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DEPARTMENT OF THE TREASURY
WASHINGTON

September 15, 1995
ASSISTANT SECRETARY

MEMORANDUM FOR LEON PANETTA 

FROM: LES SAMUELS

SUBJECT: Provisions in the Ways and Means Mark-Up Document

This memorandum briefly describes a number of Chairman Archer's proposals that will be 
the subject to mark-up in the Ways and Means Committee on Monday afternoon. Treasury will 
appear at the mark-up. This memorandum includes recommended Administration positions that 
were discussed at the NEC meeting on September 15, 1995 [certain positions are subject to 
further discussion].

I. REVENUE RAISERS

A. Pension Asset Reversions. Under current law, an employer must maintain qualified 
pension assets in trust for the exclusive purpose of providing benefits to employees and generally 
cannot recover the assets without terminating the plan and paying a substantial excise tax (of up 
to 50%). A limited exception allows pension plan sponsors to avoid the excise tax if they transfer 
pension assets that exceed a 25% "cushion" to special accounts dedicated to providing retiree 
health benefits. The Ways and Means proposal would permit transfer to the employer — for any 
purpose — of pension assets in excess of 125% of a defined benefit plan's "current liability". No 
excise tax would be imposed on transfers prior to July 1, 1996, and only a 6.5% excise tax would 
be imposed thereafter.

Recommended Administration position: Strongly oppose. (Alice Rivlin has written 
to Chairman Archer vigorously criticizing the proposal.) The Retirement Protection Act, 
passed as part of GATT last December, was a bipartisan effort to improve and strengthen 
the security of the pension system. Chairman Archer's proposal is a gift to big business 
that undermines that effort, allowing pension plans to function, in effect, as tax-free 
corporate savings accounts. Allowing employers to remove pension assets might well 
lead to a repeat of the large pension raids of the 1980s, when more than $20 billion was 
taken out of plans through "asset reversions". The proposal also would increase the risk 
of loss to the pension insurance system. Retention of assets at least equal to 125% of 
"current liability" could still leave a pension plan underfunded if it is terminated.

B. Repeal of Puerto Rico and Possession Tax Credit (Section 936). The Chairman's Mark 
generally would repeal section 936 as of the end of 1995. A generous grandfather rule would be 
provided for existing beneficiaries of the credit ("section 936 companies"). Under the grandfather
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rule, existing section 936 companies would continue to be eligible for the credit for a period of 10 
years, so long as they did not significantly expand their possessions operations. Their possession- 
source income during the 10-year period, on which the credit is based, would be capped at a base- 
period level with an inflation adjustment. Limitations on the credit, including an economic activity 
limitation, were enacted in 1993. However, the proposal would reduce or eliminate the job- 
creating incentive effect of the 1993 amendments.

Recommendation; Do not oppose, but only if appropriate programs are in place to 
assist Puerto Rico. Section 936 is an inefficient subsidy and should be repealed as a 
matter of tax policy. The Administration proposed to reformulate the credit in 1993 to 
make it a more efficient incentive for job creation and economic activity in Puerto Rico; 
the amendments enacted in 1993 moved part-way toward the Administration’s proposals. 
We believe that section 936, to the extent retained, should provide an incentive for 
increased economic activity in the possessions rather than merely as an incentive to 
attribute profits there. If the Committee decides to repeal section 936 with a grandfather 
of existing beneficiaries, the 10-year cap should be based solely on an economic activity 
limitation and other programs to assist Puerto Rico should be adopted.

C. Corporate Owned Life Insurance. This proposal would deny deductions for interest 
attributable to the purchase of so-called corporate owned life insurance (COLI) policies. With 
little out-of-pocket cash required, leveraged COLI products generate offsetting tax-free inside 
build-up, tax-free death benefits and tax-deductible interest deductions. These policies are 
frequently bought by corporations to insure large numbers of rank and file employees. The 
corporation is the beneficiary, however, and the employees frequently do not even know they 
have been insured. COLI’s are primarily a tax-advantaged corporate investment that arbitrages 
the tax deduction and the tax-free income. The tax subsidy attributable to this arbitrage is so great 
that some companies agree to borrow at rates well in excess of their market rates.

Many companies claim to have informally dedicated the COLI policies to fund its overall 
retirement and health benefit obligations. Accordingly, supporters of this provision will claim the 
proposal will jeopardize such benefits. We believe that the proposal simply eliminates employers’ 
ability to fund these benefits with pre-tax dollars. Companies are still free to fund such obligations 
through tax advantaged qualified plans or with other investments.

The 1986 Reform Act eliminated the deduction for interest attributable to the purchase of 
COLI policies with certain exceptions. The COLI products of today take advantage of these 
exceptions. This bill eliminates the exceptions as of 1996 (even with respect to policies purchased 
prior to that time). Denying a deduction to purchase tax-free income represents sound tax policy 
and is consistent with the treatment of the denial of the interest deduction to carry tax-exempt 
bonds. Nevertheless, insurance brokers are strongly opposed to this proposal.

Recommended Administration Position; Do not oppose.
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D. Sunset the low-income housing tax credit after December 31. 1997. The low-income 
housing tax credit would sunset after December 31, 1997 to facilitate a review by the House 
Ways and Means Committee of whether the credit should be modified and/or retained. This 
decision will be based upon receipt in 1996 of the General Accounting Office report requested by 
Chairman Archer to review the administration of the credit, with particular emphasis on whether 
the credit is being improperly claimed and inadequately monitored by the IRS.

Recommended Administration Position. Oppose sunset but support GAO study. 
The Administration supported the permanent extension of the low income housing tax 
credit in 1993. It is premature to terminate the credit before the GAO study has been 
conducted to assess the effectiveness of the program. The IRS has initiated a nationwide 
audit program to determine compliance with the complex credit provisions, and where 
fraud is indicated, the IRS has referred cases for criminal prosecution. (A criminal 
conviction was obtained this summer of a multi-state syndicator.) Scoring this provision 
as a revenue raiser when the stated purpose is to "facilitate" a future decision as to 
whether the credit should be modified or retained is a disingenuous revenue raiser.

E. Termination of Suspense Accounts for Family Corporations Required to Use 
Accrual Method of Accounting. Certain closely-held farming corporations required to change 
from the cash to the accrual method of accounting enjoy a potentially indefinite deferral of the 
one-time tax liability that would otherwise have been incurred as the result of the change. This 
deferral is, in effect, an interest-free loan from the Treasury conferred upon these taxpayers as the 
result of 1987 amendments to the Code.

The bill would prospectively eliminate this deferral for any corporation required to change 
its method of accounting, and any existing tax deferral would be repaid ratably over a 10-year 
period (or sooner to the extent provided by existing law). This provision would be effective for 
taxable years ending after September 13, 1995.

Recommended Administration position: Do not oppose. This deferral is a substantial 
departure from the policy of the Code and the administrative practices of the Service 
relating to accounting method changes, in which the cumulative adjustments resulting 
from such changes are taken into account generally over periods not exceeding six years. 
Although this provision has been publicly associated with a few well-known companies, 
available information suggests that there may be many other corporate taxpayers who are 
currently benefitting from this tax deferral.

F. Depreciation Under the Income Forecast Method. Under the "income forecast" 
method, the cost of motion picture films, video tapes, sound recordings, and other similar 
property may be depreciated on an accelerated schedule based on projected realization of income 
from the property. The proposal would modify the method to decelerate the depreciation and 
thus more accurately match costs of the affected property with expected revenues.
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Recommended Administration position: Do not oppose. A similar provision was 
proposed several years ago and was met with strong opposition from affected taxpayers 
and trade groups, such as the Motion Picture Association of America. We should expect 
similar opposition this year.

G. Phaseout of Tax Credits for Wind Energy and ’’Closed Loop” Biomass. The 
proposal would limit the income tax credit for electricity produced from wind and closed-loop 
biomass to electricity produced from facilities placed in service before September 14, 1995, with 
an exception for facilities placed in service before September 14, 1996, pursuant to a binding 
contract in existence on September 13, 1995. The proposal also provides that the credit would 
not be available for electricity produced after December 31, 2000. The proposal would be 
effective for taxable years ending after September 13, 1995.

Recommended Administration position: [to be discussed].

H. Remove Business Exclusion for Energy Subsidies Provided by Public Utilities. The 
proposal would repeal the partial exclusion for any subsidy provided by a utility for the purchase 
or installation of an energy conservation measure with respect to property that is not a dwelling 
unit. The provision would be effective for subsidies received after September 13, 1995, unless 
received pursuant to a binding written contract in effect on that date.

Recommended Administration position; [to be discussed]

I. Modify Tax Benefits for Ethanol and Methanol from Renewable Sources.

1. ETBE and similar ethers. The proposal clarifies that ETBE and similar ethers 
(and alcohol used to produce these ethers) are not eligible for either ethanol or methanol 
(from renewable sources) tax benefits. The proposal would be effective for fuels 
produced after December 31, 1995.

2. Limits on eligible production. The proposal provides that the 54-cents-per- 
gallon (60 cents per gallon for methanol) blender income tax credit for ethanol and 
methanol from renewable sources, as modified by the proposal, would be available only 
for alcohol fuels produced by distilling equipment placed in service before September 14, 
1995. Additionally, the proposal provides that after September 13, 1995, producers other 
than small producers (defined as under present law), would only receive benefits on a 
three-year average annual production amount. The current December 31, 2000, general 
production sunset for these benefits would be retained.

3. Excise tax "compliance" provisions. The proposal provides that fuel alcohol
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generally would be subject to the same excise tax rules as gasoline, thereby repealing 
reduced rates for gasohol, with the addition of a provision allowing alcohol designated as 
eligible for tax benefits under the revised rules to be sold tax-free. The proposal also 
provides that the present excise tax alcohol blender refund provisions would be repealed.

4. Reduce ethanol tax benefits to reflect carbon dioxide by-product value; offset 
for small producers. The proposal provides that the 54-cents-per-gallon ethanol income 
tax credit would be reduced to 51 cents per gallon, to reflect the value of carbon dioxide 
recovered as a by-product in ethanol production. The proposal also provides that the 
present-law small ethanol producers credit would be increased from 10 cents per gallon to 
13 cents per gallon as an offset. These provisions would be effective on and after January 
1, 1996.

Recommended Administration position:

1. ETBE and similar ethers, [to be discussed].

2. Limits on eligible production, [to be discussed].

3. Excise tax compliance provisions, [to be discussed].

4. Reduce ethanol tax benefits to reflect carbon dioxide by-product value; offset 
for small producers, [to be discussed].

J. Tax Gambling Income of Indian Tribes. The proposal would subject to Federal income 
tax as unrelated business income earned by Indian tribes, from the conduct of certain gaming 
activities. The Treasury Department would be required to conduct a study on gaming activities 
conducted by tax-exempt organizations.

Proposed Administration position: Oppose. While gaming has become widespread 
among the Indian tribes, subjecting only one source of revenue is difficult to support on 
tax policy grounds. Moreover, if Indian tribes are subjected to tax, then all tax-exempt or 
tax-immune entities conducting these activities should also be taxed. Further, some 
treaties may be violated by this provision.

K. Modify exclusion for damages received. The proposal would limit the current-law 
exclusion for damages received on account of personal injury or sickness. The proposal would 
provide that only damages received on account of physical injury or physical sickness would be 
excludable; no exclusion would apply to damages on account of solely nonphysical injury (such as 
those related to discrimination or emotional distress) or to any punitive damages received. This 
proposal would resolve many of the issues that have generated much litigation between the IRS
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and taxpayers, and would bring the exclusion more in line with modern concepts of income.

Recommended Administration position; [to be discussed].

L. Expatriation Tax Proposal. The Chairman's Mark includes H.R. 1812, the "Expatriation 
Tax Act of 1995," as reported by the House Ways and Means Committee. H.R. 1812 imposes 
income taxes on certain expatriates on their U.S. source income for a period of ten years, without 
regard to the motivation for their expatriation. H R. 1812 generally is intended to override 
contrary provisions in U.S. tax treaties.

Recommended Administration position: Oppose. H.R. 1812 is an ineffective 
approach to the problem of tax avoidance through expatriation. Instead, the 
Administration supports S. 700/H.R. 1535, which treat an expatriating person as having 
sold his or her assets at fair market value immediately prior to expatriation.

M. Repeal tax credit for contributions to community development corporations. OBRA 
1993 authorized a 50 percent credit (5 percent per year for 10 years) for certain contributions or 
long-term loans made to 20 community development corporations (CDCs) to be designated by 
the Secretary of HUD. Each designated CDC, in turn, could designate up to $2 million in 
contributions or loans qualifying for the credit (for a total of $40 million in contributions and $20 
million in credits). Under this proposal, the credit would be repealed for contributions or loans 
made after the date of enactment. Contributions made after the date of enactment pursuant to a 
legally enforceable agreement that was in effect on the date of enactment would remain eligible 
for the credit.

Recommended Administration position. Oppose.

n. EXTENSIONS OF EXPIRING PROVISIONS

A. Targeted Jobs Tax Credit. This proposal would extend the targeted jobs tax credit 
through December 31, 1997. A credit of 25% against wages up to a maximum wage amount of 
$6,000 ($3,000 in the case of summer youth) would be allowed for the hiring and retention of 
certain targeted groups. The targeted groups include AFDC recipients, veterans, ex-felons, high- 
risk youth residing in empowerment zones and enterprise communities, a vocational rehabilitation 
referral and summer youth. The provision incorporates certain pre-certification requirements, and 
employees must be retained for at least 180 days or 500 hours before the credit can be claimed.

Recommended Administration position. Support with modifications. Treasury and 
Department of Labor have communicated their willingness to work with Congress to 
establish a credit that is administrable and targeted. The Administration would support
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extension of the high-risk youth category to youth residing in high poverty areas beyond 
empowerment zones and enterprise communities and youth who are non-felon offenders, 
more stringent pre-certification requirements to prevent employer windfall from the credit, 
and a credit amount large enough to serve as a hiring incentive, while still being with 
revenue constraints.

B. Extension of Exclusion for Employer-Provided Educational Assistance Programs. 
The proposal would extend section 127, which expired for taxable years beginning after 
December 31, 1994, three years to December 31, 1997. In addition, the exclusion would not 
apply to graduate-level courses after 1995.

Recommended Administration Position: Support the revenue-neutral extension of the 
provision because it encourages employers to provide educational assistance. Oppose 
restrictions on graduate level education.

C. Extension of R&E credit: Extend retroactively the research and experimentation tax 
credit for 2'/2 years (until December 31, 1997), and make minor modification to the definition of 
"start-up company."

Recommended Administration position: Support.

D. Contributions of Appreciated Stock to Private Foundations. The proposal would 
restore the full fair market value deduction for gifts to private foundations of publicly traded stock 
that can be readily valued. The provision expired on December 31, 1994. Under current law, 
donors can deduct the full fair market value of publicly traded stock only if they give the stock to 
a public charity. If they give the stock to a private foundation, their deduction is limited to their 
basis.

Recommended Administration position: Support. Treasury supported this extension - 
- provided there was sufficient revenue to pay for it — in testimony submitted to the 
Subcommittee on Oversight of the House Ways and Means Committee on May 9, 1995.

E. Credit for Clinical Testing Expenses. The proposal extends the orphan drug tax credit 
for the period January 1, 1995, through December 31, 1997.

Recommended Administration position; Support. We supported this provision in 
testimony earlier this year. We also testified that we should consider (i) making the credit 
permanent so that drug developers could rely on it, and (ii) allowing excess credits to be 
carried forward to allow smaller drug firms to better take advantage of the credit.
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F. Permanent Extension of FUTA exemption for Alien Agricultural Workers (Section 
13106 of hill. Section 3306rcVntB^ of CodeV Before January 1, 1995, employment of 
nonresident aliens who do not intend to abandon their homes outside the U.S. and who are 
admitted to the United States to work for a temporary period of time to perform agricultural 
work was not subject to FUTA. This employment is excluded from social security coverage 
under a permanent provision. The proposal would permanently extend the exclusion from FUTA 
for years after January 1, 1995.

Recommended Administration Position: [to be discussed].

G. Delay of scheduled increase in tax on fuel used in commercial aviation. The effective 
date of the 4.3-cents-per-gallon tax on commercial aviation fuel would be delayed from October 
1, 1995, to October 1, 1997.

Recommended Administration position: [to be discussed]. [The Administration 
(Treasury and the Department of Transportation) testified before the Ways and Means 
and Senate Finance Committees in the summer of 1995 and opposed any delay. The 
testimony was cleared in the interagency process. Some at the NEC meeting indicated 
that a delay might be appropriate on political grounds ] The tax was enacted as part of 
the Omnibus Budget Reconciliation Act of 1993 (OBRA 93), but the effective date was 
delayed because of concerns that the commercial airline industry generally was 
experiencing significant losses. Since 1993, the financial condition of the airline industry 
has greatly improved and imposition of the tax at this time will be less burdensome than it 
would have been in 1993. A further delay in the effective date of the tax is unwarranted 
and would be unfair to other sectors of the transportation industry.

H. Extension of Airport and Airway Trust Fund excise taxes. The taxes on air passenger 
and air freight transportation and the expiring portion of the tax on noncommercial aviation fuel 
would be extended through September 30, 1996.

Recommended Administration position: Support. These taxes, which support the 
Airport and Airway Trust Fund, are scheduled to expire on December 31, 1995, and there 
is a continuing need for revenues from the taxes to support the Trust Fund's programs.

TTT. Medical Savings Accounts (MSAsl

Under Chairman Archer's proposal, MSAs; (1) Permit an individual tax deduction for 
contributions to MSAs of up to $2,500 for individuals (or $5,000 for families) who purchase 
catastrophic health care insurance (defined as coverage with a deductible of at least $1,500, or 
$3,000 for family coverage) and who, with minor exceptions, have no other health insurance, and
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(2) provide, subject to the same limitations, an exclusion from income (and social security wages) 
for employer contributions to MSAs. Distributions from MSAs could be used to pay for medical 
care without being taxed, including deductibles under the catastrophic coverage and noncovered 
services, but not to purchase insurance (other than long-term care insurance). Amounts not used 
in a year can be carried forward into the next year. Distributions used for nonmedical purposes 
would be subject to income tax, plus a 10% penalty tax if paid prior to age 59 1/2, death or 
disability.

Recommended Administration position: Do not support because health care costs 
are not yet known and the proposal raises administrative and policy problems.
Although MSAs sound appealing politically, they are very unlikely to have a significant 
impact on cost containment:

• MSAs, by providing a tax incentive for the purchase of catastrophic insurance, as 
opposed to comprehensive coverage, would further encourage healthy individuals to leave 
the insurance risk pool. The remaining participants in the pool would be sicker than 
average and the costs for those employees would escalate. This separation of winners 
from losers -- and providing a tax break for the winners — is truly an example of the 
Republican philosophy of "survival of the fittest .”

• Proponents of MSAs have overstated the amount employers could contribute to 
employees' MSAs without increasing employer cost. The reduction in premiums when 
employees switch from comprehensive to catastrophic coverage (the source of employer 
contributions to MSAs) will typically be less than the increase in the deductible.
Therefore, employees with MSAs would be at risk for larger amounts than under current 
plans, because employers are likely to contribute less than the increase in the deductible.
(In an impartial analysis by the American Academy of Actuaries, the mid-range estimate of 
these reductions in premiums was $1,562 per family for an employer that switched from a 
plan with a $200 deductible to a plan with a $3,000 deductible for all its employees.) 
Because of adverse selection, if employers offered employees a choice between the plans, 
employers could not hold their costs constant, without further reducing their MSA 
contributions.

IV. OTHER PROPOSALS

A. Repeal of Excess Passive Assets Provision (Section 956AI. The Chairman's Mark 
would repeal section 956A, which Treasury proposed and Congress enacted in 1993. Under 
section 956A, a U.S. shareholder of a controlled foreign corporation ("CFC") is subject to current 
U.S. tax on the CFC's earnings that are invested in an excessive amount of passive foreign assets. 
Passive investments are considered "excessive" if they exceed 25 percent of the CFC's total assets. 
Prior to enactment of section 956A, taxpayers generally enjoyed unlimited deferral of U.S. tax on 
foreign earnings as long as the earnings were not repatriated. Taxpayers responded to the
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incentive provided by the opportunity for unlimited deferral by retaining foreign earnings in 
passive foreign assets. Our data indicated that, on average, passive assets held by CFCs in tax 
havens represented approximately 30 percent of total assets, whereas passive assets held by CFCs 
in other foreign countries represented only 7 percent of total assets. This indicates that the 25- 
percent threshold generously accommodates working capital needs and that accumulations in 
excess of 25 percent reflect tax rather than business considerations. Section 956A reduces the 
incentive to locate business abroad and to retain the resulting earnings in passive investments.

Recommended Administration position: Oppose.

B. Earned Income Tax Credit. The Chairman’s Mark includes proposals that are expected 
to reduce the EITC by more than $20 billion over seven years.

Recommended Administrative Position. Oppose. We strongly oppose this tax increase on 
working Americans eligible for the EITC.
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department of the treasury
WASHINGTON

Sepiember 15,1995
assistant secrctarv

memorandum for laEON PANETTA 

FROM: LES SAMUELS
SURJECT: Provisions in the Ways and Means Mark-Up Document

Hus memonuidum briefly describes a number of Chainnan Archer's proposals that wiTI be 
the subject to maric-up in the Ways and Means Committee on Monday TroMuty wU
appear at the mark-up. This memorandum includes recommended Adnunistration positions that 
were discussed at the NEC meeting on September 15, 1995 [certain positions are subject to 

fiiTtber discuSSion].

L REVENUE RAISERS

A. HAwwaniia. Under cuiTCTt law, an employer nnist maintain qualified
pension assets in trust for the exclusive pmpoae of providing benefits to employees and
cannot recover the assets without teniiinaiing the plan and paying a substantial exciM to (^p 
to 50%). A limited exception allows pension plan sponsort to avoid the excise tax If thQr transter
pensioa assets that exceed a 25% -cushion' to special accounts dedicated to providing 
health benefits. The Ways and Means proposal would pere* transfer to the employer - 
mirpow-ofpension assets b excess of 125% ofa defined benefit plan’s'current habiby No 
SSx wouMbe imposed on transfers prior to July 1.19%, and only a 6.5% exase tax would 

be imposed thereafter.
TtAToinniended Administration position; SItmikIt oppose» (Afice Rhdin has written 
to Chainnan Archer vigoroudy criticizing the proposal.) The Retirement Protection 
passed as part of GATT last December, was abipaitisan effort to improve ^ rtr^en
the security of the pension qratem. Chainnan Archer's prop^ is a gift to big biim^ 
that undomines that effort, aUowng pension plans to fimetion, m effect, asto-fiee 
corporate savings accounts. Aflowing einployers to remove penaon assets mgrt wcD
lead to a repeat of the laige pension raids of the 1980s, when more than S20 billion wm 
taken out of plans through 'asset reversioiis". The proposal also would mcreas^^
ofloss to the pension insurance system. Retention ofassets at least equal to 125% of
"current liability" could still leave a pension plan undetflmded if it is tenmnated.

B. Repeal of Piiwto Rieo.. The Chairman's Mark
aenerally would repeal section 936 as ofthe end of 1995. A generous grandfether^ewo^te
provided for existing benefidaries of the credit ("section 936 companies'). Under the grandfether
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mle, exisdflg section 936 companies would continue to be digible for the cntidit for a period of 10 
years, so long as they did not significantly expand their possessions operations. Their possession- 
source income during the 10-year period, on which the credit is based, would be capped at a base- 
penod level with an inflation adjustment. Limitations on the credit, including an economic activity 
limitation, were enacted in 1993. However, the proposal would reduce or ftlimingtR the job- 
creatii^ incentive effect of the 1993 amendments.

Recommendation: Do not oppose, but only if appropriate programs are hi place to 
assist Puerto Rico. Section 936 is an inefficient subsidy and should be repealed as a 
matter of tax policy. The Administration proposed to leformulate the credit in 1993 to 
make it a more efficient incentive for job creation and economic activity in Puerto Rico; 
the amendments enacted in 1993 moved part-way toward the Administration’s proposals. 
We believe that section 936, to the extent retain^ should provide an incentive for 
increased economic activity in the possessions rather than merdy as an incraitive to 
attribute profits there. If the Comnuttcc derides to repeal section 936 with a 
of easting benefidanes; the 10-year ciq} should be based solely on an economic activity 
fimitation and other programs to assist Puerto Rico should be adopted.

^ Corporate Owned Life Insurance. This proposd would deny deductions for interest 
attributable to the purchase of so-called corporate owiigd life insurance (COLT) poMes. With 
little out-of-poritet cash required, leveraged COU products generate nffitetting taK-fi%c inside 
Iniild-up, tax-free death benefits and tax-deductible interest deductions. These polides arc 
frequently bought by coipmutious to insure laige numbers of rank and file employees. The 
corporation is the bcneficiaiy, however, and the employees frequratly do not even know they 
have been insured. COLFs are primarily a tax-advanta^ corporate investment that arbitrages 
the tax deduction and the tax-finee income. Ihe tax subsidy attributable to tills arbitrage is so great 
that some conqianies ^ree to borrow at rates well in excess of their market rates.

Many companies daim to have informally dedicated the CGO polides to fond its overall 
retiranent and health benefit obligations. Accordingly, supporters of this provision will claim the 
proposal win jeopardize such benefits. We believe that the proposal simply diminates employers’ 
ability to Smd these benefits with ine-tax dollars. Companies are still free to fimd such obligations 
through tax advantaged qualified plans or with other kvestineDts.

The 1986 Refoim Act diminated the deduction for interest attributdile to the purchase of 
COU polides with certain exceptions. The COLI products of today take advantage of these 
exceptions. This lull diminatK the exceptions as of 1996 (even with respect to polidea purchased 
prior to that time). Decymg a deduction to purchase tax-free income r^resents sound tax policy 
and is consistent with the treatment of the denial <^the interest deduction to cany tax-exempt 
bonds. Nevertheless, insurance brokers are strongly opposed to this proposal.

Recommended Adminiifration Posifton* Do not Oppose.
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D. Siingftt the law-incQrtife housing taw credit after December 31.1997. The low-income 
houang tax credit would sunset after December 31,1997 to fedlhate a review by the House 
Ways and Means Comnrittee of whether the credit should be modified and/or retained. This 
decision wfll be based upon receipt in 1996 of the General Accounting OfiBce report requested by 
Chairman Archer to review the administFotion of the credit, with particular enqihasis on whether 
the credit is beit^ improperly claimed and inadequately monitored by the IRS.

AHministratiem Positinn. Oppose svnset but support GAO dndy.
Hie Administration supported the permaitmt octensdon of the low tneome housing tax 
credit in 1993. It is premature to terminate the cretfit before the GAO study has been

to assess the efibetiveness of the program. The IRS has imtiated a nationwide 
audit program to determine aunpliance with the ccanplex credit proviaons, and where 
fiaud is ir»dicfftgd, the IRS has referred cases ftir crincnal {Hosecution. (A crumnal 
conviction was obt^ed this summer of a multi-state syndicator.) Scoring this provision 
as a revenue isdser udien the stated purpose is to "femlhate" a fiiture decision as to 
whether the credit should be modified or retained is a disingeimous revenue raiser.

E. Tmninatioii of Suspense Accounts for FamBy GoirporattoDS Required to Use 
Aemial Mettind nf Agpnunthig. Certain dosefy-held fitoning corporations required to dumge 
from the cash to the accnial method of accounting eqoy a potentially indefinite ddenal of tiie
one-time tax fi^nlity that would Otherwise have been incurred as the result of the change. This
deferral ia, in ^Ebct, an interest-fi'ee loan from the Treasury conferred upon these taxpayers as the 
result of 1987 amendments to the Code.

The ttin would prospectivdy eliminate tiiis defmal Car any corporation reqiured to diange 
its mdhod of accountii^ and any odsting tax defenal would be repaid ratably over a 10-year 
period (or sooner to the extent provided by existing law). This provision would be effective for 
taxable years endii^ after Septmiiber 13,199S.

^prniiimgniied Admniktratioii position: Do not oppose. This de&rai IS a substantial 
departure from the polk^ of the Code and the adnunistrativc practices of the Service 
rdating to accounting method changes, in which the cumulative adjustments resulting 
fixnn such changes are taken into account generally over periods not exceeding six years. 
Although this prowsion has been puWidy associated nnth a few wdWoiown conqiames,
available informalkm suggests that tto may be mai^ other corporate taxpayers who are 
currently benefitting from tins tax defeiraL

F.
method, the cost of motion picture films, video tapes, sound recordings, and other rimCar 
property may be dqnedated on an accelerated sdtedule based on projected realization of income 
from the property. The proposal would modiQr the method to deodlerate the deprecialion and 
tiwHt more accurately match costs of the affected property wnth expected revenues.

-3-



09/15/85 22:25 C202 622 1829

Ip^^mmgnded Ailtninirtratlon position: Do not oppose. A similar provision was 
proposed several years ago and was met with strong opposition from affeaed taxpayers 
and trade groups, such as the Motion Piaure Association of America. We should expect 
similar opposition this year.

G. l*h««pnnt nf Tfl^ Credits for Wind F-neryv «"d **Oo8ed T.oop” Biomass. The 
proposal would limit the income tax credit for electridty produced from wind and dosed-loop 
biomass to dectiidty produced from facilities placed in service before September 14, 1995, with 
an exception for fodlities placed in service before September 14,1996, pursuant to a binding 
contract in existence on September 13, 1995. The proposal also provides foat the cre^ would 
not be available for dectridty product after Decembw 31,2000. The proposal would be 

efiective for taxable years ending after September 13,1995.

PggAimnpndpd Administration position: [to be discnsscd].

H. Hgmnvp ~Rii€inp«» FTrlmrinii fnr Knerpv SuhsidiBi Provided by Piihlic Utilities. The 

proposal would repeal the partial exclusion for any subsidy provided by a utility for the purd^ 
or of an energy conservation measure with re^>ect to property that is not a dwelling
unit The provision would be effective for subsidies received after September 13,1995, unless 
received pursuant to a bimftng written contract in effect on that date.

Recommended Ad IXliLLUiLft>tion position: [to he discnssed]

1. TVrndHV Tax Reiiefits fnr Ethanol and Methanol from

L FTBE and siniilar ethers. The proposal daiifies that ETBE and similar ethers 
(and alcohol used to produce these ethers) are not t^gible for either ethanol or methanol 
(fiom renewable sources) tax benefits. The proposal would be effective for fiids 
produced after December 31,1995.

2. Limits on efigible prodnetion. The proposal provides that foe 54-ccnts-pcr- 
gallon (60 cents pw gallon for methanol) blender income tax credit fisr ethanol and 
methmol from renewable sources, as modified by the proposal, would be avaOable only 
for alcohol fliels produced by distaiing equipment placed in service before Sqitember 14, 
1995. Additionally, the proposal provides that after September 13, 1995, iwoduoers other 
than «m«ll producers (defined as under present law), would only receive benefits on a 
threo-year average »mnnal production amount. The current December 31,2000, gmeral 
production sunset for these bmefits would be retained.

3. Excise tax "compliance” provisions. The proposal provides that fiid alcohol
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generally would be subject to the same excise tax rules as gasoline, thereby repealing 
reduced rates for gasohol, with the addition of a provision allowing alcohol design^ed as 
digfcle for tax benefits under the revised rules to be sold tax^ee. The proposal also 
prowdes that the present excise tax alcohol blender refiind provisions would be repealed

4. Reduce ethanol tax benefits to reflect caihon dioxide by-product offset 
for smaU producers. The proposal provides that the 5dcents-per-ganon ethanol income 
tax credit would be reduced to 51 cents per gflllMi, to reflect the value of carbon dioxide 
recovered as a by-product in ethanol production. Hie proposal also provides that the 
present-law small ethanol producers credit would be increased from 10 cents per gallon to
13 cents per gallon as an o&et. These provisions would be effective on and after January
1,1996.

Recommended Administrairinn position;

1. ETBE and similar ethers, [to be discussed).

2* Limits on eligible production, (to be discussed].

3. Excise tax compliance provisions, (to be discussed].

4. Reduce ethanol tax benefits to reflect brbon dioxide by-product value; offset 
for wnalt producers, [to be discussed].

J t.t ft«mhlinf Tneome of Indian Tribes. The proposal would subject to Federal income
tax as unrelated business income earned by Indian tribes. .fiom the conduct of certain gaming
activities. The Treasury Dqiartment would be required to conduct a study on gaming activities
conducted by tax-exempt organizations.

Admtmrtration nositiou; Oppose. Whflc gaming has become widespread 
among the Indian tribes, subjecting only one source of revenue is ifficult to support on 
tax policy grounds. Moreover, if Indian tribes are subjected to tax, then aQ tax-exempt or 
tax-immime entities conducting these activities should also be taxed. Further, some
treaties may be violated by tMs pTGvinon.

pived. The proposal would Hmit the current-law
exdution for damages reedved on account of peraonal iiyi^ or dekness. The proposal 
provide that only damages reedved on account of physical nquiy or {diydcal sidoiess would be 
excludable; no cxcludou vrould apply to damages on account of soldy nonphysical injury as
those rdated to discriiranalion or emotional ^stress) or to any punitive damages received. This
proposal would resolve many of the issues that have gmerated much litigation between the IRS
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and taxpayers, and would Iwing the exclusion more in line with modOTi concqjts of income. 

Reconiwiwiifigd Admini!rtt*atloii positioni {to be discussed].

L. FTnatriatinp To» Proposal. The Chairman's Mark includes H.R. 1812, the "^patriation 
Tax Act of 1995." as reported by the House Ways and Means Conunittee. Hit. 1812 impo^ 
income taxes on certain capairiates on their U.S. source income for a period of ten year% without 
regard to the motivation for their expatriation, H.R. 1812 generally is intended to override 
contraiy provisions in U.S. tax treaties.

fimmmmided Administration position! Oppose. HR. 1812 is an ineffective 
approach to the problem of tax avoidance through expatriation. Instead, the 
Administiation supports S. 700/HJR. 1535. which treat m expatriating person as having 
sold Ids or her assets at feir market value immediately prior to ^atriation.

M. pyjMMil toT credit for contribntiops tn comnmnity develnpmfait comoratiom, OBRA 
1993 authorized a 50 percttH credit (5 pwceirt per year for 10 years) for certain conributions or 
Icmg-temi loans made to 20 coimnunity devdopnient corporations (CDCs) to be design^ed by 
the Secretary ofHCD. Eadi designate CDC, in turn, 90uld designate up to S2 nfcn in 
contributions w loans quaEfying for the credit (for a totri of $40 million in contribulians and $20 
miTBrYn jj! ctedUs). UndoT dns proposal, the credit would be repealed for contributions or loans

afim- the d«e of enactment. Contributions made after the date of enactment puraiant to a 
legaUy enforceable agreement that was in effect on the date of enactrM would remain cUgiWc 

fbr the credit.

|l«>r<Mfnmfairied Administratinn position. Oppose, 

n. EXTENSIONS OF EXPIRING PROVISIONS

A. T^rmfttA Jnlwi Tax Credit. Has proposal would extend the targetedjobs tax credit
throu^ Decanber 31, 1997. A credit of 25% against wages up to a maxinmm wage anmunt of 
$6,000 ($3,000 in the case of summer youth) would be allowed for the hiring and retention of 
certain targeted groiqis. The targeted groups inchide AEDC recipients, veterans, ex-fdon^ high* 
risk youth residing in empowerment zones and mrteiprUe coimnuiuties, a vocational rdiabilitation 
i^enal and sunwiftr youth. The provision incorporates certain pre-certification requirenadnts, and 
employees must be retained for at least 180 days or 500 hours before the credit can be daimed.

Ri>ffftmmended Admfaii«trati<Mi nosition. Support wifti modifications. Treasury and 
Department of Labor have conmnmitated their willingness to woik ^h Congress to 

a credit that is adnuiustrable and targeted. The Administration would support
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escteiision of the hig^-risk youth category to youth residing in high poverty areas beyond 
en^owerment zones and enterprise communities and youth who are non-felon ofiendos, 
more stringent pre-eertification requirements to prevent employer windfall from the credit, 
and a credit amount large enough to serve as a hiring mcentive, wtule still being with
revenue canstTBuits.

B. T.Tfi»nMfwi nf FTHnaion for EmalovBr-Fmviiied “Edncational Awktanfe Programs, 
The proposal would extend section 127, which expired for taxable years b^pitnmg afrer 
December 31,1994, three years to December 31,1997. In addition, the exduAon would not 
apply to graduate^evd couiaes afrer 1995.

Rfeeammendgd Administration Position: Sappoit the revenue-neutral extension of the 
povision because it encourages employee to provide edncational assistance. Oppose 
restrictions on graduate level education.

C Extension of B&E credit: Extend retroactivdly the research and experimentation tax
crertit for 7}A years (until Decenober 31, 1997), and make rarnor modification to the definition of 
"start-up company."

HegoiifniMidMi Adinhii^ poshiop; Support

Bl Contrihnrions of AppriM-ifltwt Stork to Private Foundations, The proposal would 
restore the full fiir maricet value deductimi for gifts to private foundations of pubhdy traded stock 
tiiat can be readily valued. Tbeprovirion expired on Decenfoer 31,1994. Under cuirent law. 
(tenors can deduct the fiiU foir market value of publicfy traded stoc^ only if th^ give the stock to 

a pubfic (diaii^, If they ^ve the stock to a private foundation, their deduction is linuted m tiidr 
basis.

Bemmnifcnded Administration pnsitinn: Support. Treasurysuppoitedtiiisextensimi- 
- provided there was suffident revouie to pay for it — m testimony submitted to the 
Subcomnattee on Oversight of the House Ways and Means Committee on May 9,1995.

E, Credit for ninicai Tasting Expenses. The jaqiosal octends foe orphan drug taxcredh
fiir foe poiod January 1,1995. forou.^ Deceihber 31.1997.

PjjtMTinnwMled Admlnktraitinn porifion; Snpport We 5Upp<»ted tiUS provision in 
testimony earlier this year. We also testified that we should consider (Q mhkiitg foe credit 
permanent so foat drug devdopers could rriy <m it, ami (u) allowing excess credits to be 
carried forward to allow smaller drug firms to better take advantage cd'thecrsdk.
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f. PerniangBt'Eitendon ofFUTA Mcnnition for Alien Agricultural Woriters ^Section 
1^1 ms nf hin. Section 33flfifcVl^<lB^ of CodeV Before January 1,1995, employnient of 
pnnrewHpfit aliens who do not intend to abandon their homes outside the U-S- and who are 

to the United States to work for a temporary period of time to poform agricultural 
woikwasnotsulqecttoFUTA. THs employment is excluded from sodid security coverage 
undo- a permanent provisloa The proposal wcwld pennanently extend the exclusion from FUTA 
for years after January 1,1995,

Reenminended Adminfstration Posttiftit: [to be discussed].

G, Bday of schediilpd incniaae iu tax on fuel used Jn commercial aviation. Hie effective 
date of the 4.3-cenls-per-galIon tax on commercial aviation fod would be delayed from October 
1,1995, to October 1,1997.

Rofnmiiu>ndwi Admimstration position: [tO be discussed]. {nteAdnafttStroHoH 
(Treasiuy and the DeperlmentofTmn^artadott) t^Jied b^ore the Ways and Means 

and Senate Ftnanee Onnnuttees in the summer of1995 and opposed any defoy. The
tesduumy was deared in the inieragemy process. Same at the NEC me^ng inJBeated 
atataddapadghtbef^ropHateonpolitiadgr(mnd5.]Theta3t^msetiacted as part of 
the Omnibus Budget Reconcilialion Act of 1993^ (OBBA 93). but the efibctive date was 
delayed because of concerns that the cominercbl airline industry genenlly was 
expeiiendng significant losses. Since 1993. the financial condition of the airline industry 
has greatly inqarDved and impofrtion of the tax at tins time will be less burdensome iban it 
would have been in 1993. A fiuther delay in the effective date ofthe tax is unwairantcd 
and would be unfair to other sectors of the transportation industry.

H, Frtiaiaian of Awport and Airway Trust Fund excise_tnxcs. The taxes on air (Mssengor 
air freight tranqiortation and the expiring portion of the tax on noncommercial aviation fod 

would be extended through September 30,1996.

ii<H-AnmiMulwl Administration nositiQu; Support. These taxN, uduch support the 
Airport and iUrwi^ Trust Fund, are scheduled to expire on December 31,1995, and friere
is a continuing need ft>r revenues fiiom the taxes to support the Trust Fund's programs.

ITT. MiKlicail Saviiifg Accmints fMSAsV

Under Chairman Ardier's proposal, MSAs: (1) Pent^ an individual tax deduction for 
contributions to MSAs of up to $2,500 for indhiduals (or $5,000 for amilies) who purdiase 
eohi^rrpiphic health care msuranoe (defined as coverage with a deductible of at least $1,500, or 
$3,000 for iandy coverage) and who, with imnor exceptions, have no other health insurance, and
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(2) provide, subject to the same liimtajdaas, an exclusion from income (and aodal security 
for employer contributions to MSAs. Distributions from MSAs could be used to pay for medicd 
care without being taxed, including deductibles under the catastrophic coverage and noncovenrf 
services, but not to purpose insurance (other than long-term care insurance). Amounts not used
in a year can be csrried forward into the next year. Distributions used for noninedical purposes

c would be subject to income tax. plus a 10% penalty tax if paid prior to age 59 1/2, death or 

disability.

AitminMtratioii ptwiriiin; Do not support because health care costs 
arc not yet known and the proposal raises admhustrative and policy problems. 
Although MSAs sound appealing politically, they are w unlikely to have a significant 
impact on cost containment:

• MSAs, by providing a tax inoentive for the purchase of catastiophic insunincc, as
opposed to otxnivehenrive coverage, would fitrther enbounige healtiiy individuals to leave 
the insurance risk pool Theiemaihingpaiticipaiitslh the pod^ w 
average and the costs fiar those employew would escalfe J^s^aration of winners 
from losers — and provichng a tax break fiir the wiling an eacangile of the

• ProponeitsofMSAa have averatated the amount roiplbycra coiiM contribute to
employees' MSAs without increasmg eniplbyer host re^on in premiums w^

- employees switdi from comprdiensive to catastrophic covers (the source of enqdoyer
contributioiis to MSAs) win lyiricaDy be less than the

plan with a $200 deductible to a plan ^ a $3,000 daluctiMe ite cng»teyees,)
Because of adverse sdection, if em|doryas bfflred emjpldyees a <^ice bdri^ the pl^
employers could not hold th^ costs constant, without fiirther ledudng their MSA
contributions. '

IV. OTHER FROFOSALS

A. 1 ttSThtr*** VwMiv^ ^*riBvisibp /Section 9S6A\ TheChahmansMark
would repeal section 956A, which Treasury proposed and Congress enacted in 1993. Under
section 956A, a U.S. shandrolder of a oontroDed foreign corporation CCFC*0 is subject to current
US tax on tfieCFCs earnings that are invested in an excessive amount ofpasjavefi>r«Bn assets.
Passive investments are considered “excesHvc" ifthey exceed 25 peroent of the CFCs total assets. 
Prior to enactment of section 956A, taxpayers generally enjoyed unlimited defciral of U.S. tax on 
fijre^eatniiigs as long as the earnings were not repatriated. Taxpayers responded to the
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incentive provided by the opportunJly &r unliiiuted deferral by retaining foreign eannn^ in 
passive fiireign assets. Our data indicated that, on average, passive assets held by CFCs in tax 
havens represented approxhnatdy 30 percent of total assets, whereas passive assets held by CFCs 
in other faneign countries r^iresented only 7 percent of total assets. This indicates that the 25- 
pearcent thrftfjhplit geoerously accommodates worlong capital needs and that accumuiatioiis in 

c excess of 25 pesc^it reflect tax rather than business considerations. Section 956A reduces the 
inceorive to locate buaness atuoad and to let^ the resulting earnings in pasave investmaits.

Recmninended Adminirtration position! Oppose.

B. F.amMl Tnrftmft Tax Credit. The Chairman’s Mart includes proposals that are expected 
to reduce the ETTC by more than $20 Inllion over sevtai years.

p»rninii.>iwl«l Adintnt«*rarive Fashion. Oppose. We strongly oppose this tax increase on 
iwmrkii% Americans di^e &r the ETTC.
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