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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. COLT’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.



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. rmination of nse Accounts for Family Corporations Required to Use

Accrual Method of Acgguntmg, 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. Ph f Tax Credits for Wind Energy and "Cl Loop" Biom 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 Propoesal. 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. R 1 tax credit for contributions to community development corporations. OBRA
1993 authorized a 50 percent credit (S 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.

IL 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 SO0 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&F credit: Extend retroactively the research and experimentation tax
credit for 2% years (until December 31, 1997), and make minor modification to the definition of
"start-up company."

Recommended Administration position: Support.

D. ntributions 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 Worker ion
13106 of bill, Section 3306(c)(1)(B) of Code). 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. Del f 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
I, 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.

III. Medical Savings Accounts (MSAs)
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 pesition: 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 956A). 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

Seplember 15, 1993

ASSISTANT SECRETARY

MEMORANDUM FOR LEON PANETTA
FROM: . LESSAMUELS
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 aftemoon. 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]. :

L REVENUE RAISERS

A Pension Asset Reversions, Under current law, an employer must maintain qualificd
pension assets in trust for the exclusive purpose of providing benefits to employees and generally
unmtrwowmeusdswhhmntumhaﬁmﬂwphnmd‘payhgambsmnﬁélmckem(ofup
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 penmsit transfeer to the employer — for any
purpose — of pension assets in excess of 125% of a defined benefit plan's "current linbility". No
excise tax would be imposed on transfers prior to July 1, 1996, and only a 6.5% excisc tax would
be imposed thereafier. | RS |
Recommended Administration position: Strongly oppose. (Alice Riviin has written
to Chairman Archer vigorously criticizing the proposal.) The Retirement Protection Act,
passedasparlofGATl'lastDeounber,wasabiparﬁsaneﬂ’oﬂtohprovennﬂsh'mgﬂlm
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. Aﬂowingemployerstommvepmsionmetsmightwd]
leadtonrq:mofthehrgepehﬁonrnidsoﬁhe1980s,whenmorethans20bi]]ionwas
taken out of plans through “asset reversions". Theproposalalsowouldinmseﬂmrisk
of loss to the pension insurance system. Retention of assets at least equal to 125% of
'wmﬁnbiﬁty'wu}dsﬁulmapmsionphnunduﬂmdediﬁtiswmﬁmtcd.

B. " Rs Ri and Possessic a3 )i i 936 'l'heChnirmm‘sMark
generally would repeal section 936 as of the end of 995, A penerous grandfather rule would be
provided for existing beneficiaries of the credit ("section 936 compamies"). 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 basc-
period level with an inflation adjustment. Limitations on the credit, in¢luding an ¢conomic 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
maiter of tax policy. The Administration proposed to reformmlate 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 Qwned 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-packet cash required, Jeveraged 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 heslth benefit obligations. Accordingly, supporters of this provision will claim the
proposal will jeopardize such benefits. We belicve that the proposal simply eliminates employers’
ability to fund these benefits with pre~tax dollars. Companies are still free to fund such obligations
throngh tax advantaged qualified plans or with other investments.

The 1986 Reform Act efiminated 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 efiminates 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 i3 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 law-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
Weys 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 crexlit is being improperly claimed and inadequately monitored by the IRS.

Recommended Administration Position. Oppose sunset but snpport 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 10 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 & multi-state syndicator.) Scoring this provision
as a revernie raiser when the stated purpose is to "facilitate® a fature decision as to
whether the credit should be modified or retained is a disingenuous revenne raiser.

E. i RIS 0Ynors NS Keqguired T,
Accrual Method of Accoupting, Certain closely-held farming corporations required to

from the cash to the accrual method of accounting enjoy a potentially indefinite deferral of the
one-time tax Hability that would otherwise have been incurred as the result of the change. This
defenulia,ineﬂect,minwest-ﬁeeloanﬁ‘omtheTreafmyconfureduponthnsemxpayersasthe
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. S

Recommended Administration position: Do not oppose. This deferral is a substantial
departure from the policy of the Code and the adminisirative practices of the Service
relating to accounting method changes, in which the cumulative adjusiments 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
thug more accurately match costs of the affected property with expected revennes.
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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. Phaseor x i r Wing erey andg Biogmass,
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.

ion: {to be discassed].

Remove Business E3 g pr k. erey J Jieg F - Publi ies
proposal would repeal the partial exclusion for any subsidy provided by a utility for the p
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 (o & binding written contract in effect on that date.

Recommended Administration position: [to be discnssed]

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

2, Limits on eligible praduction. The proposal provides that the 54-cents-per-

gallon (60 cents per gallon for methanof) blender income tax credit for ethanol and

methanol from renewable sources, as modified by the proposal, would be availsble 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 (dcfined 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 fitel alcohol
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generally would be subject to the same excise tax rules as pasoline, thercby 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 gold 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 rediiced to 51 cents per gallon, to reflect the value of carbon dioade
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 io
13 cents per gallon as an offset. These provisions would be effective on and after January
1, 1996. E .

1. ETBE and similar ethers. [to be discussed].
3,  Limits on eligible production. [to jn dismg;d].
3. Excise tax compliance provisions. [to b.e discassed].

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

J. Iuﬁmnhhnglumm_ommgm The propasal 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
tex-immune entities conducting these activities should also be taxed. Furthes, some
treatics may be violated by this provision. :

K Modify exclusion for damages veceived. 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. Ezpatriation Tax Proposal, The Chairman's Mark includes HLR. 1812, the "Expatriation

Tax Act of 1995," as reported by the House Ways and Means Committee. HR. 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. HLR. 1812 generally is intended to override
contrary provisions m U_S. tax treaties.
ini i ition: Oppose. HR. 1812 is an ineffective
approach to the problem of tex avoidence through expatriation. Instead, the
Administration supports S. 700/HR. 1535, which treat an expatriating person as having
sold his or her assets at fair market value immediately prior to expatriation.

o
-

gx credit for con ) nment Co) jons. OBRA
1993 authorized a 50 percent credit (S percent per year for 10 years) for certain coniritutions or
long-term loans made to 20 community development corporations (CDCs) to be designated by
the Secretary of HUD. Each designated CDC, in turn, gould 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 cligible
for the credit. : ' ;

1. EXTENSIONS OF EXPIRING FROVISIONS

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 (33,000 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-feJons, high-
risk youth residing in empowerment zones and enterprise communities, a vocational rebabilitation
referral and summer youth. The provision incorporates certain pre-certification requiremeunts, 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 commumicated 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.

The pmposal would extend section 127, whlch exp:red for taxable yearsbegmmng aftw |
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 revenne-neutral extension of the
provision because it encourages employers to prowde educational assistance. Oppose
restrictions on graduutc level oducatton. :

C.  Extension of R&E credit: Extend retroactively the research and experimentation tax
credit for 2% years (unul Dwember 31, 1997), and make minor modification to the defmition of
"start-up company.”

£ -
Recommended Administration position: Support,

. indations. Thepropoaalwo:;ld
restumﬂleﬁxllfmrmnketvaluededucnonforglﬁstopnvmﬁnmdaumofpubhclyh'adedstock
that can be readily valued. The provision expired on December 31, 1994, Under current law,

. dmmandeduathzﬁ;llfmrmarkavalueofpubhclytmdedstockoxﬂylfﬂxcygwemesmckm
a public charity, If they give the stock to a private foundation, their deduction is limited to their

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

E. Clinical Testin nneproposa.lextmdstheorphandmgtaxa'edn
for the period January 1, 1995, tl'n'oughDecember3l 1997,

ns i ition: Support. We supported this provision in
tuumonyearherthnsym Wealsotestnﬁedﬂmtweshmﬂdcons:da()mahmtheaedxt
permanent so that drug developers could rely on it, and (i) allowing excess credits to be
carmried forward to allow smaller drug firms to better take advantage of the credit.

-
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3306{c)(1 f Before January 1, 1995, employment of
ponresident 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 agricuttural
work was not subject to FUTA. This employment is exclnded from social security coverage

under a permanent provision. The proposal would permanently extend the exclusion from FUTA
for years after Jamuary 1, 1995, '

wmm&m [to be discussed].

G ay of scheduled ase in_tax on fuel used in commercial aviation, The effective
date of the 4.3-cents-per-gallon tax on commercial aviation fiel would be delayed from October

1, 1995, to October 1, 1997.

ministration position: [to be discussed], [The Administration
(Treasury and the Depariment of Transportation) testified before the Ways and Menns
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 becanse 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 unfir to other sectors of the transportation mdustry.

- and Ajrw; st Fund excise taxes. Thétaxesonairpassenger
and air ficight 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.

ﬂI. Medical Savings A s (MSAS)

Under Chairman Archer's proposel, MSAs: (1) Permit an individual tax deduction for
contributions to MSAs of up to $2,500 for individuals (or $5,000 for familics) who purchase
catastrophic health care insurance (defined as coverage with a deductible of at lcast §1,500, or
$3,000 for family coverage) and who, with minor exceptions, have no other health insurance, and
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@ ﬁrovide,_wbject 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 59 172, death or
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: o Y T DU

opposed to comprehensive coverage, would further encourage healthy individuals to leave
th nsirane ik pool. Theresnising pariipaes i the ool would be scke than

these reductions in premiums was $1,562 per fimily for & camployer that Switched fram

plan with a $200 deductible to a plan with a $3,000 deductible for all its cmployees)

Because of sdverse selection, if employers offered exfiployees a choice between the plans,

employers could not hold their costs constant, without further reducing their MSA.

: il - assive Assets Provision (Section 956A)
would repeal section 956 which Treasury proposed and Congress enacted in 1993. Under
section 956A, a U.S. sharcholder of a controlled foreign corporation ("CFC") is subject to current
U.S. tax an the CFC's earmings that ere 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 gencrally enjoyed unfimited defesral of U.S. taxon -

foreign earnings as long as the eamingg were not repatriated. Taxpayers responded to the
-9-
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incentive provided by the opportunity for unlimited deferral by retaining foreign eamings 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: Oppase.

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. '



