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TAX CUTS FOR FAMILIES AND INDIVIDUALS
PROVIDE THE “MAKING WORK PAY” CREDIT
Current Law

In 2009 and 2010, individual taxpayers are eligible for a refundable tax credit of 6.2 percent of
earned income up to a maximum credit of $400 ($800 for joint filers). Thus, workers receive a
credit on the first $8,065 of earned income ($16,130 for joint filers). The credit phases out at a
rate of 2 percent for taxpayers with modified adjusted gross income in excess of $75,000
($150,000 for joint filers). Dependent filers are not eligible for the credit. Neither the maximum
credit amount nor the beginning of the phase-out range is indexed for inflation.

The IRS withholding schedules are modified to reflect the Making Work Pay (MWP) credit, with
reconciliation of overwithholding and underwithholding on annual income tax returns.

Reasons for Change

The MWP credit partially offsets the regressivity of the Social Security payroll tax. It effectively
raises the income of workers eligible for the credit, which encourages individuals to enter the
labor force. Permanency and indexing the beginning of the phase-out range for inflation would
ensure that workers continue to receive some of the benefits of the credit and low-income
workers continue to receive a work incentive. In addition, the MWP credit could be extended to
more people by raising the phase-out range.

The MWP credit contributes to the high marginal tax rates faced by workers in the phase-out
range. Lowering the phase-out rate would produce fewer distortions.

Proposal

The proposal would make the MWP credit permanent and index the beginning of the phase-out
range for inflation. In addition, the phase-out rate would be reduced to 1.6 percent.

The proposal is effective for tax years beginning after December 31, 2010.



EXPAND THE EARNED INCOME TAX CREDIT (EITC): PROVIDE MARRIAGE
PENALTY RELIEF AND ENHANCED BENEFITS FOR LARGER FAMILIES

Current Law

Low and moderate-income workers may be eligible for a refundable earned income tax credit
(EITC). Eligibility for the EITC is based on the presence and number of qualifying children in
the worker’s household, adjusted gross income (AGlI), earned income, investment income, filing
status, age, and immigration and work status in the United States. The amount of the EITC is
based on the presence and number of qualifying children in the worker’s household, AGlI, earned
income, and filing status.

The EITC has a phase-in range (where each additional dollar of earned income results in a larger
credit), a maximum range (where additional dollars earned or AGI have no effect on the size of
the credit), and a phase-out range (where each additional dollar of the larger of earned income or
AGI results in a smaller total credit). The EITC for childless workers is much smaller and
phases out at a lower income level than does the EITC for workers with qualifying children. The
EITC is larger for workers with more qualifying children, reaching a maximum amount at three
qualifying children. The phase-out range for joint filers begins at a higher income level than for
an individual with the same number of qualifying children who files as a single filer or as a head
of household. The width of the phase-in range and the beginning of the phase-out range are
indexed for inflation. Hence, the maximum amount of the credit and the end of the phase-out
range are effectively indexed. The following chart summarizes the EITC for 2009.

Childless Taxpayers with Qualifying Children
Taxpayers One Child Two Children Three or More
Phase-in rate 7.65% 34.00% 40.00% 45.00%
pinimum eaming: $5,970 $8,950 $12,570 $12,570
Maximum credit $457 $3.043 $5.028 $5,657
Phase-out rate 7.65% 15.98% 21.06% 21.06%
. $7.470 $16,420 $16,420 $16,420
Phase-outbegins | 15 470 joint) | ($21,420 joint) | ($21,420 joint) |  ($21,420 joint)
$13,440 $35,463 $40,295 $43,279
Phase-out ends (518,440 joint) | (540,463 joint) | (545,295 joint) |  ($48,279 joint)

To be eligible for the EITC, workers may have a maximum of $3,100 of investment income.
(This amount is indexed for inflation.)

In 2009 and 2010, the beginning of the phase-out range for joint filers is $5,000 higher than for
other filers. (The amount will be indexed in 2010.) Under current law, beginning in 2011 the
EITC for workers with the same number of qualifying children will phase-out over the same
income range regardless of filing status. Under the assumption that certain provisions of the



Economic Growth and Tax Relief Reconciliation Act of 2001 (EGTRRA) are made permanent,
the additional $5,000 for married filers will revert in 2011 to $3,000 indexed from 2007.

In 2009 and 2010, the EITC phases in at a faster rate for workers with three or more qualifying
children than for workers with two qualifying children (45 and 40 percent, respectively). The
accelerated phase-in rate results in a higher credit and a longer phase-out range. This provision
expires after 2010, at which point workers with three or more qualifying children will receive the
same EITC as similarly situated workers with two qualifying children.

Reasons for Change

The beginning of the phase-out range for joint filers is higher than for other workers with the
same number of qualifying children in order to reduce the “EITC marriage penalty.” This
marriage penalty occurs because the income of both spouses is counted toward eligibility for
joint filers, but the income of only the “head of household” filer is considered if the individuals
are not married. Extending marriage penalty relief improves fairness and removes financial
impediments to marriage for some low-income households.

Families with many children face larger expenses related to raising their children than do smaller
families and as a result have higher poverty rates. The steeper phase-in rate and larger maximum
credit for workers with three or more qualifying children helps them meet their expenses while
maintaining work incentives.

Proposal

The proposal would make permanent the $5,000 (indexed) increase in the beginning of the
phase-out range for joint filers relative to other individuals.

Furthermore, the proposal would make permanent the expansion of the EITC for workers with
three or more qualifying children. Specifically, the phase-in rate of the EITC for workers with
three or more qualifying children under the American Recovery and Reinvestment Act of 2009
(ARRA) would be maintained at 45 percent, resulting in a higher maximum credit amount and
longer phase-out range.

The proposal would be effective for tax years beginning after December 31, 2010.



EXPAND THE REFUNDABILITY OF THE CHILD TAX CREDIT: MAKE
PERMANENT THE $3,000 EARNINGS THRESHOLD AND ELIMINATE INDEXING

Current Law

An individual may claim a $1,000 tax credit for each qualifying child. A qualifying child must
meet the following four tests:

(1) Relationship — The child generally must be the taxpayer’s son, daughter, grandchild,
sibling, niece, nephew, or foster child.

(2) Residence — The child must live with the taxpayer in the same principal place of abode
for over half the year.

(3) Support — The child must not have provided more than half of his or her own support.
(4) Age — The child must be under the age of 17.

For purposes of the child tax credit, a qualifying child must be a citizen, national, or resident of
the United States. The child tax credit is phased out for individuals with income over certain
thresholds,* and is partially refundable.

In 2009 and 2010, individuals may be eligible for a refundable amount (the additional child tax
credit) equal to the lesser of 15 percent of earned income in excess of $3,000 and any child credit
unclaimed due to insufficient tax liability.> Under the assumption that certain provisions of
EGTRRA are made permanent, in 2011 the earned income threshold reverts to an amount
indexed from $10,000 in 2000.

Families with three or more children may determine the additional child tax credit using an
alternative formula based on the extent to which a taxpayer’s social security taxes exceed the
taxpayer’s EITC.

Reasons for Change

Because the wages of low-income families have failed to keep up with inflation, continued
indexing will result in a decreasing number of low-income families able to take advantage of the
credit each year and smaller credits for the families who receive the credit.

! Specifically, the otherwise allowable child tax credit is reduced by $50 for each $1,000 (or fraction thereof) of
modified adjusted gross income over $75,000 for single individuals or heads of households, $110,000 for married
individuals filing joint returns, and $55,000 for married individuals filing separate returns.

2 Earned income for purposes of the refundable amount is defined as the sum of wages, salaries, tips, and other
taxable employee compensation plus net self-employment earnings to the extent that these amounts are included
when computing taxable income.



Furthermore, if the threshold increases to $12,700 in 2011 as scheduled, an estimated 11 million
low-income families would have a tax increase as a result.

Proposal

The proposal would make permanent the $3,000 earnings threshold for refundability of the child
credit. In addition the earnings threshold would no longer be indexed for inflation.

The proposal would be effective for tax years beginning after December 31, 2010.



EXPAND THE SAVER’S CREDIT AND PROVIDE FOR AUTOMATIC ENROLLMENT
IN IRAS

Expand the Saver’s Credit

Current Law

A nonrefundable tax credit is available for eligible individuals who make voluntary contributions
to 401(k) plans and other retirement plans, including IRAs. The maximum annual contribution
eligible for the credit is $4,000 for married couples filing jointly and $2,000 for single taxpayers
or married individuals filing separately, resulting in maximum credits of $2,000 and $1,000,
respectively. The credit rate is 10 percent, 20 percent or 50-percent, depending on the taxpayer’s
adjusted gross income (AGI) (the amount of which is adjusted each calendar year based on the
cost-of-living adjustment). In 2009, "eligible individuals™ who may claim the credit are

e Married couples filing jointly with incomes up to $55,500;
e Heads of households with incomes up to $41,625; and
e Married individuals filing separately and singles with incomes up to $27,750,

who are 18 or older, other than individuals who are full-time students or claimed as a dependent
on another taxpayer’s return.

The credit is available with respect to an eligible individual's “qualified retirement savings
contributions.” These include (i) elective deferrals to a section 401(k) plan, section 403(b) plan,
section 457 plan, SIMPLE, or simplified employee pension (SEP); (ii) contributions to a
traditional or Roth IRA; and (iii) other voluntary employee contributions to a qualified
retirement plan, including voluntary after-tax contributions and voluntary contributions to a
defined benefit pension plan. The eligible individual may direct that the amount of any refund
attributable to the credit may be directly deposited by the IRS into an IRA or certain other
accounts.

The credit is nonrefundable and, therefore, offsets regular tax liability or minimum tax liability.
The credit is in addition to any deduction or exclusion that would otherwise apply with respect to
the contribution.

Reason for Change

The saver’s credit should be amended to more effectively encourage moderate- and lower-
income individuals to save for retirement. Because it is currently nonrefundable, the saver's
credit only offsets a taxpayer’s income tax liability and therefore gives no saving incentive to
tens of millions of households without income tax liability. In addition, the current three-tier
credit rate structure should be simplified, the eligibility income threshold should be raised to
increase the number of households eligible for the credit, and the credit rate should be increased
for most eligible households. Finally, making the saver’s credit more like a matching
contribution would enhance the likelihood that the credit would be saved and would increase the



salience of the incentive by framing it as a match similar to the familiar employer matching
contributions to 401(K) plans.

Proposal

The proposal would make the saver’s credit fully refundable and would provide for the credit to
be deposited automatically in the qualified retirement plan account or IRA to which the eligible
individual contributed. Making the saver’s credit more like a matching contribution would
enhance the likelihood that the credit would be saved and would increase the salience of the
incentive by framing it as a match similar to the familiar employer matching contributions to
401(k) plans. The proposal would offer a meaningful saving incentive to tens of millions of
additional households while simplifying the current three-tier credit structure and raising the
eligibility income threshold to cover millions of additional moderate-income taxpayers.

In place of the current 10-percent/20-percent/50-percent credit for qualified retirement savings
contributions up to $2,000 per individual, the proposal would match 50-percent of such
contributions up to $500 per individual (indexed annually for inflation beginning in taxable year
2011). The eligibility income threshold would be increased to $65,000 for married couples filing
jointly, $48,750 for heads of households, and $32,500 for singles and married individuals filing
separately, with the amount of savings eligible for the credit phased out at a 5-percent rate for
AGI exceeding those levels.

The proposal would be effective December 31, 2010.

Automatic Enrollment in IRAS

Current Law

A number of tax-preferred, employer-sponsored retirement savings programs exist under current
law. These include section 401(k) cash or deferred arrangements, section 403(b) programs for
public schools and charitable organizations, section 457 plans for governments and nonprofit
organizations, and simplified employee pensions and SIMPLE IRAs for small employers.
Individuals who do not have access to an employer-sponsored retirement saving arrangement
may be eligible to make smaller tax-favored contributions to individual retirement accounts or
individual retirement annuities (IRAS).

IRA contributions are limited to $5,000 a year (plus $1,000 for those age 50 or older). Section
401(K) plans permit contributions (employee plus employer contributions) of up to $49,000 a
year (of which $16,500 can be pre-tax employee contributions) plus $5,500 of additional pre-tax
employee contributions for those age 50 or older.



Reasons for Change

For many years, until the current recession, the personal saving rate in the United States has been
exceedingly low. In addition, tens of millions of U.S. households have not placed themselves on
a path to become financially prepared for retirement, and the proportion of U.S. workers
participating in employer-sponsored plans has remained stagnant for decades at no more than
about half the total work force notwithstanding repeated private-sector and congressional
attempts to expand coverage. Participation in employer-sponsored retirement saving plans such
as 401(k) plans typically has ranged from two thirds to three quarters of eligible employees, but
making saving easier by making it automatic has been shown to be remarkably effective at
boosting participation. Automatic enrollment in 401(k) plans (enrolling employees by default
unless they opt out) has tended to increase participation to more than 9 out of 10 eligible
employees. In contrast, for workers who lack access to a retirement plan at their workplace and
are eligible to engage in tax-favored retirement saving by taking the initiative and making the
decisions required to establish and contribute to an IRA, the IRA participation rate tends to be
less than 1 out of 10.

Numerous employers, especially those with smaller or lower-wage work forces, have been
reluctant to adopt a retirement plan for their employees, in part out of concern about their ability
to afford the cost of making employer contributions or the per-capita cost of complying with tax-
qualification or ERISA (Employee Retirement Income Security Act) requirements. These
employers could help their employees save -- without employer contributions or plan
qualification or ERISA compliance -- simply by making their payroll systems available as a
conduit for regularly transmitting employee contributions to an employee's IRA. Such "payroll
deduction IRAs" could build on the success of workplace-based payroll-deduction saving by
using the excess capacity to promote saving that is inherent in employer payroll systems,
especially those that use automatic enroliment. However, despite efforts a decade ago by
Treasury, the IRS, and the Department of Labor to approve and promote the option of payroll
deduction IRAs, few employers have adopted them or even are aware that this option exists.

Accordingly, requiring employers that do not sponsor any retirement plan (and that are above a
certain size) to make their payroll system available to employees and automatically enroll them
in IRAs could achieve a major breakthrough in retirement saving coverage. Many employers
may then be more willing to take the next step and adopt an employer plan (permitting much
greater tax-favored employee contributions than an IRA plus the option of employer
contributions). In addition, the process of saving and choosing investments could be simplified
for employees, and costs minimized, through a standard default investment as well as electronic
information and fund transfers. Workplace retirement savings arrangements made accessible to
most workers also could be used as a platform to provide and promote retirement distributions
annuitized over the worker’s lifetime.

Proposal

Employers in business for at least two years that have 10 or more employees would be required
to offer an automatic IRA option to employees on a payroll-deduction basis, under which regular
payroll-deduction contributions would be made to an IRA. If the employer sponsored a qualified



retirement plan or SIMPLE for its employees, it would not be required to provide an automatic
IRA option for any employee. Thus, for example, a qualified plan sponsor would not have to
offer automatic IRAs to employees it excludes from qualified plan eligibility because they are
collectively bargained, under age 18, nonresident aliens, or have not completed the plan’s
eligibility waiting period. However, if the qualified plan excluded from eligibility a portion of
the employer’s work force or a class of employees such as all employees of a subsidiary or
division, the employer would be required to offer the automatic IRA option to those excluded
employees.

The employer offering automatic IRAs would give employees a standard notice and election
form informing them of the automatic IRA option and allowing them to elect to participate or opt
out. Any employee who did not provide a written participation election would be enrolled at a
default rate of three percent of the employee’s compensation. Employees could opt for a lower
or higher contribution rate up to the IRA dollar limits. For most employees, the payroll
deductions would be made by direct deposit similar to the direct deposit of employees'
paychecks to their accounts at financial institutions.

Payroll-deduction contributions from all participating employees could be transferred, at the
employer’s option, to a single private-sector IRA trustee or custodian designated by the
employer. Alternatively, the employer, if it preferred, could allow each participating employee
to designate the IRA provider for that employee's contributions or could designate that all
contributions would be forwarded to a savings vehicle specified by statute or regulation.

Employers making payroll deduction IRAs available would not have to choose or arrange default
investments. Instead, a low-cost, standard type of default investment and a handful of standard,
low-cost investment alternatives would be prescribed by statute or regulation. In addition, this
approach would involve no employer contributions, no employer compliance with qualified plan
requirements, and no employer liability or responsibility for determining employee eligibility to
make tax-favored IRA contributions or for opening IRAs for employees. A national web site
would provide information and basic educational material regarding saving and investing for
retirement, including IRA eligibility, but, as under current law, individuals (not employers)
would bear ultimate responsibility for determining their IRA eligibility.

Employers could claim a temporary tax credit for making automatic payroll-deposit IRAS
available to employees. The amount of the credit would be $25 per enrolled employee up to
$250 each year for two years. The credit would be available both to employers required to offer
automatic IRAs and employers not required to do so (for example, because they have fewer than
ten employees).

Contributions by employees to automatic IRAs would qualify for the saver's credit (to the extent
the contributor and the contributions otherwise qualified), and the proposed expanded saver's
credit would be deposited to the IRA to which the eligible individual contributed.

The proposal would become effective January 1, 2012.



PROVIDE THE AMERICAN OPPORTUNITY TAX CREDIT
Current Law

Prior to ARRA an individual taxpayer could claim a nonrefundable Hope Scholarship credit for
100 percent of the first $1,200 and 50-percent of the next $1,200 in qualified tuition and related
expenses (for a maximum credit of $1,800) per student. The Hope Scholarship credit was
limited to the first two years of postsecondary education.

Alternatively, a taxpayer could claim a nonrefundable Lifetime Learning Credit (LLC) for 20
percent of up to $10,000 in qualified tuition and related expenses (for a maximum credit of
$2,000) per taxpayer. Both the Hope Scholarship credit and LLC were phased out in 2009
between $50,000 and $60,000 of adjusted gross income ($100,000 and $120,000 if married filing
jointly). In addition, through 2009, a taxpayer could claim an above-the-line deduction for
qualified tuition and related expenses. The maximum amount of the deduction was $4,000.

ARRA created the American Opportunity Tax Credit (AOTC) to replace the Hope Scholarship
Credit for taxable years 2009 and 2010. The new tax credit is partially refundable, has a higher
maximum credit amount, is available for the first four years of postsecondary education, and has
higher phase-out limits.

The AOTC equals 100 percent of the first $2,000 plus 25 percent of the next $2,000 of qualified
tuition and related expenses (for a maximum credit of $2,500). Under ARRA, the definition of
related expenses for both the LLC and the AOTC was expanded to include course materials.
Forty percent of the otherwise allowable AOTC is refundable (for a maximum refundable credit
of $1,000). The credit is available for the first four years of postsecondary education. The credit
phases out for taxpayers with adjusted gross income between $80,000 and $90,000 ($160,000
and $180,000 if married filing jointly).

All other aspects of the Hope Scholarship credit are retained under the AOTC. These include the
requirement that AOTC recipients be enrolled at least half-time.

Reasons for Change

The AOTC makes college more affordable for millions of middle-income families and for the
first time makes college tax incentives partially refundable. If college is not made more
affordable, our nation runs the risk of losing a whole generation of potential and productivity.

Making the AOTC partially refundable increases the likelihood that low-income families will
send their children to college. Under prior law, low-income families (those without sufficient tax
liability) could not benefit from the Hope Scholarship credit because it was not refundable.
Under the proposal, low-income families could benefit from both Federal Pell Grants and the
refundable portion of the AOTC. In combination, these grants and credits would cover all tuition
and fees at an average 2-year public college and about half of tuition and fees at an average 4-
year public college.
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Moreover, the new credit applies to the first four years of college, instead of only the first two
years of college, increasing the likelihood that students will stay in school and attain their
degrees. More years of schooling translates into higher future incomes for students and a more
educated work force for the country.

Finally, the higher phase-out thresholds under the AOTC give targeted tax relief to an even
greater number of middle-income families facing the high costs of college.

Proposal

The proposal would make the AOTC a permanent replacement for the Hope Scholarship credit.
To preserve the value of the AOTC, the proposal would index the $2,000 tuition and expense
amounts, as well as the phase-out thresholds, for inflation.

This proposal would be effective for taxable years beginning after December 31, 2010.
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TAX CUTS FOR BUSINESS

ELIMINATE CAPITAL GAINS TAXATION ON INVESTMENTS IN SMALL
BUSINESS STOCK

Current Law

Taxpayers other than corporations may exclude 50-percent (60 percent for certain empowerment
zone businesses) of the gain from the sale of certain small business stock acquired at original
issue and held for at least five years. Under ARRA the exclusion is increased to 75 percent for
stock acquired in 2009 (after February 17, 2009) and in 2010. The taxable portion of the gain is
taxed at a maximum rate of 28 percent. Under current law, 7 percent of the excluded gain is a tax
preference subject to the alternative minimum tax (AMT). The AMT preference is scheduled to
increase to 28 percent of the excluded gain on eligible stock acquired after December 31, 2000
and to 42 percent of the excluded gain on stock acquired on or before that date.

The amount of gain eligible for the exclusion by a taxpayer with respect to any corporation
during any year is the greater of (1) ten times the taxpayer's basis in stock issued by the
corporation and disposed of during the year, or (2) $10 million reduced by gain excluded in prior
years on dispositions of the corporation’s stock. To qualify as a small business, the corporation,
when the stock is issued, may not have gross assets exceeding $50 million (including the
proceeds of the newly issued stock) and may not be an S corporation.

The corporation also must meet certain active trade or business requirements. For example, the
corporation must be engaged in a trade or business other than: one involving the performance of
services in the fields of health, law, engineering, architecture, accounting, actuarial science,
performing arts, consulting, athletics, financial services, brokerage services or any other trade or
business where the principal asset of the trade or business is the reputation or skill of one or more
employees; a banking, insurance, financing, leasing, investing or similar business; a farming
business; a business involving production or extraction of items subject to depletion; or a hotel,
motel, restaurant or similar business. There are limits on the amount of real property that may be
held by a qualified small business, and ownership of, dealing in, or renting real property is not
treated as an active trade or business.

Reasons for Change

Because the taxable portion of gain from the sale of qualified small business stock is subject to
tax at a maximum of 28 percent and a percentage of the excluded gain is a preference under the
AMT, the current 50-percent provision provides little benefit. Increasing the exclusion would
encourage and reward new investment in qualified small business stock.

Proposal
Under the proposal the percentage exclusion for qualified small business stock sold by an

individual or other non-corporate taxpayer would be increased to 100 percent and the AMT
preference item for gain excluded under this provision would be eliminated. The stock would
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have to be held for at least five years and other provisions applying to the section 1202 exclusion
would also apply. The proposal would include additional documentation requirements to assure
compliance with the statute.

The proposal would be effective for qualified small business stock issued after February 17,
20009.
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MAKE THE RESEARCH & EXPERIMENTATION (R&E) TAX CREDIT
PERMANENT

Current Law

The research and experimentation (R&E) tax credit is 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 6 percent if a taxpayer has no qualified research expenses in any one of the
three preceding taxable years. An election to use the ASC applies to all succeeding taxable years
unless revoked with the consent of the Secretary.

The R&E tax credit also provides a credit for 20 percent of basic research payments in excess of
a base amount and payments to an energy research consortium for energy research. The credit
for energy research applies to all qualified expenditures, not solely those in excess of a base
amount.

The R&E credit is scheduled to expire on December 31, 2009.

Reasons for Change

The R&E tax credit encourages technological developments that are an important component of
economic growth. However, uncertainty about the future availability of the R&E tax credit
diminishes the incentive effect of the credit because it is difficult for taxpayers to factor the
credit into decisions to invest in research projects that will not be initiated and completed prior to
the credit’s expiration. To improve the credit’s effectiveness, the R&E tax credit should be made
permanent.

Proposal

The proposal would make the R&E credit permanent.
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EXPAND NET OPERATING LOSS CARRYBACK
Current Law

A net operating loss (NOL) generally is the amount by which a taxpayer’s business deductions
exceed its gross income. For taxpayers other than certain eligible small businesses, an NOL may
be carried back two years and carried forward 20 years to offset taxable income in such years.
NOLSs offset taxable income in the order of the taxable years to which the NOL may be carried.
The AMT rules provide that a taxpayer’s NOL deduction cannot reduce the taxpayer’s
alternative minimum taxable income (AMTI) by more than 90 percent of the AMTI.

Different rules apply with respect to NOLSs arising in certain circumstances. A three-year
carryback applies with respect to: (1) losses arising from casualty or theft losses of individuals,
and (2) losses attributable to Presidentially declared disasters for taxpayers engaged in a farming
business or a small business. A five-year carryback applies to: (1) farming losses (regardless of
whether the loss was incurred in a Presidentially declared disaster area); (2) certain losses related
to Hurricane Katrina, Gulf Opportunity Zone, and Midwestern Disaster Area; and (3) qualified
disaster losses. Special rules also apply to real estate investment trusts (no carryback), specified
liability losses (10-year carryback), and excess interest losses (no carryback to any year
preceding a corporate equity reduction transaction). Additionally, a special rule applies to
certain electric utility companies. In the case of a life insurance company, present law allows a
deduction for the taxable year for operations loss carryovers and carrybacks in lieu of the
deduction for NOLs allowed to other corporations. A life insurance company is permitted to
treat a loss from operations for any taxable year as an operations loss carryback to each of the
three taxable years preceding the loss year and an operations loss carryover to each of the 15
taxable years following the loss year. Special rules apply to new life insurance companies.

Most recently, the ARRA extended the carryback period for applicable 2008 NOLSs to up to five
years by certain eligible small businesses whose average annual gross receipts do not exceed
$15,000,000.

Reasons for Change

The NOL carryback and carryover rules are designed to allow taxpayers to smooth out swings in
business income (and Federal income taxes thereon) that result from business cycle fluctuations.
The recent economic conditions have resulted in many taxpayers incurring significant financial
losses. A temporary extension of the NOL carryback period provides taxpayers in all sectors of
the economy that experience such losses with the ability to obtain refunds of income taxes paid
in prior years. These refunds can be used to fund capital investment or other operating expenses.

Proposal

The Administration looks forward to working with the Congress to make a lengthened NOL
carryback period available to more taxpayers.
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MODIFY FEDERAL AVIATION ADMINISTRATION FINANCING
Current Law

The Airport and Airway Trust Fund is supported by taxes on air passenger transportation,
domestic air freight transportation, and aviation fuel. The tax on domestic air passenger
transportation is 7.5 percent of the amount paid for the transportation plus a segment fee of $3.60
per segment. The tax on international air transportation is $16.10 on each international arrival or
departure. Both the segment fee and the international arrival and departure fee are adjusted
annually for inflation. The tax on domestic air freight transportation is 6.25 percent of the
amount paid for the transportation. The tax on aviation fuel, to the extent dedicated to the
Airport and Airway Trust Fund, is 4.3 cents per gallon for kerosene used in commercial aviation,
21.8 cents per gallon for kerosene used in noncommercial (general) aviation, and 19.3 cents per
gallon for aviation gasoline. The tax is generally imposed when the fuel is removed from a
terminal.

The taxes that support the Airport and Airway Trust Fund expire on September 30, 2009. The
taxes on air transportation do not apply to amounts paid after September 30, 2009. The taxes on
aviation fuel do not apply to fuel removed from a terminal after September 30, 2009. The
authority to make expenditures from the Trust Fund for airport and airway programs also expires
on October 30, 2009.

Reasons for Change

The Federal Aviation Administration’s (FAA’s) financing system should be more cost based.
The current excise tax system, to the extent based on taxes on the amount paid for air
transportation, does not provide a direct relationship between the taxes paid by users and the air
traffic control services provided by the FAA. The Administration believes that the FAA should
move toward a model whereby FAA’s funding is related to its costs, the financing burden is
distributed more equitably, and funds are used to pay directly for services the users need.

To provide for necessary Federal airport and airway expenditures until a cost-based system is
developed, the aviation excise taxes and the expenditure authority from the Airport and Airway
Trust Fund should be temporarily extended.

Proposal

The taxes on air transportation and aviation fuel would be extended through September 30, 2011,
at their current rates. Beginning October 1, 2011, the Budget assumes that the air traffic control
system will be funded with direct charges levied on users of the system. The Budget reflects
such a reform being in place starting in 2011, with a user charge collecting $9.6 billion in that
year and with aviation excise taxes being commensurately reduced. Expenditure authority from
the Airport and Airway Trust Fund would be extended through September 30, 2019.
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CONTINUE CERTAIN EXPIRING PROVISIONS THROUGH CALENDAR YEAR 2010
Current Law

The existing tax code includes a number of provisions that are scheduled to expire before
December 31, 2010. These provisions include the optional deduction for State and local general
sales taxes, Subpart F “active financing” and “look-through” exceptions, the exclusion from
unrelated business income of certain payments to controlling exempt organizations, the new
markets tax credit, the modified recovery period for qualified leasehold improvements and
qualified restaurant property, incentives for empowerment and community renewal zones, credits
for biodiesel and renewable diesel fuels, and several trade agreements, including the Generalized
System of Preferences and the Caribbean Basin Initiative.

Reasons for Change.

In the past, these expiring provisions have been routinely extended. Extending them before they
expire helps to provides certainty to taxpayers.

Proposal

This proposal would extend these provisions through December 31, 2010.
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OTHER REVENUE CHANGES AND LOOPHOLE CLOSERS
REINSTATE SUPERFUND EXCISE TAXES
Current Law
The following Superfund excise taxes were imposed before January 1, 1996:

(1) An excise tax on domestic crude oil and on imported petroleum products at a rate of 9.7 cents
per barrel,

(2) An excise tax on listed hazardous chemicals at a rate that varied from $0.22 to $4.87 per ton;
and

(3) An excise tax on imported substances that use as materials in their manufacture or production
one or more of the hazardous chemicals subject to the excise tax described in (2) above.

Amounts equivalent to the revenues from these taxes were dedicated to the Hazardous Substance
Superfund Trust Fund (the Superfund Trust Fund). Amounts in the Superfund Trust Fund are
available for expenditures incurred in connection with releases or threats of releases of hazardous
substances into the environment under specified provisions of the Comprehensive Environmental
Response, Compensation, and Liability Act of 1980 (as amended).

Reasons for Change

The Superfund excise taxes should be reinstated because of the continuing need for funds to
remedy damages caused by releases of hazardous substances.

Proposal

The three Superfund excise taxes would be reinstated for periods after December 31, 2010.
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REINSTATE SUPERFUND ENVIRONMENTAL INCOME TAX
Current Law

For taxable years beginning before January 1, 1996, a corporate environmental income tax was
imposed at a rate of 0.12 percent on the amount by which the modified alternative minimum
taxable income of a corporation exceeded $2 million. Modified alternative minimum taxable
income was defined as a corporation’s alternative minimum taxable income, determined without
regard to the alternative minimum tax net operating loss deduction and the deduction for the
corporate environmental income tax.

The tax was dedicated to the Hazardous Substance Superfund Trust Fund (the Superfund Trust
Fund). Amounts in the Superfund Trust Fund are available for expenditures incurred in
connection with releases or threats of releases of hazardous substances into the environment
under specified provisions of the Comprehensive Environmental Response, Compensation, and
Liability Act of 1980 (as amended).

Reasons for Change

The corporate environmental income tax should be reinstated because of the continuing need for
funds to remedy damages caused by releases of hazardous substances.

Proposal

The corporate environmental income tax would be reinstated for taxable years beginning after
December 31, 2010.
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TAX CARRIED (PROFIT) INTERESTS AS ORDINARY INCOME
Current Law

A partnership is not subject to federal income tax. Instead, income and loss of the partnership
retains its character and flows through to its partners, who must include such items on their tax
returns. Generally, certain partners receive partnership interests in exchange for contributions of
cash and/or property, while certain partners (not necessarily other partners) receive partnership
interests, typically interests in future profits (“profits interests”) in exchange for services.
Accordingly, if and to the extent a partnership recognizes long-term capital gain, the partners,
including partners who provide services, will reflect their shares of such gain on their tax returns
as long-term capital gain. If the partner is an individual, such gain would be taxed at the reduced
rates for long-term capital gains. Gain recognized on the sale of a partnership interest, whether it
was received in exchange for property, cash or services, is generally treated as capital gain.

Under current law, income attributable to a profits interest of a general partner is generally
subject to self-employment tax, except to the extent the partnership generates types of income
that are excluded from self employment taxes, e.g., capital gains, certain interest and dividends.

Reason for Change

Although profits interests are structured as partnership interests, the income allocable to such
interests is received in connection with the performance of services. A service provider’s share
of the income of a partnership attributable to a carried interest should be taxed as ordinary
income and subject to self-employment tax because such income is derived from the
performance of services. By allowing service partners to receive capital gains treatment on labor
income without limit, the current system creates an unfair and inefficient tax preference. The
recent explosion of activity among large private equity firms has increased the breadth and cost
of this tax preference, with some of the highest-income Americans benefiting from the
preferential treatment.

Proposal

A partner’s share of income on a “services partnership interest” (SPI) would be subject to tax as
ordinary income, regardless of the character of the income at the partnership level. Accordingly,
such income would not be eligible for the reduced rates that apply to long-term capital gains. In
addition, the proposal would require the partner to pay self-employment taxes on such income.
Gain recognized on the sale of an SPI would generally be taxed as ordinary income, not as
capital gain.

An SPI is a carried interest held by a person who provides services to the partnership. To the
extent that the partner who holds an SPI contributes “invested capital” and the partnership
reasonably allocates its income and loss between such invested capital and the remaining
interest, income attributable to the invested capital would not be recharacterized. Similarly, the
portion of any gain recognized on the sale of an SPI that is attributable to the invested capital
would be treated as capital gain. “Invested capital” is defined as money or other property
contributed to the partnership. However, contributed capital that is attributable to the proceeds
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of any loan or other advance made or guaranteed by any partner or the partnership is not treated
as “invested capital.”

Also, any person who performs services for an entity and holds a “disqualified interest” in the
entity is subject to ordinary income tax on any income or gain received with respect to the
interest. A “disqualified interest” is defined as convertible or contingent debt, an option, or any
derivative instrument with respect to the entity (but does not include a partnership interest or
stock in certain taxable corporations). This is an anti-abuse rule designed to prevent the
avoidance of the proposal through the use of compensatory arrangements other than partnership
interests.

The proposal is not intended to adversely impact qualification of a real estate investment trust
owning a carried interest in a real estate partnership.

The proposal would be effective for taxable years beginning after December 31, 2010.
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CODIFY “ECONOMIC SUBSTANCE” DOCTRINE
Current Law

Economic Substance Doctrine. The common-law “economic substance” doctrine generally
denies tax benefits from a transaction that does not meaningfully change a taxpayer’s economic
position, other than tax consequences, even if the transaction literally satisfies the requirements
of the Internal Revenue Code. Although courts have applied the economic substance doctrine
with increasing frequency, they have not applied it uniformly. Some courts require both (i) a
meaningful change to the taxpayer’s economic position (referred to as “objective” economic
substance), and (ii) a substantial non-tax business purpose, while other courts require only one of
the two factors to satisfy the economic substance doctrine. Still other courts consider objective
economic substance and business purpose to be only two factors in a general investigation into
whether a transaction has economic effects other than tax benefits.

Accuracy-Related Penalties. Current law contains an accuracy-related penalty that applies to an
underpayment of tax attributable to a substantial understatement of income tax. The penalty
equals 20 percent of the tax underpayment. Except in the case of tax shelters, the penalty may be
reduced if (i) the taxpayer’s treatment is supported by substantial authority or (ii) the relevant
facts were adequately disclosed, and there is a reasonable basis for the item’s tax treatment. A
separate 20-percent penalty applies to an understatement of income tax attributable to a “listed
transaction” or a “reportable transaction” with a significant purpose of tax avoidance or evasion.
The penalty rate is increased to 30 percent if the taxpayer has not disclosed the transaction as
required by law. Either penalty may be set aside or reduced if the taxpayer can demonstrate that
there was “reasonable cause” for the taxpayer’s position and that the taxpayer acted in good
faith.

Denial of Interest Deduction. Current law denies any deduction for interest paid with respect to
a reportable transaction understatement where the relevant facts were not adequately disclosed.

Reason for Change

Clarifying the economic substance doctrine and increasing the penalty for transactions that lack
economic substance will further deter transactions designed solely to obtain tax benefits.

Proposal

Clarification of Economic Substance Doctrine. The proposal would clarify that a transaction
satisfies the economic substance doctrine only if (i) it changes in a meaningful way (apart from
federal tax effects) the taxpayer’s economic position, and (ii) the taxpayer has a substantial
purpose (other than a federal tax purpose) for entering into the transaction. The proposal would
also clarify that a transaction will not be treated as having economic substance solely by reason
of a profit potential unless the present value of the reasonably expected pre-tax profit is
substantial in relation to the present value of the net federal tax benefits arising from the
transaction. The proposal would allow the Treasury Department to publish regulations to carry
out the purposes of the proposal.
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New Understatement Penalty. The proposal would impose a 30-percent penalty on an
understatement of tax attributable to a transaction that lacks economic substance, reduced to 20
percent if there were adequate disclosure of the relevant facts in the taxpayer’s return. The
proposed penalty would be imposed with regard to an understatement due to a transaction’s lack
of economic substance in lieu of other accuracy-related penalties that might be levied with
respect to the tax understatement, although any understatement arising from a lack of economic
substance would be taken into account in determining whether there is a substantial
understatement of income tax under current law.

The IRS could assert and abate the new economic substance penalty. The IRS could assert the
penalty even if there has not been a court determination that the economic substance doctrine
was relevant. Any abatement of the economic substance penalty would have to be proportionate
to the abatement of the underlying tax liability.

Denial of Interest Deduction. The proposal would deny any deduction for interest attributable to
an understatement of tax arising from the application of the economic substance doctrine.

The proposal would apply to transactions entered into after the date of enactment. The denial of

interest deduction component would be effective for taxable years ending after the date of
enactment with respect to transactions entered into after such date.
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REPEAL THE LAST-IN, FIRST-OUT (LIFO) METHOD OF ACCOUNTING FOR
INVENTORIES

Current Law

The Internal Revenue Code (Code) permits a taxpayer with inventories to 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 (FIFO) 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 last-in, first-out (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

The repeal of LIFO would eliminate a tax deferral opportunity that is available to taxpayers that
possess inventories whose costs 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 Security and Exchange Commission would cause violations of the current LIFO
book/tax conformity requirement. Repealing LIFO removes this possible impediment to the
implementation of these standards in the United States.

Proposal

The proposal would not allow the use of the LIFO inventory accounting method for Federal
income tax purposes. Taxpayers that currently use the LIFO method would be required to write
up their beginning LIFO inventory to its FIFO value in the first taxable year beginning after
December 31, 2011. However, this one-time increase in gross income would be taken into
account ratably over the first taxable year and the following seven taxable years.

27



Reform U.S. International Tax System
REFORM BUSINESS ENTITY CLASSIFICATION RULES FOR FOREIGN ENTITIES
Current Law

Under current Treasury regulations, an eligible business entity can elect its classification for
federal tax purposes. An eligible business entity with a single owner may elect to be treated as a
corporation or as an entity disregarded as an entity separate from its owner (a “disregarded
entity”). An eligible business entity with at least two owners may elect to be treated as a
partnership or as a corporation. Certain foreign entities are always treated as corporations for
federal tax purposes (so called “per se corporations™).

Reasons for Change

As applied to foreign eligible entities, the entity classification rules may result in the unintended
avoidance of current U.S. tax, particularly if a foreign eligible entity elects to be treated as a
disregarded entity. In certain cases, locating a foreign disregarded entity under a centralized
holding company (or partnership) may permit the migration of earnings to low-taxed
jurisdictions without a current income inclusion of the amount of such earnings to a U.S.
taxpayer under the subpart F provisions of the Code.

Proposal

Under the proposal, a foreign eligible entity may be treated as a disregarded entity only if the
single owner of the foreign eligible entity is created or organized in, or under the law of, the
foreign country in, or under the law of, which the foreign eligible entity is created or organized.
Therefore, a foreign eligible entity with a single owner that is organized or created in a country
other than that of its single owner would be treated as a corporation for federal tax purposes.
Except in cases of U.S. tax avoidance, the proposal would generally not apply to a first-tier
foreign eligible entity wholly owned by a United States person. The tax treatment of the
conversion to a corporation of a foreign eligible entity treated as a disregarded entity would be
consistent with current Treasury regulations and relevant tax principles.

The proposal would be effective for taxable years beginning after December 31, 2010.
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DEFER DEDUCTION OF EXPENSES, EXCEPT R&E EXPENSES, RELATED TO
DEFERRED INCOME

Current Law

Taxpayers generally may deduct ordinary and necessary expenses paid or incurred in carrying on
any trade or business. The Internal Revenue Code and the regulations thereunder contain
detailed rules regarding allocation and apportionment of expenses for computing taxable income
from sources within and without the United States.

Reasons for Change

Under current law, a U.S. person that incurs expenses properly allocable and apportioned to
foreign-source income may deduct those expenses even if the expenses exceed the taxpayer’s
gross foreign-source income or if the taxpayer earns no foreign-source income. For example, a
U.S. person that incurs debt to acquire stock of a foreign corporation is generally permitted to
deduct currently the interest expense from the acquisition indebtedness even if no income is
derived currently from such stock. The U.S. person is also permitted to deduct currently other
expenses properly allocated or apportioned to the stock of the foreign corporation. Current law
includes provisions that may require a U.S. person to recapture as U.S.-source income the
amount by which foreign-source expenses exceed foreign-source income for a taxable year.
However, if in a taxable year the U.S. person earns sufficient foreign-source income of the same
statutory grouping in which the stock of the foreign corporation is classified, the interest and
other expenses properly allocated and apportioned to the stock of the foreign corporation may
not be subject to recapture in a subsequent taxable year. This ability to deduct expenses from
overseas investments while deferring U.S. tax on the income from the investment may cause
U.S. businesses to shift their investments and jobs overseas, harming our domestic economy.

Proposal

The proposal would defer a deduction for expenses (other than research and experimentation
expenditures) of a U.S. person that are properly allocated and apportioned to foreign-source
income to the extent the foreign-source income associated with the expenses is not currently
subject to U.S. tax. The amount of expenses properly allocated and apportioned to foreign-
source income generally would be determined under current Treasury regulations. The amount
of deferred expenses for a particular year would be carried forward to subsequent years and
combined with the foreign-source expenses of the U.S. person for such year before determining
the impact of the proposal in such year.

The proposal would be effective for taxable years beginning after December 31, 2010.
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REFORM FOREIGN TAX CREDIT: DETERMINE THE FOREIGN TAX CREDIT ON
A POOLING BASIS

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.
Under section 902, a domestic corporation is deemed to have paid the foreign taxes paid by
certain foreign subsidiaries from which it receives a dividend (the deemed paid foreign tax
credit). 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 each of the separate categories described in section 904(d), i.e., the
passive category and general category.

Reasons for Change

The purpose of the foreign tax credit is to mitigate the potential for double taxation when U.S.
taxpayers are subject to foreign taxes on their foreign-source income. The reduction to two
foreign tax credit limitation categories for passive category income and general category income
under the American Jobs Creation Act of 2004 enhanced U.S. taxpayers’ ability through “cross-
crediting” to reduce the residual U.S. tax on foreign-source income.

Proposal

Under the proposal, a U.S. taxpayer would determine its deemed paid foreign tax credit on a
consolidated basis by determining the aggregate foreign taxes and earnings and profits of all of
the foreign subsidiaries with respect to which the U.S. taxpayer can claim a deemed paid foreign
tax credit (including lower tier subsidiaries described section 902(b)). The deemed paid foreign
tax credit for a taxable year would be determined based on the amount of the consolidated
earnings and profits of the foreign subsidiaries repatriated to the U.S. taxpayer in that taxable
year.

The proposal would be effective for taxable years beginning after December 31, 2010.
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REFORM FOREIGN TAX CREDIT: PREVENT SPLITTING OF FOREIGN INCOME
AND FOREIGN TAXES

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.
Under current law, the person considered to have paid the foreign tax is the person on whom
foreign law imposes legal liability for such tax.

Reasons for Change

Current law permits inappropriate separation of creditable foreign taxes from the associated
foreign income in certain cases such as those involving hybrid arrangements.

Proposal

The proposal would adopt a matching rule to prevent the separation of creditable foreign taxes
from the associated foreign income.

The proposal would be effective for taxable years beginning after December 31, 2010.
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LIMIT SHIFTING OF INCOME THROUGH INTANGIBLE PROPERTY TRANSFERS
Current Law

Section 482 permits the Commissioner to 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 also provides that in the case of any transfer (or license) of intangible
property (as defined in section 936(h)(3)(B)), the income with respect to such transfer or license
must be commensurate with the income attributable to the 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 certain nonrecognition transactions, the U.S. person is treated as
selling the intangible property for a series of payments contingent on the productivity, use, or
disposition of the property that are commensurate with the transferee's income from the property.
The payments generally continue annually over the useful life of the property.

Reasons for Change

Controversy often arises concerning the value of intangible property transferred between related
persons. Further, the scope of the intangible property subject to sections 482 and 367(d) is not
entirely clear or consistent. This lack of clarity and consistency 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

To prevent inappropriate shifting of income outside the United States, the proposal would clarify
the definition of intangible property for purposes of sections 367(d) and 482 to include
workforce in place, goodwill and going concern value. The proposal would also clarify that in a
transfer of multiple intangible properties, the Commissioner may value the intangible properties
on an aggregate basis where that achieves a more reliable result. The proposal would also clarify
that intangible property must be valued at its highest and best use, as it would change hands
between a willing buyer and a willing seller, neither being under any compulsion to buy or to sell
and both having reasonable knowledge of relevant facts.

The proposal would be effective for taxable years beginning after December 31, 2010.
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LIMIT EARNINGS STRIPPING BY EXPATRIATED ENTITIES
Current Law

Section 163(j) applies to limit the deductibility of certain interest paid by a corporation to related
persons. The limitation applies to a corporation that fails a debt-to-equity safe harbor (greater
than 1.5 to 1) and that has net interest expense in excess of 50 percent of adjusted taxable income
(computed by adding back net interest expense, depreciation, amortization and depletion, and
any net operating loss deduction). Disallowed interest expense may be carried forward
indefinitely for deduction in a subsequent year. In addition, the corporations’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.

Section 7874 provides special rules for expatriated entities and the acquiring foreign
corporations. The rules apply to certain defined transactions in which a U.S. parent company
(the expatriated entity) is essentially replaced with a foreign parent (the surrogate foreign
corporation). The tax treatment of an expatriated entity and a surrogate foreign corporation
varies depending on the extent of continuity of shareholder ownership following the transaction.
The surrogate foreign corporation is treated as a domestic corporation for all purposes of the
Code if shareholder ownership continuity is at least 80 percent (by vote or value). If shareholder
ownership continuity is at least 60 percent, but less than 80 percent, the surrogate foreign
corporation is treated as a foreign corporation but any applicable corporate-level income or gain
required to be recognized by the expatriated entity generally cannot be offset by tax attributes.
Section 7874 generally applies to transactions occurring on or after March 4, 2003.

Reasons for Change

Under current law, opportunities are available to reduce inappropriately the U.S. tax on income
earned from U.S. operations through the use of foreign related-party debt. In its recent study of
earnings stripping, the Treasury Department found strong evidence of the use of such techniques
by expatriated entities. Consequently, amending the rules of section 163(j) for expatriated
entities is necessary to prevent these inappropriate income-reduction opportunities. Because the
study did not find conclusive evidence of earnings stripping by foreign-controlled domestic
corporations that have not expatriated, additional information is needed to determine whether
changes to section 163(j) should be made with respect to those companies. The new Form 8926,
Disqualified Corporate Interest Expense Disallowed Under Section 163(j) and Related
Information, should assist in obtaining this information.

Proposal

The proposal would revise section 163(j) to tighten the limitation on the deductibility of interest
paid by an expatriated entity to related persons. The current law debt-to-equity safe harbor
would be eliminated. The 50 percent adjusted taxable income threshold for the limitation would
be reduced to 25 percent of adjusted taxable income with respect to disqualified interest other
than interest paid to unrelated parties on debt that is subject to a related-party guarantee
(“guaranteed debt”). The 50 percent adjusted taxable income threshold would generally contine
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to apply to interest on guaranteed debt. The carryforward for disallowed interest would be
limited to ten years and the carryforward of excess limitation would be eliminated.

An expatriated entity would be defined by applying the rules of section 7874 and the regulations
thereunder as if section 7874 were applicable for taxable years beginning after July 10, 1989.
This special rule would not apply, however, if the surrogate foreign corporation is treated as a
domestic corporation under section 7874.

The proposal would be effective for taxable years beginning after December 31, 2010.
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PREVENT REPATRIATION OF EARNINGS IN CERTAIN CROSS-BORDER
REORGANIZATIONS

Current Law

Under section 356(a)(1), if as part of a reorganization transaction an exchanging shareholder
receives in exchange for its stock of the target corporation both stock and property that cannot be
received without the recognition of gain (so-called “boot™), the exchanging shareholder is
required to recognize gain equal to the lesser of the gain realized in the exchange or the amount
of boot received (commonly referred to as the “boot within gain” limitation). Further, under
section 356(a)(2), if the exchange has the effect of the distribution of a dividend, then all or part
of the gain recognized by the exchanging shareholder is treated as a dividend to the extent of the
shareholder’s ratable share of the corporation’s earnings and profits. The remainder of the gain
(if any) is treated as gain from the exchange of property.

Reasons for Change

In cross-border reorganizations, the boot-within-gain limitation of current law can permit U.S.
shareholders to repatriate previously-untaxed earnings and profits of foreign subsidiaries with
minimal U.S. tax consequences. For example, if the exchanging shareholder’s stock in the target
corporation has little or no built-in gain at the time of the exchange, the shareholder will
recognize minimal gain even if the exchange has the effect of the distribution of a dividend
and/or a significant amount (or all) of the consideration received in the exchange is boot. This
result applies even if the corporation has previously untaxed earnings and profits equal to or
greater than the boot. This result is inconsistent with the principle that previously untaxed
earnings and profits of a foreign subsidiary should be subject to U.S. tax upon repatriation.

Proposal

The proposal would repeal the boot-within-gain limitation of current law in the case of any
reorganization in which the acquiring corporation is foreign and the shareholder’s exchange has
the effect of the distribution of a dividend, as determined under section 356(a)(2).

The proposal would be effective for taxable years beginning after December 31, 2010.
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REPEAL 80/20 COMPANY RULES
Current Law

Dividends and interest paid by a domestic corporation are generally U.S.-source income to the
recipient and are generally subject to gross basis withholding tax if paid to a foreign person. A
limited exception to these general rules applies with respect to a domestic corporation (a so-
called “80/20” company) if at least 80 percent of the corporation’s gross income during a three-
year testing period is foreign-source and attributable to the active conduct of a foreign trade or
business. Look-through rules apply to determine the character of certain income of the 80/20
company for this purpose.

Reasons for Change

The 80/20 company provisions can be manipulated and should be repealed.

Proposal

The proposal would repeal the 80/20 company provisions under current law.

The proposal would be effective for taxable years beginning after December 31, 2010.
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PREVENT THE AVOIDANCE OF DIVIDEND WITHHOLDING TAXES
Current Law

A withholding agent generally must withhold a tax of 30 percent from the gross amount of all
U.S.-source fixed or determinable annual or periodical (FDAP) income, profits, or gains of a
nonresident alien individual, foreign corporation, or foreign partnership. In general, dividends
paid with respect to the stock of a domestic corporation are U.S.-source dividends. Thus, foreign
investors holding stock in domestic corporations are generally subject to 30 percent tax on
dividends paid with respect to that stock. This rate may be reduced where the dividends are paid
to a resident of a jurisdiction with which the United States has entered into a tax treaty.

The source of income from notional principal contracts is generally determined based on the
residence of the investor. As a result, substitute dividend payments made to a foreign investor
with respect to an equity swap referencing U.S. equities are treated as foreign-source and are
therefore not subject to U.S. withholding tax.

Reason for Change

Foreign portfolio investors seeking to benefit from the appreciation in value and dividends paid
with respect to the stock of a domestic corporation are not limited to holding stock in the
corporation. Instead, such an investor can enter into an equity swap. The U.S. tax consequences
of these two alternative investments differ significantly. By entering into equity swaps, foreign
portfolio investors receive the economic benefit of dividends paid and appreciation in value with
respect to U.S. stock without being subject to gross-basis withholding tax.

Proposal

In order to address the avoidance of U.S. withholding tax through the use of securities lending
transactions, the Treasury Department plans to revoke Notice 97-66 and issue guidance
that eliminates the benefits of such transactions but minimizes over-withholding.

Further, income earned by foreign persons with respect to equity swaps that reference U.S.
equities would be treated as U.S.-source to the extent that the income is attributable to (or
calculated by reference to) dividends paid by a domestic corporation. An exception to this
source rule would apply to swaps with all of the following characteristics:

e the terms of the equity swap do not require the foreign person to post more than 20
percent of the value of the underlying stock as collateral,

e the terms of the equity swap do not include any provision addressing the hedge position
of the counterparty to the transaction;

e the underlying stock is publicly traded and the notional amount of the swap represents
less than 5 percent of the total public float of that class of stock and less than 20 percent
of the 30-day average daily trading volume;

e the foreign person does not sell the stock to the counterparty at the inception of the
contract, or buy the stock from the counterparty at the termination of the contract;
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e the prices of the equity that are used to measure the parties’ entitlements or obligations
are based on an objectively observable price; and
e the swap has a term of at least 90 days.

The Treasury Department would be given regulatory authority to provide additional exceptions
to implement the purpose of the rule.

The proposal would be effective for payments made after December 31, 2010.
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MODIFY THE 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
U.S. 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 an in lieu of 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 section 904 foreign tax credit separate category for foreign 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 creditable taxes and non-creditable payments for a specific economic benefit but fails to
achieve the appropriate split between the two in a case where a foreign country imposes a levy
on, for example, oil and gas income only, but has no generally imposed income tax.

Proposal

In the case of a dual-capacity taxpayer, the proposal would treat a foreign levy that would
otherwise qualify as an income tax or in lieu of tax as a creditable tax only if the foreign country
generally imposes an income tax. An income tax would be considered generally imposed for this
purpose only if the income tax applies to trade or business income from sources in that country,
and only if the income tax has substantial application to non-dual-capacity taxpayers and to
persons who are nationals or residents of that country. The proposal would replace the part of
the regulatory safe harbor that applies when a foreign country does not generally impose an
income tax. The proposal generally would retain the rule of present law where the foreign
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country does generally impose an income 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 oil and gas income. The proposal would yield to U.S. treaty obligations that allow a
credit for taxes paid or accrued on certain oil or gas income.

The proposal would be effective for taxable years beginning after December 31, 2010.
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Combat Under-Reporting of Income Through Use of Accounts and Entities in Offshore
Jurisdictions

The Administration is concerned about the use of offshore accounts and entities by certain U.S.
and foreign persons to evade U.S. tax. To reduce such evasion, the Administration is proposing
a series of measures to strengthen the information reporting and withholding systems that
support U.S. taxation of income earned or held through offshore accounts or entities.

The qualified intermediary (QI) program is intended to bring foreign financial institutions more
directly into the U.S. information reporting and withholding tax system, thereby helping to
ensure that foreign persons are subject to the proper U.S. withholding tax. Strengthening the
withholding and reporting rules under which Qls operate with respect to U.S. and foreign
persons while creating incentives for more foreign financi