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EXECUTIVE COMMITTEE MEETING ON PROPOSED TAX REFORM ACT OF
1986

TUESCAY, APRIL 8, 1986

U.S. Senate

Committee on Finance

Washington, D.C.

The committee met, pursuant to recess, at 9:30 a.m. in
Room SD-215, Dirksen Senate Office Building, the Honorable
Bob Packwood (chairman) preéiding.

Present: Senators Packwood, Danforth, Chéfee, Heinz,
Durenberger, Armstrong, Grassley, Matsunaga, Moynihan,
Baucus, Boren, Bradley, and Pryor. |

Also present: Roger Mentz, Deputy Assistant Secretary
for Tax Policy, Treasury Department; Dennis Ross, Tax
Legislative Counsel, Treasury Department. |

Also present: Bill Diefenderfer, Chief of Staff; David
Brockway, Chief of Staff, Joint Committee on Taxation;

Randy Wéiss, Deputy Chiefnof Staff, Joint Committee on
Taxation; Maureen Gorman, Mary Levontine, Joint Committee on
Taxation; John Colvin, Chief Counsel; Bill Wilkins, Minority
Chief Counsel; Greg Jenner, Tax Counsel, Majority; Paul
Strella, Tax Counsel, Majority; Barbara Groves, Tax Counsel,
Minority; Jeff Gates, Tax Counsel, Minority; Susan Taylor,

Executive Assistant.
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The Chairman. The Committee will come to order, please.

We have a nomination before us of Donald Newman to
be under secretary of Health and Human Services, and when
we have more members here, I will ask the Committee to report
that. I know of no opposition to it, but: I will wait: until
there are a few more members here.

Let me make a few announcements, and I will repeat them
from time to time during the day for other members. We are
going to have to start meeting both morning and afternoon
starting tomorrow to finish the subjects in the time that
I would Llike to finish them in. There will be no votes today.

But starting tomorrow, I think we will be ready to start
voting, hopefuLLy, on the ACRS section and the energy and
natural resources section and complete those except as to
the agreement we have made at the end -- if we are

dramatically short of revenue or dramatically over on

.revenue, we would come back and revisit a number of sections.

But it would be my hope to be aBLe to finish trusts
and eﬁtates and possibly pensions and employee benefits
today; then move back to energy and natural resources and
deprecéation tomorrow, and accounting on Thursday, with
votes on accounfing. And then tomorrow afternoon, if we have
not finished pensions, finish it up in terms of discussion;

not in terms of voting. On Thursday afternoon, move to the

-foreign section, foreign taxation, for purposes of
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discussion, and carry on with it on Monday morning if we have
to; move to the discussion of bonds, municipal bonds, on
Monday afternoon, and then discussion of the individual tax
section and insurance on Tuesday; then perhaps ready for some
votes on Wednesday and Thursday on the foreign tax section

on insurance and on the bonds.

Now I will try to keep the members advised. I realize
I have rattled that off fast, and we will try to keep them
advised in writing as far ahead of time as we can.

When we have gone through a section, however, or two or
three sections and the members have indicated that they might
have some amendments, and they have passed them in, I see no
reason not to wrap up those sections, if we can.

Senator Moynihan.

Senator Moynihan. Thank you, Mr. Chairman; I would Llike
to clarify the fact that there will not be votes.

The Chairman. There will not be votes on Monday or
Tuesday afternoons. We may héve some votes in the morning
from time to time. It depends én how fast we go. But there
will not be initially vofes in the afternoon. And on
Monday morning, I currently have scheduled discussion of the
foreign tax section, if we have not finished it on Thursday
afternoon. Otherwise, we may try to start that morning on --

Senator Moynihan. Mr. Chairman, I am the only-member here

besides yourself, and I wonder if you really wanted to agree to
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this because this comes very suddenly, and it is alas not

all that difficult to do nothing in this Committee. And if
you want nothing dohe, that would be the response of some
people who did not want things done on Monday morning or
Tuesday afternoon. If you could stick to Tuesday to
Thursday, say, next week and then after that, on proper
notice, they should be willing to accommodate you.

The Chairman. At the moment, on this Friday we have
scheduled the hearings on the Canadian free trade agreement,
don't we?

Senator Moynihan. Yes.

The Chairman. So for Friday we would move off of that,
and we will not have any votes that morning. And I don't
plan to'that afternoon.

Senator Moynihan. We know that. That is part of the
schedule.

The Chairman. And then starting next week it is my
intention to try to meet Monday, Tuesday, Wednesday,
Thuréday mornings and afternoons.

Senator Moynihan. 4I have been 10 years on this
Committee. Could I speak to the possibility that you not
meet next Monday?

The Chairman. No.

.

Senator Moynihan. Fine, fine.

The Chairman. That we have announced before, that starting
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next week we would meet every day Monday through Friday.

Senator Moynihan. Fine. Well then, Mr. Chairman, you are
the Chairman. As we have learned to our sorrow on more-than
one occasion --

Could I ask another question?

The Chairman. Yes.

Senator Moynihan. The Gramm-Rudman bill was passed not’
longago 75 to.24, and it solemnly requires the United States
Senate to have a budget resolution adopted by April 15,
which 1 believe is'Tuesday of next week. And that budget
resolution -—- I represent the minority members on budget of
the Committee, and I can report to you that we have a number
of provisions that require acts. Are we going to keep our
solemn vow to Gramm—-Rudman or are we just going to forget it?

The Chairman. I am not sure what your question is.

Senator Moynihan. Doesn't this Committee have to do
something?

The Chairman. Well; do you mean do we have to --

Senator Moynihan. If Mr. Diefenderfer thinks we havé
to do nothing, and that is --

The Chairman. Do we have to meet? Will we have to
produce revenues if we are ordered to produce revenues, yes.
But until we have a budget through the Senéte, through the
House -- the President, of course, does not have tc sign it
because it is a congressional budget resolution -- until it is
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through the Senate and through the House directing us to
produce revenues, it was not my intention to try to have this
bill be other than revenue.neutral.

§enator Moynihan. Well, the budget resolution thinks
you are going to have to raise lots of facts.

The Chairman. Well, that is the Senate:budget resolution
as it has come out of Committee, which is as far as it has
gone at the moment.

Senator Moynihan. As far as it is going as far as 1
can tell.

(Laughter)

Senator Moynihan.‘ Gramm-Rudman Lasted four months.

The Chairman. Even in fairness, even the President's
budget proposal has between $6 and $7 billion in revenues
next year.

Senator Moynihan. Not in taxes. In some vague --

The Ch;irman. Revenue enhancers.

Senator Moynihan. Revenue enhancers.

Well, Mr. Chairman, I didn't vote for Gramm-Rudman, but
I would Like to say it seéms to me this Committee could meet
to ask ourselves do we think we would do what is in the
budget resolution.

- The Chairman. Well, I feel quite confident that if the
budget resolution passes in the House and the Senate, and

clearly there will be debate on it on the Floor and clearly
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there will be efforts to strike out any revenues in it on the
Floor -— I have no idea what the Floor may do. But if we

are asked to produce revenues, this Committee -- or directed,
I should say, to produce them, we will.

I have suggested to the Budget Committee Chairman,
Senator Domenici, that if they want us to produce revenues,
they leave it to our judgment and discretion as to where we
think the revenue shoutd =--

Senator Moynihan. That 1is the case.

The Chairman. Yes.

Senator Chafee.

Senator Chafee. Good morning.

(Laughter)

The Chairman. I have indicated to Senator Moynihan that
starting tomorrow we are going to have to meet both mornings
and afternoons. And I will try to have as simple a schedule
I can as to what I would Like to be able to accomplish day
by day in terms of hearings. We won't have any votes in the
afternoons. The votes we will keep for a while in the
mornings, although starting next week we may even have some
votes in the afternoon.

But the schedule is tentative in the sénse that if I
think we can do a section on an afternoon and we don't
finish it, we may have to carry it over to the next morning
which may bump the morning session to the afternoon. But if
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we are going to finish this so that the staff will have time

~to get it done and all the members will have a chance to Llook

at it and everyone who wants to comment on it outside the
Senate will have a chance, we have got to finish this in
early May, if we are going to hope to take it up ¢n the Floor
in June.

And that would be my hope -- that we could take it up
on the Floor shortly after the recess, Memorial Day recess.

Senator Chafee. Well, Mr. Chairman, I subscribe to that
schedule, and I will do everything I can to support you 1in
achieving it.

The Chairman. Now why don't we start this morning on the
trusts and estates and start in on Page 210 of the big

markup comparative document -- present law, President's

-proposal, House bill and Chairman's proposal -- that we have.

Could I first ask Mr. Brockway: Is it my understanding
that not oﬁty is the House bill and the President's proposal
based upon different years —-— they are 1986 to 1990 or 1987
to 1991 -- but on different economic assumptions from what
my proposal js premised on?

Mr. Brockway. That is correct, Mr. Chéirman. So that the
numbers.that we have passed out aren't exactly comparable for
those two reasons.

The Chairman. And as a matter of fact, the economic
aﬁsumptions might be a bigger part of the difference.
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Mr. Brockway. Depending upon the particular provision,
yes.

The Chairman. Yes. So I just want all the members =-- 1
am hoping that by the time we get to final votes on this
bill or even sooner if the members ask for it that we are
going to be able to have comparisons so when we say what does
the House bill lose or gain that at least we are opefating on
the same economic assumptions which I assume would mean that
the President's proposal and the House bill would have to be
reestimated because it is based upon earlier econcomic data
than the present bill.

Am I correct? Or we can go back and estimate the House,
the Senate —-- my proposal on the old data, but it seems to me
that would be --

Mr. Brockway. No, I don't think that would do. Certainly
ultimately in the process we will have to estimate the House
bill at the current economic assumption§, and it is simply
a métter of giving first priority to the améndments that are
coming up in the Finance Committee and then trying to work in
the estimates of the House bill under the new assumptions.

One other thing you ought to point out about 'a difference
between some of ;he numbers is that the rate structure is
different in the House bill, President®s bill and your proposal
and so that any particular item might have a different
révenue impact because of that.
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The Chairman. All right. Let us start on the incomes

of minor children.
Mr. Brockway, Mr. Colvin, Mr. Jenner, you want to start?

Mr. Colvin. On Page 210, the first issue is the unearned
income of --

The Chairman. A Llittle louder, John. I can hear you,
but I am not sure evgrybody else can.

Mr. Colvin. On Page 210, the first issue is the taxation
of unearned income of minor children. The Chairman's
proposal would tax children with unearned income greater than
$5,000.00 at the parents' top marginal rate. Under the House
bitl, the threshotd was $1,000.00. The Chairman's proposal
affects significantly fewer peoplte and targets the provision
to those at a higher income than the House bill.

The Chairman. éomments on that particular proposal?

Mr. Mentz. Mr. Chairman?

The Chairman. Mr. Secretary.

Mr. Mentz. Well, I would just Llike to say that I would
Like to defend the.President's proposal. Particularly, the
Secretary of the Treasury feels quite strongly that where a
child happens to inherit or receive a donation from perhaps
a gfandparent or another relative or even a non-related person
that the income on that fund should be taxable at his rate.
That is, in effect, his money. It is not an intra-family
transfer simply to get the benefit of a run up the rate
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bracket. . And that is the reason that the President's proposal
came out the way it did, and that is the reason the Treasury
still supports it.

The Chairmaﬁ.' Senator Chafee.

Senator Chafee. I.keep getting called on this morning,
and I --

(Laughter)

The Chairman. Senator Moynihan, go ahead.

Senator Moynihan. Mr. Chairman, I think Secretary Mentz
has_made a perfectly clear statement of what in the distant
past was known as a tax reform bill. These are rich kids
who get money from rich grandparents and don't pay any taxes.
And your proﬁosal is they pay some. Is that about it?

Mr. Mentz. Well, they pay some. It is just a question
of which ra£e you are talking about. And if they. are really
rich, you are talking at the top rate in any case so it
doesn't really matter.

Senator Moynihan. And our prfncip[e is that if you are
really rich, you ought to pay some tax.

Mr. Mentz. We strongly support thé£ proposal, Senator.

Senator Moynihan. I mean only the really rich.

Mr. Chairman, why can't we accept the President's oroposal
as the House has done?

The Chairman. When the time comes to move that, we can.

We tried to, without cxempting the very, very rich, not bring
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it down to affect as many people as the House and the
President did.

Mr. Brockway. Mr. Chairman?

The Chairman. Mr. Brockway.

Mr. Brockway. A couple of comments. One, on the
Administration's proposal, Senator Moynihan, the proposal only
applies with respect to amounts transferred from the parents.
So in your hypothesis, for example, from the grandparents,
the proposal would not apply. The.Chairman's proposal,the
reason for structuring it the way the Chairman's proposal is
done it attempts to minimize the situations where it would
apply, but the situation wherg there is a substantial amount
of income or earning property in the hands of the child, then
tax that to the parent's rate. But it is done through a
simpler structure. And that is that you don't have to set
up a separate account, a segregated account, for earned
income of the child and for any other income transferhed from
people other than the parents.

Under the Chairman's proposal, simply a transfer to the
child, regardless of whom it was f;om, would be a transfer
that would be subject to tax if the income exceeded, under
this proposal, roughly $5,000.00 in the hands of the child.

So the differences between the two is, one, it will hit

more transfers than the Administration's for more different
types of people and —--
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The Chairman.  The Administration is limited to parents'

transfers?

Mr. Brockway. Is limited to parents, but then it is the

first dollar.

The Chairman. I understand.

Mr. Brockway. And so that your proposal would be transfers

even from grandparents, but it gives them an exemption of
$4,000.00.

Senator Moynihan. Mr. Chairman, I think this is a
useful point. I know it would help all of us if as proposals
of this kind came aLpng we could get the-numbers that are
associated == how many would be affected versus the effect of
the President's proposal and the House prbposal, our
proposal.

Mr. Colvin. Senator Moynihan, with respect to this
particular provision,.there would be 1,500;000 affected .
by the Hoﬁse bill and.S0,00D'affected by_the Chairman's
proposal.

Senator Moynih;n. Could we hear that aga{n?

Mr. Colvin. One million, five hundred thousand by the
House bill and 50,000 under the Chairman's proposal.

Senator Moynihan. Now, Mr. Brockway, we depend on your
absolutely, but what you told me just then, sir, you didn'f
tell me that we went from one and a half million to 50,000.007
You indicated there was an equity from both sides.
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Mr. Jenner. Senator, the threshold under the House bill
is $1,000.00. There are substantially a greater number of
children with unearned iﬁcome above $1,000.00<

Senator Moynihan. I know that. I bet you --

The Chairman. But in fairness, either proposal catbhes
the very rich, the very rich. The question is: You want to
come down and catch the‘children whose income is between the
$1,000.00 and $5,000.00 bracket, which does not take an
overwhelming trust to be in an income bracket o% earning
interest of -— I mean an income of $1,000.00 to $5,000.00.

Mr. Jenner. That is correct, Mr. Chairman.

Our concern in drafting the proposal as we did was the
comments that we received about the House biLL'which indicated
that people would be able to avoid the House ruie, rich parents
would bé‘abteato avoid the House rule, simply b} giving gifts
to the grandparents which two years later would be given back
to the children. Thus, avoiding the tracing to the parent.

So the House rule could be gaméd effectively very easily.
And that was the concern that we had.

Senator Chafee. Mr. Chairman?

The Chairman. Senator Chafee.

Senator Chafee. Mc. Chairman, let us, if we could, review
the bidding here on this item. First of all, as I understand.
what we are talking about here, we are not talking of trusts

or anything; we are talking of gifts. If you give to your
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child a $5,000.00 bank account or savings account, under the
present law, obviously, that is -— the income on that is
taxed to the child, whatever the child's rates are.

Now under the proposal, as Ilunderstand it, here, that
would -- under the President's proposal, would tax unearned
income of a child under 14 to the child at-the top marginal
rates of the parents. So that is as if you just hadn't given
a gift.

Now stick with the President's proposal here. When the
child gets -- Wwith respect to -- what about when the child‘,
gets over 147

Mr. Brockway. Then the present law rule, would apply. The
child under either proposal at thaf point would be taxed at
his own rate bracket structure as under current law on all
earned and unearned income.

Senator Chafee. Well, what is the philosophy here? What
are we trying to -— I don't get it. What is going on?

Mr. Brockway. The concern of both the proposals is a
practice that has developed under present law; is that
parents or grandparents, what have you, might transfer income
producing property to children to get a separate run up through
the rate brackets qualifying for -~ under present law, you
cannot qualify for the standard deduction, but you do get the
personal exemption, and then you get through the lower rate

brackets all the way up. And so that if you can transfer
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property to the child, you can effectively average the income
with each of the children you wish to transfer income to.

Senator Chafee. VYes, but it is gone. It is not —— there
are not rights of reversion of the property. It is an outright
gift, right?

Mr. Brockway. lIt may or may not be. Legally, in order
for it to work, that would be the case. But, obviously,
these are situations where you have children under 14,
children that the parent has responsibility, legal
responsibility, to take care of all of its expenses. And,
obviously, the parent is the one that controls the finances
of the child so that there is a certain enforcement problem
as well under present law as to whether in fact it was a
bona fide  gift.

Sernator Chafee. Are you saying that there is something
different between a child under 14 and a child over 14?

Mr. Brockway. Well, I think the reason for switching it
at 14 was that at 14 is the age you can start earning income
legally generally; the earliest time you can earn ‘income
yourself as a child. So, therefore, there might be more
likelihood that the income was generated by earnings of the
child himself rather than as a result of a transfer from the
parent in order to take the benefit of the difference 1in
rate structures. Although it should be pointed out that all

these proposals don't turn on the intent of whether there was
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a tax avoidance motive. They simply say that if the property,
income earning property, is in the hands of a minor child
then it will be subject to tax at the parents' rate.

Senator Chafee. I am sorry if I missed it. Did you give
the revenue estimates here?

Mr. Jenner. It is $500 million, Senator.

Senator Chafee. Five hundred milLion. On the President's
proposal?

Mr. Jenner. No. Under ours.

Senator Moynihan. Give us both.

Senator Chafee. Why doh't we have both?

Mr. Colvin. The'President's proposal is $1.2
billion, the House bill is $1.4 billion and the Chairman's
proposal is —--

Senator Chafee. Wait. Slow down. You are going too
fast. The President's proposal is one point two.

Mr. Colvin. One point two.

Senator Chafee. That it picks up. ALl right.

Mr. Colvin. The House bill is one point four.

Senator Chafee. How can the House bill be more if it says
the same as the President's?

Mr. Brockway. The problem is -- and 1 will have to get
back to your numbers -=- is that the revenue you have is for
both one and two under the proposal. And there are different

proposals under A2 under the House bill than under the
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Administration's bill.

Senator Chafee. Oh, I see. You take =-- you are taking
one and two here and so two loses -- or two picks up $200
miltiona.

Mr. Brockway. 1 will try and get the precise break=-out.

Senator Chafee. So these figures you are giQing us are
for items one and two?

Mr. Brockway. That is correct.

Senator Chafee. Now what does the Chairman's proposal
produce?

Mr. Brockhay. The Chairman's proposal, unlike the
Administration, which -- assuming you didn't qualify for
the exemption for a gift from a person other than a pafent,
the Administration wougd tax you on'fhe first dollar in
amounts earned from property transferred from a parent.

Under the Chairman's proposal, you would be taxed only
on unearned income; or the child would -be taxed only on
unearned income in excess of $4,000.00.

Now the child also would have a $1,000.00 personal
exemption as well that would be applicable to unearned income.
So a child unde; 14 under the Chairman's proposal would be
taxed at his own rates up to $5,000.00. And then it would
be taxed at the parents' rate regardless of whether the
property generating the unearned income came from the parents

or came from the grandparents or from some other transfer.
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Under the Admﬁnistration's proposal, it would only appiy
with respect to amounts transferred by the pérentﬁ themselves.
Then, as I say, it would be taxed at first dollar.

Senator Chafee. Mr. Chairman, I must say I see a lot of
revenue here so this is the tempting factor here. Outside
of that, it seems lLike a strange proposat.

Senator Moynihan. Would my colleague yield for just a
general comment?

The Chairman. Senator Moynihan..

Senator Moynihan. Is that all right, Senator Chafee?

Senator Chafee. Yes, sure.

Senator Moynihan. I just want to make the point that
at the beginning of this -- I don't want to make every time,
but, Mr. Chairman, you know, you and I have been on this
Committee 10 years, friends, allies and so on, and here came
along a situation which I asked about why aren't we using
the President's proposal. And the staff of the dent
Committee made the general proposition about, well, one
proposal is like this and the other proposal is Llike fhat.

I would say illuminating Eut not very specific.

Only when we press do we lLearn that the President's
proposal affects 1.5 million people and our proposal affects
50,000. dnly when we press do we find the House provision
has $1.4 billion in revenues and ours point five.

If we have to drag that out =--
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The Chairman. Senator Moynihan, in fairness, the

Joint Committee, I think, is willing to respond to every

gquestion. But if they are going to tell us everything they

know on every subject whether we want to know it or not, we
are going to be here through the rest of the year.

Senator Moynihan. But I was eight years on the
Intelligence Committee and so was Senator Chafee, and if there
is one thing we learned it was -- and Senator Durenberger,

Mr. Chairman =--.God help you if you have got a witness in
front of you and you don't know what questions to ask him
and he only answers the ones that are asked.

We always will want to know how many people are involved
and how much money.

The Chairman. Obviously, when you go from zero to
$4 ,000.00, you are going to exempt some people. Neither of
us exempt the very rich. The way the bill passed the House,
it upset tremendously people.-— and made it more complicated --
people that were involved in these kinds of gifts and
estates. We more or Lless kept the rules but changed the
rates. And now they don't Like that either, although they

suggested that would be preferable to the House bill. But I

‘understand why they don't like it and they would just as

soon keep the lLaw the way it is.
The question is: Do you want to tax a minor who happens

to receive a gift of $25,000.00 or $30,000.00 from a parent and
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you would very quickly be over a $1,000.00 exemption? Or do
you want to say wWwe really mean this for not just parents but
parents or grandparents or uncles who make major transfers of
income to their children principally for the purpose of lower-
ing their rates of taxation.

Mr. Mentz. Mr. Chairman?

The Chairman. Mr. Secretary.

Mr. Mentz. Thank you, Mr. Chairman. Let me just try
to iltuminate a Llittle bit more~ "the President's proposal and
the philosophy behind it.

First, I would like to say our numbers differ in terms
of the number of people affected. Based on 1983 levels of
income, we show 265,000 people affected by the President's
proposal and between 25,000 and 30,000 affected by the
Chairman's proposal.A So there is a difference there.

But lLet me get to the philosophy. The Administration
looked at the problem as a matter of money that is within
a household that is simply put in the name of a child for the
sole purpose of getting a reduced tax rate to apply to it,
money that for all practical purposes is household money
comingled with or could be comingled with the father and
the mother's money. And it was that problem that we were
addressing.

We wWwere not trying to deal with the bona fide gift from an

uncle or a grandparent or a tort award or income that the
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child earned. I recognize that the Chairman has taken care
of those lLast two. But it is the philosophy of trying to get
at the problem where the money is all basically household
money and the only difference is it is being used -- it is
being taxed at a lower rate because it is transferred to a
child under 14. That is the reason the President Qent after
that particular target, and that is the reason he has thrown
a Little broader net. It is more people than the Chairman's
proposal. And it raises more money.

Senator Chafee. Mr. Chairman?

The Chairman. I might add that last Friday the Joint
Committee passed out, at least to the staffs because they were
requested to, revenue estimates that cover a fair variety of
sectiens including this and quite a number of others. You
have to look through it. It is about a -- oh, I would judge
looking at it -- a 15-paged document. But they have the
President, House and the Chairman's propo;al with comparative
revenue estimates, including the one that we are on..

Senator Chafee.

Senator Chafee. Mr. Chairman, as I say, I have trouble
with this entire proposal. And if we are going to do it, I
have a feeling we ought to do it. And if we:.are not going to
do it, we should not do it. But we seem to be having a
compromise here that leads us into all kinds of problems.

For example, what are you going to do in your exception
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here, Mr. Mentz? You have got the income earned from tort
recoveries. Now what ﬁappens if one parent dies and leaves
lLife insurance? How is that? Where are we then? Is that a
gift?

Mr. Méntz. Are you speaking about the Chairman's proposal
or the President's proposal?

Senator Chafee. Well, I guess I am on the Chairman's
proposal. Who is responsible for thig? Mr. Colvin? Mr.
Jenner?

What happens if one parent dies and there is some life
insurance that goes to a child? Is that exehpted?

Mr. Jenner. Not under our proposal, no.

Senator Chafee. Well, why not? What is the difference --
a tort recover} and the parent leaving some life insurance?

Mr. Jenner. Again, we are assuming that that child is
residing with the surviving spouse. And then it is the same
concern we would have in any transfer of income from a parent
to a minor chitd; that that income would be available for use
by the household. This would be quite consistent, I would
think, with the Administration's concerns where it was é
transfer to a minor child by a living parent in that the
income would be available for use by the parent, in this case,
the surviving‘spouse, as freely as it would be if it were
an inter vivos transfer from a.Living parent to the child.

Mr. Mentz. Although, Senator, I would point out that the
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Administration's proposal would exempt transfers of death.
So in that particular case, that transfer would not be
subject to the President's proposatl.

Senator Chafee. You may have said this, again, but let
us hear it once again if we could, please. You may have said
it previously, Mr. Jenner.

What is the rationale for theAexemptions in the Chairman's
proposal, the first $4,000.00? 1Is that just considered
de minimis?

~Mr. Jenner. It is a concern, Senator, that parents do
transfer income to their children for legitimate non—-taxable
re;sons. We were concerned that the Administratiocn and the
House threshold of $1,000.00 was much too low, brocught in too
many children whose parents might have transferred assets
to them for non-tax reasons.

We were concerned with the transfers that looked as if
they were for tax avoidance reasons. If you look at the
exemption level under our proposal, assuming that the
assets would be ea}ning a 10 percent rate of return, which,
of course, is high in today's world, you would have to have
$50,000.00 in an accouht before you ever reached the
threshcld under our proposal.

That is a relatively high Level, and it picks up only
theoretically those people who we are concerned about, those

who are shifting significant amounts of assets to their
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children for tax avoidance reasons; not the parents who are
transferring assets to their children for college savings.
Senator Chafee. For who?
Mr. Jeﬁner. College savings, savings for college

tuition.

Senator Chafee. Four thousand dollars is not going to get
you very far in college.

Mr. Jenner. But that is income, Senator. That is not
assets. Assuming a 10 percent rate of return, you would need
$40,QOD.00 in the bank to ever hit the $4,000.00 level. And
under our proposal it is $4,000.00 plus one, so ycu have to
have $5,000.00 of unearned income not from -- not generated
by earned income or tort recovery in order to reach the

threshold.

Senator Chafee. I just want to ask Mr. Mentz one other

qugstion.

The Chairman. Go ahead. Then I want to make a comment
and move on, hopefully.

Senator Chafee. ALl right.

Mr. Mgntz, take the President's proposals =- what are
the administrative'pr;blems involved with that?

Mr. Mentz. Well, I would say the principal administrative
problem is setting'up qualified segregated account. In
other wqrds, identifying funds that have come from a source

other than the parents. It is =- if that cannot be done, then
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the child is taxed at the parent's rate. However, it is.

of course worth doing and presumably not that many people are
in that category =— even under the President's proposal,
265,000. It is.a matter of some accounting that would be
worth doing.

Senator Chafee. MWellt, Mr. Chairman, just in conclusion
let me just say that I would point out to everyone.that your
proposal loses a billion dollars, $900 million, from the
President's. And I think we ought to bear that in mjnd, if
we are going to do it. Well, anyway, you lose it.

The Chairman. In defense of my proposal, I will say I was
trying to balance off as with many of these.

Senator Chafee. Pardon?

The Chairman. I was trying to balance off as I was with
many of these. Fairness versus making sure that the Very wealthy
do not escape taxes, whether it be in a minimum tax or tax
shifting to their children. And itlseemed to me that
basically a $4,000.0Q plus a $1,000.00 threshold was not an
emeption for the very, very rich. We are still going to
catch them. X

If you.want to go down to the President's proposal, you
can catch a million and a half ch{tdren. And you can tax
any kind of gifts from middle income people or even lower
middle income people, if that is the choice of the Committee.

But in terms of taxing the very rich, we are going to catch
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them under either the Administration's proposal or my
proposal. And, secondly, under mine, you are going to catch
those from transfers that come from other == or I should say
in addition to parents.

Senator Danforth.

Senator Danforth. Mr. Chairman, when is the age 14

significant? I mean somebody becomes 14 on April the 8th. Is

that prorated?

¢

Mr. Jenner. I believe, Senatof, it is the year in which
the person turns 14 that they are no longer subject to this
rule.

Senator Danforth. Thank you.

The Chairman. AlLL right. Can we move on to the income
taxation of trusts and estates? Page 211 in the book. And,
ag;in, Let me reannounce to the members that have come in
that starting tomorrow we are going to have to meet both
mornings and afternoons if we hope to finish on a schedule
that I hope we can finish on. And that.is to get the
markup done by early May so that the staff can have time to
prepare it and get the Committee report ready so members cén
look at it after it is done so that those outside the Senate
can have a chance to review it. And all of that nceds to be
done by early May so that we can start on the Floor on this,
I would hope, in early June.

And if we slip past that deadline and don't finish this
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until June and get on the Floor in July with a two and a half
week recess coming in July, I would fear for the Life of the
bitl at all.

So we will be going mornings and 5fternoons. This
Friday, we have a hearing. We are going‘off this subject.
We are having a hearing on the Administration's request to
start negotiations on the free trade agreement between
Canada and the United States;

But short of that, we will be meeting mornings and
afternoons Monday through Friday for at least the next two
to three weeks. And we will be having votes on some of the
topics we have gone through, although I will try to have those
votes in the morning when we are less Llikely to be
interrupted by votes than in the afternoon.

Senator Moynihan. Mr. Chairman, as you know, I was
alone -- only you and I were here when this first came up,
and I was speaking generally for the Committee when I said
it seems to be it was a rather early notice that we would be
on a five-day schedule. And is it clear that this coming
Monday and the following Monday?

The Chairman. It is not an early notice. I announced_this
prior, and several times prior, to --

Senator Moynihan. Consider the inattentiveness of some

Committee members.

The Chairman. Well, they are a very attentive lot by and
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large, and I think it was also sent out in writing. I
indicated that we would be going Monday through Friday prior
to the recess.

Senator Moynihan. If that is your wish, sir, we will do.
But everybody wants to knpw this.

The Chairman.‘ Senator Bradley.

Senator éradley. Mr. Chairman, does that mean we will
begin tomorrow and go morning and afternoon, including this
Friday?

The Chairman. We will not go this Friday afternoon
because we are going to go Friday morning on the proposed
Canadian-American free trade. But we will go mornings and
afterncons next week.

And I will try, if we have gone through a section =- and
the members have been very good, and I appreciate it, about
giving me amendments that they think they want to bring up on
sections we have ;overed. It makes it very helpful if you
know that there are only'going to be two or three amendments
and the members have talkéd to'you about them ‘and they'Look
Like they are rel;tively easy to handle. You c¢an t;ke up a
section that -—- I mean take up a section and vote on it that

you have ;onsidered. If you have got 30 or 40 amendments,

that is another matter.

Senator Bradltey. Mr. Chairman, in regard to that, I

believe you said that tomorrow we would deal with
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depreciation. Is that correct?
‘ The Chairmad. I would ltike, if we could, to take wup

votes tomorrow. We are very close to an agreement, I think,
on depréciation. But I would like to take up votes on
whatever amendments members may have to the energy and naturatl
resource section. And if we.can do also depreciation the

same day, I would Llike to.

Senator Bradley. In regard to depreciation, 1 should let
you know, as I said when we discussed this, tHat I wés waiting
for numbers to come back from Joint Tax Committee. I hope
to be getting those numbers soon. I cannot formulate my
amendment untitl I get the numbers.

Senator Pryor. Mr. Chairman.

Senator Baucus. Mr. Chairman.

The Chéirman. Sehator Pryor and then Senator Baucus.

Senator Pryor. WMr. Chairman, now Friday morning on the
Canadian free trade agreement, will there be'VOﬁes on Friday
morning?

The Chairman. On the Canadién free trade agreement?

Senator Pryor. On the Caﬁadian free trade.

The Chairman. It is a hearing.

Senator Pryor. It is a hearing.

The Chairman. I know what you are saying. If we are

going o vote one way or the other on this, we have a time

deadline, but it is a hearing on Friday morning.
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Senator Pryor. Now I am sorry I was not here earlier
when you and Senator Moynihan, I think, were the only two
members for a while. Was it announced this morning when you
might hold a hearing on the excise tax provisions? Has that
date been set?

The Chairman. I did not announce it. I.think it is a
week from Monday, isn't it?

Mr. Colvin. That's correct, Mr. Chairman.

The Chairman. On fheAZJ;t.

Senator Pryor. On the 21st of April?

The Chairman. Right.

Senator Pryor. Now have the people who will be giving
the testimony already —— have they been selected for that,
Mr. Chairman, or would we have any input into possible
witnesses?

The Chairman. They have not been selected. What I would
hope to do, however, is pick representative witnesses for
an industry where by and large one or two people can speak for
15 or 20 members of the industfy. And I am going to try to
conduct the hearings all in one way aLthoth I assume they
will go morning and afternoon. But as of yet, there have been
no witnesses selected.

Senator Pryor. I thank you, Mr. Chairman.

The Chairman. Senator Baucus.

Senator Baucus. Thank you, Mr. Chairman. You announced
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the votes Mondays and Fridays.

The Chairman. Pardon me?

Senator Baucus. When you announced votes MondaysAand
Fridays, is that your intention or is that going to be the
case? What I am getting at is sometimes there are
exceptions. I hear one already on the 21st.

The Chairman. That is correct.

Senator Baucus. That is going to be a hearing.

The Chairman. We are going to have hearings that day on
the excise tax.

Senator Baucus. And there also will not be votes on
Friday.

The Chairman. That is correct.

Senator Baucus. Now what other days will there not be
votes? Mr. Chairman, the reason I am asking you this, as
you well know, there are good intentions éround here,
sometimes on the Floor and sometimes on the Committee. And
often, as it turns out for whatever reason, we don't meet,
we don't have votes. And if you are this morning announcing
that there are going to votes on Mondays and on Fridays, I
would like to know whether there will be votes on Mondays and
Fridays or will there sometimes be exceptions to that rule.

The Chairman. There will on occasion be exceptions, but
I am nct sure how far ahead of time ~- other than scheduled

hearings Like on other subjects == I can announce them.
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Becagse what may happen is we are trying to get through today

the section on the trusts and estates and also the section

on pensions and employee benefits. And if we get through with
those, I would lLike to go on to some votes tomorrow on energy

and depreciation.

But if we don't get through with pensions and employee
benefits this afternoon, the schedule may slip now add then.
Ali I can say is that henceforth I would like to be able to
have votes. Most of them would take ptace in the mornings.

I understand the problems in the afternoon with both
constituent appointments and votes on the Senate Floor that
are going to take us away from here. So I would use the
afternoons more likely for continued discussion of subjects
that we have already started or discussion on subjects we
haven't yet covered.

But there is the possibiltity of votes on Mondays and
on Fridays. But not on this Friday and not on the Monday that
we have the hearings on the excise tax.

Senator Baucus. NOW'Qe are getting some place. Is there
a possibility of votes Mondays or fridays or will there be
votes Mondays and Fridays?

The Chairman. Well, I can't tell you. Maybe nobody
will offer any amendments and there won't be any votes at
all. I don't know. Do you mean am I precluding the

possibility of votes on a Friday or a Monday? The answer is
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no.

Senator Baucus. What I am getting at is do you firmly
intend to keep the scheduled Votes on Mondays and Fridays or
something might come up and we might not meet on some
Monday or some Friday for whateQer reason and we may not
know about it until Llow and behold we are not meeting
Monday or Friday.

The Chairman. It is not my intention. As a matter of
practice, it would be unlikely we would have votes on a
Friday afternoon. It would be unlikely we would have votes
on a Monday morning even if we werevmeéting. But we would
be meeting then to continue on the discussion of sections
that we had either covered and that we hadn't yet covered.

Senator Baucus. Mr. Chairman, if we do stick with this
tightened scheduled, I think i1t would be only fair to members
of the Committee for you to outline on what dates what
subjects, at this point, you think we will consider them.

The Chairman. 1 announced earlier, and I will try to.

I will give to the Committee members an outline date by date
of what I would Llike to accomplish on that day so long as the
Committee realizes that it may slip; we just don't finish.

Senator Baucus. When will we get that outline? How far
in advance?

The Chairman. 1Is that réady today? -

Mr. Colvin. Yes, Mr. Chairman.
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The Chairman. Yes.

Senator B;ucus. And I am asking for, if we can ha?e it,
is an outline for the rest of the markup. The best that you
can determine it.

The Chairman. So long as if you are willing to say is the
best I can defermine it, realizing there are going to be a
slippage of two or three days. If I try to say three weeks
frop now, three weeks from Monday, which section we will be
on, I may miss it by quite a bit.

Senator Baucus. Why don't you give us the order?

The.Chairman. I think I can give you the order with some
degree of definiteness. And that, at least, the day before
we recessed, I announced the order of the first eight or
nine topics we would be taking up this week, always leaving
the possibility of cbming back to a section we had covered
for votes. But listed eight or nine topics. But I will get
those again to you this afternoon. And probably even beyond
that in terms of the order that we will take them up, and
some idea as to the days I would like to hit them.

Senator Baucus. ALl right. Thank yOu.

The Chairman. Now let us go on to the income taxation of
trusts and estates.

Senator Moynihan. Mr. Chairman, how would I record that
I would tike to offer the President's proposal as an amendment

when we come around together on this subject?
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The Chairman. You can consider it offered now. It helps
if I could have a notice in writing that you want to do it.
But that is fine, and I appreciate it. So we are not
blind-sided, and so I have a rough idea of how many
amendments are coming up because that helps with the
scheduling.

Senator Moynihan. So when you get around to this, I
will offer that amendment.

Senator Bradley. Mr. Chairman, I should say as well --

The Chairman. Senator Chafee.

Senator Chafee. Senator Moynihan is referring to this
subject here we just --

Senator Moynihan. Unearned income of a minor child.

Sernator Bradley. Mr. Chairman, just in spirit of letting
you know on amendments, I wilL probably be offering some
amendments on the natural resource sectién as well.

The Chairman. Good. Thank you.

Income taxation of trusts and estates.

Mr. Colvin. Mr. Chairman --

The Chairman. Page 211. John.

Mr. Colvin. Let me open with a general comment about
Pages 211, 212 and 213. After the House had pagsed its
tax reform bill, we heard from member offices and from the
public complaints about the complexity of the trust
provisions. And so the Chairman's proposal includes an
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alternative approach to trusts. It addresses the same
problem, but it does if in a way that is signific¢antly more
simple than the House approach.

The problem is income shifting to trusts. And the
solution contained in the Chairman's proposal on Page 211 is
to tighten the tax brackets that apply to frusts. It leaves
in tact trust law as it now stands, but it does take much of
the financial advantage out of income shifting to trust.

The Chairman. Basically, I have just compressed the
rates.’

Mr. Colvin. Yes, sir.

AThe Chairman. Discussion?

Senator Chafee. For what?

The Chairman. Again, attempting to as much as possible
discourage the wealthy from attempting to transfer income to
their children and to lower the aggregate family taxation rate
in doing so. And by ""aggregate family takation,“ I, in
essence, mean the taxes that the principal earning spouse is
probably paying. And by compressing the rates, I was able to
do so.

Senator Chafee. Well, I don't quite get the rationale.
Are trusts bad?

The Chairman. There are legitimate reasons for trusts,
but if we are trying to inject fairness and the concept of

fairness in the bill, one of the legitimate reasons is not to
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taxation.

If that becomes the principal reason, it is like the

criticisms we have had of investments in tax shelters where

‘the investments are made for tax purposes; not economic

purposes. The purpose of breating a trust, the principal
purpose of creating a trust, should not be.for the avoidance
of taxation.

Senator Durenberger. Mr. Chairman.

Senator Chafee. Well, let me just continue this. Well,

go ahead.

Senator Durenberger. John, this is a related question to
clarify it. Let me ask the Chairman because I think he
probably understands the President's motivation maybe better
than the rest of us. And this is épplicability in general to
the function of a 35 percent rate or a lower rate. Is there
a point at which the marginal rate discourages thev (
utilization of these kinds of tax minimizing measures? And
should we even be thinking abouf that as we go through these
relatively small, relatively targeted kinds of p}ovisions?

The Chairman. You mean as the rates get lower, the
incentive for creating any of these trusts or making any of
these gifts is reduced?

Senator Durenberger. That is right.

The Chairman. It is. And I tried to take that into
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account. And over and over 1 have asked people in the past

at what rate they would not care any longer about deductions
or trusts, and they say, well, at about 25 percent. At that
case, the incentive for gifts and trusts and deductions
almost disappear. And most people are willing to say, gee,
if I have made $100,000.00, I will pay $25,000.00 taxes.

Over the years, I would like to push us down toward that
25 percent rate so thaf Qe could once again visit the whole
jssue of base broadening without the political downsides that
we now have. But I tried to consider the fact that at a 35
percent rate there is less incentive for somebody to create
a trust than at a 50 percent rate. And that was Less than
a 70 percent rate.

Senator Durenberger. If John will excuse me again, will
that be sort of a philosophy that might guide us in this
particular section as we are comparing the Chairman's
proposal with the President's proposal and the House
proposal where, in effect, it Looks Like they are minimizing
except down under zero bracket in the exemption? They are
minimizing the utilization of these household transfers almost
entirely; whereas, the Chairman is trying to, 1 think, target
the utilization of these at higher income --

The Chairman. That is correct. You grasp it exactly.

For those that I call the very wealthy, although that I

suppose is a subjective standard, depending upon where you are
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in the income scale. But I was trying to say that for the
very wealthy I still think at 35 percent there is an
incentive to attempt an income shift to their chiltdren.

And Ivtried ta set a threshold. And I don't want to use
the word "de minimis," because to most Americans $5,000.00 in
interest, if we are talking about the previous section, is
not de minimis.

But for purposes of income tax shifting, I th;nk
retatively few people are going to try to do it at the
$5,000.00 Level. And that is the reason for the threshold
in the previqus section.

Senator Durenberger. I thank you.

The Chairman. Senator Armstrong.

Senator Armstrong. Mr. Chairman, I don't think I have
any particular problem with the trust section. So far as it
applies to new trusts, I think it is going to shut :them down.
I don't think anybody is going to do it much, but that is
your intention, and we understand that purpose.

My question relates to those that are already iin
existence. As I understand it, you would apply tﬁese new and
much higher rates to non-grantor trusts that are already
in existence, which by definition are trusts where people
have made decisions based on present law and have not retained
unto themselves any power to change the arrangement. Thaf is,
to take back the assets or dissolve the trust. That seems, if
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I understand it correctly, to be unjust.

Mr. Jenner. Mr. Chairman, if I may. One of the major
criticisms of the House bill, ana I would, in fact, say the
major criticism, is that it set Qp two different parallel
tracks for existing and new trusts. The new system under
the House bill would have applied only to existing trusts.
The old system would have applied to old trusts.
Practitioners in the field were concerned that they would
have to keep track of what was new, what was old. You get
into the question of whether new assets added to an old trust
are taxed under the new taw or under the old law, whether
you have §ome sort of blended mechanism.

It becomes much simpler and well within Congress' power
to simply change rates. Bear in mind also that most of these
trusts are allowed to distribute income Qndef our proposal to
the beneficiary. Once the income is distributed, it is taxed
at the benéficiary's rate and not the trust. So the change
would never apply to these trusts. It is only to the extent
that income is accumulated in the trust that the new rates
would apply.

Senator Armstrong. Well, Mr. Chairman, nobody is
disputing the power of Congress to do this and nobody is
disputing the simplicity of simply making a change like this.
My point is quite different.

It seems to me to be unjust. That when people make
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irrevocable arrangements based upon a principle of taxation
that has existed as long as I know, then to precipitously
change it seems to me to be unfair; particularly, when the
people involved are stuck.

I mean I recognize Wwe could tax all these trusts at
100 percent, and they still couldn't change their arrange-
ments because that is the nature of the trust we are talking
about.

Do we have, may I ask, an estimate of the revenue effect
of making this prospective rather than retrospective? Could
we get that?

Mr. Brockway. we will get it for you.

Senator Armstrong. My concern is not with the money in
it at all but simply that it seems unfair, and maybe there is
some way we can. resolve it. Ana there may not be any Llarge
number of people affected. I would judge that it is not a
huge item, but I would like to at least take a look at it.

I may offer an amendment on this sdbject.

The Chairman. Secretary Mentz.

Mr. Mentz. Thank you, Mr. Chairman.

I would like to add the Treasury's support to the
Chairman's propoéal here. Subchapter J is a very complex
area of the tax law, and I think that what Mr. Colvin said
at the beginning of his remarks 1is exacti; correct. That

making a major change in Subchapter J and setting up a
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two-track system where new trusts would be under & whole
new tax regime and existing trusts would be under the old
tax regime would complicate it greatly.

The proposal that you have come up yith is one that
takes care of the abusive cases. It takes care of the
so-called spousal remainder trust where a husband puts money
in trust for his chiltd and.the income goes to pay his college
expenses and then it reverts back to his wife, and that
income is taxed at a lower rate. But when really you get
finished, it just goes around in a circle and nothing really
has happened.

It also takes care of the Clifford Trust, which, again, is
basicatty an  income shifting mechanism explicitly sanctioned
under present law. And I think that you take into account
the lLower rates. Remember, we do have a top rate here of
35 percent, and that is for any kind of an accumulating trust,
a complex trust. A 35_percenp rate is going to mean less
taxes, not more, for the typical trust.

Senator Armstrong. Mr. Secretary, take a look at the
smaller trusts, the zero to $5,000.00 annual income. That
rate is 15 percent in here. And comparing that with the
present bracket, that is not such a favorable treatment.

Mr. Mentz. Well, that is true, but there aren't that
many trusts set up at that -- I won't say there are none, and
I.take your point, Senator Armstrong. But there is sort of a
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de minimis point where it really isn't worth it toc set up a
trust, the paperwork, the trustee's fees, the administration
and so forth. It just isn't productive to do it.

When you get ingo a trust that is larger than that and
it is income of $50,000.00 or $100,000.00, you are
benefitting that trust through lower rates even though you
have ccompressed the rate brackets. So I think all things
considered, your proposal, Treasury supports it over its own
proposal.

Senator Armstrong. Mr. Secretary, I just want to be sure
we understand each other because I guess this is not thé
moment to argue it through to a conclusion. But the
$100,000.00 a year income trust would be at the 35 percent
bracket anyway. Am I mistaken about that?

Mr. Mentz. Yes, that is right. But what I am saying is
if you were under current law, it would be in a bracket higher
than 35 percent.

Senator Armstrong. I understand that. B8ut the issue here
is whether to justify a separate track of rates, a separate
rate schedule, for these trusts rather than putting them on
the individual tax rate structure which they have been on at
the present time.

And in support of the proposition for a separate schedule

of rates, I thought I heard you make the point that the

littte guys, it wouldn't matter because it is only a few
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dollars, and the big guys are getting a break on the rates.
My point is4somebody who has got $50,000.00 or $100,000.00 a
year income in such a trust is taxed at the top bracket
anyway either on this rate schedule or under the new proposed
individual rate.

So it gppears to me that precisely the peoplg who will be
disadvantaged by this will be relatively speaking the smaller
trusts, not the larger trusts. The larger trusts spill over
into that bracket anyway.

Mr. Mentz. Yes. There will be a disadvantage to the
$100,000.00>trust because going up the rate bracket he will’
get to 35 earlier than he would if he were under the -- so

there is a disadvantage to that case. I take your point,

Senator.

ALt I am saying is that particularly for the really Little

guys, there aren't that many of them because you don't have
trusts set up in those cases.

Senator Armstrong. I think Mr. Brockway has indicated
that he can have that information for us if, as and when we
need to.consider an amendment.

Mr. Brockway. Yes.

Senator Armstrong. How many there are and what the
revenue impact would be.

Seﬁator Bradley. Mr. Chairman?

The Chairman. Senator Bradley.
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Senator Bradley. Would it be possible for the Joint Tax
Committee or Treasury to tell us what income level uses
trusts? Are trusts used by middle income taxpayers who are
on wage dincome?

Mr. Brockway. Well, it certainly wouldn't be on wage
income generally. We will see what we can get in terms of
information. There should be some information on that.
Generally, though, I think you could feel safe in saying the
upper middle income and above generally simply because there
are certain costs. One, of setting up the trust, lLegal costs,
and then under the current rules,.it is fairly complicated
to just do the tax return, for example, on trusts the way they
operate. So if you have. got anything other than a simple
trust, it probably is upper middle and above.

Mr. Mentz. May I respond?

Senator Bradley. Yesf

Mr. Mentz. I don't have any precise information,
quantitative information, for you, Senator, but I can tell
you from years of practice that there are non—-tax reasons for
setting up trusts. And there are a number of them,
particularly testimentary tfusts, that are set up by a
testator whose property -- and it may not be seven figures or
anything like it -- that person wants to leave to children or
grandchildren in a way that doesn't permit the child to take

the money and zoom off to California with a surf board.
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So I don't think it is a fair conclusion th;t trusts
are simply a mechanism for the rich to figure out ways to
to avoid taxes. There ére very clear bona fideinon—tax
reasons for setting up trusts, as well as“tax‘reasons.

(CONTINUED ON NEXT PAGE)
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The Chairman. In your experience, would many people
Wwith wages, incomes, below $30.00 a year--and that is their
only source of income~~set up trusts?

Mr. Mentz. It wouLdidepend on what other property
they have, Senator. If they don't have any other property,
no; there wouldn't be anything to put into the trust.

The Chairman. I am talking about the average Jane or
Joe that is working, and they own a house. They may have
a recreational vehicle. They might be one of those 9 or 11
percent that have a second house that is a beach cabin or
a mountain cabin, although I am not sure.

I Llistening to the debates on that, I was amazed at how
many people I was told fall into the Lower income brackets
that have second homes.

Mr. Mentz. Maybe they are not counting their munitipal
bond interest.

(Laughter)

The Chairman. Which we are going to exempt to the
extent of $30,000 and $40,000 from any tax at all, anyway.

So, in esseace in your practical experience, middle
income taxpayers usually do not set up trusts?

MR. Mentz. Usually do not, but it can happen that

someone will have a home that has greatly appreciated and

young children or young beneficiaries, and that person

doesn't want to provide the money or the funds immeidately
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for that person to possibly fritter away; and so a
testimentary trust is typically created.

Senator Chafee. Mr. Chairman?

The Chairman. Senator Chafee?

Senator Chafee. I want to echo what Mr. Mentz said.
Clearly, you have in the testimentary area, particularly with
life insurance, people with very modest assets leave trusts
for their minor children, and the income is accumulated
until the children are of the age to go to cgollege.

Now, it is true that under your provision here, it is
the undistributed income that is being taxed at these rates;
but I think these rates are pretty stiff, and I personally
will move at a pfoper time-—-and I would like to have some
estimates, Mr. Brockway.

What would it cost to decompress these ratesé I am
not going to ask you for it now, but I will later, to juggle
these rates around; not to have the 35 or even the 25
percent start so early.

You must have something on that.

Mr. Brockway. VYes, sir. We woutd just spend some time
after the mark-up and go over what woula be some hvypos you
would like us to run, and we can give you the estimatés on it.

Senator Chafee. ALl right, because in addition to

minor children, you have got disabled children. I think we

have all seen instances of trusts being set up for a child
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that is far from a minor but is disabled in some fashion--
retarded or whatever it mﬁght be.

So, I just don't subscribe to the view that people who
set up trusts are rich.

The Chairman. Further discussion on the taxation of
trust section before we move on to the taxation of:the
States?

(No response)

The Chairman. ALlL right. Let's move on to the taxation
of the States, which is on page 215. .John, go ahead.

Mr. Cotviﬁ. Mr. Chairman, under this proposal, the
income of an estate beginning the second year after the
death of the decedent would be taxed Like a trust.

In some respects, it is similar to the provision we
have just been talking about.

The Chairman. Comments? No comments?

Senator Bradley. Mr. Chairman, what is the rationale
for this change?

Mr. Brockway. Generally, under present law, an estate
is taxed in the same way as a trﬁst. Under the Chairman's
proposal, generally trusts now will have a collapsed rate
bracket, rather than as under present lLaw being taxed at
the rate of a married person filing singly--separately.

Now, they will have a more collapsed rate bracket.

What this does is for the first two years after death,
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treat it at the marrigd person filing separately rate; and
then if income and property stays within the State, putting
it_under the same regime as trusts will be under the propsal,
that i1s, the collapsed rate bracket, so that you don't
have the benefit--or it reduces the benefit of keeping
income at the State Level rather than paying it out.

Senator Bradley. I notice under the President's
proposal that he raised $600 million from the estates
portion; and this provision faises only 3200 million.

Where did the $400 million go?

Mr; Brockway. I don't have a preéise breakout on that
right now. I think one of the things would be, just in
terms of the Administration proposal, it would eLiminate
the present $600 personal exemption. It would have a cliff.

If yéu went over 3600 at the State level in the
Administration proposal, then there would be no personal
exemption. There is gnder present law, and there would be
under the proposal.

That might be one item; but we will be able to get a
more precise breakout of the difference between the numbers,
between the chairman's and the House bill and the =--

Senafor Bradley. Because, you know, $400 million here
and %400 million there, and you are going to be at $1 billion
pretty soon.

And I think that when we are lLooking at revenues, I
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personally would Like to know what happened to the $400
million in order to be able to determine is it the right
thing we shgutd do.

I mean, after all what we are talking about, and this
is how to get rates down for middle income pgopte; and $400
million in increased taxes on the States generally could
help get rates down for middle income people in the whole
tax reform effort.

And I would like to know about where the money is.

Mr. Brockway. We will get back to you on the specific
rates. There are like five separate different items under
the Administration proposal. I don't have a breakout of
how much any one of the ones is.

I have a suspicion they were estimated as an aggregate
pool, but I will try and see what any one of tﬁe specific
ones as a modification of the chairman's might raise.

Senator Moynihan. Mr. Chairman?

The Chairman. Senator Moynihan?

Senator Moynihan. We have a good presence here at
the committee at the moment. I wonder if I could make a
suggestion of procedure.

On thebfirst day we began this process, I remarked
that five years ago this committee marked up a revenue
neutral tax bill which produced a decade-long protracted

fiscal crisis. It wasn't revenue neutral.
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We cut back $1 tritlion in personal income rates and
$1 trillion 1in business taxes and produced the deficit that
has produced the price that we still live with.

And I saidfit seemed to me that the last thing we should
do would be to repeat that experience by passing a nominally
revenue neutral tax bill that wasn't neutral.

And this morning we have had several cases~-two now--
where we have a proposal before us as a committee mark-up
which raises significantly less revenue than the President's
proposal; but we only find that 6ut by persisting in asking
questions.

And I;wonder if it wouldn't be a routine--we have our
good friend and much admired Assistant Secretary for Tax
Policy, Mr. Mentz, here--if it could not be a routine that
when the President's proposal will raise more money than
eithér the House proposal or our proposal, that the routine
of our procedure be for the President's representative here
to explain that fact or call attention to that fact and
explain why, in ‘this nation's view, the President's proposal
is preferable, unless on occasion you may have changed your
mind, if you think the House came up with or we came up with
something better.

Does that not --

The Chairman. Let me again call to the committee's

attention the chart that all of you should have had put out
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by the Joint Committee last Friday on the cqmparative
provisions to the extent they have them, of the President's
proposal, the House bill, and the chairman's proposal,

so long as you accept the two caviats.

One, the years are different; two, the economic
assumptions are different.

The House bill and the President's bill were estimated
under Llast year's economic assumptions. The Senate bill,
or the chairman's bill, is estimated under the more current
assumptions. So, you are going-to be off somewhat just on
economic assumptions. |

I have no objection_to members asking the Treasury why
the difference and the merits of why the difference--what
have you done?--realizing that so far the committee has
taken gréat glee 1in ihdicating where we lose money.

When we come to areas like the minimum tax, we pick up
money significantly over.the House and significanily over
the President's broposal.

Senator Moynihan. Reverse the proceSs.then.

Senator Bradley. Mr. Chairman, so that on every
provision where we try to make a comparison, we don't have
that answer from Treasury or from you or from Joint Tax,
which is why we have different assumptions here, could we
get the President's proposal and the House bill based on
current budget assumptions?
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The Chairman. I have asked the Joint Committee to do
thét; but at the moment, they are going to have to give us
a hunch or a guess as to where the differences are because
they do not have those, and they cannot run them all that
fast.

But I have asked them to prepare the running of them,
but in some cases we are going to have to make decisions
based upon their estimates--I mean, their top-of-the-head
estimates.

Senator Bradley. So, in a couple of weeks maybe, we
will be able to have themé

The Chairman. Mr. Brockway?

Mr. Brockway. It is a matter of competition for
resources. I mean, it is a question of we could go through
and devote all the resources to estimating the House bill;
and obviously, when you are in conference, that is going to
have to be done in any event.

The Administration bill, I don't think that we would
otherwise try and reestimate that. It takes a fair amount of
time to go through that process, and the members have a
number of specific proposals and modifications to the
chairman's proposal that they would lLike to see lLooked at.

And I think that those would take priority; bﬁt to the
extent that we have time, assuming we can complete the work

on the various amendments that the members wish to see,
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we will devote it to the other.

Senator Bradley. But you can, off the top of your head,
give rough figures?

Mr; Broékway. I will do my best to do that.

Senator Bradley. If we know that they are rough figures,
could he just go through maybe and give us a sheet of rough
figures, recognizing that we might have those changed?

The Chairman. I would rather have him give us rough
figures orally. You get a sheet of rough figures, and those
get circulated; and I think that is unfair to the Joint
Committee.

Senator Bradley. ALlL right.

The Chairman. As we go issue by -issue, I think he can
say I think we are off $200 million; but I am reluctant to
have him just go through this whole sheet and say, well, here
is my guess as to where I think we are off.

Let's go on to Generation, skipping the Transfer Tax.

Senator Grassley. Mr. Chairman, just at thé tail end of
this, I want to bring up a farmer's State tax issue¢e. I don't
want to get in the middle of any plans that you have.

ThelChairman. Let's fini;h this one; and that is the
last of this particular section, so bring it up and mention
it before we move onto the issue of Pensions.

Senator Baucus. Mr. Chairman, I have a similar one.

I have a farmer's State tax provision as well.
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The Chairman. Go ahead, John, with the Generation
Skipping.

Mr. Colvin. The chairman's proposal retains current
law. The House bill had made significant reforms in the
Generation Skipping area.

The revenue yield from the three approaches=--the
Administration, House, and chairman's proposal--according to
the Joint Tax figures circulated last Friday is--

Excuse me, there would not be a revenue impact on these
changes because you are looking at essentially the
intermediate generation dying at some point in the future.

So, all these generation skipping taxes might some time
in the distant future have a significant revenue impact, but
in the short run, you are not likely to see any. So that
is a de minimus revenue change regardless of present law or
the other proposals.

The Chairman. Comments on the Generation Skipping
section?

(No response)

The Chairman. If not, let's move to the two issues that
Senator Baucus and Senator Grassley have. Senator Grassley,
and then Senator Baucus?

Senator Grassley. Mr. Chairman and members of the
committee, and I will explain to the committee and then staff

can listen and then ask if there is any sort of problem the
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way I look at this.

It deals with a period in time in the State tax
legislation under the Special Use provision, when we had a
15-year requirement that land had to be held to qualify for
special use provisions.

Then, I think it was in 1981 that we changed that to
10 years. And I don't know why we didn't change it for
those who were already covered by it, but we didn't do it.

So, now we have some with a 15~-year requirement and
some with a 10—year requirement; and I would Llike to change
it so that all would have a 10-year requirement, and the
reason for doing that is because, with the falling Lland
prices, there are people that maybe need to sell their Lland
and they won't have an opportunity to do that without Losing
the benefit of the special'use.

It would not be my idea that any of these people could
avoid any of the State tax that they would otherwise have to
pay in the annual installment that they pay that tax.

"The Chairman. Senator Baucus?

Senator Baucus. Mr. Chairman, my amendment s slightly
different. G[Cssentially, it would direct IRS to use the rule
pf reasonableness when the State tax form is filed, to the
degree it conforms with provisions reflecting the special
use election.

Currently, the IRS is saying that not only must a
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taxpayer elect at the time that it fjles the State tax
return,'but also must at that time file the.statement of
agreement of errors to the election.

In 1984, we did--this committee and by law:“enact a
provision that the taxpayer would not have to in the first
instance, when he originally files, conform to every
provision with every "i" dotted and every "t" chssed.

That is, he could come back when he has not filled in
something cofrectly, and fill it in correctly. However, it
looks Like the report language that accompgnied the bill
tightened up and changed our intention here so that there
are taxpayers now who file their State tax returns and find
them summarily rejected because the taxpayer did not
completely fill out every portion of the return.

So, I would suggest an amendment which provides a rule
of reasonableness, as is the case with all other returns,
so that if the State tax filer elects the special use under,
I guess, it is Section 2032(a), he is entitled to the
principle of reasonableness just Llike very other taxpayer.

Senator Grassley. I would Llike to have any comments
that the staff might have on the provision that I just brought
up because I would also like to add that I have had brought
to my attention in my State the same issue that Senator
Baucus has brought up as well.

The Chairman. Comments on these two issues?
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Mlr. Brockway?

Mr. Brockway. HMr. Chairman, on SenatoruGrassLey's
proposal, it was in 1982 as the Senator said that the
recapture rule for special use valuation was changed. It
was reduced froﬁ'15 years to 10 years, if the inheritors of
the property took the property out of agricultural use and
sold the property.

That was simply done on a prospective basis for
transfers after the 1982 change, and we have not done any
revenue estimate analysis on that yet; but we will Llook into
that.

Senator Grassley. Yes, that is fine; but maybe you
missed the point I was making. I would AOt propose that
there would be any-- In other words, any tax that would be
owed by that estate that had a 15-year broposition connected
with it for holding it would still be paid.

I am just suggesting that they would only have to hold
it 10 years instead of the 15 years. Whatever tax that
estate would have to pay, I would want that still to be paid
so that the Federal Government would not lLose one penny.

Mr. Brockway. Right. I think to the:extent that there
would be a revenue impact at all, it would be the situation
where someone at a pre-1982 transfer found that, for
whatever reason, transferred the property between the years

10 and 15 under present law, they would be required to pay
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tax at the nonspecial use rates, whereas under this
amendment, it would treat them in the same way as taxpayers
who were decedents after 1982.

I don't know whether the issue itsetf, of looking at
earlier States, was Llooked at in 1982.

Senator Grassley. Understand that, under my proposition
stitl, evérybody would still have to hold their land for at
least 10 years.

Mr. Brockway. That is correct.

Senator Grassley. ALL right.

The Chairman. Further comments?

(No response)

The Chairman. If not, let's move on to Pensions,
beferred Compensation and Employee Benefits and Employee
Stock Options. And that s;arts on page =--

Mr. Colvin. Page 124.

The Chairman. Page 124. In the section on Deferred
Compensation and Pensions, in drafting the chairman's bill,
I very much attempted to move toward the direction of
requiring employers to tilt toward wage earning employees;
or put it the other way around, I found many, many instances
where the Pension and Deferred Compensation Law tilted
toward higher income employees.

Whether you would say that would be at the expense of
your wage employees or not, I don't know if that is a fair
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way to phrase this; but you had plans set up in such a way
that it was much easier for highly compensated employees to
take advantage of them than lower compensated employees.

And so, in this entire area, you will s;e a consistent
thread of attempting to either move toward nondiscrimination
or at least financially to make it very difficult to have
plans that tilted toward just the highly compensated or
princibally toward the highly compensated without covering
others.

I must confess I stole generously from Senator Heinz and
Senator Chafee in this area in the work that they had done,
and I think they will see a good many of their nuggets
spread throughout the chairman's proposal.

Senator Grassley. It will sound better tomorrow.

The Chairman. Well, I will give them full credit.
They did good work, and there is a fair portion, whether it
was stolen, borrowed, or begged, of their work in this
section,

So, let's start through it. Mr. Weiss? Mr. Colvin?

Mr. Colvin. On page 124, the first issue is Spousal
IRAs, qnd this is a minor provision that corrécts a quirk
under which spousal IRAs are not available if the spouse
earns hetween $1.00 and $250.00.

On Item B, the issue is an increase in the IRA
withdrawal additional income tax from 10 percent to 15
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percent, and also the provision of an exception if the
withdrawal is for an annuity.
Senator Danforth. Is that it for IRAs, John?

Mr. Colvin. That is it for page 124. The relationship

between an IRA and a 401(k) comes up on a later page. On

page 125 -~

Senator Danforth. May I ask before you move from page
124, on IRAs, a lot of advertising before the April 15th
deadline--you see it on billboards even--urging people to
borrow in order to put money into IRAs.

I would Like to ask Mr. Mentz: 1Is that consistent with
the purpose of IRAs? 1Is what we are intending to do to
encourage people to borrow in order to save?

And if you were advising a client, what advice would a
client get from a lawyer on the bene%its from borrowing in
order to create IRAs?

Mr. Mentz.. Well, I guess the advice to a client would
be that an IRA is sort of like chicken soup--it can't hurt
you. It is ‘a no-lose proposition.

So, you might as well put your $2,000 into an IRA; and
if you need to borrow to do it, I would be worried about my
client being able to pay my fee if he had to borrow $2,000
to put into an IRA.

But as a practical matter, sure, borrowing under current
law, there is nothing wrong with it; and you certainly would
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advise a client to do it.

The chairman has recognized that there is a kind of
--at lLeast in perception and more than that perhaps—-a problem

|
in borrowing to fund an IRA. It is hard to see how that
really enhances a true saving.

And under the chairman's proposal dealing with interest
-=interest incurred on a loan to fund an IRA--is not
deductible. Treasury would support that position.

The Chairman. One of the things that was in the back
of m} mind, Senator Danforth, in crafting these proposals
was the demographics that we faced.

And anything that would encourage, and especially
employers, to provide pensions for lower and middlLe income
employees where they are now not doing it or where they are
offsetting them with Social Security or where they were
relatively minimal, the proposal tilts toward enccuraging
those kinds of retirement plans.

It tilts-toward making it a little bit more difficult,
or at least a little bit more penalized, to withdraw for
purposgs other than for retirement where it was init{ally
set up for retirement, although there that parallels, at
least in philosophy, the Administration's idea also.

Senator Danforth. Can I ask a question about the
borrowing? HMow, under present law, you deduct your interest
and you also deduct what you put into your IRA; and there is
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no increase in savings, and it is a total wash.

But even if interest that is paid on loans in order to
fund IRAs is not deductible; still that doesn't get at the
underlyingvprobtem. I mean, what we have done is to provide
a deduqtion of up to $2,250 for somebody who, in essence,
doesn't do anything at all--just shifts money from borrowing
to savings.

The whole point of an IRA, as I understand it, is to
increase savings, not to have a wash.

Am I correct on that, Mr. Mentz? 1Is it sort of just a
gimmick?

Mr. Mentz. Well, I wouldn't call it a gimmick, Senator.
I think that, while in a given case it may be that.an IRA
represents a transfer from.one account to another, I think
that in many cases an IRA provides an incentive for an
individual to save, to put away that $2,000; and instead of
spendiag it, particularly at this time of year when they are
getting ready to file their tax returns, and you can still
put it away before April 15th, I think people are doing it.

Senator Danforth. Sure, it does, and that is the
intention of it; but what I am saying is if somebody borrows
in order to fund an IRA, that doesn't éccomp[ish the objective
of the Congress in creating such a thing, does it?

Mr. Mentz. You might have a short-term borrowing when
it is paid off next month out of next month's salary and you
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effectuate the intent; but I think your point is basically
right.

And I think the cﬁairman meets it with his treatment of
interest on funds borrowed to --

Senator Danforth. I don't understand how he meets it.

I mean, he meets it by preventing a double form of deduction.
He meets it by preventing a deduction of interest and a
deduction of what was put into the IRA.

But still, you get to deduct what you put into the IRA
even though you really haven't saved any money at all.

The Chairman. Are you questioning the original concept
of the IRAs at all?

Senator Danforth. No, not at all. I think that we
should actively encourage savings, and I am atl for it; but
what I am saying is that is it a bizarre situation if we
are offering a deduction to people who don't increase their
net savings. They simply borrow in order to --

The Chairman. Well, that has been a point that has been
raised all élong on the IRAs and other savings devices,
including the fabled ALl Savers Certificates.

We were going to encourage people to save money that
somehow they weren't otherwise saving; and in many of our
experiences, it has been that they are shifting their savings
from one form of savings to another.

You. certainly can't look at the savings in the tnited
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States, after all of the incentives we have put in in the
Last few years, and say, dgee, they have gone up. They have
gone down unfortunately.

I think that is a separate issue, however, %rom the
particular IRA issue here. Whether or not we adopt my
proposal or the House's or the President's, I don't think
it faces the issue of whether or not this iﬁcentive
discourages, encourages, or is neutral about total net
savings.

That may be an issue in this bill, if we want to bring
it up, or for another bill; but I don't thihk any of the
proposals address themselves to that subject --

Senator Danforth. I guess what I am saying is that
there could be something that could be put in this bill that
would get to the, what I would suggest, is an abuse.

I mean, if this is a tax reform bill, is there something
that we can put into the bill which wouid say-—maybe it 1is
just impossible to draft such a thing--but which would say
that what we don't want people to dp is to just shift money
from borrowing to savings, where there is no net change.

Senator Chafee. Mr. Chairman, we raised this with vyou,
and I thought we had the specific provision covered; that
you would be against the law to borrow -—--

The Chairman. To borrow. That is correct.

Senator Chafee. For an IRA. And it is my understanding
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that that is covered.

The Chairman. I thiﬁk, though, that Jack may be driving
for even more than that. I am not sure.

Senator Chafee. I thought it was similar to the
limitation on borrowing for speculéting.

The Chairman. It is. But I am curious if this is what
Jack is getting at.

You earn money. Prior to the IRA, you might have put
it in your savings account. You didn't borrow it; you might
have put it in your savings account, upon which you would
then pay taxes on the interest you received.

Now, instead of putting it in your savings account, you
may put it in an IRA; and you don't pay taxes on the interest
while it mounts up. And you get to deduct it.

And I am not sure if.Senator Danforth is saying that
somehow that ought to be prohibited because, in essence, it
is a shift of savings, and it is the same $2,000.

I don't know if that is what you are driving at.

Senator Danforth. No, here is what I amAsaying.

Coming in to National Airport this‘past-weekend, I
walked by a Little area--you know, a shelter--where people
stand cut of the rain. And there was a poster up in the
shelter, and the poster was advertising a bank, and ft said:
Borrow in order to invest in your IRA.

In other words, what the bank was doing was advertising
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a program which would ask people to come into the bank,
borrow money from the bank, and then take that borrowed
money and put it in the IRA in order to get the deduction
for putfing it in the IRA.

And if all we do is to say, well, that the interest on
the borrowed money is not deductible, you really haven't
solved tﬁe problem because, in effect, what you are doing
is saying to somebody: We are going to give you a $2,250
deduction from your Federal income taxes for doing nothing
at all.

You are just going to the bank and you are saying:
Please Lend me some money so I can put it into a certain
kind of savings account and get a deduction.

The Chairman. We are saying that when you borrow the
money, you at least cannot take the payment on that as a
deduction in addition to the IRA deduction.\

Senator Danforth. I know, but that doesn't solve the
problem. That is to say, that instead of getting a total
deductioﬁ of maybe $2,500, maybe all you get is a deduction
of $2,250.

Thé Chairman. Senator Pryof?

Senator Pryor. Mr. Chairman, I think about 60 or 70
percent of all the mail that I am getting right now on tax
reform relates to this areé that we are just about to get

into.
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I would Llike to, first, ask this question: Is the
reason for changing the pension area of the 401 Ci) énd IRAs
to get more revenues or to straighten out a problem or an
abuse?

The Chairman. David, let me answer that if I can. As
far as I am concerned, in thé way that I drafted it, it
does produce revenue. But I was more concerned with
fairness.

Take the 401(k)'s for example. $30,000 current
limitation. You go around and ask a company that has got a
fair number of employees--a broad section of employees—-what
percent of their employees' contributions fall above the
$7,000 Limit. And if you éet any employer that has got
200 employees or more with fairly broad participation, if
you get an answer of more than one or two percent, I will
be surprised.

If what we are trying to do is to encourage savings for
the broad mass of middle income Jane's and Joe's in this
world, you'don't need a $30,000 Limitation; and the 3$30,000
Limitation was being taken advantage of by small, closely
held corporations allowing partners or sha;ehotders of some
degree of wealth to set aside a large sheltered income.

And I don't think that is fair, nor is it needed, with
this one exception; and I don't know how Yyou come out on this
one. A number of employers who, when they would be frank and
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honest with me, say, weLL, we have got it in our company;
it is very popular. We could never get rid of it; 95, 96,
97, or 98 percent of our employees fall below the $7,000,
but had we not been able to have the $30,000 deduction, we
never would have set it up because we really set it up for

ourselves, and we had to extend it to the rest.

Senator Pryor. What are we talking about, Mr. Chairman,

if‘I might ask fhe officials about the revenues that we
are going to gain by making this change? I know ‘it is too
early to get to 403(b), and that will come brobably later;
but I would Llike to know.

Maybe they could give just the 401(k) versus the IRA
changes. What revénue change; are we talking about?

The Chairman. What page is that on in your chafts?
I am looking for it now.

Mr. Colvin. Page 10 on the revenue chart.

The Chairman. Thank you.

Mr. Colvin. Senator Pryor, this may be a partial answer

to your question. The House bill raised $4.7 billion from
Section 401(k) plans, and the chairman's proposal Lloses
$.4 billion.

The Chairman. And the specific reason it loses the
bulk of it is that we backloaded, rather than frontloaded,
the IRAs; and that is 90 percent of the difference in the
revenue.

Moffitt Reporting Associates
Falls Church, Virginia 22046
(703) 237-4759




O

10

1"

12

13

14

15

16

17

18

19

20

21

22

23

24

25

72
Dtherwise, if you frontloaded it, you would put money

into an IRA and you couldn't have any 401(k) at all, and I
didn't see that that was doing much for the middle income
employee.

Senator Matsunaga. Mr. Chairman?

The Chairman. Senator Matsunaga?

Senator Matsunaga. This may be the appropriate time
since Senator Pryor raised an issue, but at the appropriate
time as we have been advised by the chairman to let him know,
I will offer an amendment to the Pension section ¢of this
bill which, in large measure, will retain present Léw,
which will retain present rulqs relative to basic pension
laws.

And I have distributed a one-page description of my
amendment, and I am doing this; MF. Chairman, because 1I
just returned from Hawaii and I have been talking to
businessmen who have been providing retirement plans on
a voluntary basis.

And because we have been changing the laws so often—--we
changed TEFRA in 1982, and then we changed it twice in 1984
under what we call DEFRA and RAR--and since 1982, one Law
firm alone advising employers told me that more than 450
of his clients have terminated plans because they say they
can't stand the uncertainty of the law.

Every time they Lay out a plan, pay attorneys' fees to
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lay it out, then they have to change'it. They have to pay
attorneys' fees again, Léy out new plans. |

So, rather than paying the attorneys' fees and going
through all that expense and going through periods of
uncertainty, they'said, well, tet's terminate the employee
pensien plans, which means that the employees are suffering
because of the términation of plans to which employers make
contributions.

And so, I will not go into detail of what my proposal
will be, but in general, I have submitted a one-page
description.

Senator Pryor. If I might ask, Senator Matsuqaga, does
it also relate to the 403(d) changes that we are lLooking at?
Senator Matsunaga. If we change the present lLaw.

Senator Pryor. ALl right. I may want to address that--

The Chairman. Let me interrupt just a second while
we have a quofum.

Senator He%nz?

Senator Heinz. Mr. Chairman, I anticipate that today
you wiit discuss a Llittle more of the Pensions and Deferred
Compensation sections tham we have discussed thus far.b

Senator Matsunaga has indicated that he will have an
amendment that iﬁ large part--and I reviewed his outline of
it=-will return us in many inétances to current law.

I want to commend the chairman for having borrowed or
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stolen, or whatever he did, what John Chafee and/or I have
done over the last several years.

And in general, I think your proposal has much to
recommend it. There are some areas where I would Like to
seek some modification of some of the things in your
proposal, Mr. Chairman, and will be at the appropriate time
offering either one amendment or a series of amgndments to
make those modifications.

But without going into those in detail=--and I will be
sending around sHortly a List.of what those are--I want to
just say to all my colleagues that there is a real issue.
Senator Matsunaga, in fact, has put his finger on a very
important one which is employer uncertainty about what
happens in this pension and deferred beneffts area generally.

And one of the reasons there is uncertaiﬁty is that
every time Congress convenes, we do something that gives
them great reason to be uncertain about the future because
we, the Finance Committee and the Ways and Means Committee,
change the lLaws.

And so, thejr uncertainty is based on certainty, that is,
that we are always doing something to them.

what I think the chairman's goals are, and certainly
mine in the legislation that I have introduced, is to try
and introduce a number of elements of certainty so that the

Congress doesn't keep coming back, again and again, trying
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to raise a Llittle revenue by fiddling with some of the Llimits
that affect the defined benefit or the defined contribution
plans or other changes that add a few dollars to pay for

some new form of tax reform or increase some revenues, as

we did in 1984 and 1982.

It seems to me that, in addition to setting forth a
kind of a framework for pension policy where we indicate
clearly that it is our national policy to encourage savings
for retirement income purposes as a first priority; and if
it were up to me, to encourage savings for other purposes
as a secondary and important‘priority.

Then, the next thing we might lLogically seek to do,
having made those distinctions, is to structure our pension
laws in a way that safeguards them from attack.

One of the problems that Senator Packwood mentioned a
moment ago is that plans can have top-heavy benefits. Also,
our pension system as a whole is nothing to write home and
be proud about.

0f all the people working--the 100 million people working
today--only aSout half of them worked for an emplover that
has any pension plan at all. And of that half, only one—-half
or about 25 percent of all the workers, therefore, now working
can expect to receive a benefit from that pension plan.

Typically, and now I am talking about the 50 percent
that aren't in jobs where there are no pension plans; what
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that means is that this very significant tax expenditurg—-it
added up to about 344 billion in tax expenditures last year—-
isn't performing quite as broadly and well as I think we
would all Llike it to.

I think we would all Like to see more people benefit
from the pension plan system that we have over the years
evolved. And yet, statistically, we know that unless we
make some changes in it, the benefits that it provides are
going to be rather narrowly targetted to a minority of the
work force, and secondly, that there is the risk that a
substantial amount of the $44 billion today in tax
expenditures—--I guess, 1984--could in fact go to relatively
well-off people.

Now, there is nothing inherently wrong with pension
plans doing better fdr more upper income people than somewhat
lower income people because Social Security does somewhat
better for lower income peque than upper income people.

And if the goal of our pension policy is to give
everybody a pretty decent replacement rate of their
pre-retirement income, then pension plans are necessarily
going to do better by upper income people as opposed to
low income people.

But I would hope, Mr. Chairman, as we go through the
pension plan section, that we understand that we have an
opportunity--indeed, I think we have an obLigatioh--to try
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and make sure that in whatever we do we do what we can to
improve coverage for people. Coveraée is low. That we
minimize the kinds'of integration out of any benefits at

all that occur in some pension plans; that we}give incentives
for retention of savings nominally set aside for retirement
income purposes to, in fact, have strong incentives to be

set aside for retirement income purposes and not some other
more immediately attractive purpose.

And that we do atLAof this in a way where, having set
forth a national policy thqt makes some sense, that has some
rationale to it, the Congress will therefore keep it§ hands
off of this area because we have done something logical and
rational and far-sighted and comprehensive and that Congress
will go away and leave pensions alone for the next 10 or 15
or 20 years.

That is probably asking for too much, but that-wputd be
my goal, if we could possibly achieve it. I think it will
be related to how rational and good and thoughtful and
comprehensive a job we do here.

If we stick with current law or something Like it, there
is no doubt in my mind that we wiLL be back at”penﬁions
again and again and again. And the very goal of the Senator
from Hawaii, which I strongly support, which is
predictability, will in fact be the one we don't achieve,
even though he and I both seek to achieve it.
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Senator Métsunaga. If the Seﬁétof will yield; I
appreciate the Senator's support =--

Senator Heinz. I didn't say I was going to support
his amendment.

Senator Matsunaga. Oh. At least the support in
principle and perhaps the goal --

Senator Heinz. Is agreed upon.

Senator Matsunaga. Actually, in the last five years,
as the Senator may know, terminations of plans have increased
by 300 percent, and the principal reason given by employers
for such terminations is that they havé got inadequate time
and attention to consider the full ramifications of the
changes that have been made, some of which of course surface
in the chairman's proposal; and the expense of the plan
amendment, Légal expense.

And this is particularly burdensome for small businesses.
And of course, Hawaii is primarily small businesses, and
they have come to me in droves saying that they are being
forced to terminate their plans if we insist on changes.

Now, the House bill, Mr. Chairman, under coverage,
which Senator Heinz pointed out, should be further studied.
The House bill provides for further study, whereas in your

proposal, Mr. Chairman, you imposed stricter rules than

perhaps =--

The Chairman. Well, in one section only.
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Senator Matsunaga. In coverage.
The Chairman. Yes. In fairness, and ‘I do appreciafe
the fact that several days ago you gave the staff the
amendments that you were talking about -

Senator Matsunaga. Right.

The Chairman. But I think there is a dffference in
philosophy. You would like to keep .current law in most
areas. I find the current Law unfair to m%ddte income
employees and to lower income employees.

Senator Matsunaga. To retain present lLaw, Mr. Chairman,
primarily for the purpose of letting business adjust. If
we are going to make any changes, we oQght to project into
the future 5 to 10 years so that they can lay out their
plans in accordance .with what the chairman deems to be a
fairer or an improvement in the law.

The Chairman. Senator Moynihan?

Senator Moynihan. MWMr. Chairman( I certainly héve heard
the same kinds of propositions as Senator Matsunaga and
Senator Heinz have put forth. I think we all have. I am
pleased to learn that in Hawaii there are more employers
than there are lawyers.

But can I ask my routine question this morning? As I
look at page 10 under Title XIV, the President's proposal
would raise 316 billion, and the House proposal would raise
$5 billion, and we lLose %400 million, a patfern we have seen
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all morning.

And I wonder if Mr. Mentz can tell us what is the case
for raising the revenue as the President proposed it and
what he thinks about our proposal té lose revenue.

Mr. Mentz. Senator, I would be glad to. It was a
question that I did anticipate..

Treasury II, as written in May of 1985, provided an
$8,000 Limit for 401(k). When Treasury II was estimated by
the Joint Committee in July, it came up $25 billion short
of revenue neutrality.

As a result< Treasury had pledged to the chairman of
the Ways and Means Committee that we would amend our plan
to have it start out revenue neutral.

The two significant amendments that brought it down to
revenue neutrality were (1) complete elimination of 4017(k)
and (2) a change in index FIFO inventories.

Now, the reason 401(k) was eliminated in part some of
the points that have been mentioned already this morning,
401(k), since it is voluntary with each individual, you
would tend naturally to get a discriminatory pattern. You
will tend naturally to have the higher income people be in
a position to defer, whereas the lower income peoplevnot
be in a position to do so; and also 401(k) may be regarded
as less of a method for retirement saving than a normal
defined benefit pension plan where amounts are put away, and
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it is only at retirement age--55 or 60 or 65-- that an

annuity is provided.

The Chairman. May I interrupt to ask a question?

Mr. Mentz. Sure.

The Chairman. The answer to Senator Moynihan's question
is that you principatly got rid of the 401(k)'s and that is
where the big savings in revenue came in?

Mr. Mentz. Yes. We gét rid of the 401(k)'s in order
to make up a good piece of that revenue.

Now, I think what the chairman has done is taken the
$7,000 401(¢k) limit and has basically met the tax policy
objectioh to existing 401(k), that %s, as you exblained,
it tends to benefit very much the higher income people,
but he has not completely repealed 401(k).

And frankly, I think that there really is very Little
if any sentiment for complete repeal. I think the
egptanation of the President's proposal is more in the
historical context tﬁat I --

Senator Mo?nihan. Was it revenue driven?

Mr. Mentz. Totally.

Senator Moynihan. Then, how come we end up losing?

The Chairman. Again, the difference between the House
and my provision is that we backloaded the IRA, whereas the
House frontloaded it. And in essence, you could not have
had an IRA and a 401(k), and that costs about $3.5 billion
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to allow you to have a combination of $7,000 IRA and 401(¢k)
total.

Mr. Colvin. Senator Moynihan, one additional area
where the chairman's proposal Loses revenue compared to the
House bill is it extends 401(k) plans to State and local
governmentse.

That was terminated under the House bill,

Senator Moynihan. Thank you.

Senator Bradley. Mr. Chairman?

The Chairman. Senator Bradley?

Senator Bradley. If I could bho back to the IRAs where
you have minus 3.6. Just for the record, what did IRAs cost
Last year without the additionaL benefit?

Mr. Mentz. I think, Senator, thaE mings 3.6 would have
extended the spousal contribgtion.

Senator Bradley. Yes, I understand. I just want to
know what does the current IRA provision cost the Government?

Mr. Brockway. In fiscal year 1987, our estimate was
that the IRA provision resulted in a revenue loss of $15.9
billion. |

Senator Bradley. $15.9 billion. Now, when we passed
the IRA in 1981, what was the estimate? Do we know?

Mr. Brockway. It was significantly less than that.

Senator Bradley. But, I mean, by a wide margin, wasn't
it? I mean,'wasn't it about--wasn't the estimate about $3
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to $4 billion, it was going to be?

Mr. Brocgway. I don't recall the exact figures, but I
think you are right.

Senator Bradley. We were off in our ability to estimate
how much IRAs would cost by about $12 billion. So, now 1in
this proposal, we are suggesting essentially, and the
President has suggested as well, to double the IRA. Is
that not correct? Give a spousal IRA?

The Chairman. That may or may not double it. It
presumes that everybody who can afford a $2,QDO IRA would
buy another $2,000 IRA for a nonworking spouse. And I guess
that would double it, if everybody did it.

Senator Bradley. I am not suggesting that we have $30
billion in IRAs now, by this change, but I am suggesting
that it might be a Little higher than $3.6 billion.

In other words, how did you arrive at $3.6 billion?

Mr. Brockway. We essentially used data on the number
of one-earner couples that benefit from this provision. I
think it is worth pointing out that many couples--two-earner
couples essentially--would not be affected by this provision.

This is just one-earner couples, and it is only thése
where the full $2,250 that is allowed under present lLaw is
already being utilized.‘

Senator Bradtey. PRight,

Mr. Brockway. So, we tabulated data on that and tried
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“to make an estimate.

Senator Bradley. Do you also have what income level
that falls in?

Mr. Brockway. We don't have a specific estimate of the
income leveL_that this particular proVision would be used
by.

Seﬁator Bradley. Because it is my guess that the income
level that wop(d be able to use the spousal IRA would be an
upper middle to higher income LeveL_person, consistent with
what Mr. Mentz has said about IRAs generally.

And I think that we might want to consider that ?act
as well as the revenue lLoss which might be considerably
differenﬁ. And I just wanted to raise that for the chairman's
attention and suggest that maybe, when we come back to this
issue, that might be something that I would want to talk
about.

The Chairman. Senator Boren?

Senator Boren. Mr. Chairman, I wondered on the 401(k)
about the ceiling question, the $30,000 and the $7,000. What
is the revenue gain that occurgvby Lduering that cap?

fir. Brockway. We think that about $1.7 billion is
raised by taking the $30,000 down to the $7,000 Level.

Senator Boren. Is that roughly calibrated? 1In other
words, if you went to $17,000 or whatever, would that still

raise about half the revenue?
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Mr. Brockway. HNo. What happens is that there are only
a few people, a relatively few péopte, affected by even a
$7,000 cap; and once you raise it even $1,000 or $2,000,
virtually all the effect of the proposa[ goes away because
there are just not that many people who are making more
than $7,000 or $8,000 or $9,000.

Senator Boren. Have you done any kind of study on--
I am totd that so many of the new companies, the start-up
companies, are considering whether or not to start these
plans--the entrepreneur involved or the executive involved.
Many of them might just decide not to have plans for the
rest of their employees if they didn't have a personal
incentive to create them themgetves.

The Chairman. I talked about that earlier. I can
give you some personal experience on thét because I have

asked 15 or 20 companies who have 401(k)'s with a rather

broad participation, first, what was their average

contribution. 98 percent are less than $7,000.

Senator Boren. Right. )

The Chairman. Randy Weiss is right about how many
are contributing above that; but several of the employers,
very frankly, said they never would have put it in th for
the.$30,000, and they were putting it in for themgétves.

And {f( by chance, their employees took advantage of

it, why so much the better for the employees; but you know,
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that is Like saying: Why should we have any tax@tion on
peopte who make over $500,000 a year? There aren't enough
of them to make any difference in terms of income.

5o, at some stage, I don't think the retirement policy
of the Federal Government ought to be to disproportionately
encourage the very privileged to set aside money for
retirement in the hopes that some of the middle income
taxpayers might get covered.

Senator Boren. Well, the only thing I would say about
that is that we have to be somewhat cautious because
especially when you have newer and smaller--probably the
smaller the operation, the more important it is in terms of
the attitude--but if indeed 98 percent of the people
benefitting from 401(k)'s fall below the ceiling, there is
some significant benefit to the creation of it for lots and
lots of people.

I think to sort of turn the argument around a Little
bit, I think we have to consider that point --

Sgnator Durenberger. Before you leave that point,
would you yield for just a short question.on the point you
are raising and that the chairman responded to?

In addition to the more well-paid execufives, it has
been my experience--and maybe somebody can confirm or deny

this-—-that there is another group of employees who utilize

401(k)'s above $6,000 or $7,000 or %8,000; and that is people
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who work very hard, say, the first 20 years of their existence
to raise a family, educate their kids, they are getting
their kids through college, and so forth.

They have now reached about 50 yeérs of age. Their
salary or their income is about as high as it is going to
get, with some incremental increases; but their costs are
starting to go down again.

So, at that point, .it becomes possible for them to do
what.they weren't able to do when all of their income was
going into current expenses--household expenses--and that is
to start saving via 401(Ck).

Now, what does experience tell us about that kind of
a reality?

Senator Moynihan. Mr. Chairman, may I offer the
thought that experience tell us that they never leave home.

(l_aughter)

(Continued on the next page)
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Senator Durenberger. Well, that has to do with the
refrigerator.

(Laughter)

Senator Durenberger. But is there an answer.to that?
The Chairman is characterizing the 70006 and over as being the
wealthier employees, and. I am suggesting that there is a whole
other group of employees that the size of their income has
nothing to do with it, it is the size of their‘expense
relative to their age.

Mr. Colvin. Senator Durenberger, we have seen informa-
tion that savings rates increase with age, as you point out;
but I believe that a majority of people even in those higher
savings rates would not reach the 7000 limit.

The Chairman. I wonder if we might march through this
section, because we have about 50 pages to go in the entire
section.

David?

Senator Boren. I just wanted to mention the two elements
that I may offer an amendment on later. They deal with the
material on pages 143 and 152, with early withdrawal and also
company withdrawal from qualified pension plans.

I am very concerned.

The Chairman. Was your latter one the reversions? Did
you say company withdrawal from pepsions?

Senator Boren. The company_withdrawal, and also the
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early-out before age 59 and a half.

Like everone else, I want to make sure that we preserve
the security of these funds, that we don't have them
endangered. But where we have over-funding of plans --
we have some. situations that have resulted from the great
stress. that our economy is going through in our region right
now.

One of our largest corporate citizens, for example, had
no choice but to sell. He's going to have to do some of this
while still keeping its plan well above the minimums required
by law and by prudence. And there are also some people that
are getting retired that don't want to retire; they are
being forced to terminate early before age 59 and a half. We
have had massive layoffs in the energy industries and in
corporatiops in that area that are totally non-voluntary, and
many of these people are now unemployed and are going to have
a tough time finding other jobs.

So I want us to at least think about not penalizing some
of those people that are now being forced by economic
developments.

The Chairman. If you could,.I would appreciate it, and
most of the members have been very good so far about letting
me know in writing some of the things they are thinking of.
The reason for that is going back to the guestion Max Baucus
asked earlier about the schedules, now that we are going to be
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going morning and afternoon, and when are we going to be doing
such and such a thing. That depends upon how many amendments
there are, and it depends upon how many are going to be
adopted.

I have a rough idea, as I see them ahead of time. You
can get a pretty good sense as to which ones are going to take
time and which ones aren't. But we will be, with the
exception of the day set aside for the Canadian-American
pre-trade negotiations, and one day for hearings on the
excises, going Monday through Eriday, mornings and after-
noons, with the possibility of votes on issues on all
occasions with the rule-of-thumb exception of maybe Friday
afternoons and Monday mornings.

Senator Boren. Wéll, I will probably have amendments
to those two sections, Mr. Chairman.

The Chairman. Senator Danforth, then Senator Baucus,
then Senator Matsunaga.

Senator Danforth. Mr. Chairman, I may have an amendment
disallowing deductions for IRAs in the case of funding IRAs
from borrowed money.

The Chairman. I thought that was in the bill.

Senator Danforth. No.

Mr. Brockway; Mr. Chairman, your proposal has a
provision to disallow the interest deduction on borrwed funds.

The Chairman. Oh, you are going to disalloﬁ the
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borrowing altogether?

Senator Danforth. Disallow the IRA deduction in the case
of just shifting money from borrowing to savings.

The Chairman. All right.

Senator Baucus?

Senator Baucus. Mr. Chairman, I would like to pass
notice that I have some amendments, too. One is going to be
to change the Social Security maximum wage base -- as used,
the Social Security maximum wage base -- a percent of that
with a limit, the upper limit, for the 40l(k)s. It seems to
me it makes good sense if we are going to " index the maximum
Social Security wage base for Social Security, we should also
do the same thing for 40l1(k)s, just have some concommity in
policy here.

My thought is that that upper limit, therefore, would be
either 25 percent of the base, or 20 percent of the base.

If it is 25 percent, I think it comes out to about, instead
of $7000, I guess $10,000.

But anyway, I want to set the principle of concomity and
parallelism between the two. So, I will be offering that.

The Chairman. Again is a request: If you could just
have ycur staff give it to our staff, even in its idea form --
it doesn't have to be technically drafted -- so we have a
rough idea of what you are aiming at.

Senator Baucus. And in addition, I would allow an
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employee to buy an ESOP,. $2500, above and in addition to the
wage limit for 401 (k)s, so long as the stock is held for a
requisite period of time, in my case at least three years.

What I am trying to do is encourage more employee
participation in companies. That's why I think the ESOP
limit, the contribution, should be at a reasonable level,
say $2500, and in addition to the 401 (k) limit.

Also, slightly changing the non-discrimination rules,
basically, Mr. Chairman, adopting your approach, but
liberalizing it just slightly from your approach. It seems
to me that there is not discrimination against the middle-
income employees -~ that is, it seems to me that those
middle-income employees, those middle-income. wage earners,
have an opportunity to join or not join many plans depending
on how they marshall théir assets. But it further seems to
me that those non-discrimination rules shduld not be
tightened up qﬁite as tight as they would be under your
approach.

Finally, if I might add, I want to help the availability
of 401 (k) programs to smaller business; that is, 401 (k) master
or prototype plan I think should be more readily available to
smaller concerns.

As it is now, it is very, very difficult and it is very
expensive for a company to file a 401 (k) plan, with high

attorneys' fees, and I am trying to get rid of those attorneys'
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fees, frankly, in the filing requirements so that smaller-
.sized bﬁsinesses can more readily --

The Chairman. I have no philosophical objection to the
last, although some of the biggest abuses I have seen of this
are in small firms of highly-compensated people that take
full advantage of the $30,000 deduction each. And I don}t
think that is what we intended for the.small businesses.

Senator Baucus. Mr. Chairman, that is true, but I think
the non-discrimination rules could take care of that. I just
don't think that smaller firms should be impeded of filing a
plan just because of the complexity of the legal requirements.

The Chairman. Let me announce, if I can, for those who
are now here, what I hope we will be able to do the rest of
the week in terms of both going through the bill and taking
some action on amendménts.

Tomorrow I would like to make some final decisions on "
both energy and ACRS{ if we can. Tomorrow afternoon, back to
pensions again, going through this, although we will continue
to go through it for another 45 minutes or an hour today.

On Thursday morning, I would like to be able 0 make
some decisions on the accounting provisions that we have
already gone over. And on Thursday afternoon go to the
foreign tax provisions, for préliminary discussion, and the
same next Monday morning, preliminary discussions. I have said

Friday will be the Canadian free-trade hearing.
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Senator Moynihan. Mr. Chairman, the discussions also
on Monday morning?

The Chairman. Yes.

2nd then, if we move along that fast, going on to bonds,
preliminary discussion, on Monday afternoon. And preliminary
discussion on.individual and insuarance taxation on Tuesday.

Senator Bradley. So, no votes on Monday?

The Chairman. I don't plan any votes on Monday right
now.

Senator Danforth. Mr. Chairman?

The Chairman. Yes?

Senator Danforth. If members present to you their
suggestions or present to the staff their suggestions for
amendments, would it be possible for those suggestions to be
circulated in advance to the members, so that we could get
some idea of what we are going to be voting on in advance?

The Chairman. What I would hope is -- we will try to.

I would hope all the members would circulate their own
amendments to the other members. And I would think that any
member who wants his amendments adopted might circultate them
beyond just me and get them to the other members.

Senator Danforth. It would also be helpful if there is
some judgment as to what the revenue effects would be.

The Chairman. Our Joint Committee will try on it. I

can't guarantee that they will always have it all the time,
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but they will try on them.

But it is up to the member to at least go and ask what
the revenue estimates are, just don't ﬁhrow them out to the
wind and assume that some of them fall on the Joint Committee,
and that they will pick them up off the street, maké:estimateé
on them, and throw them back up in the wind and hope that
they arrive someplace else.

Senator Matsunaga. Mr. Chairman, in that regard may I
ask unanimous consent that the Chairman request of the Joint
Committee the revenue estimates on my amendment?

The Chairman. They will do the best they caﬂ.

Senator Matsunaga. The Chairman will so request?

The Chairman. I will réquest it. I cannot by
unanimous consent guarantee they can produce it.

Senator Matsunaga. But a request will be made. Thank

you.

The Chairman. Now let us continue oﬁ through the
section. Out of 50 pages in the last hour we have gotten
through a quarter of a page.

Mr. Colvin. Mr. Chairman, on page 125, the 401 (k)
elecgive deferrals are limited to 57000, and the last dollar
offset is used instead of the first dollar offset in the
House bill.

On page 126, that should also be read with page 127. That

relates to the non-discrimination requirements for 401 (k)
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plans and the change made by the Chairman's proposal, on page

'127, where the average deferral percentage ratios are

tightened somewhat from the current law.

However, as I said, that should be :ead in connection
with the previous page, where the tighter, higher-compensated
employees definition is not used, and so the effect of the-
Chairman's proposal is to be significantly more relaxed than
the rules that would be in the House bill.

Page 128, a number of other issues reléting to 401 (k)
plans. A couple of the major ones: the extension of 401 (k)
plans to state and local employees; another ié the limit of
hardship withdrawals to elective deferrals. Those are the
major points on that page.

Senator Heinz. ~ Mr. Chairman, can I just go back one
page here? 1In terms of the hon—discrimination recquirements
on CODAs?

John, how would you describe the main differences between
the House bill and the Chairman's proposal, with respect to
that?

Mr. Colvin. The Chairman's proposal does not change the
"highly-compensated" definition. It retains the cne-third/
two-thirds from current law.

Senator Heinz. ' And what are the effects, as you see

it? Or what policy goals are achieved by doing one and not

the other? One set or the other?
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Mr. Colvin. The effect of the Chairman's proposal
compared to current léw is to tighten discrimination rules for
401 (k) plans. It does not go as far as the House bill did.

Senator Heinz. And how different do you see the
Chairman's proposal being from current law?

Mr. Colvin. The impact would vary by the company's
payroll situation. But I could give an example:

Let's say that today the non-prohibited group -- that is,
the bottom two-thirds paid of the work force -- were
deferring 3 percent into a 401 (k) plan. Under current law,
the top bne—third could elect to defer 6 percent of their
income into the 401 (k) plan. So, it's 3 percent versus 6
percent.

Under the Chairman's proposal, it would be 5 percent.

So, under the Chairman's proposal if the bottom-paid two-thirds
were electing to defer 3 percent, the top-paid one-third
could elect to defer 5 percent. That is somewhat tighter than
current law but doesn't go as far as the House bill did,
because they tightened the definition of "highly compensated."

Senator Heinz. All right. Thank you. Very helpful.

The Chairman. Do you want to go on to employze matching
contributions, page 129?

Mr. Colvin. These provisions are somewhat similar to the
average deferral percentage ratios that we just talked about
for 401 (k) plans.
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On page 129 and 130, the Chairman'a proposal imposes the
same kind of average deferral test on employer matching
contributions.

The Chairman. And these are similar to the President's
proposals, aqd the revenue estimates are about the same on
all of them, right? |

Mr. Colvin. The revenue estimates are not stated
separately on page 10, but that is probably correct.

The Chairman. You interrupt, Mr. Secretary, as we are
going, if you have additional comments.

Mrr. Mentz. I will.

The Chairman. Go ahead, John.

Mr. Colvin. On page 131, the subject there are the
deferred compensation plans of state and local governments.
These are sometimes called "section 457 plans."

The principal éhange made by the Chairman's proposal is

to require distributions over the retirement years of the

participants. That prevents the possibility of continuing

tax sheltering into the retirement years for a state and local
employee.

On page 132, the top there is the continuation of the
item I just mentioned. At the bottom of page 132, it would
tax the investment earnings of an annuity policy owned by a
corporation or trust -- that is item A. And item B would

impose a .15 percent additional income tax on withdrawals from
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annuities prior to age 59 and a half.

Senator Heinz. Mr. Chairman?

The Chairman. Senator Heinz?

Senator Heinz. Mr. Chairman, let me ask staff on that.

Now, as I understand a deferred annuity cohtract, aren't
those contracts purchased with after-tax money, as opposed to
before-tax money, like a CODA? I see heads nodding up and
dowﬁ. Is that correct?

Mr. Strella.  Yes.

Senator Heinz. Given the fact that these are in fact,
in a sense, not purchased with what we would count. as tax
expenditures -- these being purchased with after-tax money --
why would we want to subject them to as high a penalty
withdrawal tax as we would in the case of 401(k)s and IRAs?

Mr. Col?in. The earnings on thése annuities accumulate
income tax free. So, while there is not a tax incentive going
in, there is an element of untaxed income during the period
the. annuity is held.

Senator Heinz. Oh, I understand that. But if you jusf
do the math, clearly somebody who is putting in pre-tax money,
and getting the benefit of the inside buildup, is getting the
inside buildup not only on the part that would have béén taxed
but the part -- both parts: the part that would have been
taxed and the part that would never be taxed. Whereas, with

a deferred annuity contract, the base is lower in a sense,
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because after-tax money is going in, and you are not getting
any inside buildup on contributions that weren't previously
taxed, as you do under a CODA.

Therefore, it seems logical to me that, since fhere is
less benefit, there should be less of a penalty for early
withdrawal.

Mr. Brockway. Senator Heinz, the early withdrawal tax
would apply onlyﬁto the earnings in the case of a deferred
annuity. So, the penalty would be much less.

Senator Heinz. It would only be on the inside buildup,
you are saying?i

Mr. Brockway. Right. It would not apply to the
contribution, because, precisely.as you stated, it is out of
after-tax dollars.

Senator Heinz. That is all well and good, but it still
does’not answer my question about the difference and the
source of the buildup.

Now, the source of the buildup in this case comes from
after-tax money. In the case of the CODA it comes from
deferred compensation that is pre-taxed. And it seems to me
there is still a iegitimate distinction.

I hear what you are saying, that it is only on the inside
buildup, but, you know, the person who is in the CODA is

being subjected to a 15 percent tax on the inside buildup of

funds that were pre-taxed funds and not after-tax funds. And
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it seems to me that you could make a very good case that you
shouldn't tax both of those the same. And I am arguing the

case as to why you should tax this as highly as you tax the

former.

Mr. Mentz. Senator, if I may reply, you are quite right
that they are not the same. You have identified one aspect
of it, but the other is that moneys coming out of & CODA
or indeed out of any qualified plan come out of a plan where
by law there is a discrimination test and a whole set of
statutory rules that are designed to provide at‘least some
benefit for the middle class. That is the basis of the tax
subsidy, as you indicated before.

A deferred annuity is simply an individual investment.
Typically, a deferred annuity would be purchased not by your
middlewincome fellow but by a higher-income person who wants
the deferral, and if he bought a bond or any other kind of an
investment he wopld most likely be forced to take income into
account every year.

So, I fhink your point is exactly right, these are not
the same as ﬁone?s coming out of 401 (k) or any other kind of a
qualified plan.

The reason for the same 15 percent tax is kind of rough
justice -- it is qot the same in one respect, it is not as
good; and in the other respect it is not as bad. But that is
really the rationale. . |
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Senator Heinz. These people, it seems to me, fit into
Dave Durenberger's category that he was talkihg about a moment
ago: they are in a sense people whose employment periods could
be average. But, because they are making these arrangements
at - age 50 -- people at age 50 have averagely higher incomes
than people at age‘40 or 30 or 20 -- and you are talking about
people who have gotten a lot of their expenses, putting their
kids through college and so forth, behind them but have not
had the opportunity to save, and in effect are attempting to
save some retirement income on an after-tax basis from their
relatively highér income. I am concerned that we are being
a little tough on them.

Mr. Ment§. Well, T think that is right; I think they
will first put their money into an IRA, a 401(k), any kind of
a qualified vehicle that ﬁhey can find, even aﬂ employee
contribution that is not matched to a qualified plan, so that
the income can accumulate tax free. And then they will go to
the deferred annuity.

Senator Heinz. Thank you, Mr. Chairman.

The Chairman. Go ahead, John.

Mr. Colvin. The next issue is on page 133, and it
concerns tax-sheltered annuities. The principal parts of the
Chairman's proposal in this area are the limit of elective
deferrals to $7000, which corresponds to the limit of 401 (k)s.

As compared to the House bill, the Chairman's proposal uses a
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last-dollar offset instead of a first-dollar offset, relating
to IRA contributions. And finally, the Chairman's proposal
includes the special catch-up provisions which primari;y
benefit the situation Senator Durenberger was mentioning
earlier with respect to people whose savings increase in their
later years.

Senator Heinz. Mr. Chairman, on those tax shelter
annuities, the 403(d)s, and op the 401 (k)s, I would hope that,
irrespective of whether we set the limit at $7000, or
irrespectively if we modify that or not, tha we would index
whatever limit we set to the Social Security wagé base, as you
have done in other parts of your proposal with respect to the
defined benefit or the defined contribution plan limit.

It seems to me one way of building instability to
whatever changes we make is to build in changes that will
automatically take into account, in the limitations, the kind
of changes in inflation and the value of those contributions
that cculd be eroded over time, were we not to index them to
the Social Security wage base.

I will probably have an amendment as part of my package
to do that.

Mr. Colvin. The next issue on page 134 is the simplified
employee pension provision, taken from the legislation
introduced by Senators Heinz and Chafee.

It is a provision not contained in either the President's

Moffitt Reporting Associates

Falls Church, Virginia 22046
(713) 937.4759




10

1

12

13

14

15
16
17
18
1
20
21
22
23
24

25

105

proposal or the House bill, and it has a revenue loss of about

.$200 million over the period.

This is a simplified form of employee pension plan which
is much like an Individual Retirement Account, coupled with a
non-discrimination rulenprovided in current léw, and it
would contain the liberalizations described on pages 134 and
135. And as I said, that is taken from the RIPA pension
bill introducéd by Senators Heinz and Chafee.

Senator Heinz. Mr. Chairman, on that, I will have
probably four minor changeé -- not to change the intent but
just some perfecting amendments. So that bill, RIPA was
written about a year ago. We have gotten a lot of good
comments, but we think we could make it even simpler and more
workable.

The Chairman. ThankAyou.

Mr. Colvin. The next issue is on page 135, and it
relates to coverage requirements for pension plans. Under
current law, speaking generally, an employer must cover 56
percent of the workforce or a fair cross-section of employees,
and this propoéal raises the 56 percent to 80-percent. That
is a variation éf the propdsal in the Heinz-Chafee legisla-
tion.

Senator Heinz. Let me know before you leave this,
because I have a couple of questions I want to ask here.

The Chairman. Go ahead, John.
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Senator Heinz. The goal of the provisions in RIPA
under the non-discrimination rules is basically tc try and
extend coverage to employees who are currently excluded from
coverage altogether.

I am not interested in forcing uniformity in benefits.
As I mentioned earlier, uniformity in benefits, when it comes
to pension benefits, doesn't make sense, because of the way
Social Security .benefits are structured. They are much more
generous to the lower-income people, and then tail off, as
measured by replacement rates, as you get upscale to the
Social Security wage base. And then, of course, they tend to
disappear at that point.for people with higher incomes.

There are some differences in what you have drafted hére
compared to RIPA, and I just want to be clear on whether the
intent of the Chairman's draft is to prevent reasonable
disparities between a salaried and hourly plant, or merely to
prevent the extreme disparities that were permitted under
Revenue Ruling 83-58.

Mr. Colvin. It is to prevent only the extreme dispar- .
ities, and that is why the revenue ruling is specifically
identified as being reversed. And that revenue ruling is
described on page 136 on the spreadsheet.

Senator Heinz. I have received some comment that there
is some uncertainty about what our goals were, the staff's

goals were here, and I think we are going to have to do some
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clarification, because there has been some misinterpretation
of that intent. The intent you described is one I fully
support. I think we are going to have to find some ways. to
make it clear that that, in fact, is the intent, because there
is some concern that the language as written doesn't do
justice to what you have just described, John.

Mr. Colvin. The next separate issue is on page 137,
which relates to non-discrimination rules for sect:ion 403 (b)
annuities, tax-sheltered annuities.

The Chairman's proposal does not impose non-
discrimination rules in that area; The House bill had done
so, but they had acknowledged the difficulty of applying them

due to the special circumstances faced by the groups involved.

discrimination rules.

éenator Grassley. Mr. Chairman, we are on 403(b)?

The Chairman. That is correct.

Senator Grassley. As it relates to some church
organizations, there has been a great concern expressed over
some of the provisions that are in here.

It is my understanding, although it seems to have
worked out, maybe changes in this area are not looked upon
badly by staff or by you. We haven't really gotten down to
great detail in this effort, but I would hope that we could

maybe work something out in this area, because it seems to me,
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at least with thechurch groups, dealing with -- even today.

I mean; sure? over the last two or three decades ~-- with a
group of people who early in ﬁheir professions, particularly
if they have had family respoﬁsibilities and haven't been
able to save a lot of money, and then maybe in the out-years
after the kids are away from home they have been able to save
a larger amount of money foi retirement, in later years, that
is just one facet.of it.

The other one is that basically a whole pay to begin.
And I would hope that we couldvmake some changes in this
area so that it is not detrimental to that cause.

The Chairman. In this area, we were all subject to
significant lobbying by churches, Boy and Girl Scouts, YMCAs,
a different.type of organization from the normal employer that
manufactures something.

So in my draft I did not apply the normal non-
discrimination rules, because some of those organizations have
had a historical concept of professional and clerical, for
lack of a better term, and they covered their professionals
in an entirely different way.

I think, prospéctively, I would like to change it; but I
am not going to argue that battle now. But they simply
overwhelmed us, and they are all organizations that we have
all learned to love, like, and adore.

In terms of whether they should be given a special
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exception -- because I pulled down the limits to the 401 (k)
limits -- whether they should get a different exception than
the employees that Senator Durenberger referred to, or the
others, who have worked until they are 45 or 50 and their
children have left, and they are now in a position, and are
making slightly more money, to put in more money, I am not
sure whether that case can honestly be made as between
somebcdy who has worked all of his or her life for the
Episcopalian Church and somebody who has worked all of his
or her life for 3M.

Senator Danforth can make that distinction, he says.

Senator Grassley. I guess I want to ask the committee
to consider that point of view. Or, if that is trying to
carve out too special an exemption for a group that I don't
even really think we would cbnsider "a special interest,"
if there is some other way to do it, I would be happy to
look at those ways. But I think we have to deal with it,
because generaily I look with sympathy upon these people who
go beyond and above the call of duty, not limited to a 40-
hour work, to serve society.

The Chairman. Go ahead, John.

Mr. Colvin. The next issue is on page 138, Social
Security integration. This proposal is significantly --

The Chairman. This is almost directly from Heinz-
Chafee, isn't it?
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Mr. Colvin. That is correct, Mr. Chairman.

Senator Heinz. Mr. Chairman, I probably will have an
amendment that somewhat modifies this, that would permit
employers to limit combined Social Security and employer-
provided pension benefits to 100 percent of an employee's
final pay.

The whole purpose of the integration section is simply
to prevent employers from integrating, as one or two or a
very few do, out people who thought that they were going to
get a pension plan.

The Chairman. Then they have an offset, and they have
nothing secured.

Senator Heinz. Then there is an offset, and some little
65-year-old lady finds that, even after contributing for 10
years, she has absolutely no pension whatsoever. That is
the goal of this section; it is not to try to impose some
arbitrary definition of "fairness." It is to get at what I
really perceive to be very serious abuses.

The Chairman. 4I thought the point you wanted in terms
of the integration was well taken, and I think the point you
raise now is a good point.

Mr. Colvin. The next major issue is on page 140, item
F, the limitation in the -- limits the amount of includable
compensation in a pension plan that can be taken into account,

to $200,000.
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On page 141 are provisions relating to vesting. These
are taken from the Heinz-Chafee legislation, and they
provide five—yéar vesting for pension plans.

The next issue is on page 143, withdrawal of the
benefits.

The Chairman. Here we might ask for the Secretary's
opinion, because I know this was an area that the Adminis-
tration had strong feelings in, on the 15-percent tax on the
pension withdrawals before age 59 and a haif.

Mr. Mentz. I wasn't sure what you were referring to,
Mr. Chairman, but we support the Chairman's bill in this
regard; the 15 peréent tax we think makes senée. It is
basically a tax on early distributions.

We have had, and I am sure you héve had as well, folks
come in to tell you that 59 and a half is too late, that it
should be earlier, it should be upon retirement at any age,
and so forth. And perhaps there are nuances there.

But basically I would just like to say that ‘the
Administration and the Tréasury Department supports your
position here. |

Senator Boren. Mr. Chairman, what is the effective date
on that provision, under your draft? Would that be January 1,
19872

Mr. Colvin. Generally.

Senator Boren. So, it would not take effect if there
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were withdrawals prior to that period? It would not take
effect? Because, as I say, we are confronting a situation
where we have had some massive layoffs and forced early
retirements, and these people are not really able to get
other employment at this point in time.

Haw many people do you think would be affected if there
were some kind of an exception made, where you have
involuntary early retirement situations?

Mr. Colvin. If they took the money from the pension plan
to use it to buy an annuity, in.effect they would be
exempted under this proposal. If they were to use the money
currently, they would be -~

Senator Boren. The problem you have -- take a company
in the energy industry. We have had some companies that have
had to shrink their workforce by as much as one-fourth. And
so they have had massive forced early retirements at say
age 55. Many of these people, given the climate in that
industry, are simply not able to get other jobs, so they are
going to have to draw that out in order to live on it.

And it seems a bit harsh, if there is a situation where
they are a part of a forced contraction of the workforce at a
company, and they are forced out of employment and are not
re-employed. It seems like a rather harsh effect on them at
this point in time, when they are already going to have to
be -- their expectations were to work past 59 and a half, and
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1 to have a higher retirement when they did retire. But now

d

g%; A 2 they are being forced into early retirement.

#
3 Mr. Mentz. And presumably they need the cash.
4 Senator Boren. They need the cash, yes.

5 Mr. Mentz. You can always roll it into an IRA, but they
6 || can't afford to do that. |

7 Senator Boren. They are going‘tq have to live on it.

8 Mr. Mentz. Yes. Well, as I mentioned before, you do

9 || get into nuances as to whether 59 and a half is the right

10 | age, or whefher that indeed is the right rule.

11 If someone is 35 and gets a distribution, I think it is a
12 || pretty clear case.

13 Senator Boren. Oh, surely. 1In fact, I don't even object

O

14 || to the 59 and a half at all, if we are dealing with a
15 || voluntary situation. But if we are, say, dealing with above

16 | age 50 and it is an involuntary situation, where it is a matter

17 Il of company policy that these people are subject to involuntary
18 || layoffs, I think we might want to work on some sort of an
19 || exception for that kind of a situation.
20 Mr. Mentz. Well, let us work with you on that. It may
01 ||Pe easier to have just an age cutoff rafher than to get into
22 ||whether it was voluntary or involuntary. You get into
23 ||[Provisions that the IRS will have trouble administering. But
\ 24 {let us get with you on that, Senator Boren.
25 Senator Boren. The prospective effective date helps us
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as to those that are already having to go through it, and
there are 2500 more in one community in Oklahoma that are
going to be forced into itAin the next two months. So, that
helps, the prospective effective date. But I woﬁld like to
at least think with‘you about that.

The Chairman. Senator Heinz, and then Senator Grassley.

Senator Heinz. Mr. Chaifman, what we aré discussing,
of course, also relates back to pége 128 and yoﬁr provisions
on withdrawals.

As I understand the Chairman's proposal, you don't have
a definition of "hardship," and don't permit, therefore,
hardship withdrawals. 1Is that rigﬁt, John?

Mr. Colvin. For 401(k) plans, hardship withdrawals are
allowed for the electric deferrals, but not for pension
plans.

Senator Heinz. But not for pension plans.

The idea, as I understand it, and I address this either
to you or Mr. Mentz, of the 15 percent excise tax here is
that the 15 percent tax fully recaptures the tax benefits from
retirement money that is used prior to retirémenﬁ for other
purposes. That is the reason we have the 15 percent, is it
not?

Mr. Mentz. That is the theory, although it i§ of course
rough.

Senator Heinz. Yes.
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Mr. Mentz. Now, you are recapturing benefits from, in
effect, not the intended use of the tax benefit;

Senatbr Heinz. But the idea is to discourage the use
of this money unnecessarily?

Mr. Mentz. Correct.

Senator Heinz. Now, under the Chairman's prosposal,
could somebody still, nonetheless, if they had a hardship,
withdraw their money?

Mr. Mentz. They could from a 401(k). And if you are
talking about a regular pension or a profit-sharing plan,
ordinarily hot, I believe.

That's right, not from a pension plan; because a pension
plan is designed to provide a pension. But if it is a profit-
sharing plan, yes.

Senator Heinz. Oh. Under profit-sharing plans, some of
which are 401? Profit-sharing plans typically are 401 (k)
plans, are they not?

Mr. Mentz. That is true, but a profit-sharing plan is a
much broader group than just 401 (k).

Senator Heinz.. I agree.

But now, if our goal is simply to discourage unnecessary
Qithdrawals, and somebody has a genuine hardship -- they have
huge medical bills; they have a terrible casualty loss: their
house or their farm burns down; maybe, in Dave Boren's

example, someone becomes laid off from their steel mill in
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Alliquippa, or their town in Oklahoma, as the case may be, at
age 55, and the unemployment rate is 50 percent in that area,
we might decide that could be a hardship, and obviously I have
some concerns that it is -- people could take their money
from a 401 (k) or a profit-sharing plan .under the committee
print, and they would be subjected to a 15 percent tax, would
they not?

Mr. Mentz. That's right.

Senator Heinz. Well, Mr. Chairman, my concern is that,
if we can arrive at a definition of a genuine hardship, that
we shouldn't tax people on a hardship situation if it is
genuine, because that overshoots what I think we want to do.
We just don't want this to be a kind of convenient tax-
favored way for savings for niceties that one wants'to have
at some future time.

So, Mr. Chairman, I hdpe to be able to draw up an
amendment that will achieve the purpose of not unduly taxing
genuine hardéhip withdrawals.

The Chairman. Senator Grassley?

Senator Grassley. Mr. Chairman, someone is going to have
to sell me on the theory behind this 15-percent tax on some
plan other than just, what I understand the reason is, the
uniformity between those plans and Keoghs and Iras, unless I
am wrong, because it seems to me like Congress has evolved a

policy where certain plans could have early withdrawal, at
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some age before 59 and a haif. And then we evolved Keogh
plans and IRAs that had the 59 and a half year in them for
another reason, because they served a different purpose.

Now we are trying to say that because we have: it for
Keoghs and IRAs at 59 and a half, then it ought to be for all
of them; whereas, it seems to me like if that rationale would
be good tcday, then when we evolved the 59 and a half for
IRAs and Keoghs we should have applied all of these
retirement programs; the same principle.

In other words, there had to be some reason at the time
Congress adoptéd these original plans, made them.permissable
under tax law, that we didn't have the 59 and a half yeafs in
there.

The Chairman. I am not sure we thought about it that
much at the time we started those plans —- dr, to put it the
other way around, at the time those plans were started. We
didn't really start them.

But philosophically, we are asking people to put money
aside for retirement -- whether it was the Keoghs or the 401s,
or pre-those days. And they get a tax benefit for putting it
aside. Then, we ought to be very wary about letting it be
withdrawn for other than retirement purposes, because we
weren't allowing the tax deductions for other than retirement
purposes.

Senator Grassley. So, in other words, if you retired
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at 55 or 56, then there is no 1l5-percent tax applicable?

The Chairﬁaﬁ. That is if they roll it over, as I recall,
into an annuity. Then there is not a tax.

Mr. Mentz. Yes, or take an annuity.

Senator Grassley. But what is wrong if they just draw
it out? 1If théy actually retire at age 55, why shouldn't they
be able to draw it out and not pay the 15-percent tax, if it
was the philosophy at thé time the Congress adopted it that
it was all right? Now, why penalize, just because we have
established an arbitrary policy for Keoghs and other plans for
59 and a half?

Mr. Colvin. Senator Grassley, the theory behind the
proposal is that retirement tax incentives should result in
benefiting the retirement years, and not benefit later working
years, let's say. So, the penalty would apply if the money is
used before age 59 and a half, unless it is put into an
annuity. But if a person does retire in their fifties, let's
say, and puts the money into an annuity, the penalty would not
apply. |

So, in short, the theory is to target the pension and
retirement and savings incentives to retirement years..

Senator Grassley. Let me ask you. Maybe I don't under-
stand how it works. But what is the gimmick about rdlling
over into an annuity? Can't you draw out? If I retire at

age 55, and I have a system there that I have for retirement,
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can't I just draw it out on a monthly basis and not pay the
15-percent tax?

Mr. Colvin. If you receive the annuity compuﬁed based
on your remaining life, you avoid the penalty tax.

Senator Grassley. Under this plan?

Mr. Colvin. Yes, sir. And so, that encourages you to
use your pension incentive for the retirement years.

Senator Grassley. If you actually the retirement at
age 55, say between 55 and 59 and a half, you don't have to
pay the 15-percent tax?

Mr. Colvin. No, sir. It is only the lump-sum
withdrawals before 59 and a half that this would catch.

Senator Bradley. May I ask Treasury a question?

In the sheet that we were éiven, withdrawals before age
59 and a half, the President's proposal raises 1.9 and our
bill raises 2.1 billion. My question: Current law has a
l0-percent early withdrawal penalty; the President. had a
20-percent early withdrawal penalty; Senator Packwood has a
15-percent early withdrawal penalty. How can a drop froﬁ 20
to 15 produce more revenue?

Mr. Mentz. It was 20, but it would have dropped to 10
under certain circumstances. And I believe in the House they
concluded that, rather than have a different sﬁandard as to
which penalty applied, it would be just easier to make it one

rate, 15 percent. I think we subscribed to that. It is an
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improvement.

The Chairman. Go ahead, John.

Mr. Colvin. On page 144 there are a cojple of special
issues in this area for taxjsheltered annuities. The
proposal broadens withdrawal restrictions which now apply to
some 403(b) annuities to all withdrawals, and it limits
hardship withdrawals to elective deferrals.

On page 145, item B is the change from ten-year
averaging to five-year ‘averaging for lump-sum distributions
from pension plans.

On page 146 there are several issues. The one that has
received the most attention is the three-year basis-
recovery rule, which is repealed by the President's proposal
and the House bill and the Chairman's proposal.

The Chairman. Except we have a prospective effective
date; the House's is last January -- is it January or July?
I can't remember.

Mr. Colvin. The House billlwould have been effective .
July 1, 1986. |

The Chairman. And ours is half-effective next January
and fully-effective the January after that.

Mr. Colvin. That is correct.

Senator Chafee. I will have an amendment on that,

Mr. Chairman.

The Chairman. Go ahead, John. Let's see if we can get
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through thelast four or five pages until we get onto
employee Benefits. I am not sure there 'is any point in
starting the entire eﬁployee benefit package today, because
it is a long package.

Mr. Colvin. Page 147 are the provisions relating to
loans from qualified plans.

The Chairman's proposal includes a provision also from
the House bill and the President's bill which has the effect
of preventing rollovers of loans year after year, thus
effectively bypassing the limits on loans enacted by Congress,
I believe in 1982.

On page 148 is the issue of the limits on contributions
and benefits under pension plans.

The Chairman's proposal retains the $30,000 limit on
defined~contribution plans.

The Chairman. There again you are very simliar to Heinz-
Chafee on that. ”

Mr. Colvin. That.is correct, and the Chairman's proposal
allows the $90,000 limit on defined-benefit plans to be
indexed until it reaches $120,000. And then, when it achieves
a ratio of 4:1 with the defined-contribution limit, both would
be indexed. And the basis of the indexing is the Social
Security wage base. And several of those concepts are in the
Heinz-Chafee legislation.

On page 149 are some special provisions relating to
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employee groups that. have unique characteristics, primarily

that they have early retirement years, and so. the limit on

benefits is calculated in a special way for those groups.

On page 150 is the question of treatment of pension
benefits greater than $112,500. Under the Chairman's
proposal and the House bill there would be a l5-percent
excise tax imposed on pension income greater than that
amount.

Senator Heinz. Mr. Chairman, I will have an amendment
on that.

The Chairman. On the $112,500?

"Senator Heinz. Yes.

Mr. Colvin. On page 151 are some provisions that the
House bill had included. The Chairman's proposal does not
include them because of the Social Security integration
provisions in the Senate bill. These provisions would be
redundant with those provisions.

On page 152, the 25 percent limit on aggregate
compensation available for pension plans would be applied to
a few additional categories of pension plan, and the purpose
is to prevent abuse in connection with attempts to bypass
those limits.

On the bottom of page 152 is the issue of asset-
reversion under qualified plans. This would impose a

recapture tax on plan reversions coming back to the employer.
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Mr. Mentz. Mr. Chairman, on that point, I would just
like to note that the effective date is very important, and
it is reversions after 12-31-85. If you slip that effective
date, you provide an incentive for plan terminations to
escape the tax. That is what happeﬁed at the end of last
year.

So, that is one effective date, one of the very few
effective dates, that should stay at 12-31-85.

Mr. Colvin. On page 153 is a provision providing for
a general prospective effective date for most of the major
provisions of this Title; so that they would not require
plan amendments until after December 31, 1988.

And on page 154 is a provision from the‘House bill that
collective bargaining agfeements @ust be boha fide to be
eligible for fﬁe collective bargaining rules in the
provisions.

And that completes the pension por£ion of the spread-
sheets. |

The Chairman. Why don't we stop there, and we will move
to trying to finalize.the bulk of energy and ACRS tomorrow,
if we can. And then tomorrowjafternoon, go through, starting
with the employee-benefits section.

(Whereupon, at 12:28 p.m., the meeting was recessed, to

reconvene Wednesday morning, April 8, 1986, at 9:30 a.m.)
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April 8, 1986

MATSUNAGA AMENDMENT TO PROPOSAL ON BASIC PENSION RULES

ELIMINATE UNNECESSARY BURDENS AND NEED FOR PLAN AMENDMENTS

Retain current law rules regarding minimum coverage
requirements. :

Eliminate proposal to apply new minimum participation
requirements to qualified plans.

Delete proposal to apply a new limitation on the amount of
compensation that can be taken into account in determining
benefits under a qualified plan. :

Retain current law with respect to minimum vesting
requirements.

Retain current law with respect to minimum distribution
requirements.

Retain current law with respect to deduction limit
carryforwards. -

Retain current law permitting an offset of benefits under a
defined benefit plan by an employee's elective deferrals.

Retain current law with respect to the special
nondiscrimination test for 401(k) plans.

Retain current law rules governing permissible integration
with social security. :

Retain current law rules governing overall limits on
contributions and benefits, except retain proposed exceptions
for (i) police, firefighters and pilots (and also corrections
officers); (ii) cost-of living arrangements; and (iii)
certain health and welfare agencies.

Delete proposal to impose special non-discrimination
requirements on employer matching contributions.

Provide that plan amendments, if any, required by changes
resulting from tax reform need not be made until the the date
after January 1, 1989 on which the plan is next amended;
provided (i) that the plan complies in operation with the
changes as of any seperately stated effective date; and (ii)
the amendment applies retroactively to any such effective
date.

ELIMINATE BURDENSOME RESTRICTIONS ON DISTRIBUTIONS TO EMPLOYEES

Delete proposals which would increase the additional
income tax on withdrawals prior to age 59 1/2 from 10%
to 15% for IRAs, from 5% to 15% for non-qualified
deferred annuity contracts and from 0% to 15% for
qualified retirement plans and qualified annuities.

Delete proposal to apply a 15% excise tax on annual
distributions from tax-favored retirement arrangements
in excess of $112,500.

Retain current law regarding hardship withdrawals from
401 (k) plans and 403(b) annuities.
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(1) Solvent Farmer Income Forgiveness

Discharge of indebtedness income arising from an
agreement between a solvent individual engaged in the trade
or business of farming and an unrelated financial institution
to write-down qualified agricultural indebtedness would be
treated as income realized by an insolvent individual under
Code section 108.

Individuals would be treated as engaged in the trade or
business of farming if at least 50 percent of their average
annual gross receipts during the three taxable years
preceding the year of the debt write-down was derived from
the trade or business of farming. Additionally, only those
individuals having a debt-equity ratio of at least 70-30
immediately before the write-down would be eligible for this
treatment.

Qualified agricultural indebtedness would be defined as
debt incurred to finance the production of agricultural
products or livestock in the United States, or debt secured
by farmland or farm machinery and equipment.

The ordering rules of section 108 would be applied by
offsetting basis in farmland last. '




Joint Committee on Taxation
April 4, 1986
JCX-3-86

Estimated Revenue Effects of Tax Reform Provisions Contained in the President”s Proposal,
the House Bill (H.R. 3838), and the Pinance Committee Chairman”s Proposal
for Fiscal Years 1986-1991*

[Billions of Dollars)

President’s House Chairman”s
Provision Proposal Bill Pr
1986-1990 1986-1990 1986-1991

I.—INDIVIDUAL INOOME TAX PROVISIONS

A. Basic Rate Structure:

Tax rate schedules (includes capital 9AINS) teiieiiiiiiioctanenennnnnnnnnas —=224.6 -134.2 -131.4
Zero bracket amount (standard deductlon) -17.9 -32.6 -51.9
Personal exemption and repeal of additional exemption for the elderly :

and blmd -163.5 -147.5 -156.3
Floor under itemized deductlons P/L 40.9 P/L
Limitation on tax-liability reduction for highest-bracket individuals

attributable to personal exemptions and certain itemized deductions...... P/L P/L 21.1
Two—ear ner deductlon 24.8 27.0 27.1
Earned income cred1t -7.6 -11.8 -12.6
Income averagmg 4.0 6.3 7.9

P/I. Present Law
—— NoO revenue effect

*NOTES : Estimates for the President’s proposal and House Bill were based on earlier economic forecasts and were
estimated for fiscal years 1986-90 only. Therefore, figures are not being provided as current reven:s
estimates, but for "order of magnitude® comparisons only. ,

Estimates reflect changes in income taxes, excise taxes, and employment taxes. Outlay effects as well as
revenue changes are included.

Estimates assume the enactment of the Consol idated Omibus Budget Reconciliation Act of 1985 (H.R. 3128);
thus, provisions in H.R. 3128 that were listed in the comparative spreadsheet prepared for the Finance

Committee tax reform markup (JCS-8-86) have been deleted from these estimates.




Provision Pr: Bill

B. Tax Treatment of the Elderly and Disabled:
Credit for the elderly -4,
Unemployment COMPENSAt 10N et et tttteneeeteeenoceeeeneeeennsoeennnsannnnnens 2.
Worker“s compensation and black lung disability..ceeiieeennneeeneneennnns 4,

c. mmlarshimamFellwships.............Q.................l.....l........-. 0‘
D. Deductions for Personal Expenditures:

Itemized deduction for certain State and local taXeS....eveeeeeconcccecaes 111.8 P/L
Char itable deduction for nomtemlzers. 2.5 -2.5

Adoption expenses (1) (1) -

Deductibility of mortgage interest and taxes allocable to tax-free
allowances for ministers and military PeLSOMNEl..cierereececsccsncnannonsese P/L (2)

E. Expenses for Business or Investment:
Travel and entertainment B - 6.1 11.4
Employee business expenses, investment expenses and other
miscellaneous itemized AeAUCE IONS .t et tetietnenennneeneeneacnnnnnnnonensns 7.1 13.2

Fo mlitical m‘trimtimsTaxCrﬁit.oo.n...-.oo-co.o...ooooo.oooo-oooooo..oo. 1.1 0.5
Go PfeSidential ca"mignchmkoffolo-o.ooo-..'o...0-0'oooo.o.c..ooo.oo.o.onoo.oc _— Pﬁl
W: Il'ﬂiVidlm Im .rax mwisim...--o-o.......'0....................0...........

II.MWWMWWMWH

A. Depreciation:
Accelerated (incentive) depreciation SYStemM. . uiiniieeeeeeeescnnenccncnenas 32.
IrﬂexingOQO.......CO‘..........C.t..................O.l'........l..l...... 1

2.0

: 1.7
Gainmdlsmsitim.ooooic...000..QOo.....‘looaoooooo.o.oooo..‘l.......'c'o 0.6 (1)

1.4

Emnsim.oo-..oooo..o.....-ocoo.o.ooo.o-o.oooo.o.'..oono.c...ool....o.ooo

B. Windfall Recapture of Excess Accelerated Depreciation....ceeeveeececceeceaee. 47.6 P/L

C. Reqular Tnvestment Tax Credit:

All(’dable Cl'Edit-........a.aoA........o..-...--..........-..o..-...-...... 130.3 130.3
Transitim IU1eS........oo.ooo-o...o.--00...0‘.-........-00-00-Oo.oo-onoo.. m——— -10.0

P/L
3.2
P/L
0.6
19.8
-6.9
P/L

(2)

12.1
14.7
P/L
P/L
-252.7

N
F-S
e o

NNO B
L]
NWOWwWwWw®

é’é.

P/L

171.3
-24.1



Provision

President’s
Pr

House Chairsan”s

Bill

Proposal

1986-1990

1986-1990

1986-1991

D. Mandatory Refund of Unused ITC CAL L YOV S, e eveeesescasnsnccoscencsascnscanes P/L

Eo Fim Iﬁases..-.oo.o-.o...oooooo.oo.oo....o-..oooo.l......oooo.-oo..ooo.o. pﬂ‘

F. Multi-Family Residential Rental Housing PrOViSioNS..cceiieeeeeeececnenscanes -—

[N iy W
OUARANR AL

II1.—AOCCOUNTING

A. sSimplified Dollar Value LIFO Method for Certain Small Businesses. ... ceessnns P/L

B. Limitations on the Use of the Cash Method of ACCOUNtiNg.cveeeeeececnesonnnne 4.0

Co Install“ent Sales....ooo-oo-ooo.oo.o...-..o-o..-olo.-..u.o...ooooococooo.o.o 2.6

D. Capitalization of Inventory, Construction, and Development Costs:
Inventory 11.5
Self-constructed property and noninventory property produced for sale..... 4.4
Long-term OONE L ACE S .t tteneneeeeeteeseeeeeesaceseeascosscscencenensnnans 5.6

0.3

Interest

. E. Special Treatment of Certain Items:
Reserves for bad debts.....ccvviveeeeeennnn.

4.4
Returns of magazine, paperbacks, and FEOOLAS. ceivereeoceocecncscencnccseee 0.1
Qualified discount OOUPONS . e o s ocesosseatsaccencasascnnesssasscssssoscesesss 0.1

Subtotal: Acoounting

IV.—CAPTTAL GAINS

....."Q...‘..........l......Il......ll.I.....0...............'... 1

A. IrﬁiVidual Capital Gains-ooo'0oo.ocoo---.ncbono..-..oq.....--ocoo‘o.-o..-..oo (4)

B. Cormratecapital (;ainS.ooooOC-ooQo-c.oo..o;oo-..o-....o...o.oo-ootoo"u.o-. Pﬁl

Co Imntive StxkOptims..-oooo.-o-o...ooc-o't'...o....o.......'o..aoooootooo Pﬂl

D. Small Business Participating [0 =Ta 1 - P P/L

P/L
0.9

-008

m a'ﬁ l—m.........ooo..o.......oooo...............eoea.e9900690005..000000000

(4)
(4)
P/L
P/L

-0.6
1.4

(3)
1439

-2‘7

(4)
P/L
(5)
-1.4




fresident’s House Chairmsan’s

provisien TSOETI0" TSR0 T3ORTel

E. Stra&les..ooooo...-.nooooo.ononoo.o.-ooo.coo.oon..o.o.o..oo...o..o.o...o.-. Pﬂ.l pﬂl 004

A. Increased Penalties:
Penalties relating to information FOLUINS.ceeeenecescecncsencescncocnonees (1) (1) (1)
Penalty for failure to pay AN S, i eteeeeeeeeecncessesocceseonccaenconcenes 1.8 1.5 1.5
Negligence and fraud PeNAlt S e eeeniitreeesenceecaneeacescocasscnacennns P/L (1) (1)

B. Interest Provisions:
IMeumtrﬂeu.“.“.u.u.".“.“.u.“.".u.“.”.“.n.“.“.n.”.. P/L 1.4 1.7
Underpayments of accumilated €ANINGS tAX..eoetoreeoneoseacoeesocaconnnnes ?/L (L (1)
Interest on tax refunds................;.................................. P/L P/L -0.2

C. Information Reporting Provisions: .
Reporting on real estate ErANSACt IONS . et iteneareceeececeencansnnacnnnnns P/L 1.0 1.0
Reporting on-persons receiving Federal CONLLACES.cvetenereecceccescannnnes P/L 0.1 0.1
Reporting of State and local income and property taxes
paid by individuals...................................................... P/L 0.2 (1)
Tax-exempt interest required to be shown on tax returnsS...........e....... P/L (1) P/L

D. Suspend Statute of Limitations During Prolonged Dispute with
Third Parties.ocoo.uo.o.-.o..o.ooo.ooo..ooo-oo-.oooo-too.o-o--o..oo.no.oo-o pﬂj Pﬂl (1)

E. Tax Shelters:
) e T P/L "P/L 0.8
Tax shelter LG IStr At ION. et tieeeetiiieetieneecneeennnceoncnocenneosnnnnn. P/L P/L (5)
Penalty for failure to register a tax Shelter..iveiieerreeeeencenennneanes P/L P/L (1)
Penalty for failure to report the tax shelter identification number....... ?/L P/L (1)
Penalty for failure to maintain lists of INVEStOrS. . uueeeeeeeeeenncnncnnns P/L P/L (1)
Tax shelter interest...................................................... P/L P/L 0.4

F. Estimated Tax Payments by Individuals....................................... P/L 1.8 1.8

G. Tax Litigation and Tax Court:
Awards of attorneys fees in tax CASES e eteenetnesasssacnnocasssnncessosssns P/L (2) (2)



‘ President”s House Chairmaen”s
Provision H% Bill Pri&
9 99 T1986-1330 1991
Exhaustion of administrative remedies......c..cceveeeeveuenoeenennennnnnnnn. P/L (1) P/L
Taxcmrt wwisims...'...........................I..'O.....'.......l..‘. Pﬂl pﬂ‘ (2)
H. Tax Administration Provisions:
Authority to rescind statutory notice of deficienCy..ecieeeeevenecnnencenns P/L — -—
Authority to abate interest due to errors or delays by the IRS............ P/1L (2) (2)
Suspension of compounding where interest on deficiency is suspended....... P/L (2) (2)
Exemption for levy for service-connected disability paymentS.....ccc000ue. P/L (2) (2)
Modification of administrative rules applicable to forfeiture............. P/L (1) P/L
Certain recordkeeping reqUiremMeNt S, cueeeeeeeneereeeeoeennnnnoeennnnnennn. P/L (1) P/L
I. Modification of-Employee Withholding Allowance e 1 P/L (1) (1)
J. ReportonReturn—F'ree'I‘axSystem........................,.................... —-—— — -_—
K. Decrease Period of Tax Deferral for PrUSES.cuieeetereeceeaneccececcscannanes P/L P/L 1.7
L. Payment of InCOMe TaXeS Of ESLateS..eseeeeueeeereeeenenssscocecenonnnnnnnnn. P/L P/L 0.9
M: mlim arﬂmmnist[atim.....................'........I..............Q. 9.1
VI.—OORPORATE AND GENERAL BUSINESS TAXATION
A. In General:
Corporate tax rates (includes capital GAINS) teeerrrencecccnccesconcasanses =91.7 -87.8 -108.7
CO!'[D[ate diVidendS mid dedmtimooo-o-o-o-n.o..ooo..ouooo.ooo-ooo-o.o--o -16.‘, —204 Pﬂl
Corporate dividends received QedUCEiON. .t itiieeteeeeeeeeccasccasccncaanns P/L 1.2 1.1
Dividerﬂ exclusim for i‘ﬁividuals...............'.....'.'...I".......... 2'2 2.6' 2.9
Stwk rﬁemim mmnts................C..‘Q.i................l..'...... PA‘ h— -
Limitations on net operating loss (NOL) CALLYOVELS.eseeersssssccccncoanses P/L 0.4 0.2
Recognition of gain or loss on liquidating sales and distributions........ P/L 2.2 2.6
Modification of merger and acquisition FULeS. . cuinnreeccencncnconconncnnne P/L P/L (2}
#iscellaneous SUDCTIAPLEE T ClIANGES . e s et erreeeeeensocasnnnccacsenennnnnens P/L P/L (1)
Extraordinary dividends received by corporate shareholders................ P/L P/L 0.2
Ordinary income treatment on sales between related entitieS..icecieecennans P/L P/L (2)
Holding period requirement for dividends received deduction..ceecerecceens o/ P/L (1)
Amrtizable mrﬂ gemium-....'......‘..i...lll..........’....'...'..I..'.. Pﬂ-‘ Pﬂ‘ (1)




President”s Bonge
Provision Pr . Bill

1986-1990 1986-1990

Chairman”’s

IPI% 6-1991

B. Rapid Amortization Provisions:

S5-year amortization of trademark and tradename expenditureS...cceeeencecaees 0.1 0.1
5-year amortization of pollution control facilitieS..ciieneeenneinenennnns (1) (1)
50-year amortization of qualified railroad grading and tunnel bores....... (1) (1)
Deduction for loss in value of bus—operating authorities.....ceeeeceeeenees P/L P/L
C. Deductibility of Federal Excise Taxes and TariffS......ceeeeeecececncccnnnes P/L P/L
D. Other Capital-Related Costs: ’
Marine Capital Construction Fund........ceeeuueunnn.. ceceesecesscesasscnnnn 0.4 (1)
Limitation on business tax credits......... ceccccans cecccencnaes P/L 1.3 .
Contributions in aid of construction....... cscerscsans P/L 0.5

&mal: mate mmd msim“ mtim'........................................
VII.—ENERGY, AGRICULTURE, TIMBER, AND NATURAL RESOURCES

A. Agricultural Provisions:

Special expensing provisions......... cecsenens cesesan cececcsscsaanas 0.4 0.3
Farming and ranching CoStS....ceveeeeceecnnne.. 0.9 0.5
Treatment of certain plant variety protection certificates as patents..... P/L (2)
Dispositions of converted wet lands and highly erodible croplands......... P/L (1)
PrepaymentsS. . ccceveeeccnsene cesesssnsscene P/L P/L
B. Timber and Ornamental Trees:
Reforestation B e (1) (1)
Expenses of growing timber and ornamental LS.t eieeeernacecscencnnnanses 2.2 3.7
C. Capital Gains for Coal, Iron Ore, and Timber:
Capital gain treatment for coal and domestic iron ore royaltieS.c.eeeeee.. 0.4 0.3
Capital gain rules applicable to LB 1 - 0.9 0.9
D. Hard Minerals:
Exploration and development OOt S ieurereeeseeescnsnsconosccanscsnsncncons P/L 0.2
Depletion of hard mineralS...c.eeeeeeveeeeeneeennnnnn.. seesensassae 1.7 1.4
Mining and solid waste reclamation costs..... tesecnas cesesencsssssasessann 0.2 P/L
Gain on disposition of interest in MiNing Property.....eeceeeeceeescens (1) (1)

0.1
(1)
(1)
(2)

62.6

0.2
P/L
P/L
(1)
0.1

P/L
P/L

P/L
P/L

(1)
P/L
P/L
P/L




President”s House
Provision Proposal Bill

Chairmen”’s

Proposal

1986-1990 1986-1990

1986~-1991

E. 0il and Gas:
Intangible drilling 0SS i innntiinetteeteteetseteneesaseecsacennnennnnens P/L 1.2
Depletion for oil and GBS e e esnecccrocscctocececcscosscccoccccccnnonconsss 2.0 3.0
Gain on disposition of interest in oil, gas, or geothermal property..ce... (1) (1)

F. Energy-Related Tax Credits and Other Incentives:

Residential energy tax CLEAES. e tineeiieiinrsnereonenennsenncennnnnnnnnnn P/L -0.4
Business energy tax credlts P/L -0.1

Credit for fuels from nonconventional SOULCES . s ceesnasccsscossnsacsosccenss (1) (1)
Alcohol fuels credit and tax exemptions; import AUEY......eveeeveennnnn... (1) (2)

G. Gift & Estate Tax Deductions for Certain Conservation Easement Donations.. .o P/L P/L

M: Mw' thtme' Tim' mmtmal m&s..........O.....C.............
VIII.—EXCISE AND EMPLOYMENT TAXES

A. Excise Taxes:
Increase in wine excise tax rates to beer tax equivalent rate.....coeev... P/L P/L
Adjust alcohol, tobacco, and fuel excise tax rates to reflect
increases in pnoe P/L P/L
Collection of diesel fuel B et iittiiieeieneenceeecneeeeoscncennannnnns P/L (1)
Taxicab fuels tax exenptlon P/L (2)
Windfall profit tax exemption for exchanges of crude (o) 1 P/L (5)

B. Employment Taxes: .
FUTA tax (for agricultural WAGES) cocccrontonunnnsacncansnnnncacnnennnnnnns P/L P/L

M: mimmwlm m....................Q................................ .

IX.—FINANCIAL INSTTTUTIONS

A. Reserve for Bad Debts:

(1)
P/L
P/L

-0.6
-0.7
(1)
(2)

(2)

1.5

11.2
P/L
P/L
P/L




President’s House Chairsen”s

Provision Proposal Bill Pr
986-1990  1986-1990 T1986-1991
C. Reorganizations of Financially-Troubled Thrift InstitutionS..eeeeeeeeeennans -_ 1.4 0.4
D. Credit Unions..... cecccccccsassone ceesas teeceserscertesecsctnstrattcnsscanas 1.3 P/L P/L
E. Special Rules for Net Operating Loss Carryovers of Depository Institutions.. (1) (1) -1.4
F. Treatment of Losses on Deposits in Insolvent Financial Institutions......... P/L (2) P/L
Subtotal: Financial INStitutionS....eee.eeeeeeenennnneeeeennnnnreeeeeeeennnnnnnnnnmemeen.. .

X.—FOREIGN TAX PROVISIONS

A. Foreign Tax Credit:

Foreign tax credit L L 13 4 PO ceses 9.3 2.1 1.9
Credit for taxes in lieu of income LAXeS . eeteneresueerececnaconncasnnnnnes P/L 2.1 1.8
Effect of losses on foreign tax Credit. .o ciiniieeeeceeccenoococccccanonnas (6) 0.1 0.1
Deemed-paid CrALt e et iiinteeneneeeeeesaeessceeennnncconnsoncennnnnnsnnnss (k) 0.3 0.3
B. Source Rules: _ \
Income derived from purchase and sales of inventory-type property......... 3.5 0.3 (1)
Income from manufacture and sale of inventory-type property......eeeceee.. (6) 1.4 (1)
Income from the sale of intangible PrOPeILY . cceeceecnccsccscccancscnnonnes (6) (1) (1)
Income derived form sale of other personal Property.cecececcesceccecccacana (6) (1) (1)
Transportation income......c.... Seesc et teteceneccteresntsesancasssaseeee (k) 0.6 0.6
Other offshore income and income earned in SPACE. . cessecssccccecccasscnnss (6) (1) (1)
Dividend and interest INOOME. e teeeeteneeeeeeeneeesososocseesncncennnnses (6) 0.1 (1)
Allocation of interest and other EXPENSES . ceeteeccssssssccssacscccassnanes (6) 3.3 1.4
C. U.S. Taxation of Income Earned Through Foreign Corporations:
Tax haven income subject to current BAK. ceeetnennncntorecacnconcsecnncnnnss P/L 1.5 0.5
Application of accumulated earnings tax and personal holding
company tax to foreign COrPOratioNS..u.eieeereeeeeesenncecsoneennnonnnnn. P/L (1) (1)
D. Special Tax Provisions:
Possession tax credit........ R X T T csccencsecenens conse 0.1 0.3 0.2
Other rules with respect to U.S. possessions.......... cecescscscssssseveoa (1) (1) (1)
Taxation of U.S. employees of Panama Canal COMMiSSION. e easeoneeseanenss P/L (1) (1)

Foreign Sales Corporations (FSCS)........... Crseceaans tececssssvonas essace P/L 0.6 P/L
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1986-1991

Private sector earnings of Americans - oo - o P/L 0.2
Transfers of intangibles to related parties outside of the UeSeeeeeeocanes P/L 0.3
Compliance provisions applicable to U.S. persons resident abroad.....ceev.e P/L P
Foreign investment COMPANIES 1 ¢ e eeteeeeneronsoonacnnensnnsnscossnsenssnsenss P/L 0

E. Foreign Taxpayers:

Bra-"wu—le'v'el tax..o...-...l-ooo..o.oo ooooo 0000000000000 000000see ®e 00000000 (1) 0.1

Retain character of effectively oconnect INOCOME.seeeeesseoceasssaccosnese P/L (1)
Tax-free exchanges by 122021 o -1 - P/L (1)
Excise tax on insurance premiums paid to foreign insurers....... tescane P/L 0.2

Foreign investment in U.S. business ASSeL S ccttcenecstrasenocnecanancnnsne P/L P/L -

Withholding tax on interest paid to foreign PersonS.....ceeeeeeencccccenes P/L P/L
Reporting by foreign-controlled U.S. COrPOrat 1ONS. s teteeeeeeaseacnccecnee P/L P/L
Foreign investors in U.S. PartNerShipsS...cuceiiieeeeeneeececncecsccccnsenss P/L P/L
Income of foreign GOVEINMENES . ¢ o eoteecessosscoscsscccssneasssescocosaneess P/L P/L
Transfer prices for imports (sec. 482).......cccvevevvnnnn.. P/L P/L
Dual resident COMPANIES..cceeeeeeenesnsesnocoorenessenns /L P/L
Interest paid to related tax-exempt PArtieS.cetirieieieeeecacennscancncens P/L P/L

F. Foreign Currency Exchange Gain OF LOSS......eeeeeeennnnnn.. (1) 0.1

M: meigﬂ mx Prwisims..o........'..O...o.................Q..............o.I..O.

XI.—INSURANCE PRODUCTS AND OOMPANIES

A. Insurance Products:
Life insuranm Fail]cts...egeoaooooooooooooooooo-.oooo.oooo ooooooooooo ccee 0.2 -
otmr mlimlder issms..........................‘.....'.. ...... o 00000 (l) (l)

B. Life Insurance Companies:
Reserves 2.0 P/L
Special deductlons 3.5 3.5
Tax-exempt entities encaged in insurance BCLivitieSuiiieeeeecencenennnncnes P/L 1.8

Operations loss deduction of insolvent companies........... P/L (2.’.)

C. Property and Casualty Insurance Companies:
Reserve dﬁmtioﬂs..'................C..........‘.Q..; .................... 4.8 4.8

P/L
P/L
(1)

0.1

0.2
(1)
(1)

P/L

0.4

0.3
(1)
(1)

0.2

- (1)

0.2

0.1

(1)

P/L
3.6
P/L
(2)

P/L



- 10 -

Provision

Protection against loss account for mutual COMPANIES . e cteececeecsncncsonns
Special exemptions, rates, and deductions of small mutual companies.......

A. Nonbusiness Interest Limits:

Interest sllbj&t tO limtatim....o-...c.oootoo'....ooooooooooooooooonl-no 2.4

P/L
&m: I.ntefest m..............o.-Q.o..o........o.o.........o..00................

0.4
B. Deduction for Interest on Loans to Make IRA Contributions....c...... .

XIII.—MINIMOM TAX

A. Ir‘diVidual MiniﬂllmTax...............-....

1.6 19.1

B. Corm[ateMinimm‘Tax.....loo...oo.n..oooo-o.ooco nnnnnnn ®600cecscsssvsoons e 10.4 508
aml: "i.ﬂimn Tax......o...-o-.....o.................0....0.........0..............0..

XIV.—PENSIONS AND DEFERRED QOMPENSATION; EMPLOYER BENEFITS; ESOPs

A. Treatment of Tax-Favored Savings:

Individual retirement A000UNES . (TRAS) teveeenneeeeoeacennoosenoccoonnennnn.
Qualified cash or deferred arrangements (sec. 401(k) PlansS)...ccececececee.
Employer matching contributions and employee contributionS....ceeeceeeee..
Unfunded deferred compensation arrangements of State and local

governments and tax-exempt ML oYL . e i ivteeeeeenncncasenccaconconnnenns
Deferred annuity CONE L ACE S . et tetnteceeecocosncoccescecoscoseocoocnoeennns.s
Elective contributions under tax-sheltered =170 10 D E 5 1= - R
Special rules for simplified eMPlOYEEe PlaNS..ceeeeececeoscoscaceocenoeenn.s

(2)
4.7

-3.6
15.9
(6)
(1)
1.2
P/L
P/L

(1)
0.2
0.3

P/L
B. Minimum Standards for Qualified Plans:

Nondiscrimination ruleS....eueeeeeeceeeceenenen. Ceesessasesesascananssaness (2) (2)
Benefit forfeitllres..l..........."I.I-‘--.‘l.....O................QO..... (2) (2)
Vesting ...... *® o 008 000 ....l....l. ...... .Q....'.. .......... ® o0 0000000 ® 00 0000 PA Pﬂl

P/L .

(6)

10.4
(1)

24.9
20.9

(2)

(7)
(7
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C. Withdrawal of Benefits:
Uniform minimum distribution FULES . i eiteeuecanocoeceanacssencncasnnocssnes
Withdrawals before age L e
Uniform tax treatment of QistributionS..ceieeeeeereeeeconcaceocasenaeenens
Loans under qualified PlanS....cceeeeeieeeecceseeennssoscssonsnncennnennns

D. Tax Deferral Under Qualified Plans:
Overall limits on contributions and benefits......eeeeeeeeeeeerveneeneene.
Deductions for contributions to qualified PlanS.....eeeeeeeeeeeecoeenennn.

Asset reversions under qualified PlanS.....ceeeseeeeeeccccecooceoennnnnees

E. Miscellaneous Pension and Deferred Compensation Provisions:
Plan amendments not required until January 1, 1988......ccveeevnnunnnnnn..
Discretionary contribution 20 2
Requirement that oollective bargaining agreement be bona fide.............
Penalty for overstatement of pension 1iabilitieS....eeeeeeveeeeeeennnnnen.

F. Employee Benefits:
Statutory employee benefit exclusions:
Employee DENe IS, e ueeieeeneeneearasccecnnnsenosccasasccccconosnnennns
Health insurance for self-employed INdividualS..ccveeeeeeeeeeeseocnnacns
Nondiscrimination requirements for employee benefit PlanS...ceceeececannes

G. Employee Stock Ownership Plans (ESOPs):
ms as e"ployee mnefit plans. eS8 0000 eeLrO00000CE0O ® S 0000 PsPESESIOEBSOIBSBOEOEOSIOREOROTES LN )
Irmntives for mp finar‘cim..0.....0..'O.......'...........ll..‘........

(1)
1.9
10.6
(1)

P/L
P/L
P/L
P/L

12.4
P/L
0.5

(1)
(1)
P/L
P/L
P/L

(1)
0.1

-0.5
P/L
0.6
(1)
(1)
0.2
P/L
P/L

(1)
5.8

Subtotal: Pensions and Deferred Compensation; Bmlovee Benefita: MOWa, . . ....c.eeee.

XV.—RESFARCH AND DEVELOPMENT

A. Expensing of R&E Expenditures; Incremental Research Tax Credit:

Emnsir‘g..-..'......‘.Q..............................0......0............
Incremntal tu.crgit..........'.."..".959......IOQODGOOQOGG“...'.....
Donations of scientific EQUI PN e oot eeiteetnerennneneenccoosancacennnennn

P/L
-4.6
P/L

P/L
-3.7
(2)

-2.2

-3.2
0.6
(5)
(1)
0.2
(2)

-0.1

P/L
-9.3
P/L

i



-12 -

President’s House Chairman’s
Provision Pr%l Bill Pr
98 99 1986-1990 986-1991

B. Allocation of Research Expenses to Foreign Source INCOME..ueeeeceeccennnnans P/L -0.5 -0.7
C. Personal HOlAing COMDaNIieS. ccueeseeetetneeeeeeerensenencnansoconennnnennnnn, P/L -0.1 (2)
D. UniversityBasicResearchCredit............................................ P/ -0.3 -0.5
Subtotal: Research and L —=10.5
XVI.—REAL ESTATE PROVISIONS

| A. AL-RiSK RULES...cccvvenreecnennnccacnns crececccccastsnans ceesecseccnanennnnn 0.1 (1) . (1)
B. Tax Credit for Rehabilitation EXpenditures....eeeeeeeeenen. ceeestceceesonnen 7.2 4.0 4.3

C. Low-Income Housing: |
5-year amortization of expenditures to rehabilitate low-income housing.... (1) (2) P/L
Credit for low-income rental housing................ Cecascceccese coeseasease P/ P/L -1.1

Do Real EState InVeSt"Ent Tfusts............... ooooooooooooo e vescscccsscne sescsse Pﬂ) Pﬂl -Ool

&Mal: m]. mte “wisims..-.............‘............................O.........O.. 3.2
XVII.—TAX-RXEMPT BONDS
A. General RestrictionsonTax—Exenption....................................... (8) (8) (8)

B. Tax-Exempt Bonds for Certain Nongovernmental Activities:
Industrial development bonds......... (8) (8) (8)
Student loan e (8) (8) (8)
Mortgage revenue bonds (8) (8) (8)
Tax-exempt bonds for section 501(c) (3) Organizat ioNS..veeeeeeecesccsancase (8) (8) (8)
Qualified redevelopment BONAS .ttt tetiiieiteeeeeennsennceanenennnnnns (8) (8) (8)
Miscellaneous restrictions on tax—exempt bONAS...c.veeeeeanecooccococoonss (8) (8) (8)

C. Volume Limitations on Nongovernmental BonNdS.eeeeennnnnnss 14.3 4.0 -3.6

D. Arbitrage Restrictions:
Profit limitations and determination of bond yield...... ceccccsscssscane .o 0.1 0.1 0.1
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Prohibition of advance refundings......... 0.6
Restriction on early issuance of bonds.......... 0.1
E. Information Reporting Requirement for All Tax-Exempt BONdS......ceeeeeeuon.. -— —_—
F. smcial Trmsitimal m“ims....o06990050005000..90Dﬂocﬂﬂo.l............. Pﬂl -103

G. General Stock Ownership Corporations (GSOCS)........... -— —
Subtotal: Tax-Ewxempt m................................................................

XVIII.—TRUSTS AND ESTATES; GENERATION-SKIPPING TRANSFERS
A. Unearned income of a minor e 1D 8 L 1.2 1.4

B. Income Taxation of Trusts and Estates:
Trusts other than grantor trustS........ceeeeeeeeeennnnn.. tesesssassens 1.1 0.6
Taxation of trusts after the death of the QraANLOr..ceeeeeereccecsccncances (1) (1)
Taxation of distributions to beneficiaries...........o...... cecssrsenseacs (1) (1)
Taxation of previously accumulated INCOME. s iereeteeeeeeneoesnsocascecnases (1) (1)
Grantor trustS........ccceee.. seevcccesas seeoee cesvesans cteecccsanrsstcscne 0.1 0.1
Estates..... cecssssssssne tecesssencces R R N LT T T 0.6 0.2

C. Generation-Skipping Transfer Tax:
Taxable transfers.....ccceeee. cecessesaccansesetesacasceness cecanee (1) (2)
Exemption from L (2) (2)
TaX FAte..ucieienreenreceoccnconnonnsnnnannsns (2) (2)
Credit for State BB S . eiintereneeeeennoetasecennenssecosocascasconcenssns (2) (2)

M: nmsmmtesz matimskiwim nmfers...............................
XIX .—MISCELLANEOUS PROVISIONS '

A. Expiring Provisions: ‘
Tax credit for orphan drug clinical testing............. tecssccssscssoccas P/ (2)
Expensing of costs of removing architectural barriers to the
handicapped and elderly....uiceeeeenencennnecnnnen... tececesssscncscsssssnne P/L (2)
Rules for spouses Of Vietnam MIAS.......oueeeuuensnenrnnonnonn.. cecscrcscnns P/L (2)
Targeted jobs tax credit......ceeveveeeennnn. cscesecssesssesscsaces cecccnse P/L -0.9

(1)
P/L

P/L

0.5

1.0
P/L
P/L
P/L
0.1
0.2

P/L
P/L
P/L
P/L

P/L

~0.1

(2)
-1.1




- 14 -

President”s House Chairman’s

provisen 5B o P

B. Olympic Trust FUNd and EXCiSe TaX....eeeceeeeeocacecsscasoscsscscscncnnenesns P/L (1) (1)

c. Exempt Organizations:
Exchanges and rentals of membership lists of certain tax—exempt

organiutims...‘......‘....Q........l....l...l....'........C....Q.....I. pﬂl (2) -0-1
Distribution of low-cost articles by CharitieS...c.eveeeececececeseoceeeenss P/ (6) (h)

Tax exemption for certain title-holding COMPANIeS....veeececccccescncecens P/L P/L (2)

D. Allocation of Housing Cooperative Interest and TaXeS....ccecceececcccocnsees P/L (2) (2)

E. Foster Care Pamnts.........O.I.....................................l...... Pm (2) N (2)
mal: Hi”um mwism.......I................................................ —1.2
mm.........................................................................‘.....,............ 2.1

Joint Committee on Taxation
April 4, 1986

(1)
(2)
(3)
(4)

(5)
(6)
(7

(8)

Gain of less than $50 million.

Loss of less than $50 million.

The impact of this provision is included in the estimate for item XVI. C. (Credit for low-income rental housing) .
The effects of changes relating to capital gains are included with individual and corporate rate changes (Parts I.
A. and VI. A.).

Negligible.

Estimate for this provision is included in the preceding item.

The preference for tax-exempt interest is assumed not to apply with respect to bonds issued before January 1,
1987. |

The impact of this provision is reflected in item C. XVII. (Volume Limitations on Nongovernmental Bonds).




