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EXECUTIVE COMMITTEE MEETING
BUDGET‘RECONCILIATION LEGISLATION
WEDNESDAY, OCTOB%R 18, 1995
U.S. Senate, |
Committee on Finance,
Wwashington, DC.

| The meeting was convened, hursuant té notice, at
10:30 a.m., in Room SD-215, Dirksen Senate Office
Building, Hon. William V. Roth, Jr., Chairman of the
Committee, presiding.

Also present: Senators Dole, Chafee, Grassley,

Hatch, Simpson, Pressler, D'Amato, Murkowski, Nickles,

Gramm, Movnihan, Baucus, Bradley, Pryor, Rockefeller,

‘ « Breaux, Conrad, "and ~Graham.

Also present: Lindy Paull, staff Director and
Chief Counsel; Joserh Gale, Minority staff Director
and Chief Counsel; Leslie Samuels, Assistant Secretarv
for Tax Policy, Depértment of the Treasurv; Ken Kies,
staff Director, Joint Committee on Taxation: Mark
Prater, Chief Tax Counsel; Doug Fisher, Tax Counsel;

Thomas J. Roesser, Tax Counsel; and Jon Talisman,

chief Tax Counsel, Minority.
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The Chairman. The Committee will come to order.
First, I would like to welcome our new member, Senator
Gramm, to what is his first ﬁeeting of the Finance
Committee.

Phil, I think ----

Senator Gramm. Thank you, Bill.

I think you all agree with me, it is Vell worthwhile,
the wéit to get on the committee, particularly to be here
for the purposes of a tax cut, certainly better than
being here when we were debating tax increases which I
see, Mr. Chairmén, that now the President says he made a
mistake on it and it is your fault.

The Chairman. Well, I was just going to call
attention to the article of ---- where Clinton says N
said yesterday, "I might surprise you to know that I
think I raised them too much, too."

I think we can all agree that the President did
indeedlraise taxes too much. And we are here today, of
course, to give a tax cut to all Americans. That is the
purpose of this meeting today.

Senator Moynihan. Mr. Chairman, I take the
opportunity to welcome Senator Gramm. It could be said
that this committee has needed an economist for a long
while. And I believe you will bé the first professional

economist ever to serve on the Finance.
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And we certainly welcome you, sir.

and I would like to say that, having said that, I‘d
like to take a side issue with what your ---- not your
account, but about what the President says.

Both of you said, Dr. Gramm and you, Mr. Chairman,
that the President said he made a mistake; he raised
taxes too much.

Mf. Chairman, he did not raise taxes. This committee
raised taxes. And this Chairman saw to it that it did.
And we did the right thing.

what you say at a fund raiser at Texas is not the
responsibility of this committee. b

I will have occasion to say earlier on that $500
billion, as the Secretary of Treasury has testified,
produced a fiscal dividend of another $100 billion. That
is the first time we brought the deficit of this country
down. |

It was at $290 billion when we took that legislation.
We brought it down to, this year it will be,
approximately $170 billion.

We put ourselves on a péth of economic recovery that
has not been seen. I believe we are now in the fifty-
fifth month of a recovery. We have essentially full

employment and an inflation rate of approximately 2

percent.
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The President may, in retrospect, think he made a
mistake. I am here to say that I think we did the right
thing. I am increasingly persuaded we did the right
thing when people in election say we did the wrong thing.

Thank you, Mr. Chairman.

The Chairman. Well, thank you, Pat.

[Laughter]'
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OPENING STATEMENT OF THE HONORABLE WILLIAM V. ROTH, JR.,

A U.S. SENATOR FROM DELAWARE

The Chairman. Just let me say this that as far as I
am concerned, we are here to reduce taxes for the purpose
of creating growth.

Sometimes, I think people forget the importance of
creating an environment of growth, jobs, and opportunity.
And that is what we are seeking to do here, first of all,
to take steps that will give a tax break to the American
family. And over 60 percent of ouf tax reductions helps
strengthen the family. i think that is critically
importantAas a goal.

The second largest item is, of course, to promote
investment growth, and as I say, jobs.

Seventy percent of our tax cuts for individuals will
go to Americans earning less than $75,000 a year. Most
families with children under age 18 will get a $500 per
child tax cut. And I am talking about a permanent tax
cut every single year.

Since the average American family has two children,
most families will end up with an extra $1,000 in their
pocket, instead of sending it to Washington.

Now, we have heard a lot about how married couples

are penalized by the tax code because they pay more taxes
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as a couple than if they had never married. And our plan
would go a long way to fix this.

Over 40 percent of the married couples, now that is
23 million couples, will see their marriage penalty
eliminated over the next decade.

And we have included a tax credit for interest on
college loans. I congratulate you, Senator Grassley, on
this proposal.

And for the first time ---- and this is something I
fought for way back when we first approved of IRAs was
giving homemakers a full individual retirement account.

They deserve it. They are working Americans. As I said,

‘"I have supported this for a long time.

And I want to thank K. Bailey Hutchinson and Barbara
McKulski for their tireless efforts to remedy this
inequity.

As I have indicated, we also cut taxes on savings and
investment. Our national savings, especially personal
savings, have tragically continued on a downward path for
several decades.

Most economists believe saving is the most important

' factor for promoting economic growth, productivity, and

job creation. And let’s not forget the impact of higher
economic growth on the Federal budget.

According to CBO, a one-half of a percent GDP growth
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will increase Federal revenues by $267 billion over seven
years. This would more than offset our tax cut plan.

One percent GDP growth will increase Federal revenues by
$534 billion over seven years.

our plan enhances saving and investment by first
cutting taxes on capital gains for individuals by 50
percent by restoring the pre-1986 capital gains rate for
corpofations, 28 percent; and giving special incentives
to encourage venture capital or high-risk investment.
And Senator Hatch has indeed worked hard on this.

Expanding IRAs by gradually increasing the income
limits on deductible IRAs and creating a new IRA—plus
account, what is sometimes referred to as back-loaded
TRA. IRAs are the most popular savings account we have
ever had, asidé from our homes.

And then, we also provide for a new simple pension
plan for small employers with less than 100 workers. I
would like to compliment Senator Dole on this proposal
which provides small businesses and their workers with a
viéble way to save for retirement.

Health care, our tax cuts are also aimed at fostering
personal responsibility in health care. A new medical
savings account is created so that Americans who chose
this option can exercise more control over their health

care dollar and be smarter health care consumers.
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Long-term carrier insurance is given favorable tax
treatment, just like medical insurance now enjoys, to
encourage Americans to think ahead and ensure against a
prolonged illness.

And our tax plan contains much needed estate tax
relief for family businesses suffering thé loss of an

owner.

How many times ---- how many times have we heard from
a son and daughter who want to continue to run their
family’s business after a parent dies, but can’t because

have they to pay the estate taxes?

Once again, I applaud Bob Dole for his proposal to
protect fémilies from this inequity.

I hqpe my colleagues on the other side of the aisle
will take a close look at our tax cut plan. As I said,
it is good for middle income families. It is good for
jobs and economic growth. It is good for our country.

Now, before I turn it over to Senator Moynihan for
his opening remarks, I would like to tﬁank a few members
off the committee whose advice was extremely helpful, and
then go over our schedule for today.

I want to thank Larry Craig, Rod Graham, and Spence
Abraham for their guidance on structuring the $500 tax
credit for junior.

And likewise, I want to compliment Senators Lott and
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Craig on their thoughtful comments on temporary versus
permanent tax cuts. |

I am particular grateful to Senators Smith and Chafee
who have been frankly laboring long and hard to reshape
the Superfund Program.

And although Senator Smith had hoped that we would
not extend any Superfund taxes until his reforms are
enactéd, he was willing to work with us. And we were
able to reach a compromise.

In response to Senator Smith’s concern, the Superfund
AMT tax was extended for only t&o years to ensure that
funds that will be available to offset relief from |
retroactive reliability and comprehensive Superfund
legislation. So I once more thank Senators Smith and
Chafee for their cooperation.

Now, as to today’s schedule, it is my understanding
that a Democratic Senator has objected to the Finance
Committee meeting beyond two hours after the Senate
begins today’s session.

The Senate starts at noon. So we will meet for an
initial period from now until 2:00 p.m. As a result, I
do ask our members to limit their opening statements to
five minutes.

Then, following the opening statements, the staff

will walk through the proposals.
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Then, later this afternoon when the Senate recesses,
unless, Pat, we can come to some kind of a mutual
agreement which I still have hopes that we can, if that
does not happen, then I plan to resume the mark-up to
consider amendments. The time on amendments will be
limited to 10 minutes equally divided, as we did at the
last session.

I'would hope we could work out an orderly procedure
for amendments. In my letter to each of you, I did ask
that amendments be filed with Lindy by 5:00 p.m. on
Tuesday. However, we have received amendments from only
six members.

I don)t know. Pat, do you have any additional
amendments to be offered at this time?

Senator Moynihan. There are about 40 I would think.

The Chairman. Well, what I would like to do -=--

Senator Moynihan. Not necessarily are going to be
offered.
The Chairman. I would like to give everyone the

opportunity to offer their amendments. Therefore, I will
extend the time for filing until 4:00 p.m. today. So
that gives everybody that opportunity.

Senator Moynihan. That is a fair amount point, Mr.
Chairman. 4:00 o’clock today, we will have them.

The Chairman. Now, I understand that some members
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would like to add international trade provisions to the
budget reconciliation bill, but I strongly urge you to
refrain from doing so.

There are, I agree, a number of trade issues that
deserve our attention on the near term. And I intend to
take them up--I call this to your attention, Pat--as soon
as possible on the international area.

Aé I said, I think there are a number of issues that
deserve our attention in the near future. And I intend
to —=--

Senator Moynihan. I think that is entirely correct,
sir.

The Chairman. These issues include, of course,
Senator Dole’s WTO’s Sovereign Commission, extension of a
generalized system of preferences, approval of most
favored Nation status for Bulgaria and Cambo&ia.

Senator Breaux, I understand that you are interested
in a full committee hearing on the OECD ship building
subsidy agreement. | |

Senator Graham, I understand that you are anxious to
have the committee consider legislation to provide NAFTA
equivalent trade benefits to the Caribbean basin
initiative for products which are currently excluded from
the coverage under the CBI program.

So once we get this reconciliation through
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conference, as I said, I would hope the committee would
take a careful look at each of these issues.

As I said, the committee will reconvene when the
Senate recesses this afternoon. And we will work late in
the evening tonight. If at all possible, I do want to
complete the mark.up today.

And finaily, I would like to ask coﬁsent for Senator
Dole fo change his vote on an amendment at our last mark-
up. The amendment is Senator Chafee’s Medicaid memo on
pregnant women, children, and disabled. Without
objection, it is ----

Senator Chafee. That won’t change the result?

The Chairman. No, that won’t.

Without objection, it is so agreed.

It is now my pleasure to call upon Senator Moynihan.
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OPENING STATEMENT OF THE HONORABLE DANIEL PATRICK

MOYNIHAN, A U.S. SENATOR FROM NEW YORK

Senator Moynihan. Thank you, Mr. Chairman. Indeed,
could I say that we have not previously been strict about
the Senator’s statements when they open a major
enterprise of this kind. I hope we will have plenty of
time. And I hope, without agreeing to anything, we will
be restrained but not constrained. How is that?

[Laughter]

Senator Moynihan. Sir ----

The Chairman. Just keep it short.

[Laughter]

Senator Moynihan. Well, and he will likely be
heard. »

Mr. Chairman and fellow Senators, let me say that the
first point I would want to make and essentially the one
point I want to make is that we are about to add $700
billion to the Federal debt. That is the CBO judgment of
the cumulative consequences over seven years of this
measure.

We think it is not necessary. We think that a tax
cute is not appropriate. We think that a tax cut is not
appropriate. We think that deficit reduction is the

first priority or ought to be of this Congress and this
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Administration. And we will argue our case accordingly.
It is now 12 years since the then director of the
Office of Management and Budget, Mr. David Stockman, told

a cabinet meeting of the Reagan Administration that not
only would there be an embarrassing deficit in the coming
year, the year in prospect, but that $200 billion
deficits were in prospect as far as the eye can see.

Aﬁd indeed, that is exactly what happened. The
deficits grew even higher. They reached $290 billion in
fiscal year 1992.

Then, the consequence was pervasive throughout our
government. Josepp White and the late Aaron Rodesky in
their book, The Deficit and the Public Interest, put it
very succinctly, "Strife over the deficit has affected
procedure, as well as policy, monopolizing the
congressional agenda, encouraging paralyzing and
deceptive legislation frustrating our public officials
and scale making the government."

And that is what we have. That is we see. That is
what we are in the midst of. And that is what we mean to
have more of.

I confess to my distress at the President’s
statements at a fund raising event in Texas yesterday
that we cut taxes, we raised taxes, and cut spending too

much. I guess he said taxes.’
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In 1993, we did indeed put through a budget proposal
that cut spending by $500 billion. One result of this
was that interest rates dropped to the deficit premium,
as Secretary Rubin has testified. And we ended up with a
reduction of $600 billion.

And we proceéded to find ourselves on a downward path
to where we have to get which is a balanced‘budget and
then é budget and surplus to pay off this debt.

In fiscal year 1992, the deficit was $290 billion; in
1993, $255 billion; 1994, $203 billion. fhis year, it
will be as low as $150 billion. That is where we should
be going.

Now, éir, just fo say, if the deficit under the
budget resolution would accumulate $646 billion in debt
over seven years. The fiscal dividend, which was not
previously scored by CBO, that premium on interest rates
dropping, would take off about $170 billion. So you
would end up with $476 billion, half a trillion dollars
in debt.

If, however,bwe go ahead with this tax bill, we show
we will bring that up to $700 billion in increased debt
in seven years.

And, Mr. Chairman, I will take just another moment to
make two points. And I hope no one will agree with this.

I hope no one will be disagreeable that I raised the
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fact. But legislation we are putting together in fact
involves a $43 billion tax increase for the working poor.
That is the earned tax credit.

overnight, we were able to get the CBO to score, as
we say, the distribution ---- the Joint Tax Committee. I
am sorry, Mr. Kies. And they worked very hard at this.
And we thank you for doing it.

And the tables cannot be reached, cannot be quite
discerned from here, but they have been passed out. At
the year 2000, the chahge in Federal taxes for persons
under $10(000—-gentlemen, listen to this--there is a 10
percent increase in taxes for persons with incomes under
$10,000.

People with $200,000 and over get a tax cut. All
families with incomes under $30,000 will find their taxes
increased by this bill. The increases are 9.6 for under
10, 2.2, and then .5.

‘ Every family with income under $30,000 will find
their tax goes up and in the manner of these things their
taxes increase in order that the taxes of persons of
family incomes above $30,000, including those above
$200.000 may be cut.

It doesn’t make sense to us either to increase the
deficit by $700 billion or to increase taxes for people

with family incomes under $30,000.
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The facts are there, sir. And I leave you to dispute
them, if you like. But I think you will find we are
dealing with Mr. Kies’ numbers. And he has called it as
it is.

I thank you for your courtesy. And I yield the
floor.

The Chairman. Thank you, Pat. Just let me make two
obserﬁations. First of all, EITC is a welfare program,
an income redistribution. It does not involve taxes.
That is hiding it under ---- cloaking it under false
colors.

And the fact is, for example, if you reduce the
amount of'growth, say,'an AFDC, nobody would call that a
tax increase. So I just can’t agree with your basic
premise.

Let me say that I rarely ---- but I have to say maybe
I agree with President Clinton more this time than I do
with you, Pat.

Senator Méynihan. Let’s record this event.

[Laughter]

The Chairman. That is bothersome, but at least the
President made two statements that wouldn’t go as far as
I would like, but first of all, he admits that the
biggest tax increase in the history of this country was

too large. He adnmits it in the paper today, at the
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meeting in Texas yesterday. And I couldn’t agree more.
But I would also point out that the President himself
has proposed a major tax cut, including a $500 credit for
children. So I just make that observation in light of

what you said.

I would like to now call on our distinguished leader,

Bob Dole.
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OPENING STATEMENT OF THE HONORABLE BOB DOLE, A U.S.

SENATOR FROM KANSAS

Senator Dole. Thank you, Mr. Chairman. There is no
doubt about it. Whenever you have a major tax bill, it
is exciting and interesting and sometimes controversial.

I remember in 1981 when we were cutting taxés,
everybody was very happy. Everybody had amendments. I
think we added about $90 billion, as I recall, at
President Reagan’s request. And then, we blamed him
later for cutting taxes too much.

We did that, a lot of us, in the committee. And we
did some good things. We added indexing and things of
that kind.

But I think certainly first of all, I will commend
the Chairman because as I have indicated before,bhe had
to hit the ground funning. We are still on target. We
hope to finish this bill tonight. We hope the Budget
Committee will be ready with a reconciliation on the
floor next week.

And we are having daily meetings on the Republican
side of the House‘and the Senate leadership to see how
quickly we can move tﬁe conference on reconciliation.
And hopefully, the President will weigh in one of these

days and give us his wisdom on what we might do.
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But we are talking here. And the Chairman has
already indicated this. So I won’t repeat everything he
has said. But if you take a lock at this, the tax cut, I
think there is more and more interest now because on the
Senate, there are limits; there are gaps. And over 60
percent of the tax cut is going to families.

I never really understood as well as I did in
Jacksdnville, Florida about a week ago, maybe.lo days ago
when a man approached me. He said, I have 10 children.
That is $5,000. I am not rich. I can spend it better
than any of you people in Washington. Now, that was his
response, a real father with real children who thought
this was a pretty good idea.

He would get $5,000. And he could do what he wanted
with it, clothing, education, whatever for his children -
--=- his children. And that is what the tax credit is all
about.

We would have like to have made it retroactive. And
there may be still some way to work that out in the
conference. But if it would increase the deficit, that
was a concern. We decided that that should not happen.‘

So it seems to me that if anybody wants to argue
against the $500 credit for families with children, it is
a pretty tough argument to make.

In my view, we can afford it. We are not cutting
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1 taxes for the rich is the daily charge. And if you look
2 at all the other tax cuts that affect families, whether
3 it is adoption or whatever it is, I think what is the

4 final percentage, Bill, even higher than 60 percent,

5 almost ----

6 The Chairman. 70.

7 Senator Dole. Yes, almost. 70 percent.

8 Sd —-———— ahd I know Senator Bradley has been the

9 leader in the marriage penalty effort for years. And we

10 think we have addressed that. And I think that has been
11 . a concern of not only of his, but members on both sides

12 of the aisle.

13 And iﬁ is something that we don’t think about, don’t
14 get many questions, but it is real. And it affects

15 millions of families, as the Chairman has pointed out.
16 We also adopt, which the Chairman noted, a little

17 savings incentive for small business employees called

18 SIMPLE.

19 Small business will have the first real opportunity
20" to establish pension plans for their employees free of

21 the burdensome of unnecessary IRS rules and regulation.
22 This is for employers with less than 100 employees.

23 Now, the millions of employees working for small

24 businesses will be able to save up to $12,000 each year
25 tax free. And again, I think this has broad bipartisan
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support. I don’t know of anybody who would be opposed to
it.

But maybe in the context we come here, we probably
won’t get many Democratic votes for the package. But I
think there are a lot of things in this package that I
believe all of us can support. |

We also have a provision that Senator Pryor is very
interésted in. I am happy to be a co-sponsor. And that
is the estate tax relief.

As David may know, we put a cap on it, $5 million. I
sought to raise that to $10 million. In fact, we didn‘t
think we ought to have a cap at all.

But again, under the constraints, money constraints,
it was the Chairman’s desire that we not try to increase
the cap, but that pqssible, too, in the cohference.

But again, we are talking about middle-class
Americans: farmers, ranchers, small businessmen, small
businesswomen who end up maybe liquidating the estate
when the dominant partner diesvor a member of the family
dies. Or maybe it is two families or three families.

Either you liquidate the estate or you slow down the
operation. And we believe it is in our interest to have
those families continue and to create more jobs and

opportunities.

Again, it has I thin 13 sponsors on this committee.
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So it is not something that is partisan. It is
bipartisan or nonpartisan. It is another piece of this
package that I think everybody would support.

We also take an important step to unleash more than
$1 trillion in locked up capital, a sure way to stimulate
economic growth and job creation.

Wayne Angel, a former member of the fed, who happens
to be'a Kansan, asserts that there are $7 trillion in
assets locked up all across America ---- $7 trillion in
aésets locked up all across America.

And many are locked up because of the high capital
gains rate. And if we reduce the capital gains rate, we
would create a lot of jobs, a lot of activity, stimulate
the economy. In my view, I think we have been
responsible.

And again, this has support on other side of the
aisle, maybe not total support, but a lot of support.

So, Mr. Chairman, it seems to me that we are off in
the right direction.

There were some areas that we were ---- foreign tax
areas. It is my understanding, we are going to be able
to address that later.

I have a number of amendments. They are not rifle
shot. They are generic. We think they should be

addressed. But I am told by the Chairman that we will
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have that opportunity later on.

There are other amendments that were brought to me, I
assume brought to other people, that were rifle shot
amendments affected one'company or one person. And I
raised the amendment, as I indicated I would, but they --
—- but the Chairman properly advise: if they are rifle
shot affecting one company, one person, they would not be
entertained.

The same rule I think that Senator Bentsen ---=-=
Senator Moynihan had. Maybe, it is not fair. Maybe, it
is not a good taxApolicy, but obviously, the press would
love something like that if somebody ---- they thought
somebody was getting even fair treatmeﬁt if it was a
single company or a single person.

So a number of those amendments were raised. And
there are others that will be raised.

" I still think we ought to phase out the luxury tax on
automobiles. We did it on everything else. In my view,
we did it because it was counter productive. It cost I
don’t know how many jobs in Rhode Island.

The boat tax, I know Senator Breaux and Senator
Chafee were responsible for getting that repealed. But
there is still a little bit out there. And we have a
proposal which I will submit later that I think is in

effect revenue neutral, but does help in some cases.
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So I would ask that my entire statement be made a
part of the record. And I hope that we can conclude
action.

If there is some way that we can accommodate the
schedule of those who are objecting to the Senate Finance
Committee meeting and the Senate schedule, I would be
happy to work with whoever it is that may be objecting.
Otherﬁise, we will I guess have ﬁo be here tonight.

(The prepared statement of Senator Dole appears in
the appendix.]

The Chairman. That is correct. It is my plan to
proceed as late as necessary.tonighf to finish.

Oon thé international area, I do want to make a
clarification with respect to the CBI international trade
proposal. I had referenced to Bob Graham’s interest in
that matter. I was not referring to Phil Gramm. So I
just want the record to clearly reflect that.

Senator Bradley. Mr. Chairman, maybe we could ----
is there a different way you could prohouncé these two

names so that we would know? I mean,. they can each

choose.
Senator Moynihan. Doctor.
Senator Bradley. Dr. Gramm and Governor Graham.

Senator Moynihan. I think people love that.

Senator Bradley. Okay.
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The Chairman. Max Baucus, you are next.
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OPENING STATEMENT OF THE HONORABLE MAX BAUCUS, A U.S.

SENATOR FROM MONTANA

Senator Baucus. Thank you, Mr. Chairman. Mr.
Chairman, in reviewing this package, I want to tell you
that I find a lot alike. I compliment you. You have
come a long way on the House bill which I think is both
very éignificant problems. And I compliment you for
tﬁat.

Generally, the House bill; as many know, focuses on
relief and loopholes for corporations and individuals who
are already wealthy.

It also contains some truly egregious individual
proposals, like eliminating the alternative minimum tax
completely, instead of doing the hard work that I think
is necessary to improve it.

That would return us to the situation before tax
reform when powerful companies could literally pay a tax
of zero.

Mr. Chairman} your draft moves away from that badly
thought approach and more towards the middle class. It
contains some important points that I believe are good
policy and I have in fact sponsored or co-sponsored as
independent legislation.

I think some in my party have been too quick to °
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dismiss any sort of tax relief. There are provisions in
this bill which I believe are good for ordinary folks and
good for the economy, as a whole.

For example, relief from the estate and gift tax for
family-owned businesses. I can’t tell you how many
Montana farmers, ranchers, and small businessmen are
suffering from this tax.

The tax credit for college and vocational technical
education which I frankly think ought to be bigger, but
will still help families educate their children andlhelp
them achieve the American dream.

Continuing the research and development tax credit
which proﬁote long-term economic growth, fixing the home
office deduction, relief for families, the children.

Nonetheless, with regret, I must say the bill needs
more work. And in its present form, I will have to vote
against it.

That is because the bill has a very deep simple flaw.
At $245 billion, the package is so big that it forces |
unwise, huge cuts, unnecessary cuts in Medicare,
Medicaid, education, and agriculture. It also raises tax
on way too many Americans.

A few words on Medicare, if we don’t scale the whole
thing back, both the tax cut and the Medicare cut, we are

threatening seniors and putting rural hospitals in danger
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of closing or at a minimum impacting health care for
seniors and other American citizens.

Just listen to this list. Deaconess Hospital in
Billings losing $31 million in reimbursements by the year
2002. That is a 10 percent cut.

Community Memorial in Sydney, Montana also taking a
10 percent cut. Community Memorial is the second biggest
emplojer in Richland County next to the sugar plant.

St. Johns Luther in Libby loses $2 million. And
Powell County Memorial in Deer Lodge loses $500,000.

Now, Mr. Chairman, I know you know, since you and I
are both graduates from the same high school in Helena,
Montana, what that means in Montana. -But for other
members of the committee who do not know Montana well,
that is a extremely significant. It is much too much for
us to take.

If we move ahead on this Titanic voyage, we are going
to lose hospitals, the jobs they support and the health
services they provide.

But by scaling the whole thing back, we can restore a
balance. We can put Medicare on a sound financial base,
provide a reasonable amount of tax relief, and balance
the budget. And that is what we ought to do.

The bill is not a hopeless disaster like the House

bill. And if we go back t the drawing board, make some
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tough choices, and do what is right, we can get something
good.

Thank you, Mr. Chairman.

The Chairman. Thank you.

Senator Chafee.

Senator Chafee. Mr. Chairman, I don’t have an
opening statement. I just want to say that I wish we
could continue meeting today. I am sorry that we are
prevented from doing so.

Secondly, Senator Baucus rightfully pointed out some
of the changes that will occur in the hospitals in the
future, but I would point out, obviously, I am not
familiar with the Montana.

But in my State, there is all kinds of changes taking
place regardless of what we are doing in the legislation
or in the reconciliation.

The hospitals are being closed. Hospitals are being
reduced and the type of services they provide. The
number of hospitals beds is diminishing. Thé length of
stays is being cut back dramatically.

All of this is regardless of anything that we do on
this committee or have done in connection with Medicare.
And I think it is important for us to bear that in mind.

Everything that will happen in the future in

connection with hospitals and closure of hospitals cannot
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reconciliation bill.

Thank you, Mr. Chairman.

The Chairman. Thank you, Senator Chafee.

Bill L]
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OPENING STATEMENT OF THE HONORABLE BILL BRADLEY, A U.S.

SENATOR FROM NEW JERSEY

Senator Bradley. Thank you very much, Mr. Chairman.
Let me begin by saying that I think the best individual
income tax rate is the lowest individual income tax rate.

And I think that the way you get the lowest
individual income tax rate is not by increasing
loopholes, but by decreasing loopholes.

The bill before us dramatically increases loopholes.
I would hope that we would be able, as we go through this
process, to focus on what would be the opportunity if
instead of increasing loopholes, we would be simply
decreaéing rates and paying for them by eliminating
loopﬁoles.

That, of course, is the idea behind what we did in
1986 that has eroded dramatically with bipartisan support
inlthat erosion, I might say, but that at some point, we
will offer an amendment that will raise the question of
taking some of the money that we use for loopholes and
instead reducing tax rates for everybody, not reducing
tax rates for only those people who have a lobbyist that
gets their.provision in the tax code that results in
their effective tax rate going down, but eliminating

everybody’s tax rate.
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So let me start, as I talk about this, with that
premise. That is what I think is good tax policy.

The bill before us I think has a number of problems.
Senator Moynihan pointed out one of them. And that is
the so-called distributional issue.

And I will give the Chairman credit that he actually
did attempt to counter this by capping the child care
crediﬁ. And I think that is an improvement because he
capped the child care credit.

But the pill before us, according to the joint tax
analysis, as Senator Moynihan pointed out, still by the
tables we were presented in the year 2000 results in a
tax increése fof everybody earning under $30,000 a year.

Senator Moynihan. Forty-nine percent of the
taxpayers.

Senator Bradley. And I think that there is another
way to look at this. If you take people making more
$75,000. I don’t want to belabor this point because I
know this is, you know, not a populaf issue, but I just
think it is a matter of fact that we should focus on
this.

Take the people who make more $75,000 a year. They
represent about 13 percent of the taxpayers. They get,
out of this tax bill, 40 percent of the total benefits.

So you take this top 13 percent of the income earners
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in America in this tax bill, they get 40 pefcent of the
tax benefits.

on the other hand, you take those people who are
earning under $20,000. They are about 33 percent of all
taxpayers. And these people face an increase in taxes,
not a decrease, an increase. |

Now, if we look at it a little further and we take
not what is only in this bill, but what is in ----.what
we did last week, as well, and I beg to differ with the
Chairman that the earned income tax credit is not a
welfare program. To the contrary, it offsets taxes that
hardworking Americans who are working pay, both the
income takes and Social Security taxes.

The Chairman I think misstated when he said, it
doesn’t have any effect on income. For $10 billion of
the $42 billion that we increase taxes, we are increasing
taxes in that bill by denying a tax credit against income
taxes paid by people who earn under $28,000 a year. So
that is factually wrong.

I would argue further that the tax relief under
earned income tax credit is valuable because those people
are working and paying Social Security taxes.

So if you simply take on the distributional side, you
have about 17 million taxpayers earning about $75,000 a

year. They will receive $50 billion in tax cuts over the
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next five years.

You have about 17 million EITC recipients. They will
face a $42 billion tax increase in the next seven years.
So I don’t think you can make much a point on the

distributional. I mean, you have improved it a little,
but this bill in terms of distribution is a gigantic
giveaway to those who earn more than $75,600 a year and a
$42 billion tax increase on those who earn under $28,000
a year.

Then, of course, the next point is the deficit. And
this is supposed to be a deficit reduction. We are
supposed to be having a tax bill here that spends only
the fiscal dividend.

Remember, in the budget, you know, we will reduce the
deficit. That will cause the economy to grow. Interest
rates will be lower. The government will take in more
money. We will have a fiscal dividend..
| What does CBO say over this seyehvyear period will be
the fiscal dividend? $170 billion.

What is the size of this tax cut? $221 billion.

So that the tax cut is $50 billion more added to the
deficit than we even said should happen under the budget
bill.

And then, I would like to simply make one final

point. I mean, there are a lot of things in here that
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when we get to it, I would like to spend some time on and
explore, you know, why we need this particular provision.
What is the general interest that is being served by it?
We will get to that in the course of the debate on the
bill.

But I must say the estate tax relief that everybody
is kind of falling all over themselves to praise here, I
think‘we need a little dose of reality as to who all
these small people are.

First of all, if you ever want to collect statistics
on this subject, good luck. Statistics are very hard to
come by when you are trying to assess issues related to
wealth at-all, but there are some.

And the Agriculture and Finance Bulletin tells us
that there are about 2 million farms in America. Ninety-
two percent of those farms have a net worﬁh below
$900,000. And more than 83 percent of all farms have
incomes under $100,000.

So if we are worried about the farmer here, the vast
bulk of the farmers are already covered under existing
State tax.

You will say, well, no, no. We just want to make
sure that they don’t lose their farm when they die and
they may have to break it up among all the kids.. They

may have to break it up among all the kids.
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Well, just another statistics, only 1 pércent of the
people who die in a given year pay any estate tax. Oonly
1 peréent of the people who die in any given year pay any
estate tax because most Americans who die don’t have that
much money.

And then, of those who die, only two-tenths 6f 1
percent have an estate that is valued at more than $2
million.

So we can talk about what we are doing here to
protect the family farm and, you know, the small business
people, but the data doesn’t really back it up.

And when we get into this, I hope that we will have a
chance to.explore it in some greater depth, but those are
my concerns.

and, Mr. Chairman, I that think again, the direction
we should be heading is dropping tax rates on all
Americans and paying for it by eliminating loopholes.

If anybody is for a flat tax, then this bill is a
total contradiction because all the'loopholes that are
being created in this bill would be gone as soon as the
flat tax passes, if it ever does. .That is why it is
never’going to pass.

But we could move to a few rates and much less in
loopholes and lower rates for all Americans, not lower

rates for those few Americans who have a lobbyist to get
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their provision in the code.
~ The Chairman. I would just make one or two
observations. Of course, the bottom ---- and I think it
is importaht to recognize and understand this, who is
paying the taxes today.

The fact is that the bottom fifth is paying no taxes.
So it is hard to cut their taxes. On the other hand, the
upper'l percent is paying 31 percent of the taxes.

Senator Bradley. You are not counting Social
Security, Mr. Chairman. A person who is working pays the
Social Security tax.

The Chairman. Just let me point out that if you
include all taxes, including Social Security, the highest
1 percent pays 18 percent.

So don’t talk to me about progressive because the
taxes are progressivé. As I say, the top income group,
the highest 10 percent pays 64 percent of the federal
income.

If you include all the taxes, that highest 10 percent
pays 47 percent. That includes Social Security.

The highest 5 percent pays 51 percent of the Federal
income taxes or 34 percent of all the taxes.

So the only point I am making is that we must look at
these in the context of what they are happening. And we

have an extremely progressive tax package in this
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Senator Grassley.
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OPENING STATEMENT OF THE HONORABLE CHARLES E. GRASSLEY, A

U.S. SENATOR FROM IOWA

Senator Grassley. Thank you, Mr. Chairman. The
Chairman has already told you that he included a
provision that I had proposed for the interest deduction
of educational loans.

I thank him very much for including that. I thank
Senator Moseley-Braun for working with me so that they
could be a bipartisan approach.

Regardless of the specific interest I have in this
bill, I think the Chairman has worked very hard to put
together é mark that we can all support.

And I know the Chairman gave up much that he had an
interest in getting in a tax bill and each of us did so
that we could put together a bill that could pass this
committee.

I support the Chairman with his mark.

But I hope that we remember and we should at all
times remember that these so-called sacrifices that
members have made on this committeelare not really our
sacrifices.

When it comes to taxes, the sacrifices mostly belong
to our constituents, the American people, including

everyone not in this room today.
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I have been hearing from many of these Americans, as

. I am sure each of my colleagues have. We get lots of

letters, telephone calls, faxes, electronic mail
messages. These all come from taxpayers.

So rather than repeating the informed words of the
chairman and my other colleagues, I thought that I would
repeat the words of some of these Americans, particularly
from my State of Iowa.

I have here examples of phone calls that I received
in support of the $245 billion in tax cuts in the
Chairman’s mark. Wanda Edwards, Marion, Iowa, says,
"Stick with Republican promises of $245 billion in tax
cuts." Néw, of course, that is pretty straightforward.

Lloyd Lucas of Marion, Iowa Said, "Support tax cuts
in the Finance Committee vote on that bill."

William Zacker of Davenport Iowa said, "Support the
$245 billion tax cut. The surest way to get kicked out
of Congress is to not vote for this."

Chuck Miller of Woodbine, Iowa said, "Support the GOP
tax cuts and the $500 tax credit and the $245 billion in
tax cuts." Well, of course, Mr. Miller's statement is a
little redundant, but he does get his point across.

Dwayne Prowell of Monticello, Iowa says, "The
Democrats keep ranting and raving, but keep with the

conservative agenda, reduce spending, go ahead with the
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tax cuts. I am tired of Congress acting like it is their
money. A commitment was made." That is what Dwayne
said.

I received the next letter in support of the capital
gains tax legislation. "There is an old saying," the
writer says, "a farmer lives in poverty and dies rich. I
am discovering that I cannot sell the farm to my son
withoﬁt suffering a terrible tax burden. My husband died
a year ago. I would like to sell the farm to my son so
that I could buy a house in town. I am enclosing an
article that explains my predicament." From Theresa
Foster of Comwell.

I think that it is interesting that Mrs. Foster
enclosed the réading material.

'You see, Mr. Chairman, other Americans know that
historic budgetary tax and spend policies have been
unfair and unresponsive to their needs.

The constituency is both better read and more
intelligent than we give them credit for. They are also
using technology to gain and communicate information.

The following is a facsimile regarding the estate tax
legislation that is in this mark. Quote, We need your
support on estate tax exemption to help keep family-owned
businesses together. It is still my hope that this can

be done and still reduce taxes and government spending.
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This is a tight tough rope to walk. And I wish you well.
Unquote. Sam Annis, Annis Petroleum Products, Waterloo,
Iowa.

This next originally handwritten piece goes slightly
longer than I am going to give it to you. It is worth
your close attention. Here is a well-informed person who
makes his point about IRAs. "I am writing you to
encourage support for legislation qurrently under
consideration that would once again make individual
retirement accounts universally available. I understand
that two proposals, the Roth-Breaux Super IRA and the
American Dream Savings Account are being considered. And
both would provide expanded usage of IRA funds. As you
know, the savings rate in our country is at an all time
low and far behind that of many competitive Nations.
savings provide the capital needed to keep our economy
growing. A growing econoﬁy provides expanded
opportunities today and helps build a better America for

our children. It is clear that this time has come.

‘Unquote. No. Let me start over again.

Quote, It is clear that the time has come for our
government to make policies that encourage rather than
discourage savings. The Tax Reform Act of 86 curtailed
IRA savings. By supporting these legislative proposals,

you can reverse that trend and once again make the tax
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advantage IRA available to-everyone. Your assistance in
helping Americans help themselves is greatly appreciated.
Unquote. And that is from Charles Vandroger, Boden,
Towa. |

So you see, Mr. Chairman, regular persons are on our
side. They are waiting for us to send them their tax
dollars back. I mostly read mail from my constituents,
but I‘don't think that good sense is limited to the
people in my State.

It comes from your town. It comes from any town USA.
Their message is very clear. And I wduld not try to
improve upon it.

These'other Americans can spend their own money
better than we can spend their money for them. So the
bottom line, let’s set ourselves to the matter at hand to
do the people’s work and reward their sacrifice.

The Chairman. Thank you, Senator Grassley.

Senator Pryor.
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OPENING STATEMENT OF THE HONORABLE DAVID PRYOR, A U.S.

SENATOR FROM ARKANSAS

Senator Pryor. Thank you, Mr. Chairman. Mr.
chairman, I think this is the most important piece of
legislation of the 104th Congress.

- And I think because it is of such importance, I am
frankiy a little bit amazed that we are going to try to
do this in one day or two days or even three days.

I think it affects every man, woman, and child in
this country. And I wish we would take some time to
truthfully to develop it and look at it and talk about it
and go thfough it section by section to éee what we are
doing.

I also think that the easiest thing that a legislator
can do ---- there are a lot of hard things we have to do,
but the easiest thing that the legislator can do is to
cut taxes. That is the easiest vote we have to make.

And I think the concern that I have, Mr. Chairman, is
twofold: one, that we are going to cut taxes, and, two,
the distribution of those tax decreases is very
concerning to me at this time.

I am not going to go into whether the rich are better
off than the poor in this tax bill. That is going to be

debated later today and tonight and tomorrow I hope.
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But I do, Mr. Chairman, that in your effort to
construct a bill that could achieve bipartisan support, I
do believe that the distribution is going to be one of
the arguments that you will hear a great deal about.

Secondly, I am very concerned that we are repeating
what we did 14 years ago. And I know that Senator
Moynihan has quoted from David Stockman.

I reread some of that earlier this morning, some of
David Stockman’s book. I am probably not going to quote
any of it now because we all know what he said. We all
know what was going on at that time in retrospect.

I was one of the legislators, Mr. Chairman, at that
time who Qoted for President Réagan's tax cut. I did it.
And I am sorry I did it because we had no corresponding
spending system of expenditures of tax dollars that would
correspond with the tax cuts that we made.

And I think we are about to jump off that same cliff
again. I wish we would sunset the tax cuts. I wish we
would say we are not going to have tax cuts.unless we
have a balanced bﬁdget.

I wish there was something we could do to stop the
enormous erosion of the economy that I think that we are
going to kick off and also the enormous increase in the
debt that we are going to create as a result of our

actions.
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I will have some amendments later, Mr; Chairman, I
think which I hope will further pinpoint a better and
fairer distribution of some of the tax cuts.

For example, in pension simplification, even though
Senator Dole has attempted to put into the Chairman’s
mark, I think a proposal that some is accepted I don‘t
think goes far enough.

I'think the proposals by Senator Hatch and myséif and
others is a proposal in fact that really goes to the
small business person and to the smaller taxpayer.

Ivthink the taxpayer’s bill of rights in the
Chairman’s mark is really not worthylbf the name. There
are only four provisions of the old taxpayer’s bill of
rights of 27 provisions that have passed this comnittee
in the Senate and the Congress two times, only to be
vetoed that are included, only four of the original 27
provisions. |

We dbn’t have the deduction for the self employed. I
think that we should address that, Mr. Chairman and'my
colleagues. ‘

And these are concerns that I have. I just hope that
we have time to allocate to really looking at what we are
about to do and to give the American people a much fairer
bill than I think is represented in the Chairman’s mark.

Mr. Chairman, I yield back the balance of my time.
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The Chairman. Thank you, Senator Pryor.

I would make the comment that the general outlines,
of course, of this tax proposal have been in the public
eye and before this committee in hearings for an extended
period of time. |

And we do have a deadline that we have to meet under
the terms of the budget resolution.

Sénator Pryor. Mr. Chairman, if I may respond to
that, I think we have got just the distribution table
this morning immediately prior to ouf meeting.

The chairman. I suspect that that table might have
been available earlier from Treasury. I don’t know.

Senatér Hatch.
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OPENING STATEMENT OF THE HONORABLE ORRIN G. HATCH, A U.S.

SENATOR FROM UTAH

Senator Hatch. Thank you, Mr. Chairman. I Jjust
want to start out by commehding you for accomplishing
this very difficult job of bringing us to the point with
the tax bill that lies before us.

Ilbelieve you and your staff have done a very good
job of balancing a number of difficult issues. You have
produced a Chairman’s mark that when enacted will result
in a stronger America, stronger American families, and a
stronger American economy. I don’t think there is any
question about it.

This is a very good combination of family tax relief

“and tax incentives designed to strengthen the economy,

even as we move toward balancing the budget over the next
seven years.

Now, each of these two elements, family tax relief
and strengthening the economy are vitally important to
the future of my home State of Utah and I think to the"
country as a whole.

The Chairman’s mark in concert with the other changes
we are making this year on‘the spending side represents a
significant shift in priorities away from government-

based solutions to our problems toward market-based and
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family-based solutions.

Let me stress that point, Mr. Chairman. Tax
reduction is not inconsistent with budgef balancing.

Now, four mark contains a strong dose of tax relief
to the American family. I know our folks in Utah are
going to be pleased with the emphasis on family. And
very importantly, it focuses this relief on middle-income
families.

In fact, an analysis of two benefits of the tax
reduction in this mark shows that 84 percent of the
benefits go to families making less than $100,000 per
year.

It is'interesting to note that these same families
pay only 64 percent of the total income tax today.

So despite what some of our colleagues who oppose
this bill may say about.its fairness, its benefits are
focused on middle and lower-income families.

I have a lot more to say, but I think what I will do
is conclude. I am very grateful that you included the
Hatch-Lieberman capital gains reduction, rate reduction
bill in this package.

‘I know that about 79 percent of all tax returns filed
claiming capital gains are filed by people who earn less
than $75,000 a year. And there are very few tax

reductions that would do more to stimulate our economy
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than reducing capital gains tax rates.
And we know that in the last 30 years every time
capital gains tax rates have gone up, revenues to the

Federal Government from capital gains have gone down.

And every time they have gone down, the rates that is,

Federal revenues from capital gains transfers have gone
up.

Sd we are hopeful that this will stimulate the
economy, do an awful lot of good for the middle class in
the process and the millions and millions of people in
the mutual fund market and their corporate investment
markets and so forth that really I think over the long
run are géing to benefit. These provisions will benefit
everybody in America.

So I am very grateful to you for putting that and a
number of other matters in this mark that we have all
worked on. I just want to thank you. And I will end my
remarks at that point.

The Chairman. Thank you, Senator Hatch.

Senator Rockefeller.
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OPENING STATEMENT OF THE HONORABLE JOHN D. ROCKEFELLER,

IV, A U.S. SENATOR FROM WEST VIRGINIA

[l

Senator Rockefeller. Today, the Finance Committee
on the Senate side takes the final action which in my
judgment was preordained and made inevitable by a meeting
that was held by Newt Gingrich when he gathered a crowd
of neﬁ Congressmen on the steps of the House to celebrate
and unveil the contract for America. |

They called this tax cut the crown jewel of their
contract. I call it a crowning blow for hard working
families, for children, for young people planning a
college education, for senior citizens, and for a group
of vefy old Americans who are retired coal miners and
their widows and orphans and a lot of other deserving
citizens in this country who are getting a raw deal.

I personally had to see all of this to believe it.
From the moment this began this year, I somehow felt that
things could be better, that there would be more
bipartisan. Things would work better.

There would be an end to the back room and the games
and the special deals, special people, the principle of
fairness, bipartisanship, you know, that we might start
acting that way and give Americans the kind of future

that they deserve to look forward to.
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Instead, in this Senator’s judgment, we have before
us a document that once again practices a combination of
budget witchcraft, sweetheart deals, and I would say
highway robbery, all using the name of tax relief in
utter vain.

For months, many Republican Senators have admitted,
publicly and privately, some to me, that throwing $245
billion or so at tax breaks and tax cuts when the idea is
to balance the Federal budget does not exactly make a lot
of sense.

In their hearts, one thing; in public, another. But
I gather that their reservations about the fiscal
irresponsibility of this attempt did not prevail because
we have before us what we have before us.

And therefore, a budget package rolls forward based
on more fiction than fact. We are béing asked to pretend
that $270 billion in cuts will save Medicare, $187
billion in cuts will reform Medicaid, $42 billion of
extra taxes can be heapéd on the shoulders of hard.
working families who are staying off of welfare which is
the American dream to be able to say off of welfare.

And yet, we can tax them $42 billion for their effort
to do so without a worry.

After that, we are asked to pretend even further that

since the budget experts can project a so-called fiscal
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dividend of $170 billion after seven years, why not spend
$224 billion ahead of time just in case.

In other words, just borrow between $70 billion to

$90 billion over the next few years, splatter some more

"red ink onto the Federal budget, keep squeezing what you

need out of education, out of seniors, out of hospitals,

out of nursing home care, out of the pockets of hard

- working families with incomes below $24,000, whatever it

takes to make up the difference.

The facts: with money taken from Medicare and
Americans with or little or nothing left to sacrifice a
feast, a veritable feast has been laid out on the tables
before us; the feast that some members of this committee
are apparently ready to give away without charge.

Since we got on Monday afternoon, aﬁd it is 167 pages

long, the distribution tables we got at 1:00 a.m., this

morning, that is if we had been here to get them, the
more tempting selections are obvious. They are the sorts
that we read about in newspapers before @embers on this
side of the aisle got the actual document.

Child credits, more generous IRAs, marriage penalty

vrelief, estate tax relief, to list some of the main

courses in this offering that were previewed with

fanfare.

It is a much longer list as we can all see from the
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five pages taken up just by the table of contents.

But now, we have a chance to understand just exactly
what each item means. Or do we in that the Chairman
wants us to conclude by the end of this day the entire
mark-up?

I have many questions that will help me and West
Virginians sort through this spread. I know there are
ideas with merit in the package.

And I continue to hope that there is an honest, fair
way to both balance budget and find ways through tax
policy to deal with real priorities, but no one can
afford another day of gimmicks and tax binges that enrich
Wall Streét and K Street and not main street.

In a recent year, close to 700,000 tax returns were
filed by West Virginians. I represent those folks. Just
over 3,000 of the 700,000 were households with incomes
over $200,000.

In contrast, over 476,000 households had incomes from
anywhere under $15,000 up to $30,000, meéning I represent
a State of many people playing by the rules, living from
paycheck to paycheck, trying to send their kids to
college, caring for their grandparents as they get older,
and fighting hard.

I see in this document a child credit that is not

refundable, leaving out, therefore, almost 40 percent of
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America’s children as being ineligible for a full tax
credit, leaving out the families about to have their
taxes increased in fact, the same ones, through the EITC,
the earned income tax credit cut, made in another part of
the Republican budget, leaving those folks out in the
cold when it comes to the new child credit, as well as
having to pay more taxes themselves.

This reminds me of a cartoon that I recently saw that
asks, quote, Why is it that for Republican incentivés for
rich means giving them more and incentives for the poor
means giving them less? Unquote.

I see an idea called IRA-plus, promising tax-free
withdrawais for households with no ceiling set on income.
I am not sure of the breakdown, but this just might mean
that some of the $12.7 billion set aside for the IRA
column in this document will produce quite a windfall for
very wealthy Americans.

I see $28 billion for capital gains breaks for
individuals. That is out of a total of $33 billion for
individuals. And those will go to individuals who have
over $350,000.

Capital gains, yes; relief, yes, but for who? People
making over $350,000 in the main.

I bet the 690,000 households in West Virginia making

a lot less than that would like to know the rationale of
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that high-price item. Why is that so necessary?

Today is set aside to learn more about this document,
or at least it had. And that is precisely what I hope
all of us will do.

I will conclude, Mr. Chairman, on a further point. I
wanted to cover some of these other points before I
expressed my profound ---- profound disappointment over a
decision tucked away on pages 165, 66, and 67, given to
us on Monday.

One more prize had to be thrown into the crackerjack
box. I guess that is true. This time it is for
companies that want to wriggle out of their commitment
over their responsibility to cover the health benefits of
their retirees. Promises made. Promises now to be
broken.

They must have had the password in the back room,
some of these lobbyists, that obviously miners did not
and do not.

The result is nothing less than a special tax break
for some companies which will be financed by miners’
health benefits.

I should say that the Chairman was very kind in

' saying that one of our Democratic colleagues has

objected. That was me objected to the Senate Finance

Committee meeting. I have objected. And I will object
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tomorrow, if there is a tomorrow.'

I think that every one of my colleagues undgrstands
that when it comes to certain subjects in certain areas
they act in full and good conscious. I respect my
colleagues for their hearts, for their sense of what is
most important to them.

Everybody has a line. Everybody has a line. And
when ﬁhat line is crossed over, things change. For me,
the line is these old miners with pick and shovel, 40s,
50s, 60s, built this country.

I cannot and I will not go back to West Virginia
without knowing I did everything ---- everything to stop
this crueity being perpetuated in this tax cut bill.

No amount of procedural pain or legislative suffering
that I could impose could possibly offset the pain and
the sufférinq being imposed on so many fragile people who
did so much for their country so far under ground with so
l1ittle reward and so much physical pain that is now being
rammed through the United States Senate.. |

I recognize that the powerful interests who will
benefit from these harsh measures will probably win in
this Congress, but I want to make it as hard as I can. 1
say that earnestly.

Mr. Chairman, I will literally conclude by saying

this. And there is an irony I suppose in this. As you
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can imagine, I have a lot more to say about coal miners.
And I will.

Three years ago, this very committee responded to the
crisis facing these retirees. And it was spelled out
interestingly the answer, the solution which we then
adopted which will now be repealed. It was spelled out
by something called the Dole Commission, Elizabeth Dole.
And wé ultimately worked on a bipartisan basis to enact
that fair solution.

Well, evidently, that bipartisan instinct is gone.
And some special companies have prevailed. I will have
more to say about that. I appreciate the courtesy of the
Chairman.

The Chairman. Thank you, Senator Rockefeller.

And I am, of course, aware the great importance you
attach to this particular problem.

Senator Simpson.
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OPENING STATEMENT OF THE HONORABLE ALAN K. SIMPSON, A

U.S. SENATOR FROM WYOMING

Senator Simpson. Mr. Chairman, I commend you on
your work. You have been tested by fire. You can remain
patient in the face of some of the most recent comments.
It has been a pretty short honeymoon.

I am deeply disappointed at my friend from West
Virginia. It seems to me that in my time on this
committee, I see no more harshly partisan person on these
issues than my friend from West\Virginia.

And that is disturbing because it is not that way
when we talk face to face. It is when we get here, it is
when the lights flip on that suddenly rationale,
reasonable behavior is replaced by harshness and a very,
very hard edge. Surprising.

Senator Rockefeller. When it comes to retired coal
miners, Senator, you will find me in their corner.

Senator Simpson. | Let me say this, if I might in my
remarks and maybe, as long as the Senator’s from West
Virginia.

These miners we are talking about entered into a
collective bargaining agreement with their employers

which turned in to be the cadillac of health care plans

which broke everybody.
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Now, let’s get serious about what this was. This was
a collective bargaining. And the companies gave away the
store. There isn’t a single plant in America, and I defy
you to find it, that has anything ---- anything connected
with what were in those programs.

Now, why then should those who did not collectively
bargain share in suddenly coming around and paying for
it? i will be right here to see that they do not.

‘Now, for a pérson that speaks so highly with regard
to the poor, it will be interesting for me to see how it
can be explained that there was not even a vote to means
test part B premiums on part B of Medicare.

So it would be interesting for me. And I know my
friend will share it with me because we will meet out in
the hall later and jokingly discuss how ornery we both
are.

It will be interesting to see to me what the poor of
West Virginia think what the working poor of West
Virginia think while they are paying 70 percent of the
premium for those of us on this panel. I would really
want to hear that and how that is explained to the poor.

If you do cuts, obviously the rich do better because
the rich pay most of the taxes in America. Have we all
got that premier number one?

The poor in America don’t pay taxes. The rich and
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the middle class do pay taxes. We have taken care of

that in our tax structure.

Tax relief is most applicable to those who pay the

© bill. Now, that is a formula that hopefully will be

grasped by the general populist at least before election
day of 1996. A silly formula I know, but I just thought

I would throw it out.

I.have a lot of trouble with tax cuts per se. We
have a $5 trillion debt limit. And we all know that. We
have deficits as far as the eye can see under the ‘
President’s proposal. And we all know that.

At least, we don’t have that in this program. We
have what we thiﬁk is the reduction to zeré of those
things in seven years.

I will embrace this package with a great lump about
the size of a hockey putt in my throat. And I will stick
with it.

But, colleagues, when are we all going to sober up
and heed the fine work of the bipartisan commission on
entitlement and tax reform which was Senator Bob Kerry
and Senator Jack Danforth and several of us on this
panel?

There is no such thing in politics as repetition. So
just one more time, please, if I may, I will reprise the

refrain. A little background music. Hear it. Thirty of
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the 32 of us ---- no humming, please, no kazoos either.
Now, wait, where were we? No.

One more time, by the year ---- 30 of the 32 of us
agreed on this scenario. By the year 2012, with no
increase in revenue, having done a perfect health care
bill, there will be only sufficient revenue in the United
States Government tq operate Medicafe, Medicaid, Social
Security; and Federal retirement.

There will be nothing, nothing at all for education,
transportation, defense, WIC, WIN, Head Start, NEA, NEH
or any other program of the government. Got it?

The trustees of the Social Security program who are
three of the cabinet of this President are telling us
that Medicare will go broke in the year 2002.

So every time I hear about some senior pitching
forward into their mush, then I wént to ask that senior,
how would you feel_when_it goes broke in the year 2002
when you won’t even let ﬁs mess around with the cost of
living allowance? |

How would you feel when it just goes broke? And how
will you feel, you young people when Social Security goes
broke in the year 2029 and begins its swan song in the
year 2013? How will you feei about that? Those are the

facts.

And so we are going to leave off the table Social
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Security. I can’t get anybody to even get thrilled about
that. We don)t even talk about the cost of the living
allowance.

It just kicked in at 2.6. And it goes to everybody
under Social Security; regardless of their net worth or
their income. It is billions. |

So, Mr. Chairman, I am going to sit low on the saddle
know,‘but I intend to pursue these things in coming
months.

I intend to pursue the Kerry-Simpson package to
restore solvency to Social Security and hold those
hearings as the chairman of that subcommittee. And I
will have. And you have assured me hearings on that.

I intend to pursue a correction of the over
estimation of the CPI and hope to work with my congenial
senior colleague from New York on that.

It is over estimated. We all know it is over
estimated. And it is not simply a repair tool. It is
big bucks, way out, way out front.

I intend to affluence test all these variance
entitlements. Net worth and income will be considered.
There is where we will find out who is for the rich and
who is for the poor. |

We should do 30-year budget projections. I hope that

we will do that because all of this is short-term stuff.
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And I hope that the President will go back to his

amazing and wonderfully appropriate statement on

_ generational accounting in his first budget which was

completely left off of the second one because the
politicians got to the President instead of the practical
people.

I intend to see up and down votes on all of those
crystél clear issues in these next months somehow, some
way.

Senior groups will object to all we do. They have a
solution for you, for you young folks between 18 and 45.
Oh, yes, they do.

There are two ways to go, either cut benefits or
raise the payroll tax. They will never touch income tax
nor would any of us here.

So guess who that hits? That is the young that it
hits. That is the worker that it hits. That is who pays
the bill. That is what it is going to be.

| They will simply raise the payroll tax. It will be
minuscule. It will be half a percent. It will be 7. or
4, and on out into eternity.

We all know.what we need to do. We intend to do it.
We won’t let Medicare gé broke in the year 2002. All we
are doing amid the partisan shrieking of anguish is

casting tough votes. Medicare will now go broke in the
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year 2008, a rousing cheer for all of us. A rousing
cheer, it will now go broke in 2008.

We won’t let deficits run over $200 to $300 billion
as far as the eye can see. And this is only a start,

ladies and gentlemen.

If the American people can’t understand that, they
are doomed. It is not Draconian. It is mean spirited.
It is not cruel. It is not evil. |

And each one of us here all know the preéent course
is unsustainable.

Mr. Chairman, the party is over. It is time to swamp
out the bar. And grab your mops instead of your
microphonés.

The Chairman. Thank you, Senafor.

Senator Breaux.
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OPENING STATEMENT OF THE HONORABLE JOHN BREAUX, A u.S.

SENATOR FROM LOUISIANA

Senator Breaux. Thank you, Mr. Chairman. Mr.
Chairman, welcome to Christmas in October. The Christmas
season is a wonderful time. I remember knowing it as a
time for giving and a time for receiving.

I'remember once when I was young kid, my parents
bought me a bicycle for Christmas. And I just loved it.
And it was big and it was bright. And it was shining.
And I was just so happy to get it.

Well, I wonder how I would have felt about that
bicycle if I had known that in order to pay for it, my
parents had to cut grandma’s and grandpa’s medical
savingé.

vI wonder how I would have felt about getting that
bike if I found out that my mom and daddy had to get the
money to buy that bike from a disabled aunt who is living
in nursing home under long-term care.

And I wonder how I would felt about getting that bike
if I found out that how hard to pay for it that my
parents had to take the money from a single working
mother with two children who was earning a minimum wage.

Oor I wonder how I would have liked to have had that

bike if I had found out that my mom and daddy in order to
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pay for the bike had to take the money from someone on
welfare assistance who has a child.

Oor I wonder how I would have felt if I had found out
if they had to take the money to buy my bike:from all of
then.

I think I and every member of this committee would
have said, we don’t want the bike under those conditions.
Mbm and dad, we can’t afford it. Take the Bike back.
Take it back.

I feel today, we are about to do the same thing
because we are about to give a $245 billion present. And
it is a wonderful present. I mean, million of things in
this presént are things that I have'individually co-
sponsored who would love to have them.

But in order to pay for this total package, we are
taking $270 billion from seniors who depend on medical
health care in the Medicare program.

In order to pay for this package, we are taking $182
billion from Medicaid for the working poor and disabled
people who livé in nursing homes.

In order to pay for this package, we are cutting the
earned income tax credit by $43 billion. 1In order to pay
for this package, we are cutting welfare assistance and
food stamps by $76 billion.

So, yes, I say let us write a tax cut, but don’t pay
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for it by taking the money from the old, from the sick,
and from the poor.

In addition to that, don’t pay for it by running up
the deficit by an additional $93 billion.

An article in the Wall Street Journal on Monday by
Jackie Combs, "Despite Republican claims to the contrary,
their tax cuts will add billions to the Nation’s nearly
$5 trillion debt, even as the GOP seeks to balance the
budget by 2002. An estimated $93 billion in extra debt
will pile up as a result of the Republican proposed $245
billion and seven-year tax cuts according to calculations
from the GOP Congressional Budget Office."

So I am saying in this case, Mr. Chairman, that the
bike is too big, the bike is too shiny, the bike is too
expensive. Take it back and come back with a proposal
that is a tax cut that America can afford. This is not

it.

The Chairman. Well, just let me reiterate one more

time what the Washington Post said in a number of
editorials that the question of tax cuts is not related
to the problem of Medicare.

Long before we talked about tax cuts, the trustees,
the very trustees appointed by the President indicated
that Medicare was in trouble and steps needed to be taken

to correct it.
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That is what we are doing. And as I say, I think it
is not a ---- it is a false issue to try to tie the two
together. Senators ----

Senator Moynihan. Mr. Chairman, may I just say that
this morning, the lead editorial in the Washington Post
stated a huge mistake on taxes. I will ask that it be
put in the record at this point.

[The article submitted by Senator Moynihan appears in
the appendix.]

The Chairman. Well, I realize that the Post has
never been pro-tax cut, but at the same time, they have
applauded time and again what the Republicans have tried
to do in the way of making Medicare viable once more.

If we don’t do something, the fact we face is that it
will be bankrupted in 2002.

Senator Moynihan. I think that is a fair statement
on the Post in those regards.

The Chairman. Senator Pressler.
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OPENING STATEMENT OF THE HONORABLE LARRY PRESSLER, A U.S.

SENATOR FROM SOUTH DAKOTA

Senator Pressler. Thank you very much, Mr.
chairman. And I also want to join in commending you for
pulling this difficult package together.

Perhaps, this is the last debate of this nature we

will have in the Finance Committee over the years. I
think in the coming years, tﬁere is going to be so much
talk about a flat tax that perhaps the nature of the tax
debate will change somewhat. But we will still be
struggling with a way to reduce our deficit.

And I tend to believe that our deficit is the number
one domestic problem. If we do not do something about
the debt andAthe deficit, our interest rates.will go up.
That will hurt farmers and small businessmen and students
who have loans.

If we do not do something about the deficit, the
stability of the dollar willvsuffer. And that will hurt
us in international trade.

So what we are embarking on today is part of a
package to bring the deficit into line by the year 2002,
but we haven’t even begun to pay off the debt.

We are assigning every young person in America a

permanent tax of about 5 percent a year during their
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whole lifetime to help pay down the debt, if that ever
gets started. So that is the legacy we are leaving.

I hope today this is part of an effort to turn that
around. And I am glad to be a part of it.

Let me also say that I have listened to the
grassroots in calls and letters from my State of South
Dakota. And I shall put some of them into the reéord.

[The documents submitted by Senator Pressler appears
in the appendix.]

Senator Pressler. People want this package. People
who have children in college or people who have children
that they plan to send to vocational education school are
very much interested in this package we have pulled
together to help people who have children, Qhether they
are in college or not.

And families have called seeking this assistance. We
are encouraging families in this bill.

I would also like to say that this bill is part of an
overall reconciliation package which will lead us to a
zero deficit, balanced budget in the year 2002.

I have said that it is vital to the health of our
national economy both in the short and the long run for
us to eliminate the deficit. |

Now, farmers and small businessmen have also

contacted me from my State of South Dakota in support of
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this.

I am proud of the estate tax relief that we have
proposed in this bill, if we relieve the owner’s tax
burden that our family—owned businesses currently face
and allow those who have worked hard throughout their
lives to build a successful business to pass it along to
their children without the threat of losing it to taxes.
or haVing to sell it in order to pay the taxes.

Families, farms, ranches, and businesses are the
strength of our communities. In my State of South
Dakota, 99 percent of our businesses are small
businesses.

With our changes, they will not be forced to sell a
part of the business to pay estate taxes because we
exempt the first $1.5 million in assets and give a 50
percent rate cut to further assets up to $5 million.

This bill helps families by giving them the power to
decide how best their tax dollars should be spent to
benefit their children.

We provide a $500 per child tax credit for middle and
low-income individuals and families. Parents who are
struggling to make ends meet will have this money
available to help meet essential costs.

We have worked to encourage savings and investments

through a number of items, including the expansion of the
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current deductible IRAs and the creation of new back-
loaded IRAs.

And as I talk to many middle-class people in my
State, they seek a restoration of'the IRA, an incentive
to save.

We don’t have a lot of incentives for low or middle-
income people to save, but somehow a lot of people came
up wifh that $2,000 for an IRA when we had the progran.
And they will do that.

And that is good for our national economy because we
do not save at the same rate as many other industrialized
societies. And that will make our economy stronger.

And I will also say that the back-loaded IRAs will be
an incentive for all people to save more.

In combination with the cuts in capital gains tax
rates, I expect we will see a growth in our economy and a
much needed increase in the rate of our national savings.

This bill has something for everyone. South Dakota’s
families with more than 150,000 children wiil have more
money in their family budget..

South Dakota businesses, farms, and ranches will
benefit from the investment opportunities and tax relief.
South Dakota seniors will benefit from the retirement
savings incentives and favorable tax treatment for

medical savings accounts and long-term care.
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And our economy will benefit across the board from
deficit reduction and economic growth.

And I will say in conclusion that this is part of the
big economic picture. And someone said fo me the other
day, well, why don’t we spread this out over more years
so the pain will be spread out more?

‘Well, I would say that we want to get the benefits
soonef. We want to get the job sooner. And the other
numbers that have been proposed are really phony numbers
if you look at thenm.

So it is not easy to be for something. It is not
easy to be part of a team that is putting together a plan
that willlbecome law.

It is easier to be throwing grenades at it. And it
is much easier to throw grenades than to catch them. But
in any event, this is a solid plan that has been worked
out. I am proud to be a small part of it. And I hope
that we do some fine tuning, but that we move forward.

The Chairman. Thank you, Senator Pressler.

Senator Moynihan. Mr. Chairman, Senator Conrad is
necessarily absent for a moment. And if we could move to
Senator Graham of Florida, Bob Graham.

The Chairman. Please proceed.
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OPENING STATEMENT OF THE HONORABLE BOB GRAHAM, A U.S.

SENATOR FROM FLORIDA

Senator Graham. Thank you, Mr. Chairman. Mr.
Chairman, as we are basiéally a function of government,
the collection of taxes and the distribution of public
resources, I am focused on my own personal, relatively
new status as a grandparent. I am the grandparent of
eight grandghildren, including triplets of which I will
provide photographs at the least instigation.

Watching these children grow up, I am reminded of the
widespread phenomenon among children. They like to eat
dessert béfore they eat dinner. It is more fun that way.
Why mess around with peas and carrots when you can haQe
cake?

Kids are naturally drawn to dessert first. I am
afraid ---~- and I believe in saying this I am echoing the
remarks of the Senator from South Dakota and the Senator
from Wyoming that that is about what we are commenced to
do here.

We are going to serve dessert first, the cake with
ice cream and all the toppings. And then, we will hope
everybody still has plenty of appetite for the spinach.

I suggest that we should reverse that sequence and

make certain that we have accomplished two objectives
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before we eat dessert.

First, we should enact, not merely propose
legislation that would result in a balanced budget. This
is not the first time Congress has attempted to balance
the budget with significant tax cuts before assuring that
it had a balance budget plan in effect.

In the early 1980s, Congress reduced taxes
dramaﬁically. The theory was that we would balance the
budget anyway through economic growth and cutting
spending. It did not work. And its failure is one of
the principal reasons we are here today.

The result, instead of a balanced budget, was
hemorrhaging debt. During the decade following those
cuts, government piled up over $4 trillion of the
national debt.

That is more debt than this Nation had accumulated in
the entire 190 year history prior to that time.

Here we are again considering a monstrous tax cut
that the majority claims will encourage savings, spur
growth, and economic expansion and will somehow get us to
a balanced budget.

Every American knows that in order to balance a
checkbook, you have to do one of two things: spend less
noney orvtake in more money.

Reducing income is not one of the options that the
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average American family has in how to balance its books.

In fact, I believe that most Americans of all
economic backgrounds prefer deficit reductions to tax
cuts.

Mr. Chairman, I would like to have inserted into the
record immediately after my remarks a series of polls
ranging from a poll by Business Week and Lou Harris of
last summer in which senior business executives by a
margin of 4 to 1 said they would prefer balancing the
budget to tax cuts, to the most recent poll conducted by
the Wall Street Jourhal and NBC in which people were
asked, if Congress reduces spending on some programs this
year, éhodld these savings mainly be used to reduce the
deficit to lower taxes or to increase funding for other
programs? By a margin of more than 2 to 1, the American
people said we should reduce the deficit. That is what
the grass roots are telling us.

[The polls submitted by Senator Graham appears in the
appendix. ]

Senator Graham. But adopting a balanced budge plan
is not only thing we should do. Second, we need to
assure ourselves by demonstrated fidelity to that plan
that it works before we turn to tax cuts.

What happens if these Medicare and Medicaid cuts turn

out not to be sustainable? What if after implementation,
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the people rebel? And we come back two years from now
and repeal part of them, as we did after we passed the
most recent major modification of Medicare.

If that happens, we would have then eaten our dessert
and won’t be hungry for the vegetables.

The tax cuts in the Chairman’s mark total
approximately $30 to $40 billion a year,.$30 to $40
billion a year of tax cuts in the Chairman’s mark.

The spending cuts that this committee has approved,
as well as our brother on the Appropriations Committee,
total only $60 billion for 1997.

Oour leadership says that we are cutting nearly $1
trillion in Federal spending over the next seven years.
But those cuts are heavily back-loaded so that in the
early years, the cuts will be relatively modest.

In fact, for the first year, we will implement only
one-fourteenth of the spending cuts for the seven year
period, but we will implement a full one-seventh of the
tax cuts. That cémbination barely makes a dent in the
deficit.

I would call this eating dessert pretty early in the
meal. I urge this committee and the Senate to develop a
reconciliation bill that permits tax cuts only after we
have enacted spending reduction and gathered some

evidence of our commitment to their realization before we
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The Chairman. Thank you, Bob.

Senator D’Amato.
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OPENING STATEMENT OF THE HONORABLE ALFONSE M. D’AMATO, A

U.S. SENATOR FROM NEW YORK

Senator D’Amato. Thank you, Mr. Chairman. Mr.
Chairman I have to tell you somethihg. I.think this
committee under your leadership has done an outstanding
job.

And I have to tell you I don’t blame the American

people for being confused. There is more demagoguery
than I have ever seen. |

Everyone says cut. When it comes to cutting, thgy
vote against it. You are cutting the poor. You are
cutting the elderly. You are cutting X. You are cutting
Y. You are cutting my constituents. I am going to stand
up. I am going to die for them.

We are killing the country because we are spending
too much. We are out of control. We don’t have the
courage to admit it. It is easy to demagogue. We are in
a time bf fear.

I have to tell as one who is a new member of this
committee, I am amazed at the incredible balance and
proportion that these proposals that we will be voting
have.

Now, we are not cutting $245 billion in tax relief

for the wealthy. That is just nonsense. And that is the
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82 .
way this has been portrayed, giving tax relief to the
wealthy. That is nonsense.

And if you look at the $245 billion which I really
had an opportunity to do, not in great depth, I must
admit, $21 billion goes to reduciné the deficit. It
doesn’t go to any individuals. It doesn’t go to any
corporations. It doesn’t go to the wealthy.

So‘we subtract 21 from 245. I think we get $224
billion in relief for families, for people, corporations,
businesses of tax help.

I mean, imagine, considering trying to help the
economy grow. So we are dealing with $224lbillion.

Let’s'take a look at where the $224 billion goes
instead of demagoguery, instead of saying that we are
giving it to the~rich and to the wealthy because that is
a lot of bunk, absolutely bunk.

In 1993, members of this panel voted to increase
taxes on working middle-class families, voted to increase
taxes on the elderly, voted to increase taxes on people
on Social Security, irrespective of their income.

And theISaﬁe people, some of those who voted there,
are now demanguing this issue to death. What about your
previous votes? What about promises made and promises |

broken?

Now, let’s take a look at the $224 billion that is
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left for distribution. The biggest chunk of that out of
$224 billion, $141 billion. That is about 63 percent.
Sixty-three percent goes to one area, a $500 credit per

child.

Most Americans really don’t understand what that

_credit is. And most of that goes to people, if you look

at it, who are going to benefit who are in the 15 percent
tax bracket. They are not the wealthy. They are working
families. They are poor families. They are the middle-
class taxpayers that we have abused over the years.

So let’s stop abusing them again and trying to
frighten them. When over 63 percent of that of all of
the tax cﬁts, of all of the tax cuts that are going to
people and individuals, again, 63 percent goes on one
thing, $500 per child.

Now, do you want to help working families? Do you
want to help poor people? Now, that is what we have
done, $141 billion.

You subtract $141 billion from $224 billion, you
don’t have much left, but let’s take a look at where some
of that has gone. 1In addition, $500 per child. We are
taking $141 billion. Almost $2 billion goes for credit
for adoption expenses. Adoption, adopting children. Do
you think that makes sense? Is that going to working

people? Is that going to people to encourage them with
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families? You’d better believe it.

$12 million. We have demagogued this. And there
hasn’t been a person on this panel who hasn’t said let’s
encourage the families. Why penalize people for being
married? Why should they pay a disproportionate share?
We don’t wipe out the inequity. If you are marriéd, you
pay more; an individual, you pay less. Two people, we
try to do something. We included $12 billion in relief
there.

Student loans, there is a lot of demaéoguinq. You
are cutting student loans. You are cutting. You are
cutting. So we put $1 billion in as a credit for loans
to help families. And those are working middle-class
families. Those aren’t wealthy families. That is a total
of $15 billion. And it seems to me if I add the $15
billion up and the $141 billion, I get $156 billion.

Oor to put it another way, in terms of tax cuts that
are going to people and individuals, 70 percent ---- 70
percent are going to families. And the greatest bulk of
that are going to working middle-class families, incomes
under $75,000.

And we haven’t even talked about some of the other
things, IRAs. How about spousal IRAs? Do you think the
woman who is working at home and she’s got every right

and has a job that she should not be permitted to put
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aside? Maybe you want to vote against spousal IRAs. I
don’t. | |

You want to go out and campaign about how good IRAs
are.‘ Well, here is an opportunity. Vote against them.

I don’t think they are for the rich, the wealthy.

Capital gains tax reform, it is going to help this
economy. It is going to create jobs. It is not an
attempt by anyone on this committee to help the wealthy.
It is try to create jobs and hope and opportunity for the
future.

So sure, you cén demagogue it and plenty of that.
Talk about fear. Get the AARP to send out more letters.
And get the seniors 511 riled up. You are going to cut
my benefits.

Only in America can you actually increase spending by
$110 billion which we will be doing in Medicare and call
that a cut, an increase at the average rate of 6.4
percent and keep the system from going broke. Demagoging
it got all the seniors scared out of their ﬁind.

Why don’t we talk about good old fashioned politics,
if that is the way you want to play it? And we have a
duty and an obligation to defend it, to be able to
explain it. "And I think we can. And we will. And we
will take it to the American people on a balanced program

because this is a balanced program. And we do some of
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the tough things that we are supposed to be doing.

And if we don’t and if we aren’t successful in
adopting this, I want to tell you what is going to take
place. You will see the financial market places react.
It won’t be good for working middle-class Americans or
for this country.

So I want to commend this committee for the work it
has done and brought us to this point. And I intend to
support tﬁis proposal. Would I like to have changes in
it? Of course. Can reasonable people disagree on
certain elements? Of course, they can. But overall, I
think it is é magnificent effort long overdue. Thank
you.

The Chairman. Thank you, Senator D’Amato.

Senator Murkowski.
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OPENING STATEMENT OF THE HONORABLE FRANK H. MURKOWSKI, A

U.S. SENATOR FROM ALASKA

Senator Murkowski. Thank you, Mr. Chairman.

I want

to acknowledge the effort that you and the professional

have made in putting together your mark.

I know you have been pulled individually and

collectively by members in our party.

Some of us would

have preferred a smaller tax cut and a larger part of the

savings going towards deficit reduction.

those.

I am one of

Others have argued, of course, for an even larger tax

cut packaée.

balance in the bill, considering the makeup of the

majority.

and I commend you specifiéally for your

leadership in putting this together.

But I think you really struck a responsible

I would also like to commend my friend from New York.

And I don’t do this very often.

one I just poked, Senator Moynihan.

I am talking about the

We have had a little dialogue here this morning on

the views and interpretations as both sides see it.

But

I think Senator D’Amato has put it in the earthy terms of

reality relative to just where the majority of this

actual reduction is and who it affects.

families.
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And we are all concerned about family values, but
let’s recognize as he succinctiy stated just where the
majority of this is going. It is going to families. And
those families are going to have greater borrowing power.
They are going to have a greater opportunity to educate
their children. And if we are concerned about the state
of the family, this is a positive contribution.

Aﬁd, Senator D’Amato, I am not going to repeat what
you said, but I think you said it as well as I have heard
it expressed.

I hope the press reflects a little on it. And the
writers who are going to editorialize, if you will, on
the merité of both the Democrats interpretation and that
of the Republicans on the real bottom line as to where
the money is going.

one of the key elements in this bill is the
requirement that nearly one-tenth or $21 billion be set
aside for deficit reduction. |

And over the next 10 years, these tax reforms
represent more than a 10 percent set aside for deficit
reduction. I think it is roughly $41 billion over 16
years. |

Now, I am not satisfied with that, but it is a
significant start. And the Chairﬁan and I think the

members on this side can take an awful lot of
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sgtisfaction that we can say we started the process of
debt reduction by designating a specific amount of this
savings.

Now, where did this $224 billion come from? We got
$224 billion plus another $221, $222 billion which makes
up the $245 billion savings. $170 billion came from the
economic dividend in the effort to ultimately balance the
budget. And $75 billion by reducing the deficit at a
slower rate.

Now, I am not satisfied with that, but let’s be
realistic. The American public doesn’t trust government.
They don’t trust government to go out and take a savings
and reduce the deficit. But given the choice of that or
a tax cut, they are going to say, well, take the tax cut
now because it is tangible. It is there.

Mr. Chairman, in less than a month, our government is
going to run up against a $4.9 trillion debt ceiling
limit. We are going to have to extend the debt ceiling.
That is a reality. The United States is not going to
default on its debt. Until our budget is balanced, our
debt is going to continue to grow. And the carrying
costs for that debt will continue to rise.

I have been a banker all my life. And the thing that
bothers me is that we are spending $.14 out of every

dollar to carry that accumulated debt of $4.9 trillion.
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Do you remember what the prime rate was in this

country in December of 1980, Mr. Chairman? It was 20 1/2

percent?
Senator Bradley. I was too young.
Senator Murkowski. You remember, Bill. Where would

we be today if we got a few bumps on the prime rate? I
mean, it is all over, baby. So let’s reflect the reality
that we've simply got to address this accumulated debt
where we are now spending such,a'significant greater
portion of our budget in the carrying charge of the
interest.

Interest costs will continue to raise over the next
four yearé. By the year 2000, they will begin to level
off, we are told. By the time our budget is balanced by
the year 2002, hopefully, they will be in decline.

The only reason they will be in decline is if indeed
the investment community has confidence that we are
seriously considering taking the necessary steps for
fiscal responsibiiity.

Well, with the tax cuts we are addpting in this bill,
I believe the economy will grow at a faster rate over the
next several years, resulting in a gain in federal
revenue which I think will be beyond what is projected by
CBO. And that could mean we could reach our goal of

balancing the budget, reducing the debt before the 2002.

MOFFITT REPORTING ASSOCIATES
(301) 390-5150



10
11
12
13
14
15
16
17

18

19

20

21

22

23

24

25

91

Mr. Chairman, the vast méjority of American families
ére going to see a major reduction in their taxes as a
result of your bill. Seventy percent of this tax cut is
targeted, as I said, towards families, a middle-income
family. Think about it. A middle-income family with two
children is going to.see their tax bill cut by $1,000.
That is going to make a major difference to millions and
millidns of families in this country.

And, Mr. Chairman, one thing we have not mentioned.
It is not temporary. It is permanent. This is
permanent, not something we are going to go back on after
three to five years.

So yoﬁr proposal to allow a tax cut to offset the

‘cost of student loans is going to be another boost to

families.

I want to commend you for the changes you have
proposed in the rules governing IRAs. For the first
time, homemakers will be able to take full advantage of
an IRA. Now, whose plan is it? It is our plan.

It is responsible. The homemaker works in the home
and should be entitled to having an IRA so that they can
put some money away for their retirement. And it will
encourage the country’s low savings rate that has been
blamed for much of the sluggishness in economic growth

for the last year.
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We have had a situation where we have rewarded for
debt. You used to be able to charge your interest for
your credit card or anything else. We reward for debt.
We don’t reward for savings. Now, we are trying to turn
it around.

These savings incentives should help boost our pool
of national savings and stimulate more long-term
invesﬁment. And I believe that capital gains cuts that
are contained in this mark will unlock hundre@s of
billions of dollars that have been locked in capital
investments for years.

You need to have the incentivg out there. And the
incentive has to be the feturn on investment.

Mr. Chairman, I would have preferred that we could
have done more to alleviate the financial penalty on
investments that result from the alternative minimum tax,
but I know you tried to make additional changes, but ran
up against the revenue constraints on this bill. I hope
that we will be taking that up further in the Finance
Committee at a later time. And I want to thank you for
the provisions concerning some of the Alaskans. And I
would ask that the balance of my statement be entered in
the record as if read.

[The prepared statement of Senator Murkowski appears

in the appendix.]
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OPENING STATEMENT OF HON. PHIL GRAMM, A U.S. SENATOR FROM

TEXAS

Senator Gramm. Well, Mr. Chairman, thank you.

I want to address two issues. I want to address the
tax cuts, and I am not going to apologize for them. And
I wanf to address the deficit. And I am proud of what
you do on the deficit.

I think it is important to remind people that in
1950 the average family in America with two little
children sent one out of every 50 dollars it earned to
Washingtdn, D.C. Today, that same family is sending one
out of every 4 dollars it earns to Washington, D.C.

And if the current trend continues, if we do not
create a single new Federal program in the next decade,
the average family with two children is going to be
sending one out of every 3 dollars to Washington, D.C.

our colleagues on ﬁhe Democratic side of the aisle,
if you listen to what they are saying, obviously think
that is a good trend. We believe it is a bad trend, and
we do not apologize for trying to fix it.

We want working families to keep more of what they
earn. And we have before us a permanent tax cut for
working families that will allow a family with two
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children that work for a living, and pays taxes in
America, next yéar, starting on January 1, to keep $1,000
more of what they earn to invest in their own children,
their own family and their own future.

And we are absolutely confident that they will do a
better job investing their money in their.children and
their future than the Government will do if we do what
our Démocratic colleagues argue, which is let the
Government keep it, and let the Government spend it.

When I offered the Contract With America tax cﬁts on
the floor of the Senate, I remember President Clinton
saying that my amendment cuts spending for children, to
which I fesponded that it is not a debate about how much
money we spend on children; but instead it is a debate
about who is going to do the spending.

Republicans differ with the President and differ
with Democrats. The President and the Democrats want the
Federal Government to do the spending; we want the family
to do the spending. We know the Government and we kndw
the family, and we know the difference. And we believe
the American people know the difference. So I am pfoud
of the fact that we are giving a permanent tax cut to
working families.

Now I know that some of our colleagues have
complained that if people do not pay taxes, they do not
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OPENING STATEMENT OF HON. PHIL GRAMM, A U.S. SENATOR FROM

TEXAS

Senator Gramm. Well, Mr. Chairman, thank you.

I want to address two ijssues. I want to address_ the
tax cuts, and I am not going to apologize for them. And
I want to address the deficit. And I am proud of what
you do on the deficit.

I think it is important to remind people that in
1950 the average family in America with two little
children sent one out of every 50 dollars it earned to
washington, D.C. Today, that same family is sending oné
out of every 4 dollars it earns to washington, D.C.

and if the current trend contlnues, if we do not
create a single new Federal program in the next decade,
the average family with two children is going to be
sending one out of every 3 dollars to Washington, D.C.

our colleagﬁes on the Democratic side of the aisle,
if you listen to what they are saying, obviously think
that is a good trend. We believe it is a bad trend, and
we do not apologize for trying to fix it.

We want working families to keep more of what they
earn. And we have pbefore us a permanent tax cut for
working families that will allow a family with two
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get a rax cut. 1 do not understand,that complaint. The
objective of the taxX cut is to'cut raxes for peopie who
work for a 1iving, and who pay taxes. and 1 am not about
to start apologizing for it. ‘

Now let me saY somethind for the part of the tax
package that virtually no one has talked about--tax cuts
for rich people- Those tax cuts we are providing, not
many of them go to rich people. well, what is the
complaint?' well, the compleint jg, if we cut the capital
gains tax rate, rich people are going to mobilize their
capital, they are‘going;to jpvest it. 1f they jnvest it
wiselyY, they are going to earn profits. Wow. Welcomne to
America. That is how our system works.

1 do not know what Bill clinton’s life experience
was. But when I was growing up as a poy in columbus,
georgia, I had lots of jobs. 1 worked at the Tom Houston

-~

peanut company I threw the columbus 1edger Inguirer., I
worked at Kroger's, 1 worked at a local cabinet shop. No
poor person ever hireo me in Wy 1ife. Now maybe that is
a unique experience.

Maybe if we went around this table, therée are all
kinds of people here who Were nhired by pPoor people- But
ny experience was that every.job 1 got, 1 got pecause
somebody beat me to. the pottom rung of the economic
ladder, climbed up. invested their money wisely, and
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is the one business where your record has to have nothing
to do with your rhetoric. Two years ago, every
Democratic Member of this Committee voted for a tax
increase larger than the tax cut we are talking about
here.

.The Congressional Budget Office says that their
budget, under current services, will produce a steadily
rising deficit through the year 2002, and will produce a
deficit of $228 billion in the year 2002.

Now the budget we have before us, with our tax cut,
will produce a surplus, according to the same nonpartisan
Congressional Budget Office, of $13 billion surplus,
taking in more than we spend by the year 2002.

Our budget, even with the tax cut, because we cut
spending, because we set priorities, will borrow $761
billion less than Bill Clinton’s new budget which he
submitted——not.his first submission, but his second--
which never gets to a balanced budget at any moment in
future history that we can imagine or project.

So it seems to me, if you want working people to
keep more of what they earn, which is what we want, you
are for these tax cuts. If you want a balanced budget,
if you want less borrowing, you are for the spending cuts
we put together. .

We have two problems: We have a deficit; and we
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have a Government that has taxed so much that working
families are not getting to keep enough of what they
earn. We try to fix both. And, Mr. Chairman, I am proud
of your leadership on these issues.

The Chairman. Thank you, Senator Gramm.

Senator Nickles?
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OPENING STATEMENT OF HON. DON NICKLES, A U.S. SENATOR

FROM OKLAHOMA

Senator Nickles. Mr. Chairman, let me also
compliment you for the work you have-done. And let me
make a couple of comments.

Senator Gramm said that we are cutting spending. I
take issue with that. I do not think we are cutting
spending. I see the total outlays in 1995, which are
about $1.5 trillion. The total outlays in the year 2002
are about $1.9 trillion. So spending goes up.

I know my colleagues. I have heard many of them
earlier say that we are cutting Medicare $270 billion.
Medicare spending goes from $177 billion to about $287
billion. That is an increase. Medicaid goes up. Almost
everyfhing is going up, total spending incfeases from
$1.5 trillion té $1.9 trillion over this 7-year period of
time.

Revenues, I might mention, are going up. We are
talking about a tax cut, but total revenues right now are
$1.35 trillion, and that is estimated to go up to about
$1.88 trillion. So even revenues go up.

Now we are giving a tax cut for fémilies. I have
heard some people say--particularly on the other side--
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that well, wait a minute, it is unfair to low-income
people. The téx cut that we have before us for a family
with two children pays no income tax if they have income
less than $24,000. I think that is the right dividing
line, no income tax.

Now some people want to use the Tax Code to
redistribute income. They say, wait a minute, you are
not giving the benefit for those people who are making
$10,000. Well, they want to have a refundable tax credit
so Uncle Sam is writing the check. And that is what we
do under the earned income tax program. It is a negative
income tax. We are writing checks. Well, we are making
some changes to reduce the growth in that program.

I might tell my colleagues that some people havé
said that you guys have slashed that pfogram. Not so.
The maximum benefit on earned income tax credit right
now, if you have a family of four, or a family with two
or more children, the maximum benefit is $3,100. Under
these radical proposals that we are talking about,
Chairman Roth, someone can receive $3,800 by the year
2002. So the maximum benefit goes up. It does not go up
as much as some people would like, but we cannot afford
that.

As Senator Gramm mentioned, this is the only plan we
have on the table that will balance the budget.

MOFFITT REPORTING ASSOCIATES
(301) 390-5150



10

11

12

13

14

15

16

17

18

19
20
21
22
23
24

25

101
President Clinton’s budget never balances the budget,
disregarding what he does on tax cuts. And he did call
for some tax cut. But it never balances the budget.
Even in the year 2002, it continues to be over $200
billion.

I remember having a constituent ask me if we will
ever see a balanced budget in our lifetime. The thing
that bothered me is that constituent was about 21 years
old.

Now for the first time, the first time since I have
been up here, we are actually going to try to implement.
And we have voted on a budget resolution. Now comes the
heavier lifting, both on the reconciliation package and
this part of the package.

Can we afford this tax cut? Somebody talked about
the $245 billion tax cut. Actually, this is $224
billion, if you net it out. Can we afford it? Well, how
much is that over 5 years? Over 5 years, it is $141
billion. Two years ago, President Clinton passed a tax
increase that was $240 billion over 5 years. So if you
compare apples to épples, 2 years ago this Congress, this
President, was increasing taxes by $240 billion. What we
are doing over 5 years is reducing the growth of taxes
$14 billion.

Again, as the Chairman mentioned, we are directing
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that most of this money, about two-thirds of it, towards
families. And in some cases, we are totally eliminating
the tax liability for families that make less than
$24,000.

We are making some changes in the inheritance tax.

I have heard debate on both sides. I will tell my
colleagues that I think that is a very positive
provision. It is family-friendly, but also friendly to
business, small business.

Senator Gramm said he never worked for somebody that
was poor. I used to work for Bill and Sons Janitor
Service, and they were poor, or maybe they were middle
income. They had a little janitor service. Well, I
started an even smaller janitor service, so I have worked
for people that did not make'a lot of money.

What we are doing by this inheritance tax change is
that we are going to allow people to build a little |
business without Uncle Sam coming in and saying that he
waﬁts 35 to 55 percent of it. So I think it is a
positive provision.

The provisions that are encouraging savingslare also
very positive.

So, Mr. Chairman, I want to compliment you for your
work. I think this is a good program. I think it is
very defensible. I think it is good for American
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families. And it will ultimately lead to a balanced
budget, and that is something we have not had in the
past.

The Chairmah. Senator Conrad?

Senator Bradley. -You‘might want to get your
thoughts together for a minute. Whenever you are ready.

While we are recalling our childhoods, Senator Gramm
and Senator Nickles talked about their paper routes and
so on. I was actually born in a log cabin. [Laughter.]

Senator Gramm. How high was the ceiling?

Senator Bradley. Are you ready, Senator?

The Chairman. Are you running for President?

Senator Conrad?
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OPENING STATEMENT OF HON. KENT CONRAD, A U.S. SENATOR

FROM NORTH DAKOTA

Senator Conrad. Thank you, Mr. Chairman.

I welcome the opportunity to comment on the
legislation that is before us. I firmly believe that the
tax cuts being proposed are the wrong policy at the wrong
time.

-I strongly disagree with my colleagues who assert
that this is pro-growth. I think it will actually damage
economic growth. And I think the reasons for my views
are best explained by a series of charts I have brought
along that I would like to share with my célleagues.

The first chart shows a copy of the concurrent
resolution for fiscal year 1996. We have heard a lot of
talk that we are going to balance the budget over the
next 7 years. We are not going to balance the budget
over the next 7 years. That is a fraud. And the budget
document that comes from the Budget Committee shows very
clearly that we are not balancing the budget. 1In fact,
it shows that in the year 2002, in the column under
deficits, that there is not a zero. We have not balanced
the budget. It shows $108 billion deficit in 2002.

The only way anyone can cléim they are balancing is
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to use every penny of Social Security surplus between now
and 2002, over $600 billion. Throw all of the retirement
funds of the people of this country into the pot, and
call that a balanced budget. It is not a balanced
budget.

So I think the first thing the American people have
a right to understand is that they are not balancing the
budget.

Number two, I do not believe that you can justify
tax cuts when the Federal debt is increasing. This chart
shows that we are going to have, on a total basis, a $1.3
trillion increase in the debt under this Republican plan.
That is the increase in the debt that will be developed
over this 7-year period.

I think it is most unwise to be cutting revenue and
increasing the debt with the policy that is before us.

Let us go to the next chart. We will have to put it
on the other éxis so. that people can see a comparison of
the debt increase with or without a tax cut. With a tax
cut, the debt is going to increase $1.3 trillion over the
next 7 years. Without a tax cut, it would be somewhat
smaller.

The other chart I would like to bring to my
colleagues’ attention is the debt increases under the
Republican balanced budget plan. You can see year by
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year what the increase in the debt is as a result of the
yearly deficits. The entire block for each year is the
amount of deficit. And the orange shading at the bottom
of each year shows the amount that is contributed bylthe
tax cut, that is the additional debt that will result
from a tax cut.

I just say to my colleagues, it makes absolutely no
sense to me to be increasing the debt of the United .

States by having a tax reduction when we are already

$5 trillion in debt, and when we are not balancing the

budget.
Now I noticed the other day that Senator Gramm said

in the Wall Street Journal that he would be concerned if

we were increasing the debt, but he did not think we were

increasing the debt. Well, he is simply mistaken. The
debt is increasing--$1.3 trillion over the next 7 years.
And $225 billion of that is because of a tax‘reduction.
I find that the people of my State overwhelmingly
tell me that we ought not to be cutting taxes before we
balance the budget and deal with the debt bomb that is
facing this country. I think the people of my State are
exactly right. It reminds me a lot of kids eating
dessert before they have their dinner. I think our
obligation is to first get this country on a track of
balancing the budget, doing it honestly, and not adding
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to the debt.

But iﬁstead, we see a policy of adding $1.3 trillion
to the debt, and $225 billion of it is because of this
tax cut.

Now some of us assert that it is favorable for
economic growth. I just say that I think they are wrong.
I go back to what we did in 1993. And the folks on the
other side of the aisle said that we were making a
tremendous mistake. They said if you have these tax
increases to reduce the deficit, and these spending cuts
to reduce the deficit, you are going to crater the
econony.

That is what the people on the other side of the
aisle here said in 1993. They said you would crater the
economy. They said we would inbrease unemployment. - They
said we would undermine economic growth. They were
wrong. Economic growth has averaged 3-1/2 percent a
year, the best economic growth in 15 years. We have got
the highest level of business investment in over 20
years. This economy is growing. It has generated nearly
8 million jobs. And all of those who asserted that we
would crater the economy by reducing the deficit, and
curbing the growth of the debt, have been proven wrong.

Once again, I think they are selling us an economic
policy that is wrong. We should not be increasing the
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debt. We should not be expanding deficits in order to
have a tax cut. We should instead increase the pool of
societal savings by reducing the deficit and by curbing
the growth of the debt.

Finally, Mr. Chairman, if I might--I know I have

gone over my time.

Senator Moynihan. As others have done.
Senator Conrad. I thank the Ranking Member.
Senator Moynihan. The Chairman has been very

generous.

Senator Conrad. And I thank the Chairman.

The other question I want to raise today is who
benefits, and who loses?

I asked the Treasury for the combined effect of the
earned income tax credit.

The Chairman. I would ask that you keep this very
brief.

Senator Conrad. I will. I asked for the combined
effect of the earned income tax credit cuts and these
changes. And they reported to me that for a family of
four earning $15,000 a year, that they will pay $357 more
as a result of these changes. That is a family of four
earning less than $15,000.

For a family of four earning $200,000, they will pay
$2,471 less. And for a family of four earning $350,000,

MOFFITT REPORTING ASSOCIATES
(301) 390-5150



109
they will péy $3,582 less. That is not my notion of any
kind of targeted tax relief. It is clearly being
targeted to thé wealthiest among us, at the expense of
those who are the least well off among us.

We also now see the Joint Tax Committee come back |
and tell us--I think most seriously--that by 2000 there
will be a tax increase for everyone earning up to $30,000
a year under this plan. In my State, that is 69 percent
of the people of the State of North Dakota are going to
have a tax increase so that we can give the wealthiest
among us, the best off among us, a tax reduction. That
is not fair. That is not equitable. And I do not think
it is family-friendly to pursue a policy like that.

So I would just say to my colleagues that I do not
believe this is good economic bolicy. I do not think it
is wise to increase the debt. I do not think it is wise
to allow our country to go on a course that we have
pursued that I think has been counterproductive.

As a result of the deficit reduction, we saw from
measures that we took in 1993 what can happen if you
seriously reduce the deficit. The result is much
strengthened economic growth, much higher business
investment, much higher employmént. And that is the
policy course we ought to pursue.

I thank the Chairman.
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The Chairman. Well, as I pointed out earlier, even
the President himself said yesterday that the tax
increase was too much. .And I must say that I heartily
agree with that.

I think it is important for the record to clearly
show that we have a letter from the Congressional Budget
Office, the nonpartisan Budget Office, to the Chairman of
the Committee on the Budget, Pete Domenici, dated
October 18, which says, "Based on the estimates of the 11
Senate commiftees, and using the economic and technical
assumptions underlying the budget resolution, assuming
the level of discretionary spending specified in that
resolution. . ." And this is the part that is important.
"CBO projects that enactment of the reconciliation
legislation submitted to the Budget Committee would
produce a small budget surplus in 2002. It is estimated
that fhat surplus would be roughly $10 billion."

o So the budget is being put in balance by the
Congressional Budget Office. The Congressional Budget
Office is the office that the President said some time
ago is the one that should be accounting for these
things. And I am pleased to put that in the record.

Senator Conrad. Would the Chairman yield for a
question?

The Chairman. Yes, I will be happy to.
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Senator Conrad. If we are balancing the budget,
why on the budget transmittal document itself, the
official document of the Budget Committee, does it show
under deficits for the year 2002, $108,500 of deficit?

The Chairman. Again, I cite to you the budget
letter dated October 18 that enactment of the
reconciliation legislation submitted to the Budget
Committee would produce a small budget surplus in the
year 2002.

Senator Conrad. But, Mr. Chairman,Athe budget
transmittal document itself shoﬁs clearly—-énd I havé it
before us--$108 billion deficit in 2002. |

The Chairman. We will have an opportunity to argue
the pros and cons later. At this time, however, I would
like to move on to the briefing of the ----

Senator Moynihan. Mr. Chairman, before you do, can
I just make one point?

The Chairman. Yes.

Senator Moynihan. I do conceded that the President
yesterday in Houston; Texas told a fund raising audience
that he was sure they were mad, that, "They think I
raised their taxes too much." And he said, "It might
surpriée you to know that I think I raised them too much
too."

But it ought to be on the record that the Members of
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this Finance Committee who voted for those measures do
not think that. Certainly this one does not.

We have in the aftermath the record that the Senator
from North Dakota has mentioned. We have had a period of
steady growth, increased investment. We are at a stable
inflation rate of 2 percent. We have essentially full
employment, or very near there. We would not have gotten
there without the things we did 2 years ago. And I think
that is the record.

In the course of the walk-through, I think it would
be fair to ask Mr. Kies, is it not the case'that whatever
the end result in the final year, we do add $700 billion
to the debt in this legislation?

And.I remember in 1980, when all this disastrous
sequence began in 1981, I believe the debt was about $840
billion. I do not know if this is any use, but it took
us from 1789 to 1980 to incur a total debt of $840
billion. That is almost two centuries. We will add
almost_the same amount in the next 7 years.

Senator Bradley. Mr. Chairman, if I could too, I
do think that it is important since the issue of 1993 was
raised so directly here, that we compare what happened in
1993 with what is about to happen in this tax bill
because I think it is a very strong contrast.

It is true that income taxes went up for the
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wealthiest Americans, What is not reported, of course,
is that people who made under $28,000 a year got a big
tax cut.

I come from a State that has the second highest per-
capita income in the country. So the mystery that was
explored in this Committee earliér, along the lines of,
gee, if you make more ﬁoney, you will pay more taxes, is
well known to my constituents because they have the
second highest per-capita income in the country.

In New Jersey,. 47,000 had an income tax increase
because of what happened in 1993. But 370,000 had a tax
cut because of what we did with the earned income tax
credit. |

.In this bill, it is exactly reversed.

The Chairman. Senator, I do not want to interrupt,
but everybody has had an opportunity to make an opening
statement.

Senator Bradley. Mr. Chairman, I do not deny that
these are unpleasant facts for the Chair to confront, but
these are the facts.

The Chairman. We are not here to argue the merits
or demerits at this time. The purpose of this meeting
this morning was to give everybody an opportunity to make
openiné statements. We did that. I was fairly loose on
the time.
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Now I want to proceed to the walk-through. So I
regretfully move on, and ask our Mark Prater if he would
begin the walk-through.

Mr. Prater. Thank you, Mr. Chairman.

The Chairman’s Mark includes a family tax relief
package that has four elements: A $500-per-child tax
crédit; children under 18 are eligible, no indexing,
effective January 1, 1996.

Senator Breaux. Mr. Chairman, can we get an idea
of what he is working from, what document?

Mr. Prater. I am sorry, Senator Breaux. ‘T am
working from both the description of the Chairman’s Mark,
which was distributed to the staffs on Monday, and.the
revenue table, outlined in the same form.

Senator Moynihan. Where is the revenue table?

Mr. Chairman, might I just take a moment to
introduce to the Committee Mr. John Talisman, who is the
new Minority Chief Tax Counsel.

The Chairman. It is a pleasure to welcome you here
today. We look forward to working with you.

Mr. Talisman. Thank you, Senator. It is a
pleasure to be here. Thank you.

Senator Bradley. So far. [Laughter.]

Mr. Prater. All right. So the first element,
again, contains the $500-per-child tax credit; there is a
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proposal for a-$5,000 credit for adoption expenses, and
employer-provided exclusion for adoption expenses.

Senator Breaux. Can I ask a question on that, Mr.
Chairman?

The Chairman. Yes.

Senator Breaux. On the $500 tax credit, suppose
the family is not paying enough income tax in order to
use the $500 tax credit. Can they use it against their
payroll tax?

Mr. Prater. Senator Breaux, the tax credit is non-
refundable, so it goes against income tax.

Senator Breaux. Can they use it against their
payroll tax?

Mr. Prater. No.

Senator Breaux. What income levei for, say, a
family of four would not be able to benefit from the $500
tax éredit because they in effect, pay no income tax, or
that much?

Mr. Prater. Roughly $12,000.

Mr. Kies. I think it would be slightly higher than
that because of earned income up in the $20,000 range.

We can give you an exact example of that, Senator Breaux.

Senator Breaux. So how many families in this
category? You phase it out at what, $110,000?

Mr. Prater. That is correct.
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Senator Breaux. How many families do you think are
in that $110,000 category? And how many of them in that
category would not be able to benefit from this?

Mr..Kies. Senator Breaux, the number of families
that would benefit from the credit total for 1996, the
first year the credit would be available, 28 million
families that would benefit from the credit. They are
distributed throughout the income classes.

The credit would not be available for tax returns
with incomes less than $10,000--not surprisingly--because
they do not have any income tax liability. There would
be about 3 million returns in that category. About 14
million returns would benefit.

In the category of $10,000 to $20,000, 3.3 million
would not benefit; about 2 million would. Then as you
move up, there are very few families that do not benefit.

When you get into the middle ranges of $30,000 to
$40,000, 4.5 million families would benefit; $40,000 to
$50,000, 4 million; $50,000 to $75,000, 7 million.

When you get into the upper income levels, basically
none of the families benefit because of the phase-out
ranges.

Senator Breaux. All right. My question, I guess,
is a bali park figure of how many families in the
category of $110,000 and below would benefit from the
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full amount of the tax credit, and how many would not be
able to? |

Mr. Kies. The number that would benefit, that are
below $110,000, is roughly 28.6 million. That is the
total number that would benefit.

This is an important clarification. lThe number of
tax returns claiming dependents, including dependents
that are not under age 18 children, that would not
benefit is 8.2 million.

Now I do not have right now the break-out of those
8.2 million, how many have childfén and do not benefit,
due to the fact that they are below the income levels.
But my rough guess is that it is around 5 million, from
the numbers we have.

Mr. Talisman. Senator Breaux, we have ----

Senator Breaux. Let me ask the final question.
Where is Mark?

Mr. Talisman. Senator Breaux, we have statistics
from the Center on Budget and Policy Priorities that show
about 33.5 percent of all children in the economy would
not qualify for the credit.

Senétor Breaux. Let me ask Mr. Kies, under this
proposal, is this statement true? "Approximately 23.7
million children living in families with low or moderate
income, constituting one-third of all U.S. children,

MOFFITT REPORTING ASSOCIATES
(301) 390-5150



10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

118
would receive no aid from the child credit that is being
proposed." |

Mr. Kies. That is absolutely not true, Senator.
The total number of dependents, including over age 18,
that would not benefit is only 15.3 million. And that
includes people who are not children below the age of 18.
So that statistic is just absolutely not correct.

Senator Breaux. - Does Treasury differ? What I am
trying to find out is who benefits from this. I am
disturbed that it is not refundable because most of the
people that this child credit is trying to help do not
pay a lot of income tax. They are getting killed by the
payroll tax.

And Counsel said that this does not affect the
payroll tax, which is really what is eating them alive.
So I am trying to figure out whé we are helping and who
we are not helping by the child tax credit, which is not
refundable, and is not off of payroll taxes.

Mr. Kies. Senatér Breaux, our statistics show that
those receiving the credit, there are 49.8 million
dependents who would qualify for the credit. So that
would be children under the age of 18, with families that
have income tax liability. The additional dependents
claimed on all other tax returns, including those over
the age of 18, is 15.3 million. So it is some portion of
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that 15.3 million. Let me try to get that statistic for

you, that would not qualify for the credit. It is some

‘portion of that, who are actually under age 18, but they

are with families that db not have income tax liability.

Senator Breaux. I would appréciate those numbers.

Mr. Chairman, this is by far the biggest portion of
the $245 billion tax credit. It is approximately $160
billion of this entire tax bill. And I am just trying to
find out who is going to get it, and who is not going to
get it.

It dwarfs any other provision in this tax bill. I
am just trying to find out who géts it, and who sort of
really gets it.

The Chairman. I appreciate that fact. At the same
time, it is important that we do not bog down in
arguments at this time.

Senator Breaux. Mr. Chairman, I am not arguing the
merits at all. I am just asking a question. I am not
arguing the merits yet. That will come later. I am
merely trying to say give me some numbers here.

The Chairman. Why do you not go ahead and ask that
question, and then we will try to proceed.

Senator Breaux. Does Treasury have some numbers
that they can give us? |

Mr. Samuels. Senator Breaux, I would just mention
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that, in looking at the numbers, we think you should
include children of families who are not necessarily
filing tax returns because their income is below the
filing threshold, or they are otherwise receiving earned
income tax credits.

So I think that you should look at the entire pool
of children in the country.

The Chairman. Mr. Secretary, the purpose of having
you here--and we are delighted that you could be here--
is, of course, to answer questions. But we are never
going to finish the walk-through if we get into these
lengthy discussions. And that is the purpose of this
part of the meeting, to have a walk-through, so everybody
knows what the Chairman’s Mark contains.

Senator Moynihan. Mr. Chairman,.if we never finish

the walk-through, is it possible that we will never have

.this bill?

The Chairman. Well, delay is one possible
strategy. But we intend té proceed until we finish.

Do you want t§ continue, Mark?

Mr. Prater. Thank you, Mr. Chairman.

The third element of the family tax relief package
is the marriage penalty relief. This proposal would take
the disparity that exists between the standard deduction
on the individual side and the married couple side, and
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rid the system of that disparity by the yéar 2005.

The fourth proposal is a credit for student loan
interest up to $500 per year, not to exceed $1,000 per
return, ratably phased out. The phase-out is indexed.

The next set of proposals are proposals to increase
savings and investment, including an individual
retirement account proposal. The individual retirement
account proposal has two elements to it. The first is

the tax-deductible IRA proposal. The current law income

limits would increase by $5,000 a year until phased up to

amounts in the single range from $85,006 to $95,000 in
the yearl2007, and, for couples, $100,000 to $120,000.
These income limits would be indexed when they reach
those levels, as well as the contribution being indexed.

There would be a new $2,000 IRA for homemakers. And
this front-ended IRA would include penalty-free
withdrawals for first-time home purchases, limited to
$10,000, madical expenses, periods of unemployment, and
higher education expenses. That proposal is.effective
Janua;y 1, 1996.

Senator Bradley. Mr. Chairman, could I ask a
question on this?

The Chairman. Yes.

Senator Bradley. Oh, I am sorry. Senator
Moynihan?
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Senator Moynihan. °~ You probably want to ask the
same question. The table we have here from Joint Tax
Committee says that over the next 7 years this measure
will cost $12 billion. But then in the 3 years that
follow, it adds another $20 billion. How could that be?
It is $12 billion for the years 1996 to 2002, and then
$33,9§3,000 in just 3 years.

Senator Moynihan. You had a question, Senator
Bradley?

Senator Bradley. That was really my third
question.

Senator Moynihan. Your third question. Well, we
will start from there.

Mr. Kies. Senator Moynihan, the proposal phases in
the marriage penalty relief. Under current law, a
married couple’s standard deduction ----

Senator Moynihan. No.

Senator Bradley. I am asking about the IRA.

Mr. Kies. Oh, I am sorry.

Senator Bradley. He asked why the big revenue
increase in the eighth, ninth and tenth Year. That was
the quéstion.

Mr. Kies. The answer is actually similar, that the
proposal phases up the income limits with respect to the
deductible IRA from $40,000, which is the limit for a
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married couple today, up to $85,000. Is that correct,
Mark?

Mr. Prater. One hundred thousand.

Mr. Kies. Up to $100 ----

Mr. Prater. It starts at $100,000.

Mr. Kies. oh, all right. Under current law, if
you have over $40,000 of adjusted gross income, you
cannoﬁ make an IRA deduction unless you are not
participating in any qualified plan, and your spouse is
not either. That amount is phased up over time, and it
is phased up in $5,000 increments, so it gradually phases
in.

AndAthat is part of the answer. The other part ----

Senator Moynihan. How high does it go?

Mr. Kies. It goes to $100,000 over roughly an
8-year period. No, it would be a 12-year period because
it goes up in $5,000 increments.-

The other part of the answer, Senator Moynihan, is
that IRA proposals, by definition, have out-year revenue
effects because part of the benefits of IRA’s are the
deduction up front. But then in addition, it is the
inside buildup that is tax-free. So, over time, wherever
your income threshold is, you are going to have a profile
of out-year revenue costs.

Senator Bradley; Mr. Chairman, just on that point.
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current law allows an IRA deduction for a‘couple earning
up to $40,000, and then it is phased out at $50,000.
Right?

Mr. Kies. That is correct.

Senator Bradley. How many earn under $50,0007?

From your statistics, 73 to 75 percent of the taxpayers
now have an IRA. So that is point number one. Seventy-
threelto 75 percent of the taxpayers could today put away
$2,000 a year, tax-free, and have that invested, and the
money that is made on that investment not taxed each
year.

Now it is also my understandihg that current law is,
if you eérn over $50,000 a year, you can put away $2,000
into an IRA, not get a deduction, but your inside buildup
is not taxed. Is that correct?

Mr. Kies. That is correct.

Senator Bradley. So that the really big benefit of
the IRA, as Mr. Kies has already described, is the inside
buildup, the fact that you can make money, make money,
and not pay any taxes. And that exists in current law.
This does not changé that. It already exists in current
law.

So as I understand it, the only thing this does is
to raise the ability to tax the $2,000 deduction from
$50,000 to $120,000. Is that essentially correct?
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Mr. Kies. Senator Bradley, that is correct.

Except that I would point out that we are going to allow
a larger group of taxpayers to benefit, to achieve a
higher utilization of deductible IRA’s.

Even though you are correct that people can do non-
deductible IRA’s, like they can buy a deferred annuity,
the incidence of savings does not occur at the same level
we think it will if somebody has a deductible IRA. So
that is part of our revenue cost analysis.

Senator Bradley. Right.

Mr. §amuels. Senator Bradley, if I can just ---—-

The Chairman. We must move on. I would just point
out to my distinguished friend that the Bentsen-Roth
legislation, which was passed by this Committee and
enacted by the Senate, did the same thing.

There will be opportunity to raise these questions
with amendments. But in the meantime ----

Senator Bradley. Mr. Chairman, if these questions

are not answered now, they are just going to be answered

.later. This is not a mystery here.

The Chairman. But if we could just keep our line
of discussion to questioning, rather than arguing the
mérits and demerits, so that we can get through the walk-
through, is what I am trying to say.

Senator Bradlef. Could I ask the Treasury one
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question then, Mr. Chairman, in the spirit of comity.
- The Chairman. = Certainly.

Senator Bradley. Why is this called a back-loaded
IRA, from your standpoint? And why does it increase the
budget deficit by $30 billion in years 8, 9 and 10, and
only $12 billion in years 1 to 7?

Mr. Samuels. Senator Bradley, first, I would like
to add to the description of the proposal. There is a
so-called back-loaded IRA, which is different from
current law in that you do not get a deduction when you
put the funds in the IRA. You receive inside buildup
tax-free. But then when you take the money out, unlike
current iaw, you do not pay any tax whatsoever on the
inside buildup. That is why they are called back-loaded
IRA’Ss.

And the income limits, as I understand it, do not
apply to back-loaded IRA’s. Those are available to
anyone. So I wanted to just clarify that because when
you were describing the proposal before, there was an
indication that the income limits applied to both types
of IRA’s. And, in fact, as I understand it, the income
limits do not apply to the back-loaded IRA’s.

And I also understand from our economist, that the
back-loaded IRA’s are very attractive economically, so
people will contribute to them. I think that is why you
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The Chairman. Mark, would you please proceed now?

Mr. Prater. Thank you, Mr. Chairman.

The third element of the savings package that is in
the retirement plan area is a new simple retirement plan
for small employers. It would be similar to a 401(k)
plan, available to employers with 100 or fewer employees.
Employees could contribute up to $6,000 of their wages.
Employers must match the employee’s contributions up to 3
percent of the employee’s pay. The contributions could
be invested in IRA’s for each employee or in a qualified
retirement trust. And all contributions would be non-
forfeitable. This would bebeffective January 1, 1996.

The next feature in the savings and investment
package is the capital gains tax cut. For individuals,
there would be a 50 percent deduction for property owned
at least 1 year, resulting in a 19.8 percent tax rate.
Collectibles would remain at 28 percent, as under current
law. One half of the capital gains deduction would be
included in the alternative minimum tax as a preference.
And the effective date would be for sales and exchanges,

including installment payments, after October 13.

Mr. Kies. No indexing.
Mr. Prater. No indexing.
Senator Moynihan. Mr. Chairman, I would like to
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1 make the point again that the out-years are horrendously
2 expensivé. We have $33 billion in the next 7 years. And
3 in the 3 years that follow, you almost double it. It

4 goes to $59 billion. Why is that?

5 Mr. Kies. Senator, the projections that we have

6 prepared for persons analyzing the capital gains

7 provision does assume that there is a growing pool of

8 capitél gain realizations, even under current law. Aand

9 those would benefit from the exclusion.
10 We also take into account induced realizations, and
11 ~ that is reflected as well.

12 Senator Moynihan. Induced realizations raise
13 revenue in that sense.
14 Mr. Kies. That is correct.
15 Senator Breaux. Mr. Chairman?
16 Senator Breaux. John, yes?
17 Senator Breaux. I would just like to ask the
18 question about how does the proposed 50 percent reduction
19 work with including half of that 50 percent in the AMT?
20 Mr. Prater. That is correct.
21 Senator'Bréaux. What is the bottom line effect of
22 this change, with the changes that are being proposed in
23 the AMT itself?

24 Mr. Prater. Seﬁator Breaux, the effect is that the
25 persons who are in the AMT would end up paying roughly 21

v
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percent rate on their capital gains.

Senator Breaux. Instead of 19.8 percent?

Mr. Prater. That is correct.
The Chairman. Please proceed, Mark.
Mr. Prater. Thank you, Mr. Chairman.

The next element of the capital gains proposal is a
28 percent capital gains rate, no indexing. We have also
included in the Chairman’s Mark a venture capital piece
which would provide a 75 percent deduction for qualified
small business stock owned for at least 5 years.

There would be adjustments to the current law
definition of qualified small businesses.

Senétor Bradley. Mr. Chairman,_could I ask about
that definition?

The Chairman. Yes.

Senator Bradley. ' What are the changes from current.
law as to what qualifies as venture capital?

Mr. Prater. Senator Bradley, do you mean in terms
of the kinds of businesses, the types of business
activities? The Chairman’s Mark basically retains
current section 1201 definitions. The changes are with
respect to the size of the corporation. The gross assets
test would go from the current law amount of $50 million

to $100 million. And the per-issuer limits that are in

current law would be eliminated. Those limits are the
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greater of 10 times the basis of the investment or $10

million.

Senator Bradley. So, essentially, the effect of

"those two changes is to dramatically expand the number of

businesses that would qualify as venture capital
operations. Is that not correct?

Mr. Prater. Again, I would stress that the kinds
of buéinesses, the kinds of business activities, are not
changed here.

Senator Bradley. No, the size. You do the same
thing, but you now get the specia1.75 percent deduction.
Right?

Mr.'Prater. ~That is correct.

Senator Bradley. Now could you tell me, of the
revenue loss attributable to capital gains, how much is
attributable to this provision, as opposed to the
provision on corporations and individuals?

Mr. Kies. Senator Bradley, I believe the revenue
loss from this‘change for the 7-year period is less than

half a billion. I can get you the exact figures.

Senator Bradley. Less than half a billion?
Mr. Kies. Yes, sir.
Senator Bradley. So the bulk of the revenue loss

is basically due to traders. It is not due to people
putting money in venture capital and fueling economic

MOFFITT REPORTING ASSOCIATES
(301) 390-5150



10
11
12
13
14
15

16
17
18

19
20
21
22
23
24

25

131

growth, based on what you say. I mean the $500 million

is all it loses over 7 years, and the total lost over 7

years is $33 billion. Then this clearly is not a venture-

capital provision.

Mr. Kies. Well, Senator Bradley, let me point out
that there are a number of statistics that the Joint
Committee has put together in prior pamphlets on the
incidénce of capital gain events by individuals that
iﬁdicate that there are a number of taxpayers who are not
traders who have capital gain events over a 5-year basis,
3-year basis, or whatever;

I might just also point out that ----

Senétor Bradley. You cannot say that then, that
they are traders. The only thing you can say is that
only $500 million of $33 billion is venture capital.

Mr. Kies. Right. I think that is a fair comment.
Let me.also point out that this does not kick in until
you hold it for 5 years, and that is one of the reasons
that in the 5- or 7-year window there is a relatively
small amount as well.

Senator Hatch. Well, Mr. Chairman, if you could,
there could be all kinds of other venture capital, right?
And this is just with regard to this one provision.

Mr. Kieé. That is correct.

Senator Hatch. I mean, my goodness, we are talking
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about all kinds of investments that businesses make,
individuals make, where they ride those investments and
keep them for years.

Senator Bradley. But the question was, how much
does this change help venture capital, as a part of the
total capital gains?

Senator Hatch. Well, then, that is a different
question. I think you have to give a different answer
than what you have given here.

Mr. Kies. No. I was just answering Senator
Bradley. I think you are correct, Senator Hatch, that
the 50 percent exclusion, independent of this, will have
a significant effect on people investing in venture
capital.

Senator Hatch. We are trying to encourage people
to invest in venture capital, especially in the
biotechnology companies, where we hope to find some of
these breakthroughs that will help us solve some of the
health care problems in this society. And, as I see it,
this is one of the best ways to get people to do that.
Do you differ with that?

Mr. Kies. No. I think that is correct.

Senator Hatch. Mr. Chairman, could I ask another
couple of questions? I will try to be quick.

The Chairman. Sure.
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Senator Hatch. I am very appreciative that the
venture capital piece, really the Hatch-lLeiberman capital
gains bill, S. 959, has been included in the Mark, with
several technical changes.

But I would just like to ask a couple of questions
concerning the details. Does the Chairman’s Mark allow
corporate taxpayers to invest in qualified small business
stock4and enjoy the 75 percent exclusion for venture
capital investments?

 Mr. Kies. No, Senator Hatch. It is limited to
individual investors.

Senator Hatch. I see. Also, does the Mark include
an exempfion from the alternative minimum tax for those
taxpayers who invest in these small businesses?

Mr. Kies. No.

Senator Hatch. No, it does not. These were
provisions of S. 959. I understoqd that they would be
included within the Chairman’s Mark, but these questions
have arisen because of the lack of specificity in the
Mark itself.

Personally, I think it is unfair to preclude
corporations from investing in these small businesses. I
use the biotechnology industry just to make a point.
Corporations provide about one-fourth of the venture
capital used by small businesses. And I do not think we
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want to dilute the benefits of this provision by cutting
out corporations who have a stéady influence on the
vanture capital market. I think it may be economically
foolish to exclude corporations, particularly since they
are taxed twice.

Now as I understand it, the mark-up document states
that only a 75 percent exclusion would be available.
Right?

Mr. Kies. That is correct.

Senator Hatch. But it does not make clear thét the
75 percent exclusion was to be available only for
individuals. It is still ambiguous, is what I am saying.

Mr.-Kies. I think there is a slight ambiguity.
Although what we estimated and what we understood was
that the proposal in the Chairman’s Mark was limited to
individual investors.

Senator Hatch. Well, I just point that out.

Also, I might add that subjecting investors who are
willing to invest in risky small business enterprises for
at least 5 years should not be penalized by having the
gain subject to the alternative minimum tax.

The Chairman. We do want to proceed.

Senator Hatch. I wonder if we could do something
to clarify this and correct this.

The Chairman. I will have our people discuss it
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with you.
Senator Hatch. Will you work on it with us?
The Chairman. Yes. We will take a look at it.
Senator Hatch. All right.
Senator Bradley. Mr. Chairman, be careful. That

green line is going to go up over there.

The Chairman. We have made no commitment, I assure

you.
| Senator Hatch. Well, it has plenty of room to go
up.

The Chairman. Mark, do you want to proceed with
the next item?

Mr.'Prater; Thank you, Mr. Chairman.

The next item is the alternative minimum tax relief.
This proposal contains two parts. The firsf would
conform the method of depreciation for purposes Qf the
alternative minimum tax,'and the second part would
provide a credit offset mechanism for alternative minimum
tax credits that are currently built up against current
AMT liability.

The fifth provision is a provision clarifying that
gas station convenience store depreciations would receive
15-year depreciable life. |

Senator Bradley. Mr. Chairman, this is one of my
favorites in the whole bill. And we are going to get to
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this one when we get to discussing it. But could you
just repeat this slowly so everybody can understand what
this provision is?

Mr. Prater. Senator Bradley, this provision would
clarify that gas station convenience store property is
eligible for 15-year depreciable life, rather than being
eligible for the nonresidential real property life.

Senator Bradley. Which is?

Mr. Prater. Thirty-nine and a half years.

Senator Bradley. Right. So what this says is, if
you have got a 7-Eleven, and you put a gas pump in front
of it, you depreciate the property in 15 years, as
opposed fo 39 years.

Senator Grassley. What it basically says is what
we meant in the statute, which the IRS has come along and
interpreted in a different way. So'we are just
reaffirming here what we thought we said in the last tax
bill.

Senator Bradley. I see. At least we are now clear
on what the author intended.

The Chairman. Mark, would you proceed please?

Mr. Prater. Thank you, Mr. Chairman.

Senator Breaux. Let me ask another question on
that. Is there not still a test that more than 50
percent of the products have to be gasoline marketing?
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Is there a 50 percent test?

Mr. Prater. That is correct, Senator Breaux. The
Service currently applies the 50 percent test
conjunctively. In other words, you have to have over 50
percent of the revenue from basically petroleum product
receipts. And 50 percent of the floor space has to be
devoted to petroleum products.

Senator Breaux. And is that continued?

Mr. Prater. It would be an alternative test.

Mr. Roesser. It would be clarified to "not in
substantial use." You could not take a 7-Eleven that did
not previoqsly have a gas pump in front of it and then
put a gaé pump in front of it to get the benefit of this.

Senator Bradley. Pardon? I did not hear that.

Senator Breaux. I guess my question is, do you
still have to have this percentage of your business in
marketing gasoline, or in marketing food? What kind of a
test do we have to determine what this facility really
is? 1Is there a test in this proposal, and what is it?

Mr. Roesser. The proposal includes a not in
substantial test qualification to get the benefit of this
clarification.

Senator Breaux. What does that mean in English?

Mr. Kies. It is intended to preclude somebody from
putting a gas pump out in front an Acme store or a K-Mart
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store, and.qualifying the store for lS—yeér depreciation.
It is intended to limit it to things that are real gas
stations, but have convenience stores with them.

Senator Bradley. Could I ask Mr. Samuels, what is
the public policy issue here that would give a
convenience store with a gas pump in front of it 15-year
depreciation, but your normal 7-Eleven a 39-year
depreéiation?

Mr. Samuels. Senator Bradley, we have problems
with this proposal at two levels. First, it applies to
existihg property. So, in that sense, it is retroactive.
It applies tovall convenience stores with gas facilities
associatéd with it.

And the second, looking forﬁard, there are very
recent press reports explaining how the retail service
station industry is changing. And the way it is changing
is that companies are getting together with convenience
stores and fast food stores, and having one facility.

And I think this would allow fast food stores to possibly
get 15-year depreciation instead of 39-1/2 depreciation.

The Chairman. All right. Shall we move on to the
next item, Mark?

Mr. Prater. Thank you, Mr. Chairman.

The next proposal would allow bank common trust
funds to convert to mutual funds. This is a proposal
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that has been in past tax bills and treats one entity,
which is a flow-through entity, to allow it to convert to
another flow-through entity on a tax-free basis.

The third set of proposals is ih the health care
area, health care-related proposals.

The first one would clarify the tax treatment of
long-term care insurance.

The second one would provide that the tax treatment
of accelerated death benefits would be treated like life
insurance benefits.

The third one would create a new medical savings
account which would be iinked with catastrophic
insurancé, with minimum deductions and contributions
limited to $2,000 per year for singles and $4,000 per
year for families, indexed. The contributions with
respect to self-employed would be treated the same as
under current law, regular health insurance of 30 percent
contribution. And the earnings would be tax-free. Tax-
free and penalty-free withdrawals would be allowed for
medical expenses and certain health care insurance
premniums.

The fourth proposal would adjust the current law.
tax-free death benefit limit on burial insurance policies
from $5,000 and a maximum of $25,000 to $7,000 and
$30,000 respectively.
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The fifth proposal would treat ceftain health
insurers as Blue Cross-Blue Shield organizations.

The fourth set of proposals is in the estate tax
area.

The first is a targeted, family-owned business and
farm provision.

Senator Breaux. Let us go back to the health
stuff. You were finishing up with health and going into

estate tax?

Mr. Prater. Yes.

Senator Breaux. Where is the medical savings
account?

Mr.'Prater. Senator Breaux, that is one page 2 of

your document.

Senator Breaux. All right. I found it. It is
scored as a $1.3 billidn loss?

Mr. Prater. That is correct.

Senator Breaux. Did I not hear the argument that
medical savings accounts were Qoing to save us money?
How is it that we have a $1.3 billion loss over 7 years
and a $2.3 billion loss over 10 years?

Mr. Kies. Senator Breaux, we would only score the
tax effect of mediqal savings accounts. The impact on
health care spending would not be something we would
typically reflect in a revenue estimate. So the debate
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over the extent to which it affects medical spending
would not be reflected as part of our revenue estimate.

Senator Breaux. But would it afect what the
Government spends on Medicare?

Mr. Kies. Well, there is a proposal in the
Medicare package which is a Medicare MSA. This MSA is
not related to Medicare MSA. This MSA is one that can be
used by individuals prior to attaining Medicare
eligibility. So this does not really relate to the
Medicare effect.

Senator Breaux. This $2.3 billion loss over 10
years does not take into consideration Medicare patients
who may decide to go into an MSA?

Mr. Kies. That is correct because this proposal
does not affect Medicare recipients at all. It is only
available to individuals prior to reaching Medicare
eligibility.

Senator Breaux. So if we pass a Medicare proposal
that allows medical savings accounts, the loss could be
even greater?

Mr. Kies. No. There is a Medicare MSA provision
that was in your Medicare mark-up. The effects of that
are already reflected in the overall Medicare numbers
that you were given, I think, by CBO.

Senator Moynihan. Could I ask, is this Mr.
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Rooney’s proposal?

Senator Breaux. It looks like a duck to me.

Senator Moynihan. That great benefactor of persons
in our calling, Mr. Pat Rooney.

Mr. Kies. Senator Moynihan, this is patterned
basically after the proposal that was introduced, I
think, on the House side by Chairman Archer and by
Chairﬁan Roth on this side. There are slight
modifications, but I think it basically reflects their
proposals.

Senator Moynihan. Thank you.

The Chairman. Please proceed then, Mark.

Mr..Prater. Thank you, Mr. Chairman.

Moving on to the estate tax reform area, there are
two major reforms here in terms of the targeted approach
to family farms and businesses. There is a benefit that
results from this exempting the first $1.5 million of a
family-owned business or farm, and reducing the estate
tax rate by 50 percent on the next $3.5 million of a
family-owned farm.

The family-owned business and farm must meet a
family definition test, and also a liquidity test. 1In
other words, at least 50 percent of the estate must be in
the family-owned business or farm.

Senator Bradley. Mr. Chairman?
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The Chairman. Yes, Mr. Bradley.

Senator Bradley. Is there anything that would
prevent me from transferring my art collection to the
family-owned business?

Mr. Kies. Senator Bradley, there is nothing that
wbuld prevent you from transferring it but you would not
qualify for the exclusion if it was a passive asset. The
propoéal is intended to prevent stuffing of passive-type
assets into an entity prior to death, in order to qualify
for the exemption.

Mr. Samuels. Senator Bradley, if you became a
dealer in art after you transferred your collection, I
believe you would then qualify.

Senator Bradley. bardon?

Mr. Samuels. If you became a dealer 'in art. It is
not that difficult, I do not think, to become an art
dealer after you have transferred your collection to the
business. Then I believe you are engaged in an act of
business, of dealing in art.

Senator Bradley. Is there a set criteria you have
established to determine whether someone is a dealer or
not?

Mr. Prater. Senator Bradley, there is a material
participation test. It is not as though you could just
say you are an art dealer. You would actually have to be
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operating as an art dealer.

Senator Hatch. Having been in that field, it is
lot tougher than you think to establish yourself as an
art dealer.

Senator Bradley. Like what would that mean? Not
an artist, an art dealer.

Mr. Prater. It means you would have to be in the
regulér and continuous business activity of dealing art.
It would be similar to the passive loss rule test.

Mr. Kies. Treasury has been fairly effective.

' Senétor Bradley. So you would require the same
notes as the passive loss test? You would have to have
the same'number of hours a year? |

Mr. Kies. Well, Treasury’s experience in the past,
in dealing with the material participation test under
2032A, which would adopt these same rules, has been that
they have been fairly effective at réally requiring |
actual participation.

Senator Bradléy. Does Treasury feel that there is
an adequate safeguard here that would prevent abuse?

Mr. Samuels. Senator Bradley, I think we see that
there is this problem of abuse in terms of transferring
activities to a closely-held business that would then
qualify. And I think the art dealer issue is one that we
would have some concern about.
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This proposal, under our calculation, provides
benefits, for example, to estates of $5 million or more.
They would get an estate tax cut of $1,750,000.

The Chairman. Mark, why do you not say what
safeguards are included?

Mr. Prater. Mr. Chairman, basically, there are
safeguards in terms of the disposition of the business.
There would be a recapture of the tax benefit if the
family failed to participate in the business within 10
years after the decedent’s death.

The.Chairman. After the death of a decedent, what
happens during the next .10-year period?

Mr.-Prater. The decedent’s beneficiaries, the
estate, who qualify into this standérd, have to continue
to operate the business and participate in it.

Mr. Roesser. If the qualified heir fails to
materially participate, in years 1lthrough 6 there would
be a 100 percent recapture of the tax that would have
been payable. Year 7 would be an 80 percent recapture;
in the eighth year a 60 percent recapture; year 9, 40
percent recapture; and the tenth year would be a 20
percent recapture.

Senator Bradley. Mr. Chairman, could I ask Mr.
Samuels, is there any way around this if you had an
enterprising tax lawyer?
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Mr. Samuels. I think the qﬁestion that has caused
us problems in the passive activity rules is when
somebody is materially participating. And you will have
that same discussion for this proposal.

Senator Bradley. Could you confirm in any one year
the number of people who have an estate when they die of
greater than $2 million a year? The number I have is 1
perceﬁt who pay any estate taxes at all, and 2 tenths of
1 percent who have an estate greater than $2 million.

Are those roughly correct?

Mr. Samuels. I believe that is correct. As I
understand it, about 1 percent of estates are subject to
the estafe tax. That means they would be over $600,000.
So you are correct.

Senator Bradley. So 99 percent of the people, when
they die, do not pay any estate tax now because they do
not have estates greater than the $600,000 exemption?

Mr. Samuels. Correct.

The Chairman. Shall we proceed, Mark?

Senator Hatch. Could I ask one question?

The Chairman. I would ask you to keep it short.

Senator Hatch. It will be a short question.

The Chairman. Sure.

Senator Hatch. I would just like to know what how
the Clinton administration feels about estate tax relief
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in general. Are you for it or against it?

Mr. Samuels. Senator Hatch, as you know, we
testified before the Finance Committee on this issue.
And we strongly favor reforms for small, closely-held
family farms and family businesses. And we have sonme
ideas of how one mightldo that. But we think that this
proposal, which gives a $1,750,000 tax cut to estates of
$5 miilion or more is excessive. But we think there
should be other things we can do without providing that
level of estate tax reduction.

The Chairman. All right. Will you please proceed.

Mr. Prater. Thank you, Mr. Chairman.

The4next element in the estate tax reform proposal
would gradually increase the unified credit up to a
credit equivalent amount up to $750,000 a year in 2001.

The third element is an exclusion for certain

"conservation easements to 50 percent of the value of the

real property, subject to the conservation easement,
capped at $5 million. And the heir, the person receiving
the property, would have a carfyover basis, not a step-up
as under current law. ‘

The fourth element is a generation-skipping ----

Senator Bradley. Mr. Chairman, on that point,
could you expand on what that implies, what that really
means when you do not have a step-up, you have a
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carryover?

Mr. Prater. Senator Bradley, it meéns that the
beneficiary of the decedent’s estate will take the.basis
in the property that the decedent had. In other words,
the general rule is that when a decedent dies, the basis
stepé up to the fair market vaiue.

Senator Bradley. When it is trahsferred?

Mr. Prater. That is correct.

Senator Bradley. But this would essenfially allow
it to be transferred at the decedent’s.cost basis?

Mr. Prater. Right.

Senator Bradley. Well, should that not result in
more taxé

Mr. Kies. Eventually it will because if and when
it is sold, the amount of income tax paid would be higher
than if it got a step-up to fair market value.

Senator Bradley. All right. Mr. Samuels?

Mr. Samuels. Senator Bradley, as Ivunderstand this
proposal, it gives you a deduction in the following case.
You buy a piece of property within 3 years before you die
for $5 million. You have to hold it for 3 years. You
give a conservation easement. Let us say the value of
the conservation easement is $150,000. You are entitled
to a deduction under this proposal of $2.5 million, even
though the conservation easement is only worth $150,000.
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So we think it is a poorly targeted incentive to
transfer conservation easements. And if you have just
bought the property, you do not have to worry about step-
up in basis, or maybe no gain.

The Chairman. We would ask you to proceed.

Mr. Prater. Thank you, Mr. Chairman.

The next proposal is a simplification of the
generétion—skipping transfer tax, with respect to
collateral descendants.

The fifth proposal would provide that cash leasing
coming from special use valuation property under section
2032A would not cause recapture.

Thelfifth set of proposals here would extend through
February 28 certain expiring tax provisions. There would
be a replacement of the current targeted jobs tax credit
with a new work opportunity tax credit. The credit would
be computed from the first $6,000 of a worker’s wages,
equal to 35 percent.

Senator Baucus. Mr. Chairman, on that, it is clear
that the old targeted jobs tax credit needs a little
reform. I do not think there is much doubt about that.

I must say that my concern here is that this is
going to change it way too much. And it makes it almost
impossible for certain employers to take advantage of
hiring youth, disabled workers, other people who given
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jobs that they otherwise would hot have.

This is now very limited. There is a test of 120
hours, which is moved up to 500 hours. Second,lpeople
can.only come from so-called empowerment zones. And,
unfortunately,Athere are no empowerment zones in the
State of Montana.

Mr. Prater. Senator Baucus, we dropped the 500-
hour test in the House bill to 400 hours here. |

Senator Baucus. Well, that is still a long time.
And, second, is the empowerment zone provisions. It just
makes it virtually unavailable to way too many people.

Let me just mention, there is one major company in
the-Staté of Montana, called Four B’s. They have
restaurants all over. They have received national awards
for hiring handicapped people, people who otherwise would
not be employed. I wish you knew the management, the
head people of this company. It is the Hamlin family.
They go out of their way just to help people. This is

one way they have been able to do so. And I just wish,

'Mr. Chairman, that sometime between now and floor, we .

could work out this provision so it is still available in
a good common sense way.

Mr. Kies. Senator Baucus, I think maybe there is a
misunderstanding. The people who are subject to
vocational rehab are still eligible employees. This is
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not limited to people in empowerﬁent zones. It also is
available to people who are receiving cash forms of
assistance, the successor to AFDC. This is not limited
only to people in empowerment zones. That just happens
to be one class of worker that is eligible.

We can go over that with your staff.

Senator Baucus. What are the other limits then,
besidés the 120 up to 400 hours, and empowerment 2zones?
Give me an example, if you could, of other limitations
then.

Mr. Kies. I believe we have got a requirement that
there actually be a certification prior to hiring, which
is a chaﬂge from current law.

One of the criticisms of current law is that people
get hired and then they go and get certified. So there
is a requirement that they actually have to be certified
prior to a hire date. And there is a work requirement.

And those are the two primary requirements.

Senator Baucus. You are talking about the 120
hours?
Mr. Kies. Correct.

Senator Bradley. To 4007?

Mr. Kies. That is correct. The 400-hour

requirement.
The Chairman. How many weeks is that?
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Mr. Kies. Roughly 10 weeks, Senatof Roth.

Senator Baucus. But the work certification is the
only other change?

Mr. Kies. And then the other change is that the
level of credit is reduced to $2,100. It is 35 percent
of the first $6,000 of wages, whereas under current law
it is 40 percent of the first $6,000. So the level of
credif is slightly smaller.

Actually, the class of workers is expanded to some
extent because families receiving cash welfare benefits
is not currently a éategory of workers that are eligible.

Mr. Roesser. Senator Baucus, we also added a
category»for veterans. It is not only veterans on cash
assistance, but it is also veterans on food stamps. So
we did expand the veterans category in this program.

Senator Baucus. Yes. Well, Mr. Chairman, I would
like, if we could, to have our staffs look at this
because there are still some questions that are not
answered.

Senator Bradley. Mr. Chairman, if I could, on what
you said, Ken. It may be a narrow category, but you said
those people who were on cash assistance, on the new
welfare rolls?

Mr. Kies. Correct.

Senator Bradley. How do we know who they are, as
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the Federal Government?

Mr. Kies. Well, our estimate is based on looking
at the proposed changes in welfare and projecting how
many people wouid be in that category. In most cases,
those people would be identified because of local welfare
offices.

Senator Bradley. Yes, but we are not in the
welfafe business any more. We have just given a block
grant back to the States.

Mr. Kies. It is the State certification that would
determine their status as one of the eligible workers.

Senator Bradléy. J So the State would certify for
purposes'of Federal taxation?

Mr. Kies. That classification is actually similar
to the classification under present law, that would
control whether they are an eligible worker for purposes
of the employer being entitled to the credit.

Senator Bradley. So it would be whatever any State
decided to say about that? So it could have similarly
situated poor people that would be eligible in éne State
but not in another State. 1Is that correct?

Mr. Kies. State classifications could vary under
the changes in the welfare progrém.

Senator Bradley. Right. So you would tend to get
a double benefit if you were in one State, ag oppoéed to
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another State. You would get the benefit of a Jjob and
you would get the benefit of the payment. But if you
were similarly situated, but the other State said no, you
are not eligible, then you could not get a job and you
could not get a welfare payment.

The Chairman. Senator Moynihan?

Senator Moynihan. Can I just add, Mr. Chairman,
the pfesent law states that wages used to pay employees
who are replacing workers who ére on strike, or have been
locked out, are not eligible.for this credit.

In the House version of this work opportunity
successor, that prohibition is dropped. What is the case
with»us?‘ I am sure we would not want to do that.

Mr. Kies. It is the same as the House bill,
Senator Moynihan.

Senator Moynihan. This means that you can get a
tax credit for hiring persons to replace strikers?

Mr. Kies. Assuming that they fit into the
categories of workers that otherwise qualify for the
credit, that is correct. |

Senator Moynihan. Did we know that? Senator
Bradley, did you know that?

Senator Bradley. No. I did not know that. They
did nét run it by me before they stuck it in there.
[Laughter. ]
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Senator Moynihan. Mr. Chairman, could I ask that
you think abnut this because I do not think this
Committee wants to go on record with this kind of
position.

The Chairman. We will take it up with staff.

Senator Moynihan. I appreciate that.

Senator Baucus. Just a question if I might, Mr.
Chairman.

The Chairmén. Yes, Max.

Senator Baucus. Say you reduced the 400 to 250,
roughly double up from the present 120 hours, what would
the revenue loss be on 400 down to 250, just your rough
guess?

Mr. Kies. Senator Baucus, let me try to get back
to you on that. It is a little dangerous to make rough
guesses on these because it does tend to change things.
But let me see if we can get you an estimate of that.

Senator Baucus. Thank you.

Mr.lPrater. Mr. Chairman?

The Chairman. Yes, Mark.

Mr. Prater. Moving on to employer-provided
eduqational assistance, this program would be extended as
it is under current law.

The research and development tax credit Qould be
extended with a modification for start-up companies.

MOFFITT REPORTING ASSOCIATES
(301) 390-5150



~~

N .

10

11

12

13

14

15

1é

17

18

19

20

21

22

23

24

25

156

The Chairman’s Mark reinstates tax-free treatment. of
employer-provided group legal services.

The orphan drug credit would be extended, with
certain modifications. |

Contributions of appreciated property and publicly-
traded stock to private foundations would be extended.

The 4.3-cents-per-gallon exemption for commercial
aviation fuel would be extended. And the Chairman’s Mark
asks Treasury to study the relative burden of fuel taxes
on different modes of transportation.

The eighth provision would exempt recreational
boaters from diesel dyeing requirements from January 1,
1996 to february 28, 1997.

There is an extension of an expiring expedited
refund authority for alcohol fuel blenders that would be
extended to coincide with the highway trust fund date.

The third provision would be an extension of the
diesel dyeing exemption for Alaska to track the EPA
exemption that exists.

The fourth provision would extend section 29,
alternaﬁive fuels tax credit for biomass and coal
facilities to placed-in-service dates up to December 31,
1997.

Senator Bradley. Mr. Chairman, this was one that
was going to expire. Was that not going to expire?
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Mr. Prater. That is correct, Senator Bradley. The
Chairman’s Mark merely extends the binding contract date
by 1 year, and the placed-in-service date by 1 year. It
does not expand the program or change any of the eléments
of section 29 that have been cut back.

Senator Bradley. Aﬁd what is the public policy
reason for expanding it 1 year as opposed to 5 years or 3
yearséA

Mr. Kies. Senator, part of the concern was raised
by those who were engaged in trying to put together
transactions with respect to coal. At the beginning of
this year, the IRS withdrew some private letter rulings
that detérmine what would qualify. And then for a 3- or
4-month period, there was a hiatus, and then they
reinstated then.

At least those entities felt that they had in effect
had 6 months taken away from them. So part of this is an
effort, I think, to accommodate those who were put irto a
regulatory state of confusion for the period during which
the private letter rulings had beén suspended prior to
being reinstated. |

Senator Bradley. So the rationale is if that
existed a year from now, you would extend it another
year?

Mr. Kies. Well, hopefully, Treasury would not do

MOFFITT REPORTING ASSOCIATES
(301) 390-5150



10

11

12

13

14

15

16

17

is8

19

20

21

22

23

24

25

158
the same thing again.

Senator Bradley. Does the administration have a
position on this?

Mr. Samuels. Senator Bradley, we would oppose the
extension. As you may recall, there was a prior
extension in 1992 for biomass and coal facilities. And I
do not think the problems that a small group of taxpayers
had iﬁ obtaining private letter rulings warrants an
extension, especially, as you know, this program
escalated in its cost to the Government. It grew very
rapidly.

Senator Bradley. You mean it even grew faster than
the EITC?

Mr. Samuels. I think that is correct.

Senator Bradley. I think this was the example I
used of a prbgram. If you really want to have growth in
a program, you do not fécus on the EITC, you focus on
section 29. How much did it increase?

Mr. Samuéls. I can get you the numbers.

Senator Bradley. Do you know, Mr. Kies? I am sure
you know. |

Mr. Kies. I actually do not, but I would be happy
to géf'YOu the numbers.

Senator Bradley. All right.

The Chairman. All right. We are coming close to
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the end.

Senator Graham. Mr. Chairman, could I ask a
question on another matter that we passed over, but which
raises some of the same issues that Senator Bfadley's
question did. And that is item number 7, the 4.3 cents-
per-gallon exemption for commercial aviation fuel?

As I understand it, the proposal is to extend this
exempfion for 2 years.

Mr. Prater. Senator Graham, the proposal would
extend the exemption to February 28, 1997, not for 2
years. This is a reduced period because of revenue
constraints.

Senétor Graham. There had been a suggestion that
if this were not to expire as it is set to expire, there
would be a glide slope, that is reducing the amount of
the exemption so that you did not fall off a 4.3-cent
cliff, which is a‘éignificant economic matter for the
aviation industry.

Did you consider a gradual phase-out, as opposed to
a total phase-out in February of 1997?

Mr. Kies. Senator, I think we looked at a number
of different options, and the conclusion was that it was
probably better to do a temporary extension, which would
then allow the Congress the opportunity to take a look
and see what they felt the condition of the aviation
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industry was at that time, rather than do something that
slope down. But that was just a policy choice that was
made.

The Congress woﬁld certainly want to look at that
when it approached that extension at that time.

Senator Graham. But I mean, what about today? By
virtue of ﬁhis action, we are extending if to February of
1997.‘ Correct?

Mr. Kies. Correct. That is correct.

Senator Grahanm. So would the same analysis that
you think shou1d take place in February of 1997 take
place today?

The'Chairman, We are coming up to the end of the
time wé can continue in session. If we could, I would
like to quickly cover E and F, if that is practical.

Senator Graham. I assume, Mr. Chairman, we will be
able to come back to these items. 1Is that correct?

The Chairman. There will be ample opportunity for
amendments and so forth. That is right.

Mr. Préter. Mr. Chairman, the item E that you
referred to is expiring taxes that are extended. The
first one is the Superfund excise tax. That is extended
through September 30, 2002. The Superfund alternative
minimum tax is extended through December 31, 1997; and
the 0il spill tax, which expired December 31, 1994, is
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extended through September 30, 2002.

In addition, the extender package includes as an
offset a proposal that generally follows Senator
Moynihan's proposal that taxes expatriates on accumulated
capital gains when they leave the U.S.

Senator Moynihan. Mr. Chairman, may I make a point
here on behalf of our Committee?

The issue of persons who renounce their citizenship
and move abroad in order to avoid taxes came before this
Committee early in the year, as you well know. And we |
had at the time a number of letters from persons involved
in international law saying that it was not clear that
what we Qere proposing to do at that time would be legal
under international law.

And so we said, well, let us take a look at this. I

found myself on the floor, in the face of a certain

‘amount of hysteria. There is no group with whose rights

you have to be more careful than people you despise--you

‘despise. Not many people would think very much of

someone who would renounce their American citizenship
because they were so rich they did not want to pay taxes.
But their righﬁs'are things that have to be looked at
very carefully because they are very easily abused.

So we held off action. We worked with the Treasury.
I think Mr. Samuels will attest to that. We now have a
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proposal which I think is an excellent one. And you do
too, sir, or you would not have included it. And I just
think, for those who at the time said why is the Finance
Committee hesitating, I think because we were being
responsible. I think we now have a conclusion that we
can be more than pleased with. And I want to thank you
for that, Mr. Chairman.

The Chairman. Well thank you, Pat.

Senator Moynihan. Could I ask Mr. Samuels, is this
a measure which the Treasury supports?

Mr.'Samuels. Senator Moynihan, we will support
this in this form. There are some technical issues we
are discﬁssing with the staff, but we basically support
this.

The Chairman. Well, the hour of 2;60 o’clock has
come and passed.

Senator Chafee. Mr. Chairman, I just want to say
on that provision, I think we have really nailed it down
now. I think this is the fourth time we have spent this‘
money, is it not? [Laughter.]

The Chairman. We plan to reconvene the Committee
when the Senate goes out of session. As I mentioned
earlier, we will work late into the night. The time for
this depends on the outcome 6f’a 2:00 p.m. vote on
cloture on the Cuba Democracy Act.
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Senator Moynihan. How do we vote if we want to
prolong this action?

The Chairman. I will leave that to your
discretion.

Please remember that all amendments must be filed
with Lindy in Room 209 by 4:00 p.m. today.

Senator Moynihan. Mr. Chairman, may I thank you
for yéur courtesy and your patience. We are of necessity
asking questions, and you have been very helpful in
getting answers.

The Chairman. Thank you for your cooperation, Pat.

[Whereupon, the Committee recessed at 2:05 p.m., to

reconvene subject to the call of the Chair.]
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AFTER RECESS

(4:48 p.m.)

The Chairman. The committee will please be in order.
Mark, will you pfoceed with the walk-through?

Mr. Prater. Thank you,.Mr. Chairman. Where we left

off was at the start of a portion of the Taxpayer Bill of

Rights. Number two.

Senator Breaux. Where are we?

Mr. Prater. Senator Breaux, we are on VI, bottom of
.page three.

Senator Breaux. Are you on capital gains?'

Mr. Prater. We passed by that. Bottom of page three.

Senator Breaux. On page three.
Mr. Prater. All right. “This is a portion of the
Taxpayer Bill of Rights. Number two. There are 10

- subdivided proposals here, but we have summarized them in

the chart here. There are changes to the IRS authority to
abate interest and penalties, joint return rules, levy
amounts, and offers and compromise, awards for litigation
costs, rules relating to summonses, annual reminders for
taxpayers with 6utstanding delinquent taxes, and courts
would have the discretion to reduce awards for litigation
costs for failure to exhaust administrative remedies.
These are, like I said, a portion of the Taxpayer Bill of

Rights.
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Number seven is casualty and involuhtary conversion
provisions. The first two items on the liét, the modified
basis rule, for purposes of involuntary conversions. The
first one is a technical change that is included in the
House bill. The second one would modify the related-party
rules for involuntary conversions; again, a House bill
technical kind of clarification.

The third one would allow farmers who have suffered
losses from floods to elect to include in income the
insurance proceeds at the time that the flood loss occurred
so that they would not have a mismatching of the income and
the receipt of the insurance benefits. That is Senators
Déschle’s and Dole’s proposals.

The fourth one is a provision that would allow change
to the involuntary conversion rules with respect to
property replaced for Presidentially-declared disaster area
versions.

The next title, VII, deals with —-

Senator Breaux. Can I go back, Mr. Chairman, and ask
a question about something we have covered? I must have
sneezed or yawned when we did Superfund and oil spill
liability. That was already covered under V?

Mr. Prater. That is correct, Senator Breaux.

Senator Breaux. Wwhat did we do with the Superfund?

I know we are extending the taxes. In this draft did we
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make any substantive changes to the Superfund law?

Mr. Prater. No. The only thing that the Chairman’s
mark does, Senator Breaﬁx, is extend the taxes. The excise
taxes are extended through fiscal year ending September 30,
2002. The Superfund AMT tax is extended for two years, to
December 31, 1997, and the oil spill tax, which expired
last year, is extended out to September 30, 2002.

Senator Breaux. But in that section we made no
changes to how those funds, those taxes, can be used or
what they can be used for? |

Mr. Prater. That is cofrect. All we did was change
the date for the taxes.

Senator Breaux. All right.

The Chairman. Please proceed.

Mr. Prater. Moving on to VII, which is the Tax-Exempt
and Charitable Reforms title. The first.proposal would
provide tax—exempt status to common investment fﬁnds. This
would permit private foundations and community foundations
set up, taxes on pools to invest their éndowments.

The second one would change the ———-

Senator Moynihan. Sir, I think youvmeant VIII.

Mr. Prater. Oh, I am sorry. Yes.

The second proposal would change the ————

Senator Rockefeller. Mr. Chairman?

The Chairman. Yes, Jay.
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Senator Rockefeller. Could I just ask, if I got here

at 5:00, which is when I understood we were going to come

back, and I take it thaf the staff has been taking us

through this so rapidly. that nobody really has any

instinct, or cannot keep up with them in trying to flip

through their books to ask questions if they have any. 1Is
therela consensus that this process if fair?

Senator Moynihan. May I just‘say to my friend that no

one has protested.\ Everybody who had a question who was

here was heard and were not cut off until they were

satisfied.
The Chairman. Please proceed, Mark.
Mr. Prater. Thank you, Mr. Chairman?

Going to VIII, Item C. This would be a proposal to
exempt non—-farmer dues that do not exceed $100 per member

from the UBIT tax. This is a measure that was proposed

separately.

The next item would repeal the tax credit for
contributions to non-profit community development
corporations. This was in the House bill.

The fifth itém would provide that personal
representatives of estates would have to dotify charitable
remainder trust beneficiaries. |

The sixth item would provide a clarification that

qualified Football Coaches association plans would be
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treated as multi-employer pension plans. This fixes a

glitch that occurred in 1988.

Mr. Kies. 1987.

Mr. Prater. 1987. I am sorry.

Senator Breaux. We have been trying tb fix that since
then.

Senator Rockefeller. Is it true, Mr. Chairman, that

Ken Kies, one of the staff members, lobbied on this
proposal?

Mr. Kies. Mr. Rockefeller, that is true. I
represented the Football Coaches Association on this
proposal. I recused m?self from this propoéal when I took
the position of Chief of Staff of the Joint Committee and
I have not participated in any discussion that has related
to this since that time.

The Chairman. Mark, do you want to proceed.

Senator Moynihan. May I ask, Mr. Chairman, should
this not be a technical correction?

Senator Breaux. Yes.

Mr. Prater. Senator Moynihan, in the past, this
proposal has been scored as a technical correction. The
House bill, H.R. 3419, that was proposed in the last
Congress included it as a technical correction.

Your point about the Byrd Rule .and the potential

application to technical corrections is one that the staff
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is aware of. There is a modification to this proposal that
would provide a $25,000 excise tax on the submission by the

Football Coaches plan for qualification.

Senator Moynihan. I am just asking. Could I ask the
Treasury?
Secretary Samuels. Senator Moynihan, as you know,

this has been a technical correction that has been around
for a long time. I think our view is that it ought to be
treated that way. We do not agree with the proposal. We
have kind of dealt with this in previous testimony. But,
if it is going to be dealt with, I think it should be dealt
with as a technical correction.

Senator Moynihan. Mr. Chairman, there is something
for you to think about, anyway.

The Chairman. All right.

Mr. Prater. Going to Title IX. This is the Corporate
Other Reforms and Miscellaneous Provisiéns. The first
proposal is a proposal to reform the treatment of corporate
stock redemptions where it basically eliminates a device
that provides for a dividends received deduction when the
transaction is, in fact, a redemption. This proposal is a
result of a bipartisan effort on both Senator Moynihan’s
staff, Senator Roth’s staff, and the two House staffs.

The next proposal would be a proposal to require

corporate tax shelter reporting for certain kinds of tax
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shelters. Registration and lists would be required. There
is a penalty that would be imposed as well.

The third proposal is one that has been somewhat
controversial but noticed. It is to diséllow the interest
deduction on corporate-owned 1life insurance poiicies.
Basically, under the Chairman’s mark‘the policies purchased
before June 21, 1986 would continue to be grandfathered at
market rate. With respect to non-key employee policies
purchased after June 30, 1986, they would be subject to a
set of three rules: interest on the policynloans after June

31, 1995 would not be deductible; interest on policy

loans ———-
Senator Breaux. what page is this on?
Mr. Prater. This is on page 126, Senator Breaux.
Senator Breaux. All right.

Mr. Prater. Interest on policy loans after 1995 would
be limited to 100 percent, 95 percent,l90 percent, 85
percent, and 80 perceﬁt over the last fiVe_Qears, and thé
interest rate on those loans could not exceed a market
rate. Interest on key person policies purchased after June
20th, 1986 would continue to be deductible as long as the

market rate of interest is used.

Senator Breaux. A question.
The Chairman. Senator Breaux.
Senator Breaux. Let me try and see if I can
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understand this. I will start by saying‘that I élearly do
not. But the question I have ié that, under the current
law, we would allow corporations to buy life insurance
policies on their employees and deduct any money that they
may have borrowed in order to buy those life insurance
contracté if they contributed to the policy for four out of
the seven years that the policy would be in effect.

It is my understanding that some companies héve played
by that rule and, in fact, have done thét, have put real
money into the policies for four out of the seven years,
while others have sort of, let me use the word, scammed the
system and have worked out a methodology whereby they did
not pay anything into the policies and did not comply with
the four-out-of-seven-year rule.

It is my understanding that under this proposal we, in
fact, treat both of those categories the same'as far as the
changes are concerned. My question is, is it not possible

for us to draft legislation that reforms that system and

' somehow recognizes the companies and organizations that

were playing by the four-out-of-seven rule and not penalize
them or throw them into the same category of those
companies that} in fact, have not played by the clear
intent of the four-by-seven rule? It is correct that under
this proposal we treat both, in essence, the same way?

Mr. Prater. That is correct, Senator Breaux. Maybe
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I will have Ken explain the rationale. We looked at this
issue pretty carefully.

Mr. Kies. Senator Breaux, let me just go back a step
to explain how the current policies actually function. in
1986, Congréss passed a rule that said, as a general
proposition, corborations may not deduct any interest
related to borrowing to purchase policies on their
employees. That is the general rule of current law.

There was an exception put in at the time that, I
think, was viewed as somewhat narrow, that said a
corporation may deduct borrowing on up to $50,006 of
borrowing of the inside build-up of a life insurance
policy.

That rule was generally written to accommodate what at
the time were referred to as key-man policies, where a
company bought insurance on the key executives or key sales
people in the company.

At the time that rule was written, there was a rule
included that said you may not even qualify for deductions
with respect to $50,000 of borrpwing unless four out of
seven of the first years’ premiums are paid from non-
borrowed funds.

Since that time there has been apparently an explosion
in the use of these policies whereby companies apparently

are insuring many workers, and in some cases as many as
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hundreds of thousands of workers, by going out and buying
a policy on the lives of each one of those individuals. Of
those that are engaging in that practice, there are two
categories of taxpayer. One category of taxpayer has been

somewhat more aggressive. What they have done is they have

put in ———
Senator Breaux. I like that phrase.
Mr. Prater. What they have done is, for the first

three years of premium, just assume it is $100 million each
year, they put the $100 million in, they borrow it back for
the first three years. Then they pay intéfest on the loan,
which, at 10 percent, would be $10 million on the first-
year borrowing. Then they borrow that. interest back as
well. The second year you would be up to $200 million, the
third year you would be up to $330 million.

For those taxpayers who are more aggressive than

others, in the fourth, fifth, sixth, and seventh year, they

do not borrow out the premium, but they withdraw it in the

form of policyholder dividends or other distributions.
Because of the rules taxing withdrawals that apply
withdrawals against the basis in the contract first, there
is no taxable consequence to withdrawing these amoqﬁts.
So, for those taxpayers, their net cash is virtually
zero. In fact, after tax, it becomes significantly

positive. For a taxpayer covering 50,000 lives in the
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first 10 years, they would have $370 million of net cash
flow.

There are some taxpayers who have been less aggressive
and who have been concerned that a practice of withdrawing
those next four years of premiums might run afoul of the
four-out-of-seven rule.

Those taxpayers have waited until the eighth year and
have then withdrawn through borrowing all of the premiums
that are paid in those four years. Their net tax benefit
is not as generous as those who have been more aggressive,
but it is still quite generous.

I believe many members who were part of the 1986 Act
decision believe that this overall practice, whether it is
those who have played by, as you say, the four-out-of-seven
rule, or those who have been more aggressive, are both
getting substantial tax 'benefits for basically paying
interest to themselves because they own the policy, they
own all the rights under the policy.

The borrowing is a loan, to some extent, although I
think the IRS has some questions about whethér those really
constitute loans, and that is an issue that is the subject
of some audit activity right now, but the bottom line is,
those companies are experiencing substantiai tax benefits
as well.

It is not as substantial as those who have taken the
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more aggressive route, but still quite substantial in terms
of the economics of the transaction where there is
basically no risk to the corporation because, for financial

accounting purposes, they are not required to reflect the

debt as a liability for the reéson that they are basically

borrowing money from themselves.

Senator Breaux. I thought I understood the problem
before I asked the question. Now I know I did not.

Well, let me ask Treasury, if I can, to comment on it.
My concern is that you have, i think, sort of like two
catégories of corporations here that have utilized this
purchasing of corporate life insurance on all of their
employees.

Is there not a way in which, legislatively, we can
distinguish between the two categories with some type of a
remedy that fits the situation better than lumping them all
into one pot and saying we are going to treat them the
same?

Secretary Samuels. Senator Breaux, we have been
looking at this proposal, which basically is denying an
interest deduction when the income is not subject to tax,
and we agree with the policy objectives of this proposal.
We have‘thought about how oné might distinguish between
different types of policies and do not think, that from our

perspective, we have concluded that, from a policy point of
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view, we could justify, so we think that this proposal and
this form is one that we would not oppose. We have some
technical comments on transactions.

Senator Breaux. Is it a probleh' with drafting
language that distinguishes between the two categories of
corporations, or is it a policy decision here?

Secretary Samuels. I think, as Mr. Kies said, it is
hard to say that if you just wait till the eighth year and
take all the money out, that those policies should receive
any special preference under this proposal.as compared to
transactions where people were being more aggressive. You
are still in a situation where you are borrowing against an
asset whose income will never be taxed, and that is the
problem.

Treasury had done a report on this type of financial
product back in 1990 and concluded that it raised
significant policy objectives and it was not consistent
with what we thought at the time the 1986 Act was intended
to accomplish.

So we can tell from the revenue estimate that this has
been a product that has been actively used, and Qe think in
a way that went way beyond anything that was considered in
1986, and it is time to close the book on it.

Senator Breaux. Mr. Kies, is that your feeling, too?

Mr. Kies. Senator Breaux, I would agree with
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Assistant Secretary Samuels. I would alsb point out that
the transition rule that has been provided in the mark is
fairly generous, even to companies who have been more
conservative with respect to the four-out-of-seven rule,
bedause they will be permitted borrowing at a somewhat
lower rate, probably, but for a full five-year period.
Spme of these companies, including the ones that have
used a more conservative approach to the four-out—of-seven
rule, could have easily as much as $1 billion of ostensible
borrowing, so that their annual tax benefit for the five-
year period could be $30-40 miilidn.
I mean, there is a fairly substantial transition that
I think was appropriate in light of the fact that there
were a lot of reliance issues that were at stake here. But

I think, on balance, it is the right choice.

Senator Breaux. Thank you, Mr. Chairman.
The Chairman. Please proceed, Mark.
Mr. Prater. Thank you, Mr. Chairman.

Going to the next revenue raising item. It is a change
to the large corborate family farm rules. This would take
into income the suspense account that was éreserved in the
1987 Act, and take that suspense account into income over
20 years in a ratable fashion.

The next proposal is a phase-out of Section 936. The

proposal would reduce the credit in three ways.
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Senator Graham. Excuse me. Could I ask a question on
number four? You state that large family farm corporations

which were affected by this were permitted to defer the

"tax, but establish a suspense account. what was the

expectation, was that suspense account td be a permanent
fixture or was it to be gradually depreciation? What is
the current law?

Mr. Kies. The current law, Senator Graham, is that
the taxpayers who qualify for this are family farms that
have exceeded $25 million in gross receipts. They have to
switch to the accrual method. They have this suspense
account.. Under the current law, - that sﬁspense account
remains suspended until their familyv farm status
terminates. |

Some of the ‘taxpayers who had previously had that
benefit have terminated family farm status, and then the
income is recaptured in the year in which that status
terminates. So it is a suspehse_account, but it is only
available under current law as long as thé status as a
family farm continues.

Senator Graham. Of those persons who went through
this change in accounting method in 1987, what proportion
of them have terminated their suspense account due to a
change in their circumstances, and what proportion are

still operating a suspense account?
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Mr. Kies. Senator Graham, I think our statistics show
there are roughly 50-60 that have enjoyed the benefits of
this. The number that have suspended, I do not have a
number on tﬁat. Let me see if we can get that for you.
The number that have terminated their family farm status we
do not have a number on, but let me see what we can find
out.

Mr. Prater. All right. Going to Section 936. The
credit would be eliminated in three ways. The economic
activity portion of the credit would sunset in six years.
That is, for tax years beginning on January 1, 2002. The
income portion of the credit would remain_at current law

levels until 1998. Beginning in 1999, the credit —--——

Senator Moynihan. Would you say that second point
again? '

Mr. Prater. Senator Moynihan, the income portion of
the credit.

Senator Moynihan. Right. That is the old ————-

Mr. Prater. That is right.

Senator Moynihan. That was reduced to 40 percent last
year.

Mr. Prater. That is correct. Well, it is 40 percent
for 1998. It goes down to 40 percent in 1998.

Senator Moynihan. That is right. '

Mr. Prater. And then running off that system, it
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would be rateably phased‘down beginning in 1999 and be
fully phased-out by 2002.

The third element of the credit is the Qualified
Possession Source Income. They would be ineligible for the
credit for investments made after last Friday. Some
certain QPSI investments made before October 14th could
remain eligible for the credit, but ‘there would be no QPSI
at all after December 31, 2000.

There is a grandfather rule for existing facilities in
America, Samoa, Guam, and the Northern Mariana Islands, but
that would run out by the end of 2005.

The next change is for the income forecasting method.
This is a method that ———

Senator Moynihan. Mr. Chairman. I am sorry to
interrupt you, sir. I wonder if I could ask Senators to
hear me on this point, for the particular and important
reason that there is not a single person in Puerto Rico who
will vote in the next election, or the.one after that, or
the one after that, for any members of this committee.

This is a possession, an island seized in the Spanish-
American War. We have a very solemn responsibility to this
Commonwealth. Every President since Harry S. Truman has
said that it had the right to remain a Commonwealth, to
become a State, or to become an independent Nation. If

Senators would just listen, now.
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We have provided a tax benefit for economic activity in

Puerto Rico. I believe it goes back to 1928. It 1is

legislation that goes back to the 1920s. Mr. Prater
agrees.

In this moment, we are ending it all with no follow-on,
with no further provision whatever. Puerto Rico has not
just the lowest income of any unit in the United States and
its possessions, but it has half the lowest State income.
We rejoice that unemployment is down to 14 percent; it is
normally 20 percent.

We have recognized that the 936 provision could not
stay indefinitely. It was not that much of a benefit to
Puerto Rico. It was very beneficial to certain firms who
moved certain assets, patents, and such-like, and who took
tax credits as a consequence.

In 1993 we recognized that and we took that original
936 credit down to 40 percent, phasing it down. We created
a new economic activity credit which had benefits directly
tied to wages paid in Puerto Rico. Now we wipe it out.

The governor has come to us and said, could there not
be an empowerment zone designed to deal with this situation
of an island with very low income, very high unemployment?
I mean, a very moderate request considering the desperate
condition of so many people in the Commonwealth.

Mr. Chairman, I can only wish that we had not done
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this. I do not in any way dispute'the fact that the time
is coming when the original 936 activity.was going to be
phased out. We began that in 1993, and took 60 percent
away. A

But can I just put it this way, we are not going to get
anywhere trying to change this. But the economic activity
credit continues until the year 2002; is Ehat right, Mr.
Prater?

Mr. Prater. . It terminates in 2002.

Senator Moynihan. Well, that will give us a chance to
return to this subject, will it not, Mr. Chairman?

The Chairman. That is correct, Senator Moynihan.

Senator Moynihan. Because I think we are honor-bound
to do so. I just think it would be extraordinary to just,
without any other provision, stop a half century of
economic activity which has made a difference.

In the 1930s, President Roosevelt’s diréctor down there
wrote a gripping book called The Stricken Land and it was
as bad as the Caribbean could get. It is not now. But to
suddenly stop what seems to.be a beginning transformation

seems to me to be a great mistake.

Senator Rockefeller. Mr. Chairman.
The Chairman. Yes, Jay.
Senator Rockefeller. Could I just ask one technical

question of staff? How do these changes affect companies
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currently doing businesé in Puerto Rico in the following
respects? Specifically, can companies curfently operating
in Puerto Rico who are expanding their operations before
the phase—but is completed expand their credit?

Mr. Kies. The credit they would be entitled to would
not be limited, as in the House bill, by expansion
activities. So for the first three years, if they are
under the current law rules, they get 100 percent of what
they would get under current law no matter how much they
expand. Then they would be into the phase-down.

If they are under the economic activity rule they would
get 100 percent of what they are entitled to under current
law through the year 2001, and then in the year 2002 it
would go to zero.

The House bill, on the other hand, has ‘a cap that is
based upon the prior five years of activity and average and
they are limited to that amount. So the House bill would
effectively have some limit on a company that is in a

growth mode, but the Senate bill does not work in that way.

Senator Rockefeller. Thank you.

The Chairman. Yes, Dave.

Senator Pryor. "Governor Graham is before me.

The Chairman. Governor.

Senator Graham. Thank you, Mr. Chairman.

I have two questions. One, is a follow-up on the
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question of Senator Rockefeller. = We seem to be. more
generous to the income portion of 936 than to the economic
activity portion. We allow the income portion to continue
at current law through the end of 1998, including
expanding, and then we begin to phase out to January 1,
2002.

My analysis had been. that it was thé'income portion
that was relatively less beneficial to the economic growth
of Puerto Rico relative to the economic activity portion.
It would seem to me that we ought to try to tilt towards
the portion of the law which is of maximum bénefit to the
economic development of Pﬁerto Rico.

wWith that background, could you tell me, what is the
relative fiscal ﬁote attached to subparagraph A and
subparagraph B?

Mr. Kies. Senator Graham, let me just clarify, first,

" the Chairman’s mark is actually more generous to the

economic activity group because they get six years of
current law without any reduction, wheréas those that are
under the income method, beginning in the fourth year,
start to phase down. So this proposal doés, indeed, treat
the economic activity more favorably than the income group.
Is your question, what is the relative relationship between
those two pieces?

Senator Graham. In terms of, what is the fiscal note
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attached to subparagraph A and to subparagraph B.

Mr. Kies. Senator, let me try and find that out. Let
me just identify one little difficulty. Well, let me try
and sort out what the difference is between the two. I am
not sure exactly what it is right now. We give one
favorable treatment more to one than the other, so the net
effect, we will have to take that into account. Let me see
if we can find that out.

Senator Graham. The second question relates to a
provision that is not liSted here. But, as part of the
Caribbean Basin InitiatiQe there was a program in which
part of the benefits of 936 were used in a joint venture-
type fund to facilitate the economic development of members
of the CBI; What treatment will be afforded to that joint
development effort?

Mr. Kies. Senator Graham, I believe you are referring
to one of the qualified uses to which the so-called QPSI
amounts can be qualified Puerto Rican investment assets,
which some time ago did permit investment outside of Puerto
Rico in CBI activities.

What the proposal does is it permits those investment
activities to continue through the period through to a
maximum of five years. The rules under the Puerto Rican
withholding rules currently generally provide that when you

earn 936 money, if you bring it back to the United States
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right away, it is Sﬁbject to, I believe, a 10 percent
withholding tax, but if you invest it for up to five years,
the withholding tax goes down to five percent.

It is those monies that qualify fof this tax—free
treatment under 936, and one of the qualified activities is
investing in these other activities. I believe what we
have done is subject them to the same five-year rule that

the amounts invested in Puerto Rico would be subject to.

Senator Pryor. Mr. Chairman, I have a question.

The Chairman. Yes.

Senator Pryor. Are you through, Bob?

Senator Graham. Well, I am disturbed by this because

at the very time that the Caribbean Basin countries are
under pressure because of their 1loss of competitive
position vis—-a-vis Mexico, we are now aboﬁt to eliminate
one of the provisions that had been of benefit in terms of
the economic growth of that region.

' The Chairman. Dave?

Senator Pryor. Yes. Thank you, Mr. Chairman.

This is on 936, if I might ask this. It appears that
we have grandfathered in, at least for the next, what,
five, six, seven years, the companies that'are presently
doing business in Puerto Rico under 936. Would that be
about right?

Mr. Kies. Senator, there are two different methods
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that people enjoy under 936. One, is the edonomic activity
method that Senator Moynihan referred to. Those people get
six years of current law. Those that are under the so-
called income methcd get three years -of current law and
then they phase down over three years.

Senator Pryor. - All right. 1In this situation, let us
say that you have several pharmaceutical companies doing
business there and producing product, and what have you.
By the way, that is where about 95 percent of all of our
phérmaceuticals are actually manufactured, is in Puerto
Rico.

But a generic drug company wanting to go to Puerto Rico
and hire people, say 1,000 people, and they want to go and
manufacture Zantac, or what have you, would they be
precluded from benefitting from the tax break? A new
company coming in would be precluded, I think. I am not
sure.

Mr. Kies. Senator, the proposal would currently—-—
although I think there is some ambiguity about this--may
permit them to go there, although I am not sure that that
was necessarily intended. I think there may be séme
confusion about that piece.

Most of the focus in the drafting of this related to
looking at who was there currently, and giving those

companies some period of time to basically recover their
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investments there with a greater sympathy to the economic
activity companies who were the companies that are more
waée—intensive.

Senator D’Amato. Mr. Chairman, if I might, and with
the acquiescence of my friend and colleague, Senator Pryor,
if I might expand on that, because I had a very real
question, without being presumptuous; It was my
understanding that all companies would receive the benefits
and burdens of the current law, with the exception of the
QPSI, through 1998, as Senator Pryor alluded to.

That is, that taxpayers calculatiné their credit under
the percentage‘ limitations would continue to have the
current law, a one-time opportunity to switch their method'
of calculating their Section 936 credit to the economic
activity limitation, and for the affected taxpayers over
the next three taxable years. Is that correct?

Mr. Kies. Senator D’Amato, two things. Referring to
Senator Pryor’s question ——-—-—

Senator D’Amato. Well, let me finish the rest. It is
also my uﬁderstanding that the House bill eliminates new
starts and that our bill was silent on that point. I would
like to see it clarified. That is what the Senator was
getting at.

I would ‘like it «clarified that the revenues

attributable to the elimination of the new starts would be
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dedicated specifically to address the élection issue and
that the staff be given authority in drafting to address
that issue. But that was my understanding as we proceeded.

Mr. Kies. Senator D’Amato, I think the general
understanding was that the transition reliéf was for
companies that are there, and that the revenue estimate
that is reflected in the revenue chart, if it was limited
to companies that were there, would anticipate that the
point in time at which a company would have to choose
whether to be on the economic activity or the income
method, would have to be done as of the end of, I believe,
1996 rather than having to make that election by the end of
1995.

So, if we clarified it as Senator D’Amato has
suggested, then companies would have until the end of 1996
to choose which method they want to be on for purposes of
then beinglsubject to this transition rule.

The Chairman. Why do we not have the staff maintain
the current law election for the time period commensurate
with the revenue available from the elimination of new
starts.

Mr. Kies. That would give all taxpayers who are
currently there until the end of 1996 to choose which of
the two methods, and then they would be subject to the

rules as have been presented in the mark-up document.
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Senator Pryor. What would it do with the companies
that wanted to move and take advantage of the next few
years of protection?

Mr. Kies. Those companies would not be permitted
to ——

Senator Pryor. I fear we are creating a monopoly
here, or kind of adding to a monopolistic ———-

.Senator Breaux. = We are perpetuating one.

Senator Pryor. Perpetuating a monopoly here, I guess,
because these generics cannot compete unless they get the
same tax incentive and tax break of existing drug
companies.

Mr. Kies. Senator Pryor, the only thing I would point
out is, with the phase-down and repeal fhere will be a
fairly significant discouragement from any company going to
Puerto Rico because of ———-

Senator Moynihan. That is exactly the case.

Senator Breaux. There will be nobody meving there, I
will tell you.

The Chairman. That is really the purpose, is it not,
to phase down.

Mr. Kies. The general purpose of the proposal is to
phase it down ahd‘to do it gradually for those who have
made investments there already.

Senator Breaux. Mr. Chairman.
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The Chairman. Yes, John.

Senator Breaux. i do not want to belabor the point.
I want to associate myself with the remarks of Senator
Moynihan from New York, and just.point out the old TV
commerciai of "pay me now or pay me later" is really at
work here. I mean, these possessions and commonwealths are
partly the responsibility of the United States. We are
going to find ourselves either helping them with 936 —-——

Senator Moynihan. These are American citizens.

Senator Breaux. These are American citizens. And
probably the best of them have half of the per capita
income 6f the lowest per capita income State in the Nation,
which is not Louisiana, but almost. |

The point I would make i§, we are going to have to come
up with something. I think that is what the Senator was
trying to point out. This gives us some £ime. I know that
Governor Resayo from Puerto Rico has made a suggestion that
would apply to depressed areas or economic empowermert
zones or development zones that would apply anywhere.

I think that this committee really has an obligation to
try and come up with something. I think his idea makes a
great deal of sense. I do not think we have the time to do
it right now, nor the ability to score it, but I think we
have a responsibility, not to companies, as individuals,

but to these possessions which are ours, to be involved
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with helping to make their 1lives better; as Senator
Moynihan said, they are American citizens.

Now, it is interesting that while we phase it out
fairly quickly with Puerto Rico, we have exembted Guam and
the Commonwealth of the Northern Mariana Islands. It wés
good for one, should it not be good for both? I mean, how
do we distinguish, I guess, why we are going to keep it
longer in one area than in another area? I am glad we are
doing it. I mean, I would like to see it stay out there
because they are in abject poverty.

Mr. Kies. Senator Breaux, I think that was part of
the decision. Just to clarify, they do not have a
permanent grandfather, they are simply given the treatment
through the year 2005.

Senator Breaux. Ten years.:

Mr. Kies. Our statistics indicate that of the total,
for example, .in 1993, 936 benefits, $1 billion went to
Puerto Rico and $1 million went to everywhere else.

Senator Breaux. But, you know, if it is bad policy
for Puerto Rico, 1is it good policy fbr the Northern
Marianas?

Mr. Kies. i think that was part of the decision to
cut it off at the end of 10 years, but provide a little
longer transition.

Senator Breaux. I think we have an obligation to come
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back and lon at this in the next Congreés.

The Chairman. All right. |

Would you proceed, Mark, please?

Mr. Prater. Thank you, Mr. Chairman.

The next proposal would reform the income forecasting
method that corporations that market or sell films,
videotapes, or other related products, have the corporation
be required to estimate income for the first 10 years of
the life of the film, videotape, or related product.:

The next proposal would provide that interstate
trucking rights that are ineffective becaﬁse of the Federal
Aviation Authorization Act of 1994 would be allowed to be
amortized over three years.

Senator Rockefeller. Excuse me, Mr. Chairman. On
number seven. Number six. Was that a Disney problem that
got resolved for them?

Mr. Kies. The provision would apply to Disney and any
other movie production company. I think what you may be
referring to, Senator Rockefeller, under'an'earlier version
of the proposal ———-— let me go back.

Current law, if you make a movie, you are able to
recover all of your costs during the period of its first
showing, so you look at what is the anticipated period of
the first showing.

If it is two years and you would earn 70 percent of the
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-money in the first year and 30 percent in the second year,

you would be entitled to 70 percent of the depreciation the
first year and 30 percent in the second year, even though
there might be subsequent revenues that would be generated
through subsequentAshowings outside the United States, et
cetera.

The proQision that was written said, you need to take
into account all income. However, any income earned beyond
the 10th year is counted in the 10th year. When that rule
was written it was in anticipation of the fact that there
could be'long tails of income that might occur, but they
would be in the distant future.

Senator Rockefeller. The Lion.King being advertised
on cups, or whatever.

Mr. Kies. Well, I think it more like Cinderella, or
things that get remade 20 and 30 years later, where they
have kind of a second life to them. It was pointed out,
and correctly so, that for a situation like that, the
effect of it, because this depreciation or this income is
looked at in nominal dollars, not real dollars, that a
billion dollars earned 50 years from now, if il was put
into the 10th year, would effectively make the depreciation
only available in the 10th year, which would really cause
somewhat of an economic distortion in terms of how the

property has really depreciated.
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So the rule that I think was selected was to just say,

we count all income for 10 years, not just the first

showing but for 10 years, and then cut it off at the end of

10 years.

For properties that have a very long tail of income,
that would relieve them of what would otherwise be
effectively delaying all or most depreciation until the
10th year. Disney might well be one of those companies,
but other movie companies that make hits that go on forever
would be in a similar situation. |

Mr. Prater. Mr. Chairman, moving 6n to the next
proposal. I described the interstate trucking rights one.
Those are worthless trucking rights because of the federal
action last year. These trucking rights would be allowed
to be amortized over three years.

The next proposal after that would permit
corporations —-——-

Senator Graham. Mr. Chairman, could I ask a question
on that? I am curious as to why we have to legislate on
that. This must be not an uncommon event in whiéh people
have an item of intangible worth, such as the right to
engage in a particular economic activity, where the rules
are changed and that certificate no longer has any
commercial value. Do we have to pass legislation every

time that occurs and allow people who have'purchased those
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intangible rights to amortize them all?

Mr. Kies. Senator Graham, the problem that arose
here, which was similar to what arosé in 1981 when
interstate trucking was deregulated is that the
deregulation causes the value of these rights to
substantially decline, but not to zero.

Some States have actually passed State legislation to
say, these rights have no value. But, in the absence of
something that extreme, the rights may have some minimal
value, although be worth substantially less than what, for
example, a taxpayer paid for those rights.

When this similar problem arose with respect to
interstate trucking rights in the late 1970s, the 1981 Act
included a similar provision to this. 1In the absence of
such a provision 1like this, taxpayers would probably
encounter some litigation with the IRS if they attempted to
write them off because technically the rule is, unless they
are worth nothing, they are not entitled to amortization.

This 1is somewhatvof a transitional problem because
Section 179, which was enacted in 1993, dealing with
intangibles, now would make these types of rights subject
to a 15-year depreciation regime. So, gbing forward you .-
will not encounter this problem, but this exists for those
taxpayers who are not subject to Section 197.

The Chairman. All right.
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Mr. Prater. Mr. Chairman, the next proposal Qould
permit corporations to use over-funded pension plan assets
to fund ERISA-protected employee benefit plans. The excess
pension assets couldlbe used to fund plans that cover a
broad group of employees.

Plans that would fall under this definition would
include active and retiree health, disability, child care,
and educational assistance plans. The withdrawals of the
excess pension plén assets would be limited to the cost of
funding those employee benefit plans for each year, so
there would be a year-by-year limitation on the withdrawals

for those purposes.

Senator Moynihan. Mr. Chairman.
The Chairman. Senator Moynihan.
Senator Moynihan. Mr. Chairman, I so very much wish

we did not have this measure before us right now. We are
putting in place a sequence of steps that, in effect, could
reproduce the savings & loan disasters of the 1980s. I
have a letter, sir, from thé trustees of the Pension
Benefit Guaranty Corporation.

And we all should start by noting that the Federal
Government insures pension funds. This was almost the life
work of my revered former colleague, Senator Javits. When
a pension fund goes bankrupt, the United States Government

has got to make the beneficiaries whole. If there is not
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enough money in the pension fund, we will have to take it
out of generai funds.

The trustees, Secretary Reisch, Secretary of Labor,
Secretary Rubin, Secretary of the Treasury, Secretary
Brown, Secretary of Commerce, write, '"The Board of
Directors of the Pension Benefit Guaranty Corporation urges
the Senate Committee on Finance to reject the corporate
pension transfer provision to be considered later this
week.‘ |

As expressed to you in our letter of September 27th, we
oppose any transfer of pension assets that could lead to a
reduction in retirement income security. Although the
draft Finance Committee bill proposal appears to be more
restrictive than the provision reported by the House
Committee on Ways and Means, it would still result in the
removal of billions of dollars from the pension system,
endangering workers’ retirement income for the purpose of
paying current expenses. This would increase the risk of
loss for workers, retirees, and the pension insurance
system."

‘I mean, if there is ever a principle of pension funds,
it is to put money in and keep it in and not use that money
for current expenses, to save that money; I just cannot
believe that we are doing this, sir. I would ask that this

statement be placed in the record.
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[The letter appears in the appendix.]

The Chairman. Mr. Kies, I understand that you have,
at the request of the Chairman of the House Ways and Means
Committee, made an analysis of the letter referred to by
Senator Moynihan. Would you please advise us as to what
you found?

Mr. Kies. Mr. Chairman, we reviewed a report that was
issued by the Pension Benefit Guaranty Corporation several
days after the Ways and Means Committee acted raising
concerns about the impact of the reversions. In the
process of analyzing that, we met with several well-
respected actuarial groups. We met with the PBGC.

We also undertook a fair amount of research on our own
which supplemented what had been done prior to the Ways and
Means Committee action. The conclusions of our analysis
are reflected in a letter which was transmitted to Chairman
Archer today, and also to Chairman Rothﬁ which we will
circulate to all members of both Ways and Mean and Senate
Finance.

The conclusion of our study is that the PBGC document
places undue emphasis on fact patterns of prior reversions
that are not similar to any reversion that can be
anticipated in the future. The PBGC document understates
the asset cushion that would be required under the proposal

before the committee.
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It is the same asset cushion that was adopted in
legislation that was adopted as part of the GATT during
1993 legislation, although I would emphasize that the uses
to which the money can be put are greater under this. But
the basic point ié, the asset cushion that was reviewed by
many as part of the 1993 legislation was viéwed as adequate
to protect the safety of the beneficiaries of the pension
plans.

The PBGC document also overstates the potential risk
presented by the proposal by focusing on the funding of
pension plans on a termination basis. For example, they
present scenafios undef which interest rates are falling at
the same time thaﬁ asset values are falling. One of the
studies done by one of the actuarial firms have never found
that actuaily to occur since 1926, that typically when
interest rates fall, asset values rise.

I guess the final point that I think is important to
emphasize is that it has been the prior position of the
Pension Benefit Guaranty Corporation that restrictions on
reversions actually act to discourage employers from
adequately funding defined benefit pension plans, because
if employers cannot touch amounts no matter how over—funded
the pension plans are, it acts as an incentive to under-
fund the plans. Indeed, that was the position taken by the

Pension Benefit Guaranty Corporation when they testified in
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1987.

Senator Roth, I think we prepared a chart that actually
illustrates part of the problem of this situation. If you
follow the situation in terms of over-funding of pension
plans since the 1980$, over—-funding has actually declined,
while under—-funding has increased.

We believe .that a significant contributor to this
phenomenon is the fact that employers, under current law,
cannot touch any excess assets in an over—-funded plan no
matter how over-funded the plan is.

Wwhat you see on the far left is the amount of assets
that would be potentially subject to reversion for purposes
of paying these various ERISA-type benefits. It represents
a very small portion of the total pension assets.

So, on balance, I think we have carefuily reviewed the
PBGC document. We think that it Jjust overstatesl the
problem substantially and does not focus on the real
problem that PBGC has, which is under-funded pension plans.
These plans we are talking about are over-funded, not
under—funded.

Senator Moynihan. Mr. Chairman, I do not want to
monopolize this conversation, but I have a letter from the
American Academy of Actuaries that says just the opposite.
It is a judgment, a professional judgment. I do not deny

that, for the moment.
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But they write, "The provision will be especially
welcomed by financiaily weak companies, and even some
financially strong companies will take advantage of the
temporary relief from restrictions on asset reversions.

The withdrawal of assets from pension funds by both
strong and weak companies will reduce the security of the
affected pension promises to workers and increase the,
exposure of the Pension Benefit Guaranty Corporation.'

Mr. Chairman, I would like to ask that this be placed
in the record.

The Chairman. So ordered.

[The letter appears in the appendix. ]

Mr. Fisher. Senator Moynihan, that letter was written
in response to the House proposal, not the Senate proposal.
If you look, I believe in that letter, the American Academy
is in favor of the transfer of excess pension assets, they

are just quibbling over how you measure it.

Senator Moynihan. Well, I will take your word for
that, sir. |

Senator Rockefeller. Mr. Chairman.

The Chairman. Yes, Jay.

Senator Rockefeller. Thank you very much. Just a

couple of points to make in just complete and total support
of what Pat Moynihan has said.

First of all, I think this is an enormously important
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problem. I wonder how many members of the Finance
Committee, including myself, understand it to the extent
that they should, or understand it to the extent that they
should put it into tax policy which becomes the law of the
land, which is fairiy serious business.

I would advance these propositions. One, it is very
bad insurance policy, pension insurance policy. The mark
would let companies use pension assets to pay for other
employee benefits and employers would lbe able to take
billions of dollars out of their workers'\pension plans.
I mean; I think this is going to happen. As we sit here
and pass it on an 11 to 9 vote, or whatever it is, we just
might as well understand‘that is what is going to happen.
I think it is very bad retirement policy.

I think it weakens workers’ retirement security, which
is meant to be a part of this. It allows companies to take
pension assets and use them for non-retirement purposes,
unless somebody cares to argue to the contréry. Do you?

Mr. Kies. No, Senator Rockefeller. That is correct.

Senator Rockefeller. I think this is éontrary to the
most fundamental principles cf ERISA, that pension assets
are for the sole benefit of the plan participants. I think
it is bad pension policy, all by itself. Money earmarked
for retirement rather than general corporate funds will be

used to pay for ERISA benefits. This is like robbing Peter
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to pay Paul, do you want to argue? I would be very
interested in Treasury’s view on this when I ah finished.

Mr. Fisher. Senator Rockefeller, it is a well-settled
law that any excess pension assets, to the extent that all
current liabilities are funded,'belongs to the employer.
Under this cushion that is built into this proposal, and it
is measured by the greater of 125 percent of current
1iability or the full funding limit--in most cases it ié
the full funding limit——in which case you can only take
assets over that limit. The law says that assets above
that limit belong fo the employer.

Senator.Rockefeller. So, indeed, the monies earmarked
for retirement could be put elsewhere.

Mr. Fisher. That is correct. The money that is
earmarked for retirement consists of 106 percent funding of
the current liability. An employer that is above the full
funding limit is restricted from putting more money into
their plan. It is above that point that those monies
belong to the employef.

Senator Rockefeller. My point continues. I think it
is bad benefits policy. It fails to ensure that the
quality or availability of the benefits will be maintained.
I think it is bad tax policy. It allows Qompanies‘to'game
the tax system by putting money into pension plans when

their taxes are high and pulling money out when their taxes
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are low. Would anybody care to argue that at the table?

Mr. Prater. Again, the plans that this can be
transferred to under this proposal ére ERISA-protected
benefit plans that cover a broéd range of employees. We
are not talking about any corporaﬁe purpose here, we are
talking about keeping the money in employee benefit
solution protected for the employees.

Senator Rockefeller. Well, the Treasury may want to
comment on that in a moment, if they are allowed to do so.

I think it is bad economic policy. It is going to
further erode the Nation’s saQings. It is bad budget
policy, it is bad legislati?e policy.

I cannot really think of anything more positive to say
about it. I think it is a really, really fundamental
mistake. I would be interested in what Treasury has to
say, at some point, Mr. Chairman, on this matter.

The Chairman. Senator Conrad.

Senator Conrad. Thank you, Mr. Chairman.

When we are talking about being 125 percent of
liabilities, that, of course, is measuring assets. Assets
typically are company stock, are they not?

Mr. Fisher. lNo, Senator. Usually it consists of, it
is not in that particular company stock, it is usually
stocks in the market. The usual mix for most pension plans

is about 40-50 percent bonds and the rest in stocks.
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(:) 1 Senator Conrad. Well, I appreciate that. I mean, I
2 have seen companies in my old job as a tax commissioner

3 that had virtually all of their assets in stock holdings,

4 not just of the company, certainly, they would diversify

5 that, but they would be stock holdings and bond holdings,

6 as you correctly point out. The stock market right now is
7 at an all-time high. The bond market has just seen an
8 almost unprecedented rally.

9 Of course, when we are seeing these funds are over-
10 funded, we are taking it from a record high base. Anybody

11 who has followed the stock market knows that the stock

12 market not only goes up, sometimes it goes down, and
(:) 13 sometimes it goes way down. In fact, if you look at what
414 happens at this cycle of a stock market rally, typically
15 you will see a correction of as much as 30 percent. Then
16 all of a sudden, if you did an analysis of whether these
17 funds are over—funded or under-funded, you would find quite
18 a different picture, I would suggest.
19 I would just ask Mr. Samuels if there is not a concern
20 that, if we are basing an analysis on values that exist
21 today, that we are not taking a very rosy view of things.
22 And when the stock market, as it always does, goes down, we
23 will be scrambling around here trying to figure out how to
24 protect pension funds that we have just allowed companies
25 to draw on.

)
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Secretary Samuels. Senator Conrad, the administration
strongly opposes this proposal, which is effectively to
create’ a new corporate loophole. There is a 1lot of
coﬁtroversy over this. Companies want this and they want
it for a reasdn. They like the idea of having this six-
year holiday of taking money out of pension plans at no
excise tax. The excise tax is being waived.

We think it is bad pension policy, it is bad tax

- policy. I am reminded, because it is still very vivid in

my mind, I believe tomorrow is the anniversary of the stock
market fall in 1987. I was on the floor of a large trading
house and can remember the panic and confusion.

Senator Moynihan. The Dow went from 2700 to 1700 in

Aabout six months.

Secretary Samuels. Last year, as you will recall,
this committee worked very hard to deal with the under-
funding problem of pension plans. We are all seriously
concerned about our national savings rate. That is why
there is an IRA proposal in this mark, to encourage
savipgs. There is a small business pension proposal to
encourage savings.

We should not be taking savings out of pension plans.

It is not a prudent thing to do. When it is suggested that

there is a cushion, the problem is, in deciding what the

cushion is, the company and their actuaries—-this is going
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to be good business for actuaries-—can decide on the
assumptions, and there is a wide variation of assumptions
that can be used. |

I think if fou look back in time, we have talked to the
PBGC and they looked at, fdr example, the Eastern Aiflines
pension plans which were terminated in 199&, I recali, with
an exposure to the government of, I think, about $450
million.

If you went back into the early 1980s and looked at the
profile of their pension plan, under this proposal it
appears that they would have been allowed to take some
money out, which would have further been to the detriment
of the PBGC and the taxpayers of the United States.

So we think that this is not the time to start in any
way reducing the security of pensions for workers and
current beneficiaries, and this is, as I said at the
beginning, from a policy perspective, a bad proposal.

Senator Conrad. Could I just follow up and ask the
question, could you jﬁst remind the committee of the steps
that we just took to strengthen pension funds?

Secretary Samuels. As part of the GATT legislation
last year, this committee passed the Pension Security Act,
which was to deal with the under-funding problem. We have
had a very serious under-funding problem. That is what we

are trying to deal with, and we are trying to deal with it

MOFFITT REPORTING ASSOCIATES
(301) 390-5150

o




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

209
over a period of time.

Last year’s legislation, we Jjust did not snap our
fingers and deal with the under-funding problem, we all
understood that it would take some period of time to deal
with, and that is what that legislationlwas designed to do.
We are in the process of strengthening our pension plans.

Senator Conrad. Does this not directly counter what
we just 4id?

Secretary Samuels. Yes, Senator Conrad, we believe
SO.

Mr. Fisher. Senator Conrad, can I follow-up Assistant
Secretary Samuels’ comments, if I may? With respect to the
Eastern Airline example, back in‘the early 1980s there was
no asset cushion required in order to take out transfer
excess assets. - That is one thing. |

The other thing is, they did not have this new GATT
faster-funding requirement that we diligeﬁtly worked on
last year. So I am not convinced that that situation,
under curreht law, would have happened that way.

Secretary Samuels. - Senator Conrad, if I can Jjust
explain my example of Eastern Airlines, they did not take
any money out. what I said was, had this law been in
effect in the early 1980s, we believe that they would have
been able to take money out of their pension fund, under

the standard that this proposal would provide.
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The Chairman. Senator Hatch. I think we have to move

on.
Senator Hatch. This is very important stuff. But if
I could ask a series of questions ofAMr. Fisher, I am
hoping that it will clarify it in my mind, and méybe in
others’ as well. As I understand it, the PBGC uses a
cushion of 125 percent of current liability. That would be

the plan’s obligations if they are terminated today. Am I

correct?
Mr. Fisher. That is correct.
Senator Hatch. ‘Frankly, I think it is incorrect for

them to do that because, as I understand it, the proposal
defines excess assets as the greater of the ''full funding
limit." That is the limit beyond which no more funds can
be paid into the plan, or 125 percent of current liability.

Mr. Fisher. That is correct, Senator.

Senator Hatch. All right. The full funding limit
then is accrued liability, long-term actuarial obligations
of the bngoing plan, right?

Mr. Fisher. Yes.

Senator Hatch. And that would be up to a cap of 150

percent of current liability.

Mr. Fisher. Yes.
Senator Hatch. So that is the cushion you are talking
about.
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Mr. Fisher. That is correct, Senator.

Senator Hatch. All right. Therefore, in most cases
the required safety cushion would exceed the 125 percent we
have been télking about.

Mr. Fisher. Yes. According to the Associate of
Private Welfare and Pension Plans, a trade association.that
represents many of the larger pension plans in the country
and these are a lot of the plans that have surplus assets,
in many cases the cushion is going to be based on the full
funding limit, which, in 70 percent of all over-funded
pension plans, is above 125 percent of cﬁrrent liability.

Senator Hatch. =~ But these definitions, full funding
limit and excess assets, they are PBGC definitions. They
have been used always by PBGC in the past.

Mr. Fisher. That is true. They are in the Labor
statutes as well. |

Senator Hatch. Now, is it not also true that if a
business pulls the money out they cannot just go spend it

on whatever they want to.

Mr. Fisher. That is true, Senator.
Senator Hatch. - They can only spend it in what ways?
Mr. Fisher. Senator, they can spend the money on

ERISA-protected broad-base coverage type plans such as
retiree health, which you can do under current law.

Senator Hatch. So it has got to be for the benefit of
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employees one way or the other.
Mr. Fisher. That is right. For the most part, we

believe that the same employees that participate in the

~over-funded pension plan will receive a benefit of the

excess assets because they are also participating in the
health plan, the <child care plan, the educational
assistance plan.

Senator Hatch. So the point I am making is, these, as
you have said, are the funds of the business. |

Mr. Fisher. That is correct.

Senator Hatch. These are excess fundings, generally

in excess of 125 percent of the current obligations of the

program.
Mr. Fisher. At a minimum.
Senator Hatch. At a minimum, and really at 150
percent.
Mr. Fisher. In many cases.

Senator-Hatch. And if they take them out they cannot
just spend them for corporate welfare, they have got to
spend them on employee-related type benefit programs.

Mr. Fisher. Yes, Senator.

Senator Hatch. Well; that is a far different thing,
Mr. Chairman. |

Secretary Samuels. Senator Hatch, if I could just

follow—-up on that.
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The Chairman. Senator Chafee is next.

Senator Chafee. .Thank you, Mr. Chairman.

Like everyone, I am slightly troubled when you are
talking'about taking money out of a pension fund, but at
the same time, situations, it seems to me, do arise if the
thing is over-funded.

My question to you, Mr. Samuels, is I notice in the
material sent out by the PBGC they talk about these
outrages where chpanies have taken money out. Enron
Company took $232 million from a pension plan that is now
under-funded. How could they do that? 1Is that the present
law, you can do that anyway?

Secretary Samuels. ‘Senator Chafee, the basic problem
is that there was a situation in the 1980s where companies
were terminating plans, buying annuities, and then taking
out the excess. The law was changed to put a penalty on
companies that would do that by charging an excise tax to
recapture the tax benefit that the companies effectively
received because these pension funds gathered deferrals.

Senator Chafee. All right.

Secretary Samuels. But let me just éay, the rule now
is, if you terminate a plan you have to buy annuities for
your employees and anyone else who was an employee. These
are termination amounts that you calculate in order to make

sure that the beneficiaries will get their full plan.
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Senator Chafee. All right. Now suppose you have

got —

Secretary Samuels. Let me follow up, because it is
very complicated and this is in the world of actuaries.
But the bottom line very simply said that the cushions that
we are talking about do not provide a basis for saying that
the company can purchase annuities for their beneficiaries
and then have money lefﬁ over.

That is not what we are talking about. We are not
talking about a termination liability. It would be what
you would have to spend to actually buy annuities to fund
your obligations to your employees and other beneficiaries.
What we are talking about is ~—————

Senator Chafee. Give me a chance, Mr. Samuels,
because I am on a short string here. Is there any
situation you can see where there are excess payments,
excess monies in the pension fund, that it would be
suitable for theAcompany to take some of that, however you
define that excess, out? 1Is there such a situation that
can exist?

Secretary Samuels. Senator Chafee, we have been
looking at that and we dealt with that issue last year when
we extenaed what was then Section 420, which provided that
funds could be used to pay retiree health benefits. There

was a crisis with respect to retiree health benefits and we
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allowed withdrawals last year in a very narrow situation.
We built fire walls around it to prevent just this kind of
problem that we are talking about today.

Senator Chafee. But whét were the déterminations?

Secretary Samuels. The fire walls fequired that the
plan, for example, would maintéin——there was a maintenance
of effort requirement—-its retiree health benefit. That
was a condition of being allowed to use the money for
retiree health benefits. By the way, this proposal
effectively repeals that, so companies no longer would be
required to maiﬁtain the retiree health benefits, and we
think that is also bad policy.

The Chairman. I think Dave Pryor is next.

Senator Pryor. Thank you.

Mr. Samuels, I will make this very quick. You say the
company could take this money and buy énnuities for its
employees; is that correct?

Secretary Samuels. No. What I am saying is, if you
are talking about making sure that the employees are
protected in terms of deciding whether there are excess
funds in the pension plan, you ought to look at what it
cost to purchase annuitieslfor the retirees, that that is
certainly a standard.

That is not what this particular definition of excess

liabilities is all about. That is not talking about what
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it would cost to purchase annuities for liabilities. This
is.a standard that the companies decide in consultation
with their actuaries.

Senator Pryor. But these companies looking at an
over—funding situation, would they not normally say, this
program, this particular pension plan, is costing too much.
What we are going to do is terminate the plan, buy some
annuities for the employees, and the employees are going to
be looking at an annuity that is not insured by PBGC. The
pension plan is insured by PBGC, is that not correct?

Secretary Samuels. Right. That is correct.

Senator Pryor. Now, I would like to go to Mr. Fisher
here. You talk about the law that states that 125 percent
of unfunded liabilities, any other 125 percent belongs to
the employer or to the company. Now, I am not questioning
ybu, but could you cite us that law?

Mr. Fisher. It is a provision in ERISA.

Senator Pryor. If you could, I would like that for
the record.

Mr; Fisher. Yes. i will find that for you.

Senator Pryor. I am not so certain that we look at
that the same way. I am not so certain we interpret that
the same way, and I think this is of such gravity, as
Senator Rockefeller and Senator Moynihan have stated.

If I might ask you, Mr. Kies, where did this idea come
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from; what is driving this?

Mr. Kies. Well, Senator Pryor, this idea is merely an
extension of what the Congress originally adopted in 1990
when they agreed to permit reversions for certain purposes
out of pension plans. I think it is important to emphasize
that Senator Roth’s proposal adheres identically to the
cushion that was agreed to in 1993.

The Jjudgment was made that a cushion of what
effectively is 150 percent of current liabilities——and that
includes both vested and unvested benefits——-was adequate to
protect the rights of existing participants. All this does
is say you can use the money for some other purposes. I

think the key issue is ————

Senator Pryor. There are a lot of other purposes, if
I may.

Mr. Kies. That is correct.

Senator Pryor. Now, Mr. Kies, I am on a short string,
as my colleague, Senator Chafee, stated. Where in this

Chairman’s mark is there a provision that says that theA
employees who own these funds, basically, are going to be
given notice; what notice is required from the employer to
the employee?

Mr. Kies. Under current law, there is a notice
provision in the case of reversion under Section 420. I

believe that that notice requirement is carried over,
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Senator Pryor. I do not think it is carried err, and
I do not think any notice is réquired under the Chairman’s
mark.

Mr. Kies. Senator Pryor, it is carried over. It is
part of current law, and all we are doing is piggy-backing

on the current law provision.

Senator Pryor. Is this issue deficit- or budget-
driven?

Mr. Kies. Senator Pryor, I think it is driven by
pension policy considerations. As I said, the PBGC has

long testified that putting undue limits on reversions
discourages employers from soundly funding pension plans.

The Chairman. Senator Hatch is next.
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(6:00 p.m.)

Senator Hatch. Well, the thing.that bothers me is,
frankly, as Senator Pryor indicated, if'they take this
money and they put it into annuities, that that is not
protected by PBGC, but those are sufplus fﬁnds. The rest
of the pension plan that is fully funded up to 150 percent
is protected by PBGC, right?

Mr. Kies. Senator Hatch, we are not talking about
terminating pensions plans. That is correct.

Senator Hatch. Second, I understand Mr. Samuels’
point, that they decided that annuities to protect
retirees’ health is important. That is government deciding
that. If you are right that it is the business funds, and
I believe you are right on that, then mdybe they should
have the flexibility as business peoplé rather than having
government tell them what to do.

If I find fault with not just this administration but
many administrations, it is that we wonderful oracles here
in Washington think we can tell business what to do a lot
better than business can tell itself and we will spend
their money for them rather than let business do it.
Frankly, it is a lot more efficient to let business do it.

Now, the fact that there are some people in business
that are not honest should not taint everybody in business,

but that is what bothers me about this whole argument. The
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fact is, you are funding this up to 150 percent and if
there is a surplus they have to put it into some employee-
related funding. They cannot just take the money and use
it themselves. Frankly, I cannot see why the hullabaloo.

Senator Pryof. Well, that is what happened to the
S&Ls. We stopped telling the S&Ls what to do.

Senator Hatch. Oh, no. What we did was pass a tax
law that threw them into bankruptcy because it just wrecked
the real estate industry in this country. That is what

happened. It was our fault as much as anybody'’s.

Senator Baucus. Mr. Chairman.
The Chairman. Max.
Senator Baucus. Mr. Chairman, I would like to follow

up a little bit on the question that Senator Pryor asked.
That is, what is driving this? The questibn I was going to
ask before he asked that question is, why are we doing
this? I asked that because, as I look at this fancy chart
that wasAdistributed, nice colors and all that, if you look
on the far left-—-this is all annual averages in 1993
constant dollars—-you will see that the over-funding was
$193 billion in the period 1982-1986, whereas the under-—
funding in roughly the same period was $21.67 billion.

If you look at the trends over this period, essentially
the green, which is the over—funding, is declining in the

periods, whereas the under-funding, which is the blue, is
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increasing. It just strikes me that maybe we are doing

something, perhaps, backwards here. That is, why are we
relaxing the provisions when, over the period of time 1982
to current, the fact is, these funds are less over—funaed
and more funds are more under-funded?

Mr. Kies. Senator Baucus, I think yéu are ekactly on
the point, except it is the other way around. That the
current law says to an employer, no matter how over-funded
the pension plan becomes they cannot touch the money,
discourages employers from adequately funding pension
plans. So what it has ddne, according tolthe data, is it
has caused the over-funding of plans to decline because

employers are holding money back.

The PBGC in 1987 specifically testifiea and said, 'we
believe the restrictions on reversions discourages
employers from adequately funding because if they get too
much money in there they cannot touch it." Pension experts
across the country have said that giving employers more
flexibility will encourage them to fund on a more sound
basis, not a less-sound basis.

Senator.Baucus. If I could follow up. The fact is,
still,'fewer funds are over-funded.

Mr.'Kies. And that has happened during the period

that these extreme restrictions on reversions have existed.

Senator Baucus. If there are fewer that are over?
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funded, why are we relaxing and allowing more transfers?
Mr. Kies. Because we are trying to permit more
flexibility. What has happened over time with these
incredible restrictions on reversions is, employers are not
funding. If you take those off, employers will be more
likely to fund on a souﬁd basis because they will know, if
the stock market does take a dramatic upturn or they have
a downturn in the size of the work force, Ehey can touch

the assets.

Senator Baucus. Mr. Samuels, if you might comment,
please.
Secretary Samuels. Senator Baucus, the proposal, in

our view, does not create incentives for future funding
since it only applies to amounts in excess of 125 percent
of accrued liabilities as of January 1, 1995. So it is not
like this is going to encourage people in the future, this
is as of January 1, 1995.

Second, it is only for six years, so it is a window——
this is budget-driven—--to try to get people to withdraw
money and thereby they are going to pay tax on it, that
that shows up as a tax increase.

Finally, PBGC did an analysis of 10 large pension plans
which are insured which showed that, if funded at 125
percent level, they would be only able to pay 87 percent of

the obligations to workers should the plan terminate. That
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is because of the differences of assumptions that are used
for these various measures, and that is what 1is so
troubling to us.

The Chairman. We had an extended discussion of this
issue. We still have a ways to go through the walk-
through, so I would like to move on.

Senator Graham. Mr. Chairman, I have been seeking

recognition to ask some questions. I think this is an

. extremely important issue. It happens to be important to

all of us.
The Chairman. Bob, please proceed. I would ask you
to try to keep it short.

Senator Graham. . Well, I just want to underscore,

‘there are some special interests here. I represent a state

where literally hundreds of thousands of peéple move, whose
ability to come into our State is dependent -upon the
solidity of their pension plan. So this is an issue that

is not only of great importance to the individuals ————

The Chairman. I think we are all united in wanting é
sound pensiqn program for American workers. Please
proceed.

Senator Graham. I meaﬂ, it would really be my

suggestion that this provision should be celeted and dealt
with as a discrete matter, given the opportunity for public

hearings that an issue of this import would normally have.
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But, given the conditions under which we are operating, I
would like to ask a couple of lines of questions..

First, what are the current uses to which excess
pension funds can be utilized?

Secretary Samuels. Senator Graham, under current law,
if one terminates a plan, then you pay the excise tax,
which_is to reimburse the government for the inside build-
up'that occurs tax—free. You can only effectively get your
money out if you terminate a plan, or, pursuant to this
Section 420 which is very limited to retiree benefits,
where you agree to maintain the level of health benefits
for your retired employees.

Senator Graham. It is to that last point that I was
directing my question. If I am correct, this committee, by
previous action, has just raised the age of eligibility for
Medicare from 65-67. Is that not going to increase the
obligation of those corporations which provide for retiree
benefits by an additional two years?

Secretary Samuels. I would expect so, Senator.

Senator Graham. So are we not, by action of this
committee, facing a situation in which the demands for that
excess pension fund, for purposes of adequately funding a
new health obligation, are likely to be increased, not
decreased?

Secretary Samuels. I believe that to be the case. It
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is obviously going to be up to the employer to decide what
they want to do with respect to their retirees’ health
benefits.

Senator Graham. It would seem, in the context of what
we have 3just done with Medicare, this would be a
particularly inappropriate time to be discussing the
possibility of diminution of the capacity of pension plans

to meet this new obligation for their retirees’ health

benefits. Could you comment as to why that is not poor
timing?
Mr. Kies. Senator Graham, i would just point out

that, again, we believe that the cushion of protection
provided to current workers and to retirees, which is fully
consistent with what was agreed to by the Congresé in 1993,
was an adequate cushion and that for plans that are
continuing, that that more than adequately protects the
interests of workers while giving the employer some
flexibility to pay for the costs of other ERISA-protected
benefits.

Secretary Samuels. Senator Graham, can I mention, in
terms of the uses to which the funds will be used, the
Chairman’s mark provides that the funds should be used for
ERISA-protected plans. That is, I think, principally,
employer-provided health insurance. This year we expect

that employer-provided health insurance will be
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approximately $273 billion. So if an employer takes
advantage of this mark, many of them will be funding
expenses that they otherwise would have made.

Since its money is fungiblé, then they will use the
money that they would have spent on Vempioyer—provided
health insurance for something else, for executive bonuses,
take—qvers, whatever they want. But it is important, I
think, for the committee to know the money is fungible.

Senator Graham. That was my second question. I would
like to ask the gentlemen at the end of the table. I am
SOrry.

The Chairman. I am going to have to move on. One
more question. |

Senator Graham. No, Mr. Chairman. I want to finish
this line of questions because I think we have just gotten
to a very important point there. If Mr. Samuels is
correct, that is, a firm which has an existing obligation
such as to fund its annual employee health benefits, let us
say that that has a qost of $1 million, and they can reach
into their pension plan because it has been determined that
it is excess under the standards that are set here, and use
that $1 million to pay their employee health benefits, is
that what would be allowed? 1Is that correct? Does that
not relieve the company of the $1 million that it would

have to pay from its other resources to meet that
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obligation?

‘Mr. Fisher. Senatbr, that is partially correct in
that ————

Senator Graham. In what area is it not correct?

Mr. Fisher. This money is being. held in non-

pfoductive uses, these excess assets, and they can be
channeled into the very employee benefit programs that
these people may select.

Senator Graham. But is it not diSingenuous to say
that the only benefit of this process-is going to be the
employees themselves because essentially what you are
allowing‘is an employer who has an obligation to his
employees——for instance, to pay their health benefits--is
now, instead of having to come out of general corporate
assets, is able to reach into the pension fund, withdraw
the amount of money required to pay for those health
benefits, pay them out of the pension funds, and,
therefore, be relieved of my hypothetical $1 million of
expense and use that million dollars for whatever purpose
the corporation chooses to use it for.

Mr. Kies. Senator Graham, exactly the same point
could be made about the provision which was supported by
the administration last year that permits the use of these
monies for retiree health benefits. Those ére obligations

of the employer, just like the health benefit obligations
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to the current workers.
So I think you really have to come back to the basic
issue, that they are protecting the participants in the
pension plan with the same level of protection that was

approved by the Congress as part of.the GATT legislation.

The Chairman. I am going to call, next ———-
Senator Graham. Mr. Samuels, is that correct?
Secretary Samuels. I think that using a very narrow

exception where we built fire walls around it, and
extrapolating that to something of this magnitude, is not

a ————

The Chairman. I want to now call on Senator Moynihan

~ for a final comment on this area. Then we will move on to

the next section.

Senator Moynihan?

Senator Moynihan. Two things, sir, 3just for the
record. I was distressed that Mr. Fisher suggested that
the letter I was reading from the American Academy of
Actuaries replied only to the House, that the American
Academy of Actuaries has expressed great concern about this
measure as well.

May I also say, I think it helps if persons at our
table be very careful in their language. Mr. Fisher, to
describe stocks and bonds in a savings account set aside

for pensions as being non-productive is a usage with which
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I am unfamiliar, and which I hope I would not have to hear

again.

The Chairman. Mark, will you proceed to the next
matter? |

Mr. Prater. Thank you, Mr. Chairman.

The next series of proposals deal with treatment of
damages. The first one would treat all punitive damages as
taxable. I would clarify that punitive damages, whether or
not received on account of personal injury or sickness,
Qould be taxable.

Senator Rockefeller. Mr. Chairman.A

The Chairman. Can we have order in the committee
room, please.

Jay?

Senator Rockefeller. - Thank you, Mr. Chairman. I
appreciate your determined good will. I am grateful for
it. |

On this matter o: taxation of puhitive damages, some
here may know that I have been very aétive in product
liability reform with Senator Slade Gordon from Washington.
I am, frankly, very curious to know how this ‘particular
provision arose. I

Mr. Kies. This is a provision that comes from the
House bill, Senator Rockefeller.

Senator Rockefeller. That does not answer my
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question. It does not have to be included in the Senate
bill by virtue of its being in the House bill.

Mr. Kies. I was not commenting on whether it had to
be included or not. You asked where it came from, and what

I told you was ———-

Senator Rockefeller. Why is it in the Senate bill?
Mr. Kies. That was a decision made by the Chairman.
Senator Rockefeller. I would ask ﬁhe Chairman, but

ordinarily it is more courteous, that the staff has
something more appropriate than just saying ———-

Mr.AKies. If you are asking the policy behind it —-——-

Senator Rockefeller. Yes.

Senator Moynihan. It is perfectly obvious, sir, that
that is what he is asking.

Mr. Kies. Well, he was asking where it came from,
Senator. I was not exactly sure.

Senator Moynihan. I think it came from the other
side, the dark side of the moon. He wanted to know, why
are you doihg this?

Mr. Kies. Tﬁe answer to that is, there are two
provisions here; one deals with punitive damages, the other
deals with recoveries for non-physical injuries. 1In the
case of the non-physical injuries provision, there is
substantial confusion under current law as to how these

recoveries are treated.
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<i) 1 There have been Supreme Court decisions, for example,
2 dealing with age discrimination that have found that age
3 discrimination recoveries are taxable. There are splits in
4 the Circuits on other non-physical injury recoveries.
5 I think from the standpoint of analyzing policy, these
6 amounts represent income like other forms of income, and
7 that the general rules of the tax system are to treat
8 amounts that come to taxpayers from whatever sources as
9 income, unless there are specific exceptions provided.
10 So, in the case 6f punitive damages, I think the view
11 from a policy perspective was that punitive damages are not
12 necessarily the type of income that should be given
(::) 13 preferred status over wage income or other forms of income
14 that are generally taxable, and that there was not any
15 particular policy that supported treatingAthese amounts as
16 tax—exempt.
17 Senator Rockefeller. So if somebody is'injuréd by a
18 lawnmower, or car wreck, or something of that sort that was
19 not the fault of the individual but of the machine and was
20 awarded punitive damages, they would pay taxes on those
21 punitive damages?
22 Mr. Kies. The punitive damages. The regular damages
23 would not be taxed. Punitive damages .are viewed as
24 something to punish the tortfeaser rather than to. reward
25 the injured party. The damages for physical injury which
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are treated as non-taxable are intended to compensate the
injured party for the damage which he or she has received.
Punitive damages are intended as a penalty on the
tortfeaser, not as a reward to the individual that haS been
injured. So,- the policy recommendation was that those

amounts be treated as taxable.

Senator Rockefeller. This would be the same for
malpractice?

Mr. Kies. Punitive damages. Yes, sir.

Senator Rockefeller. Thank you.

-Senator Moynihan. Mr. Chairman.

The Chairman. Senator Moynihan.

Senator Moynihan. Senator Moseley-Braun has an

amendment in this area which will be offered at the
appropriate time.

The Chairman. We take due notice.

Senator Conrad. Mr. Chairman, might I just inquire
procedurally on a matter, just very quickly?

The Chairman. Sure.

Senator Conrad. When we are done would it be
possible, for those of us tha£ did not get a couple of
questions answered on the pension matter that I would very
much like to have answered, could we revisit that when we
are done with all of the rest?

The Chairman. It may be very late, or very eérly in
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the morning, but we will try to accommodate you.

Please proceed, Mark.

Mr. Prater. Mr. Chairman, the next proposal would
require tax reporting for payments from insurance companies
to attorneys’ trust accounts. The gross income reporting
to the IRS by the business on all these payments to
attorneys would be part of this proposal.

Senator Rockefeller. I am sorry, Mr. Chairman. I do
not understand. I mean, I have the words written here in
front of me, '"require tax reporting for payments to
attorneys,'" page 14i. It does not really give me much of
a lead, an insight, if we are to vote upon tax policy in
the United States Code.

Mr. Kies. Senator Rockefeller, this provision is
intended to try and address a problem that has been
identified as a compliance issue. A lawyer that might
represent a Plaintiff may receive a payment from an
insurance company that includes both the amount which
actually represents the settlement to the victim, but also
the attorneys’ fees.

Because there is no separate reporting mechanism today,
there appears that there is.some under-reporting by lawyers
of their income because the amounts simply get deposited
into their escrow account, the recovery gets paid out to

the victim, and then somehow it doesn’t seem to find its
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way into the reportable income of the lawyer. There has
been some high visibility failure to file by lawyers.

wWwhat this is intended to do is give the IRS some paper
trail that does indicate that there has been a payment of
gross proceeds so that thére would be at least some
indication of the fact.that the lawyer might have received
attorneys’ fees——typically a one-third settlement is not

uncommon——that came out of those gross proceeds reporting.

Senator Rockefeller.  That is very helpful. Thank
you.

The Chairman. Mark.

Mr. Prater. Mr. Chairman, the next provision would

make a kind of conforming change for principal residents
rollovers, where the house has a home office component to
it,'where'in a regular situation depreciation recapture
would occur on disposition of the property, this would
conform the treatment for residences.

The next proposal would limit the rollover treatment
for resident aliens. When a resident alien leaves the
U.S., within two years after selling his principal
residence, he has to buy a new residence in the U.S. in
order to get the benefits of the rollover rule.

The next proposal would repeal the exemption for
withholding on gaming winnings from Bingo and Keno where

the proceeds exceed $5,000.
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The next proposal after that would repeal an advance
refunding procedure for diesel fuel tax for lighf trucks
and cars.

The proposal after that would apply to a failure to pay
penalty to substitute returns that the service files for a
taxpayer.

The next proposal would reform foreign trust rules.
This follows a proposal introduced by Senator Moynihan for

the administration that would contain a package of

information reporting rules and anti-abuse rules directed

at sophisticated tax planning techniques involving foreign
trust.

The provision after that would repeal the interest
income exclusion for employee stock ownefship plans on a
prospective basis.

The proposal after that would repeal the wine content
credit for distilled spirits which are made from fruit
products.

The next proposal after that would create financial
asset securization and investment trusts. These would be
pass—through entities that lenders could use for purposes
of credit card receivables, auto loans, and home equity
loans. The facet regime be under the partnership rubric so
that anti-abuse rules and other partnership rules would

work for purposes of facet transactions.
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The next proposal would allow the tax-free treatment of

contributions in aid of construction for water or sewage

disposal utility companies, and that would be paid for by

stretching out the utility property depreciable life from
20 to 25 years.

The next proposal after that reduced the ozone-

depleting chemicals tax on imported recycled halons that

would conform it to the treatment of domestically recycled

ozone—-depleting halons.

Senator Rockefeller. That sounds important. Could
you explain that more fully, piease?

Mr. Prater. Senator Rockefeller, under current law
the ozone-depleting chemicals tax does not apply to
domestically recycled halons. The polidy there is to
encourage the recycling rather than the production of these
chemicals because they are harmful to the environment, to
reduce the risk to the environment. That exemption does
not apply to imported recycled halons. This would conform
that.

Senator Rockefeller. So they would be included.

Mr. Prater. Yes.

Senator Rockefeller. That would be a change of
policy.

Mr. Prater. That is correct.

Senator Rockefeller. Thank you very much.
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Senator Graham. And what is the rationale of that?

Mr. Prater. Again, Senator Graham, the rationale here
is to discourage the production of halons because they are
harmful to the environment.

Senator Graham. I assume that domestic industries
that recycle halons have some economic advantage over
imported recycled halons because of the fact that currently
the special tax provision only applies to domestic

production. 1Is that correct?

Mr. Kies. Senator Graham, actually, we are told that

there is excess demand right now, that there is not enough
of the recycled halons available, so I am not sure that it
would have a significant effect upon domestic recyclers.
There is more demand than there is supply right now to
service. These - halons are used, for example, in fire
extinguisher systems on aircraft carriers and in
sophisticated fire suppression systems.

Senator Graham. Is there some economic analysis of
why we are leveling the playing field, so to speak,
relative to domestic versus imported?

Mr. Kiss. Well, because there is excess demand right
now ——-—-—

Senator Graham. Has excess demand been a permanent
condition, or is that a temporary phenomenon? How long has

there been excess demand?
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Mr. Kies. Apparently we have stopped producing halons
entirely at the end of‘1994, so it woﬁld aopear probably
the excess demand situation will just continue since there
is no production of new halons ongoing as a result of

environmental concerns.

Senator Graham. Does Treasury have a comment on this
provision?
Secretary Samuels. This is a proposal we would

support. We have some technical suggestions to make sure
that these imported halons will be taxed in the same way as
the domestic recycled halons, but we think that this is a
good proposal.

Mr. Prater. Mrf.Chairman, the next proposal would
create an exception to the two-county tax-exempt bond rule
for local furnishers of gas or electricity what would allow
them to elect to forego the benefits of tax—exempt bond
financing and call all the outstanding "bonds. This
proposal raises revenue.

The next proposal after that would provide for tax-
exempt bond financing for the sale of the Alaska Power
Administration’s Snettisham hydroelectric facility. This
conforms this tax proposal to what the Energy Committee has
authorized, which is an overall spending reduction proposal
that came out of the Energy Committee for purposes of this

bill.
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Senator Baucus. Mr. Chairman.
The Chairman. Yes.
Senator Baucus. On that one, if I might ask, this is

the PMA sales. Am I correct, this is Alaska PMA?
| Mr. Prater. This is Alaska Power.

Senator Baucus. Right. Now, what is the status of
the Pubiic Marketing Administration provisions and where
are we now, in the conference? Because there is a proposal
to sell the PMAs and I am just curious, do you know what
the current legislative status is of all PMAs other than
Alaska?

Mr. Prater. As far as I know, Senator Baucus, this
just applies to the Alaska Power sale.

Senator Baucus. But my point is, others are in play,
if you will. I just want to make sure there is equal
treatment here.

Mr. Kies. Well, Senator Baucus, this propbsal only
applies to them so it does not have any effect ———

Senator Baucus. Only applies to?

Mr. Kies. Only applies to the Alaska Power
Administration, not to others.

Senator Baucus. I understand that. That is because
the Energy Committee bill provided for the sale of Alaska
Power Administration. But what if it turns out that other

public marketing administrations are also sold, will they
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Mr. Kies. Not under the terms of this provision.
They would require ———-

Senator Baucus. That is the question, because that is
very much in the air right now as to what we are going to
finally do in this Congress with respect to those other
PMAS .

Mr. Prater. Senator Baucus, from what I understand,
and I have a letter here from the Department ofJEnergy that
says that the Alaska Power sale was authérized under the
Energy Committee’s action ———-

Senator Baucus. I know that. That is not the point.

Mr. Prater. [continued]. . Was that the price was
premised in that sale.on tax-exempt bond financing. That
may be — I.do not know the terms of these other sales,

whether that is a factor, but I would just point that out.

Senator Baucus. Thank you. .
The Chairman. Please proceed.
Mr. Prater. Mr. Chairman, the next proposal would

require life insurance companies to treat 85 percent of

their capital losses from foreclosed .real estate as

ordinary losses and spread that loss over a period of time.
The life insurance companies would be entitled to this
ordinary loss treatment. It raises revenue over the life

of the seven-year period.
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Senator Moynihan. But loses over the 10-year period.

Mr. Prater. That is correct, Senator Moynihan. That
is correct.

Senator Moynihan. Just keeping a record.

Mr. Prater. The next proposal is a proposal that
would provide relief to certain reach-back companies with
respect to the United Mine Workers Health Care Benefit
Plans. This is a two-year provision. I know Senator
Rockefeller is very opposed to this, and I expect we will

hear about that.

[Laughter]

Senator Rockefeller. Mr. Chairman.

The Chairman. Senator Roth.

Senator Rockefeller. Mr. Chairman, I just want to

sort of ask the Chairman’s advice on this. Obviously, I
feel very, very strongly about this because I have never
done the sort of thing‘which I have done as a result of
this being included in the mark. It aifects 35,000 people
in my State in a very dangerous way, in my judgment.

I have, in fact, a series of questions which are not
confrontational, and I really mean that, but are designed
to try to, in a sense, show my colleagues on both sides of
the aisle where I think this is coming from, why I think
this is happening, and what the problems are.

I think the questions I ask are all sequentially done.
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There are quite a few of them, but it is not for the
purpose of delaying, it is for the purpose of getting
through my logical approach. I would just ask the
Chairman’s advice on that. I would like to be able to ask
those questions, but it will take me beyond the so-called
short string.

On the other hand, we have had no hearing on this. We
had hearings on this for the 1992 Act. We have not had
hearings on this. There are 92,000 people in the country.
They are dying at the rate of 6,000 a year. I would think
that my colleagues on both sides of the aisle would want to
know about this. Obviously I feel strongly about it, but
I just ask the Chairman’s advice.

The Chairman. I would say to my good friend that I
would proceed with the questions, and hope they will be

expeditious as possible.

Senator Rockefeller. As possible. Yes.
The Chairman. Why do we not just play it by ear as we
go along.

Senator Rockefeller. All right. I thank the Chairman

very, very much.

To whom am I addressing these questions?

Senator Chafee. To whom it may concérn.
Senator Rockefeller. To whom it may concern.
[Laughter]
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Senator Rockefeller. As I understand it, the purpose
of this section in the Chairman’s mark is to proQide
certain companiés known as reach-back companies with
temporary relief from responsibility to pay the health care
costs of their retired coal miners. |

Under the 1992 Coal Industry Retifee Health Benefits
Act, the Coal Act, a combined fund was established to pay
the health benefits of some 110,000 at that time--since
then, many have died--and their dependents’.

Now, this fund was paid for by premium contributions
from coal companies which previously empioyed the retired
miners, from a transfer of $210 million in excess funds
from the 1950 Miner’s Pension Fund--the miners kicked in
pension money for this—-and a transfer of up to $70 million
annually from interest on the Abandoned Mine Lands
Reclamation, the Federal Abandoned Mine Lands Fund. Is
this your understanding of the funding sources for the

program as it exists today? And $85 million in Medicare

reimbursements.
Mr. Kies. Senator Rockefeller, I think basically
everything you said is correct. The only, I aquess,

clarification that might be appropriate, because it does
flush out why this issue is in the mark, is that there is
great controversy over whether that particular legislation

did fairly apportion economic burden in relationship to
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connection in which some of these reach-back companies had
to these liabilities. Indeed, there are ———-—

Senator Rockefeller. We could get to that.

Mr. Kies. All right. That is‘finé,

Senator Rockefeller. All is fair, and we will get to
that.

The proposed language is based upon the assumption that
the combined fund contains a surplus of cash. Is there a
cash surplus in the fund at this time?

Mr. Kies. Senator Rockefeller, again, I understand
that there is some disagreement over that issue. We have
had difficulty gathering data from the trustees of the
fund, so there appears to be a difference of view on that
issue. Some believe there is, some believe there is not.
I do not that we know the answer, but there are people on
both sides in that particular matter.

I might say, the revenue estimate, which is not done by
Joint Committee but is done by CBO, does reflect what
apparently is an anticipated increase in premiums which may
kick in if this two-year period in which the reach-back
companies are not subject to the tax.

Under the legislative scheme, if the fund drops below
a certain level, there is increased funding and it does

appear from the CBO numbers, which we did not get until

_late today, that it is anticipated at some point in the
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future thefe might be an wuptick in premiums which
presumably is a consequence of their assumption that there
might be a shortfall in the fund. But I would just tell
you, we have heard from all sides and there seems to be a
lot of disagreement.

Senator Rockefeller. We have to work together well on
this because we are both subtracting from the same short
string.

would there be a surplus in the combined fund if there
had been no contribution from the 1950 UMW pension fund,
the transfer from the Abandoned Mine Lands fund, or the

transfer‘of $85 million from Medicare?

Mr. Kies. Senator Rockefeller, I do not ————
Senator Rockefeller. The answer 1is, no. It is
quicker.

Wwould there be a surplus in the combined fund today is
the only funding source for it had been the premium
payments made by coal companies?

Mr. Kies. I suspect the answer might be no.

Senator Rockefeller. You got it.

Now, earlier this year, Guy King, who is a very strong
Republican, of Ernst & Young, and who was former Chief
Actuary of HCFA under Gail Wilensky, issued a report
commissioned by the trustees of the combined fund. 1Is it

not true that the General Accounting Office reviewed this
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report and found that Mr. King'’s report was based on sound
assumptions which are routinely used when considering
similar issﬁes such as health care reform?

Mr. Kies. I believe he did issue such a report and
the GAO did.conclude accordingly.

Senator Rockefeller. You See, Mr. Chairman, these are
honestly sequential.

According to Mr. King’s report, even if the current
surplus in the fund is left intact, the fund will
experience a modest deficit by the year 2003. What would
the size of this deficit in the year 2003 be if under the
proposed language in the mark the surplus is given away in
credits to reach-back companies?

Mr. Kies. Senator Rockefeller, I think under the way
the proposal functions it would not actually have an effect
because premiums would go back up and, in fact, the CBO
estimate of the overall effect of this proposal is a
positive $8 million over the period. So I think, under the
mechanics of this statute, the premiums would go up and
apparently, CBO believes, more than make up for the effect
of the first-year impact.

Senator Rockefeller. If you have that CBO report,
this Senator ought to have it.

Mr. Kies. You will. It is in our estimating table.

We only got the information at about 4:00 this afternoon.
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Senator Rockefeller. All right. all right.

Senator Conrad. Could I ask a question? When you say
the premiums are going to go up, Ken, whose premiums are
going to go up?

Mr. Kies. Under the way in which the legislation is
drafted there are multiple parties who can be subject to
the p:emiums: the signatories to the BCOA ——-

Senator Conrad. The BCOA. Is it not. their premiums
that would go up?

Mr. Kies. Theirs would go up, but ﬁnder the proposal
before you the tax on reach-back is only suspended for two
years and the legislation that is in current law then kicks
back in, so the reach-back companies would be in the

position also of having their premiums go up.

Senator Conrad. After the two years.

Mr. Kies. That is correct.

Senator Conrad. Thank you.

Senator Rockefeller. And I believe'all the money

would go in the first year. I think this is also according
to Guy King.

Were the accounting standards which were employed in
that study on an accrual or cash basis?

Mr. Kies. Senator Rockefeller, I would be amazed if
they were not an accrual basis.

Senator Rockefeller. They were.
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Mr. Kies. Yes.

Senator Rockefeller. The section of this bill which
contemplates a distribution of surplus is-based upon cash
accounting principles, is it not?

Mr. Kies. That is the way all revenue estimates are
done because that is how you score against the budget
deficit. You are absolutely correct.

Senator Rockefeller. Mr. Chairman, I am more than a
third of the way through. You see, I am progressing
rapidly here.

Is it consistent to set up a fund’s liabilities on one
accounting basis but distribute its assets on another?

Mr. Kies. I do not think it would be. Distribute the
assets, do you mean pay out benefits? No, a more
consistent and accurate approach would be to use accrual
for both payment and liabilities and incoming receipts.

Senator Rockefeller. Right. Because one of the
problems with the cash accounting is that, at the end of
the years, that does not count for any of the medical bills
which may be pending to be paid.

Mr. Kies. Witness the Social Security Trust Fund.

Senator Rockefeller. Exactly.

Is it not true that the benefits under the 1992 Act are
defined by reference to the level of benefits which were
provided under the 1988 National Bituminous Coal Wage

{

MOFFITT REPORTING ASSOCIATES
(301) 390-5150



[~ S ¥S B .V

3 O

10
11

12
13
14
15
16
17
18
19
20
21
22
23
24

25

249

Agreement?

Mr. Kies. That is correct; substantially similar,
Senator.

Senator ﬁockefelier. Under the 1992 Coal Act, is

there one set premium which all companies pay for their own

retirees?
Mr. Kies. That is correct, Senator.
Senator Rockefeller. Did any of the companies which

would receive a benefit under the proposed language pay a
higher premium per retired miner than the premiums paid by
those companies which would not benefit? |
Mr. Kies. No, they all paid the same premium.
Senator Rockefeller. In other words,.did the reach-

back compaﬁies pay higher premiums than other coal

companies?
Mr. Kies. No, sir.
Senator Rockefeller. In some years it is conceivable

that expenses of the combined fund, meaning the cost of
providing the defined level of benefits, may exceed the
revenues generated by the defined level of contributions.
Mr. Kies. That is certainly possible.
Senator Rockefeller. Let us assume this happens. If
the remaining surplus is too small to cover the shortfall,
what happens to the fund?

Mr. Kies. The premiums are increased to make up for
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the shortfall. That is what we see reflecfed, I think, in
the re?enue chart that Qe now have.

Senator Rockefeller. According to the Ernst & Young
study, it was anticipated that at the end of fiscal year
1995 there would be a $111 million balance in the combined
fund. You should know that. With administrative and
medical expenses this year antieipated to be approximately
$360 million, this means that the combined fund is spending
at about $30 million a month.

The proposal before us would authorize the distribution
of $75 million as surplus. Now, that is $111 million as
surplus less $36 million, representing the 10 percent of
the annual benefit and administrative costs the mark would
allow to be retained, which is part of the Cochran plan.
Is this consistent with your understanding of the proposal?

Mr. Kies. Yes, sir, Senator.

Senator Rockefeller. Is one month’s cash reserve
adequate to administer the combined fund?

Mr. Kies. Senator, I would guess not.

Senator Rockefeller. Gail Wilensky testified -before
the Senate Finance Committee earlier this year. She said
the following about the administration of the fund and
about the solution embodied in the Coal Act. I want to ask
when I am finished, was she correct in her assessment?

I have been given permission directly'by Dr. Wilensky
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to use this. She said, "When the fund was concerned as to
whether or not the long-term actuarial balance seemed to be
about right for the fund because there appeared to be an
initial surplus of funds showing up in its accounts, I had
encouraged the Chair of the trustees to ask Guy King, who,
because he was Ernst & Young as opposed to Ernst & Young,
per se,'" whatever that means, "to look at the issue, or at
least to be on the list.

The reason I made that suggestion is because I have the
highest regard for Guy King from my knowledge of him as a
former HCFA actuary and becausé of his knowledge about the
Medicare population." Remember, now, she is talking as a
trustee of this combined fund.

I asked her, do you think the fund has been managed
properly? Dr. Wilensky replied, "I think there has been
some feeling that more benefits could be provided under a
different arrangement, that the combined funds went through
a long press of looking for a way to increase managed care
and competition,'" which reminds me of something Senator
Simpson said this afternoon.

"I think it has been prqceeding in a prudent way. Yes,
I think at this point it is well managed and it seeking
ways to improve its management."

Then I said, finally, to Dr. Wilensky, I think I had a

pretty clear reading from what you are saying that any sort
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of arbitrary reduction in the reserve as a health care
program, you have to have reserve for exigencies, a broad-
scale assault on the reserves in the fund might be
something that you might.question.

Then she said——and this is my main point--"I would be
stronger. I think it would be a mistake. This was a very
painfglly—wrought solution. I think there are now adequate
funds in the future to take care of the miners and the
retirees.

It has been put together in a way that did not raise
issues with regard to employer mandates or bringing in

employers who never had anything to do with unionized mine

_ workers. There are always some tinkerings that we could

do, but essentially we should not change it."

Now, I am sorry to take so much time in presenting
that. In any event, do you think she was correct in her
assessment?

Mr. Kies. Senator Rpckefeller, as 1 pointed out
before, there appears to be a split in view as to the
adequacy of the current amounts in the fund. I understand
that there has been a study done by Towers, Perrin that
takes an opposite conclusion.

We are not in a position to make that judgment. There
are people that apparently have different views of the

situation. Apparently the reach-back compénies have had
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some difficulty getting data out of the trustees as to the
exact situation in the fund, but we are not in a position
to judge who is right or wrong.

Senator Rockefeller. I would just, agaih, point out
that Guy King was her particular person, and that GAO has
confirmed what she has said and what I have just reported.

Mr. Chairman, I am more than 60 percent of the way
through.

Are there any other federal programs which mandate that
only a surplus of 10 percent needs to be retained before
contributors are relieved of their responsibilities to make
contributions?

Mr. Kies. Senator Rockefeller, this is sort of a
hybrid federal or private entity. It has characteristics
of both.

Senator Rockefeiler. I understand that. But if you

could just answer the question.

Mr. Kies. Are there any other federal -——-

Senator Rockefeller. - Federal. Social Security,
Medicare.

Mr. Kies. I am not aware of any.

Senator Rockefeller. There are not. They are both

required at 100 percent of solvency as a reserve.
Mr. Kies. Actually, no. I mean, the Social Security

fund, if you have looked at it on an actuarial basis, at
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various times it has been, I think, under funded if you
used your accrual methodology.

Senator Rockefeller. That may be. But it requires
100 percent to guarantee solvency.

Mr. Kies. To be solvent, if you were going to use an
accrual method, you would need 100 percent of your
liabilities, yes; .

Senator‘Rockefeller. All right.

The Court of Appeals for the 2nd and 6th Circuits have
held that the 1992 Act is constitutional. In fact, the
Supreme Court just denied Sershiari.

Senator Moynihan. Yes, that is how you pronounce it.
Did they do it?

lSenator Rockefeller. Yes, they did do it. They
denied Sershiari in the 2nd Circuit decision involving LTV.
They have upheld this Coal Act.

Has any court found it unconstitutional for the reach-
back companies to be required to pay for the health benefit
costs of their own retirees?

Mr. Kies. Senator Rockefeller, no coﬁrt has held it
unconstitutional for their own retirees. A District court
in Pennsylvania hés held it unconstitutional to the extent
that they were assigned so-called orphan beneficiaries in
a decision that was rendered, I believe, in 1995, and they

held that it was unconstitutional on the basis of violation
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of the 5th amendmenﬁ.

In an injunction proceeding, which is a fairly rare
thing to happen——it was a preliminary injunction—-the court

concluded that the argument of the Plaintiff in favor of

holding that the statute was unconstitutional was so strond

that they granted injunctive relief. That case was
reported in the Western District of Pennsylvania.

Senator Rockefeller. All right.

It is my understanding that the following six companies

will be the primary beneficiaries under this proposal, at

least from a dollar standpoint: A.T. Massey, Allied Signal,

Pittston( Berwyn, North American, and LTV.

According to the combined fund, these six companies
alone are responsible for $36 million in pfemium payments
annually. Has the committee been made aware of any
information which would indicate that those companies were
incorrectly assigned retirees under the 1992 Coal Act?

Mr. Kies. Senator, we are not familiar with who are
the primary beneficiaries. The only thing that we know is,
there are 600 reach-back companies. The top six we do not
know about, so we do not have any information that would
respond to that.

Senator Rockefeller. All right.. I am closing now.
Getting close to it.

Although I do not have actual legislative language in
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front of me——and you are doing a good job, Ken—-I
understand that a reach-back company will be defined as a
company that did not sign the 1988 collective bargaining
agreement or a more recent agreement with United Mine
Workers. Is that correct?

Mr. Kies. That is correct.

Senator Rockefeller. It is my understanding that the
contractual obligations to provide health care for one’s
retirees in the 1988 agreement is the same as the
obligation in, for example, the 1978 Labor agreement.
consequently, what is the legal basis for distinguishing
between reach—back companies which signed the 1988 or later
contract?

Mr. Kies. Senator Rockefeller, I think it is a policy
basis, not a legal basis, because it is a policy decision
that is being made. I think the policy basis is, they were
not signatories to the 1988 agreement. The policy judgment
is, those who were not signatories to the 1988 agreement
did not commit to the same type of obligation that
companies who were not signatories did. So, it is a policy
judgment.

Had the 1992 legislation never been enacted, I am sure
there would have been litigation over who was obligation to
provide these benefits to the extent they were or were not

signatories to the 1988 agreement. That was the subject,
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I understand, of a lot of litigation at the .time.

Senator Rockefeller. Just for clarification on this,
the 1974 and later National Bituminous Coal Wage Agreement
said the following about retiree.health care. I am quoting
from the contract. "Such pensioner will be entitled to
retain his health services card for life. Upon his death,
his widow will retain a health services card until her
death or remarriage."

The Court of Appeals for the District of Columbia has
held that the obligation to contribute to the former health
funds for retirees did not stop if a company refused to
sign a subsequent agreement. In other words, the nature of
the promise in 1988 was no different than the nature of the
promise in 1978. Consequently, how do we Jjustify
distinguishing between the two?

Mr. Kies. Well, Senator Rockefeller, I believe under
that agreement, as under a number of collectively bargained
pension agreements, there were always two pieces to an
agreement. One, was a promise of benefits, and the other,
was promise of funding.

Typically, I think what you find is that the providing
of the benefits was dependent on the commitment of funding
level, so to only focus upon the benefits promised without
recognizing that the signatories were only committing to

fund at a certain level and whatever amounts were necessary

MOFFITT REPORTING ASSOCIATES
(301) 390-5150



11
12
13
14
15
16
17
18
19
20
21
22
23

24

25

258
at that level were used to provide those benefits kind of
separates two issues that are integrally entwined.

But I would readily concede, as in the bension area and
in the retiree health area, there has been 'extensive
litigation over, what was the contractual promise?
Sometimes employers have won, sometimes workers have won.
It is an area that is very contentious and that the law is
not clear in.

Senator Rockefeller. There is one court case that you
can point to, many that I can point to, and there is no
disagreement in the coal industry as to what the promise
was.

This is my third to last question. I have been told
that as far as the six companies that I mentioned earlier
are concerned, the 1992 Coal Act has pléced them under
extreme financial streés.

One way to judge the impact of this law to a
corporation’s finances is to compare stock prices over
time. For example, in September 1992, two months before
the enactment of the Coal Act, Fleur Corporation, the
parent company of A.T. Massey Coal, was selling at $40.25
per share. Two years later after the passage of the Coal
Act in Septémber of 1994, the same stock was selling for
$53.00'a share.

NACCO industries was selling at $40 per share; in
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September of 1994, the stock had jumped to $62 per share.
Pittston was selling at $13.25 per share in September of
1992; September 1994 the stock had grown to $23 a share.

Does growth of 30 percent, 50 percent, and 75 percent
sound like extreme financial stress to you? I apologize
for that question.

Mr. Kies. Thank you.

Senator Rockefeller. Surely the answer is, no, it
does not sound like extreme financial duress.

Mr. Kies. Based on those stock prices.

Senator Rockefeller. Yes.

Since}the propoeed language would allow a surplus in a
federal program to be drawn down, what is the budgetary
impact of the proposed language,'is it neutral, does it
raise revenues, or does it lose revenues?

Mr. Kies. Senator, under the CBC scoring it actually
reises a net plus $8 million over the seven-year period
because of the fact that, in the first two years, there is
a decline in premiums because the reach-back companies
would be exempt, and then apparently CBO projects a rise in
premiums against the current law baseline so that tﬁe net
effect is a plus $8 million over the seven, five, and 10-
year period. |

Senator Rockefeller. It has been pointed out to me

that in the years 2000, 2001, 2002 there is a loss of 20,
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and then all of a sudden it goes up to eight in 1996-2000,
1996-2002, 1996-2005. That is somewhat ———-

Mr. Kies. No, no. I believe that is not what the CBO
has projecﬁéd.

Senator Rockefeller. Rather than argue that —-——

Mr. Kies. Oh, no. Excuse me. The 20 is a footnote.
It is.iﬁ brackets. That refers to a footnote. We always
run into a problem with that. If you look, the footnote
will say negligible revenue effect, on the final page. I
think we héve got to come up with a different system.

Senator Rockefeller. Nevertheless, this is an area
that I wish to explore further. |

My final question is, is there anything in the préposed
language which could be interprefed as indicating directly
or indirectly that the reach-back companies should not be

liable for the cost of providing heath benefits to their

retirees?

Mr. Kies. Is there anything in the legislation that
says that?

Senator Rockefeller. In the proposed language.

Mr. Kies. The proposed language does not address the

issue one way or the other, it simply provides that, for
the two-year period, the reach-back companies are not
subject to the tax, again, only if there is a surplus. But

it does not address one way or the other whether it is the
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Congress’ view that there is a légal liability or not.

Sénator Rockefeller. Mr. Kies, I thank you very much,
sir, and I thank you, Mr. Chairman.

The Chairman. Thank you, Jay.

I believe we have one more matter.

Mr. Prater. That is correct, Mr. Chairman.

Senator Conrad. Mr. Chairman, just before we leave
this matter might I ask one question?

The Chairman. Yes. |

Senator Conrad. Are the miners in any way at risk for
getting their health care benefits under this proposal?

Mr. Kies. Senator Conrad, it would appear not,
because the provisions of the proposal provide, again, only
for a two-year period that the reach-back companies are not
subject to the premium tax.

Then if the amounts in the fund drop below a certain
level there are increased premidms, and CBO’s projection
shows that the net effect would not only not be neutral,
but it would be actually positive. So, at leést according
to CBO’s projections, it would appear not.

Senator Conrad. What if their projections were wrong,
though. would BCOA companies have to pay increased
premiums in this two-year period in order to provide the
obligations to the miners?

Mr. Kies. The premium levels on the BCOA companies
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would go up, and then in the third year the premium levels
on both BCOA and those that were not signatories of the
BCOA agreement would go up as well.

Senator Conrad. and the BCOA companies have
experienced a sharp reduction as a result of what occurred
several years ago with this Act; is that not correct?

Mr. Kies. Senator Conrad, I am not familiar with
that. Do you mean a reduction in their premium levels?

Senator Conrad. Yes.

Mr. Kies. I understand that is the case, yes.

Mr. Prater. Mr. Chairman.

The Chairman. Yes. Go ahead.

Mr. Prater. The last item is ———-

Senator Moynihan. Oh, the newspaper boys. Let us
hear it for the news boys.

Mr. Prater. That is what this provision goes to.
Newspaper distributors and other workers would be deemed
independent gontractors for employment and income tax
purposes, provided they qualified under this provision.

wWith that, we are done.

Senator Conrad. Mr. Chairman.

The Chairman. Kent.

Senator Conrad. Might I briefly return to the pension
matter? I have two questions that I would like to very

briefly get answered.
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The Chairman. Pleaée proceed.

Senator Conrad. I do not know, Ken, if fou are the
one to respond to these, or whom I should address my
question to. I would‘also ask Mr. Samuels.

I have this fact sheet from the Pension Benefit
Guaranty Corporation and they indicate that an analysis of
10 large pension plans insured by the PBGC showed that it
funded at the 125 percent level. The funding level would
fall to an average 87 percent on a termination basis. The
point that they make is, assumptions are different for an
ongoing basis and a términation basis.

Are you aware of the different assumptions on an
ongoing basis and a termination basis, and to your
knowledge is this statement correct?

Mr. Kies. Senator Conrad, the PBGC did present some
examples using certain interest rate assumptions and
certainldifferences in actuarial assumptions that could
produce, theoretically, those type of situations.

The only thing that I would point out is, what they
projected was dropping interest rates while holding asset
values constant. The studies done by Towers, Perrin &
Wyatt indicate that they are not aware of that situation
ever occurring, going all the way back to 1926. Typically
when interest values fall, the stock market goes up.

So our conclusion, as is the conclusion of several
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independent actuaries, is that the assumptions used by the
PBGC are unrealisfically pessimistic, but, moreover, they
are based upon the assumption of a termination which is not
what is occurred here.

This plan is continuing as an ongoing plan subject to
the 1993 Act minimum funding requirements, which I think
the Congress wisely enacted, so that any plan that does
droé into an under-funded situation is subject to more
rigorous funding requirements. |

So it is our conclusion and the conclusion of several
outside actuaries that the fact patterns presentéd in the
PBGC report are unrealistic. ‘Indeed, I think one of the
actuaries said the likelihood of them occurring was less

than one percent.

Senator Conrad. Mr. Samuels.
Secretary Samuels. Senator Conrad, first, an
observation. When we heard the discussion of the coal

miners retiree health situation there was reference to
dueling actuaries, and that is the exactly the problem that
we face. There are different assumptions that can be used
in calculating these matters and you can use aggressive
assumptions.

That was the point of this quote that you referred to,
that is, when you 1look at the definition of current

liabilities, if you then also say, what will it take to buy
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an annuity in the private insurance market, this did not
have anything to do with fluctuations and assets.

If you just go out into the market and say, I am going
to buy annuities for my retirees and current workers to
give them what they are entitled to, would I be over-funded
and under-funded? The PBGC concluded, based on looking at
the values and costs of acquiring annuities in the private
market, that you would be under-funded.

Senator Conrad. Let me ask one final question. That
is, the PBGC also asserted that a plan that is over—funded
today can quickly become under—funded with a relatively
insignificant change in interest rates and asset values.
For example, they say "a reduction in the interest rate of
one percentage point, together with an asset reduction of
10 percent, reduces the funding level from 125 percent to
96 percent." |

Would you agree with that calculation, Mr. Kies?

Mr. Kies. Senator Conrad, that actually refers to the
point I made earlier as to the assumptions.

Senator Conrad. I thought it did.

Mr. Kies. But I would also point out, Senator Conrad,
that they keep working off the 125 percent cushion.
Indeed, the cushion in this proposal, which is the cushion
in current law, actually, effectively for most companies,

is 150 percent because it is the higher of.
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I would just say that for many, if not most, of the
companies, the real threshold for being able to take any
dollar out in a reversion, including under current law 420

for retiree health, is closer to 150 percent than 125

percent.
Senator Conrad. Mr. Samuels?
Secretary Samuels. Senator Conrad, the problem we

have with that analysis is that the calculation of the 150
percent is also subject to assumptions that are being made
as to how you arrive at that number, and there is a great
variability in assumptions of interest rates, mortality
rates, and we saw, when we were dealing with our under-
funding problems last year, that the aggressive assumptions
about those two items, interest rates and mortality rates,
were the things that caused plans to be under-funded. We
learned a lesson last year, and I do not think we should
forget that lesson.

Senator Conrad. Well, if PBGC said--and I conclude on
this note, Mr. Chairman, 'the 20 companies that took money
from over—funded plans subsequently appeared on the PBGC’s
list of 50 companies with the largest under-funded plans."

I will tell you, my own conclusion is, when you have
got the stock market at a record level, lots of indications
that we may have a break in interest rates, and lots of

indications that the stock market is probably due for a
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correction, I am very concerned about this provision. I
think it is unwise. We have just gone through a period of
strengthening pensions. To provide for an ability to drain
them, I think, is a mistake.

The Chairman. Thank you, Kent.

Senator Moynihan. Mr. Chairman, could I request that
we have a five—-minute recess that we might talk about the
next session?

The Chairman. So directed.

Senator Moynihan. Would the Democratic' Senators
kindly join us across the hall?

[Whereupon, at 7:16 p.m., the meeting was recessed.]
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AFTER RECESS
(7:35 p.m.)

The Chairman. The committee will please be in order.

Senator Moynihan?

Senator Moynihan. Thank you, sir.

We would like to ﬁropose, since the hour is getting
late and we would like to be in good form to offer
amendments and ask for their consideration, that we come in
at 9:00 tomorrow morning--you are an early bird, anyway-——
and that the committee will be in session for seven hours,
and at the end of seven hours, there be é vote‘and final
passage. There will be a quorum at all times in the sense

that at all times a Democratic Senator will be present.

Senator Grassley. And if it is 4:00 ———
Senator Moynihan. Well, it could be.
The Chairman. So- the understanding‘is that we would

meet at 9:00 tomorrow morning.
Senator Moynihan. Yes, sir.

' The Chairman. And the vote would come no later than
after seven hours of meeting and that there would be a
quorum, with both Republican and Democrats present.

Senator Moynihan. Yes, sir. I believe this was
agreed to on our side.
The Chairman. Now, if we have votes I would suggest

that we might just go right on through during those votes.
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Senator Moynihan. You mean votes on the floor?
The Chairman. Votes on the floor.

Senator Moynihan. Sure. That will be building up our
running the clock. |

The Chairman. Running the clock.

with no objection?

Senator Chafee. Well, Mr. Chairman, personally, we
have a hearing in the Environment and Public Works
Committee, which I will be Chairing tomorrow starting at
9:00. I thought I was the only committee chairman that
started at 9:00. I hope it is not contagious. I hope it
is not tqo contagious.

So, in any event, I will not be here, but I will get
somebody to take that over later on and I will be along.

The Chairman. Very good. Without objection, it is so
agreed upon.

Senator Moynihan. . Mr. Chairman, finally, may I
express, I am sure for all of us, appreciation to Mr. Kies
and to Mr. Prater for their very careful representations.
Thank you, Secretary Samuels. And I deeply regret that on
his maiden voyage no one asked John Talisman anything.
Tomorrow, we will do.

{Laughter]

The Chairman. Thank you. Senator Moynihan raised an

issue concerhing the New Work Opportunity Tax Credit and
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strike breakers. I believe the Staff has looked at this
issue. Mr. Kies, would ybu.comment?

Mr. Kies. Mr. Chairman, we did look at that issue.
Senator Moynihan, I misspoke. The provision that was
raised is not included in the mark—qp document and, indeed,
was not discussed by the staffs. The mark-up document
indicates that generally, other than where there are
changes, current law continues. So the provision which
would not allow the Targeted Jobs Tax Credit to be allowed

to workers that replace strikers would continue under the

proposal.
Senator Moynihan. Would continue.
Mr. Kies. Yes.
Senator Moynihan. | That is good. That is good news

for all of us.

Senator Chafee. Can I ask a éuick question? Suppose
somebody is working for a plant and there is a strike, and
he chooses not to go out. That is not a replacement. He
is not a replacement under those conditions.

Mr. Kies. Senator Chafee, I believe that under the
provision that expired, that person would not be impacted.
It is intended that the provision that existed under the
old law continues.

Senator Moynihan. Mr. Chairman, cou;d I also say that

Senator Moseley-Braun very much regrets that she has not
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been here today, not so much because she wanted to be here,
but because she did not want to have the flu. I may have
to offer two amendments for her tomorrow.

The Chairman. Very good.

Mr. Kies, much has been said here today about the
distributional charts the committee staff circulated on

Monday regarding the effect of the legislation before the

committee. Could you please review what those charts
indicate?
Mr. Kies. Yes, Mr. Chairman. The charts that I

believe were circulated by the Senate Finance Committee,
which were prepared by the Joint Committee, reflect a
complete.analysis of the distributional effects of the
provisions that are before the committee today. So, it
completely reflects the provisions that the committee has

within the Chairman’s mark that is under consideration

right now.

The Chairman. Do these charts include any effects of
the EITC?

Mr. Kies. Mr. Chairman, they do not include any of.

the changes in the EITC because those provisions were
adopted as part of the Medicare mark-up and are not the
subject of today’s mark-up. This was an attempt to reflect
what are the subject of today’s mark-up.

The Chairman. Do the charts which you prepared for
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Senator Moynihan include EITC effects, and if so, why are
these effects included?

Mr. Kies. Senator Moynihan’s staff asked us to
prepare a distributional analysis that did include the
effects of the prior actions of the 'committee and,
therefore, we did prepare tho;e at their request.

Senator Moynihan. For which we are very appreciative.

The Chairman. Is the inclusion of EITC appropriate
for purposes of demonstrating the effect of income tax
changes? |

Mr. Kies. Well, Mr. Chairman, I think that is really
a subject of philosophical debate. The facts are, a
substantial portion of the Earned Income Tax Credit does
represent an outlay and not actually a tax payment.

So some have taken the view that all EITC amounts
should be reflected in an income tax distribution, while
others I think would strongly disagree with that view
because as much as 85 percent of payments under the EITC
actually represent an outlay by the Federal Government.
So, I think there is a strong philosophical disagreement.

Senator Moynihan. May I say, Mr. Chairman, that in
1993 the Joint Tax Committee did include EITC in its
judgment. ‘ |

The Chairman. Without more, the committee is in

recess until 9:00 tomorrow morning.
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[Whereupon, at 7:40 p.m., the meeting was recessed, to

reconvene at 9:00 a.m. on Thursday, October 19, 1995.]
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INTRODUCTION

The Senate Committee on Finance has scheduled a markup beginning on October 18, 1995,

on revenue reconciliation proposals for the fiscal year 1996 budget resolution. This document,’
prepared by the staff of the Joint Committee on Taxation, provides a description of the
Chairman's proposed mark for the revenue reconciliation provisions.

Part I describes provisions relating to family tax relief; Part I describes provisions relating
to savings and investment; Part III describes provisions relating to health care; Part IV describes
provisions relating to estate and gift taxes; Part V describes expiring tax provisions; Part VI
describes provisions relating to the Taxpayer Bill of Rights 2, Part VII describes casualty and
involuntary conversion provisions; Part VIII describes exempt organization and charitable
reforms; and Part IX describes corporate and other reforms and miscellaneous provisions.

' This document may be cited as follows: Joint Committee on Taxation, Description of
Chairman's Mark for Revenue Reconciliation Proposals (JCX-44-95), October 16, 1995.

1




DESCRIPTION OF REVENUE RECONCILIATION PROPOSALS
1. FAMILY TAX RELIEF
A. Child Tax Credit for Children Under Age 18

Present Law

Present law does not provide tax credits based solely on the taxpayer’s number of dependent .

children. Taxpayers with dependent children, however, generally are able to claim a personal
exemption for each of these dependents. The total amount of personal exemptions is subtracted
(along with certain other items) from adjusted gross income (AGI) in arriving at taxable income.
The amount of each personal exemption is $2,500 for 1995, and is adjusted annually for inflation.
In 1995, the amount of the personal exemption is phased out for taxpayers with AGI in excess of
$114,700 for single taxpayers, $143,350 for heads of household, and $172,050 for married
couples filing joint returns. These phaseout thresholds are adjusted annually for inflation.

In general, in order for a taxpayer to claim an individual as a dependent, the individual must
(1) be a member of the taxpayer’s household for the entire taxable year or be related to the
taxpayer, (2) receive more than half of his total support from the taxpayer, (3) be a citizen,
national, or resident of the United States or a resident of Canada or Mexico, (4) not file a joint
return with his spouse, and (5) have gross income that is less than the exemption amount. This
gross income test does not apply to a child of the taxpayer who is (1) under the age of 19 at the
close of the calendar year in which the taxable year of the taxpayer begins or (2) a student under
the age of 24 at the close of such calendar year.

Description of Proposal

In general

The proposal would provide taxpayers with a maximum nonrefundable tax credit of $500
for each qualifying child under the age of 18 (as of the close of the calendar year in which the
taxpayer’s taxable year begins). The amount of the credit would not be indexed for inflation.

To be a qualifying child, an individual would have to satisfy a relationship test and a
dependency test. An individual would satisfy the relationship test if the individual is a son or
daughter of the taxpayer, a descendant of a son or daughter of the taxpayer, a stepson or
stepdaughter of the taxpayer, or an adopted child of the taxpayer. An adopted child would include
a child who is legally adopted or who is placed with the taxpayer by an authorized placement
agency for adoption by the taxpayer. A foster child would also satisfy the relationship test if, for
the taxpayer’s entire taxable year, the foster child (1) is a member of the taxpayer’s household and
(2) has as his principal place of abode the home of the taxpayer. An individual generally would
satisfy the dependency test if the taxpayer is entitled to claim the individual is a dependent.



Except in the case of a taxable year closed by reason of the taxpayer’s death, the credit
would not be allowable in the case of a taxable year covering a period of less than 12 months.

Income phaseout

For taxpayers with AGI in excess of certain thresholds, the allowable child credit would be
reduced by $25 for each $1,000 of AGI (or fraction thereof) in excess of the threshold. Thus, the
size of the phaseout range would be proportional to the number of qualifying children. For
married taxpayers filing joint returns, the threshold would be $110,000. For taxpayers filing
single or head of household returns, the threshold would be $75,000. For married taxpayers filing
separate returns, the threshold would be $55,000. These thresholds would not be indexed for
inflation.

Effective Date

The proposal would be effective for taxable years beginning after December 31, 1995.




B. Tax Credit for Adoption Expenses; Exclusion for Certain Adoption Expenses
Present Law

Present law does not provide a tax credit for adoption expenses. Also, present law does not
provide an exclusion from gross income for employer-provided adoption assistance. The Federal
Adoption Assistance program (a Federal outlay program) provides financial assistance for the
adoption of certain special needs children. In general, a special needs child is defined as a child
who (1) according to a State determination, could not or should not be returned to the home of
the natural parents and (2) on account of a specific factor or condition (such as ethnic
background, age, membership in a minority or sibling group, medical condition, or physical,
mental or emotional handicap), could not reasonably be expected to be adopted unless adoption
assistance is provided. Specifically, the program provides assistance for adoption expenses for
those special needs children receiving Federally assisted adoption assistance payments as well as
special needs children in private and State-funded programs. The maximum Federal
reimbursement is $1,000 per special needs child. Reimbursable expenses include those
nonrecurring costs directly associated with the adoption process such as legal costs, social service
review, and transportation costs. :

Description of Proposal
Tax credit

The proposal would provide taxpayers with a maximum credit against income tax liability of
$5,000 per child for qualified adoption expenses paid or incurred by the taxpayer. Any unused
adoption credit could be carried forward by the taxpayer for up to five years. Qualified adoption
expenses would be reasonable and necessary adoption fees, court costs, attorneys' fees and other
expenses that are directly related to the legal and final adoption of an eligible child. An eligible
child would be an individual (1) who has not attained age 18 as of the time of the adoption, or
(2) who is physically or mentally incapable of caring for himself or herself. No credit would be
allowed for expenses incurred (1) in violation of State or Federal law, (2) in carrying out any
surrogate parenting arrangement, or (3) in connection with the adoption of a child of the
taxpayer's spouse. The credit would be phased out ratably for taxpayers with taxable income
above $60,000, and would be fully phased out at $100,000 of taxable income.

The $5,000 limit would be a per child limit, not an annual limitation. For example, if a
taxpayer incurs $3,000 of qualified adoption expenses in year one and $3,000 of qualified
adoption expenses in year two, then the taxpayer would receive a $3,000 credit in year one and a
$2,000 credit in year two.

To avoid a double benefit, the proposal would deny the credit to taxpayers to the extent the
taxpayer may use otherwise qualified adoption expenses as the basis of another credit or



“deduction. Also the credit would not allowed for any expenses for which a grant is received under
any Federal, State, or local program.

The proposal would provide that individuals who are married at the end of the taxable year
must file a joint return to receive the credit unless they lived apart from each other for the last six
months of the taxable year and the individual claiming the credit (1) maintained as his or her home
a household for the child for more than one-half of the taxable year and (2) furnished over
one-half of the cost of maintaining that household in that taxable year. Further, the proposal
would provide that an individual legally separated from his spouse under a decree of divorce or
separate maintenance would not considered married for purposes of this provision.

Exclusion from income

The proposal would provide a maximum $5,000 exclusion from the gross income of an
employee for amounts paid by the employer. The $5,000 limit would be a per child limit, not an
annual limitation. These amounts must be in connection with an adoption of an eligible child (as
described above) by an employee if such amounts are furnished pursuant to an adoption assistance
program. An adoption reimbursement program operated under section 1052 of title 10 of the
U.S. Code (relating to the armed forces) or section 514 of title 14 of the U.S. Code (relating to
members of the Coast Guard) would be treated as an adoption: assistance program for these
purposes. An adoption assistance program would be a nondiscriminatory plan of an employer
under which the employer provides employees with adoption assistance. Also, not more than 5
percent of the benefits under the program for any year could benefit more than 5 percent owners
of the employee or their spouses or dependents. An adoption assistance program would not have
to be funded. Adoption assistance would be a qualified benefit under a cafeteria plan. The
exclusion would be phased out ratably for taxpayers with taxable income.(determined without
regard to the exclusion) above $60,000 and would be fully phased out at $100,000 of taxable -
income (determined without regard to the exclusion). No credit would be allowed for adoption
expenses paid as reimbursed under an adoption assistance program.

Effective Date

The proposal would be effective for taxable years beginning after December 31, 1995.



C. Marriage Penalty Relief: Increase in Standard Deduction for Joint Returns
Present Law
Marriage penalty
A married couple generally is treated as one tax unit that must pay tax on the unit’s total
taxable income. Although married couples may elect to file separate returns, the rate schedules

and provisions are structured so that filing separate returns usually results in a higher tax than
filing joint returns. Other rate schedules apply to single persons and to single heads of household.

A “marriage penalty” exists when the sum of the tax liabilities of two unmarried individuals
filing their own tax returns (either single or head of household returns) is less than their tax
liability under a joint return (if the two individuals were to marry). A “marriage bonus” exists
when the sum of the tax liabilities of the individuals is greater than their combined tax liability
under a joint return.

While the size of any marriage penalty or bonus under present law depends upon the
individuals’ incomes, number of dependents, and itemized deductions, as a general rule married
couples whose earnings are split more evenly than 70-30 suffer a marriage penalty. Married
couples whose earnings are largely attributable to one spouse generally receive a marriage bonus.

Under present law, the size of the standard deduction and the tax bracket breakpoints follow
certain customary ratios across filing statuses. The standard deduction and tax bracket
breakpoints for single filers are roughly 60 percent of those for joint filers. The standard
deduction. and tax bracket breakpoints for head of household filers are about 83 percent of those
for joint filers. With these ratios, unmarried individuals have standard deductions whose sum
exceeds the standard deduction they would receive as a married couple filing a joint return. Thus,
their taxable income as joint filers may exceed the sum of their taxable incomes as unmarried
individuals. Furthermore, because of the way the tax bracket breakpoints are structured, as joint
filers they may have some of their taxable income pushed into a higher marginal tax bracket than
when they were not married. '

The rate changes in the Revenue Reconciliation Act of 1993 exacerbated the existing
marriage penalty because the new tax bracket breakpoints did not provide the customary ratios
across filing statuses. For the new 36-percent tax bracket, the breakpoint for single filers and for
head of household filers are 82 percent and 91 percent, respectively, of the breakpoint for joint
filers. For the 39.6-percent tax bracket, the tax bracket breakpoint is $250,000 regardless of filing
status.




Standard deduction

Taxpayers who do not itemize deductions may choose the standard deduction. The size of
the standard deduction varies according to filing status and is indexed for inflation. For 1995, the
size of the standard deduction is as follows:

Filing st Standard deducti
Married, jointreturn ... ................... $6,550
Head of householdreturn . .................. 5,750
Singlereturn . .. ........ ... . il 3,900
Married, separatereturn . ................... 3,275

For 1996, the size of the standard deduction is projected to be as follows:

Fili Standard deducti
Married, jointreturn .. .................... $6,700
Head of household return .......... e 5,900
Singlereturn . ... ....... .. L i, 4,000
Married, separatereturn . ................... 3,350

Taxpayers may claim an additional standard deduction if they are blind or aged 65 or older. For
1995, the amount of the additional standard deduction is $750 ($900 if the taxpayer is unmarried
and not a surviving spouse). These amounts are indexed for inflation.

The total amount of standard deductions is subtracted (along with certain other items)
from adjusted gross income (AGI) in arriving at taxable income.

Description of Proposal

The proposal would increase the standard deduction for married taxpayers filing a joint
return according to the following schedule:



For taxable years The standard deduction
calendar year--
1996 .o $6,800
1997 o e 7,150
1998 . . 7,500
1999 . . 7,950
2000 ... . e 8,200
2001 ... e 8,600
2002 .. 9,100
2003 .. 9,500
2004 . ... ., 9,950
2005 ... 10,800

For calendar years after 2005, the amount would be indexed for inflation.

Providing the marriage penalty relief through an increase in the standard deduction would
target the relief to moderate-income taxpayers, who are less likely to itemize deductions.

Effective Date

The proposal would be effective for taxable years beginning after December 31, 1995.




D. Credit for Interest on Student Loans

Present Law

The Tax Reform Act of 1986 repealed the deduction for personal interest. Student loan
interest is generally treated as personal interest and thus is not allowable as an itemized deduction
from income. There is no tax credit allowed for student loan interest paid by a taxpayer.

Description of Proposal

In general

The proposal would allow individuals who have paid interest on qualified education loans
a nonrefundable credit against regular tax liability generally equal to 20 percent of such interest.
The maximum credit allowed would be $500 ($1,000 in the case of a taxpayer paying interest on
loans for two or more students). Unused amounts of credit could not be carried forward or
backward to other taxable years.

A qualified education loan generally would be any indebtedness incurred to pay for the
qualified higher education expenses of the taxpayer or the taxpayer’s spouse or dependents in
attending higher education institutions and certain area vocational education schools (i.e., eligible
educational institutions defined in Code section 135(c)(3)). Indebtedness incurred by a student
from borrowing from a related party would not be treated as a qualified education loan. The
qualified higher education expenses would have to be paid while the individual was at least a
half-time student. Indebtedness that is used to refinance any indebtedness described in the '
previous sentence would also be treated as a qualified education loan: -Qualified higher education
expenses would be defined as the student’s cost of attendance (generally, tuition, fees, room and
board, and related expenses). At the time the expenses are incurred, the student would have to be
the taxpayer or the taxpayer’s spouse or dependent.

Income phaseout range for credit

The credit would be phased out ratably over the following modified adjusted gross income
(AGI) ranges: joint filers ($60,000-$75,000) and unmarried individuals ($40,000-$55,000). The
beginning of the phaseout ranges (but not the size of the phaseout range) would be indexed for
inflation for taxable years beginning after 1996. Modified AGI would be defined as the taxpayer’s
AGI (1) increased by the amount otherwise excluded from gross income under Code sections
135, 911, 931, or 933 (relating to educational savings bonds and to the exclusion of income of
U.S. citizens or residents living abroad; residents of Guam, American Samoa, and the Northern
Mariana Islands; and residents of Puerto Rico, respectively) and (2) calculated after the inclusion
of Social Security benefits in income, the deduction for individual retirement losses, and the
limitation on passive losses.



Credit claimed for interest on borrowing for expenses of taxpayer or spouse

In the case of qualified education loans used to pay the qualified higher education
expenses of the taxpayer or the taxpayer’s spouse, the credit would be allowed only with respect
to interest paid on a qualified education loan during the first 60 months in which interest payments
are required. For purposes of counting the 60 months, any qualified education loan and all
refinancing (that is treated a qualified education loan) of such loan would be treated as a single
loan.

Credit claimed for interest on borrowing for expenses of taxpayer’s dependent

In the case of qualified education loans used to pay the qualified higher education
expenses of an individual other than the taxpayer or the taxpayer’s spouse, no credit would be
allowed unless the individual is claimed as a dependent of the taxpayer for that taxable year and
the individual is at least a half-time student during that taxable year.

Limitations on claiming credit

No credit would be allowed to an individual if that individual is claimed as a dependent on
another taxpayer’s return for the taxable year beginning in the calendar year in which such
individual’s taxable year begins. No credit would be allowed for interest on any amount of
educationloan indebtedness for which a deduction is claimed under any other provision.

Couples who are married at the end of the taxable year would have to file a joint return to
claim the credit unless they lived apart for the last six months of the taxable year and the
individual claiming the credit (1) maintained as his or her home a household for a dependent child
for more than one-half of the taxable year and (2) furnished over one-half of the cost of
maintaining that household in that taxable year. An individual legally separated from his spouse
under a decree of divorce or separate maintenance would not considered married for purposes of
this provision.

Information reporting on student loan interest

Any person in a trade or business or any governmental agency who receives $600 or more
in qualified education loan interest from an individual during a calendar year would be required to
file an information report on such interest to the IRS and to the payor. In the case of interest
received by any person on behalf of another person, generally only the first person receiving the
interest would be required to file the information reports.
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Effective Date

The proposal would be effective for payments of interest due after December 31, 1995,
but, in the case of qualified education loans used to pay the qualified higher education expenses of
the taxpayer or the taxpayer’s spouse, only if the 60-month period has not expired.
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II. INCREASE SAVINGS AND INVESTMENT
A. Provisions Relating to Individual Retirement Arrangements

Present Law
In general

Under certain circumstances, an individual is allowed a deduction for contributions (within
limits) to an individual retirement account or an individual retirement annuity (an "IRA"). An
individual generally is not subject to income tax on amounts held in an IRA, including earnings on
contributions, until the amounts are withdrawn from the IRA. No deduction is permitted with
respect to IRA contributions made after an individual attains age 70-1/2.

Deductible IRA cributi

Under present law, the maximum deductible contribution that can be made to an IRA
generally is the lesser of $2,000 or 100 percent of an individual's compensation (earned income in
the case of self-employed individuals). The maximum IRA deduction limit is increased to $2,250
if the individual is married, files a joint return, and has a spouse that has no compensation (or
elects to be treated as having no compensation). The $2,250 contribution may be allocated in any -
manner between IRAs for each spouse, as long as no more than $2,000 is contributed for either
spouse. A contribution to an IRA is treated as made for a taxable year if made by April 15 of the
following year.

A single individual is permitted to make the maximum deductible IRA contribution for a
year if the individual is not an active participant in an employer-sponsored retirement plan for the
year or the individual has adjusted gross income ("AGI") of less than $25,000. A married
taxpayer filing a joint return is permitted to make the maximum deductible IRA contribution for a
year if neither spouse is an active participant in an employer-sponsored plan or the couple has
combined AGI of less than $40,000. ‘

If a single taxpayer or either spouse (in the case of a married couple) is an active
participant in an employer-sponsored retirement plan, the maximum IRA deduction is phased out
over certain AGI levels. For single taxpayers, the maximum IRA deduction is phased out
between $25,000 and $35,000 of AGI. For married taxpayers, the maximum deduction is phased
out between $40,000 and $50,000 of AGI. In the case of a married taxpayer filing a separate
return, the deduction is phased out between $0 and $10,000 of AGI.

Nondeductible IRA ibuti

Individuals may make nondeductible IRA contributions to the extent they are not
permitted to make deductible contributions. An individual may also elect to make nondeductible
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contributions in lieu of deductible contributions. Thus, any individual may make nondeductible
contributions up to the excess of (1) the lesser of $2,000 or 100 percent of compensation over (2)
the IRA deduction claimed by the individual. An individual making nondeductible contributions is
required to report the amount of such contributions on his or her tax return. As is the case with
earnings on deductible IRA contributions, earnings on nondeductible contributions are not subject
to income tax until withdrawn.

Taxation of withd |

Amounts withdrawn from IRAs (other than amounts that represent nondeductible
contributions) are taxable.

To discourage IRA withdrawals for nonretirement purposes, IRA withdrawals before age
59-1/2, death, or disability are generally subject to an additional 10-percent tax. The 10-percent
additional tax does not apply to withdrawals that are part of a series of substantially equal
periodic payments made for the life (or life expectancy) of the individual or the joint lives (or joint
life expectancies) of the individual and the individual's designated beneficiary.

Description of P I

In general

The proposal would phase up the income limits on the deductibility of traditional IRA
contributions and modify the definition of active participant. The proposal would index the
$2,000 limit on deductible IRA contributions for inflation. In addition, the proposal would permit
nondeductible contributions to a new IRA Plus account. The limits on contributions to traditional
IRAs and IRA Plus accounts would be coordinated, so that no more than $2,000 could be
contributed per year to an individual's IRAs.

In general, an IRA Plus would be subject to the same rules as IRAs. However,
withdrawals from an IRA Plus would not be includible in income (or subject to the 10-percent
early withdrawal tax) if attributable to contributions that had been held in the IRA Plus account
for at least 5 years and are either (1) made after the individual attains age 59-1/2, or (2) made for
a special purpose or on account of death or disability or in the form of an annuity. Other
withdrawals would be taxable (to the extent of earnings on contributions).

The proposal would allow penalty-free withdrawals from deductible IRAs to the extent
used for certain special purposes. Special purposes would be the purchase of a first home (up to
$10,000), certain education expenses, catastrophic medical expenses, and withdrawals by
individuals who have received unemployment compensation for at least 12 weeks.
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E ion of deductible IR/

The proposal would provide that a person is not considered an active participant for
purposes of the IRA rules merely because his or her spouse is an active participant in an
employer-sponsored retirement plan.

Beginning in 1996, for single individuals, the proposal would phase up the income limits
on deductible IRA contributions in $5,000 increments until the phaseout range is $85,000 to
$95,000 (in 2007). Also beginning in 1996, for married couples, the deduction would be phased
out over a $20,000 income range (rather than $10,000) and the phaseout range would be
increased in $5,000 increments until the phaseout range is $100,000 to $120,000 (in 2007) After
these new ranges are reached, the income limits would be indexed for inflation in $5,000
increments.

Thus, under the proposal, the phaseout ranges would be as follows:

1996 $30,000 - $40,000 $ 45,000 - % 65,000
1997 $35,000 - $45,000 $ 50,000 - $ 70,000
1998 $40,000 - $50,000 $ 55,000-$ 75,000
1999 $45,000 - $55,000 $ 60,000 -$ 80,000
2000 $50,000 - $60,000 $ 65,000-$ 85,000
2001 $55,000 - $65,000 $ 70,000 - $ 90,000
2002 $60,000 - $70,000 $ 75,000 - % 95,000
2003 $65,000 - $75,000 $ 80,000 - $100,000
2004 $70,000 - $80,000 $ 85,000 - $105,000
2005 $75,000 - $85,000 $ 90,000 - $110,000
2006 $80,000 - $90,000 $ 95,000 - $115,000
2007 $85,000 - $95,000 $100,000 - $120,000
2008 and later ---income thresholds indexed for inflation in $5,000 increments---
Spousal IRAs

The proposal would permit annual contributions of up to $2,000 for each spouse in a
married couple.

Inflation adi for IRA deduction limi

Under the proposal, the $2,000 limit on contributions that could be made to an IRA would

be indexed for inflation in $500 increments.
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IRA N I I

The proposal would permit IRAs to acquire certain coins or bullion, as long as they are in
the physical possession of the IRA trustee.

IRA Plus accounts
In general

The proposal would replace present-law nondeductible IRAs with new IRA Plus accounts
to which individuals could make nondeductible contributions. Generally, IRA Plus accounts
would be subject to the same rules applicable to deductible IRAs. However, a number of special
rules would apply.

Contributi

Contributions to an IRA Plus would be nondeductible. The amount of nondeductible
contributions to an IRA Plus that could be made for any taxable year would be coordinated with
the limits for deductible IRAs, so that the maximum permitted contribution to an IRA Plus would
be reduced by any deductible IRA contribution for the year.

Taxation of distribui

The taxation of withdrawals from an IRA Plus would depend on how long the
contributions had been in the IRA Plus, the age of the individual, and the purpose of the
withdrawal.! Withdrawals of amounts attributable to contributions that have been in the IRA Plus
for less than 5 years would be includible in income (to the extent of earnings). The 10-percent
early withdrawal tax would also apply to the amount includible unless the distribution is on
account of death or disability or is in the form of an annuity. Withdrawals made after S years and
before the individual is age 59-1/2 would be excludable from income (and not subject to the 10-
percent tax) if the withdrawal is made for a special purpose, on account of death or disability, or
in the form of an annuity; otherwise, such withdrawals would be includible in income (to the
extent of earnings) and subject to the 10-percent tax (on earnings). Withdrawals after 5 years and
after age 59-1/2 would not be includible in income (or subject to the 10-percent tax), regardless of
the purpose of the withdrawal.

In determining whether amounts are includible in income under the 5-year rule,
distributions would be treated as having been made first from the earliest contributions (and
earnings attributable to such contributions) remaining in the account at the time of distribution

! In some cases, the minimum required distribution rules may require distributions from an IRA
Plus to begin before the expiration of the 5-year holding period. The 10-percent tax would not
apply to such minimum required distributions.
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and then from other contributions (and earnings) in the order made. For purposes of this rule, all |
contributions for a taxable year would be treated as made on January 1 of that year. Earnings
would be allocated to contributions under rules to be prescribed by the Secretary.

Roallovers

Tax-free rollovers from an IRA Plus to another IRA Plus would be permitted. For
purposes of the 5-year rule, the IRA Plus to which amounts are rolled over would be treated as
having held the amounts during any period during which such contributions were held in the IRA
Plus to which the contributions were first made.

The proposal would permit amounts withdrawn from present-law IRAs to be rolled over
into an IRA Plus. The amount rolled over would be includible in gross income in the year the
withdrawal was made, except that amounts rolled over to an IRA Plus before January 1, 1998,
would be includible in income ratably over a 4-year period. The 10-percent early withdrawal tax
would not apply to amounts rolled over from an IRA to an IRA Plus.

Special ithd l
In general

As described above, withdrawals from an IRA Plus after 5 years and before age 59-1/2
would be excludable from income (and not subject to the 10-percent early withdrawal tax) if the
distribution is for a special purpose. In addition, the proposal would provide exceptions to the
early withdrawal tax in the case of special purpose distributions from deductible IRAs. In general,
special purposes would be (1) qualified first-time homebuyer distributions that do not exceed
$10,000, (2) qualified higher education distributions, (3) distributions used for extraordinary
medical expenses, or (4) distributions made to certain unemployed individuals.

Withdrawals by first-time homel

Under the proposal, qualified first-time homebuyer distributions would be withdrawals of
up to $10,000 during the individual's lifetime that are used within 60 days to pay costs (including
reasonable settlement, financing, or other closing costs) of acquiring, constructing, or
reconstructing the principal residence of a first-time homebuyer who is the taxpayer, taxpayer's
spouse, or a child, grandchild, or ancestor of the individual or individual's spouse. A first-time
homebuyer would be an individual who has not had an ownership interest in a principal residence
during the 2-year period ending on the date of acquisition of the principal residence to which the
withdrawal relates. The proposal would require that the spouse of the individual also meet this
requirement as of the date the contract is entered into or construction commences. The date of
acquisition would be the date the individual enters into a binding contract to purchase a principal
residence or begins construction or reconstruction of such a residence. Principal residence would
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be defined as under the provisions relating to the rollover of gain on the sale of a principal
residence.

Under the proposal, any amount withdrawn for the purchase of a principal residence
would be required to be used within 60 days of the date of withdrawal. The 10-percent additional
income tax on early withdrawals would be imposed with respect to any amount not so used. If
the 60-day rule could not be satisfied due to a delay in the acquisition of the residence, the
taxpayer would be able to recontribute all or part of the amount withdrawn to the IRA prior to
the end of the 60-day period without adverse tax consequences. Any amount recontributed
would be treated as a rollover contribution without regard to the limitations on the frequency of
IRA-to-IRA rollovers.

Withdrawals for educat
Qualified higher education expenses would be defined as tuition, fees, books, supplies, and
equipment required for courses at an eligible educational institution. Amounts withdrawn would

be available for use for the education of the individual or the individual's spouse, or a child,
grandchild, or ancestor of the individual or the individual's spouse.

The amount that could be considered qualified higher education expenses would be
reduced by any amount that is excludable from the taxable income of the taxpayer under the
provisions relating to education savings bonds.

E. . . ll l . l. ]

- Withdrawals for the medical expenses of the individual, his or her spouse or dependents,
and any child, grandchild, or ancestor of the individual or the individual's spouse, whether or not
a dependent of the individual for income tax purposes, would be a special purpose withdrawal to
the extent such medical expenses exceed 7.5 percent of adjusted gross income.

Distibus loved individual

Withdrawals by an individual who has received unemployment compensation for at least
12 consecutive weeks under any Federal or State unemployment compensation law would be a
special purpose distribution.

Effective Date

The proposal would generally be effective for taxable years beginning after December 31,
1995.
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B. Establish SIMPLE Retirement Plans

Present Law

Present law does not contain rules relating to SIMPLE retirement plans. However,
present law does provide a number of ways in which individuals can save for retirement on a tax-
favored basis. These include employer-sponsored retirement plans that meet the requirements of
the Internal Revenue Code (a "qualified plan") and individual retirement arrangements ("IRAs").
Employees can earn significant retirement benefits under employer-sponsored retirement plans.
However, in order to receive tax-favored treatment, such plans must comply with a variety of
rules, including complex nondiscrimination and administrative rules (including top-heavy rules).
Such plans are also subject to requirements under the labor law provisions of the Employee
Retirement Income Security Act of 1974 ("ERISA").

IRAs are not subject to the same rules as qualified plans, but the amount that can be
contributed in any year is significantly less. The maximum deductible IRA contribution for a year
is limited to $2,000.

Distributions from IRAs and employer-sponsored retirement plans are generally taxable
when made. In addition, distributions prior to age 59-1/2 generally are subject to an additional
10-percent early withdrawal tax.

‘Under one type of qualified plan, employees can elect to reduce their taxable
compensation and have nontaxable contributions made to the plan. Such contributions are called
elective deferrals, and the plans which allow such contributions are called qualified cash or
deferred arrangements (or "401(k) plans"). The maximum annual amount of elective deferrals
that can be made by an individual is $9,240 for 1995. This dollar limit is indexed for inflation in
$500 increments. A special nondiscrimination test applies to elective deferrals.

The special nondiscrimination test applicable to elective deferrals under qualified cash or
deferred arrangements is satisfied if the actual deferral percentage ("ADP") for eligible highly
compensated employees for a plan year is equal to or less than either (1) 125 percent of the ADP
of all nonhighly compensated employees eligible to defer under the arrangement, or (2) the lesser
of 200 percent of the ADP of all eligible nonhighly compensated employees or such ADP plus 2
percentage pints. The ADP for a group of employees is the average of the ratios (calculated
separately for each employee in the group) of the contributions paid to the plan on behalf of the
employee to the employee's compensation.

An employer may make contributions based on an employee's elective contributions. Such

contributions are called matching contributions, and are subject to a special nondiscrimination test
similar to the special nondiscrimination test applicable to elective deferrals.
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In general

The proposal would create a simplified retirement plan for small business called the
savings incentive match plan for employees ("SIMPLE") retirement plan. SIMPLE plans could be
adopted by employers with 100 or fewer employees who do not maintain another employer-
sponsored retirement plan. A SIMPLE plan could either be an IRA for each employee or part of
a qualified cash or deferred arrangement ("401(k) plan"). If established in IRA form, a SIMPLE
‘plan would not be subject to the nondiscrimination rules generally applicable to qualified plans
(including the top-heavy rules) and would not be subject to the labor law provisions of ERISA.

In addition, simplified reporting requirements would apply. Within limits, contributions to a
SIMPLE plan would not be taxable until withdrawn.

A SIMPLE plan could also be adopted as part of a 401(k) plan. In that case, the plan
would not have to satisfy the special nondiscrimination tests applicable to 401(k) plans and would
not be subject to the top-heavy rules. The other qualified plan rules would continue to apply.

SIMPLE reti lans in IRA f
In general

A SIMPLE retirement plan would allow employees to make elective contributions to an
IRA. Employee contributions would have to be expressed as a percentage of the employee's
compensation, and could not exceed $6,000 per year. The $6,000 dollar limit would be indexed
for inflation in $500 increments.

The employer generally would be required to match employee elective contributions on a
dollar-for-dollar basis up to 3 percent of the employee's compensation. Under a special rule, the
employer could elect a lower percentage matching contribution for all employees (but not less
than 1 percent of the employee's compensation). In order for the employer to lower the matching
percentage, the employer would be required to notify employees of the applicable match. In
addition, a lower percentage could not be elected for more than 2 out of any 5 years. No
contributions other than employee elective contributions and employer matching contributions
could be made to a SIMPLE account.

Only employers who normally employ 100 or fewer efnployees on any day during the year
and who do not currently maintain a qualified plan could establish SIMPLE retirement accounts
for their employees.

Each employee of the employer who received at least $5,000 in compensation from the
employer during each of the 2 preceding years and who is reasonably expected to receive at least
$5,000 in compensation during the year would be required to be eligible to participate in the
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SIMPLE plan. Nonresident aliens and employees covered under a collective bargaining
agreement would not have to be eligible to participate in the SIMPLE plan. Self-employed
individuals could participate in a SIMPLE plan.

All contributions to an employee's SIMPLE account would be fully vested.

Rules similar to the spousal consent rules applicable to qualified defined contribution plans
would apply to SIMPLE plans.

Distributions generally would be taxed as under the rules relating to IRAs, except that an
increased early withdrawal tax would apply to distributions within the first 2 years the SIMPLE is
established. '

1 of SIMPLE contributi | distributi

Contributions to a SIMPLE account generally would be deductible by the employer for
the year in which they are made, and would be excludable from the employee's income. SIMPLE
accounts, like IRAs would not be subject to tax. Distributions from a SIMPLE retirement account
generally would be taxed under the rules applicable to IRAs. Thus, they would be includible in
income when withdrawn. Tax-free rollovers could be made from one SIMPLE account to
another.

Early withdrawals from a SIMPLE account generally would be subject to the 10-percent
early withdrawal tax applicable to IRAs. However, withdrawals of contributions during the 2-
year period beginning on the date the employee first participated in the SIMPLE account would
be subject to a 25-percent early withdrawal tax (rather than 10 percent). This increased excise tax
is intended to encourage employees to keep money in the SIMPLE account for retirement.

\minisrati :

Each eligible employee would be able to elect, within the 60-day period before the
beginning of the year, to participate in the SIMPLE plan (i.e., to make elective deferrals), and to
modify any previous elections regarding the amount of contributions. An employer would be
required to contribute employees' contributions to the employee's SIMPLE account within 30
days after the end of the month to which the contributions relate. Employees would be able to
terminate participation in the SIMPLE plan at any time during the year (i.e., to stop making
contributions). The plan could provide that an employee that does so could not resume
participation until the following year. A plan could permit (but is not required to permit) an
individual to make other changes to his or her salary reduction contribution election during the °
year (e.g., reduce contributions).
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No fee could be imposed on the employee with respect to the employee's initial investment
decision with respect to any contributions. This rule would not be intended to preclude the
imposition of a reasonable fee based on the rate of return on assets held in a SIMPLE account.

Repai .

Trustee requirements.--The trustee of a SIMPLE account would be required each year to
prepare, and provide to the employer maintaining the SIMPLE plan, a summary description
containing the following basic information about the plan: the name and address of the employer
and the trustee; the requirements for eligibility; the benefits provided under the plan; the time and
method of making salary reduction elections; and the procedures for and effects of, withdrawals
from the SIMPLE account. At least once a year, the trustee also would be required to furnish an
account statement to each individual maintaining a SIMPLE account. In addition, the trustee
would be required to an annual file report with the Secretary similar to those required with respect
to IRAS. A trustee who fails to provide any of such reports or descriptions would be subject to a
penalty of $50 per day until such failure is corrected, unless the failure is due to reasonable cause.

Employer reports.--The employer maintaining a SIMPLE plan would be required to notify
each employee of the employee's opportunity to make salary reduction contributions under the
plan immediately before the employee becomes eligible to make such election. . This notice would
have to include a copy of the summary description prepared by the trustee. An employer who
fails to provide such notice would be subject to a penalty of $50 per day on which such failure
continues, unless the failure is due to reasonable cause.

Defini

For purposes of the rules relating to SIMPLE plans, compensation would be
compensation required to be reported by the employer on Form W-2, plus any elective deferrals
of the employee. In the case of a self-employed individual, compensation would mean net
earnings from self-employment. "Employer” would include the employer and related employers.
Related employers would include trades or businesses under common control (whether
incorporated or not), controlled groups of corporations, and affiliated service groups. In addition,
the leased employee rules would apply.

For purpose of the rule prohibiting an employer from establishing a SIMPLE plan if they
have another qualified plan, an employer would be treated as maintaining a qualified plan if the
employer (or a predecessor employer) maintained a qualified plan with respect to which
contributions were made, or benefits were accrued, with respect to service in the period beginning
with the year the SIMPLE plan became effective and ending with the year for which the
determination is being made. In addition, a qualified plan of the employer would not be permitted
to give credit for any service (other than vesting or eligibility purposes) during a year for which
the employee was eligible to participate in a SIMPLE plan. A qualified plan would include a
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qualified retirement plan, a qualified annuity plan, a governmental plan, a tax-sheltered annuity,
and a simplified employee pension. '

SIMPLE 401(k) plans

Under the proposal, a cash or deferred arrangement (i.e., 401(k) plan), would be deemed
to satisfy the special nondiscrimination tests applicable to employee elective deferrals and
employer matching contributions if the plan satisfies the contribution requirements applicable to
SIMPLE plans. In addition, the plan would not be subject to the top-heavy rules for any year for
which the safe harbor is satisfied. The plan would be subject to the other qualified plan rules.

The safe harbor would be satisfied if, for the year the employer does not maintain another
qualified plan and (1) employee's elective deferrals are limited to no more than $6,000, (2) the
employer matches employees' elective deferrals up to 3 percent of compensation, and (3) no other
contributions are made to the arrangement. Contributions under the safe harbor would have to be
100 percent vested. The employer could not reduce the matching percentage below 3 percent of
compensation.

In order for the safe harbor to be satisfied, the following SIMPLE administrative
requirements would also have to be satisfied: (1) no fee with respect to the employee's initial
investment, (2) the employee's right to terminate participation during the year, and (3) the 60-day
election period.

Effective Date

The proposal relating to SIMPLE plans would be effective for years beginning after -
December 31, 1995.
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C. Capital Gains Provisions

1. 50-percent capital gains deduction for individuals

Present Law

In general, gain or loss reflected in the value of an asset is not recognized for income tax
purposes until a taxpayer disposes of the asset. On the sale or exchange of a capital asset, the net
capital gain is taxed at the same rate as ordinary income, except that individuals are subject to a
maximum marginal rate of 28 percent of the net capital gain. Net capital gain is the excess of the
net long-term capital gain over the net short-term capital loss for the taxable year. Gain or loss is
treated as long-term if the asset is held for more than one year.

Prior to the enactment of the Tax Reform Act of 1986, individuals were allowed a
deduction equal to 60 percent of net capital gain. The deduction resulted in a maximum effective
tax rate of 20 percent on such gains.

Capital losses are generally deductible in full against capital gains. In addition, individuals
may deduct capital losses against up to $3,000 of ordinary income in each year. Capital losses in
excess of the amount deductible are carried forward indefinitely. - Prior to the Tax Reform Act of
1986, individuals were required to use two dollars of long-term capital loss to offset each dollar
of ordinary income.

Descrintion of Proposal

The proposal would allow individuals a deduction equal to 50 percent of net capital gain
for the taxable year. The proposal would repeal the present-law maximum 28-percent rate. Thus,
under the proposal, the effective rate under the regular tax on the net capital gain of an individual
in the highest (i.e., 39.6 percent) marginal rate bracket would be 19.8 percent. One-half of the
capital gains deduction would be a minimum tax preference.

Collectibles would be excluded from net capital gain. A maximum rate of 28 percent
would apply to the net gain from the sale or exchange of collectibles held for more than one
year.

The proposal would reinstate the rule in effect prior to the 1986 Tax Reform Act that
required two dollars of the long-term capital loss of an individual to offset one dollar of ordinary
income. The $3,000 limitation on the deduction of capital losses against ordinary income would
continue to apply.

Effective Date
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The proposal generally would apply to sales and exchanges (and instaliment payments
received) after October 13, 1995. '

The capital loss rule would not apply to losses arising in taxable years beginning before
January 1, 1996.

2. Small business stock
Present Law

The Revenue Reconciliation Act of 1993 provided individuals a 50-percent exclusion for
the sale of certain small business stock acquired at original issue and held for at least five years.
One-half of the excluded gain is a minimum tax preference.

The amount of gain eligible for the 50-percent exclusion by an individual with respect to
any corporation is the greater of (1) ten times the taxpayer's basis in the stock or (2) $10 million.

In order to qualify as a small business, when the stock is issued, the gross assets of the
corporation may not exceed $50 million. The corporation also must meet an active trade or
business.requirement.

Descrintion of Proposal

The taxable portion of the gain from the sale of small business stock would be eligible for
the capital gains deduction added by the proposal . Thus, only 25 percent of the gain from a
qualified-sale of small business stock would be subject to tax. The effective rate under the regular
tax on the gain of an individual in the highest (i.e., 39.6 percent) marginal rate bracket would be
9.9 percent.

The proposal would increase the size of an eligible corporation from gross assets of $50
million to gross assets of $100 million. The proposal would also repeal the limitation on the
amount of gain an individual could exclude with respect to the stock of any corporation.

The proposal would provide that certain working capital must be expended within five
years (rather than two years) in order to be treated as used in the active conduct of a trade or
business. No limit on the percent of the corporation's assets that are working capital would be
imposed.

The proposal would provide that if the corporation establishes a business purpose for a

redemption of its stock, that redemption would be disregarded in determining whether other
newly issued stock could qualify as eligible stock.
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The proposal would allow an individual to roll over gain from the sale or exchange of
small business stock otherwise qualifying for the exclusion where the individual uses the proceeds
to purchase other qualifying small business stock within 60 days of the sale of the original stock.
If the individual sells the replacement stock, the gain attributable to the original stock would be
eligible for the small business stock exclusion and the capital gain deduction, and any remaining
gain would be eligible for the capital gain deduction if held more than one year and the small
business exclusion if held for at least five years. In addition, any gain that otherwise would be
recognized from the sale of the replacement stock could be rolled over to other small business

stock purchased within 60 days.
Effective Date

The increase in the size of corporations whose stock is eligible for the exclusion would
apply to stock issued after the date of the enactment of the proposal. The remaining provisions
would apply to stock issued after August 10, 1993 (the original effective date of the small
business stock provision).

3. 28-percent corporate alternative tax for capital gains
Present Law

Under present law, the net capital gain of a corporation is taxed at the same rate as
ordinary income, and subject to tax at graduated rates up to 35 percent. Prior to the Tax Reform
Act of 1986, the net capital gain of a corporation was subject to a maximum effective tax rate of

28 percent.
Description of P I

The proposal would provide an alternative tax of 28 percent on the net capital gain of a
corporation if that rate is less than the corporation's regular tax rate. :

Effective Date

The proposal generally would apply to sales and exchanges (and installment payments
received) after October 13, 1995.
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D. Alternative Minimum Tax (AMT) Reform

1. Provide relief for depreciation deductions
Present Law
N . . . . I

Present law imposes an alternative minimum tax ("AMT") on an individual or a
corporation to the extent the taxpayer's minimum tax liability exceeds its regular tax liability. The
individual minimum tax is imposed at graduated rates of 26 and 28 percent on alternative
minimum taxable income in excess of a phased-out exemption amount; the corporate minimum
tax is imposed at a rate of 20 percent on alternative minimum taxable income in excess of a
phased-out $40,000 exemption amount. Alternative minimum taxable income ("AMTI") is the
taxpayer's taxable income increased by certain preference items and adjusted by determining the
tax treatment of certain items in a manner that negates the deferral of income resulting from the
regular tax treatment of those items.

0 - ler the AMT

Individuals and corporations must adjust their regular tax depreciation deductions in
computing.their AMTI. Under the AMT, depreciation on property placed in service after 1986
must be computed by using the class lives prescribed by the alternative depreciation system of
section 168(g) and either (1) the straight-line method in the case of property subject to the
straight-line method under the regular tax or (2) the 150-percent declining balance method in the
case of other property. Under the regular tax, depreciation on such property generally is
determined using shorter recovery periods and more accelerated recovery methods. The
depreciable lives for some property is the same under both the regular tax and the AMT. For
example, automobiles, light general purpose trucks, computers and other qualified technological
equipment, and semi-conductor manufacturing equipment have 5-year lives under both the regular
tax and the AMT; however, such property has a slower recovery method under the AMT (the
150-percent declining balance method) than it does under the regular tax (the 200-percent
declining balance method). Similarly, other property (generally, longer-lived personal property
and real property) have the same recovery methods under the regular tax and the AMT, but have
longer depreciable lives under the AMT.

In the case of a corporation, in addition to the regular set of adjustments and preferences
used in calculating AMTI, there is a second set of adjustments known as the "adjusted current
earnings" adjustment. The adjusted current earnings adjustment is the amount equal to 75 percent
of the amount by which the adjusted current eamings ("ACE") of a corporation exceeds its AMTI
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(determined without the ACE adjustment and the alternative tax net operating loss deduction).”
The determination of ACE generally follows the rules for the determination of corporate earnings
and profits. For property placed in service before 1994, depreciation under ACE generally is
determined using the straight-line method and the class life determined under the alternative
depreciation system.’> Pursuant to a provision contained in the Omnibus Budget Reconciliation
Act of 1993, an ACE depreciation adjustment is not required with respect to property placed in
service after 1993.

Description of Proposal

For purposes of the individual and corporate AMTs, the proposal would conform the
AMT depreciation method to the regular tax method. Thus, property that is recovered using the
200-percent declining balance method for regular tax purposes (generally, shorter-lived tangible
personal property) would use that method under the AMT. The proposal would not change the
class lives applicable to property for AMT purposes.

Effective Date
The proposal would be effective for property placed in service after December 31, 1995.

2. Allow corporations to take certain minimum tax credits against the minimum tax
Present Law

As described above, present law imposes an alternative minimum tax ("AMT") on an
individual or a corporation to the extent the taxpayer's minimum tax liability exceeds its regular
tax liability. '

If a taxpayer is subject to the AMT in one year, such amount of tax is allowed as a credit
("AMT credit") in a subsequent taxable year to the extent the taxpayer's regular tax liability
exceeds its tentative minimum tax in such subsequent year. If the taxpayer is an individual, the
AMT credit is allowed to the extent the taxpayer's AMT liability is a result of adjustments that
are timing in nature (e.g., the adjustment for depreciation). The AMT credit has an unlimited
carryforward but cannot be carried back.

The various credits allowed under the regular tax generally are not allowed against the
AMT. To the extent the orphan drug credit of section 28 or the nonconventional fuels credit of

2 If ACE is less than AMTI, the ACE adjustment may reduce AMTI to the extent of prior-
year ACE inclusions.

? Similar rules apply for purposes of computing corporate earnings and profits under sec.
312(k).
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section 29 are not allowed in a taxable year because of this limitation, the amount of credit so
disallowed becomes part of the taxpayer's AMT credit. Unlike other credits, unused sections 28
and 29 credits cannot be carried over to other taxable years.

Description of Proposal

The proposal would allow a corporation with certain AMT credits to offset a portion of its
tentative minimum tax in excess of its regular tax. The portion so allowed would be the least of:
(1) the amount of the taxpayer's AMT credits that are at least five years old; (2) 50 percent of the
taxpayer's tentative minimum tax; or (3) the amount by which the taxpayer's tentative minimum
tax exceeds it regular tax for the year. A taxpayer would be deemed to use its oldest AMT credits
first under both the present-law provision that allows the use of AMT credits and under the
proposal. The use of AMT credits under the proposal would not affect the present-law ability of
a corporation to generate AMT credits in the year the proposal is used. Likewise, the proposal
would not affect the determination of a corporation's alternative minimum tax or its tentative
minimum tax (e.g., the 90-percent limitations on the use of net operating losses and foreign tax
credits would continue to apply as under present law).

The following examples illustrate the proposal:

Example 1,--Assume that calendar year corporation X is liable for a minimum tax of
$1,000 in each of the years 1990 through 1994. Corporation X was not subject to the minimum
tax before 1990. In 1995, X's regular tax exceeds its tentative minimum tax ("TMT") by $200.
Under present law, X is allowed to offset its regular tax with an AMT credit of $200 in 1995.
Further assume that in 1996, the TMT of X is $1,000 and its regular tax is $400.

Under the proposal, for 1996, X would be allowed to offset its TMT of $1,000 with an
AMT credit of $500, computed as the least of:

(1) $800, i.e., its unused AMT credits from 1990, that are at least five years old;

(2) $500, i.e., one-half of its $1,000 TMT; or

(3) $600, i.e., the excess of its $1,000 TMT over its $400 regular tax.

Example 2.--Assume the same facts as in Example 1, except that X has a regular tax of
$600 in 1996 (rather than $400). Under the proposal, for 1996, X would be allowed to offset its
TMT of $1,000 with an AMT credit of $400, computed as the least of:

(1) $800, i.e., its unused AMT credits from 1990;

(2) $500, i.e., one-half of its $1,000 TMT; or

(3) $400, i.e., the excess of its $1000 TMT over its $600 regular tax.

Example 3.--Assume the same facts as in Example 1, except that X's minimum tax liability
in each of the years 1990 through 1994 was $500 (rather than $1,000 in each year). Under the
proposal, for 1996, X would be allowed to offset its TMT of $1,000 with an AMT credit of $300,

computed as the least of:
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(1) $300, i.e., the unused AMT credit from 1990;
(2) $500, i.e., one-half of its $1,000 TMT; or
(3) $600, i.c., the excess of its $1,000 TMT over its $400 regular tax.

Effective Date

The proposal would be effective for taxable years beginning after December 31, 1995.
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E. Establish 15-Yeaf Recovery Period for Retail Motor Fuel QOutlet Stores

Present Law

Under present law, property used in the retail gasoline trade is depreciated under section
168 using a 15-year recovery period and the 150-percent declining balance method.
Nonresidential real property (such as a convenience store) is depreciated using a 39-year recovery
period and the straight-line method. It is understood that taxpayers generally have taken the
position that convenience stores and other structures installed at motor fuel retail outlets have a
15-year recovery period. The IRS, in a position described in a recent Coordinated Issues Paper,
generally limits the application of the 15-year recovery period to instances where the structure (1)
is 1,400 square feet or less or (2) meets a 50-percent test. The 50-percent test is met if : (1) 50
percent or more of the gross revenues that are generated from the building are derived from
petroleum sales and (2) 50 percent or more of the floor space in the building is devoted to

petroleum marketing sales.
Descrinti {p I

The proposal would provide that 15-year property includes any building and depreciable
land improvements that is section 1250 property (generally, depreciable real property) used in the
marketing of petroleum products, such as a retail motor fuel outlet building where gasoline and
food are sold, but not including any of these facilities related to petroleumn and natural gas truck
pipelines. The 15-year designation would not apply to any section 1250 property used only to an
insubstantial extent in the retail marketing of petroleum or petroleum products.

Effective Date

The proposal would be effective for property placed in service before, on, or after the date
of enactment.
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F. Allow Bank Common Trust Funds to Transfer Assets to
Regulated Investment Companies Without Taxation

Present Law
Common trust funds

A common trust fund is a fund maintained by a bank exclusively for the investment and
reinvestment of monies contributed by the bank in its role as a trustee, executor, and other
fiduciary capacity.

The common trust fund of a bank is not subject to tax and is not treated as a corporation.
Each participant in a common trust fund includes his proportional share of common trust fund
income, whether or not the income is distributed.

No gain or loss is realized by the fund upon admission or withdrawal of a participant.
Participants generally treat their admission to the fund as the purchase of an interest. Withdrawals
from the fund generally are treated as the sale of an interest by the participant.

A RIC also is treated as a conduit for Federal income tax purposes. A RIC gets a
deduction for dividend distributions to its shareholders. Present law is unclear as to whether a
common trust can transfer its assets to one or more RICs tax-free.

Description of Proposal

In general, the proposal would permit a common trust fund to transfer substantially all of
its assets to one or more RICs without gain or loss being recognized. The fund must transfer its
assets to the RICs solely in exchange for shares of the RICs, and the fund must then distribute the
RIC shares to the fund's participants in exchange for the participant's interests in the fund. In
addition, each participant's pro-rata interest in each of the RICs must be substantially the same as
was the participant's pro-rata interest in the fund.

The basis of any asset that is received by a RIC will be the basis of the asset in the hands
of the fund prior to transfer (increased by the amount of gain recognized by reason of the rule
regarding the assumption of liabilities). In addition, the basis of any RIC shares ("converted
shares") that are received by a fund participant will be an allocable portion of the participant's
basis in the interests exchanged. However, special basis rules will apply to determine gain or loss
from RIC shares that are redeemed after the conversion.
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The tax-free transfer is not available to a common trust fund with assets that are not |
diversified except that the diversification test is modified so that Government securities are not to
be included as securities of an issuer and are to be included in determining total assets for
purposes of the 25- and 50-percent tests.

No inference is intended as to the tax consequences under present law when a common
trust fund transfers its assets to one or more RICs.

Effective Date

The proposal would be effective for transfers on or after Janué.ry 1, 1996.
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III. HEALTH CARE-RELATED PROVISIONS

A. Treatment of Long-Term Care Insurance
Present Law
In general

Present law generally does not provide explicit rules relating to the tax treatment of long-term
care insurance contracts or long-term care services. Thus, the treatment of long-term care contracts
and services is unclear. Present law does provide rules relating to the tax treatment of medical
expenses and accident or health insurance.

Deduction f fical

In determining taxable income for Federal income tax purposes, a taxpayer is allowed an
itemized deduction for unreimbursed expenses that are paid by the taxpayer during the taxable year
for medical care of the taxpayer, the taxpayer's spouse, or a dependent of the taxpayer, to the extent
that such expenses exceed 7.5 percent of the adjusted gross income of the taxpayer for such year.

Amounts received by a taxpayer under accident or health insurance for personal injuries or
sickness generally are excluded from gross income to the extent that the amounts received are not
attributable to medical expenses that were allowed as a deduction for a prior taxable year.

Employer contributions to an accident or health plan that provides compensation (through
insurance or otherwise) to an employee for personal injuries or sickness of the employee, the
employee's spouse, or a dependent of the employee, are excluded from the gross income of the
employee. In addition, amounts received by an employee under such a plan generally are excluded
from gross income to the extent that the amounts received are paid, directly or indirectly, to
reimburse the employee for expenses incurred by the employer for the medical care of the employee,
the employee's spouse, or a dependent of the employee. For this purpose, expenses incurred for
medical care are defined in the same manner as under the rules regarding the deduction for medical

expenses.

A cafeteria plan is an employer-sponsored arrangement under which employees can elect
among cash and certain employer-provided qualified benefits. No amount is included in the gross
income of a participant in a cafeteria plan merely because the participant has the opportunity to make
such an election. Employer-provided accident or health coverage is one of the benefits that may be
offered under a cafeteria plan.
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A flexible spending arrangement (FSA) is an arrangement under which an employee is
reimbursed for medical expenses or other nontaxable employer-provided benefits, such as dependent
care. An FSA may be part of a cafeteria plan or provided by an employer outside a cafeteria plan.
FSAs are commonly used reimburse employees for medical expenses not covered by insurance. If
certain requirements are satisfied, amounts reimbursed for nontaxable benefits from an FSA are
excludable from income.

Healtl L |

The health care continuation rules require that an employer must provide qualified
beneficiaries the opportunity to continue to participate for a specified period in the employer's health
plan after the occurrence of certain events (such as termination of employment) that would have
terminated such participation. Individuals electing continuation coverage can be required to pay for
such coverage.

Lifei I

In general, life insurance companies are allowed a deduction for a net increase in reserves and
must take into income any net decreases in reserves. Present law prescribes a tax reserve method
based on the nature of the contract. For noncancellable accident and health insurance contracts, the
prescribed method is a two-year full preliminary term method. Long-term care insurance reserves are
treated like noncancellable accident and health insurance for this purpose and, therefore, are subject
to the two-year full preliminary term method of reserves. In no event is the tax reserve for any
contract as of any time permitted to exceed the amount which would be taken into account in
determining statutory reserves (i.e., set forth on the annual statement for State law reporting
purposes). Under the National Association of Insurance Commissioners (NAIC) Long-Term Care
Insurance Model Act and Regulations, which have been adopted by some States, by contrast, long-
term care insurance reserves are calculated under a one-year full preliminary term method. Thus,
because of this inconsistency, in some cases life insurance companies establish reserves for long-term
care insurance contracts earlier for State regulatory purposes than they do for Federal tax purposes.
In addition, some life insurance companies have voluntary complied with the NAIC model act and
regulations, even though not required to do so in all cases.

Changes in reserve amounts due to changes in the basis on which reserves are calculated are
generally spread over a 10-year period.
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A long-term care insurance contract would be treated as an accident and health insurance
contract. A plan of an employer providing coverage under a long-term care insurance contract
generally would be treated as an accident and health plan; however, coverage under a long-term care
insurance contract would not be excludable by an employee if provided through a cafeteria plan, and
expenses for long-term care services could not be reimbursed under an FSA. Amounts (other than
policyholder dividends or premium refunds) received under a long-term care insurance contract would
be excludable as amounts received for personal injuries or sickness. A contract would not fail to be
treated as a long-term care insurance contract solely because it provides for payments on a per diem
or other periodic basis without regard to expenses during the period. If the aggregate payments
under all per diem contracts issued by the same insurer with respect to any one insured exceed $150
per day, then the excess would not be excludable. A payor of long-term care benefits in excess of
$150 per day would be required to report the amount of such benefits. The $150 limit would be
indexed. _

Premiums for long-term care insurance would be treated as medical expenses for purposes
of the itemized deduction for medical expenses. Similarly, expenses for qualified long-term care
services would be treated as medical expenses for purposes of the itemized deduction. The $150
limitation would not apply with respect to the deduction of long-term care premiums or expenses as
medical expenses.

Definition of lone- ;

A long-term care insurance contract would be defined as any insurance contract that provides
only coverage of qualified long-term care services and that meets other requirements. The other
requirements would be that (1) premiums are level annual payments over the life of the contract (or
20 years, if shorter), (2) refunds (other than refunds on death of the insured or complete surrender
or cancellation of the contract) and dividends under the contract may be used only to reduce future
premiums or increase future benefits, (3) the contract prohibits borrowing, assignment, or pledging,
(4) the contract generally does not pay or reimburse expenses reimbursable under Medicare (except
where Medicare is a secondary payor).

The proposal would provide that a long-term care insurance contract that coordinates its
benefits with those provided under Medicare, and health insurance policies (other than Medigap
policies) that pay in addition to other coverage, may be sold without violating other laws.

Definition of qualified long- :

Qualified long-term care services would mean necessary diagnostic, preventive, therapeutic,
curing, treating, mitigating, rehabilitative and maintenance (including personal care) services, that are
required by a functionally impaired individual. Such services would be provided pursuant to a plan
of care prescribed by a licensed health care practitioner, and would have as their primary purpose the
provision of needed assistance with one or more activities of daily living, or substantial supervision
to protect from threats to health and safety due to substantial cognitive impairment.
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A functionally impaired individual would be one who has been certified within the previous
12 months by a licensed health care practitioner as (1) being unable to perform (without substantial
assistance) at least 2 activities of daily living, or (2) requiring substantial supervision to protect such
individual from threats to health and safety due to substantial cognitive impairment.. Activities of
daily living would be eating, toileting, transferring, bathing, dressing and continence.

A licensed health care practitioner would be defined as a physician, registered professional
nurse, qualified community care case manager, or other qualified individual who meets such
requirements as may be prescribed by the Secretary of the Treasury, provided such person is not a
relative of the individual receiving care. A qualified community care case manager would mean an
individual or entity with experience in assessing individuals to determine functional and cognitive
impairment, and with experience in providing case management services and preparing individual care
plans, and that meets requirements prescribed by the Secretary of the Treasury in consultation with
the Secretary of Health and Human Services.

ltemized deduction £ fical

Unreimbursed expenses for qualified long-term care services provided to the taxpayer or the
taxpayer's spouse or dependent would be treated as medical expenses for purposes of the itemized
deduction for medical expenses (subject to the present-law floor of 7.5 percent of adjusted gross
income). Amounts received under a long-term care insurance contract (regardless of whether the
contract reimburses expenses or pays benefits on a per diem or other basis) would be treated as
reimbursement for expenses for this purpose. For purposes of this deduction, qualified long-term
care services would not include services provided to an individual by a relative or a related
‘corporation. A deduction would also be provided for premiums for insurance covering otherwise
deductible expenses for medical care that is provided under a long-term care insurance contract.

Lone- ” life |

In the case of long-term care insurance coverage provided by a rider on a life insurance
contract, the requirements applicable to long-term care insurance contracts would apply as if the
portion of the contract providing such coverage were a separate contract. The term "portion" would
mean only the terms and benefits that are in addition to the terms and benefits under the life insurance
contract without regard to long-term care coverage. The guideline premium limitation and
adjustment rules applicable under present law to the life insurance contract would be modified
appropriately to take account of charges with respect to the long-term care rider.

Life

In determining reserves for insurance company tax purposes, the Federal income tax reserve
method would be the method prescribed by the National Association of Insurance Commissioners,
but no earlier and not in excess of the reserve under the method actually used by the company with
respect to the long-term care insurance contract for determining statutory reserves.
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Heald o ]

The health care continuation rules would not apply to coverage under a long-term care
insurance contract. :

C . .

Under the proposal, long-term care insurance contracts, and issuers of contracts, would be
required to satisfy certain provisions of the long-term care insurance model Act and model regulations
promulgated by the National Association of Insurance Commissioners (as adopted as of January
1993). The policy requirements relate to disclosure, nonforfeitability, guaranteed renewal or
noncancellability, prohibitions on limitations and exclusions, extension of benefits, continuation or
conversion of coverage, discontinuance and replacement of policies, unintentional lapse, post-claims
underwriting, minimum standards, inflation protection, preexisting conditions, and prior
hospitalization. The proposal also would provide disclosure and nonforfeiture requirements. The
nonforfeiture provision would give consumers the option of selecting reduced paid-up insurance,
extended term insurance, or a shortened benefit period in the event the policyholder is unable to
continue to pay premiums. The requirements for issuers of long-term care insurance contracts relate
to application forms, reporting requirements, marketing, appropriateness of purchase, format,
delivering a shopper's guide, right to return, outline of coverage, group plans, policy summary,
monthly reports on accelerated death benefits, and incontestability period. A tax would be imposed
equal to $100 per policy per day for failure to satisfy these requirements.

- Nothing in the proposal would prevent a State from establishing, implementing or continuing
standards related to the protection of policyholders of long-term care insurance policies, if such
standards are not inconsistent with standards established under the proposal. :

Effective Date

The proposals relating to treatment of long-term care insurance or plans would apply to
contracts issued after December 31, 1995. The proposals relating to treatment of qualified long-term
care services as medical care would apply to taxable years beginning after December 31, 1995. The
proposal would provide that no inference is intended as to the tax treatment of long-term care
insurance and services prior to the effective date.

A contract providing for payment or reimbursement of services similar to qualified long-term
care services, that is issued on or before December 31, 1995, could be exchanged for a long-term care
insurance contract tax-free until June 30, 1997. Taxable gain would be recognized to the extent
money or other property is received in the exchange.

The issuance or conformance of a rider to a life insurance contract providing long-term care
insurance coverage would not be treated as a modification or a material change for purposes of
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applying present-law rules relating to flexible premium contracts and the definition of life insurance
contracts and modified endowment contracts.

The change in treatment of reserves for long-term care insurance contracts would be effective
for contracts issued after December 31, 1995.

The provision relating to treatment of contracts that coordinate benefits with those provided
under Medicare is effective November 5, 1990.

The proposal relating to consumer protections would be apply to contracts issued after

December 31, 1995 with respect to policy requirements, and to actions taken after December 31,
1995 with respect to actions by insurers.
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B. Treatment of Accelerated Death Benefits Under Life Insurance Contracts
Present Law
T f ived under a life i

If a contract meets the definition of a life insurance contract, gross income does not include
insurance proceeds that are paid pursuant to the contract by reason of the death of the insured (sec.
101(a)). In addition, the undistributed investment income ("inside buildup") earned on premiums
credited under the contract is not subject to current taxation to the owner of the contract. The
exclusion of death benefits from taxation applies regardless of whether the death benefits are paid as
a lump sum or otherwise.

Amounts received under a life insurance contract (other than a modified endowment contract)
prior to the death of the insured are includible in the gross income of the recipient to the extent that
the amount received constitutes cash value in excess of the taxpayer's investment in the contract
(generally, the investment in the contract is the aggregate amount of premiums paid less amounts
previously received that were excluded from gross income).

~ If a contract fails to be treated as a life insurance contract under a statutory definition, inside
buildup on the contract is generally subject to tax.

Proposed regulations on accelerated death benefits

The Treasury Department has issued proposed regulations' under which certain "qualified
accelerated death benefits" paid by reason of the terminal illness of an insured would be treated as
paid by reason of the death of the insured and therefore qualify for exclusion under section 101. In
addition, the proposed regulations would permit an insurance contract that includes a qualified
accelerated death benefit rider to qualify as a life insurance contract under section 7702. Thus, the
proposed regulations provide that including this benefit would not cause an insurance contract to fail
to meet the definition of a life insurance contract.

Under the proposed regulations, a benefit would qualify as a qualified accelerated death
benefit only if it meets three requirements. First, the accelerated death benefit can be payable only
if the insured becomes terminally ill. Second, the amount of the benefit must equal or exceed the
present value of the reduction in the death benefit otherwise payable.? Third, the cash surrender value

' Prop. Treas. Reg. Secs. 1.101-8, 1.7702-0, 1.7702-2, and 1.7702A-1 (December 15, 1992).

2 For purposes of determining the present value under the proposed regulations, the maximum
permissible discount rate would be the greater of (1) the applicable Federal rate that applies
under the discounting rules for property and casualty insurance loss reserves, and (2) the interest
rate applicable to policy loans under the contract. Also, the present value would be determined
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and the death benefit payable under the policy must be reduced proportionately as a result of the
accelerated death benefit.

For purposes of the proposed regulations, an insured would be treated as terminally ill if he
or she has an illness that, despite appropriate medical care, the insurer reasonably expects to result
in death within 12 months from the payment of the accelerated death benefit. The proposed
regulations do not apply to viatical settlements.

Descrintion of Proposal
In general

The proposal would provide an exclusion from gross income as an amount paid by reason of
the death of an insured for (1) amounts received under a life insurance contract and (2) amounts
received for the sale or assignment of a life insurance contract to a viatical settlement provider,
provided the insured under the life insurance contract is terminally ill. For this purpose, an individual
would be considered terminally ill if the insurer determines, after receipt of an acceptable certification
by .a licensed physician, that the individual has an illness or physical condition that is reasonably
expected to result in death within 12 months of the certification.

The proposal would not apply in the case of an amount paid to any taxpayer other than the
insured, if such taxpayer has an insurable interest by reason of the insured being a director, officer or
employee of the taxpayer, or by reason of the insured being financially interested in any trade or
business carried on by the taxpayer.

A ived under a life i

The exclusion for amounts received under a life insurance contract would be applicable only
if two requirements are met. First, under a present value test, the amount received must equal or
exceed the present value of the reduction in the death benefit otherwise payable under the life
insurance contract. Second, under a ratio test, the payment of the amount must not reduce the cash
surrender value of the contract proportionately more than the death benefit payable under the
contract. In other words, the percentage derived by dividing the cash surrender value of the contract
immediately after the distribution by the cash surrender value of the contract immediately before the
distribution must equal or exceed the percentage derived by dividing the death benefit payable
immediately after the distribution by the death benefit payable immediately before the distribution.
The amount received would include a series of payments.

For purposes of the present value test, the present value of the reduction in the death benefit
would be determined by reference to a maximum permissible discount rate, and by assuming that the

assuming that the death benefit would have been paid twelve months after payment of the
accelerated death benefit.
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death benefit would have been paid on the date that is 12 months from the date of the physician's
certification. The maximum permissible discount rate would be the highest of the following three
interest rates: (1) the 90-day Treasury bill yield (as most recently published); (2) Moody's Corporate
Bond Yield Average-Monthly Average Corporates (or any successor rate) for the month ending two
months before the date the rate is determined; or (3) the rate used to determine cash surrender values
under the contract during the applicable period plus 1 percent per annum. The rate would be
determined as of the date (or dates) that the payment is made.

If the accelerated death benefit under the contract is paid in connection with a lien against the
death benefit rather than an actual reduction in the death benefit on a discounted basis, then the
amount of the lien, and interest charges with respect to any amount in connection with the lien, would
be taken into account so as to achieve parity between use of the lien method and use of a discounted

payment.

For life insurance company tax purposes, the proposal would treat a qualified accelerated
death benefit rider to a life insurance contract as life insurance. A qualified accelerated death benefit
rider would be any rider on a life insurance contract that provides for a distribution to an individual
upon the insured becoming a terminally ill individual (as defined above), but only if such payments
under the rider are payments that are excludible under this proposal.

Viatical settl

The proposal would provide an exclusion for the amount paid for the sale or assignment to
a viatical settlement provider of a life insurance contract on the life of an insured individual who is
terminally ill. A viatical settlement provider would be any person that regularly engaged on the trade
or business of purchasing or taking assignments of life insurance contracts on the lives of terminally
ill individuals and either (1) is licensed for such purposes in the State in which the insured resides, or
(2) if the person is not required to be licensed by that State, meets the requirements of sections 8 and
9 of the Viatical Settlements Model Act issued by the National Association of Insurance
Commissioners (NAIC) (relating to disclosure requirements and general rules for a viatical settlement
contract). In-addition, any such sale or assignment of a life insurance contract would have to satisfy
- the requirements of the section of the Viatical Settlements Model Regulation issued by the NAIC
relating to standards for evaluation of reasonable payments, including discount rates.

Effective Date

The proposal would apply to amounts received after December 31, 1995. The discount rules

applicable to payments under life insurance contracts would not apply to any amount received before

July 1, 1996. The proposal treating a qualified accelerated death benefit rider as life insurance for life
insurance company tax purposes would take effect on January 1, 1996. The issuance of a qualified
accelerated death benefit rider to a life insurance contract, or the addition of any provision required
to conform an accelerated death benefit rider to these proposals, would not be treated as a
modification or material change of the contract for purposes of the definition of a life insurance
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contract and a modified endowment contract (and would not affect the issue date of any contract
under present-law rules relating to flexible premium contracts).
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C. Medical Savings Accounts

Present Law

Under present law, the tax treatment of health insurance expenses depends on whether the
individual is an employee or self employed, and whether the individual is covered under an
employer-sponsored health plan. Employer contributions to a health plan for coverage for the
employee and the employee's spouse and dependents is excludable from the employee's income.
In addition, employers generally can deduct, as an employee compensation expense, the full cost
of any health insurance coverage provided for their employees. The exclusion and deduction are
generally also available in the case of owners of subchapter C corporations who are also
employees.

Self-employed individuals are entitled to a deduction for 30 percent of the amount paid for
health insurance for a self-employed individual and the individual's spouse and dependents. The
30-percent deduction is also available to more than 2-percent shareholders of subchapter S
corporations.

Individuals who itemize their tax deductions may deduct unreimbursed medical expenses
(including expenses for medical insurance) paid during the year to the extent that the total of such
expenses exceeds 7.5 percent of the individual's adjusted gross income ("AGI"). Medical
expenses include the expenses of the individual and his or her spouse or dependents.

Description of Proposal

In general

In general, the proposal would permit individuals who are covered by a high-deductible
health plan to maintain a medical savings account ("MSA"). Only one MSA could be maintained
per family. Within limits, contributions to an MSA would be deductible if made by the individual,
or alternatively, would be excludable from an employee's income if made by the employer. An
individual could not make contributions if the individual is eligible for employer-subsidized health
care (or to receive employer contributions to an MSA). Income earned on amounts held in an
MSA would not be currently includible in income. Withdrawals from an MSA would be
excludable from income if used for medical expenses for the individual and his or her spouse or
dependents. '

Contributi MSA

The proposal would extend the present-law tax treatment for medical expenses to MSA
contributions (within certain limits). Thus, an individual could deduct MSA contributions to the
extent the contributions, together with other medical expenses for the year exceed 7-1/2 percent
of AGI. Self-employed individuals would be able to deduct 30 percent of MSA contributions.
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Employer contributions to an MSA would be excludable from income for income and employment
tax purposes. An individual would not be eligible to make contributions to an MSA if the
individual is eligible to receive employer-subsidized health care (or to receive employer
contributions to an MSA).

The maximum annual amount of contributions that could be taken into account for
purposes of the deductions for individual contributions or the exclusion for employer
contributions would be limited to the lesser of (1) the deductible under the high deductible health
plan, and (2) $2,000 ($4,000 in the case of family coverage). The dollar limits would be indexed
for medical inflation after 1996.

This maximum contribution limit would be determined separately for each month based on
the individual's status in that month, including: (1) whether the individual is covered under a high
deductible plan, (2) whether the high-deductible health plan covers only the individual or also a
spouse and dependents, and (3) the amount of the deductible under the plan. The maximum
annual contribution would be the sum of the monthly contribution limits. ‘

A high deductible plan would be a plan with an annual deductible of at least $1,500 in the
case of individual coverage and $3,000 in the case of coverage of more than one person. These
dollar.amounts would be indexed for medical inflation after 1996.

-~ Contributions to an MSA for a taxable year could be made until the due date for filing the
individual's tax return for the year (determined without regard to extensions).

The proposal would not expressly limit the timing of employer contributions. Thus, for
example, an employer could make monthly contributions or a single annual contribution to an
MSA. Employer contributions made through a cafeteria plan would not be excludable from
income.

Definiti | £ MSA

In general, an MSA would be a trust (or a custodial account) created exclusively for the
benefit of the beneficiaries of the trust that meets requirements similar to those applicable to
individual retirement arrangements ("[RAs").> The trustee of an MSA could be a bank, insurance

* For example, MSA contributions (other than amounts rolled over from another MSA)
would have to be in cash, no MSA assets could be invested in life insurance contracts, MSA
assets could not be commingled with other property except in a common trust fund or common
investment fund, and an account holder's interest in an MSA would be required to be
nonforfeitable. In addition, if an account holder engages in a prohibited transaction with respect
to an MSA or pledges assets in an MSA, rules similar to those for IRAs would apply, and any
amounts treated as distributed to the account holder under these rules would be treated as not
used for qualified medical expenses.
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company,* or other person that demonstrates to the satisfaction of the Secretary that the manner
in which such person will administer the trust will be consistent with applicable requirements.

Earnings in amounts in an MSA would not be currently taxed.

Distributions f MSA

Distributions from an MSA that are used to pay the unreimbursed qualified medical
expenses of the individual or the individual's spouse or dependents would not be taxable.
Qualified medical expenses would generally be defined as under the rules relating to the itemized
deduction for medical expenses (as modified by the proposal), and thus would include amounts
expended for qualified long-term care services. Qualified medical expenses would not include any
insurance premiums (including premiums for the high-deductible health plan), except for
premiums for long-term care insurance, health care continuation coverage for certain individuals
who have lost employer-provided health coverage, and coverage while the individual is receiving
unemployment compensation. Qualified medical expenses paid with distributions from an MSA
that are excludable from gross income could not be taken into account for purposes of the
itemized deduction for medical expenses.

Distributions for purposes other than qualified medical expenses would be taxable. An
additional tax of 10 percent of the taxable amount also would apply unless the distribution is made
after the individual attains the age of 59-1/2 , dies, or becomes disabled.

If certain events occur, an MSA would cease to be an MSA. This could happen if an
individual engages in a prohibited transaction during a taxable year. In addition, an MSA would
cease to be treated as an MSA unless the individual remains in a high-deductible health plan for at
least two years after the MSA is established. This two-year rule would not apply to individual
who does not remain in a high-deductible health plan because of the termination of employment.
If an MSA ceases to be treated as an MSA, the individual would be treated as taking the account
balance as a distribution for purposes other than qualified medical expenses.

Rollovers from one MSA to another MSA would be permitted without income inclusion if
made within 60 days of distribution.

The proposal would include a correction mechanism so that if contributions for a year
(whether made by the individual or the employer) exceed the deduction limit for the year, the
excess contribution can be withdrawn tax free. In order for tax-free treatment to apply, the
excess contributions would have to be withdrawn before the due date (including extensions) for

* The acquisition éxpenses of an insurance company relating to the establishment of an
MSA would not be subject to the rules relating to the capitalization of policy acquisition
expenses.
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. filing the individual's tax return for the year and be accompanied by the amount of income

attributable to such contribution.

Upon the death of the individual, an MSA would not be subject to estate tax, and income :
tax treatment of an MSA would depend on who is the individual's beneficiary. If the beneficiary is |
the surviving spouse, then the spouse may continue the MSA as his or her own. Thus, new ‘
contributions could be made by the spouse (or the spouse's employer) if the spouse is in a high
deductible plan. Tax-free distributions could be made from the account for the benefit of the
spouse and his or her dependents (and any subsequent spouse).

If the beneficiary is not the surviving spouse, then the MSA balance would be included in
the income of the beneficiary in the year of death. If the individual does not designate a
beneficiary, then the MSA account balance would be includible in the individual's income for the
year of death.

Effective Date

The proposal would be effective with respect to taxable years beginning aftef December
31, 1995. ‘
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D. Increase Dollar Limits for Burial Insurance

Present Law

To qualify as a life insurance contract for Federal income tax purposes, a contract must be
a life insurance contract under the applicable State or foreign law and must satisfy either of two
alternative tests: (1) a cash value accumulation test or (2) a test consisting of a guideline premium
requirement and a cash value corridor requirements Under these rules, the death benefit is
generally deemed not to increase.

Special rules apply with respect to a contract that is purchased to cover payment of burial
expenses or in connection with prearranged funeral expenses. .For such a contract, death benefit
increases may be taken into account in applying the cash value accumulation test if the contract
(1) has an initial death benefit of $5,000 or less and a maximum death benefit of $25,000 or less,
and (2) provides for a fixed predetermined annual increase not to exceed 10 percent of the initial
death benefit or 8 percent of the death benefit at the end of the preceding year.

Description of Proposal

The proposal would increase the dollar limits applicable in the case of an insurance
contract to cover payment of burial expenses or in connection with prearranged funeral expenses.

- For such a contract, death benefit increases could be-taken into account-in-applying the cash value

accumulation test if the contract has an initial death benefit of $7,000 or less and a maximum
death benefit of $30,000 or less (and other requirements of present law are met). In addition,
these dollar limits would be adjusted annually, after the first year, for inflation in accordance with
the consumer price index. :

Effective Date

The proposal would be effective for contracts entered into after December 31, 1995.

5 A contract satisfies the cash value accumulation test if the cash surrender value of the
contact may not at any time exceed the net single premium that would have to be paid at such
time to fund future benefits under the contract. A contract satisfies the guideline premium and
cash value corridor tests if the premiums paid under the contract do not at any time exceed the
greater of the guideline single premium or the sum of the guideline level premiums, and if the
death benefit under the contract is not less than a varying statutory percentage of the cash
surrender value of the contract.
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E. Health Insurance Organizations Eligible for Benefits of Section 833

Present Law

An organization described in section 501(c)(3) or (4) of the Code is exempt from tax only
if no substantial part of its activities consists of providing commercial-type insurance. Special
rules apply to certain eligible health insurance organizations. Eligible health insurance
organizations are (1) Blue Cross or Blue Shield organizations existing on August 16, 1986, which
have not experienced a material change in structure or operations since that date, and (2) other
organizations that meet certain community-service-related requirements and substantially all of
whose activities involve the providing of health insurance. Section 833 provides that eligible
organizations are generally treated as stock property and casualty insurance companies.

Section 833 provides a special deduction for eligible organizations, equal to 25 percent of
the claims and expenses incurred during the year, less the adjusted surplus at the beginning of the
year. This deduction is calculated by computing surplus, taxable income, claims incurred,
expenses incurred, tax-exempt income, net operating loss carryovers, and other items attributable
to health business. The deduction may not exceed taxable income attributable to health business
for the year (calculated without regard to this deduction).

In addition, section 833 eliminates, for eligible organizations, the 20-percent reduction in
unearned-premium reserves that applies generally to all property and casualty insurance
companies. '

Description of Proposal

The proposal would apply the special rules under section 833 to the same extent they are
provided to certain existing Blue Cross or Blue Shield organizations, in the case of any
organization that (1) is not a Blue Cross or Blue Shield organization existing on August 16, 1986,
and (2) otherwise meets the requirements of section 833 (including the requirement of no material
change in operations or structure since August 16, 1986). Under the proposal, an organization
qualifies for this treatment only if (1) it is not a health maintenance organization and (2) it is
organized under and governed by State laws which are specifically and exclusively applicable to
not-for-profit health insurance or health service type organizations.

Effective Date

The proposal would be effective for taxable years ending after October 13, 1995.
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IV. ESTATE AND GIFT TAX REFORM

A. Reduction in Estate Tax for Qualified Family-Owned Businesses
Present Law
s pplication of ti | gif

A gift tax is imposed on lifetime transfers and an estate tax is imposed on transfers at death.
Since 1976, the gift tax and the estate tax have been unified so that a single graduated rate schedule
applies to cumulative taxable transfers made by a taxpayer during his or her lifetime and at death.'
Under this rate schedule, the unified estate and gift tax rates begin at 18 percent on the first $10,000
in cumulative taxable transfers and reach 55 percent on cumulative taxable transfers over $3 million
(Code sec. 2001(c)).

The amount of gift tax payable for any calendar year generally is determined by applying the
tax rates (from the unified rate schedule) to the cumulative lifetime taxable transfers made by the
‘taxpayer, and then subtracting any gift taxes payable for prior taxable periods. This amount is
reduced by any available unified credit (and other applicable credits) to determine the gift tax liability
for the taxable period.

The amount of estate tax payable generally is determined by multiplying the applicable tax rate

(from the unified rate schedule) by the cumulative post-1976 taxable transfers made by the taxpayer

during his lifetime or at death and then subtracting any gift taxes payable for prior calendar years

(after 1976). This amount is reduced by any available unified credit (and other applicable credits) to
_determine the estate tax liability.

A taxpayer may exclude $10,000 of gifts made to any one donee during a calendar year (sec.
2503).

Unified credi

A unified credit is available with respect to taxable transfers by gift and at death. Since 1987,
the unified credit amount has been fixed at $192,800 (sec. 2010), which effectively exempts a total

of $600,000 in cumulative taxable transfers from the estate and gift tax. The benefits of the unified

credit (and the graduated estate and gift tax rates) are phased-out by a 5-percent surtax imposed upon
cumulative taxable transfers over $10 million and not exceeding $21,040,000 (sec. 2001(c)(2)).2

! Prior to 1976, separate tax rate schedules applied to the gift tax and the estate tax.

? Thus, if a taxpayer has made cumulative taxable transfers exceeding $21,040,000, his or
her average transfer tax rate will be 55 percent under present law.
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The unified credit originally was enacted in the Tax Reform Act of 1976. As enacted, the
credit was phased in over five years to a level that effectively exempted $175,625 of taxable transfers
from the estate and gift tax in 1981 (i.e., a unified credit of $47,000). The Economic Recovery Tax
Act of 1981 increased the amount of the unified credit each year between 1982 and 1987, from an
effective exemption of $225,000 in 1982 to an effective exemption of $600,000 in 1987. The unified
credit has not been increased since 1987.

Special luation, of £ | other closely-held busi

Generally, for Federal transfer tax purposes, the value of property is its fair market value.
Under section 2032A, an executor may elect for estate tax purposes to value certain "qualified real
property" used in farming or another qualifying closely-held trade or business at its current use value,
rather than its highest and best use value. The maximum reduction in the value of such real property
resulting from an election under section 2032A is $750,000.

If, after the special use valuation election is made, the heir who acquired the real property
ceases to use it in its qualified use within 10 years of the decedent's death (15 years for decedents
dying before 1982) of the decedent's death, an additional estate tax is imposed in order to "recapture”
the benefit of the special use valuation.

Under section 6166, an executor generally may elect to pay the Federal estate tax attributable
to an interest in a closely-held business in installments over, at most, a 14-year period. To qualify for
the election, the business must be an active trade or business and the value of the decedent's interest
in the closely-held business must exceed 35 percent of the decedent's adjusted gross estate.

If an election is made, the estate pays only interest for the first four years, followed by up to
10 annual installments of principal and interest. Interest is generally imposed at the rate applicable
to underpayments of tax under section 6621 (i.e., the Federal short-term rate plus 3 percentage
points). Under section 6601(j), however, a special 4-percent interest rate applies to the amount of
deferred estate tax attributable to the first $1,000,000 in value of the closely-held business. The
maximum amount that may be subject to the four-percent rate is the lower of (1) $345,800 (i.e., the
amount of estate tax on the first $1,000,000), less the amount of allowable unified credit, or (2) the
amount of estate tax attributable to the closely-held busmess that is being paid in installments
pursuant to section 6166.

Descrition of Proposal
Overview

The proposal would provide special estate tax treatment for qualified "family-owned
business interests" if such interests comprise nfore than 50 percent of a decedent's estate. Subject
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to the requirements set forth below, the proposal would exclude the first $1.5 million of value in
qualified family-owned business interests from the decedent's estate, and also would exclude from
the estate 50 percent of the value of qualified family-owned business interests between $1.5
million and $5 million. Thus, the total amount of exclusion available per decedent for qualified
family-owned business interests would be equal to $3.25 million (i.e., $1.5 million plus 50 percent
of $3.5 million).

This new exclusion for qualified family-owned business interests would be provided in
addition to the present-law unified credit (which effectively exempts $600,000 of taxable transfers
from the estate and gift tax) and the special-use provisions of section 2032A (which permit the
exclusion of up to $750,000 in value of a qualifying farm or other closely-held business from a
decedent's estate).

Qualified family- I business i

For purposes of the proposal, a qualified family-owned business interest would be defined
as any interest in-a trade or business (regardless of the form in which it is held) with a principal
place of business in the United States if ownership of the trade or business is held at least 50
percent by one family, 70 percent by two families, or 90 percent by three families, as long as the
decedent's family owns at least 30 percent of the trade or business. Under the proposal, members
of an individual's family would be defined using the same definition as is used for the special-use
valuation rules of section 2032A, and thus would include (1) the individual's spouse, (2) the
individual's ancestors, (3) lineal descendants of the individual, of the individual's spouse, or of the
individual's parents, and (4) the spouses of any such lineal descendants. In the case of a trade or
business that owns an interest in another trade or business (i.e., "tiered entities"), special rules
would apply.

An interest in a trade or business would not qualify if the business's (or a related entity's)
stock or securities were publicly-traded at any time within three years of the decedent's death. An
interest in a trade or business also would not qualify if more than 35 percent of the adjusted -
ordinary gross income of the business for the year of the decedent's death was personal holding
company income (as defined in section 543). The value of qualified family-owned business
interests would not include any cash or marketable securities in excess of the reasonably expected
day-to-day working capital needs of the trade or business. The value of the qualified family-
owned business interests also would not include certain other passive assets.

Qualifyi

A decedent's estate would qualify for the special treatment only if the decedent was a U.S.
citizen or resident at the time of death, and the aggregate value of the decedent's qualified family-
owned business interests that are passed to qualified heirs exceeds 50 percent of the decedent's
adjusted gross estate (the "50-percent liquidity test"). For this purpose, qualified heirs include any
individual who has been actively employed by the trade or business for at least 10 years prior to
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the date of the decedent's death, and members of the decedent's family. If a qualified heir is not a
citizen of the United States, any qualified family-owned business interest acquired by that heir
must be held in a trust meeting requirements similar to those imposed on qualified domestic trusts
(under present-law section 2056A(a)), or through any other security arrangement that meets the
satisfaction of the Secretary. The 50-percent liquidity test generally would be applied by adding
all transfers of qualified family-owned business interests made by the decedent to qualified heirs at
the time of the decedent's death, plus certain lifetime gifts of qualified family-owned business
interests made to members of the decedent's family, and comparing this total to the decedent's
adjusted gross estate. To the extent that a decedent held qualified family-owned business interests
in more than one trade or business, all such interests would be aggregated for purposes of
applying the 50-percent liquidity test.

The 50-percent liquidity test would be calculated using a ratio, the numerator and
denominator of which are described below.

The numerator would be equal to the aggregate qualified family-owned business interests
that are includible in the decedent's gross estate and are passed from the decedent to a qualified
heir, plus any lifetime transfers of qualified business interests that were made by the decedent to
members of the decedent's family (other than the decedent's spouse), provided such interests have
been continuously held by members of the decedent's family and were not otherwise includible in
the decedent's gross estate, and reduced by certain indebtedness of the estate.

The denominator would be equal to the decedent's gross estate, reduced by any
indebtedness of the estate, and increased by the amount of the following transfers, to the extent:
not already-included in the decedent's gross estate: (a) any lifetime transfers of qualified business
interests that were made by the decedent to members of the decedent's family (other than the
decedent's spouse), provided such interests have been continuously held by members of the
decedent's family, plus (b) any other transfers from the decedent to the decedent's spouse that
were made within 10 years of the date of the decedent's death, plus (c) any other transfers made
by the decedent within three years of the decedent's death, except non-taxable transfers made to
members of the decedent's family. The Secretary of Treasury would be granted authority to
disregard de minimis gifts. In determining the amount of gifts made by the decedent, any gift that
the donor and the donor's spouse elected to have treated as a split gift (pursuant to sec. 2513)
would be treated as made one-half by each spouse for purposes of this proposal.

Participati .

To qualify for the beneficial treatment provided under the proposal, the decedent (or a
member of the decedent's family) must have owned and materially participated in the trade or
business for at least five of the eight years preceding the decedent's date of death. In addition,
each qualified heir (or a member of the qualified heir's family) would be required to materially
participate in the trade or business for at least five years of any 8-year period within ten years
following the decedent's death. For this purpose, "material participation" would be defined as
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under present-law section 2032A (special use valuation) and the regulations promulgated
thereunder. Under such regulations, no one factor is determinative of the presence of material
participation and the uniqueness of the particular industry (e.g., timber, farming, manufacturing,
etc.) must be considered. Physical work and participation in management decisions are the
principal factors to be considered. For example, an individual who personally manages the
business fully generally would be considered to be materially participating in the business
regardless of the number of hours worked, as long as any necessary functions are performed.

If a qualified heir rents qualifying property to a member of the qualified heir's family on a
net cash basis, and that family member materially participates in the business, the material
participation requirement would be considered to have been met with respect to the qualified heir
for purposes of this proposal.

R I ) . e

The benefit of the exclusions for qualified family-owned business interests would be
subject to recapture if, within 10 years of the decedent's death and before the qualified heir's
death, one of the following "recapture events" occurs: (1) the qualified heir ceases to meet the
material participation requirements (i.e., if neither the qualified heir nor any member of his or her
family has materially participated in the trade or business for at least five years of any 8-year
period); (2) the qualified heir disposes of any portion of his or her interest in the family-owned
business, other than by a disposition to a member of the qualified heir's family or through a
conservation contribution under section 170(h); (3) the principal place of business of the trade or
business ceases to be located in the United States; or (4) the qualified heir loses U.S. citizenship.
A qualified heir who loses U.S. citizenship may avoid such recapture by placing the qualified
family-owned business assets into a trust meeting requirements similar to a qualified domestic
trust (as described in present law section 2056A(a)), or through any other security arrangement
that meets the satisfaction of the Secretary of Treasury.

If one of the above recapture events occurs, an additional tax would be imposed on the
date of such event. The portion of the reduction in estate taxes that would be recaptured would
be dependent upon the number of years that the qualified heir (or members of the qualified heir's
family) materially participated in the trade or business after the decedent's death. If the qualified
heir (or his or her family members) materially participated in the trade or business after the
decedent's death for less than six years, 100 percent of the reduction in estate taxes attributable to
that heir's interest would be recaptured; if the participation was for at least six years but less than
seven years, 80 percent of the reduction in estate taxes would be recaptured; if the participation
was for at least seven years but less than eight years, 60 percent would be recaptured; if the
participation was for at least eight years but less than nine years, 40 percent would be recaptured;
and if the participation was for at least nine years but less than ten years, 20 percent of the
reduction in estates taxes would be recaptured. In general, there would be no requirement that
the qualified heir (or members of his or her family) continue to hold or participate in the trade or
business more than 10 years after the decedent's death. As under present-law section 2032A,
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however, the 10-year recapture period could be extended for a period of up to two years if the
qualified heir did not begin to use the property for a period of up to two years after the decedent's

death.

If a recapture event occurs with respect to any qualified family-owned business interest (or
portion thereof), the amount of reduction in estate taxes attributable to that interest would be
determined on a proportionate basis. For example, if the decedent's estate included $15 million in
qualified family-owned business interests and $5 million of such interests received beneficial
treatment under this proposal, one-third of the value of the interest disposed of would be deemed
to have received the benefits provided under this proposal.

Effective Date

The proposal would be effective with respect to the estates of decedents dying after
December 31, 1995. ' '
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B. Increase Estate and Gift Tax Unified Credit
Present Law
\pplicati f it | | oif

A gift tax is imposed on lifetime transfers by gift and an estate tax is imposed on transfers at
death. Since 1976, the gift tax and the estate tax have been unified so that a single graduated rate
schedule applies to cumulative taxable transfers made by a taxpayer during his or her lifetime and at
death.? Under this rate schedule, the unified estate and gift tax rates begin at 18 percent on the first
$10,000 in cumulative taxable transfers and reach 55 percent on cumulative taxable transfers over $3
million.

The amount of gift tax payable for any calendar year generally is determined by multiplying
the applicable tax rate (from the unified rate schedule) by the cumulative lifetime taxable transfers
made by the taxpayer and then subtracting any gift taxes payable for prior taxable periods. This
amount is reduced by any available unified credit (and other applicable credits) to determine the gift
tax liability for the taxable period.

The amount of estate tax payable generally is determined by multiplying the applicable tax rate
(from the unified rate schedule) by the cumulative post-1976 taxable lifetime and deathtime transfers
made by the taxpayer and then subtracting any gift taxes payable for prior calendar years (after 1976).
This amount is reduced by any available unified credit (and other applicable credits) to determine the
estate tax liability.

Unified credi

A unified credit is available with respect to taxable transfers by gift and at death. Since 1987,

the unified credit amount has been fixed at $192,800, which effectively exempts a total of $600,000

in cumulative taxable transfers from the estate and gift tax. The benefits of the unified credit (and the
graduated estate and gift tax rates) are phased out by a five-percent surtax imposed upon cumulative
taxable transfers over $10 million and not exceeding $21,040,000.

The unified credit was originally enacted in the Tax Reform Act of 1976. As enacted, the
credit was phased in over five years to a level that effectively exempted $175,625 of taxable transfers
from the estate and gift tax in 1981 (i.e., a unified credit of $47,000). The Economic Recovery Tax
Act of 1981 increased the amount of the unified credit each year between 1982 and 1987, from an

3 Prior to 1976, separate tax rate schedules applied to the gift tax and the estate tax.

* Thus, if a taxpayer has made cumulative taxable transfers exceeding $21,040,000, his or her
effective transfer tax rate will be 55 percent under present law.
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effective exemption of $225,000 in 1982 to an effective exemption of $600,000 in 1987. The unified
credit has not been increased since 1987.

D' . - [E I

The proposal would increase the present-law unified credit over a six-year period beginning
in 1996, from an effective exemption of $600,000 to an effective exemption of $750,000. The
increase would be phased in as follows:

Deced Ivi { sif e Effecti .
1996 .ot e $625,000
1997 e $650,000
1998 e $675,000
1999 it e e $700,000
2000 ... e $725,000
2001 and thereafter ..............cciiiriirinnnn. $750,000

Conforming amendments to reflect the increased unified credit would be made (1) to the 5-

..percent surtax in order to permit the proper phase out of the increased unified credit, (2) to the
general filing requirements for an estate tax return under section 6018(a), and (3) to the amount of

=the unified credit allowed under section 2102(c)(3) with respect to nonresident aliens with U.S. situs
property who are residents of certain treaty countries.

Effective Date

The proposal would apply to the estates of decedents dying, and gifts made, after December
31, 1995.
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C. Reduction in Estate Tax for Certain Land Subject to
Permanent Conservation Easement

Present Law
s pplication of (1 1 gif

A gift tax is imposed on lifetime transfers and an estate tax is imposed on transfers at death.
Since 1976, the gift tax and the estate tax have been unified so that a single graduated rate schedule
applies to cumulative taxable transfers made by a taxpayer during his or her lifetime and at death.®
Under this rate schedule, the unified estate and gift tax rates begin at 18 percent on the first $10,000
in cumulative taxable transfers and reach 55 percent on cumulative taxable transfers over $3 million
(Code sec. 2001(c)).

The amount of gift tax payable for any calendar year generally is determined by applying the
tax rates (from the unified rate schedule) to the cumulative lifetime taxable transfers made by the
taxpayer, and then subtracting any gift taxes payable for prior taxable periods. This amount is
reduced by any available unified credit (and other applicable credits) to determine the gift tax llablhty
for the taxable period.

The amount of estate tax payable generally is determined by multiplying the applicable tax rate
(from the unified rate schedule) by the cumulative post-1976 taxable transfers made by the taxpayer
during his lifetime or at death and then subtracting any gift taxes payable for prior calendar years
(after 1976). This amount is reduced by any available unified credit (and other applicable credits) to
determine the estate tax liability.

A taxpayer may exclude $10,000 of gifts made to any one donee during a calendar year (sec.
2503).

Unified credi

A unified credit is available with respect to taxable transfers by gift and at death. Since 1987,
the unified credit amount has been fixed at $192,800 (sec. 2010), which effectively exempts a total
of $600,000 in cumulative taxable transfers from the estate and gift tax. The benefits of the unified
credit (and the graduated estate and gift tax rates) are phased-out by a 5-percent surtax imposed upon
cumulative taxable transfers over $10 million and not exceeding $21,040,000 (sec. 2001(c)(2)).

5 Prior to 1976, separate tax rate schedules applied to the gift tax and the estate tax.

® Thus, if a taxpayer has made cumulative taxable transfers exceeding $21,040,000, his or
her average transfer tax rate will be 55 percent under present law.
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The unified credit originally was enacted in the Tax Reform Act of 1976. As enacted, the
credit was phased in over five years to a level that effectively exempted $175,625 of taxable transfers
from the estate and gift tax in 1981 (i.e., a unified credit of $47,000). The Economic Recovery Tax
Act of 1981 increased the amount of the unified credit each year between 1982 and 1987, from an
effective exemption of $225,000 in 1982 to an effective exemption of $600,000 in 1987. The unified
credit has not been increased since 1987.

Special luation of f. { other closelv-held busi

Generally, for Federal transfer tax purposes, the value of property is its fair market value.
Under section 2032A, an executor may elect for estate tax purposes to value certain "qualified real
property" used in farming or another qualifying closely-held trade or business at its current use value,

rather than its highest and best use value. The maximum reduction in the value of such real property
resulting from an election under section 2032A is $750,000.

If, after the special use valuation election is made, the heir who acquired the real property
ceases to use it in its qualified use within 10 years (15 years for individuals dying before 1982) of the
decedent's death, an additional estate tax is imposed in order to "recapture” the benefit of the special
use valuation.

. Conservation easements

A deduction is allowed for estate and gift tax purposes for a contribution of a qualified real
_property interest to a charity (or other qualified organization) exclusively for conservation purposes
(secs. 2055(f), 2522(d)). For this purpose, a qualified real property interest means the entire interest
of the transferor in real property (other than certain mineral interests), a remainder interest in real
property, or a perpetual restriction on the use of real property (sec. 170(h)). A "conservation
purpose" is (1) preservation of land for outdoor recreation by, or the education of, the general public,
(2) preservation of natural habitat, (3) preservation of open space for scenic enjoyment of the general
public or pursuant to a governmental conservation policy, and (4) preservation of historically
important land or certified historic structures. Also, a contribution will be treated as "exclusively for
conservation purposes" only if the conservation purpose is protected in perpetuity.’

The proposal would provide that an executor may elect to exclude from the estate tax 50
percent of the value of any land subject to a qualified conservation easement that meets the following

7 A member of the transferor's family would include: (1) his or her ancestors; (2) his or
her spouse; (3) a lineal descendant of the decedent, the decedent’s spouse or the decedent's
parents; and (4) the spouse of any of the foregoing lineal descendants.
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requirements: (1) the land must be located within 25 miles of a metropolitan area (as defined by the
Office of Management and Budget) or a national park or wilderness area; (2) the land must have been
owned by the decedent or a member of the decedent's family at all times during the three-year period
ending on the date of the decedent's death; and (3) a qualified conservation contribution (within the
meaning of section 170(h)) of a qualified real property interest (as generally defined in section

- 170(h)(2)(C)) had been granted by the transferor or a member of his or her family. The basis of such
land acquired at death would be a carryover basis (i.e., the basis would not be stepped-up to its fair
market value at death). For purposes of the proposal, preservation of a historically important land
area or a certified historic structure would not qualify as a conservation purpose. Debt-financed
property would not be eligible for the exclusion.

The exclusion from estate taxes would not extend to the value of any development rights
retained by the decedent or donor, although payment for estate taxes on retained development rights
may be deferred for up to two years. For this purpose, retained development rights would be any
rights retained to establish or use any structure (and the land immediately surrounding it) for sale, rent
or any other commercial purpose, which is not subordinate to and directly supportive of (1) the
conservation purpose identified in the easement, or (2) the activity of farming, forestry, ranching,
horticulture, viticulture, or recreation, whether or not for profit, conducted on the land subject to the
easement.

Maximum_b_engm_allo_w_ei

The 50-percent exclusion from estate taxes for land subject to a qualified conservation
easement (described above) could only be taken to the extent that the value of such land, plus the
value of qualified family-owned business interests that qualify for the reduction in estate taxes
(described in Part A., above), does not exceed $5 million. The executor of an estate holding land
subject to a qualified conservation easement and/or qualified family-owned business interests would
be required to designate which of the two benefits was being claimed with respect to each property
on which a benefit is claimed. To the extent that the aggregate value of such property exceeds $5
million, such excess would be taxed at the regular estate tax rates.

The proposal would amend the special-use valuation rules of present-law section 2032A in
two respects. First, the granting of a qualified conservation easement (as defined above) would not
be treated as a disposition triggering the recapture provisions of section 2032A. In addition, the
proposal would provide that the existence of a qualified conservation easement would not prevent
such property from subsequently qualifying for special-use valuation treatment under section 2032A.

Effective Date

The proposal would apply to decedents dying after December 31, 1995.
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D. Modification of Generation-Skipping Transfer Tax for
Transfers to Individuals with Deceased Parents

Present Law

- A generation-skipping transfer tax ("GST" tax) generally is imposed on transfers, either
directly or through a trust or similar arrangement, to a skip person (i.e., a beneficiary in more than
one generation below that of the transferor). Transfers subject to the GST tax include direct skips,
taxable terminations and taxable distributions. For this purpose, a direct skip is any transfer subject
to estate or gift tax of an interest in property to a skip person (sec. 2612(c)(1)). A taxable termination
is a termination (by death, lapse of time, release of power, or otherwise) of an interest in property
held in trust unless, immediately after such termination, a non-skip person has an interest in the
property, or unless at no time after the termination may a distribution (including a distribution upon
termination) be made from the trust to a skip person (sec. 2612(a)). A taxable distribution is a
distribution from a trust to a skip person (other than a taxable termination or a direct skip)(sec.
2612(b)).

Direct skips are subject to less GST tax than taxable terminations and distributions since the
GST tax on direct skips is paid by the transferor (sec. 2603(a)(3)) and, therefore, the tax base for a
direct skip is tax exclusive (like the Federal gift tax), while the GST tax on taxable terminations and
distributions is paid by the trust or beneficiary (secs. 2603(a)(1) & (2)) and, therefore, the tax base
on taxable terminations and distributions is tax inclusive (like the Federal estate tax).

Under the "predeceased parent exception”, a direct skip transfer to a transferor's grandchild
- is not subject to the GST tax if the child of the transferor who was the grandchild's parent is deceased
..at:the time of the transfer (sec. 2612(c)(2)). This "predeceased parent exception" to the GST tax is
‘not applicable to (1) transfers to collateral heirs (e.g., grandnieces or grandnephews), or (2) taxable
terminations or taxable distributions.

Description of Proposal

The proposal would extend the predeceased parent exception to transfers to collateral heirs,
provided that the decedent has no living lineal descendants at the time of the transfer. For example,
the exception would apply to a transfer made by an individual (with no living lineal heirs) to a
grandniece where the transferor's nephew or niece who is the parent of the grandniece is deceased
at the time of the transfer.

In addition, the proposal would extend the predeceased parent exception (as modified by the
change in the preceding paragraph) to taxable terminations and taxable distributions, provided that
the parent of the relevant beneficiary was dead at the earliest time that the transfer (from which the
beneficiary's interest in the property was established) was subject to estate or gift tax. For example,
where a trust was established to pay an annuity to a charity for a term for years with a remainder
interest granted to a grandson, the termination of the term for years would not be a taxable
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termination subject to the GST tax if the grandson's parent (who is the son or daughter of the
transferor) was deceased at the time the trust was created and the transfer creating the trust was
subject to estate or gift tax.

Effective Date

The proposal would be effective for generation skipping transfers occurring after December
31, 1994.
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E. Estate Tax Recapture From Cash Leases of Specially-Valued Property

Present Law

A Federal estate tax is imposed on the value of property passing at death. Generally, such
property is included in the decedent's estate at its fair market value. Under section 2032A, the
executor may elect to value certain "qualified real property" used in farming or other qualifying trade
or business at its current use value rather than its highest and best use. If, after the special-use
valuation election is made, the heir who acquired the real property ceases to use it in its qualified use
within 10 years (15 years for individuals dying before 1982) of the decedent's death, an additional
estate tax is imposed in order to "recapture” the benefit of the special-use valuation (sec. 2032A(c)).

Some courts have held that cash rental of specially-valued property after the death of the
decedent is not a qualified use and, therefore, results in the imposition of the additional estate tax
under section 2032A(c). See Martin v. Commissioner, 783 F.2d 81 (7th Cir. 1986) (cash lease to
unrelated party); Williamson v, Commissioner, 93 T.C. 242 (1989), affd, 974 F.2d 1525 (9th Cir.

1992) (cash lease to family member); Fisher v. Commissioner, 65 T.C.M. 2284 (1993) (cash lease
to family member).

With respect to a decedent's surviving spouse, a special rule provides that the surviving spouse
will not be treated as failing to use the property in a qualified use solely because the spouse rents the
property to a member of the spouse's family on a net cash basis. (sec. 2032A(b)(5)). Under section
2032A, members of an individual's family include (1) the individual's spouse, (2) the individual's
ancestors, (3) lineal descendants of the individual, of the individual's spouse, or of the individual's
parents, and (4) the spouses of any such lineal descendants.

D _— {P I

The proposal would provide that the cash lease of specially-valued real property by a lineal
descendant of the decedent to a member of the lineal descendant's family, who continues to operate
the farm or closely held business, would not cause the qualified use of such property to cease for
purposes of imposing the additional estate tax under section 2032A(c). No inference would be
intended as to whether the cash lease of specially-valued real property is a qualified use of such
property under present law.

Effective Date

The proposal would be effective for cash rentals with respect to decedents dying after

December 31, 1994,
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V. EXPIRING TAX PROVISIONS
A. Provisions Extended Through February 28, 1997

1. Work opportunity tax credit

General rules

- Prior to January 1, 1995, the targeted jobs tax credit was available on an elective basis for
employers hiring individuals from one or more of nine targeted groups. The credit generally was
equal to 40 percent of qualified first-year wages. Qualified first-year wages consisted of wages
attributable to service rendered by a member of a targeted group during the one-year period
beginning with the day the individual began work for the employer. For a vocational rehabilitation
referral, however, the period began the day the individual began work for the employer on or after
the beginning of the individual's vocational rehabilitation plan.

No more than $6,000 of wages during the first year of employment were permitted to be
taken into account with respect to any individual. Thus, the maximum credit per individual was

$2,400.

With respect to economically disadvantaged summer youth employees, the credit was
equal to 40 percent of up to $3,000 of qualified first-year wages, for a maximum credit of $1,200.

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

Certification of members of ,

In general, an individual was not treated as a member of a targeted group unless
certification that the individual was a member of such a group was received or requested in
writing by the employer from the designated local agency on or before the day on which the
individual began work for the employer. In the case of a certification of an economically
disadvantaged youth participating in a cooperative education program, this requirement was
satisfied if the certification was requested or received from the participating school on or before
the day on which the individual began work for the employer. The "designated local agency" was
the State employment security agency.

If a certification was incorrect because it was based on false information provided as to the
employee's membership in a targeted group, the certification was revoked. Wages paid after the
revocation notice was received by the employer were not treated as qualified wages.
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The U.S. Employment Service, in consultation with the Internal Revenue Service, was
directed to take whatever steps necessary to keep employers informed of the availability of the
credit.

T | ligible for o i

The nine groups eligible for the credit were either recipients of payments under means-
tested transfer programs, economically disadvantaged (as measured by family income), or disabled
individuals.

(1) Vocational rehabilitation referral

Vocational rehabilitation referrals were those individuals who had a physical or mental
disability that constituted a substantial handicap to employment and who had been referred to the
employer while receiving, or after completing, vocational rehabilitation services under an
individualized, written rehabilitation plan under a State plan approved under the Rehabilitation
Act of 1973, or under a rehabilitation plan for veterans carried out under Chapter 31 of Title 38,
U.S. Code. Certification was provided by the designated local employment agency upon
assurances from the vocational rehabilitation agency that the employee had met the above
conditions.

(2) Economically disadvantaged youths

..Economically disadvantaged youths were individuals certified by the designated local
employment agency as (1) members of economically disadvantaged families and (2) at least age
18 but not age 23 on the date they were hired by the employer. An individual was determined to
be a member of an economically disadvantaged family if, during the six months immediately
preceding the earlier of the month in which the determination occurred or the month in which the
hiring date occurred, the individual's family income was, on an annual basis, not more than 70
percent of the Bureau of Labor Statistics' lower living standard. A determination that an individual
was a member of an economically disadvantaged family was valid for 45 days from the date on
which the determination was made.

Except as otherwise noted below, a determination of whether an individual was a member
of an economically disadvantaged family was made on the same basis and was subject to the same
45-day limitation, where required in connection with the four other targeted groups that excluded
individuals who were not economically disadvantaged.

(3) Economically disadvantaged Vietnam-era veferans
The third targeted group was Vietnam-era veterans certified by the designated local

employment agency as members of economically disadvantaged families. For these purposes, a
Vietnam-era veteran was an individual who had served on active duty (other than for training) in
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the Armed Forces for more than 180 days, or who had been discharged or released from active
duty in the Armed Forces for a service-connected disability, but in either case, the active duty
must have taken place after August 4, 1964, and before May 8, 1975. However, any individual
who had served for a period of more than 90 days during which the individual was on active duty
(other than for training) was not an eligible employee if any of this active duty occurred during the
60-day period ending on the date the individual was hired by the employer. This latter rule was
intended to prevent employers who hired current members of the armed services (or those
departed from service within the last 60-days) from receiving the credit.

(4) SSlrecipients

The fourth targeted group was individuals receiving either Supplemental Security Income
("SSI") under Title XVI of the Social Security Act or State supplements described in section 1616
of that Act or section 212 of P.L. 93-66. To be an eligible employee, the individual must have
received SSI payments during at least a one-month period ending during the 60-day period that
ended on the date the individual was hired by the employer. The designated local agency was to
issue the certification after a determination by the agency making the payments that these
conditions had been fulfilled. '

(&) anmlasmmgc_mmm

General assistance recipients were individuals who received general assistance for a period
of not less than 30 days if that period ended within the 60-day period ending on the date the
individual was hired by the employer. General assistance programs were State and local programs
that provided individuals with money payments, vouchers, or scrip based on need. These
programs were referred to by a wide variety of names, including home relief, poor relief,
temporary relief, and direct relief. Because of the wide variety of such programs, Congress
provided that a recipient was an eligible employee only after the program had been designated by
the Secretary of the Treasury as a program that provided money payments, vouchers, or scrip to
needy individuals. Certification was performed by the designated local agency.

(6) Economically disadvantaged former convicts

The sixth targeted group included any individual who was certified by the designated local
employment agency as (1) having at some time been convicted of a felony under State or Federal
law, (2) being a member of an economically disadvantaged family, and (3) having been hired
within five years of the later of release from prison or date of conviction.

7 E ically disad I e educati I

The seventh targeted group was youths who (1) actively participated in qualified
cooperative education programs, (2) had attained age 16 but had not attained age 20, (3) had not
graduated from high school or vocational school, and (4) were members of economically
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disadvantaged families. The definitions of a qualified cooperative education program and a
qualified school were similar to those used in the Vocational Education Act of 1963. Thus, a
qualified cooperative education program meant a program of vocational education for individuals
who, through written cooperative arrangements between a qualified school and one or more
employers, received instruction, including required academic instruction, by alternation of study in
school with a job in any occupational field, but only if these two experiences were planned and
supervised by the school and the employer so that each experience contributed to the student's
education and employability.

For this purpose, a qualified school was (1) a specialized high school used exclusively or
principally for the provision of vocational education to individuals who were available for study in
preparation for entering the labor market, (2) the department of a high school used exclusively or
principally for providing vocational education to individuals who were available for study in
preparation for entering the labor market, or (3) a technical or vocational school used exclusively
or principally for the provision of vocational education to individuals who had completed or left
high school and who were available for study in preparation for entering the labor market. In
order for a nonpublic school to be a qualified school, it must have been exempt from income tax
under section 501(a) of the Code.

The certification was performed by the school participating in the cooperative education
program. After initial certification, an individual remained a member of the targeted group only
while meeting the program participation, age, and degree status requirements of (a), (b), and (c),
above.

; (8) AEDC recipients

The eighth targeted group included any individual Who was certified by the designated
local employment agency as being eligible for Aid to Families with Dependent Children ("AFDC")
and as having continually received such aid during the 90 days before being hired by the employer.

(9) Economically disadvantaged summer youth employees

The ninth targeted group included youths who performed services during any 90-day
period between May 1 and September 15 of a given year and who were certified by the designated
local agency as (1) being 16 or 17 years of age on the hiring date and (2) a member of an
economically disadvantaged family. A youth must not have been an employee of the employer
prior to that 90-day period. With respect to any particular employer, an employee could qualify
only one time for this summer youth credit. If, after the end of the 90-day period, the employer
continued to employ a youth who was certified during the 90-day period as a member of another
targeted group, the limit on qualified first-year wages took into account wages paid to the youth
while a qualified summer youth employee.
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Definition of

In general, wages eligible for the credit were defined by reference to the definition of
wages under the Federal Unemployment Tax Act (FUTA). Because wages paid to economically
disadvantaged cooperative education students and to certain agricultural and railroad employees
were not FUTA wages, special rules were provided for these wages.

Wages were taken into account for purposes of the credit only if more than one-half of the
wages paid during the taxable year to an employee were for services in the employer's business.
The test as to whether more than one-half of an employee's wages were for services in a business
was applied to each separate employer in a controlled group.

Other rules

In order to prevent taxpayers from eliminating all tax liability by reason of the credit, the
amount of the credit could not exceed 90 percent of the taxpayer's income tax liability.
Furthermore, the credit was allowed only after certain other nonrefundable credits had been taken.
If, after applying these other credits, 90 percent of an employer's remaining tax liability for the
year was less than the targeted jobs tax credit, the excess credit could be carried back three years
and carried forward 15 years. '

All-employees of all corporations in a controlled-group of corporations were treated as if
they were employed by one corporation for purposes of determining the years of employment and
the $6,000 wage limit. Generally, under the controlled group rules, the credit allowed the group
was the same as if the group were a single company. A comparable rule was provided in the case
of partnerships, sole proprietorships, and other trades or businesses (whether or not incorporated)
that were under common control.

No credit was available for the hiring of related individuals (primarily dependents or
owners of the taxpayer).

No credit was allowed for wages paid unless the eligible individual was either (1)
employed by the employer for at least 90 days (14 days in the case of economically disadvantaged
summer youth employees) or (2) had completed at least 120 hours (20 hours for summer youth)
of services performed for the employer.

Descrintion of Proposal
General rules

The proposal would replace the targeted jobs tax credit with the "work opportunity tax
credit.” The work opportunity tax credit would be available on an elective basis for employers
hiring individuals from one or more of six targeted groups. The credit generally would be
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available equal to 35 percent of qualified wages. Qualified wages would consist of wages earned
by a member of a targeted group during the one-year period beginning with the day the individual
begins work. For a vocational rehabilitation referral the period would begin on the day the
individual began work for the employer on or after the beginning of the individual's vocational
rehabilitation plan.

No more than $6,000 of wages during the first year of employment would be allowed for
the credit. Thus, the maximum credit per worker would be $2,100.

With respect to qualified summer youth employees, the maximum credit would be $1050.

Employers would have to reduce the deduction for wages paid by the amount of the
credit.

Certification of members of :

An individual would not be treated as a member of a targeted group unless: (1) on or
before the day the individual begins work, the employer received a written certification from the
designated local agency that the individual is a member of a specific targeted group, or (2) on or
before the day the individual is offered work, a pre-screening notice is completed by the employer.
The notice must be filed with the State agency within 14 days after the individual begins work.
The pre-screening notice would contain the information necessary to determine whether the
individual is a member of a targeted group.

If a certification is based on false information, the certification would be revoked. No
credit would be allowed on wages paid after receipt by the employer of the revocation notice.

A designated local agency that rejects a certification request would have to provide a
written explanation of that rejection.

T I ligible for the credi
(1) Famili - b welfare bencfi

An eligible recipient would be an individual certified as receiving cash welfare benefits
under a Federally funded program (AFDC or successor programs) for a period of at least nine
months part of which is during the 9-month period ending on the hiring date. For these purposes,
each member of the family receiving such assistance would be treated as receiving such assistance.
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(2) Qualified ex-felon

A qualified ex-felon would be an individual certified as: (1) having been convicted of a
felony under any State or Federal law; (2) being a member of a family which had an income during
the six months before the earlier of the date of determination or the hiring date which on an
annual basis is 70 percent or less of the Bureau of Labor Statistics lower living standard; and (3)
having a hiring date within one year of release from prison or date of conviction.

(3) High-risk-youth

A high-risk youth would be an individual certified as being at least 18 but not 25 on the
hiring date and as having a principal place of abode within an empowerment zone or enterprise
community. Qualified wages would not include wages paid or incurred for services performed
after the individual moves outside an empowerment zone or enterprise community.

(4) Vocational rehabilitati rerral

Vocational rehabilitation referrals would be those individuals who have physical or mental
disability that constitutes a substantial handicap to employment and who has been referred to the
employer while receiving, or after completing, vocational rehabilitation services under an
individualized, written rehabilitation plan under a Federally approved State plan. Certification
would be provided by the designated State employment agency after assurances from the
vocational rehabilitation agency that the employee has met the above conditions.

(5) Qualified summer youth employee

Qualified summer youth employees would be individuals: (1) who perform services during
any 90-day period between May 1 and September 15; (2) who are certified by the designated
State agency as being 16 or 17 years of age on the hiring date; (3) who have not been an
employee of that employer before; and (4) who are certified by the designated local agency as
having a principal place of abode within an empowerment zone or enterprise community. No
credit would be available on wages earned for service performed after the qualified summer youth
moves outside of an empowerment zone or enterprise community. If, after the end of the 90-day
period, the employer continued to employ a youth who was certified during the 90-day period as a
member of another targeted group, the limit on qualified first-year wages would take into account
wages paid to the youth while a qualified summer youth employee.

(6) Qualified Veterans
‘A qualified veteran would be a veteran who has been certified as receiving assistance

under: (1) a Federally funded program of cash welfare benefits (AFDC or successor program)
for a period of at least nine months part of which is during the 12-month period ending on the
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hiring date, or (2) the Food Stamp Program under the Food Stamp Act of 1977, for a period of at
least three months part of which is during the 12-month period ending on the hiring date.

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

Definition of L of] I

. In general, wages eligible for the credit would be defined by reference to the definition of
wages under the Federal Unemployment Tax Act ("FUTA"). Also, the other prior-law rules are
generally still applicable.

Mini I iod

No credit would be allowed for wages paid unless the eligible individual is employed by
_:the employer for at least 180 days (20 days in the case of a qualified summer youth employee) or
400 hours (120 hours in the case of a qualified summer youth employee).

Business awareness program
The Secretary of Labor would establish a program to encourége small businesses to work
with the designated local agencies to identify eligible individuals for inclusion in the credit

program. The Secretary and heads of other Federal agencies also would be directed to simplify
credit procedures to encourage participation.

Effective Date

The credit would be effective for wages paid or incurred to qualified individuals who begin
work on or after January 1, 1996, and before March 1, 1997.

2. Employer-provided educational assistance
Present and Prior Law
For taxable years beginning after December 31, 1994, an employee must include in income

and wages, for income and employment tax purposes, the value of educational assistance provided
by an employer to an employee, unless the cost of such assistance qualifies as a deductible job-
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related expense of the employee. Amounts expended for education qualify as deductible job-
related expenses if the education (1) maintains or improves skills required for the employee's
current job, or (2) meets the express requirements of the individual's employer that are imposed as
a condition of continued employment in the employee's current job (Treas. Reg. sec. 1.162-5(a)).
Such expenses (if not reimbursed by the employer) are deductible only to the extent that, when
aggregated with other miscellaneous itemized deductions, they exceed 2 percent of the taxpayer's
adjusted gross income. No deduction (or exclusion) is allowed for expenses incurred to qualify
for a new trade or business.

For taxable years beginning before January 1, 1995, an employee's gross income and
wages did not include amounts paid or incurred by the employer for educational assistance
provided to the employee if such amounts were paid or incurred pursuant to an educational
assistance program that met certain requirements. This exclusion, which expired for taxable years
beginning after December 31, 1994, was limited to $5,250 of educational assistance with respect
to an individual during a calendar year. The exclusion applied whether or not the education was
job related.

Description of Proposal

The proposal would extend the exclusion for educational assistance for taxable years
beginning after December 31, 1994, and before January 1, 1998. In the case of a taxable year
beginning in 1997, the maximum amount that could be excluded would be one-sixth of $5,250 or
$875, and only amounts paid by the employer before March 1, 1997, would be taken into
account.

Effective Date

The proposal would be effective with respect to taxable years beginning after December
31, 1994, and before January 1, 1998.

3. Research and experimentation tax credit
Present and Prior Law
General rule

Prior to July 1, 1995, section 41 of the Internal Revenue Code provided for a research tax
credit equal to 20 percent of the amount by which a taxpayer's qualified research expenditures for
a taxable year exceeded its base amount for that year. The research tax credit expired and does
not apply to amounts paid or incurred after June 30, 1995.
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A 20-percent research tax credit also applied to the excess of (1) 100 percent of corporate
cash expenditures (including grants or contributions) paid for basic research conducted by
universities (and certain nonprofit scientific research organizations) gver
(2) the sum of (a) the greater of two minimum basic research floors plus (b) an amount reflecting
any decrease in nonresearch giving to universities by the corporation as compared to such giving
during a fixed-base period, as adjusted for inflation. This separate credit computation is
commonly referred to as the "university basic research credit” (see sec. 41(e)).

C tion of aliowable credi

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

.percentage of 3 percent.'

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

To prevent artificial increases in research expenditures by shifting expenditures among
.commonly controlled or otherwise related entities, research expenditures and gross receipts of the
taxpayer are aggregated with research expenditures and gross receipts of certain related persons
for purposes of computing any allowable credit (sec. 41(f)(1)). Special rules apply for computing
the credit when a major portion of a business changes hands, under which qualified research
expenditures and gross receipts for periods prior to the change or ownership of a trade or

! The Omnibus Budget Reconciliation Act of 1993 included a special rule designed to
gradually recompute a start-up firm's fixed-base percentage based on its actual research
experience. Under this special rule, a start-up firm (i.e., any taxpayer that did not have gross
receipts in at least three years during the 1984-1988 period) will be assigned a fixed-base
percentage of 3 percent for each of its first five taxable years after 1993 in which it incurs
qualified research expenditures. In the event that the research credit is extended beyond the
scheduled June 30, 1995 expiration date, a start-up firm's fixed-base percentage for its sixth
through tenth taxable years after 1993 in which it incurs qualified research expenditures will be a
phased-in ratio based on its actual research experience. For all subsequent taxable years, the
taxpayer's fixed-base percentage will be its actual ratio of qualified research expenditures to gross
receipts for any five years selected by the taxpayer from its fifth through tenth taxable years after

1993 (sec. 41(c)(3)(B)).
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business are treated as transferred with the trade or business that gave rise to those expenditures
and receipts for purposes of recomputing a taxpayer's fixed-base percentage (sec. 41(f)(3)).

Eligible. i

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

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

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

Relati teducti

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

The research tax credit (including the university basic research credit) would be extended
for the period July 1, 1995, through February 28, 1997.

In addition, the proposal would expand the definition of "start-up firms" under section
41(c)(3)(B)(i) to include any firm if the first taxable year in which such firm had both gross
receipts and qualified research expenses began after 1983.

Effective Date

The proposal would be effective for expenditures paid or incurred during the period July
1, 1995, through February 28, 1997.

4. Exclusion for employer-provided group legal services; tax exemption for qualified
group legal services organizations

Prior Law

Under prior law, employees were not subject to income or employment tax on amounts

--contributed by an employer to a qualified group legal services plan. The exclusion did not apply to
vthe extent that the value of insurance against legal costs incurred by the individual (or spouse or

dependents) provided under the plan exceeded $70. The exclusion for group legal services
benefits expired after June 30, 1992.

In addition, prior law provided tax-exempt status for an organization the exclusive function

‘of which was to provide legal services or indemnification against the cost of legal services

provided through a qualified group legal services plan. The tax exemption for such an
organization expired for taxable years beginning after June 30, 1992.

Description of Pronosal

The proposal would extend the exclusion from income for contributions to employer-
provided group legal services plans and the exemption from tax for certain group legal services
organizations from January 1, 1996, through February 28, 1997. The exclusion would be
available with respect to contributions to employer-provided group legal services plans through
February 28, 1997, but the limit on the value of insurance provided under the plan for taxable
years beginning in 1997 would be one-sixth of $70 or $12.

Effective Date

The proposal would be effective for taxable years beginning after December 31, 1995, and
before February 28, 1997.

74



5. Orphan drug tax credit
Present and Prior Law

Prior to January 1, 1995, a 50-percent nonrefundable tax credit was allowed for qualified
clinical testing expenses incurred in testing of certain drugs for rare diseases or conditions,
generally referred to as "orphan drugs.” Qualified testing expenses are costs incurred to test an
orphan drug after the drug has been approved for human testing by the Food and Drug
Administration (FDA) but before the drug has been approved for sale by the FDA. A rare disease
or condition is defined as one that (1) affects less than 200,000 persons in the United States or (2)
affects more than 200,000 persons, but for which there is no reasonable expectation that
businesses could recoup the costs of developing a drug for it from U.S. sales of the drug. These
rare diseases and conditions include Huntington's disease, myoclonus, ALS (Lou Gehrig's
disease), Tourette's syndrome, and Duchenne's dystrophy (a form of muscular dystrophy).

Under prior law, the orphan drug tax credit could be claimed by a taxpayer only to the extent
that its regular tax liability for the year the credit was earned exceeded its tentative minimum tax
for that year, after regular tax was reduced by nonrefundable personal credits and the foreign tax
credit.? Unused credits could not be carried back or carried forward to reduce taxes in other
years.

The orphan drug tax credit expired after December 31, 1994.
Descrinti {p i

The orphan drug tax credit would be extended for the period January 1, 1995, through
February 28, 1997. '

In addition, taxpayers would be allowed to carry back unused credits to three years preceding
the year the credit was earned and to carry forward unused credits to 15 years following the year
the credit was earned. '

Effective Date

The proposal would be effective for qualified clinical testing expenses incurred during the
period January 1, 1995, through February 28, 1997. Credits.could not be carried back to a
taxable year beginning before January 1, 1995.

? To the extent that the orphan drug tax credit could not be used by reason of the
minimum tax limitation, the taxpayer's minimum tax credit was increased (sec. 53(d)(1)(B)(iii)).
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6. Contributions of appreciated stock to private foundations
Present and Prior Law

In computing taxable income, a taxpayer who itemizes deductions generally is allowed to
deduct the fair market value of property contributed to a charitable organization.” However, in
the case of a charitable contribution of short-term gain, inventory, or other ordinary income
property, the amount of the deduction generally is limited to the taxpayer's basis in the property.
In the case of a charitable contribution of tangible personal property, the deduction is limited to
the taxpayer's basis in such property if the use by the recipient charitable organization is unrelated
to the organization's tax-exempt purpose.*

In cases involving contributions to a private foundation (other than certain private operating
foundations), the amount of the deduction is limited to the taxpayer's basis in the property.
However, under a special rule contained in section 170(e)(5), taxpayers were allowed a deduction
equal to the fair market value of "qualified appreciated stock" contributed to a private foundation
prior to January 1, 1995. Qualified appreciated stock was defined as publicly traded stock which
is capital gain property. The fair-market-value deduction for qualified appreciated stock
donations applied only to the extent that total donations made by the donor to private foundations
of stock in a particular corporation did not exceed 10 percent of the outstanding stock of that
corporation. For this purpose, an individual was treated as making all contributions that were

-made by any member of the individual's family. This special rule contained in section 170(e)(5)

expired after December 31, 1994.
Description of P |

The special rule contained in section 170(e)(5) for contributions of qualified appreciated
stock made to private foundations would be extended for contributions made during the period
January 1, 1995, through February 28, 1997.

¥ The amount of the deduction allowable for a taxable year with respect to a charitable
contribution may be reduced depending on the type of property contributed, the type of charitable
organization to which the property is contributed, and the income of the taxpayer (secs. 170(b)
and 170(e)).

4 As part of the Omnibus Budget Reconciliation Act of 1993, Congress eliminated the
treatment of contributions of appreciated property (real, personal, and intangible) as a tax
preference for alternative minimum tax (AMT) purposes. Thus, if a taxpayer makes a gift to
charity of property (other than short-term gain, inventory, or other ordinary income property, or
gifts to private foundations) that is real property, intangible property, or tangible personal
property the use of which is related to the donee's tax-exempt purpose, the taxpayer is allowed to
claim the same fair-market-value deduction for both regular tax and AMT purposes (subject to
present-law percentage limitations).
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Effective Date

The broposal would be effective for contributions of qualified appreciated stock to private
foundations made during the period January 1, 1995, through February 28, 1997.

7. Transportation fuels tax exemption for fuel used in commercial aviation

Present law

A 4.3-cents-per-gallon deficit reduction excise tax is imposed on fuel used in most
transportation modes. Fuels subject to the tax include gasoline (including gasoline blended with
alcohol, ""gasohol"), diesel fuel, special motor fuels, propane, compressed natural gas, aviation
fuels (jet fuel and gasoline), and any other motor fuel used in shipping in the inland waterway
system. Fuel consumed before October 1, 1995, in commercial aviation, defined as the air
transportation of persons or property for hire, was exempt from this tax. Revenues from this
transportation fuels tax are deposited in the General Fund of the Treasury.

Description of Proposal

The present exemption for commercial aviation fuels would be extended for through
February 28, 1997. Thereafter, the full 4.3-cents-per-gallon tax would be imposed.

Effective Date
The proposal generally would be effective after September 30, 1995.

Under present law, this excise tax is imposed on transactions occurring after September 30,
1995, and the floor stocks tax imposed by the Omnibus Budget Reconciliation Act of 1993 was
imposed on October 1, 1995. Therefore, the proposal would provide refunds to commercial
aviation users for any such taxes paid before its enactment upon adequate documentation that tax-
paid fuel was purchased. A further expression of the Committee's desire that the Internal
Revenue Service consider waiving the semimonthly deposit requirements for this tax during the
period beginning on October 1, 1995, and ending on the date on which 1995 budget reconciliation
process is completed would be included in the legislative history accompanying the proposal.

Appropriate floor stocks taxes would be imposed on March 1, 1997.
8. Suspend imposition of diesel fuel tax on motorboats

Present Law

An excise tax totaling 24.4 cents per gallon is imposed on diesel fuel. The Omnibus Budget
Reconciliation Act of 1993 extended this tax to diesel fuel used in recreational motorboats,
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effective through December 31, 1999. The tax on diesel fuel used in motorboats was enacted as a
revenue offset for repeal of the luxury excise tax on certain boats.

The diesel fuel tax is imposed on removal of the fuel from a registered terminal facility (i.e.,
at the "terminal rack"). Present law provides that tax is imposed on all diesel fuel removed from
terminal facilities unless the fuel is destined for a nontaxable use and is indelibly dyed pursuant to
Treasury Department regulations. If fuel on which tax is paid at the terminal rack (i.e., undyed
diesel fuel) ultimately is used in a nontaxable use, a refund is allowed. Depending on the
aggregate amount of tax to be refunded, this refund may be claimed either by a direct ﬁhng with
the Internal Revenue Service or as a credit against income tax.

Dyed diesel fuel (fuel on which no tax is paid) may not be used in a taxable use. Present law
imposes a penalty equal to the greater of $10 per gallon of $l 000 on persons found to be
violating this prohibition.

Descriotion of Proposal

No tax would be imposed on diesel fuel used in recreational motorboats during the period
January 1, 1996, through February 28, 1997.

This exemption would temporarily address current supply problems. In an attempt to find a
permanent solution that protects tax collection and avoids supply disruptions, the legislative
history accompanying in the proposal would request the Treasury Department to study possible
alternatives to the current collection regime for motorboat diesel fuel that would provide
comparable compliance with the law, and to report to the Committee on Ways and Means and the
Committee on Finance no later than June 30, 1996.

Effective Date

The proposal would be effective after December 31, 1995.
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B. Extend Expired Ethanol Blender Refund Provision

Present Law

A 54-cents-per-gallon blender income tax credit is provided for ethanol used as a motor fuel.
This credit applies to ethanol which is blended with gasoline ("gasohol").

Gasoline is subject to an 18.4-cents-per-gallon excise tax. As an alternative to claiming the
income tax credit gasohol bienders may claim the benefit of the ethanol income tax credit against
their gasoline excise tax liability. The benefit may be claimed against excise tax liability in either
of two ways: (1) by purchasing gasoline destined for blending with ethanol at a reduced excise
tax rate, or (2) before October 1, 1995, by claiming expedited refunds of excise tax paid on
gasoline purchased at the full 18.4-cents-per-gallon rate after that gasoline is blended with
ethanol. In general, the gasoline (including gasohol) excise tax provisions associated with the
Highway Trust Fund expire after September 30, 1999.

Description of Proposal

The proposal would conform the expiration date for the excise tax expedited refund
provision for gasohol blenders that expired after September 30, 1995, to that for gasoline tax
provisions generally. - Thus, these refunds would be permitted through September 30,-1999.

For refund claims that could have been filed during the period beginning on October 8, 1995
and ending on the date of enactment, but for expiration of the refund provision after September

30, 1995, interest would accrue from the date which is the later of (1) November 1, 1995, or (2)
20 days after the claim could have been filed under the law as in effect on September 30, 1995.

Effective Date

The proposal would be effective on enactment.
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C. Exempt Alaska from Diesel Dyeing Requirement While Alaska is Exempt From
Similar Clean Air Act Dyeing

Present Law

An excise tax totaling 24.4 cents per gallon is imposed on diesel fuel. In the case of fuel
used in highway transportation, 20 cents per gallon is dedicated to the Highway Trust Fund.
Revenues equal to 0.1 cent per gallon of the diesel fuel tax are dedicated to the Leaking
Underground Storage Trust Fund. The remaining portion of this tax is imposed on transportation
generally and is retained in the General Fund.

The diesel fuel tax is imposed on removal of the fuel from a pipeline or barge terminal
facility (i.e., at the "terminal rack"). Present law provides that tax is imposed on all diesel fuel
removed from terminal facilities unless the fuel is destined for a nontaxable use and is indelibly
dyed pursuant to Treasury Department regulations.

In general, the diesel fuel tax does not apply to non-transportation uses of the fuel. Off-
highway business uses are included within this non-transportation use exemption. This exemption
includes use on a farm for farming purposes and as fuel powering off-highway equipment (e.g., oil
drilling.equipment). Use as heating oil also is exempt. (Most fuel commonly referred to as
heating oil is diesel fuel.) The tax also does not apply to fuel used by State and local
governments, to exported fuels, and to fuel used in commercial shipping. Fuel used by intercity
buses and trains is partially exempt from the diesel fuel tax. '

A similar dyeing regime exists for diesel fuel under the Clean Air Act. That Act prohibits
the use.on highways of diesel fuel with a sulphur content exceeding prescribed levels. This "high
sulphur” diesel fuel is required to be dyed by the EPA. The State of Alaska generally was
exempted from the Clean Air Act, but not the excise tax, dyeing regime for three years.

Descrintion of Proposal

Diesel fuel sold in the State of Alaska would be exempt from the diesel dyeing
requirement during the period when that State is exempt from the Clean Air Act dyeing
requirements. Thus, dyed diesel fuel could be used in taxable uses without penalties being
imposed (subject to a certification procedure to be established by the Treasury Department).

Effective Date

The proposal would be effective as if included in the Omnibus Budget Reconciliation Act
of 1993.
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D. Tax Credit for Producing Fuel From a Nonconventional Source

Present Law

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

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

In general, the credit is available only with respect to fuels produced from wells drilled or
facilities placed in service after December 31, 1979, and before January 1, 1993. An exception
extends the January 1, 1993, expiration date for facilities producing gas from biomass and
synthetic fuel from coal if the facility producing the fuel is place in service before January 1, 1997,
pursuant to a binding written contract in effect before January 1, 1996.

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

Description of Proposal

The placed-in-service (and binding contract) dates for facilities producing synthetic fuels
from coal and gas from biomass would be extended for one year. The present sunset on
production qualifying for the credit would not be changed. Under the proposal, fuel produced
from a facility placed in service before January 1, 1998, pursuant to a binding contract entered
into before January 1, 1997, would be eligible for the tax credit if produced before January 1,
2008.

Effective Date

The proposal would be effective upon enactment.
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E. Superfund and Oil Spill Liability Taxes
1. Extend Superfund excise taxes and corporate environmental income tax

Present Law

Four different Superfund taxes are imposed under present law. These are:

(1) An excise tax on petroleum, imposed at a rate of 9.7 cents per barrel, on domestic or
imported crude oil or refined products;

(2) An excise tax on listed hazardous chemicals, imposed at a rate that varies from $0.22
to $4.87 per ton;

(3) An excise tax on imported substances that use as materials in their manufacture or
production one or more of the hazardous chemicals subject to the excise tax described in (2),
above;

(4) A corporate environmental income tax equal to 0.12 percent of the amount of
modified alternative minimum taxable income of a corporation that exceeds $2 million.

Modified alternative minimum taxable income is defined as a corporation'’s alternative
minimum taxable income, but determined without regard to the alternative tax net operating loss
deduction and the deduction for the corporate environmental income tax (sec. S9A).

Amounts equivalent to the revenues from these taxes are dedicated to the Hazardous
Substance Superfund Trust Fund ("Superfund Trust Fund"), established in the Trust Fund Code
of the Internal Revenue Code. Amounts in the Superfund Trust Fund generally are available for
expenditures incurred in connection with releases or threats of releases of hazardous substances
into the environment under specified provisions of the Comprehensive Environmental Response,
Compensation, and Liability Act of 1980 (as amended).

The Superfund taxes are scheduled to expire after December 31, 1995. However, the
taxes would have terminated earlier if either (1) the obligated balance in the Superfund Trust Fund
exceeded $3.5 billion on December 31, 1994, and the Treasury Department estimated that the
unobligated balance would exceed $3.5 billion at the end of 1995 (assuming no Superfund taxes
had been imposed during 1995), or (2) the Treasury Department had estimated that more than
$11.97 billion of revenues from these taxes would have been credited into the Superfund Trust
Fund before January 1, 1996.
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Description of Proposal

The present-law Superfund excise taxes on petroleum, chemicals, and imported substances
would be extended through September 30, 2002. The corporate environmental income tax would
be extended through December 31, 1997.

The provisions terminating the Superfund taxes if either the unobligated balance in the
Superfund exceeds $3.5 billion before a specified date or if aggregate tax collections exceed
$11.97 billion would be repealed.

Effective Date
The proposal would be effective on enactment.
2. Extend QOil Spill Liability Trust Fund excise tax

Present Law

A 5-cents-per-barrel excise tax was imposed on crude oil received at United States
refineries and refined petroleum products imported into the United States before January 1, 1995.
Revenues from this tax were dedicated to the Oil Spill Liability Trust Fund ("Oil Spill Trust
Fund"). In addition to the January 1, 1995, expiration date, imposition of this tax was suspended
during any calendar quarter (before 1995) when the unobligated balance of the Qil Spill Trust
Fund, as of the close of the preceding quarter, exceeded $1 billion.

Descripti {p I
The 5-cents-per-barrel excise tax would be reimposed during the period January 1, 1996,
through September 30, 2002. The $1 billion unobligated balance limit on the Oil Spill Trust Fund
would be retained.
Effective Date

The proposal would be effective after December 31, 1995.
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F. Expatriation Tax Provisions

Present Law

a. Taxation of United States citizens, residents, and nonresidents

Individual i .
I ion of U.S. citizer { resid

In_general.—-A United States citizen generally is subject to the U.S. individual income tax
on his or her worldwide taxable income. All income earned by a U.S. citizen, from sources inside
and outside the United States, is taxable, whether or not the individual lives within the United
States. A non-U.S. citizen who resides in the United States generally is taxed in the same manner
as a U.S. citizen if the individual meets the definition of a "resident alien," described below.

The taxable income of a U.S. citizen or resident is equal to the taxpayer's total income less
certain exclusions, exemptions, and deductions. The appropriate tax rates are then applied to a
taxpayer's taxable income to determine his or her individual income tax liability. A taxpayer may
reduce his or her income tax liability by any applicable tax credits. When an individual disposes of
property, any gain or loss on the disposition is determined by reference to the taxpayer's cost basis
in-the property, regardless of whether the property was acquired during the period in which the

‘taxpayer was a citizen or resident of the United States.

If a U.S. citizen or resident earns income from sources outside the United States, and that
income is subject to foreign income taxes, the individual generally is permitted a foreign tax credit
against his or her U.S. income tax liability to the extent of foreign income taxes paid on that
income.® In addition, a United States citizen who lives and works in a foreign country generally
is permitted to exclude up to $70,000 of annual compensation from being subject to U.S. income
taxes, and is permitted an exclusion or deduction for certain housing expenses.®

Resident aliens.--In general, a non-U.S. citizen is considered a resident of the United
States if the individual (1) has entered the United States as a lawful permanent U.S. resident (the
"green card test"); or (2) is present in the United States for 31 or more days during the current
calendar year and has been present in the United States for a substantial period of time--183 or

5 See sections 901-907.
¢ Section 911.
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more days during a 3-year period weighted toward the present year (the "substantial presence
test").’ :

If an individual is present in the United States for fewer than 183 days during the calendar
year, and if the individual establishes that he or she has a closer connection with a foreign country
than with the United States and has a tax home in that country for the year, the individual
generally is not subject to U.S. tax as a resident on account of the substantial presence test. If an
individual is present for as many as 183 days during a calendar year, this closer connections/tax
home exception is not available. An alien who has an application pending to change his or her
status to permanent resident or who has taken other steps to apply for status as a lawful
permanent U.S. resident is not eligible for the closer connections/tax home exception.

For purposes of applying the substantial presence test, any days that an individual is
present as an "exempt individual” are not counted. Exempt individuals include certain foreign
government-related individuals, teachers, trainees, students, and professional athletes temporarily
in the United States to compete in charitable sports events. In addition, the substantial presence
test does not count days of presence of an individual who is physically unable to leave the United
States because of a medical condition that arose while he or she was present in the United States,
if the individual can establish to the satisfaction of the Secretary of the Treasury that he or she
qualifies for this special medical exception. '

In some circumstances, an individual who meets the definition-of a U.S. resident (as
described above) could also be defined as a resident of another country under the internal laws of
that country. In order to avoid the double taxation of such individuals, most income tax treaties
include a set of "tie-breaker" rules to determine the individual's country of residence for income
tax purposes. In general, a dual resident is deemed to be a resident of the country in which such
person has a permanent home. If the individual has a permanent home available in both countries,
the individual's residence is deemed to be the country with which his or her personal and
economic relations are closer (i.e., the "center of vital interests.") If the country in which such
individual has his or her center of vital interests cannot be determined, or if such individual does
not have a permanent home available in either country, hé or she is deemed to be a resident of the
country in which he or she has an habitual abode. If the individual has an habitual abode in both
countries or in neither country, he or she is deemed to be a resident of the country of which he or
she is a citizen. If each country considers the person to be its citizen or if he or she is a citizen of
neither country, the competent authorities of the countries are to settle the question of residence
by mutual agreement.

” The definitions of resident and nonresident aliens are set forth in section 7701(b). The
substantial presence test will compare 183 days to the sum of (1) the days present during the
current calendar year, (2) one-third of the days present during the preceding calendar year, and
(3) one-sixth of the days present during the second preceding calendar year. Presence for 122
days (or more) per year over the 3-year period would constitute substantial presence under the
test.
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I ion of id i

Non-U.S. citizens who do not meet the definition of "resident aliens" are considered to be
nonresident aliens for tax purposes. Nonresident aliens are subject to U.S. tax only to the extent
their income is from U.S. sources or is effectively connected with the conduct of a trade or
business within the United States. Bilateral income tax treaties may modify the U.S. taxation of a

nonresident alien.

A nonresident alien is taxed at regular graduated rates on net profits derived from a U.S.
business.® Nonresident aliens also are taxed at a flat rate of 30 percent on certain types of passive
income derived from U.S. sources, although a lower rate may be provided by treaty (e.g.,
dividends are frequently taxed at a reduced rate of 15 percent). Such passive income includes
interest, dividends, rents, salaries, wages, premiums, annuities, compensations, remunerations,
emoluments, and other fixed or determinable annual or periodical gains, profits and income.

There is no U.S. tax imposed, however, on interest earned by nonresident aliens with respect to
deposits with U.S. banks and certain types of portfolio debt investments.® Gains on the sale of
stocks or securities issued by U.S. persons generally are not taxable to a nonresident alien because
they are considered to be foreign source income.'®

Nonresident aliens are subject to U.S. income taxation on any gain recognized on the
disposition of an interest in U.S. real property.'" Such gains generally are subject to tax at the
same rates that apply to similar income received by U.S. persons. If a U.S. real property interest
is acquired from a foreign person, the purchaser generally is required to withhold 10-percent of
the.amount realized (gross sales price). Alternatively, either party may request that the Internal

8 Section 871.
% See sections 871(h) and 871(i)(3).
19" Section 865(a).

' Sections 897, 1445, 6039C, and 6652(f), known as the Foreign Investment in Real Property
Tax Act ("FIRPTA"). Under the FIRPTA provisions, tax is imposed on gains from the
disposition of an interest (other than an interest solely as a creditor) in real property (including an -
interest in a mine, well, or other natural deposit) located in the United States or the U.S. Virgin
Islands. Also included in the definition of a U.S. real property interest is any interest (other than
an interest solely as a creditor) in any domestic corporation unless the taxpayer establishes that
the corporation was not a U.S. real property holding corporation ("USRPHC") at any time during
the five-year period ending on the date of the disposition of the interest (sec. 897(c)(1)(A)(ii)). A
USRPHC is any corporation, the fair market value of whose U.S. real property interests equals or
exceeds 50 percent of the sum of the fair market values of (1) its U.S. real property interests, (2)
its interests in foreign real property, plus (3) any other of its assets which are used or held for use
in a trade or business (sec. 897(¢c)(2)).
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Revenue Service ("IRS") determine the transferor's maximum tax liability and issue a certificate
prescribing a reduced amount of withholding (not to exceed the transferor's maximum tax

liability)."
E | gif .

The United States imposes a gift tax on any transfer of property by gift made by a U.S.
citizen or resident,'* whether made directly or indirectly and whether made in trust or otherwise.
Nonresident aliens are subject to the gift tax with respect to transfers of tangible real or personal
property where the property is located in the United States at the time of the gift. No gift tax is

imposed, however, on gifts made by nonresident aliens of intangible property having a situs within
the United States (e.g., stocks and bonds)."

The United States also imposes an estate tax on the worldwide "gross estate” of any
person who was a citizen or resident of the United States at the time of death, .and on certain
property belonging to a nonresident of the United States that is located in the United States at the
time of death."

Since 1976, the gift tax and the estate tax have been unified so that a single graduated rate
schedule applies to cumulative taxable transfers made by a U.S. citizen or resident during his or
her lifetime and at death. Under this rate schedule, the unified estate and gift tax rates begin at 18
percent on the first $10,000 in cumulative taxable transfers and reach 55 percent on cumulative
taxable transfers over $3 million.'® A unified credit of $192,800 is available with respect to
taxable transfers by gift and at death. The unified credit effectively exempts a total of $600,000 in
cumulative taxable transfers from the estate and gift tax.

Residency for purposes of estate and gift taxation is determined under different rules than
those applicable for income tax purposes. In general, an individual is considered to be a resident
of the United States for estate and gift tax purposes if the individual is "domiciled" in the United
States. An individual is domiciled in the United States if the individual (a) is living in the United
States and has the intention to remain in the United States indefinitely; or (b) has lived in the
United States with such an intention and has not formed the intention to remain indefinitely in
another country. In the case of a U.S. citizen who resided in a U.S. possession at the time of
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87



death, if the individual acquired U.S. citizenship solely on account of his or her birth or residence
in a U.S. possession, that individual is not treated as a U.S. citizen or resident for estate tax

purposes."’

In addition to the estate and gift taxes, a separate transfer tax is imposed on certain
"generation-skipping" transfers.

An individual who relinquishes his or her U.S. citizenship with a principal purpose of
avoiding U.S. taxes is subject to an alternative method of income taxation for 10 years after
expatriation under section 877."® Under this provision, if the Treasury Department establishes
that it is reasonable to believe that the expatriate's loss of U.S. citizenship would, but for the
application of this provision, result in a substantial reduction in U.S. tax based on the expatriate's
probable income for the taxable year, then the expatriate has the burden of proving that the loss of
citizenship did not have as one of its principal purposes the avoidance of U.S. income, estate or
gift taxes. Section 877 does not apply to resident aliens who terminate their U.S. residency.

. The alternative method modifies the rules generally applicable to the taxation of
nonresident aliens in two ways. First, the expatriate is subject to tax on his or her U.S. source
income at the rates applicable to U.S. citizens rather than the rates applicable to other nonresident
aliens. (Unlike U.S. citizens, however, individuals subject to section 877 are not taxed on any
foreign source income.) Second, the scope of items treated as U.S. source income for section 877
purposes is broader than those items generally considered to be U.S. source income under the
Code. For example, gains on the sale of personal property located in the United States, and gains
on the sale or exchange of stocks and securities issued by U.S. persons, generally are not
considered to be U.S. source income under the Code. However, if an individual is subject to the
alternative taxing method of section 877, such gains are treated as U.S. source income with
respect to that individual. The alternative method applies only if it results in a higher U.S. tax
liability than would otherwise be determined if the individual were taxed as a nonresident alien.

17 Section 2209.

18 Treasury regulations provide that an individual's citizenship status is governed by the
provisions of the Immigration and Nationality Act, specifically referring to the "rules governing
loss of citizenship [set forth in] sections 349 to 357, inclusive, of such Act (8 U.S.C. 1481-
1489)." Treas. Reg. section 1.1-1(c). Under the Immigration and Nationality Act, an individual is
generally considered to lose U.S. citizenship on the date that an expatriating act is committed.
The present-law rules governing the loss of citizenship, and a description of the types of
expatriating acts that lead to a loss of citizenship, are discussed more fully below.
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Because section 877 alters the sourcing rules generally used to determine the country
having primary taxing jurisdiction over certain items of income, there is an increased potential for
such items to be subject to double taxation. For example, a former U.S. citizen subject to the
section 877 rules may have capital gains derived from stock in a U.S. corporation. Under section
877, such gains are treated as U.S. source income, and are, therefore, subject to U.S. tax. Under
the internal laws of the individual's new country of residence, however, that country may provide
that all capital gains realized by a resident of that country are subject to taxation in that country,
and thus the individual's gain from the sale of U.S. stock also would be taxable in his or her
country of residence. If the individual's new country of residence has an income tax treaty with
the United States, the treaty may provide for the amelioration of this potential double tax.

‘Similar rules apply in the context of estate and gift taxation if the transferor relinquished
U.S. citizenship with a principal purpose of avoiding U.S. taxes within the 10-year period ending
on the date of the transfer. A special rule is applied to the estate tax treatment of any decedent
who relinquished his or her U.S. citizenship within 10 years of death, if the decedent's loss of U.S.
citizenship had as one of its principal purposes a tax avoidance motive.'” Once the Secretary of
the Treasury establishes a reasonable belief that the expatriate's loss of U.S. citizenship would
result in a substantial reduction in estate, inheritance, legacy and succession taxes, the burden of
proving that one of the principal purposes of the loss of U.S. citizenship was not avoidance of
U.S. income or estate tax is on the executor of the decedent's estate. '

In general, the estates of individuals who have relinquished U.S. citizenship are taxed in
accordance with the rules generally applicable to the estates of nonresident aliens (i.e., the gross
estate includes all U.S.-situs property held by the decedent at death, is subject to U.S. estate tax at
the rates generally applicable to the estates of U.S. citizens, and is allowed a unified credit of
$13,000, as well as credits for State death taxes, gift taxes, and prior transfers). However, a
special rule provides that the individual's gross estate also includes his or her pro-rata share of any
U.S.-situs property held through a foreign corporation in which the decedent had a 10-percent or
greater voting interest, provided that the decedent and related parties together owned more than
50 percent of the voting power of the corporation. Similarly, gifts of intangible property having a
situs within the United States (e.g., stocks and bonds) made by a nonresident alien who
relinquished his or her U.S. citizenship within the 10-year period ending on the date of transfer are
subject to U.S. gift tax, if the loss of U.S. citizenship had as one of its principal purposes a tax
avoidance motive.?

sliens havine a break in resid

A special rule applies in the case of an individual who has been treated as a resident of the
United States for at least three consecutive years, if the individual becomes a nonresident but

19 Section 2107.

% Section 2501(a)(3).
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regains residency status within a three-year period.?' In such cases, the individual is subject to
U.S. tax for all intermediate years under the section 877 rules described above (i.e., the individual
is taxed in the same manner as a U.S. citizen who renounced U.S. citizenship with a principal
purpose of avoiding U.S. taxes). The special rule for a break in residency status applies
regardless of the subjective intent of the individual.

b. Requirements for United States citizenship, immigration, and visas

United S itizenshi

An individual may acquire U.S. citizenship in one of three ways: (1) being born within the
geographical boundaries of the United States; (2) being born outside the United States to at least
one U.S. citizen parent (as long as that parent had previously been resident in the United States
for a requisite period of time); or (3) through the naturalization process. All U.S. citizens are
required to pay U.S. income taxes on their worldwide income. The State Department estimates
that there are approximately 3 million U.S. citizens living abroad, although thousands of these
individuals may not even know that they are U.S. citizens.

A U.S. citizen may voluntarily give up his or her U.S. citizenship at any time by
performing one of the following acts ("expatriating acts") with the intention of relinquishing U.S.
nationality: (1) becoming naturalized in another country; (2) formally declaring allegiance to
another country; (3) serving in a foreign army; (4) serving in certain types of foreign government
employment; (5) making a formal renunciation of nationality before a U.S. diplomatic or consular
officer in a foreign country; (6) making a formal renunciation of nationality in the United States
during a time of war; or (7) committing an act of treason.? An individual who wishes formally to
renounce citizenship (item (5), above) must execute an Oath of Renunciation before a consular
officer, and the individual's loss of citizenship is effective on the date the oath is executed. In all
other cases, the loss of citizenship is effective on the date that the expatriating act is committed,
even though the loss may not be documented until a later date. The State Department generally
documents loss in such cases when the individual acknowledges to a consular officer that the act
was taken with the requisite intent. In all cases, the consular officer abroad submits a certificate
of loss of nationality ("CLN") to the State Department in Washington, D.C. for approval.”’ Upon
approval, a copy of the CLN is issued to the affected individual.

Before a CLN is issued, the State Department reviews the individual's files to confirm that:
(1) the individual was a U.S. citizen; (2) an expatriating act was committed; (3) the act was
undertaken voluntarily; and (4) the individual had the intent of relinquishing citizenship when the

2 Section 7701(b)(10).
22 8 U.S.C. section 1481.
3 8 U.S.C. section 1501.
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expatriating act was committed. If the expatriating act involved an action of a foreign
government (for example, if the individual was naturalized in a foreign country or joined a foreign
army), the State Department will not issue a CLN until it has obtained an official statement from
the foreign government confirming the expatriating act. If a CLN is not issued because the State
Department does not believe that an expatriating act has occurred (for example, if the requisite
intent appears to be lacking), the issue is likely to be resolved through litigation. Whenever the
loss of U.S. nationality is put in issue, the burden of proof is on the person or party claiming that a
loss of citizenship has occurred to establish, by a preponderance of the evidence, that the loss
occurred.® Similarly, if a CLN has been issued, but the State Department later discovers that
such issuance was improper (for example, because fraudulent documentation was submitted, or
the requisite intent appears to be lacking), the State Department could initiate proceedings to
revoke the CLN. If the recipient is unable to establish beyond a preponderance of the evidence
that citizenship was lost on the date claimed, the CLN would be revoked. To the extent that the
IRS believes a CLN was improperly issued, the IRS could present such evidence to the State
Department and request that revocation proceedings be commenced. If it is determined that the
individual has indeed committed an expatriating act, the date for loss of citizenship will be the
date of the expatriating act.

A child under the age of 18 cannot lose U.S. citizenship by naturalizing in a foreign state
or by taking an oath of allegiance to a foreign state. A child under 18 can, however, lose U.S.
citizenship by serving in a foreign military or by formally renouncing citizenship, but such
individuals may regain their citizenship by asserting a claim of citizenship before reaching the age
of eighteen years and six months.

A naturalized U.S. citizen can have his or her citizenship involuntarily revoked if a U.S.
court determines that the certificate of naturalization was illegally procured, or was procured by
concealment of a material fact or by willful misrepresentation. In such cases, the individual's
certificate of naturalization is cancelled, effective as of the original date of the certificate; in other
words, it is as if the individual were never a.U.S. citizen at all.

United States immisrati 1 vi

In general, a non-U.S. citizen who enters the United States is required to obtain a visa.?
An immigrant visa (also known as a "green card") is issued to an individual who intends to
relocate to the United States permanently. Various types of nonimmigrant visas are issued to

2 8 U.S.C. section 1481(b).

¥ Under the Visa Waiver Pilot Program, nationals of most European countries are not
required to obtain a visa to enter the United States if they are coming as tourists and staying a
maximum of 90 days. Also, citizens of Canada, Mexico, and certain islands in close proximity to
the United States do not need visas to enter the United States, although other types of travel
documents may be required.
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individuals who come to the United States on a temporary basis and intend to return home after a
certain period of time. The type of nonimmigrant visa issued to such individuals is dependent
upon the purpose of the visit and its duration. An individual holding a nonimmigrant visa is
prohibited from engaging in activities that are inconsistent with the purpose of the visa (for
example, an individual holding a tourist visa is not permitted to obtain employment in the United
States).

Foreign business people and investors often obtain "E" visas to come into the United
States. Generally, an "E" visa is initially granted for a one-year period, but it can be routinely
extended for additional two-year periods. There is no overall limit on the amount of time an
individual may retain an "E" visa. There are two types of "E" visas: an "E-1" visa, for "treaty
traders" and an "E-2" visa, for "treaty investors."

Relinquist ‘ ,

There are several ways in which a green card can be relinquished. First, an individual who
wishes to terminate his or her permanent residency may simply return his or her green card to the
INS. Second, an individual may be involuntarily deported from the United States (through a
judicial or administrative proceeding), and the green card must be relinquished at that time.

Third, a green card holder who leaves the United States and attempts to re-enter more than a year
later may have his or her green card taken away by the INS border examiner, although the
individual'may appeal to an immigration judge to have the green card reinstated. A green-card
holder may permanently leave the United States without relinquishing his or her green card,
although such individuals would continue to be taxed as U.S. residents.?

Descrintion of Proposal
In general

The proposal would replace the present-law expatriation income tax rules with rules that
would generally subject certain U.S. citizens who relinquish their U.S. citizenship and certain
long-term U.S. residents who relinquish their U.S. residency to tax on the net unrealized gain in
their property as if such property were sold for fair market value on the expatriation date. The
proposal also would impose information reporting obligations on U.S. citizens who relinquish
their citizenship and long-term residents whose U.S. residency is terminated.

% Section 7701(b)(6)(B) provides that an individual who has obtained the status of residing
permanently in the United States as an immigrant (i.e., an individual who has obtained a green
card) will continue to be taxed as a lawful permanent resident of the United States until such
status is revoked, or is administratively or judicially determined to have been abandoned.
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Individual !

The proposal would apply the expatriation tax to certain U.S. citizens and long-term
residents who terminate their U.S. citizenship or residency. For this purpose, a long-term resident
would be any individual who was a lawful permanent resident of the United States for at least 8
out of the 15 taxable years ending with the year in which the termination of residency occurs. In
applying this 8-year test, an individual would not be considered to be a lawful permanent resident
of the United States for any year in which the individual is taxed as a resident of another country
under a treaty tie-breaker rule. An individual's U.S. residency would be considered to be
terminated when either the individual ceases to be a lawful permanent resident pursuant to section
7701(b)(6) (i.e., the individual loses his or her green-card status) or the individual is treated as a
resident of another country under a tie-breaker provision of a tax treaty (and the individual does
not elect to waive the benefits of such treaty).

The expatriation tax under the proposal would apply only to individuals whose average
income tax liability or net worth exceeds specified levels. U.S. citizens who lose their citizenship
and long-term residents who terminate U.S. residency would be subject to the expatriation tax if
they meet either of the following tests: (1) the individual's average annual U.S. Federal income
tax liability for the 5 taxable years ending before the date of such loss or termination is greater
than $100,000, or (2) the individual's net worth as of the date of such loss or termination is
$500,000 or more. The dollar amount thresholds contained in these tests would be indexed for
inflation in the case of a loss of citizenship or termination of residency occurring in any calendar
year after 1996.

Exceptions from the expatriation tax under the proposal would be provided for individuals
in two situations. The first exception would apply to an individual who was born with citizenship
both in the United States and in another country, provided that (1) as of the date of '
relinquishment of U.S. citizenship the individual continues to be a citizen of, and is taxed as a
resident of, such other country, and (2) the individual was a resident of the United States for no
more than 8 out of the 15 taxable years ending with the year in which the relinquishment of U.S.
citizenship occurred. The second exception would apply to a U.S. citizen who relinquishes
citizenship before reaching age 18-1/2, provided that the individual was a resident of the United
States for no more than 5 taxable years before such relinquishment.

Deemed sale of -

Under the proposal, individuals who are subject to the expatriation tax generally would be
treated as having sold all of their property at fair market value immediately prior to the
relinquishment of citizenship or termination of residency. Gain or loss from the deemed sale of
property would be recognized at that time, generally without regard to provisions of the Code
that would otherwise provide nonrecognition treatment. The net gain, if any, on the deemed sale
of all such property would be subject to U.S. tax at such time to the extent it exceeds $600,000
($1.2 million in the case of married individuals filing a joint return, both of whom expatriate).
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The deemed sale rule of the proposal would generally apply to all property interests held
by the individual on the date of relinquishment of citizenship or termination of residency, provided
that the gain on such property interest would be includible in the individual's gross income if such
property interest were sold for its fair market value on such date. Special rules would apply in the
case of trust interests (see "Interests in trusts”, below). U.S. real property interests, which remain
subject to U.S. taxing jurisdiction in the hands of nonresident aliens, generally would be excepted
from the proposal. An exception would also apply to interests in qualified retirement plans and,
subject to a limit of $500,000, interests in certain foreign pension plans as prescribed by
regulations. The Secretary of the Treasury would have authority to issue regulations exempting
other property interests as appropriate.

Under the proposal, an individual subject to the expatriation tax would be required to pay
a tentative tax equal to the amount of tax that would have been due for a hypothetical short tax
year ending on the date the individual relinquished citizenship or terminated residency. Thus, the
tentative tax would be based on all the income, gain, deductions, loss and credits of the individual
for the year through such date, including amounts realized from the deemed sale of property. The
tentative tax would be due on the 90th day after the date of relinquishment of citizenship or
termination of residency.
Deferral of payment of tax

Under the proposal, an individual would be permitted to elect to defer payment of the
expatriation tax with respect to the deemed sale of any property. Under this election, the
expatriation tax with respect to a particular property, plus interest thereon, would be due when
the property is subsequently disposed of. For this purpose, except as provided in regulations, the
disposition of property in a nonrecognition transaction would constitute a disposition. In
addition, if an individual holds property until his or her death, the individual would be treated as
having disposed of the property immediately before death. In order to elect deferral of the
expatriation tax, the individual would be required to provide adequate security to ensure that the
deferred expatriation tax and interest would ultimately be paid. A bond in the amount of the
deferred tax and interest would constitute adequate security. Other security mechanisms would
also be permitted provided that the individual establishes to the satisfaction of the Secretary of the
Treasury that the security is adequate. In the event that the security provided with respect to a
particular property subsequently becomes inadequate and the individual fails to correct such
situation, the deferred expatriation tax and interest with respect to such property would become

due. As a further condition to making this election, the individual would be required to consent to
the waiver of any treaty rights that would preclude the collection of the expatriation tax.

Interests in trusts

94



In general

Special rules would apply to trust interests held by the individual at the time of
relinquishment of citizenship or the termination of residency. The treatment of trust interests
would depend upon whether the trust is a qualified trust. For this purpose, a "qualified trust"
would be a trust which is organized under and governed by U.S. law and which is required by its
instruments to have at least one U.S. trustee.

Constructive ownership rules would apply to a trust beneficiary that is a corporation,
partnership, trust or estate. In such cases, the shareholders, partners or beneficiaries of the entity
would be deemed to be the direct beneficiaries of the trust for purposes of applying these
provisions. In addition, individuals who hold (or who are treated as holding) trust interests at the
time of relinquishment of citizenship or termination of residency would be required to disclose on
their respective tax returns the methodology used to determine that beneficiary's interest in the
trust, and whether that beneficiary knows (or has reason to know) that any other beneficiary of
the trust uses a different method.

Nongqualified trusts

If an individual holds an interest in a trust that is not a qualified trust, a special rule would
apply for purposes of determining the amount of the expatriation tax due with respect to such
trust interest. The individual's interest in the trust would be treated as a separate trust consisting
of the trust assets allocable to such interest. Such separate trust would be treated as having sold
its assets as of the date of relinquishment of citizenship or termination of residency and having
distributed all proceeds to the individual, and the individual would be treated as having
recontributed such proceeds to the trust. The individual would be subject to the expatriation tax
with respect to any net income or gain arising from the deemed distribution from the trust. The
election to defer payment would be available for the expatriation tax attributable to a nonqualified
trust interest.

A beneficiary's interest in a nonqualified trust would be determined on the basis of all facts
and circumstances. These include the terms.of the trust instrument itself, any letter of wishes or
similar document, historical patterns of trust distributions, and the role of any trust protector or
similar advisor.

Qualified trusts

If the individual has an interest in a qualified trust, special rules would apply. The amount
of unrealized gain allocable to the individual's trust interest would be calculated at the time of
expatriation. In determining this amount, all contingencies and discretionary interests would be
assumed to be resolved in the individual's favor (i.e., the individual would be allocated the
maximum amount that he or she potentially could receive under the terms of the trust instrument).
The expatriation tax imposed on such gains generally would be collected when the individual
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receives distributions from the trust, or, if earlier, upon the individual's death. Interest would be
charged for the period between the date of expatriation and the date on which the tax is paid.

If an individual has an interest in a qualified trust, the individual would be subject to
expatriation tax upon the receipt of any distribution from the trust. Such distributions may also be
subject to U.S. income tax. For any distribution from a qualified trust made to an individual after
he or she has expatriated, expatriation tax would be imposed in an amount equal to the amount of
the distribution multiplied by the highest tax rate generally applicable to trusts and estates, but in
no event would the tax imposed exceed the deferred tax amount with respect to such trust
interest. The "deferred tax amount” would be equal to (1) the tax calculated with respect to the
unrealized gain allocable to the trust interest at the time of expatriation, (2) increased by interest
thereon, and (3) reduced by the tax imposed under this provision with respect to prior trust
distributions to the individual.

If an individual's interest in a trust is vested as of the expatriation date (e.g., if the
individual's interest in the trust is non-contingent and non-discretionary), the gain allocable to the
individual's trust interest would be determined based on the trust assets allocable to his or her

“trust interest. If the individual's interest in the trust is not vested as of the expatriation date (e.g.,
if the individual's trust interest is a contingent or discretionary interest), the gain allocable to his or
her trust.interest would be determined based on all of the trust assets that could be allocable to his
or her trust interest, determined by resolving all contingencies and discretionary powers in the
individual's:favor. In the case where more than one trust beneficiary is subject to the expatriation
tax with respect to trust interests that are not vested, the rules would apply so that the same
unrealized gain with respect to assets in the trust is not taxed to both individuals.

If the individual disposes of his or her trust interest, the trust ceases to be a qualified trust,
or the individual dies, expatriation tax with respect to the trust interest would be imposed on the
trust as of such date (with a right of contribution for any other beneficiaries of the trust). The
amount of such tax would be equal to the lesser of (1) the tax calculated under the rules for
nonqualified trust interests applied as of such date or (2) the deferred tax amount with respect to
the trust interest as of such date. '

If the individual agrees to waive any treaty rights that would preclude collection of the tax,
the tax imposed under this provision would be deducted and withheld from distributions from the
qualified trust to the individual. If the individual does not agree to such a waiver of treaty rights,
the tax would be imposed on the trust, the trustee would be personally liable therefor, and any
other beneficiary of the trust would have a right of contribution against such individual with
respect to such tax.

Electi | { as a U.S, cifi

Under the proposal, an individual would be permitted to make an irrevocable election to
continue to be taxed as a U.S. citizen with respect to all property that would otherwise be
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covered by the expatriation tax. This election would be an "all-or-nothing" election; an individual
would not be permitted to elect this treatment for some property but not other property. The
election would apply to all property that would be subject to the expatriation tax and to any
property the basis of which is determined by reference to such property. Under this election, the
individual would continue to pay U.S. income taxes at the rates applicable to U.S. citizens
following expatriation on any income generated by the property and on any gain realized on the
disposition of the property, as well as any excise tax imposed with respect to the property (see,
e.g., sec. 1491). In addition, the property would continue to be subject to U.S. gift, estate, and
generation-skipping transfer taxes. However, the amount of any transfer tax so imposed would be
limited to the amount of income tax that would have been due if the property had been sold for its
fair market value immediately before the transfer or death. The $600,000 exclusion provided
under the expatriation tax would be available to reduce the tax imposed by reason of this election.
In order to make this election, the taxpayer would be required to waive any treaty rights that
would preclude the collection of the tax. The individual would also be required to provide
security to ensure payment of the tax under this election in such form, manner, and amount as the
Secretary requires.

Date of relinquisl f citizenshi

Under the proposal, an individual would be treated as having relinquished U.S. citizenship
on the date that the individual first makes known to a U.S. government or consular officer his or
her intention to relinquish U.S. citizenship. Thus, a U.S. citizen who relinquishes citizenship by
formally renouncing his or her U.S. nationality before a diplomatic or consular officer of the
United States would be treated as having relinquished citizenship on that date, provided that the
renunciation is later confirmed by the issuance of a CLN. A U.S. citizen who furnishes to the
State Department a signed statement of voluntary relinquishment of U.S. nationality confirming
the performance of an expatriating act would be treated as having relinquished his or her
citizenship on the date the statement is so furnished (regardless of when the expatriating act was
performed), provided that the voluntary relinquishment is later confirmed by the issuance of a
CLN. If neither of these circumstances exist, the individual would be treated as having
relinquished citizenship on the date a CLN is issued or a certificate of naturalization is cancelled.
The date of relinquishment of citizenship determined under the proposal would apply for all tax
purposes. |

Eff | - -

Under the proposal, the present-law provisions with respect to U.S. citizens who
expatriate with a principal purpose of avoiding tax (sec. 877) and certain aliens who have a break
in residency status (sec. 7701(b)(10)) would not apply to U.S. citizens who are treated as
relinquishing their citizenship on or after February 6, 1995 or to long-term U.S. residents who
terminate their residency on or after such date. The special estate and gift tax provisions with
respect to individuals who expatriate with a principal purpose of avoiding tax (secs. 2107 and
2501(a)(3)), however, would continue to apply; a credit against the tax imposed solely by reason
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of such special provisions would be allowed for the expatriation tax imposed with respect to the
same property.

T ¢ pifis and inheri i ,

Under the proposal, the exclusion from income provided in section 102 would not apply
to the value of any property received by gift or inheritance from an individual who was subject to
the expatriation tax (i.e., an individual who relinquished citizenship or terminated residency and to
whom the expatriation tax was applicable). Accordingly, a U.S. taxpayer who receives a gift or
inheritance from such an individual would be required to include the value of such gift or
inheritance in gross income and would be subject to U.S. income tax on such amount.

Required inf . . { shari

Under the proposal, an individual who relinquishes citizenship or terminates residency
would be required to provide a statement which includes the individual's social security number,
forwarding foreign address, new country of residence and citizenship and, in the case of
individuals with a net worth of at least $500,000, a balance sheet. The entity to which such
statement is to be provided would be required to provide to the Secretary of the Treasury copies
of all statements received and the names of individuals who refuse to provide such statements. An
individual's failure to provide the required statement would result in the imposition of a penalty
for each-year the failure continues equal to the greater of (1) 5 percent of the individual's
expatriation tax liability for such year or (2) $1,000.

The proposal would require the State Department to provide the Secretary of the Treasury
with a copy of each CLN approved by the State Department. Similarly, the proposal would
require the agency administering the immigration laws to provide the Secretary of the Treasury
with the name of each individual whose status as a lawful permanent resident has been revoked or
has been determined to have been abandoned.

Further, the proposal would require the Secretary of the Treasury to publish in the Federal
Register the names of all former U.S. citizens from whom it receives the required statements or
whose names it receives under the foregoing information-sharing provisions.

Effective Date

The proposal would be effective for U.S. citizens whose date of relinquishment of
citizenship (as determined under the proposal, see "Date of relinquishment of citizenship” above)
occurs on or after February 6, 1995. Similarly, the proposal would be effective for long-term
residents who terminate their U.S. residency on or after February 6, 1995. ‘

U.S. citizens who committed an expatriating act prior to February 6, 1995, but whose date
of relinquishment of citizenship does not occur until after such date, would be subject to the
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expatriation tax under the proposal as of date of relinquishment of citizenship. However, the
individual would not be subject retroactively to worldwide tax as a U.S. citizen for the period
after he or she committed the expatriating act (and therefore ceased being a U.S. citizen for tax
purposes under present law). Such an individual would continue to be subject to the expatriation
tax imposed by present-law section 877 until the individual's date of relinquishment of citizenship
(at which time the individual would be subject to the expatriation tax of the proposal).

The tentative tax would not be required to be paid, and the reporting requirements would
not be required to be met, until 90 days after the date of enactment. Such provisions would apply
to all individuals whose date of relinquishment of U.S. citizenship or termination of U.S. residency
occurs on or after February 6, 1995.
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VL. TAXPAYER BILL OF RIGHTS 2 PROVISIONS

1. Abatement of interest and penalties

a. Expansion of authority to abate interest

Present Law

'Any assessment of interest on any deficiency attributable in whole or in part to any error
or delay by an officer or employee of the IRS (acting in his official capacity) in performing a
ministerial act may be abated.

Description of Proposal

The proposal would permit the IRS to abate interest with respect to any unreasonable
error or delay resulting from managerial acts as well as ministerial acts. This would include
extensive delays resulting from managerial acts such as: the loss of records by the IRS, IRS
personnel transfers, extended illnesses, extended personnel training, or extended leave. On the
other hand, interest would not be abated for delays resulting from general administrative
decisions. For example, the taxpayer could not claim that the IRS's decision on how to organize
the processing of tax returns or its delay in implementing an improved computer system resulted
in an unreasonable delay in the IRS's action on the taxpayer's tax return, and so the interest on any
subsequent deficiency should be waived.

Effective Date

The proposal would apply to interest accruing with respect to deficiencies or payments for
taxable years beginning after the date of enactment.

b. Review of IRS failure to abate interest

Present Law

Federal courts generally do not have the jurisdiction to review the IRS's failure to abate
interest.

Description of Proposal

The proposal would grant the Tax Court jurisdiction to determine whether the IRS's
failure to abate interest for an eligible taxpayer was an abuse of discretion. The action must be
brought within six months after the date of the Secretary's final determination not to abate
interest. An eligible taxpayer must meet the net worth and size requirements imposed with
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respect to awards of attorney's fees. No inference is intended as to whether under present law any
court has jurisdiction to review IRS's failure to abate interest.

Effective Date
The proposal would apply to requests for abatement after the date of enactment. - o

2. Joint return may be made after separate returns without full payment of tax

Present Law

- Taxpayers who file separate returns and subsequently determine that their tax liability
would have been less if they had filed a joint return-are precluded by statute from reducing their
tax liability by filing jointly if they are unable to pay the entire amount of the joint return liability
before the expiration of the three-year period for making the election to file jointly.

Description of P |

The proposal would repeal the requirement of full payment of tax liability asa
precondition to switching from married filing separately status to married filing jointly status.

Effective Date
The proposal would apply to taxable years beginning after the date of the enactment.
3. Collection activities
| a. Modifications in certain levy exemption amounts
Present Law

Property exempt from levy includes personal property with a value of up to $1,650 as well
as books and tools with a value of up to $1,100.

Description of P I
The proposal would increase the exemption amount to $2,500 for personal property and
to $1,250 for books and tools. These amounts would be indexed for inflation commencing
January 1, 1996.
Effective Date

The proposal would be effective with respect to levies issued after December 31, 1995.
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b. Offers-in-compromise

Present Law

The IRS has the authority to settle a tax debt pursuant to an offer-in-compromise. IRS
regulations provide that such offers can be accepted if: the taxpayer is unable to pay the full
amount of the tax liability and it is doubtful that the tax, interest, and penalties can be collected or
there is doubt as to the validity of the actual tax liability. Amounts over $500 can only be
accepted if the reasons for the acceptance are documented in detail and supported by an opinion
of the IRS Chief Counsel.

Description of Proposal

The proposal would increase from $500 to $50,000 the amount requiring a written
opinion from the Office of Chief Counsel. Compromises below the $50,000 threshold would be

“subject to continuing quality review by the IRS.

Effective Date
The proposal would be effective on the date 6f enactment.
4. Award of litigation costs permitted in declaratory judgment proceedings
Present Law
Section 7430(b)(3) denies any reimbursement for attorney's fees in all declaratory

judgment actions, except those actions related to the revocation of an organization's qualification
under section 501(c)(3) (relating to tax-exempt status).

Descrintion of Proposal

The proposal would eliminate the present-law restnctlons on awarding attorney's fees in
all declaratory judgment proceedings.

Effective Date

The proposal would apply to proceedings commenced after the date of enactment.
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5. Modifications of rules relating to summonses
a. Enrolled agents included as third-party recordkeepers
Present Law

Section 7609 contains special procedures that the IRS must follow before it issues a third-
party summons. A third-party summons is a summons issued to a third-party recordkeeper
compelling him to provide information with respect to the taxpayer. An example of this would be
a summons served on a stock brokerage house to provide data on the securities trading of the
taxpayer-client.

If a third-party summons is served on a third-party recordkeeper listed in section
7609(a)(3), then the taxpayer must receive notice of the summons and have an opportunity to
" challenge the summons in court. Otherwise the taxpayer has no statutory right to receive notice
of the summons and accordingly he will not have the opportunity to challenge it in court.

Section 7609(a)(3) lists attorneys and accountants as third-party recordkeepers, but it
does not list "enrolled agents", who are authorized to practice before the IRS.

Descripti (P I
- The proposal would include enrolled agents as third-party recordkeepers.
Effective Date
The proposal would apply to summonses issued after the date of enactment.

b. Safeguards relating to designated summonses

Present Law

The period for assessment of additional tax with respect to most tax returns, corporate or
otherwise, is three years. The IRS and the taxpayer can together agree to extend the period,
either for a specified period of time or indefinitely. The taxpayer may terminate an indefinite
agreement to extend the period by providing notice to the IRS.

During an audit, the IRS may informally request that the taxpayer provide additional
information necessary to arrive at a fair and accurate audit adjustment, if any adjustment is
warranted. Not all taxpayers cooperate by providing the requested information on a timely basis.
In some cases the IRS seeks information by issuing an administrative summons. Such a summons
will not be judicially enforced unless the Government (as a practical matter, the Department of
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Justice) seeks and obtains an order for enforcement in Federal court. In addition, a taxpayer may
petition the court to quash an administrative summons where this is permitted by statute.'

In certain cases, the running of the assessment period is suspended during the period when
the parties are in court to obtain or avoid judicial enforcement of an administrative summons.
Such a suspension is provided in the case of litigation over a third-party summons (sec. 7609(c))
or litigation over a summons regarding the examination of a related party transaction. Such a
suspension can also occur with respect to a corporate tax return if a summons is issued at least 60
days before the day on which the assessment period (as extended) is scheduled to expire. In this
case, suspension is only permitted if the summons clearly states that it is a "designated summons”
for this purpose. Only one summons may be treated as a designated summons for purposes of any
one tax return. The limitations period is suspended during the judicial enforcement period of the
designated summons and of any other summons relating to the same tax return that is issued
within 30 days after the designated summons is issued.

Description of Proposal

The proposal would limit the use of a designated summons to corporations (or to any
other person to whom the corporation has transferred records) that are being examined as part of
the Coordinated Examination Program (CEP) or its successor. CEP audits cover about 1,600 of
the largest corporate taxpayers. If a corporation moves between CEP and non-CEP audit
categories, only the tax years covered by the CEP may be the subject of a designated summons.
The proposal would not affect Code section 6038A(e)(1), which relates to a U.S. reporting
corporation that acts merely as the agent of the foreign related party by receiving summonses on
behalf of the foreign party.

Effective Date
The proposal would apply to summonses issued after date of enactment.
6. Annual reminders to taxpayers with outstanding delinquent accounts
Present Law

There is no statutory requirement in the Code that the IRS send annual reminders to
persons who have outstanding tax liabilities.

! Petitions to quash are permitted, for example, in connection with the examination of certain
related party transactions under section 6038A(e)(4), and in the case of certain third-party
summonses under section 7609(b)(2).
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Numerous taxpayers become delinquent in paying their tax liability. The delinquencies
may occur because the person did not make enough payments through payroll withholding or
quarterly estimated payments or because of an adjustment following an audit.

The IRS gcnerally pursues larger tax deficiencies first, and then it pursues small
deficiencies. Because of the limited amount of IRS resources to work collection cases, cases with
smaller deficiencies may not be addressed for years. In the meantime, the taxpayer may come to
believe that the apparent lack of IRS collection activity means that it has abandoned its claim
against the taxpayer. The taxpayer may be surprised when the IRS resumes collection action
years later, when the 10-year statute of limitations on collections is close to expiring.

D - |o [E l

The proposal would require the IRS to send taxpayers an annual reminder of their
outstanding tax liabilities. The fact that a taxpayer did not receive a timely, annual reminder
notice would not affect the tax liability.

Effective Date
The proposal would require the IRS to send annual reminder notices beginning in 1996.

7. Court discretion to reduce award for litigation costs for failure to exhaust administrative
remedies

Present Law
A taxpayer suing the United States for civil damages for unauthorized collection activities
must exhaust administrative remedies to be eligible for an award.

Description of Proposal

The proposal would permit (but not require) a court to reduce an award if the taxpayer
has not exhausted administrative remedies.

Effective Date

The proposal would be effective for proceedings commenced after the date of enactment.
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VII. CASUALTY AND INVOLUNTARY CONVERSION PROVISIONS
A. Modify Basis Adjustment Rules Under Section 1033

Present Law

Gain realized by a taxpayer from certain involuntary conversions of property is deferred to

~ the extent the taxpayer purchases similar property within a specified period of time. The

replacement property may be acquired directly or by acquiring control of a corporation (generally,
80 percent of the stock of the corporation) that owns similar replacement property. The
taxpayer's basis in the replacement property generally is the same as the taxpayer's basis in the
converted property. In cases in which a taxpayer purchases stock as replacement property, the
taxpayer reduces the basis of the stock, but does not reduce the basis of the underlying assets.
Thus, the reduction in the basis of the stock generally does not result in reduced depreciation
deductions where the corporation holds depreciable property, and may result in the taxpayer
having more aggregate depreciable basis after the acquisition of replacement property than before
the involuntary conversion.

D .l. EE l

The proposal would provide that where the taxpayer satisfies the replacement property
requirement by acquiring stock in a corporation, the corporation generally would reduce its
adjusted bases in its assets by the amount by which the taxpayer reduces its basis in the stock.
The corporation's adjusted bases in its assets would not be reduced, in the aggregate, below the
taxpayer's basis in its stock (determined after the appropriate basis adjustment for the stock). In
addition, the basis of any individual asset would not be reduced below zero.

The application of these rules can be demonstrated by the following examples:

Example 1.--Assume that a taxpayer owned a commercial building with an adjusted basis
of $100,000 that was involuntarily converted, causing the taxpayer to receive $1 million in
insurance proceeds. Further assume that the taxpayer acquires, as replacement property, all of the
stock of a corporation, the sole asset of the corporation is a building with a value and an adjusted
basis of $1 million. Under the proposal, the taxpayer would reduce its basis in the stock to
$100,000 (as under present law) and the corporation would reduce its adjusted basis in the
building to $100,000.

Example 2,--Assume the same facts as in Example 1, except that on the date of
acquisition, the corporation has an adjusted basis of $100,000 (rather than $1 million) in the
building. Under the proposal, the taxpayer would reduce its basis in the stock to $100,000 (as
under present law) and the corporation would not be required to reduce its adjusted basis in the
building.
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Effective Date

The proposal would apply to involuntary conversions occurring after September 13, 1995.
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B. Modify the Exception to the Related Party Rule of Section 1033 for Individuals to Only
Provide an Exception for De Minimis Amounts

Present Law

-Gain realized by a taxpayer from certain involuntary conversions of property is deferred to
the extent the taxpayer purchases property similar or related in service or use to the converted
property within a specified period of time. Pursuant to a provision of H.R. 831, as passed by the
Congress and signed by the President on April 11, 1995 (P.L.104-7), subchapter C corporations
(and certain partnerships with corporate partners) are not entitled to defer gain if the replacement
property or stock is purchased from a related person. An exception to this related party rule
provides that a taxpayer may purchase replacement property or stock from a related person and
defer gain to the extent the related person acquired the replacement property or stock from an
unrelated person within the period prescribed under section 1033.

Description of Proposal

The proposal would expand the present-law denial of the application of section 1033 to
any other taxpayer (including an individual) that acquires replacement property from a related
party, unless the taxpayer has aggregate realized gain of $100,000 or less for the taxable year with
respect to converted property with aggregate realized gains.

Effective Date

The proposal would apply to involuntary conversions occurring after September 13, 1995.
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C. Treatment of Certain Crop Insurance Proceeds and Disaster Assistance Payments

Present Law

A taxpayer engaged in a farming business generally may use the cash receipts and
disbursements method of accounting (“cash method") to report taxable income. A cash method
taxpayer generally recognizes income in the taxable year in which cash is received, regardless of

- when the economic events that give rise to such income occur. Under a special rule (sec. 451(d)
" of the Internal Revenue Code), in the case of insurance proceeds received as a result of

destruction or damage to crops, a cash method taxpayer may elect to defer the income recognition
of the proceeds until the taxable year following the year of the destruction or damage, if the
taxpayer establishes that under his practice, income from such crops would have been reported in

_ afollowing taxable year. For this purpose, certain payments received under the Agricultural Act

of 1949, as amended, or title II of the Disaster Assistance Act of 1988, are treated as insurance
proceeds received as a result of destruction or damage to crops.

D '. |. EB l

The proposal would amend the special rule of section 451(d) to allow a cash method

© taxpayer to elect to accelerate (or defer) the recognition of certain disaster-related payments if the

taxpayer establishes that, under the taxpayer's practice, income from the crops lost in the disaster
would have been accelerated (or deferred). The proposal also would expand the payments for
which these elections are available to include disaster assistance received as a result of destruction
or damage to crops caused by drought, flood, or other natural disaster, or the inability to plant
crops because of such a disaster, under any Federal law (rather than only payments received under
the Agricultural Act of 1949, as amended, or title IT of the Disaster Assistance Act of 1988).

Thus, for example, the proposal would allow a calendar-year, cash method taxpayer who
has received disaster assistance payments in 1997 relating to the destruction of crops by a flood in
1996 to elect to treat such payments as received in 1996, so long as the taxpayer establishes that,
under the taxpayer's practice, income from such crops would have been reported in 1996.
Without the benefit of the proposal, the income of such a taxpayer would be "bunched" in 1997,
possibly resulting in the loss of itemized deductions in 1996, a higher marginal income tax rate in

. 1997, and the loss of AGl-based deductions and exemptions in 1997.

Effective Date

The proposal would be effective for payments received after December 31, 1992, as a
result of destruction or damage occurring after such date.
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D. Application of Involuntary Conversion Rules to Property Damaged as a Result of
Presidentially Declared Disasters

Present Law

Under present law, a taxpayer may elect not to recognize gain with respect to property
that is involuntarily converted if the taxpayer acquires similar property within an applicable
period. The applicable period generally begins with the date of the disposition of the converted
property and generally ends two years after the close of the first taxable year in which any part of
the gain upon conversion is realized. If the taxpayer does not replace the converted property with
similar property, then gain generally is recognized.

Descrintion of Propasal

For purposes of the involuntary conversion rules, any tangible property acquired and held
for productive use in a business would be treated as similar to Presidential disaster area property.
“Presidential disaster area property” would be property that (1) was held for investment or for
productive use in a business, (2) was involuntarily converted as a result of a disaster, and (3) was
located in a Presidentially declared disaster area.

Effective Date

The proposal would be effective for disasters declared after December 31, 1994.

110



VIII. EXEMPT ORGANIZATIONS AND CHARITABLE REFORMS
A. Common Investment Fund for Private Foundations

Present Law

Code section 501(c)(3) requires that an organization be organized and operated
exclusively for a charitable or other exempt purpose in order to qualify for tax-exempt status
under that section. - '

Section 501(f) provides that an organization is treated as organized and operated
exclusively for charitable purposes if it is comprised solely of members that are educational
institutions and is organized and operated solely to hold, commingle, and collectively invest -
(including arranging for investment services by independent contractors) funds contributed by the
members in stocks and securities, and to collect income from such investments and turn over such
income, less expenses, to the members.

Descrintion of P l

‘A cooperative service organization comprised solely of members that are tax-exempt
private foundations and community foundations would be treated as organized and operated
exclusively for charitable purposes if: (1) it has at least 20 members; (2) no one member holds
(after the organization's second taxable year) more than 10 percent (by value) of the interests in
the organization; (3) it is organized and controlled by its members, but no one member by itself
controls the organization or any other member; (4) the members are permitted to dismiss any of
the organization's investment advisors, if (following reasonable notice) members holding a
majority of interest in the account managed by such advisor vote to remove such advisor; and (5)

- the organization is organized and operated solely to hold, commingle, and collectively invest
(including arranging for investment services by independent contractors) funds contributed by the
members in stocks and securities, and to collect income from such investments and turn over such
income, less expenses, to the members.'

A cooperative service organization meeting the criteria of the proposal would be subject
to the present-law excise tax provisions applicable to private foundations (e.g., sec. 4941 rules
governing self-dealing arrangements), other than sections 4940 and 4942.% In addition, each

! Legislative history would indicate that an organization would be deemed to be organized
and operated solely to collectively invest in stocks and securities if its investment portfolio
consists solely of stocks and securities, and ordinary and routine investments held in connection
with a stock and securities portfolio.

? In addition, the proposal would provide that the present-law expenditure responsibility
requirements of section 4945(d)(4)(B) would not apply to grants made by private foundations to
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“member's allocable share (whether or not distributed) of the capital gain net income and gross
investment income of the organization for any taxable year of the organization would be treated,
for purposes of the excise tax imposed under present-law section 4940, as capital gain net income
and gross investment income of the member for the taxable year of such member in which the
taxable year of the organization ends.

Effective Date

The proposal would be effective for taxable years ending after December 31, 1995.

the cooperative service organization and that such grants would be deemed to be Qﬁaﬁfyihg
distributions for purposes of 4942.
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B. Exclusion From UBIT for Corporate Sponsorship Payments Received
by Tax-Exempt Organizations in Connection With Public Events

Present Law

Although generally exempt from Federal income tax, tax-exempt organizations are subject to
the unrelated business income tax ("UBIT") on income derived from a trade or business regularly
carried on that is not substantially related to the performance of the organization's tax-exempt
functions (secs. 511-514). Contributions or gifts received by tax-exempt organizations generally
are not subject to the UBIT. However, present-law section 513(c) provides that an activity (such
as advertising) does not lose its identity as a separate trade or business merely because it is carried
on within a larger complex of other endeavors.® If a tax-exempt organization receives
sponsorship payments in connection with conducting a public event, the solicitation and receipt of
such sponsorship payments may be treated as a separate activity. The Internal Revenue Service
(IRS) has taken the position that, under some circumstances, such sponsorship payments may be
subject to the UBIT.*

Descrintion of Proposal

Under the proposal, qualified sponsorship payménts received by certain tax-exempt -
~ organizations in connection with qualified public events would be excluded from the UBIT.

The term "qualified public event" would be defined as any event conducted by a tax-exempt
organization described in paragraph (3), (4), (5), or (6) of section 501(c),’ that is either:

(1) a public everit that is substantially related to the exempt purposes of the organization
conducting such event, or

* See United States v. American College of Physicians, 475 U.S. 834 (1986)(holding that

activity of selling advertising in medical journal was not substantially related to the organization's
exempt purposes and, as a separate business under section 513(c), was subject to tax). '

* See Prop.Treas. Reg. sec. 1.513-4 (issued January 19, 1993, EE-74-92, IRB 1993-7,
71). These proposed regulations generally exclude from the UBIT financial arrangements under
which the tax-exempt organization provides so-called “institutional” or "good will" advertising to
a sponsor (i.e., arrangements under which a sponsor's name, logo, or product line is
acknowledged by the tax-exempt organization). However, specific product advertising (e.g.,
"comparative or qualitative descriptians of. the sponsor's products’) provided by a tax-exempt
organization on behalf of a sponsor is not shielded from the UBIT under the proposed
regulations.

5 In addition, events conducted by State colleges and universities described in section
511(d)(2)(B) would be eligible for the UBIT exception provided for by the proposal.
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(2) any other public event provided that such event is the only event of that type conducted
(i.e., patronized by, or broadcast to, members of the public) by such organization during a
calendar year and such event does not exceed 30 consecutive days.®

Public events that are substantially related to the exempt purposes of the organization
conducting the event (e.g., symphony concerts, museum exhibits, intercollegiate athletic cvents
* and county and agricultural fairs) would be governed by the proposal, even if held for more than a
30-day period. A public event conducted once a year for a period that does not exceed 30 days_
also would be governed by the proposal, even if the event is not substantially related to the
exempt purposes of the organization (e.g., an annual vaudeville show conducted by a hospital or
an annual auction or other fundraising event).

For purposes of the proposal, "qualified sponsorship payments" received by a tax-exempt
organization that are excluded from UBIT would be defined as any payment made by a person
engaged in a trade or business with respect to which the person will receive no substantial return
benefit other than: :

(1) the use of the name or logo of the person's trade or business in connection with a qualified
public event under arrangements (including advertising) in connection with such event which
acknowledge such person's sponsorship or promote such person's products or services, or

(2) the furnishing of facilities, services, or other privileges in connection with such event to
individuals designated by such person (e.g., tickets furnished to employees).’

¢ The proposal would provide that an event is treated as a qualified public event with
respect to all qualified tax-exempt organizations that receive sponsorship payments with respect
to the event if such event is a qualified public event with respect to one of such organizations, but
only to the extent that such payment is used to meet expenses of such event or for the benefit of
- the organization with respect to which the event is a qualified public event. Thus, if a national
charitable organization receives sponsorship payments with respect to several local fundraising
events conducted in conjunction with local affiliates (e.g., walk-a-thons at different sites around
the country), the national organization would not be subject to the UBIT with respect to
sponsorship payments used to meet event expenses or distributed to local affiliates (assuming the
events are qualified public events with respect to the local affiliates).

7 The "in connection with" requirement would be satisfied only if benefits provided to the
sponsor (or individuals designated by the sponsor) are provided within a reasonable time period
compared to when the qualified public event itself is patronized by (or broadcast to) the public
and only if the benefits are provided in a manner reasonably related to the conduct of the public
event activities (e.g., providing advertising in a program or brochure distributed to event patrons,
or providing special seating at the event, or related pre- or post-event functions, to employees of
the sponsor).
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To prevent avoidance of the 30-day rule governing unrelated events, the Secretary of the
Treasury would be granted authority to prescribe regulations to prevent avoidance of the
purposes of the provision through the use of entities under common control.®

The exception provided for by the proposal would be in addition to other present-law
exceptions from the UBIT (e.g., the exceptions for activities substantially all the work for which is
performed by volunteers and for activities not regularly carried on). No inference would be
intended as to the tax treatment under present-law rules of sponsorship payments received in
connection with events not governed by the provision (e.g., unrelated events held more than once
per year or for more than 30 days) or events held by organizations that are not covered by the
provision (e.g., 501(c)(10) fraternal organizations).

Effective Date

The proposal would apply to events conducted after 1995.

8 For this purpose, it is intended that organizations that conduct public events would not
be treated as under common control solely as a result of their common affiliation with a national

sanctioning body.
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C. Treatment of Dues Paid to Agricultural or Horticultural Organizations

Present Law

Tax-exempt organizations generally are subject to the unrelated business income tax
("UBIT") on income derived from a trade or business regularly carried on that is not substantially
related to the performance of the organization's tax-exempt functions (secs. 511-514). Dues
payments made to a membership organization generally are not subject to the UBIT. However,
several courts have held that, with respect to postal labor organizations, dues payments were
subject to the UBIT when received from individuals who were not postal workers but who
became “associate”" members for the purpose of obtaining health insurance available to members
of the organization. See National League of Postmasters of the United States v. Commissioner,
No. 8032-93, T.C. Memo (May 11, 1995); American Postal Workers Union, AFL-CIO v. United
States, 925 F.2d 480 (D.C. Cir. 1991); I‘_JangnaLAssg.cmmn_Qf_RQmLSupcmsnmJlmmd

States, 944 F.2d 859 (Fed. Cir. 1991).

In Rev. Proc. 95-21 (issued March 23, 1995), the IRS set forth its position regarding
when associate member dues payments received by an organization described in section 501(c)(5)
will be treated as subject to the UBIT. The IRS stated that dues payments from associate
members will not be treated as subject to UBIT unless, for the relevant period, "the associate
member category has been formed or availed of for the principal purpose of producing unrelated
business income." Thus, under Rev. Proc. 95-21, the focus of the inquiry is upon the
organization's purposes in forming the associate member category (and whether the purposes of
that category of membership are substantially related to the organization's exempt purposes other
than through the production of income), rather than upon the motive of the individuals who join
as associate members. :

Description of Proposal

Under the proposal, if an agricultural or horticultural organization described in section
501(c)(5) requires annual dues not exceeding $100 to be paid in order to be a member of such
organization, then in no event would any portion of such dues be subject to the UBIT by reason
of any benefits or privileges to which members of such organization are entitled. For taxable
years beginning after 1995, the $100 amount would be indexed for inflation. The term "dues"
would be defined as "any payment required to be made in order to be recognized by the
organization as a member of the organization."?

Effective Date

The proposal would apply to taxable years beginning after December 31, 1994.

® Legislative history would indicate that no inference would be intended regarding the
UBIT treatment of any dues payment not governed by the proposal.
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D. Repeal Tax Credit for Contributions to Special Community Development Corporations

Present Law

Taxpayers are entitled to claim a tax credit for qualified contributions made to one of 20
non-profit community development corporations (CDCs) selected by the Secretary of HUD to
provide assistance in economically distressed areas. A qualified contribution means a transfer of
cash to a selected CDC (made in the form of an equity investment or loan) which is made
available for use by the CDC for at least 10 years to provide employment and business
opportunities to low-income residents who live in an area where (1) the unemployment rate is not
less than the national unemployment rate and (2) the median family income does not exceed 80
percent of the median gross income of residents of the jurisdiction of the local government which
includes such area.'

If a taxpayer makes a qualified contribution, the credit may be claimed by the taxpayer for
each taxable year during the 10-year period beginning with the taxable year during which the
" contribution was made. The credit that may be claimed for each year is equal to 5 percent of the
amount of the contribution to the CDC. Thus, during the 10-year credit period, the taxpayer may
claim aggregate credit amounts totalling 50 percent of his or her contribution. The aggregate
amount of contributions that may be designated by any one CDC as eligible for the credit may not
exceed $2 million. (Consequently, a total amount of $40 million in contributions will be eligible
for the credit with respect to all 20 selected CDCs--and the maximum credit amounts will total
$20 million over the 10-year credit period.)

On June 30, 1994, the Secretary of HUD announced the 20 CDCs selected to receive
contributions that qualify the for the credit. The eligible CDCs are located in the following areas:
(1) Atlanta, (2) Baltimore, (3) Boston, (4) Chicago, (5) Cleveland, (6) Dallas, (7) Washington
D.C., (8) Los Angeles, (9) Memphis, (10) Miami, (11) Brooklyn, (12) Newark, (13) Watsonville,
Ca., (14) London, Ky., (15) Wiscasset, Maine, (16) Greenville, Miss., (17) Mayville, N.Y., (18)
Barnesboro, Pa., (19) San Antonio, Texas, and (20) Christiansburg, Va.

Descrintion of Proposal

The special tax credit for qualified contributions to selected community development
corporations would be repealed.

1% The contribution to the CDC must be available for use by the CDC for at least ten
years, but need not meet the requirements of a "contribution or gift" for purposes of section 170.
In other words, a contribution eligible for the credit may be made in the form of a 10-year loan (or
other long-term investment), the principal of which is to be returned to the taxpayer after the 10-
year period. However, in the case of a donation of cash made by a taxpayer to an eligible CDC,
the taxpayer is allowed to claim a charitable contribution deduction (subject to present-law rules
under section 170), in addition to the special credit for qualified contributions to a selected CDC.
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- Effective Date
The proposal would be effective for contributions made after the date of enactment (other

than a contribution made pursuant to a legally enforceable agreement to make such contribution,
if such agreement is in effect on the date of enactment).
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E. Required Notices to Charitable Beneficiaries of Charitable Remainder Trusts

Present Law

Subject to certain limitations, an estate generally is allowed a deduction for transfers of
property to charitable organizations, the United States, or a State or local government (sec.
2055(a)). Where a remainder interest is transferred to the charity in trust, however, a deduction is
only permitted if the interest passing to the charitable remainderman is in the form of a charitable
remainder annuity trust, a charitable remainder unitrust, or a pooled income fund (sec. 2055(¢)).

In order for the estate to take the deduction authorized by section 2055, the Treasury
regulations require that the executor submit a copy of the transfer instrument with the estate tax
return and stipulate that no actions have been filed or are (according to the executor's information
and belief) contemplated to contest the decedent's will in a manner affecting the charitable

deduction claimed.

A qualifying charitable remainder trust is generally exempt from tax unless it has unrelated
business taxable income. The fiduciary of a qualifying charitable remainder trust must presently
file an annual information return and a tax return unless all net income is required to be distributed
currently to the beneficiaries. A charitable remainderman generally may inspect any such returns
upon written request to the Internal Revenue Service (sec. 6103). Presently, the executor and
trust fiduciaries generally are not required under the Code to provide any information directly to
the charitable remainderman. '

Description of Proposal

The proposal would require an executor claiming a charitable deduction on the estate tax
return for certain qualified remainder interests to provide to the beneficiary of such a remainder
interest notification that such a remainder interest has been created. Such notice would be
provided to the beneficiary within three months of the due date (or any extension thereof) for
filing the estate tax return. This notification requirement would not apply in the case of a
contingent remainder interest.

The proposal would further require the fiduciary of certain trusts with a chartable
remainder interest to notify annually the beneficiary of such a remainder interest that such a
remainder interest exists. The proposal would provide exceptions to this annual notification
requirement if the Secretary determines it is not necessary for the efficient administration of tax
law; if the fiduciary has previously provided notification; if the beneficiary relieves the fiduciary of
the requirement; or if, as provided under State law, the fiduciary provides periodic accounting to
the beneficiary of the remainder interest. The annual notification requirement would not apply in
the case of a contingent remainder interest.
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Effective Date

The proposal with respect to notification relating to charitable interest claimed on estate
tax returns would be effective after December 31, 1995. The annual notification requirement
would be effective for taxable years beginning after December 31, 1995.
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F. Treai Qualified Football Coaches Plan as Multiemployer Pension Plan
for Purposes of the Internal Revenue Code

Present Law

Under present law, a tax-qualified pension plan (including a qualified cash or deferred
arrangement) must be maintained for the exclusive benefit of the employees and their beneficiaries
covered under the plan.

The American Football Coaches Association ("AFCA") is a tax-exempt organization
described in section 501(c)(6) of the Code. The members of the AFCA include college coaches,
athletic directors, and high school coaches; the participating members of the AFCA are not
employees of the organization. The AFCA maintains a cash or deferred arrangement (i.e., a
"401(k) plan") on behalf of participating members.

The Employee Retirement Income Security Act of 1974 ("ERISA"), as amended by the
Continuing Appropriations for Fiscal Year 1988, provides that, for purposes of the labor law
~ provisions of ERISA, a qualified football coaches plan generally is treated as a multiemployer plan
and may include a qualified cash or deferred arrangement. Under ERISA, a qualified football
coaches plan is defined as any defined contribution plan established and maintained by an
organization described in Code section 501(c)(6), the membership of which consists entirely of
“individuals who primarily coach football as full-time employees of 4-year colleges or universities,
if the organization was in existence on September 18, 1986.. This definition is generally intended
to apply to the AFCA.

However, the Omnibus Budget Reconciliation Act of 1987 provided that certain
provisions of ERISA are not applicable in interpreting the Internal Revenue Code, except to the
extent specifically provided in the Code or as determined by the Secretary of the Treasury.

The Internal Revenue Service determined that the cash or deferred arrangement
maintained by the AFCA is not a qualified cash or deferred arrangement under the Internal
Revenue Code. In making this determination, the IRS also observed that the AFCA plan may also
violate a number of provisions of the Code. For example, the Code requires that a qualified plan
be maintained for the benefit of employees, but the coaches are not employees of the AFCA.

Description of Proposal

A technical correction to the Continuing Appropriations for Fiscal Year 1988 would
provide that a qualified football coaches plan (as defined in ERISA) is eligible to maintain a
qualified cash or deferred arrangement under the Internal Revenue Code on behalf of the football
coaches belonging to the AFCA. In order for the plan to be reinstated as a qualified football
coaches plan, a $25,000 excise tax would be imposed on the plan.
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Effective Date
The proposal would generally be effective as if included in the Continuing Appropriations

for Fiscal Year 1988 (i.e., years beginning after December 22, 1987). The excise tax would have
to be paid in the first plan year beginning after the date of enactment.
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IX. CORPORATE AND OTHER TAX REFORMS
AND MISCELLANEQUS PROVISIONS

1. Reform the tax treatment of certain corporate stock redemptions

Present Law

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

the shareholder owns at least 80 percent of the distributing corporation.

Section 1059 of the Code requires a corporate shareholder that receives an "extraordinary
dividend" to reduce the basis of the stock with respect to which the dividend was paid by the
nontaxed portion of the dividend. Whether a dividend is "extraordinary" is determined, among
other things, by reference to the size of the dividend in relation to the adjusted basis of the
shareholder's stock. Also, a dividend resulting from a non pro rata redemption or a partial
liquidation is an extraordinary dividend. If the reduction in basis of stock exceeds the basis in the -
stock with respect to which an extraordinary dividend is paid, the excess is taxed as gain on the
sale or disposition of such stock, but not until that time (sec. 1059(a)(2)).

In general, a distribution in redemption of stock is treated as a dividend, rather than as a
sale of the stock, if it is essentially equivalent to a dividend (sec. 302). A redemption of the
stock of a shareholder generally is essentially equivalent to a dividend if it does not result in a
meaningful reduction in the shareholder's proportionate interest in the distributing corporation.
Section 302(b) also contains several specific tests (e.g., a substantial reduction computation and a
termination test) to identify redemptions that are not essentially equivalent to dividends. The
determination whether a redemption is essentially equivalent to a dividend includes reference to
the constructive ownership rules of section 318, including the option attribution rules of section
318(a)(4).

Description of Proposal

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

! Thus, for example, where a portion of such a distribution would not have been treated
as a dividend due to insufficient earnings and profits, the rule would apply to the portion treated
as a dividend.
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In addition, the proposal would require immediate gain recognition whenever the basis of
stock with respect to which any extraordinary dividend was received is reduced below zero.

Reorganizations or other exchanges involving amounts that are treated as dividends under
section 356(a)(2) of the Code are treated as redemptions for purposes of applying the rules
relating to redemptions under section 1059(¢). For example, if a recapitalization or other -
transaction that involves a dividend under section 356 has the effect of a non-pro rata redemption
or is treated as a dividend due to options being counted as stock, the rules of section 1059 apply.
Redemptions of shares (or other extraordinary dividends on shares) held by a partnership will be
subject to section 1059 to the extent there are corporate partners (e.g., appropriate adjustments to
the basis of the shares held by the partnership and to the basis of the corporate partner's
partnership interest will be required).

Finally, under continuing section 1059(g) of present law, the Treasury Department would
be authorized to_issue regulations where necessary to carry out the purposes and prevent the
avoidance of the provision. :

Effective Date

The proposal would generally be effective for distributions after May 3, 1995, unless made
pursuant to the terms of a written binding contract in effect on that date. However, in applying
*-the new gain recognition rules to any distribution that is not a partial liquidation, a non-pro rata
redemption, or a redemption that is treated as a dividend by reason of options, September 13,
1995 would be substituted for May 3, 1995 in applying the transition rules.

¥ No inferenc€ is intended regarding the tax treatment under present law of any transaction
within the scope of the proposal, including transactions utilizing options.

2. Require corporate tax shelter reporting
- Present Law

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

A penalty may be imposed against an organizer who fails without reasonable cause to
timely register the shelter or who provides false or incomplete information with respect to it. The
penalty is the greater of one percent of the aggregate amount invested in the shelter or $500. Any
person claiming any tax benefit with respect to a shelter must report its registration number on her
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return. Failure to do so without reasonable cause will subject that person to a $250 penalty (sec.
6707(b)(2)).

A person who organizes or sells an interest in a tax shelter subject to the registration rule
or in any other potentially abusive plan or arrangement must maintain a list of the investors (Code
sec. 6112). A $50 penalty may be assessed for each name omitted from the list. The maximum
penalty per year is $100,000 (sec. 6708).

For this purpose, a tax shelter is defined as any investment that meets two requirements.’
First, the investment must be (1) required to be registered under a Federal or state law regulating
securities, (2) sold pursuant to an exemption from registration requiring the filing of a notice with
a Federal or state agency regulating the offering or sale of securities, or (3) a substantial
investment. Second, it must be reasonable to infer that the ratio of deductions and 350% of

_credits to investment for any investor (i.e., the tax shelter ratio) may be greater than two to one as

of the close of any of the first five years ending after the date on which the investment is offered
for sale. An investment that meets these requirements will be considered a tax shelter regardless
of whether it is marketed or customarily designated as a tax shelter (sec. 6111(c)(1)).

Description of Proposal

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

A corporate tax shelter is any investment, plan, arrangement or transaction (1) a
significant purpose of the structure of which is tax avoidance or evasion by a corporate
participant, (2) that is offered to any potential participant under conditions of confidentiality, and
(3) for which the tax shelter promoters may receive total fees in excess of $100,000. A
transaction is offered under conditions of confidentiality if: (a) an offeree (or any person acting on
its behalf) has an understanding or agreement with or for the benefit of any promoter to restrict or
limit its disclosure of the transaction or any significant tax features of the transaction; or (b) the
promoter claims, knows or has reason to know (or the promoter causes another person to claim
or otherwise knows or has reason to know that a party other than the potential offeree claims)
that the transaction (or one or more aspects of its structure) is proprietary to the promoter or any
party other than the offeree, or is otherwise protected from disclosure or use. The promoter
would include related parties.
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Registration will require the submission of information identifying and describing the tax
shelter and the tax benefits of the tax shelter, as well as such other information as the Treasury
Department may require.

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

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

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

fees.
Effective Date -

The proposal would apply to any tax shelter offered to potential participants after the date
of enactment. No filings would be due, however, until the Treasury Department issues guidance
with respect to the filing requirements.

3. Disallow interest deduction for corporate-owned life insurance policy loans

Present Law

No Federal income tax generally is imposed on a policyholder with respect to the earnings
under a life insurance contract ("inside buildup").? Further, an exclusion from Federal income tax

* This favorable tax treatment is available only if a life insurance contract meets certain
requirements designed to limit the investment character of the contract. Distributions from a life
insurance contract (other than a modified endowment contract) that are made prior to the death of
the insured generally are includible in income, to the extent that the amounts distributed exceed
the taxpayer's basis in the contract; such distributions generally are treated first as a tax-free
recovery of basis, and then as income. In the case of a modified endowment contract, however,
distributions are treated as income first, loans are treated as distributions (i.e., income rather than
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is provided for amounts received under a life insurance contract paid by reason of the death of the
insured. The policyholder may borrow with respect to the life insurance contract without
affecting these exclusions, subject to certain limitations.

Considerable publicity has been focused on the magnitude of business borrowings with
respect to life insurance and the scale of the tax benefits. In a recent article describing corporate-
owned life insurance ("COLI"), it was stated, "COLIs can net big bucks. After 40 years, a COLI
program that pays a $10,000 annual premium on each of 5,000 employees will produce about
$450 million in death benefits and $300 million in tax benefits -- nettmg the company $230

million."*

A company that sets up a COLI program typically purchases life insurance on the lives of
its employees, in many cases thousands or tens of thousands of employees.* The company, not
the employee or his family, receives all or most of the proceeds on the employee's death. The
company borrows against the value of the life insurance policies at an interest rate just above the
rate at which inside buildup is credited under the policy. The interest that the company pays on
policy loans from the insurer is credited under the policy and increases the tax-free inside buildup.
At the same time, the company deducts the interest it pays. The company shows a positive return
on the COLI program, because the after-tax interest it pays on the policy loan is less than the
interest income being credited under the policy. In addition, tax-free death benefits that the
company receives on the death of insured employees subsidize future years' premiums. The
company is able to increase the value of its life insurance contract while using funds borrowed
under the insurance contract for other purposes.” Large COLI programs could be viewed as the

" economic equivalent of a tax-free savings account owned by the company into which it pays itself
tax-deductible interest.

basis recovery first), and an additional ten percent tax is imposed on the income portion of
distributions made before age 59-1/2 and in certain other circumstances. A modified endowment
contract is a life insurance contract that is funded more rapidly than seven annual level premiums.

* Solov, Diane, "Companies Profit By Insurance," St. Paul Pioneer Press, p. 2E, March 20,
1995. See also Sheppard, Lee, "Janitor' Insurance as a Tax Shelter," Tax Notes, p. 1526,
September 25, 1995.

* In some cases, state law provides that an employer continues to have an insurable interest in
former employees even after the termination of their employment. Thus, this life insurance
coverage may be continued after an employee terminates employment with an employer, creating
an ever-increasing pool of lives. ' “

* Companies sometimes use the funds borrowed under the life insurance contracts for tax-
advantaged funding of expenses such as retiree health benefits and nuclear decommissioning
expenses, even though Congress has already provided special tax benefits specifically for funding
these expenses.
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The limitations on borrowing with respect to a life insurance contract under present law
provide that no deduction is allowed for any interest paid or accrued on any indebtedness with
respect to one or more life insurance policies owned by the taxpayer covering the life of any
individual who (1) is an officer or employee of, or (2) is financially interested in, any trade or
business carried on by the taxpayer to the extent that the aggregate amount of such debt with
respect to policies covering the individual exceeds $50,000. ’

Further, no deduction is allowed for any amount paid or accrued on debt incurred or
continued to purchase or carry a life insurance, endowment or annuity contract pursuant to a plan
of purchase that contemplates the systematic direct or indirect borrowing of part or all of the
increases in the cash value of the contract.® An exception to the latter rule is provided, permitting
deductibility of interest on bona fide debt that is part of such a plan, if no part of 4 of the annual
premiums due during the first 7 years is paid by means of debt (the "4-out-of-7 rule"). Provided
the transaction gives rise to debt for Federal income tax purposes, and provided the 4-out-of-7
rule is met, a company may under present law borrow up to $50,000 per employee, officer, or
financially interested person to purchase or carry a life insurance contract covering such a person,
and is not precluded by the statutory disallowance rules from deducting the interest on the debt,
even though the earnings inside the life insurance contract (inside buildup) are tax-free, and in fact
the taxpayer has full use of the borrowed funds.

Description of Proposal

Subject to an exception described below, the proposal would eliminate any deduction for
any amount paid or accrued on any indebtedness with respect to life insurance, endowment or
annuity policies owned by the taxpayer covering any individual who is either an officer or
employee of, or financially interested in, any trade or business carried on by the taxpayer,
regardless of the aggregate amount of debt with respect to policies covering the individual.

An exception would be provided retaining present law for interest on indebtedness with
respect to life insurance policies covering up to 25 key persons. A key person would be an
individual who is either an officer or a 20-percent owner of the taxpayer. The taxpayer could
designate a number of key persons equal to the greater of 5 people or 5 percent of the number of
officers and employees, but not more than 25. All members of a controlled group would be
treated as one taxpayer for this purpose. Interest paid or accrued on debt with respect to a life
insurance contract covering a key person would be deductible only if the rate of interest does not

° The statute provides a that the $50,000 limitation does not apply with respect to contracts
purchased on or before June 20, 1986. However, additional limitations are imposed by statute on
the deductibility of interest with respect to single premium contracts, and on the deductibility of
premiums paid on a life insurance contract covering the life of any officer or employee or person
financially interested in a trade or business of the taxpayer when the taxpayer is directly or
indirectly a beneficiary under the contract. In addition to statutory disallowance rules, generally
applicable principles of tax law apply.
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exceed Moody's Corporate Bond Yield Average - Monthly Average Corporates for each month
interest is paid or accrued.

Effective Date

With respect to debt incurred after December 31, 1995, no deduction would be allowed
except with respect to policies that satisfy the key man exception. In addition, as described
below, a grandfather rule would be provided with respect to certain interests on mdcbtedness w1th
respect to contracts issued on or before June 20, 1986.

With respect to debt incurred on or before December 31, 1995, any interest paxd or
accrued after October 13, 1995, and before January 1, 2001, would be allowed to the extent the
rate of interest does not exceed the lesser of (1) the borrowing rate specified in the contract as of
October 13, 1995, or (2) a percentage of Moody's Corporate Bond Yield Average - Monthly
Average Corporates for each month the interest is paid or accrued. For interest paid or accrued
after October 13, 1995, and before January 1, 1997, the percentage of the Moody's rate would be
100 percent; for interest paid or accrued in 1997, the percentage would be 95 percent; for 1998,
the percentage would be 90 percent; for 1999, the percentage would be 85 percent; for 2000, the
percentage would be 80 percent; and for 2001 and thereafter, the percentage would be 0 percent.

Any amount included in income during 1996, 1997, 1998, 1999, 2000 or 2001, that is
received under a contract described in the proposal on the complete surrender, redemption or
maturity of the contract or in full discharge of the obligation under the contract that is in the
nature of a refund of the consideration paid for the contract, would be includable ratably over the
first four taxable years beginning with the taxable year the amount would otherwise have been
includable. Utilization of this 4-year income-spreading rule would not cause interest paid or
accrued prior to January 1, 2001, to be nondeductible solely by reason of failure to meet the 4-
out-of-7 rule.

In the case of an insurance company, the unamortized balance of policy expenses
attributable to a contract with respect to which the 4-year income-spreading treatment is allowed
to the policyholder would be deductible in the year in which the transaction giving rise to income-
spreading occurs. '

" The proposal generally would not apply to interest on debt with respect to contracts
purchased on or before June 20, 1986 (thus continuing the effective date provision of the $50,000
limitation enacted in the 1986 Act), except that interest on such contracts paid or accrued after
October 13, 1995 would be allowable only to the extent the rate of interest does not exceed
Moody's Corporate Bond Yield Average - Monthly Average Corporates for each month the
interest is paid or accrued.

Under the proposal, there would be no inference as to the tax treatment of interest paid or
accrued under present law.
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4. Phase-out preferential tax deferral for certain large farm corporations required to use
accrual accounting

Present Law

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

A provision of the Revenue Act of 1987 ("1987 Act") requires a family corporation to use an -

accrual method of accounting for its farming business unless, for each prior taxable year beginning
after December 31, 1985, such corporation (and any predecessor corporation) did not have gross
receipts exceeding $25 million. A family corporation is one where 50 percent or more of the
stock of the corporation is held by one (or in some limited cases; two or three) families.

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

..:beginning of the taxable year preceding the year of change.

-=-The amount of the suspense account is required to be included in gross income if the '
corporation ceases to be a family corporation. In addition, if the gross receipts of the corporatlon

attributable to farming for any taxable year decline to an amount below the lesser of (1) the gross

receipts attributable to farming for the last taxable year for which an accrual method of accounting
was not required, or (2) the gross receipts attributable to farming for the most recent taxable year
for which a portion of the suspense account was required to be included in income, a portion of
the suspense account is required to be included in gross income.

Description of Proposal

The proposal would repeal the ability of a family farm corporation to establish a suspense
account when it is required to change to an accrual method of accounting. Thus, under the
proposal, any family farm corporation required to change to an accrual method of accounting
would include in gross income the section 481 adjustment applicable to the change ratably over a
10-year period beginning with the year of change. In addition, any taxpayer with an existing
suspense account would be required to include the account in income ratably over a 20-year
period beginning in the first taxable year beginning after September 13, 1995, subject to the
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present-law requirements to include all or a portion of the account in income more rapidly in
certain instances.

Effective Date
The proposal would be effective for taxable years ending after September 13, 1995. o

5. Phaseout of section 936 credit
Present Law

" Certain domestic corporations with business operations in the U.S. possessions (including,
for this purpose, Puerto Rico and the U.S. Virgin Islands) may elect the section 936 credit which
generally eliminates the U.S. tax on certain income related to their operations in the possessions.
In contrast to the foreign tax credit, the possessions tax credit is a "tax sparing"” credit. That is,
the credit is granted whether or not the electing corporation pays income tax to the possession.
Income exempt from U.S. tax under this provision falls into two broad categories: (1) possession
business income, which is derived from the active conduct of a trade or business within a U.S.
possession or from the sale or exchange of substantially all of the assets that were used in such a
trade or business; and (2) qualified possession source investment income ("QPSH"), which is
attributable to the investment in the possession or in certain Caribbean Basin countries of funds
derived from the active conduct of a possession business.

_ In order to qualify for the section 936 credit for a taxable year, a domestic.corporation
must satisfy two conditions (sec.936(a)(2)). First, the corporation must derive at least 80 percent
of its gross income for the three-year period immediately preceding the close of the taxable year
from sources within a possession. Second, the corporation must derive at least 75 percent of its
gross income for that same period from the active conduct of a possession business.

A domestic corporation that has elected the section 936 credit and that satisfies these two
conditions for a taxable year generally is entitled to a credit equal to the U.S. tax attributable to
the sum of the taxpayer's possession business income and its QPSII. However, the amount of the
credit attributable to possession business income is subject to the limitations enacted by the
Omnibus Budget Reconciliation Act of 1993 ("1993 Act") (sec. 936(a)(4)). Under the economic
activity limit, the amount of the credit with respect to such income cannot exceed the sum of a
portion of the taxpayer's wage and fringe benefit expenses and depreciation allowances (plus, in
certain cases, possession income taxes). In the alternative, the taxpayer may elect to apply a limit
equal to the applicable percentage of the credit that would otherwise be allowable with respect to -
possession business income; the applicable percentage is phased down, beginning at 60 percent
for 1994 and reaching 40 percent for 1998 and thereafter. The amount of the section 936 credit
atributable to QPSII is not subject to these limitations.
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D . ‘l. [B l

The proposal would limit the section 936 credit attributable to both possession business |
income and QPSII as described below. Except as described below with respect to existing
facilities in Guam, American Samoa, and the Commonwealth of the Northern Mariana Islands, the
section 936 credit would be eliminated for taxable years beginning after December 31, 2001.

~ For taxpayers using the economic activity limit enacted by the 1993 Act, the section 936
credit attributable to possession business income (determined under the economic activity limit)
would continue to be determined as under present law through the taxpayer's taxable year
beginning in 2001. For taxable years beginning in 2002 and thereafter, the section 936 credit |
attributable to possession business income (detenmned under the economic activity limit) would
be eliminated. v - :

For taxpayers that elected to use the applicable percentage limit and not to use the
economic activity limit, the section 936 credit attributable to possession business income would
continue to be determined as under present law through the taxpayer's taxable year beginning in
1998. For taxable years beginning during 1999, the section 936 credit attributable to possession
business income (determined under the applicable percentage limitation) that would be allowed

-under the proposal would be limited to 75 percent of the amount that would otherwise be

allowed. For taxable years beginning during 2000, the section 936 credit attributable to

possession business income (determined under the applicable percentage limit) that would be
allowed under the proposal would be limited to 50 percent of the amount that would otherwise be
allowed. For taxable years beginning during 2001, the section 936 credit attributable to

possession business income (determined under the applicable percentage limit) that would be
allowed under the proposal would be limited to 25 percent of the amount that would otherwise be
allowed. For taxable years beginning in 2002 and thereafter, the section 936 credit attributable to
possession business income (determined under the applicable percentage limit) would be

eliminated.

A taxpayer that elected to use the applicable percentage limit would be permitted to
| revoke that election for its taxable year beginning in 1996 and thereafter. A revocation must be
made not later than for the taxable year beginning after December 31, 1995; such revocation, if
made, would apply to such taxable year and to all subsequent taxable years. -

For taxable years beginning in 1996 and thereafter, the section 936 credit attributable to
QPSII would apply only to income attributable to investments made on or before October 13,
1995 (provided such income would otherwise qualify as QPSII under present law). For taxable
years beginning after December 31, 1995, income attributable to investments made after October
13, 1995 would not be eligible for the section 936 credit. Income attributable to an investment
made on or before October 13, 1995 (or to the reinvestment of the proceeds of such an
investment) would be eligible for the section 936 credit attributable to QPSII through the date
that such investment, if distributed, would be eligible for the maximum reduction in local taxes
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(as determined under local law in effect as of October 13, 1995). However, the section 936 credit
attributable to QPSII would be eliminated for taxable years beginning after December 31, 2000.

With respect to operations in Guam, American Samoa, and the Commonwealth of
the Northern Mariana Islands, the section 936 credit would be eliminated for taxable years
beginning after December 31, 1995. However, special rules would apply with respect to the
section 936 credit derived from existing operations in Guam, American Samoa, and the Northern
Mariana Islands. For taxable years beginning before 2006, present law would continue to apply in
determining the section 936 credit derived from operations conducted through existing facilities in
such possessions: A facility would cease to qualify as an existing facility if a substantial new line
of business is conducted through such facility after October 13, 1995; such a facility would cease
to qualify as an existing facility as of the beginning of the taxable year during which the substantial
new line of business is added. An existing facility would continue to qualify as an existing facility
following a change of ownership of such facility (provided that a substantial new line of business
is not conducted through such facility). For taxable years beginning in 2006 and thereafter, the
section 936 credit with respect to such existing facilities would be eliminated.

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

6. Corporate accounting--reform of income forecast method
D L3 I . ! * | L3 | 3 . I

A taxpayer generally must capitalize the cost of property used in a trade or business and
recover such cost over time through allowances for depreciation or amortization. Depreciation
deductions are allowed under section 167 and the amounts of such deductions are determined
under the modified Accelerated Cost Recovery System ("MACRS") of section 168 for most
tangible property. MACRS determines depreciation by applying specific recovery periods,
placed-in-service conventions, and depreciation methods to the cost of various types of

depreciable property. Intangible property generally is amortized under section 197, which applies
a 15-year recovery period and the straight-line method to the cost of applicable property.

T f film. vid | simil

MACRS does not apply to certain property, including (1) any motion picture film, video
tape, or sound recording or (2) any other property if the taxpayer elects to exclude such property
from MACRS and the taxpayer applies a unit-of-production method or other method of
depreciation not expressed in a term of years. Likewise, section 197 does not apply to certain
intangible property, including property produced by the taxpayer or any interest in a film, sound
recording, video tape, book or similar property unless acquired as part of a trade or business.
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Thus, the cost of a film, video tape, or similar property that is produced by the taxpayer or is
acquired on a "stand-alone" basis by the taxpayer may not be recovered under either the MACRS
depreciation provisions or under the section 197 amortization provisions. The cost of such
property may be depreciated under the general depreciation provision of section 167, which
allows deductions for the reasonable allowance for the exhaustion, wear and tear, or obsolescence

of the property.

The "income forecast” method is an allowable method for calculating depreciation under
section 167 for certain property. The income forecast method attempts to match allocable
portions of the cost of property with the income expected to be generated by the property.
Specifically, under the income forecast method, the depreciation deduction for a taxable year for a
property is determined by multiplying the cost of the property’ (less estimated salvage value) by a
fraction, the numerator of which is the income generated by the property during the year and the
denominator of which is the total forecasted or estimated income to be derived from the property
during its useful life. The income forecast method has been held to be applicable for computing
depreciation deductions for motion picture films, television films and taped shows, books, patents,
master sound recordings and video games.® The total forecasted or estimated income to be
derived from a property is to be based on the-conditions known to exist at the end of the period
for which depreciation is claimed. This estimate can be revised upward or downward at the end of
a subsequent taxable period based on additional information that becomes available after the last
_prior estimate. These revisions, however, do not affect the amount of depreciation claimed in a
- prior taxable year. Thus, unforeseen income that is generated after the property is fully
depreciated is never taken into account under the income forecast method.

In the case of a film, income to be taken into account under the income forecast method
means income from the film less the expense of distributing the film, including estimated income

7 In Transamerica Corp. v, 1.S., 999 F.2d 1362, (9th Cir. 1993), the Ninth Circuit overturned
the District Court and held that for purposes of applying the income forecast method to a film, the
“cost of a film" includes "participation” and "residual" payments (i.e., payments to producers,
writers, directors, actors, guilds, and others based on a percentage of the profits from the film)
even though these payments were contingent on the occurrence of future events. It is unclear to
what extent, if any, the Transamerica decision applies to amounts incurred after the enactment of
the economic performance rules of Code section 461(h), as contained in the Deficit Reduction
Actof 1984.

¥ See, e.g., Rev. Rul. 60-358, 1960-2 C.B. 68; Rev. Rul. 64-273, 1964-2 C.B. 62; Rev.
Rul 79-285, 1979-2 C.B. 91; and Rev. Rul. 89-62, 1989-1 C.B. 78. Conversely, the courts have
held that certain tangible personal property was not of a character to which the income forecast

method was applicable. See, e.g., ABC Rentals of San Antonio v. Comm., 68 TCM 1362 (1994)

(consumer durable property subject to short-term, "rent-to-own" leases not eligible) and Carland,
Inc. v. Comm., 90 T.C. 505 (1988), aff'd on this issue, 909 F.2d 1101 (8th Cir 1990) (railroad
rolling stock subject to a lease not eligible). '
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from foreign distribution or other exploitation of the film.’ In the case of a motion picture
released for theatrical exhibition, income does not include estimated income from future television
exhibition of the film (unless an arrangement for domestic television exhibition has been entered
into before the film has been depreciated to its reasonable salvage value). In the case of a series
or a motion picture produced for television exhibition, income does not include estimated income
from domestic syndication of the series or the film (unless an arrangement for syndication has
been entered into before the series or film has been depreciated to its reasonable salvage value)."
The Internal Revenue Service also has ruled that income does not include net merchandising
revenue received from the exploitation of film characters."

Descrintion of Pr l

The proposal would make several amendments to the income forecast method of
~ determining depreciation deductions.

First, the proposal would provide that income to be taken into account under the income
forecast method includes all estimated income generated by the property. In applying this rule
(and the look-back method described below), a taxpayer generally need not take into account
income expected to be generated more than ten years after the year the property was placed in
service.. In addition, pursuant to a special rule, if a taxpayer produces a television series and
initially does not anticipate syndicating the episodes from the series, the forecasted income for the
episodes of the first three years of the series need not take into account any future syndication
fees (unless the taxpayer enters into an arrangement to syndicate such episodes during such
period). The 10-year rule and the syndication rule would apply for purposes of the look-back
method described below.

In the case of a film, television show, or similar property, estimated income to be taken
into account with respect to the property would include, but would not necessarily be limited to,
income from foreign and domestic theatrical, television, and other releases and syndications; video
tape releases, sales, rentals, and syndications; and the exploitation of film or program characters,
prints, scripts, and scores. It is anticipated that income from the exploitation of film or program
characters would, except as provided in regulations, generally be limited to income realized from
licensing, rental, royalty and other similar arrangements with third parties with respect to such
property and income from the sales of merchandise or other items that embody such characters.

® Rev. Rul. 60-358, 1960-2 C.B. 68.
10 Rev. Proc. 71-29, 1971-2 C.B. 568.

' Private letter ruling 7918012, January 24, 1979. Private letter rulings do no have
precedential authority and may not be relied upon by any taxpayer other than the taxpayer
receiving the ruling but are some indication of IRS administrative practice.
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In addition, the cost of property subject to depreciation would only include amounts that
satisfy the economic performance standard of section 461(h).'> Any costs that are taken into
account after the property is placed in service would be treated as a separate piece of property to
the extent (1) such amounts are expected to give rise to significant future income not reasonably
anticipated with respect to the property originally placed in service or (2) such costs are incurred
more than 10 years after the property was placed in service. o
Except as provided in regulations, any costs that are not recovered by the end of the tenth taxable
year after the property was placed in service may be taken into account as depreciation in such

year.

Finally, taxpayers that claim depreciation deductions under the income forecast method
would be required to pay (or would receive) interest based on the recalculation of depreciation
under a "look-back" method.”® The "look-back" method would be applied in any "recomputation
year” by: (1) comparing depreciation deductions that had been claimed in prior periods to
depreciation deductions that would have been claimed had the taxpayer used actual, rather than
estimated, total income from the property; (2) determining the hypothetical overpayment or
underpayment of tax based on this recalculated depreciation; and (3) applying the overpayment
rate of section 6621 of the Code. Except as provided in regulations, a "recomputation year"
would be the third and tenth taxable year after the taxable year the property was placed in service
unless the actual income from the property for each period before the close of such years was

.within 10 percent of the estimated income from the property for such periods. The Secretary of

~the Treasury would have the authority to allow a taxpayer to delay the initial application of the
look-back method where the taxpayer may be expected to have significant income from the
.property after the third taxable year after the taxable year the property was placed in service (e.g.,
the Secretary may exercise such authority where the depreciable life of the property is expected
to be longer than thiee years)." Property with an adjusted basis of $100,000 or less when the
property was placed in service would not be subject to the look-back method. The proposal
would provide a simplified look-back method for pass-through entities.

2 No inference would be intended as to the proper application of section 461(h) to the
income forecast method under present law.

" The "look-back" method of the proposal would resemble the look-back method
applicable to long-term contracts accounted for under the percentage-of-completion method of
present-law sec. 460. Interest paid or received under the look-back method of the proposal
would be treated similarly to interest paid or received under sec. 460.

' In applying the look-back method, any cost that is taken into account after the property
was placed in service may be taken into account by discounting (using the Federal mid-term rate
determined under sec. 1274(d) as of the time the costs were taken into account) such cost to its
value as of the date the property was placed in service.
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Effective Date

The proposal would be effective for property placed in service after September 13, 1995,
unless placed in service pursuant to a binding written contract in effect before such date and all
times thereafter.

7. Allow amortization for intrastate operating rights of motor carriers

Present Law and Background

A taxpayer is allowed to write-off and deduct the adjusted basis of property used in trade
or business when such property becomes worthless (sec. 165). A write-off is not allowed if the
property merely loses value but does not become worthless. For example, in CRST. Inc., 909
F2d. 1146, (8th Cir. 1990), a motor carrier was denied a worthlessness deduction for the basis of
operating authorities that had become less valuable, but not worthless, due to deregulation.

Effective January 1, 1995, section 601 of the Federal Aviation Administration
Authorization Act of 1994 preempts and prohibits States regulation of the price, route, or service
of intrastate operations of motor carriers.

Description of Proposal

The proposal would allow a taxpayer who held, on January 1, 1995, an operating
authority that was preempted by section 601 of the Federal Aviation Administration Authorization
Act of 1994 to amortize the adjust basis of such authority ratably over a 36-month period. No
other deduction would be allowed with respect to such property.

Effective Date
The proposal would be effective for taxable years ending on or after January 1, 1995.
8. Permit corporate pension transfers to fund employee benefits
Present Law
Pensi lan fundi
Present law imposes minimum funding requirements on employers sponsoring a defined
benefit pension plan which are designed to provide at least a certain level of benefit security by

requiring the employer to make certain minimum contributions to the plan.

Within limits, an employer is permitted to make contributions in excess of the minimum
funding requirements. Making contributions in excess of those required by the minimum funding
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requirements, as well as other factors, such as greater investment returns than assumed for
funding purposes, can contribute to overfunding of pension plans.

Contributions to a plan are no longer deductible by the employer when plan assets reach a
certain level, called the full-funding limit. Contributions in excess of the full-funding limit are also
subject to a 10-percent excise tax. A plan has reached the full-funding limit if the level of plan
assets exceeds the lesser of (1) 150 percent of current liability, or (2) the accrued liability under
the plan. In general terms, “current liability” is the amount of plan assets needed to fund all
current accrued benefits under the plan to date (vested and nonvested). Current liability is
determined using a statutorily prescribed interest rate assumption--the interest rate used must be
between 90 and 110 percent of the four-year weighted average 30-year Treasury rate. As under
‘the general minimum funding rules, other actuarial assumptions used to calculate current liability
are required to be reasonable. Accrued liability is generally the amount of assets required to fund
the plan under the actuarial funding method used by the plan.

Transfers of excess pension assets

Under present law, defined benefit pension plan assets generally may not revert to an
employer prior to the termination of the plan and the satisfaction of all plan liabilities. Any assets
that revert to the employer upon such termination are includible in the gross income of the-
employer and subject to an excise tax. The rate of the excise tax generally is 20 percent, and is
increased to 50 percent unless the employer maintains a replacement plan or makes certain benefit

increases in connection with the plan termination. -Upon plan termination, the accrued benefits of
all-plan participants are required to be 100-percent vested.

The Omnibus Budget Reconciliation Act of 1990 included a provision under which - '
employers could transfer excess assets in an overfunded pension plan to pay certain retiree health
liabilities. Provided certain requirements are satisfied, such a transfer does not affect a plan's tax-
qualified status and is not a prohibited transaction. Further, the assets transferred are not
includible in the gross income of the employer and are not subject to the excise tax on reversions.
The employer is not entitled to deduct retiree health benefits paid with transferred assets.

A transfer must satisfy certain requirements designed to protect the benefit security of plan
participants. Under one of these requirements, the accrued retirement benefits of participants
under the pension plan (including participants who separated from service during the 1-year
period ending on the date of the transfer) must be nonforfeitable as if the plan terminated
immediately before the transfer. In addition, only excess pension assets may be transferred.
Excess pension assets are defined to be the excess of the value of plan assets over the greater of
(1) the plan's full funding limit, or (2) 125 percent of current liability. . As described above, the
first part of this standard is the same as the maximum limit for making contributions to the plan
for deduction purposes. As under that limit, the interest rate used in calculating current liability
for the 125 percent asset cushion must be between 90 and 110 percent of the four-year weighted
average 30-year Treasury rate. The second part only applies if current liability is greater than the
full funding limit. Thus, a transfer can only be made from a plan that is at the full funding limit
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and is no longer permitted to receive deductible contributions.

If any amount transferred is not used to pay retiree health expenses, such amount must be
transferred back to the pension plan. Such amounts transferred back are not includible in the
employer's income, but are subject to the 20-percent excise tax on reversions.

The provision permitting certain transfers of excess pension assets was originally adopted
for a 5-year period, through 1995. The excess pension assets transfer provision was extended
through the year 2000 by the Retirement Protection Act of 1994, which was enacted as part of
the Uruguay Round Agreements Act (commonly referred to as the implementing legislation for
the General Agreement on Tariffs and Trade ("GATT")). The GATT legislation did not change
the way in which excess pension assets are calculated. ,

Descriotion of Prosasl

The proposal would modify the circumstances under which employers may transfer excess
assets from a defined benefit pension plan. The proposal would permit a qualified transfer of
excess assets from a defined benefit pension plan (other than a multiemployer plan) to the
employer, provided such assets are used to pay for qualified employee benefits provided by the
employer. Qualified employee benefits would be defined as qualified retirement plan benefits,
accident and health benefits, disability benefits, educational assistance, and dependent care
assistance. Such benefits are provided under plans which cover a broad group of employees, and
are subject to regulation under the Internal Revenue Code and the Employee Retirement Income .
Security Act of 1974, as amended ("ERISA"). For.example, excess pension assets could be
transferred from an overfunded pension plan maintained by an employer to an underfunded
pension plan maintained by the same employer.

-The total amount of excess pension assets which could be transferred in qualified transfers
during any year could not exceed the amount the employer pays during the year of transfer for
qualified employee benefits. In addition, in order for the transfer to be qualified, the accrued
retirement benefits of participants (including participants who separated from service during the 1-
year period ending on the date of the transfer) under the pension plan must be nonforfeitable as if
the plan terminated immediately before the transfer.

Amounts transferred would be includible in the gross income of the employer. Except as
described below, no excise tax would apply to the amount transferred in a qualified transfer.
There would be no limit on the number of qualified transfers that could be made during any
taxable year. As under present law, a qualified transfer under the proposal would not affect the
plan's qualified status and would not be a prohibited transaction.

Excess pension assets would be defined as under present law, and would be determined as
of whichever of the following dates excess pension assets are lower: (1) January 1, 1995 (or, if
January 1, 1995, is not a plan valuation date, as of the last plan valuation date preceding January
1, 1995), or (2) the most recent plan valuation date preceding the transfer.
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The present-law rules would apply with respect to transferred amounts that are not used
to pay for qualified employee benefits for the year of transfer. Thus, any such amount income
would have to be returned to the pension plan. Amounts returned would not be includible in the
gross income of the employer, but would be subject to the 20-percent excise tax on reversions.
No deduction would be allowed with respect to returned amounts.

As under present law, the proposal would not apply to transfers in taxable years beginning
after December 31, 2000.

Effective [

The proposal would be effective with respect to transfers on or after the date of
enactment. '

9. Modify exclusion of damages received on account of personal injury or sickness

Present Law

Under present law, gross income does not include any damages received (whether‘by suit
or.agreement and whether as lump sums or as periodic payments) on account of personal injury or
sickness (sec. 104(a)(2)).

The exclusion from gross income of damages received on account of personal injury or
sickness specifically does not apply to punitive damages received in connection with a case not
involving physical injury or sickness. Courts presently differ as to whether the exclusion applies
to damages received in connection with a case involving a physical injury or physical sickness.

Courts have interpreted the exclusion from gross income of damages received on account
of personal injury or sickness broadly in some cases to cover awards for personal injury that do’
not relate to a physical injury or sickness. For example, some courts have held that the exclusion
applies to damages in cases involving certain forms of employment discrimination and injury to
reputation where there is no physical injury or sickness. The damages received in these cases
generally consist of back pay and other awards intended to compensate the claimant for lost
wages or lost profits. The Supreme Court recently held that damages received based on a claim
under the Age Discrimination in Employment Act could not be excluded from income. In light of
the Supreme Court decision, the Internal Revenue Service has suspended existing guidance on the
tax treatment of damages received on account of other forms of employment discrimination.

I I I - - ’ II -Io I

The proposal would provide that the exclusion from gross income does not apply to any
punitive damages received on account of personal injury or sickness whether or not related to a

140

-




physical injury or sickness. No inference would be intended as to the application of the exclusion
to punitive damages received prior to the effective date of this proposal in connection with a case
involving a physical injury or sickness.

Include in i l ies f hysical iniuri

The proposal would provide that the exclusion from gross income only applies to damages
- received on account of a personal physical injury or physical sickness. If an action has its origin in
a physical injury or physical sickness, then all damages (other than punitive damages) that flow
therefrom would be treated as payments involving physical injury or physical sickness whether or
not the recipient of the damages is the injured party. For example, damages (other than punitive
damages) received by an individual on account of a claim for loss of consortium due to the
physical injury or physical sickness of such individual's spouse would be excludable from gross
income. In addition, damages (other than punitive damages) received on account of a claim of
wrongful death would continue to be excludable from income as under present law.

- The proposal also would provide that emotional distress is not considered a physical injury
or physical sickness. Thus, the exclusion from gross income would not apply to any damages
received (other than for medical expenses as discussed below) based on a claim of employment
discrimination or injury to reputation accompanied by a claim of emotional distress. Because all
damages received on account of physical injury or physical sickness are excludable from gross
income, the exclusion from gross income would apply to any damages received based on a claim
of emotional distress that is attributable to a physical injury or physical sickness. In addition, the
exclusion from gross income would apply to the amount of damages received that is not in excess
of the amount paid for medical care attributable to emotional distress.

Effective Date

The proposals generally would be effective with respect to amounts received after
December 31, 1995. ‘The proposals would not apply to amounts received under a written binding
agreement, court decree, or mediation award in effect on (or issued on or before) September 13,
1995. '

10. Require tax reporting for payments to attorneys

Present Law

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

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

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

Effective Date

‘The proposal would be effective for payments made after December 31, 1995.
Consequently, the first information reports would be filed with the IRS (and copies would be
provided to recipients of the payments) in 1997, with respect to payments made in 1996.

11. -Disallow rollover under section 1034 to extent of previously claimed depreciation for
home office’or other depreciable use of residence

Present Law
Rollover

Generally, no gain is recognized on the sale of a principal residence to the extent that the
amount of the sales price of the old residence is reinvested in a new residence within a specified
period. The specified period generally is a period beginning two years before the sale of the old
residence and ending two years after the sale of the old residence.

One-ti lusi
In general, a taxpayer may exclude from gross income up to $125,000 of gain from the

sale or exchange of a principal residence if the taxpayer (1) has attained age 55 before the sale,

and (2)