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Over the last year there has been considerable discussion of the need to
reduce the overwhelming complexity of the Internal Revenue Code. It is in
this environment that Congress passed the most complex tax legislation since
the Tax Reform Act of 1986. The Taxpayer Relief Act of 1997 (Pub L 105-
34, 111 Stat 	 ) provides tax relief in five areas: a 8500 child credit, ex-
panded IRAs, educational tax incentives, estate tax relief, and a reduction in
the capital gains tax rate for individuals. However, it increases the tax bur-
den on others.

Because the Act is more than 900 pages long, rather than summarize all
provisions, this article will succinctly describe the most si g.nificant devel-
opments that affect business.

'MARILYN BARRETT is a sole practitioner in Los An geles, where she specializes in business
and tax law. She is chair of the Los Angeles County Bar Association Taxation Section and
immediate past chair of the State Bar Taxation Section. Ms. Barrett received her B.S. from the
University of Kansas and her J.D. from the University of California (Los An geles). She is the

Reporter's contributing editor in the area of federal taxation.

Reprinted from the September 1997 issue of the
CEB California Business Law Reporter published by
Continuing Education of the Bar—California.

1997 by The Regents of the University of California



2
	 September 1997	 19 Califonria Business Law Reporter

Changes in Capital Gains Provisions

Reduction in Capital Gains Tax Rate

Although described in the media as a simple reduction
of the capital gains tax rate from 28 percent to 20 percent,
the new provisions reportedly can require as many as 30
separate computations.

Under the new general rule, the maximum tax rate on
net capital gains is reduced from 28 percent to 20 percent
for capital assets held more than 18 months. Thus, the
holding period to obtain lon g-term capital gain treatment
has been extended from 12 months to 18 months. This
rule applies to gains realized after July 28, 1997. The re-
duced rate of 20 percent also applies to gains realized be-
tween May 7, 1997, and July 28, 1997, on property held
for more than 12 months.

In addition, any portion of net capital gain that would
otherwise be taxed at a 15 percent tax rate is taxed at 10
percent. This top rate of 10 percent for 18-month assets is
available for joint filers with an income less than $41,200
based on 1998 rates.

The maximum capital gain tax rate will be further re-
duced for assets held more than five years, with holding
periods that begin (e.g., asset was purchased) after De-
cember 31, 2000. For capital assets that meet this criteria,
the maximum capital gain tax rate will be 18 percent, and.
when the 10-percent rate would otherwise apply. the rate
will be 8 percent. (To qualify for the reduced 18-percent
and 8-percent rates on net capital gains on capital assets
held for more than five years, individuals can elect to treat
certain assets held on January 1. 2001, as havin g been
sold and reacquired. Taxpayers makin g this election will
be required to recognize any gain associated with the as-
set, but will not be allowed to take any losses.)

Not all gains benefit from the new low capital gains
rates. Any part of a gain on the sale or gain of depreciable
real property that represents prior depreciation is "recap-
tured" and taxed at a maximum tax rate of 25 percent.
The reduced capital gains tax rate does not apply to the
sale of collectibles. e. g ., fine art and jewelry, which con-
tinue to be taxed at the 28-percent tax rate. In addition.
the 28-percent tax rate applies to net capital gains on prop-
erty sold after July 28. 1997. which was held for more
than 12 months but less than 18 months.

The capital gain element of installment sale payments
received after May 6, 1997, is eligible for the new 20-
percent or 10-percent capital gain rates. Eligibility depends
on the holding period of the asset that was sold. regard-
less of when the sale occurred. The reduction of the maxi-
mum tax rate and net capital gains that apply for regular
tax purposes also applies for alternative minimum tax
(AMT) purposes. In some cases. this may cause a tax-
payer to lose the tax benefit of other deductions. CCH
Taxpayer Relief Act of 1997: Law and Explanation gives

the example that a taxpayer with $1 million in long-term
capital gain and $100,000 in state and local taxes could
end up paying taxes at the 20 percent rate and AMT on
the full $1 million gain, because state and local taxes are
not deductible for AMT. It suggests that taxpayers try to
postpone payment of large expenses that are not deduct-
ible for AMT into years in which they are not subject to
AMT. Act §311(a); IRC § 1(h).

Rollover of Gain for Qualified Small
Business Stock

Individuals may defer recognition of gain from the
sale of qualified small business stock under IRC §1202
if (1) the stock is held more than six months, and (2) the
proceeds are invested in other qualified small business
stock within 60 days of the sale. The replacement stock
must meet the active business requirements for the six-
month period followin g the purchase. This provision
applies to sales after August 5, 1997. Gain on qualified
small business stock that is eligible for exclusion of 50
percent of the gain is not eligible for tax at the lower 20-
percent capital gain rate on the other 50 percent of the
gain. Act §313; IRC §1045.

Small Business Tax Provisions

Home Office Deduction

Effective for tax years beginning after December 31,
1998, a taxpayer will be entitled to take a home office
deduction even when he or she works at various loca-
tions outside of the home, as long as the taxpayer has no
other fixed location of business away from home where
he or she conducts substantial administrative and man-
agement activities. Taxpayers are still required to satisfy
the existin g requirements for home office deductions:

The expense relates to the taxpayer's trade or busi-
ness; and
The use of the home office for business is re gular and
exclusive.
This reverses the U.S. Supreme Court's decision in

Commissioner v Soliman (1993) 506 US 168, 121 L Ed
2d 634, 113 S Ct 701, reported in 14 CEB CBLR 220
(Mar. 1993). Act §932; IRC §280A(c).

Self-Employed Health Insurance
Deduction

The deduction for health insurance premiums of self-
employed individuals is increased gradually to 100 per-
cent of premiums paid. The amount deductible will be
40 percent for 1997, and increases to 100 percent in the
year 2007. Act §934; IRC §162(1)(1)(B).
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Moratorium on Self-Employment
Tax Regulations

The IRS recently issued proposed regulations impos-
ing self-employment tax on members of limited liability
companies and limited partners. See 18 CEB CBLR 222
(May 1997). Act §935 imposes a moratorium on the IRS
and prohibits it from issuing temporary or final regula-
tions defining a limited partner for self-employment tax
purposes before July 1, 1998.

This provision is simultaneously being praised by some
business groups who did not like the proposed regulations
and derided by others who lament the prolonged uncer-
tainty in this area. Act §935; IRC §1402(a)(13); Prop Reg
§1.1402(a)-2(d).

Estate Tax Exclusion for Qualified Family-
Owned Businesses

For estate tax purposes, an executor may now elect to
exclude the value of certain qualified "family owned busi-
ness interests." If such interests comprise more than 50
percent of a decedent's estate and other requirements are
met, the estate tax exclusion, when combined with the
unified credit, is $1.3 million. Qualified heirs must mate-
rially participate in the business for at least ten years after
the decedent's death, or additional estate tax will be im-
posed. Act §502; IRC §2033A.

Note that be ginning in 1998 the unified credit is gradu-
ally increased from the current effective exemption of
$600,000 to an effective exemption of $1 million in 2006.
Act §501; IRC §2010.

Estates that defer estate taxes on closely held businesses
pay a reduced interest rate for ten years. Effective for es-
tates of decedents dyin g, after Dec. 31, 1997, the tax at-
tributable to the first $1 million in taxable value will be
subject to interest at a rate of 2 percent (reduced from 4
percent) and the remainder will be subject to interest at a
rate equal to 45 percent of the rate applicable to under-
payments of tax. No deduction is allowed for interest paid
under these reduced rates. Taxpayers currently deferring
taxes under IRC §6166 can make a one-time election to
be subject to these new rules, except that the 2-percent
rate applies only with respect to future installments of the
former 4-percent portion, which was limited to estate tax
payable of $153,000. Act §503; IRC §§2053(c)(1)(D),
6601(j), 6166.

Alternative Minimum Tax Provisions

Exemptions for Small Corporations From
Alternative Minimum Tax

The corporate alternative minimum tax is repealed for
small business corporations for tax years beginning after
December 31, 1997. A small business corporation is one

that has average gross receipts of less than $5 million for
the three-year period beginning after December 31, 1994,
or, if the business has not existed for three years, during
the period it was in existence. A corporation that initially
meets the $5 million gross receipts test will continue to
be exempt from AMT, as long as its three-year average
gross receipts thereafter do not exceed $7.5 million.

If a corporation fails to meet the $7.5 million gross re-
ceipts test, and becomes subject to AMT, AMT will apply
only to preferences and adjustments that occur after the
corporation loses its exemption from AMT. Act §401; IRC
§55.

.COMMENT• AMT is one of the most criticized provi-
sions in the Internal Revenue Code, because of its com-
plexity and the compliance burdens it imposes on taxpay-
ers. Essentially, it requires taxpayers to maintain two sets
of books. Its partial repeal is a significant step towards
simplification. This is one of the few significant measures
toward simplification contained in the Act.

Repeal of Depreciation Adjustment for
Alternative Minimum Tax

For property placed in service after December 31, 1998,
the recovery periods used for AMT depreciation adjust-
ment services are conformed to the depreciation recovery
periods under the regular tax provisions. Unfortunately,
for certain types of assets, the AMT depreciation method
is still different than for regular tax purposes. and in those
cases, the recordkeeping burden of the AMT will be largely
unaffected. Act §402; IRC §56(a)(1).

Qualified Small Business Stock

The tax preference of 50 percent of excluded gain on
qualified small business stock is reduced to 42 percent of
such excluded gain. Act §311 (b): IRC §57(a)(7).

Installment Sales Not AMT
Adjustment for Farmers

The bill repeals retroactivel y the AMT adjustment for
income reported under the installment sales method for
certain qualified farmers, generally effective for sales af-
ter December 31, 1987. Act §403; IRC §56(a)(6).

Corporate Tax Provisions

Net Operating Loss and General Business
Credit Carryovers

The carryback period for net operating losses (NOLs)
for corporations is reduced from three years to two years,
and the carry-forward period is extended from 15 years to
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20 years. effective for NOLs generated in tax years
beginning after August 5, 1997. The carryback for the
general business credit is reduced from three years to
one year, and the carry-forward period increased from
15 to 20 years. Exceptions are provided, and the old
rules continue to apply, to (1) real estate investment
trusts (REITs) (not entitled to any carryback); (2) ex-
cess interest losses (not entitled to any carryback); (3)
corporate capital losses; and (4) Presidentially declared
disaster losses incurred by farmers or small business
owners. Because this provision reduces the potential
for refunds based on a three-year carryback, it is con-
sidered a revenue raiser. Act §§1082, 1083(a); IRC
§§39, 172(b)(1).

Corporate Spin-Offs

The Act dramatically reduces the ability to spin off
corporations on a tax-free basis. Corporate level gain
is now recognized on a spin-off that is part of a plan or
series of related transactions in which 50 percent or
more of the vote or value of the stock of either the dis-
tributing corporation or the controlled corporation is
acquired by nonshareholders. Acquisitions occurring
within a four-year period beginning two years before
the spin-off will be presumed to be pursuant to a plan
or arrangement, and taxpayers will have a heavy bur-
den of proving otherwise. Distributions within a non-
affiliated group of corporations in connection with such
a transaction are also not treated as tax-free spin-offs.
However, the transaction remains tax free at the share-
holder level. Special transition rules abound. The gen-
eral three-year statute of limitations for assessment of
additional taxes does not begin until the taxpayer noti-
fies the IRS of the spin-off. This restriction on corpo-
rate spin-offs was a reaction to several high-profile
transactions that were viewed by tax authorities, with
some basis, as disguised sales. Practitioners are con-
cerned that many less abusive, garden variety spin-offs
will now be prohibited. These rules are effective for
spin-offs after April 16, 1997, with exceptions for trans-
actions subject to written binding contracts. Act §1012;
IRC §§355. 351(c), 368(a)(2)(H).

Short Sales Are Cut Short

The well-publicized method of deferring gain on the
sale of stock by selling short (i.e., the Estee Lauder
transaction) or by equity swaps has been stopped. The
Act requires that gain be recognized on a constructive
sale, such as a short sell or offsetting notational princi-
pal contract transaction, of any appreciated stock. part-
nership interest, or certain debt instruments. These pro-
visions are generally effective for constructive sales en-
tered into after June 8, 1997. Act §1001; IRC §1259.

Issuance of Preferred Stock
in Tax-Free Transactions

In recent years, taxpayers have attempted to achieve
tax-free sales by issuing preferred stock subject to later
redemption in a tax-free reorganization. The Act now
treats nonqualified preferred stock received in otherwise
tax-free reorganizations as taxable boot, if the preferred
stock is subject to puts or calls, or dividends are based
on stock indices or similar formulas. This rule does not
apply to preferred stock issuances that are subject to re-
demption (1) on typical buy-sale events, i.e., death of
the holder, or (2) when the redemption cannot occur for
more than 20 years and is subject to a contingency that
makes its exercise unlikely, or (3) when the preferred
stock is issued for services and is redeemable on termi-
nation of employment. This provision is effective for
transactions after June 8, 1997, subject to a
grandfathering of transactions consummated pursuant to
a binding written agreement before that date. Act §1014;
IRC §351(g), 354(a)(2)(C), 355(a)(3)(D), 356(e),
1036(b).

Expansion of Investment
Company Definition

Contributions of appreciated property to an investment
company or to a partnership that is traded as an invest-
ment company are not tax free under the general rules of
IRC §§351 and 721. Investment companies have been
defined to include (1) regulated investment companies
(RICs), (2) real estate investment trusts (REITs), and (3)
corporations where more than 80 percent of the assets
by value are marketable securities or investments in RICs
or REITs. The Act expands the types of assets that are
considered investment property and are to be taken into
account in the 80-percent test to include money, finan-
cial instruments, foreign currency, precious metals, and
certain interests in pass-through entities. Literally read,
this could cause taxation on contributions of appreciated
real estate into a partnership if the other partners con-
tributed cash that totaled more than 80 percent of the
partnership assets. The legislative history indicates that
investment company treatment is not intended if the cash
will be used to develop the real estate. Act §1002: IRC
§351(e).

Interest Deduction on Certain Debt Instru-
ments Disallowed

No deduction is allowed for interest and original is-
sue discount (OID) on a debt instrument if the instru-
ment is convertible into stock of the issuer or a related
party. Act §1005; IRC §163(1).
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Corporate Tax Shelter Registration

The Act requires that certain confidential corporate tax
shelters re gister with the IRS, and makes these shelters
subject to the substantial understatement penalty (IRC
§6662(d)(2)). These corporate tax shelters are defined as
arrangements (1) with a significant tax-avoidance purpose,
(2) offered under conditions of confidentiality, and (3) that
are expected to generate fees over $100,000 for the pro-
moters. The penalty for failure to register is the greater of
(1) $10,000, or (2) 50 percent of the amount paid to the
promoters. This provision addresses the proliferation of
extremely aggressive tax shelter deals put together by Wall
Street brokerage houses that require their clients to sign
confidentiality agreements not to talk about the structure.
Act §1028; IRC §§6111(d), 6662(d)(2), 6707(a)(3)(A).

Income Averaging for Farmers

For taxable years beginning after December 31, 1997,
and before January 1, 2001, individual farmers will be
able to elect three-year averaging for farm income. Act
§933; IRC §1301.

Extension of Expiring Tax Provision

The Act extends some tax provisions that were other-
wise scheduled to expire.

Research Tax Credit

The research tax credit is extended for the period June
1. 1997, through June 30, 1998. Act §601; IRC §41(h).

Gifts of Appreciated Property

The special rule that permits a fair market value de-
duction for contributions of qualified appreciated stock
to private foundations is extended for the period June 1,
1997, through June 30. 1998. Act §602: IRC §170(e)(5).

Work Opportunity Tax Credit

The work opportunity tax credit is extended for wages
paid to qualified individuals who begin work for employ-
ers after September 30. 1997, and before July 1, 1998.
Other changes were made to the credit. A welfare-to-work
credit has been added. Act §§603, 801: IRC §§51, 51A.

Orphan Drug Tax Credit

The orphan drug tax credit, which provides a 50-per-
cent tax credit for qualified clinical testing expenses in-
curred in testing certain drugs for rare diseases or condi-
tions, is permanently extended for expenses paid or in-
curred after May 31, 1997. Act §604; IRC §45C.

Increase in Empowerment Zones
and Enterprise Communities

The Act increases by two, in urban areas, the number
of empowerment zones eligible for certain tax incentives
under current law (i.e., the wage credit. additional expens-
ing, and special access to tax-exempt financing). The Act
also expands the eligibility criteria for empowerment zone
designation. and provides for designation of 20 new zones,
no more than 15 of which will be in urban areas, and no
more than five of which will be in rural areas, which will
be subject to expanded eli gibility requirements and cer-
tain restrictions. Act §§951-956; IRC §§1391-1392, 1394,
1396, 1397B.

New Information Reporting
Requirements

Payments to Attorneys

In recent years, the IRS has been conductin g an audit
project on tax reporting compliance by attorneys, com-
monly referred to "Project Esquire." It has found that com-
pliance by attorneys was dismal. The Act requires that
clients report to the IRS any payments made to attorneys
in excess of $600, if paid in the course of a trade or busi-
ness. This includes payments not only of fees owed to the
attorney, but also client settlements. even when the attor-
ney is not entitled to any portion of them. The provision
is effective for payments made after December 31, 1997.
The general rule that exempts payors from filing Form
1099s on payments made to corporations does not apply,
and payments must be reported whether made to a law
firm or to an individual attorney.

0.COMMENT • All of your business clients must begin
filing IRS Form 1099s to report the amount of fees they
pay you. Act § 1021; IRC §6045(f).

Payments for Services to Federal Agencies

The Act also expands the information-reportin g require-
ments on persons receiving contract payments in excess
of $600 from certain federal a gencies. Previously, only
payments in excess of $25,000 had to be reported. The
threshold is now reduced to 5600. Apparently, federal
contractors also have a low compliance rate. Act §1022;
IRC §6041A(d)(3).

Restriction on Like-Kind
Exchange Provisions

The Act provides that personal property predominantly
used within the United States, and personal property pre-
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dominantly used outside the United States, are not "like
kind" properties. This is effective for exchanges after June
8, 1997, with exchanges pursuant to a binding contract
before that date grandfathered. Act §1052; IRC §1031(h).

Publicly Traded Partnerships

The Tax Reform Act of 1986 enacted a provision to tax
publicly traded partnerships as corporations. Publicly
traded partnerships existing at that time were exempt from
this treatment for ten years, until December 31, 1997. The
Act permits these partnerships to elect to continue to be
excluded from corporate tax treatment. Electing partner-
ships must pay a tax of 3.5 percent of gross income from
the active conduct of a trade or business of the partner-
ship. "Electing large partnerships" may now elect a sim-
plified reporting system that reduces the number of items
that must be separately reported to their partners. Act
§§964, 1221; IRC §§771-777, 7704(g).

General Partnership Provisions

The basis allocation rules that apply to distributions of
property have been modified. The distributee partner's
basis is first allocated to unrealized receivables and in-
ventory in amounts equal to the partnership's basis in those
items. The balance is allocated to other distributed prop-
erties in proportion to the partnership's basis. Act §1061;
IRC §732.

A partnership's taxable year closes with respect to a
partner whose entire interest is terminated by death, liqui-
dation, or otherwise. Act § 1246; IRC §706.

Environmental Remediation Costs

Taxpayers can elect (temporarily) to deduct qualified
environmental remediation costs that would otherwise be
chargeable to capital accounts, if made in connection with
the abatement or control of hazardous substances at a quali-
fied contamination site. These include empowerment and
enterprise zones. designated brownfields, and certain pov-
erty-stricken areas. The allowed deduction must be recap-
tured as ordinary income if the site is sold at a gain. Act
§941: IRC §198.

Excise Taxes

LUST Tax

The leaking underground storage tank excise tax (af-
fectionately known by tax practitioners as the LUST tax)
of 0.1 cent per gallon on gasoline and other fuels is rein-
stated for the periockfrom October 1, 1997, through March
31, 2005. Act §1033; IRC §4081(d).

Airport Travel Tax

The capital gains rate deduction and other tax cuts are
largely financed by the air travel excise tax and fee of 9
percent of the passenger fare, plus S1 per domestic flight
segment, gradually chan ging to 7.5 percent plus $3 per
domestic flight segment from October 1, 1997 through
2002 and thereafter. It is anticipated that this new tax and
fee will increase fares on short-distance flights and de-
crease fares on long-distance flights. The excise tax, but
not the fee, also applies to payments made to air carriers
for the right to provide mileage awards. Act § 1031; IRC
§4261(e).

Tobacco Tax

The tax on small cigarettes is increased by ten cents
per 20-cigarette pack on January 1. 2000. increasing an-
other five cents on January 1, 2002. The tax on other to-
bacco products is proportionately increased. In testament
to the strength of the tobacco lobby, the increase in to-
bacco taxes will be credited against payments made by
the tobacco companies under federal legislation imple-
menting the proposed tobacco industry settlement agree-
ment. President Clinton has announced that he will op-
pose this offset. Balanced Bud get Act of 1997 (Pub L 105-
33, 111 Stat 	 (HR 2015)) §9302; IRC §5701.

Independent Contractors

Tax Court jurisdiction has been expanded to encom-
pass employee/independent contractor classification cases
and cases involving relief under the safe haven rules of
§530 of the Revenue Act of 1978 (Pub L 95-600, 92 Stat
2763). The Tax Court petition must be filed by the "hirer,"
i.e., the person for whom services are performed. Although
the Tax Court case is pending, the hirer is allowed to
change the workers' status prospectively without an ad-
verse inference. Previously, the IRS frequently took the
position that if a hirer changed workers' classification from
independent contractor to employee to reduce the hirer's
exposure, the chan ge in classification was evidence that
the workers were never properly classified as indepen-
dent contractors. Act § 1454; IRC §7436.

Conclusion

This is a brief overview of a few of the provisions in
the Act that affect business. Each provision may have con-
ditions and caveats not described in this article. Your cli-
ents also may be affected by other provisions not described
in this article. Accordingly, you should urge your busi-
ness clients to contact their tax advisors before undertak-
ing any activity that may have tax consequences.
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