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INTRODUCTION

The House Committee on Ways and Means has scheduled a markup of revenue
reconciliation provisions, beginning on June 11, 1997. This document,’ prepared by the staff of
the Joint Committee on Taxation, provides a description of the Chairman’s mark for the revenue
reconciliation provisions: (I) child and dependent care tax credits and health care for children of
high-risk individuals; (II) education tax incentives; (III) savings and investment tax incentives;
(IV) alternative minimum tax provisions; (V) estate, gift, and generation-skipping tax provisions;
(VI) extension of certain expiring tax provisions; (VII) District of Columbia tax incentives;
(VIII) welfare-to-work tax credit; (IX) revenue-increase provisions; (X) miscellaneous
provisions; (XI) foreign tax provisions; (XII) earned income credit compliance; and (XIII)
increase in the public debt limit.

Separate documents provide descriptions of tax simplification and technical corrections
provisions of the Chairman’s mark. Also, a separate document contains estimated budget effects
of the revenue reconciliation, tax simplification, and technical corrections provisions.

! This document may be cited as follows: Joint Committee on Taxation, Description of

Chairman’s Mark Relating to Revenue Reconciliation Provisions (JCX-20-97), June 9, 1997.
-1-



AR TR A e s

I. CHILD AND DEPENDENT CARE TAX CREDITS;
HEALTH CARE FOR CHILDREN

A. Child Tax Credit For Children Under Age 17

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 $2,650 for 1997, and is adjusted
annually for inflation. In 1997, the amount of the personal exemption is phased out for taxpayers
with AGI in excess of $121,200 for single taxpayers, $151,500 for heads of household, and
$181,800 for married couples filing joint returns. These phaseout thresholds are adjusted
annually for inflation. ' -

Dependent care credit

A nonrefundable credit against income tax kability is available for up to 30 percent
(phased down to 20 percent for individuals with AGI above $28,000) of a limited dollar amount
of employment-related child and dependent care expenses. Eligible employment-related
expenses are limited to $2,400 if there is one qualifying individual and $4,800 if there are two or
more qualifying individuals. Employment-related expenses are expenses for household services
and the care of a qualifying individual, if incurred to enable the taxpayer to be gainfully
employed. Employment-related expenses are reduced to the extent the taxpayer has employer-
provided dependent care assistance that is excludable from gross income.

Description of Proposal

The proposal would allow taxpayers a maximum nonrefundable tax credit of $500 (%400
for taxable year 1998) for each qualifying child under the age of 17. A qualifying child would be
defined as an individual for whom the taxpayer can claim a dependency exemption and who is a
son or daughter of the taxpayer (or a descendent of either), 2 stepson or stepdaughter of the
taxpayer or an eligible foster child of the taxpayer. The credit amount would not be indexed for
inflation. :

For taxpayers with AGI in excess of certain thresholds, the sum of the otherwise
allowable child credit and the otherwise allowable dependent care credit would be phased out.
Specifically, the sum of the otherwise allowable child credit and then the otherwise allowable
dependent care credit would be reduced by $25 for each $1,000 of AGI (or fraction thereof) in
excess of the threshold (“the AGI phase-out”). The reduction would be applied first to the child

2



credit and then to the dependent care credit. For married taxpayers filing joint returns, the
threshold would be $110,000. For taxpayers filing single or head of household returns, the
threshold would be $75,000. For married taxpayers filing separate returns, the threshold would
be $55,000. These thresholds would not be indexed for inflation.

Beginning after 2001, after application of the AGI phase-out to both the child credit and
the dependent care credit, the otherwise allowable child credit would be reduced by one-half of
the amount of the taxpayer’s dependent care credit. The maximum amount of the child credit for
each taxable year (after the reduction, if any, for the dependent care credit after 2001) could not
exceed an amount equal to the excess 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 (determined
without regard to the alternative minimum foreign tax credit) and the earned income credit
allowed.

Effective Date

Generally, the child tax credit would be effective for taxable years beginning after
December 31, 1997. The proposal to reduce the otherwise allowable child credit by one-half of
the amount of the taxpayer's dependent care credit would be effective for taxable years beginning
after December 31, 2001.



B. Indexing of the Dependent Care Credit;
Phase Out for High-Income Taxpayers

Present Law

A nonrefundable credit against income tax liability is available for up to 30 percent of a
limited dollar amount of employment-related child and dependent care expenses. The credit may
be claimed by an individual who maintains a household that includes one or more qualifying
individuals. A qualifying individual is a dependent of the taxpayer who is under the age of 13, a
physically or mentally incapacitated dependent, or a physically or mentally incapacitated spouse.
A married couple must file a joint return in order to claim the credit. '

Employment-related expenses are expenses for household services and the care of a
qualifying individual, if incurred to enable the taxpayer to be gainfully employed. The amount of
employment-related expenses that may be taken into account in computing the credit generally
may not exceed an individual's earned income or, in the case of married taxpayers, the earned
income of the spouse with the lesser earnings. Thus, if one spouse is not employed, no credit is
generally allowed. Eligible employment-related expenses are limited to $2,400 if there is one
qualifying individual, and $4,800 if there are two or more qualifying individuals. The amount of
- employment-related expenses is reduced by the aggregate amount of employer-provided
dependent care assistance excluded from the taxpayer’s income.?

The 30-percent credit rate is reduced by one percentage point for each $2,000 (or fraction
thereof) of adjusted gross income (“AGI”) above $10,000. A married couple's combined AGI is-
used for purposes of this computation. Individuals with more than $28,000 of AGI are entitled to
a credit equal to 20 percent of allowable employmerit-related expenses. '

Description of Proposal

The dollar limits on eligible employment-related expenses ($2,400 if thell‘e'is'ohe |
qualifying individual and $4,800 if there are two or more qualifying individuals) would be
- indexed for inflation. ' '

The sum of the otherwise allowable dependent care credit and the otherwise aliowable
child credit would be phased out for taxpayers with AGI in excess of certain thresholds.
Specifically, the sum of the otherwise allowable child credit and then the otherwise allowable
dependent care credit would be reduced by $25 for each $1,000 of AGI (or fraction thereof) in
excess of the threshold. The reduction would be applied first to the child credit and then to the

? Up to $5,000 annually of employer-provided dependent care assistance is excludable
from gross income if the assistance is provided under a separate written plan of the employer that
does not discriminate in favor of highly compensated employees and certain other requirements
are satisfied.
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dependent care credit. For married taxpayers filing joint returns, the threshold would be
$110,000. For taxpayers filing single or head of household returns, the threshold would be
$75,000. These thresholds would not be indexed for inflation.

Effective Date

The proposal would be effective for taxable years beginning after December 31, 1997.



C. Expand Definition of High-Risk Individuals with Respect to Tax-Eempt
State-Sponsored Organizations Providing Health Coverage

Present Law

Present law provides tax-exempt status to any membership organization that is
established by a State exclusively to provide coverage for medical care on a nonprofit basis to
certain high-risk individuals, provided certain criteria are satisfied.’> The organization may
provide coverage for medical care either by issuing insurance itself or by entering into an
arrangement with a health maintenance organization ("HMO").

‘High-risk individuals eligible to receive medical care coverage from the organization
must be residents of the State who, due to a pre-existing medical condition, are unable to obtain
health coverage for such condition through insurance or an HMO, or are able to acquire such
coverage only at a rate that is substantially higher than the rate charged for such coverage by the
organization. The State must determine the composition of membership in the organization. For
example, a State could mandate that all organizations that are subject to insurance regulation by
the State must be members of the organization.

Present law further requires the State or members of the organization to fund the
liabilities of the organization to the extent that premiums charged to eligible individuals are
insufficient to cover such liabilities. Finally, no part of the net earnings of the organization can
inure to the benefit of any private shareholder or individual.

Description of Proposal

The proposal would expand the definition of high-risk individuals to include a child of an
individual who meets the present-law definition of a high-risk individual, subject to certain '
requirements. The requirements would be: (1) the taxpayer is allowed a deduction for a
personal exemption for the child for the taxable year; (2) the child has not attained the age of 17
as of the close of the calendar year in which the taxable year of the taxpayer begms and (3) the
child is a son or daughter or the taxpayer (or a dependent of either), a stepson or stepdaughter of
the taxpayer, or an eligible foster child of the taxpayer.

” Effectivé Date

- The proposal would be effective for taxable years beginning after December 31, 1997,

* No inference is intended as to the tax treatment of other types of State-sponsored
organizations.
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II. EDUCATION TAX INCENTIVES
A. Tax Benefits Relating to Education Expenses
1. HOPE credit for higher education tuition expenses

Present Law

Deductibility of education expenses

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). However, 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 meet the above-

“described criteria for deductibility under section 162 and only to the extent that the expenses,
along with other miscellaneous deductions, exceed 2 percent of the taxpayer's adjusted gross
income (AGI).

Exclusion for employer-provided educational assistance

A special rule allows an employee to exclude from gross income for income tax purposes
and from wages for employment tax purposes up to $5,250 annually paid by his or her employer
for educational assistance (sec. 127). In order for the exclusion to apply certain requirements
must be satisfied, including a requirement that not more than 5 percent of the amounts paid or
incurred by the employer during the year for educational assistance under a qualified educational
assistance program can be provided for the class of individuals consisting of more than S-percent
owners of the employer and the spouses or dependents of such more than S-percent owners. This

‘special rule for employer-provided educational assistance expires with respect to courses
beginning after June 30, 1997 (and does not apply to graduate level courses beginning after June
30, 1996). '

For purposes of the special exclusion, educational assistance means the payment by an
employer of expenses incurred by or on behalf of the employee for education of the employee
including, but not limited to, tuition, fees, and similar payments, books, supplies, and equipment.
Educational assistance also includes the provision by the employer of courses of instruction for
the employee (including books, supplies, and equipment). Educational assistance does not
include tools or supplies which may be retained by the employee after completion of a course or
meals, lodging, or transportation. The exclusion does not apply to any education involving
sports, games, or hobbies.



In the absence of the special exclusion, employer-provided educational assistance is
excludable from gross income and wages as a working condition fringe benefit (sec. 132(d)) only
to the extent the education expenses would be deductible under section 162. |

Exclusion for interest earned on savings bonds

Another special rule (sec. 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 fees (but not room and
board expenses) required 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 modified AGI during the year the bond is redeemed. For 1996, the exclusion
was phased out for taxpayers with modified AGI between $49,450 and $64,450 ($74,200 and
$104,200 for joint returns). 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.

Qualiﬁéd scholarships

Section 117 excludes from gross income amounts received as a qualified scholarship by
an individual who is a candidate for a degree and used for tuition and fees required for the
enrollment or attendance (or for fees, books, supplies, and equipment required for courses of
~ instruction) at a primary, secondary, or post-secondary educational institution. The tax-free
treatment provided by section 117 does not extend to scholarship amounts covering regular
living expenses, such as room and board. There is, however, no dollar limitation for the section
117 exclusion, provided that the scholarship funds are used to pay for tuition and required fees.
In addition to the exclusion for qualified scholarships, section 117 provides an exclusion from
gross income for qualified tuition reductions for education below the graduate level provided to
employees of certain educational organizations. Section 117(c) specifically provides that the
exclusion for qualified scholarships does not apply to any amount received by a student that
represents payment for teaching, research, or other services by the student required as a
condition for receiving the scholarship. R '

* 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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Student loan forgiveness

In the case of an individual, section 108(f) provides that gross income subject to Federal
income tax does not include any amount from the forgiveness (in whole or in part) of certain
student loans, provided that the forgiveness is contingent on the student's working for a certain
period of time in certain professions for any of a broad class of employers (e.g., providing health
care services to a nonprofit organization). Student loans eligible for this special rule must be
made to an individual to assist the individual in attending an education institution that normally
maintains a regular facuity and curriculum and normally has a regularly enrolled body of
students in attendance at the place where its education activities are regularly carried on. Loan
proceeds may be used not only for tuition and required fees, but also to cover room and board
expenses (in contrast to tax-free scholarships under section 117, which are limited to tuition and
required fees). In addition, the loan must be made by (1) the United States (or an instrumentality
or agency thereof), (2) a State (or any political subdivision thereof), (3) certain tax-exempt '
public benefit corporations that control a State, county, or municipal hospital and whose
employees have been deemed to be public employees under State law, or (4) an educational
organization that originally received the funds from which the loan was made from the United
States, a State, or a tax-exempt public benefit corporation. Thus, loans made with private,
nongovernmental funds are not qualifying student loans for purposes of the section 108(f)
exclusion. As with section 117, there is no dollar limitation for the section 108(f) exclusion.

Qualified State prepaid tuition programs

Section 529 (enacted as part of the Small Business Job Protection Act of 1996) provides
tax-exempt status to "qualified State tuition programs," meaning certain programs established
and maintained by a State (or agency or instrumentality thereof) under which persons may (1)
purchase tuition credits or certificates on behalf of a designated beneficiary that entitle the
beneficiary to a waiver or payment of qualified higher education expenses of the beneficiary, or
(2) make contributions to an account that is established for the purpose of meeting qualified
higher education expenses of the designated beneficiary of the account. "Qualified higher
education expenses" are defined as tuition, fees, books, supplies, and equipment required for the
enrollment or attendance at a college or university (or certain vocational schools). Qualified
higher education expenses do not include room and board expenses. Section 529 also provides
that no amount shall be included in the gross income of a contributor to, or beneficiary of, a
qualified State tuition program with respect to any distribution from, or earnings under, such
program, except that (1) amounts distributed or educational benefits provided to a beneficiary
(e.g., when the beneficiary attends college) will be included in the beneficiary's gross income
(unless excludable under another Code section) to the extent such amounts or the value of the
educational benefits exceed contributions made on behalf of the beneficiary, and (2) amounts



distributed to a contributor (e.g., when a parent receives a refund) will be included in the
contributor's gross income to the extent such amounts exceed contributions made by that person.’

Description of Proposal

In general

Individual taxpayers would be allowed to claim a non-refundable HOPE credit against
Federal income taxes up to $1,500 per student per year for 50 percent of qualified tuition and _
related expenses (but not room and board expenses) paid for the first two years of the student's -
post-secondary education in a degree or certificate program. The qualified tuition and related
expenses must be incurred on behalf of the taxpayer, the taxpayer's spouse, or a dependent. The
HOPE credit would be available with respect to an individual student for two taxable years,
provided that the student has not completed the first two years of post-secondary education.
Beginning in 1998, the maximum credit amount of $1,500 would be indexed for inflation,
rounded down to the closest multiple of $50.

The HOPE credit amount that a taxpayer could otherwise claim would be phased out
ratably for taxpayers with modified AGI between $40,000 and $50,000 ($80,000 and $100,000
for joint returns). Modified AGI would include amounts otherwise excluded with respect to
income earned abroad (or income from Puerto Rico or U.S. possessions). Beginning in 2001, the |
income phase-out ranges would be indexed for inflation, rounded down to the closest multiple of
$5,000,

The HOPE credit would be available in the taxable year the expenses are paid, subject to
the requirement that the education commence or continue during that year or during the first
three months of the next year. Qualified tuition expenses paid with the proceeds of a loan
generally would be eligible for the HOPE credit (rather than repayment of the loan itself).5

Dependent students

A taxpayer could claim the HOPE credit with respect to an eligible student who is not the
taxpayer or the taxpayer’s spouse (e.g., in cases where the student is the taxpayer’s child) only if
the taxpayer claims the student as a dependent for the taxable year for which the credit is

* Specifically, section 529(c)(3)(A) provides that any distribution under a qualified State
tuition program shall be includible in the gross income of the distributee in the same manner as
provided under present-law section 72 to the extent not excluded from gross income under any
other provision of the Code.

¢ The Treasury Department would have authority to issue regulations providing that the -
HOPE credit would be recaptured in cases where the student or taxpayer receives a refund of
tuition and related expenses with respect to which a credit was claimed in a prior year.
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claimed. Ifa student is claimed as a dependent by the parent or other taxpayer, the eligible
student him- or herself would not be entitled to claim a HOPE credit for that taxable year on the
student’s own tax return. If a parent (or other taxpayer) claims a student as a dependent, any
qualified tuition and related expenses paid by the student would be treated as paid by the parent
(or other taxpayer) for purposes of the proposal.

Election of HOPE credit or proposed deduction for qualified higher education expenses

For each taxable year, a taxpayer may elect with respect to an eligible student gither the
HOPE credit or the proposed deduction for qualified higher education expenses (described
below). Thus, for example, if a parent claims a child as a dependent for a taxable year, then all
qualified tuition expenses paid by both the parent and child would be deemed to be paid by the
parent, and the parent may claim the HOPE credit (assuming that the AGI phaseout does not
apply) on the parent’s return. As an alternative, the parent could elect for that taxable year the
proposed deduction for qualified higher education expenses with respect to the dependent child
(as described below).” On the other hand, if a child is not claimed as a dependent by the parent
(or by any other taxpayer) for the taxable year, then the child him- or herself will have the option
of electing either the HOPE credit or proposed deduction for qualified higher education expenses
paid during that year.

Qualified tuition expenses

The HOPE credit would be available for "qualified tuition and related expenses,"
meaning tuition, fees, and books required for the enrollment or attendance of an eligible student
at an eligible educational institution. Charges and fees associated with meals, lodging, student
activities, athletics, insurance, transportation, and similar personal, living or family expenses
would not be included. The expenses of education involving sports, games, or hobbies would
not be qualified tuition expenses unless this education is part of the student’s degree program.

Qualified tuition and related expenses generally would include only out-of-pocket
expenses. Qualified tuition expenses would not include expenses covered by educational
assistance that 1s not required to be included in the gross income of either the student or the
taxpayer claiming the credit. Thus, total tuition and related expenses would be reduced by
scholarship or fellowship grants excludable from gross income under present-law section 117
and any other tax-free educational benefits. No reduction of qualified tuition expenses would be
required for a gift, bequest, devise, or inheritance within the meaning of section 102(a). Under

7 For any taxable year, a taxpayer may claim the HOPE credit for qualified tuition and

- related expenses paid with respect to one student and also claim the proposed deduction
(described below ) for higher education expenses paid with respect to one or more other students.
If the HOPE credit is claimed with respect to one student for one or two taxable years, then the
proposed deduction for higher education expenses may be claimed with respect to that student
for subsequent taxable years. '
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the proposal, a HOPE credit would not be allowed with respect to any education expenses for
which a deduction is claimed under section 162 or any other section of the Code.®

Eligible student

An'eligible student would be one who is enrolled in a degree, certificate, or other
program (including a program of study abroad approved for credit by the institution at which
such student is enrolled) leading to a recognized educational credential at an eligible educational
institution. The student must pursue a course of study on at least a half-time basis. (In other
words, for at least one academic period which begins during the taxable year, the student must
carry at least one-haif the normal full-time work load for the course of study the student is
pursuing.) An eligible student could not have been convicted of a Federal or State felony
consisting of the possession or distribution of a controlled substance.

- Eligible educational institution

- Under the proposal, eligible educational institutions would be defined by reference to
section 481 of the Higher Education Act of 1965. Such institutions generally would be
accredited post-secondary educational institutions offering credit toward a bachelor's degree, an
associate's degree, or another recognized post-secondary credential. Certain proprietary '
institutions and post-secondary vocational institutions also would be eligible educational
institutions. The institution must be eligible to participate in Department of Education student
aid programs.

Regulations'

The Secretary of the Treasury (in consultation with the Secretary of Educatlon) would
have authority to issue regulations to implement the proposal, including regulations providing
appropriate rules for recordkeeping and information reporting. These regulations would address
the information reports that eligible educational institutions would be required to file to assist
students and the IRS in calculating the amount of the HOPE credit potentially available, Where
certain terms are defined by reference to the Higher Education Act of 1965, the Secretary of
Education would have authority to issue regulations, as well as authority to define other
education terms as necessary. S

Effective Date

® In addition, the proposal would amend present-law section 135 to provide that the
amount of qualified higher education expenses taken into account for purposes of that section

would be reduced by the amount of such expenses taken into account in determining the HOPE o

credit allowed to any taxpayer with respect to the student for the taxable year.
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The proposal would be effective for expenses paid after December 31, 1997, for
education furnished in academic periods beginning after such date.

2. Deduction for qualified higher education expenses and tax treatment of qualified tuition
programs and education investment accounts

Present Law

Deductibility of education expenses

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). However, 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
2 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 meet the above-

“described criteria for deductibility under section 162 and only to the extent that the expenses,
along with other miscellaneous deductions, exceed 2 percent of the taxpayer's adjusted gross
income (AGI).

Exclusion for employer-provided educational assistance

A special rule allows an employee to exclude from gross income for income tax purposes
and from wages for employment tax purposes up to $5,250 annually paid by his or her employer
for educational assistance (sec. 127). In order for the exclusion to apply certain requirements
must be satisfied, including a requirement that not more than 5 percent of the amounts paid or
incurred by the employer during the year for educational assistance under a qualified educational
assistance program can be provided for the class of individuals consisting of more than 5-percent
owners of the employer and the spouses or dependents of such more than S-percent owners. This

‘special rule for employer-provided educational assistance expires with respect to courses
beginning after June 30, 1997 (and does not apply to graduate level courses beginning after June
30, 1996). '

For purposes of the special exclusion, educational assistance means the payment by an
employer of expenses incurred by or on behalf of the employee for education of the employee
including, but not limited to, tuition, fees, and similar payments, books, supplies, and equipment.
Educational assistance also includes the provision by the employer of courses of instruction for
the employee (including books, supplies, and equipment). Educational assistance does not
include tools or supplies which may be retained by the employee after completion of a course or
meals, lodging, or transportation. The exclusion does not apply to any education involving
sports, games, or hobbies.
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In the absence of the special exclusion, employer-provided educational assistance is
excludable from gross income and wages as a working condition fringe benefit (sec. 132(d)) only
to the extent the educanon expenses would be deductible under section 162,

Exclusion for in_terest earned on savings bonds

Another special rule (sec. 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 fees (but not room and -
board expenses) required for the enroliment 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 modified AGI during the year the bond is redeemed. For 1996, the exclusion
was phased out for taxpayers with modified AGI between $49,450 and $64,450 ($74,200 and
$104,200 for joint returns). 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 savmgs bonds issued
to taxpayers who are at least 24 years old. : : : : '

Qualified scholarships

Section 117 excludes from gross income amounts received as a qualified scholarship by
an individual who is a candidate for a degree and used for tuition and fees required for the
enrollment or attendance (or for fees, books, supplies, and equipment required for courses of
instruction) at a primary, secondary, or post-secondary educational institution. The tax-free
treatment provided by section 117 does not extend to scholarship amounts covering regular
living expenses, such as room and board. There is, however, no dollar limitation for the section
117 exclusion, provided that the scholarship funds are used to pay for tuition and required fees.
In addition to the exclusion for qualified scholarships, section 117 provides an exclusion from
gross income for qualified tuition reductions for education below the graduate level provided to
employees of certain educational organizations. Section 117(c) specifically provides that the
exclusion for qualified scholarships does not apply to any amount received by a student that
represents payment for teaching, research, or other services by the student required as a '
condition for recemng the scholarshlp

® 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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Student loan forgiveness

In the case of an individual, section 108(f) provides that gross income subject to Federal
income tax does not include any amount from the forgiveness (in whole or in part) of certain
student loans, provided that the forgiveness is contingent on the student's working for a certain
period of time in certain professions for any of a broad class of employers (e.g., providing health
care services to a nonprofit organization). Student loans eligible for this special rule must be
made to an individual to assist the individual in attending an education institution that normally
maimntains a regular faculty and curriculum and normally has a regularly enrolled body of
students in attendance at the place where its education activities are regularly carried on. Loan
proceeds may be used not only for tuition and required fees, but also to cover room and board
expenses (In contrast to tax-free scholarships under section 117, which are limited to tuition and
required fees). In addition, the loan must be made by (1) the United States (or an instrumentality
or agency thereof), (2) a State (or any political subdivision thereof), (3) certain tax-exempt
public benefit corporations that control a State, county, or municipal hospital and whose
employees have been deemed to be public employees under State law, or (4) an educational
organization that originally received the funds from which the loan was made from the United
States, a State, or a tax-exempt public benefit corporation. Thus, loans made with private,
nongovernmental funds are not qualifying student loans for purposes of the section 108(f)
exclusion. As with section 117, there is no dollar limitation for the section 108(f) exclusion.

Qualified State prepaid tuition programs

Section 529 (enacted as part of the Small Business Job Protection Act of 1996) provides
tax-exempt status to "qualified State tuition programs," meaning certain programs established
and maintained by a State (or agency or instrumentality thereof) under which persons may (1)
purchase tuition credits or certificates on behalf of a designated beneficiary that entitle the
beneficiary to a waiver or payment of qualified higher education expenses of the beneficiary, or
(2) make contributions to an account that is established for the purpose of meeting qualified
higher education expenses of the designated beneficiary of the account. "Qualified higher
education expenses” are defined as tuition, fees, books, supplies, and equipment required for the
enrollment or-attendance at a college or university (or certain vocational schools). Qualified
higher education expenses do not include room and board expenses. Section 529 also provides
that no amount shall be included in the gross income of a contributor to, or beneficiary of, a
qualified State tuition program with respect to any distribution from, or earnings under, such
program, except that (1) amounts distributed or educational benefits provided to a beneficiary
(e.g., when the beneficiary attends college) will be included in the beneficiary's gross income
(unless excludable under another Code section) to the extent such amounts or the value of the
educational benefits exceed contributions made on behalf of the beneficiary, and (2) amounts
distributed to a contributor (e.g., when a parent receives a refund) will be included in the
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contributor's gross income to the extent such amounts exceed contributions made by that
10
person.

Contributions made to a qualified State tuition program are treated as 1ncomplete gifts for

- Federal gift tax purposes (sec. 529(¢c)(2)). Thus, any Federal gift tax consequences are
determined at the time that a distribution is made from an account under the program. The
waiver (or payment) of qualified higher education expenses of a de51gnated beneficiary by (or to)
an educational institution under a qualified State tuition program is treated as a qualified transfer
for purposes of present-law section 2503(e). Amounts contributed to a qualified State tuition
program (and earnings thereon) are includible in the contributor’s estate for Federal estate tax
‘purposes in the event that the contributor dies before such amounts are distributed under the
program (sec. 529(c)(4)).

Individual retirement arrangements ('"'IRAs")

An individual may make deductible contributions to an individual retirement
arrangement ("IRA") for each taxable year up to the lesser of $2,000 or the amount of the
individual's compensation for the year if the individual is not an active participant in an
employer-sponsored qualified retirement plan (and, if married, the individual's spouse also is not
an active participant). Contributions may be made to an IRA for a taxable year up to April 15th
of the following year. An individual who makes excess contributions to an IRA, i.e.,
contributions in excess of $2,000, is subject to an excise tax on such excess contributions unless
they are distributed from the IRA before the due date for filing the individual's tax return for the
year (including extensions). If the individual (or his or her spouse, if married) is an active
partxapant the $2,000 limit is phased out between $40,000 and $50,000 of adjusted gross
income ("AGI") for married couples and between $25,000 and $35,000 of AGI for single
individuals.

- Present law permits individuals to make nondeductible contributions (up to $2,000 per
year) to an IRA to the extent an individual is not permitted to (or does not) make deductible
contributions. Earmngs on such contrlbutxons are 1ncIud1ble In gross | mcome when w1thdrawn

An individual generally is not subject to income tax on amounts held in an IRA,
including earnings on contributions, until the amounts are withdrawn from the IRA. Amounts N
withdrawn from an IRA are includible in gross income (except to the extent of nondeductible
contributions). In addition, a 10-percent additional tax generally applies to distributions from
IRAs made before age 59-1/2, unless the distribution is made (1) on account of death or
disability, (2) in the form of annmty payments (3) for medlcal expenses of the mdmdual and his

10 Specifically, section 529(c)(3)(A) prov1des that any distribution under a quallﬁed State
tuition program shall be includible in the gross income of the distributee in the same manner as
provided under present-law section 72 to the extent not excluded from gross income under any
other provision of the Code.
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or her spouse and dependents that exceed 7.5 percent of AGI, or (4} for medical insurance of the
individual and his or her spouse and dependents (without regard to the 7.5 percent of AGI floor)
if the individual has received unemployment compensation for at least 12 weeks, and the
withdrawal is made in the year such unemployment compensation is received or the following
year. :

Description of Proposal

In general

Individual taxpayers would be allowed a deduction of up to $10,000 per student per year
for qualified higher education expenses paid by the taxpayer during the taxable year for
education furnished to the taxpayer, the taxpayer’s spouse, or a dependent. The deduction would
be allowed regardless of whether the taxpayer otherwise itemizes deductions or claims the
standard deduction.! A deduction would not be allowed under the proposal with respect to an
otherwise eligible student if the proposed HOPE credit (as described previously) is claimed with
respect to that student for the same taxable year. 2

The deduction would be allowed only to the extent that the taxpayer is required to
include in gross income for the taxable year amounts distributed from a “qualified tuition
program” or “education investment account.” In other words, amounts distributed from a
qualified tuition program or education investment account that are includible in the taxpayer’s
gross income (i.e., earnings) and that are used to pay for qualified higher education expenses
during the taxable year would be deductible under the proposal (subject to the $10,000 annual
limit per student). Amounts distributed from qualified tuition programs or education investment
accounts generally would be includible in the gross income of the distributee in the same manner
as provided under present-law section 72 (to the extent not excluded under any other section,
such as section 117)."3 '

! The deduction would be claimed after a taxpayer computes adjusted gross income
(AGI). The deduction would not be a preference item alternative minimum tax (AMT) purposes.

2 If a HOPE credit was claimed with respect to a student for an earlier taxable year (i.e.,
the student’s first or second year of post-secondary education), the proposed deduction still
could be claimed with respect to that student for a subsequent taxable year.

** For example, assume an educational investment account (or qualified tuition program
-account} has a balance of $20,000, of which $12,000 represents contributions of principal and
$8,000 represents accumulated earnings. If the student has expenses of $10,000 consisting of
$7,000 tuition and related expenses and $3,000 in room and board, a distribution of $10,000
from such account to pay these expenses would, under present-law section 72, be deemed to
consist of the pro-rata share of principal and accumulated earnings in the account--in this case,
$6,000 in principal and $4,000 in accumulated earnings. If the parent claims the student as a
dependent and elects the proposed deduction for qualified higher education expenses, the parent
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Under the proposal, the deduction would be limited to $10,000 per student for each
taxable year. Aggregate deductions under the proposal with respect to any one student could not
exceed $40,000 for all taxable years. A deduction would not be permitted with respect to a
student after that student completes the equivalent of the first four years of post-secondary
education at an eligible educational institution. _ :

Dependent students

If a parent (or other taxpayer) claims a student as a dependent for a taxable year, then
only the parent (or other taxpayer)--and not the student--could claim the deduction for qualified
higher education expenses for that taxable year. In such a case where the parent claims the
proposed deduction for qualified higher education expenses, amounts includible in gross income
by reason of a distribution from a qualified tuition program or education investment account
would be includible in the parent’s (or other taxpayer’s) gross income for that taxable year.** If a
parent (or other taxpayer) claims a student as a dependent for a taxable year, then all qualified
higher education expenses paid that year by both the parent (or other taxpayer) and the student
would be deemed to be paid by the parent (or other taxpayer). If the student is not claimed as a
dependent by another taxpayer, then only the student him- or herself could claim the proposed
deduction (or, as an alternative, the proposed HOPE credit described above) on the student’s
own tax return for the taxable year. '

would include the $4,000 of accumulated earnings in the parent’s gross income and then would
claim an offsetting deduction for the same $4,000, thus resulting in no tax liability for the $4,000
in earnings. Under no circumstances would the principal portion of any distribution from the
account be includible in gross income, nor would a deduction be allowed under the proposal for
education expenses paid with such principal. Alternatively, the parent could elect to claim the
HOPE credit (assuming that the AGI phaseout does not apply and the student is claimed asa
dependent and has not yet completed the first two years of post-secondary education), and the
$4,000 in accumulated earnings would be includible in the distributee’s (i.e., the student’s) gross
income and an offsetting deduction would not be available. Additionally, the qualified expenses
for purposes of the HOPE credit would not include room and board expenses, so only $7,000 in
expenses would qualify for the HOPE credit. The 50-percent HOPE credit rate would then be
applied to this amount, which would indicate a credit amount of $3,500, but the credit that could
be claimed would be limited to the statutory maximum of $1,500 per student. As a final
alternative, if the parent does not claim the student as a dependent, then the student could elect to
claim either the HOPE credit or the proposed deduction as described above, -

** Such an income inclusion would be required on the parent’s return only if the parent
both claims the student as a dependent and elects the proposed deduction. In contrast, if the
parent claims the student as a dependent but elects the HOPE credit, then, if there is any
distribution from a qualified tuition program or education investment account during that year,
the earnings portion of such distributions would be includible in the student’s (or other
distributee’s) gross income, as provided for by present-law section 529(c)(3).

-18-



Eligible students

To be eligible for the proposed deduction, a student would have to be at least a half-time
student in a degree or certificate program at an eligible educational institution. For this purpose,
a student would be at least a half-time student if he or she is carrying at least one-half the normal
full-time work load for the course of study the student is pursuing. A student would no longer be
an eligible student once he or she has completed the equivalent of the first four years of post-
secondary education at an eligible educational institution. An eligible student could not have
been convicted of 2 Federal. or State felony consisting of the possession or distribution of a
controlied substance.

Eligible educational institution

Under the proposal, eligible educational institutions would be defined by reference to
section 481 of the Higher Education Act of 1965. Such institutions generally would be
accredited post-secondary educational institutions offering credit toward a bachelor's degree, an
associate's degree, or another recognized post-secondary credential. Certain proprietary
institutions and post-secondary vocational institutions also would be eligible institutions. The
institution must be eligible to participate in Department of Education student aid programs.

Qualified higher education expenses

Under the proposal, the definition of “qualified higher education expenses” would
include tuition, fees, books, supplies, and equipment required for the enrollment or attendance of
a student at an eligible education institution, and also would include reasonable costs (as
determined for purposes of Federal financial aid programs) incurred by the student for room and
board while attending such institution. Qualified higher education expenses would not include
expenses for any graduate level course of a kind normally taken by an individual pursuing a
program leading to a law, business, medical, or other advanced academic or professional degree.

Qualified higher education expenses generally would include only out-of-pocket

expenses. Qualified higher education expenses would not include expenses covered by
‘educational assistance that is not required to be included in the gross income of either the student
or the taxpayer claiming the credit. Thus, total qualified higher education expenses would be
reduced by scholarship or fellowship grants excludable from gross income under present-law
section 117 and any other tax-free educational benefits. In addition, no deduction would be
allowed under the proposal for expenses paid with amounts that are exciudible under section
135. No reduction of qualified tuition expenses would be required for a gift, bequest, devise, or
inheritance within the meaning of section 102(a). If a student's education expenses for a taxable
year are deducted under section 162 or any other section of the Code, then no deduction would
be available for such expenses under the proposal.
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Qualified tuition programs and education investments accounts

Under the proposal, a “qualified tuition program” would mean any qualified State tuition
program, generally as defined under present-law section 529, as well as any program established
and maintained by one or more eligible educational institutions (which could be private
institutions that are not State-owned) that satisfy the requirements under section 529 (other than
present-law State ownership rule). An “education investment account” would mean a trust
which is created or organized in the United States exclusively for the purpose of paying the
qualified higher education expenses of the account holder and whlch satisfies certain other
requirements.

Contributions to qualified tuition programs or education investment accounts could be
made only in cash.’”® Such contributions could not be made after the designated beneficiary or
account holder reaches age 18. Any balance remaining in a qualified tuition program or
education investment account must be distributed within 30 days after the earlier of the date that
the beneficiary or account holder becomes 30 years old (or dies) or the date that the beneficiary
or account holder completes the equivalent of the first four years of post-secondary education at
one or more eligible institutions. Transfers or rollovers of credits or account balances from one
account benefiting one beneficiary to another account benefiting another beneficiary would not
be considered a distribution from a qualified tuition program or education investment account
(nor would a change in the designated beneficiary or account holder) if the new beneficiary is a
member of the family of the old beneficiary.’® In the case of an education investment account,
additional contributions could not be made into such an account on behaif of the account holder
after aggregate contributions made to the account (plus all other contributions made to

1> The proposal would aIlow taxpayers to redeem U.S. Savings Bonds and be eligible for
the exclusion under section 135 (as if the proceeds were used to pay qualified hlgher educatnon
expenses) if the proceeds from the redemption are contributed to a qualified tuition program or
education investment account on behalf of the taxpayer, the taxpayer’s spouse, or a dependent.
In such a case, the beneficiary’s or account holder’s basis in the bond proceeds contributed on
his or her behalf to the qualified tuition program or education investment would be the
contributor’s basis in the bonds (i.e., the original purchase price paid by the contributor for such
bonds).

The proposal also would provide that funds from an education investment account would
be deemed to be distributed to pay qualified higher education expenses if the funds are used to
purchase tuition credits or to make contributions to a qualified tuition program for the benefit of
the account holder.

'* For this purpose, a “member of the family” means persons described in paragraphs (1)
through (8) of section 152(a), and any spouse of such persons.
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educational investment accounts and qualified tuition programs on behalf of the account holder)
equal $50,000."

Qualified tuition programs and education investment accounts (as separate legal entities)
would be exempt from Federal income tax, other than taxes imposed under the present-law
unrelated business income tax (UBIT) rules.'®

Under the proposal, an additional tax of 10 percent would be imposed on distributions
from qualified tuition programs or education investment account to the extent the distribution
exceeds qualified higher education expenses paid by the taxpayer {and is not made on account of
the death, disability, or scholarship received by the designated beneficiary or account holder).

Estate and gift tax treatment

For Federal estate and gift tax purposes, any contribution to a qualified tuition program
or education investment account would be treated as a completed gift of a present interest from
the contributor to the beneficiary at the time of the contribution. Thus, annual contributions of
up to $10,000 per donor per beneficiary would be eligible for the present-law gift tax exclusion
provided by Code section 2503(b), and also would be excludable for purposes of the generation-
skipping transfer tax. Such contributions would not, however, be eligible for the educational
expense exclusion provided by Code section 2503(e). In no event would a distribution from a
qualified tuition program or education investment account be treated as a taxable gift.

Transfers or rollovers of credits or account balances from an account benefiting one
beneficiary to an account benefiting another beneficiary (or a change in the designated
beneficiary) would not be treated as a taxable gift to the extent that the new beneficiary is: (1) a
member of the family of the old beneficiary (as defined above), and (2) assigned to the same
generation as the old beneficiary (within the meaning of Code section 265 1). In all other cases, a
transfer from one beneficiary to another beneficiary (or a change in the designated beneficiary)
would be treated as a taxable gift from the old beneficiary to the new beneficiary to the extent it
exceeds the $10,000 present-law gift tax exclusion. Thus, a transfer of an account from a brother
to his sister would not be treated as a taxable gift, whereas a transfer from a father to his son
would be treated as a taxable gift (to the extent it exceeds the $10,000 present-law gift tax
exclusion).

17 Qualified tuition programs would be governed by the rule contained in present-law
section 529(b)(7) that such programs provide adequate safegnards to prevent contributions on
behalf of a designated beneficiary in excess of those necessary to provide for the qualified higher
education expenses of the beneficiary.

** An interest in a qualified tuition program will not be treated as debt for purposes of the
debt-financed property UBIT rules of section 514.
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For estate tax purposes, the value of any interest in a qualified tuition program or
education investment account would be includible in the estate of the designated beneficiary. In
no event would such interests be inchudibie in the estate of the contributor.
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The proposed deduction for quahﬁed higher education expenses (and the expansion of
the definition of qualified higher education expenses under sec. 529 to cover room and board
expenses) would be effective for expenses paid after December 31, 1997, for education furnished
in academic periods beginning after such date. The provisions governing the tax-exempt status -
of qualified tuition plans and education investment accounts generally would be effective for
taxable years beginning after December 31, 1997. The gift tax provisions would be effective for
contributions (or transfers) made after the date of enactment, and the estate tax provisions would
be effective for decedents dying after June 8, 1997.

3. Penalty-free withdrawals from IRAs for higher education expenses
Present Law

An individual may make deductible contributions to an individual retirement
arrangement {“IRA”) for each taxable year up to the lesser of $2,000 or the amount of the
mdividual’s compensation for the year if the individual is not an active participant in an
employer-sponsored qualified retirement plan (and, if married, the individual’s spouse also is not
an active participant). In the case of a married couple, deductible IRA contributions of up to
$2,000 can be made for each spouse (including, for example, a homemaker who does not work
outside the home) if the combined compensation of both spouses is at least equal to the
contributed amount.

If the individual {or the mdmdual s spouse) is an active participant in an employer—
sponsored retirement plan, the $2,000 deduction limit is phased out over certain adjusted gross
income (“AGI”) levels. The limit is phased out between $40,000 and $50,000 of AGI for married
taxpayers, and between $25,000 and $35,000 of AGI for single taxpayers. An individual may
make nondeductible IRA contributions to the extent the individual is not permitted to make
deductible IRA contributions. Contributions cannot be made to an IRA after age 70-1/2.

Amounts held in an IRA are includible in income when withdrawn (except to the extent
the withdrawal is a return of nondeductible contnbutlons) Amounts withdrawn prior to
attainment of age 59-1/2 are subject to an additional 10-percent early withdrawal tax, unless the
withdrawal is due to death or disability, is made in the form of certain periodic payments, is used
to pay medical expenses in excess of 7.5 percent of AGI, or is used to purchase health insurance
of an unemployed individual.
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Description of Proposal

The proposal would provide that the 10-percent early withdrawal tax would not apply to
distributions from IRAs" if the taxpayer used the amounts to pay qualified higher education
expenses (including those related to graduate level courses) of the taxpayer, the taxpayer’s
spouse, or any child, or grandchild of the individual or the individual’s spouse.

The penalty-free withdrawal would be available for “qualified higher education
expenses,” meaning tuition, fees, books, supplies, equipment required for enrollment or
attendance, and room and board at a post-secondary educational instituion (defined by reference
to sec 481 of the Higher Educatio Act of 1965). Qualified higher education expenses would be
reduced by any amount excludable from gross income under section 135 relating to the
redemption of a qualified U.S. savings bond and certain scholarships and veterans benefits.

Effective Date

The proposal would apply to distributions after December 31, 1997, which respect to
expenses paid after such date for education furnished in academic periods beginning after such
date,

¥ The Chairman’s mark would create new “American Dream [RAs” (see IIL.A., below).
This exception to the 10-percent early withdrawal tax would apply to all IRAs, including the new
American Dream [RAs. .
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B. Other Education-Related Tax Provisions
1. Extension of exclusion for employer-provided educational assistance
Present Law

Under present law, an employee’s gross income and wages do not include amounts paid
or incurred by the employer for educational assistance provided to the employee if such amounts
are paid or incurred pursuant to an educational assistance program that meets certain
requirements. This exclusion is limited to $5,250 of educational assistance with respect to an
individual during a calendar year. The exclusion does not apply to graduate level courses
beginning after June 30, 1996. The exclusion expires with respect to courses beginning after
June 30, 1997. In the absence of the exclusion, educational assistance is excludable from income
only if it is related to the employee’s current job. : '

Description of Proposal

The proposal would extend the exclusion for employer-provided educational assistance to
courses of instruction beginning before December 31, 1997. As under present law, the exclusion
would not apply to graduate-level courses. '

Effective Date

The proposal would be effective with respect to taxable years béginnin.g.aﬁe_r December
31, 1996.

2. Modification of $150 million limit on qualified 501(c)(3) bonds other than hospital bonds
| Present Law

interest on State and local government bonds generally is excluded from income if the
bonds are issued to finance activities carried out and paid for with revenues of these o
governments. Interest on bonds issued by these governments to finance activities of other
persons, e.g., private activity bonds, is taxable unless a specific exception is included in the
Code. One such exception is for private activity bonds issued to finance activities of private,
charitable organizations described in Code section 501(c)(3) ("section 501(c)(3) organizations")
when the activities do not constitute an unrelated trade or business.

Present law treats section 501(c)(3) organizations as private persons; thus, bonds for their
use may only be issued as private activity "qualified 501(1)(3) bonds," subject to the restrictions
of Code section 145. The most significant of these restrictions limits the amount of outstanding
bonds from which a section 501(c)(3) organization may benefit to $150 million. In applying this
"$150 million limit," all section 501(c)(3) organizations under common management or control
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are treated as a single organization. The limit does not apply to bonds for hospital facilities,
defined to include only acute care, primarily inpatient, organizations. '

Description of Proposal

The $150 million limit would be increased annually in $10 million increments until it is
$200 million. Specifically, the limitation would be $160 million in 1998, $170 million in 1999,
$180 million in 2000, $190 million in 2001, and $200 million in 2002 and thereafter.

Effective Date
The proposal would be effective on January 1, 1998..
3. Enhanced deduction for corporate contributions of .computer technology and equipment
Present Law

In computing taxable income, a taxpayer who itemizes deductions generally is allowed to
deduct the fair market vatue of property contributed to a charitable organization.® However, in
‘the case of a charitable contribution of inventory or other ordinary-income property, short-term
capital gain property, or certain gifts to private foundations, the amount of the deduction is
limited to the taxpayer's basis in the property. In the case of a charitable contribution of tangible
personal property, a taxpayer's deduction is limited to the adjusted basis in such property if the
use by the recipient charitable organization is unrelated to the organization's tax-exempt purpose

(sec. 170(e)(1)(B)(i)).

Special rules in the Code provide augmented deductions for certain corporate®
contributions of inventory property for the care of the ill, the needy, or infants (sec. 170(e)(3))
and certain corporate contributions of scientific equipment constructed by the taxpayer, provided
the original use of such donated equipment is by the donee for research or research training in
the United States in physical or biological sciences (sec. 170(e)}(4)).22 Under these special rules,

* The amount of the deduction allowable for a taxable year with respect to a charitable
contribution may be reduced depending on the type of property contributed, the type of
charitable organization to which the property is contributed, and the income of the taxpayer
(secs. 170(b) and 170(e)). Corporations are entitled to claim a deduction for charitable
contributions, generally limited to 10 percent of their taxable income (computed without regard
to the contributions) for the taxable year. '

?§ corporations are not eligibie donors for purposes of section 170(e)(3) or section
170(e)(4).

% Eligible donees under section 170(e)(4) are limited to post-secondary educational
institutions, scientific research organizations, and certain other organizations that support
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the amount of the augmented deduction available to a corporation making a qualified
contribution is equal to its basis in the donated property plus one-half of the amount of ordinary
income that would have been realized if the property had been sold. However, the augmented
deduction cannot exceed twice the basts of the donated property.

Description of Proposal

The proposal would expand the list of qualified contributions that would qualify for the
augmented deduction currently available under Code section 170(e)(3) and 170(e)(4). Under the
proposal, qualified contributions would include gifts of computer technology and equipment
(i.e., computer software, computer or peripheral equipment, and fiber optic cable related to
computer use) to be used within the United States for educational purposes in any of grades K-
12,

Eligible donees would mean (1) any educational organization that normally maintains a
regular faculty and curriculum and has a regularly enrolled body of pupils in attendance at the
place where its educational activities are regularly carried on; and (2) Code section 501(c)(3)
entities that are organized primarily for purposes of supporting elementary and secondary
education. A private foundation also could be an eligible donee, provided that, within 30 days
after receipt of the contribution, the ‘private foundation contributes the property to an eligible
donee.

Qualified contributions would be limited to gifts made no later than two years after the
date the taxpayer acquired or substantially completed the construction of the donated property.
Such donated property could be computer technology or equipment that is inventory or
depreciable trade or business property in the hands of the donor. The proposal would permit
payment by the donee organization of shipping, transfer, and installation costs.” The proposal
would apply only to donations made by C corporations; as under present law section 170(e}(4), S
corporations, personal holding companies, and service organizations would not be eligible
donors.

Effective Date

The proposal would be effective for contributions made in taxable years beginning after
1997. '

scientific research.

# In the case of contributions made through private foundations, the proposal would
permit the payment by the private foundation of shipping, transfer, and installation costs. '

26- .



4. Phase out qualified tuition reduction exclusion
Present Law

Under present law, a "qualified tuition reduction" is excluded from gross income (sec.
117(d)). A "qualified tuition reduction" means any reduction in tuition provided to an employee
of an educational organization for the education of the employee,” the employee's spouse, and
dependent children at that organization or another such organization. For this purpose,
qualifying educational organizations are those that hormally maintain a regular faculty and
curriculum and normally have a regularly enrolled body of pupils or students in attendance at the
place where the educational activities are regularly carried out. In general, the qualified tuition
reduction is limited to education below the graduate level; however, this limitation does not
apply to graduate students engaged in teaching or research activities, The exclusion does not
apply to any amount that represents payment for teaching, research, or other services rendered by
the student in exchange for receiving the tuition reduction.

Description of Proposal

The proposal would phase out the special rule contained in section 1 17(d) that excludes
qualified tuition reductions from gross income. For 1998, 80 percent of a qualified tuition
reduction would be excluded from gross income. For 1999, the excludable percentage would be
60 percent; for 2000, the excludable percentage would be 40 percent; and for 2001, the
excludable percentage would be 20 percent. No exclusion for a qualified tuition reduction would
be permitted after 2001.

Educational benefits provided that are not excludable under the proposal could be eligible
for the proposed HOPE credit or proposed deduction for qualified higher education expenses,
described above.

Effective Date

The proposal would be effective for qualified tuition reductions with respect to courses of
instruction beginning after December 31, 1997 (subject to the phaseout described above).

* Eligible beneficiaries also include retired and disabled employees, surviving spouses
of retired or disabled employees, and children of deceased employees if the children are under
the age of 25.
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ITI. SAVINGS AND INVESTMENT TAX INCENTIVES
A. American Dream [RAs
Present L_aw

Under present law, an individual may make deductible contributions to an individual
retirement arrangement (“IRA”) up to the lesser of $2,000 or the individual's compensation if the
individual is not an active participant in an employer-sponsored retirement ptan (and, if married,
the individual's spouse also is not an active participant in such a plan). -If the case of a married
couple, deductible IRA contributions of up to $2,000 can be made for each spouse (including, for
example, a home maker who does not work outside the home) if the combined compensation of
both spouses is at least equal to the contributed amount. '

[If the individual (or the individual's spouse) is an active participant in an
employer-sponsored retirement plan, the $2,000 deduction limit is phased out over certain
adjusted gross income (“AGI”) levels. The limit is phased out between $40,000 and $50,000 of
AGI for married taxpayers, and between $25,000 and $35,000 of AGI for single taxpayers. An
individual may make nondeductible IRA contributions to the extent the individual is not
permitted to make deductible IRA contributions. Contributions cannot be made to an IRA after
age 70-1/2.

Amounts held in an IRA are includible in income when withdrawn (except to the extent
the withdrawal is a return of nondeductible contributions). Amounts withdrawn prior to
attainment of age 59-1/2 are subject to an additional 10-percent early withdrawal tax, unless the
withdrawal is due to death or disability, is made in the form of certain periodic payments, is
used to pay medical expenses in excess of 7.5 percent of AGI, or is used to purchase health
insurance of an unemployed individual. '

In general, distributions from an IRA are required to begin at age 70-1/2. An excise tax
is imposed if the minimum required distributions are not made. Distributions to the beneficiary
of an IRA are generally required to begin within 5 years of the death of the IRA owner, unless
the beneficiary is the surviving spouse. '

A 15-percent excise tax is imposed on excess distributions with respect to an individual
during any calendar year from qualified retirement plans, tax-sheltered annuities, and IRAs. In
general, excess distributions are defined as the aggregate amount of retirement distributions (i.e.,
payments from applicable retirement plans) made with respect to an individual during any
calendar year to the extent such amounts exceed $160,000 (for 1997) or 5 times that amount in
the case of a lump-sum distribution. The dollar limit is indexed for inflation. A similar 15-
percent additional estate tax applies to excess retirement accumulations upon the death of the
individual. The 15-percent tax on excess distributions (but not the 15-percent additional estate
tax) does not apply to distributions in 1997, 1998 or 1999. o
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Description of Proposal
In general

The proposal would replace present-law nondeductible IRAs with new American Dream
IRAs ("AD IRAs") to which all individuals could make nondeductible contributions of up to
$2,000 annually. Contributions to an AD IRA would be in additior to any contributions that
can be made to a deductible IRA under the present-law rules. No income limitations would
apply to AD IRAs. An AD IRA would be an IRA which is designated at the time of
establishment as an AD IRA in the manner prescribed by the Secretary. Qualified distributions
from an AD IRA would not be includible in income.

Contributions to AD IRAs

The maximum annual contribution that could be made to an AD IRA would be the lesser
of $2,000 or the individual's compensation for the year. As under the present-law rules relating
to deductible IRAs, a contribution of up to $2,000 for each spouse could be made to an AD IRA
provided the combined compensation of the spouses is at least equal to the contributed amount.
The $2,000 contribution limit would be adjusted annually for inflation beginning after 1998.
Inflation adjustments would be rounded to the nearest $50.

Contributions to an AD IRA could be made even after the individual for whom the
account is maintained has attained age 70-1/2.

Taxation of distributions

Qualified distributions from an AD IRA would not be includible in 2ross income, nor
subject to the additional 10-percent tax on early withdrawals. A qualified distribution would be a
distribution that (1) is made after the 5-taxable year period beginning with the first taxable year
n which the individual made a contribution to an AD IRA%, and (2) which is (a) made on or
after the date on which the individual attains age 59-1/2, (b) made to a beneficiary (or to the
individual's estate) on or after the death of the individual, (c) attributable to the individual's being
disabled, or (d) for first-time homebuyer expenses.

Distributions from an AD IRA that are not qualified distributions would be includible in
income to the extent attributable to earnings, and subject to the 10-percent early withdrawal tax

* Asis the case with IRAs generally, contributions to an AD IRA could be made for a
year by the due date for the individual's tax return for the year (determined without regard to
extensions). In the case of a contribution to an AD IRA made after the end of the taxable year,
the 5-year holding period would run beginning with the taxable year to which the contribution
relates, rather than the year in which the contribution is actually made.
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(unless an exception applies). The same exceptions to the early withdrawal tax that apply to
IRAs would apply to AD TRAs. Thus, the following distributions from an AD IRA would not be
subject to the 10-percent early withdrawal tax: (1) distributions after age 59-1/2; (2) distributions
after death or disability of the AD IRA owner; (3) certain periodic distributions; (4) distributions
for medical expenses in excess of 7.5 percent of adjusted gross income; (5) distributions for
medical insirance of unemployed individuals; and (6) distributions for higher education
expenses.” In addition, the 10-percent early withdrawal tax would not apply to amounts
withdrawn from an AD IRA used to pay first-time homebuyer expenses.”’

An ordering rule would apply for purposes of determining what portion of a
distribution that is not a qualified distribution is includible in income. Under the ordering rule,
distributions from an AD IRA would be treated as made from contributions first, and all an
individual’s AD IRAs would be treated as a single AD IRA. Thus, no portion of a distribution
from an AD IRA would be treated as attributable to earnings (and therefore includible in gross
income) until the total of all distributions from all the individual’s AD IRAs exceeds the amount
of contributions.

The pre-death minimum distribution rules that apply to IRAs would not apply to AD
IRAs, and amounts in AD IRAs would not be taken into account for purposes of the excise tax
on excess distributions or the additional estate tax on excess accumulations.

Distributions from an AD IRA could be rolled over tax free to another AD IRA.

Conversions of IRAs to AD [RAs

All or any part of amounts in a present-law deductible or nondeductible IRA could be
converted into an AD IRA after December 31, 1997, and before January 1, 1999. The amount
that would have been includible in gross income if the individual had withdrawn the converted
amounts would be included in gross income ratably over the 4-taxable year period beginning
with the taxable year in which the conversion is made. The early withdrawal tax would not apply
to such conversions.? :

A conversion of an IRA into an AD IRA could be made in a variety of different ways and
without taking a distribution. For example, an individual could make a conversion simply by
notifying the IRA trustee. Or, an individual could make the conversion in connection with a

% This exception to the early withdrawal tax would be added by the Chairman’s mark.

?” This exception to the early withdrawal tax would not apply to IRAs other than AD
IRAs.

28

In the case of conversions from an IRA to an AD IRA, the 5-taxable year holding
period would begin with the taxable year in which the conversion was made.
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change in IRA trustees through a rollover or a trustee-to-trustee transfer. Ifa part of an IRA
balance is converted into an AD IRA, the AD IRA amounts would have to be held separately.

Effective Date

The proposal would be effective for taxable years beginning after December 31, 1997.
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B. Capital Gains Provisions

1. Maximum rate of tax on net capital gain of individuals
Present Law

* In general, gain or loss reflected in the value of an asset is not recognized for income tax
purposes until a taxpayer disposes of the asset. On the sale or exchange of capital assets, the net
capital gain is taxed at the same rate as ordinary income, except that individuals are subject to a
maximum marginal rate of 28 percent of the net capital gain. Net capital gain is the excess of the
net long-term capital gain for the taxable year over the net short-term capital loss for the year.
Gain or loss is treated as long-term if the asset is held for more than one year.

A capital asset generally means any property except (1) inventory, stock in trade, or
property held primarily for sale to customers in the ordinary course of the taxpayer's trade or
business, (2) depreciable or real property used in the taxpayer's trade or business, (3) specified
literary or artistic property, (4) business accounts or notes receivable, or (5) certain U.S.
publications. In addition, the net gain from the disposition of certain property used in the
taxpayer’s trade or business is treated as long-term capital gain. Gain from the disposition of
depreciable personal property is not treated as capital gain to the extent of all prev:ous
depreciation allowances. Gain from the disposition of depreciable real property is generally not
treated as capital gain to the extent of the depreciation allowances in excess of the allowances

“that would have been available under the straight-line method of depreciation.

'Description of Propos'al

The proposal generally would reduce the maximum rate of tax on the net capital gam of
an individual from 28 percent to 20 percent. Net capital gain presently taxed to an individual at
a 15-percent rate would be taxed at a 10 percent rate. These rates also would apply for purposes
of the alternative minimum tax.

The tax on the net capital gain attnbutable to any long-term capltal gain from the sale or
exchange of collectibles would remain at a maximum rate of 28 percent; any long-term capital
gain from the sale or exchange of section 1250 property (i.e., depreciable real property) which
would be treated as ordinary income if the property were section 1245 property (i.e. depremable
personal property) would be taxed at a maximum rate of 26 percent; and the tax treatment of gain
from the sale or exchange of small business stock held more than 5 years would remain
unchanged from present law (i.e., a maximum regular tax rate of 14 percent). Gain from the
disposition of a collectible whlch is an indexed asset (described below) would not be eligible for
the 28-percent rate unless the taxpayer elects to forego indexing. -
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Effective Date

The provision would apply to taxable years ending after May 6, 1997. For a taxable year
which includes May 7, 1997, only the net capital gain attributable to gain or loss properly taken
into account for the portion of the taxable year on or after May 7, 1997, would be entitled to the
lower tax rates. '

2. Indexing of basis of certain assets for purposes of determining gain
 Present Law

Under present law, gain or loss from the disposition of any asset generally is the sales
price of the asset reduced by the taxpayer's adjusted basis in that asset. The taxpayer's adjusted
basis generally is the taxpayer's cost in the asset adjusted for depreciation, depletion, and certain
other amounts. No adjustment is allowed for inflation.

Description of Proposal

In general

The proposal generally would provide for an inflation adjustment to (i.e., indexing of) the
adjusted basis of certain assets (called "indexed assets") held more than 3 years for purposes of
determining gain (but not loss) upon a sale or other disposition of such assets by a taxpaver other
than a C corporation. Assets held by trusts, estates, S corporations, regulated investment
companies ("RICs"), real estate investment trusts ("REITs"), and partnerships are eligible for
indexing, to the extent gain on such assets is taken into account by taxpayers other than C
corporations.

Indexed assets

Assets eligible for the inflation adjustment generally would include common (but not
preferred) stock of C corporations and tangible property that are capital assets or property used
in a trade or business. A personal residence would not qualify for indexing. To be eligible for
indexing, an asset must be held by the taxpayer for more than 3 years.

Computation of inflation adjustment

The inflation adjustment under the provision would be computed by multiplying the
taxpayer's adjusted basis in the indexed asset by an inflation adjustment percentage. The
inflation adjustment percentage would be the percentage by which the GDP deflator for the last
calendar quarter ending before the disposition exceeds the GDP deflator for the last calendar
quarter ending before the asset was acquired by the taxpayer. The inflation adjustment
percentage would be rounded to the nearest one-tenth of a percent. No adjustment would be
made if the inflation adjustment is one or less. '
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Special entities

RICs and RETTs

In the case of a RIC or a REIT, the indexing adjustments generally would apply in
computing the taxable income and the-earnings and profits of the RIC or REIT. The indexing _
adjustments, however, would not be applicable in determining whether a corporation qualifies as
a RIC or REIT.

In the case of shares held in a RIC or REIT, partial indexing generally would be provided
by the provision based on the ratio of the value of indexed assets held by the entity to the value
of all its assets. The ratio of indexed assets to total assets would be determined quarterly (for
RICs, the quarterly ratio would be based on a three-month average). If the ratio of indexed
assets to total assets exceeds 80 percent in any quarter, full indexing of the shares would be
allowed for that quarter. Ifless than 20 percent of the assets are indexed assets in any quarter, no
indexing would be allowed for that quarter for the shares. Partnership interests held by a RIC or
REIT would be subject to a look-through test for purposes of determining whether, and to what
degree, the shares in the RIC or REIT are indexed.

. Areturn of capitai distribution by a RIC or REIT generélly would be treated by a
shareholder as allocable to stock acquired by the shareholder in the order in which the stock was
acquired.

Partnership and S corporations, etc.

Under the proposal, stock in an S corporation or an interest in a partnership or common
trust fund would not be an indexed asset. Under the provision, the individual owner would
receive the benefit of the indexing adjustment when the S corporation, partnership, or common
trust fund disposes of indexed assets. Under the provision, any inflation adjustments at the entity
level would flow through to the holders and result in a corresponding increase in the basis of the
holder's interest in the entity. Where a partnership has a section 754 election in effect, a partner
transferring his interest in the partnership would be entitled to any indexing adjustment that has
accrued at the partnership level with respect to the partner and the transferee partner is entitled to
the benefits of indexing for inflation occurring after the transfer.

The indexing adjustment would be disregarded in determining any loss on the sale of an
interest in a partnership, S corporation or common trust fund. =~ -

Foreign corporations

Common stock of a foreign corporation generally would be an indexed asset if the stock
is regularly traded on an established securities market. Indexed assets, however, would not
include stock in a foreign investment company, a passive foreign investment company (including
a qualified electing fund), a foreign personal holding company, or, in the hands of a shareholder
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who meets the requirements of section 1248(a)(2) (generally pertaining to 10-percent
shareholders of controlled foreign corporations), any other foreign corporation. An American
Depository Receipt (ADR) for common stock in a foreign corporation would be treated as
common stock in the foreign corporation and, therefore, the basis in an ADR for common stock
generally would be indexed.

Other rules

Improvements and contributions to capital

No indexing would be provided for improvements or contributions to capital if the
aggregate amount of the improvements or contributions to capital during the taxable year with
respect to the property or stock is less than $1,000. If the aggregate amount of such
improvements or contributions to capital is $1,000 or more, each addition would be treated as a
separate asset acquired at the close of the taxable year.

Suspension of holding period

No indexing adjustment would be allowed during any period during which there is a
substantial diminution of the taxpayer's risk of loss from holding the indexed asset by reason of
any transaction entered into by the taxpayer, or a related party.

Short sales

In the case of a short sale of an indexed asset with a short sale period in excess of three
years, the proposal would require that the amount realized be indexed for inflation for the short
sale period.

The proposal would not index the basis of property for sales or dispositions between
related persons, except to the extent the adjusted basis of property in the hands of the transferee
1s a substituted basis (e.g., gifts).

Collapsible corporations

Under the proposal, indexing would not reduce the amount of ordinary gain that would be
recognized in cases where a corporation is treated as a collapsible corporation (under Code sec.
341) with respect to a distribution or sale of stock.

Effective Date

The provision would apply to dispositions of property the holding period of which begins
after December 31, 2000. An individual holding any indexed asset on J anuary 1, 2000, may
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elect to treat the indexed asset as having been sold and reacquired for its fair market value. Any
gain would be deemed recognized on that date, and any loss would be disallowed (and not added

to the basis of the indexed asset).
3. 30—perceht corporate alternative tax for capital gains
Present Law

Under present law, the net capital gain of a corporation is taxed at the same rate as
ordinary income, and subject to tax at graduated rates up to 35 percent.

Description of Proposal

The proposal would provide an alternative tax on the net capital gain of a corporation to
the extent the gain is attributable to the sale or exchange of property held more than five years.
The aiternative tax would be 32 percent on the net capital gain attributable to calendar year
1998; 31 percent on the net capital gain attributable to calendar year 1999; and 30 percent on the
net capital gain attributable to calendar years after 1999. The lower rates would not apply to
gain from the sale of collectibles or to gain attributable to depreciation allowances. _

' Effective Date |
The proposal would apply to taxable .years ending aﬁer December 3 1, 1997.
4. Exclusion of gain on sale of principal residence

Present_ Law

Rollover of gain

No gain is recognized on the sale of a principal residence if a new residence at least equal
in cost to the sales price of the old residence is purchased and used by the taxpayer as his or her
principal residence within a specified period of time (sec. 1034). This replacement period
generally begins two years before and ends two years after the date of sale of the old residence.
The basis of the replacement residence is reduced by the amount of any gain not recognized on
the sale of the old residence by reason of this gain rollover rule. |

One-time exclusion
In general, an individual, on a one-time basis, may exclude from gross income up to
$125,000 of gain from the sale or exchange of a principal residence if the taxpayer (1) has

attained age 55 before the sale, and (2) has owned the property and used it as a principal -
residence for three or more of the five years preceding the sale (sec. 121).
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Description_of Proposal

A taxpayer generally would be able to exclude up to $250,000 (500,000 if married filing
a joint return) of gain realized on the sale or exchange of a principal residence. The exclusion
would be allowed each time a taxpayer selling or exchanging a principal residence meets the
eligibility requirements, but generally no more frequently than once every two years. The
proposal provides that gain would be recognized to the extent of any depreciation allowable
with respect to the rental or business use of such principal residence for periods after May 6,
1997.

To be eligible for the exclusion, a taxpayer must have owned the residence and occupied
it as a principal residence for at least two of the five years prior to the sale or exchange. A
taxpayer who fails to meet these requirements by reason of a change of place of employment,
health, or other unforseen circumstances would be able to exclude the fraction of the $250,000
($500,000 if married filing a joint return) equal to the fraction of two years that these
requirements are met. ' ‘

In the case of joint filers not sharing a principal residence, an exclusion of $250,000
would be available on a qualifying sale or exchange of the principal residence of one of the
‘spouses. Similarly, if a single taxpayer who is otherwise eligible for an exclusion marries
someone who has used the exclusion within the two years prior to the marriage, the proposal
would allow the newly married taxpayer a maximum exclusion of $250,000. Once both spouses
satisfy the eligibility rules and two years have passed since the last exclusion was allowed to
either of them, the taxpayers may exclude $500,000 of gain on their joint return.

Under the proposal, the gain from the sale or exchange of the remainder interest in the
taxpayer's principal residence may qualify for the otherwise allowable exclusion.

Effective Date

The proposal would be available for all sales or exchanges of a principal residence
occurring on or after May 7, 1997, and would replace the present-law rollover and one-time
"exclusion provisions applicable to principal residences.

A taxpayer could elect to apply present law (rather than the new exclusion) to a sale or
exchange (1) made before the date of enactment of the Act, (2) made after the date of enactment
pursuant to a binding contract in effect on the date or (3) where the replacement residence was
acquired on or before the date of enactment (or pursuant to a binding contract in effect of the
date of enactment) and the rollover provision would apply. If a taxpayer acquired his or her
current residence in a rollover transaction, periods of ownership and use of the prior residence
would be taken into account in determining ownership and use of the current residence.
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IV. ALTERNATIVE MINIMUM TAX PROVISIONS

A. Increase Exemption Amount Applicable
to Individual Alternative Minimum Tax

Present Law

Present law imposes a minimum tax on an individual to the extent the taxpayer's
minimum tax liability exceeds his or her regular tax liability. This alternative minimum tax is
imposed upon individuals at rates of (1) 26 percent on the first $175,000 of alternative minimum -
taxable income in excess of a phased-out exemption amount and (2) 28 percent on the amount in
excess of $175,000. The exemptions amounts are $45,000 in the case of married individuals
filing a joint return and surviving spouses; $33,750 in the case of other unmarried individuals,
and $22,500 in the case of married individuals filing a separate return. These exemption
amounts are phased-out by an amount equal to 25 percent of the amount that the individual's
alternative minimum taxable income exceeds a threshold amount. These threshold amounts are
$150,000 in the case of married individuals filing a joint return and surviving spouses; $112,500
in the case of other unmarried individuals; and $75,000 in the case of married individuals filing
separate return, estates, and trusts. The exemption amounts, the threshold phase-out amounts,
and the $175,000 break-point amount are not indexed for mﬂatlon '

Descnptlon of Proposal

For taxable years begmmng in 1999, 2001, 2003, 2005 and 2007, the exemption amounts
of the individual Alternative minimum tax would be 1ncreased as follows: (1) by $1,000 in the
case of married individuals filing a joint return and surviving spouses; (2) by $750 in the case of
other unmarried individuals; and (3) by $500 in the case of married individuals filing a separate
return. For taxable years beginning after 2007, the exemption amounts would be indexed for
inflation.

Effective Date

The proposal would be effective for taxable years beginning after December 31, 1998,
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B. Modify and Repeal Alternative Minimum
Tax Applicable to Business Activities

 Present Law

In general

Present law imposes a minimum tax on an individual or a corporation to the extent the
taxpayer's minimum tax liability exceeds its regulartax liability. The individual minimum tax is
imposed at rates of 26 and 28 percent on alternative minimum taxable income in excess of a '
phased-out exemption amount; the corporate minimum tax is imposed at a rate of 20 percent on
alternative minimum taxable income in excess of a phased-out $40,000 exemption amount.
Alternative minimum taxable income ("AMTI") is the taxpayer's taxable income increased by
certain preference items and adjusted by determining the tax treatment of certain items in a
manner that negates the deferral of income resulting from the regular tax treatment of those
items. In the case of a corporation, in addition to the regular set of adjustments and preferences,
there is a second set of adjustments known as the "adjusted current earnings” adjustment.

Preference items in computing AMTI

The minimum tax preference items are:

(1) The excess of the deduction for percentage depletion over the adjusted basis of the
property at the end of the taxable year. For taxable years beginning after 1992, this preference
does not apply to percentage depletion allowed with respect to oil and gas properties.

(2) The amount by which excess intangible drilling costs arising in the taxable year
exceed 65 percent of the net income from oil, gas, and geothermal properties. For taxable years
beginning after 1992, this preference does not apply to independent producers to the extent the
producer's AMTT is reduced by 40 percent or less by ignoring the preference.

(3) Tax-exempt interest income on private activity bonds (other than qualified 501(c)(3)
bonds) issued after August 7, 1986.

(4) Accelerated depreciation or amortization on certain property placed in service before
January 1, 1987.

(5) One-half of the amount excluded from income under section 1202 (relating to gains
on the sale of certain small business stock.)
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In addition, losses from any tax shelter farm or passive activities are denied.?”

Adjustments in computing AMTI

The adjustments that all taxpayers must make are:

(1) Depreciation on property placed in service after 1986 must be computed by using the
generally longer class lives prescribed by the alternative depreciation system of section 168(g)
and either (1) the straight-line method in the case of property subject to the straight-line method
under the regular tax or (2) the 150-percent declining balance method in the case of other
property.

(2) Mining exploration and development costs must be capitalized and amortized over a
10-year period.

(3) Taxable income from a long-term contract (other than a home construction contract)
must be computed using the percentage of completlon method of accounting.

(4) The amortization deduction allowed for pollutlon control facxhues (generally
determined using 60-month amortization for a portion of the cost of the facility under the regular
tax) must be calculated under the alternative depreciation system.

(5) Dealers in propérty (other than certain dealers of timeshares and residential lots) may
not use the instalment method of accounting. :

The adjustments applicable to individuals are:
(1) 'Miscellaneous itemized deciuctibné'

(2) State local, and foreign real property taxes; state and local personal property taxes
and state, local, and foreign income, war profits, and excess proﬁts taxes;

(3) Medical expenses except to the extent in excess of ten percent of the taxpayer's
adjusted gross income;

(4) Standard deductions and personal exempﬁonS'

(5) The amount allowable as a deductlon for circulation expendltures must be capitalized
and amortxzed over a 3-year period;

¥ Given the passage of section 469 (relating to the deductibility of losses from passive
activities) these provisions are largely deadwood.
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(6) The amount allowable as a deduction for reéearch and experimental expenditures
must be capitalized and amortized over a 10-year period®; and

(7) The special rules relating to incentive stock options.
The adjustments applicable to corporations are:
(1) The special rules applicable to Merchant Marine capital construction funds;

_ (2) The special deduction allowable under sectibn 833(b) (relating to Blue Cross and
Blue Shield organizations); and

(3) The adjusted current earnings adjustment.

Adjusted current earnings (ACE) adjustment

The adjusted current earnings adjustment is the amount equal to 75 percent of the amount
by which the adjusted current earnings (ACE) of a corporation exceeds its AMTI (determined
without the ACE adjustment and the alternative tax net operating loss deduction).*! In
determining ACE, the following rules apply:

(1) For property placed in service before 1994, depreciation generally is determined
using the straight-line method and the class life determined under the alternative depreciation
system.3?

(2) Any amount that is excluded from gross income under the regular tax but is included
for purposes of determining earnings and profits is included in determining ACE

(3) The inside build-up of a life insurance contract is includible in ACE (and the related
premiums are deductible).

% No adjustment is required if the taxpayer materially participates in the activity that
relates to the research and experimental expenditures.

* If ACE is less than AMT], the ACE adjustment may reduce AMTI to the extent of
prior-year ACE inclusions.

32 No ACE adjustment is required for property placed in service after 1993.

 Exceptions and special rules are provided for related expenses that are not deductible
for regular tax purposes but reduce earnings and profits, the dividends received deduction
relating to certain dividends, taxes on dividends from 936 companies, and certain dividends
received by certain cooperatives.
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(4) Intangible drilling costs (other than those incurred by an independent producer after
1992) must be capitalized and amortized over a 60-month period.

(5) The regular tax rules of sections 173 (relating to circulation expenditure) and 248
(relating to organizational expenditures) do not apply.

(6) Inventory must be calculated using the FIFQ, rather LIFO, method.
(7) The installment sales method generally may not be used.

(8) No loss may be recognized on the exéhange of any pool of debt obligations for
another pool of debt obligations having substantially the same effective interest rates and
maturities.

(9) Depletion (other than depletion claimed by an independent pfoducer after 1992) must
- be calculated using the cost, rather than the percentage, method; and

(10) In certain cases, the assets of a corporation that has undergone an ownership change
must be stepped-down to their fair market values. :

Other rules _

The combination of the taxpayer's net operating loss Cm‘ryover and foreign tax credits
cannot reduce the taxpayer's alternative minimum tax lability by more than 90 percent of the
amount determined without these items.

' The various credits allowed under the regular tax generally are not allowed against the
alternative minimum tax.

If a taxpayer is subject to alternative minimum tax in one year, such amount of tax is
allowed as a credit in a subsequent taxable year to the extent the taxpayer's regular tax liability
exceeds its tentative minimum tax in such subsequent year. If the taxpayer is an individual, this
credit is allowed to the extent the taxpayer's alternative minimum tax liability is a result of
adjustments that are timing in nature. '

Description _of Proposal
Repeal of the corporate alternative minimum tax

In the case of a small business corporation, the alternative minimum tax would be
repealed for taxable years beginning after December 31, 1997, A, corporation that had average
gross receipts of less than $5 million for the three-year period beginning after December 3 1,
1994 would be 2 small business corporation for any taxable year beginning after December 31,
1997. :
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In the case of any other corporation, the alternative minimum tax would be repealed for
taxable years beginning after December 31, 2006. :

In addition, as described below, the proposal would make certain changes to the
corporate and individual alternative minimum taxes.

Preference items in computing AMTI

The proposal would make the following changes to the minimum tax preference items:

(1) The preference relating to depletion would be repealed for depletibn claimed in
taxable years beginning after December 31, 2000.

(2) The preference relating to intangible drilling costs would be repealed for taxable
years beginning after December 31, 2000, '

(3) In the case of a corporation, the preference relating to tax-exempt interest on private
activity bonds would be repealed for interest accruing after December 31, 2000.

In addition, the special rules relating to tax shelter farm activity and passive losses would
be repealed for taxable years beginning after December 31, 2000. '

Adjustments in computing AMTI

The proposal would make the following changes to the adjustments used in computing
AMTI:

(1) The adjustment relating to depreciation would be repealed for property placed in
service after December 31, 1997.

(2) The adjustment relating to mining exploration and development costs would be
‘repealed for costs paid or incurred after December 31, 2000, '

(3) The adjustment relating to long-term contracts would be repealed for contracts
entered into after December 31, 2000,

(4) The adjustment relating to pollution control facilities would be repealed for property
placed in service after December 31, 2000.

(5) The adjustment relating to instaliment sales would be repealed for dispositions after
December 31, 2000.
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(6) The adjustments relating to circulation and research and experimental expenditures
would be repealed for costs paid or incurred after December 31, 2000.

- (7) The adjustmem relating to Merchant Marine capxtal construction funds would be
repealed for deposits made to a fund after December 31, 2000, and to earnings received or
accrued after December 31, 2000, on amounts in such ﬁmds Withdrawals of deposits and -
earnings from a fund after December 31, 2000, would be treated as allocable: (a) first to deposits
(and earnings received or accrued) before January 1, 1987; (b) then, to deposits (and earnings
received or accrued) after December 31, 1986, and before January 1, 2001; and (c) then to
deposits (and earmngs recelved or accrued) a.ﬂer December 31, 2000

(8) The denial of the Spemal deducuon allowed under sectmn 833(b) would be repealed
for taxable years beginning after December 31, 2000

Adlusted current earnings (ACE) ad]ustment

The proposa.l would make the followmg changes to the ACE adjustment of the corporate
‘alternative minimum tax: _ :

(1) The ACE rules relatmg to the inclusion (or deduction) of items included (or excluded)

from the calculation of earnings and profits would not apply to taxable years beginning after
December 31, 2000.

(2) The ACE adjustmedt relating to intangible drilling costs would be repealed for
amounts paid or incurred after December 31, 2000.

(3) The ACE adjustment relating to section 173 and 248 costs would be repealed for
amounts paid or incurred after December 31, 2000.

(4) The ACE adjustment relating to LIFO inventory would be repealed for LIFO
adjustments arising in taxable years beginning after December 31, 2000,

(5) The ACE adjustment relating to installment sales would be repealed for sales after -
December 31, 2000,

(6) The ACE adjustment relating to the exchange of debt pools would be repealed for
exchanges after December 31, 2000.

(7) The ACE adjustment relating to built-in losses with respect to certain changes of
ownership would be repealed for ownership changes after December 31, 2000,

(8) The ACE adjustment relating to depletion would be repealed for depletion allowed in
taxable years beginning after December 31, 2000.
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Use of credits

The present-law rules that limit the use of the taxpayer's net operating loss carryovers and
foreign tax credits to 90 percent of AMTI would be retained.

The proposal would not change the rules regarding the availability of other credits
against the alternative minimum tax. :

As under present law, in no event could alternative minimum tax credit carryovers be
used to reduce the taxpayer's tax liability below its tentative minimum tax, if any. In addition,
for taxable years beginning after December 31, 1997, alternative minimum tax credit carryovers
may not reduce the taxpayer's regular tax liability by more than $25,000, plus 75 percent of the
taxpayer's regular tax liability in excess of $25,000 (i.e., the present-law limitation applicable to
the general business credit).

Effective Date

Except as provided above, the proposal would be effective for taxable years beginning
after December 31, 1997,
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V. ESTATE, GIFT, AND GENERATION-SKIPPING TAX PROVISIONS |
| | A. Esfa;e and ‘Gift_:’l.‘a_x Provisions |
1. Increase in estate aﬁd gift tax unified credit
| a Pregent Law

A gift tax is imposed on lifetime transfers by gift and an estate tax is imposed on transfers
at death. Since 1976, the gift tax and the estate tax have been unified so that a single graduated -
rate schedule applies to cumulative taxable transfers made by a taxpayer during his or her
lifetime and at death.* A unified credit of $192,800 is provided against the estate and gift tax,
which effectively exempts the first $600,000 in cumulative taxable transfers from tax (sec.

2010). For transfers in excess of $600,000, estate and gift tax rates begin at 37 percent and reach
55 percent on cumulative taxable transfers over $3 million (sec. 2001(c)). In addition, a 5-
percent surtax is imposed upon cumulative taxable transfers between $10 million and .
$21,040,000, to phase out the benefits of the graduated rates and the unified credit (sec. =~
2001(c)(2)).%

Description of Proposal

The proposal would increase the present-law unified credit beginning in 1998, from an _
effective exemption of $600,000 to an effective exemption of $1,000,000 in 2014. The increase
in the effective exemption would be phased in in increments of $20,000 per year for the first five =
years (1998-2002), then in increments of $25,000 per year for the period 2003 to 2014, After
2014, the effective exemption would be indexed annually for inflation. The indexed exemption
amount would be rounded to the next lowest multiple of $10,000. '

Conforming amendments to reflect the increased unified credit would be made (1) to the
5-percent surtax to conform the phase out of the increased unified credit and graduated rates, (2)
to the general filing requirements for an estate tax return under section 6018(a), and (3) to the
amount of the unified credit allowed under section 2102(c)(3) with respect to nonresident aliens
with U.S. situs property who are residents of certain treaty countries.

*  Prior to 1976, separate tax rate schedules applied to the gift tax and the estate tax.

% Thus, if a taxpayer has made cumulative taxable transfers equaling $21,040,000 or
more, his or her average transfer tax rate is 55 percent. The phaseout has the effect of creating a
60-percent marginal transfer tax rate on transfers in the phaseout range.
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Effective Date

The proposal would be effective for decedents dying, and gifts made, after December 31 ,
1997.

2. Indexing of certain other estate and gift tax provisions
Present Law

Annual exclusion for gifts --A taxpayer may exc;lude $10,000 of gifts of present interests.
in property made by an individual ($20,000 per married couple) to each donee during a calendar
year (sec. 2503).

Special use valuation.--An executor may elect for estate tax purposes to value certain
qualified real property used in farming or a closely-held trade or business at its current use value,
rather than its “highest and best use” value (sec. 2032A). The maximum reduction in value
under such an election is $750,000.

Generation-skipping transfer (“GST”) tax.--An individual is allowed an exemption from

the GST tax of up to $1,000,000 for generation-skipping transfers made during life or at death
(sec. 2631).

* Installment payment of estate tax.--An executor may elect to pay the Federal estate tax
attributable to an interest in a closely held business in installments over, at most, a 14-year

period (sec. 6166). The tax on the first $1,000,000 in value of a closely-held business is eligible
for a special 4-percent interest rate (sec.