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Highlights of the Tax Increase Prevention and
Reconciliation Act of 2005

n May 17, President Bush
signed into law the Tax
Increase Prevention and

Reconciliation Act of 2005 (Act), a
$70 billion tax package. The short
title refers primarily to provisions that
extend reduced tax rates on capital
gains and dividends, enacted part of
the American Jobs Creation Act of
2004, and to provisions designed to
reduce the reach of the alternative
minimum tax (AMT) by indexing the
AMT exemption amounts. Of course,
the Act contains numerous other tax
provisions, including multiple
“revenue offset provisions,” i.e.
provisions that attempt to offset
revenue losses from the extension of
reduced capital gain and dividend
rates and AMT relief.

Individual Provisions

Extension of Reduced Capital Gain
and Dividend Rates

The preferential tax rates enjoyed by
individuals on adjusted net capital
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gains and qualified dividends is
extended through tax years ending on
or before December 31, 2010. The
preferential rates were set to expire
after tax years ending on or before
December 31, 2008.

AMT

To prevent more middle income
taxpayers from falling into the
alternative minimum tax, the Act
contained modest adjustments to the
thresholds for the application of the
individual AMT exemption amounts.

AGI Ceiling on IRA to Roth IRA
Conversions Removed after 2009

For tax years beginning after
December 31, 2009, a taxpayer can
convert an IRA to a Roth IRA
regardless of the taxpayer's modified
adjusted gross income. Current law
allows a taxpayer to effect the
conversion only if modified adjusted
gross income does not exceed
$100,000. The advantage of a Roth
IRA over a traditional IRA is that
qualified distributions are not taxed.
Additionally, Roth IRAs are not
subject to the minimum distribution
requirements of Section 409(a)(9)(A).
However, taxpayers who elect to
convert a traditional IRA to a Roth
IRA will be taxed on the full balance
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Speakers Corner

Joan Arnold and Lance Jacobs
spoke at the Third Annual
Corporate Tax Workshop on
June 7, 2006 in Reston, VA,
co-sponsored by Pepper
Hamilton.

Todd Reinstein will speak at a
Federal Bar Association Section
of Taxation breakfast on “A
Review of the Final Section 199
Treasury Regulations” on June
16, 2006 in Washington, DC.

Joan Arnold and Howard
Goldberg will speak at The
Private Equity Tax Practices

Conference on June 19-20,
2006 in Boston, MA.

Quotable

Todd Reinstein was quoted in
BNA’s Daily Tax Report, Tax
Notes Today and CCH’s Tax
Day publications on different
occasions in May 2006
regarding the recently issued
regulation under Section 199.

of the IRA being converted in the
year of the conversion, except for a
conversion in 2010, in which case
half of the income is includable in

gross income in 2011 and the other
half in 2012.
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Required Payment with Offer-in-
Compromise

Effective for offers-in-compromise
submitted on or after July 16, 2006,
taxpayers must submit partial
payment (up to 20%) to the IRS
while their submission is under
consideration. The wording in the
legislation seems to suggest that the
mandatory deposit would not be
returned if the offer is refused.

Because taxpayers might lose this
deposit if the offer is allowed, the new
law may discourage many taxpayers
from entering into the program and
getting a fresh start.

Business Provisions - Domestic

New Estimated Tax Payment
Schedule for Certain Corporations

Corporations with assets of at least $1
billion will face a modified schedule
of estimated tax payments starting
with estimates due in July, 2006.
Payments due in July, August and
September of 2006 are increased to
105% of the payment otherwise due,
and the next required payment is
reduced accordingly. Payments due in
July, August and September of 2012
are increased to 106.25% of the
payment otherwise due, and the next
required payment is reduced
accordingly. Finally, payments due in
July, August and September of 2013,
are increased to 100.75% of the
payment otherwise due, and the next
required payment is reduced
accordingly.

Modification of Section 199
An important limitation to the new

production activities deduction is the
amount of W-2 wages incurred by the

The modification of Section
199 may have an effect on
taxpayers in industries
heavily dependent on inde-

pendent contractors.

taxpayer. That is, the amount of the
deduction is capped at 50% of a
taxpayer's W-2 wages. The Act
modified the definition of W-2 wages
to not include any amount that is not
properly allocable to domestic
production gross receipts. The Act
also repeals the two times 3 percent
QPAI limitation for pass-through
entities. The new definition is
effective for taxable years after May
17, 2006.

This new modification may have an
effect on taxpayers engaged in
industries that are heavily dependant
on independent contractors (whose
wages do not qualify for the
limitation) and were depending on
the W-2 wages of individuals (i.e.
management) whose activities are not
properly allocable to domestic
production gross receipts.

Withholding on Certain Government
Payments

The Act has imposed a 3 percent
withholding on certain payments
made by the federal government and
every state government to persons
providing property or services,
regardless of whether the government
entity making the payment is the
recipient of the property or services.
The provision applies to payments
made after December 31, 2010.

This will have a major cash flow
impact on government contractors.
The question that arises is whether
governmental entities will be ready to
impose the new withholding tax by
2010.

Active Trade or Business Test for

Corporate Spin-Offs

The Active Trade or Business test has
been amended to provide that “all
members of such corporation’s
separate affiliated group shall be
treated as one corporation.” The
second sentence of Section
355(b)(3)(B) explains that “a
corporation’s separate affiliated group
is the affiliated group which would be
determined under section 1504(a) if
such corporation were the common
parent and section 1504(b) did not
apply.” Taxpayers have long requested
this rule in order to avoid the
somewhat artificial movement of
assets around a group prior to a
distribution.

The transition rules provide that the
new test can be used for distributions
pursuant to a transaction that is
entered into or announced in an SEC
filing after the date of enactment, and
before December 31, 2010. By its
terms it does not apply if a request is
pending with the IRS to rule on a
proposed transaction. However, the
IRS may consider applying the new
rule, if the taxpayer requests.

Cash Rich Split Off

A new provision has been added to
Section 355 that states that Section
355 does not apply to distributions
of “disqualified investment
companies.” In order for the provision
to apply, the split-off must be to a
person that holds a “non-historic” 50
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percent or great interest in the
“disqualified investment company.”

For purposes of this new provision, a
corporation is a “disqualified
investment company” if 2/3 or more
of the fair market value of all the
assets of the corporation are
investment assets (cash, marketable
securities, partnership interests held
for investment, debt instruments and
other investment assets). There are
transition rules for distributions prior
to December 31, 2006 (generally
changing 2/3 to 3/4). In addition,
exceptions are available for companies
whose business involves buying and
selling investment assets. Also, if the
company owns 20 percent or more of
a subsidiary, then a look through to
the underlying assets is undertaken to
determine whether or not the entity
is a “disqualified investment
company.”

There is broad regulatory authority to
carry out this new provision.

Business Provisions - International

Look Through Rules for FPHCI for
Section 951 Inclusions - A Three-Year
Window

In a stunning development, for tax
years that begin after December 31,
2005 and end before January 1,
2009, dividends, interest, rents and
royalties received by one controlled
foreign corporation (CFC) from a
another commonly controlled CFC
will NOT be foreign personal
holding company income (FPHCI),
even if the CFCs are not in the same
country, to the extent the income is
allocable to non-subpart F income of
the paying CFC. For this purpose,
interest includes income from
factoring of receivables.

The amount of base
compensation that can be
excluded from U.S. taxable
income under Section 911 of
the Code is now indexed for

inflation starting in 2006, a
year ahead of schedule.

Active Finance Exception to FPHCI is
Extended

The active finance exception to
FPHCI income is extended through
2008. This extension is important to
the financial-services industry.

Earning Stripping Rules

The earnings stripping rules limit the
ability of a U.S. corporation to
deduct interest paid to a related
foreign person. The limitation is
based in part on the debt to equity
ratio of the U.S. Corporation. The
Act confirms that the liabilities of a
U.S. corporation include liabilities of
a partnership in which a U.S.
corporation is a partner, effectively
codifying existing proposed
regulations. The effective date is for
tax years that begin after May 17,
2006

Repeal of FSC/ETI Binding Contract
Relief

The general transition rules remain in
effect for the repeal of extra terrestrial
income regime (ETI). The Act
repeals, however, the transition rules
that allowed the use of a foreign sales
corporation (FSC) and/or the ETI
benefits on a going forward basis if:
(1) the transactions were in the

ordinary course of business; (ii) were
pursuant to a binding contract
between the taxpayer and an
unrelated person; and (iii) the
contract was in effect on September
17, 2003 at all times thereafter. A
similar rule allowed for the long-term
continuation of FSC benefits when
the FSC rules were repealed in 2000.
The FSC binding contract rules was
also repealed by the Act.

Modifications for Individuals Living
Abroad - Impacts the 2006 Tax Year

The amount of base compensation
that can be excluded from U.S.
taxable income under Section 911 of
the Code is now indexed for inflation
starting in 2000, a year ahead of
schedule, which increases the
exclusion for 2006 to $82,400 from
$80,000. However, income in excess
of that amount is now taxed at the
rates that would apply if the $82,400
were not excluded, for both income
and AMT purposes. In addition,
excludable foreign housing expenses
are now limited to 30% of the
maximum amount of a taxpayer's
foreign earned income exclusion.
Assuming an employee is present
outside the US for the entire year, the
maximum amount of the foreign
housing cost exclusion for 2006 is
$11,536. These changes will not only
have an effect on a US citizen working
abroad; it will have a major impact on
the costs corporations typically incur
in sending executives abroad.

Pepper Perspective

Although the focus of the Act was to
extend popular tax breaks afforded
individuals, Congress enacted several
revenue raising provisions that affect
corporations including the current
acceleration of corporate estimated tax
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payments. Congress has also chosen
some provisions to ease taxpayer
burden and what was thought to be
unnecessary restructuring in
simplifying the active trade or
business test of Section 355. With
careful review, there may be some tax
planning and restructuring
opportunities from the new
international look through rules that
are effective for taxable years 2006-
2008.
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IRS Hangs Up the Phone

On Certain Excise Taxes

n May 25, 2006, the Internal
m Revenue Service announced

that it was giving up in its

fight to maintain the federal
excise tax on long-distance telephone
service by issuing IRS Notice 2006-
50 (Notice). The Notice provides
procedures for taxpayers to claim
refunds of all long-distance excise tax
they have paid, including interest, on
long-distance service billed to them
after February 28, 2003 and before
August 1, 2000."

The tax at issue is a 3 percent excise
tax applied to “toll telephone ser-
vice,” described at IRC § 4252(b) as
“a toll charge which varies in amount
with the distance and elapsed trans-
mission time of each individual
communication [emphasis sup-
plied].” This description no longer
accurately describes modern long-
distance since long-distance tele-
phone services rarely charge by
distance anymore, opting increas-
ingly to charge a per-minute fee since
the 1990s, or more recently a flat
per-month fee.

Suffering five defeats in five cases
before five different circuit courts in
less than two years from taxpayers
looking for refunds,” the IRS an-
nounced it would no longer seek to
enforce the excise tax.

Wireless and Bundled Services
Included

Arguably succumbing to the weight
of their defeats, the IRS firmly closed
the door on all potential conflicts
regarding the long-distance tax. The

IRS included wireless services in its
definition of “nontaxable services,”
despite the fact that none of the
lawsuits decided addressed the
taxation of wireless services. Further,
the IRS exempted bundled services
from the tax. Included in the descrip-
tion of bundled services were Voice
over Internet Protocol (VoIP), prepaid
telephone cards and plans that
include both local and long-distance
services, whether they are charged at a
flat fee or per minute rate.

Local Service is Still Subject to Tax

The federal excise tax on local tele-
phone services as described at IRC §
4252(a) was not at issue in the
relevant litigation, and has been
pronounced specifically by the Service
as remaining in effect despite a
recently introduced bill in Congress
that would eliminate this excise tax as
well.

Obtaining Refunds Could Still Be
Difficult

To obtain a refund or credit, taxpay-
ers must make a request on their
2006 federal income tax returns
(Forms 1040, 1041, 1065, 1120 and
990-T). This requirement applies
even if a taxpayer is not otherwise
required to file a return. Recognizing
that many taxpayers do not retain
telephone bills, Notice 2006-50
states that the IRS will provide a safe
harbor amount that individual
taxpayers may request.

However, non-individuals, such as
corporations, trusts, and other taxable
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and exempt entities, will be required
to adequately substantiate their
refund claims. The Notice provides
that this may be accomplished
through records indicating the
amounts charged by service providers
and evidence that the amount was
actually paid.

Pepper Perspective

At first glance, these procedures do
not seem an unreasonable burden for
the relatively sophisticated taxpayer.
However, on closer inspection, the
refund procedure may create some
thorny disputes. The Notice specifi-
cally states that refund requests for
taxes paid during the relevant period,
whether filed before of after its
publication, that do not follow the
notice provisions will not be pro-
cessed. This seems to indicate that
taxpayers with currently pending
refund claims are now in the unenvi-
able position of having to refile their
refund requests with their 2006
returns.

In addition to the refiling snag, the
Notice seems to shorten the normal
limit on filing a refund claim from
three years to when the taxpayer files

its 2006 return. This provision may
have the effect of encouraging the
filing of more lawsuits by taxpayers,
challenging the Service’s authority to
contract the filing period through a
notice.

Businesses wishing to take advantage
of the refund should be prepared to
invest significant employee resources
in the recovery of the necessary
records to substantiate the claim;
therefore a cost-benefit analysis is
warranted. Because all telecommuni-
cation excise taxes are not subject to
the refund claim, taxpayers may need
to investigate the nature of its carriers
invoices since corporations must
document the exact amount of excise
taxes paid.

Those taxpayers currently pursuing a
refund claim should consult with an
attorney to determine what affect
Notice 2006-50 will have on their
efforts.
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ENDNOTES

I IRS Notice 2006-50, sec. 4(a).
Of note, Taxpayers should also be
aware that any interest received
on a refund will be included in
their income, and must be
reported on their 2007 tax
return.

Am. Bankers Ins. Group v. United
States, 408 F.3d 1328 (11th Cir.
2005); OfficeMax, Inc. v. United
States, 428 F.3d 583 (6th Cir.
2005); Nat’l R.R. Passenger
Corp. v. United States, 431 E3d
374 (D.C. Cir. 2005); Fortis v.
United States, 2006 U.S. App.
LEXIS 10749 (2d Cir. Apr. 27,
2006); and Reese Bros. v. United
States, 2006 U.S. App. LEXIS
11468 (3d Cir. May 9, 2006).

The Eyes of Texas: Texas Replaces Franchise Tax System

On May 18, 20006, Texas Governor
Rick Perry signed a package of legisla-
tion implementing property tax
reform mandated by the Texas Su-
preme Court. Included in the package
of legislation was Texas H.B. 3, which
replaced the old Texas Franchise Tax
with the “taxable margin” tax system.

A Brief History of the Franchise Tax

The Texas franchise tax was imposed
on the greater of two bases: earned
surplus (based upon the net income
of the entity subject to the tax),
which was taxed at a rate of 4.25
percent; and taxable capital, which
was taxed at a rate of .25 percent. The
tax was imposed upon corporations
and limited liability companies

(LLCs), regardless of the LLCs’ tax

treatment for federal income tax
purposes. Limited partnerships,
however, were not subject to the
franchise tax. By operating a business
in a limited partnership structure in
Texas, businesses were often able to
minimize or eliminate Texas tax.

Taxable Margin

The principal change in the new
legislation is a move away from the
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franchise tax base toward "taxable
margin." The computation of taxable
margin starts with “total revenue”
from the entire business. For a
corporation, total revenue is the total
income from line 1c of its Form
1120, plus lines 4-10. Bad debt,
foreign royalties and dividends and
certain other specific deductions are
subtracted to arrive at total revenue.
“Margin” is defined as total revenue
less the greater of cost of goods sold
or compensation. Margin cannot
exceed 70 percent of total revenue
under the revised statute.

Taxpayers can elect annually whether
to subtract cost of goods sold or
compensation in calculating margin.
This election is not binding from year
to year, and taxpayers can change
methodology within any given year
by filing an amended return within
the period provided for in the statute
of limitations.

Cost of goods sold includes identified
direct costs of acquiring or producing
real or tangible personal property and
certain other related costs. Certain
expenses are excluded in calculating
cost of goods sold, such that only
those costs incurred to produce a
good (real or tangible personal
property only) are included in cost of
goods sold. In addition, costs of
services are not considered costs of

goods.

There are some general rules regard-
ing the calculation of the “compensa-
tion” deduction in calculating mar-
gin. Compensation includes wages,
stock options, salaries and other
income paid to an entity’s officers,
directors, owners, partners and
employees. The compensation deduc-
tion for any individual person may
not exceed $300,000. Compensation
also includes non-cash benefits paid

to officers, directors, owners, partners
and employees, including worker’s
compensation, health care and
retirement to the extent deductible in
calculating federal income taxes.

Margin is then apportioned, using a
single factor, gross receipts methodol-
ogy that is similar to the apportion-
ment methodology in place under the
current franchise tax system. The
major modification in the new
apportionment scheme is that throw-
back is eliminated. For example,
under the old system, if a Texas
manufacturer shipped product to
California via a common carrier, and
the Texas manufacturer was not
taxable in California, the sale would
be “thrown back” to Texas for appor-
tionment purposes. Since throwback
is eliminated under the apportion-
ment formula in calculating taxable
margin, the sale would not be in-
cluded in the Texas numerator in
calculating taxable margin.

A critical apportionment issue is how
Texas will address the issues raised by
the courts in Finnigan' and Joyce.* In
the context of unitary taxation, the
issues often arise (both within and
without throwback) as to whether
certain entities that are members of a
unitary group but do not individually
have nexus with Texas are required to
include sales that would be sourced
to Texas for these non-nexus mem-
bers. For example, consider a two-
member unitary group. One member
has nexus in Texas, and one does not.
The one without nexus makes a sale
of tangible personal property to
someone in Dallas. The courts in
Finnigan and Joyce addressed the
question of whether this sale is
included in the numerator of the sales
factor for apportionment purposes.
The court in Finnigan concluded that
inclusion for all members of the

group was appropriate under the facts
presented. The court’s holding in
Joyce, however, dictates the opposite
approach. Thus, the tax burden for
unitary groups with substantial
activity performed by other entities
without Texas could be substantially
increased.

There are certain other industry-
specific deductions from the appor-
tioned margin that are subtracted in
calculating taxable margin. Taxable
margin is multiplied by the tax rate
to arrive at the total tax due. The tax
rate is 1 percent for most taxpayers,
though it is .5 percent for wholesalers
and retailers.

Businesses Subject to Tax

The revised statute defines a taxable
entity as a partnership, corporation,
banking corporation, savings and loan
association, limited liability company,
business trust, professional associa-
tion, business association, joint
venture, holding company or other
legal entity. It also includes a com-
bined group. Excluded from the
definition of taxable entity are sole
proprietorships, general partnerships
directly owned by natural persons,
passive entities (itself a statutorily
defined term, with at least 90 percent
of its gross income from certain
passive sources), and other entities
otherwise exempt from taxation. Also
excluded are grantor trusts, estates,
escrows, certain family limited
partnerships, trusts that meet the
definition of a passive entity and
certain real estate investment trusts.
Interestingly, the statute excludes
from the definition of “sole propri-
etorship” (and therefore, subjecting
such an entity to tax) an entity if the
entity is formed under laws that
provide for limited liability of the
entity. It appears that disregarded
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LLCs owned by natural persons
would fall within the purview of the
tax.

Unitary Businesses

Taxable entities that are members of
an affiliated group that constitute a
unitary business are required to file
on a combined basis. The threshold
ownership requirement to be consid-
ered a unitary group is 80 percent or
more, owned by a common owner,
and will include entities that do not
have nexus in Texas. The unitary
business concept, as applied in Texas,
is virtually identical to traditional
unitary business concepts: entities
that are under common ownership
and are integrated, interdependent
and in the same or similar lines of
business will be considered unitary
for Texas tax purposes. So-called 80/
20 companies (those that have 80
percent of their property and payroll
outside of the United States) would
not be included in the unitary group.

Unitary businesses are considered one
entity for purposes of the margins tax.
Thus, a unitary business will sum, for
example, its total revenue across all
entities within the combined group,
and eliminate intercompany transac-
tions reflected in the individual
revenue of each entity. The compen-
sation and cost of goods sold deduc-
tions are calculated in a similar
manner. Since the unitary business is
considered one entity for purposes of
the margins tax, it follows that the
election to deduct compensation (or
cost of goods sold) is made on a
unitary basis.

Credits

Credits that are available currently
under the franchise tax system are

generally repealed. Taxable entities
with unused credits that accrued
prior to the effective date of the new
tax, however, may use the credits
against the margin tax liability.

A temporary credit is available that
can be used by taxpayers for up to 20
privilege periods, provided the
taxpayers notify the Comptroller in
writing by March 1, 2007. The
credit is equal to deferred tax assets
and net operating loss carryforwards
(net of any valuation allowance on
said carryforwards) less deferred tax
liabilities, as reflected on the taxable
entity’s books and records on the last
day of its 2006 taxable year. This
difference will then be apportioned
using the taxpayer’s 2007 apportion-
ment factor, multiplied by 10 per-
cent, then by the applicable tax rate.

Pepper Perspective

It appears that wholesalers and
retailers of tangible personal property
received favorable treatment under
the legislation, because, in addition
to the preferential rate, these busi-
nesses also get to use the cost of goods
sold deduction as a means of reducing
their margins tax, while a similar
opportunity is unavailable to service

providers. This was presumably done
to mollify high volume, low margin
retailers who argued that equivalent
tax rates would be unfair to them.

The legislature desired a fix to the
limited partnership loophole, but in
doing so, may have been overzealous
and ran afoul of the Texas Constitu-
tion. The Texas Constitution bans a
personal income tax, and some have
complained that some of the entities
drawn into the tax (such as sole
proprietor LLCs) result in a de facto
tax on individuals which appears
inconsistent with the constitutional
prohibition.
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