(i1i) the taxpayer and nenbers of the taxpayer's famly.

(i1i) any corporation (including an S corporation) if 50
percent or nore (in value) of the stock of such corporation is
owned (directly or through the application of section 318) by the
t axpayer or nenbers of the taxpayer's famly,

(ti1) a corporation and any other corporation which is a
menber of the same controlled group described in section 1563(a)
(1), and

(iv) any partnership if 50 percent or nore (in value) of
the interests in such partnership is owned directly or indirectly
by the taxpayer or nmenbers of the taxpayer's famly.

(© Menbers of famly. -- For purposes of this paragraph,
the term"fam|ly" neans the taxpayer, the spouse of the taxpayer,
and any of their children who have not attained age 18 before the
cl ose of the taxable year.

(3) Preproductive period. --

(A) In general. -- For purposes of this section, the term
"preproductive period" neans --
(i) in the case of a plant or animal which will have nore

than 1 crop or yield, the period before the 1st narketable crop
or yield fromsuch plant, or

(i) in the case of any other plant, the period before such
plant is reasonably expected to be di sposed of.

For purposes of this subparagraph, use by the taxpayer in a
farm ng busi ness of any supply produced in such business shall be
treated as a di sposition.

(B) Rule for determning period. -- In the case of a plant
grown in conmercial quantities in the United States, the
preproductive period for such plant if grown in the Unite States
shal | be based on the nati onw de wei ghted average preproductive
period for such plant.

(4) Farm ng business. -- For purposes of this section --

(A) In general. -- The term"farm ng busi ness"” neans the
trade or business of farm ng.

(B) Certain trades and businesses included. -- The term
"farm ng busi ness" shall include the trade or business of --

(i) operating a nursery or sod farm or

(i1) the raising or harvesting of trees bearing fruit,
nuts, or other crops, or ornanental trees.

For purposes of clause (ii), an evergreen tree which is nore
than 6 years old at the tinme severed fromthe roots shall not be
treated as an ornanental tree.

(5) Certain inventory valuation nmethods permtted. -- The
Secretary shall by regulations permt the taxpayer to use
reasonabl e i nventory val uation nethods to conpute the anount
required to be capitalized under subsection (a) in the case of
any pl ant

(f) Special rules for allocation of interest to property
produced by the taxpayer. --

(1) Interest capitalized only in certain cases. --
Subsection (a) shall only apply to interest costs which are --

(A) paid or incurred during the production period, and

(B) allocable to property which is described in subsection
(b) (1) and which has --

(i) a long useful life,



(ii) an estimated production period exceeding 2 years, or

(ti1) an estimted production period exceeding 1 year and a
cost exceedi ng $1, 000, 000.

(2) Allocation rules. --

(A) In general. -- In determ ning the anount of interest
required to be capitalized under subsection (a) with respect to
any property --

(i) interest on any indebtedness directly attributable to
production expenditures with respect to such property shall be
assigned to such property, and

(ii) interest on any other indebtedness shall be assigned
to such property to the extent that the taxpayer's interest costs
coul d have been reduced if production expenditures (not
attributable to i ndebtedness described in clause (i)) had not
been i ncurred.

(B) Exception for qualified residence interest. --

Subpar agraph (A) shall not apply to any qualified residence
interest (wthin the meaning of section 163(h)).

(C Special rule for flowthrough entities. -- Except as
provided in regulations, in the case of any flowthrough entity,
this paragraph shall be applied first at the entity | evel and
then at the beneficiary |evel.

(3) Interest relating to property used to produce property.
-- This subsection shall apply to any interest on indebtedness
al | ocabl e (as determ ned under paragraph (2)) to property used to
produce property to which this subsection applies to the extent
such interest is allocable (as so determ ned) to the produced
property.

(4) Definitions. -- For purposes of this subsection --

(A) Long useful life. -- Property has a long useful life if
such property is --

(i) real property, or

(i1) property with a class life of 20 years or nore (as
det ermi ned under section 168).

(B) Production period. -- The term "production period"”
nmeans, when used with respect to any property, the period --

(i) beginning on the date on which production of the
property begins, and

(i1i) ending on the date on which the property is ready to
be placed in service or is ready to be held for sale.

(C Production expenditures. -- The term "production
expendi tures” mnmeans the costs (whether or not incurred during the
production period) required to be capitalized under subsection
(a) with respect to the property.

(g) Production. -- For pur poses of this section --

(1) In general. -- the term "produce" includes construct,
build, install, manufacture, develop, or inprove.

(2) Treatnment of property produced under contract for the
taxpayer. -- The taxpayer shall be treated as produci ng any

property produced for the taxpayer under a contract with the
t axpayer; except that only costs paid or incurred by the taxpayer
(whet her under such contract or otherwi se) shall be taken into
account in applying subsection (a) to the taxpayer.

(h) Exenption for free | ance authors, photographers, and
artists. --



(1) In general. -- Nothing in this section shall require
the capitalization of any qualified creative expense.

(2) Qualified creative expense. -- For purposes of this
subsection, the term"qualified creative expense" nmeans any
expense - -

(A) which is paid or incurred by an individual in the trade
or business of such individual (other than as an enpl oyee) of
being a witer, photographer, or artist, and

(B) which, without regard to this section, would be
al | owabl e as a deduction for the taxable year.

Such term does not include any expense related to printing,
phot ogr aphi ¢ plates, notion picture filns, video tapes, or
simlar itemns.

(3) Definitions. -- For purposes of this subsection 00

(A Witer. -- The term"witer"” nmeans any individual if
t he person efforts of such individual create (or may reasonably
be expected to create) a literary manuscript, nusical conposition
(i ncl udi ng any acconpanyi ng words), or dance score.

(B) Photographer. -- The term "phot ographer”™ means any
i ndividual if the personal efforts of such individual create (or
may reasonably be expected to create) a photograph or
phot ogr aphi ¢ negative or transparency.

(O Artist. --

(i) In general. -- The term"artist” neans any i ndividual
i f the personal efforts of such individual create (or may
reasonably be expected to create) a picture, painting, sculpture,
statue, etching, drawi ng, cartoon, graphic design, or original
print edition.

(i) Criteria. -- In determ ning whether any expense is
paid or incurred in the trade or business of being an artist, the
following criteria shall be taken into account:

(I') The originality and uni queness of the itemcreated (or
to be created).

(I'l1) The predom nance of aesthetic value over utilitarian
val ue of the itemcreated (or to be created).

(D) Treatnent of certain corporations --

(i) In general. -- If --

(I') substantially all of the stock of a corporation is
owned by a qualified enpl oyee-owner and nenbers of his famly (as
defined in section 267(c)(4)), and

(I'1) the principal activity of such corporation is
performance of personal services directly related to the
activities of the qualified enpl oyee-owner and such services are
substantial performed by the qualified enpl oyee-owner,

this subsection shall apply to any expense of such
corporation which directly relates to the activities of such
enpl oyee-owner in the sane manner as if such expense were
i ncurred by such enpl oyee- owner,

(1i) Qualified enployee-owner. -- For purposes of this
subpar agraph, the term"qualified enpl oyee-owner" nmeans any
i ndi vidual who is an enpl oyee-owner of the corporation (as
defined in section 269A(b)(2)) and who is a wite, photographer,
or artist.

(1) Regulations. -- The Secretary shall prescribe such



regul ati ons as nay be necessary or appropriate to carry out the
pur pose of this section including --

(1) regulations to prevent the use of related parti es,
pass-thru entities, or intermediaries to avoid the application of
this section, and

(2) regulations providing for sinplified procedures for the
application of this section in the case of property described in
subsection (b)(2).

264. Certain anmounts paid in connection with insurance
contracts

(a) GCeneral rule. -- No deduction shall be allowed for --

(1) Premuns paid on any life insurance policy covering the
|ife of any officer or enployee, or of any person financially
interested in any trade or business carried on by the taxpayer,
when the taxpayer is directly or indirectly a beneficiary under
such policy.

(2) Any anmount paid or accrued on indebtedness incurred or
continued to purchase or carry a single premumlife insurance
endownent, or annuity contract.

(3) Except as provided in subsection (c), any anmount paid
or accrued on indebtedness incurred or continued to purchase or
carry a life insurance, endowrent, or annuity contract (other
than a single premumcontract or a contract treated as a single
prem um contract) pursuant to a plan of purchase which
contenpl ates the systematic direct or indirect borrow ng of part
or all of the increases in the cash value of such contract
(either fromthe insurer or otherw se).

(4) Any interest paid or accrued on any indebtedness with
respect to 1 or nore life insurance policies owed by the
t axpayer covering the |ife of any individual who --

(A) is an officer or enployee of, or

(B) is financially interest in,

any trade or business carried on by the taxpayer to the
extent that the aggregate anmount of such indebtedness with
respect to policies covering such individual exceeds $50, 000.

Paragraph (2) shall apply in respect of annuity contracts
only as to contracts purchased after March 1, 1954. Paragraph
(3) shall apply only in respect of contracts purchased after
August 6, 1963. Paragraph (4) shall apply with respect to
contracts purchased after June 20, 1986

(b) Contracts treated as single premumcontracts. -- For
pur poses of subsection (a)(2), a contract shall be treated as a
singl e prem um contract --

(1) if substantially all the prem uns on the contract are
paid within a period of 4 years fromthe date on which the
contract is purchased, or

(2) if an amount is deposited after March 1, 1954, with the
i nsurer for paynent of a substantial nunber of future prem uns on
the contract.

(c) Exceptions. -- Subsection (a)(3) shall not apply to any
amount paid or accrued by a person during a taxable year on
I ndebt edness incurred or continued as part of a plan referred to
i n subsection (a)(3) --



(1) if no part of 4 of the annual prem unms due during the
7-year period (beginning with the date the first prem umon the
contract to which such plan relates was paid) is paid under such
pl an by means of i ndebtedness,

(2) if the total of the amobunts paid or accrued by such
person during such taxable year for which (without regard to this
par agr aph) no deduction would be all owabl e by reason of
subsection (a)(3) does not exceed $100,

(3) if such anpbunt was paid or accrued on indebtedness
i ncurred because of an unforeseen substantial |oss of incone or
unf oreseen substantial increase in his financial obligations, or

(4) if such indebtedness was incurred in connection with
his trade or business.

For purposes of applying paragraph (1), if there is a
substantial increase in the premuns on a contract, a new 7-year
period described in such paragraph with respect to such contract
shal |l commence on the date the first such increased premumis
pai d.

265. Expenses and interest relating to tax-exenpt incone

(a) GCeneral rule. -- No deduction shall be allowed for --

(1) Expenses. -- Any anount otherw se allowable as a
deduction which is allocable to one or nore classes of incone
ot her than interest (whether or not any amount of inconme of that
class or classes is received or accrued) wholly exenpt fromthe
taxes inposed by this subtitle, or any anmount otherw se all owabl e
under section 212 (relating to expenses for production of incone)
which is allocable to interest (whether or not any anmount of such
interest is received or accrued) wholly exenpt fromthe taxes
| nposed by this subtitle.

(2) Interest. -- Interest on indebtedness incurred or
continued to purchase or carry obligations the interest on which
is wholly exenpt fromthe taxes inposed by this subtitle.

(3) Certain regul ated investnent conpanies. -- In the case
of a regul ated investnment conpany which distributes during the
t axabl e year an exenpt-interest dividend (including exenpt-

i nterest dividends paid after the close of the taxable year as
described in section 855), that portion of any anpbunt otherw se
al | owabl e as a deduction which the amobunt of the inconme of such
conpany whol |y exenpt fromtaxes under this subtitle bears to the
total of such exenpt income and its gross incone (excluding from
gross inconme, for this purpose, capital gain net incone, as
defined in section 1222(9)).

(4) Interest related to exenpt-interest dividends. --
| nterest on indebtedness incurred or continued to purchase or
carry shares of stock of a regul ated investnment conpany which
during the taxable year of the hol der thereof distributes exenpt-
i nt erest divi dends.

(5) Special rules for application of paragraph (2) in the
case of short sales. -- For purposes of paragraph (2) --

(A) In general. -- The term"interest” includes any anount
paid or incurred --

(i) By any person nmaking a short sale in connection with
personal property used in such short sale, or



(i) by any other person for the use of any collateral with
respect to such short sale.

(B) Exception where no return on cash collateral. -- If --

(i) the taxpayer provides cash as collateral for any short
sal e, and

(i1i) the taxpayer receives no material earnings on such
cash during the period of the sale,

subparagraph (A)(i) shall not apply to such short sale.

(6) Section not to apply with respect to parsonage and
mlitary housing all owances. -- No deduction shall be denied
under this section for interest on a nortgage on, or real
property taxes on, the honme of the taxpayer by reason of the
recei pt of an anmount as --

(A) amlitary housing all owance, or

(B) a parsonage all owance excludable from gross incone
under section 107.

(b) Pro rata allocation of interest expense of financial
institutions to tax-exenpt interest. --

(1) 1In general. -- In the case of a financial institution,
no deduction shall be allowed for that portion of the taxpayer's
i nterest expense which is allocable to tax-exenpt interest.

(2) Allocation. -- For purposes of paragraph (1), the
portion of the taxpayer's interest expense which is allocable to
t ax-exenpt interest is an anmount which bears the sanme ratio to
such interest expense as --

(A) the taxpayer's average adjusted bases (within the
meani ng of section 1016) of tax-exenpt obligations acquired after
August 7, 1986, bears to

(B) such average adjusted bases for all assets of the

t axpayer.
(3) Exception for certain tax-exenpt obligations. --
(A) In general. -- Any qualified tax-exenpt obligation

acquired after August 7, 1986, shall be treated for purposes of
paragraph (2) and section 291(e)(1)(B) as if it were acquired on
August 7, 1986.

(B) Qualified tax-exenpt obligation. --

(i) In general. -- For purposes of subparagraph (A), the
term"qualified tax-exenpt obligation” neans a tax-exenpt
obligation --

(I') which is issued after August 7, 1986, by a qualified
smal | issuer,

(I'1) which is not a private activity bond (as defined in
section 141), and

(') which is designated by the issuer for purposes of
t hi s paragraph.

(i1i) Certain bonds not treated as private activity bonds. -
- For purposes of clause (i)(Il), there shall not be treated as a
private activity bond-

(1) any qualified 501(c)(3) bond (as defined in section
145), or of obligations issued to refund) an obligation issued
bef ore August 8, 1986, which was not an industrial devel opnent
bond (as defined in section 103(b)(2) as in effect on the day
bef ore the enactnment of the Tax Reform Act of 1986) or a private
| oan bond (as defined in section 103(0)(2)(A), as so in effect,



but without regard to any exenption from such definition other
t han section 103(0)(2)(A)).

(©O Qualified small issuer. --
(i) In general. -- For purposes of subparagraph (B), the
term"qualified small issuer” means, with respect to obligations

i ssued during any cal endar year, any issuer if the reasonably
antici pated anount of tax-exenpt obligations (other than
obligations described in clause(ii)) which will be issued by such
i ssuer during such cal endar year does not exceed $10, 000, 000.
(ii) Qbligations not taken into account in determ ning
status as qualified small issuer. -- For purposes of clause (i),
an obligation is described in this clause if such obligation is -
(I') a private activity bond (other than a qualified 501(c)
(3) bond, as defined in section 145),
(I'1) an obligation to which section 141(a) does not apply
by reason of section 1312, 1313, 1316(g), or 1317 of the Tax
Ref orm Act of 1986 and which would (if issued on August 15, 1986)
have been an industrial devel opnent bond (as defined in section
103(b)(2) as in effect, on the day before the date of the
enact ment of such Act) or a private |loan bond (as defined in
section 103(0)(2)(A), as so in effect, but without regard to any
exception fromsuch definition other than section 103(0)(2)(A)),
or



