DESCRIPTION OF TAX PROVISIONS
INCLUDED IN A PLAN TO ACHIEVE A
BALANCED BUDGET SUBMITTED TO THE
CONGRESS BY THE PRESIDENT ON JANUARY 6, 1996

Prepared by the Staff
of the
JOINT COMMITTEE ON TAXATION
January 24, 1996

JCX-1-96




CONTENTS

INTRODUCTION ... ... ... . . ... ..., [

L

A. Middle-Class Tax Relief .. .. ... .. ... ... ... ... ......... e
1. Credit for families with young children . .. ... ... ... ... ... ... ..
2. Deduction for higher educationexpenses .................. ...,
B. Provisions Relating to Individual RetirementPlans . .................

C. Increase in Deduction for Health Insurance Expenses of Self-Employed
Individuals . ....... ... .. . ... ...

LIMITATIONS ON CORPORATE AND OTHER TAX PROVISIONS .

A. Expatriation Tax Provisions . ................ .. ... .............

B. Corporate TaxReforms ......... ... ... . ... . ... ... ...........
1. Require gain recognition for certain extraordinary dividends . .. ... ..
2. Registration of confidential corporate tax shelters . . . .............

3. Disallow interest deduction for corporate-owned life insurance

policyloans ........ ... .. ... . .. ... ... . ...

4. Phase out preferential treatment for certain large farm corporations
required to use accrual accounting . ... ............ ... . ... .. ..

5. Modification of Puerto Rico and possessions tax credit (sec. 936) . . . .
6. Restrict like-kind exchange rules for certain personal property . .. ...
7. Repeal of financial institution transition rule to interest allocation rules

8. Conversion of large corporations into S corporations treated as

complete liquidation (sec. 1374) ................... ... ... . ..

ii-

14
15
15
24
24

25
27

30
32
33

34

- 35



9. Modification of taxable years to which net operating losses may be
carried . .............. .. ..... ... P 37

10. Constructive sales treatment for appreciated financial positions . . . . . . 37

11.  Disallowance of interest on indebtedness allocable to tax-exempt

obligations .. ....... ... .. ... . 39

12. Limit dividends received deduction . .. ......... ... ... ... ... . . 42
a. Reduce dividends received deduction to 50 percent . . .......... 42

b. Modify holding period for dividends received deduction .. ... ... 42

13.  Treat certain preferred stock as "boot" .. .......... ... .. .. .. .. 43
14.  Deny interest deduction on certain debt instruments . .. ........ ... 45
15. Defer interest deduction on certain convertibledebt . ... ... ... .. .. 47
C. Foreign Tax Provisions . . ............. ... ... .. ... ....... ... 49

1. Modifications of rules relating to foreign trusts having one or more
United States beneficiaries ........................... ... .. . 49

2. Expand subpart F provisions regarding income from notional
principal contracts and stock lending transactions ............. ... 64

3. Treatment of foreign oil and gas extractionincome . ... ......... .. 65

4. Repeal of exclusion of earned income of citizens or residents of the

United States living abroad . . ... .. ... .. ... ... .. ... .. .. . .. .. 67

D. Accounting Provisions . .............. .. .. ... ... . ... . . ... ... 68
1. Treatment of bad debt deductions of thrift institutions .......... .. 68

2. Reform depreciation under the income forecast method . . ... .. .. .. 71

3. Repeal lower-of-cost-or-market method of accounting for inventory . . 74

-



. Administrative Provisions . . . ............ ... .. ... ..., e

1. Repeal advance refunds of diesel fuel tax to purchasers of diesel-powered
automobiles, vans, and light trucks ... ... ... ... .. ... . ... . ...,

2. Increase penalties for failure to file correct information returns . . . . .
. Casualty and Involuntary Conversion Provision (sec. 1033) ... ... ... ..
1. Basis adjustment to property held by corporation where stock in
corporation is replacement property under involuntary conversion
rules ...
. Excise Tax on Amounts of Private Excess Benefits . . ... ....... .. ... .

. Extensionof Certain Taxes . . ... ............. . . . . . . . . i .

1. Reinstate Superfund excise taxes and corporate environmental income
X . e

2. Reinstate Oil Spill Liability Trust Fund excisetax ................
3. Extension of Federal unemploymenttax .......................
Certain Individual Income Tax Provisions . . . .. ....................
1. Disallow rollover under section 1034 to the extent of previously
claimed depreciation for home office or other depreciable use of
residence . ...................... S

2. Extension of withholding to certain gambling winnings . ... ... ... ..

3. Require taxpayers to include rental value of residence in income
without regard to period of rental ... .. .. ... ... ... ... .. . ... ..

Earned Income Credit Provisions .. ... ... .. [P

1. Deny credit to individuals not authorized to be employed in the
United States .. .............. .. ... .. ... ..

iv-

76
76

79

79
81

90

90
91
91

93

93

94

95

96

96

98



3.

Provide advance payment of the credit through State demonstration
Programs . ........................ e

K. Other Revenue Provisions . .............. .. . . . . o

1.

2.

APPENDIX:

Dependent care credit to be refundable; phaseout of credit . ... ... ..
Federal income taxrefundoffset ... ... ... ... ... ... ... ... ..
IRS collection of child and spousal support arrears .. ........... ..
Apply mathematical or clerical error procedures for dependency
exemptions and filing status when correct taxpayer identification

numbersarenot provided . ........ ... . ... ... ... ... ... ... ...

Notice of availability of earned income and dependent care credits
tobeincludedonW-4form ...... ... .. .. .. .. ... .. .. .. ... ..

ESTIMATED BUDGET EFFECTS OF THE "MIDDLE CLASS

BILL OF RIGHTS TAX RELIEF ACT OF 1996" ... ......... ... ...

102

102

103

103

104

105

106



IN TRODUCTION

This document,’ prepared by the staff of the Joint Committee on Taxation, provides a
description of the tax-related provisions contained in the President's message submitted to the.
Congress on January 6, 1996. On January 6, 1996, the President submitted a plan to the
Congress to achieve a balanced budget not later than the fiscal year 2002 as certified by the
Congressional Budget Office. This plan was prepared by Senator Daschle and if passed in its
current form by the Congress, the President stated that he would sign it into law.?

For each of the tax-related provisions in the President's message, this document provides
a description of present law, the proposal, the effective date, and any recent related legislative
background. The descriptions do not in all cases reflect the statutory language of the plan, as
submitted to Congress on January 6, 1996. For example, the January 6, 1996 document
contained certain elements of the Taxpayer Bill of Rights 2 and a provision relating to certain
disclosure of tax return information for the administration of certain veterans programs which
the Joint Committee staff believes to have been included in the statutory language in error. For
this reason, no description of these provisions is included in this document.

Part I of the document describes the "Middle-Class Bill of Rights" provisions. Part II
describes the corporate and other tax provisions in the budget proposal. The Appendix shows
the estimated budget effects of the tax provisions for fiscal years 1996-2002.

! This document may be cited as follows: Joint Committee on Taxation, Description of the
Tax Provisions Included in a Plan to Achieve a Balanced Budget Submitted to the Congress By
the President on January 6, 1996 (JCX-1-96), January 24, 1996.

? See Message from the President of the United States, Deficit Reduction and Balanced
Budget by Fiscal Year 2002, House Doc. 104-160, January 9, 1996. Many of these tax
provisions were included in the President's seven-year balanced budget proposal released on
December 7, 1995. (For a description of the President's December 7, 1995 tax proposals, see
Joint Committee on Taxation, Description of the Tax and Health Insurance Reform Provisions in
the President's Seven-Year Balanced Budget Proposal released on December 7, 1995
(JCX-58-95), December 15, 1995))
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I. MIDDLE CLASS BILL OF RIGHTS
A. Middle Class Tax Relief
1. Credit for families with young children

Present Law

In general

Present law does not provide tax credits based solely on the taxpayer's number of
dependent children. Taxpayers with dependent children, however, generally are able to claim a
personal exemption for each of these dependents. The total amount of personal exemptions is
subtracted (along with certain other items) from adjusted gross income (AGI) in arriving at
taxable income. The amount of each personal exemption is $2,550 for 1996, and is adjusted
annually for inflation. In 1996, the amount of the personal exemption is phased out for taxpayers
with AGI in excess of $117,950 for single taxpayers, $147,450 for heads of household, and
$176,950 for married couples filing joint returns. These phaseout thresholds are adjusted
annually for inflation.

In addition, eligible low-income workers are able to claim a refundable earned income - - -
tax credit. The amount of the credit an eligible taxpayer may claim depends upon whether the
taxpayer has one, more than one, or no qualifying children and is determined by multiplying the
credit rate by the taxpayer's earned income up to an earned income threshold. The maximum
amount of the credit is the product of the credit rate and the earned income threshold. For
taxpayers with earned income (or adjusted gross income (AGI), if greater) in excess of the
phaseout threshold, the maximum credit amount is reduced by the phaseout rate multiplied by
the amount of earned income (or AGI, if greater) in excess of the phaseout threshold. For
taxpayers with earned income (or AGI, if greater) in excess of the phaseout limit, no credit is
allowed.

Mathematical or clerical errors

The Internal Revenue Service may summarily assess additional tax due as a result of a
mathematical or clerical error without sending the taxpayer a notice of deficiency and giving the
taxpayer an opportunity to petition the Tax Court. Where the IRS uses the summary assessment
procedure for mathematical or clerical errors, the taxpayer must be given an explanation of the
asserted error and a period of 60 days to request that the IRS abate its assessment. The IRS may
not proceed to collect the amount of the assessment until the taxpayer has agreed to it or has
allowed the 60-day period for objecting to expire. If the taxpayer files a request for abatement of
the assessment specified in the notice, the IRS must abate the assessment. Any reassessment of
the abated amount is subject to the ordinary deficiency procedures. The request for abatement of
the assessment is the only procedure a taxpayer may use prior to paying the assessed amount in
order to contest an assessment arising out of a mathematical or clerical error. Once the
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assessment is satisfied, however, the taxpayer may file a claim for refund if he or she believes
the assessment was made in error.

Description of Proposal

The proposal would provide taxpayers with an income tax credit of $300 for each
qualifying child under the age of 13 (as of the close of the calendar year in which the taxpayer's
taxable year begins) for taxable years 1996, 1997 and 1998. The amount of the credit would be
increased to $500 for each qualifying child for taxable years beginning after December 31, 1998.
The credit would not apply to taxable years beginning after December 31, 2000.

The credit would be phased out ratably for taxpayers with AGI over $60,000 and would
be fully phased out at AGI of $75,000. In the case of a taxable year beginning after calendar year
1999, the maximum credit and the beginning point of the phaseout range would be indexed
annually for inflation. For each year in which the maximum amount of the credit exceeds $500,
the size of the phaseout range would be increased from $15,000 (i.e., $75,000 minus $60,000) to
30 times the maximum amount of the credit in that year. For purposes of all these AGI tests, the
taxpayer's AGI would be increased by any amount otherwise excluded from gross income under
Code sections 911, 931, or 933 (relating to the exclusion of income of U.S. citizens or residents
living abroad; residents of Guam, the Northern Mariana Islands, and American Samoa; and
residents of Puerto Rico, respectively).

To be a qualifying child, an individual would have to satisfy a relationship test, a
dependency test, and an identification test. An individual would satisfy the relationship test if
the individual is a son or daughter of the taxpayer, a stepson or stepdaughter of the taxpayer, or
an adopted child of the taxpayer. An adopted child would include a child who is legally adopted
or who is placed with the taxpayer by an authorized placement agency for adoption by the
taxpayer. A foster child also would satisfy the relationship test if, for the taxpayer's entire
taxable year, the foster child (1) is a member of the taxpayer's household and (2) has as his
principal place of abode the home of the taxpayer.

An individual would satisfy the dependency test if the individual is a dependent of the
taxpayer with respect to whom the taxpayer is entitled to claim a dependency deduction.

An individual would satisfy the identification test if the individual's taxpayer
identification number is included on the taxpayer's return for such taxable year. Rules similar to
those made applicable by the Administration proposals to the earned income tax credit would
apply. If a taxpayer fails to provide a correct taxpayer identification number, such omission
would be treated as a mathematical or clerical error and thus any notification that the taxpayer
owes additional tax because of that omission would not be treated as a notice of deficiency.

The maximum amount of the credit for each taxable year could not exceed an amount
equal to the sum of: (1) the taxpayer's regular income tax liability (net of applicable credits) less



(2) the sum of the taxpayer's tentative minimum tax liability and earned income tax credit
allowed. » :

Effective Date

The proposal would be effective for taxable years begihning after December 31, 1995,
and before January 1, 2001.

Legislative Background

President's December budget proposal

A provision in the President's seven-year balanced budget proposal released on
December 7, 1995, was identical, except that the credit would not sunset after 2000.

H.R. 980 and 8. 452

A provision was included in the President's fiscal year 1996 budget proposal (the
"Middle-Class Bill of Rights Tax Relief Act of 1995," introduced on February 16, 1995, as HR.
980 by Representatives Gephardt and Gibbons and as S. 452 by Senators Moynihan and
Daschle) that was identical, except that the credit would not sunset after 2000.

H.R. 2491

The Balanced Budget Act of 1995 (H.R. 2491 -- hereinafter referred to as "BBA of
1995"), as vetoed by President Clinton, allows taxpayers a nonrefundable tax credit of $500 for
each qualifying child under the age of 18. The credit amount is not indexed for inflation and the
credit is not sunset.

To be a qualifying child, an individual has to satisfy a relationship test and a dependency
test. The relationship test is the same as in the President's proposal, except that an individual can
also be a descendant of a son or daughter of the taxpayer. The dependency test is the same as in
the President's proposal, except that the term "dependent" does not include an individual who is a
resident of a country contiguous to the United States unless (1) that individual is an adopted
child of a taxpayer who is a U.S. citizen or national and (2) for the taxpayer's entire taxable year,
the individual is a member of the taxpayer's household and has as his or her principal place of
abode the home of the taxpayer.

For taxpayers with AGI in excess of certain thresholds, the allowable child credit is
reduced by $25 for each $1,000 of AGI (or fraction thereof) in excess of the threshold. Thus, the
size of the phaseout range is proportional to the number of qualifying children. For married
taxpayers filing joint returns, the threshold is $110,000. For taxpayers filing single or head of
household returns, the threshold is $75,000. For married taxpayers filing separate returns, the
threshold is $55,000. These thresholds are not indexed for inflation.
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The credit is effective October 1, 1995. The portion of the child credit that is effective
for the period from October 1, 1995, through December 31, 1995, is provided to taxpayers
through a special procedure. ‘

2. Deduction for higher education expenses
Present Law

Taxpayers generally may not deduct education and training expenses. However, a
deduction for education expenses generally is allowed under section 162 if the education or
training (1) maintains or improves a skill required in a trade or business currently engaged in by
the taxpayer, or (2) meets the express requirements of the taxpayer's employer, or requirements
of applicable law or regulations, imposed as a condition of continued employment (Treas. Reg.
sec. 1.162-5). Education expenses are not deductible if they relate to certain minimum
educational requirements or to education or training that enables a taxpayer to begin working in
a new trade or business. In the case of an employee, education expenses (if not reimbursed by
the employer) may be claimed as an itemized deduction only if such expenses relate to the
employee's current job and only to the extent that the expenses, along with other miscellaneous
deductions, exceed two percent of the taxpayer's adjusted gross income (AGI).

Education expenses that are reimbursed by the employer are excludable from the
employee's gross income as a working condition fringe benefit (sec. 132(d)) if the education
qualifies as work related under section 162. A special rule allowed an employee to exclude from
gross income up to $5,200 paid by his or her employer for educational assistance, regardless of
whether the education maintained or improved a skill required by the employee's current position
(sec. 127). That special rule for employer-provided educational assistance expired after 1994.

Another special rule, section 135, provides that interest earned on a qualified U.S. Series
EE savings bond issued after 1989 is excludable from gross income if the proceeds of the bond
upon redemption do not exceed qualified higher education expenses paid by the taxpayer during
the taxable year.’> "Qualified higher education expenses" include tuition and required fees for the
enrollment or attendance of the taxpayer, the taxpayer's spouse, or a dependent of the taxpayer at
certain colleges, universities, or vocational schools. The exclusion provided by section 135 is
phased out for certain higher-income taxpayers, determined by the taxpayer's AGI during the
year the bond is redeemed. To prevent taxpayers from effectively avoiding the income phaseout
limitation through issuance of bonds directly in the child's name, section 135(c)(1)(B) provides
that the interest exclusion is available only with respect to U.S. Series EE savings bonds issued
to taxpayers who are at least 24 years old.

* If the aggregate redemption amount (i.e., principal plus interest) of all Series EE bonds
redeemed by the taxpayer during the taxable year exceeds the qualified education expenses
incurred, then the excludable portion of interest income is based on the ratio that the education
expenses bears to the aggregate redemption amount (sec. 135(b)).
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