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THE AMENDMENT

The amendment is as follows:
Strike all after the enacting clause and insert the following:

SECTION 1. SHORT TITLE, ETC.

(a) SHORT TITLE.—This Act may be cited as the “Tax Relief Extension Reconcili-
ation Act of 2005”.

(b) AMENDMENT OF 1986 CODE.—Except as otherwise expressly provided, when-
ever in this Act an amendment or repeal is expressed in terms of an amendment
to, or repeal of, a section or other provision, the reference shall be considered to be
made to a section or other provision of the Internal Revenue Code of 1986.

(c) TABLE OF CONTENTS.—The table of contents for this Act is as follows:

Sec. 1. Short title, etc.
TITLE I—EXTENSIONS OF CERTAIN PROVISIONS THROUGH 2006

Sec. 101. Allowance of nonrefundable personal credits against regular and minimum tax liability.

Sec. 102. Tax incentives for business activities on Indian reservations.

Sec. 103. Work opportunity credit.

Sec. 104. Welfare-to-work credit.

Sec. 105. Deduction for corporate donations of computer technology and equipment.

Sec. 106. Availability of medical savings accounts.

Sec. 107. 15-year cost recovery for leasehold improvements.

Sec. 108. 15-year cost recovery for restaurant improvements.

Sec. 109. Taxable income limit on percentage depletion for oil and natural gas produced from marginal prop-
erties.

Sec. 110. District of Columbia Enterprise Zone.

Sec. 111. Possession tax credit with respect to American Samoa.

Sec. 112. Parity in the application of certain limits to mental health benefits.

Sec. 113. Research credit.

Sec. 114. Qualified Zone Academy Bonds.

Sec. 115. Certain expenses of elementary and secondary school teachers.

Sec. 116. Qualified tuition and related expenses.

Sec. 117. State and local general sales taxes.

TITLE II—EXTENSIONS OF CERTAIN PROVISIONS FOR 2 ADDITIONAL YEARS AND OTHER
MODIFICATIONS

Sec. 201. Expensing of environmental remediation costs.
Sec. 202. Controlled foreign corporations.

Sec. 203. Capital gains and dividends rates.

Sec. 204. Saver’s credit.

Sec. 205. Increased expensing for small business.

TITLE III—OTHER PROVISIONS

Sec. 301. Clarification of taxation of certain settlement funds.

Sec. 302. Modification of active business definition under section 355.
Sec. 303. Veterans’ mortgage bonds.

Sec. 304. Capital gains treatment for certain self-created musical works.
Sec. 305. Vessel tonnage limit.

Sec. 306. Modification of special arbitrage rule for certain funds.

TITLE I—EXTENSIONS OF CERTAIN
PROVISIONS THROUGH 2006

SEC. 101. ALLOWANCE OF NONREFUNDABLE PERSONAL CREDITS AGAINST REGULAR AND
MINIMUM TAX LIABILITY.
(a) IN GENERAL.—Paragraph (2) of section 26(a) (relating to special rule for tax-
able years 2000 through 2005) is amended—
(1) in the text by striking “or 2005” and inserting “2005, or 2006”, and
(2) in the heading by striking “2005” and inserting “2006”.
(b) CONFORMING PROVISIONS.—

(1) Subsection (i) of section 904 (relating to coordination with nonrefundable
personal credits) is amended by striking “or 2005” and inserting “2005, or
2006”.

(2) The amendments made by sections 201(b), 202(f), and 618(b) of the Eco-
nomic Growth and Tax Relief Reconciliation Act of 2001 shall not apply to tax-
able years beginning during 2006.

(¢c) EFFECTIVE DATE.—The amendments made by this section shall apply to tax-
able years beginning after December 31, 2005.

SEC. 102. TAX INCENTIVES FOR BUSINESS ACTIVITIES ON INDIAN RESERVATIONS.

(a) INDIAN EMPLOYMENT TAX CREDIT.—
(1) IN GENERAL.—Subsection (f) of section 45A (relating to termination) is
amended by striking “December 31, 2005” and inserting “December 31, 2006”.
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(2) EFFECTIVE DATE.—The amendment made by paragraph (1) shall apply to
taxable years beginning after December 31, 2005.
(b) ACCELERATED DEPRECIATION FOR BUSINESS PROPERTY ON INDIAN RESERVA-
TIONS.—
(1) IN GENERAL.—Paragraph (8) of section 168(j) (relating to termination) is
amended by striking “December 31, 2005” and inserting “December 31, 2006”.
(2) EFFECTIVE DATE.—The amendment made by paragraph (1) shall apply
with respect to property placed in service after December 31, 2005.

SEC. 103. WORK OPPORTUNITY CREDIT.

(a) IN GENERAL.—Subparagraph (B) of section 51(c)(4) (relating to termination) is
amended by striking “December 31, 2005” and inserting “December 31, 2006”.

(b) INCREASE IN AGE LIMIT FOR FooDp StaMP RECIPIENTS.—Clause (i) of section
51(d)(8)(A) (relating to qualified food stamp recipient) is amended by striking “25”
and inserting “35”.

(c) EFFECTIVE DATE.—The amendments made by this section shall apply to indi-
viduals who begin work for the employer after December 31, 2005.

SEC. 104. WELFARE-TO-WORK CREDIT.

(a) IN GENERAL.—Subsection (f) of section 51A (relating to termination) is amend-
ed by striking “December 31, 2005” and inserting “December 31, 2006”.

(b) EFFECTIVE DATE.—The amendment made by subsection (a) shall apply to indi-
viduals who begin work for the employer after December 31, 2005.

SEC. 105. DEDUCTION FOR CORPORATE DONATIONS OF COMPUTER TECHNOLOGY AND
EQUIPMENT.

(a) IN GENERAL.—Subparagraph (G) of section 170(e)(6) (relating to termination)
is amended by striking “December 31, 2005” and inserting “December 31, 2006”.

(b) EFFECTIVE DATE.—The amendment made by subsection (a) shall apply to con-
tributions made in taxable years beginning after December 31, 2005.

SEC. 106. AVAILABILITY OF MEDICAL SAVINGS ACCOUNTS.

(a) IN GENERAL.—Paragraphs (2) and (3)(B) of section 220() (defining cut-off year)
are each amended by striking “2005” each place it appears in the text and headings
and inserting “2006”.

(b) CONFORMING AMENDMENTS.—

(1) Paragraph (2) of section 220(j) is amended—
(A) in the text by striking “or 2004” each place it appears and inserting
“2004, or 2005”, and
(B) in the heading by striking “OR 2004” and inserting “2004, OR 2005”.
(2) Subparagraph (A) of section 220(j)(4) is amended by striking “and 2004”
and inserting “2004, and 2005”.

(¢) EFFECTIVE DATE.—The amendments made by this section shall take effect on
the date of the enactment of this Act.

(d) TME FOR FILING REPORTS, ETC.—

(1) The report required by section 220(j)(4) of the Internal Revenue Code of
1986 to be made on August 1, 2005, shall be treated as timely if made before
the close of the 90-day period beginning on the date of the enactment of this
Act.

(2) The determination and publication required by section 220()(5) of such
Code with respect to calendar year 2005 shall be treated as timely if made be-
fore the close of the 120-day period beginning on the date of the enactment of
this Act. If the determination under the preceding sentence is that 2005 is a
cut-off year under section 220(i) of such Code, the cut-off date under such sec-
tion 220(i) shall be the last day of such 120-day period.

SEC. 107. 15-YEAR COST RECOVERY FOR LEASEHOLD IMPROVEMENTS.

(a) IN GENERAL.—Clause (iv) of section 168(e)(3)(E) (relatlng to 15-year property)
is amended by striking “January 1, 2006” and inserting “January 1, 2007”.

(b) EFFECTIVE DATE.—The amendment made by subsection (a) shall apply to prop-
erty placed in service after December 31, 2005.

SEC. 108. 15-YEAR COST RECOVERY FOR RESTAURANT IMPROVEMENTS.

(a) IN GENERAL.—Clause (v) of section 168(e)(3)(E) (relating to 15-year property)
is amended by striking “January 1, 2006” and inserting “January 1, 2007”.

(b) EFFECTIVE DATE.—The amendment made by subsection (a) shall apply to prop-
erty placed in service after December 31, 2005.
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SEC. 109. TAXABLE INCOME LIMIT ON PERCENTAGE DEPLETION FOR OIL AND NATURAL GAS
PRODUCED FROM MARGINAL PROPERTIES.

(a) IN GENERAL.—Subparagraph (H) of section 613A(c)(6) (relating to oil and nat-
ural gas produced from marginal properties) is amended by striking “January 1,
2006” and inserting “January 1, 2007”.

(b) EFFECTIVE DATE.—The amendment made by subsection (a) shall apply to tax-
able years beginning after December 31, 2005.

SEC. 110. DISTRICT OF COLUMBIA ENTERPRISE ZONE.

(a) PERIOD FOR WHICH DESIGNATION APPLICABLE.—Subsection (f) of section 1400
(relating to time for which designation applicable) is amended by striking “Decem-
ber 31, 2005” both places it appears and inserting “December 31, 2006”.

(b) Tax-ExeEmpT ECONOMIC DEVELOPMENT BONDS.—Subsection (b) of section
1400A (relating to period of applicability) is amended by striking “December 31,
2005” and inserting “December 31, 2006”.

(c) ZERO PERCENT CAPITAL GAINS RATE.—

(1) IN GENERAL.—Subsection (b) of section 1400B (relating to DC Zone Asset)
is amended by striking “January 1, 2006” each place it appears and inserting
“January 1, 2007”.

(2) CONFORMING AMENDMENTS.—

(A) Paragraph (2) of section 1400B(e) (relating to gain before 1998 and
after 2010 not qualified) is amended—

(1) by striking “December 31, 2010” and inserting “December 31,
20117, and
(i1) by striking “2010” in the heading and inserting “2011”.

(B) Paragraph (2) of section 1400B(g) (relating to sales and exchanges of
interests in partnerships and S corporations which are DC Zone businesses)
is amended by striking “December 31, 2010” and inserting “December 31,
2011,

(C) Subsection (d) of section 1400F (relating to certain rules to apply) is
ganelnded by striking “December 31, 2010” and inserting “December 31,

117

(d) FIrST-TIME HOMEBUYER CREDIT FOR DISTRICT OF COLUMBIA.—Subsection (i) of
section 1400C (relating to application of section) is amended by striking “January
1, 2006” and inserting “January 1, 2007”.

(e) EFFECTIVE DATES.—

(1) IN GENERAL.—Except as provided in paragraph (2), the amendments made
by this section shall take effect on January 1, 2006.

(2) TAX-EXEMPT ECONOMIC DEVELOPMENT BONDS.—The amendment made by
s1f1b}slectji§)n (b) shall apply to obligations issued after the date of the enactment
of this Act.

SEC. 111. POSSESSION TAX CREDIT WITH RESPECT TO AMERICAN SAMOA.

(a) IN GENERAL.—Subparagraph (A) of section 936()(8) (relating to special rules
for certain possessions) is amended by inserting before the period at the end the fol-
lowing: “(before January 1, 2007, in the case of American Samoa)”.

(b) EFFECTIVE DATE.—The amendment made by subsection (a) shall apply to tax-
able years beginning after December 31, 2005.

SEC. 112. PARITY IN THE APPLICATION OF CERTAIN LIMITS TO MENTAL HEALTH BENEFITS.

(a) IN GENERAL.—Paragraph (3) of section 9812(f) (relating to application of sec-
tion) is amended by striking “December 31, 2005” and inserting “December 31,
2006”.

(b) EFFECTIVE DATES.—The amendment made by subsection (a) shall take effect
on the date of the enactment of this Act.

SEC. 113. RESEARCH CREDIT.

(a) EXTENSION.—

(1) IN GENERAL.—Subparagraph (B) of section 41(h)(1) (relating to termi-
nation) is amended by striking “December 31, 2005” and inserting “December
31, 2006”.

(2) CONFORMING AMENDMENT.—Subparagraph (D) of section 45C(b)(1) (relat-
ing to special rule) is amended by striking “December 31, 2005” and inserting
“December 31, 2006”.

(3) EFFECTIVE DATE.—The amendments made by this subsection shall apply
to amounts paid or incurred after December 31, 2005.

(b) INCREASE IN RATES OF ALTERNATIVE INCREMENTAL CREDIT.—

(1) IN GENERAL.—Subparagraph (A) of section 41(c)(4) (relating to election of
alternative incremental credit) is amended—

(A) by striking “2.65 percent” and inserting “3 percent”,
(B) by striking “3.2 percent” and inserting “4 percent”, and



6

(C) by striking “3.75 percent” and inserting “5 percent”.

(2) EFFECTIVE DATE.—The amendments made by this subsection shall apply
to taxable years ending after the date of the enactment of this Act.

(¢) ALTERNATIVE SIMPLIFIED CREDIT FOR QUALIFIED RESEARCH EXPENSES.—

(1) IN GENERAL.—Subsection (c) of section 41 (relating to base amount) is
amended by redesignating paragraphs (5) and (6) as paragraphs (6) and (7), re-
spectively, and by inserting after paragraph (4) the following new paragraph:

“(5) ELECTION OF ALTERNATIVE SIMPLIFIED CREDIT.—

“(A) IN GENERAL.—At the election of the taxpayer, the credit determined
under subsection (a)(1) shall be equal to 12 percent of so much of the quali-
fied research expenses for the taxable year as exceeds 50 percent of the av-
erage qualified research expenses for the 3 taxable years preceding the tax-
able year for which the credit is being determined.

“(B) SPECIAL RULE IN CASE OF NO QUALIFIED RESEARCH EXPENSES IN ANY
OF 3 PRECEDING TAXABLE YEARS.—

“(i) TAXPAYERS TO WHICH SUBPARAGRAPH APPLIES.—The credit under
this paragraph shall be determined under this subparagraph if the tax-
payer has no qualified research expenses in any one of the 3 taxable
yearsdpreceding the taxable year for which the credit is being deter-
mined.

“(i1) CREDIT RATE.—The credit determined under this subparagraph
shall be equal to 6 percent of the qualified research expenses for the
taxable year.

“(C) ELECTION.—An election under this paragraph shall apply to the tax-
able year for which made and all succeeding taxable years unless revoked
with the consent of the Secretary. An election under this paragraph may
not 1be made for any taxable year to which an election under paragraph (4)
applies.”.

(2) COORDINATION WITH ELECTION OF ALTERNATIVE INCREMENTAL CREDIT.—

(A) IN GENERAL.—Section 41(c)(4)(B) (relating to election) is amended by
adding at the end the following: “An election under this paragraph may not
bf’ made for any taxable year to which an election under paragraph (5) ap-
plies.”.

(B) TRANSITION RULE.—In the case of an election under section 41(c)(4)
of the Internal Revenue Code of 1986 which applies to the taxable year
which includes the date of the enactment of this Act, such election shall be
treated as revoked with the consent of the Secretary of the Treasury if the
taxpayer makes an election under section 41(c)(5) of such Code (as added
by subsection (a)) for such year.

(3) EFFECTIVE DATE.—The amendments made by this subsection shall apply
to taxable years ending after the date of the enactment of this Act.

SEC. 114. QUALIFIED ZONE ACADEMY BONDS.

(a) IN GENERAL.—Paragraph (1) of section 1397E(e) (relating to national limit) is
amended by striking “and 2005” and inserting “2005, and 2006”.

(b) EFFECTIVE DATE.—The amendment made by subsection (a) shall apply to obli-
gations issued after December 31, 2005.

SEC. 115. CERTAIN EXPENSES OF ELEMENTARY AND SECONDARY SCHOOL TEACHERS.

(a) IN GENERAL.—Subparagraph (D) of section 62(a)(2) (relating to certain ex-
penses of elementary and secondary school teachers) is amended by striking “or
2005” and inserting “2005, or 2006”.

(b) EFFECTIVE DATE.—The amendment made by subsection (a) shall apply to ex-
penses paid or incurred in taxable years beginning after December 31, 2005.

SEC. 116. QUALIFIED TUITION AND RELATED EXPENSES.

(a) IN GENERAL.—Subsection (e) of section 222 (relating to termination) is amend-
ed by striking “December 31, 2005” and inserting “December 31, 2006”.

(b) LIMITATIONS.—Paragraph (2) of section 222(b) (relating to applicable dollar
limit) is amended by striking subparagraphs (A) and (B), by redesignating subpara-
graph (C) as subparagraph (B), and by inserting before subparagraph (B) (as so re-
designated) the following:

“(A) 2006.—In the case of a taxable year beginning in 2006, the applica-
ble dollar amount shall be equal to—

“(i) in the case of a taxpayer whose adjusted gross income for the tax-
able year does not exceed $65,000 ($130,000 in the case of a joint re-
turn), $4,000,

“(i1) in the case of a taxpayer not described in clause (i) whose ad-
justed gross income for the taxable year does not exceed $80,000
($160,000 in the case of a joint return), $2,000, and
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“(iii) in the case of any other taxpayer, zero.”.
(¢c) EFFECTIVE DATE.—The amendments made by this section shall apply to pay-
ments made in taxable years beginning after December 31, 2005.

SEC. 117. STATE AND LOCAL GENERAL SALES TAXES.

(a) IN GENERAL.—Subparagraph (I) of section 164(b)(5) (relating to application of
paragraph) is amended by striking “January 1, 2006” and inserting “January 1,
2007”.

(b) EFFECTIVE DATE.—The amendment made by subsection (a) shall apply to tax-
able years beginning after December 31, 2005.

TITLE II—EXTENSIONS OF CERTAIN PROVI-
SIONS FOR 2 ADDITIONAL YEARS AND
OTHER MODIFICATIONS

SEC. 201. EXPENSING OF ENVIRONMENTAL REMEDIATION COSTS.

(a) EXTENSION OF TERMINATION DATE.—Subsection (h) of section 198 (relating to
termination) is amended by striking “December 31, 2005” and inserting “December
31, 2007”.

(b) PETROLEUM PRODUCTS TREATED AS HAZARDOUS SUBSTANCE.—Paragraph (1) of
section 198(d) (relating to hazardous substance) is amended by striking “and” at the
end of subparagraph (A), by striking the period at the end of subparagraph (B) and
inserting “, and”, and by adding at the end the following new subparagraph:

“(C) any petroleum product (as defined in section 4612(a)(3)).”.

(¢) EFFECTIVE DATE.—The amendments made by this section shall apply to ex-

penditures paid or incurred after December 31, 2005.

SEC. 202. CONTROLLED FOREIGN CORPORATIONS.

(a) SUBPART F EXCEPTION FOR ACTIVE FINANCING.—
(1) EXEMPT INSURANCE INCOME.—Paragraph (10) of section 953(e) (relating to
application) is amended—
(A) by striking “January 1, 2007” and inserting “January 1, 2009”, and
(B) by striking “December 31, 2006” and inserting “December 31, 2008”.
(2) EXCEPTION TO TREATMENT AS FOREIGN PERSONAL HOLDING COMPANY IN-
COME.—Paragraph (9) of section 954(h) (relating to application) is amended by
striking “January 1, 2007” and inserting “January 1, 2009”.

(b) LOOK-THROUGH TREATMENT OF PAYMENTS BETWEEN RELATED CONTROLLED
FOREIGN CORPORATIONS UNDER THE FOREIGN PERSONAL HOLDING COMPANY
RULES.—Subsection (c¢) of section 954 (relating to foreign personal holding company
income) is amended by adding at the end the following new paragraph:

“(6) LOOK-THRU RULE FOR RELATED CONTROLLED FOREIGN CORPORATIONS.—

“(A) IN GENERAL.—For purposes of this subsection, dividends, interest,
rents, and royalties received or accrued from a controlled foreign corpora-
tion which is a related person shall not be treated as foreign personal hold-
ing company income to the extent attributable or properly allocable (deter-
mined under rules similar to the rules of subparagraphs (C) and (D) of sec-
tion 904(d)(3)) to income of the related person which is not subpart F in-
come. For purposes of this subparagraph, interest shall include factoring in-
come which is treated as income equivalent to interest for purposes of para-
graph (1)(E). The Secretary shall prescribe such regulations as may be ap-
propriate to prevent the abuse of the purposes of this paragraph.

“(B) APPLICATION.—Subparagraph (A) shall apply to taxable years of for-
eign corporations beginning after December 31, 2005, and before January
1, 2009, and to taxable years of United States shareholders with or within
which such taxable years of foreign corporations end.”.

SEC. 203. CAPITAL GAINS AND DIVIDENDS RATES.
Section 303 of the Jobs and Growth Tax Relief Reconciliation Act of 2003 is

amended by striking “December 31, 2008” and inserting “December 31, 2010”.

SEC. 204. SAVER’S CREDIT.

Subsection (h) of section 25B (relating to elective deferrals and IRA contributions
by certain individuals) is amended by striking “December 31, 2006” and inserting
“December 31, 2008”.
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SEC. 205. INCREASED EXPENSING FOR SMALL BUSINESS.

Subsections (b)(1), (b)(2), (b)(5), (c)(2), and (d)(1)(A){i) of section 179(b) (relating
to election to expense certain depreciable business assets) are each amended by
striking “2008” and inserting “2010”.

TITLE III—OTHER PROVISIONS

SEC. 301. CLARIFICATION OF TAXATION OF CERTAIN SETTLEMENT FUNDS.

(a) IN GENERAL.—Subsection (g) of section 468B (relating to clarification of tax-
ation of certain funds) is amended to read as follows:
“(g) CLARIFICATION OF TAXATION OF CERTAIN FUNDS.—

“(1) IN GENERAL.—Except as provided in paragraph (2), nothing in any provi-
sion of law shall be construed as providing that an escrow account, settlement
fund, or similar fund is not subject to current income tax. The Secretary shall
prescribe regulations providing for the taxation of any such account or fund
whether as a grantor trust or otherwise.

“(2) EXEMPTION FROM TAX FOR CERTAIN SETTLEMENT FUNDS.—An escrow ac-
count, settlement fund, or similar fund shall be treated as beneficially owned
by the United States and shall be exempt from taxation under this subtitle if—

“(A) it is established pursuant to a consent decree entered by a judge of
a United States District Court,

“(B) it is created for the receipt of settlement payments as directed by a
government entity for the sole purpose of resolving or satisfying one or
more claims asserting liability under the Comprehensive Environmental
Response, Compensation, and Liability Act of 1980,

“(C) the authority and control over the expenditure of funds therein (in-
cluding the expenditure of contributions thereto and any net earnings
thereon) is with such government entity, and

“(D) upon termination, any remaining funds will be disbursed to such
government entity for use in accordance with applicable law.

For purposes of this paragraph, the term ‘government entity’ means the United
States, any State or political subdivision thereof, the District of Columbia, any
possession of the United States, and any agency or instrumentality of any of
the foregoing.

“(3) TERMINATION.—Paragraph (2) shall not apply to accounts and funds es-
tablished after December 31, 2010.”.

(b) EFFECTIVE DATE.—The amendment made by subsection (a) shall apply to ac-
counts and funds established after the date of the enactment of this Act.

SEC. 302. MODIFICATION OF ACTIVE BUSINESS DEFINITION UNDER SECTION 355.

Subsection (b) of section 355 (defining active conduct of a trade or business) is
amended by adding at the end the following new paragraph:
“(3) SPECIAL RULE RELATING TO ACTIVE BUSINESS REQUIREMENT.—

“(A) IN GENERAL.—In the case of any distribution made after the date of
the enactment of this paragraph and before December 31, 2010, a corpora-
tion shall be treated as meeting the requirement of paragraph (2)(A) if and
only if such corporation is engaged in the active conduct of a trade or busi-
ness.

“(B) AFFILIATED GROUP RULE.—For purposes of subparagraph (A), all
members of such corporation’s separate affiliated group shall be treated as
one corporation. For purposes of the preceding sentence, a corporation’s sep-
arate affiliated group is the affiliated group which would be determined
under section 1504(a) if such corporation were the common parent and sec-
tion 1504(b) did not apply.

“(C) TRANSITION RULE.—Subparagraph (A) shall not apply to any dis-
tribution pursuant to a transaction which is—

“(i) made pursuant to an agreement which was binding on the date
of the enactment of this paragraph and at all times thereafter,
“(1) described in a ruling request submitted to the Internal Revenue
Service on or before such date, or
“@ii) described on or before such date in a public announcement or
in a filing with the Securities and Exchange Commission.
The preceding sentence shall not apply if the distributing corporation elects
not to have such sentence apply to distributions of such corporation. Any
such election, once made, shall be irrevocable.

“(D) SPECIAL RULE FOR CERTAIN PRE-ENACTMENT DISTRIBUTIONS.—For
purposes of determining the continued qualification under paragraph (2)(A)
of distributions made before the date of the enactment of this paragraph
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as a result of an acquisition, disposition, or other restructuring after such
date and before December 31, 2010, such distribution shall be treated as
made after the date of the enactment of this paragraph for purposes of ap-
plying subparagraphs (A) through (C) of this paragraph.”.

SEC. 303. VETERANS’ MORTGAGE BONDS.

(a) ALL VETERANS ELIGIBLE FOR STATE HOME LOAN PROGRAMS FUNDED BY QUALI-
FIED VETERANS’ MORTGAGE BONDS.—
(1) IN GENERAL.—Paragraph (4) of section 143(1) (defining qualified veteran)
is amended—
(A) by striking “at some time before January 1, 1977” in subparagraph
(A), and
(B) by striking subparagraph (B) and inserting the following:
“(B) who applied for the financing before the date 25 years after the last
date on which such veteran left active service.”.
(2) EFFECTIVE DATE.—The amendments made by this subsection shall apply
to financing provided after the date of the enactment of this Act.
(b) REVISION OF STATE VETERANS LIMIT.—
(1) IN GENERAL.—Subparagraph (B) of section 143(1)(3) (relating to volume
limitation) is amended to read as follows:
“(B) STATE VETERANS LIMIT.—

“(i) IN GENERAL.—A State veterans limit for any calendar year is the

amount equal to—
“I) $53,750,000 for the State of Texas,
“(II) $66,250,000 for the State of California,
“(IIT) $25,000,000 for the State of Oregon,
“(IV) $25,000,000 for the State of Wisconsin, and
“V) $25,000,000 for the State of Alaska.

“(i1) PHASEIN.—In the case of calendar years beginning before 2010,
clause (i) shall be applied by substituting for each of the dollar amounts
therein by the applicable percentage. For purposes of the preceding
sentence, the applicable percentage shall be determined in accordance
with the following table:

Applicable per-
centage is:

“Calendar Year:

20 percent
40 percent
60 percent
80 percent.

“(iii) TERMINATION.—The State veterans limit for any calendar year
after 2010 is zero.”.
(2) EFFECTIVE DATE.—The amendment made by this subsection shall apply to
bonds issued after December 31, 2005.

SEC. 304. CAPITAL GAINS TREATMENT FOR CERTAIN SELF-CREATED MUSICAL WORKS.

(a) IN GENERAL.—Subsection (b) of section 1221 (relating to capital asset defined)
is amended by redesignating paragraph (3) as paragraph (4) and by inserting after
paragraph (2) the following new paragraph:

“(3) SALE OR EXCHANGE OF SELF-CREATED MUSICAL WORKS.—At the election of
the taxpayer, paragraphs (1) and (3) of subsection (a) shall not apply with re-
spect to any sale or exchange before January 1, 2011, of musical compositions
or copyrights in musical works by a taxpayer described in subsection (a)(3).”.

(b) LIMITATION ON CHARITABLE CONTRIBUTIONS.—Subparagraph (A) of section
170(e)(1) is amended by inserting “(determined without regard to section
1221(b)(3))” after “long-term capital gain”.

(c) EFFECTIVE DATE.—The amendments made by this section shall apply to sales
an exchanges in taxable years beginning after the date of the enactment of this

ct.

SEC. 305. VESSEL TONNAGE LIMIT.

(a) IN GENERAL.—Paragraph (4) of section 1355(a) (relating to qualifying vessel)
is amended by inserting “(6,000, in the case of taxable years beginning after Decem-
ber 31, 2005, and ending before January 1, 2011)” after “10,000”.

(b) EFFECTIVE DATE.—The amendment made by subsection (a) shall apply to tax-
able years beginning after December 31, 2005.
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SEC. 306. MODIFICATION OF SPECIAL ARBITRAGE RULE FOR CERTAIN FUNDS.

In the case of bonds issued after the date of the enactment of this Act and before
August 31, 2009—
(1) the requirement of paragraph (1) of section 648 of the Deficit Reduction
Act of 1984 (98 Stat. 941) shall be treated as met with respect to the securities
or obligations referred to in such section if such securities or obligations are
held in a fund the annual distributions from which cannot exceed 7 percent of
the average fair market value of the assets held in such fund except to the ex-
tent distributions are necessary to pay debt service on the bond issue, and
(2) paragraph (3) of such section shall be applied by substituting “distribu-
tions from” for “the investment earnings of” both places it appears.

II. SUMMARY AND BACKGROUND

A. PURPOSE AND SUMMARY

The bill, H.R. 4297, as amended, provides for reconciliation pur-
suant to section 201(b) of the concurrent resolution on the budget
for fiscal year 2006. The bill: (1) extends certain expiring provisions
through 2006; (2) extends certain provisions for two additional
years, and other modifications; and (3) makes other modifications
to the tax laws.

Extension of certain expiring provisions through 2006

The bill extends for one year, through December 31, 2006, the
following provisions:

¢ allowance of nonrefundable personal credits against the al-
ternative minimum tax;

e tax incentives for business activities on Indian reserva-
tions;

e the work opportunity tax credit (and increases the age
limit for food stamp recipients from 25 to 35);

e the welfare-to-work tax credit;

e the enhanced deduction for corporate donations of com-
puter technology and equipment;

e the availability of Archer medical savings accounts;

o fifteen-year cost recovery for leasehold improvements;

¢ fifteen-year cost recovery for restaurant improvements;

¢ suspension of taxable income limit on percentage depletion
for oil and natural gas produced from marginal wells;

e tax incentives for the District of Columbia Enterprise
Zone;

e possession tax credit with respect to American Samoa;

e excise tax provisions relating to mental health parity
rules;

¢ an expanded research and experimentation credit;

e authority to issue qualified zone academy bonds;

¢ the deduction for teacher classroom expenses;

.d the deduction for qualified tuition and related expenses;
an

e the deduction for State and local sales taxes.

Extension of certain provisions for two additional years and other
modifications

The bill extends and modifies certain other provisions, as follows:

e Expensing of “brownfield” environmental clean up costs is

extended for two years through 2007 (and expanded to include
sites contaminated by petroleum products);
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e The subpart F active financing exception is extended for
two years, though 2008;

¢ Look-through treatment is provided (through 2008) under
the subpart F foreign personal holding company income rules
for certain payments between related foreign subsidiaries;

e The zero- and 15-percent rates on capital gains and divi-
dend income are extended for two years, through 2010;

e The saver’s credit is extended for two years, though De-
cember 31, 2008; and

e Enhanced section 179 expensing for small businesses is ex-
tended for two years, through 2009.

Other provisions

The bill contains other provisions, as follows:

e Certain settlement funds established after the date of en-
actment and on or before December 31, 2010, for the cleanup
of hazardous waste sites are not subject to Federal income tax;

e The active business definition under section 355 is modi-
fied;

e The qualified veterans’ mortgage bond program is ex-
panded to include more recent veterans, effective for financing
provided after the date of enactment. In addition, new volume
caps are provided for veteran’s mortgage bonds for States eligi-
ble to issue such bonds, effective for bonds issued after Decem-
ber 31, 2005;

e Capital gain treatment is provided to songwriters’ sales of
their musical compositions or copyrights in those compositions.
This treatment applies to sales or exchanges (1) in taxable
years beginning after the date of enactment and (2) before Jan-
uary 1, 2011;

e The minimum weight for vessels eligible for the tonnage
tax regime is decreased to 6,000 deadweight tons through De-
cember 31, 2010; and

e The modification of a special arbitrage rule for a certain
fund is extended through August 31, 2009.

B. BACKGROUND AND NEED FOR LEGISLATION

Under the Concurrent Resolution on the Budget for Fiscal Year
2006, the Committee on Ways and Means was instructed to report
revenue reconciliation provisions sufficient to reduce revenues by
not more than $11 billion for fiscal year 2006 and by not more than
$70 billion for the period of fiscal years 2006 through 2010. The in-
structions further provide that revenues are not to be reduced by
more than $60 billion for the period of fiscal years 2006 through
2010 prior to action on the spending reconciliation provisions. The
reconciliation provisions approved by the Committee reflect the
need to avoid tax increases on families and business as a result of
provisions that would otherwise expire, as well as other purposes.

C. LEGISLATIVE HISTORY

The Committee marked up the bill on November 15, 2005, and
ordered the bill, as amended, favorably reported.
The Committee held the following hearings relating to the bill:
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e Hearing on the President’s fiscal year 2006 budget with
OMB Director Bolton (Feb. 9, 2005); and

e Hearing on the President’s fiscal year 2006 budget with
Treasury Secretary Snow (Feb. 8, 2005).

III. EXPLANATION OF THE BILL

TITLE I—EXTENSIONS OF CERTAIN PROVISIONS THROUGH
2006

A. ALLOWANCE OF NONREFUNDABLE PERSONAL CREDITS AGAINST
REGULAR AND ALTERNATIVE MINIMUM TAX LIABILITY

(sec. 101 of the bill and sec. 26 of the Code)
PRESENT LAW

Present law provides for certain nonrefundable personal tax cred-
its (i.e., the dependent care credit, the credit for the elderly and
disabled, the adoption credit, the child tax credit, the credit for in-
terest on certain home mortgages, the HOPE Scholarship and Life-
time Learning credits, the credit for savers, the credit for certain
nonbusiness energy property, the credit for residential energy effi-
cient property, and the D.C. first-time homebuyer credit).

For taxable years beginning in 2005, the nonrefundable personal
credits are allowed to the extent of the full amount of the individ-
ual’s regular tax and alternative minimum tax.

For taxable years beginning after 2005, the nonrefundable per-
sonal credits (other than the adoption credit, child credit and sav-
er’s credit) are allowed only to the extent that the individual’s reg-
ular income tax liability exceeds the individual’s tentative min-
imum tax, determined without regard to the minimum tax foreign
tax credit. The adoption credit, child credit, and saver’s credit are
allowed to the full extent of the individual’s regular tax and alter-
native minimum tax.

The alternative minimum tax is the amount by which the ten-
tative minimum tax exceeds the regular income tax. An individ-
ual’s tentative minimum tax is the sum of (1) 26 percent of so
much of the taxable excess as does not exceed $175,000 ($87,500
in the case of a married individual filing a separate return) and (2)
28 percent of the remaining taxable excess. The taxable excess is
so much of the alternative minimum taxable income (“AMTI”) as
exceeds the exemption amount. The maximum tax rates on net cap-
ital gain and dividends used in computing the regular tax are used
in computing the tentative minimum tax. AMTI is the individual’s
taxable income adjusted to take account of specified preferences
and adjustments.

The exemption amount is: (1) $45,000 ($58,000 for taxable years
beginning before 2006) in the case of married individuals filing a
joint return and surviving spouses; (2) $33,750 ($40,250 for taxable
years beginning before 2006) in the case of other unmarried indi-
viduals; (3) $22,500 ($29,000 for taxable years beginning before
2006) in the case of married individuals filing a separate return;
and (4) $22,500 in the case of an estate or trust. The exemption
amount is phased out by an amount equal to 25 percent of the
amount by which the individual’s AMTI exceeds (1) $150,000 in the
case of married individuals filing a joint return and surviving
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spouses, (2) $112,500 in the case of other unmarried individuals,
and (3) $75,000 in the case of married individuals filing separate
returns, an estate, or a trust. These amounts are not indexed for
inflation.

REASONS FOR CHANGE

The Committee believes that the nonrefundable personal credits
should be useable without limitation by reason of the alternative
minimum tax.

EXPLANATION OF PROVISION

The provision extends for one year the present-law provision al-
lowing nonrefundable personal credits to the full extent of the indi-
vidual’s regular tax and alternative minimum tax (through taxable
years beginning on or before December 31, 2006).

EFFECTIVE DATE

The provision applies to taxable years beginning after December
31, 2005.

B. TAX INCENTIVES FOR BUSINESS ACTIVITIES ON INDIAN
RESERVATIONS

1. Indian employment tax credit (sec. 102(a) of the bill and sec. 45A
of the Code)

PRESENT LAW

In general, a credit against income tax liability is allowed to em-
ployers for the first $20,000 of qualified wages and qualified em-
ployee health insurance costs paid or incurred by the employer
with respect to certain employees (sec. 45A). The credit is equal to
20 percent of the excess of eligible employee qualified wages and
health insurance costs during the current year over the amount of
such wages and costs incurred by the employer during 1993. The
credit is an incremental credit, such that an employer’s current-
year qualified wages and qualified employee health insurance costs
(up to $20,000 per employee) are eligible for the credit only to the
extent that the sum of such costs exceeds the sum of comparable
costs paid during 1993. No deduction is allowed for the portion of
the wages equal to the amount of the credit.

Qualified wages means wages paid or incurred by an employer
for services performed by a qualified employee. A qualified em-
ployee means any employee who is an enrolled member of an In-
dian tribe or the spouse of an enrolled member of an Indian tribe,
who performs substantially all of the services within an Indian res-
ervation, and whose principal place of abode while performing such
services is on or near the reservation in which the services are per-
formed. An “Indian reservation” is a reservation as defined in sec-
tion 3(d) of the Indian Financing Act of 1974 or section 4(1) of the
Indian Child Welfare Act of 1978. For purposes of the preceding
sentence, section 3(d) is applied by treating “former Indian reserva-
tions in Oklahoma” as including only lands that are (1) within the
jurisdictional area of an Oklahoma Indian tribe as determined by
the Secretary of the Interior, and (2) recognized by such Secretary
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as an area eligible for trust land status under 25 C.F.R. Part 151
(as in effect on August 5, 1997).

An employee is not treated as a qualified employee for any tax-
able year of the employer if the total amount of wages paid or in-
curred by the employer with respect to such employee during the
taxable year exceeds an amount determined at an annual rate of
$30,000 (which after adjusted for inflation after 1993 is currently
$35,000). In addition, an employee will not be treated as a qualified
employee under certain specific circumstances, such as where the
employee is related to the employer (in the case of an individual
employer) or to one of the employer’s shareholders, partners, or
grantors. Similarly, an employee will not be treated as a qualified
employee where the employee has more than a 5 percent ownership
interest in the employer. Finally, an employee will not be consid-
ered a qualified employee to the extent the employee’s services re-
late to gaming activities or are performed in a building housing
such activities.

The wage credit is available for wages paid or incurred on or
after January 1, 1994, in taxable years that begin before January
1, 2006.

REASONS FOR CHANGE

The Committee believes that extending the wage credit tax in-
centive will expand employment opportunities for members of In-
dian tribes.

EXPLANATION OF PROVISION

The provision extends for one year the present-law employment
credit provision (through taxable years beginning on or before De-
cember 31, 2006).

EFFECTIVE DATE

The provision is effective for taxable years beginning after De-
cember 31, 2005.

2. Accelerated depreciation for business property on Indian reserva-
tions (sec. 102(b) of the bill and sec. 168(j) of the Code)

PRESENT LAW

With respect to certain property used in connection with the con-
duct of a trade or business within an Indian reservation, deprecia-
tion deductions under section 168(j) are determined using the fol-
lowing recovery periods:

3-YEAT PIOPETLY ..evvvriiieieiiiiiiieeeeeeeiitteeeeeeecttreeeeeesstaeeeeeeessnananreaeeeesnnnns 2
5-year property ........ 3
7-year property ........ 4
10-year property 6
15-year property 9
20-year property
Nonresidential real Property .........cccccevieeiiieriieeiienieeieeee e 22

“Qualified Indian reservation property” eligible for accelerated
depreciation includes property which is (1) used by the taxpayer
predominantly in the active conduct of a trade or business within
an Indian reservation, (2) not used or located outside the reserva-
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tion on a regular basis, (3) not acquired (directly or indirectly) by
the taxpayer from a person who is related to the taxpayer (within
the meaning of section 465(b)(3)(C)), and (4) described in the recov-
ery-period table above. In addition, property is not “qualified In-
dian reservation property” if it is placed in service for purposes of
conducting gaming activities. Certain “qualified infrastructure
property” may be eligible for the accelerated depreciation even if lo-
cated outside an Indian reservation, provided that the purpose of
such property is to connect with qualified infrastructure property
located within the reservation (e.g., roads, power lines, water sys-
tems, railroad spurs, and communications facilities).

An “Indian reservation” means a reservation as defined in sec-
tion 3(d) of the Indian Financing Act of 1974 or section 4(1) of the
Indian Child Welfare Act of 1978. For purposes of the preceding
sentence, section 3(d) is applied by treating “former Indian reserva-
tions in Oklahoma” as including only lands that are (1) within the
jurisdictional area of an Oklahoma Indian tribe as determined by
the Secretary of the Interior, and (2) recognized by such Secretary
as an area eligible for trust land status under 25 C.F.R. Part 151
(as in effect on August 5, 1997).

The depreciation deduction allowed for regular tax purposes is
also allowed for purposes of the alternative minimum tax. The ac-
celerated depreciation for Indian reservations is available with re-
spect to property placed in service on or after January 1, 1994, and
before January 1, 2006.

REASONS FOR CHANGE

The Committee believes that extending the depreciation incen-
tive will encourage economic development within Indian reserva-
tions and expand employment opportunities on such reservations.

EXPLANATION OF PROVISION

The provision extends for one year the present-law incentive re-
lating to depreciation of qualified Indian reservation property (to
apply to property placed in service through December 31, 2006).

EFFECTIVE DATE

The provision applies to property placed in service after Decem-
ber 31, 2005.

C. WORK OPPORTUNITY TAX CREDIT
(sec. 103 of the bill and sec. 51 of the Code)
PRESENT LAW
Work opportunity tax credit

Targeted groups eligible for the credit

The work opportunity tax credit is available on an elective basis
for employers hiring individuals from one or more of eight targeted
groups. The eight targeted groups are: (1) certain families eligible
to receive benefits under the Temporary Assistance for Needy Fam-
ilies Program; (2) high-risk youth; (3) qualified ex-felons; (4) voca-
tional rehabilitation referrals; (5) qualified summer youth employ-
ees; (6) qualified veterans; (7) families receiving food stamps; and
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(8) persons receiving certain Supplemental Security Income (SSI)
benefits.

A high-risk youth is an individual aged at least 18 but aged
under 25 on the hiring date who is certified by a designated local
agency as having a principal place of abode within an empower-
ment zone, enterprise community, or renewal community. The cred-
it is not available if the youth’s principal place of abode ceases to
be within an empowerment zone, enterprise community, or renewal
community.

A qualified ex-felon is an individual certified by a designated
local agency as: (1) having been convicted of a felony under State
or Federal law; (2) being a member of an economically disadvan-
taged family; and (3) having a hiring date within one year of re-
lease from prison or conviction.

A food stamp recipient is an individual aged at least 18 but aged
under 25 on the hiring date certified by a designated local agency
as being a member of a family either currently or recently receiving
assistance under an eligible food stamp program.

Qualified wages

Generally, qualified wages are defined as cash wages paid by the
employer to a member of a targeted group. The employer’s deduc-
tion for wages is reduced by the amount of the credit.

Calculation of the credit

The credit equals 40 percent (25 percent for employment of 400
hours or less) of qualified first-year wages. Generally, qualified
first-year wages are qualified wages (not in excess of $6,000) attrib-
utable to service rendered by a member of a targeted group during
the one-year period beginning with the day the individual began
work for the employer. Therefore, the maximum credit per em-
ployee is $2,400 (40 percent of the first $6,000 of qualified first-
year wages). With respect to qualified summer youth employees,
the maximum credit is $1,200 (40 percent of the first $3,000 of
qualified first-year wages).

Minimum employment period

No credit is allowed for qualified wages paid to employees who
work less than 120 hours in the first year of employment.

Coordination of the work opportunity tax credit and the wel-
fare-to-work tax credit

An employer cannot claim the work opportunity tax credit with
respect to wages of any employee on which the employer claims the
welfare-to-work tax credit.

Other rules

The work opportunity tax credit is not allowed for wages paid to
a relative or dependent of the taxpayer. Similarity wages paid to
replacement workers during a strike or lockout are not eligible for
the work opportunity tax credit. Wages paid to any employee dur-
ing any period for which the employer received on-the-job training
program payments with respect to that employee are not eligible
for the work opportunity tax credit. The work opportunity tax cred-
it generally is not allowed for wages paid to individuals who had
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previously been employed by the employer. In addition, many other
technical rules apply.

Expiration

The work opportunity tax credit is not available for individuals
who begin work for an employer after December 31, 2005.

REASONS FOR CHANGE

The Committee believes that the extension will continue to lower
barriers to employment for the enumerated disadvantaged target
groups while at the same time provide Congress and the Treasury
Department and Labor Department with an opportunity to study
the efficacy, the operation, and the effectiveness of the credit.

EXPLANATION OF PROVISION

In general

The bill extends the work opportunity credit for one year
(through December 31, 2006).

Targeted groups eligible for the combined credit

The bill raises the maximum age limit for the food stamp recipi-
ent category to include individuals who are at least age 18 but
under age 35 on the hiring date.

EFFECTIVE DATE

The provision is effective for wages paid or incurred to a quali-
fied individual who begins work for an employer after December
31, 2005, and before January 1, 2007.

D. WELFARE-TO-WORK TAX CREDIT
(sec. 104 of the bill and sec. 51A of the Code)
PRESENT LAW
Welfare-to-work tax credit

Targeted group eligible for the credit

The welfare-to-work tax credit is available on an elective basis to
employers of qualified long-term family assistance recipients.
Qualified long-term family assistance recipients are: (1) members of
a family that has received family assistance for at least 18 consecu-
tive months ending on the hiring date; (2) members of a family that
has received such family assistance for a total of at least 18 months
(whether or not consecutive) after August 5, 1997 (the date of en-
actment of the welfare-to-work tax credit) if they are hired within
two years after the date that the 18-month total is reached; and
(3) members of a family who are no longer eligible for family assist-
ance because of either Federal or State time limits, if they are
hired within two years after the Federal or State time limits made
the family ineligible for family assistance.

Qualified wages

Qualified wages for purposes of the welfare-to-work tax credit are
defined more broadly than the work opportunity tax credit. Unlike
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the definition of wages for the work opportunity tax credit which
includes simply cash wages, the definition of wages for the welfare-
to-work tax credit includes cash wages paid to an employee plus
amounts paid by the employer for: (1) educational assistance ex-
cludable under a section 127 program (or that would be excludable
but for the expiration of sec. 127); (2) health plan coverage for the
employee, but not more than the applicable premium defined under
section 4980B(f)(4); and (3) dependent care assistance excludable
under section 129. The employer’s deduction for wages is reduced
by the amount of the credit.

Calculation of the credit

The welfare-to-work tax credit is available on an elective basis to
employers of qualified long-term family assistance recipients dur-
ing the first two years of employment. The maximum credit is 35
percent of the first $10,000 of qualified first-year wages and 50 per-
cent of the first $10,000 of qualified second-year wages. Qualified
first-year wages are defined as qualified wages (not in excess of
$10,000) attributable to service rendered by a member of the tar-
geted group during the one-year period beginning with the day the
individual began work for the employer. Qualified second-year
wages are defined as qualified wages (not in excess of $10,000) at-
tributable to service rendered by a member of the targeted group
during the one-year period beginning immediately after the first
year of that individual’s employment for the employer. The max-
imum credit is $8,500 per qualified employee.

Minimum employment period

No credit is allowed for qualified wages paid to a member of the
targeted group unless they work at least 400 hours or 180 days in
the first year of employment.

Coordination of the work opportunity tax credit and the wel-
fare-to-work tax credit

An employer cannot claim the work opportunity tax credit with
respect to wages of any employee on which the employer claims the
welfare-to-work tax credit.

Other rules

The welfare-to-work tax credit incorporates directly or by ref-
erence many of the other rules contained on the work opportunity
tax credit.

Expiration

The welfare-to-work credit is not available for individuals who
begin work for an employer after December 31, 2005.

REASONS FOR CHANGE

The Committee believes that the extension will continue to lower
barriers to employment for the enumerated disadvantaged target
groups while at the same time provide Congress and the Treasury
Department and Labor Department with an opportunity to study
the efficacy, the operation, and the effectiveness of the credit.
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EXPLANATION OF PROVISION

The bill extends the welfare-to-work tax credit for one year
(through December 31, 2006).

EFFECTIVE DATE

The provision is effective for wages paid or incurred to a quali-
fied individual who begins work for an employer after December
31, 2005, and before January 1, 2007.

E. DEDUCTION FOR CORPORATE DONATIONS OF COMPUTER
TECHNOLOGY AND EQUIPMENT

(sec. 105 of the bill and sec. 170 of the Code)
PRESENT LAW

In the case of a charitable contribution of inventory or other ordi-
nary-income or short-term capital gain property, the amount of the
charitable deduction generally is limited to the taxpayer’s basis in
the property. In the case of a charitable contribution of tangible
personal property, the deduction is limited to the taxpayer’s basis
in such property if the use by the recipient charitable organization
is unrelated to the organization’s tax-exempt purpose. In cases in-
volving contributions to a private foundation (other than certain
private operating foundations), the amount of the deduction is lim-
ited to the taxpayer’s basis in the property.

Under present law, a taxpayer’s deduction for charitable con-
tributions of computer technology and equipment generally is lim-
ited to the taxpayer’s basis (typically, cost) in the property. How-
ever, certain corporations may claim a deduction in excess of basis
for a “qualified computer contribution.” This enhanced deduction is
equal to the lesser of (1) basis plus one-half of the item’s apprecia-
tion (i.e., basis plus one half of fair market value minus basis) or
(2) two times basis. The enhanced deduction for qualified computer
contributions expires for any contribution made during any taxable
year beginning after December 31, 2005.

A qualified computer contribution means a charitable contribu-
tion of any computer technology or equipment, which meets stand-
ards of functionality and suitability as established by the Secretary
of the Treasury. The contribution must be to certain educational or-
ganizations or public libraries and made not later than three years
after the taxpayer acquired the property or, if the taxpayer con-
structed the property, not later than the date construction of the
property is substantially completed. The original use of the prop-
erty must be by the donor or the donee, and in the case of the
donee, must be used substantially for educational purposes related
to the function or purpose of the donee. The property must fit pro-
ductively into the donee’s education plan. The donee may not trans-
fer the property in exchange for money, other property, or services,
except for shipping, installation, and transfer costs. To determine
whether property is constructed by the taxpayer, the rules applica-
ble to qualified research contributions apply. That is, property is
considered constructed by the taxpayer only if the cost of the parts
used in the construction of the property (other than parts manufac-
tured by the taxpayer or a related person) does not exceed 50 per-
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cent of the taxpayer’s basis in the property. Contributions may be
made to private foundations under certain conditions.

REASONS FOR CHANGE

The Committee believes that educational organizations and pub-
lic libraries continue to have a need for computer equipment and
that it is appropriate to extend the enhanced deduction for con-
tributions of such equipment to such institutions.

EXPLANATION OF PROVISION

The provision extends for one year the present-law provision re-
lating to qualified computer contributions (to apply to contributions
made in taxable years beginning on or before December 31, 2006).

EFFECTIVE DATE

The provision applies to contributions made in taxable years be-
ginning after December 31, 2005.

F. AVAILABILITY OF ARCHER MEDICAL SAVINGS ACCOUNTS
(sec. 106 of the bill and sec. 220 of the Code)
PRESENT LAW
Archer medical savings accounts

In general

Within limits, contributions to an Archer medical savings ac-
count (“Archer MSA”) are deductible in determining adjusted gross
income if made by an eligible individual and are excludable from
gross income and wages for employment tax purposes if made by
the employer of an eligible individual. Earnings on amounts in an
Archer MSA are not currently taxable. Distributions from an Ar-
cher MSA for medical expenses are not includible in gross income.
Distributions not used for medical expenses are includible in gross
income. In addition, distributions not used for medical expenses are
subject to an additional 15-percent tax unless the distribution is
made after age 65, death, or disability.

Eligible individuals

Archer MSAs are available to employees covered under an em-
ployer-sponsored high deductible plan of a small employer and self-
employed individuals covered under a high deductible health plan.
An employer is a small employer if it employed, on average, no
more than 50 employees on business days during either the pre-
ceding or the second preceding year. An individual is not eligible
for an Archer MSA if he or she is covered under any other health
plan in addition to the high deductible plan.

Tax treatment of and limits on contributions

Individual contributions to an Archer MSA are deductible (within
limits) in determining adjusted gross income (i.e., “above-the-line”).
In addition, employer contributions are excludable from gross in-
come and wages for employment tax purposes (within the same
limits), except that this exclusion does not apply to contributions
made through a cafeteria plan. In the case of an employee, con-
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tributions can be made to an Archer MSA either by the individual
or by the individual’s employer.

The maximum annual contribution that can be made to an Ar-
cher MSA for a year is 65 percent of the deductible under the high
deductible plan in the case of individual coverage and 75 percent
of the deductible in the case of family coverage.

Definition of high deductible plan

A high deductible plan is a health plan with an annual deduct-
ible of at least $1,750 and no more than $2,650 in the case of indi-
vidual coverage and at least $3,500 and no more than $5,250 in the
case of family coverage (for 2005). In addition, the maximum out-
of-pocket expenses with respect to allowed costs (including the de-
ductible) must be no more than $3,500 in the case of individual
coverage and no more than $6,450 in the case of family coverage
(for 2005). A plan does not fail to qualify as a high deductible plan
merely because it does not have a deductible for preventive care as
required by State law. A plan does not qualify as a high deductible
health plan if substantially all of the coverage under the plan is
for certain permitted coverage. In the case of a self-insured plan,
the plan must in fact be insurance (e.g., there must be appropriate
risk shifting) and not merely a reimbursement arrangement.

Cap on taxpayers utilizing Archer MSAs and expiration of
pilot program

The number of taxpayers benefiting annually from an Archer
MSA contribution is limited to a threshold level (generally 750,000
taxpayers). The number of Archer MSAs established has not ex-
ceeded the threshold level.

After 2005, no new contributions may be made to Archer MSAs
except by or on behalf of individuals who previously made (or had
made on their behalf) Archer MSA contributions and employees
who are employed by a participating employer.

Trustees of Archer MSAs are generally required to make reports
to the Treasury by August 1 regarding Archer MSAs established by
July 1 of that year. If the threshold level is reached in a year, the
Secretary is required to make and publish such determination by
October 1 of such year.

Health savings accounts

Health savings accounts (“HSAs”) were enacted by the Medicare
Prescription Drug, Improvement, and Modernization Act of 2003.
Like Archer MSAs, an HSA is a tax-exempt trust or custodial ac-
count to which tax-deductible contributions may be made by indi-
viduals with a high deductible health plan. HSAs provide tax bene-
fits similar to, but more favorable than, those provide by Archer
MSAs. HSAs were established on a permanent basis.

REASONS FOR CHANGE

The Committee believes that individuals should be encouraged to
save for future medical care expenses and that individuals should
be allowed to save for such expenses on a tax-favored basis. The
Committee believes that consumers who spend their own savings
on health care will make cost-conscious decisions, thus reducing
the rising cost of health care. The Committee believes that Archer
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MSAs have been an important tool in allowing certain individuals
to save for future medical expenses on a tax-favored basis.

The Committee is aware that recently enacted health savings ac-
counts (HSAs) offer more advantageous tax treatment than Archer
MSAs and that amounts can be rolled over into a health savings
account from an Archer MSA on a tax-free basis. The Committee
recognizes that the transition from MSAs to HSAs is still in
progress and thus believes an extension of MSAs is appropriate.

The Committee is also aware that taxpayers in some States can-
not take advantage of MSAs or HSAs because some State law bars
offering high deductible plans and in other cases, State tax law
may undermine the advantages of such accounts for many savers.
Such barriers limit consumer acceptance of these health care sav-
ings vehicles, which now have over one million participants, many
of whom either had no insurance or worked for small businesses
unable to offer health coverage. Because of the potential benefits
of these savings vehicles and particularly those of HSAs, the Com-
mittee would encourage States to reconsider prohibitions on high
deductible plans and State tax policies so that more Americans
would have the option of preparing for health care needs through
a savings plan.

EXPLANATION OF PROVISION

The provision extends for one year the present-law Archer MSA
provisions (through December 31, 2006).

The report required by Archer MSA trustees is treated as timely
filed if made before the close of the 90—day period beginning on the
date of enactment. The determination and publication whether the
threshold level has been exceeded is treated as timely if made be-
fore the close of the 120-day period beginning on the date of enact-
ment.

EFFECTIVE DATE

The provision is effective on the date of enactment.

G. FIFTEEN-YEAR STRAIGHT-LINE COST RECOVERY FOR QUALIFIED
LEASEHOLD IMPROVEMENTS AND QUALIFIED RESTAURANT IM-
PROVEMENTS

(secs. 107 and 108 of the bill and sec. 168(e)(3)(E) of the Code)
PRESENT LAW

In general

A taxpayer generally must capitalize the cost of property used in
a trade or business and recover such cost over time through annual
deductions for depreciation or amortization. Tangible property gen-
erally is depreciated under the modified accelerated cost recovery
system (“MACRS”), which determines depreciation by applying spe-
cific recovery periods, placed-inservice conventions, and deprecia-
tion methods to the cost of various types of depreciable property.!
The cost of nonresidential real property is recovered using the
straight-line method of depreciation and a recovery period of 39
years. Nonresidential real property is subject to the mid-month

1Sec. 168.
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placed-in-service convention. Under the mid-month convention, the
depreciation allowance for the first year property is placed in serv-
ice is based on the number of months the property was in service,
and property placed in service at any time during a month is treat-
ed as having been placed in service in the middle of the month.

Depreciation of leasehold improvements

Generally, depreciation allowances for improvements made on
leased property are determined under MACRS, even if the MACRS
recovery period assigned to the property is longer than the term of
the lease. This rule applies regardless of whether the lessor or the
lessee places the leasehold improvements in service. If a leasehold
improvement constitutes an addition or improvement to nonresi-
dential real property already placed in service, the improvement
generally is depreciated using the straight-line method over a 39-
year recovery period, beginning in the month the addition or im-
provement was placed in service. However, exceptions exist for cer-
tain qualified leasehold improvements and certain qualified res-
taurant property.

Qualified leasehold improvement property

Section 168(e)(3)(E)(iv) provides a statutory 15-year recovery pe-
riod for qualified leasehold improvement property placed in service
before January 1, 2006. Qualified leasehold improvement property
is recovered using the straight-line method. Leasehold improve-
ments placed in service in 2006 and later will be subject to the gen-
eral rules described above.

Qualified leasehold improvement property is any improvement to
an interior portion of a building that is nonresidential real prop-
erty, provided certain requirements are met. The improvement
must be made under or pursuant to a lease either by the lessee (or
sublessee), or by the lessor, of that portion of the building to be oc-
cupied exclusively by the lessee (or sublessee). The improvement
must be placed in service more than three years after the date the
building was first placed in service. Qualified leasehold improve-
ment property does not include any improvement for which the ex-
penditure is attributable to the enlargement of the building, any el-
evator or escalator, any structural component benefiting a common
area, or the internal structural framework of the building. How-
ever, if a lessor makes an improvement that qualifies as qualified
leasehold improvement property, such improvement does not qual-
ify as qualified leasehold improvement property to any subsequent
owner of such improvement. An exception to the rule applies in the
case of death and certain transfers of property that qualify for non-
recognition treatment.

Qualified restaurant property

Section 168(e)(3)(E)(v) provides a statutory 15-year recovery pe-
riod for qualified restaurant property placed in service before Janu-
ary 1, 2006. For purposes of the provision, qualified restaurant
property means any improvement to a building if such improve-
ment is placed in service more than three years after the date such
building was first placed in service and more than 50 percent of the
building’s square footage is devoted to the preparation of, and seat-
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ing for on-premises consumption of, prepared meals. Qualified res-
taurant property is recovered using the straight-line method.

REASONS FOR CHANGE

Although lease terms differ, the Committee believes that lease
terms for commercial real estate typically are shorter than a 39-
year recovery period. In the interests of simplicity and administra-
bility, a uniform period for recovery of leasehold improvements is
desirable. The Committee bill therefore extends the present-law
provision allowing taxpayers to use a recovery period for leasehold
improvements of a more realistic 15 years.

The Committee also believes that restaurant buildings generally
are more specialized structures than other commercial buildings.
The Committee believes that the present-law provision allowing
taxpayers to use a 15-year recovery period for improvements made
to restaurant buildings more accurately reflects the economic life of
the properties than a 39-year recovery period.

EXPLANATION OF PROVISION

The provision extends for one year the present-law provisions
providing a 15-year recovery period for qualified leasehold improve-
ment property and for qualified restaurant property (to apply to
property placed in service through December 31, 2006).

EFFECTIVE DATE

The provision applies to property placed in service after Decem-
ber 31, 2005.

H. TAXABLE INCOME LIMIT ON PERCENTAGE DEPLETION FOR OIL
AND NATURAL GAS PRODUCED FROM MARGINAL PROPERTIES

(sec. 109 of the bill and sec. 613A(c)(6)(H) of the Code)

Present Law

The Code permits taxpayers to recover their investments in oil
and gas wells through depletion deductions. Two methods of deple-
tion are currently allowable under the Code: (1) the cost depletion
method, and (2) the percentage depletion method. Under the cost
depletion method, the taxpayer deducts that portion of the adjusted
basis of the depletable property which is equal to the ratio of units
sold from that property during the taxable year to the number of
units remaining as of the end of the taxable year plus the number
of units sold during the taxable year. Thus, the amount recovered
under cost depletion may never exceed the taxpayer’s basis in the
property.

The Code generally limits the percentage depletion method for oil
and gas properties to independent producers and royalty owners.
Generally, under the percentage depletion method, 15 percent of
the taxpayer’s gross income from an oil- or gas-producing property
is allowed as a deduction in each taxable year. The amount de-
ducted generally may not exceed 100 percent of the taxable income
from that property in any year. For marginal production, the 100-
percent taxable income limitation has been suspended for taxable
years beginning after December 31, 1997, and before January 1,
2006.



25

Marginal production is defined as domestic crude oil and natural
gas production from stripper well property or from property sub-
stantially all of the production from which during the calendar year
is heavy oil. Stripper well property is property from which the av-
erage daily production is 15 barrel equivalents or less, determined
by dividing the average daily production of domestic crude oil and
domestic natural gas from producing wells on the property for the
calendar year by the number of wells. Heavy oil is domestic crude
oil with a weighted average gravity of 20 degrees API or less (cor-
rected to 60 degrees Fahrenheit).

REASONS FOR CHANGE

Domestic production from marginal wells is an appropriate part
of establishing national energy security and reducing dependence
on foreign oil. The Committee believes the suspension of the 100-
percent taxable income limitation for marginal wells should be ex-
tended to encourage continued operation of such wells.

EXPLANATION OF PROVISION

The provision extends for one year the present-law taxable in-
come limitation suspension provision for marginal production
(through taxable years beginning on or before December 31, 2006).

EFFECTIVE DATE

The provision applies to taxable years beginning after December
31, 2005.

I. TAX INCENTIVES FOR INVESTMENT IN THE DISTRICT OF COLUMBIA

(sec. 110 of the bill and secs. 1400, 1400A, 1400B, and 1400C of
the Code)

PRESENT LAW IN GENERAL

The Taxpayer Relief Act of 1997 designated certain economically
depressed census tracts within the District of Columbia as the Dis-
trict of Columbia Enterprise Zone (the “D.C. Zone”), within which
businesses and individual residents are eligible for special tax in-
centives. The census tracts that compose the D.C. Zone are (1) all
census tracts that presently are part of the D.C. enterprise commu-
nity designated under section 1391 (i.e., portions of Anacostia, Mt.
Pleasant, Chinatown, and the easternmost part of the District), and
(2) all additional census tracts within the District of Columbia
where the poverty rate is not less than 20 percent. The D.C. Zone
designation remains in effect for the period from January 1, 1998,
through December 31, 2005. In general, the tax incentives avail-
able in connection with the D.C. Zone are a 20-percent wage credit,
an additional $35,000 of section 179 expensing for qualified zone
property, expanded tax-exempt financing for certain zone facilities,
and a zero-percent capital gains rate from the sale of certain quali-
fied D.C. zone assets.

Wage credit

A 20-percent wage credit is available to employers for the first
$15,000 of qualified wages paid to each employee (i.e., a maximum
credit of $3,000 with respect to each qualified employee) who (1) is
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a resident of the D.C. Zone, and (2) performs substantially all em-
ployment services within the D.C. Zone in a trade or business of
the employer.

Wages paid to a qualified employee who earns more than $15,000
are eligible for the wage credit (although only the first $15,000 of
wages 1s eligible for the credit). The wage credit is available with
respect to a qualified full-time or part-time employee (employed for
at least 90 days), regardless of the number of other employees who
work for the employer. In general, any taxable business carrying
out activities in the D.C. Zone may claim the wage credit, regard-
less of whether the employer meets the definition of a “D.C. Zone
business.” 2

An employer’s deduction otherwise allowed for wages paid is re-
duced by the amount of wage credit claimed for that taxable year.3
Wages are not to be taken into account for purposes of the wage
credit if taken into account in determining the employer’s work op-
portunity tax credit under section 51 or the welfare-to-work credit
under section 51A.4 In addition, the $15,000 cap is reduced by any
wages taken into account in computing the work opportunity tax
credit or the welfare-to-work credit.> The wage credit may be used
to offset up to 25 percent of alternative minimum tax liability.6

Section 179 expensing

In general, a D.C. Zone business is allowed an additional $35,000
of section 179 expensing for qualifying property placed in service
by a D.C. Zone business.” The section 179 expensing allowed to a
taxpayer is phased out by the amount by which 50 percent of the
cost of qualified zone property placed in service during the year by
the taxpayer exceeds $200,000 ($400,000 for taxable years begin-
ning after 2002 and before 2008). The term “qualified zone prop-
erty” is defined as depreciable tangible property (including build-
ings), provided that (1) the property is acquired by the taxpayer
(from an unrelated party) after the designation took effect, (2) the
original use of the property in the D.C. Zone commences with the
taxpayer, and (3) substantially all of the use of the property is in
the D.C. Zone in the active conduct of a trade or business by the
taxpayer.® Special rules are provided in the case of property that
is substantially renovated by the taxpayer.

Tax-exempt financing

A qualified D.C. Zone business is permitted to borrow proceeds
from tax-exempt qualified enterprise zone facility bonds (as defined
in section 1394) issued by the District of Columbia.® Generally,
qualified enterprise zone facility bonds for the District of Columbia
are bonds 95 percent or more of the net proceeds of which are used

2However, the wage credit is not available for wages paid in connection with certain business
activities described in section 144(c)(6)(B) or certain farming activities. In addition, wages are
not eligible for the wage credit if paid to (1) a person who owns more than five percent of the
stock (or capital or profits interests) of the employer, (2) certain relatives of the employer, or
(3) if the employer is a corporation or partnership, certain relatives of a person who owns more
than 50 percent of the business.

3 Sec. 280C(a).

4 Secs. 1400H(a), 1396(c)(3)(A) and 51A(d)(2).

5Secs. 1400H(a), 1396(c)(3)(B) and 51A(d)(2).

6Sec. 38(c)(2).

7Sec. 1397A.

8Sec. 1397D.

9 Sec. 1400A.
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to finance certain facilities within the D.C. Zone. The aggregate
face amount of all outstanding qualified enterprise zone facility
bonds per qualified D.C. Zone business may not exceed $15 million
and may be issued only while the D.C. Zone designation is in effect.

Zero-percent capital gains

A zero-percent capital gains rate applies to capital gains from the
sale of certain qualified D.C. Zone assets held for more than five
years.10 In general, a qualified “D.C. Zone asset” means stock or
partnership interests held in, or tangible property held by, a D.C.
Zone business. For purposes of the zero-percent capital gains rate,
the D.C. Enterprise Zone is defined to include all census tracts
within the District of Columbia where the poverty rate is not less
than 10 percent.

In general, gain eligible for the zero-percent tax rate means gain
from the sale or exchange of a qualified D.C. Zone asset that is (1)
a capital asset or property used in the trade or business as defined
in section 1231(b), and (2) acquired before January 1, 2006. Gain
that is attributable to real property, or to intangible assets, quali-
fies for the zero-percent rate, provided that such real property or
intangible asset is an integral part of a qualified D.C. Zone busi-
ness.!! However, no gain attributable to periods before January 1,
1998, and after December 31, 2010, is qualified capital gain.

District of Columbia homebuyer tax credit

First-time homebuyers of a principal residence in the District of
Columbia are eligible for a nonrefundable tax credit of up to $5,000
of the amount of the purchase price. The $5,000 maximum credit
app