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MAKE PERMANENT THE EXPENSING OF BROWNFIELDS REMEDIATION COSTS
Current Law
Generally, costs incurred to clean up land and groundwater increase the value of any property
and are not currently deductible, but must be capitalized. In a ruling issued in 1994 (Revenue
Ruling 94-38), the IRS concluded that certain cleanup costs incurred are currently deductible as
business expenses. That ruling addressed only cleanup costs incurred by the same taxpayer that
contaminated the land, rather than someone who acquired previously contaminated property.
As part of the Taxpayer Relief Act of 1997, certain remediation costs are currently deductible if
incurred with respect to a qualified contaminated site. Generally, these expenses are limited to
those paid or incurred in connection with the abatement or control of environmental
contaminants. For example, expenses incurred with respect to the demolition of existing
buildings and their structural components do not qualify for this treatment except in the unusual
circumstance where the demolition is required as part of ongoing remediation. This deduction
applies for alternative minimum tax purposes as well as for regular tax purposes.
A "qualified contaminated site" generally is any property that (1) is held for use in a trade or
business, for the production of income, or as inventory; (2) is certified by the appropriate State
environmental agency to be located within a targeted area; and (3) contains (or potentially
contains) a hazardous substance (so-called "brownfields"). Targeted areas are defined as: (1)
empowerment zones and enterprise communities; (2) sites that were announced before February
1997 as being subject to one of the Environmental Protection Agency Brownfields Pilots; (3) any
population census tract with a poverty rate of 20 percent or more; and (4) certain industrial and
commercial areas that are adjacent to tracts described in (3) above.
As part of the Tax Relief Extension Act of 1999, this provision was extended for one year. As
extended, this special treatment applies to expenditures paid or incurred on or before December
31, 2001.
Reasons for Change
The Administration believes that encouraging environmental remediation is an important
national goal. Extending special treatment on a permanent basis would remove doubt among
taxpayers as to the future deductibility of remediation expenditures and would promote the goal
of encouraging environmental remediation.
Proposal
The proposal would eliminate the restriction requiring that expenditures must be paid or incurred
on or before December 31, 2001 in order to be deductible as environmental remediation
expenditures.
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LIMIT DIVIDEND TREATMENT FOR PAYMENTS ON CERTAIN
SELF-AMORTIZING STOCK
Current Law
Distributions of property by a corporation to its shareholders are treated as dividends to the
extent of the current or accumulated earnings and profits of the corporation. Treasury previously
became aware of certain abusive transactions involving so-called "fast-pay" stock. Under a
typical fast-pay arrangement, a corporation that is subject to tax only at the shareholder level (a
conduit entity) issued preferred stock to one class of investors and common stock to a second
class of investors. The preferred stock would be held by investors that were generally not
subject to federal income tax and would be structured so that during an initial period, the
dividends paid with respect to the stock were significant (representing all or nearly all of the
income earned by the conduit entity) and relatively certain. During this period, the common
shareholders would receive no or only nominal dividends from the corporation. After the initial
period, the dividend rate of the preferred stock would decline dramatically, and the stock could
be redeemed for a nominal amount. As a result, the preferred shareholders have an economic
interest in the corporation that declines over time to a nominal amount, while the economic
interest of the common shareholders increases over time. As an economic matter, the preferred
stock in such an arrangement is self-amortizing because the distributions with respect to the
stock are, in part, a return on the investors' investment and, in part, a return of their investment.
To limit abuses involving fast-pay stock, the Treasury has issued regulations that automatically
recharacterize a fast-pay arrangement involving a domestic conduit entity (i.e., a RIC or REIT)
and provide for recharacterization at the Commissioner's discretion in the case of a fast-pay
arrangement involving a foreign conduit entity (e.g., a controlled foreign corporation).
Reasons for Change
Although the fast-pay regulations appropriately responded to the abuses of fast-pay stock in the
domestic context, the Administration believes that legislation limiting the dividend
characterization on self-amortizing stock is a better long-term solution. In addition, the
regulations do not apply automatically to fast-pay arrangements involving foreign conduit
entities (such as controlled foreign corporations), and the Administration remains concerned
about the potential for taxpayers to enter into abusive fast-pay transactions in the international
context.
Proposal
The legislation would provide that, in the case of a distribution with respect to self-amortizing
stock issued by a conduit entity, the amount treated as a dividend shall not exceed the amount of
the distribution that would have been characterized as a payment of interest had the selfamortizing stock been a debt instrument.
The proposal would be effective for distributions with respect to self-amortizing stock made after
the date of enactment.
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PROHIBIT TAX DEFERRAL ON CONTRIBUTIONS OF
APPRECIATED PROPERTY TO SWAP FUNDS
Current Law
Under current law, a taxpayer generally does not recognize gain upon the transfer of appreciated
assets to a partnership in exchange for an interest in the partnership. A taxpayer generally must
recognize gain, however, if the transfer (1) results in a diversification of the taxpayer's interest,
and (2) more than 80 percent of the partnership's assets are readily-marketable stocks or
securities. In 1997, Congress expanded the list of assets that are considered readily-marketable
securities for this purpose. The expanded list, while broad, does not include limited and
preferred interests in partnerships holding real estate.
A swap fund is an investment partnership that is designed to allow taxpayers holding blocks of
appreciated stock to diversify their stock investments without recognizing gain and paying tax.
Typically, a fund is established into which a small number of taxpayers transfer their appreciated
stock. In exchange for the transferred stock, these taxpayers receive an interest in the fund.
Reason for Change
Under current law, it is possible to structure a swap fund that holds 21 percent of its assets in
limited and preferred partnership interests that are not considered readily marketable stock or
securities. In this case, because less than 80 percent of the assets of the fund are readilymarketable stock or securities, the transferring taxpayers do not have to recognize gain. As a
result, the transferring taxpayers are able to achieve diversification without gain recognition.
This result is inconsistent with prior legislative action. Taxpayers should not be able to exchange
tax-free an appreciated asset for an interest in a diversified investment portfolio.
Proposal
The proposal would add limited and preferred interests in partnerships to the list of readilymarketable securities. In addition, the proposal would require a taxpayer to recognize gain upon
the transfer of marketable stock or securities to a corporation or partnership that is essentially a
passive investment vehicle. Specifically, under this aspect of the proposal, a taxpayer would be
required to recognize gain upon the transfer of marketable stock or securities to a corporation or
partnership if the corporation or partnership is: (1) registered under the Investment Company
Act of 1940 as an investment company, (2) not required to be registered under the Investment
Company Act because the interests in the fund are offered only to qualified purchasers within the
meaning of the Act, or (3) marketed or sold to investors as providing a means of tax-free
diversification.
To ensure that the proposal would not affect certain transfers involving regulated investment
companies (for example, transfers involving the formation of master-feeder fund structures), the
proposal would except certain transfers of already diversified pools of stock and securities.
The proposal would be effective for transfers occurring on or after the date of enactment.
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MODIFY TREATMENT OF CLOSELY-HELD REITS
Current Law
When originally enacted, the real estate investment trust ("REIT") legislation was intended to
provide a tax-favored vehicle through which small investors could invest in a professionally
managed real estate portfolio. H.R. Rep. No. 2020, 86 th Cong., 2d Sess., 2 (1960). REITs are
intended to be widely-held entities, and certain requirements of the REIT rules are designed to
ensure this result. Among other requirements, in order for an entity to qualify for REIT status,
the beneficial ownership of the entity must be held by 100 or more persons. In addition, a REIT
cannot be closely held, which is determined by reference to the stock ownership requirement in
the personal holding company rules. Under these rules, generally no more than 50 percent of the
value of the REIT's stock can be owned by five or fewer individuals during the last half of the
taxable year. Certain attribution rules apply in making this determination.
Reasons for Change
A number of tax avoidance transactions involve the use of closely-held REITs. In these
transactions, in order to meet the 100 or more shareholder requirement, the REIT generally
issues common stock and a separate class of non-voting preferred stock. The common stock,
which reflects virtually all of the REIT’s economic value, is acquired by a single shareholder,
and the preferred stock is acquired by 99 other “friendly” shareholders (generally, employees of
the majority shareholder). The current-law closely-held limitation does not disqualify the REITs
that are utilizing this ownership structure because the majority shareholder of these REITs is not
an individual.
The Administration believes that certain closely-held structures may facilitate the use and
development of corporate tax shelters in ways unintended by Congress. The Administration
proposes modifying the closely-held REIT requirements to address these potential abuses
without frustrating the intended viability of REITs.
Proposal
The proposal would impose as an additional requirement for REIT qualification that no person
can own stock of a REIT possessing 50 percent or more of the total combined voting power of all
classes of voting stock or 50 percent or more of the total value of all shares of all classes of
stock. For purposes of determining a person’s stock ownership, rules similar to the attribution
rules contained in section 856(d)(5) would apply. This proposal would not apply to a REIT that
holds 50 percent or more of the stock (vote or value) of another REIT. In addition, a limited
look-through rule would be provided for partnerships.
The proposal would be effective for entities electing REIT status for taxable years beginning on
or after the date of first committee action. An entity that elects REIT status for a taxable year
beginning prior to the date of first committee action will be subject to this proposal if it does not
have significant business assets or activities as of such date.
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APPLY RIC EXCISE TAX TO UNDISTRIBUTED PROFITS OF REITS
Current Law
Prior to the Tax Relief Extension Act of 1999 (1999 Act), a REIT was required to distribute 95
percent of its REIT taxable income (adjusted for certain amounts) in order to maintain
qualification as a REIT. As a result of changes made by the 1999 Act, a REIT, like a regulated
investment company (RIC), now is only required to distribute 90 percent of its REIT taxable
income (adjusted for certain amounts) in order to maintain REIT status. A RIC is subject to a
four-percent excise tax on the excess of the required distribution for a calendar year over the
distributed amount for such calendar year. The required distribution is equal to the sum of 98
percent of the RIC’s ordinary income for the calendar year and 98 percent of the RIC’s capital
gain net income for the one-year period ending on October 31st of such calendar year. REITs
are subject to a similar rule, except that the required distribution is equal to the sum of 85 percent
of the REIT’s ordinary income for the calendar year and 95 percent of the REIT’s capital gain
net income for such calendar year.
Reasons for Change
In lowering the amount that a REIT must distribute in order to maintain its REIT status from 95
percent of REIT taxable income to 90 percent of REIT taxable income, Congress indicated that
the purpose for the change was to create conformity with the RIC rules. In order to create true
conformity with such rules, it is necessary also to conform the excise tax rules relating to
distributions by such entities.
Proposal
The proposal would require a REIT to distribute 98 percent of its ordinary income and capital
gain net income for a calendar year in order to avoid the four-percent excise tax imposed under
section 4981.
The proposal would be effective for calendar years beginning after December 31, 2000.
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