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Proposals 
Feels t t i a t Congress sfiould opt f o r tax f a i r r i e s s f o r tfie 
o p t i o n holders, reducing botfi tfi e i n d i v i d u a l tax rates 
assessed on tfiose gais and the corporate tax b e n e f i t . 
Congress needs t o recognize and r e t a i n the value of the 
employee options. Would l i k e t o halve the corporate 
cleduction on n o n q u a l i f i e d o p t i o n gains, w h i l e t a x i n g 
employees at c a p i t a l gain rates i f they have owned the 
o p t i o n f o r at l e a s t one year, and d e f e r r i n g any tax 
gain u n t i l the employee u l t i m a t e l y s e l l s the stock, 
which would provide i n c e n t i v e s t o increase r e a l 
employee stock ownership. 
Congress could also i n c e n t i v i z e n a t i o n a l savings by 
exempting 10% of the gain, up t o $10,000 i f o p t i o n 
fiplders c o n t r i b u t e the amount t o t h e i r 401 (K), IRA or 
;other retirement savings device. 
Congress should weigh the large number of employees who 
are u n f a i r l y taxed against the r e l a t i v e l y few 
corporations who take advantage of a non-cash 
deduction. By recognizing, the value of human c a p i t a l , 
and t a x i n g i t the same way c a p i t a l gains are assesed 
against the coupon c l i p p e r s . Congress can go f a r i n 
e l i m i n a t i n g a major unfairness i n c u r r e n t tax laws. 



Taking Stock of Tax Deduction.s f o r Options 

The c u r r e n t clamor f o r a redu c t i o n i n the c a p i t a l gains rates and othe-
ta>: reductions causes one t o hope th a t Congress w i l l use the o p p o r t u n i t v 
t o c o r r e c t an e x i s t i n g imbalance i n the tax code t h a t u n f a i r l y taxes " 
employees on t h e i r gains on stock option exercises at f u l l r a t es while 
t a x i n g shareholders i n the SaiuG corporations at s i g n i f i c a n t l y lower ' 
rates ana a l l o w i n g companies a deduction f o r compensation m'^he abs-nc-
of any cash o u t l a y by the company. Congress should now opr f o r tav 
f a i r n e s s f o r the op t i o n holders, reducing both the i n d i v i d u a l tax rates 
a:,dessGd on those gains and the corporate tax benefit.. 

Current law allows companies who grant " n o n q u a l i f i e d " stock options t o 
employees t o deduct the gains ^.srned when options are e.xercised and th-n 
snares are sold. (Companies may also grant " i n c e n t i v e stock o p t i o n s " 
w i t h reduced tax b e n e f i t s , but they are now less popular due t o the loss 
of the corporate deduction.) This most commonly occurs when a p r i v a t e 
company grants stock options, o f t e n at low values, then goe l p u b l i c I n d 
P!"„!/^^°^' increase i n the company's value w i t h i n a short p e r i o d . 
-.ecau..e many high technology and biomedical companies o f f e r options Sp a 

I T l T - i f f J ? " " " ' " ^ " r ̂ -̂̂ P̂ ŷ̂ -̂  help p o s i t i o n the compi^y f o ^ a 
p u b l i c o f f e r i n g , the employee gains, and the tax deduction f o r the 
c o r p o r a t i o n , can o f t e n be s u b s t a n t i a l . For example, O.C. Sync Resear-h 

J u f u ^ r ? . ' ^ M "̂ "̂  5^^"^ deduct against 
f u t u r e taxable income. Microsoft's cash b e n e f i t from the deduction, of 
o p t i o n gams was S325 m i l l i o n f o r f i s c a l 199G. -cion., or 

""^t holders are l i k e you and me. While they d i d not 

i n d inve^t^d°th!°"°" '""""^ '^'^^ ^ company, they took a chance, 
^"T career m a company which was w i l l i n g t o o f f e r them 

not only wages, but p a r t of the "up s i d e " i n exchange f o r t h e i r value as 
both employees and q u a s i - i n v e s t o r s . While the founders of a company who 
o . l l some p a r t ot t h e i r holdings i n a p u b l i c o f f e r i n g are taxed at 
?n?i ^ K̂̂ "" ""̂ ^̂ "̂  (maximum 2S%) , the employee option holder must 
rate'' s^nof rf,^"-""" '-^^^^ ordinary, not c a p i t a l . 

Since t h i s gain o f t e n increases income f o r middle and hicher 
income taxpayers, employees may see the gain taxed at 39.6%, and'even 
higher, since the gain i s subject t o FICA (6.2%, up t o 552,000) and 
oJr on-! u n l i m i t e d ) . Add i n the current pAas;out of 
person..! exemptions and Schedule A deductions t h a t occurs f o r t a x p a v - -
T . T e r : r A . : l ' ' T ^̂ ^̂  ^^^^ o f t e n t l ^ e H r : r e d e r a l / s t a t e r a t e of over 50%. 

P L ^ K ^11°^ companies to deduct the op t i o n gains, even 

' h a r S T n ^ t ^ T " " - " " " ' f "° ""'""̂  P"^^"^' '̂ "̂  -ost casesf mak;s no 
• ^-h.rTd w J t i t h statements t o r e f l e c t an expense f o r the e q u i t v 

r ^ n u l t - t y enipioyee o p t i o n holder. Current FASB standards do not' 
r t T "̂"'̂ ^ -̂^̂^ ^^1"^' the 
s h i r ^ h o i S ^ r eguity°' "'''^^"' "̂ "P̂ "̂ '̂ ^-P^^' ^^^^^ ^° 

Compare t o when a company makes an o u t r i g h t grant of stock t o an 
employee: the value of the stock i s deductible, and included i n both the 
company's expenses and the employee's income. With n o n q u a l i f W 
options, an employee i s f u l l y ta:<ed iimnediately upon exercise o f the 
opt i o n s , even i f the employee chooses t o hold the -hares a f t e r e>-er~^ 
t h e ' s L r L : ^ ' ' ' ' ""'''"'^ ""^^ ^"^P^°^- e L r c i " : a n d ' t L n keep^'' 

Much has been reported about the many " m i l l i o n a i r e s " creat<-d at 
M.xcrosoft through the b e n e f i t s of option gams. C u r i o L l y B ? L Gates' 
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^16 b i l l i o n i n share value w i l l be ta.xed at c a p i t a l gain rates when he 
^ e l l s stock, although the " m i l l i o n a i r e s " were taxed at rates aoproachir 
50-., oecause the IRS makes an i l l o g i c a l d i s t i n c t i o n about the 'value of 
, , — -^^^^-.v,^^ ^j. J x i i v - a , L J u u L cne value o i 

the human c a p i t a l invested by the option holders. And, since M i c r o s o f t 
w i l l deduct the gams at the corporate tax r a t e . B i l l Ga^es w i l l 
a c t u a l l y see h i s share value increase as a r e s u l t of the reduced 
corporate taxes which r e s u l t when his employees exercise n o n q u a l i f i e d 
o p t i o n s . 

. ^ f t e r years of e l i m i n a t i n g one loophole aftc-r another, the Congress i s 
f i n a l l y beginning t o recognize the ooroorate welfare tax s h e l t e r o f f e r e d 
t o c o r p o r a t i o n s w i t h no a c t u a l cash or equity o u t l a y . Senators McCain 
and Levin have introduced a b.ipartisan b i l l t h a t would e l i m i n a t e the 
corporate tax deduction unless the company a c t u a l l y r e f l e c t s an income 
=,tatement charge f o r the value of the option grant or exercise. Since 
companies do not want t o d i l u t e t h e i r earnings w i t h the employee gain-
but want t o r e t a i n the tax savings, i t i s no s u r p r i s e t h a t business 
groups have launched an assault on the b i l l . There are few r - a l f r e e 
tax lunches l e f t , and the AEA and Chamber of Commerce do not want t c 
lose t h i s one. 

Congress would do w e l l t o recognize and r e t a i n the value of the employee 
op t i o n s . While McCain/Levin would e l i m i n a t e the deduction o u f r i q h r 
another less draconian proposal i s t o halve the corporate deduction'on 
I T T . u ' l °P^^°^^^i-- - t ^ i l - t a x i n g employees at c a p i t a l gam rates 

'^'T h'^'^r the opt i o n f o r at l e a s t one year, and de^ferring any 
td.< gam u n t i l the employee u l t i m a t e l y s e l l s the stock, which would " 
V i Z u l i n c e n t i v e to increase r e a l employee stock ownership, 
thp Congre:.s could i n c e n t i v i c e n a t i o n a l savings by exempting 10% of 
J J e i T ' n w v ^ r . l ^o ld^rs c o n t r i b u t e the amount t o 
t h e i r 401(k), IRA or other retirement savings device. 

F i n a l l y , Congress should weigh the large number of employees who are 
u n l a i r l y ta.xed against the r e l a t i v e l y few corporations who t a k -
advantage of a non-cash deduction. By recognizing the value of hmnai 
c a p i t a l which i s v i t a l t o the formation, c r e a t i o n and maintenan^Tof 
3hare]T^der wealth, and t a x i n g i t the same way c a p i t a l gain- are 

Tm^^nr ^n^^r""^ ^^"^ ''°̂ P°'' c l i p p e r s , Congress can go f a r i n e l i m i n a t i n g 
a ma;ior unf a i r n e s s i n current tax laws. 

Frederick Judd i s the Vice President Finance and General Counsel f o r an 
I r v m e based computer company. 
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ii Helping Working Families Win" 

1. Protecting Paychecks. 

• Taxes: 

Ensure tax cuts benefit working families: 
- Distribution test on Tax Bill (i.e. bulk of tax cuts on fully phased-in basis should go to 

taxpayers making less than $80,000). 
- Insist $100 billion ofthe Tax Bill over 5 years will be allocated to the education and child 

credits. 
- Release Treasury distributional analysis of tax proposals. 
- Request CBO distributional analysis of Roth and Archer Tax proposals. 
- Highlight CRS report that disputes JTC methodology for assessing winners and losers 

from Capital Gains cuts. 

- Make Child Credit refundable. 
- Highlight any Republican deviation from informal Budget Deal agreements on EITC, 

education credits total, etc. 

- Add safeguard to Tax Bill that will automatically reduce tax cuts in case of out years 
explosion. Insist the gunmicks that balloon in out years be dropped (i.e. capital gams 
indexing, phased-in estate tax cuts, backloaded IRAs). 

- Highlight CBPP report exposing delayed revenue losses in GOP tax proposals. 

Close corporate tax loopholes and use as offsets for agenda priorities above. Citizens for Tax 
Justice has identified $69 billion in corporate tax breaks, $23 billion go to specific industries like 
oil & gas, insurance, timber and minerals, or benefit companies liiai opeiate abroad, or allow for -
entertainment and meal deductions, [need more specifics] 

Force deadbeat oil companies to pay the $440 million in royalties they owe the federal 
government. (Boxer) 

Democratic tax simplification alternative to GOP proposal. 

IRA payroll deduction for workers whose employers do not provide pension benefits. 
(Daschle/Kennedy/Bingaman) 

Make health benefits for self-emploved tax deductible. 

Expand tax deductions for home offices. 



• Job/Wage Security: 

Profitable companies that use mass downsizing schemes must pay 6 months severance or training 
before they may pay dividends or executive raises or bonuses. (Reich) 

Penalties for companies where executive compensation exceeds 50 times the average employee 
salary. (Bingaman) 

Companies that receive federal subsidies or contracts must keep a majority of employees in the 
U.S. not overseas. (Reich) or Eliminate tax break that encourages companies to move jobs 
overseas. (Dorgan) 

Sfronger and better enforcement of the Equal Pay Act. (Daschle) 

Impose liability on companies and retailers that sub-contract to, or knowingly buy fiom sweat­
shops. (Kennedy); Ban imf>orts made with child labor. (?) Develop labeling to reward products 
made without child or exploited labor. (Harkin) 

• Workplaces that work for workers: 

Make child care more accessible by providing tax incentives to employers to create on-site day 
care centers, or help subsidize employees' off-site arrangements. (Dodd) (Kohl/Hatch) 

Allow unpaid leave for school or medical ap]X)intments. (Murray) 

Extend Family and Medical Leave Act to cover small firms with less than 25 employees. (Dodd) 

Flex time to give employees more confrol of tbeir work schedules. Preserve the 40 
hour work week. (Baucus/Kerrey) 

• Consumer Protection 

Lower the cost ofbasic financial services by protecting consumers from excessive automated 
teller, on-line or telephone banking charges. No bank fees for those who carry no balance on 
credit cards. 

Authorize FCC reregulation of cable rates in markets where no competition has taken hold. 
Moratorium on cable TV rate increases. (Wyden) 

Protect consumers from computer junk-e-mai 1. (CT Atty General); Prevent or limit trading 
of credit irrformation over the Intemet; Protect Intemet privacy for children (FTC); Child-safe 
labelling of Intemet sites (Murray); Develop V-chip type technology to block all non-child-safe 
Internet sites. 



Insurance reform to eliminate Lifetime Limits. (Rockefeller) 

Improve service and standards of managed care insurance by with incentives and rule changes to 
help health care professionals become managers of managed care plans; Set minimum-standards 
of quality care to be observed by all managed care plans (Kennedy); Establish standards and 
procedures to give policy-holders consumer infonnation about managed care plans. 

Aviation safety issues (?) 

2. Empowering Parents — Protecting Children. 

Repafr crumbling schools by reducing the costs of financing school construction for local 
authorities. Like the popular COPs program, local authorities would retain confrol. (Mosley-
Braun) 

Extend health care coverage to all iminsured children [paid for with tax on cigarettes]. 
(Kennedy) 

Fund HeadStart for all eligible 3 and 4 year-olds by adding a fee, or reducing the tax break, for 
advertising on children's television programs. 

Expand school lunch and breakfast program/child nutrition. 

Provide grants to local communities to improve the quality of child care programs [set quality or 
licensing standards]. (Dodd) 

Improve technology training for teachers (Murray); Increase school access to communications 
nfttworks, hardware and software (Rockefeller/Bingaman/Murray) 

Protect Intemet privacy for children (FTC); Child-safe labelling of Internet sites (Murray); 
Develop V-chip type technology to block all non-child-safe Intemet sites. 

Guarantee community Right-to-know about toxic exposures. (Baucus/Boxer) 

Child safety locks on guns. (Kohl) 

• Safer Streets. 

Gun standards to combat "junk guns" would extend the same safety and quality standards 
currently used for import. (Boxer) 

Child safety locks on guns. (Kohl) 



Provide incentives to local communities to create Af^cr school Safe Havens. 

Provide assistance for local communities to keep schools open until 5pm with optional programs 
for kids with parents who work — also eases child care problems. Gives kids an altemative to the 
sfreet and gives working parents peace-of-mind to know thefr children are in a safe, supervised 
envfronment. (Boxer) 

Juvenile anti-gang initiative; Juvenile sentencing option for non-violent ofiFenders; Expanded 
drug courts and drug freatment. (Daschle) 

• Cleaner Communities. 

Make polluters pay for clean-up. [need specifics] 

Protect kids from toxic poisons by cleaning up all SuperFund sites within 4 miles of any child's 
home are cleaned up by 2005. Today 10 million children hve within 4 miles of a major toxic 
waste site. 

Guarantee community Right-to-know about toxic exposures. (Baucus/Boxer) 

3. Making Retirement More Secure. 

Extend Social Security solvency by increasing rate of retum on investments and instituting other 
refonns. [need better description] 

Protect pensions from being used to prop up company stock - Color Tile. (Boxer) 

Provide women w4io stay at home or work part-time with access to pension benefits. (Mosley-
Braun) 

IRA payroll deduction for workers whose employers do not provide pension benefits. 
(Daschle/Kennedy/Bingaman) 

Make pensions portable. (Bingaman) 

Protections against spousal impoverishment for long-term care. 

Crackdown on Pharmacuetical price gouging on drugs. (Pryor) Prescription drug coverage for 
Medicare beneficiaries. (Rep Engel) 

Health insurance coverage for early retirees abmptly dropped by insurers. (Daschle) 



Others 

Incentives for states that lower legal blood alcohol levels. 

Increase allies burden sharing of defense costs. 
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SUBJECT: International Tobacco Issues Meeting Follow-up 

TO: Addressees (over) 

I would like to thank all of you who participated in today's meeting - it was a helpfiil overview 
of existing policies and practices, and raised some critical issues that warrant fijrther discussion. 

I would also like to reiterate the need to receive your agency's input for the intemational issues 
discussion paper by the end of the day Monday, July 7. A draft will be circulated for comments 
and clearance prior to the opening of business on Wednesday with the expectation that a final 
draft will be circulated by the end of tliat day to participants in the Thursday meeting. 

Please do not hesitate to contact me (direct phone: 456-5363; fax: 456-5334) should you require 
any clarification or guidance. I look forward to working with you. 

UNCLASSIFIED 
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Tobacco: International Issues Sub-Group 

Agency Name Phone # fax/^ 

CEA Chad Stone 395-5086 395-6958 
Carrie Thompson 395-3517 

DPC Elizabeth Drye 456-5573 456-7028 
Paul Weinstein 456-5577 456-7028 
Tom Freedman 456-5587 456-7431 
Mary L. Smith 456-5571 456-7431 

OSTP Jerry Mande 456-6018 456-6027 
OVP John Norris 456-9500 456-9518 
OMB Joe Minarik 395-5873 395-1198 
USTR Jennifer Haverkamp 395-7320 395-4579 

Jan McAlpine 395-9582 395-4579 
James McGlinchey 395-5656 935-9674 

HHS Andy Hyman 690-6318 690-7998 
HHS/CDC Michael Eriksen 205-9221 205-8313 
HHS/FDA Judith Wilkenfeld 301-827-0933 301-443-5169 

Linda Horton 301-827-3344 301.443-6906 
HHS/OPHS Ripley Forbes 260-2255 260-1570 
State/OES Nancy Carter-Foster 647-2435 736-7336 
State/EB Amy Winton 647-1490 647-1894 

Terry Miller 647-3090 647-2302 

USDA 
Paul Aceto 647-1490 647-1894 

USDA Charlie Rawls 720-6158 720-5437 
USDA/FAS Lana Bennett 720-9519 690-1171 

USDOC 
Dan Stevens 720-9493 690-1171 

USDOC Troy Cribb 482-3737 482-2331 
Labor Andrew Sammit 219-6043 219-5980 
EPA David Berman 260-8138 260-0279 

Treasury/OASIA 
Mary Smith 233-9370 233-9652 

Treasury/OASIA Meg Lundsager 622-0168 622-5304 

Ex-Im Bank 
Whit Warthin 622-1733 622-1731 

Ex-Im Bank James Cruse 565-3761 565-3770 

OPIC 
Piper Stan- 565-3767 565-3770 

OPIC Harvey Himberg 336-8614 408-5145 



if-
PROGRAMS / FUNDS IN tOBACC0 SETTLEMENT 

UP-FRONT COMMITMENT ($10 billion over 25 years) 

A one-time, $10 billion payment would be required as ofthe date of enactment of 
the settlement. There is no dedicated use for these funds. 

BASE PAYMENTS ($333.5 billion over 25 years) 

Federal and State Uses 

Reduction In Tobacco Usage ($5,325 billion): For Secretary of HHS to 
encourage current tobacco users to quit through media-based and non-
media based education, prevention and cessation campaigns. 

FDA ($7.5 billion): To the Food and Drug Administration (FDA) to 
enforce the terms ofthe settlement. 

Programs like ASSIST ($3.0 billion): For state and local tobacco 
control, similar to the community-based model of the ASSIST program 

Research ($2.5 billion): On the methods to prevent smoking and help 
individuals quit. 

Education ($12.5 billion): To fund an Independent, non-profit 
organization to run a multi-media campaign to discourage and de-
glamorize tobacco use. 

Cessation Fund ($35.5 billion): To create a trust fund to promote effective 
cessation programs and provide financial assistance to access such programs. 

Teams' Fund ($1.8 billion): For 10 years, to compensate events, teams, or 
entries in such events who lose sponsorship by the tobacco industry as a result 
of the settlement. After 10 years, funds will be reallocated to education, 
enforcement of provisions, and community-based programs. 

Health / Other ($265,375 billion / possibly $151,264 billion Federal): 
Remainder of the Base Payments; no specified use. 

PUBLIC HEALTH TRUST FUND ($25 billion over 25 years) 

^ • A Presidential Commission will be created to identify and fund specific tobacco-
related medical research 


