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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

June 11, 1997
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SECRETARY OF THE TREASURY

The Honorable Bill Archer

Chairman, Committee on Ways and Means
U.S. House of Representatives
Washington, DC 20515-4005

Dear Bill:

. I'have reviewed the Chairman’s Mark you released earlier this week, providing the details of the
tax portion of the bipartisan budget agreement. The President is eager to sign legislation
implementing the agreement into law, but in its present form, the proposal you have put forth
does not meet the test of fairness to working families and has other serious problems. Over 35 Yy t,iw
percent of the benefits from your tax cuts go to families with incomes in the top five percent of ©~ {
the income distribution, and 68 percent of the benefits go to families in the top 20 percent. I have
included preliminary Treasury distribution tables for your package after this letter.

Your bill will reduce the value of the $500 child credit for millions of low income families by
requiring a family to take the child credit only after the earned income tax credit is taken against
their tax liability. A family with two children and $25,000 of income, for example, would
receiveé no tax relief from the child credit under your proposal. Under the President’s plan, this
family would get $1,000, the same as a family that earned twice as much. - We would favor a
refundable child credit that better targets low and middle income working families. The credit
should be indexed for inflation. We would also permit taxpayers to place their child credit into a
tax-favored savings account to finance their children’s college education. In combination with

our tuition deduction, this proposal would allow families to save and pay for college tax-free.

The proposed legislation singles out six million families who pay for child care and gives them a
smaller tax cut. Beginning in 2002, families who receive a tax credit for their child care
expenses would lose 50-cents for each dollar of their child credit. This provision unfairly
reduces tax relief for working parents who are struggling to maintain a decent standard of living
and to pay for child care. For example, a family with two working parents making $45,000 who
pay for child care for their two children would seemingly be eligible for a $1,000 child tax
credit. But under the proposed legislation, they would also lose $480 of their child tax credit.
Furthermore, because dependent care constitutes a cost of earning income, the child and
dependent care credit should not be phased out.

The education package falls nearly $13 billion short of the agreed goal of $35 billion in tax cuts
for education, which are consistent with the HOPE scholarship and tuition deduction proposals in
the President’s FY98 Budget. Furthermore, as compared to the President’s proposals, it directs
more benefits toward upper-income families while reducing the benefits to lower-income families.
It introduces serious administrative complications and is less effective at easing the burden of
college attendance for working families.
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+ The HOPE credit would be cut to 50 percent of tuition expenses, halving the value of
education benefits for millions of students attending community colleges and other low-
.cost institutions.

* Unlike the broadly available tuition deduction in the President’s package the tuition
deduction in your proposal would be available only if education expenses are paid from
certain education savings plans. Hence, no help is given beyond the first two years of
higher education to low-income students and students who must borrow to pay tuition. In
addition, your proposal does much less to encourage lifelong learning, one of the central
objectives of the President’s package. :

* Tax-free savings offered through new education investment accounts and the opportunities
for tax-deferred saving through private prepaid tuition plans are overly generous to upper
income families, since they have neither income limits nor contribution limits. This would
give high-income taxpayers an incentive to use these vehicles to save tax-free, even if they
never intend to use the savings for education expenses. In the early years, the benefits for
education will only be available to those who already have large reserves of cash to deposit
in these accounts, not to others who can contribute only modest amounts each year.

S

The American Dream IR As are not sufficiently targeted. Contributions could be made to these
back-loaded IRAs without any income limits, which would surely result in a substantial shifting.of
existing savings into tax-preferred investment vehicles by high-income taxpayers, rather than
creating new savings.

The proposal to index certain capital assets and lower the rate of tax on capital gains provides a
double benefit to taxpayers, substantially overcompensating them for the effects of inflation. The
package would disproportionately benefit the wealthy over lower- and middle-income wage
eamers. The package also has an explosive revenue cost in years after 2007, possibly jeopardizing
all our important work to balance the budget. In addition, the indexing proposal is enormously
complex and difficult to administer. To quote the New York State Bar Association, indexing is
“fundamentally flawed™ and would create problems that would “overwhelm taxpayers and the

We want a capital gains tax cut that will help the economy and will not explode in cost. Therefore
we propose an expansion of the existing exclusion for long-term equity investments in smaller
businesses. The expansion of the capital gains incentive for small businesses will help more start-
ups get off the ground and ensure that America continues to lead the world in high technology.

At a time when business conditions are strong and profits are at their highest shared of GDP in two
decades, you have proposed to spend $34 billion over 10 years to eliminate the corporate
alternative minimum tax. This provision would return us to the days when some of the largest and
most profitable corporations paid zero income taxes. :

Your plan contains other provisions that raise serious concerns. The safe-harbor for mdependent
contractor status would permit employers to avoid essential worker protections. At a time when
we are trying to expand health and pension coverage, this proposal could lead to widespread
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shifting of employees to independent contractor status, resulting in loss of worker protections such
as pension and health coverage, and consequently wage and hour protections, unemployment-
insurance benefits and compensation for work-related injuries.

Under your proposal, Indian tribes would be subject to the unrelated business income tax on all
income eamed from commercial activities. Contrary to long-established U.S. policy, this tax fails
to respect the sovereignty of Indian tribes and their special status as domestic dependent nations.
This lack of respect for sovereignty is particularly apparent in the difference the proposal would
create between tribes and States. In addition, the proposal would be extremely difficult to
administer.

We are very disappointed that your proposal excluded a number of important initiatives for the
President’s FY 1998 Budget that were included in the budget agreement. For example, the
Nation's mayors and urban and rural communities have been extremely supportive of the
President's brownfields provision, which provides a tax incentive for environmental cleanup and
encourages economic development in formerly contaminated areas. Your proposal excludes this
provision. And while tax relief is provided for the District of Columbia, no additional
Empowerment Zones or Enterprise Communities for the rest of the country are provided.

In addition, no provision is included to stimulate investments in Community Development
Financial Institutions to revitalize distressed neighborhoods around the country. No provision is
included for equitable tolling, which protects a taxpayer's rights when he or she is incapacitated, or
for restructuring our Nation's affordable housing portfolio.

Your bill also includes a provision to raise the debt ceiling. We believe that it should be included
in the other reconciliation bill.

In summary, we think this package disproportionately benefits the most well off in society at the
expense of working families. Given the tough choices that need to be made within this tax
package, we think it is unwise, for example, to eliminate the corporate AMT, while at the same
time denying tax relief provided by the child credit to millions of hard-working taxpayers with
children who receive the eared income tax credit. Moreover, the provisions in the package that
drive up costs beyond the ten year budget window, are those that most advantage high-income
taxpayers.

We look forward to working with the Congress to design a tax package that helps working
families pay for education, buy and sell homes, and raise their children. We are committed to
achieving a tax package that is fair to all Americans.

Sincerely,

Robert E. Rubin

Attachments



