facilities with significant private business
use by professional sports teams would be eliminated. The proposal would be effective for
bonds issued after December 31, 2016.
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ALLOW MORE FLEXIBLE RESEARCH ARRANGEMENTS FOR PURPOSES OF
PRIVATE BUSINESS USE LIMITS

Current Law

Section 141 treats tax-exempt bonds issued by State and local governments as governmental
bonds if the issuer limits private business use and other private involvement sufficiently to avoid
treatment as “private activity bonds.” Bonds generally are classified as private activity bonds if
more than 10 percent of the bond proceeds are both (1) used for private business, and (2) payable
or secured from property or payments derived from private business use. Except for certain
qualified private activity bonds, the interest on private activity bonds is taxable.

For purposes of the private business limits on tax-exempt bonds, private business use of a bond-
financed project generally means any direct or indirect use in a trade or business by any person
other than a qualified user. Qualified users include State and local governmental units for tax-
exempt governmental bonds and section 501(c)(3) exempt entities for qualified 501(c)(3) bonds.
Under these rules, the Federal government also is treated like a private business. The following
types of actual or beneficial use of a tax-exempt bond-financed project by a private business
generally constitute private business use: ownership of a project; leasing of a project; certain
contractual legal rights to use a project; certain incentive-payment contracts with respect to a
project; and certain economic benefits derived from a project. One type of contractual
arrangement that raises private business use questions is public-private research arrangements
involving the conduct of research at tax-exempt bond-financed research facilities.

The legislative history of the Tax Reform Act of 1986 states that, to avoid impermissible private
business use, the research arrangement must include specific features. For example, in the case
of corporate-sponsored research, subject to certain restrictions, a tax-exempt bond-financed
university facility may be used for corporate-sponsored research under a research agreement
without being considered private business use. In particular, the sponsor must pay a competitive
price for its use of the technology developed under the research agreement. Moreover, the price
must be determined at the time the technology is available for use rather than an earlier time
(such as when the research agreement is entered into).

Reflecting this legislative history, Treasury and IRS guidance provides safe harbors that allow
certain research arrangements with private businesses at tax-exempt bond financed research
facilities without giving rise to private business use. The safe harbors reflect the constraints
enumerated in the legislative history.

Reasons for Change

Research and technological innovation provide benefits to educational institutions and to society
at large. Research involves significant investment and considerable uncertainty regarding the
total costs, necessary lead time, and ultimate outcome of advancing scientific knowledge. More
flexible standards for public-private research arrangements for purposes of the private business
limits on tax-exempt bonds than those allowed under existing safe harbors potentially would
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foster greater investment in research, greater technological innovation, and broader benefits to
society at large.

Proposal

The proposal would provide an exception to the private business limits on tax-exempt bonds for
research arrangements relating to basic research at tax-exempt bond-financed research facilities
that meet the following requirements:

1. A qualified user (a State or local government or section 501(c)(3) nonprofit entity) would
be required to own the research facilities.

2. A qualified user would be permitted to enter into any bona fide, arm’s-length contractual
arrangement with a private business sponsor of basic research regarding the terms for
sharing the economic benefits of any products resulting from the research, including
arrangements in which those economic terms (such as exclusive or non-exclusive licenses
of intellectual property, and licensing fees or royalty rates) are determined in advance at
the time the parties enter into the contractual arrangement.

The proposal would be effective for research agreements entered into after the date of enactment.
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MODIFY TAX-EXEMPT BONDS FOR INDIAN TRIBAL GOVERNMENTS
Current Law

In general, section 7871(c) limits Indian tribal governments in their use of tax-exempt bonds to
the financing of “essential governmental function” activities that are “customarily” performed by
State and local governments with general taxing powers. In addition, outside the limited
authorization for Tribal Economic Development Bonds, section 7871(c)(2) generally prohibits
Indian tribal governments from issuing tax-exempt private activity bonds, except in narrow
circumstances to finance manufacturing facilities subject to restrictions.

The American Recovery and Reinvestment Act of 2009 (ARRA) provided $2 billion in bond
authority for a new category of tax-exempt bonds for Indian tribal governments, known as
“Tribal Economic Development Bonds™ under section 7871(f). This bond provision provides
Indian tribal governments more flexibility to finance economic development projects than is
allowable under the existing essential governmental function standard. This bond provision
generally allows Indian tribal governments to use tax-exempt bond financing under more flexible
standards that are comparable to those applied to States and local governments in their use of
tax-exempt bonds under section 103 (subject to express targeting restrictions on Tribal Economic
Development Bonds that require financed projects to be located on Indian reservations and that
prohibit the financing of certain gaming facilities). For State and local governments, a more
flexible two-part standard under section 141 generally allows use of tax-exempt “governmental
bonds” (as distinguished from “private activity bonds”) if either: (1) the issuer uses at least 90
percent of the bond proceeds for State or local governmental use (as contrasted with private
business use); or (2) the debt service on at least 90 percent of the bond proceeds is payable from
or secured by payments or property used for State or local governmental use.

ARRA also included a directive to the Department of the Treasury to study the Tribal Economic
Development Bond provision and to report to the Congress on the results of this study, including
recommendations regarding this provision. The legislative history of ARRA indicated that the
Congress sought recommendations on whether to “eliminate or otherwise modify” the essential
governmental function standard for Indian tribal tax-exempt bond financing.

Reasons for Change

In 2011, the Department of the Treasury submitted its report to Congress regarding
recommendations on the Tribal Economic Development Bond provision. This proposal
incorporates the recommendations from this report. For further background and analysis on
these recommendations, see this Department of the Treasury report, which is available at
http://www.treasury.gov/resource-center/tax-policy/Documents/Tribal-Economic-Development-
Bond-Provision-under-Section-7871-o0f-IRC-12-19-11.pdf.

For State and local governments, the applicable two-part private business restriction standard for
tax-exempt governmental bonds (as distinguished from private activity bonds) under section 141
involves established, well-known, and administrable tax standards. The private business use

limitation particularly involves workable tax standards using general tax principles that focus on
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ownership, leasing, and contractual rights. These standards focus eligibility for governmental
bonds on the nature of the beneficiaries of the tax-exempt financing (rather than on the nature of
the activities financed).

By contrast, for Indian tribal governments, the essential governmental function standard focuses
on appropriate governmental activities (rather than the actual beneficiaries) and has proven to be
a difficult standard to define and to administer. The analogous essential governmental function
standard under section 115 is vague. Moreover, the custom-based limitation on this standard has
proven to be particularly unworkable, based on difficulties in determining customs, the
subjective nature of customs, the evolving nature of customs over time, the differing nature of
customs among diverse State and local governmental entities, and the increasing involvement of
State and local governments in quasi-commercial activities.

Although the Indian Tribal Government Tax Status Act of 1982 sought to provide tax parity
between Indian tribal governments and State and local governments, the existing framework for
eligibility for tax-exempt bond financing for State and local governments, on one hand, and
Indian tribal governments, on the other hand, reflects fundamentally different analytic standards.
Application of the different analytic standards resulted in different outcomes and perceived
unfairness.

The Department of the Treasury believes that goals of tax parity, fairness, flexibility, and
administrability warrant the provision of a tax-exempt bond program framework for Indian tribal
governments that uses standards that are comparable to those used for State and local
governments, with tailored modifications.

Proposal

The proposal would adopt the State or local government standard for tax-exempt governmental
bonds under section 141 without a bond volume cap on such governmental bonds (subject to
restrictions discussed below). This standard is generally embodied in the limited authorization
for Tribal Economic Development Bonds under section 7871(f) for purposes of Indian tribal
governmental eligibility to issue tax-exempt governmental bonds. The proposal would repeal the
existing essential governmental function standard for Indian tribal governmental tax-exempt
bond financing under section 7871(c).

The proposal would allow Indian tribal governments to issue tax-exempt private activity bonds
for the same types of projects and activities as are allowed for State and local governments under
section 141(e), under a national bond volume cap. The same volume cap exceptions as those for
State and local governments would apply in addition to the bonds being subject to restrictions
discussed below. The proposal would employ a tailored version of a comparable annual tax-
exempt private activity bond volume cap for Indian tribal governments. This tailored national
Tribal private activity bond volume cap for all Indian tribal governments together as a group
would be in an amount equal to the greater of: (1) a total national Indian tribal population-based
measure determined under section 146(d)(1)(A) (applied by using such national Indian tribal
population in lieu of State population); or (2) the minimum small population-based State amount
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under section 146(d)(1)(B). The proposal would delegate to the Department of the Treasury the
responsibility to allocate that national bond volume cap among Indian tribal governments.

The proposal would impose a targeting restriction on the location of projects financed with tax-
exempt bonds issued or used by Indian tribal governments that is similar to the restriction under
section 7871(f)(3)(B)(ii), which requires that projects financed with Tribal Economic
Development Bonds be located on Indian reservations. The proposal would provide some
additional flexibility with respect to this project location restriction. The proposal would allow
Indian tribal governments to issue or use tax-exempt bonds to finance projects that are located on
Indian reservations, together with projects that both: (1) are contiguous to, within reasonable
proximity of, or have a substantial connection to an Indian reservation; and (2) provide goods or
services to resident populations of Indian reservations.

For policy reasons, the proposal would impose a restriction on tax-exempt bonds issued or used
by Indian tribal governments generally that incorporates the existing restriction under section
7871(F)(3)(B)(i) which presently prohibits use of proceeds of Tribal Economic Development
Bonds to finance certain gaming projects.

The proposal would be effective as of the date of enactment.
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Eliminate Fossil Fuel Tax Preferences

ELIMINATE FOSSIL FUEL TAX PREFERENCES
Current Law

Current law provides a number of credits, deductions and other special provisions that are
targeted towards oil, gas, and coal production.

Enhanced oil recovery credit

The general business credit includes a 15-percent credit for eligible costs attributable to
enhanced oil recovery (EOR) projects. If the credit is claimed with respect to eligible costs, the
taxpayer’s deduction (or basis increase) with respect to those costs is reduced by the amount of
the credit. Eligible costs include the cost of constructing a gas treatment plant to prepare Alaska
natural gas for pipeline transportation and any of the following costs with respect to a qualified
EOR project: (1) the cost of depreciable or amortizable tangible property that is an integral part
of the project; (2) intangible drilling and development costs (IDCs) that the taxpayer can elect to
deduct; and (3) deductible tertiary injectant costs. A qualified EOR project must be located in
the United States and must involve the application of one or more of nine listed tertiary recovery
methods that can reasonably be expected to result in more than an insignificant increase in the
amount of crude oil which ultimately will be recovered. The allowable credit is phased out over
a $6 range for a taxable year if the annual average unregulated wellhead price per barrel of
domestic crude oil during the calendar year preceding the calendar year in which the taxable year
begins (the reference price) exceeds an inflation adjusted threshold.

Credit for oil and natural gas produced from marginal wells

The general business credit includes a credit for crude oil and natural gas produced from
marginal wells. The credit rate is $3.00 per barrel of oil and 50 cents per 1,000 cubic feet of
natural gas for taxable years beginning in 2005 and is adjusted for inflation in taxable years
beginning after 2005. The credit is available for production from wells that produce oil and
natural gas qualifying as marginal production for purposes of the percentage depletion rules or
that have average daily production of not more than 25 barrel-of-oil equivalents and produce at
least 95 percent water. The credit per well is limited to 1,095 barrels of oil or barrel-of-oil
equivalents per year. The credit rate for crude oil is phased out for a taxable year if the annual
average unregulated wellhead price per barrel of domestic crude oil during the calendar year
preceding the calendar year in which the taxable year begins (the reference price) exceeds the
applicable threshold. The phase-out range and the applicable threshold at which phase-out
begins are $3.00 and $15.00 for taxable years beginning in 2005 and are adjusted for inflation in
taxable years beginning after 2005. The credit rate for natural gas is similarly phased out for a
taxable year if the annual average wellhead price for domestic natural gas exceeds the applicable
threshold. The phase-out range and the applicable threshold at which phase-out begins are 33
cents and $1.67 for taxable years beginning in 2005 and are adjusted for inflation in taxable
years beginning after 2005. The credit has been completely phased out for all taxable years since
its enactment. Unlike other components of the general business credit, which can be carried
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back only one year, the marginal well credit can be carried back up to five years. In general,
costs that benefit future periods must be capitalized and recovered over such periods for income
tax purposes, rather than being expensed in the period the costs are incurred. In addition, the
uniform capitalization rules require certain direct and indirect costs allocable to property to be
included in inventory or capitalized as part of the basis of such property. In general, the uniform
capitalization rules apply to real and tangible personal property produced by the taxpayer or
acquired for resale.

Expensing of intangible drilling costs

Special rules apply to IDCs. IDCs include all expenditures made by an operator (i.e., a person
who holds a working or operating interest in any tract or parcel of land either as a fee owner or
under a lease or any other form of contract granting working or operating rights) for wages, fuel,
repairs, hauling, supplies, and other expenses incident to and necessary for the drilling of wells
and the preparation of wells for the production of oil and natural gas. In addition, IDCs include
the cost to operators of any drilling or development work (excluding amounts payable only out
of production or gross or net proceeds from production, if the amounts are depletable income to
the recipient, and amounts properly allocable to the cost of depreciable property) done by
contractors under any form of contract (including a turnkey contract). IDCs include amounts
paid for labor, fuel, repairs, hauling, and supplies which are used in the drilling, shooting, and
cleaning of wells; in such clearing of ground, draining, road making, surveying, and geological
works as are necessary in preparation for the drilling of wells; and in the construction of such
derricks, tanks, pipelines, and other physical structures as are necessary for the drilling of wells
and the preparation of wells for the production of oil and natural gas. Generally, IDCs do not
include expenses for items which have a salvage value (such as pipes and casings) or items
which are part of the acquisition price of an interest in the property. Under the special rules
applicable to IDCs, an operator who pays or incurs IDCs in the development of an oil or natural
gas property located in the United States may elect either to expense or capitalize those costs.
The uniform capitalization rules do not apply to otherwise deductible IDCs. If a taxpayer elects
to expense IDCs, the amount of the IDCs is deductible as an expense in the taxable year the cost
is paid or incurred. Generally, IDCs that a taxpayer elects to capitalize may be recovered
through depletion or depreciation, as appropriate; or in the case of a nonproductive well (“dry
hole”), the operator may elect to deduct the costs. In the case of an integrated oil company (i.e.,
a company that engages, either directly or through a related enterprise, in substantial retailing or
refining activities) that has elected to expense IDCs, 30 percent of the IDCs on productive wells
must be capitalized and amortized over a 60-month period. A taxpayer that has elected to deduct
IDCs may, nevertheless, elect to capitalize and amortize certain IDCs over a 60-month period
beginning with the month the expenditure was paid or incurred. This rule applies on an
expenditure-by-expenditure basis; that is, for any particular taxable year, a taxpayer may deduct
some portion of its IDCs and capitalize the rest under this provision. This allows the taxpayer to
reduce or eliminate IDC adjustments or preferences under the alternative minimum tax. The
election to deduct IDCs applies only to those IDCs associated with domestic properties. For this
purpose, the United States includes certain wells drilled offshore.
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Deduction of costs paid or incurred for any tertiary injectant used as part of tertiary recovery
method

Taxpayers are allowed to deduct the cost of qualified tertiary injectant expenses for the taxable
year. Qualified tertiary injectant expenses are amounts paid or incurred for any tertiary
injectants (other than recoverable hydrocarbon injectants) that are used as a part of a tertiary
recovery method to increase the recovery of crude oil. The deduction is treated as an
amortization deduction in determining the amount subject to recapture upon disposition of the

property.

Exception to passive loss limitations provided to working interests in oil and natural gas
properties

The passive loss rules limit deductions and credits from passive trade or business activities.
Deductions attributable to passive activities, to the extent they exceed income from passive
activities, generally may not be deducted against other income, such as wages, portfolio income,
or business income that is not derived from a passive activity. A similar rule applies to credits.
Suspended deductions and credits are carried forward and treated as deductions and credits from
passive activities in the next year. The suspended losses and credits from a passive activity are
allowed in full when the taxpayer completely disposes of the activity. Passive activities are
defined to include trade or business activities in which the taxpayer does not materially
participate. An exception is provided, however, for any working interest in an oil or natural gas
property that the taxpayer holds directly or through an entity that does not limit the liability of
the taxpayer with respect to the interest.

Use of percentage depletion with respect to oil and natural gas wells

The capital costs of oil and natural gas wells are recovered through the depletion deduction.
Under the cost depletion method, the basis recovery for a taxable year is proportional to the
exhaustion of the property during the year. This method does not permit cost recovery
deductions that exceed basis or that are allowable on an accelerated basis. A taxpayer may also
qualify for percentage depletion with respect to oil and natural gas properties. The amount of the
deduction is a statutory percentage of the gross income from the property. For oil and natural
gas properties, the percentage ranges from 15 to 25 percent and the deduction may not exceed
100 percent of the taxable income from the property (determined before the deductions for
depletion and domestic manufacturing). In addition, the percentage depletion deduction for oil
and natural gas properties may not exceed 65 percent of the taxpayer’s overall taxable income
(determined before the deduction for depletion and with certain other adjustments). Other
limitations and special rules apply to the percentage depletion deduction for oil and natural gas
properties. In general, only independent producers and royalty owners (in contrast to integrated
oil companies) qualify for the percentage depletion deduction. In addition, oil and natural gas
producers may claim percentage depletion only with respect to up to 1,000 barrels of average
daily production of domestic crude oil or an equivalent amount of domestic natural gas (applied
on a combined basis in the case of taxpayers that produce both). This quantity limitation is
allocated, at the taxpayer’s election, between oil production and natural gas production and then
further allocated within each class among the taxpayer’s properties. Special rules apply to oil
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and natural gas production from marginal wells (generally, wells for which the average daily
production is less than 15 barrels of oil or barrel-of-oil equivalents or that produce only heavy
oil). Only marginal well production can qualify for percentage depletion at a rate of more than
15 percent. The rate is increased in a taxable year that begins in a calendar year following a
calendar year during which the annual average unregulated wellhead price per barrel of domestic
crude oil is less than $20. The increase is one percentage point for each whole dollar of
difference between the two amounts. In addition, marginal wells are exempt from the 100-
percent-of-net-income limitation described above in taxable years beginning during the period
1998-2007 and in taxable years beginning during the period 2009-2011. Unless the taxpayer
elects otherwise, marginal well production is given priority over other production in applying the
1,000-barrel limitation on percentage depletion. A qualifying taxpayer determines the depletion
deduction for each oil and natural gas property under both the percentage depletion method and
the cost depletion method and deducts the larger of the two amounts. Because percentage
depletion is computed without regard to the taxpayer’s basis in the depletable property, a
taxpayer may continue to claim percentage depletion after all the expenditures incurred to
acquire and develop the property have been recovered.

Use of the domestic manufacturing deduction

A deduction is allowed with respect to income attributable to domestic production activities (the
manufacturing deduction). For taxable years beginning after 2009, the manufacturing deduction
is generally equal to nine percent of the lesser of qualified production activities income for the
taxable year or taxable income for the taxable year, limited to 50 percent of the W-2 wages of the
taxpayer for the taxable year. The deduction for income from oil and natural gas production
activities is computed at a six-percent rate. Qualified production activities income is generally
calculated as a taxpayer’s domestic production gross receipts (i.e., the gross receipts derived
from any lease, rental, license, sale, exchange, or other disposition of qualifying production
property manufactured, produced, grown, or extracted by the taxpayer in whole or significant
part within the United States; any qualified film produced by the taxpayer; or electricity, natural
gas, or potable water produced by the taxpayer in the United States) minus the cost of goods sold
and other expenses, losses, or deductions attributable to such receipts. The manufacturing
deduction generally is available to all taxpayers that generate qualified production activities
income, which under current law includes income from the sale, exchange or disposition of oil,
natural gas or primary products thereof produced in the United States.

2-year amortization of independent producers’ geological and geophysical expenditures

Geological and geophysical expenditures are costs incurred for the purpose of obtaining and
accumulating data that will serve as the basis for the acquisition and retention of mineral
properties. The amortization period for geological and geophysical expenditures incurred in
connection with oil and natural gas exploration in the United States is two years for independent
producers and seven years for integrated oil and natural gas producers.
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Expensing of exploration and development costs

In general, costs that benefit future periods must be capitalized and recovered over such periods
for income tax purposes, rather than being expensed in the period the costs are incurred. In
addition, the uniform capitalization rules require certain direct and indirect costs allocable to
property to be included in inventory or capitalized as part of the basis of such property. In
general, the uniform capitalization rules apply to real and tangible personal property produced by
the taxpayer or acquired for resale. Special rules apply in the case of mining exploration and
development expenditures. A taxpayer may elect to expense the exploration costs incurred for
the purpose of ascertaining the existence, location, extent, or quality of an ore or mineral deposit,
including a deposit of coal or other hard mineral fossil fuel. Exploration costs that are expensed
are recaptured when the mine reaches the producing stage either by a reduction in depletion
deductions or, at the election of the taxpayer, by an inclusion in income in the year in which the
mine reaches the producing stage. After the existence of a commercially marketable deposit has
been disclosed, costs incurred for the development of a mine to exploit the deposit are deductible
in the year paid or incurred unless the taxpayer elects to deduct the costs on a ratable basis as the
minerals or ores produced from the deposit are sold. In the case of a corporation that elects to
deduct exploration costs in the year paid or incurred, 30 percent of the otherwise deductible costs
must be capitalized and amortized over a 60-month period. In addition, a taxpayer that has
elected to deduct exploration costs may, nevertheless, elect to capitalize and amortize those costs
over a 10-year period. This rule applies on an expenditure-by-expenditure basis; that is, for any
particular taxable year, a taxpayer may deduct some portion of its exploration costs and
capitalize the rest under this provision. This allows the taxpayer to reduce or eliminate
adjustments or preferences for exploration costs under the alternative minimum tax. Similar
rules limiting corporate deductions and providing for 60-month and 10-year amortization apply
with respect to mine development costs. The election to deduct exploration costs and the rule
making development costs deductible in the year paid or incurred apply only with respect to
domestic ore and mineral deposits.

Percentage depletion for hard mineral fossil fuels

The capital costs of coal mines and other hard-mineral fossil-fuel properties are recovered
through the depletion deduction. Under the cost depletion method, the basis recovery for a
taxable year is proportional to the exhaustion of the property during the year. This method does
not permit cost recovery deductions that exceed basis or that are allowable on an accelerated
basis. A taxpayer may also qualify for percentage depletion with respect to coal and other hard-
mineral fossil-fuel properties. The amount of the deduction is a statutory percentage of the gross
income from the property. The percentage is 10 percent for coal and lignite and 15 percent for
oil shale (other than oil shale to which a 7.5-percent depletion rate applies because it is used for
certain nonfuel purposes). The deduction may not exceed 50 percent of the taxable income from
the property (determined before the deductions for depletion and domestic manufacturing). A
qualifying taxpayer determines the depletion deduction for each property under both the
percentage depletion method and the cost depletion method and deducts the larger of the two
amounts. Because percentage depletion is computed without regard to the taxpayer’s basis in the
depletable property, a taxpayer may continue to claim percentage depletion after all the
expenditures incurred to acquire and develop the property have been recovered.
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Capital gains treatment for royalties

Royalties received on the disposition of coal or lignite generally qualify for treatment as long-
term capital gain, and the royalty owner does not qualify for percentage depletion with respect to
the coal or lignite. This treatment does not apply unless the taxpayer has been the owner of the
mineral in place for at least one year before it is mined. The treatment also does not apply to
income realized as a co-adventurer, partner, or principal in the mining of the mineral or to certain
related-party transactions.

Use of the domestic manufacturing deduction against income derived from the production of
coal and other hard mineral fossil fuels

A deduction is allowed with respect to income attributable to domestic production activities (the
manufacturing deduction). For taxable years beginning after 2009, the manufacturing deduction
is generally equal to nine percent of the lesser of qualified production activities income for the
taxable year or taxable income for the taxable year, limited to 50 percent of the W-2 wages of the
taxpayer for the taxable year. Qualified production activities income is generally calculated as a
taxpayer’s domestic production gross receipts (i.e., the gross receipts derived from any lease,
rental, license, sale, exchange, or other disposition of qualifying production property
manufactured, produced, grown, or extracted by the taxpayer in whole or significant part within
the United States; any qualified film produced by the taxpayer; or electricity, natural gas, or
potable water produced by the taxpayer in the United States) minus the cost of goods sold and
other expenses, losses, or deductions attributable to such receipts. The manufacturing deduction
generally is available to all taxpayers that generate qualified production activities income, which
under current law includes income from the sale, exchange or disposition of coal, other hard-
mineral fossil fuels, or primary products thereof produced in the United States.

Exemption from the corporate income tax for fossil fuel publicly traded partnerships

Publicly traded partnerships are generally subject to the corporate income tax. Partnerships that
derive at least 90 percent of their gross income from depletable natural resources, real estate, or
commaodities are exempt from the corporate income tax. Instead they are taxed as partnerships.
They pass through all income, gains, losses, deductions, and credits to their partners, with the
partners then being liable for income tax (or benefitting from the losses) on their distributive
shares.

Reasons for Change

The President agreed at the G-20 Summit in Pittsburgh to phase out subsidies for fossil fuels.
The oil, gas, and coal tax preferences the Administration proposes to repeal distort markets by
encouraging more investment in the fossil fuel sector than would occur under a neutral system.
This market distortion is detrimental to long-term energy security and is also inconsistent with
the Administration’s policy of supporting a clean energy economy, reducing our reliance on oil,
and reducing greenhouse gas emissions. Moreover, the subsidies for oil, natural gas, and coal
must ultimately be financed with taxes that cause further economic distortions including
underinvestment in other, potentially more productive, areas of the economy.
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Proposal

The proposal would repeal: (1) the enhanced oil recovery credit for eligible costs attributable to a
qualified enhanced oil recovery project; (2) the credit for oil and gas produced from marginal
wells; (3) the expensing of intangible drilling costs; (4) the deduction for costs paid or incurred
for any tertiary injectant used as part of a tertiary recovery method; (5) the exception to passive
loss limitations provided to working interests in oil and natural gas properties; (6) the use of
percentage depletion with respect to oil and gas wells; (7) the ability to claim the domestic
manufacturing deduction against income derived from the production of oil and gas; (8) two-year
amortization of independent producers’ geological and geophysical expenditures, instead
allowing amortization over the seven-year period used by integrated oil and gas producers; (9)
expensing of exploration and development costs; (10) percentage depletion for hard mineral
fossil fuels; (11) capital gains treatment for royalties; (12) the ability to claim the domestic
manufacturing deduction against income derived from the production of coal and other hard
mineral fossil fuels; and (13) the exemption from the corporate income tax for publicly traded
partnerships with qualifying income and gains from activities relating to fossil fuels.

Proposal parts (1) — (12) would be effective for production or for costs incurred after December
31, 2016, and, in the case of royalties, for amounts realized after taxable years beginning
December 31, 2016. Proposal part (13), taxing fossil fuel publicly traded partnerships as C
corporations, would be effective after December 31, 2021.
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Reform the Treatment of Financial and Insurance Industry Products

REQUIRE THAT DERIVATIVE CONTRACTS BE MARKED TO MARKET WITH
RESULTING GAIN OR LOSS TREATED AS ORDINARY

Current Law

Under current law, derivative contracts are subject to rules on timing and character that vary
according to how a contract is characterized and, in some cases, where it is traded. Forward
contracts are generally taxable only when they are transferred or settled, with the resulting gain
or loss treated as capital. Options are also taxable only when they are transferred, settled, or
when the option lapses, with gain or loss treated as capital. When a forward contract is traded on
an exchange, however, it is generally classified as a regulated futures contract, which is treated
as sold on the last day of the taxable year (marked to market), with gain or loss treated as 60
percent long term and 40 percent short term. Certain exchange traded options are also entitled to
this 60/40 treatment.

Notional principal contracts (NPCs, also often referred to as swap contracts) are subject to their
own timing and character rules. Income and expense from the two legs of an NPC are netted and
accrued annually as ordinary income or deduction, as the case may be. In the case of an NPC
that provides for one or more contingent nonperiodic payments, however, such as the value of
stock on a specified future date, the tax rules are unclear. Gain or loss that results from the sale
or termination of an NPC, whether the NPC provides for contingent or non-contingent payments,
is generally treated as capital. Different timing and character rules may apply to forwards,
options, and NPCs that are qualified hedges, part of a straddle, or referenced to a foreign
currency.

In addition to forwards, futures, options, and NPCs, there are contractual arrangements such as
convertible debt, contingent debt, structured notes, and securities lending transactions that either
are themselves derivatives or contain embedded derivatives. Different timing and character rules
apply to these instruments. Contingent debt, for example, requires the holder to accrue current
income based on the payments the holder would receive from a comparable noncontingent bond
of the issuer, with adjustments for payments that differ from the projected payment schedule.
Both income and gain from a contingent debt instrument is generally ordinary. In the case of a
structured note (which includes many exchange traded notes), the tax rules are unclear.
Structured note holders generally take the view that no income or gain is recognized until the
structured note matures or is sold, and they treat the gain or loss as capital. Similarly, taxpayers
that enter into a securities lending transaction have disposed of their securities in exchange for a
contractual right to have the securities returned upon request. Section 1058, however, provides
that no gain or loss is recognized as long as the securities loan satisfies certain criteria. The
recognition of gain or loss on a securities lending transaction is therefore dependent on whether
the transaction satisfies the requirements of section 1058.
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Reasons for Change

The disparate treatment of derivatives under current tax rules, which have evolved sporadically
over more than 50 years, has created a regime that is essentially elective. Tax rules based on the
form of a derivative allow banks and exchanges to construct economically equivalent contracts
to achieve different desired tax results. Sophisticated taxpayers can use these instruments to
achieve the timing and character that meets their objectives. At the same time, the wide variance
in the tax treatment of derivative contracts that are economically similar often leads to
uncertainty about how the tax rules apply to a given financial instrument.

Proposal

The proposal would require that gain or loss from a derivative contract be marked to market no
later than the last business day of the taxpayer’s taxable year. Gain or loss resulting from the
contract would be treated as ordinary and as attributable to a trade or business of the taxpayer for
purposes of section 172(d)(4). The source of income associated with a derivative would
continue to be determined under current law.

A derivative contract would be broadly defined to include any contract the value of which is
determined, directly or indirectly, in whole or in part, by the value of actively traded property. A
derivative contract that is embedded in another financial instrument or contract would be subject
to mark to market if the derivative by itself would be marked to market. Consequently, mark to
market treatment would apply to contingent debt and structured notes linked to actively traded
property. In addition, a taxpayer that enters into a derivative contract that substantially
diminishes the risk of loss on actively traded stock that is not otherwise marked to market would
be required to mark the stock to market, with preexisting gain recognized at that time and loss
recognized when the financial instrument would have been recognized in the absence of the
straddle. The proposal would expressly provide the Secretary with the authority to issue
regulations that match the timing, source, and character of income, gain, deduction, and loss
from a capital asset and a transaction that diminishes the risk of loss or opportunity for gain from
that asset. For example, in the case of stock issued by a U.S. corporation, the source of
dividends on the stock would be U.S., while gain or loss on a sale of the stock is generally
sourced based on the residence of the recipient. Thus, if a taxpayer were to hedge the stock with
a notional principal contract (NPC), the Secretary would have the authority to write regulations
that provide that dividend equivalent payments on the NPC are matched to the dividends on the
stock for timing, source, and character, while gain or loss on the NPC could be matched to the
gain or loss on the stock for timing, source, and character.

Mark to market accounting would not be required for a transaction that qualifies as a business
hedging transaction. A business hedging transaction is a transaction that is entered into in the
ordinary course of a taxpayer’s trade or business primarily to manage risk of price changes
(including changes related to interest rates, currency fluctuations, or creditworthiness) with
respect to ordinary property or ordinary obligations, and that is identified as a hedging
transaction before the close of the day on which it was acquired, originated, or entered into. A
transaction would satisfy the identification requirement if it is identified as a business hedge for
financial accounting purposes and it hedges price changes on ordinary property or obligations.
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The proposal would eliminate or amend a number of provisions in the Code that address specific
taxpayers and transactions, including section 475, section 1256 (mark to market and 60/40
capital gain), section 1092 (tax straddles), section 1233 (short sales), section 1234 (gain or loss
from an option), section 1234A (gains or losses from certain terminations), section 1258
(conversion transactions), section 1259 (constructive sales transactions), and section 1260
(constructive ownership transactions).

The proposal would apply to derivative contracts entered into after December 31, 2016.
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MODIFY RULES THAT APPLY TO SALES OF LIFE INSURANCE CONTRACTS
Current Law

The seller of a life insurance contract generally must report as taxable income the difference
between the amount received from the buyer and the adjusted basis in the contract, unless the
buyer is a viatical settlement provider and the insured person is terminally or chronically ill.

In general, the recipient of a death benefit under a life insurance contract that had been
previously transferred for a payment is subject to tax on the difference between the death benefit
received and the sum of the amount paid for the contract and premiums subsequently paid on the
contract. This transfer for value rule does not apply if the buyer's basis is determined in whole or
in part by reference to the seller's basis, nor does the rule apply if the buyer is the insured, a
partner of the insured, a partnership in which the insured is a partner, or a corporation in which
the insured is a shareholder or officer.

Persons engaged in a trade or business that make payments of premiums, compensation,
remunerations, other fixed or determinable gains, profits, and income, or certain other types of
payments in the course of that trade or business to another person generally are required to report
such payments of $600 or more to the IRS. However, reporting may not be required in some
circumstances involving the purchase of a life insurance contract.

Reasons for Change

Recent years have seen a significant increase in the number and size of life settlement
transactions, wherein individuals sell previously-issued life insurance contracts to investors.
Compliance is sometimes hampered by a lack of information reporting. In addition, the current
law exceptions to the transfer-for-value rule may give investors the ability to structure a
transaction to avoid paying tax on the profit when the insured person dies.

Proposal

The proposal would require a person or entity who purchases an interest in an existing life
insurance contract with a death benefit equal to or exceeding $500,000 to report the purchase
price, the buyer's and seller's TINs, and the issuer and policy number to the IRS, to the insurance
company that issued the policy, and to the seller. Upon the payment of any policy benefits to the
buyer, the insurance company would be required to report the gross benefit payment, the buyer's
TIN, and the insurance company's estimate of the buyer's basis to the IRS and to the payee.

The proposal also would modify the transfer-for-value rule by eliminating the exception that
currently applies if the buyer is a partner of the insured, a partnership in which the insured is a
partner, or a corporation in which the insured is a shareholder or officer. Instead, under the
proposal, the rule would not apply in the case of a transfer to the insured, or to a partnership or a
corporation of which the insured is a 20-percent owner. Other exceptions to the rule would
continue to apply. The proposal would apply to sales or assignment of interests in life insurance
policies occurring after December 31, 2016.
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MODIFY PRORATION RULES FOR LIFE INSURANCE COMPANY GENERAL AND
SEPARATE ACCOUNTS

Current Law

Corporate taxpayers may generally qualify for a dividends-received deduction (DRD) with
regard to dividends received from other domestic corporations, in order to prevent or limit
taxable inclusion of the same income by more than one corporation. No DRD is allowed,
however, in respect of any dividend on any share of stock (1) to the extent the taxpayer is under
an obligation to make related payments with respect to positions in substantially similar or
related property, or (2) that is held by the taxpayer for 45 days or less during the 91-day period
beginning on the date that is 45 days before the share becomes ex-dividend with respect to the
dividend. For this purpose, the taxpayer’s holding period is reduced for any period in which the
taxpayer has diminished its risk of loss by holding one or more positions with respect to
substantially similar or related property.

In the case of a life insurance company, the DRD is permitted only with regard to the
“company’s share” of dividends received, reflecting the fact that some portion of the company’s
dividend income is used to fund tax-deductible reserves for its obligations to policyholders.
Likewise, the net increase or net decrease in reserves is computed by reducing the ending
balance of the reserve items by the policyholders’ share of tax-exempt interest. The regime for
computing the company’s share and policyholders’ share of net investment income is sometimes
referred to as proration.

The policyholders’ share equals 100 percent less the company’s share, whereas the latter is equal
to the company’s share of net investment income divided by net investment income. The
company’s share of net investment income is the excess, if any, of net investment income over
certain amounts, including “required interest,” that are set aside to satisfy obligations to
policyholders. Required interest with regard to an account is calculated by multiplying a
specified account earnings rate by the mean of the reserves with regard to the account for the
taxable year.

A life insurance company’s separate account assets, liabilities, and income are segregated from
those of the company’s general account in order to support variable life insurance and variable
annuity contracts. A company’s share and policyholders’ share are computed for the company’s
general account and separately for each separate account.

Reasons for Change

The proration methodology currently used by some taxpayers may produce a company’s share
that greatly exceeds the company’s economic interest in the net investment income earned by its
separate account assets, generating controversy between life insurance companies and the IRS.
The purposes of the proration regime would be better served, and life insurance companies
would be treated more like other taxpayers with a diminished risk of loss in stock or an
obligation to make related payments with respect to dividends, if the company’s share bore a
more direct relationship to the company’s actual economic interest in the account.
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Proposal

The proposal would replace the existing regime for prorating investment income of a life
insurance company between the “company’s share” and the “policyholders’ share” with a
proration regime that is simpler. As under current law, a company’s share and policyholders’
share would be calculated for a life insurance company’s general account and individually for
each of its separate accounts. However, the policyholders’ share would equal the ratio of an
account’s mean reserves to its mean assets, and the company’s share would equal one less the
policyholders’ share. The proposal would thus put the company’s general and separate accounts
on a similar footing to that of any other taxpayer with a diminished risk of loss in stock that it
owns, or with an obligation to make related payments with regard to dividends.

The proposal would be effective for taxable years beginning after December 31, 2016.
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EXPAND PRO RATA INTEREST EXPENSE DISALLOWANCE FOR CORPORATE-
OWNED LIFE INSURANCE

Current Law

In general, no Federal income tax is imposed on a policyholder with respect to the earnings
credited under a life insurance or endowment contract, and Federal income tax generally is
deferred with respect to earnings under an annuity contract (unless the annuity contract is owned
by a person other than a natural person). In addition, amounts received under a life insurance
contract by reason of the death of the insured generally are excluded from gross income of the
recipient.

Interest on policy loans or other indebtedness with respect to life insurance, endowment, or
annuity contracts is not deductible, unless the insurance contract insures the life of a key person
of the business. A key person includes a 20-percent owner of the business, as well as a limited
number of the business’ officers or employees. However, this interest disallowance rule applies
to businesses only to the extent that the indebtedness can be traced to a life insurance,
endowment, or annuity contract.

In addition, the interest deductions of a business other than an insurance company are reduced to
the extent the interest is allocable to unborrowed policy cash values based on a statutory formula.
An exception to the pro rata interest disallowance applies with respect to contracts that cover
individuals who are officers, directors, employees, or 20-percent owners of the taxpayer. In the
case of both life and non-life insurance companies, special proration rules similarly require
adjustments to prevent or limit the funding of tax-deductible reserve increases with tax-preferred
income, including earnings credited under life insurance, endowment, and annuity contracts that
would be subject to the pro rata interest disallowance rule if owned by a non-insurance company.

Reasons for Change

Leveraged businesses can fund deductible interest expenses with tax-exempt or tax-deferred
income credited under life insurance, endowment, or annuity contracts insuring certain types of
individuals. For example, these businesses frequently invest in investment-oriented insurance
policies covering the lives of their employees, officers, directors, or owners. These entities
generally do not take out policy loans or other indebtedness that is secured or otherwise traceable
to the insurance contracts. Instead, they borrow from depositors or other lenders, or issue bonds.
Similar tax arbitrage benefits result when insurance companies invest in certain insurance
contracts that cover the lives of their employees, officers, directors, or 20-percent shareholders
and fund deductible reserves with tax-exempt or tax-deferred income.

Proposal

The proposal would repeal the exception from the pro rata interest expense disallowance rule for
contracts covering employees, officers, or directors, other than 20-percent owners of a business
that is the owner or beneficiary of the contracts.
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The proposal would apply to contracts issued after December 31, 2016, in taxable years ending
after that date. For this purpose, any material increase in the death benefit or other material
change in the contract would be treated as a new contract except that in the case of a master

contract, the addition of covered lives would be treated as a new contract only with respect to the
additional covered lives.
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CONFORM NET OPERATING LOSS RULES OF LIFE INSURANCE COMPANIES TO
THOSE OF OTHER CORPORATIONS

Current Law

Current law generally allows businesses to carry back a net operating loss (NOL) up to two
taxable years preceding the taxable year of loss (loss year) and to carry forward an NOL up to 20
taxable years following the loss year. Life insurance companies, however, that have a loss from
operations (LFO) — a life insurance company’s NOL equivalent — may carry back the LFO up to
three taxable years preceding the loss year, and carry forward an LFO up to 15 taxable years
following the loss year.

Prior to the enactment of the Taxpayer Relief Act of 1997 (TRA 1997), the provisions governing
the carrying back and forward of NOLSs specified a three-year carryback period and a 15-year
carryforward period. A separate Code provision provided, and continues to provide, the
carryback and carry forward periods for a life insurance company’s LFO. TRA 1997 did not
modify the LFO carryback and carryforward periods to conform to the modified NOL carryback
and carryforward periods.

Reasons for Change

A longer carryback period enhances the neutrality of the Code by allowing more opportunity for
losses to be absorbed immediately, without potentially postponing a taxpayer’s refund or tax
savings until the carried forward NOL is utilized. Nevertheless, there is not a compelling reason
why losses incurred by life insurance companies should be assigned more favorable tax
treatment under the Code than that granted other taxpayers.

Proposal

The proposal would reestablish NOL and LFO conformity by allowing a life insurance
company’s LFO to be carried back up to two taxable years prior to the loss year, and carried
forward 20 taxable years following the loss year.

The proposal would be effective for taxable years beginning after December 31, 2016.
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Other Business Revenue Changes and Loophole Closers

REPEAL LAST-IN, FIRST-OUT (LIFO) METHOD OF ACCOUNTING FOR
INVENTORIES

Current Law

A taxpayer with inventory may determine the value of its inventory and its cost of goods sold
using a number of different methods. The most prevalent method is the first-in, first-out method,
which matches current sales with the costs of the earliest acquired (or manufactured) inventory
items. As an alternative, a taxpayer may elect to use the LIFO method, which treats the most
recently acquired (or manufactured) goods as having been sold during the year. The LIFO
method can provide a tax benefit for a taxpayer facing rising inventory costs, since the cost of
goods sold under this method is based on more recent, higher inventory values, resulting in lower
taxable income. If inventory levels fall during the year, however, a LIFO taxpayer must include
lower-cost LIFO inventory values (reflecting one or more prior-year inventory accumulations) in
the cost of goods sold, and its taxable income will be correspondingly higher. To be eligible to
elect LIFO for tax purposes, a taxpayer must use LIFO for financial accounting purposes.

Reasons for Change

Repeal of the LIFO method would eliminate a tax deferral opportunity available to taxpayers that
hold inventories, the costs of which increase over time. In addition, LIFO repeal would simplify
the Code by removing a complex and burdensome accounting method that has been the source of
controversy between taxpayers and the IRS.

International Financial Reporting Standards do not permit the use of the LIFO method, and their
adoption by the Securities and Exchange Commission would cause violations of the current
LIFO book/tax conformity requirement. Repealing LIFO would remove this possible
impediment to the implementation of these standards in the United States.

Proposal

The proposal would repeal the use of the LIFO inventory accounting method for Federal income
tax purposes. Taxpayers that currently use the LIFO method would be required to change their
method of inventory accounting, resulting in the inclusion in income of prior-years” LIFO
inventory reserves (the amount of income deferred under the LIFO method). The resulting
section 481(a) adjustment, which is a one-time increase in gross income, would be taken into
account ratably over ten years, beginning with the year of change.

The repeal is proposed to be effective for the first taxable year beginning after December 31,
2016.
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REPEAL LOWER-OF-COST-OR-MARKET (LCM) INVENTORY ACCOUNTING
METHOD

Current Law

Taxpayers required to maintain inventories are permitted to use a variety of methods to
determine the cost of their ending inventories, including methods such as the last-in, first-out
(LIFO) method, the first-in, first-out method, and the retail method. Taxpayers not using a LIFO
method may: (1) write down the carrying values of their inventories by applying the lower-of-
cost-or-market (LCM) method instead of the cost method; and (2) write down the cost of
“subnormal” goods (i.e., those that are unsalable at normal prices or unusable in the normal way
because of damage, imperfection, or other similar causes).

Reasons for Change

The allowance of inventory write-downs under the LCM and subnormal goods provisions is an
exception from the realization principle, and is essentially a one-way mark-to-market regime that
understates taxable income. Thus, a taxpayer is able to obtain a larger cost-of-goods-sold
deduction by writing down an item of inventory if its replacement cost falls below historical cost,
but need not increase an item’s inventory value if its replacement cost increases above historical
cost. This asymmetric treatment is unwarranted. Also, the market value used under LCM for tax
purposes generally is the replacement or reproduction cost of an item of inventory, not the item’s
net realizable value, as is required under generally accepted financial accounting rules. While
the operation of the retail method is technically symmetric, it also allows retailers to obtain
deductions for write-downs below inventory cost because of normal and anticipated declines in
retail prices.

Proposal

The proposal would statutorily prohibit the use of the LCM and subnormal goods

methods. Appropriate wash-sale rules also would be included to prevent taxpayers from
circumventing the prohibition. The proposal would result in a change in the method of
accounting for inventories for taxpayers currently using the LCM and subnormal goods methods,
and any resulting section 481(a) adjustment generally would be included in income ratably over
a four-year period beginning with the year of change.

The proposal would be effective for taxable years beginning after December 31, 2016.
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MODIFY LIKE-KIND EXCHANGE RULES
Current Law

When capital assets are sold or exchanged, capital gain or loss is generally recognized. Under
section 1031, however, no gain or loss is recognized when business or investment property is
exchanged for “like-kind” business or investment property. As a result, the tax on capital gain is
deferred until a later realization event, provided that certain requirements are met. The “like-
kind” standard under section 1031, which focuses on the legal character of the property, allows
for deferral of tax on the exchange of improved and unimproved real estate. Certain properties,
including stocks, bonds, notes or other securities or evidences of indebtedness are excluded from
nonrecognition treatment under section 1031. Exchanges of art and collectibles for investment
are eligible for deferral of gain under section 1031.

Reasons for Change

There is little justification for allowing deferral of the capital gain on the exchange of eligible
property or art and collectibles. Historically, section 1031 deferral has been justified on the basis
that valuing exchanged property is difficult. However, for the exchange of one property for
another of equal value to occur, taxpayers must be able to value the properties. In addition,
many, if not most, exchanges affected by this proposal are facilitated by qualified intermediaries
who help satisfy the exchange requirement by selling the exchanged property and acquiring the
replacement property. These complex three-party exchanges were not contemplated when the
provision was enacted. They highlight the fact that valuation of exchanged property is not the
hurdle it was when the provision was originally enacted. Further, the ability to exchange
unimproved real estate for improved real estate encourages “permanent deferral” by allowing
taxpayers to continue the cycle of tax deferred exchanges.

Proposal

The proposal would limit the amount of capital gain deferred under section 1031 to $1 million
(indexed for inflation) per taxpayer per taxable year. The proposal limits the amount of capital
gain that qualifies for deferral while preserving the ability of small businesses to generally
continue current practices and maintain their investment in capital. In addition, art and
collectibles would no longer be eligible for like-kind exchanges. Treasury would be granted
regulatory authority necessary to implement the provision, including rules for aggregating
multiple properties exchanged by related parties.

The provision would be effective for like-kind exchanges completed after December 31, 2016.
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MODIFY DEPRECIATION RULES FOR PURCHASES OF GENERAL AVIATION
PASSENGER AIRCRAFT

Current Law

Under the depreciation rules, the recovery period for airplanes not used in commercial or
contract carrying of passengers or freight (including corporate jets) generally is five years and
the recovery period for airplanes and other assets (including ground property, but excluding
helicopters) used in commercial or contract carrying 