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PREFACE

This document contains data and information that will be needed
by the Committee on Finance for meeting its FY1998 budget rec-
onciliation instructions. Included are descriptions of the budget
process and constraints, followed by descriptions of each of Presi-
dent Clinton's FY1998 budget proposals that falls within the juris-
diction of the Committee on Finance. A description of present law
precedes the description of each proposal. At the end of each sec-
tion are tables showing the estimated budgetary effects of the pro-
posals prepared both by the Joint Committee on Taxation (reve-
nues) or the Congressional Budget Office (spending), and estimates
prepared by the Office of Management and Budget are also in-
cluded.

The Committee would like to thank the staffs of the Joint Com-
mittee on Taxation, the Congressional Research Service, and the
Congressional Budget Office for their assistance in preparing this
document.
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A. Budget Enforcement Procedures

The Balanced Budget and Emergency Deficit Control Act of 1985
(popularly known as Gramm-Rudman-Hollings) set annual deficit
targets that were intended to lead to a balanced budget in 1991.
It also established a procedure-known as sequestration-to make
those goals binding. Under sequestration, an across-the-board re-
duction in spending (excepting numerous entitlement programs)
would automatically occur if the projected deficit exceeded its goal.
The deficit targets were revised in 1987, and lawmakers designated
1993 as the year in which the deficit would be eliminated. Al-
though the deficit declined in the fiscal year following enactment
of Gramm-Rudman-Hollings (and remained virtually at the same
level for the next 2 years) the fixed deficit target approach failed
to achieve the desired reductions. (For 1990, the last year for which
the procedures were fully in effect the actual deficit exceeded the
revised target deficit by $121 billion and the original target by
$185 billion.) Moreover, that approach led to rosy economic projec-
tions, the use of questionable budgetary saving such as timing
shifts, and a perception that the process put an unfair burden on
discretionary appropriations. Consequently, the law was amended
by the Budget Enforcement Act of 1990 (BEA).

In place of fixed deficit targets, the BEA established annual caps
on discretionary budget authority and outlays provided in appro-
priation acts. It also instituted a pay-as-you-go requirement for
mandatory spending and revenue legislation. Under the BEA, dis-
cretionary appropriations in excess of the caps trigger a sequestra-
tion of only discretionary spending. Furthermore, a sequestration of
mandatory spending is imposed if the net effect of all legislation af-
fecting mandatory spending or revenues is to increase the deficit.
The BEA kept those rules in place through fiscal year 1995. The
Omnibus Budget Reconciliation Act of 1993 extended them through
fiscal year 1998, with essentially no change.

In general, the BEA procedures have been successful in prevent-
ing new legislation from increasing the deficit. One indication that
the pay-as-you-go procedure has been effective is that since 1990
proponents of legislation that would increase mandatory spending
or cut taxes have almost always been greeted with, "How are you
going to pay for it?" That may seem an obvious question, but it was
one that proponents of legislation did not generally have to answer
before 1990. In addition, there have been no pay-as-you-go seques-
trations. Since the enactment of the BEA, only two small discre-
tionary sequestrations have been ordered. In one case, the seques-
tration offset an overage that the Office of Management and Budg-
et estimated at $2.4 million (the Congressional Budget Office esti-
mated that appropriations did not exceed the cap), which resulted

(1)
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in a sequester reducing each discretionary spending account by
.0013 percent. In the other instance, enacted appropriations ex-
ceeded the cap by $395 million because of a drafting mistake in an
appropriation bill enacted just before the Congress adjourned for
the year. When the Congress reconvened, it enacted legislation that
corrected the mistake and canceled the sequestration.

Although the BEA procedures have been successful in constrain-
ing new budgetary legislation, many Members of Congress have ex-
pressed concern that those constraints do not limit increases in
mandatory spending that can occur without changes in law and do
not require the elimination of deficits. With the expiration of the
BEA procedures looming, the Congress must decide whether to ex-
tend those constraints (either in essentially the same form or with
modifications).

B. The Line-Item Veto

The Line Item Veto Act was enacted last year and went into ef-
fect on January 1, 1997. The act, which as indicated below was
subsequently declared unconstitutional by a Federal District Court,
represents a different kind of constraint on the budgetary decisions
of the Congress by granting the President the authority to cancel
certain new spending or tax benefits signed into law after that
date. The act was to have remained in effect for 8 years. Since a
final adjudication of the act's constitutionality may not be rendered
until later in 1997 or in 1998, a description of the act's provisions
follow.

The Line Item Veto Act is intended to allow the President-as
part of a broader effort to reduce the deficit-to eliminate new
spending and tax breaks that he deems wasteful or unnecessary.
Although there is disagreement over whether the new law will re-
duce the deficit, most observers agree that it is a significant change
in the Federal budget process that is likely to shift budgetary
power from the Congress to the President.

Under the act, the President may cancel "any dollar amount of
discretionary budget authority, any item of new direct spending, or
any limited tax benefit" that he signs into law. The President must
notify the Congress of any cancellations by special message and he
must do so within 5 days of signing the law from which cancella-
tions have been made. Cancellations go into effect only when the
Congress receives the special message.

A cancellation may only be overturned by the enactment of a
subsequent law. For each special message, the Congress may con-
sider a "disapproval bill" under fast-track legislative procedures
during a 30-day review period (that could extend well beyond 30
calendar days because of recesses and adjournments). The Presi-
dent may not use his cancellation authority on a disapproval bill.
Of course, the Congress may include provisions overturning can-
cellations as part of a measure that is not a disapproval bill, but
such a measure would not come under fast-track procedures or be
protected from the President's cancellation authority.

Before the Line Item Veto Act, the President could propose to
cancel amounts of budget authority provided by law, but any such
rescission that he proposed had to be enacted into law to go into
effect permanently. Under the act, the President may unilaterally
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cancel certain spending and tax benefits that he has signed into
law, and any cancellations can only be reversed by the enactment
of a subsequent law. Because the President seems likely to veto
any disapproval bill, such a measure will probably require the sup-
port of two-thirds of the Congress-the margin needed to override
a veto-to ensure its enactment.

In certain respects the act is broader, and in others more restric-
tive, than some earlier proposals to expand the President's im-
poundment authority. For example, earlier proposals generally

"would have applied only to discretionary appropriations provided in
annual appropriations acts. The act permits the President to cancel
such amounts as well as certain new, direct (mandatory) spending
and tax benefits. In the case of discretionary appropriations, how-
ever, the President may only cancel entire dollar amounts specified
in appropriations acts, governing committee reports, or related
statutes. He may not cancel a portion of such amounts, which
would have been allowed under some earlier proposals.

Budget enforcement procedures in effect since 1990 have worked
to prevent new spending and revenue laws from increasing the def-
icit. It is unclear whether, if sustained by the Supreme Court, the
President's new authority will lead to further reductions in the def-
icit or will simply empower him to substitute his own budgetary
priorities for those of the Congress. In any event, the act does not
address the leading cause of recent and projected deficits; namely,
mandatory spending increases under existing law. To control such
spending, whether as part of a plan to balance the budget or for
other purposes, the Congress must enact legislation modifying ex-
isting laws.

On January 2, 1997, a lawsuit was filed in the U.S. District
Court for the District of Columbia challenging the constitutionality
of the act. The plaintiffs, six Members of Congress, including Sen-
ators Byrd, Hatfield, Levin, and Moynihan, contended that the act
violated Art. I, Sec. 7 of the Constitution, which requires that any
bill making or changing Federal law must be passed by both
houses of Congress and then presented to the President in toto, in
which form he must sign it (or allow it to become law by the pas-
sage of 10 days, Sundays excepted) or veto it. The defendants in
the case, which was captioned Sen. Robert C. Byrd, et al. v. Frank-
lin Raines, et al., were the Director of the Office of Management
and Budget and the Secretary of the Treasury.

The District Court heard oral argument in Byrd v. Raines on
March 21, 1997, and on April 10, 1997, the court ordered that the
Line Item Veto Act was adjudged and declared unconstitutional. In
an opinion by Judge Thomas Penfield Jackson, the court held that
the act was unconstitutional because it effectively permitted the
President to repeal duly enacted provisions of Federal law, which
is a function reserved to the Congress under the Constitution.

At the time of this writing, it is expected that the defendants will
appeal the District Court's decision directly to the U.S. Supreme
Court pursuant to Section 3 of the Line Item Veto Act, which pro-
vides for expedited judicial review.

3
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REVENUE PROVISIONS

This section,' prepared by the staff of the Joint Committee on Tax-
ation, provides a description of the revenue provisions contained in
the President's fiscal year 1998 budget proposal, as submitted to
the Congress on February 6 1997.2
This section does not include a description of certain user fees and
other proposals contained in the President's fiscal year 1998 budget
proposal that may or may not be considered to be in the jurisdic-
tion of the House Committee on Ways and Means or the Senate
Committee on Finance. 3

This section contains only a description of present law and each of
the tax revenue proposals contained in the President's budget. The
document does not provide any analysis of the policy issues raised
by the proposals. The Joint Committee staff anticipates providing
such policy analysis at a later date (e.g., in connection with Senate
Finance or Ways and Means Committee hearings on the proposals).

'This section may be cited as follows: Joint Committee on Taxation, Description of Revenue
Provisions Contained in the President's Fiscal Year 1998 Budget Proposal (JCX-6-97R), Feb-
ruary 10, 1996.

2 See Department of the Treasury, General Explanations of the Administration's Revenue Pro-
posals, February 1997. Also, Office of Management and Budget, Budget of the United States Gov-
ernment, Fiscal Year 1998: Analytical Perspectives, pp. 45-60.

-'See Office of Management and Budget, Budget of the United States Government, Fiscal Year
1998: Analytical Perspectives, pp. 61-69.

(5)
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I. TAX CUT SUNSET
The President's budget proposal states that a mechanism will

apply to ensure that the budget is balanced in 2002 under both Of-
fice of Management and Budget ("OMB") and Congressional Budget
Office ("CBO") economic assumptions. Specifically, the President's
budget states the following:

"The Administration is confident that its own assumptions will
continue to prove the more accurate.
"Nevertheless, the budget includes a mechanism to ensure that
the President's plan reaches balance in 2002 under OMB or
CBO assumptions. If OMB's assumptions prove correct, as we
expect, then the mechanism would not take effect. If, however,
CBO proves correct-and the President and Congress cannot
agree on how to close the gap through expedited procedures-
then most of the President's tax cuts would sunset, and discre-
tionary budget authority and identified entitlement programs
would face an across-the-board limit."4

The budget proposal documents published by the Administration
contain no additional detail with respect to the sunset mechanism
as relates to the President's tax proposals. A draft document pro-
vided by OMB to the staff of the Joint Committee on Taxation
specifies in detail the application of the mechanism to spending
provisions. However, with respect to the tax reduction provisions in
the President's budget, the OMB document merely states that spec-
ified tax cuts sunset at the end of calendar year 2000.

The Treasury Department has indicated in a draft document pro-
vided to the staff of the Joint Committee on Taxation that the sun-
set mechanism would apply to the following provisions: (1) the tax
credit for families with young children, (2) the HOPE scholarship
tuition tax credit, (3) the education and job training deduction, (4)
the expanded Individual Retirement Arrangement ("IRA") provi-
sions, (5) the expanded empowerment zone and enterprise commu-
nities provision, and (6) the deduction for environmental remedi-
ation expenses ("Brownfields"). The Treasury Department provided
specific detail with respect to how the IRA provisions would be sun-
set under the mechanism, but did not provide details with respect
to the application of the sunset to the other specified tax cut provi-
sions.

Until additional information is known regarding the application
of the sunset mechanism, the staff of the Joint Committee on Tax-
ation is not able to provide an analysis of the sunset mechanism
nor can the budget effects of the Administration's tax proposals be
finally estimated. In order to provide such analysis and revenue es-
timates, the following information is required: (1) a description of

4Office of Management and Budget, Budget of the United States Government, Fiscal Year
1998.

(7)



how the sunset date identified by the OMB would apply to the
specified tax cut provisions, other than IRAs, (2) statutory lan-
guage detailing the application of the sunset mechanism, and (3)
a CBO analysis of the budget proposal and the sunset mechanism.
The President's budget documents and the OMB description of the
sunset mechanism appear to assume that CBO economic assump-
tions will trigger the application of the tax cut sunset mechanism.
However, the estimated budget receipts shown in the President's
budget proposal do not incorporate the effects of the sunset mecha-
nism.

*
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II. MIDDLE CLASS TAX RELIEF

A. Tax Credit for Families with Children Under Age 13

Present Law

In general
Present law does not provide any tax credit specific based solely

on the taxpayer's number of dependent children. Taxpayers with
dependent children, however, generally are able to claim a personal
exemption for each of these dependents. The total amount for per-
sonal exemptions is subtracted (along with certain other items)
from adjusted gross income (AGI) in arriving at taxable income.
The amount of each personal exemption is $2,650 for 1997, and is
adjusted annually for inflation. In 1997, the amount of the personal
exemption is phased out for taxpayers with AGI in excess of
$121,200 for single taxpayers, $151,500 for heads of household, and
$181,800 for married couples filing joint returns. These phaseout
thresholds are adjusted annually for inflation.

In addition, under present law, taxpayers with children may be
entitled to (1) a tax credit for child care expenses and (2) an exclu-
sion from income for employer-provided dependent care assistance.
Further, the amount of earned income credit (EIC) to which a tax-
payer is entitled may be increased depending upon the taxpayer's
family size.

Description of Proposal

The proposal would provide taxpayers with a nonrefundable tax
credit of $300 for each qualifying child under the age of 13 (as of
the close of the calendar year in which the taxpayer's taxable year
begins) for taxable years 1997, 1998 and 1999. The credit would be
calculated before the application of the earned income credit (in a
manner similar to the provision contained in the Balanced Budget
Act of 1995 as passed by the Congress). The amount of the credit
would be increased to $500 for each qualifying child for taxable
years beginning after December 31, 1999.

The credit would be phased out ratably for taxpayers with AGI
over $60,000 and would be fully phased out at AGI of $75,000. In
the case of a taxable year beginning after calendar year 2000, the
maximum credit and the beginning point of the phaseout range
would be indexed annually for inflation.

Effective Date

The proposal would be effective for taxable years beginning after
December 31, 1996. The President's budget proposal contains a tax
cut sunset provision that, if triggered, would sunset the child credit
for calendar years after 2000. See the description of this sunset
mechanism in Part I., above.

SI
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B. Tax Incentives for Education and Training
1. HOPE scholarship tuition tax credit

Present Law
Taxpayers generally may not deduct education and training ex-

penses. However, a deduction for education expenses generally is
allowed under section 162 if the education or training (1) maintains
or improves a skill required in a trade or business currently en-
gaged in by the taxpayer, or (2) meets the express requirements of
the taxpayer's employer, or requirements of applicable law or regu-
lations, imposed as a condition of continued employment (Treas.
Reg. sec. 1.162-5). Education expenses are not deductible if they
relate to certain minimum educational requirements or to edu-
cation or training that enables a taxpayer to begin working in a
new trade or business. In the case of an employee, education ex-
penses (if not reimbursed by the employer) may be claimed as an
itemized deduction only if such expenses relate to the employee's
current job and only to the extent that the expenses, along with
other miscellaneous deductions, exceed 2 percent of the taxpayer's
adjusted gross income (AGI).

Education expenses that are reimbursed by the employer are ex-
cludable from the employee's gross income as a working condition
fringe benefit (sec. 132(d)) if the education qualifies as work related
under section 162. A special rule allows an employee to exclude
from gross income for income tax purposes and from wages for em-
ployment tax purposes up to $5,250 paid by his or her employer for
educational assistance, regardless of whether the education main-
tains or improves a skill required by the employee's current posi-
tion (sec. 127). This special rule for employer-provided educational
assistance expires with respect to courses beginning after June 30,
1997 s (and does not apply to graduate level courses beginning after
June 30, 1996).

Another special rule (sec. 135) provides that interest earned on
a qualified U.S. Series EE savings bond issued after 1989 is exclud-
able from gross income if the proceeds of the bond upon redemption
do not exceed qualified higher education expenses paid by the tax-
payer during the taxable year. 6 "Qualified higher education ex-
penses" include tuition and fees (but not room and board expenses)
required for the enrollment or attendance of the taxpayer, the tax-
payer's spouse, or a dependent of the taxpayer at certain colleges,
universities, or vocational schools. The exclusion provided by sec-
tion 135 is phased out for certain higher-income taxpayers, deter-
mined by the taxpayer's modified AGI during the year the bond is
redeemed. For 1996, the exclusion was phased out for taxpayers
with modified AGI between $49,450 and $64,450 ($74,200 and
$104,200 for joint returns). To prevent taxpayers from effectively
avoiding the income phaseout limitation through issuance of bonds

SThe legislative history of the Small Business Job Protection Act of 1996 indicated Congres-
sional intent to extend the exclusion for employer-provided educational assistance through May
31, 1997. The statute, however, extended the exclusion through June 30, 1997."6If the aggregate redemption amount (i.e., principal plus interest) of all Series EE bonds re-
deemed by the taxpayer during the taxable year exceeds the qualified education expenses in-
curred, then the excludable portion of interest income is based on the ratio that the education
expenses bears to the aggregate redemption amount (sec. 135(b)).

I
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directly in the child's name, section 135(c)(1)(B) provides that the
interest exclusion is available only with respect to U.S. Series EE
savings bonds issued to taxpayers who are at least 24 years old.

Section 117 excludes from gross income amounts received as a
qualified scholarship by an individual who is a candidate for a de-
gree and used for tuition and fees required for the enrollment or
attendance (or for fees, books, supplies, and equipment required for
courses of instruction) at a primary, secondary, or post-secondary
educational institution. The tax-free treatment provided by section
117 does not extend to scholarship amounts covering regular living
expenses, such as room and board. There is, however, no dollar lim-
itation for the section 117 exclusion, provided that the scholarship
funds are used to pay for tuition and required fees. In addition to
the exclusion for qualified scholarships, section 117 provides an ex-
clusion from gross income for qualified tuition reductions for edu-
cation below the graduate level provided to employees of certain
educational organizations.

In the case of an individual, section 108(f) provides that gross in-
come subject to Federal income tax does not include any amount
from the forgiveness (in whole or in part) of certain student loans,
provided that the forgiveness is contingent on the student's work-
ing for a certain period of time in certain professions for any of a
broad class of employers (e.g., providing health care services to a
nonprofit organization). Student loans eligible for this special rule
must be made to an individual to assist the individual in attending
an education institution that normally maintains a regular faculty
and curriculum and normally has a regularly enrolled body of stu-
dents in attendance at the place where its education activities are
regularly carried on. Loan proceeds may be used not only for tui-
tion and required fees, but also to cover room and board expenses
(in contrast to tax-free scholarships under section 117, which are
limited to tuition and required fees). In addition, the loan must be
made by (1) the United States (or an instrumentality or agency
thereof), (2) a State (or any political subdivision thereof), (3) certain
tax-exempt public benefit corporations that control a State, county,
or municipal hospital and whose employees have been deemed to
be public employees under State law, or (4) an educational organi-
zation that originally received the funds from which the loan was
made from the United States, a State, or a tax-exempt public bene-
fit corporation. As with section 117, there is no dollar limitation for
the section 108(f) exclusion.

Section 529 (enacted as part of the Small Business Job Protection
Act of 1996) provides tax-exempt status to "qualified State tuition
programs," meaning certain programs established and maintained
by a State (or agency or instrumentality thereof) under which per-
sons may (1) purchase tuition credits or certificates on behalf of a
designated beneficiary that entitle the beneficiary to a waiver or
payment of qualified higher education expenses of the beneficiary,
or (2) make contributions to an account that is established for the
purpose of meeting qualified higher education expenses of the des-
ignated beneficiary of the account. "Qualified higher education ex-
penses" are defined as tuition, fees, books, supplies, and equipment
required for the enrollment or attendance at a college or university
(or certain vocational schools). Qualified higher education expenses

11



do not include room and board expenses. Section 529 also provides
that no amount shall be included in the gross income of a contribu-
tor to, or beneficiary of, a qualified State tuition program with re-
spect to any distribution from, or earnings under, such program,
except that (1) amounts distributed or educational benefits pro-
vided to a beneficiary (e.g., when the beneficiary attends college)
will be included in the beneficiary's gross income (unless excludable
under another Code section) to the extent such amount or the value
of the educational benefits exceeds contributions made on behalf of
the beneficiary, and (2) amounts distributed to a contributor (e.g.,
when a parent receives a refund) will be included in the contribu-
tor's gross income to the extent such amounts exceeds contributions
made by that person.

Description of Proposal

Individual taxpayers would be allowed to claim a non-refundable
credit against Federal income taxes up to $1,500 per student per
year for tuition and required fees (but not room and board ex-
penses) for the first two years of the student's post-secondary edu-
cation in a degree or certificate program. The education expenses'
must be incurred on behalf of the taxpayer, the taxpayer's spouse,
or a dependent. The credit would be available with respect to an
individual student for two taxable years, provided that the student
has not completed the first two years of post-secondary education.
With respect to each student, a taxpayer may claim either the cred-
it or the proposed above-the-line deduction (described below). If, for
any taxable year, a taxpayer chooses to claim a credit with respect
to a particular student, then the proposed above-the-line deduction
will not be available with respect to that particular student for that
year (although the proposed deduction may be available with re-
spect to that student for other taxable years, such as after the stu-
dent completes two years of college and no longer is eligible for the
credit). For one taxable year, a taxpayer may claim the proposed
above-the line deduction for education expenses with respect to one
student and also claim the credit with respect to other students. An
eligible student would not be entitled to claim a credit under the
proposal if that student is claimed as a dependent for tax purposes
by another taxpayer. If a parent claims a student as a dependent,
any education expenses paid by the student would be treated as
paid by the parent for purposes of the proposal.

With respect to each individual student, a taxpayer is limited to
a tuition tax credit of the lesser of the qualified education expenses
incurred during the taxable year with respect to that student or
the maximum credit amount. The maximum credit amount for a
taxable year would be $1,500, reduced by any Federal educational
grants, such as Pell Grants, awarded to the student for that year
(or for education beginning in the first three months of the next
year, if credits are claimed based on payments for that education).
Beginning in 1998, the maximum credit amount would be indexed
for inflation, rounded down to the closest multiple of $50.

The maximum credit amount would be phased out ratably for
taxpayers with modified AGI between $50,000 and $70,000
($80,000 and $100,000 for joint returns). Modified AGI would in-
clude taxable Social Security benefits and amounts otherwise ex-

I
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cluded with respect to income earned abroad (or income from Puer-
to Rico or U.S. possessions). Modified AGI for purposes of the credit
would be determined without regard to the proposed above-the-line
deduction for higher education expenses (described below) in cases
where the credit is claimed with respect to one student and the de-
duction is claimed with respect to another student in the same tax-
able year. Beginning in 2001, the income phase-out ranges would
be indexed for inflation, rounded down to the closest multiple of
$5,000.

The credit would be available for "qualified higher education ex-
penses," meaning tuition and fees required for the enrollment or at-
tendance of an eligible student (e.g., registration fees, laboratory
fees, and extra charges for particular courses) at an eligible institu-
tion. Charges and fees associated with meals, lodging, student ac-
tivities, athletics, insurance, transportation, books, and similar per-
sonal, living or family expenses would not be included. The ex-
penses of education involving sports, games, or hobbies would not
be qualified higher education expenses unless this education is part
of a degree program.

An eligible student would be one who is enrolled or accepted for
enrollment in a degree, certificate, or other program (including a
program of study abroad approved for credit by the institution at
which such student is enrolled) leading to a recognized educational
credential at an eligible institution of higher education. The stu-
dent must pursue a course of study on at least a half-time basis.
In addition, for a student's qualified higher education expenses to
be eligible for the credit, the student must not have been convicted
of a Federal or State felony consisting of the possession or distribu-
tion of certain drugs, and generally cannot be a nonresident alien.
Furthermore, a taxpayer would be entitled to the credit for a stu-
dent in a second taxable year only if the student obtained a quali-
fying grade point average fcr all previous post-secondary education.
Generally, this would be an average of at least 2.75 on a 4-point
scale, or a substantially similar measure of achievement. 7

Eligible institutions would be defined by reference to section 481
of the Higher Education Act of 1965. Such institutions generally
would be accredited post-secondary educational institutions offering
credit toward a bachelor's degree, an associate's degree, or another
recognized post-secondary credential. Certain proprietary institu-
tions and post-secondary vocational institutions also would be eligi-
ble institutions. The institution must be eligible to participate in
Department of Education student aid programs.

Qualified education expenses generally would include only out-of-
pocket tuition and fees. Qualified education expenses would not in-
clude expenses covered by educational assistance that is not re-
quired to be included in the gross income of either the student or
the taxpayer claiming the credit. Thus, total tuition and required
fees would be reduced by scholarship or fellowship grants exclud-
able from gross income under present-law section 117 and any tax-
free veteran's educational benefits. In addition, qualified education
expenses would be reduced by the interest from U.S. savings bonds

SInstitutions that do not use a 4-point grading scale would be allowed to retain their own sys-
tem while still allowing their students to qualify for the credit; these institutions will determine
what measure under the system they use reasonably approximates a B-GPA.

_C



I
that is excludable from gross income under section 135 for the tax-
able year. However, no reduction of qualified education expenses
would be required for a gift, bequest, devise, or inheritance within
the meaning of section 102(a). If a student's education expenses for
a taxable year are deducted under any section of the Code (includ-
ing the proposed above-the-line deduction for education expenses),
then no credit would be available for such expenses.

The credit would be available in the taxable year the expenses
are paid, subject to the requirement that the education commence
or continue during that year or during the first three months of the
next year. Qualified higher education expenses paid with the pro-
ceeds of a loan generally would be eligible for the credit (rather
than repayment of the loan itself). The credit would be recaptured
in cases where the student or taxpayer receives a refund (or reim-
bursement through insurance) of tuition and fees for which a credit
has been claimed in a prior year.

The Secretary of the Treasury (in consultation with the Secretary
of Education) would have authority to issue regulations to imple-
ment the proposal, including regulations providing appropriate
rules for recordkeeping and information reporting. These regula-
tions would address the information reports that educational insti-
tutions would file to assist students and the IRS in determining
whether a student meets the eligibility requirements for the credit
and calculating the amount of the credit potentially available.
Where certain terms are defined by reference to the Higher Edu-
cation Act of 1965, the Secretary of Education would have author-
ity to issue regulations, as well as authority to define other edu-
cation terms as necessary.

Effective Date

The proposal would be effective for payments made on or after
January 1, 1997, for education commencing on or after July 1,
1997. The President's budget proposal contains a tax cut sunset
provision that, if triggered, would sunset the HOPE scholarship
tuition tax credit for calendar years after 2000. See the description
of this sunset mechanism in Part I., above.

2. Education and job training tax deduction

Present Law

Taxpayers generally may not deduct education and training ex-
penses. However, a deduction for education expenses generally is
allowed under section 162 if the education or training (1) maintains
or improves a skill required in a trade or business currently en-
gaged in by the taxpayer, or (2) meets the express requirements of
the taxpayer's employer, or requirements of applicable law or regu-
lations, imposed as a condition of continued employment (Treas.
Reg. sec. 1.162-5). Education expenses are not deductible if they re-
late to certain minimum educational requirements or to education
or training that enables a taxpayer to begin working in a new trade
or business. In the case of an employee, education expenses (if not
reimbursed by the employer) may be claimed as an itemized deduc-
tion only if such expenses relate to the employee's current job and
only to the extent that the expenses, along with other miscellane-
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ous deductions, exceed 2 percent of the taxpayer's adjusted gross
income (AGI).

Education expenses that are reimbursed by the employer are ex-
cludable from the employee's gross income as a working condition
fringe benefit (sec. 132(d)) if the education qualifies as work related
under section 162. A special rule allows an employee to exclude
from gross income for income tax purposes and from wages for em-
ployment tax purposes up to $5,250 paid by his or her employer for
educational assistance, regardless of whether the education main-
tains or improves a skill required by the employee's current posi-
tion (sec. 127). This special rule for employer-provided educational
assistance expires with respect to courses beginning after June 30,
1997 8 (and does not apply to graduate level courses beginning after
June 30, 1996).

Another special rule (sec. 135) provides that interest earned on
a qualified U.S. Series EE savings bond issued after 1989 is exclud-
able from gross income if the proceeds of the bond upon redemption
do not exceed qualified higher education expenses paid by the tax-
payer during the taxable year.9 "Qualified higher education ex-
penses" include tuition and fees (but not room and board expenses)
required for the enrollment or attendance of the taxpayer, the tax-
payer's spouse, or a dependent of the taxpayer at certain colleges,
universities, or vocational schools. The exclusion provided by sec-
tion 135 is phased out for certain higher-income taxpayers, deter-
mined by the taxpayer's modified AGI during the year the bond is
redeemed. For 1996, the exclusion was phased out for taxpayers
with modified AGI between $49,450 and $64,450 ($74,200 and
$104,200 for joint returns). To prevent taxpayers from effectively
avoiding the income phaseout limitation through issuance of bonds
directly in the child's name, section 135(c)(1)(B) provides that the
interest exclusion is available only with respect to U.S. Series EE
savings bonds issued to taxpayers who are at least 24 ye.°rs old.

Section 117 excludes from gross income amounts received as a
qualified scholarship by an individual who is a candidate for a de-
gree and used for tuition and fees required for the enrollment or
attendance (or for fees, books, supplies, and equipment required for
courses of instruction) at a primary, secondary, or post-secondary
educational institution. The tax-free treatment provided by section
117 does not extend to scholarship amounts covering regular living
expenses, such as room and board. There is, however, no dollar lim-
itation for the section 117 exclusion, provided that the scholarship
funds are used to pay for tuition and required fees. In addition to
the exclusion for qualified scholarships, section 117 provides an ex-
clusion from gross income for qualified tuition reductions for edu-
cation below the graduate level provided to employees of certain
educational organizations.

In the case of an individual, section 108(f) provides that gross in-
come subject to Federal income tax does not include any amount

SThe legislative history of the Small Business Job Protection Act of 1996 indicated Congres.
sional intent to extend the exclusion for employer-provided educational assistance through May31, 1997. The statute, however, extended the exclusion through June 30, 1997.

9If the aggregate redemption amount (i.e., principal plus interest) of all Series EE bonds re-
deemed by the taxpayer during the taxable year exceeds the qualified education expenses in-
curred, then the excludable portion of interest income is based on the ratio that the education
expenses bears to the aggregate redemption amount (sec. 135(b)).
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from the forgiveness (in whole or in part) of certain student loans,
provided that the forgiveness is contingent on the student's work-
ing for a certain period of time in certain professions for any of a
broad class of employers (e.g., providing health care services to a
nonprofit organization). Student loans eligible for this special rule
must be made to an individual to assist the individual in attending
an education institution that normally maintains a regular faculty
and curriculum and normally has a regularly enrolled body of stu-
dents in attendance at the place where its education activities are
regularly carried on. Loan proceeds may be used not only for tui-
tion and required fees, but also to cover room and board expenses
(in contrast to tax-free scholarships under section 117, which are
limited to tuition and required fees). In addition, the loan must be
made by (1) the United States (or an instrumentality or agency
thereof), (2) a State (or any political subdivision thereof), (3) certain
tax-exempt public benefit corporations that control a State, county,
or municipal hospital and whose employees have been deemed to
be public employees under State law, or (4) an educational organi-
zation that originally received the funds from which the loan was
made from the United States, a State, or a tax-exempt public bene-
fit corporation. As with section 117, there is no dollar limitation for
the section 108(f) exclusion.

Section 529 (enacted as part of the Small Business Job Protection
Act of 1996) provides tax-exempt status to "qualified State tuition
programs," meaning certain programs established and maintained
by a State (or agency or instrumentality thereof) under which per-
sons may (1) purchase tuition credits or certificates on behalf of a
designated beneficiary that entitle the beneficiary to a waiver or
payment of qualified higher education expenses of the beneficiary,
or (2) make contributions to an account that is established for the
purpose of meeting qualified higher education expenses of the des-
ignated beneficiary of the account. "Qualified higher education ex-
penses" are defined as tuition, fees, books, supplies, and equipment
required for the enrollment or attendance at a college or university
(or certain vocational schools). Qualified higher education expenses
do not include room and board expenses. Section 529 also provides
that no amount shall be included in the gross income of a contribu-
tor to, or beneficiary of, a qualified State tuition program with re-
spect to any distribution from, or earnings under, such program,
except that (1) amounts distributed or educational benefits pro-
vided to a beneficiary (e.g., when the beneficiary attends college)
will be included in the beneficiary's gross income (unless excludable
under another Code section) to the extent such amount or the value
of the educational benefits exceeds contributions made on behalf of
the beneficiary, and (2) amounts distributed to a contributor (e.g.,
when a parent receives a refund) will be included in the contribu-
tor's gross income to the extent such amounts exceeds contributions
made by that person.

Description of Proposal

Individual taxpayers would be allowed an above-the-line deduc-
tion for qualified higher education expenses paid during the tax-
able year for the education or training of the taxpayer, the tax-
payer's spouse, or the taxpayer's dependents at an institution of
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higher education. The deduction would be allowed in computing a
taxpayer's AGI and could be claimed regardless of whether the tax-
payer itemizes deductions. In 1997 and 1998, the maximum deduc-
tion allowed per taxpayer return would be $5,000. After 1998, the
maximum deduction would increase to $10,000. The maximum de-
duction would not vary with the number of students in a taxpayer's
family. A taxpayer may claim the deduction for a taxable year with
respect to one or more students, even though the taxpayer also
claims a proposed Hope Scholarship tuition tax credit (discussed
previously) for that same year with respect to other students. With
respect to each student, a taxpayer must choose between claiming
the proposed credit or the deduction. If, for any taxable year, a tax-
payer chooses to claim the proposed credit with respect to a par-
ticular student, then the deduction will not be available with re-
spect to that particular student for that year (although the deduc-
tion may be available with respect to that student for other taxable
years, such as after the student completes two years of college and
no longer is eligible for the credit). A student would not be eligible
to claim a deduction under the proposal if that student is claimed
as a dependent for tax purposes by another taxpayer. If a parent
claims a student as a dependent, any education expenses paid by
the student would be treated as paid by the parent for purposes of
the proposal. In contrast to the proposed Hope Scholarship tuition
tax credit, there would be no limit on the number of taxable years
for which the proposed deduction for qualified higher education ex-
penses could be claimed with respect to a particular student.

The maximum deduction would be phased out ratably for tax-
payers with modified AGI between $50,000 and $70,000 ($80,000
and $100,000 for joint returns). Modified AGI would include tax-
able Social Security benefits and amounts otherwise excluded with
respect to income earned abroad (or income from Puerto Rico or
U.S. possessions) and would be determined without regard to the
deduction allowed by the proposal. Beginning in 2001, the income
phase-out ranges would be indexed for inflation, rounded down to
the closest multiple of $5,000.

The deduction would be available for "qualified higher education
expenses," meaning tuition and fees required for the enrollment or
attendance of an eligible student (e.g., registration fees, laboratory
fees, and extra charges for particular courses) at an eligible institu-
tion. Charges and fees associated with meals, lodging, student ac-
tivities, athletics, insurance, transportation, books, and similar per-
sonal, living or family expenses would not be deductible. The ex-
penses of education involving sports, games, or hobbies would not
be qualified higher education expenses unless this education is part
of a degree program (or lead to improvement or acquisition of job
skills).

An "eligible student" generally would be one who is enrolled or
accepted or enrollment in a degree, certificate, or other program
(including a program of study abroad approved for credit by the in-
stitution at which such student is enrolled) leading to a recognized
educational credential at an institution of higher education. The
student must pursue a course of study on at least a half-time basis.
However, a student taking a course to improve or acquire job skills
also would be an eligible student for purposes of the deduction. In
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contrast to the proposed Hope Scholarship tuition tax credit (de-
scribed previously), there are no requirements for purposes of the
deduction that the student maintain any grade point average or be
free of felony drug convictions. An eligible student generally could
not be a nonresident alien.

Eligible institutions would be defined by reference to section 481
of the Higher Education Act of 1965. Such institutions generally
would be accredited post-secondary educational institutions offering
credit toward a bachelor's degree, an associate's degree, or another
recognized post-secondary credential. Certain proprietary institu-
tions and post-secondary vocational institutions also would be eligi-
ble institutions. The institution must be eligible to participate in
Department of Education student aid programs.

Qualified education expenses generally would include only out-of-
pocket tuition and fees. Qualified education expenses would not in-
clude expenses covered by educational assistance that is not re-
quired to be included in the gross income of either the student or
the taxpayer claiming the deduction. Thus, total tuition and re-
quired fees would be reduced (prior to the application of the $5,000
or $10,000 deduction limitation) by scholarship or fellowship grants
excludable from gross income under present-law section 117 and
any tax-free veteran's educational benefits.' 0 In addition, qualified
education expenses would be reduced by the interest from U.S. sav-
ings bonds that is excludable from gross income under section 135
for the taxable year. However, no reduction of qualified education
expenses would be required for a gift, bequest, devise, or inherit-
ance within the meaning of section 102(a). If a student's education
expenses for a taxable year are deducted under any other section
of the Code, then such expenses would not be deductible under the
proposal.

The deduction would be available in the taxable year the ex-
penses are paid, subject to the requirement that the education com-
mence or continue during that year or during the first three
months of the next year. Qualified higher education expenses paid
with the proceeds of a loan generally would be eligible for the de-
ductible (rather than repayment of the loan itself). Normal tax ben-
efit rules would apply to refunds (and reimbursement through in-
surance) of previously deducted tuition and fees, making such re-
funds includable in income in the year received.

The Secretary of the Treasury would be granted authority to
issue regulations to implement the proposal, including rules requir-
ing record keeping and information reporting.

Effective Date

The proposal would be effective for payments made on or after
January 1, 1997, for education commencing on or after July 1,
1997. The President's budget proposal contains a tax cut sunset
provision that, if triggered, would sunset the education and job
training tax deduction for calendar years after 2000. See the de-
scription of this sunset mechanism in Part I., above.

10For example, if during a taxable year, a taxpayer pays $8,500 for college tuition, but re-
ceives a $4,000 tax-free scholarship to cover some of those same tuition expenses, then the tax-
payer would be deemed to have paid $4,500 of qualified higher education expenses under the
p.oposal.
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3. Tax incentives for expansion of student loan forgiveness

Present Law

In the case of an individual, gross income subject to Federal in-
come tax does not include any amount from the forgiveness (in
whole or in part) of certain student loans, provided that the for-
giveness is contingent on the student's working for a certain period
of time in certain professions for any of a broad class of employers
(sec. 108(f)).

Student loans eligible for this special rule must be made to an
individual to assist the individual in attending an educational in-
stitution that normally maintains a regular faculty and curriculum
and normally has a regularly enrolled body of students in attend-
ance at the place where its education activities are regularly car-
ried on. Loan proceeds may be used not only for tuition and re-
quired fees, but also to cover room and board expenses (in contrast
to tax free scholarships under section 117, which are limited to tui-
tion and required fees). In addition, the loan must be made by (1)
the United States (or an instrumentality or agency thereof), (2) a
State (or any political subdivision thereof), (3) certain tax-exempt
public benefit corporations that control a State, county, or munici-
pal hospital and whose employees have been deemed to be public
employees under State law, or (4) an educational organization that
originally received the funds from which the loan was made from
the United States, a State, or a tax-exempt public benefit corpora-
tion. Thus, loans made with private, nongovernmental funds are
not qualifying student loans for purposes of the section 108(f) ex-
clusion.

Description of Proposal

The proposal would expand section 108(f) so that an individual's
gross income does not include forgiveness of loans made by tax-ex-
empt charitable organizations (e.g., educational organizations or
private foundations) if the proceeds of such loans are used to pay
costs of attendance at an educational institution or to refinance
outstanding student loans and the student is not employed by the
lender organization. As under present law, the section 108(f) exclu-
sion would apply only if the forgiveness is contingent on the stu-
dent's working for a certain period of time in certain professions for
any of a broad class of employers.

The exclusion would also be expanded to cover forgiveness of di-
rect student loans made through the William D. Ford Federal Di-
rect Loan Program where loan repayment and forgiveness are con-
tingent on the borrower's income level.

Effective Date

The proposal would be effective with respect to amounts other-
wise includible in income after the date of enactment.
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4. Extension of exclusion for employer-provided educational
assistance

Present Law

Under present law, an employee's gross income and wages do not
include amounts paid or incurred by the employer for educational
assistance provided to the employee if such amounts were paid or
incurred pursuant to anzeducational assistance program that meets
certain requirements. The exclusion is limited to $5,250 of edu-
cational assistance with respect to an individual during a calendar
year. The exclusion applies whether or not the education is job re-
lated. Under present law, in the absence of this exclusion, edu-
cational assistance is excludable from income only if it is related
to an employee's current job.

The exclusion for employer-provided educational assistance ex-
pires with respect to courses beginning after June 30, 1997.11 The
exclusion is not available for graduate level courses beginning after
June 30, 1996. Graduate courses are defined as any graduate level
course of a kind normally taken by an individual pursuing a pro-
gram leading to a law, business, marketing or other advanced aca-
demic or professional degree.

Description of Proposal

Under the proposal, the exclusion for employer-provided edu-
cational assistance would be extended through December 31, 2000,
and the provision limiting the exclusion to undergraduate courses
would be retroactively repealed.

Effective Date

The extension of the exclusion would be effective for taxable
years beginning after December 31, 1996. The repeal of the limita-
tion on the exclusion to undergraduate education would be effective
for graduate level courses beginning after June 30, 1996.

5. Small business tax credit for employer-provided edu-
cational assistance

Present Law

Under present law, an employer may deduct certain job-related
training and education expenses, as well as amounts paid or in-
curred for educational assistance provided to employees pursuant
to an educational assistance program that meets certain require-
ments. Employer payments for job-related training and amounts
paid under a qualified educational assistance program up to $5,250
annually are excluded from the gross income and wages of the em-
ployee. The exclusion for employer-provided educational assistance
expires after June 30,1997.12 Under present law, not more than 5

"The legislative history of the Small Business Job Protection Act of 1996 indicated Congres-
sional intent to extend the exclusion for employer-provided educational assistance through May
31, 1997. The statute, however extended the exclusion through June 30, 1997.

12The legislative history of the Small Business Job Protection Act of 1996 indicated Congres-
sional intent to extend the exclusion for employer-provided educational assistance through May
31, 1997. The statute, however, extended the exclusion through June 30, 1997.
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percent of the amounts paid or incurred by the employer during the
year for educational assistance under a qualified educational as-
sistance program can be provided for the class of individuals con-
sisting of more than 5-percent owners of the employer and the
spouses or dependents of such more than 5-percent owners.

Description of Proposal
The proposal would provide a temporary 10-percent income tax

credit for small businesses with respect to expenses incurred for
education of employees by third parties under a qualified employer-
provided educational assistance program. The credit would be
available to employers (including self-employed individuals) where
the business has average annual gross receipts of $10 million or
less for the prior three years.

Effective Date
The proposal would be effective for payments made in taxable

years beginning after December 31, 1997 and before January 1,
2001 with respect to expenses incurred during those years.

C. Provisions Relating to Individual Retirement Plans

Present Law
In general

Under certain circumstances, an individual is allowed a deduc-
tion for contributions to an individual retirement account or an in-
dividual retirement annuity (an "IRA"). An individual generally is
not subject to income tax on amounts held in an IRA, including
earnings on contributions, until the amounts are withdrawn from
the IRA. No deduction is permitted with respect to contributions
made to an IRA for a taxable year after the IRA owner attains age
70V2.

Under present law, the maximum deductible contribution that
can be made to an IRA generally is the lesser of $2,000 or 100 per-
cent of an individual's compensation (earned income in the case of
self-employed individuals). A married taxpayer filing a joint return
is permitted to make the maximum deductible IRA contribution of
up to $2,000 for each spouse (including, for example, a homemaker
who does not work outside the home) if the combined compensation
of both spouses is at least equal to the contributed amount. A sin-
gle taxpayer is permitted to make the maximum deductible IRA
contribution for a year if the individual is not an active participant
in an employer-sponsored retirement plan for the year or the indi-
vidual has adjusted gross income ("AGI") of less than $25,000. A
married taxpayer filing a joint return is permitted to make the
maximum deductible IRA contribution for a year if neither spouse
is an active participant in an employer-sponsored plan or the cou-
ple has combined AGI of less than $40,000.

If a single taxpayer or either spouse (in the case of a married
couple) is an active participant in an employer-sponsored retire-
ment plan, the maximum IRA deduction is phased out over certain
AGI levels. For single taxpayers, the maximum IRA deduction is
phased out between $25,000 and $35,000 of AGI. For married tax-
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payers, the maximum deduction is phased out between $40,000 and
$50,000 of AGI.

Nondeductible IRA contributions
Individuals may make nondeductible IRA contributions to the ex-

tent deductible contributions are not allowed because of the AGI
phaseout and active participant rules. A taxpayer may also elect to
make nondeductible contributions in lieu of deductible contribu-
tions. Thus, any individual may make nondeductible contributions
up to the excess of (1) the lesser of $2,000 or 100 percent of com-
pensation over (2) the IRA deduction claimed by the individual. As
is the case with earnings on deductible IRA contributions, earnings
on nondeductible contributions are not subject to income tax until
withdrawn.

Taxation of withdrawals
Amounts withdrawn from IRAs (other than amounts that rep-

resent a return of nondeductible contributions) are includible in in-
come when withdrawn.

In addition, a 10-percent additional tax applies to withdrawals
from IRAs made before age 59/2, unless the withdrawal is made
(1) on account of a death or disability, (2) in the form of annuity
payments, (3) for medical expenses that exceed 7.5 percent of ad-
justed gross income ("AGI") or (4) for medical insurance (without
regard to the 7.5 percent of AGI floor) if the individual has received
unemployment compensation for at least 12 weeks, and the with-
drawal is made in the year such unemployment compensation is re-
ceived or the following year. If a self-employed individual is not eli-
gible for unemployment compensation under applicable law, then,
to the extent provided in regulations, a self-employed individual is
treated as having received unemployment compensation for at least
12 weeks if the individual would have received unemployment com-
pensation but for the fact that the individual was self-employed.
The exception to the additional tax ceases to apply if the individual
has been reemployed for at least 60 days.

Elective deferrals
Under a qualified cash or deferred arrangement, an individual

can elect to have compensation paid in cash or contributed to a tax-
qualified retirement plan. Amounts contributed at the election of
the employee are referred to as elective deferrals. Elective deferrals
are not includible in income until withdrawn from the plan. Quali-
fied cash or deferred arrangements are subject to the same rules
applicable to qualified plans generally, and are also subject to addi-
tional requirements. One of these additional requirements is that
the maximum amount of elective deferrals that can be made in a
year by an individual is limited to $9,500 in 1997. This dollar limit
is indexed for inflation in $500 increments. A similar limit applies
to elective deferrals under similar arrangements (e.g., tax-sheltered
annuities).



Description of Proposal
In general

In general, the proposal would (1) increase the present-law in-come limits (in two steps) on deductible IRA contributions and in-
crease the income phase-out range to $20,000 (so that, for married
taxpayers in 1997, 1998, and 1999, the income phase-out range
would be $70,000 to $90,000 of AGI, and $80,000 to $100,000 there-
after; and for single taxpayers in 1997 1998, and 1999, the income
phase-out range would be $45,000 to $65,000 of AGI, and $50,000
to $70,000 thereafter); (2) index the $2,000 IRA contribution limit
and the income limits; (3) coordinate the IRA contribution limit
with the elective deferral limit; (4) create nondeductible tax-free
IRAs called "Special IRAs;" and (5) provide an exception from the
10-percent early withdrawal tax for IRA distributions used for
higher education expenses, first-time home buyer expenses, medical
expenses (in excess of 7.5 percent of AGI) of the individual's child,
grandchild parent or grandparent, and distributions to individuals
who have been receiving unemployment compensation for at least
12 weeks. The proposal would also provide that IRA assets can be
invested in qualified State tuition program instruments.
Deductible IRA contributions

The proposal would increase the income limits at which the max-
imum IRA deduction is phased out for active participants in em-
ployer-sponsored retirement plans in two steps. For married tax-
payers in 1997 1998, and 1999, the income phase-out range would
be $70,000 to $90,000 of AGI, and $80,000 to $100,000 thereafter.
For single taxpayers in 1997, 1998, and 1999, the income phase-
out range would be $45,000 to $65,000 of AGI and $50,000 to
$70,000 thereafter. The income thresholds would be indexed for in-
flation, beginning after 2000.

The IRA deduction limit would be coordinated with the limit on
elective deferrals so that the maximum allowable IRA deduction for
a year could not exceed the excess of the elective deferral limit over
the amount of elective deferrals made by the individual.

The proposal would provide that the exception to the early with-
drawal tax for distributions after age 59V2 does not apply to
amounts that have been held in an IRA for less than 5 years.
Inflation adjustment for IRA contribution limit

The $2,000 IRA deduction limit would be indexed for inflation for
taxable years beginning after 1997.

Nondeductible tax-free IRAs
Under the proposal, individuals who are eligible to make deduct-

ible IRA contributions also would be eligible to make nondeductible
contributions to a Special IRA. Special IRAs generally would be
treated the same as IRAs but also would be subject to special
rules. The IRA deduction limit and the limit on contributions to
Special IRAs would be coordinated. Thus, the maximum contribu-
tion that could be made in a year to a Special IRA would be the
excess of the IRA deduction limit applicable to the individual over
the amount of the individual's deductible IRA contributions. Dis-
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tributions from Special IRAs would not be includible in income to
the extent attributable to contributions that had been in the Spe-
cial IRA for at least five years. Withdrawals of earnings from Spe-
cial IRAs during the 5-year period after contribution would be sub-
ject to income tax, and also would be subject to the 10-percent tax
on early withdrawals unless used for one of the special purposes
described below (or unless a present-law exception to the tax, other
than the exception for distributions after age 59Y2, applies).

An individual whose AGI for a year does not exceed $100,000 for
married taxpayers and $70,000 for single taxpayers could convert
an existing IRA into a Special IRA without being subject to the 10-
percent tax on early withdrawals. The amount transferred from the
deductible IRA to the Special IRA generally would be includible in
the individual's income in the year of the transfer.' 3 However, if a
transfer is made before 1999, the amount to be included in the in-
dividual's income with respect to the transfer would be spread
evenly over four taxable years.14

Special purpose withdrawals
The proposal would provide exceptions to the 10-percent early

withdrawal tax for distributions from IRAs or Special IRAs used
for certain special purposes. Penalty-free withdrawals would be
withdrawals (1) for qualified higher education expenses of the tax-
payer, the taxpayer's spouse, or the taxpayer's child or grandchild
(whether or not a dependent), (2) for acquisition of a principal resi-
dence for a first-time home buyer who is the taxpayer, the tax-
payer's spouse, or the taxpayer's child or grandchild, (3) for medical
expenses (in excess of 7.5 percent of AGI) of the individual's child,
grandchild, parent or grandparent, whether or not that person oth-
erwise qualifies as the individual's dependent, and (4) made by in-
dividuals who have been receiving unemployment compensation for
at least 12 consecutive weeks.

Investment in qualified State prepaid tuition program in-
struments

The proposal woald provide that any IRA assets can be invested
in qualified State tuition program instruments. To the extent the
instrument is converted into tuition and fees, the account holder
would be treated as receiving a distribution equal to the cost of
such tuition and fees as of the time of the conversion. Further,
such a deemed distribution would be treated as a special purpose
withdrawal for qualified higher education expenses, and thus
would not be subject to the 10-percent additional tax on early with-
drawals. The tax treatment of the deemed distribution would de-
pend on whether the instrument is held by an IRA or a Special
IRA.

" The amount transferred would not be included in the taxpayer's AGI for purposes of apply-
ing the income limits on IRA contributions to the taxpayer for the year of transfer.4 In the case of such a transfer before 1999, the amount of such transfer would also be taken
into account for purposes of the 15-percent excise tax on excess distributions ratably over a four-
year period.
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Effective Date

The proposal would generally be effective on January 1, 1997.
The President's budget proposal contains a tax cut sunset provision
that, if triggered, would sunset some of the expanded IRA provi-
sions for calendar years after 2000. See the description of this sun-
set mechanism in Part I., above. A document provided by the
Treasury Department indicates that the sunset would apply to (1)
the increased income limits, (2) the increased IRA deduction limit,
(3) contributions to Special IRAs, and (4) rollovers from deductible
IRAs to Special IRAs.

D. Exclusion of Capital Gains on Sale of Principal Residence

Present Law

Rollover of gain
No gain is recognized on the sale of a principal residence if a new

residence at least equal in cost to the sales price of the old resi-
dence is purchased and used by the taxpayer as his or her principal
residence within a specified period of time (sec. 1034). This replace-
ment period generally begins two years before and ends two years
after the date of sale of the old residence. The basis of the replace-
ment residence is reduced by the amount of any gain not recog-
nized on the sale of the old residence by reason of this gain rollover
rule.

One-time exclusion
In general, an individual, on a one-time basis, may exclude from

gross income up to $125,000 of gain from the sale or exchange of
a principal residence if the taxpayer (1) has attained age 55 before
the sale, and (2) has owned the property and used it as a principal
residence for three or more of the five years preceding the sale (sec.
121).

Description of Proposal

A taxpayer generally would be able to exclude up to $250,000
($500,000 if married filing a joint return) of capital gain realized
on the sale or exchange of a principal residence. The exclusion
would be allowed each time a taxpayer selling or exchanging a
principal residence meets the eligibility requirements, but gen-
erally no more frequently than once every two years. The proposal
provides that gain would be recognized to the extent of any depre-
ciation allowable with respect to the rental or business use of such
principal residence for periods after December 31, 1996.

To be eligible for the exclusion, a taxpayer must have owned a
residence and occupied it as a principal residence for at least two
of the five years prior to the sale or exchange of the residence. A
taxpayer who is forced to sell without meeting these requirements
(e.g., because of a change of place of employment or medical rea-
sons) would be able to exclude the fraction of the $250,000
($500,000 if married filing a joint return) equal to the fraction of
two years that these requirements are met.
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In the case of joint filers not sharing a principal residence, an ex-
clusion of $250,000 would be available on a qualifying sale or ex-
change of the principal residence of one of the spouses. Similarly,
if a single taxpayer who is otherwise eligible for an exclusion mar-
ries someone who has used the exclusion within the two years prior
to the marriage, the proposal would allow the newly married tax-
payer a maximum exclusion of $250,000. Once both spouses satisfy
the eligibility rules and two years have passed since the last exclu-
sion was allowed to either of them, the taxpayers may exclude
$500,000 of gain on their joint return.

Effective Date

The proposal would be available for all sales or exchanges of a
principal residence occurring on or after January 1, 1997, and
would replace the present-law rollover and one-time exclusion pro-
visions applicable to principal residences. In the case of sales or ex-
changes occurring between January 1, 1997 and the date of enact-
ment, taxpayers could elect whether to apply the new exclusion or
prior law. For a taxpayer who acquired his or her current principal
residence in a rollover transaction within the five years prior to the
date of enactment, the residency requirement of the proposal would
be applied by taking into account the period of the taxpayer's resi-
dence in the previous principal residence.

b

L, L

A



III. DISTRESSED AREAS INITIATIVES

A. Expand Empowerment Zones and Enterprise
Communities

Present Law

In general
Pursuant to the Omnibus Budget Reconciliation Act of 1993

(OBRA 1993), the Secretaries of the Department of Housing and
Urban Development (HUD) and the Department of Agriculture des-
ignated a total of nine empowerment zones and 95 enterprise com-
munities on December 21, 1994. As required by law, six
empowerment zones are located in urban areas (with aggregate
population for the six designated urban empowerment zones lim-
ited to 750,000) and three empowerment zones are located in rural
areas.05 Of the enterprise communities, 65 are located in urban
areas and 30 are located in rural areas (sec. 1391). Designated
empowerment zones and enterprise communities were required to
satisfy certain eligibility criteria, including specified poverty rates
and population and geographic size limitations (sec. 1392).

The following tax incentives are available for certain businesses
located in empowerment zones: (1) a 20-percent wage credit for the
first $15,000 of wages paid to a zone resident who works in the
zone; (2) an additional $20,000 of section 179 expensing for "quali-
fied zone property" placed in service by an "enterprise zone busi-
ness" (accordingly, certain businesses operating in empowerment
zones are allowed up to $38,000 of expensing for 1997); and (3) spe-
cial tax-exempt financing for certain zone facilities (described in
more detail below).

The 95 enterprise communities are eligible for the special tax-ex-
empt financing benefits but not the other tax incentives available
in the nine empowerment zones. In addition to these tax incen-
tives, OBRA 1993 provided that Federal grants would be made to
designated empowerment zones and enterprise communities.

The tax incentives for empowerment zones and enterprise com-
munities generally will be available during the period that the des-
ignation remains in effect, i.e., a 10-year period.

Definition of "qualified zone property"
Present-law section 1397C defines "qualified zone property" as

depreciable tangible property (including buildings), provided that:
(1) the property is acquired by the taxpayer (from an unrelated
party) after the zone or community designation took effect; (2) the
original use of the property in the zone or community commences
with the taxpayer; and (3) substantially all of the use of the prop-
erty is in the zone or community in the active conduct of a trade
or business by the taxpayer in the zone or community. In the case
of property which is substantially renovated by the taxpayer, how-
ever, the property need not be acquired by the taxpayer after zone

i The six designated urban empowerment zones are located in New York City, Chicago, At-
lanta, Detroit, Baltimore and Philadelphia-Camden (New Jersey). The three designated rural
empowerment zones are located in Kentucky Highlands (Clinton, Jackson, and Wayne counties,
Kentucky), Mid-Delta Mississippi (Bolivar, Holmes, Humphreys, Leflore counties, Mississippi),
and Rio Grande Valley Texas (Cameron, Hidalgo, Starr, and Willacy counties, Texas).
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or community designation or originally used by the taxpayer within
the zone or community if, during any 24-month period after zone
or community designation, the additions to the taxpayer's basis in
the property exceed 100 percent of the taxpayer's basis in the prop-
erty at the beginning of the period, or $5,000 (whichever is great-
er).

Definition of "enterprise zone business"
Present-law section 1397B defines the term "enterprise zone

business" as a corporation or partnership (or proprietorship) if for
the taxable year: (1) the sole trade or business of the corporation
or partnership is the active conduct of a qualified business within
an empowerment zone or enterprise community; (2) at least 80 per-
cent of the total gross income is derived from the active conduct of
a "qualified business" within a zone or community; (3) substantially
all of the business's tangible property is used within a zone or com-
munity; (4) substantially all of the business's intangible property is
used in, and exclusively related to, the active conduct of such busi-
ness; (5) substantially all of the services performed by employees
are performed within a zone or community; (6) at least 35 percent
of the employees are residents of the zone or community; and (7)
no more than 5 percent of the average of the aggregate unadjusted
bases of the property owned by the business is attributable to (a)
certain financial property, or (b) collectibles not held primarily for
sale to customers in the ordinary course of an active trade or busi-
ness.

A "qualified business" is defined as any trade or business other
than a trade or business that consists predominantly of the devel-
opment or holding of intangibles for sale or license. 6In addition,
the leasing of real property that is located within the empowerment
zone or community to others is treated as a qualified business only
if (1) the leased property is not residential property, and (2) at
least 50 percent of the gross rental income from the real property
is from enterprise zone businesses. The rental of tangible personal
property to others is not a qualified business unless substantially
all of the rental of such property is by enterprise zone businesses
or by residents of an empowerment zone or enterprise community.

Tax-exempt financing rules
Tax-exempt private activity bonds may be issued to finance cer-

tain facilities in empowerment zones and enterprise communities.
These bonds, along with most private activity bonds, are subject to
an annual private activity bond State volume cap equal to $50 per
resident of each State, or (if greater) $150 million per State.

Qualified enterprise zone facility bonds are bonds 95 percent or
more of the net proceeds of which are used to finance (1) "qualified
zone property" (as defined above) the principal user of which is an
"enterprise zone business" (also defined above17), or (2) functionally
related and subordinate land located in the empowerment zone or

I6Also, a qualified business does not include certain facilities described in section
144(cX6)BXe.g., massage parlor, hot tub facility, or liquor store) or certain large farms.

"17 For purposes of the tax-exempt financing rules, an "enterprise zone business" also includes
a business located in a zone or community which would qualify as an enterprise zone business
if it were separately incorporated.
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enterprise community. These bonds may only be issued while an
empowerment zone or enterprise community designation is in ef-
fect.

The aggregate face amount of all qualified enterprise zone bonds
for each qualified enterprise zone business may not exceed $3 mil-
lion per zone or community. In addition, total qualified enterprise
zone bond financing for each principal user of these bonds may not
exceed $20 million for all zones and communities.

Description of Proposal
To amend the Internal Revenue Code of 1986 Two additional

empowerment zones with same tax incentives as pre-
viously designated empowerment zones

The Secretary of HUD would be authorized to designate two ad-
ditional empowerment zones located in urban areas (thereby in-
creasing to eight the total number of empowerment zones located
in urban areas) with respect to which would apply the same tax in-
centives (i.e., the wage credit, additional expensing, and special
tax-exempt financing) as are available within the empowerment
zones authorized by OBRA 1993. The two additional empowerment
zones would be subject to the same eligibility criteria under
present-law section 1392 that applied to the original six urban
empowerment zones. In order to permit designation of these two
additional empowerment zones, the proposal would increase the
present-law 750,000 aggregate population cap applicable to
empowerment zones located in urban areas to a cap of one million
aggregate population for the eight urban empowerment zones. No
additional Federal grants would be authorized.

The two empowerment zones would be required to be designated
within 180 days after enactment, and the designations generally
would remain in effect for 10 years.

Designation of additional empowerment zones and enterprise
communities

In addition, the proposal would authorize the Secretaries of HUD
and Agriculture to designate an additional 20 empowerment zones
(no more than 15 in urban areas and no more than five in rural
areas) and an additional 80 enterprise communities (no more than
50 in urban areas and no more than 30 in rural areas).' 8 With re-
spect to these additional empowerment zones and enterprise com-
munities, the present-law eligibility criteria would be expanded
slightly. First, the square mileage limitations of present law (i.e.,
20 square miles for urban areas and 1,000 for rural areas) would
be expanded to allow the empowerment zones to include an addi-
tional 2,000 acres and enterprise communities to include an addi-
tional 1,000 acres. This additional acreage, which could be devel-
oped for commercial or industrial purposes, would not be subject to
the poverty rate criteria and could be divided among up to three
noncontiguous parcels. In addition, the present-law requirement
that at least half of the nominated area consist of census tracts
with poverty rates of 35 percent or more would not be applicable.

"1 Under the proposal, areas located within Indian reservations would be eligible for designa-
tion as empowerment zones or enterprise communities.
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Thus, under present-law section 1392(a)(4), at least 90 percent of
the census tracts within a nominated area must have a poverty
rate of 25 percent or more, and the remaining census tracts must
have a poverty rate of 20 percent or more. 19 For this purpose, cen-
sus tracts with populations under 2,000 would be treated as satis-
fying the 25-percent poverty rate criteria if (1) at least 75 percent
of the tract was zoned for commercial or industrial use and (2) the
tract was contiguous to one or more other tracts that actually have
a poverty rate of 25 -vrcent or more.

Within the 20 additional empowerment zones, qualified "enter-
prise zone businesses" would be eligible to receive up to $20,000 of
additional section 179 expensing 20 and to utilize special tax-exempt
financing benefits. The Administration's proposed "brownfields" tax
incentive (described elsewhere) also would be available within all
designated empowerment zones. Businesses within the 20 addi-
tional empowerment zones would not, however, be eligible to re-
ceive the present-law wage credit available within the 11 other des-
ignated empowerment zones (i.e., the wage credit would be avail-
able only in the nine present-law zones and two urban zn s des-
ignated under the first part of the proposal).

Within the 80 additional enterprise communities, qualified, en-
terprise zone businesses" would (as within the present-law e er-
prise communities) be eligible to utilize special tax-exempt fir. ic-
ing benefits, as well as the "brownfields" tax incentives that applies
to all designated zones and communities.

The 20 additional empowerment zones and 80 additional enter-
prise communities would be required to be designated before 1999,
and the designations generally would remain in effect for 10 years.

Modification of definition of enterprise zone business
The proposal would modify the present-law requirement of sec-

tion 1397B that an entity may qualify as an "enterprise zone busi-
ness" only if (in addition to the other present-law criteria) at least
80 percent of the total gross income of such entity is derived from
the active conduct of a qualified business within an empowerment
zone or enterprise community. The proposal would liberalize this
present-law requirement by reducing the percentage threshold so
that an entity could qualify as an enterprise zone business if at
least 50 percent of the total gross income of such entity is derived
from the active conduct of a qualified business within an
empowerment zone or enterprise community (assuming that the
other criteria of section 1397B are satisfied).

In addition, section 1397B would be modified so that rather than
requiring that "substantially all" tangible and intangible property
(and employee services) of an enterprise zone business be used (and
performed) within a designated zone or community, a "substantial
portion" of tangible and intangible property (and employee services)
of an enterprise zone business would be required to be used (and
performed)) within a designated zone or community. Moreover, the
proposal would further amend the section 1397B rule governing in-

"19 In lieu of the poverty criteria, outmigration may be taken into account in designating one
rural empowerment zone and up to five rural enterprise communities.

2OHowever the additional section 179 expensing would not be available within the additional
2,000 acres allowed to be included under the proposal within an empowerment zone.
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tangible assets so that a substantial portion of an entity's intangi-
ble property must be used in the active conduct of a qualified busi-
ness within a zone or community, but there will be no need (as
under present law) to determine whether the use of such assets is
"exclusively related to" such business. However, the present-law
rule of section 1397B(d)(4) would continue to apply, such that a
"qualified business" would not include any trade or business con-
sisting predominantly of the development or holding or intangibles
for sale or license. The proposal also would clarify that an enter-
prise zone business that leases to others commercial property with-
in a zone or community may rely on a lessee's certification that the
lessee is an enterprise zone business. Finally, the proposal would
provide that the rental to others of tangible personal property shall
be treated as a qualified business if and only if at least 60 percent
of the rental of such property is by enterprise zone businesses or
by residents of a zone or community (rather than the present-law
requirement that "substantially all" tangible personal property
rentals of an enterprise zone business satisfy this test).

This modified "enterprise zone business" definition would apply
to all previously designated and newly designated empowerment
zones and enterprise communities.

Tax-exempt financing rules

Exceptions to volume cap
The proposal would allow "new empowerment zone facility

bonds" to be issued for qualified enterprise zone businesses in the
20 additional empowerment zones authorized to be designated
under the proposal. These bonds would not be subject to the State
private activity bond volume caps or the special limits on issue size
applicable to qualified enterprise zone facility bonds under present
law. The maximum amount of these bonds that could be issued
would be limited to $60 million per rural zone, $130 million per
urban zone with a population of less than 100,000, and $230 mil-
lion per urban zone with a population of 100,000 or more.

Changes to certain rules applicable to both empowerment zone
facility bonds and qualified enterprise community facility bonds

Qualified enterprise zone businesses located in newly designated
empowerment zones and enterprise communities, as well as those
located in previously designated empowerment zones and enter-
prise communities, would be eligible for special tax-exempt bond fi-
nancing under present-law rules, subject to the modifications de-
scribed below (and the exception to the volume cap described above
for newly designated empowerment zones).

The proposal would waive until the end of a "startup period" the
requirement that 95 percent or more of the proceeds of bond issue
be used by a qualified enterprise zone business. With respect to
each property the startup period would end at the beginning of the
first taxable year beginning more than two years after the later of
(1) the date of the bond issue financing such property, or (2) the
date the property was placed in service (but in no event more than
three years after the date of bond issuance). This waiver would
only be available if at the beginning of the startup period there is
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a reasonable expectation that the use by a qualified enterprise zone
business would be satisfied at the end of the startup period and the
business makes bona fide efforts to satisfy the enterprise zone busi-
ness definition.

The proposal also would waive the requirements of an enterprise
zone business (other than the requirement that at least 35 percent
of the business' employees be residents of the zone or community)
for all years after a prescribed testing period equal to first three
taxable years after the startup period.

Finally, the proposal would relax the rehabilitation requirement
for financing existing property with qualified enterprise zone facil-
ity bonds. In the case of property which is substantially renovated
by the taxpayer, the property would not need to be acquired by the
taxpayer after zone or community designation or originally used by
the taxpayer within the zone if, during any 24-month period after
zone or community designation, the additions to the taxpayer's
basis in the property exceeded 15 percent of the taxpayer's basis
at the beginning of the period, or $5,000 (whichever is greater).

Effective Date
The proposed two additional urban empowerment zones (within

which would be available the same tax incentives as are available
in the empowerment zones designated pursuant to OBRA 1993)
would be designated within 180 days after enactment. The pro-
posed 20 additional empowerment zones (within which the wage
credit would not be available) and the 80 additional enterprise com-
munities would be designated after enactment but prior to Januar
1, 1999. For purposes of the additional section 179 expensing avail-
able within empowerment zones, the modifications to the definition
of "enterprise zone business" would be effective for taxable years
beginning on or after the date of enactment.

The proposed changes to the tax-exempt financing rules would be
effective for qualified enterprise zone facility bonds and the new
empowerment zone facility bonds issued after the date of enact-
ment. The President's budget proposal contains a tax cut sunset
provision that, if triggered, would sunset the expanded
empowerment zones and enterprise communities for calendar years
after 2000. See the description of this sunset mechanism in Part
I., above.

B. Expensing of Environmental Remediation Costs
("Brownfields")

Present Law
Code section 162 allows a deduction for ordinary and necessary

expenses paid or incurred in carrying on any trade or business.
Treasury Regulations provide that the cost of incidental repairs
which neither materially add to the value of property nor appre-
ciably prolong its life, but keep it in an ordinarily efficient operat-
ing condition, may be deducted currently as a business expense.
Section 263(a)(1) limits the scope of section 162 by prohibiting a
current deduction for certain capital expenditures. Treasury Regu-
lations define "capital expenditures" as amounts paid or incurred
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to materially add to the value, or substantially prolong the useful
life, of property owned by the taxpayer, or to adapt property to a
new or different use. Amounts paid for repairs and maintenance do
not constitute capital expenditures. The determination of whether
an expense is deductible or capitalizable is based on the facts and
circumstances of each case.

Treasury regulations provide that capital expenditures include
the costs of acquiring or substantially improving buildings, machin-
ery, equipment, furniture, fixtures and similar property having a
useful life substantially beyond the current year. In INDOPCO,
Inc. v. Commissioner, 112 S. Ct. 1039 (1992), the Supreme Court
required the capitalization of legal fees incurred by a taxpayer in
connection with a friendly takeover by one of its customers on the
grounds that the merger would produce significant economic bene-
fits to the taxpayer extending beyond the current year; capitaliza-
tion of the costs thus would match the expenditures with the in-
come produced. Similarly, the amount paid for the construction of
a filtration plant, with a life extending beyond the year of comple-
tion, and as a permanent addition to the taxpayer's mill property,
was a capital expenditure rather than an ordinary and necessary
current business expense. Woolrich Woolen Mills v. United States,
289 F.2d 444 (3d Cir. 1961).

Although Treasury regulations provide that expenditures that
materially increase the value of property must be capitalized, they
do not set forth a method of determining how and when value has
been increased. In Plainfield-Union Water Co. v. Commissioner, 39
T.C. 333 (1962), nonacq., 1964-2 C.B. 8, the U.S. Tax Court held
that increased value was determined by comparing the value of an
asset after the expenditure with its value before the condition ne-
cessitating the expenditure. The Tax Court stated that "an expend-
iture which returns property to the State it was in before the situa-
tion prompting the expenditure arose, and which does not make
the relevant property more valuable, more useful, or longer-lived,
is usually deemed a deductible repair."

In several Technical Advice Memoranda (TAM), the Internal Rev-
enue Service (IRS) declined to apply the Plainfield Union valuation
analysis, indicating that the analysis represents just one of several
alternative methods of determining increases in the value of an
asset. In TAM 9240004 (June 29, 1992), the IRS required certain
asbestos removal costs to be capitalized rather than expensed. In
that instance, the taxpayer owned equipment that was manufac-
tured with insulation containing asbestos; the taxpayer replaced
the asbestos insulation with less thermally efficient, non-asbestos
insulation. The IRS concluded that the expenditures resulted in a
material increase in the value of the equipment because the asbes-
tos removal eliminated human health risks, reduced the risk of li-
ability to employees resulting from the contamination, and made
the property more marketable. Similarly, in TAM 9411002 (Novem-
ber 19, 1993), the IRS required the capitalization of expenditures
to remove and replace asbestos in connection with the conversion
of a boiler room to garage and office space. However, the IRS per-
mitted deduction of costs of encapsulating exposed asbestos in an
adjacent warehouse.
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In 1994, the IRS issued Rev. Rul. 94-38, 1994-1 C.B. 35, holding
that soil remediation expenditures and ongoing water treatment
expenditures incurred to clean up land and water that a taxpayer
contaminated with hazardous waste are deductible. In this ruling,
the IRS explicitly accepted the Plainfield Union valuation analy-
sis.2 1 However, the IRS also held that costs allocable to construct-
ing a groundwater treatment facility are capital expenditures.

In 1995, the IRS issued TAM 9541005 (October 13, 1995) requir-
ing a taxpayer to capitalize certain environmental study costs, as
well as associated consulting and legal fees. The taxpayer acquired
the land and conducted activities causing hazardous waste con-
tamination. After the contamination, but before it was discovered,
the company donated the land to the county to be developed into
a recreational park. After the county discovered the contamination,
it reconveyed the land to the company for $1. The company in-
curred the costs in developing a remediation strategy. The IRS held
that the costs were not deductible under section 162 because the
company acquired the land in a contaminated state when it pur-
chased the land from the county. In January, 1996, the IRS re-
voked and superseded TAM 9541005 (PLR 9627002). Noting that
the company's contamination of the land and liability for remedi-
ation were unchanged during the break in ownership by the coun-
ty, the IRS concluded that the break in ownership should not, in
and of itself, operate to disallow a deduction under section 162.

Description of Proposal

The proposal would provide that taxpayers could elect to treat
certain environmental remediation expenditures that would other-
wise be chargeable to capital account as deductible in the year paid
or incurred. The deduction would apply for both regular and alter-
native minimum tax purposes. The expenditure must be incurred
in connection with the abatement or control of hazardous sub-
stances at a qualified contaminated site. In general, any expendi-
ture for the acquisition of depreciable property used in connection
with the abatement or control of hazardous substances at a quali-
fied contaminated site would not constitute a qualified environ-
mental remediation expenditure. However, depreciation deductions
allowable for such property which would otherwise be allocated to
the site under the principles set forth in Comm'r v. Idaho Power
Co.22 and section 263A would be treated as qualified environmental
remediation expenditures.

A "qualified contaminated site" generally would be 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 generally would include (1)
empowerment zones and enterprise communities (as designated

2' Rev. Rul. 94-38 generally rendered moot the holding in TAM 9315004 (December 17, 1992)
requiring a taxpayer to capitalize certain costs associated with the remediation of soil contami-
nated with polychlorinated biphenyls (PCBs).

"22 Comm'r v. Idaho Power Co., 418 U.S. 1 (1974) (holding that equipment depreciation alloca-
ble to the taxpayer's construction of capital facilities must be capitalized under section
263(aX1)).
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under present law and to be designated under the proposal); (2)
sites announced before February, 1997, as being subject to one of
the 76 Environmental Protection Agency (EPA) 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.

Both urban and rural sites would qualify. However, sites that are
identified on the national priorities list under the Comprehensive
Environmental Response, Compensation, and Liability Act of 1980
(CERCLA) could not be targeted areas. Appropriate State environ-
mental agencies would be designated by the EPA; if no State agen-
cy is designated, the EPA would be responsible for providing the
certification. Hazardous substances generally would be defined by
reference to sections 101(14) and 102 of CERCLA, subject to addi-
tional limitations applicable to asbestos and similar substances
within buildings, certain naturally occurring substances such as
radon, and certain other substances released into drinking water
supplies due to deterioration through ordinary use.

The proposal further would provide that, in the case of property
to which a qualified environmental remediation expenditure other-
wise would have be capitalized, any deduction allowed under the
proposal would be treated as a depreciation deduction and the
property would be treated as subject to section 1245. Thus, deduc-
tions for qualified environmental remediation expenditures would
be subject to recapture as ordinary income upon sale or other dis-
position of the property.

Effective Date

The proposal would apply to eligible expenditures incurred after
the date of enactment. The President's budget proposal contains a
tax cut sunset provision that, if triggered, would sunset the
expensing of environmental remediation costs for calendar years
after 2000. See the description of this sunset mechanism in Part
I., above.

C. Tax Credit for Equity Investments in Community
Development Financial Institutions

Present Law

The Community Development Financial Institutions Fund (the
"CDFI Fund") was created by the Community Development Bank-
ing and Financial Institutions Act of 1994. Administered by the De-
partment of the Treasury, the CDFI Fund provides equity invest-
ments, grants, loans, and technical assistance to qualifying commu-
nity development financial institutions ("CDFIs"). Qualifying
CDFIs are organizations that have community development as
their primary mission and that develop a range of programs and
methods to accomplish that mission. CDFIs and their investors are
not eligible for any special tax incentives under present law.

Description of Proposal

The proposal would provide $100 million in nonrefundable gen-
eral business tax credits for qualifying equity investments in
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CDFIs between 1997 and 2006. The credits would be allocated
among equity investors by the CDFI Fund through a competitive
bidding process. The maximum credit allocable to a particular in-
vestment would be 25 percent of the amount invested, although the
CDFI Fund could negotiate a lower percentage.

The credit would be available in the taxable year in which the
qualifying investment is made. Unused credits could be carried for-
ward for 15 years and back three years, but no credit could be car-
ried back to taxable years beginning prior to the date of enactment.
The credit could be used to offset up to 25 percent of a taxpayer's
alternative minimum tax liability. An investor's basis in its equity
interest would be reduced by the amount of credit claimed. The
credit would be subject to recapture in the event of a sale or other
disposition of the equity interest within five years after the date of
acquisition.

Effective Date
The credit would be available for qualifying investments made in

taxable years beginning after December 31, 1996.
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IV. WELFARE-TO-WORK TAX CREDIT

Present Law

The work opportunity tax credit is available on an elective basis
for employers hiring individuals from one or more of seven targeted
groups. The credit generally is equal to 35 percent of qualified
wages. Qualified wages consist of wages attributable to service ren-
dered by a member of a targeted group during the one-year period
beginning with the day the individual begins work for the em-
ployer. For a vocational rehabilitation referral, however, the period
will begin on the day the individual begins work for the employer
on or after the beginning of the individual's vocational rehabilita-
tion plan as under prior law.

For purposes of the work opportunity tax credit, the targeted
groups for which the credit is available include (1) families receiv-
ing Aid to Families with Dependent Children (AFDC), (2) qualified
ex-felons, (3) high-risk youth, (4) vocational rehabilitation referrals,
(5) qualified summer youth employees, (6) qualified veterans, and
(7) families receiving food stamps.

Generally, no more than $6,000 of wages during the first year of
employment is permitted to be taken into account with respect to
any individual. Thus, the maximum credit per individual is $2,100.
With respect to qualified summer youth employees, the maximum
credit is 35 percent of up to $3,000 of qualified first-year wages, for
a maximum credit of $1,050.

The deduction for wages is reduced by the amount of the credit.
The work opportunity tax credit is effective for wages paid or in-

curred to a qualified individual who begins work for an employer
after September 30, 1996, and before October 1, 1997.23

Description of Proposal

The proposal provides to employers a 50-percent credit on the
first $10,000 of eligible wages paid to qualified long-term family as-
sistance (AFDC or its successor program) recipients for both the
first and second years of employment. The maximum credit each
year would be $5,000 per qualified employee.

Qualified long-term family assistance recipients would include:
(1) members of a family that has received family assistance for at
least 18 consecutive months ending on the hiring date; (2) members
of a family that has received family assistance for a total of at least
18 months (whether or not consecutive) after the date of enactment
of this credit if they are hired within 2 years after the date that
the 18-month total is reached; and (3) members of a family who are
no longer eligible for family assistance because of either Federal or
State time limits, if they are hired within 2 years after the Federal
or State time limits made the family ineligible for family assist-
ance.

Eligible wages would include amounts paid by the employer for
the following: (1) educational assistance excludable under a section
127 program (or that would be excludable but for the expiration of
section 127); (2) health plan coverage for the employee, but not

- See the proposal described below to extend and expand the work opportunity tax credit.
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more than the applicable premium defined under section
4980B(f)(4); and (3) dependent care assistance excludable under
section 129.

Effective Date
The proposal would be effective for wages paid or incurred to a

qualified individual who begins work for an employer on or after
the date of enactment and before October 1, 2000.

*
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V. EXPANSION OF ESTATE TAX EXTENSION PROVISIONS
FOR CLOSELY HELD BUSINESSES

Present Law

In general, the estate tax is due within nine months of a dece-
dent's death. Under Code section 6166, an executor generally may
elect to pay the Federal estate tax attributable to an interest in a
closely held business in installments over, at most, a 14-year pe-
riod. If the election is made, the estate pays only interest for the
first four years, followed by up to 10 annual installments of prin-
cipal and interest. Interest is generally imposed at the rate applica-
ble to underpayments of tax under section 6621 (i.e., the Federal
short-term rate plus 3 percentage points). Under section 6601(j),
however, a special 4-percent interest rate applies to the amount of
deferred estate tax attributable to the first $1,000,000 in value of
the closely-held business. All interest paid on the deferred estate
tax is allowed as a deduction against either the estate tax or the
estate's income tax obligation. If the deduction is taken against the
estate tax, supplemental returns must be filed each year to recom-
pute the value of the taxable estate.

To qualify for the installment payment election, the business
must be an active trade or business and the value of the decedent's
interest in the closely held business must exceed 35 percent of the
decedent's adjusted gross estate. An interest in a closely held busi-
ness includes: (1) any interest as a proprietor in a business carried
on as a proprietorship; (2) any interest in a partnership carrying
on a trade or business if the partnership has 15 or fewer partners,
or if at least 20 percent of the partnership's assets are included in
determining the decedent's gross estate; or (3) stock in a corpora-
tion if the corporation has 15 or fewer shareholders, or if at least
20 percent of the value of the voting stock is included in determin-
ing the decedent's gross estate. In general, the installment pay-
ment election is available only if the estate directly owns an inter-
est in a closely held active trade or business. Under a special rule,
however, an executor may elect to look through certain non-pub-
licly traded holding companies that own stock in a closely held ac-
tive trade or business, but if the election is made, neither the five-
year deferral (i.e., the provision that requires no principal pay-
ments until the fifth year) nor the special 4-percent rate applies.

If the installment payment election is made, a special estate tax
lien applies to any property on which tax is deferred for the install-
ment payment period.

Description of Proposal

The proposal would increase the amount of value in a closely
held business that would be eligible for the special low interest
rate, from $1,000,000 to $2,500,000. Interest paid on the deferred
estate tax would not be deductible for estate or income tax pur-
poses, but the 4-percent rate would be reduced to 2 percent, and
the deferred estate tax on any value of a closely held business in
excess of $2,500,000 would be subject to interest at a rate equal to
45 percent of the usual rate applicable to tax underpayments.
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The proposal also would expand the availability and benefits of
the holding company exception to include partnerships that func-
tion as holding companies, and would clarify and expand the non-
readily tradeable stock requirement to include non-publicly traded
partnerships. In addition, an estate using the holding company ex-
ception (as modified by the proposal) would be able to take advan-
tage of the five-year deferral and special 2-percent rate, thus pro-
viding the same relief to closely held businesses whether owned di-
rectly or through holding companies.

Finally, the proposal would authorize the Secretary of the Treas-
ury to accept security arrangements in lieu of the special estate tax
lien.

Effective Date

The proposal would apply to the estates of decedents dying after
December 31, 1997. Estates that are deferring estate tax under
current law could make a one-time election to use the lower inter-
est rates and forgo the interest deduction.

a
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VI. OTHER TAX INCENTIVES

A. Equitable Tolling of the Statute of Limitations Period for
Claiming Tax Refunds for Incapacitated Taxpayers

Present Law
In general, a taxpayer must file a refund claim within three

years of the filing of the return or within two years of the payment
of the tax, whichever period expires later (if no return is filed, the
two-year limit applies) (sec. 6511(a)). A refund claim that is not
filed within these time periods is rejected as untimely.

There is no explicit statutory rule providing for equitable tolling
of the statute of limitations. Several courts have considered wheth-
er equitable tolling implicitly exists. The First, Third, Fourth, and
Eleventh Circuits have rejected equitable tolling with respect to tax
refund claims. The Ninth Circuit, however, has permitted equitable
tolling.

Description of Proposal
The proposal would permit equitable tolling of the statute of limi-

tations for refund claims for the period of time during which an in-
dividual taxpayer is under a sufficient medically determined phys-
ical or mental disability as to be unable to manage his or her finan-
cial affairs. Tolling would not apply during periods in which the
taxpayer's spouse or another person is authorized to act on the tax-
payer's behalf in financial matters.

Effective Date
The proposal would apply with respect to tax years ending after

the date of enactment.

B. Extend and Modify Puerto Rico Tax Credit

Present Law
The Small Business Job Protection Act of 1996 generally re-

pealed the Puerto Rico and possession tax credit. However, certain
domestic corporations that had active business operations in Puerto
Rico or another U.S. possession on October 13, 1995 may continue
to claim credits under section 936 or section 30A for a ten-year
transition period. Such credits apply to possession business income,
which is derived from the active conduct of a trade or business
within a U.S. possession or from the sale or exchange of substan-
tially all of the assets that were used in such a trade or business.
In contrast to the foreign tax credit, the Puerto Rico and possession
tax credit is granted whether or not the corporation pays income
tax to the possession.

One of two alternative limitations is applicable to the amount of
the credit attributable to possession business income. Under the
economic activity limit, the amount of the credit with respect to
such income cannot exceed the sum of a portion of the taxpayer's
wage and fringe benefit expenses and depreciation allowances
(plus, in certain cases, possession income taxes); beginning in 2002,
the income eligible for the credit computed under this limit gen-
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erally is subject to a cap based on the corporation's pre-1996 pos-
session business income. Under the alternative limit, the amount
of the credit is limited to the applicable percentage (45 percent for
1997 and 40 percent for 1998 and thereafter) of the credit that
would otherwise be allowable with respect to possession business
income; beginning in 1998, the income eligible for the credit com-
puted under this limit generally is subject to a cap based on the
corporations's pre-1996 possession business income. Special rules
apply in computing the credit with respect to operations in Guam,
American Samoa and the Commonwealth of the Northern Mariana
Islands. The credit is eliminated for taxable years beginning after
December 31, 2005.

Description of Proposal

The proposal would modify the credit computed under the eco-
nomic activity limit with respect to operations in Puerto Rico only.
First, the proposal would eliminate the December 31, 2005 termi-
nation date with respect to such credit. Second, the proposal would
eliminate the income cap with respect to such credit. Third, the
proposal would eliminate the limitation applying the credit only to
certain corporations with pre-existing operations in Puerto Rico
with respect to such credit. The proposal would not modify the
credit computed under the economic activity limit with respect to
operations in possessions other than Puerto Rico. The proposal also
would not modify the credit computed under the alternative limit.

Effective Date

The proposal would apply to taxable years beginning after De-
cember 31, 1997.

C. Extend Foreign Sales Corporation Benefits to Licenses of
Computer Software for Reproduction Abroad

Present Law

Under special tax provisions that provide an export incentive, a
portion of the foreign trade income of an eligible foreign sales cor-
poration ("FSC") is exempt from Federal income tax. Foreign trade
income is defined as the gross income of a FSC that is attributable
to foreign trading gross receipts. The term "foreign trading gross
receipts" includes the gross receipts of a FSC from the sale, lease,
or rental of export property and from services related and subsidi-
ary to such sales, leases, or rentals.

For purposes of the FSC rules, export property is defined as
property (1) which is manufactured, produced, grown, or extracted
in the United States by a person other than a FSC; (2) which is
held primarily for sale, lease, or rental in the ordinary conduct of
a trade or business by or to a FSC for direct use, consumption, or
disposition outside the United States; and (3) not more than 50
percent of the fair market value of which is attributable to articles
Imported into the United States. Intangible property generally is
excluded from the definition of export property for purposes of the
FSC rules; this exclusion applies to copyrights other than films,
tapes, records, or similar reproductions for commercial or home
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use. The temporary Treasury regulations provide that a license of
a master recording tape for reproduction outside the United States
is not excluded from the definition of export property (Treas. Reg.
sec. 1.927(a)-1T(f)(3)). The statutory exclusion for intangible prop-
erty does not contain any specific reference to computer software.
However, the temporary Treasury regulations provide that a copy-
right on computer software does not constitute export property, and
that standardized, mass marketed computer software constitutes
export property if such software is not accompanied by a right to
reproduce for external use (Treas. Reg. sec. 1.927(a)-1T(f)(3)).

Description of Proposal

The proposal would provide that computer software licensed for
reproduction abroad would not be excluded from the definition of
export property for purposes of the FSC provisions.

Effective Date

The proposal would apply to software licenses granted after the
date of enactment.

D. District of Columbia Tax Incentives

Present Law

Under present law, residents of and businesses, employees, and
owners of property located in the District of Columbia are not eligi-
ble for any special Federal tax treatment by virtue of their District
of Columbia nexus.

Description of Proposal

The proposal would provide tax incentives intended, according to
the Department of Treasury, "to encourage employment of dis-
advantaged residents and to revitalize those areas of the District
of Columbia where development has been inadequate." 24 The pro-
posal does not identify any specific measures in this regard.

24 Department of the Treasury, General Explanations of the Administration's Revenue Propos-
als, February 1997, p. 31.
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VII. EXTENSIONS OF EXPIRING TAX PROVISIONS

A. Research Tax Credit

Present Law

General rule
Section 41 provides for a research tax credit equal to 20 percent

of the amount by which a taxpayer's qualified research expendi-
tures for a taxable year exceeded its base amount for that year.
The research tax credit is scheduled to expire and generally will
not apply to amounts paid or incurred after May 31, 1997.25

A 20-percent research tax credit also applied to the excess of (1)
100 percent of corporate cash expenditures (including grants or
contributions) paid for basic research conducted by universities
(and certain nonprofit scientific research organizations) over (2) the
sum of (a) the greater of two minimum basic research floors plus
(b) an amount reflecting any decrease in nonresearch giving to uni-
versities by the corporation as compared to such giving during a
fixed-base period, as adjusted for inflation. This separate credit
computation is commonly referred to as the "university basic re-
search credit" (see sec. 41(e)).

Computation of allowable credit

Except for certain university basic research payments made by
corporations, the research tax credit applies only to the extent that
the taxpayer's qualified research expenditures for the current tax-
able year exceed its base amount. The base amount for the current
year generally is computed by multiplying the taxpayer's "fixed-
base percentage" by the average amount of the taxpayer's gross re-
ceipts for the four preceding years. If a taxpayer both incurred
qualified research expenditures and had gross receipts during each
of at least three years from 1984 through 1988, then its "fixed-base
percentage" is the ratio that its total qualified research expendi-
tures for the 1984-1988 period bears to its total gross receipts for
that period (subject to a maximum ratio of .16). All other taxpayers
(so-called "start-up firms") are assigned a fixed-base percentage of
3 percent. 26

In computing the credit, a taxpayer's base amount may not be
less than 50 percent of its current-year qualified research expendi-
tures.

4

"25 When originally enacted, the research tax credit applied to qualified expenses incurred after

June 30 1981. The credit was modified several times and was extended through June 30, 1995.

The credit later was extended for the period July 1, 1996, through May 31, 1997 (with a special

11-month extension for taxpayers that elect to be subject to the alternative incremental research

credit re *me).
"2 The mall Business Job Protection Act of 1996 expanded the definition of "start-u firms"

under section 41(cK3)(B)(I) to include any firm if the first taxable year in which such irm had

both gross receipts and qualified research expenses began after 1983.
A special rule (enacted in 1993) is designed to gradually recompute a start-up firm's fixed-

base percentage based on its actual research experience. Under this special rule, a start-up firm
will be assigned a fixed-base percentage of 3 percent for each of its first five taxable years after

1993 in which it incurs qualified research expenditures. In the event that the research credit

is extended beyond the scheduled expiration date, a start-up firm's fixed-base percentage for its

sixth through tenth taxable years after 1993 in which it incurs qualified research expenditures

will be a phased-in ratio based on its actual research experience. For all subsequent taxable

years, the taxpayer's fixed-base percentage will be its actual ratio of qualified research expendi-

tures to gross receipts for any five years selected by the taxpayer from its fifth through tenth
taxable years after 1993 (sec. 41(cX3XB)).
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To prevent artificial increases in research expenditures by shift-
ing expenditures among commonly controlled or otherwise related
entities, research expenditures and gross receipts of the taxpayer
are aggregated with research expenditures and gross receipts of
certain related persons for purposes of computing any allowable
credit (sec. 41(f)(1)). Special rules apply for computing the credit
when a major portion of a business changes hands, under which
qualified research expenditures and gross receipts for periods prior
to the change of ownership of a trade or business are treated as
transferred with the trade or business that gave rise to those ex-
penditures and receipts for purposes of recomputing a taxpayer's
fixed-base percentage (sec. 41(0(3)).

Alternative incremental research credit regime
As part of the Small Business Job Protection Act of 1996, tax-

payers are allowed to elect an alternative incremental research
credit regime. If a taxpayer elects to be subject to this alternative
regime, the taxpayer is assigned a three-tiered fixed-base percent-
age (that is lower than the fixed-base percentage otherwise applica-
ble under present law) and the credit rate likewise is reduced.
Under the alternative credit regime, a credit rate of 1.65 percent
applies to the extent that a taxpayer's current-year research ex-
penses exceed a base amount computed by using a fixed-base per-
centage of 1 percent (i.e., the base amount equals 1 percent of the
taxpayer's average gross receipts for the four preceding years) but
do not exceed a base amount computed by using a fixed-base per-
centage of 1.5 percent. A credit rate of 2.2 percent applies to the
extent that a taxpayer's current-year research expenses exceed a
base amount computed by using a fixed-base percentage of 1.5 per-
cent but do not exceed a base amount computed by using a fixed-
base percentage of 2 percent. A credit rate of 2.75 percent applies
to the extent that a taxpayer's current-year research expenses ex-
ceed a base amount computed by using a fixed-base percentage of
2 percent. An election to be subject to this alternative incremental
credit regime may be made only for a taxpayer's first taxable year
beginning after June 30, 1996, and before July 1, 1997, and such
an election applies to that taxable year and all subsequent years
(in the event that the credit subsequently is extended by Congress)
unless revoked with the consent of the Secretary of the Treasury.
If a taxpayer elects the alternative incremental research credit re-
gime for its first taxable year beginning after June 30, 1996, and
before July 1, 1997, then all qualified research expenses paid or in-
curred during the first 11 months of such taxable year are treated
as qualified research expenses for purposes of computing the tax-
payer's credit.

Eligible expenditures
Qualified research expenditures eligible for the research tax cred-

it consist of: (1) "in-house" expenses of the taxpayer for wages and
supplies attributable to qualified research; (2) certain time-sharing
costs for computer use in qualified research; and (3) 65 percent of
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amounts paid by the taxpayer for qualified research conducted on
the taxpayer's behalf (so-called "contract research expenses").27

To be eligible for the credit, the research must not only satisfy
the requirements of present-law section 174 (described below) but
must be undertaken for the purpose of discovering information that
is technological in nature, the application of which is intended to
be useful in the development of a new or improved business compo-
nent of the taxpayer, and must pertain to functional aspects, per-
formance, reliability, or quality of a business component. Research
does not qualify for the credit if substantially all of the activities
relate to style, taste, cosmetic, or seasonal design factors (sec.
41(d)(3)). In addition, research does not qualify for the credit if con-
ducted after the beginning of commercial production of the business
component, if related to the adaptation of an existing business com-
ponent to a particular customer's requirements, if related to the
duplication of an existing business component from a physical ex-
amination of the component itself or certain other information, or
if related to certain efficiency surveys, market research or develop-
ment, or routine quality control (sec. 41(d)(4)).

Expenditures attributable to research that is conducted outside
the United States do not enter into the credit computation. In addi-
tion, the credit is not available for research in the social sciences,
arts, or humanities, nor is it available for research to the extent
funded by any grant, contract, or otherwise by another person (or
governmental entity).

Relation to deduction
Under section 174, taxpayers may elect to deduct currently the

amount of certain research or experimental expenditures incurred
in connection with a trade or business, notwithstanding the general
rule that business expenses to develop or create an asset that has
a useful life extending beyond the current year must be capitalized.
However, deductions allowed to a taxpayer under section 174 (or
any other section) are reduced by an amount equal to 100 percent
of the taxpayer's research tax credit determined for the taxable
year. Taxpayers may alternatively elect to claim a reduced research
tax credit amount under section 41 in lieu of reducing deductions
otherwise allowed (sec. 280C(c)(3)).

Description of Proposal

The research tax credit would be extended for one year-i.e., for
the period June 1, 1997, through May 31, 1998.

27 Under a special rule enacted as part of the Small Business Job Protection Act of 1996, 75
percent of amounts paid to a research consortium for qualified research is treated as qualified
research expenses eligible for the research credit (rather than 65 percent under the general rule
under section 41(bX3) governing contract research expenses) if (1) such research consortium is
a tax-exempt organization that is described in section 501(cX3) (other than a private foundation)
or section 501(cX6) and is organized and operated primarily to conduct scientific research, and
(2) such qualified research is conducted by the consortium on behalf of the taxpayer and one
or more persons not related to the taxpayer.
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Effective Date
Extension of the research tax credit would be effective for ex-

penditures paid or incurred during the period June 1, 1997,
through May 31, 1998.

B. Contributions of Stock to Private Foundations

Present Law
In computing taxable income, a taxpayer who itemizes deduc-

tions generally is allowed to deduct the fair market value of prop-
erty contributed to a charitable organization. 28 However, in the
case of a charitable contribution of short-term gain, inventory, or
other ordinary income property, the amount of the deduction gen-
erally is limited to the taxpayer's basis in the property. In the case
of a charitable contribution of tangible personal property, the de-
duction is limited to the taxpayer's basis in such property if the use
by the recipient charitable organization is unrelated to the organi-
zation's tax-exempt purpose. 29

In cases involving contributions to a private foundation (other
than certain private operating foundations), the amount of the de-
duction is limited to the taxpayer's basis in the property. However,
under a special rule contained in section 170(e)(5), taxpayers are
allowed a deduction equal to the fair market value of "qualified ap-
preciated stock" contributed to a private foundation prior to May
31, 1997.30 Qualified appreciated stock is defined as publicly traded
stock which is capital gain property. The fair-market-value deduc-
tion for qualified appreciated stock donations applies only to the
extent that total donations made by the donor to private founda-
tions of stock in a particular corporation did not exceed 10 percent
of the outstanding stock of that corporation. For this purpose, an
individual is treated as making all contributions that were made
by any member of the individual's family.

Description of Proposal
The proposal would extend the special rule contained in section

170(e)(5) for one year-for contributions of qualified appreciated
stock made to private foundations during the period June 1, 1997,
through May 31, 1998.

"2 The amount of the deduction allowable for a taxable year with respect to a charitable con-tribution may be reduced depending on the type of property contributed, the type of charitableorganization to which the property is contributed, and the income of the taxpayer secss. 170(b)and 170(e)).
"29As part of the Omnibus Budget Reconciliation Act of 1993, Congress eliminated the treat-ment of contributions of appreciated property (real, personal, and intangible) as a tax preference

for alternative minimum tax (AMT) purposes. Thus, if a taxpayer makes a gift to charity ofproperty (other than short-term gain, inventory, or other ordinary income property, or gifts toprivate foundations) that is real property, intangible property, or tangible personal property theuse of which is related to the donee's tax-exempt purpose, the taxpayer is allowed to claim the
same fair-market-value deduction for both regular tax and AMT purposes (subject to present-
law percentage limitations).

3°The special rule contained in section 170(eX6), which was originally enacted in 1984, ex-
pired January 1, 1995. The Small Business Job Protection Act of 1996 reinstated the rule for
11 months-for contributions of qualified appreciated stock made to private foundations during
the period July 1, 1996, through May 31, 1997.
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Effective Date

The provision would be effective for contributions of qualified ap-
preciated stock to private foundations made during the period June
1, 1997, through May 31, 1998.

C. Work Opportunity Tax Credit

Present Law

In general
The work opportunity tax credit is available on an elective basis

for employers hiring individuals from one or more of seven targeted
groups. The credit generally is equal to 35 percent of qualified
wages. Qualified wages consist of wages attributable to service ren-
dered by a member of a targeted group during the one-year period .
beginning with the day the individual begins work for the em-
ployer. For a vocational rehabilitation referral, however, the period
will begin on the day the individual begins work for the employer
on or after the beginning of the individual's vocational rehabilita-
tion plan as under prior law.

Generally, no more than $6,000 of wages during the first year of
employment is permitted to be taken into account with respect to
any individual. Thus, the maximum credit per individual is $2,100.
With respect to qualified summer youth employees, the maximum
credit is 35 percent of up to $3,000 of qualified first-year wages, for
a maximum credit of $1,050.

The deduction for wages is reduced by the amount of the credit.

Targeted groups eligible for the credit

(1) Families receiving AFDC
An eligible recipient is an individual certified by the designated

local employment agency as being a member of a family eligible to
receive benefits under AFDC or its successor program for a period
of at least nine months part of which is during the 9-month period
ending on the hiring date. For these purposes, members of the fam-
ily are defined to include only those individuals taken into account
for purposes of determining eligibility for the AFDC or its successor
program.

(2) Qualified ex-felon
A qualified ex-felon is an individual certified as: (1) having been

convicted of a felony under any State or Federal law, (2) being a
member of a family that had an income during the six months be-
fore the earlier of the date of determination or the hiring date
which on an annual basis is 70 percent or less of the Bureau of
Labor Statistics lower living standard, and (3) having a hiring date
within one year of release from prison or date of conviction.

(3) High-risk-youth

A high-risk youth is an individual certified as being at least 18
but not 25 on the hiring date and as having a principal place of
abode within an empowerment zone or enterprise community (as
defined under Subchapter U of the Internal Revenue Code). Quali-
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fled wages will not include wages paid or incurred for services per-
formed after the individual moves outside an empowerment zone or
enterprise community.

(4) Vocational rehabilitation referral
Vocational rehabilitation referrals are those individuals who

have a physical or mental disability that constitutes a substantial
handicap to employment and who have been referred to the em-
ployer while receiving, or after completing, vocational rehabilitation
services under an individualized, written rehabilitation plan under
a State plan approved under the Rehabilitation Act of 1973 or
under a rehabilitation plan for veterans carried out under Chapter
31 of Title 38, U.S. Code. Certification will be provided by the des-
ignated local employment agency upon assurances from the voca-
tional rehabilitation agency that the employee has met the above
conditions.

(5) Qualified summer youth employee
Qualified summer youth employees are individuals: (1) who per-

form services during any 90-day period between May 1 and Sep-
tember 15, (2) who are certified by the designated local agency as
being 16 or 17 years of age on the hiring date, (3) who have not
been an employee of that employer before, and (4) who are certified
by the designated local agency as having a principal place of abode
within an empowerment zone or enterprise community (as defined
under Subchapter U of the Internal Revenue Code). As with high-
risk youths, no credit is available on wages paid or incurred for
service performed after the qualified summer youth moves outside
of an empowerment zone or enterprise community. If, after the end
of the 90-day period, the employer continues to employ a youth who
was certified during the 90-day period as a member of another tar-
geted group, the limit on qualified first-year wages will take into
account wages paid to the youth while a qualified summer youth
employee.

(6) Qualified Veteran
A qualified veteran is a veteran who is a member of a family cer-

tified as receiving assistance under: (1) AFDC for a period of at
least nine months part of which is during the 12-month period end-
ing on the hiring date, or (2) a food stamp program under the Food
Stamp Act of 1977 for a period of at least three months part of
which is during the 12-month period ending on the hiring date. For
these purposes, members of a family are defined to- include only
those individuals taken into account for purposes of determining
eligibility for: (i) the AFDC or its successor program, and (ii) a food
stamp program under the Food Stamp Act of 1977, respectively.

Further, a qualified veteran is an individual who has served on
active duty (other than for training) in the Armed Forces for more
than 180 days or who has been discharged or released from active
duty in the Armed Forces for a service-connected disability. How-
ever, any individual who has served for a period of more than 90
days during which the individual was on active duty (other than
for training) is not an eligible employee if any of this active duty
occurred during the 60-day period ending on the date the individ-
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ual was hired by the employer. This latter rule is intended to pre-
vent employers who hire current members of the armed services (or
those departed from service within the last 60 days) from receiving
the credit.

(7) Families receiving Food Stamps
An eligible recipient is an individual aged 18 but not 25 certified

by a designated local employment agency as being a member of a
family receiving assistance under a food stamp program under the
Food Stamp Act of 1977 for a period of at least six months ending
on the hiring date. In the case of families that cease to be eligible
for food stamps under section 6(0) of the Food Stamp Act of 1977,
the six-month requirement is replaced with a requirement that the
family has been receiving food stamps for at least three of the five
months ending on the date of hire. For these purposes, members
of the family are defined to include only those individuals taken
into account for purposes of determining eligibility for a food stamp
program under the Food Stamp Act of 1977.

Minimum employment period
No credit is allowed for wages paid unless the eligible individual

is employed by the employer for at least 180 days (20 days in the
case of a qualified summer youth employee) or 400 hours (120
hours in the case of a qualified summer youth employee).

Expiration date
The credit is effective for wages paid or incurred to a qualified

individual who begins work for an employer after September 30,
1996, and before October 1, 1997.

Description of Proposals

The first proposal would extend for one year the work oppor-
tunity tax credit.

The second proposal would add a new targeted group to the work
opportunity tax credit. The new group is composed of individuals
aged 18-50 who lost eligibility for food stamps under the Adminis-
tration's proposal to impose time limits on food stamp eligibility.
However, individuals who have become ineligible either by refusing
to work or, failing to comply with the food stamp program work re-
quirements would not qualify as members of this new targeted
group. Members of this new targeted group would remain in the
targeted group for the 12-month period after losing eligibility for
food stamps under the Administration's proposal.

Effective Date

The proposal to extend the work opportunity tax credit would be
effective for wages paid or incurred to qualified individuals who
begin work for the employer after September 30, 1997, and before
October 1, 1998. The proposal to add a new food stamp targeted
group would be effective for wages paid or incurred to qualified
members of that group who begin work for the employer on or after
the date of enactment and before October 1, 2000.
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D. Orphan Drug Tax Credit

Present Law
A 50-percent nonrefundable tax credit is allowed for qualified

clinical testing expenses incurred in testing of certain drugs forrare diseases or conditions, generally referred to as "orphan drugs."
Qualified testing expenses are costs incurred to test an orphan
drug after the drug has been approved for human testing by the
Foo and Drug Administration ("FDA") but before the dru has
been approved for sale by the FDA. A rare disease or condition is
defined as one that (1) aff ;ts less than 200,000 persons in the
United States, or (2) affects more than 200,000 persons, but for
which there is no reasonable expectation that businesses could re-
coup the costs of developing a drug for such disease or condition
from U.S. sales of the drug. These rare diseases and conditions in-
clude Huntington's disease, myoclonus, ALS (Lou Gehrig's disease),
Tourette's syndrome, and Duchenne's dystrophy (a form of mus-
cular dystrophy).

As with other general business credits (sec. 38), taxpayers are al-
lowed to carry back unused credits to three years preceding the
year the credit is earned (but not to a taxable year ending before
July 1, 1996) and to carry forward unused credits to 15 years fol-
lowing the year the credit is earned. The credit cannot be used to
offset a taxpayer's alternative minimum tax liability.

The orphan drug tax credit is scheduled to expire and will not
apply to expenses paid or incurred after May 31, 1997.31

Description of Proposal
The orphan drug tax credit would be extended for one year-i.e.,

for the period June 1, 1997, through May 31, 1998.

Effective Date
The proposal would be effective for qualified clinical testing ex-

penses paid or incurred during the period June 1, 1997, through
May 31, 1998.

" The orphan drug tax credit originally was enacted in 1983 and was extended on several oc-
casions. The credit expired on December 31, 1994, and later was reinstated for the period July
1, 1996, through May 31, 1997.
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VIII. CORPORATE REFORMS AND OTHER TAX
PROVISIONS

A. Provisions Relating to Financial Products

1. Deny interest deduction on certain debt instruments

Present Law

Whether an instrument qualifies for tax purposes as debt or eq-
uity is determined under all the facts and circumstances based on
principles developed in case law. If an instrument qualifies as eq-
uity, the issuer generally does not receive a deduction for dividends
paid. If an instrument qualifies as debt, the issuer may receive a
deduction for accrued interest and the holder generally includes in-
terest in income, subject to certain limitations.

Original issue discount ("OID") on a debt instrument is the ex-
cess of the stated redemption price at maturity over the issue price
of the instrument. An issuer of a debt instrument with OID gen-
erally accrues and deducts the discount as interest over the life of
the instrument even though interest may not be paid until the in-
strument matures. The holder of such a debt instrument also gen-
erally includes the OID in income on an accrual basis.

Section 385(c) provides rules for when an issuer's characteriza-
tion of an interest in a corporation shall be binding on the issuer
and the holders.

Description of Proposal

Under the proposal, no deduction would be allowed for interest
or OID on an instrument issued by a corporation (or issued by a
partnership to the extent of its corporate partners) that (1) has a
maximum weighted average maturity of more than 40 years, or (2)
is payable in stock of the issuer or a related party (within the
meaning of sections 267(b) and 707(b)), including an instrument a
substantial portion of which is mandatorily convertible or convert-
ible at the issuer's option into stock of the issuer or a related party.
In addition, an instrument would be treated as payable in stock if
a substantial portion of the principal or interest is required to be
determined, or may be determined at the option of the issuer or re-
lated party, by reference to the value of stock of the issuer or relat-
ed party. An instrument would also be treated as payable in stock
if it is part of an arrangement designed to result in the payment
of the instrument with such stock, such as in the case of certain
issuances of a forward contract in connection with the issuance of
debt, nonrecourse debt that is secured principally by such stock, or
certain debt instruments that are convertible at the holder's option
when it is substantially certain that the right will be exercised.

For purposes of determining the weighted average maturity of an
instrument or the term of an instrument, any right to extend,
renew, or relend will be treated as exercised and any right to accel-
erate payment will be ignored.

The proposal would also clarify that for purposes of section
385(c), an issuer will be treated as having characterized an instru-
ment as equity if the instrument (1) has a maximum term of more
than 15 years, and (2) is not shown as indebtedness on the sepa-
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rate balance sheet of the issuer. For this purpose, in the case of an
instrument with a maximum term of more than 15 years issued to
a related party (other than a corporation) that is eliminated in the
consolidated balance sheet that includes the issuer and the holder,
the issuer will be treated as having characterized the instrument
as equity if the holder or some other related party issues a related
instrument that is not shown as indebtedness on the consolidated
balance sheet. For this purpose, an instrument would not be treat-
ed as shown as indebtedness on a balance sheet because it is de-
scribed as such in footnotes or other narrative disclosures. The pro-
posal would apply only to corporations that file annual financial
statements (or are included in financial statements filed) with the
Securities and Exchange Commission (SEC), and the relevant bal-
ance sheet is the balance sheet filed with the SEC. In addition, this
proposal would not apply to leveraged leases.

The proposal generally would not apply to demand loans, re-
deemable ground rents or any other indebtedness specified by regu-
lation.

The proposal is not intended to affect the characterization of in-
struments as debt or equity under current law.

Effective Date

The proposal would be effective generally for instruments issued
on or after the date of first committee action.

2. Defer interest deduction on certain convertible debt

Present Law

Certain debt instruments contain a feature that allows the hold-
er or the issuer, at certain future dates, to convert the instrument
into shares of stock of the issuer or a related party. Some of these
instruments may be issued at a discount and are convertible into
a fixed number of shares of the issuer, regardless of the amount
of original issue discount ("OID") accrued as of the date of conver-
sion. Treasury regulations governing the accrual and deductibility
of OID ignore options to convert a debt instrument into stock or
debt of the issuer or a related party or into cash or other property
having a value equal to the approximate value of such stock or debt
(Treas. reg. sec. 1.1272-1(c)). Thus, OID on a convertible debt in-
strument generally is deductible as interest as such OID accrues,
regardless of whether or not the debt is ultimately converted. The
treatment of a holder of a discount instrument is similar to that
of the issuer, i.e., a holder includes OID in income on an accrual
basis.

Other convertible instruments may be issued with coupon inter-
est, rather than OID, and may provide that if the debt is converted
into stock, the holder does not receive any interest that accrued but
was unpaid between the latest coupon date and the conversion
date. Under present law, the issuer of such instrument generally
cannot deduct such accrued but unpaid interest.32

32 See, Rev. Rul. 74-127, 1974-1 C.B. 47 and Scott Paper v. Comm., 74 T.C. 137 (1980).
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Description of Proposal

The proposal would defer interest deductions on convertible debt
until such time as the interest is paid. For this purpose, payment
would not include: (1) the conversion of the debt into equity of the
issuer or a related person (as determined under secs. 267(b) and
707(b)) or (2) the payment of cash or other property in an amount
that is determined by reference to the amount of such equity. Con-
vertible debt would include debt: (1) exchangeable into the stock of
a party related to the issuer, (2) with cash-settlement conversion
features, or (3) issued with warrants (or similar instruments) as
part of an investment unit in which the debt instrument may be a
used to satisfy the exercise price of the warrant. Convertible debt
would not include debt that is "convertible" because a fixed pay-
ment of principal or interest could be converted by the holder into
equity of the issuer or a related party having a value equal to the
amount of such principal or interest. Holders of convertible debt
would continue to include the interest on such instruments in gross
income as under present law.

Effective Date

The proposal would be effective for convertible debt issued on or
after the date of first committee action.

3. Limit dividends-received deduction

a. Reduce dividends-received deduction to 50 percent

Present Law

If an instrument issued by a U.S. corporation is classified for tax
purposes as equity, a corporate holder of that instrument generally
is entitled to a deduction for dividends received on that instrument.
This deduction is 70 percent of dividends received if the recipient
owns less than 20 percent (by vote and value) of stock of the payor.
If the recipient owns more than 20 percent of the stock the deduc-
tion is increased to 80 percent. If the recipient owns more than 80
percent of the payor's stock, the deduction is further increased to
100 percent for qualifying dividends.

Description of Proposal

Under the proposal, the dividends-received deduction available to
corporations owning less than 20 percent (by vote and value) of the
stock of a U.S. corporation would be reduced to 50 percent of the
dividends received.

Effective Date

The proposal would be effective for dividends paid or accrued
after the 30th day after the date of enactment of the provision.
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b. Modify holding period for dividends-received
deduction

Present Law
If an instrument issued by a U.S. corporation is classified for tax

purposes as equity, a corporate holder of the instrument generally
is entitled to a dividends received deduction for dividends received
on that instrument.

The dividends-received deduction is allowed to a corporate share-
holder only if the shareholder satisfies a 46-day holding period for
the dividend-paying stock (or a 91-day period for certain dividends
on preferred stock). The 46- or 91-day holding period generally does
not include any time in which the shareholder is protected from the
risk of loss otherwise inherent in the ownership of an equity inter-
est. The holding period must be satisfied only once, rather than
with respect to each dividend received.

Description of Proposal
The proposal would provide that a taxpayer is not entitled to a

dividends-received deduction if the taxpayer's holding period for
the dividend-paying stock is not satisfied over a period immediately
before or immediately after the taxpayer becomes entitled to re-
ceive the dividend.

Effective Date
The proposal would be effective for dividends paid or accrued

after the 30th day after the date of the enactment of the provision.
c. Deny dividends-received deduction for preferred

stock with certain non-stock characteristics

Present Law

A corporate taxpayer is entitled to a deduction of 70 percent of
the dividends it receives from a domestic corporation. The percent-
age deduction is generally increased to 80 percent if the taxpayer
owns at least 20 percent (by vote and value) of the stock of the divi-
dend-paying corporation, and to 100 percent for "qualifying divi-
dends," which generally are from members of the same affiliated
group as the taxpayer.

The dividends-received deduction is disallowed unless the tax-
payer satisfies a 46-day holding period for the stock (or a 91-day
period for certain preferred stock). The holding period generally
does not include any period during which the taxpayer has a right
or obligation to sell the stock, or is otherwise protected from the
risk of loss otherwise inherent in the ownership of an equity inter-
est. If an instrument were treated as stock for tax purposes, but
provided for payment of a fixed amount on a specified maturity
date and afforded holders the rights of creditors to enforce such
payment, the Internal Revenue Service has ruled that no divi-
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dends-received deduction would be allowed for distributions on the
instrument. 33

Description of Proposal

Except in the case of "qualifying dividends," the dividends-re-
ceived deduction would be eliminated for dividends on limited term
preferred stock. For this purpose, preferred stock includes only
stock that is limited and preferred as to dividends and that does
not participate (through a conversion privilege or otherwise) in cor-
porate growth to any significant extent. Stock is only treated as
having a limited term if (1) the holder has the right to require the
issuer or a related person to redeem or purchase the stock; (2) the
holder or a related person is required to redeem or purchase the
stock; (3) the issuer or a related person has the right to redeem or
purchase the stock and, as of the issue date, it is more likely than
not that such right will be exercised; or (4) the dividend rate on the
stock varies in whole or in part (directly or indirectly) with ref-
erence to interest rates, commodity prices, or similar indices, re-
gardless of whether such varying rate is provided as an express
term of the stock (as in the case of an adjustable rate stock) or as
a practical result of other aspects of the stock (as in the case of
auction rate stock). For this purpose, clauses (1), (2), and (3) apply
if the right or obligation may be exercised within 20 years of the
issue date and is not subject to a contingency which, as of the issue
date, makes the likelihood of the redemption or purchase remote.

No inference regarding the present-law tax treatment of the
above-described stock is intended by this proposal.

Effective Date

The proposal would apply to dividends on stock issued after the
30th day after the date of enactment of the provision.

4. Disallowance of interest on indebtedness allocable to tax-
exempt obligations

Present Law

In general
Present law disallows a deduction for interest on indebtedness

incurred or continued to purchase or carry obligations the interest
on which is not subject to tax (tax-exempt obligations) (sec. 265).
This rule applies to tax-exempt obligations held by individual and
corporate taxpayers. The rule also applies to certain cases in which
a taxpayer incurs or continues indebtedness and a related person
acquires or holds tax-exempt obligations. 34

"33See Rev. Rul. 94-28, 1994-1 C.B. 86.
34 Section 7701(0 (as enacted in the Deficit Reduction Act of 1984 (sec. 53(c) of Pub. L. No.

98-369)) provides that the Treasury Secretary shall prescribe such regulations as may be nec-
essary or appropriate to prevent the avoidance of any income tax rules which deal with linking
of borrowing to investment or diminish risk through the use of related persons, pass-through
entities, or other intermediaries.
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Application to non-financial corporations
In Rev. Proc. 72-18, 1972-1 C.B. 740, the IRS provided guide-

lines for application of the disallowance provision to individuals,
dealers in tax-exempt obligations, other business enterprises, and
banks in certain situations. Under Rev. Proc. 72-18, a deduction is
disallowed only when indebtedness is incurred or continued for the
purpose of purchasing or carrying tax-exempt obligations.

This purpose may be established either by direct or circumstan-
tial evidence. Direct evidence of a purpose to purchase tax-exempt
obligations exists when the proceeds of indebtedness are directly
traceable to the purchase of tax-exempt obligations or when such
obligations are used as collateral for indebtedness. In the absence
of direct evidence, a deduction is disallowed only if the totality of
facts and circumstances establishes a sufficiently direct relation-
ship between the borrowing and the investment in tax-exempt obli-
gations.

Two-percent de minimis exception.-In the case of an individual,
interest on indebtedness generally is not disallowed if during the
taxable year the average adjusted basis of the tax-exempt obliga-
tions does not exceed 2 percent of the average adjusted basis of the
individual's portfolio investments and trade or business assets. In
the case of a corporation other than a financial institution or a
dealer in tax-exempt obligations, interest on indebtedness generally
is not disallowed if during the taxable year the average adjusted
basis of the tax-exempt obligations does not exceed 2 percent of the
average adjusted basis of all assets held in the active conduct of
the trade or business. These safe harbors are inapplicable to finan-
cial institutions and dealers in tax-exempt obligations.

Interest on installment sales to State and local governments.-If
a taxpayer sells property to a State or local government in ex-
change for an installment obligation, interest on the obligation may
be exempt from tax. Present law has been interpreted to not dis-
allow interest on a taxpayer's indebtedness if the taxpayer acquires
nonsalable tax-exempt obligations in the ordinary course of busi-
ness in payment for services performed for, or goods supplied to,
State or local governments.35

Application to financial corporations and dealers in tax-ex-
empt obligations

In the case of a financial institution, the allocation of the interest
expense of the financial institution (which is not otherwise alloca-
ble to tax-exempt obligations) is based on the ratio of the average
adjusted basis of the tax-exempt obligations acquired after August
7, 1987, to the average adjusted basis of all assets of the taxpayer
(sec. 265). In the case of an obligation of an issuer which reason-
ably anticipates to issue not more than $10 million of tax-exempt
obligations (other than certain private activity bonds) within a cal-
endar year (the "small issuer exception"), only 20 percent of the in-
terest allocable to such tax-exempt obligations is disallowed (sec.
291(a)(3)). A similar pro rata rule applies to dealers in tax-exempt

35R.B. George Machinery Co., 26 B.T.A. 594 (1932) acq. C.B. XI-2, 4; Rev. Proc. 72-18, as
modified by Rev. Proc. 87-53, 1987-2 C.B. 669.
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obligations, but there is no small issuer exception and the 20-per-
cent disallowance rule does not apply.36

Description of Proposal

The proposal would extend to all corporations (other than insur-
ance companies) the rule that applies to financial institutions that
disallows interest deductions of a taxpayer (that are not otherwise
disallowed as allocable under present law to tax-exempt obliga-
tions) in the same proportion as the average basis of its tax-exempt
obligations bears to the average basis of all of the taxpayer's assets.
The proposal would not extend the small-issuer exception to tax-
payers which are not financial institutions. Nonetheless, the pro-
posal would not apply to nonsaleable tax-exempt debt acquired by
a corporation in the ordinary course of business in payment for
goods or services sold to a State or local government. Under the
proposal, insurance companies would not be subject to the pro rata
rule and would be subject to present law. Finally, the proposal
would apply the interest disallowance provision to all related per-
sons (within the meaning of section 267(0). Accordingly, in the case
of related parties that are members of the same consolidated group,
the pro rata disallowance rule would apply as if all the members
of the group were a single taxpayer. The consolidated group rule
would be applied without regard to any member that is an insur-
ance company. In the case of related persons that are not members
of the same consolidated group, the tracing rules would be applied
by treating all of the related persons as a single entity. The pro-
posal is not intended to affect the application of section 265 to re-
lated parties under current law.

Effective Date

The proposal would be effective for taxable years beginning after
the date of enactment with respect to obligations acquired after the
date of first committee action.

5. Basis of substantially identical securities determined on
an average basis

Present Law

A taxpayer generally recognizes gain or loss on the sale of prop-
erty measured by the difference between the amount realized on
the disposition and the taxpayer's adjusted basis in the property.
The gain or loss may be treated as long-term capital gain or loss
depending upon the character and holding period of the property.
Under Treasury regulations, if a taxpayer sells a portion of his or
her holdings in stocks or bonds, the taxpayer is allowed to identify
the securities disposed of for purposes of determining gain or loss
on the disposition. If the taxpayer does not make an adequate iden-
tification, he or she generally is deemed to have disposed of the se-
curities first acquired. Mutual fund investors are allowed to deter-
mine the adjusted bases of their shares based on the average cost
of all such shares.

6 Rev. Proc. 72-18.
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Description of Proposal
In the case of substantially identical securities, the basis of the

securities would be determined on an average basis. If a taxpayer
disposes of less than all of such securities, the taxpayer would be
treated as having disposed of the securities first acquired. The Sec-
retary of the Treasury may provide, by regulation, that the average
basis rule would not apply to certain substantially identical securi-
ties if such securities have a special status under a Code provision.
For example, regulations could provide that the basis of shares of
stock contributed to a partnership (and subject to Code section
704(c)) would not be averaged with the basis of substantially iden-
tical shares of stock purchased by the partnership.

For purposes of the proposal, a "security" generally would mean
any of the securities described in section 475(c)(2), other than sub-
paragraph (F) thereof, including (1) stock in a corporation; (2) a
partnership or beneficial interest in widely held or publicly traded
partnership or trust; (3) a note, bond, debenture, or other evidence
of indebtedness; (4) certain interest rate, currency, or equity nota-
tional principal contracts; or (5) evidence in an interest in, or a de-
rivative financial instrument in, any security described above. The
proposal generally would not apply to contractual financial prod-
ucts, such as over-the-counter options, notional principal contracts,
or forward contracts because a taxpayer generally would not have
multiple contracts that are substantially identical.

Effective Date
The proposal would be effective for determinations made 30 days

after the date of enactment.

6. Require recognition of gain on certain appreciated posi-
tions in personal property

Present Law

In general, gain or loss is taken into account for tax purposes
when realized. Gain or loss is usually realized with respect to a
capital asset at the time the asset is sold, exchanged, or otherwise
disposed of. Gain or loss is determined by comparing the amount
realized with the adjusted basis of the particular property sold. In
the case of corporate stock, the basis of shares purchased at dif-
ferent dates or different prices is generally determined by reference
to the actual lot sold if it can be identified. Special rules under the
Code can defer or accelerate recognition in certain situations.

The recognition of gain or loss is postponed for open transactions.
For example, in the case of a "short sale" (i.e., when a taxpayer
sells borrowed property such as stock and closes the sale by return-
ing identical property to the lender) no gain or loss on the trans-
action is recognized until the closing of the borrowing.

Transactions designed to reduce or eliminate risk of loss on fi-
nancial assets generally do not cause realization. For example, a
taxpayer may lock in gain on securities by entering into a "short
sale against the box," i.e., when the taxpayer owns securities that
are the same as, or substantially identical to, the securities bor-
rowed and sold short. The form of the transaction is respected for
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income tax purposes and gain on the substantially identical prop-
erty is not recognized at the time of the short sale. Pursuant to
rules that allow specific identification of securities delivered on a
sale, the taxpayer can obtain open transaction treatment by identi-
fying the borrowed securities as the securities delivered. When it
is time to close out the borrowing, the taxpayer can choose to de-
liver either the securities held or newly purchased securities. The
Code provides rules only to prevent taxpayers from using short
sales against the box to accelerate loss or to convert short-term
capital gain into long-term capital gain or long-term capital loss
into short-term capital loss.

Taxpayers also can lock in gain on certain property by entering
into straddles without recognizing gain for tax purposes. A straddle
consists of offsetting positions with respect to personal property. A
taxpayer can take losses on positions in straddles into account only
to the extent the losses exceed the unrecognized gain in the other
positions in the straddle. In addition, rules similar to the short sale
rules prevent taxpayers from changing the tax character of gains
and losses recognized on straddles.

Taxpayers may engage in other arrangements, such as "equity
swaps" and other "notional principal contracts," where the risk of
loss and opportunity for gain with respect to property are shifted
to another party (the "counterparty"). These arrangements do not
result in the recognition of gain by the taxpayer.

The Code accelerates the recognition of gains and losses in cer-
tain cases. For example, taxpayers are required each year to mark
to market certain regulated futures contracts, foreign currency con-
tracts, non-equity options, and dealer equity options, and to take
any capital gain or loss thereon into account as 40 percent short-
term and 60 percent long-term. Securities dealers also are required
to mark their securities to market.

Description of Proposal

The proposal would require a taxpayer to recognize gain (but not
loss) upon entering into a constructive sale of any appreciated posi-
tion in either stock, a debt instrument, or a partnership interest.
A taxpayer would be treated as making a constructive sale of an

appreciated position when the taxpayer (or, in certain limited cir-
cumstances, a person related to the taxpayer) substantially elimi-
nates risk of loss and opportunity for gain by entering into one or
more positions with respect to the same or substantially identical
property. For example, a taxpayer that holds appreciated stock and
enters into a short position with respect to that stock would recog-
nize any gain on the stock. An equity swap with regard to the stock
that substantially eliminates risk of loss and opportunity for gain
would also be subject to provision. Similarly, a taxpayer that holds

appreciated stock and grants a call option or enters into a put op-
tion on the stock would generally recognize gain on the stock if

there is a substantial certainty that the option will be exercised. In

addition, a taxpayer would recognize gain on an appreciated posi-
tion in stock, debt or partnership interests if the taxpayer enters

into a transaction that is marketed or sold as substantially elimi-

nating the risk of loss and opportunity for gain, regardless of

I
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whether the transaction involves the same or substantially iden-
tical property.

The taxpayer would recognize gain in a constructive sale as if the
position were sold at its fair market value on the date of the sale
and immediately repurchased. An appropriate adjustment (such as
an increase in the basis of the position) would be made in the
amount of any additional gain or loss subsequently realized with
respect to the position; and a new holding period of such position
would begin as if the taxpayer had acquired the position on the
date of the constructive sale.

An appreciated financial position is defined as any position with
respect to any stock, debt instrument, or partnership interest, if
there would be gain were the position sold. Certain actively traded
trust instruments are treated as stock for this purpose. A position
is defined as any interest, including a futures or forward contract,
short sale, or option.

Constructive sales would not include a transaction if the appre-
ciated financial position that is part of such transaction is marked
to market under present law sections 475 (mark to market for se-
curities dealers) or 1256 (mark to market for futures contracts, op-
tions and currency contracts).

A constructive sale also would not include any contract for the
sale of any stock, debt instrument, or partnership interest that is
not a marketable security (as defined in the section 453(f)(2) rules
that apply to installment sales) if the sale is reasonably expected
to occur within one year after the date such contract is entered
into.

A person would be considered related to another for purposes of
the proposal if the relationship was one described in sections 267
or 707(b) and the transaction is entered into with a view toward
avoiding the purposes of the provision.

If there is a constructive sale of less than all of the appreciated
financial positions held by the taxpayer, the proposal would apply
to such positions in the order in which acquired or entered into. If
the taxpayer actually disposed of a position previously construc-
tively sold, the offsetting positions creating the constructive sale
still held by the taxpayer would be treated as causing a new con-
structive sale of appreciated positions in substantially identical
property, if any, the taxpayer holds at that time.

The application of this proposal would be affected by the separate
proposal described above that would require a computation of aver-
age cost basis and a FIFO ordering rule for substantially identical
securities. For example, the average cost/FIFO proposal effectively
would eliminate the ability for a taxpayer to defer gain under a
typical short-against-the-box transaction (i.e., where a taxpayer
with appreciated securities borrows identical securities, currently
sells the borrowed securities, and later delivers the appreciated se-
curities to close out the borrowing). Under the average cost/FIFO
proposal, the taxpayer would be deemed to have sold his appre-
ciated securities, thus recognizing gain.

Effective Date

The proposal would be effective for constructive sales entered
into after the date of enactment. It also would apply to constructive
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sales entered into after January 12, 1996 and before the date of en-
actment that remain open 30 days after the date of enactment. The
proposal would apply to these pre-enactment transactions as if the
constructive sale occurred on the date which is 30 days after the
date of enactment.

In the case of a decedent dying after the date of enactment, if
a constructive sale of an appreciated financial position (as defined
in the proposal) had occurred before the date of enactment and re-
mains open on the day before the decedent's death, and no gain
had been recognized under the constructive sale rules on the posi-
tion, such position (and any property related to it, under principles
of the provision) would be treated as property constituting rights
to receive income in respect of a decedent under section 691.

7. Gains and losses from certain terminations with respect
to property

Present Law

Extinguishment treated as sale or exchange.-The definition of
capital gains and losses in section 1222 requires that there be a
"sale or exchange" of a capital asset. Court decisions interpreted
this requirement to mean that when a disposition is not a sale or
exchange of a capital asset, for example, a lapse, cancellation, or
abandonment, the disposition produces ordinary income or loss.37

Under a special provision, gains and losses attributable to the can-
cellation, lapse, expiration, or other termination of a right or obli-
gation with respect to certain personal property are treated as
gains or losses from the sale of a capital asset (sec. 1234A). The
personal property subject to this rule is (1) personal property (other
than stock that is not part of straddle or of a corporation that is
not formed or availed of to take positions which offset positions in
personal property of its shareholders) of a type which is actively
traded and which is, or would be on acquisition, a capital asset in
the hands of the taxpayer and (2) a "section 1256 contract" 38 which
is capital asset in the hands of the taxpayer. Section 1234A does
not apply to the retirement of a debt instrument.

Character of gain on retirement of debt obligations.-Amounts re-
ceived on the retirement of any debt instrument are treated as
amounts received in exchange therefor (sec. 1271(a)(1)). In addi-
tion, gain on the sale or exchange of a debt instrument with OID39
generally is treated as ordinary income to the extent of its OID if
there was an intention at the time of its issuance to call the debt
instrument before maturity (sec. 1271(a)(2)). These rules do not
apply to (1) debt issued by a natural person or (2) debt issued be-
fore July 2, 1982, by a noncorporate or nongovernment issuer.

"37See Fairbanks v. U.S., 306 U.S. 436 (1039); Comm'r v. Pittston Co., 252 F. 2d 344 (2nd Cir.),
cert. denied, 357 U.S. 919 (1958).

-18A "section 1256 contract" means (1) any regulated futures contract, (2) foreign currency con-
tract, (3) nonequity option, or (4) dealer equity option.

"-The issuer of a debt instrument with OID generally accrues and deducts the discount, as
interest, over the life of the obligation even though the amount of such interest is not paid until
the debt matures. The holder of such a debt instrument also generally includes the OID in in-
come as it accrues as interest on an accrual basis. The mandatory inclusion of OID in income
does not apply, among other exceptions, to debt obligations issued by natural persons before
March 2, 1984, and loans of less than $10,000 between natural persons if such loan is not made
in the ordinary cov-se of business of the lender (secs. 1272(aX2)(D) and (E)).
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Description of Proposal

Extension of relinquishment rule to all types of property.-The
proposal would extend the rule which treats gain or loss from the
cancellation, lapse, expiration, or other termination of a right or ob-
ligation with respect to property which is (or on acquisition would
be) a capital asset in the hands of the taxpayer to all types of prop-
erty.

Character of gain on retirement of debt obligations issued by nat-
ural persons.-The proposal would repeal the provision that ex-
empts debt obligations issued by natural persons from the rule
which treats gain realized on retirement of the debt as exchanges.
Thus, under the proposal, gain or loss on the retirement of such
debt will be capital gain or loss. The proposal would retain the
present-law exceptions for debt issued before July 2, 1982, by non-
corporations or nongovernments.

Effective Date

The proposal would be effective 30 days after the date of enact-
ment.

8. Determination of original issue discount where pooled
debt obligations subject to acceleration

Present Law

A taxpayer generally may deduct the amount of interest paid or
accrued within the taxable year on indebtedness issued by the tax-
payer. The issuer of a debt instrument with original issue discount
("OID") generally accrues and deducts, as interest, the OID over
the life of the obligation, even though the amount of the interest
may not be paid until the maturity of the instrument.

The amount of OID with respect to a debt instrument is the ex-
cess of the stated redemption price at maturity over the issue price
of the debt instrument. The stated redemption price at maturity in-
cludes all amounts payable at maturity. The amount of OID in a
debt instrument is allocated over the life of the instrument through
a series of adjustments to the issue price for each accrual period.
The adjustment to the issue price is determined by multiplying the
adjusted issue price (i.e., the issue price increased by adjustments
prior to the accrual period) by the instrument's yield to maturity,
and then subtracting the interest payable during the accrual pe-
riod. Thus, in order to compute the amount of OID and the portion
of OID allocable to a period, the stated redemption price at matu-
rity and the time of maturity must be known.

Special rules for determining the amount of OID allocated to a
period apply to certain instruments that may be subject to prepay-
ment. Specifically, in the case of (1) any regular interest in a
REMIC, (2) qualified mortgages held by a REMIC, or (3) any other
debt instrument if payments under the instrument may be acceler-
ated by reason of prepayments of other obligations securing the in-
strument, the daily portions of the OID on such debt instruments
are determined by taking into account an assumption regarding the
prepayment of principal for such instruments.
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If the principal amount of an indebtedness may be paid without
interest by a specified date (as is the case with certain credit card
balances), present law does not require the lender to accrue inter-
est until after the specified date has passed. In addition, if a bor-
rower can reduce the yield on a debt by exercising a prepayment
option, the OID rules assume that the borrower will prepay the
debt.

Description of Proposal

The proposal would apply the special OID rule applicable to any
regular interest in a REMIC, qualified mortgages held by a
REMIC, or certain other debt instruments to any pool of debt in-
struments the payments on which may be accelerated by reason of
prepayments. Thus, under the proposal, if a taxpayer holds a pool
of credit card receivables that require interest to be paid if the bor-
rowers do not pay their accounts by a specified date, the taxpayer
would be required to accrue interest or OID on such pool based
upon a reasonable assumption regarding the timing of the pay-
ments of the accounts in the pool.

The proposal is not intended to apply to pools of receivables for
which interest charges are incidental. Thus, for example, it is in-
tended that the proposal would not apply to a merchant that (1)
permits customers to pay their bills within a reasonable time and
(2) does not routinely receive interest from a substantial portion of
its customers. In addition, the Secretary of the Treasury would be
authorized to provide appropriate exemptions from the proposal, in-
cluding exemptions for taxpayers that hold a limited amount of
debt instruments.

Effective Date

The proposal would be effective for taxable years beginning after
the date of enactment. If a taxpayer is required to change its meth-
od of accounting under the proposal, such change would be treated
as initiated by the taxpayer with the consent of the Secretary of
the Treasury and any section 481 adjustment would be included in
income ratably over a four-year period.

B. Corporate Tax Provisions

1. Require gain recognition for certain extraordinary divi-
dends

Present Law

A corporate shareholder generally can deduct at least 70 percent
of a dividend received from another corporation. This dividends re-
ceived deduction is 80 percent if the corporate shareholder owns at
least 20 percent of the distributing corporation and generally 100
percent if the shareholder owns at least 80 percent of the distribut-
ing corporation.

Section 1059 of the Code requires a corporate shareholder that
receives an "extraordinary dividend" to reduce the basis of the
stock with respect to which the dividend was received by the
nontaxed portion of the dividend. Whether a dividend is "extraor-
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dinary" is determined, among other things, by reference to the size
of the dividend in relation to the adjusted basis of the shareholder's
stock. Also, a dividend resulting from a non pro rata redemption
or a partial liquidation is an extraordinary dividend. If the reduc-
tion in basis of stock exceeds the basis in the stock with respect
to which an extraordinary dividend is received, the excess is taxed
as gain on the sale or disposition of such stock, but not until that
time (sec. 1059(a)(2)). The reduction in basis for this purpose occurs
immediately before any sale or disposition of the stock (sec.
1059(d)(1)(A)). The Treasury Department has general regulatory
authority to carry out the purposes of the section.

Except as provided in regulations, the extraordinary dividend
provisions do not apply to result in a double reduction in basis in
the case of distributions between members of an affiliated group fil-
ing consolidated returns, where the dividend is eliminated or ex-
cluded under the consolidated return regulations. Double inclusion
of earnings and profits (i.e., from both the dividend and from gain
on the disposition of stock with a reduced basis) also should gen-
erally be prevented.40 Treasury regulations provide for application
of the provision when a corporation is a partner in a partnership
that receives a distribution.41

In general, a distribution in redemption of stock is treated as a
dividend, rather than as a sale of the stock, if it is essentially
equivalent to a dividend (sec. 302). A redemption of the stock of a
shareholder generally is essentially equivalent to a dividend if it
does not result in a meaningful reduction in the shareholder's pro-
portionate interest in the distributing corporation. Section 302(b)
also contains several specific tests (e.g., a substantial reduction
computation and a termination test) to identify redemptions that
are not essentially equivalent to dividends. The determination
whether a redemption is essentially equivalent to a dividend in-
cludes reference to the constructive ownership rules of section 318,
including the option attribution rules of section 318(a)(4). The rules
relating to treatment of cash or other property received in a reorga-
nization contain a similar reference (sec. 356(a)(2)).

Description of Proposal

Under the proposal, except as provided in regulations, a cor-
porate shareholder would recognize gain immediately with respect
to any redemption treated as a dividend (in whole or in part) when
the nontaxed portion of the dividend exceeds the basis of the
shares surrendered, if the redemption is treated as a dividend due
to options being counted as stock ownership.42

In addition, the proposal would require immediate gain recogni-
tion whenever the basis of stock with respect to which any extraor-
dinary dividend was received is reduced below zero. The reduction
in basis of stock would be treated as occurring at the beginning of
the ex-dividend date of the extraordinary dividend to which the re-
duction relates.

"4oSee H.R. Rep. 99-841, II-166, 99th Cong. 2d Sess. (Sept. 18, 1986).
41 See Treas. Reg. sec. 1.701-2(f), Example (2).
42Thus, for example, where a portion of such a distribution would not have been treated as

a dividend due to insufficient earnings and profits, the rule applies to the portion treated as
a dividend.
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Reorganizations or other exchanges involving amounts that are
treated as dividends under section 356 of the Code are treated as
redemptions for purposes of applying the rules relating to redemp-
tions under section 1059(e). For example, if a recapitalization or
other transaction that involves a dividend under section 356 has
the effect of a non pro rata redemption or is treated as a dividend
due to options being counted as stock, the rules of section 1059
apply. Redemptions of shares, or other extraordinary dividends on
shares, held by a partnership will be subject to section 1059 to the
extent there are corporate partners (e.g., appropriate adjustments
to the basis of the shares held by the partnership and to the basis
of the corporate partner's partnership interest will be required).

Under continuing section 1059(g) of present law, the Treasury
Department would be authorized to issue regulations where nec-
essary to carry out the purposes and prevent the avoidance of the
bill.

Effective Date

The proposal would generally be effective for distributions after
May 3, 1995, unless made pursuant to the terms of a written bind-
ing contract in effect on May 3, 1995 and at all times thereafter
before such distribution, or a tender offer outstanding on May 3,
1995.43 However, in applying the new gain recognition rules to any
distribution that is not a partial liquidation, a non pro rata re-
demption, or a redemption that is treated as a dividend by reason
of options, September 13, 1995 is substituted for May 3, 1995 in
applying the transition rules.

No inference is intended regarding the tax treatment under
present law of any transaction within the scope of the provision, in-
cluding transactions utilizing options.

In addition, no inference is intended regarding the rules under
present law (or in any case where the treatment is not specified in
the provision) for determining the shares of stock with respect to
which a dividend is received or that experience a basis reduction.

2. Repeal percentage depletion for nonfuel minerals mined
on certain Federal lands

Present Law

Taxpayers are allowed to deduct a reasonable allowance for de-
pletion relating to the acquisition and certain related costs of mines
or other hard mineral deposits. The depletion deduction for any
taxable year is calculated under either the cost depletion method
or the percentage depletion method, whichever results in the great-
er allowance for depletion for the year.

Under the cost depletion method, the taxpayer deducts that por-
tion of the adjusted basis of the property which is equal to the ratio
of the units sold from that property during the taxable year, to the
estimated total units remaining at the beginning of that year.

o4Thus, for example, in the case of a distribution prior to the effective date, the provisions
of present law would continue to apply, including the provisions of present law sections 1059(a)
and 1059(dX1), requiring reduction in basis immediately before any sale or disposition of the
stock, and requiring recognition of gain at the time of such sale or disposition.
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Under the percentage depletion method, a deduction is allowed
in each taxable year for a statutory percentage of the taxpayer's
gross income from the property. -The statutory percentage for gold,
silver, copper, and iron ore is 15 percent; the statutory percentage
for uranium, lead, tin, nickel, tungsten, zinc, and most other hard
rock minerals is 22 percent. The percentage depletion deduction for
these minerals may not exceed 50 percent of the net income from
the property for the taxable year (computed without allowance for
depletion). Percentage depletion is not limited to the taxpayer's
basis in the property; thus, the aggregate amount of percentage de-
pletion deductions claimed may exceed the amount expended by the
taxpayer to acquire and develop the property.

The Mining Law of 1872 permits U.S. citizens and businesses to
freely prospect for hard rock minerals on Federal lands, and allows
them to mine the land if an economically recoverable deposit is
found. No Federal rents or royalties are imposed upon the sale of
the extracted minerals. A prospecting entity may establish a claim
to an area that it believes may contain a mineral deposit of value
and preserve its right to that claim by paying an annual holding
fee of $100 per claim. Once a claimed mineral deposit is deter-
mined to be economically recoverable, and at least $500 of develop-
ment work has been performed, the claim holder may apply for a
"patent" to obtain title to the surface and mineral rights. If ap-
proved, the claimant can obtain full title to the land for $2.50 or
$5.00 per acre.

Description of Proposal

The proposal would repeal the present-law percentage depletion
provisions for nonfuel minerals extracted from any land where title
to the land or the right to extract minerals from such land was
originally obtained pursuant to the provisions of the Mining Law
of 1872.

Effective Date

The proposal would be effective for taxable years beginning after
the date of enactment.

3. Modify net operating loss carryback and carryforward
rules

Present Law

The net operating loss ("NOL") of a taxpayer (generally, the
amount by which the business deductions of a taxpayer exceeds its
gross income) may be carried back three years and carried forward
fifteen years to offset taxable income in such years. A taxpayer
may elect to forgo the carryback of an NOL. Special rules apply to
REITs (no carrybacks), specified liability losses (10-year carryback),
excess interest losses (no carrybacks), and net capital losses of cor-
porations (carryforward limited to five years).

Description of Proposal

The proposal would limit the NOL carryback period to one year
and extend the NOL carryforward period to 20 years. The proposal
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would not apply to the carryback rules relating to REITs, specified
liability losses, excess interest losses, and corporate capital losses.

Effective Date

The proposal would be effective for NOLs arising in taxable years
beginning after the date of enactment.

4. Treat certain preferred stock as "boot"

Present Law

In reorganization transactions within the meaning of section 368,
no gain or loss is recognized except to the extent "other property"
(often called "boot") is received, that is, property other than certain
stock, including preferred stock. Thus, preferred stock can be re-
ceived tax-free in a reorganization, notwithstanding that many pre-
ferred stocks are functionally equivalent to debt securities. Upon
the receipt of "other property," gain but not loss can be recognized.
A special rule permits debt securities to be received tax-free, but
only to the extent debt securities of no lesser principal amount are
surrendered in the exchange. Other than this debt-for-debt rule,
similar rules generally apply to transactions described in section
351.

Description of Proposal

The proposal would amend the relevant provisions (sections 351,
354, 355, 356 and 1036) to treat certain preferred stock as "other
property" (i.e., "boot") subject to certain exceptions. Thus, when a
taxpayer exchanges property for this preferred stock in a trans-
action that qualifies under either section 351 or section 368, gain
but not loss would be recognized.

The proposal would apply to preferred stock (i.e., stock that is
limited and preferred as to dividends and does not participate, in-
cluding through a conversion privilege, in corporate growth to any
significant extent), where (1) the holder has the right to require the
issuer or a related person (within the meaning of sections 267(b)
and 707(b)) to redeem or purchase the stock, (2) the issuer or a re-
lated person is required to redeem or purchase the stock, (3) the
issuer (or a related person) has the right to redeem or purchase the
stock and, as of the issue date, it is more likely than not that such
right will be exercised, or (4) the dividend rate on the stock varies
in whole or in part (directly or indirectly) with reference to interest
rates, commodity prices, or other similar indices, regardless of
whether such varying rate is provided as an express term of the
stock (for example, in the case of an adjustable rate stock) or as

a practical result of other aspects of the stock (for example, in the
case of auction rate stock). For this purpose, the rules of (1), (2),
and (3) apply if the right or obligation may be exercised within 20
years of the date the instrument is issued and such right or obliga-
tion is not subject to a contingency which, as of the issue date,
makes remote the likelihood of the redemption or purchase. In ad-

dition, a right or obligation would be disregarded if it may be exer-

cised only upon the death, disability, or mental incompetency of the
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holder or, in the case of stock transferred in connection with the
performance of services, upon the holder's retirement.

The following exchanges would be excluded from this gain rec-
ognition: (1) certain exchanges of preferred stock for comparable
preferred stock of the same or lesser value; (2) an exchange of pre-
ferred stock for common stock; (3) certain exchanges of debt securi-
ties for preferred stock of the same or lesser value; and (4) ex-
changes of stock in certain recapitalizations of family-owned cor-
porations. For this purpose, a family-owned corporation would be
defined as any corporation if at least 50 percent of the total voting
power and value of the stock of such corporation is owned by mem-
bers of the same family for five years preceding the recapitaliza-
tion. In addition, a recapitalization does not qualify for the excep-
tion if the same family does not own 50 percent of the total voting
power and value of the stock throughout Lhe three-year period fol-
lowing the recapitalization. Members of the same family would be
defined by reference to the definition in section 447(e). Thus, a
fa .ily would include children, parents, brothers, sisters, and
spouses, with a limited attribution for directly and indirectly owned
stock of the corporation. Shares held by a family member would be
treated as not held by a family member to the extent a non-family
member had a right, option or agreement to acquire the shares (di-
rectly or indirectly, for example, through redemptions by the is-
suer), or with respect to shares as to which a family member has
reduced its risk of loss with respect to the share, for example,
through an equity swap. Even though the provision excepts certain
family recapitalizations, the special valuation rules of section 2701
for estate and gift tax consequences still apply.

An exchange of nonqualified preferred stock for nonqualified pre-
ferred stock in an acquiring corporation may qualify for tax-free
treatment under section 354, but not section 351. In cases in which
both sections 354 and 351 may apply to a transaction, section 354
generally will apply for purposes of this proposal. Thus, in that sit-
uation, the exchange would be tax free.

The Treasury Secretary would have regulatory authority to (1)
apply installment sale-type rules to preferred stock that is subject
to this proposal in appropriate cases and (2) prescribe treatment of
preferred stock subject to this provision under other provisions of
the Code (e.g., sections 304, 306, 318, and 368(c)). Until regulations
are issued, preferred stock that is subject to the proposal shall con-
tinue to be treated as stock under other provisions of the Code.

Effective Date

The proposal would be effective for transactions on or after the
date of first committee action.

5. Conversion of large corporations into S corporations
treated as complete liquidations

Present Law

The income of a corporation described in subchapter C of the In-
ternal Revenue Code (a "C corporation") is subject to corporate-
level tax when the income is earned and individual-level tax when
the income is distributed. The income of a corporation described in
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subchapter S of the Internal Revenue Code (an "S corporation")
generally is subject to individual-level, but not corporate-level, tax
when the income is earned. The income of an S corporation gen-
erally is not subject to tax when it is distributed to the sharehold-
ers. The tax treatment of an S corporation is similar to the treat-
ment of a partnership or sole proprietorship.

The liquidation of a subchapter C corporation generally is a tax-
able event to both the corporation and its shareholders. Corporate
gain is measured by the difference between the fair market values
and the adjusted bases of the corporation's assets. The shareholder
gain is measured by the difference between the value of the assets
distributed and the shareholder's adjusted basis in his or her stock.
The conversion of a C corporation into a partnership or sole propri-
etorship is treated as the liquidation of the corporation.

The conversion from C to S corporation status (or the merger of
a C corporation into an S corporation) generally is not a taxable
event to either the corporation or its shareholders.

Certain rules attempt to limit the potential for C corporations to
avoid corporate-level tax by shifting appreciated assets to S cor-
poration status prior to the recognition of such gains. Specifically,
an S corporation is subject to a tax computed by applying the high-
est marginal corporate tax rate to the lesser of (1) the S corpora-
tion's recognized built-in gains or (2) the amount that would be tax-
able income if such corporation was not an S corporation (sec.
1374). For this purpose, a recognized built-in gain generally is any
gain the S corporation recognizes from the disposition of any asset
within a 10-year recognition period after the conversion from C cor-
poration status or any income that is properly taken into account
during the recognition period that is attributable to prior periods.
However, a gain is not a recognized built-in gain if the taxpayer
can establish that the asset was not held by the corporation on the
date of conversion or to the extent the gain exceeds the amount of
gain that would have been recognized on such date. In addition,
the cumulative amount of recognized built-in gains that an S cor-
poration must take into account may not exceed the amount by
which the fair market value of the corporation's assets exceeds the
aggregated adjusted basis of such assets on the date of conversion
from C corporation status. Finally, net operating loss or tax credit
carryovers from years in which the corporation was a C corporation
may reduce or eliminate the tax on recognized built-in gains.

The amount of built-in gain that is subject to corporate-level tax
also flows-through to the shareholders of the S corporation as an
item of income subject to individual-level tax. The amount of tax
paid by the S corporation on built-in gains flows-through to the
shareholders as an item of loss that is deductible against such
built-in gain income on the individual level.

Description of Proposal

The proposal would repeal section 1374 for large S corporations.
A C-to-S corporation conversion (whether by a C corporation elect-
ing S corporation status or by a C corporation rherging into an S
corporation) would be treated as a liquidation of the C corporation
followed by a contribution of the assets to an S corporation by the
recipient shareholders. Thus, the proposal would require immediate
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gain recognition by both the corporation (with respect to its appre-
ciated assets) and its shareholders (with respect to their stock)
upon the conversion to S corporation status.

For this purpose, a large S corporation is one with a value of
more than $5 million at the time of conversion. The value of the
corporation would be the fair market value of all the stock of the
corporation on the date of conversion.

Effective Date
The proposal generally would be effective for subchapter S elec-

tions that become effective for taxable years beginning after Janu-
ary 1, 1998. The proposal would apply to acquisitions (e.g., the
merger of a C corporation into an existing S corporation) after De-
cember 31, 1997. Thus, C corporations would continue to be per-
mitted to elect S corporation status effective for taxable years be-
ginning in 1997 or on January 1, 1998.

In addition, the Internal Revenue Service would revise Notice
88-1944 to conform to the proposed amendment to section 1374,
with an effective date similar to the statutory proposal. As a result,
the conversion of a large C corporation to a regulated investment
company ("RIC") or a real estate investment trust ("REIT") after
the revisions would result in immediate recognition by the C cor-
poration of the net built-in gain in its assets.
6. Require gain recognition on certain distributions of con-

trolled corporation stock

Present Law
A corporation is generally required to recognize gain on the dis-

tribution of property (including stock of a subsidiary) as if such
property had been sold for its fair market value. The shareholders
generally treat the receipt of property as a taxable event as well.
Section 355 of the Internal Revenue Code provides an exception to
this rule for certain distributions of stock in a controlled corpora-
tion, provided that various requirements are met, including certain
restrictions relating to acquisitions and dispositions of stock of the
distributing corporation ("distributing") or the controlled corpora-
tion ("controlled") prior and subsequent to a distribution.

Description of Proposal

The proposal would adopt additional restrictions under section
355 on acquisitions and dispositions of the stock of distributing and
controlled. Under the proposal, the distributing corporation (but
not the shareholders) would be required to recognize gain on the
distribution of the stock of controlled unless the direct and indirect
shareholders of distributing, as a group, control both distributing
and controlled at all times during the four year period commencing
two years prior to the distribution. Control for this purpose means
ownership of stock possessing at least 50 percent of the total com-

"Notice 88-19, 1988-1 C.B. 486, allows C corporations that become RICs or REITs to be sub-
ject to rules similar to those of section 1374, rather than being subject to the rules applicable
to complete liquidations.
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bined voting power and at least 50 percent of the total value of all
classes of stock.

In determining whether shareholders retain control in both cor-
porations throughout the four-year time period, any acquisitions or
dispositions of stock that are unrelated to the distribution will be
disregarded. A transaction is unrelated to the distribution if it is
not pursuant to a common plan or arrangement that includes the
distribution. For example, public trading of the stock of either dis-
tributing or controlled is disregarded, even if that trading occurs in
contemplation of the distribution. Similarly, an acquisition of dis-
tributing or controlled in a merger or otherwise that is not pursu-
ant to a common plan or arrangement existing at the time of the
distribution is not related to the distribution. For example, a hos-
tile acquisition of distributing or controlled commencing after the
distribution will be disregarded. On the other hand, a friendly ac-
quisition will generally be considered related to the distribution if
it is pursuant to an arrangement negotiated (in whole or in part)
prior to the distribution, even if at the time of distribution it is
subject to various conditions, such as the approval of shareholders
or a regulatory body.

Effective Date

The proposal would be effective for distributions after the date of
first committee action.

7. Reform tax treatment of certain corporate stock transfers

Present Law

Under section 304, if one corporation purchases stock of a related
corporation, the transaction generally is recharacterized as a re-
demption. In determining whether a transaction so recharacterized
is treated as a sale or a dividend, reference is made to the changes
in the selling corporation's ownership of stock in the issuing cor-
poration (applying the constructive ownership rules of section
318(a) with modifications under section 304(c)). Sales proceeds re-
ceived by a corporate transferor that are characterized as a divi-
dend may qualify for the dividends received deduction under sec-
tion 243, and such dividend may bring with it foreign tax credits
under section 902. Section 304 does not apply to transfers of stock
between members of a consolidated group.

Section 1059 applies to "extraordinary dividends," including cer-
tain redemption transactions treated as dividends qualifying for
the dividends received deduction. If a redemption results in an ex-
traordinary dividend, section 1059 generally requires the share-
holder to reduce its basis in the stock of the redeeming corporation
by the nontaxed portion of such dividend.

Description of Proposal

Under the proposal, to the extent that a section 304 transaction
is treated as a distribution under section 301, the transferor and
the acquiring corporation would be treated as if (1) the transferor
had transferred the stock involved in the transaction to the acquir-
ing corporation in exchange for stock of the acquiring corporation
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in a transaction to which section 351(a) applies, and (2) the acquir-
ing corporation had then redeemed the stock it is treated as having
issued. Thus, the acquiring corporation would be treated for all
purposes as having redeemed the stock it is treated as having is-
sued to the transferor. In addition, the proposal would amend sec-
tion 1059 so that, if the section 304 transaction is treated as a divi-
dend to which the dividends received deduction applies, the divi-
dend would be treated as an extraordinary dividend in which only
the basis of the transferred shares would be taken into account
under section 1059.

Under the proposal, a special rule would apply to section 304
transactions involving acquisitions by foreign corporations. The
proposal would limit the earnings and profits of the acquiring for-
eign corporation that would be taken into account in applying sec-
tion 304. The earnings and profits of the acquiring foreign corpora-
tion to be taken into account would not exceed the portion of such
earnings and profits that (1) is attributable to stock of such acquir-
ing corporation held by a corporation or individual who is the
transferor (or a person related thereto) and who is a U.S. share-
holder (within the meaning of section 951(b)) of such corporation,
and (2) was accumulated during periods in which such stock was
owned by such person while such acquiring corporation was a con-
trolled foreign corporation. For purposes of this rule, except as oth-
erwise provided by the Secretary of the Treasury, the rules of sec-
tion 1248(d) (relating to certain exclusions from earnings and prof-
its) would apply. The Secretary of the Treasury would prescribe
regulations as appropriate, including regulations determining the
earnings and profits that are attributable to particular stock of the
acquiring corporation.

No inference is intended as to the treatment of any transaction
under present law.

Effective Date

The proposal would be effective for transactions after the date of
first committee action.

8. Modify the extension of section 29 credit for biomass and
coal facilities

Present Law

Certain fuels produced from "nonconventional sources" and sold
to unrelated parties are eligible for an income tax credit equal to
$3 (generally adjusted for inflation) per barrel or BTU oil barrel
equivalent (sec. 29). Qualified fuels must be produced within the
United States.

Qualified fuels include: (1) oil produced from shale and tar sands;
(2) gas produced from geopressured brine, Devonian shale, coal
seams, tight formations ("tight sands"), or biomass; and (3) liquid,
gaseous, or solid synthetic fuels produced from coal (including lig-
nite).

In general, the credit is available only with respect to fuels pro-
duced from wells drilled or facilities placed in service after Decem-
ber 31, 1979, and before January 1, 1993. An exception extends the
January 1, 1993 expiration date for facilities producing gas from
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biomass and synthetic fuel from coal if the facility producing the
fuel is placed in service before July 1, 1998, pursuant to a binding
contract entered into before January 1, 1997.

The credit may be claimed for qualified fuels produced and sold
before January 1, 2003 (in the case of nonconventional sources sub-
ject to the January 1, 1993 expiration date) or January 1, 2008 (in
the case of biomass gas and synthetic fuel facilities eligible for the
extension period).

Description of Proposal

The proposal would shorten by one year the "placed in service"
period for facilities producing gas from biomass and synthetic fuel,
such that only facilities placed in service before July 1, 1997, pur-
suant to a binding contract entered into before January 1, 1997,
would be eligible for the credit.

Effective Date

The proposal would be effective on the date of enactment.

C. Foreign Provisions

1. Expand subpart F provisions regarding income from no-
tional principal contracts and stock lending trans-
actions

Present Law

Under the subpart F rules, the U.S. 10-percent shareholders of
a controlled foreign corporation ("CFC") are subject to U.S. tax cur-
rently on certain income earned by the CFC, whether or not such
income is distributed to the shareholders. The income subject to
this current inclusion rule includes, among other things, "foreign
personal holding company income."

Foreign personal holding company income generally consists of
the following: dividends, interest, royalties, rents and annuities;
net gains from sales or exchanges of (a) property that gives rise to
the foregoing types of income, (b) property that does not give rise
to income, and (c) interests in trusts, partnerships, and REMICs;
net gains from commodities transactions; net gains from foreign
currency transactions; and income that is equivalent to interest. In-
come from notional principal contracts referenced to commodities,
foreign currency, interest rates, or indices thereon is treated as for-
eign personal holding company income. In addition, income derived
from transfers of debt securities (but not equity securities) pursu-
ant to the rules governing securities lending transactions (sec.
1058) is treated as foreign personal holding company income.

A variety of exceptions from foreign personal holding company
income are provided for income earned by a CFC that is a regular
dealer in the property sold or exchanged. However, no exception is
available for a CFC that is a regular dealer in financial instru-
ments referenced to commodities.

A U.S. shareholder of a passive foreign investment company
("PFIC") is subject to U.S. tax and an interest charge with respect
to certain distributions from the PFIC and gains on dispositions of
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the stock of the PFIC, unless the shareholder elects to include in
income currently for U.S. tax purposes its share of the earnings of
the PFIC. A foreign corporation is a PFIC if it satisfies either a
passive income test or a passive assets test. For this purpose, pas-
sive income is defined by reference to foreign personal holding com-
pany income.

Description of Proposal

The proposal would add net income from notional principal con-
tracts as a new category of foreign personal holding company in-
come. In addition, the proposal would treat income derived from eq-
uity securities lending transactions pursuant to section 1058 as for-
eign personal holding company income.

Under the proposal, income, gain, deduction or loss from a no-
tional principal contract entered into to hedge an item of income
in another category of foreign personal holding company income
would be included in that category.

The proposal would provide an exception, from foreign personal
holding company income for income from transactions entered into
in the ordinary course of a CFC's business as a regular dealer in
forward contracts, options, notional principal contracts, and similar
financial instruments (including instruments referenced to com-
modities).

Effective Date

The proposal would apply to taxable years beginning after the
date of enactment.

2. Taxation of certain captive insurance companies and
their shareholders

Present Law

A deduction generally is allowed for insurance premiums in-
curred in connection with a taxpayer's trade or business. In con-
trast, no deduction is allowed for amounts set aside by the tax-
payer to fund future losses.

An insurance company is defined under Treasury regulations as
a company whose primary and predominant business activity is the
issuance of insurance or annuity contracts or the reinsuring of
risks underwritten by insurance companies.

The term "insurance" is not defined in the Code. In general,
courts have held that an insurance transaction involves risk shift-
ing and risk distribution. See Helvering v. LeGierse, 312 U.S. 531
(1941).

Under the subpart F rules, certain U.S. shareholders of a con-
trolled foreign corporation (CFC) are required to include in income
currently their shares of certain income of the CFC, whether or not
such income is actually distributed to the shareholders. This cur-
rent inclusion rule applies to certain insurance income of the CFC.
In addition, special provisions under the subpart F rules apply to
the related person insurance income of a CFC. Further, present
law applies a look-through rule in characterizing certain subpart F
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insurance income for purposes of determining unrelated business
income of a tax-exempt organization.

Premiums paid by a U.S. person to a foreign insurer or reinsurer
with respect to the insurance of U.S. risks are subject to an excise
tax, absent an applicable tax treaty that includes a waiver of this
tax.

Description of Proposal

In general
Under the proposal, "disqualified shareholder insurance" would

be treated as derived from a business other than insurance for pur-
poses of determining whether a corporation qualifies as an insur-
ance company under the primary and predominant business activ-
ity test of present law. In the case of a corporation that fails to
qualify as an insurance company because of disqualified share-
holder insurance (i.e., a disqualified corporation), premiums with
respect to disqualified shareholder insurance would not be deduct-
ible when paid. Special rules (described below) would apply in de-
termining the deductions and income inclusions of both the dis-
qualified corporation and the insured with respect to disqualified
shareholder insurance.

Disqualified shareholder insurance would be an insurance or re-
insurance policy issued directly or indirectly with respect to a per-
son who is a "large shareholder" of the issuing corporation, or a
person related to such a shareholder. An insurance or reinsurance
policy would not constitute disqualified shareholder insurance if
the ultimate insured is not a large shareholder or a related person
(e.g., a third-party risk that is reinsured by the issuing company's
affiliate).

A large shareholder would be any person who owns or is consid-
ered as owning 10 percent or more of the total combined voting
power of all classes of stock of such corporation entitled to vote. For
this purpose, the indirect and constructive ownership rules of sec-
tion 958 would apply, other than section 958(b)(4). Policyholders of
a mutual company would be treated as shareholders. A person
would be considered to be related based on the application of rules
similar to the rules of section 954(d)(3). Moreover, in the case of an
insurance policy covering liability arising from services performed
as a director, officer, or employee of a corporation or as a partner
or employee of a partnership, the person performing such services
would be treated as related to such corporation or partnership.

Treatment of disqualified corporation
Under the proposal, a disqualified corporation would not be sub-

ject to tax under subchapter L of the Code and would not be eligi-
ble for tax-exempt status under section 501(c)(15). The disqualified
shareholder insurance generally would not constitute insurance for
purposes of the Code.

The disqualified corporation would not include in income pre-
miums for disqualified shareholder insurance. The disqualified cor-
poration would include in income, in the year the insurance ex-
pires, the excess, if any, of the premiums received with respect to
such insurance over the aggregate claims paid. The disqualified
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corporation could deduct the excess, if any, of the aggregate claims
paid with respect to such insurance over the premiums received.

Treatment of large shareholder and related persons
Under the proposal, premiums paid to a disqualified corporation

for disqualified shareholder insurance would not be deductible.
Claims paid with respect to such disqualified shareholder insur-
ance would be includible in the income of the insured to the extent
such aggregate payments exceed the premiums paid. The insured
would be allowed a deduction, in the year the insurance expires, to
the extent that the premiums with respect to such disqualified
shareholder insurance exceed the aggregate claims paid. For pur-
poses of section 165(a), the proceeds of such disqualified share-
holder insurance would not constitute compensation by insurance
or otherwise.

Application to reinsurance
For purposes of applying this proposal to arrangements involving

reinsurance, premiums paid indirectly and claim amounts received
indirectly would be taken into account. If any portion of disquali-
fied shareholder insurance is ceded to a person that is not related
to the ultimate insured with respect to such insurance, or to any
person related to the ultimate insured, that portion would not con-
stitute disqualified shareholder insurance. The proposal would not
apply to reinsurance transactions between affiliated insurance com-
panies, if the insured risks were not related party risks with re-
spect to the ceding or the assuming insurance companies.

Foreign personal holding company income
In the case of a foreign corporation that is a disqualified corpora-

tion, the proposal would create a new category of foreign personal
holding company income under subpart F for income with respect
to disqualified shareholder insurance. This new category of foreign
personal holding income would consist of the excess, if any, of the
amount of premiums received with respect to disqualified share-
holder insurance over the claims paid with respect thereto.

Application of excise tax
Disqualified shareholder insurance would be treated as insurance

for purposes of the insurance excise tax if the ultimate insured
with respect to such disqualified shareholder insurance claims a
deduction on its tax return for premiums paid directly or indirectly
for such insurance.

Information reporting
Under the proposal, recordkeeping and information reporting re-

quirements would apply in cases in which a corporation issues an
insurance or reinsurance policy where the person directly or indi-
rectly insured is a shareholder of the corporation or a person relat-
ed to a shareholder. In such a case, the shareholder or the related
person would be required to maintain records and provide informa-
tion as prescribed in Treasury guidance. If any person fails to sat-
isfy these requirements with respect to any insurance or reinsur-
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ance policy, no deduction would be allowed for premiums paid di-
rectly or indirectly by such person for such policy.

Regulatory authority
The Secretary of the Treasury would have authority to prescribe

regulations as necessary or appropriate to carry out the purposes
of the proposal. The Secretary could issue regulations (1) prevent-
ing avoidance of these rules through cross-insurance or multiple-
contact arrangements or otherwise; (2) preventing items from being
taken into account more than once; (3) providing that the deter-
mination of whether a corporation with disqualified shareholder in-
surance qualifies as an insurance company is made on the basis of
the average of its net written premiums over multiple years; and
(4) treating persons as related by reason of contractual arrange-
ments or otherwise.

Effective Date

The proposal would be effective for taxable years beginning after
the date of enactment.

3. Modify foreign tax credit carryover rules

Present Law

U.S. persons may credit foreign taxes against U.S. tax on foreign
source income. The amount of foreign tax credits that can be
claimed in a year is subject to a limitation that prevents taxpayers
from using foreign tax credits to offset U.S. tax on U.S. source in-
come. The foreign tax credit limitation is calculated separately for
specific categories of income.

The amount of creditable taxes paid or accrued (or deemed paid)
in any taxable year which exceeds the foreign tax credit limitation

is permitted to be carried back two years and forward five years.
The amount carried over may be used as a credit in a carryover
year to the extent the taxpayer otherwise has excess foreign tax
credit limitation for such year. The separate foreign tax credit limi-

tations apply for purposes of the carryover rules.

Description of Proposal

The proposal would reduce the carryback period for excess for-

eign tax credits from two years to one year. The proposal also

would extend the excess foreign tax credit carryforward period from

five years to seven years.

Effective Date

The proposal would apply to foreign tax credits arising in taxable

years beginning after December 31, 1997.

4. Reform treatment of foreign oil and gas income and dual-

capacity taxpayers

Present Law

U.S. persons are subject to U.S. income tax on their worldwide

income. A credit against U.S. tax on foreign source income is al-



lowed for foreign taxes. The foreign tax credit is available only for
foreign income, war profits, and excess profits taxes and for certain
taxes imposed in lieu of such taxes. Other foreign levies generally
are treated as deductible expenses only. Treasury regulations pro-
vide detailed rules for determining whether a foreign levy is a cred-
itable income tax. A levy generally is a tax if it is a compulsory
payment under the authority of a foreign country to levy taxes and
is not compensation for a specific economic benefit provided by a
foreign country. A taxpayer that is subject to a foreign levy and
also receives a specific economic benefit from such country is con-
sidered a "dual capacity taxpayer." Under a safe harbor provided
in the regulations, the portion of a foreign levy paid by a dual ca-
pacity taxpayer that is creditable is determined based on the for-
eign country's generally applicable tax or, if the foreign country has
no general tax, the U.S. tax (Treas. Reg. sec. 1.901-2A(e)).

The amount of foreign tax credits that a taxpayer may claim in
a year is subject to a limitation that prevents taxpayers from using
foreign tax credits to offset U.S. tax on U.S. source income. The for-
eign tax credit limitation is calculated separately for specific cat-
egories of income. The amount of creditable taxes paid or accrued
(or deemed paid) in any taxable year which exceeds the foreign tax
credit limitation is permitted to be carried back two years and car-
ried forward five years. Under a special limitation, taxes on foreign
oil and gas extraction income are creditable only to the extent that
they do not exceed a specified amount (e.g., 35 percent of such in-
come in the case of a corporation). A taxpayer must have excess
limitation under the special rules applicable to foreign extraction
taxes and excess limitation under the general foreign tax credit
provisions in order to utilize excess foreign oil and gas extraction
taxes in a carryback or carryforward year. A recapture rule appli-
cable to foreign oil and gas extraction losses treats income that
would otherwise be foreign oil and gas extraction income as foreign
source income that is not considered oil and gas extraction income;
the taxes on such income retain their character as foreign oil and
gas extraction taxes and continue to be subject to the special limi-
tation imposed on such taxes.

Under the subpart F rules, U.S. 10-percent shareholders of a con-
trolled foreign corporation ("CFC") are subject to U.S. tax currently
on their shares of certain income earned by the corporation, wheth-
er or not such income is distributed to the shareholders. Such in-
come includes foreign base company oil related income (sec. 954(g)).
Foreign base company oil related income is foreign oil related in-
come other than income derived from a source within a foreign
country in connection with (1) oil or gas which was extracted from
a well located in such foreign country or (2) oil, gas, or a primary
product of oil or gas which is sold by the foreign corporation or a
related person for use or consumption within such country or is
loaded in such country as fuel on a vessel or aircraft. Foreign base
company oil related income does not include income of small pro-
ducers (i.e., corporations whose average daily oil and natural gas
production, including production by related corporations, is less
than 1,000 barrels).
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Description of Proposal

The proposal would deny the foreign tax credit with respect to
all amounts paid or accrued (or deemed paid) to any foreign coun-
try by a dual-capacity taxpayer if the country does not impose a
"generally applicable income tax." A generally applicable income
tax would be an income tax that is imposed on the income derived
from business activities conducted within that country, provided
that the tax has substantial application to persons who are not
dual capacity taxpayers and to persons who are citizens or resi-
dents of the foreign country. If the foreign country imposes a gen-
erally applicable income tax, the foreign tax credit available to a
dual-capacity taxpayer would not exceed the amount of tax that
would be imposed under the generally applicable income tax. The
proposal would not apply to the extent contrary to any treaty obli-
gation of the United States.

The proposal would replace the special limitation rules applicable
to foreign oil and gas extraction income with a separate foreign tax
credit limitation with respect to "foreign oil and gas income." For
this purpose, foreign oil and gas income would include foreign oil
and gas extraction income and foreign oil related income. The pro-
posal would repeal the special carryover rules applicable to excess
foreign oil and gas extraction taxes and would repeal the recapture
rule for foreign oil and gas extraction losses.

The proposal would treat foreign oil and gas extraction income
as income which is subject to current U.S. taxation under the rules
of subpart F.

Effective Date

The proposal would apply to taxable years beginning after the
date of enactment.

5. Replace sales source rules with activity-based rule

Present Law

U.S. persons are subject to U.S. tax on their worldwide income.
A credit against U.S. tax on foreign source income is allowed for
foreign taxes. Specific rules apply in determining whether income
is from U.S. or foreign sources. Income from the sale or exchange
of inventory property that is produced (in whole or in part) within
the United States and sold or exchanged outside the United States
is treated as partly from U.S. sources and partly from foreign
sources. Under Treasury regulations, a taxpayer may treat 50 per-
cent of such income as attributable to production activities and 50
percent of such income as attributable to sales activities. Alter-
natively, a taxpayer may determine the income from production ac-
tivities based upon an independent factory price. The portion of the
income that is attributable to production activities generally is
sourced based on the location of the production assets. The portion
of the income that is attributable to sales activities generally is
sourced where the sale occurs.

I
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Description of Proposal

Under the proposal, income from the sale or exchange of inven-
tory property that is produced in the United States and sold or ex-
changed abroad would be apportioned between production activities
and sales activities based on actual economic activity.

Effective Date

The proposal would apply to taxable years beginning after the
date of enactment.

D. Accounting Provisions

1. Termination of suspense accounts for family farm cor-
porations required to use accrual method of accounting

Present Law

A corporation (or a partnership with a corporate partner) en-
gaged in the trade or business of farming must use an accrual
method of accounting for such activities unless such corporation (or
partnership), for each prior taxable year beginning after December
31, 1975, did not have gross receipts exceeding $1 million. If a farm
corporation is required to change its method of accounting, the sec-
tion 481 adjustment resulting from such change is included in
gross income ratably over a 10-year period, beginning with the year
of change. This rule does not apply to a family farm corporation.

A provision of the Revenue Act of 1987 ("1987 Act") requires a
family corporation (or a partnership with a family corporation as
a partner) to use an accrual method of accounting for its farming
business unless, for each prior taxable year beginning after Decem-
ber 31, 1985, such corporation (and any predecessor corporation)
did not have gross receipts exceeding $25 million. A family corpora-
tion is one where 50 percent or more of the stock of the corporation
is held by one family (or in some limited cases, two or three fami-
lies).

A family farm corporation that must change to an accrual meth-
od of accounting as a result of the 1987 Act provision is to establish
a suspense account in lieu of including the entire amount of the
section 481 adjustment in gross income. The initial balance of the
suspense account equals the lesser of (1) the section 481 adjust-
ment otherwise required for the year of change, or (2) the section
481 adjustment computed as if the change in method of accounting
had occurred as of the beginning of the taxable year preceding the
year of change.

The amount of the suspense account is required to be included
in gross income if the corporation ceases to be a family corporation.
In addition, if the gross receipts of the corporation attributable to
farming for any taxable year decline to an amount below the lesser
of (1) the gross receipts attributable to farming for the last taxable
year for which an accrual method of accounting was not required,
or (2) the gross receipts attributable to farming for the most recent
taxable year for which a portion of the suspense account was re-
quired to be included in income, a portion of the suspense account
is required to be included in gross income.

__ __
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Description of Proposal
The proposal would repeal the ability of a family farm corpora-

tion to establish a suspense account when it is required to change
to an accrual method of accounting. Thus, under the proposal, any
family farm corporation required to change to an accrual method
of accounting would restore the section 481 adjustment applicable
to the change in gross income ratably over a 10-year period begin-
ning with the year of change. In addition, any taxpayer with an ex-
isting suspense account would be required to restore the account
into income ratably over a 10-period, beginning with the first tax-
able year beginning after the effective date.

Effective Date
The proposal would be effective for taxable years ending after the

date of first committee action.

2. Repeal lower of cost or market inventory accounting
method

Present Law

A taxpayer that sells goods in the active conduct of its trade or
business generally must maintain inventory records in order to de-
termine the cost of goods it sold during the taxable period. Cost of
goods sold generally is determined by adding the taxpayer's inven-
tory at the beginning of the period to purchases made during the
period and subtracting from that sum the taxpayer's inventory at
the end of the period.

Because of the difficulty of accounting for inventory on an item-
by-item basis, taxpayers often use conventions that assume certain
item or cost flows. Among these conventions are the "first-in-first-
out" ("FIFO") method which assumes that the items in ending in-
ventory are those most recently acquired by the taxpayer, and the
"last-in-first-out" ("LIFO") method which assumes that the items in
ending inventory are those earliest acquired by the taxpayer.

Treasury regulations provide that taxpayers that maintain in-
ventories under the FIFO method may determine the value of end-
ing inventory under a (1) cost method or (2) "lower of cost or mar-
ket" ("LCM") method (Treas. reg. sec. 1.471-2(c)). Under the LCM
method, the value of ending inventory is written down if its market
value is less than its cost. Similarly, under the subnormal goods
method, any goods that are unsalable at normal prices or unusable
in the normal way because of damage, imperfections, shop wear,
changes of stye, odd or broken lots, or other similar causes, may
be written down to net selling price.

Retail merchants may use the "retail method" in valuing ending
inventory. Under the retail method, the total of the retail selling
prices of goods on hand at year end is reduced to approximate cost
by deducting an amount that represents the gross profit embedded
in the retail prices. The amount of the reduction generally is deter-
mined by multiplying the retail price of goods available at yearend
by a fraction, the numerator of which is the cost of goods available
for sale during the year and the denominator of which is the total
retail selling prices of the goods available for sale during the year,
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with adjustments for mark-ups and mark-downs (Treas. reg. sec.
1.471-8(a)). Under certain conditions, a taxpayer using the FIFO
method may determine the approximate cost or market of inven-
tory by not taking into account retail price mark-downs for the
goods available for sale during the year, even though such mark-
downs are reflected in the retail selhng prices of the goods of goods
on hand at year end (Treas. reg. sec. 1.471-8(d)). As a result, such
taxpayer may write down the value of inventory below both its cost
and its market value.

Description of Proposal

The proposal would repeal the LCM method and the subnormal
goods method. Appropriate wash-sale rules would be provided. The
proposal would not apply to taxpayers with average annual gross
receipts over a three-year period of $5 million or less.

Effective Date

The proposal would be effective for taxable years beginning after
the date of enactment. Any section 481(a) adjustment required to
be taken into account pursuant to the change of method of account-
ing under the proposal would be taken into account ratably over a
four taxable year period beginning with the first taxable year the
taxpayer is required to change its method of accounting.

3. Repeal components of cost inventory accounting method

Present Law

Taxpayers using the LIFO method to account for inventories may
use the "dollar-value" LIFO method. Under the dollar-value LIFO
method, inventory items are expressed in terms of constant dollars
and "base-year" costs (rather than units), and are grouped in in-
ventory pools. Total base-year costs by pool, rather than the quan-
tity of specific goods, are used to measure inventory increases and
decreases. If ending inventory at base-year costs is greater than be-
ginning inventory at base-year costs (i.e., there has been an in-
crease in inventory), such increase is valued at current-year costs.
Taxpayers define items in the pool under the "total product cost"
("TPC") method or the "components of cost" ("COC") method. Under
the TPC method, ending inventory is determined by valuing the
items in ending inventory by the base-year cost of producing such
items. Under the COC method, taxpayers do not measure ending
inventory with reference to the total product cost of producing the
items in ending inventory, but rather treat the units of production
(i.e., the amount of material, labor, and overhead) that were used
to produce the inventory as separate items.

The proper application of the COC method to labor and overhead
is unclear under present law.45 Accordingly, the COC method as

45The use of the COC method as applied by some taxpayers with respect to labor and over-

head costs is not specifically provided for in the Code or regulations, but such methcd may be

used for financial accounting purposes. Treasury regulations allow taxpayers to treat raw mate-

rials (and the raw material content of work-in-process and finished goods) as a separate item

under the LIFO method (Treas. Reg. sec. 1.472-1(c)). The Internal Revenue Service ("IRS") has
ruled under the particular facts and circumstances of one taxpayer that the application of the
COC method by that taxpayer did not clearly reflect income (TAM 9405005).
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applied by some taxpayers may produce different results than the
TPC method whenever a taxpayer's production processes change
between the base year and the current year. For example, assume
that in the base year the taxpayer can produce an item by applying
5 units of material at $8 a unit, 10 hours of direct labor at $10 an
hour, and 10 hours of overhead at $5 an hour.46 Thus, it costs $190
to produce an item in the base year (5 times $8, plus 10 times $10,
plus 10 times $5). Further assume that: (1) the taxpayer's produc-
tion processes change such that in the current year it now takes
5 units of materials, 5 hours of direct labor, and 5 hours of over-
head to produce the same item; (2) the prices for materials, labor,
and overhead have remained constant from the base year to the
current year; and (3) one item of inventory remains at the end of
the current year. Under the TPC method, because prices have re-
mained constant, ending inventory would be valued at $190 (the
total product cost of producing one item in the base year). Under
the COC method as applied by some taxpayers, ending inventory
could be valued at $115 (5 units of materials times $8, plus 5 hours
of direct labor times $10, plus 5 hours of overhead times $5).

Thus, in this example, application of the COC method in this
manner would reduce taxable income by $75 ($190 less $115) in the
current year as compared to the TPC method. The $75 reduction
in taxable income is comprised of the following: (1) $50 of direct
labor reductions (5 less direct labor hours times the $10 per hour
labor rate) and (2) $25 of overhead reductions. In this case, the re-
duction in labor hours is demonstrable. However, the reduction in
overhead results because of the use of the burden rate that allo-
cates overhead based on direct labor hours rather than because of
a demonstrable reduction of the appropriate amount of overhead to

be applied to inventory. In fact, a reduction of labor hours in the
current year may be attributable to an increased reliance upon
overhead costs in the production process (e.g., reductions in
workforce may result because of increased mechanization).

Description of Proposal

The proposal would repeal the COC method.

Effective Date

The proposal would be effective for taxable years beginning after
the date of enactment. For taxpayers continuing to use a LIFO
method of valuing inventory, the proposal would be applied on a
cut-off basis. For taxpayers switching to a FIFO or other method
of valuing inventory, the proposal would be applied pursuant to the

present-law rules governing such changes in methods of account-
ing.

The proposal is not intended to affect the determination of

whether the COC method is an appropriate method under present
law and it is intended that the IRS would not be precluded from

challenging its use in taxable years beginning on or before the date

of enactment.

"46In this example, overhead is allocated to inventory pursuant to a burden rate based on di-

rect labor hours. Such allocations are common.
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E. Gain Deferral Provisions

1. Expansion of requirement that involuntarily converted

property be replaced with property from an unrelated
person

Present Law

Gain realized by a taxpayer from certain involuntary conversions

of property is deferred to the extent the taxpayer purchases prop-

erty similar or related in service or use to the converted property
within a specified replacement period of time (sec. 1033). Pursuant

to a provision of H.R. 831, as passed by the Congress and signed

by the President on April 11, 1995 (P.L.104-7), subchapter C cor-

porations (and certain partnerships with corporate partners) are

not entitled to defer gain under section 1033 if the replacement

property or stock is purchased from a related person.

Description of Proposal

The proposal would expand the present-law denial of the applica-

tion of section 1033 to any other taxpayer (including an individual)

that acquires replacement property from a related party (as defined

by secs. 267(b) and 707(b)(1)) unless the taxpayer has aggregate re-

alized gain of $100,000 or less for the taxable year with respect to

converted property with aggregate realized gains. In the case of a
partnership (or S corporation), the annual $100,000 limitation

would apply to both the partnership (or S corporation) and each

partner (or shareholder).

Effective Date

The proposal would apply to involuntary conversions occurring

after the first date of committee action.

2. Further restrict like-kind exchanges involving foreign

personal property
Present Law

Like-kind exchanges

An exchange of property, like a sale, generally is a taxable event.

However, no gain or loss is recognized if property held for produc-

tive use in a trade or business or for investment is exchanged for

property of a "like-kind" which is to be held for productive use in

a trade or business or for investment (sec. 1031). In general, any

kind of real estate is treated as of a like-kind with other real prop-

erty as long as the properties are both located either within or both

outside the United States. In addition, certain types of property,

such as inventory, stocks and bonds, and partnership interests, are

not eligible for nonrecognition treatment under section 1031.

If section 1031 applies to an exchange of properties, the basis of

the property received in the exchange is equal to the basis of the

property transferred, decreased by any money received by the tax-

payer, and further adjusted for any gain or loss recognized on the

exchange.

_ __ _
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Application of depreciation rules
Tangible personal property that is used predominantly outside

the United States generally is accorded a less favorable deprecia-
tion regime than is property that is used predominantly within the
United States. Thus, under present law, if a taxpayer exchanges
depreciable U.S. property with a low adjusted basis (relative to its
fair market value) for similar property situated outside the United
States, the adjusted basis of the acquired property will be the same
as the adjusted basis of the relinquished property, but the depre-
ciation rules applied to such acquired property generally will be dif-
ferent than the rules that were applied to the relinquished prop-
erty.

Description of Proposal

The proposal would provide that personal property predomi-
nantly used within the United States and personal property pre-
dominantly used outside the United States are not "like-kind' prop-
erties. For this purpose, the use of the property surrendered in the
exchange will be determined based upon the use during the 24
months immediately prior to the exchange. Similarly, for section
1031 to apply, property received in the exchange must continue in
the same use (i.e., foreign or domestic) for the 24 months imme-
diately after the exchange. In addition, for purposes of the pro-
posal, property used outside the United States but not subject to
the depreciation rules applicable to such property would be treated
as property used in the United States.

Effective Date

The proposal would be effective for transfers after the date of
first committee action.

F. Administrative Provisions

1. Registration of confidential corporate tax shelters

Present Law

An organizer of a tax shelter is required to register the shelter
with the Internal Revenue Service (IRS) (sec. 6111). If the principal
organizer does not do so, the duty may fall upon any other partici-
pant in the organization of the shelter or any person participating
in its sale or management. The shelter's identification number
must be furnished to each investor who purchases or acquires an
interest in the shelter. Failure to furnish this number to the tax
shelter investors will subject the organizer to a $100 penalty for
each such failure (sec. 6707(b)).

A penalty may be imposed against an organizer who fails without
reasonable cause to timely register the shelter or who provides
false or incomplete information with respect to it. The penalty is
the greater of 1 percent of the aggregate amount invested in the
shelter or $500. Any person claiming any tax benefit with respect
to a shelter must report its registration number on her return.
Failure to do so without reasonable cause will subject that person
to a $250 penalty (sec. 6707(b)(2)).
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A person who organizes or sells an interest in a tax shelter sub-
ject to the registration rule or in any other potentially abusive plan
or arrangement must maintain a list of the investors (sec. 6112).
A $50 penalty may be assessed for each name omitted from the list.
The maximum penalty per ear is $100,000 (sec. 6708).

For this purpose, a tax shelter is defined as any investment that
meets two requirements. First, the investment must be (1) required
to be registered under a Federal or State law regulating securities,
(2) sold pursuant to an exemption from registration requiring the
filing of a notice with a Federal or State agency regulating the of-
fering or sale of securities, or (3) a substantial investment. Second,
it must be reasonable to infer that the ratio of deductions and 350
percent of credits to investment for any investor (i.e., the tax shel-
ter ratio) may be greater than two to one as of the close of any of
the first five years ending after the date on which the investment
is offered for sale. An investment that meets these requirements
will be considered a tax shelter regardless of whether it is mar-
keted or customarily designated as a tax shelter (sec. 6111(c)(1)).

Description of Proposal

The proposal would require a promoter of a corporate tax shelter
to register the shelter with the Secretary. Registration would be re-
quired not later than the next business day after the day when the
tax shelter is first offered to potential users. If the promoter is not
a U.S. person, or if a required registration is not otherwise made,
then any U.S. participant would be required to register the shelter.
An exception to this special rule provides that registration would
not be required if the U.S. participant notifies the promoter in writ-
ing not later than 90 days after discussions began that the U.S.
participant will not participate in the shelter and the U.S. person
does not in fact participate in the shelter.

A corporate tax shelter is any investment, plan, arrangement or
transaction (1) a significant purpose of the structure of which is tax
avoidance or evasion by a corporate participant, (2) that is offered
to any potential participant under conditions of confidentiality, and
(3) for which the tax shelter promoters may receive total fees in ex-
cess of $100,000.

A transaction is offered under conditions of confidentiality if: (1)
an offeree (or any person acting on its behalf) has an understand-
ing or agreement with or for the benefit of any promoter to restrict
or limit its disclosure of the transaction or any significant tax fea-
tures of the transaction; or (2) the promoter claims, knows or has
reason to know (or the promoter causes another person to claim or
otherwise knows or has reason to know that a party other than the
potential offeree claims) that the transaction (or one or more as-
pects of its structure) is proprietary to the promoter or any party
other than the offeree, or is otherwise protected from disclosure or
use. The promoter includes specified related parties.

Registration will require the submission of information identify-
ing and describing the tax shelter and the tax benefits of the tax
shelter, as well as such other information as the Treasury Depart-
ment may require.

Tax shelter promoters are required to maintain lists of those who
have signed confidentiality agreements, or otherwise have been
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subjected to nondisclosure requirements, with respect to particular
tax shelters. In addition, promoters must retain lists of those pay-
ing fees with respect to plans or arrangements that have previously
been registered (even though the particular party may not have
been subject to confidentiality restrictions).

All registrations will be treated as taxpayer information under
the provisions of section 6103 and will therefore not be subject to
any public disclosure.

The penalty for failing to timely register a corporate tax shelter
is the greater of $10,000 or 50 percent of the fees payable to any
promoter with respect to offerings prior to the date of late registra-
tion (i.e., this part of the penalty does not apply to fee payments
with respect to offerings after late registration). A similar penalty
is applicable to actual participants in any corporate tax shelter who
were required to register the tax shelter but did not. With respect
to participants, however, the 50-percent penalty is based only on
fees paid by that participant. Intentional disregard of the require-
ment to register by either a promoter or a participant increases the
50-percent penalty to 75 percent of the applicable fees.

Effective Date
The proposal would apply to any tax shelter offered to potential

participants after the date the Treasury Department issues guid-
ance with respect to the filing requirements.

2. Information reporting on persons receiving contract pay-
ments from certain Federal agencies

Present Law

A service recipient (i.e., a person for whom services are per-
formed) engaged in a trade or business who makes payments of re-
muneration in the course of that trade or business to any person
for services performed must file with the IRS an information return
reporting such payments (and the name, address, and taxpayer
identification number of the recipient) if the remuneration paid to
the person during the calendar year is $600 or more (sec.
6041A(a)). A similar statement must also be furnished to the per-
son to whom such payments were made (sec. 6041A(e)). Treasury
regulations explicitly exempt from this reporting requirement pay-
ments made to a corporation (Treas. Reg. 1.6041A-l(d)(2)).

The head of each Federal executive agency must file an informa-
tion return indicating the name, address, and taxpayer identifica-
tion number (TIN) of each person (including corporations) with
which the agency enters into a contract (sec. 6050M). The Sec-
retary of the Treasury has the authority to require that the returns
be in such form and be made at such time as is necessary to make
the returns useful as a source of information for collection pur-
poses. The Secretary is given the authority both to establish mini-
mum amounts for which no reporting is necessary as well as to ex-
tend the reporting requirements to Federal license grantors and
subcontractors of Federal contracts. Treasury regulations provide
that no reporting is required if the contract is for $25,000 or less
(Treas. Reg. 1.6050M-l(c)(1)(i)).

-· -- --- --- 1 ---- ~_ I-. __ ---



Description of Proposal

The proposal would require reporting of all payments of $600 or
more made by a Federal executive agency to any person (including
a corporation) for services. In addition, the proposal would require
that a copy of the information return be sent by the Federal agency
to the recipient of the payment. An exception would be provided for
certain classified or confidential contracts.

Effective Date

The proposal would be effective for returns the due date for
which (without regard to extensions) is more than 90 days after the
date of enactment.

3. Increased information reporting penalties

Present Law

Any person who fails to file a correct information return with the
IRS on or before the prescribed filing date is subject to a penalty
that varies based on when, if at all, the correct information return
is filed. If a person files a correct information return after the pre-
scribed filing date but on or before the date that is 30 days after
the prescribed filing date, the penalty is $15 per return, with a
maximum penalty of $75,000 per calendar year. If a person files a
correct information return after the date that is 30 days after the
prescribed filing date but on or before August 1 of that year, the
penalty is $30 per return, with a maximum penalty of $15,0,00 per
calendar year. If a correct information return is not filed on or be-
fore August 1, the amount of the penalty is $50 per return, with
a maximum penalty of $250,000 per calendar year.

There is a special rule for de minimis failures to include the re-
quired, correct information. This exception applies to incorrect in-
formation returns 'hat are corrected on or before August 1. Under
the exception, if an information return is originally filed without all
the required information or with incorrect information and the re-
turn is corrected on or before August 1, then the original return is
treated as having been filed with all of the correct required infor-
mation. The number of information returns that may qualify for
this exception for any calendar year is limited to the greater of (1)
10 returns or (2) one-half of 1 percent of the total number of infor-
mation returns that are required to be filed by the person during
the calendar year.

In addition, there are special, lower maximum levels for this pen-
alty for small businesses. For this purpose, a small business is any
person having average annual gross receipts for the most recent
three taxable years ending before the calendar year that do not ex-
ceed $5 million. The maximum penalties for small businesses are:
$25,000 (instead of $75,000) if the failures are corrected on or be-
fore 30 days after the prescribed filing date; $50,000 (instead of
$150,000) if the failures are corrected on or before August 1; and
$100,000 (instead of $250,000) if the failures are not corrected on
or before August 1.

If a failure to file a correct information return with the IRS is
due to intentional disregard of the filing requirement, the penalty

___
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for each such failure is generally increased to the greater of $100
or ten percent of the amount required to be reported correctly, with
no limitation on the maximum penalty per calendar year (sec.
6721(e)). The increase in the penalty applies regardless of whether
a corrected information return is filed, the failure is de minimis, or
the person subject to the penalty is a small business.

Description of Proposal

The proposal would increase the penalty for failure to file infor-
mation returns correctly on or before August 1 from $50 for each
return to the greater of $50 or 5 percent of the amount required
to be reported correctly but not so reported. The $250,000 maxi-
mum penalty for failure to file correct information returns during
any calendar year ($100,000 with respect to small businesses)
would continue to apply under the proposal.

The proposal also would provide for an exception to this increase
where substantial compliance has occurred. The proposal would
provide that this exception would apply with respect to a calendar
year if the aggregate amount that is timely and correctly reported
for that calendar year is at least 97 percent of the aggregate
amount required to be reported under that section of the Code for
that calendar year. If this exception applies, the present-law pen-
alty of $50 for each return would continue to apply.

The proposal would not affect the following provisions of present
law: (1) the reduction in the $50 penalty where correction is made
within a specified period; (2) the exception for de minimis failures;
(3) the lower limitations for persons with gross receipts of not more
than $5,000,000; (4) the increase in the penalty in cases of inten-
tional disregard of the filing requirement; (5) the penalty for failure
to furnish correct payee statements under section 6722; (6) the pen-
alty for failure to comply with other information reporting require-
ments under section 6723; and (7) the reasonable cause and other
special rules under section 6724.

Effective Date

The proposal would apply to information returns the due date for
which (without regard to extensions) is more than 90 days after the
date of enactment.

4. Disclosure of tax return information for administration of
certain veterans' programs

Present Law

The Internal Revenue Code prohibits disclosure of tax returns
and return information, except to the extent specifically authorized
by the Internal Revenue Code (sec. 6103). Unauthorized disclosure
is a felony punishable by a fine not exceeding $5,000 or imprison-
ment of not more than five years, or both (sec. 7213). An action for
civil damages also may be brought for unauthorized disclosure (sec.
7431). No tax information may be furnished by the Internal Reve-
nue Service (IRS) to another agency unless the other agency estab-
lishes procedures satisfactory to the IRS for safeguarding the tax
information it receives (sec. 6103(p)).
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Among the disclosures permitted under the Code is disclosure tothe Department of Veterans Affairs (DVA) of self-employment taxinformation and certain tax information supplied to the Internal
Revenue Service and Social Security Administration by third par-
ties. Disclosure is permitted to assist DVA in determining eligi-bility for, and establishing correct benefit amounts under, certainof its needs-based pension, health care, and other programs (sec.
6103(1)(7)(D)(viii)). The income tax returns filed by the veterans
themselves are not disclosed to DVA.

The DVA is required to comply with the safeguards currently
contained in the Code and in section 1137(c) of the Social Security
Act (governing the use of disclosed tax information). These safe-
guards include independent verification of tax data, notification to
the individual concerned, and the opportunity to contest agency
findings based on such information.

The DVA disclosure provision is scheduled to expire after Sep-
tember 30, 1998.

Description of Proposal
The proposal would extend the DVA disclosure provision through

September 30, 2002.

Effective Date
The proposal would be effective on the date of enactment.

5. Extension of withholding to certain gambling winnings

Present Law
In general, proceeds from a wagering transaction are subject to

withholding at a rate of 28 percent if the proceeds exceed $5,000
and are at least 300 times as large as the amount wagered. The
proceeds from a wagering transaction are determined by subtract-
ing the amount wagered from the amount received. No withholding
tax is imposed on winnings from bingo or keno.

Description of Proposal
The proposal would impose withholding on proceeds from bingo

or keno wagering transactions at a rate of 28 percent if such pro-
ceeds exceed $5,000, regardless of the odds of the wager.

Effective Date
The proposal would be effective for payments made after the be-

ginning of the first month that begins at least 10 days after the
date of enactment.

6. Reporting of certain payments made to attorneys

Present Law
Information reporting is required by persons engaged in a trade

or business and making payments in the course of that trade or
business of "rent, salaries, wages, . .. or other fixed or determina-
ble gains, profits, and income" (Code sec. 6041(a)). Treas. Reg. sec.
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1.6041-1(d)(2) provides that attorney's fees are required to be re-
ported if they are p 'd by a person in a trade or business in the
course of a trade or business. Reporting is required to be done on
Form 1099-Misc. If, on the other hand, the payment is a gross
amount and it is not known what portion is the attorney's fee, no
reporting is required on any portion of the payment.

Description of Proposal

The proposal would require gross proceeds reporting on all pay-
ments to attorneys made by a trade or business in the course of
that trade or business. It is anticipated that gross proceeds report-
ing would be required on Form 1099-B (currently used by brokers
to report gross proceeds). The only exception to this new reporting
requirement would be for any payments reported on either Form
1099-Misc under section 6041 (reports of payment of income) or on
Form W-2 under section 6051 (payments of wages).

In addition, the present exception in the regulations exempting
from reporting any payments made to corporations would not apply
to payments made to attorneys. Treas. Reg. sec. 1.6041-3(c) ex-
empts payments to corporations generally (although payments to
most corporations providing medical services must be reported). Re-
porting would be required under both Code sections 6041 and 6045
(as proposed) for payments to corporations that provide legal serv-
ices. The exception of Treas. Reg. sec. 1.6041-3(g) exempting from
reporting payments of salaries or profits paid or distributed by a
partnership to the individual partners would continue to apply to
both sections (since these amounts are required to reported on
Form K-1).

First, the proposal would apply to payments made to attorneys
regardless of whether the attorney is the exclusive payee. Second,
payments to law firms are payments to attorneys, and therefore
would be subject to this reporting provision. Third, attorneys would
be required to promptly supply their TINs persons required to
file these information reports, pursuant to section 6109. Failure to
do so could result in the attorney being subject to penalty under
section 6723 and the payments being subject to backup withholding
under section 3406. Fourth, the IRS should administer this provi-
sion so that there is no overlap between reporting under section
6041 and reporting under section 6045. For example, if two pay-
ments are simultaneously made to an attorney, one of which rep-
resents the attorney's fee and the second of which represents the
settlement with the attorney's client, the first payment would be
reported under section 6041 and the second payment would not be
reported under either section 6041 or section 6045, since it is
known that the entire payment represents the settlement with the
client (and therefore no portion of it represents income to the attor-
ney).

Effective Date

The proposal would be effective for payments made after Decem-
ber 31, 1997. Consequently, the first information reports would be
filed with the IRS (and copies will be provided to recipients of the
payments) in 1999, with respect to payments made in 1998.
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7. Modify the substantial understatement penalty

Present Law
A 20-percent penalty applies to any portion of an underpayment

of income tax required to be shown on a return that is attributable
to a substantial understatement of income tax. For this purpose, an
understatement is considered "substantial" if it exceeds the greater
of (1) 10 percent of the tax required to be shown on the return, and
(2) $5,000 ($10,000 in the case of a corporation other than an S cor-
poration or a personal holding company). Generally, the amount of
an "understatement" of income tax is the excess of the tax required
to be shown on the return, over the tax shown on the return (re-
duced by any rebates of tax). The substantial understatement pen-
alty does not apply if there was a reasonable cause for the under-
statement and the taxpayer acted in good faith with respect to the
understatement (the "reasonable cause exception"). The determina-
tion as to whether the taxpayer acted with reasonable cause and
in good faith is made on a case-by-case basis, taking into account
all pertinent facts and circumstances.

Description of Proposal
The proposal would treat a corporation's deficiency of more than

$10 million as substantial for purposes of the substantial under-
statement penalty, regardless of whether it exceeds 10 percent of
the taxpayer's total tax liability.

Effective Date

The proposal would be effective for taxable years beginning after
the date of enactment.

8. Establish IRS continuous levy and improve debt collec-
tion

a. Continuous levy

Present Law

If any person is liable for any internal revenue tax and does not
pay it within 10 days after notice and demand 47 by the IRS, the
IRS may then collect the tax by levy upon all property and rights
to property belonging to the person, 48 unless there is an explicit
statutory restriction on doing so. A levy is the seizure of the per-
son's property or rights to property. Property that is not cash is
sold pursuant to statutory requirements.49

In general, a levy does not apply to property acquired after the
date of the levy, 50 regardless of whether the property is held by the
taxpayer or by a third party (such as a bank) on behalf of a tax-
payer. Successive seizures may be necessary if the initial seizure

47Notice and demand is the notice given to a person liable for tax stating that the tax has
been assessed and demanding that payment be made. The notice and demand must be mailed
to the person's last known address c. left at the person's dwelling or usual place of business.
Code sec. 6303.

" Code sec. 6331.
"4 Code secs. 6335-6343.
"5oCode sec. 6331(b).

C
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is insufficient to satisfy the liability.51 The only exception to this
rule is for salary and wages. 52 A levy on salary and wages is con-
tinuous from the date it is first made until the date it is fully paid
or becomes unenforceable.

A minimum exemption is provided for salary and wages. 53 It is
computed on a weekly basis by adding the value of the standard
deduction plus the aggregate value of personal exemptions to which
the taxpayer is entitled, divided by 52.54 For a family of four for
taxable year 1996, the weekly minimum exemption is $325.55

Description of Proposal

The proposal would amend the Code to provide that a continuous
levy is also applicable to non-means tested recurring Federal pay-
ments. This is defined as a Federal payment for which eligibility
is not based on the income and/or assets of a payee. For example,
Social Security payments would be subject to continuous levy.

In addition, the proposal would provide that this levy would at-
tach up to 15 percent of any salary or pension payment due the
taxpayer. This rule would explicitly replace the other specifically
enumerated exemptions from levy in the Code. Under the proposal,
the continuous levy could apply to the entire amount of a Federal
payment that is not salary or a pension payment.

Effective Date

The proposal would be effective for levies issued after the date
of enactment.

b. Modifications of levy exemptions

Present Law

The Code exempts from levy workmen's compensation pay-
ments 56 and annuity or pension payments under the Railroad Re-
tirement Act and benefits under the Railroad Unemployment In-
surance Act57 described above.

Description of Proposal

The proposal would provide that the following property is not ex-
empt from levy if the Secretary of the Treasury (or his delegate)
approves the levy of such property:

(1) workmen's compensation payments,58 and
(2) annuity or pension payments under the Railroad Retire-

ment Act and benefits under the Railroad Unemployment In-
surance Act.

SCode sec. 6331(c).
'2 Code sec. 6331(e).

s2 Code sec. 633(a(e).
"- Code sec. 6334(9).
34 Code sec. 6334(d).
"s5 Standard deduction of $6,700 plus four personal exemptions at $2,550 each equals $16,900,

which when divided by 52 equals $325.
56 Code sec. 6334(aX7).
7 Code sec. 6334(aX6).

s5Many workmen's compensation payments are made by States. The heading of the new sub-
section of the Code (but not the text of the subsection itself) refers to "Federal" payments. A
clarification of this matter may be desirable.

I
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Effective Date

The proposal would apply to levies issued after the date of enact-
ment.

G. Employment Taxes

1. Extension of Federal unemployment tax

Present Law

The Federal Unemployment Tax Act (FUTA) imposes a 6.2 per-
cent gross tax rate on the first $7,000 paid annually by covered em-
ployers to each employee. Employers in States with programs ap-
proved by the Federal Government and with no delinquent Federal
loans may credit 5.4 percentage points against the 6.2 percent tax
rate, making the minimum, net Federal unemployment tax rate 0.8
percent. Since all States have approved programs, 0.8 percent is
the Federal tax rate that generally applies. This Federal revenue
finances administration of the system, half of the Federal-State ex-
tended benefits program, and a Federal account for State loans.
The States are supposed to use the revenue turned back to them
by the 5.4 percent credit to finance their regular State programs
and half of the Federal-State extended benefits program.

In 1976, Congress passed a temporary surtax of 0.2 percent of
taxable wages to be added to the permanent FUTA tax rate. Thus,
the current 0.8 percent FUTA tax rate has two components: a per-
manent tax rate of 0.6 percent, and a temporary surtax rate of 0.2
percent. The temporary surtax has been subsequently extended
through 1998.

Description of Proposal

The proposal would extend the temporary surtax rate through
December 31, 2007.

Effective Date

The proposal would be effective for labor performed on or after
January 1, 1999.

2. Deposit requirement for Federal unemployment taxes

Present Law

If an employer's liability for FUTA taxes is over $100 for any
quarter, it must be deposited by the last day of the first month
after the end of the quarter. Smaller amounts are subject to less
frequent deposit rules.

Description of Proposal

The proposal would require an employer to pay Federal and
State unemployment taxes on a monthly basis in a given year if
the employer's FUTA tax liability in the prior year was $1,100 or
more. The deposit with respect to wages paid during a month
would be required to be made by the last day of the following
month. A safe harbor would be provided for the required deposits

I - II I



for the first two months of each calendar quarter. For the first
month in each quarter, the payment would be required to be the
lesser of 30 percent of the actual FUTA liability for the quarter or
90 percent of the actual FUTA liability for the month. The cumu-
lative deposits paid in the first two months of each quarter would
be required to be the lesser of 60 percent of the actual FUTA liabil-
ity for the quarter or 90 percent of the actual FUTA liability for
the two months. The employer would be required to pay the bal-
ance of the actual FUTA liability for each quarter by the last day
of the month following the quarter. States would be required to es-
tablish a monthly deposit mechanism but would be permitted to
adopt a similar safe harbor mechanism for paying State unemploy-
ment taxes.

Effective Date

The proposal would be effective for months beginning after De-
cember 31, 2001.

H. Excise Taxes

1. Reinstate Airport and Airway Trust Fund excise taxes

Present Law

Before January 1, 1997, excise taxes were imposed on commer-
cial air passenger and freight transportation and on fuels used in
general aviation (i.e., transportation on non-common carrier air-
craft which is not for hire) to fund the Airport and Airway Trust
Fund (the "Airport Trust Fund"). The Airport Trust Fund was es-
tablished in 1970 to finance a major portion of the costs of Federal
Aviation Administration (the "FAA") services and grant programs
for State and local government airports. Before establishment of
the Airport Trust Fund, Federal aviation expenditures were fi-
nanced from general revenues; General Fund domestic air pas-
senger and fuels taxes were imposed during this period. The struc-
ture of the Airport Trust Fund excise taxes has remained generally
unchanged, except for rates, since 1970.

Before 1997, the Airport Trust Fund excise taxes included three
taxes on commercial air transportation:

(1) a 10-percent excise tax on domestic air passenger transpor-
tation;

(2) a $6 per person international air passenger departure tax;
and

(3) a 6.25-percent domestic air freight excise tax.
During the same period, general aviation (e.g., corporate aircraft)

was subject to Airport Trust Fund excise taxes on the fuels it used
rather than the commercial aviation passenger ticket and freight
excise taxes. The Airport Trust Fund rates for these excise taxes
were 17.5 cents per gallon for jet fuel and 15 cents per gallon for
aviation gasoline.

The Airport Trust Fund receives gross receipts attributable to
the excise taxes described above. Present law provides that taxes
received by the Treasury Department through the end of the period
when the taxes were last imposed (i.e., through December 31, 1996)

I
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are deposited in the Airport Trust Fund. Taxes received after De-
cember 31, 1996, may not be transferred to the Airport Trust Fund
under present law.

Description of Proposal

The aviation excises taxes would be reimposed through Septem-
ber 30, 2007, at the same rates as in effect before January 1, 1997.
Revenues from reinstatement of these taxes (and from taxes im-
posed during 1996 that were received by the Treasury after Decem-
ber 31, 1996) would be deposited in the Airport Trust Fund.

The President's budget states that the Administration intends to
propose legislation to replace these taxes, effective October 1, 1998,
with cost-based user fees, as part of the Administration's effort to
place the operation of and funding for the FAA on a more business-
like basis. The revised charges would be governmental receipts
made available in appropriations acts to fund discretionary spend-
ing.

Effective Date

The reinstated excise taxes on air passenger transportation (in-
cluding international departures) and freight waybills would apply
to transportation during the period beginning seven days after the
date of the proposal's enactment, but only with respect to amounts
paid on and after that date.

The reinstated portion of noncommercial aviation fuels taxes
would apply to aviation fuel sold and aviation gasoline removed
during the period beginning seven days after the date of the pro-
posal's enactment.

2. Reinstate Leaking Underground Storage Tank Trust Fund
excise tax

Present Law

Before January 1, 1996, a 0.1-cent-per-gallon tax was imposed on
gasoline, diesel fuel, special motor fuels, and fuels used on inland
waterways. Revenues from this tax were deposited in the Leaking
Underground Storage Tank ("LUST") Trust Fund.

Description of Proposal

The President's budget proposal would reinstate the LUST excise
tax during the period after the date of the proposal's enactment
and before October 1, 2007.

Revenues from reinstatement of the tax would be deposited in
the LUST Trust Fund.

Effective Date

The proposal would be effective on the date of enactment.

-- ----I
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3. Reinstate Superfund excise taxes and corporate environ-
mental income tax

Present Law

Before January 1, 1996, four taxes were imposed to fund the
Hazardous Substance Superfund Trust Fund ("Superfund") pro-
gram:

(1) an excise tax on petroleum and imported refined products;
(2) an excise tax on certain hazardous chemicals, imposed at

rates that varied from $0.22 to $4.87 per ton;
(3) an excise tax on imported substances made with the chemi-

cals subject to the tax in (2), above; and
(4) an income tax on corporations calculated using the alter-

native minimum tax rules.

Description of Proposal

The President's budget proposal would reinstate the three
Superfund excise taxes during the period after the date of the pro-
posal's enactment and before October 1, 2007. The corporate envi-
ronmental income tax would be reinstated for taxable years begin-
ning after December 31, 1996, and before January 1, 2008.

Revenues from reinstatement of these taxes would be deposited
in the Superfund Trust Fund.

Effective Date

The proposal would be effective on the date of enactment.

4. Reinstate Oil Spill Liability Trust Fund excise tax

Present Law

A 5-cents-per-barrel excise tax was imposed before January 1,
1995. Revenues from this tax were deposited in the Oil Spill Liabil-
ity Trust Fund. The tax did not apply during any calendar quarter
when the Treasury Department determined that the unobligated
balance in this Trust Fund exceeded $1 billion.

Description of Proposal

The President's budget proposal would reinstate the Oil Spill Li-
ability Trust Fund tax during the period after the date of the pro-
posal's enactment and before October 1, 2007. The proposal also
would increase the $1 billion limit on the unobligated balance in
this Oil Spill Liability Trust Fund to $2.5 billion.

Effective Date

The proposal would be effective on the date of enactment.

5. Kerosene taxed as diesel fuel

Present Law

Diesel fuel used as a transportation motor fuel generally is taxed
at 24.3 cents per gallon. This tax is collected on all diesel fuel upon
removal from a pipeline or barge terminal unless the fuel is indeli-

r I
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bly dyed and is destined for a nontaxable use. Diesel fuel also com-
monly is used as heating oil; diesel fuel used as heating oil is not
subject to tax. Certain other uses also are exempt from tax, and
some transportation uses (e.g., rail and intercity buses) are taxed
at reduced rates. Both exemptions and reduced-rates are realized
through refund claims if undyed diesel fuel is used in a qualifying
use.

Aviation gasoline and jet fuel (both commercial and noncommer-
cial use) currently are taxed at a rate of 4.3 cents per gallon. Be-
fore January 1, 1997, this aviation fuel was taxed at rates of 4.3
cents per gallon (commercial aviation); 21.8 cents per gallon (non-
commercial aviation jet fuel); and, 19.3 cents per gallon (non-
commercial aviation gasoline). Also, before January 1 1996, an ad-
ditional 0.1-cent-per-gallon tax was imposed to fund the Leaking
Underground Storage Tank Trust Fund. Separate provisions of the
President's budget proposal would reinstate those expired tax
rates. The tax on non-gasoline aviation fuel is imposed on the sale
of the fuel by a "producer," typically a wholesale distributor. Thus,
this tax is imposed at a point in the fuel distribution chain subse-
quent to removal from a terminal facility.

Kerosene is used both as a transportation fuel and as an aviation
fuel. Kerosene also is blended with diesel fuel destined both for tax-
able (highway) and nontaxable (heating oil) uses to, among other
things, prevent gelling of the diesel fuel in cold temperatures.
Under present law, kerosene is not subject to tax unless it is blend-
ed with taxable diesel fuel or is sold for use as aviation fuel. When
kerosene is blended with dyed diesel fuel to be used in a non-
taxable use, the dye concentration of the fuel mixture must be ad-
justed to ensure that it meets Treasury Department requirements
for untaxed, dyed diesel fuel.

Clear, low-sulphur kerosene (K-l) also is used in space heaters,
and often is sold for this purpose at retail service stations. As with
other heating oil uses, kerosene used in space heaters, is not sub-
ject to Federal excise tax. Although heating oil often has minor
amounts of kerosene blended with it in colder weather, this blend-
ing typically occurs before removal of the fuel from the terminal fa-
cilities where Federal excise taxes are imposed. However, it may be
necessary during periods of extreme or unseasonable cold to add
kerosene to heating oil after its removal from the terminal. Other
nontaxable uses of kerosene include feedstock use in the petro-
chemical industry.

Description of Proposal

Kerosene would be subject to the same excise tax rules as diesel
fuel. Thus, kerosene would be taxed when it is removed from a reg-
istered terminal unless it is indelibly dyed and destined for a non-
taxable use. However, aviation-grade kerosene that is removed
from the terminal by a registered producer of aviation fuel would
not be subject to the dyeing requirement and would be taxed under
the present law rules applicable to aviation fuel. Feedstock ker-
osene that a registered industrial user receives by pipeline or ves-
sel also would be exempt from the dyeing requirement. Other feed-
stock kerosene would be exempt from the dyeing requirement to
the extent and under conditions (including satisfaction of registra-
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tion and certification requirements) prescribed by regulation. To ac-
commodate State safety regulations that require the use of clear
(K-l) kerosene in certain space heaters, a refund procedure would
be provided under which registered ultimate vendors could claim
refunds of the tax paid on kerosene sold for that use. In addition,
the Internal Revenue Service would be given discretion to refund
to a registered ultimate vendor the tax paid on kerosene that is
blended with heating oil for use during periods of extreme or un-
seasonable cold.

Effective Date

The proposal would be effective for kerosene removed-from termi-
nal facilities after June 30, 1998. Appropriate floor stocks taxes
would be imposed on kerosene held beyond the point of taxation on
July 1, 1998.

6. Exempt Federal vaccine purchases from vaccine excise
tax for one year

" Present Law

Under present law, a manufacturer's excise tax is imposed on the
following vaccines routinely recommended for administration to
children: DPT, $4.56 per dose; DT, $0.06 per dose; MMR, $4.44 per
dose; and polio, $0.29 per dose. Any component vaccine of MMR
(measles, mumps, or rubella) is taxed at the same rate as the MMR
combined vaccine.

Amounts equal to net revenues from this excise tax are deposited
in the Vaccine Injury Compensation Trust Fund to finance com-
pensation awards under the Federal Vaccine Injury Compensation
Program for individuals who suffer certain injuries following ad-
ministration of the taxable vaccines. This program provides a sub-
stitute Federal, "no fault" insurance system for the State-law tort
and private liability insurance systems otherwise applicable to vac-
cine manufacturers. All persons immunized after September 30,
1988, with covered vaccines must pursue compensation under this
Federal program before bringing civil tort actions under State law.

Description of Proposal

The proposal would exempt vaccine purchases paid through
grants from the Centers for Disease Control and Prevention and
the Health Care Financing Administration from the vaccine excise
tax for a 1-year period.

Effective Date

The proposal would be effective for vaccine purchases after Sep-
tember 30, 1997, and before September 30, 1998.
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EXPLANATION OF ESTIMATES
This section contains two revenue tables prepared by the staff of

the Joint Committee on Taxation and a Department of the Treas-
ury table showing the effect of the President's proposal on receipts.
The first Joint Committee revenue table provides the estimated
budget effects of the revenue provisions contained in the Presi-
dent's fiscal year 1998 budget proposal. The second Joint Commit-
tee revenue table contains the estimated budget effects of the reve-
nue provisions contained in the President's fiscal year 1998 budget
proposal, based on the hypothetical assumption that such provi-
sions will be enacted on a permanent basis (i.e., that such provi-
sions will not be subject to the so-called "tax cut sunset" mecha-
nism contained in the President's budget proposal).

The sections describing the President's budget proposal that were
transmitted to the Congress on Thursday, February 6, 1997, indi-
cated that a mechanism would apply to ensure that the budget is
balanced in 2002 under both Office of Management and Budget
("OMB") and Congressional Budget Office ("CBO") economic as-
sumptions. Specifically, the President's budget document states the
following:

"The Administration is confident that its own assumptions will
continue to prove the more accurate.
"Nevertheless, the budget includes a mechanism to ensure that
the President's plan reaches balance in 2002 under OMB or
CBO assumptions. If OMB's assumptions prove correct, as we
expect, then the mechanism would not take effect. If, however,
CBO proves correct-and the President and Congress cannot
agree on how to close the gap through expedited procedures-
then most of the President's tax cuts would sunset, and discre-
tionary budget authority and identified entitlement programs
would face an across-the-board limit."1 (Emphasis added.)

The February 6, 1997, budget documents published by the Ad-
ministration contain no additional detail with respect to the sunset
mechanism as it relates to the President's tax proposals. Subse-
quent to transmittal of these documents, however, the Administra-
tion has provided additional detail concerning certain of its tax re-
duction provisions.

First, the Administration has provided specific statutory lan-
guage relating to the following provisions: (1) the tax credit for
families with young children, (2) the HOPE scholarship tuition tax
credit, (3) the education and job training deduction, (4) the ex-
panded Individual Retirement Arrangement ("IRA") provisions, and
(5) the deduction for environmental remediation expenses
("Brownfields").2 Under that language, these provisions are to ter-
minate or "sunset" for taxable years beginning after December 31,
2000.

Second, the Administration provided an OMB outline description
including certain conditions under which it is contemplated Con-
gress could consider subsequent legislation after October 2000 to

I Office of Management and Budget, Budget of the United States Government, Fiscal Year
1998, at p. 16.

2Memorandum for Ken Kies, Joint Committee on Taxation, from the Deputy Director of the
Office of Management and Budget (February 26, 1997).
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reinstate the tax reduction provisions that the Administration is
proposing to sunset after December 31, 2000. This outline indicates
that if certain deficit targets are achieved for fiscal year 2000, as
determined pursuant to a Treasury Department report to be made
in October 2000, ". . . a legislative fast track is provided for reen-
actment of the tax cuts that had been sunset. . . ."3 A similar pos-
sible reenactment scenario is contemplated for fiscal year 2001.

Based on the information supplied by the Administration, the
statutory language for the sunset mechanism provides that the
specified tax cut provisions would be sunsetted after December 31,
2000. Contrary to language contained in the February 6, 1997,
budget documents, this would be the case under either OMB or
CBO economic assumptions.

The first revenue table contains the estimates of the staff of the
Joint Committee on Taxation of the revenue provisions in the
President's budget proposal taking account of the sunset of certain
of the tax cut provisions as specified in the statutory draft provided
by the OMB.

The second Joint Committee revenue table reflects a hypothetical
revenue estimate of the revenue provisions in the President's budg-
et as if those revenue provisions subject to sunset are permanent.
This is a hypothetical estimate because subsequent congressional
action afterOctober 2000 would be required to make these provi-
sions permanent.

3Office of Management and Budget, Mechanism to Assure Balance on CBO Assumptions, Re-
ceived February 10, 1997.
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MEDICARE

The President's FY1998 budget includes proposed savings in Medi-
care which, based on the Administration's estimates, would save a
net $106.1 billion over the 5-year period, FY1998-FY2002. The
Congressional Budget Office (CBO) has estimated the savings at a
net $81.6 billion for the same period. The following section summa-
rizes the major Medicare provisions.

(119)
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PART A

Hospitals

Annual hospital payment updates

Present Law

Medicare pays most acute care hospitals under a prospective pay-
ment system (PPS). A fixed predetermined amount is paid accord-
ing to the patient's diagnosis. Certain types of hospitals and dis-
tinct-part units of hospitals are exempt from PPS (psychiatric, re-
habilitation, long-term care, cancer and children's hospitals). A
PPS-exempt hospital is paid the lower of its current Medicare al-
lowable inpatient operating costs per discharge or a target amount.
Payments to PPS hospitals and PPS-exempt hospitals and distinct-
part units are updated annually using an update factor which is
determined in part by the projected increase in the hospital market
basket index (MBI) which measures the cost of goods and services
purchased by hospitals.

Description of Proposal

The proposal would reduce the annual update by 1 percent for
PPS hospitals for each year from FY1998-FY2002. PPS-exempt
hospital and distinct-part unit updates would be reduced by 1.5
percent for each year from FY1998-FY2002.

Hospital-capital payments

Present Law

Medicare pays its proportionate share of certain hospital capital-
related costs. Capital-related costs primarily include interest and
depreciation related to construction of facilities and purchase of
equipment. A 10-year transition to fully prospective payments for
capital costs began in FY1992, during which capital payments are
paid prospectively based on average capital costs per case in
FY1989, updated for inflation and other cost changes.

From FY1992 through FY1995, Health Care Financing Adminis-
tration (HCFA) updated base payment rates using a moving aver-
age of capital cost increases in previous years. During this period,
the Congress required HCFA to adjust the payment rates in each
year so that anticipated aggregate capital payments would equal 90
percent of anticipated aggregate costs. This provision expired on
September 30, 1995, resulting in a 20.6 percent increase in the
Federal capital payment rate for FY1996.

(121)
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Description of Proposal
The proposal would reduce the 1998 hospital capital payment

rate by 15.7 percent, which would effectively limit payments for
capital to 90 percent of what they would have been under a reason-
able cost system. In addition, the proposal would pay 85 percent of
capital costs for PPS-exempt hospitals and distinct units.

Definition of hospital "transfer"

Present Law
PPS hospitals that move patients to PPS-exempt hospitals and

distinct-part units, or skilled nursing facilities (SNFs) are currently
considered to have "discharged" the patient and receive a full diag-
nosis related group (DRG) payment.

Description of Proposal
The proposal would define the moving of a patient as a "transfer"

rather than as a "discharge" from the acute care hospital, and the
PPS hospital payment would be determined on a per diem basis in-
stead of the DRG payment.

Rural health provisions

Present Law

The Medicare program includes special payments for certain
rural hospitals in order to maintain beneficiary access to health
care services and providers.

Description of Proposal

The proposal would: (1) extend the Rural Referral Center pro-
gram; (2) improve the Sole Community Hospital program; (3) ex-
pand the Rural Primary Care Hospital program; and (4) extend the
Medicare Dependent Hospital program.

Graduate medical education payments

Present Law

Medicare pays teaching hospitals for its share of the costs of pro-
viding graduate medical education. Direct graduate medical edu-
cation payments (direct GME) are based on a hospital's per resi-
dent costs (i.e., resident and faculty salaries and fringe benefits,
and overhead costs related to teaching activities) and the number
of full-time-equivalent residents the hospital employs. The indirect
costs are reimbursed through the indirect medical education (IME)
payment adjustment. This adjustment is designed to compensate
teaching hospitals for their relatively higher costs attributable to
the involvement of residents in patient care and the severity of ill-
ness of patients requiring specialized services available only in
teaching hospitals. The IME adjustment to Medicare's hospital pay-
ments is currently increased approximately 7.7 percent for each 10
percent increase in a hospital's ratio of interns and residents to
beds.
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Description of Proposal

The proposal would: (1) cap the total number of residents and the
number of non-primary care residency positions reimbursed under
Medicare at the current level; (2) count work in non-hospital set-
tings for the IME adjustment; and (3) allow direct GME payments
to certain non-hospitals (e.g., Federally Qualified Health Centers)
for primary care residents in those settings, when a hospital is not
paying for the resident's salary in that setting.

In addition, the proposal would reduce the IME adjustment from
its current level of about 7.7 percent to 7.4 percent in FY1998; 7.1
percent in FY1999; 6.8 percent in FY2000; 6.6 percent in FY2001;
and 5.5 percent in FY2002 and years thereafter.

Disproportionate Share Hospital (DSH) payments

Present Law

Additional payments are made to hospitals that serve a dis-
proportionate share of low-income patients. A hospital's dispropor-
tionate patient percentage is defined as the hospital's total number
of inpatient days attributable to Federal Supplemental Security In-
come (SSI) Medicare beneficiaries divided by the total number of
Medicare patient days, plus the number of Medicaid patient days
divided by the total patient days.

Description of Proposal

The proposal would freeze hospital-specific disproportionate
share hospital (DSH) adjustments at current levels for FY1998 and
FY1999. The Secretary would be required to submit a legislative
proposal to Congress by April 1, 1999 for revising the qualifying
criteria and payment methodology for hospitals that incur higher
Medicare costs because they serve a disproportionate share of low-
income patients. If no action is taken by FY2000, the old (current
law) formula would be reinstated.

Payment to teaching and disproportionate share hospitals
from managed care rates

Present Law

In its calculation of payment rates to Medicare risk-contract
HMOs, Medicare includes payments to teaching hospitals operating
residency training programs and DSH that serve a disproportionate
share of low-income persons.

Description of Proposal

The proposal would remove from amounts paid to Medicare risk-
contract HMOs, the direct GME, IME and DSH payments. These
amounts would then be distributed directly to teaching and DSH
hospitals for Medicare managed care enrollees. These funds would
also be available for managed care plans that run their own teach-
ing programs. (See Medicare Managed Care, Payment Rate
Changes.)
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Other hospital proposals

Present Law
Long-term hospitals are exempt from PPS and instead are paid

the lower of their current Medicare allowable inpatient operating
costs per discharge, or a target amount. Medicare makes additional
"outlier" payments to hospitals for beneficiaries whose care has
been exceptionally costly or required an unusually long hospital
stay. Under PPS, a separate standardized amount is set for deter-
mining Medicare payments to hospitals located in Puerto Rico
(based on a 25 percent Federal/75 percent local blended rate).

Description of Proposal
The proposal would (1) make new long-term care hospitals sub-

ject to the PPS for acute care hospitals; (2) eliminate increased
IME and DSH payments that are attributable to "outlier" pay-
ments, but allow hospitals to count IME and DSH as part of costs
that trigger outlier payments, effective in FY1998; and (3) adjust
the Puerto Rico payment rate to a blended amount of 50 percent
Federal/50 percent local rate.

Skilled Nursing Facilities (SNFs)
Payment reform

Present Law
Currently, Medicare reimburses the great bulk of SNF care on a

retrospective cost-based basis. This means that SNFs are paid after
services are delivered for the reasonable costs (as defined by the
program) they have incurred for the care they provide. For Medi-
care reimbursement purposes, the costs SNFs incur for providing
services to beneficiaries can be divided into three major categories:
(1) routine services costs that include nursing, room and board, ad-
ministration, and other overhead; (2) ancillary services, such as
physical and occupational therapy and speech language pathology,
laboratory services, drugs, supplies and other equipment; and (3)
capital-related costs.

Routine costs are subject to national average per diem limits.
Separate per diem routine cost limits are established for freestand-
ing and hospital-based SNFs. Freestanding SNF routine limits are
set at 112 percent of the average per diem labor-related and
nonlabor-related costs. Hospital-based SNF limits are set at the
limit for freestanding SNFs, plus 50 percent of the difference be-
tween the freestanding limits and 112 percent of the average per
diem routine services costs of hospital-based SNFs. Routine cost
limits for SNF care are required to be updated every 2 years. In
the interim, the Secretary applies a SNF market basket developed
by HCFA to reflect changes in the price of goods and services pur-
chased by SNFs. OBRA93 eliminated updates in SNF routine cost
limits for cost reporting periods beginning in FY1994 and FY1995.

Ancillary service and capital costs are both paid on the basis of
reasonable costs and neither are subject to limits.
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Cost-based reimbursement has been cited as one of the reasons
for significant growth in SNF spending since 1989. Spending has
increased from $3.5 billion in 1989 to $11.7 billion in 1996, for an
average annual rate of growth of 19 percent. Growth in SNF spend-
ing can be explained largely by the increasing number of persons
qualifying for the benefit and increases in reimbursements per day
of care. The number of persons served has nearly doubled since
1989, reaching 1.15 million persons in 1996. Average payments for
care have grown from $117 per day in 1989 to $292 per day in
1996. Increases in ancillary service reimbursements explain much
of this per diem payment growth.

Description of Proposal

The President's budget would implement a SNF prospective pay-
ment system beginning in July 1, 1998. A single payment would
cover routine, ancillary, and capital-related SNF costs and would
be case-mix adjusted to reflect patients' varying service needs. The
PPS payment would be made on a per diem basis. Rates would be
set to capture permanently the savings from the OBRA93 freeze on
SNF cost limits.

Part A Premiums

Enrollment

Present Law

Most persons turning age 65 are automatically entitled to Medi-
care Part A based on their own or their spouse's work in covered
employment. Most persons not automatically covered under Part A
have coverage through a former government employer.

However, some persons may need Part A protection. If such an
individual does not establish eligibility during his or her initial en-
rollment period (i.e. when he or she turns 65), that individual must
wait until the next general enrollment period. A person who termi-
nates coverage must also wait till the next general enrollment pe-
riod, to reenroll. There is a general enrollment period from January
1 to March 31 of each year. Coverage does not begin until July 1
of that year. Persons wishing to buy into Part A must pay a month-
ly premium of $311 per month.

Description of Proposal

The proposal would establish a continuous open enrollment pe-
riod for persons not enrolling during their initial enrollment period.
Coverage for these persons would begin 6-months later.

Working disabled

Present Law

Certain disabled persons may purchase Part A coverage under
the voluntary enrollment provisions. These are beneficiaries who
continue to be disabled, but who are no longer entitled to cash ben-
efits solely because they have earnings in excess of the amount per-
mitted.
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Description of Proposal

The proposal would establish a 4-year demonstration project
under which social security disability beneficiaries (SSDI) who re-
turn to work would receive free Part A coverage.

PART B

Physicians and Other Suppliers

Establish single conversion factor and reform method for
updating physician fees

Present Law

Medicare pays for physicians services on the basis of a fee sched-
ule. The fee schedule assigns relative values to services. Relative
values reflect three factors: physician work (time, skill, and inten-
sity involved in the service), practice expenses, and malpractice
costs. These relative values are adjusted for geographic variations
in the costs of practicing medicine. Geographically-adjusted relative
values are converted into a dollar payment amount by a dollar fig-
ure known as the conversion factor. There are three conversion fac-
tors-one for surgical services, one for primary care services, and
one for other services. The conversion factors in 1997 are $40.96 for
surgical services, $35.77 for primary care services, and $33.85 for
other services.

The conversion factors are updated each year by a formula speci-
fied in the law. The update equals inflation plus or minus actual
spending growth in a prior period compared to a target known as
the Medicare volume performance standard (MVPS). (For example,
fiscal year 1995 data were used in calculating the calendar 1997
update.) However, regardless of actual performance during a base
period, there is a 5 percentage point limit on the amount of the re-
duction. There is no limit on the amount of the increase.

Description of Proposal

The President's proposal would set a single conversion factor be-
ginning in 1998, based on the 1997 primary care conversion factor,
updated to 1998 by a single average fee update. The proposal
would replace the MVPS with a cumulative "sustainable growth
rate" based on real gross domestic product (GDP) growth. This new
target would begin affecting updates in 1999. The proposal would
also place an upper limit on allowable fee increases-3 percentage
points above inflation. The lower limit on decreases would change
from inflation minus 5 percentage points to inflation minus 8.25
percentage points.

The Physician Payment Review Commission (PPRC), a congres-
sional advisory body, has recommended use of a single conversion
factor and replacing the MVPS with a sustainable growth rate.
There are, however, a number of technical differences. PPRC has
recommended using GDP plus 1 or 2 percentage points in calcula-
tion of the sustainable growth rate; it has also recommended the
use of the same limits on fee increases and decreases.
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Make single payment for surgery

Present Law

Under certain conditions, Medicare will make an additional pay-
ment when a physician or physician assistant serves as an assist-
ant-at-surgery to a primary physician. Where payment is allowed,
the fee schedule amount for a physician cannot exceed 16 percent
of the amount otherwise determined as the global fee for the serv-
ice. When the service is provided by a physician assistant, pay-
ments equal 65 percent of the fee schedule amount that would be
paid if a physician served as the assistant.

Description of Proposal

The proposal would make the same payment for surgery, regard-
less of whether or not the primary surgeon elects to use an assist-
ant-at-surgery.

Create incentives to control high-volume physician services

Present Law

In general, current law does not include a specific limit on the
number or mix of physicians services provided in connection with
an inpatient hospital stay. (However, the law does require that cer-
tain services provided in connection with a surgery be included in
a global surgical package and not billed for separately.)

Description of Proposal

The proposal would establish limits on Medicare payments to
groups of physicians practicing in hospitals whose volume and in-
tensity of services per admission exceeded 125 percent of the na-
tional median for urban hospitals (120 percent beginning in 2002)
and 140 percent for rural hospitals. There is an adjustment for
teaching and disproportionate share hospitals. The Secretary would
be required to provide for a withhold of 15 percent in payment
amounts for physicians services to a hospital's medical staff if, for
any year (beginning in 2000) the medical staffs relative value units
for a year is projected to exceed the national limit. After the close
of the year, the Secretary would compare actual relative value
units per admission with the limit. For staffs above the limit, none
or a portion of the withhold would be refunded, as appropriate. For
staffs below the limit, the full amount would be refunded.

Direct payment to physician assistants, nurse practitioners,
and clinical nurse specialists

Present Law

Medicare makes direct payments to physician assistants, nurse
practitioners and clinical nurse specialists under limited cir-
cumstances. Physician assistants are paid directly when services
are provided under the supervision of a physician: (i) in a hospital,
skilled nursing or nursing facility; (ii) as an assistant at surgery;
or (iii) in a rural area designated as a health manpower shortage



area. Nurse practitioners are paid for services provided in collabo-
ration with a physician when such services are furnished in a nurs-
ing facility. Nurse practitioners and clinical nurse specialists are
paid directly for services provided in collaboration with a physician
in a rural area. Payments for these services equal specified per-
centages of payments which would be made to physicians for the
service under the physician fee schedule.

Description of Proposal

The proposal would authorize direct payment to these practition-
ers when services were provided in home and ambulatory settings,
provided no separate facility or provider fee was charged. The pro-
posal would be effective January 1, 1998.

Payment of acquisition costs for drugs

Present Law

Medicare does not pay for most outpatient prescription drugs.
The program will, however, pay for certain drugs including drugs
used in connection with home infusion or inhalation equipment,
drugs prescribed for dialysis or transplant patients, and certain
oral cancer drugs. Payment is generally based on the charge sub-
mitted by the physician or pharmacist.

Description of Proposal

Beginning January 1, 1998, the proposal would base Medicare's
payment on the provider's acquisition cost of the drug. Payment
could not exceed the national median cost of the drug.

Chiropractic services

Present Law

Medicare covers chiropractic treatment services; however the cov-
erage is limited to treatment by means of manual manipulation of
the spine. In addition, a chiropractor's services are covered only if
the treatment is to correct a subluxation (i.e., misalignment) dem-
onstrated to exist by X-ray; however, program regulations do not
permit Medicare to pay for X-rays ordered by a chiropractor.

Description of Proposal

Effective January 1, 1998, the pre-treatment X-ray requirement
would be eliminated.

Hospital Outpatient Departments (OPDs)

Payment for hospital outpatient departments (OPDs)

Present Law

Medicare's payment to hospital OPDs and hospital-operated am-
bulatory surgical centers (ASCs) for covered ASC procedures is
equal to the lesser of the following two amounts: (1) the lower of
the hospital's reasonable costs or customary charges less bene-
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ficiary deductibles and coinsurance, or (2) the amount determined
based on a blend of the lower of the hospital's reasonable costs or
customary charges, less beneficiary deductibles and coinsurance,
and the amount that would be paid to a free-standing ASC in the
same area for the same procedures. For cost reporting periods be-
ginning on or after January 1, 1991, the hospital cost portion and
the ASC cost portion are 42 percent and 58 percent, respectively.

Description of Proposal

The proposal would move to a prospective payment system (PPS)
for hospital OPD services effective January 1, 1999. Rates would be
established so that total payments to a hospital for OPD services
would be equal to projected FY1999 hospital revenue (consisting of
Medicare's payments and beneficiary coinsurance payments), less
savings from eliminating a flaw in the current payment methodol-
ogy (described below) and assuming extension of certain policies
(primarily payment reductions extended by OBRA 1993) set to ex-
pire at the end of 1998.

Formula driven overpayment for hospital outpatient depart-
ment care

Present Law

Medicare's share of the payment for certain ambulatory sur-
geries, radiology services, and some diagnostic services is supposed
to be the total amount Medicare allows for payment minus bene-
ficiary copayments. For facilities paid the blended amount, how-
ever, program payments are not reduced by the entire beneficiary
copayment. This results in higher payments to hospital OPDs than
the Congress intended.

Description of Proposal

The proposal would eliminate the flaw in the current payment
methodology for hospital OPDs as a part of the move to a prospec-
tive payment system (PPS) for such services.

Beneficiary coinsurance for hospital outpatient department
care

Present Law

OPDs are reimbursed by Medicare, in part, on the basis of rea-
sonable cost, and because the facility's cost is not known at the
time of service delivery, beneficiary coinsurance is calculated as 20
percent of the facility's charges. Because charges are almost always
higher than the outpatient costs recognized by Medicare, bene-
ficiary coinsurance for OPD services amounts to significantly more
than 20 percent of Medicare's payment to the OPD.

Description of Proposal

The proposal would "buy-down" beneficiary coinsurance to 20
percent by the year 2007, as a part of the proposal to implement
a prospective payment system for OPD services.
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Other Providers

Ambulatory surgical centers (ASCs)

Present Law

Medicare pays for ASC services on the basis of prospectively de-
termined rates. These rates are updated annually for inflation
using the CPI-U. OBRA 1993 eliminated updates for ASCs for
FY1994 and FY1995.

Description of Proposal

The proposal would reduce the annual CPI-U update for ASC
fees by 2 percentage points for each year between FY1998 and
FY2002.

Competitive bidding for laboratories, durable medical equip-
ment and other items

Present Law

Medicare does not use competitive bidding for the selection of
providers authorized to provide covered services to beneficiaries.
Any provider meeting program requirements and agreeing to the
program's payment rules may receive reimbursement for services.

Description of Proposal

The proposal would permit the Secretary of HHS to bid competi-
tively for laboratory services, durable medical equipment, and
other medical items and supplies covered under Part B. The items
included in a bidding process, and the geographic areas selected for
bidding, would be determined by the Secretary based on the avail-
ability of entities able to furnish the services and the potential for
savings. Entities would have to meet specified quality standards.
The Secretary would be permitted to exclude suppliers whose bid
was above the cutoff bid determined sufficient to maintain access.
An automatic reduction in rates would be triggered for clinical lab
services, durable medical equipment, and prosthetic and orthotic
devices if a 20 percent reduction had not been achieved by 2001.

Payment for automated laboratory tests

Present Law

Medicare currently pays individually for several common labora-
tory tests that are typically performed as a group (or "panel" of
tests) on automated equipment. As a result, Medicare pays more
for some common tests than most private insurers pay.

Description of Proposal

The proposal would add several chemistry tests to the existing
list of tests that are classified and paid as automated tests.
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Payment for ambulance services

Present Law

Medicare generally pays for ambulance services on a reasonable
charge basis. Hospital-based services are paid on the basis of rea-
sonable costs.

Description of Proposal

The proposal would create budget neutral fee schedules for the
payment of all ambulance services.

Premiums

Part B premiums

Present Law

When Medicare was established in 1965, the Part B monthly pre-
mium was intended to equal 50 percent of program costs. The re-
mainder was to be financed by Federal general revenues, i.e., tax
dollars. Legislation enacted in 1972 limited the annual percentage
increase in the premium to the same percentage by which social se-
curity benefits were adjusted for the cost-of-living (i.e., cost-of-liv-
ing or COLA adjustments). As a result, revenues dropped to below
25 percent of program costs in the early 1980s. Since the early
1980s, Congress has regularly voted to set the premium equal to
25 percent of costs. Under current law, the 25 percent provision is
extended through 1998; the COLA limitation would again apply in
1999.

Description of Proposal

The proposal would permanently set the Part B premium equal
to 25 percent of program costs.

Part B enrollment and penalties for delayed enrollment

Present Law

People generally enroll in Part B when they turn 65. If an indi-
vidual does not establish eligibility during his or her initial enroll-
ment period, that individual must wait until the next general en-
rollment period. A person who terminates coverage must also wait
until the next general enrollment period to reenroll. There is a gen-
eral enrollment period from January 1 to March 31 of each year.
Coverage does not begin until July 1 of that year.

Persons who delay enrollment after their initial enrollment pe-
riod are subject to a premium penalty. This penalty is a surcharge
equal to 10 percent of the premium amount for each 12 months of
delayed enrollment. There is no upper limit on the amount of the
surcharge that may apply. Further, the penalty continues to apply
for the entire time the individual is enrolled in Part B.
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Description of Proposal

The proposal would establish a continuous open enrollment pe-
riod for persons not enrolling during their initial enrollment period.
Coverage for these persons would begin 6 months after enrollment.
The delayed enrollment penalty would be based on the actuarially
determined cost of late enrollment.

Benefits

Mammography services

Present Law

Medicare provides coverage for screening mammograms. Fre-
quency of coverage is dependent on the age and risk factors of the
woman. For women ages 34-39, one test is authorized. For women
ages 40-49, a test is covered every 24 months, except, an annual
test is authorized for women at high risk. Annual tests are covered
for women ages 50-64. For women aged 65 and over, the program
covers one test every 24 months. Medicare's Part B deductible and
coinsurance apply for these services.

Description of Proposal

The proposal would authorize coverage for annual mammograms
for all women ages 40 and over. It would also waive the coinsur-
ance and deductible for screening mammograms. These provisions
would be effective January 1, 1998.

Colorectal screening

Present Law

Medicare does not cover preventive colorectal screening proce-
dures. Such services are only covered as diagnostic services.

Description of Proposal

The proposal would cover four common screening procedures for
the detection of colorectal cancer. These are barium enemas,
colonoscopy, sigmoidoscopy, and fecal-occult blood tests. Regular
cost-sharing would apply for these procedures. The provision would
be effective January 1, 1998.

Preventive injections

Present Law

Medicare covers influenza vaccines, pneumococcal pneumonia
vaccinations when prescribed by a doctor, and hepatitis B vaccina-
tions for high or intermediate-risk beneficiaries. The benefit covers
the reasonable cost of the vaccine and its administration. Cost
sharing is waived for influenza and pneumococcal pneumonia vac-
cines.
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Description of Proposal
The proposal would increase the payment for the administration

of these vaccines and waive the cost-sharing for hepatitis B vac-
cines. The proposal would be effective January 1, 1998.
Diabetes self-management benefit

Present Law
Medicare covers home blood-glucose monitors and associated

testing strips for certain diabetes patients. Home blood glucose
monitors enable diabetics to measure their blood glucose levels and
then alter their diets or insulin dosages to ensure that they are
maintaining an adequate blood glucose level. Home glucose mon-
itors and testing strips are covered under Medicare's durable medi-
cal equipment benefit.

Coverage of home blood glucose monitors is currently limited to
certain diabetics, known as Type I diabetics, if: (1) the patient is
an insulin-treated diabetic; (2) the patient exhibits poor diabetic
control, as documented by a physician; (3) the patient is capable of
being trained to use the monitor in an appropriate manner, or, in
some cases, has a family member who can be trained; and (4) the
device is designed for home rather than clinical use.

Description of Proposal
The proposal would extend Medicare coverage of blood glucose

monitors to Type II (non insulin-dependent) diabetics. The proposal
would also reduce payment for testing strips by 10 percent, based
on evidence of overpayment for these items.

Respite benefit

Present Law
No provision.

Description of Proposal
Beginning in FY1998, the proposal would establish a Medicare

respite benefit for families of beneficiaries with Alzheimer's disease
or other irreversible dementia. Respite services provide relief to the
caregivers of disabled persons. The benefit would cover up to 32
hours of care per year and would be administered through home
health agencies or other entities, as determined by the Secretary
of HHS.

PARTS A AND B

Home Health Services
Payment reform

Present Law
Medicare reimburses home health agencies on a retrospective

cost-based basis. This means that agencies are paid after services
are delivered for the reasonable costs (as defined by the program)
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they have incurred for the care they provide to program bene-
ficiaries, up to certain limits.

Cost limits are determined separately for each type of covered
home health service (skilled nursing care, physical therapy, speech
pathology, occupational therapy, medical social services, and home
health aide). Cost limits, however, are applied to aggregate agency
payments; that is, an aggregate cost limit is set for each agency
that equals the agency's limit for each type of service multiplied by
the number of visits of each type provided by the agency. Limits
for the individual services are set at 112 percent of the mean labor-
related and nonlabor per visit costs for freestanding agencies (i.e.,
agencies not affiliated with hospitals). To reflect differences in
wage levels from area to area, the labor-related portion of a service
limit is adjusted by the current hospital wage index. Cost limits are
updated annually by applying a market basket index to base year
data derived from home health agency cost reports.

Cost-based reimbursement for home health has been criticized as
providing few incentives for maximizing efficiency, minimizing
costs, or controlling volume of services. It is cited as one of the rea-
sons for the significant growth in home health spending since 1989.
Spending has increased from $2.6 billion in 1989 to $18.1 billion
in 1996, for an average annual rate of growth of 32 percent. Most
of the growth in spending has been the result of an increasing vol-
ume of services being covered under the program, both in terms of
increases in the numbers of users as well as the number of covered
visits per user.

Description of Proposal

The proposal would implement a home health prospective pay-
ment system (PPS) beginning October 1, 1999 (FY2000). Payments
would be based on an episode of care for a time period as yet unde-
fined. Budget neutral rates under the new PPS would be calculated
after reducing expenditures that exist on the last day prior to im-
plementation by 15 percent.

In the interim, home health agencies would be paid the lesser of:
(1) the actual costs (i.e., allowable reasonable costs); (2) the per
visit cost limits, reduced to 105 percent of the national median; or
(3) a new agency-specific per beneficiary annual limit calculated
from 1994 reasonable costs. In addition, beginning January 1,
1998, payments would be based on the location where services are
rendered, rather than where they are billed.

Extend savings from home health cost limits freeze

Present Law

Home health limits are updated annually. The Omnibus Budget
Reconciliation Act of 1993 (OBRA93) required that there be no up-
dates in home health cost limits (including no adjustments for
changes in the wage index or other updates of data) for cost report-
ing periods beginning on or after July 1, 1994, and before July 1,
1996.
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Description of Proposal

The proposal would permanently extend the savings stream, but
not the freeze, in setting future home health limits, by not allowing
for the inflation that occurred during the freeze years.

Clarification of the definition of"homebound"

Present Law

In order to be eligible for home health care, a Medicare bene-
ficiary must be confined to his or her home. The law specifies that
this "homebound" requirement is met when the beneficiary has a
condition that restricts the ability of the individual to leave home,
except with the assistance of another individual or with the aid of
a supportive device (such as crutches, a cane, a wheelchair, or a
walker), or if the individual has a condition such that leaving his
or her home is medically contraindicated. The law further specifies
that while an individual does not have to be bedridden to be con-
sidered confined to the home, the condition of the individual should
be such that there exists a normal inability to leave home, that
leaving home requires a considerable and taxing effort by the indi-
vidual, and that absences from home are infrequent or of relatively
short duration, or are attributable to the need to receive medical
treatment.

A March 1996 General Accounting Office (GAO) report on Medi-
care's home health benefit pointed to the law's broad criteria for
defining "homebound" as resulting in few claims ever being denied
on the basis that a beneficiary was not confined to home, and pro-
viding opportunities for abuse and overpayments.

Description of Proposal

The proposal would redefine the "homebound" requirement by
adding several calendar month benchmarks to emphasize that
home health coverage is only available to those who are truly un-
able to leave the home.

Provide secretarial authority to make payment denials based
on normative service standards

Present Law

As long as they remain eligible, home health users are entitled
to an unlimited number of visits.

Description of Proposal

The proposal would authorize the Secretary of HHS to establish
a normative number of visits that would be covered for specific con-
ditions or situations. Payments would be denied for visits that ex-
ceed the normative standard.
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Reallocate Financing of Part of the Home Health Benefit to
Part B

Present Law
Both Parts A and B of Medicare cover home health. Neither Part

of the program applies deductibles or coinsurance to covered visits,
and beneficiaries are entitled to an unlimited number of visits as
long as they meet eligibility criteria. Section 1833(d) of Medicare
law prohibits payments to be made under Part B for covered serv-
ices to the extent that individuals are also covered under Part A
for the same services. As a result, the comparatively few persons
who have no Part A coverage are the only beneficiaries for whom
payments are made under Part B.

Description of Proposal
The proposal would transfer the majority of financing of the

home health benefit from Part A to Part B. Effective in FY1998,
the first 100 visits following a 3-day hospital stay would be reim-
bursed under Part A. All other visits would be reimbursed under
part B. These would include visits for persons needing more than
100 visits following a hospitalization, visits for persons who have
not had a 3-day prior hospitalization, and visits for those persons
with Part B coverage only. For up to 18 months after enactment,
Part A would pay what would otherwise be Part B costs for Part
A-only individuals; subsequently, Part A-only individuals would
only have payments made for the newly defined Part A services.

The proposal has the effect of extending the solvency of the Part
A trust fund by shifting some Part A costs to Part B. While Part
B premiums generally equal 25 percent of total Part B costs, the
premium would not be increased to reflect the cost of the additional
Part B benefits.

Medigap

Medigap enrollment

Present Law

Medigap is the term used to describe individually-purchased
Medicare supplement policies. In 1990, Congress provided for a
standardization of Medigap policies; the intention was to enable
consumers to better understand policy choices.

All insurers offering Medigap policies are required to offer a 6-
month open enrollment period for persons turning age 65. This is
known as guaranteed open enrollment. There is no guaranteed
open enrollment provision for the under-65 disabled population
(they must wait until they reach age 65).

At the time insurers sell a Medigap policy, whether or not during
an open enrollment period, they are permitted to limit or exclude
coverage for services related to a preexisting health condition; such
exclusions cannot be imposed for more than 6 months. An individ-
ual who has met the preexisting condition limitation in one
Medigap policy does not have to meet the requirement under the
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new policy for previously covered benefits. However, an insurer
could impose exclusions for newly covered benefits.

Federal requirements for open enrollment and limits on preexist-
ing condition exclusions are designed to insure beneficiaries have
access to Medigap protection. However, persons who disenroll (or
wish to disenroll) from managed care plans may not have the same
access to Medigap coverage if they wish to move back into fee-for-
service Medicare.

Medigap insurers currently use three methods to price Medigap
premiums. The first is community-rating under which all bene-
ficiaries in an area pay the same price (except that a distinction
may be made between the aged and the disabled). The second
method uses age-at-issuance of the policy; future increases are lim-
ited to inflation and cost experience. The third method uses at-
tained-age rating which factors in current age into the premium
calculation. Younger beneficiaries may sign up at a relatively low
cost but be unaware that the costs will increase substantially over
their lifetimes. As a result, a number of States prohibit attained-
age pricing.

Description of Proposal

The proposal would establish an annual guaranteed open enroll-
ment period for all beneficiaries during which beneficiaries would
be guaranteed the opportunity to enroll in any Medigap plan. The
current 6-month limit on coverage of pre-existing conditions would
not apply during a beneficiary's initial 6 month open enrollment
period-but would apply during the annual enrollment periods. If
an individual was previously covered by another Medigap policy or
managed care plan (with no more than a 63-day lapse in coverage)
the exclusion could only apply for the time period (if any) not met
under the previous policy. Medigap plans would be required to be
community-rated.

The proposal would also require the Secretary (after consulting
with the National Association of Insurance Commissioners (NAIC)
and other interested parties) to develop standardized packages of
supplemental benefits that may be offered by managed care organi-
zations. The Secretary, after receiving recommendations from the
NAIC would restructure standardized packages in order to permit
comparisons among Medigap and managed care plans.

Purchasing Initiatives

Centers of excellence

Present Law

HCFA is conducting a bundled payment demonstration project
under which 10 facilities, considered "centers of excellence," are
paid a flat fee to provide cataract surgery or coronary artery bypass
(CABG) surgery. The facilities were selected on the basis of their
experience, outcomes, and efficiency in providing these services.
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Description of Proposal

The proposal would expand the demonstration to all urban areas
by allowing Medicare to pay select facilities a single rate for all
services associated with CABG surgery or other heart procedures,
knee surgery, hip replacement surgery, and other procedures
deemed appropriate by the Secretary. Selected facilities would have
to meet special quality standards. The single rate paid to the cen-
ter would have to represent a savings to the program. Beneficiaries
would not be required to receive services at these facilities.

Other purchasing initiatives

Present Law

Medicare generally pays for services on the basis of payment
rules established by law for each service.

Description of Proposal

The proposal would give the Secretary authority to pay on the
basis of special arrangements. Two components of this plan, cen-
ters of excellence and competitive bidding, are discussed above. The
proposal would also permit other payment arrangements. For ex-
ample, the Secretary would be authorized to contract selectively
with providers and suppliers to receive a global payment for a
package of services directed at a specific condition or need of an in-
dividual (such as diabetes). Within the global payment, providers
would have flexibility in determining how services are provided and
could, subject to approval, offer additional benefits.

Coordination of Benefits, Program Integrity and Other
Management Initiatives

Medicare secondary payer

Present Law

Generally, Medicare is the primary payer, that is, it pays health
claims first, with an individual's private or other public plan filling
in some or all of the coverage gaps. In certain cases, the individ-
ual's other coverage pays first, while Medicare is the secondary
payer. This is known as the Medicare secondary payer (MSP) pro-
gram. The MSP provisions apply to group health plans for the
working aged, large group health plans for the disabled, and em-
ployer health plans (regardless of size) for the end-stage renal dis-
ease (ESRD) population.

The law authorizes a data match program which is intended to
identify potential secondary payer situations. Medicare bene-
ficiaries are matched against data contained in the Social Security
Administration and Internal Revenue Service files to identify cases
where a working beneficiary (or working spouse) may have em-
ployer-based health insurance coverage. Recent court action has
made recoveries more difficult in certain cases.
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Description of Proposal

The proposal would make permanent the provisions relating to
the disabled, the ESRD population, and the data match program.
The proposal would also require a beneficiary's other insurance to
inform Medicare when that beneficiary is covered. The proposal
would also clarify Medicare's recovery authority.

Consolidated billing for SNF services

Present Law

Current law does not require nursing homes to bill for all Part
A and Part B services provided within the SNF. The HHS Office
of Inspector General reports that some Part B suppliers bill for
services that are never delivered to nursing home residents.

Description of Proposal

The proposal would require SNFs to bill Medicare for all of the
services their residents receive, except for physicians services. Pay-
ments could not be made to other entities for services or supplies
furnished to Medicare-covered beneficiaries.

Home health payments based on location of service

Present Law

Some home health agencies (HHAs) are established with the
home office in an urban area and branch offices in rural areas.
Payment is based on the higher wage rate for the urban area, even
if the service was delivered in a rural area.

Description of Proposal

The proposal would base payment on the location where the serv-
ice was rendered, not where the service was billed.

Periodic interim payments for home health

Present Law

Medicare pays home health providers under the periodic interim
payment (PIP) system. A set amount is paid on a bi-weekly basis;
at the end of the year, PIP is reconciled with actual expenditures.

Description of Proposal

The proposal would eliminate PIP payments for home health
services.

Survey and certification

Present Law

HCFA's survey and certification budget has been held constant
for several years, while the number of entities seeking entry con-
tinues to grow.

I I ·-- I
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Description of Proposal

The proposal would permit the Secretary to charge entities a fee
for the initial survey required by the program.

Fraud and Abuse

Advisory opinions

Present Law

P.L. 104-191, the Health Insurance Portability and Accountabil-
ity Act, signed into law on August 21, 1996, added a number of
new fraud and abuse provisions. Under the law, the Secretary of
the HHS is directed to issue written advisory opinions regarding
whether a proposed business transaction would violate certain
Medicare and Medicaid statutory provisions. The opinions will be
binding between the Secretary and the party requesting the opin-
ion and will address issues such as what constitutes prohibited re-
muneration under the anti-kickback law; whether a proposed ar-
rangement falls within one of the exceptions to the anti-kickback
law; whether a proposed arrangement comes within an applicable
safe harbor established by the Inspector General; what constitutes
an inducement to reduce or limit services; and, whether a particu-
lar activity would be subject to penalties under the anti-kickback
law, civil monetary law, or exclusion statutes. The Secretary is re-
quired to issue an advisory opinion within 60 days after it is re-
quested, and the advisory opinion provisions apply to requests
made during a 4 year period beginning 6 months after enactment
of this provision, i.e., February 21, 1997.

Description of Proposal

The proposal would repeal this new provision.

Managed care exception in anti-kickback statute

Present Law

P.L. 104-191 added a new exception to the Medicare and Medic-
aid anti-kickback provisions set forth in section 1128B(b) of the So-
cial Security Act. The anti-kickback provisions generally prohibit
persons from providing or offering to provide remuneration in cash
or in kind in return for a patient referral whose treatment is paid
for in whole or in part by Medicare or Medicaid. This new excep-
tion allows remuneration between certain managed care organiza-
tions and individuals or entities providing items or services pursu-
ant to a written agreement with such organizations, if the arrange-
ment places the individual or entity at substantial financial risk for
the cost or utilization of the items or services. The Secretary of
HHS, using a negotiated rulemaking process, is to issue standards
relating to this new exception to the anti-kickback penalties.

Description of Proposal

The proposal would repeal this new exception to the anti-kick-
back provisions.

I
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Reasonable diligence

Present Law

Civil monetary penalties may be imposed under section 1128A of
the Social Security Act for various fraudulent activities relating to
reimbursements under the Medicare or Medicaid programs. P.L.
104-191 changed the definition of the level of intent associated
with such fraud violations. Under the new standard, similar to the
False Claims Act standard, a person is subject to such civil mone-
tary penalties if the person "knowingly" presents a claim that the
person "knows or should know" falls into one of the prohibited cat-
egories. The term "should know" means that the person acted in
deliberate ignorance of the truth or falsity of the information or
acted in reckless disregard of the truth or falsity of the informa-
tion.

Description of Proposal

The proposal would repeal this amendment. The level of intent
standard for civil monetary penalties under Medicare or Medicaid
would return to the prior definition which did not require proof
that the person "knowingly" or consciously engaged in the prohib-
ited activity, only that the person knew that the prohibited activity
occurred.

MEDICARE MANAGED CARE

Payments and Plan Choice

Payment changes

Present Law

In 1983, Medicare began making payments to qualified "risk-con-
tract" HMOs or similar entities that enrolled Medicare bene-
ficiaries. The intent was to give Medicare beneficiaries the oppor-
tunity to enroll in HMOs as a more cost efficient alternative to fee-
for-service health care. Under the risk contract program, a bene-
ficiary in an area served by a qualified organization may volun-
tarily choose to enroll in the organization. Medicare makes a single
monthly capitation payment for each of the organization's Medicare
enrollees. This payment equals 95 percent of the estimated ad-
justed average per capita cost (AAPCC) of providing Medicare serv-
ices to a given beneficiary under the fee-for-service system.

The AAPCC is Medicare's estimate of the average per capita
amount it would spend for a given beneficiary (classified by certain
demographic characteristics and county of residence) who was not
enrolled in an HMO and who obtained services on the usual fee-
for-service basis. The AAPCCs are further adjusted for enrollees on
the basis of age, sex, whether they are in a nursing home or other
institution, and whether they are also eligible for Medicaid, wheth-
er they are working and being covered under an employer plan,
and the county of their residence. These AAPCC values are cal-
culated in three basic steps:

- -- I
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* Medicare's national average calendar year per capita costs are
projected for the future year under consideration. These num-
bers are known as the U.S. per capita costs (USPCCs) and are
estimated average incurred benefit costs per Medicare enrollee
and adjusted to include program administration costs. USPCCs
are developed separately for Parts A and B of Medicare, and
for costs incurred by the aged, disabled, and those with ESRD
in those two parts of the program.

* Geographic adjustment factors that reflect the historical rela-
tionships between the county's and the Nation's per capita
costs are used to convert the national average per capita costs
to the county level. Expected Medicare per capita costs for the
county count only fee-for-service beneficiaries by removing both
reimbursement and enrollment attributable to Medicare bene-
ficiaries in prepaid plans.

* Once the county AAPCC is calculated, it is then adjusted for
the demographic variables described above such as age, sex,
and Medicaid status.

For each Medicare beneficiary enrolled under a risk contract,
Medicare will pay the HMO 95 percent of the rate corresponding
to the demographic class to which the beneficiary is assigned. Wide
variations exist in the AAPCC payments across counties. For exam-
ple, payments in 1997 range from a low of $221 per month for two
rural Nebraska counties to a high of $761 for Staten Island (Rich-
mond County), New York or a difference of $540. In counties with
small numbers of Medicare beneficiaries, the AAPCCs can fluctuate
dramatically from year to year as a result of changes in Medicare
fee-for-service expenditures. Participation of managed care plans in
low paid counties, which are disproportionately in rural areas, is
very limited, in part, because risk plans do not exist in these coun-
ties.

Medicare fee-for-service payments for inpatient hospital stays in-
clude payments for indirect and direct graduate medical education
costs (IME and direct GME respectively) incurred by teaching hos-
pitals and extra payments to hospitals that serve a disproportion-
ate share of low income beneficiaries (or DSH payments). These
payments are retained in the expenditures used to calculate the
AAPCCs paid to risk contract plans. As a result, the AAPCC re-
flects a county's average monthly per capita cost for fee-for-service
graduate medical education and DSH. These amounts may not cor-
respond with actual risk plan costs, however, because not all plans
have medical education programs or use teaching or disproportion-
ate share hospitals.

Description of Proposal

The proposal would affect the AAPCCs in five major ways: (1)
payments would be updated annually by a percentage rate of in-
crease determined by the Secretary based on the national average
per capita growth in Medicare expenditures; (2) savings would be
achieved indirectly because the rise in fee-for-service expenditures
would be reduced as a result of provider payment changes in the
Administration's plan; (3) the AAPCCs would be modified to correct
for wide geographic disparities; (4) payments for direct graduate
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medical education (direct GME), indirect medical education (IME)
and disproportionate share hospitals (DSH) would be eliminated
from the AAPCCs; and (5) payments to plans would be reduced
from 95 percent to 90 percent of the AAPCC beginning in the year
2000.

(1) Annual Updates. The AAPCCs would no longer be calculated
each year based on area fee-for-service expenditures. The Secretary
would establish an update each year based on the per capita
growth of Medicare expenditures nationwide. Under the Adminis-
tration's proposal, the annual update is estimated to be about 5
percent each year. This change would uncouple payment rates from
Medicare's fee-for-service expenditures in each county.

(2) Savings From Fee-For-Service. Payments for Medicare man-
aged care are defined as 95 percent of the amount that would have
been spent for the beneficiary in an area if that beneficiary had
been in Medicare fee-for-service. This means that the growth in
managed care payments are directly linked to the growth in Medi-
care fee-for-service payments. Under the President's proposal, re-
ductions would be made in the rate of growth of payments for Med-
icare fee-for-service. These reductions would be reflected in a re-
duced rate of growth in payments to Medicare managed care plans.

(3) Eliminate Direct GME, IME, and DSH Payments from the
AAPCCs. The proposal would eliminate ("carve out") direct GME,
IME and DSH payments from the AAPCCs. The resulting amounts
would then be distributed directly to teaching and disproportionate
share hospitals for managed care enrollees and to managed care
plans that run their own residency programs. The carve-out would

e done over a 2-year period. Fifty percent of the total amount
would be carved out in the first year (1998) and the remainder
would be eliminated in the second year (1999). (There would be no
net savings; however, because about the same amount of direct
GME, IME, and DSH expenditures would be paid directly to teach-
ing hospitals and managed care teaching programs.) The Physician
Payment Review Commission estimated that for 1995, direct medi-
cal education and DSH payments totaled about 5.5 percent of the
AAPCCs nationally. However, significant variations exist across
counties. For example, for the most urbanized counties, they aver-
aged about 8.4 percent whereas in the most rural counties, such
payments averaged about 3.4 percent of the payments made to
Medicare HMOs.

(4) Modify the AAPCCs to Correct for Geographic Disparities. The
proposal would modify the AAPCC payments to reduce the existing
variation in payment rates across counties. In general, it would
raise payment levels for current low-payment counties. The pro-
posal would also limit payment increases for counties whose rates
have been inflated by high-service utilization in the fee-for-service
sector. Specifically, AAPCCs would be updated in the following
manner. Each year, starting in 1998, the payment rate would be
set at the highest of three amounts:

* A blend of the local payment rate for the county (the AAPCC)
and an input price adjusted national fee-for-service rate. (Input
prices include such costs as hospital wages and physician prac-
tice costs.) The blend would start in 1998 at 90 percent of local
costs and 10 percent of national Medicare fee-for-service costs.
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Over 5 years, this blend would move to 70 percent of local costs
and 30 percent of national fee-for-service costs. This modifica-
tion would bring lower-paid and higher-paid counties closer to
the national payment average.

* A minimum county payment rate (AAPCC) of $350 in 1998
(but no higher than 150 percent of the previous year's rate).
This new floor on payment rates is intended to ensure in-
creases in 1998 for the lowest paid counties in the country. The
floor would be updated in each year by the annual update fac-
tor (as described above).

* For 1998 and 1999, 100 percent of the 1997 AAPCC and 102
percent of the previous year's AAPCC thereafter. This provi-
sion would ensure that plans which otherwise might experi-
ence reductions in payments in 1998 and 1999 as a result of
the carve out of GME, IME, and DSH would get their 1997
rates. For the year 2000 and thereafter, they would receive at
least the previous year's rate plus 2 percent. It should be noted
that in the year 2000, however, the rates would be reduced due
to the effect of the "risk selection" adjustment described below.

This proposal is designed to be budget neutral. No new spending
would be required because increased AAPCC payments for low-paid
areas would be redirected from high-paid areas. Because of the
minimum floor for some counties and the preset rates of increase
in others (i.e., the freeze in 1998 and 1999 and 2 percent increase
thereafter), budget neutrality would be achieved by reducing the
amounts paid to plans in counties receiving blended rates.

(5) Adjust Payments for Risk Selection by Reducing Payments to
Plans to 90 percent of Fee-For-Service Payment. The proposal would
reduce Medicare payments to managed care plans to 90 percent of
the AAPCC, beginning in the year 2000. The rationale for this
change is that, on average, Medicare managed care plans experi-
ence favorable selection when compared to traditional Medicare.
Some studies have shown that Medicare HMOs attract a healthier
than average group of Medicare beneficiaries and as a result, cost
HMOs less than 95 percent of what these beneficiaries would cost
fiad they remained in Medicare fee-for-service. The Administra-
tion's proposal would delay implementation of the change from 95
percent to 90 percent until the year 2000 to enable health plans
the chance to prepare for the new payment methodology. The re-
duction of payments from 95 percent to 90 percent of the AAPCC
effectively means a 5.3 percent reduction in rates for all counties.
Therefore, whatever the payment rate would have been under the
adjustments described above (i.e., the blended rate, the floor, or 2
percent increase) would be reduced by 5.3 percent.

Increased plan choice and consumer information

Present Law

Under section 1876 of the Social Security Act, Medicare specifies
requirements to be met by an organization seeking to become a
managed care contractor with Medicare. In general, these include
the following: (1) the entity must be organized under the laws of
the State and be a federally qualified HMO or meet specified re-
quirements (provide physician, inpatient, laboratory, and other
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services, and provide out-of-area coverage); (2) the organization is
paid a predetermined amount without regard to the frequency, ex-
tent, or kind of services actually delivered to a member; (3) the en-
tity provides physicians' services primarily through physicians who
are either employees or partners of the organization or through
contracts with individual physicians or physician groups; (4) the
entity assumes full financial risk on a prospective basis for the pro-
vision of covered services, except that it may obtain stop loss cov-
erage and other insurance for catastrophic and other specified
costs; and (5) the entity has made adequate protection against the
risk of insolvency.

Provider Sponsored Organizations (PSOs) and Preferred Provider
Organizations (PPOs) that are not organized under the laws of a
State and are neither a federally qualified HMO or Competitive
Medical Plan (CMP) are not eligible to contract with Medicare
under the risk contract program. A PSO is a term used to describe
a cooperative venture of a group of providers who control its health
service delivery and financial arrangements. PPOs are generally
groups of physicians and hospitals who contract with an insurer or
employer to serve a group of enrollees on a fee-for-service basis at
negotiated rates that are lower than those charged to nonenrollees.
PPOs do not traditionally have primary care gatekeepers.

Point-of-service (POS) plans combine features of HMOs and
PPOs. They feature networks of providers who agree to provide
health care services in a managed care environment at a reduced
rate. However, enrollees can decide to use the defined managed
care program, or can go out of plan for services, with cost sharing
responsibilities varying with the choice of provider (the highest cost
sharing associated with the use of non-network providers). In 1995,
HCFA issued guidelines to Medicare HMOs for operating, on an op-
tional basis, a POS option. By early 1997, HCFA had approved
POS options for about 30 plans. In an attempt to test additional
types of managed care delivery and financing arrangements (in-
cluding PPOs and PSOs), HCFA in April of 1996 selected 25 man-
aged care plans in eight cities and five rural areas as final can-
didates for a new Medicare Choice demonstration program. As of
December 1996, five plans had dropped out. In January 1997, the
first six Medicare Choices demonstration plans began enrolling
beneficiaries. An additional 13 plans are expected to begin enroll-
ment in 1997.

Medicare HMOs/CMPs must provide enrollees, at the time of en-
rollment and annually thereafter, an .explanation of rights to bene-
fits, restrictions on services provided through nonaffiliated provid-
ers, out-of-area coverage, coverage of emergency and urgently need-
ed services, and appeal rights. They must enroll individuals and
provide covered services to enrollees who live within the geographic
area served by the organization. Enrollment is carried out by the
participating HMOs/CMPs. These organizations are required to
provide an annual open enrollment period of at least 30 days dura-
tion.

Description of Proposal

The proposal would allow PPOs and PSOs that meet certain
standards to participate as Medicare managed care plans. The pro-
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posal defines a PPO as an entity that provides at least physicians'
services performed by physicians and meets the requirements spec-
ified in the proposal for fiscal soundness, assumption of risk, and
minimum private enrollment. The proposal defines a PSO as an en-
tity which is a hospital, a group of affiliated hospitals, or an affili-
ated group consisting of a hospital or hospitals and physicians or
other entities that furnish health services. It must provide at least
physicians' services performed by physicians and inpatient hospital
services. Moreover, the entity must itself provide a substantial por-
tion of Medicare services and only a limited amount of services
through contract. It too has to meet the proposal's specific solvency,
risk, and minimum private enrollment requirements. For entities
meeting the PSO requirements, State licensing laws that vary from
Federal requirements would be preempted. However, if the Sec-
retary determined that a State had met the criteria for participa-
tion in an alternative certification and monitoring program, the
Secretary would require the PSO to obtain a license from the State.

Second, the proposal would improve information available to
Medicare beneficiaries to enable them to make more informed
choices about their insurance options. The Secretary would carry
out the enrollment process, although plans with a good past record
would be authorized to directly enroll individuals. The Secretary
would develop and distribute standardized comparative materials
about plans and Medicare supplemental policies to enable individ-
uals to compare benefits, costs, and quality indicators. Plans would
be assessed for a pro rata share of the costs associated with devel-
oping and disseminating this comparative information. Plan mar-
keting materials would be subject to review by the Secretary. All
plans would have to provide a 30-day open enrollment period dur-
ing the month of November. Individuals would be able to enroll at
other times, such as when they first enroll in Medicare Part B or
when they move into a new service area. Special enrollment peri-
ods would apply for individuals losing coverage from another en-
tity. Plans could not deny enrollment, or fail to re-enroll individ-
uals, because of an individual's health status or need for health
care services. PPOs would be required to provide a POS option.
(PSOs would be prohibited from providing such an option.)

Third, the proposal would change Medigap law to enable bene-
ficiaries that switch from an HMO to Medicare fee-for-service to ob-
tain Medigap coverage without being subject to preexisting condi-
tion exclusions and without being charged a higher premium be-
cause of their medical history or health status. (See discussion of
Medigap enrollment, above.)

Additional Proposals

Permit enrollment ofESRD beneficiaries

Present Law

Under current law, a beneficiary in a Medicare managed care
plan who develops ESRD may remain in the plan but one who al-
ready has ESRD is prohibited from enrolling.
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Description of Proposal
The proposal would allow a beneficiary with ESRD to enroll in

a Medicare managed care plan.

Limits on charges for out-of-network services

Present Law
No provision.

Description of Proposal
The proposal would impose limits on charges for unauthorized,

out-of-network services.

Coverage of out-of-area dialysis services

Present Law

Today, Medicare HMOs are only required to pay for out-of-area
services in the event of emergency care and urgent care. Dialysis
services are considered foreseeable and Medicare HMOs have no
obligation to pay for them.

Description of Proposal
The proposal would require Medicare managed care plans to pay

for out-of-area dialysis when an enrollee is temporarily out of a
plan's service area so that an enrollee with ESRD is not prevented
from leaving their home area.

Clarification of coverage for emergency services

Present Law

Currently, payment disputes have arisen where the plan has de-
nied payment for an emergency room visit because of its view that
the care sought was not for an actual medical emergency. The ben-
eficiary, on the other hand, sought emergency room care because
he or she believed the problem required emergency medical atten-
tion.

Description of Proposal

The proposal would clarify that Medicare managed care plans
must pay for emergency services in cases where a "prudent
layperson" would reasonably believe that such services were need-
ed immediately to prevent serious harm to his or her health.

Permit States with programs approved by the Secretary to
have primary oversight responsibility

Present Law

HMOs/CMPs that contract with Medicare generally have to be
organized and licensed under State laws. However, it is up to the
Secretary of HHS (through HCFA) to determine whether an HMO/
CMP can contract with Medicare.
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Description of Proposal

The proposal would authorize those States with approved pro-
grams to certify whether a plan is eligible to contract with Medi-
care and to monitor aspects of plan performance. Such certification
and monitoring would be subject to Federal standards. User fees
would be collected from plans for both the certification and mon-
itoring activities.

Modify termination and sanction authority

Present Law

Current law requires that there first be a hearing prior to termi-
nation of a contract.

Description of Proposal

The proposal would authorize the Secretary to terminate a con-
tract with an organization prior to a hearing in cases where the
health and safety of Medicare beneficiaries are at risk. The pro-
posal would also eliminate the current law requirement for correc-
tive actions plans and for hearing and appeals prior to imposing in-
termediate sanctions.

Deem privately accredited plans to meet internal quality
assurance standards

Present Law

No provision.

Description of Proposal

The proposal would authorize the Secretary to deem plans with
private accreditation as meeting Medicare's requirement for an in-
ternal quality assurance program.

Replace 50/50 rule with quality measurement system

Present Law

Currently, no more than 50 percent of a Medicare HMO's enroll-
ees may be Medicare or Medicaid beneficiaries; the rest must be
privately funded (typically through employer groups). The require-
ment may be waived by the Secretary for certain specified reasons.
Only a few waivers have ever been granted. This reflects the view
that an organization which must compete in the private market is
likely to provide services of higher quality than one formed solely
for the purpose of obtaining government contracts.

Description of Proposal

The proposal would replace the 50/50 requirement once the Sec-
retary, in consultation with consumers and the managed care in-
dustry, developed a system for quality measurement. The Secretary
would be authorized to terminate contracts that do not meet stand-
ards under the quality measurement system. In the interim, the
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proposal would expand the Secretary's authority to waive the 50/
50 requirement for plans with good track records.
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CBO and OMB Estimates of the President's FY1998 Budget
Proposals for Medicare
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MEDICAID

Medicaid is a Federal-State program providing medical assistancefor specified groups of low-income persons who are aged, blind, dis-
abled, or members of families with children. Within Federal guide-
lines, each State designs and administers its own program. Thus,
there is substantial variation among the States in terms of persons
covered, types of benefits provided, and payment rates for covered
services.

(159)
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Federal Payments

Limitations on per capita rate of growth in Federal finan-
cial participation

Present Law

The Federal Government has an open-ended commitment to
match each State's spending for Medicaid at the Federal matching
rate for the State. In other words, the Federal Government shares
in the cost of all allowable Medicaid expenses for eligible individ-
uals. Federal Medicaid payments are based on quarterly reports
that States submit to the Secretary of DHHS. States which,
through section 1115 waivers, offer Medicaid to persons not other-
wise eligible for benefits under the program, receive Federal pay-
ments at their regular matching rates.

Description of Proposal

The proposal establishes a limit in the annual growth in Federal
Medicaid spending per beneficiary for each State, based on a speci-
fied growth index. For each State, the growth limit would apply to
a per capita base for each of four beneficiary groups: non-disabled
child, non-disabled adult, elderly, and disabled beneficiaries. Each
State's group base rate would be the State's total 1996 Medicaid
expenditures calculated on a per beneficiary basis. That is, for each
State, the Secretary would determine the amount attributable to
items and services furnished to individuals in each of the groups
specified, and apportion the State's FY1996 administrative expend-
itures to each group according to the State's expenditures for items
and services for the group. The State's total amount spent for each
group would be divided by the number of full-year equivalent indi-
viduals in the group who were enrolled in the State's Medicaid pro-
gram in FY1996 to arrive at the per capita base rate for each
group. The annual Federal payment limit for each group would be
the product of (1) the per capita base rate for the group, (2) the ac-
tual number of full-year equivalent individuals in the group in the
year, (3) the State's Federal matching rate as under current law,
and the allowable Medicaid growth multiplier for FY1997 and suc-
ceeding years.

For FY1998 and succeeding years, the limit on Federal Medicaid
payments to a State would be an aggregate amount equal to the
sum of the State's group limits except for certain items that would
not be subject to the per capita cap. Spending for State fraud con-
trol units; payments for disproportionate share adjustments, for
Medicare cost sharing and to Indian Health Service and other In-
dian health providers; expenditures for the Vaccines for Children
program; spending for nursing facility certification; and amounts
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attributable to the immigration status verification system would be
excluded from the cap.

In their quarterly reports, each State would be required to indi-
cate the share of total Medicaid expenditures attributable to each
beneficiary group. The number of full-year equivalent enrollees in
each group would be determined by the Secretary (based on Stat%
reports) taking into account the numbers of individuals who were
not enrolled in a State's program for the entire fiscal year, or were
within a group of individuals for only part of a fiscal year. A State
that had a section 1115 waiver in effect during FY1996 would have
the option of counting only the enrollees who would have been eli-
gible for Medicaid in the absence of a waiver in the cap calculation.
Those eligible only through the qualified Medicare beneficiary pro-
gram and related programs (SLMBs) are excluded from the cap.

The allowable Medicaid growth multiplier would be used to up-
date group limits from year to year. The multiplier for a fiscal year
would be one plus the arithmetic average of the annual change in
the nominal gross domestic product per capita for the five consecu-
tive 12-month periods ending on June 30 of the preceding fiscal
year, increased by two percentage points for each of fiscal years
1997 and 1998, and by one percentage point for each succeeding
fiscal year.

Prior to the beginning of FY1998 and each succeeding fiscal year,
the Secretary would publish each State's average per capita limit
for each beneficiary group. Federal matching payments for States'
Medicaid expenditures made after September 30, 1997 would be
subject to per capita limits. For expenditures incurred before that
date, States would be required to submit their claims for Federal
matching funds by June 30, 1998.

Entitlement to Benefits Are Mantained

Reduction of disproportionate share payments

Present Law

Since 1981, States have been required to make supplemental
payments to hospitals that serve a disproportionate number of
Medicaid recipients and low-income patients. These payments are
referred to as disproportionate share hospital (DSH) payments.
Each State determines which hospitals receive DSH payments and
the payment to each. States that contract with health maintenance
organizations (HMOs) or other prepaid capitation managed care
providers may include DSH expenses in the payment rates to the
contractors. A major factor behind the growth in Medicaid expendi-
tures between 1989 and 1992 was States' use of DSH and related
financing mechanisms such as provider taxes and donations to gen-
erate Federal dollars. Although legislation enacted in 1991 and
1993 curtailed these State practices, Federal spending for DSH is
about $10 billion per year. Total annual Federal DSH spending and
DSH spending in each State is limited to 12 percent of total annual
Medicaid expenditures. The limit is being phased in through the
use of State-specific DSH allotments.

- - - - -- __ ___ -- - _. __ _~__· - ,, ---
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Description of Proposal
Federal DSH spending would be reduced. The proposal would re-

quire that each State pay hospitals directly for DSH instead of in-
cluding DSH payments in prepaid capitation contracts. In addition
the proposal would establish new State-specific DSH allotments to
freeze DSH payments in FY1998 at FY1995 spending levels and
gradually reduce DSH payments. Finally, for fiscal years 1999-
2002, the proposal would provide for supplemental payments for
States and other entities to ease the transition to per capita limits
and reductions to DSH payments.

Beginning with FY1998, no Federal DSH payment would be
made in excess of a State's new DSH allotment. For FY1998, each
State's DSH allotment would be equal to the State's FY1995 DSH
spending. For subsequent years, a State's DSH allotment would be
a reduced portion of the State's FY1995 DSH spending. This pro-
portional reduction applies to a State multiplier defined as the less-
er of the State's FY1995 DSH spending, or 12 percent of the State's
FY1995 Medicaid expenditures. For FY1999, a State's DSH allot-
ment would be its FY1995 DSH spending minus 15 percent of the
State multiplier. For FY2000 and each succeeding year, 25 percent
of the State multiplier would be deducted from the State's FY1995
DSH spending. In other words, each State's DSH spending is re-
duced proportionally with certain DSH spending amounts-above
12 percent of total spending-excluded from reductions.

The proposal would authorize grants to States and other entities
that the Secretary determines need grants to ease the transition
from the current Medicaid program to a program operated with per
capita caps and reductions in DSH payments. The Secretary would
establish criteria for transition grants in regulations to be pub-
lished by October 1, 1997. Amounts authorized for such grants
would be $400 million for FY1999, $300 million for FY2000, $200
million for FY2001, and $100 million for FY2002.
Medicaid eligibility quality control (MEQC) requirements

Present Law
Under Medicaid quality control systems, each State monitors as-

pects of its own administrative performance. MEQC is the identi-
fication of eligibility errors that may result in improper Federal
payments. If error rates exceed certain tolerances, Federal payment
is disallowed.

Description of Proposal

The proposal would modify the current MEQC system to accom-
modate population components of the per capita cap. Specifically,
the system would examine for whether enrollees were reported in
the proper beneficiary group.

Nursing home survey and certification

Present Law

Nursing facilities participating in the Medicaid program are sub-
ject to survey and certification procedures. States are responsible
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for conducting inspections to determine whether providers can be
certified as meeting the standards and conditions for Medicaid par-ticipation. The Federal matching rate to States for most adminis-
trative expenses is 50 percent; the rate for survey and certification
activities is 75 percent.

Description of Proposal
The Federal matching rate for nursing home survey and certifi-

cation activities would be increased from 75 percent to 85 percent.

Eligibility
Disabled children who lose SSI benefits

Present Law
P.L. 104-193, the Personal Responsibility and Work Opportunity

Act of 1996, established a definition of childhood disability for re-
ceipt of benefits under the Supplemental Security Income (SSI) pro-
gram. Under the new definition, some children will lose their SSI
benefits. Due to the loss of SSI, the children will lose their Medic-
aid eligibility as it is linked to SSI eligibility.

Description of Proposal
The proposal would allow disabled children who are currently re-

ceiving Medicaid to retain their Medicaid coverage if they lose SSI
because of the new definition.

State option to permit workers with disabilities to buy into
Medicaid

Present Law
States must continue Medicaid coverage for "qualified severely

impaired individuals under the age of 65." These are disabled and
blind individuals whose earnings reach or exceed the SSI benefit
standard. (The current law threshold for earnings is $1,053 per
month.) This special eligibility status applies as long as the individ-
ual (1) continues to be blin or have a disabling impairment; (2)
except for earnings, continues to meet all the other requirements
for SSI eligibility; (3) would be seriously inhibited from continuing
or obtaining employment if Medicaid eligibility were to end; and (4)
has earnings that are not sufficient to provide a reasonable equiva-
lent of benefits from SSI, State Supplementary Payments (if pro-
vided), Medicaid, and publicly funded attendant care that would
have been available in the absence of those earnings. To implement
the fourth criterion, the Social Security Administration compares
the individual's gross earnings to a "threshold" amount that rep-
resents average expenditures for Medicaid benefits for disabled SSI
cash recipients in the individual's State of residence.

Description of Proposal

States would have the option of creating a new eligibility cat-
egory for disabled SSI beneficiaries with higher incomes than cur-
rent law allows. Beneficiaries would "buy into" Medicaid by paying
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a premium. Premium levels would be on a sliding scale, based on
the individual's income as determined by the State.

Extension of coverage to additional individuals

Present Law

Medicaid law limits eligibility to members of families with chil-
dren, and to individuals who are elderly, blind, or disabled. Eligi-
bility rules are linked to a State's rules for its Aid to Families with
Dependent Children (AFDC) program, or to rules of the Federal
SSI program. There is variation in the rules for the 50 potentially
eligible groups that can be covered by Medicaid. Some States have
obtained waivers of Federal law to expand Medicaid coverage to
low-income uninsured people who do not fall into one of the eligi-
bility categories and who have higher incomes than current law al-
lows.

Description of Proposal

At their option, States would be able to cover new groups of indi-
viduals with incomes up to 150 percent of the Federal poverty level
without waivers. Expansions would be approved only if they were
demonstrated to be cost neutral. Administration would be sim-
plified so that instead of the many different rules for different
groups, States could use the same rules for everyone eligible under
the percent-of-poverty option. Individuals enrolled under this provi-
sion could not be counted in State reports of numbers enrolled or
included in calculation of the Federal payment limit.

Elimination of authority for new statewide eligibility expan-
sion demonstrations

Present Law

Section 1115(a) of the Social Security Act gives the Secretary au-
thority to waive statutory requirements for Medicaid in order to
conduct statewide demonstration projects "likely to assist in pro-
moting the objectives" of the program. Under 1115(a) waivers, some
States have extended Medicaid eligibility to individuals who, in the
absence of a waiver, would not be eligible for categorical or finan-
cial reasons.

Description of Proposal

The proposal would amend section 1115 to eliminate the Sec-
retary's authority to grant waivers that would expand the number
of individuals eligible for Medicaid.

Continuous eligibility for children

Present Law

In general, Medicaid coverage can be provided only to individuals
who continue to meet all the requirements for eligibility. For some
individuals and families, income fluctuates so that there are fre-
quent interruptions in eligibility. Medicaid law makes an exception
to provide continuous eligibility for pregnant women and infants
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regardless of changes in income. The law specifies that a pregnant
recipient continues to be eligible for Medicaid until 60 days after
the pregnancy ends. Further, a child born to a woman receiving
medical assistance remains eligible for medical assistance for 1
year so long as the child is a member of the woman's household
and the woman remains (or would remain if pregnant) eligible for
medical assistance.

Description of Proposal
States would be permitted to provide a full continuous 12 months

of eligibility for children who are over age 1 and under 18, 19, 20,
or 21 as specified by the State.

Upper income limit on "less restrictive" eligibility methodolo-
gies

Present Law
Under section 1902(r)(2) of the Social Security Act, States are al-

lowed to use more liberal methodologies for determining income
and resource eligibility than those used for the AFDC program to
determine Medicaid financial eligibility. Disregarding additional
amounts of income and resources, States can qualify certain cat-
egories of populations for Medicaid eligibility who are not entitled
to benefits under categorical eligibility criteria. The provision has
been used to expand eligibility for pregnant women and children
with household incomes up to 300 percent of the Federal poverty
line.

Description of Proposal
The proposal would establish a 150 percent of poverty income eli-

gibility limit on individuals who can be determined eligible through
this provision. States can maintain their income eligibility limit in
effect in FY1996 (including 1115 demonstrations) if higher than the
150 percent limit.

Managed Care

Present Law

Medicaid programs use three main types of managed care ar-
rangements. These vary according to the comprehensiveness of the
services they provide and the degree to which they accept risk.
Under primary care case management (PCCM) a Medicaid bene-
ficiary selects, or is assigned to a single primary care provider. Nu-
merous provisions of current law apply to contracts between States
and managed care organizations (MCOs). States may offer services
through a MCO on a voluntary basis. However, to mandate that
beneficiaries enroll in MCOs, or to limit MCO services to specific
populations or geographic areas, States must obtain waivers of
Federal laws. Generally, waivers of freedom-of-choice, comparabil-
ity, and statewideness provisions are obtained under section
1915(b) of the Social Security Act. They are for 2 years and may
be renewed. As of February 1997, 42 States had 96 1915(b) waiv-
ers.
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States' payments under contracts with MCOs must be estab-
lished on an actuarially sound basis. By regulation, payment rates
may not exceed what the State would have paid for similar services
for a beneficiary not enrolled in a MCO. This upper payment limit
is known as the fee-for-service equivalent. States may pay less
than the upper limit. However, some States argue that the upper
limit is inadequate to attract plans to participate. All State con-
tracts with MCOs must receive prior approval by the Secretary if
expenditures are expected to be over $100,000. Cost-sharing
charges such as deductibles or copayments, may not be imposed on
Medicaid enrollees in HMOs (Note: not all MCOs are HMOs under
the law). As a proxy for quality, Federal law requires that less than
75 percent of an MCO's enrollment must be Medicaid or Medicare
beneficiaries. For some MCOs, the 75/25 rule has been bypassed
through State demonstration waivers or through specific Federal
legislation.

Description of Proposal

The proposal establishes a definition of PCCM, sets contractual
requirements for PCCM arrangements, adds PCCM services to the
list of Medicaid covered services, and repeals waiver authorization
for PCCM.

States would be permitted to mandate enrollment in PCCM or
other managed care arrangements if a Medicaid beneficiary had a
choice of at least two entities or managers and other conditions
were met. States would be permitted to require beneficiaries to re-
main in a managed care arrangement for up to 6 months; States
would also (as under current law) be permitted to guarantee 6
months of eligibility for enrollees. Prior to establishing a manda-
tory managed care enrollment requirement, a State would have to
provide for public notice and comment.

The payment limit and actuarial soundness standards would be
modified to require that capitated payment amounts be set at rates
that have been determined, by an actuary meeting the standards
of qualification and practice established by the Actuarial Standards
Board, to be sufficient and not excessive with respect to the esti-
mated costs of services provided. The threshold for Federal review
of contracts would be raised from $100,000 to $1 million. States
would be permitted to impose nominal copayments on HMO enroll-
ees.

The 75/25 rule would be eliminated. The Secretary would be au-
thorized to require reporting of detailed individual encounter data
to monitor care furnished under managed care arrangements.
States that have agreements with HMOs, PCCMs, and other man-
aged care entities would be required to develop and implement
quality assessment and improvement strategies consistent with
standards established by the Secretary.

I I---- r_ _ -- --
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Benefits
Home and community-based services

Present Law
Under 1915(c) waivers, States have the option of providing a

broad range of home and community-based services to elderly,
mentally retarded, and other disabled and chronically ill persons
who would otherwise require nursing home care or other forms of
institutional care. The 1915(c) authority is known as a waiver pro-
gram because States must request, through a special application,
that the Secretary waive certain requirements that would normally
apply to services covered under their Medicaid plans.

Description of Proposal
States would be able to create a home and community-based

services program without a Federal waiver. Instead, a State would
amend its State plan for Medicaid to include the program.
Elimination of requirement to pay for private insurance

Present Law
States are required to identify cases in which it would be cost-

effective to enroll a Medicaid-eligible individual in a private insur-
ance plan and, as a condition of eligibility, require that the individ-
ual enroll in the plan. In case of enrollment, the Medicaid program
would pay insurance premiums as well as cost-sharing .obligations
for items and services covered by Medicaid.

Description of Proposal
Identification and enrollment requirements would be eliminated.

States would have the option of purchasing private insurance.
Individuals covered during transition to work

Present Law

Prior to enactment of the welfare reform law (P.L. 104-193) and
the repeal of AFDC, an individual who increased earnings from em-
ployment faced the loss of AFDC and Medicaid coverage. Medicaid
eligibility is still determined by AFDC rules. Medicaid law extends
at least 6 months of coverage to families who would lose AFDC be-
cause of earnings. States are required to provide full Medicaid cov-
erage or "wrap-around" coverage. Under the wrap-around option,
States can pay expenses for insurance premiums, deductibles, and
coinsurance for health care offered by the employer. States are per-
mitted to extend Medicaid coverage for a second 6 months and to
impose premiums for that period. Premiums may not exceed 3 per-
cent of the family's average gross monthly earnings.

Description of Proposal

The proposal specifies that under the wrap-around option, States
would be permitted to limit the amount of payment for any deduct-
ible or coinsurance to what the State would pay if the item or serv-
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ice had been furnished by a provider participating in the State's
Medicaid program. The premium limit would be eliminated.

Copayments in health maintenance organizations

Present Law

Enrollment fees, coinsurance, or other cost-sharing charges may
not be imposed on Medicaid recipients for services furnished by
HMOs.

Description of Proposal

The proposal would eliminate the prohibition on fees for services
furnished by HMOs.

Provider Participation and Payment Rates

Methods for establishing provider payment rates

Present Law

Generally, States develop their own methods and standards for
reimbursement of Medicaid services though there are Federal stat-
utory requirements for some services. Among these are the so-
called Boren amendments that require States to pay hospitals and
nursing homes rates that are reasonable and adequate to cover the
cost of efficient and economically operated facilities. States are re-
quired to receive and audit cost reports by hospitals, nursing facili-
ties, and intermediate care facilities for the mentally retarded
(ICFs/MR). States are required to pay federally qualified health-
centers (FQHCs) and rural health clinics (RHCs) rates that are
equal to 100 percent of the facility's reasonable costs, subject to any
reasonableness test developed for the same services under Medi-
care rules (or, for Medicaid services not covered under Medicare, as
would be allowed under principles similar to Medicare's).

Description of Proposal

The proposal would repeal the Boren amendments and establish
a public notice process for setting payment rates for services pro-
vided by hospitals, nursing facilities, and intermediate care facili-
ties for the mentally retarded. Not later than 4 years after enact-
ment, the Secretary would be required to report to Congress on the
effects of States' rate-setting methods on access to and quality and
safety of services. Beginning with FY1999, the requirement to pay
RHCs and FQHCs at 100 percent of costs would be eliminated.

The proposal would require the Secretary to make quarterly
grants to eligible FQHCs and RHCs for each of fiscal years 1999-
2002. Such grants would be made according to criteria and pay-
ment methodology established by the Secretary and published in
regulation by October 1, 1997. Amounts authorized for these grants
would be $500 million for FY1999, $400 million for FY2000, $300
million for FY2001, and $200 million for FY2002.
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Physician qualification requirements

Present Law

Medicaid law establishes special minimum qualifications for a
physician who furnishes services to a child under age 21 or to a
pregnant woman.

Description of Proposal

The provision would be repealed.

Elimination of obstetrical and pediatric payment rate re-
quirements

Present Law

Under section 1926 of the Social Security Act, States are re-
quired to assure adequate payment levels for obstetrical and pedi-
atric services and provide annual reports on their payment rates
for the services.

Description of Proposal

Section 1926 would be repealed.

Program for all-inclusive care for the elderly (PACE)

Present Law

OBRA 86 required the Secretary to grant waivers of certain Med-
icare and Medicaid requirements to not more than 10 public or
non-profit private community-based organizations to provide health
and long-term care services on a capitated basis to frail elderly per-
sons at risk of institutionalization. These projects are known as the
Programs for All-Inclusive Care for the Elderly, or PACE projects.
OBRA 90 expanded the number of organizations eligible for waiv-
ers to 15.

Description of Proposal

The proposal would establish PACE as a provider type and re-
quire sites to meet minimum requirements included in a PACE
protocol.

State Plan Administration

Elimination of personnel requirements

Present Law

For Medicaid, States are required to maintain personnel stand-
ards on a merit basis, and train and use subprofessional staff with
emphasis on employment of recipients and other low-income per-
sons.

Description of Proposal

Particular personnel requirements would be eliminated. A State
would be required to provide methods of administration that the
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Secretary finds to be necessary for the proper and efficient oper-
ation of its Medicaid plan.

Elimination of duplicative inspection of care requirements
for ICFs/MR and mental hospitals

Present Law

States that provide services in mental hospitals and in ICFs/MR
must provide for periodic inspections of care for each Medicaid ben-
eficiary who receives services in the institution. Inspections of care
have been conducted to assure that persons are receiving the ap-
propriate level of care of adequate quality. The DHHS has estab-
lished a new survey outcome-oriented process for mental hospitals
and ICFs/MR.

Description of Proposal

Inspection of care reviews in mental hospitals and ICFs/MR
would be eliminated. Survey and certification reviews for the facili-
ties would remain in place.

Public process for developing state plan amendments

Present Law

Each State is required to maintain a State Medicaid plan-a
comprehensive statement that describes the nature and scope of
the State's Medicaid program. State plans must be amended when
necessary due to changes in laws, regulations, or policies. State
plans and amendments are subject to approval of the Secretary.
Current Medicaid law has no provisions for the development of
State plan amendnments.

Description of Proposal

States would be required to establish a public notice and review
process for the development of Medicaid State plan amendments.

Alternative sanctions for non-compliant ICFs/MR

Present Law

ICFs/MR must meet certain requirements and standards for safe-
ty and for the proper provision of care. If a State finds that a facil-
ity is out of compliance with the requirements, the facility's partici-
pation in Medicaid can be terminated until the deficiencies have
been corrected. States have limited sanctions available for the use
of ICFs/MR that are found to have deficiencies.

Description of Proposal

The proposal would provide for alternative sanctions similar to
these that are available for nursing facilities.

I -· _I
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Modification ofMMIS requirements

Present Law
Beginning October 1, 1986 States have been required to maintain

mechanized claims processing and information retrieval systems
better known as Medicaid Management Information Systems
(MMIS). Failure to meet the 1986 deadline resulted reduced Fed-
eral Medicaid funds. An MMIS is reviewed at least once every 3
years by the Health Care Financing Administration of DHHS. Fail-
ure to pass a systems performance review v uld result in reduction
of the usual 75 percent Federal Medicaid match rate for operation
of an approved MMIS.

Description of Proposal
The proposal would delete the statutory language that related to

1980s requirements for MMIS. It would require each State to oper-
ate a system that is adequate to provide efficient, economical, and
effective administration, is compatible with the claims processing
and information retrieval systems that are used to administer the
Medicare program, and provides for electronic transmission of
claims data.

Nurse aide training and competency evaluation programs

Present Law

Nursing facilities are prohibited from offering a nurse aide train-
ing program by or in the facility if within the previous 2 years it
has had a waiver of the registered nurse staffing requirement, or
has been subject to an extended survey, or has been subject to
sanctions for noncompliance with requirements.

Description of Proposal

This provision would allow otherwise prohibited nurse aid train-
ing programs, which are offered in (but not by) nursing facilities
to do so, if the State determines that there would be no other pro-
gram offered within a reasonable distance, provided notice of the
approval to the State long-term care ombudsman, and assured
through an oversight effort that an adequate environment exists
for the program. The proposal would also clarify that a survey find-
ing of substandard care, rather than the mere occurrence of an ex-
tended survey, would be the event that triggers the prohibition on
nurse aide training.

Elimination of repayment requirement for States imposing
alternative remedies on non-compliant nursing facilities

Present Law

States have available to them a range of sanctions they may take
against nursing facilities found to be out of compliance with the re-
quirements for participation in Medicaid. These include termi-
nation of participation in the program, denial of payment for new
admissions, civil money penalties, appointment of temporary man-
agement; and authority to close the facility or transfer residents.
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For facilities that are not terminated and that are taking steps to
eliminate deficiencies according to an approved plan of correction,
the Secretary of DHHS is authorized to continue Federal Medicaid
matching payments to the State for no longer than 6 months.
States, however, are required to repay to the Federal Government
any payments made to facilities that fail to take corrective action
according to the approved plan and timetable.

Description of Proposal

The proposal would eliminate the requirement for States to repay
Federal funds for failure of a facility to correct deficiencies accord-
ing to an approved plan of correction.

Miscellaneous Provisions

Commission on Medicaid

Present Law

No provision.

Description of Proposal

The proposal would establish a Commission on State Health Re-
form and Medicaid Equity. The Commission would monitor the sta-
tus and progress of Medicaid, report to the public concerning
progress made by States, provide for the promotion of information
exchange between the States and the Federal Government, and
recommend program improvements and other State health reform
initiatives to the President and the Congress. Also, the Commission
would review and recommend suggestions for achieving equity
among the States in States' per capita base year and growth rates.
The Commission will also review and recommend appropriate
changes in the Federal Medicaid matching rate to reflect demo-
graphics, health care utilization changes, and economic differences.

The Commission would be required to make a final report to the
Secretary and the Congress 2 years after its initial meeting. For
FY1998, $2 million would be authorized to be appropriated for the
Commission.

Effective Date

Present Law

No provision.

Description of Proposal

Unless otherwise specified, the Medicaid amendments would take
effect on and after October 1, 1997. The proposal provides for an
extension in the case of a State that the Secretary determines re-
quires State legislation to comply with the amendments.
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Increase Federal payment cap for Puerto Rico

Present Law

The Federal Government matches Puerto Rico's Medicaid spend-
ing at a 50 percent rate up to statutory limits that are specified
in section 1108 of the Social Security Act. Beginning with
$116,500,000 in FY1994, the Medicaid limit increases annually by
the percentage increase in the medical care component of the
consumer price index for all urban consumers, rounded to the near-
est $100,000.

Description of Proposal

The Federal Medicaid payment to Puerto Rico would be increased
by $30 million in FY1998 and by an additional $10 million in each
of the succeeding fiscal years 1999-2002.

Increase Federal payment to the District of Columbia

Present Law

Under Medicaid law, the District of Columbia is a State. States
are required to pay at least 40 percent of the non-Federal share of
Medicaid costs. This means that States, by law, can require local
jurisdictions to share Medicaid costs, up to a certain proportion, in-
stead of bearing the entire non-Federal share. The District's Fed-
eral Medicaid matching rate is 50 percent.

Description of Proposal

The District's share of Medicaid costs would be reduced to 30
percent, the maximum amount that the District, as a local govern-
ment, could be required to contribute if it were located within a
State with a Federal matching rate of 50 percent (60 percent of the
non-Federal share-50 percent).

Medicaid eligibility for non-citizens

Present Law

P.L. 104-193, the Personal Responsibility and Work Opportunity
Act of 1996, bars most aliens from receiving benefits under the
Supplemental Security Income (SSI) program for the elderly, blind,
and disabled. Many people are eligible for Medicaid because they
receive SSI benefits. Without SSI, an individual would not be eligi-
ble for Medicaid unless the State of residence could determine the
individual eligible under one of the State's optional eligibility cat-
egories. States have the option of continuing Medicaid coverage to
legal aliens in the country as of August 22, 1996 including those
who lose Medicaid due to loss of SSI benefits. A State can continue
coverage by determining eligibility under an existing optional eligi-
bility category in the State's Medicaid program. However, some
States have not chosen to exercise the optional Medicaid eligibility
categories that would be appropriate for the population. A State
that has no applicable category must deny coverage or expand its
entire program.

I
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Under P.L. 104-193, aliens who enter the U.S. after the date of
enactment are barred from Medicaid for 5 years after arrival except
for certain aliens including refugees and asylees. Refugees and
asylees who otherwise meet Medicaid eligibility requirements may
be eligible for Medicaid for up to 5 years. For aliens not exempted
form the 5-year ban, States are permitted to provide Medicaid after
the 5 years have passed.

In general, the Immigration and Nationality Act excludes from
entry aliens who appear "likely at any time to become a public
charge." Sponsors of prospective aliens must pledge support of
aliens whom they sponsor. Amendments enacted in P.L. 104-193
expand the use of sponsor-to-alien deeming. Under the deeming
provisions, a sponsor's income and assets are taken into account
when an alien applies for a means-tested benefit such as Medicaid.

Description of Proposal

Immigrants who become disabled after entry to the United
States, or who are children, would be exempted from the ban on
SSI benefits and on Medicaid benefits. This applies to immigrants
in the country before enactment and those arriving after that
date-August 22, 1996. The 5-year period during which refugees
and asylees can receive Medicaid benefits would be extended to 7
years. The sponsor-to-alien deeming requirements would not apply
to disabled immigrants or to immigrant children.
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CBO and OMB Estimates of the FY 1998
President's Budget Medicaid Proposals
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HEALTH INSURANCE

In addition to the existing public programs which provide health
care, the Administration's budget proposes to create three new pro-
grams to increase health insurance coverage. The Administration
also proposes to extend Medicaid coverage of children.

(181)
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Initiative To Maintain and Expand Workers' Coverage

Temporary premium assistance for families between jobs

Present Law

There is no provision in current law for direct subsidies of pri-
vate health insurance premiums. (Title XIX of the Social Security
Act authorizes State Medicaid programs to purchase private health
insurance for certain individuals.) Some premium assistance is pro-
vided under the Internal Revenue Code, in the form of the individ-
ual medical expense deduction for unreimbursed medical expenses,
the self-employed deduction for a portion of the cost of health in-
surance, and the exclusion from taxable income of employer con-
tributions for health insurance.

COBRA continuation coverage was established under the Inter-
nal Revenue Code, the Employee Retirement Income Security Act
(ERISA), and the Public Health Service Act. It requires employer-
sponsored group health plans with 20 or more employees to provide
employees and their families the option of continuing under the
group health plan for 18 to 36 months, depending on the qualifying
event. Qualifying events include changes in job and family status
that would otherwise result in the loss of the group health plan.
The event of a job loss or reduction in hours entitles a COBRA-eli-
gible individual up to 18 months of continued coverage. Employers
are allowed to charge COBRA enrollees up to 102 percent of the
total plan premium. The requirement is known as COBRA after
the Consolidated Omnibus Budget Reconciliation Act (P.L. 99-272),
a law enacted in 1986 which included this provision.

Description of Proposal

The proposal authorizes the Secretary of Health and Human
Services (HHS) to establish a demonstration program of grants to
the States for fiscal years 1998 through 2001, to enable them to
provide temporary health insurance premium assistance for eligible
unemployed workers and their families. The Secretary could oper-
ate (directly or through contract) a program in a State that failed
to establish a federally approved program.

The proposal would authorize $1.738 billion in FY1998. This
amount would be increased annually by an amount linked to the
growth in unemployment compensation and the growth in the econ-
omy. The program's authorization would sunset at the end of
FY2001.

To become eligible for a grant, a State would have to submit a
plan providing specific information such as how it would use the
funds, the plan's methodology for determining eligibility, and how
the State would notify individuals of the availability of premium
assistance. The plan would be approved unless the Secretary noti-

(183)
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fled the State within 90 days that the plan was disapproved (and
the reasons for such or that specific information was needed).

The State program funded under the Federal grant would be re-
quired to provide premium assistance to eligible unemployed indi-
viduals and their eligible family members in obtaining health bene-
fit coverage through payment of all or part of the premium cost for
COBRA continuation coverage or coverage that (1) is equivalent to
the Blue Cross/Blue Shield standard option under the Federal Em-
ployees Health Benefit program (FEHBP), or (2) meets the condi-
tions of approval as specified by the Secretary. The coverage would
have to be economical compared to other coverage options consid-
ered by the State and would have to comply with specified provi-
sions of the Health Insurance Portability and Accountability Act of
1996 (P.L. 104-191).

The amount of premium assistance would be related to income.
It would be available for up to 6 months for those who had em-
ployer-based coverage in their prior job, are now receiving unem-
ployment benefits, and have incomes below certain thresholds. A
full subsidy would be provided up to 100 percent of the Federal
poverty level; it would be phased out from 100 percent to 240 per-
cent of the poverty level. An individual would not be qualified if he
or she was eligible for Medicaid or had an employed spouse with
health insurance coverage. (An individual would be eligible if the
spouse was not covered under group coverage and the spouse's em-
ployer did not offer family coverage or contributed less than 50 per-
cent of the premium.) Federal subsidies would be limited to the
amount of money authorized under the proposal. States would be
allocated funds based on specific criteria (e.g., the different rates of
unemployment and prices for health care among States).

The proposal includes amendments to the Unemployment Com-
pensation program. State agencies would be required to disclose to
the relevant government officials, upon request and on a reason-
able basis, wage and unemployment compensation claims informa-
tion.

The Secretary of HHS, in conjunction with the Secretary of
Labor, would be required to study the effects of the premium as-
sistance program on insurance coverage and on the unemployed
and to report to the Senate Committee on Labor and Human Re-
sources and the House Committees on Commerce and Education
and the Workforce on the findings of the study.

Voluntary Purchasing Cooperatives

Present Law

None.

Description of Proposal

The proposal would establish a Federal grant program to States
to encourage the development of voluntary health insurance pur-
chasing cooperatives for employer groups of 1 to 50 employees. The
purposes of the cooperatives would be to enable small businesses
to bargain collectively for lower premium rates and obtain a great-
er array of choices of plans for their employees than otherwise



would be available. An amount of $25 million per year for 5 years
(1998-2002) in grants would be available for technical assistance,
for setting up voluntary purchasing cooperatives, and for allowing
these purchasing cooperatives to access health plans sold through
the FEHBP grant fund may not be used for operating costs after
the first 6 months of operation.

Entities eligible for grants would include State agencies, non-
profit cooperatives, and for-profit cooperatives whose profits were
shared on a pro-rata basis among cooperative members. Eligible co-
operatives could not bear insurance nsk and must ensure members
are free of conflicts of interest. Eligible cooperatives could not deny
membership to small employers on the basis of the health status
of their employees and would have to offer multiple, competing
health plans. The cooperatives must demonstrate financial liability
and be capable of becoming self-sustaining.

Under the FEHBP alternative, a State could request the Sec-
retary of HHS to establish a cooperative in coordination with
FEHBP. Such a cooperative would be a separately-rated group, dis-
tinct from any group of Federal employees. Grant funds from this
proposal could be used by the Secretary to establish this coopera-
tive. It could use the FEHBP name in marketing, and require
FEHBP plan providers that sell coverage in the private market to
offer appropriate health benefit coverage to the small group mar-
ket, at prices negotiated with the cooperative. The cooperative also
could negotiate with providers not participating in FEHBP to sell
coverage to the small group market. These cooperatives coordinat-
ing with FEHBP cannot collect or distribute premiums.

State laws restricting or prohibiting combinations of groups for
the purchase of health insurance benefits would be preempted for
cooperatives that meet the requirements of this bill. Also pre-
empted for such cooperatives would be State laws imposing rate re-
quirements that prohibit a health plan issuer from offering to a co-
operative lower rates reflecting the issuer's administrative savings
due to the size of the cooperative.

Children's Health Initiative

Grants to the States

Present Law

None.

Description of Proposal

The proposal would provide an appropriation of $750 million for
FY1998 and each succeeding fiscal year for grants to States to ex-
pand children's health insurance coverage. The intent of the pro-
gram is to allow States to expand existing programs or to establish
new programs providing access to health insurance for children
who are not currently eligible for Medicaid, and who do not have
access to adequate and affordable individual or family coverage.

Each State would have to apply and obtain Secretarial approval
of an initial application and of amendments to the application
made annually and when the State made significant changes to its
program. The Secretary could establish minimum standards for the

I
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specific health care benefits to be provided including quality stand-
ards. State applications would have to include the health insurance
need in the State, descriptions of existing State efforts to insure
uninsured children, new program design features including eligi-
bility, benefits covered, and beneficiary cost sharing. The applica-
tion also would have to include descriptions of the outreach activi-
ties the State planned to use, the public program development
process, how the State intended to coordinate with other insurance
programs, and the State's plans for annual assessment. A State
plan would be considered approved unless the Secretary notified
the State within 90 days that it had been disapproved (and why)
or that specified additional information was needed. It would en-
sure that the insurance provided under the State program did not
substitute for employment-related health insurance. The State
must collect data and keep records. A State must submit an eval-
uation by March 31, 2000 that included specified elements such as
an assessment of the State program in increasing the number of
children with health insurance coverage. The Secretary would be
required to submit a report to Congress and the public by Decem-
ber 31, 2000, based on the evaluations submitted by the States con-
taining any conclusions and recommendations that the Secretary
considered appropriate.

Of the appropriation provided, 1.5 percent would be distributed
among the territories with each receiving at least $100,000. Each
State with an approved application would receive a base allotment
of $1 million. The remaining funds would be allotted to each State
having an approved application based on the States' allotment per-
centage.

In FY1998, 1999, and 2000 the allotment percentage is defined
as the average number of uninsured children in the State during
1993-1995 divided by the average number of uninsured children in
all States during the same period based on Current Population
Surveys of the Bureau of the Census for those years. In fiscal years
after 2000 the allotment percentage is defined as the average num-
ber of uninsured children in the States during 1993-1995 divided
by the average number of uninsured children in all States having
approved applications during the same period. The Secretary would
adjust the States' allotment for relative price differences among the
States. In 2001, an additional allotment would be made of funds
not allocated from the 1998, 1999 and 2000 authorizations. (There
would presumably be funds remaining since not all States will im-
mediately have approved applications.) Each State would be paid
(from its allotment) an amount up to the Medicaid Federal medical
assistance percentage of expenditures under the State's program
for: (1) health insurance assistance for eligible children and (2) ex-
penditures (which could not exceed 10 percent of the total expendi-
tures under the program) for outreach and for administrative costs.
Expenditures under the State program for which Federal matching
payments could be made could include any expenditures from State
or local public funds, or from private funds, in excess of the amount
spent by the State in calendar year 1995 for children's coverage.

I . -
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Investments to expand Medicaid coverage

Present Law
Medicaid provides health insurance coverage to over 21 million

low-income children whose family incomes fall below the eligibility
thresholds in each of the State programs. GAO estimates that
there are about 2.9 million Medicaid-eligible children that are not
enrolled and are uninsured. Other Medicaid children may become
uninsured during the year if their family income rises above the
Medicaid eligibility thresholds.

Description of Proposal
The President's plan includes proposals to encourage coverage of

Medicaid-eligible children. States would be provided with an option
to allow continuous coverage for current child beneficiaries, age 1
and older, for 1 year after eligibility is determined, regardless of
whether they would otherwise lose coverage during the year (as de-
scribed in the Medicaid section). The additional coverage, is esti-
mated to reach about 1 million children and to cost $4.9 billion
over 5 years (CBO scoring under Medicaid).

The plan includes a non-budget item intended to increase the ef-
fectiveness of Medicaid outreach. The focus of the enhanced out-
reach would be to increase enrollments among those eligible for
Medicaid by identifying other Federal programs that conduct eligi-
bility determinations for low-income children including the pro-
posed new grant program foI-'children's health. In addition, the
President's plan proposes to identify "best practices" among States
with respect to outreach activities.
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INCOME SECURITY AND SOCIAL SECURITY

The Administration's budget proposes to increase spending on in-
come security programs, including restoring welfare benefits to cer-
tain individuals, a new vocational rehabilitation initiative for SSDI/
SSI beneficiaries, and extending unemployment compensation
taxes.
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A. SSI and Medicaid Benefits for Legal Immigrants

1. SSI eligibility for legal immigrants'

Present Law

The Personal Responsibility and Work Opportunity Act of 1996
(P.L. 104-193) bars legal immigrants from Supplemental Security
Income (SSI). Current recipients will be screened during a 1-year
period after enactment of the welfare law (August 22, 1996) for SSI
eligibility. Legal immigrant children are ineligible for SSI on the
same basis as other legal immigrants.

Refugees and asylees are eligible for SSI for 5 years after enter-
ing as refugees or being granted asylum.

Description of Proposal

The President's proposal would provide SSI eligibility for legal
immigrants who become blind or disabled after their admission to
the United States regardless of their date of entry. It would also
make legal immigrant children (under 18) eligible for SSI. This
would include currently disabled children as well as children who
are disabled when they enter the country. Finally, it would extend
the SSI eligibility period for refugees and asylees from 5 to 7 years.

2. Medicaid eligibility for legal immigrants

Present Law

States may exclude legal aliens who entered the United States
before August 22, 1996, from Medicaid beginning January 1, 1997.

Legal immigrants entering the United States after August 22,

1996, are barred for 5 years from all but emergency medical assist-
ance. After 5 years, the Medicaid bar becomes a State option, sub-
ject to the "deeming" rule. In the case of immigrants entering with

sponsors after enactment, the sponsor's income will be deemed to

be available to them in determining their eligibility for Medicaid
until they naturalize or meet the 10-year work requirement.

Additionally, to the extent that legal immigrants' receipt of Med-

icaid is based only on their eligibility for SSI, they may lose Medic-

aid because of their ineligibility for SSI.
Eligible refugees and asylees can qualify for full Medicaid bene-

fits for 5 years after entering as refugees or being granted asylum.

IThe term "legal immigrants" refers to "qualified aliens," defined by P.L. 104-193 (as amend-

ed by P.L. 104-208) to include legal.permanent residents, refugees, aliens paroled into the Unit-

ed States for at least 1 year, aliens granted asylum or related relief, and certain abused spouses

and children. The restrictions on SSI and Medicaid noted here do not apply to "qualified aliens"

who meet a 10-year work requirement, or who are veterans, certain active duty personnel, and

their families.
(191)



Description of Proposal
The President's proposal would make eligible legal immigrants

who became blind or disabled after admission to qualify for Medic-
aid regardless of their date of entry and without regard to the
"deeming" provision. This would cover both those immigrants who
would lose their Medicaid eligibility because of the loss of SSI eligi-
bility ($2.3 billion), and those immigrants (including children) who
would be subject to the Medicaid bans and deeming requirements
of the welfare law ($2.5 billion). The President's proposal would
also extend the Medicaid eligibility period for eligible refugees and
asylees to 7 years ($25 million).

B. Medicaid Eligibility for Disabled Children

Present Law
In most States eligibility for SSI confers eligibility for Medicaid

as well. The 1996 welfare reform law established a separate defini-
tion of childhood disability for SSI benefits. As a result, some chil-
dren will lose their SSI benefits and automatic eligibility for Medic-
aid. Although some may qualify for Medicaid on other grounds,
such as low income, some will not.

Description of Proposal
The proposal would preserve Medicaid eligibility for children who

had Medicaid coverage as disabled recipients of SSI but who lose
SSI eligibility under the new definition.

C. Welfare-to-Work Measures
1. Welfare-to-work jobs challenge

Present Law

The new welfare law has replaced AFDC, its education, work and
training component, known as JOBS (Job Opportunities and Basic
Skills Training Program), and Emergency Assistance with a fixed
yearly block grant of $16.5 billion for Temporary Assistance to
Needy Families (TANF), effective July 1, 1997 at the latest. State
TANF grants equal Federal funding received in a recent year for
the replaced programs and currently generally exceeds amounts
they would have received from AFDC/JOBS, since welfare enroll-
ment has declined from the base level. The law places heavy stress
on moving welfare recipients to work. States must require recipi-
ents to engage in work, as defined by States, after a maximum of
24 months of TANF aid; they must achieve minimum rates of par-
ticipation in creditable "work activities" specified in the law; and
they must impose a 5-year lifetime limit on TANF benefits. States
may use TANF funds in any manner that they were authorized to
use AFDC, EA, and JOBS funds, but no part of the TANF grant
is earmarked for a specific function.

Description of Proposal

The Administration proposes a "performance-based Welfare-to-
Work Jobs Challenge" to help States and cities create job opportu-

I
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nities for the "hardest-to-employ" welfare recipients. The proposal
would provide $3 billion in mandatory funding designed to move a
million recipients into jobs by the year 2000. Funds could be used
for job placement, job creation, subsidies and other incentives to
private employers. The Administration said it also would encourage
States and cities to use "voucher-like" arrangements to provide re-
cipients with tools and choices that would help them get jobs and
keep them.
(Note: The Administration placed the Welfare-to-Work Jobs Chal-
lenge in the budget of the Labor Department.)

2. Work Opportunity Tax Credit

Present Law

The Small Business Job Protection Act of 1996, signed into law
as P.L. 104-188 on August 20, 1996, established the Work Oppor-
tunity Tax Credit (WOTC), effective for FY1997 only. It entitles
employers to an income tax credit of 35 percent of the first $6,000
earned in a year (maximum credit, $2,100) by an eligible person in
one of six groups. (There is a smaller credit for summer youth.) Eli-
gible groups include members of families who received cash welfare
benefits (from AFDC or its successor, TANF) for at least 9 months
before being hired. Also eligible are some food stamp recipients: 18
to 24-year-olds who received food stamps for 6 months before being
hired or who received benefits for at least 3 months out of the last
5 before being hired (but who have been disqualified for continued
food stamp benefits because of the program's new work require-
ment. Employers must retain all eligible hires except summer
youth for at least 180 days or 400 hours in order to receive the
WOTC. (The WOTC is a successor to the Targeted Jobs Tax Credit,
which expired on January 1, 1995.)

Description of Proposal

The FY1998 budget proposes "a greatly-enhanced and targeted"
WOTC. The proposed credit would entitle employers to a credit of
50 percent of the first $10,000 earned in a year by persons who
were "long-term" recipients of welfare (AFDC or TANF). Long-term
recipients would include members of families who received aid for
at least 18 months and those who lost eligibility for cash aid be-
cause of either Federal or State time limits. The credit could be
claimed for up to 2 years; the maximum credit would be $5,000 per
year. Employers who hired long-term cash welfare recipients could
include some fringe benefits in "wages" eligible for the credit,
namely, amounts paid for certain educational, health, and depend-
ent care assistance. The proposal also would greatly expand cov-
erage of the existing, smaller WOTC for food stamp recipients (for
example, by extending the eligible age range to 50 years). Employ-
ers could claim credits for hiring members of these two groups--
long-term cash welfare recipients and food stamp recipients subject
to the new work rule-through FY2000. Finally, the proposal
would extend the present WOTC for 1 year, through FY1998.
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3. Transportation to jobs and other supportive services

Present Law
As noted above, the TANF block grant does not earmark funds

for specified purposes.

Description of Proposal
The Administration proposes to establish an "Access to Jobs and

Training" initiative in the Transportation Department "to help as-
sure that efforts to reform welfare will be successful." State and
local governments and non-profit organizations could apply for
funds for new or modified transportation services that ensure ac-
cess to work for low-income persons, especially current welfare re-
cipients. (For this initiative, funds from the mass transit account
of the Highway Trust Fund would be used.)

The Administration also proposes to expand an existing dem-
onstration program of the Department of Housing and Urban De-
velopment known as "Bridges to Work," which links low-income
persons in central cities to job opportunities in surrounding sub-
urbs. The proposal would offer grants to units of local government,
preferably for communities designated as Empowerment Zones or
Enterprise Communities, to develop strategies for Bridges to Work
programs, including assistance for transportation, job search, child
care, and other supportive services to increase job opportunities.

$110 million in FY1998 ($100 million for Access to Jobs and
Training Initiative and $10 million for Bridges to Work).

D. Unspecified Welfare Reform "Technical Corrections"
In addition to the above proposals, the budget proposes outlays

of $40 million a year ($200 million in FY1998-FY2002) for unspec-
ified welfare reform "technical corrections." No details are avail-
able.

E. Vocational Rehabilitation Services for SSDI/SSI
Beneficiaries

Present Law

Under current law, the Social Security Administration (SSA) re-
fers Social Security disability insurance (SSDI) and disabled Sup-
plemental Security Income (SSI) beneficiaries who might be ex-
pected to benefit from vocational rehabilitation (VR) services to
State VR agencies. SSA may also refer a SSDI or disabled SSI ben-
eficiary to an alternate public or private VR provider if a State VR
agency declines to provide services to that individual. SSA reim-
burses for VR services provided to SSDI and disabled SSI bene-
ficiaries only when these services contributed to the beneficiary's
performance of substantial gainful activity for a continuous period
of 9 months.

Description of Proposal

This proposal would allow SSA to initiate a new VR services pro-
gram, to be implemented as a 10-year phased-in pilot in selected

I
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States. Under the proposal, all SSDI and disabled SSI bene-
ficiaries-except those expected to recover-would be issued a
"ticket" when they begin receiving disability benefit payments.
Beneficiaries may assign the ticket to a participating provider of
his or her choice who is willing to accept assignment in exchange
for providing VR or other employment services. If the SSDI or dis-
abled SSI beneficiary returns to work and stops receiving disability
benefit payments because of earnings, the VR service provider
holding the ticket at the time the beneficiary returns to work
would receive a percentage (e.g., 50 percent) of the disability bene-
fit payments for a specified period (e.g., 5 years). At the end of the
10-year pilot, the Commissioner would recommend whether the
pilot be terminated or expanded.

F. Railroad Retirement Benefits

Present Law

Social Security old-age, survivors, and disability insurance
(OASDI) and Railroad Retirement tier 1 benefits are generally
equivalent; however, certain Social Security OASDI provisions are
more generous than Railroad Retirement, and vice versa. For ex-
ample, unlike Social Security, Railroad Retirement does not pro-
vide cash benefits for children of living retired or disabled railroad
workers. Railroad Retirement permits a current spouse to take a
lump-sum survivor's benefit; however, if this benefit is elected, no
other survivor (i.e., divorced spouse or children) is allowed a survi-
vor's benefit.

Description of Proposal

This proposal would conform Railroad Retirement benefits to So-
cial Security OASI provisions where Social Security is more gener-
ous. Specifically, this proposal would: (1) provide benefits to chil-
dren of retired and disabled railroad workers; currently only chil-
dren of deceased workers are eligible for benefits; (2) provide tier
1 benefits to survivors, even if a residual lump-sum benefit had
been paid; (3) provide a new benefit for divorced spouses where the
railroad worker is eligible but has not yet retired; (4) provide a new
benefit for a spouse and a divorced spouse for a disabled railroad
worker; and (5) allow an otherwise eligible individual (e.g., worker
or spouse) to receive Railroad Retirement benefits even though that
individual is engaged in rail service (currently, eligible individuals
working in the railroad industry are not allowed Railroad Retire-
ment benefits).

G. Unemployment Compensation

1. Extension of the FUTA surtax

Present Law

A Federal payroll tax authorized by the Federal Unemployment
Tax Act (FUTA) funds certain activities of the Federal-State unem-
ployment compensation (UC) system. The FUTA tax is paid by pri-
vate-sector employers for each employee in a job covered by the UC
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system. FUTA revenue is used to pay for Federal and State UC ad-
ministration, operations of the U.S. Employment Service, the Fed-
eral share of extended UC benefits in States with high unemploy-
ment, and loans to States with insolvent benefit accounts in the
Unemployment Trust Fund. The FUTA tax applies to the first
$7,000 of annual wages of each covered worker. The permanent tax
rate is 0.6 percent, but a temporary rate of 0.8 percent has applied
every year since 1977. The additional 0.2 percent tax, which has
been extended four times, is scheduled to expire on January 1,
1999.

Description of Proposal

The President's budget proposes that the 0.2 percent "surtax" be
extended again through December 31, 2007.

Estimated Cost

This proposal would raise additional revenue as follows (OMB -

scoring):
FY1999....................$862 million
FY2000.................... 1,218 million
FY2001.................... 1,295 million
FY2002.................... 1,333 million

2. Monthly payment of unemployment taxes

Present Law

Private-sector employers pay both the FUTA tax to the U.S.
Treasury and a State UC tax, used to fund UC benefit payments,
to their State's revenue agency. These taxes are generally paid on
a quarterly basis.

Description of Proposal

The President's budget would require private-sector employers
with 20 or more full-time employees to pay these taxes on a month-
ly basis beginning after December 31, 2001.

Estimated Cost

This proposal would raise additional revenue as follows (OMB
scoring):

FY2002....................$1,333 million

f
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TRADE

The Administration's budget proposes total spending of $6.855 bil-
lion over 10 years from fiscal year 1998 on three trade initiatives:
(1) reauthorization of the Generalized System of Preferences; (2)
extension of trade benefits to Caribbean Basin Initiative countries;
and (3) implementation of the Agreement Respecting Normal Com-
petitive Conditions in the Commercial Shipbuilding and Repair In-
dustry (negotiated under the auspices of the Organization for Eco-
nomic Cooperation and Development).

(199)
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Generalized System of Preferences

Present Law

The United States and other industrial countries established the
Generalized System of Preferences (GSP) in the 1970s to promote
economic development in developing countries through increased
trade. The U.S. program provides duty-free treatment to imports of
specified products from designated beneficiary countries, providing
a competitive advantage for those imports. To obtain GSP benefits
under U.S. law on over 4,000 products (excluding certain import-
sensitive items such as apparel and footwear), a developing country
must satisfy certain criteria concerning its level of economic devel-
opment, trade and foreign policy. Among the trade criteria consid-
ered are whether a country provides adequate and effective protec-
tion to U.S. intellectual property rights, and whether the country
provides its citizens with certain internationally recognized worker
rights. The President has authority to withdraw or suspend GSP
benefits based on these criteria, as well as the authority to "grad-
uate" advanced developing countries. GSP benefits may also be
withdrawn if a country's imports of a particular product exceed a
specified level-the so-called competitive need limit.

The program is intended to give temporary assistance to develop-
ing countries until their exporters are able to compete on world
markets without preferential treatment.

The U.S. program expired on July 31, 1995. After more than a
1-year lapse, Congress passed and President Clinton signed legisla-
tion to renew GSP retroactively through May 31, 1997, when it will
again expire.

Description of Proposals

The Administration will propose a 10-year reauthorization of the
GSP program, as well as certain changes in eligibility. This may
reduce the overall cost of the program while expanding the benefits
available under GSP to the least-developed countries, particularly
in Sub-Saharan Africa.

Caribbean Basin Initiative

Present Law

In February 1982, President Reagan proposed a comprehensive
program-the Caribbean Basin Initiative (CBI)-"to promote eco-
nomic revitalization and facilitate expansion of economic oppor-
tunity in the Caribbean Basin region." The centerpiece of the CBI
is the Caribbean Basin tariff preference. This preference and some

(201)
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other less comprehensive benefits were enacted in 1983 by the Car-
ibbean Basin Economic Recovery Act (CBERA) and put into effect
January 1, 1984. The CBERA has been amended several times,
most substantively by the Caribbean Basin Economic Recovery Act
of 1990 ("CBI II"), which added several improvements in the trade
and tax benefits and made the program permanent.

The CBERA authorizes unilateral duty-free treatment for eligible
articles imported from 24 Caribbean countries designated as bene-
ficiaries. While most otherwise dutiable products are eligible for
duty-free treatment under CBERA, the statute specifically excepts
from the preference certain textiles, apparel and footwear, canned
tuna, petroleum and its products, and watches and watch parts
containing any material originating in countries denied Most Fa-
vored Nation (MFN) states.

Description of Proposals

To prepare for a future free trade agreement, the Administration
proposes to phase in expanded trade benefits by authorizing duty-
free treatment to products now excluded from CBI (e.g., textiles
and apparel) for Caribbean Basin countries that satisfy new eligi-
bility criteria. The proposed expanded program would expire on
September 30, 2005.

OECD Shipbuilding Subsidies Agreement

Present Law

After 5 years of negotiations under the auspices of the Organiza-
tion for Economic Cooperation and Development (OECD), key ship-
building nations (the United States, the European Union (EU),
Japan, South Korea, and Norway) signed the Agreement Respect-
ing Normal Competitive Conditions in the Commercial Shipbuild-
ing and Repair Industry (Shipbuilding Agreement) on December
21, 1994.

The Shipbuilding Agreement applies to construction and repair of
self-propelled seagoing vessels of 100 gross tons and above and tugs
of 365 kilowatts or more, and covers approximately 80 percent of
world shipbuilding capacity for vessels engaged in worldwide ship-
ping. It has four main provisions: (1) elimination of virtually all
shipbuilding subsidies granted either directly to shipbuilders or in-
directly through ship operators; (2) an injurious pricing code, mod-
eled on the World Trade Organization (WTO) Antidumping Code,
under which countries can fine foreign shipyards that sell ships at
unfairly low (i.e., dumped) prices; (3) a comprehensive set of rules
on government financing for export and domestic ship sales; and (4)
binding dispute-settlement procedures in the OECD. The Ship-
building Agreement also contains a "standstill" requirement, under
which the signatories agree not to give their shipyards additional
subsidies or to increase existing subsidies before the Agreement en-
ters into force.

For the United States to complete its ratification, legislation
must be enacted by Congress to bring U.S. law into compliance
with the Agreement.
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CBI:
CBO ..................
ADM .................

Total difference ...

OECOSHIP:
CBO .........................
ADM .......................

Total difference ...

Total trade:
CBO ..................
ADM .................

Total difference ...

-83 -122 -227 -282 -311 -343 -377 -414
-101 -137 -277 -356 -383 -427 -452 -471

18 15 50 74 72 84 75 57

0
0
0

0
0
0

-8 -8 -7 -7 -7 -7 -7 -7 -7 -7
-10 -11 -11 -11 -12 -12 -12 -12 -13 -13

2 3 4 4 5 5 5 5 6 6

-544 -448 -559 -631 -680 -732 -788 -851 -465 -496

-666 -509 -648 -731 -771 -830 -871 -906 -453 -470

122 61 89 100 91 98 83 55 -12 -26

C:-123R3-SCORE-BUOGET-CUSAP898.WK4 04/02/97
04/02/97
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Description of Proposals

The Administration has requested funds for implementation of
the OECD Shipbuilding Agreement.

CBO REESTIMATE OF THE TRADE PROPOSALS IN THE 1998 PRESIDENTS BUDGET

1998 1999 2000 2001 2002 2003 2004 2005 2006 2001

GSP:
C8O ................. -454 -318 -324 -343 -362 -383 -404 -430 -458 -489

ADM ................. -555 -361 -360 -364 -376 -391 -407 -423 -440 -457

Total difference ... 101 43 36 21 14 8 3 -7 -18 -32
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NET INTEREST AND DEBT LIMIT
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NET INTEREST

Interest costs are a significant portion of the Federal budget, cur-
rently representing 15 percent of all Federal outlays. Under CBO's
assumption of stable interest rates throughout the projection period
and assuming that discretionary spending rises with inflation, in-
terest payments will decline to 13 percent of the budget by 2007.
In dollar terms, net interest will rise from $241 billion in 1996 and
increase steadily to an expected level of $340 billion in 2007. Debt
held by the public is projected to rise during that period from $3.7
trillion to $6 trillion. As a percentage of GDP, interest costs are ex-
pected to decline slowly from 3.2 percent this year to 2.7 percent
in 2007, and debt held by the public will stabilize at about 48 per-
cent of GDP.

CBO Baseline Projections of Interest Costs (by fiscal year)

Actual
1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007

Net Interest Outlays (Bll!lons of dollars)

Interest on Public Debt
(Gross interest)* 344 360 368 380 389 399 412 426 442 458 475 493

Interest Received by
Trust Funds

Social Security -37 -43 -48 -53 .58 -63 -69 -76 -82 -89 -96 .104
Other trust funds' -62 -62 61 -60 -5 -58 -56 -54 -51 -48 -43 -38

Subtotal -98 -106 -109 -113 -117 -121 -125 -129 -133 -137 -139 -142

Other Interest' -5 -6 -6 - -6 -7 -8 - -10 -10 -11

Total. Net Interest
Outlays 241 248 253 261 267 272 279 289 300 312 325 340

SOURCE: Congressional Budget Office.

a. Excludes interest costs of debt issued by agencies other than Treasury (primarily the Tennessee Valley Authority).

b. Principally Civil Service Retirement, Military Retirement. Medicare, unemployment insurance, and the Highway and the Airport and Airway Trust Funds.

c. Primarily interest on loans to the public.

Interest costs are generally not covered by the enforcement provi-
sions of the Budget Enforcement Act because they are not directly
controllable. Rather, interest depends on the outstanding amount
of government debt and on interest rates. The Congress and the
President influence the former by making decisions about taxes
and spending and thus about borrowing. Beyond that, they exert
no direct control over interest rates, which are determined by mar-
ket forces and Federal Reserve policy.

Net interest is the most useful measure of the government's cur-
rent debt-service costs. Some budget-watchers stress gross interest
(and its counterpart, the gross Federal debt) instead of net interest
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(and its counterpart, debt held by the public). But that choice exag-
gerates the government's debt-service burden because it overlooks
billions of dollars in interest income received by the government.

The government has sold more than $3.7 trillion in securities to
finance deficits over the years. But it has also issued $1.4 trillion
in securities to its own trust funds (mainly Social Security and the
other retirement funds). Those securities represent the past sur-
pluses of the trust funds, and their total amount grows approxi-
mately in step with the projected trust fund surpluses. The funds
redeem the securities when needed to pay benefits; in the mean-
time, the government both pays and collects the interest on those
securities. It also receives interest income from loans and cash bal-
ances. Broadly speaking, gross interest encompasses all interest
paid by government (even to its own funds) and ignores all interest
income. Net interest, by contrast, is the net flow to people and or-
ganizations outside the Federal Government.

Net interest is only about two-thirds as large as gross interest.
CBO estimates that the government will pay $360 billion in gross
interest costs this year. Of that amount, however, $106 billion is
simply credited to trust funds and does not leave the government
or add to the total deficit. The government also collects $6 billion
in other interest income. Net interest costs therefore total $248 bil-
lion.

DEBT LIMIT

Raising the Debt Limit

Since 1917, the Congress by statute has set an overall dollar ceil-
ing on the amount of debt that the Treasury can issue. That ceiling
is increased periodically, with each change giving the Treasury au-
thority to issue debt for a couple of years before another increase
is necessary. As fiscal year 1996 began, the Treasury's authority to
issue debt, last raised in August 1993 to $4.9 trillion, was once
again becoming inadequate.

Legislation increasing the debt limit has historically been viewed
by the Congress as "must pass" legislation and has been used as
a vehicle for enacting other measures important to the Congress.
For example, the Balanced Budget and Emergency Deficit Control
Act of 1985 was passed as part of legislation raising the debt ceil-
ing. In 1995 and 1996, the Congress also attempted to use such leg-
islation to achieve deficit reduction. The resulting deadlock over
measures to reduce the deficit led to the longest impasse ever re-
garding the debt limit, stretching from November 15, 1995 to
March 28, 1996, a total of 135 days.

208
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CBO Baseline Projections of Federal Debt (by fiscal year)

Actual
1996 1997 1990 1999 2000 2001 2002 2003 2004 2005 2006 2007

Federal Debt. End of Year (Billions of dollars)

Gross Federal Debt 5.182 5.436 5.688 5.960 6.249 6.532 6.830 7.135 7.447 7.778 8.113 8.454

Debt Held by Government
Accounts

Socl Security 550 628 709 796 891 989 1,093 1.202 1,316 1.435 1.562 1.694

Other government
accounts 9 940 s • o0 _ -99 44

Subtotal 1.449 1,567 1.678 1.787 1.891 1.993 2.090 2.180 2,263 2.331 2.390 2.442

Debt Held by the Public 3.733 3.869 4.009 4.173 4,358 4.539 4.740 4.954 5,184 5,448 5,723 6.011

Debt Subject to Uimt 5.137 5.392 5.643 5.915 6.205 6.487 6.785 7.090 7.402 7.734 8.069 8.409

Federal Debt as a Percentage of GDP

Debt Held by the Public 49.9 49.4 49.0 48.7 48.5 48.2 48.0 47.9 47.9 48.1 48.4 48.6

SOURCE: Congressional Budget Office.

a. Principally Civil Service Retirement. Military Retirement. Medicare. unemployment insurance, and the Highway and the Airport and Airway Trust FJnds

b. Differs from the gross Federal debt primarily because most debt issued by agencies other than the Treasury is excluded from the debt limit.

Because the debt limit covers both debt sold to the public and
government securities held by trust funds and other government
accounts, the Treasury can disinvest (convert to uninvested bal-
ances) holdings of government accounts and thereby create room
under the debt limit to raise cash from the public. As negotiations
on achieving a balanced budget continued past the start of the fis-

cal year, Treasury Secretary Robert E. Rubin authorized the use of
that technique to ensue that the government would be able to
make its November 15 quarterly interest payment to holders of

public debt securities. The Secretary disinvested holdings of the
Government Securities Investment Fund of the Thrift Savings
Fund (a tax-deferred savings plan for Federal employees) and the
Civil Service Retirement and Disability Fund because statute per-
mits it and provides that the funds be restored in full with interest.

The continued inability of the President and the Congress to

agree on legislation to balance the budget required the use of other
techniques to allow the government to remain below the debt ceil-

ing and continue borrowing. The Secretary withheld the semi-
annual interest payment to the Civil Service Retirement and Dis-
ability Fund, which is normally made in December, to prevent the
debt ceiling from being reached (interest payments are invested in

government account securities). Then, in order to make the Feb-

ruary 15 quarterly interest payment to holders of public debt secu-
rities, the Secretary extended disinvestment of that fund, author-
ized withdrawals from the Exchange Stabilization Fund, and

swapped agency securities of the Postal Service and the Tennessee
Valley Authority held by the Federal Financing Bank with govern-
ment accounts series securities held by the Civil Service Retire-
ment and Disability Fund.
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As the Treasury Secretary warned that the continued impasse
over the debt limit threatened the timely payment of Social Secu-
rity benefits for the month of March, the Congress passed legisla-
tion enabling the Treasury to borrow about $29 billion (the size of
the March Social Security benefits) that would not be counted
against the debt limit until March 15. That legislative technique
was new; in prior impasses, the Congress had generally enacted
temporary increases in the debt ceiling. As March 15 approached,
the temporary exemption was extended through March 30 and
amended to exclude inflows to government accounts from the debt
ceiling.

Finally, on March 28, the Congress passed an increase in the
debt limit to $5.5 billion. The bill also terminated Supplemental Se-
curity Income benefits for drug addicts and alcoholics and included
an increase in the exempt earnings amount for Social Security
beneficiaries who continue to work. Under the Congressional Budg-
et Office's baseline projections, the new ceiling will be sufficient
through the beginning of fiscal year 1998.

Debt Held by the Public as a Percentage of GDP

S Percentage of GDP
Actual Projected
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SOURCE: Congressional Budget Office.
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