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INTRODUCTION

This document,' prepared by the staff of the Joint Committee on Taxation, provides a
description and analysis of the revenue provisions modifying the Internal Revenue Code of 1986
(the “Code”) that are contained in the President’s fiscal year 2007 budget proposal, as submitted
to the Congress on February 6, 2006.> The document generally follows the order of the
proposals as included in the Department of the Treasury’s explanation of the President’s budget
proposal.’ For each provision, there is a description of present law and the proposal (including
effective date), a reference to relevant prior budget proposals or recent legislative action, and an
analysis of policy issues related to the proposal.

' This document may be cited as follows: Joint Committee on Taxation, Description of Revenue
Provisions Contained in the President’s Fiscal Year 2007 Budget Proposal (JCS-1-06), March 2006.

? See Office of Management and Budget, Budget of the United States Government, Fiscal Year
2007: Analytical Perspectives (H. Doc. 109-79, Vol. III), at 285-328.

? See Department of the Treasury, General Explanations of the Administration’s Fiscal Year
2007Revenue Proposals, February 2006.



I. MAKING PERMANENT TAX CUTS ENACTED IN 2001 AND 2003

A. Permanently Extend Certain Provisions Expiring
Under EGTRRA and JGTRRA

Present Law

The Economic Growth and Tax Relief Reconciliation Act of 2001 (“EGTRRA”)

The Economic Growth and Tax Relief Reconciliation Act of 2001 (“EGTRRA”) made a
number of changes to the Federal tax laws, including reducing individual tax rates, repealing the
estate tax, increasing and expanding various child-related credits, providing tax relief to married
couples, providing additional education-related tax incentives, increasing and expanding various
pension and retirement-saving incentives, and providing individuals relief relating to the
alternative minimum tax. However, in order to comply with reconciliation procedures under the
Congressional Budget Act of 1974, EGTRRA included a “sunset” provision, pursuant to which
the provisions of the Act expire at the end of 2010. Specifically, EGTRRA’s provisions do not
apply for taxable, plan, or limitation years beginning after December 31, 2010, or to estates of
decedents dying after, or gifts or generation-skipping transfers made after, December 31, 2010.

EGTRRA provides that, as of the effective date of the sunset, both the Code and the
Employee Retirement Income Security Act of 1974 (“ERISA”) will be applied as though
EGTRRA had never been enacted. For example, the estate tax, which EGTRRA repeals for
decedents dying in 2010, will return as to decedents dying after 2010, in pre-EGTRRA form,
without the various interim changes made by the Act (e.g., the rate reductions and exemption
equivalent amount increases applicable to decedents dying before 2010). Similarly, the top
individual marginal income tax rate, which EGTRRA reduced to 35 percent will return to its pre-
EGTRRA level of 39.6 percent in 2011 under present law. Likewise beginning in 2011, all other
provisions of the Code and ERISA will be applied as though the relevant provisions of EGTRRA
had never been enacted.

The Jobs and Growth Tax Relief Reconciliation Act of 2003 (“JGTRRA”)

In general

The Jobs and Growth Tax Relief Reconciliation Act of 2003 (“JGTRRA”) changed the
expensing of certain depreciable business assets, individual capital gains tax rates and the tax
rates on dividends received by individuals. The modifications to the expensing provision sunset
for taxable years beginning after December 31, 2007. The capital gains and dividend rate
provisions sunset for taxable years beginning after December 31, 2008.

Expensing provisions

Section 179 provides that the maximum amount a taxpayer may expense, for taxable
years beginning in 2003 through 2007, is $100,000 of the cost of qualifying property placed in
service for the taxable year. In general, qualifying property is defined as depreciable tangible
personal property that is purchased for use in the active conduct of a trade or business. Off-the-
shelf computer software placed in service in taxable years beginning before 2008 is treated as



qualifying property. The $100,000 amount is reduced (but not below zero) by the amount by
which the cost of qualifying property placed in service during the taxable year exceeds $400,000.
The $100,000 and $400,000 amounts are indexed for inflation for taxable years beginning after
2003 and before 2008.

An expensing election is made under rules prescribed by the Secretary (sec. 179(c)(1)).
Under Treas. Reg. sec. 1.179-5, applicable to property placed in service in taxable years
beginning after 2002 and before 2008, a taxpayer is permitted to make or revoke an election
under section 179 without the consent of the Commissioner on an amended Federal tax return for
that taxable year. This amended return must be filed within the time prescribed by law for filing
an amended return for the taxable year. For taxable years beginning in 2008 and thereafter, an
expensing election may be revoked only with consent of the Commissioner (sec. 179(c)(2)).

Individual capital gains rates

Under JGTRRA, for taxable years beginning before January 1, 2009, generally the
maximum rate of tax on net capital gain of a non-corporate taxpayer is 15 percent. In addition,
any net capital gain which otherwise would have been taxed at a 10- or 15-percent rate generally
is taxed at a five-percent rate (zero for taxable years beginning after 2007). For taxable years
beginning after December 31, 2008, generally the rates on net capital gain are 20 percent and 10
percent, respectively. Any gain from the sale or exchange of property held more than five years
that would otherwise be taxed at the 10 percent rate is taxed at an eight percent rate. Any gain
from the sale or exchange of property held more than five years and the holding period for which
began after December 31, 2000, which would otherwise be taxed at a 20 percent rate is taxed at
an 18-percent rate.

Taxation of dividends received by individuals

Under rules enacted in JGTRRA, dividends received by a non-corporate shareholder from
domestic corporations and qualified foreign corporations generally are taxed at the same rates
that apply to net capital gain. Thus, dividends received by an individual, estate, or trust are taxed
at rates of five (zero for taxable years beginning after 2007) and 15 percent. This treatment
applies to taxable years beginning before January 1, 2009.

For taxable years beginning after December 31, 2008, dividends received by a non-
corporate shareholder are taxed at the same rates as ordinary income.

Description of Proposal

The proposal repeals the sunset provisions of EGTRRA and JGTRRA.

Specifically, the proposal permanently extends all provisions of EGTRRA that expire at
the end of 2010. Thus, the estate tax remains repealed after 2010, and the individual rate



reductions and other provisions of the Act that are in effect in 2010 will remain in place after
2010.*

Also, the proposal permanently extends the provisions of JGTRRA relating to
expensing,’ capital gains, and dividends.

Effective date.—The proposal is effective on the date of enactment.

Analysis

In general

The policy merits of permanently extending the provisions of EGTRRA and JGTRRA
that sunset depend on considerations specific to each provision. In general, however, advocates
of eliminating the sunset provisions may argue that it was never anticipated that the sunset
actually would be allowed to take effect, and that eliminating them promptly would promote
stability and rationality in the tax law. In this view, if the sunsets were eliminated, other rules of
EGTRRA and JGTRRA that phase in or phase out provisions over the immediately preceding
years would be made more rational. On the other hand, others may argue that certain provisions
of EGTRRA and JGTRRA would not have been enacted at all, or would not have been phased in
or phased out in the same manner, if the sunset provisions had not been included in EGTRRA
and JGTRRA, respectively.

Complexity issues

The present-law sunset provisions of EGTRRA and JGTRRA arguably contribute to
complexity by requiring taxpayers to contend with (at least) two different possible states of the
law in planning their affairs. For example, under the sunset provision of EGTRRA, an individual
planning his or her estate will face very different tax regimes depending on whether the
individual dies in 2010 (estate tax repealed) or 2011 (estate tax not repealed). This “cliff effect”
requires taxpayers to plan an estate in such a way as to be prepared for both contingencies,
thereby creating a great deal of complexity. On the other hand, some may argue that this kind of
uncertainty is always present to some degree — with or without a sunset provision, taxpayers
always face some risk that the Congress will change a provision of law relevant to the planning
of their affairs. Others may acknowledge this fact, but nevertheless argue that the sunset
provision creates an unusual degree of uncertainty and complexity as to the areas covered by the
Act, because they consider it unlikely that the sunset will actually go into effect. In this view,
the sunset provision of EGTRRA leaves taxpayers with less guidance as to the future state of the

* However, certain provisions expire separately under the Act before the end of 2010. For
example, the increased AMT exemption amounts expire after 2005, and thus is unaffected by the
proposal.

> The President’s fiscal 2007 budget proposal includes a separate proposal to increase the
$100,000 and $400,000 amounts under section 179 to $200,000 and $800,000, respectively. That
proposal is described in section II. B. of this document.



law than is usually available, making it difficult to arrange their affairs. In addition to the
complexity created by the need to plan for the sunset, uncertainty about the timing and details of
how the sunset might be eliminated arguably creates further complexity.

Even if it is assumed that the sunset provisions will take effect, it is not clear how the
sunsets would apply to certain provisions. It would be relatively simple to apply the EGTRRA
sunset to some provisions, such as the individual rate reductions. With respect to other
provisions, however, further guidance would be needed as to the effect of the sunset. For
example, if the Code will be applied after 2010 as if the Act had never been enacted, then one
possible interpretation of the pension provisions is that contributions made while EGTRRA was
in effect will no longer be valid, possibly resulting in the disqualification of plans. While this
result was likely not intended, without further guidance taxpayers may be unsure as to the effect
of the sunset.

More broadly, in weighing the overall complexity effects of the present-law sunsets and
the proposed sunset repeal, some would point out that the sunset provisions are not the only
feature of EGTRRA and JGTRRA that generates “cliff effects” and similar sources of
uncertainty and complexity for taxpayers. For example, under EGTRRA’s estate tax provisions,
a decedent dying in 2008 has an exemption equivalent amount of $2 million, one dying in 2009
has an exemption equivalent amount of $3.5 million, and one dying in 2010 effectively has an
infinite exemption but not a complete “step-up” in the basis of assets. Thus, the estates of
individuals at certain wealth levels will incur significant estate tax if they die in 2008, but none at
all if they die in 2009; the estates of individuals at other wealth levels will incur significant estate
tax if they die in 2009, but none at all if they die in 2010. These discontinuities are not caused
by the sunset provisions, but they generate a similar sort of uncertainty and complexity for many
taxpayers. Similar phase-ins and phase-outs are found in other provisions of EGTRRA and
generate complexity and uncertainty, irrespective of whether EGTRRA as a whole sunsets or
not. In light of these issues, some may argue that a more detailed reconsideration of EGTRRA
or certain of its provisions would better serve the goal of tax simplification.

Beyond phase-ins and phase-outs, some may argue that EGTRRA included other
provisions that increased the complexity of the Code, and that allowing those provisions to
expire at the end of 2010 (or effectively requiring that they be reconsidered before then) may
reduce complexity, albeit potentially years in the future. Others would argue that some of
EGTRRA’s provisions reduced complexity, such as the repeal of the overall limitation on
itemized deductions and changes relating to the earned income tax credit, and that permanently
extending these provisions would contribute to simplification of the tax laws.

Prior Action

A similar proposal was included in the President’s fiscal year 2003, 2004, 2005, and 2006
budget proposals.



II. TAXINCENTIVES
A. Provisions Related to Savings
1. Expansion of tax free savings opportunities

Present Law

In general

Present law provides for a number of vehicles that permit individuals to save on a tax-
favored basis. These savings vehicles have a variety of purposes, including encouraging saving
for retirement, encouraging saving for particular purposes such as education or health care, and
encouraging saving generally.

The present-law provisions include individual retirement arrangements, qualified
retirement plans and similar employer-sponsored arrangements, Coverdell education savings
accounts, qualified tuition programs, health savings accounts, Archer medical savings accounts,
annuity contracts, and life insurance. Certain of these arrangements are discussed in more detail
below.

Individual retirement arrangements (“IRAs”)

In general

There are two general types of individual retirement arrangements (“IRAs”) under
present law: traditional IRAs,° to which both deductible and nondeductible contributions may be
made,” and Roth IRAs.® The Federal income tax rules regarding each type of IRA (and IRA
contributions) differ.

The maximum annual deductible and nondeductible contributions that can be made to a
traditional IRA and the maximum contribution that can be made to a Roth IRA by or on behalf of
an individual varies depending on the particular circumstances, including the individual’s
income. However, the contribution limits for IRAs are coordinated so that the maximum annual
contribution that can be made to all of an individual’s IRAs is the lesser of a certain dollar
amount ($4,000 for 2006) or the individual’s compensation. In the case of a married couple,
contributions can be made up to the dollar limit for each spouse if the combined compensation of
the spouses is at least equal to the contributed amount. An individual who has attained age 50
before the end of the taxable year may also make catch-up contributions to an IRA. For this

® Sec. 408.
7 Sec. 219.

8 Sec. 408A.



purpose, the dollar limit is increased by a certain dollar amount ($1,000 for 2006).” IRA
contributions generally must be made in cash.

Traditional IRAs

An individual may make deductible contributions to a traditional IRA up to the IRA
contribution limit if neither the individual nor the individual’s spouse is an active participant in
an employer-sponsored retirement plan. If an individual (or the individual’s spouse) is an active
participant in an employer-sponsored retirement plan, the deduction is phased out for taxpayers
with adjusted gross income over certain levels for the taxable year. The adjusted gross income
phase-out ranges are: (1) for single taxpayers, $50,000 to $60,000; (2) for married taxpayers
filing joint returns, $75,000 to $85,000 for 2006 and $80,000 to $100,000 for years after 2006;
and (3) for married taxpayers filing separate returns, $0 to $10,000. If an individual is not an
active participant in an employer-sponsored retirement plan, but the individual’s spouse is, the
deduction is phased out for taxpayers with adjusted gross income between $150,000 and
$160,000.

To the extent an individual cannot or does not make deductible contributions to an IRA
or contributions to a Roth IRA, the individual may make nondeductible contributions to a
traditional IRA, subject to the same limits as deductible contributions. An individual who has
attained age 50 before the end of the taxable year may also make nondeductible catch-up
contributions to an IRA.

An individual who has attained age 70-'% prior to the close of a year is not permitted to
make contributions to a traditional IRA.

Amounts held in a traditional IRA are includible in income when withdrawn, except to
the extent the withdrawal is a return of nondeductible contributions. Early withdrawals from an
IRA generally are subject to an additional 10-percent tax.'” That is, includible amounts
withdrawn prior to attainment of age 59-% are subject to an additional 10-percent 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 adjusted gross income, is used to purchase
health insurance of certain unemployed individuals, is used for higher education expenses, or is
used for first-time homebuyer expenses of up to $10,000.

’ Under the Economic Growth and Tax Relief Reconciliation Act of 2001 (‘EGTRRA”), the
dollar limit on IRA contributions increases to $5,000 in 2008, with indexing for inflation thereafter, and
the catch-up limit is indexed for inflation for years after 2006. The provisions of EGTRRA generally do
not apply for years beginning after December 31, 2010. As a result, the dollar limit on annual IRA
contributions is $2,000 for years after 2010, and catch-ups contributions are not permitted. A proposal to
make the EGTRRA provisions that expire on December 31, 2010, permanent is discussed in Part I of this
document.

10 Sec. 72(t).



Distributions from traditional IRAs generally are required to begin by the April 1 of the
year following the year in which the IRA owner attains age 70-72. If an IRA owner dies after
minimum required distributions have begun, the remaining interest must be distributed at least as
rapidly as under the minimum distribution method being used as of the date of death. If the IRA
owner dies before minimum distributions have begun, then the entire remaining interest must
generally be distributed within five years of the IRA owner’s death. The five-year rule does not
apply if distributions begin within one year of the IRA owner’s death and are payable over the
life or life expectancy of a designated beneficiary. Special rules apply if the beneficiary of the
IRA is the surviving spouse.

Roth IRAs

Individuals with adjusted gross income below certain levels may make nondeductible
contributions to a Roth IRA. The maximum annual contribution that may be made to a Roth IRA
is the lesser of a certain dollar amount ($4,000 for 2006) or the individual’s compensation for the
year. An individual who has attained age 50 before the end of the taxable year may also make
catch-up contributions to a Roth IRA up to a certain dollar amount ($1,000 for 2006).

The contribution limit is reduced to the extent an individual makes contributions to any
other IRA for the same taxable year. As under the rules relating to traditional IRAs, a
contribution of up to the dollar limit for each spouse may be made to a Roth IRA provided the
combined compensation of the spouses is at least equal to the contributed amount. The
maximum annual contribution that can be made to a Roth IRA is phased out for taxpayers with
adjusted gross income over certain levels for the taxable year. The adjusted gross income phase-
out ranges are: (1) for single taxpayers, $95,000 to $110,000; (2) for married taxpayers filing
joint returns, $150,000 to $160,000; and (3) for married taxpayers filing separate returns, $0 to
$10,000. Contributions to a Roth IRA may be made even after the account owner has attained
age 70-%%.

Taxpayers with modified adjusted gross income of $100,000 or less generally may
convert a traditional IRA into a Roth IRA, except for married taxpayers filing separate returns.
The amount converted is includible in income as if a withdrawal had been made, except that the
10-percent early withdrawal tax does not apply.

Amounts held in a Roth IRA that are withdrawn as a qualified distribution are not
includible in income, or subject to the additional 10-percent tax on early withdrawals. A
qualified distribution is a distribution that (1) is made after the five-taxable year period beginning
with the first taxable year for which the individual made a contribution to a Roth IRA, and (2) is
made after attainment of age 59-'2, on account of death or disability, or is made for first-time
homebuyer expenses of up to $10,000.

Distributions from a Roth IRA that are not qualified distributions are includible in
income to the extent attributable to earnings. To determine the amount includible in income, a
distribution that is not a qualified distribution is treated as made in the following order:

(1) regular Roth IRA contributions; (2) conversion contributions (on a first in, first out basis);
and (3) earnings. To the extent a distribution is treated as made from a conversion contribution,
it is treated as made first from the portion, if any, of the conversion contribution that was



required to be included in income as a result of the conversion. The amount includible in income
is also subject to the 10-percent early withdrawal tax unless an exception applies. The same
exceptions to the early withdrawal tax that apply to traditional IRAs apply to Roth IRAs.

Roth IRAs are not subject to the minimum distribution rules during the IRA owner’s
lifetime. Roth IRAs are subject to the post-death minimum distribution rules that apply to
traditional IRAs.

Saver’s credit

Present law provides a temporary nonrefundable tax credit for eligible taxpayers for
qualified retirement savings contributions.!' The maximum annual contribution eligible for the
credit is $2,000. The credit rate depends on the adjusted gross income (“AGI”) of the taxpayer.
Taxpayers filing joint returns with AGI of $50,000 or less, head of household returns of $37,500
or less, and single returns of $25,000 or less are eligible for the credit. The AGI limits applicable
to single taxpayers apply to married taxpayers filing separate returns. The credit is in addition to
any deduction or exclusion that would otherwise apply with respect to the contribution. The
credit offsets minimum tax liability as well as regular tax liability. The credit is available to
individuals who are 18 or over, other than individuals who are full-time students or claimed as a
dependent on another taxpayer’s return. The credit is available with respect to contributions to
various types of retirement savings arrangements, including contributions to a traditional or Roth
IRA.

Coverdell education savings accounts

Present law provides tax-exempt status to Coverdell education savings accounts, meaning
certain trusts or custodial accounts that are created or organized in the United States exclusively
for the purpose of paying the qualified higher education expenses of a designated beneficiary."
The aggregate annual contributions that can be made by all contributors to Coverdell education
savings accounts for the same beneficiary is $2,000 per year. In the case of contributors who are
individuals, the maximum contribution limit is reduced for individuals with adjusted gross
income between $95,000 and $110,000 ($190,000 to $220,000 in the case of married taxpayers
filing a joint return).”” Contributions to a Coverdell education savings account are not
deductible.

Distributions from a Coverdell education savings account are not includible in the
distributee’s income to the extent that the total distribution does not exceed the qualified

" Sec. 25B. The Saver’s credit does not apply to taxable year beginning after December 31,
2006.

2 Sec. 530.
" The present-law contribution limit and the adjusted gross income levels are subject to the

general sunset provision of EGTRRA. Thus, for example, the limit on annual contributions to a
Coverdell education savings account is $500 after 2010.



education expenses incurred by the beneficiary during the year the distribution is made. If a
distribution from a Coverdell education savings account exceeds the qualified education
expenses incurred by the beneficiary during the year of the distribution, the portion of the excess
that is treated as earnings generally is subject to income tax and an additional 10-percent tax.
Amounts in a Coverdell education savings account may be rolled over on a tax-free basis to
another Coverdell education savings account of the same beneficiary or of a member of the
family of that beneficiary.

Qualified tuition nrograms14

Present law provides tax-exempt status to a qualified tuition program, defined as a
program established and maintained by a State or agency or instrumentality thereof, or by one or
more eligible educational institutions.”” Under a qualified tuition program, a person may
purchase tuition credits or certificates on behalf of a designated beneficiary, or in the case of a
State program, may make contributions to an account that is established for the purpose of
meeting qualified higher education expenses of the designated beneficiary of the account.
Contributions to a qualified tuition program must be made in cash, and the program must have
adequate safeguards to prevent contributions in excess of amounts necessary to provide for the
beneficiary’s qualified higher education expenses. Contributions to a qualified tuition program
are not deductible. Contributions to a qualified tuition program generally are treated as a
completed gift eligible for the gift tax annual exclusion.

Distributions from a qualified tuition program are not includible in the distributee’s gross
income to the extent that the total distribution does not exceed the qualified education expenses
incurred by the beneficiary during the year the distribution is made. If a distribution from a
qualified tuition program exceeds the qualified education expenses incurred by the beneficiary
during the year of the distribution, the portion of the excess that is treated as earnings generally is
subject to income tax and an additional 10-percent tax. Amounts in a qualified tuition program
may be rolled over on a tax-free basis to another qualified tuition program for the same
beneficiary or for a member of the family of that beneficiary.

Health savings accounts

A health savings account (“HSA”) is a trust or custodial account used to accumulate
funds on a tax-preferred basis to pay for qualified medical expenses.'® Within limits,
contributions to an HSA made by or on behalf of an eligible individual are deductible by the
individual. Contributions to an HSA are excludable from income and employment taxes if made

' A proposal relating to qualified tuition programs is discussed in Part V.F. of this document.

"> Sec. 529. The general sunset provision of EGTRRA applies to certain aspects of the rules for
qualified tuition programs, including tuition programs maintained by one or more eligible educational
institutions (which may be private institutions). Thus, for example, after 2010 a qualified tuition program
may be established and maintained only by a State or agency or instrumentality thereof.

16 Sec. 223.
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by the individual’s employer. Earnings on amounts in HSAs are not taxable. Distributions from
an HSA for qualified medical expenses are not includible in gross income. Distributions from an
HSA that are not used for qualified medical expenses are includible in gross income and are
subject to an additional 10 percent-tax unless the distribution is made after death, disability, or
the individual attains the age of Medicare eligibility (i.e., age 65).

Eligible individuals for HSAs are individuals who are covered by a high deductible
health plan and no other health plan that is not a high deductible health plan. A high deductible
health plan is a health plan that has a deductible that is at least $1,050 for self-only coverage or
$2,100 for family coverage (for 2006) and that has an out-of-pocket expense limit that is no more
than $5,250 in the case of self-only coverage and $10,500 in the case of family coverage (for
2006).

The maximum aggregate annual contribution that can be made to an HSA is the lesser of
(1) 100 percent of the annual deductible under the high deductible health plan, or (2) the
maximum deductible permitted under an Archer MSA high deductible health plan under present
law, as adjusted for inflation. For 2006, the amount of the maximum deductible under an Archer
MSA high deductible health plan is $2,700 in the case of self-only coverage and $5,450 in the
case of family coverage. The annual contribution limits are increased for individuals who have
attained age 55 by the end of the taxable year. In the case of policyholders and covered spouses
who are age 55 or older, the HSA annual contribution limit is greater than the otherwise
applicable limit by $700 in 2006, $800 in 2007, $900 in 2008, and $1,000 in 2009 and thereafter.

Archer medical savings accounts (“MSAS”)

Like HSAs, an Archer MSA is a tax-exempt trust or custodial account to which tax-
deductible contributions may be made by individuals with a high deductible health plan.'”’
Archer MSAs provide tax benefits similar to, but generally not as favorable as, those provided by
HSAs for certain individuals covered by high deductible health plans.

The rules relating to Archer MSAs and HSAs are similar. The main differences include:
(1) only self-employed individuals and employees of small employers are eligible to have an
Archer MSA; (2) for MSA purposes, a high deductible plan is a health plan with (a) an annual
deductible of at least $1,800 and no more than $2,700 in the case of individual coverage and at
least $3,650 and no more than $5,450 in the case of family coverage (for 2006), and
(b) maximum out-of-pocket expenses of no more than $3,650 in the case of individual coverage
and no more than $6,650 in the case of family coverage (for 2006); and (3) the additional tax on
distributions not used for medical expenses is 15 percent rather than 10 percent.

After 2005, no new contributions can be made to Archer MSAs except by or on behalf of
individuals who previously had Archer MSA contributions and employees who are employed by
a participating employer.

17" Sec. 220.
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Description of Proposal

In general

The proposal consolidates traditional and Roth IRAs into a single type of account, a
Retirement Savings Account (“RSA”). The proposal also creates a new type of account that can
be used to save for any purpose, a Lifetime Savings Account (“LSA”).

The tax treatment of both RSAs and LSAs is generally similar to that of present-law Roth
IR As; that is, contributions are not deductible and earnings on contributions generally are not
taxable when distributed. The major difference between the tax treatment of LSAs and RSAs is
that all distributions from LSAs are tax free, whereas tax-free treatment of earnings on amounts
in RSAs applies only to distributions made after age 58 or in the event of death or disability.

Retirement Savings Accounts

Under the proposal, an individual may make annual nondeductible contributions to an
RSA of up to the lesser of $5,000'® or the individual’s compensation for the year. As under
present-law rules for IRAs, in the case of a married couple, contributions of up to the dollar limit
may be made for each spouse if the combined compensation of both spouses is at least equal to
the total amount contributed for both spouses. Contributions to an RSA may be made regardless
of the individual’s age or adjusted gross income. Contributions to an RSA may be made only in
cash. Contributions to an RSA are taken into account for purposes of the Saver’s credit.
Earnings on contributions accumulate on a tax-free basis.

Qualified distributions from RSAs are excluded from gross income. Under the proposal,
qualified distributions are distributions made after age 58 or in the event of death or disability.
Distributions from an RSA that are not qualified distributions are includible in income (to the
extent that the distribution exceeds basis) and subject to a 10-percent additional tax. As under
the present-law rules for Roth IRAs, distributions are deemed to come from basis first.

As under the present-law rules for Roth IRAs, no minimum distribution rules apply to an
RSA during the RSA owner’s lifetime. In addition, married individuals may roll amounts over
from an RSA to a spouse’s RSA.

Under the proposal, existing Roth IRAs are renamed RSAs and are subject to the rules for
RSAs. In addition, existing traditional IRAs may be converted into RSAs . The amount
converted is includible in income (except to the extent it represents a return of nondeductible
contributions). No income limits apply to such conversions. For conversions of traditional IRAs
made before January 1, 2008, the income inclusion may be spread ratably over four years. For
conversions of traditional IRAs made on or after January 1, 2008, the income that results from
the conversion is included for the year of the conversion.

'8 The contribution limit is indexed for inflation.
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Under the proposal, existing traditional IRAs that are not converted to RSAs may not
accept new contributions, other than rollovers from other traditional IRAs or employer-
sponsored retirement plans. New traditional IRAs may be created to accept rollovers from
employer-sponsored retirement plans or other traditional IRAs, but they cannot accept any other
contributions. An individual may roll an amount over directly from an employer-sponsored
retirement plan to an RSA by including the rollover amount (excluding basis) in income, similar
to a conversion to a Roth IRA under present law.

Amounts converted to an RSA from a traditional IRA or an Employer Retirement
Savings Account (“ERSA™)" are subject to a five-year holding period. If an amount attributable
to such a conversion (other than an amount attributable to a Roth-type account in an ERSA) is
distributed from the RSA before the end of the five-year period starting with the year of the
conversion or, if earlier, the date on which the individual attains age 58, becomes disabled, or
dies, an additional 10-percent tax applies to the entire amount. The five-year period is
determined separately for each conversion distribution. To determine the amount attributable to
a conversion, a distribution is treated as made in the following order: (1) regular RSA
contributions; (2) conversion contributions (on a first in, first out basis); and (3) earnings. To the
extent a distribution is treated as made from a conversion contribution, it is treated as made first
from the portion, if any, of the conversion contribution that was required to be included in
income as a result of the conversion.

Lifetime Savings Accounts

Under the proposal, an individual may make nondeductible contributions to an LSA of up
to $5,000 annually, regardless of the individual’s age, compensation, or adjusted gross income.*
Additionally, individuals other than the LSA owner may make contributions to an LSA. The
contribution limit applies to all LSAs in an individual’s name, rather than to the individuals
making the contributions. Thus, contributors may make annual contributions of up to $5,000
each to the LSAs of other individuals but total contributions to the LSAs of any one individual
may not exceed $5,000 per year. Contributions to LSAs may be made only in cash.
Contributions to an LSA are not taken into account for purposes of the Saver’s credit. Earnings
on contributions accumulate on a tax-free basis.

All distributions from an individual’s LSA are excludable from income, regardless of the
individual’s age or the use of the distribution. As under the present-law rules for Roth IRAs, no
minimum distribution rules apply to an LSA during the LSA owner’s lifetime. In addition,
married individuals may roll amounts over from an LSA to a spouse’s LSA.

Control over an LSA in a minor’s name is to be exercised exclusively for the benefit of
the minor by the minor’s parent or legal guardian acting in that capacity until the minor reaches
the age of majority (determined under applicable state law).

' The proposal relating to ERSAs is discussed in Part II.A.2. of this document.

%% Total contributions to an LSA for a year may not exceed $5,000, regardless of whether any
distributions are taken from the LSA during the year. The contribution limit is indexed for inflation.
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Taxpayers may convert balances in Coverdell education savings accounts and qualified
tuition programs to LSA balances on a tax-free basis before January 1, 2008, subject to certain
limitations. An amount may be rolled over to an individual’s LSA only if the individual was the
beneficiary of the Coverdell education savings account or qualified tuition program as of
December 31, 2005. The amount that can be rolled over to an LSA from a Coverdell education
savings account is limited to the sum of: (1) the amount in the Coverdell education savings
account as of December 31, 2005; and (2) any contributions to and earnings on the account for
2006. The amount that can be rolled over to an LSA from a qualified tuition program is limited
to the sum of: (1) the lesser of $50,000 or amount in the qualified tuition program as of
December 31, 2005; and (2) any contributions to and earnings on the qualified tuition program
for 2006. The total amount rolled over to an individual’s LSA that is attributable to 2006
contributions for the individual to Coverdell education savings accounts and qualified tuition
programs cannot exceed $5,000 (plus any earnings on such contributions).

Under the proposal, qualified tuition programs continue to exist as separate arrangements,
but may be offered in the form of an LSA. For example, State agencies that administer qualified
tuition programs may offer LSAs with the same investment options that are available under the
qualified tuition program. The annual limit on LSA contributions apply to such an LSA, but the
additional reporting requirements applicable to qualified tuition programs under present law do
not apply and distributions for purposes other than education are not subject to Federal tax.*’

Effective date.—The proposal is effective on January 1, 2007.

Analysis

In general

The proposal is intended to accommodate taxpayers’ changing circumstances over time
by providing a new account that taxpayers may use for tax-favored saving over their entire
lifetimes, with no restrictions on withdrawals. The proposal also provides a new account for
individual retirement savings with fewer restrictions on eligibility than present-law IRAs. The
proposal is intended to simplify saving by permitting the consolidation of existing savings
accounts into these accounts and allowing individuals to make contributions to the new accounts
with no limitations based on age or income level.

By providing additional tax incentives for saving, the proposal intends to encourage
additional saving generally.”> By providing a tax-favored savings account with no restrictions on
withdrawals, the proposal intends to encourage additional saving in particular by those who are
reluctant to take advantage of existing tax-preferred savings accounts because of withdrawal

*! State tax law and qualified tuition program investment options may provide incentives for
savings used for educational purposes.

> The Treasury Department expects that, beginning with the 2007 filing season for individual

income tax returns, taxpayers will be able to direct that a portion of their refunds be deposited into an
LSA or RSA.
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restrictions. Some argue that the national saving rate is too low, and that this is due in part to the
bias of the present-law income tax structure against saving and in favor of current consumption.
By providing tax incentives for saving - specifically, removing the tax on the return to savings -
the present-law income tax structure can be modified to function more like a consumption tax.
Proponents of such tax incentives argue that saving will increase if the return to savings is not
reduced by taxes. Others have argued that saving has not necessarily increased as a result of
existing tax incentives for savings. Some have argued that much existing savings have merely
been shifted into tax-favored accounts, and thus do not represent new saving.>> Also, it may be
advantageous to borrow in order to fund tax-favored saving vehicles. To the extent that
borrowing occurs to fund these accounts, no net saving occurs. Ideally, saving incentives should
apply only to net new saving, in order to avoid windfall gains to existing savings. However,
measuring net new saving would be difficult in practice.

Others have argued that increasing the return to savings (by not taxing earnings) might
cause some taxpayers actually to save less, as a higher return to savings means that less saving is
necessary to achieve a “target” level of savings at some point in the future.

From an economic perspective, both LSAs and RSAs receive tax treatment generally
equivalent to Roth IRAs. While the taxpayer does not deduct contributions to LSAs, tax is never
paid on the income earned on the investment. The same is generally true for RSAs as long as
amounts are withdrawn in qualified distributions. However, while LSAs and RSAs receive tax
treatment similar to Roth IRAs, the maximum allowable annual contribution is greater than the
amount of contributions currently permitted to Roth IRAs. The increase in the amounts that may
be contributed to tax-preferred savings accounts provides a tax incentive for further saving for
those who have already contributed the maximum to existing tax-favored savings accounts.
However, for taxpayers not already contributing the maximum amounts, the new accounts
provide no additional economic inducement to save, except to the extent that LSAs provide
withdrawal flexibility relative to existing retirement savings vehicles’ age restrictions.**
Opponents of proposals to increase tax-favored saving thus argue that the only beneficiaries are
likely to be wealthy taxpayers with existing savings that will be shifted to the tax-favored
accounts, since most taxpayers have not taken full advantage of existing saving incentives.

# Unlike present-law IRAs, an LSA does not require that contributions be no greater than
compensation. Under the proposal, regardless of income, an individual may make nondeductible annual
contributions to an LSA of up to $5,000. To the extent an individual makes contributions to his or her
own LSA that exceed his or her income, then the amounts transferred in excess of income must represent
a transfer of assets from existing savings and not new savings from forgoing current consumption.
Additionally, individuals other than the LSA owner may make contributions to an LSA.

** Some argue that contributions to deductible IRAs declined substantially after 1986 for
taxpayers whose eligibility to contribute to deductible IRAs was not affected by the income-related limits
introduced in 1986 because financial institutions cut back on promoting contributions as a result of the
general limits on deductibility. Thus, they would argue, universally available tax-preferred accounts such
as LSAs and RSAs will increase saving at all income levels.
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RSAs also replace traditional IRAs and thereby eliminate taxpayers’ ability to make
deductible contributions. From an economic perspective, RSAs receive tax treatment generally
equivalent to traditional IRAs to which deductible contributions are made.”> However, some
argue that the upfront deduction provides a greater psychological inducement to save, and that
the elimination of traditional IRAs may reduce saving by those who would have been able to
make deductible contributions.

Taxpayers may convert balances under Coverdell education savings accounts and
qualified tuition programs into LSAs on a tax-free basis before January 1, 2008. Under the
proposal, existing balances in Coverdell education savings accounts and existing balances in
qualified tuition programs (up to $50,000) may be converted to LSA balances with no income
tax consequences. This means that pretax earnings accumulated on Coverdell education savings
accounts and qualified tuition program balances that are converted to LSAs may be withdrawn
and spent for purposes other than education without the income tax consequences applicable to
Coverdell education savings account and qualified tuition program distributions that are used for
nonqualifying expenses. Conversion allows the consolidation of saving into a single vehicle for
simplification purposes. However, there is some scope for abuse of this conversion option. A
taxpayer with sufficient resources may effect such a conversion simply to shift more saving into
tax-favored accounts. For example, a taxpayer could transfer $50,000 from an existing qualified
tuition program into an LSA, thus insulating already accumulated earnings from tax, regardless
of whether they are used for education expenses, and then reinvest a different $50,000 into the
qualified tuition program.

The tax treatment of contributions under qualified retirement plans is essentially the same
as that of traditional IRAs to which deductible contributions are made. However, the limits on
contributions to qualified plans are much higher than the IRA contribution limits, so that
qualified plans provide for a greater accumulation of funds on a tax-favored basis. A policy
rationale for permitting greater accumulation under qualified plans than IRAs is that the tax
benefits for qualified plans encourage employers to provide benefits for a broad group of their
employees. This reduces the need for public assistance and reduces pressure on the social
security system.

Some argue that offering LSAs and RSAs will reduce the incentive for small business
owners to maintain qualified retirement plans for themselves and their employees. A business
owner can generally contribute more to a qualified plan than the contributions that may be made
to LSAs and RSAs, but only if comparable contributions are made by or on behalf of rank-and-
file employees. The business owner must therefore successfully encourage rank-and-file
employees to contribute to the plan or, in many cases, make matching or nonelective

» Whether an RSA and a traditional IRA to which deductible contributions are made are in fact
economically equivalent depends on the difference between the taxpayer’s marginal tax rate in the year
contributions are made and the marginal tax rate in the year IRA funds are withdrawn. When marginal
rates decrease over time (because tax rates change generally or taxpayers fall into lower tax brackets), a
traditional IRA to which deductible contributions are made is more advantageous than an RSA because
the traditional IRA permits taxpayer to defer payment of tax until rates are lower. When marginal tax
rates increase over time, an RSA is more advantageous.
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contributions for rank-and-file employees. The opportunity to contribute $5,000 annually to both
an LSA and an RSA for both the business owner and his or her spouse, without regard to
adjusted gross income or contributions for rank-and-file employees, may be a more attractive
alternative to maintaining a qualified retirement plan. Others argue that many employers
(including small employers) offer qualified retirement plans to attract and retain high-quality
employees and will continue to do so. In addition, the ability to make pretax contributions to an
employer-sponsored plan is attractive to many individuals. Some raise concerns that, as a
substitute for a qualified retirement plan, an employer could selectively choose to pay additional
compensation only to highly compensated employees in the form of contributions to LSAs and
RSAs. This may undermine the principle of promoting savings for rank-and-file employees.

Thus, some argue that the proposal may reduce qualified retirement plan coverage,
particularly in the case of small businesses. Whether any reduced coverage would result in an
overall reduction of retirement security would depend, in part, on the extent to which individuals
who are not covered by a qualified retirement plan instead contribute to the new saving vehicles.

Complexity

The proposal has elements that may both increase and decrease tax law complexity. On
one hand, the proposal provides new saving options to individuals, which may increase
complexity to the extent that taxpayers open new LSAs and RSAs without consolidating existing
tax-preferred savings into such accounts. In addition, although the proposal relating to RSAs
generally precludes future contributions to traditional IRAs, the proposal relating to LSAs does
not preclude future contributions to present-law tax-favored arrangements for certain purposes,
such as Coverdell education savings accounts, qualified tuition programs, and health savings
accounts. On the other hand, the proposal may decrease complexity by permitting consolidation
of tax-favored savings accounts.

Additionally, with respect to future saving, in one respect choices are made easier by the
elimination of the need to decide whether to make deductible or nondeductible IRA contributions
for those taxpayers eligible to contribute to both. However, employer-sponsored qualified
retirement plans generally receive the same tax treatment as traditional IRAs to which deductible
contributions are made (i.e., contributions are not taxable, but distributions are). Therefore, the
increased availability of Roth-type savings vehicles, in terms of eligibility to make contributions
and higher contribution limits, is likely to mean that many more taxpayers will face a choice of
how to balance their savings between deductible and nondeductible savings vehicles.
Nonetheless, the ability to make contributions to LSAs and RSAs without limitations based on
age or income level, the uniform tax treatment of all contributions to LSAs and RSAs, and the
lack of restrictions on LSA withdrawals, are likely to decrease complexity.

Prior Action

A similar proposal was included in the President’s fiscal year 2005 and 2006 budget
proposals. The President’s fiscal year 2004 budget proposal included a similar proposal; among
the differences is that, in the fiscal year 2004 proposal, the annual dollar limit on contributions to
RSAs or to LSAs was $7,500.
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2. Consolidation of employer-based savings accounts

Present Law

In general

A plan of deferred compensation that meets the qualification standards of the Code (a
qualified retirement plan) is accorded special tax treatment under present law. Employees do not
include contributions in gross income until amounts are distributed, even though the arrangement
is funded and benefits are nonforfeitable. In the case of a taxable employer, the employer is
entitled to a current deduction (within limits) for contributions even though the contributions are
not currently included in an employee’s income. Contributions to a qualified plan, and earnings
thereon, are held in a tax-exempt trust.

Qualified retirement plans may permit both employees and employers to make
contributions to the plan. Under a qualified cash or deferred arrangement (i.e., a “section
401(k)” plan), employees may elect to make pretax contributions to a plan. Such contributions
are referred to as elective deferrals. Employees may also make after-tax contributions to a
qualified retirement plan. Employer contributions consist of two types: nonelective
contributions and matching contributions. Nonelective contributions are employer contributions
that are made without regard to whether the employee makes pretax or after-tax contributions.
Matching contributions are employer contributions that are made only if the employee makes
contributions.

Present law imposes a number of requirements on qualified retirement plans that must be
satisfied in order for the plan to be qualified and for favorable tax treatment to apply. These
requirements include nondiscrimination rules that are intended to ensure that a qualified
retirement plan covers a broad group of employees. Certain of these rules are discussed in more
detail below.

Qualified retirement plans are broadly classified into two categories, defined benefit
pension plans and defined contribution plans, based on the nature of the benefits provided.
Under a defined benefit pension plan, benefits are determined under a plan formula, generally
based on compensation and years of service. Benefits under defined contribution plans are based
solely on the contributions, and earnings thereon, allocated to separate accounts maintained for
plan participants.

In addition to qualified section 401(k) plans, present law provides for other types of
employer-sponsored plans to which pretax employee elective contributions can be made. Many
of these arrangements are not qualified retirement plans, but receive the same tax-favored
treatment as qualified retirement plans. The rules applicable to each type of arrangement vary.
These arrangements include SIMPLE section 401(k) plans, tax sheltered annuity plans (“section
403(b)” plans),?® governmental eligible deferred compensation plans (“section 457" plans), >’
SIMPLE IRAs,”® and salary-reduction simplified employee pensions (“SARSEPs”).”’

% Sec. 403(b).
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Limits on contributions to qualified defined contribution plans

The annual additions under a defined contribution plan with respect to each plan
participant cannot exceed the lesser of (1) 100 percent of the participant’s compensation or (2) a
dollar amount, indexed for inflation ($44,000 for 2006). Annual additions are the sum of
employer contributions,*® employee contributions, and forfeitures with respect to an individual
under all defined contribution plans of the same employer.

Nondiscrimination requirements applicable to qualified retirement plans

The nondiscrimination requirements are designed to ensure that qualified retirement plans
benefit an employer’s rank-and-file employees as well as highly compensated employees.”'
Under a general nondiscrimination requirement, the contributions or benefits provided under a
qualified retirement plan must not discriminate in favor of highly compensated employees.32
Treasury regulations provide detailed and exclusive rules for determining whether a plan satisfies
the general nondiscrimination rules. Under the regulations, the amount of contributions or
benefits p3r30vided under the plan and the benefits, rights and features offered under the plan must
be tested.

Treasury regulations provide three general approaches to testing the amount of
nonelective contributions provided under a defined contribution plan: (1) design-based safe
harbors; (2) a general test; and (3) cross-testing.** Elective deferrals, matching contributions,
and after-tax employee contributions are subject to separate testing as described below.

T Sec. 457.
% Sec. 408(p).
¥ Sec. 408(k).

3% Elective deferrals are treated as employer contributions for this purpose.

3! For purposes of the nondiscrimination requirements, an employee is treated as highly
compensated if the employee (1) was a five-percent owner of the employer at any time during the year or
the preceding year, or (2) either (a) had compensation for the preceding year in excess of $100,000 (for
2006) or (b) at the election of the employer had compensation for the preceding year in excess of
$100,000 (for 2006) and was in the top 20 percent of employees by compensation for such year
(sec. 414(q)). A nonhighly compensated employee is an employee other than a highly compensated
employee.

2 Sec. 401(a)(4). A qualified retirement plan of a State or local governmental employer is not
subject to the nondiscrimination requirements.

3 See Treas. Reg. sec. 1.401(a)(4)-1.

* See Treas. Reg. sec. 1.401(a)(4)-2(b) and (c) and sec. 1.401(a)(4)-8(b).
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Qualified cash or deferred arrangements (section 401(k) plans)

In general

Section 401 (k) plans are subject to the rules generally applicable to qualified defined
contribution plans.®” In addition, special rules apply.

As described above, an employee may make elective deferrals to a section 401(k) plan.
The maximum annual amount of elective deferrals that can be made by an individual is $15,000
(for 2006). An individual who has attained age 50 before the end of the taxable year may also
make catch-up contributions to a section 401(k) plan. As a result, the dollar limit on elective
deferrals is increased for an individual who has attained age 50 by $5,000 (for 2006).”° An
employee’s elective deferrals must be fully vested.

Special nondiscrimination tests

A special nondiscrimination test applies to elective deferrals under a section 401(k) plan,
called the actual deferral percentage test (the “ADP” test).”” The ADP test compares the actual
deferral percentages (“ADPs”) of the highly compensated employee group and the nonhighly
compensated employee group. The ADP for each group generally is the average of the deferral
percentages separately calculated for the employees in the group who are eligible to make
elective deferrals for all or a portion of the relevant plan year. Each eligible employee’s deferral
percentage generally is the employee’s elective deferrals for the year divided by the employee’s
compensation for the year.

The plan generally satisfies the ADP test if the ADP of the highly compensated employee
group for the current plan year is either (1) not more than 125 percent of the ADP of the
nonhighly compensated employee group for the prior plan year, or (2) not more than 200 percent
of the ADP of the nonhighly compensated employee group for the prior plan year and not more
than two percentage points greater than the ADP of the nonhighly compensated employee group
for the prior plan year.

Under a safe harbor, a section 401(k) plan is deemed to satisfy the special
nondiscrimination test if the plan satisfies one of two contribution requirements and satisfies a
notice requirement (a “safe harbor” section 401(k) plan).*® A plan satisfies the contribution

3 Except for certain grandfathered plans, a State or local governmental employer may not
maintain a section 401(k) plan.

3 The Economic Growth and Tax Relief Reconciliation Act of 2001 (“‘EGTRRA”) increased
many of the limits applicable to employer-sponsored retirement plans and provided for catch-up
contributions, generally effective for years beginning after December 31, 2001. The provisions of
EGTRRA generally do not apply for years beginning after December 31, 2010.

7 Sec. 401(k)(3).

¥ Sec. 401(k)(12).
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requirement under the safe harbor rule if the employer either (1) satisfies a matching contribution
requirement or (2) makes a nonelective contribution to a defined contribution plan of at least
three percent of an employee’s compensation on behalf of each nonhighly compensated
employee who is eligible to participate in the arrangement.

A plan satisfies the matching contribution requirement if, under the arrangement: (1) the
employer makes a matching contribution on behalf of each nonhighly compensated employee
that is equal to (a) 100 percent of the employee’s elective deferrals up to three percent of
compensation and (b) 50 percent of the employee’s elective deferrals from three to five percent
of compensation; and (2) the rate of match with respect to any elective deferrals for highly
compensated employees is not greater than the rate of match for nonhighly compensated
employees. Alternatively, the matching contribution requirement is met if (1) the rate of
matching contribution does not increase as the rate of an employee’s elective deferrals increases,
and (2) the aggregate amount of matching contributions at such rate of employee elective
deferral is at least equal to the aggregate amount of matching contributions that would be made if
matching contributions were made on the basis of the percentages described in the preceding
formula. A plan does not meet the contributions requirement if the rate of matching contribution
with respect to any rate of elective deferral of a highly compensated employee is greater than the
rate of matching contribution with respect to the same rate of elective deferral of a nonhighly
compensated employee.

Nondiscrimination tests for matching contributions and after-tax employee contributions

Employer matching contributions and after-tax employee contributions are also subject to
a special annual nondiscrimination test (the “ACP test”).”” The ACP test compares the actual
contribution percentages (“ACPs”) of the highly compensated employee group and the
nonhighly compensated employee group. The ACP for each group generally is the average of
the contribution percentages separately calculated for the employees in the group who are
eligible to make after-tax employee contributions or who are eligible for an allocation of
matching contributions for all or a portion of the relevant plan year. Each eligible employee’s
contribution percentage generally is the employee’s aggregate after-tax employee contributions
and matching contributions for the year divided by the employee’s compensation for the year.

The plan generally satisfies the ACP test if the ACP of the highly compensated employee
group for the current plan year is either (1) not more than 125 percent of the ACP of the
nonhighly compensated employee group for the prior plan year, or (2) not more than 200 percent
of the ACP of the nonhighly compensated employee group for the prior plan year and not more
than two percentage points greater than the ACP of the nonhighly compensated employee group
for the prior plan year.

A safe harbor section 401(k) plan is deemed to satisfy the ACP test with respect to
matching contributions, provided that (1) matching contributions are not provided with respect to
elective deferrals or after-tax employee contributions in excess of six percent of compensation,

¥ Sec. 401(m).
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(2) the rate of matching contribution does not increase as the rate of an employee’s elective
deferrals or after-tax contributions increases, and (3) the rate of matching contribution with
respect to any rate of elective deferral or after-tax employee contribution of a highly
compensated employee is no greater than the rate of matching contribution with respect to the
same rate of deferral or contribution of a nonhighly compensated employee.

Tax-sheltered annuities (section 403(b) plans)

Section 403(b) plans are another form of employer-based retirement plan that provide the
same tax benefits as qualified retirement plans. Employers may contribute to such plans on
behalf of their employees, and employees may make elective deferrals. Section 403(b) plans
may be maintained only by (1) tax-exempt charitable organizations, and (2) educational
institutions of State or local governments (including public schools). Many of the rules that
apply to section 403(b) plans are similar to the rules applicable to qualified retirement plans,
including section 401(k) plans.40

Contributions to a section 403(b) plan are generally subject to the same contribution
limits applicable to qualified defined contribution plans, including the special limits for elective
deferrals and catch-up contributions under a section 401(k) plan.*' If contributions are made to
both a qualified defined contribution plan and a section 403(b) plan for the same employee, a
single limit applies to the contributions under both plans. Special contribution limits apply to
certain employees under a section 403(b) plan maintained by a church. In addition, additional
elective deferrals are permitted under a plan maintained by an educational organization, hospital,
home health service agency, health and welfare service agency, church, or convention or
association of churches in the case of employees who have completed 15 years of service.

Section 403(b) plans are generally subject to the minimum coverage and general
nondiscrimination rules that apply to qualified defined contribution plans. In addition, employer
matching contributions and after-tax employee contributions are subject to the ACP test.
However, pretax contributions made by an employee under a salary reduction agreement (i.e.,
elective deferrals) are not subject to nondiscrimination rules similar to those applicable to
elective deferrals under section 401(k) plans. Instead, all employees generally must be eligible
to make iglary reduction contributions. Certain employees may be disregarded for purposes of
this rule.

* For proposals to provide greater conformity between section 403(b) and section 401(k) plans,
see Joint Committee on Taxation, Options to Improve Tax Compliance and Reform Tax Expenditures
(JCS-02-05), January 27, 2005, Part IV.E, at 122-129.

*I The EGTRRA sunset applies to the contribution limits applicable to section 403(b) plans.

2 As in the case of a qualified retirement plan, a section 403(b) plan of a State or local
governmental employer is not subject to the nondiscrimination rules.
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Eligible deferred compensation plans of State and local governments (section 457 plans)

Compensation deferred under a section 457 plan of a State or local governmental
employer is includible in income when paid.* The maximum annual deferral under such a plan
generally is the lesser of (1) $15,000 (for 2006) or (2) 100 percent of compensation. A special,
higher limit applies for the last three years before a participant reaches normal retirement age
(the “section 457 catch-up limit”). In the case of a section 457 plan of a governmental employer,
a participant who has attained age 50 before the end of the taxable year may also make catch-up
contributions up to a limit of $5,000 (for 2006), unless a higher section 457 catch-up limit
applies.** Only contributions to section 457 plans are taken into account in applying these limits;
contributions made to a qualified retirement plan or section 403(b) plan for an employee do not
affect the amount that may be contributed to a section 457 plan for that employee.

SIMPLE retirement plans

Under present law, a small business that employs fewer than 100 employees can establish
a simplified retirement plan called the savings incentive match plan for employees (“SIMPLE”)
retirement plan. A SIMPLE plan can be either an individual retirement arrangement for each
employee (a “SIMPLE IRA”) or part of a section 401(k) plan (a “SIMPLE section 401(k)” plan).

A SIMPLE retirement plan allows employees to make elective deferrals, subject to a limit
of $10,000 (for 2006). An individual who has attained age 50 before the end of the taxable year
may also make catch-up contributions to a SIMPLE plan up to a limit of $2,500 (for 2006).*

Employer contributions to a SIMPLE plan must satisfy one of two contribution formulas.
Under the matching contribution formula, the employer generally is required to match employee
elective contributions on a dollar-for-dollar basis up to three percent of the employee’s
compensation. Under a special rule applicable only to SIMPLE IRAs, the employer can elect a
lower percentage matching contribution for all employees (but not less than one percent of each
employee’s compensation). In addition, a lower percentage cannot be elected for more than two
out of any five years. Alternatively, for any year, an employer is permitted to elect, in lieu of
making matching contributions, to make a two percent of compensation nonelective contribution
on behalf of each eligible employee with at least $5,000 in compensation for such year, whether
or not the employee makes an elective contribution.

No contributions other than employee elective contributions, required employer matching
contributions or employer nonelective contributions can be made to a SIMPLE plan and the

# Section 457 applies also to deferred compensation plans of tax-exempt entities. Those plans
are not affected by the proposal; only the rules for governmental section 457 plans are relevant for
purposes of this discussion.

* The EGTRRA sunset applies to the contribution limits applicable to section 457 plans.

* The EGTRRA sunset applies to the contribution limits applicable to SIMPLE plans.
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employer may not maintain any other plan. All contributions to an employee’s SIMPLE account
must be fully vested.

In the case of a SIMPLE IRA, the group of eligible employees generally must include
any employee who has received at least $5,000 in compensation from the employer in any two
preceding years and is reasonably expected to receive $5,000 in the current year. A SIMPLE
IRA is not subject to the nondiscrimination rules generally applicable to qualified retirement
plans. In the case of a SIMPLE section 401(k) plan, the group of employees eligible to
participate must satisfy the minimum coverage requirements generally applicable to qualified
retirement plans. A SIMPLE section 401(k) plan does not have to satisfy the ADP or ACP test
and is not subject to the top-heavy rules. The other qualified retirement plan rules generally

apply.

Salary reduction simplified employee pensions (SARSEPs)

A simplified employee pension (“SEP”) is an IRA to which employers may make
contributions up to the limits applicable to defined contribution plans. All contributions must be
fully vested. Any employee must be eligible to participate in the SEP if the employee (1) has
attained age 21, (2) has performed services for the employer during at least three of the
immediately preceding five years, and (3) received at least $450 (for 2006) in compensation
from the employer for the year. Contributions to a SEP generally must bear a uniform
relationship to compensation.

Effective for taxable years beginning before January 1, 1997, certain employers with no
more than 25 employees could maintain a SARSEP (i.e., a salary reduction SARSEP) under
which employees could make elective deferrals. The SARSEP rules were generally repealed with
the adoption of SIMPLE plans. However, contributions may continue to be made to SARSEPs
that were established before 1997. Salary reduction contributions to a SARSEP are subject to the
same limit that applies to elective deferrals under a section 401(k) plan ($15,000 for 2006). An
individual who has attained age 50 before the end of the taxable year may also make catch-up
contributions to a SARSEP up to a limit of $5,000 (for 2006).*

Designated Roth contributions

There are two general types of individual retirement arrangements (“IRAs”) under
present and prior law: traditional IRAs, to which both deductible and nondeductible
contributions may be made, and Roth IRAs. Individuals with adjusted gross income below
certain levels generally may make nondeductible contributions to a Roth IRA. Amounts held in
a Roth IRA that are withdrawn as a qualified distribution are not includible in income, nor
subject to the additional 10-percent tax on early withdrawals. A qualified distribution is a
distribution that (1) is made after the five-taxable year period beginning with the first taxable
year for which the individual made a contribution to a Roth IRA, and (2) is made after attainment
of age 59-'%, is made on account of death or disability, or is a qualified special purpose
distribution (i.e., for first-time homebuyer expenses of up to $10,000). A distribution from a

* The EGTRRA sunset applies to the contribution limits applicable to SARSEPs.
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Roth IRA that is not a qualified distribution is includible in income to the extent attributable to
earnings, and is subject to the 10-percent tax on early withdrawals (unless an exception applies).

Beginning in 2006, a section 401(k) plan or a section 403(b) plan is permitted to include
a “qualified Roth contribution program” that permits a participant to elect to have all or a portion
of the participant’s elective deferrals under the plan treated as designated Roth contributions.*’
Designated Roth contributions are elective deferrals that the participant designates (at such time
and in such manner as the Secretary may prescribe) as not excludable from the participant’s
gross income. The annual dollar limit on a participant’s designated Roth contributions is the
same as the limit on elective deferrals, reduced by the participant’s elective deferrals that the
participant does not designate as designated Roth contributions. Designated Roth contributions
are treated as any other elective deferral for certain purposes, including the nondiscrimination
requirements applicable to section 401(k) plans.

A qualified distribution from a participant’s designated Roth contributions account is not
includible in the participant’s gross income. A qualified distribution is a distribution that is made
after the end of a specified nonexclusion period and that is (1) made on or after the date on which
the participant attains age 59-'%, (2) made to a beneficiary (or to the estate of the participant) on
or after the death of the participant, or (3) attributable to the participant’s being disabled.

Description of Proposal

In general

Under the proposal, the various present-law employer-sponsored retirement arrangements
under which individual accounts are maintained for employees and employees may make
contributions are consolidated into a single type of arrangement called an employer retirement
savings account (an “ERSA”). An ERSA is available to all employers and is subject to
simplified qualification requirements.

Emplover Retirement Savings Accounts

In general

The rules applicable to ERSAs generally follow the present-law rules for section 401(k)
plans with certain modifications. Existing section 401(k) plans and thrift plans are renamed
ERSAs and continue to operate under the new rules. Existing section 403(b) plans,
governmental section 457 plans, SARSEPs, and SIMPLE IRAs and SIMPLE section 401(k)
plans may be renamed ERSAs and operate under the new rules. Alternatively, such

*" The EGTRRA sunset applies to the ability to make designated Roth contributions to a section
401(k) or 403(b) plan.
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arrangements may continue to be maintained in their current form, but may not accept any new
employee deferrals or after-tax contributions after December 31, 2007.**

Types of contributions and treatment of distributions

An ERSA may provide for an employee to make pretax elective contributions and catch-
up contributions up to the present-law limits applicable to a section 401(k) plan, that is, a limit of
$15,000 for elective deferrals and $5,000 for catch-up contributions (as indexed for future years).
An ERSA may also allow an employee to designate his or her elective contributions as Roth
contributions or to make other after-tax employee contributions. An ERSA may also provide for
matching contributions and nonelective contributions. Total annual contributions to an ERSA
for an employee (i.e., employee and employer contributions, including elective deferrals) may
not exceed the present-law limit of the lesser of 100 percent of compensation or $44,000 (as
indexed for future years).

Distributions from an ERSA of after-tax employee contributions (including Roth
contributions) and qualified distributions of earnings on Roth contributions are not includible in
income. All other distributions are includible in income.

Nondiscrimination requirements

The present-law ADP and ACP tests are replaced with a single nondiscrimination test. If
the average contribution percentage for nonhighly compensated employees is six percent or less,
the average contribution percentage for highly compensated employees cannot exceed 200
percent of the nonhighly compensated employees’ average contribution percentage. If the
average contribution percentage for nonhighly compensated employees exceeds six percent, the
nondiscrimination test is met. For this purpose, a “contribution percentage” is calculated for
each employee as the sum of employee pretax and after-tax contributions, employer matching
contributions, and qualified nonelective contributions made for the employee, divided by the
employee’s compensation.

A design-based safe harbor is available for an ERSA to satisfy the nondiscrimination test.
Similar to the section 401(k) safe harbor under present law, under the ERSA safe harbor, the plan
must be designed to provide all eligible nonhighly compensated employees with either (1) a fully
vested nonelective contribution of at least three percent of compensation, or (2) fully vested
matching contributions of at least three percent of compensation, determined under one of two
formulas. The ERSA safe harbor provides new formulas for determining required matching
contributions. Under the first formula, matching contributions must be made at a rate of 50
percent of an employee’s elective contributions up to six percent of the employee’s
compensation. Alternatively, matching contributions may be made under any other formula
under which the rate of matching contribution does not increase as the rate of an employee’s
elective contributions increases, and the aggregate amount of matching contributions at such rate
of elective contribution is at least equal to the aggregate amount of matching contributions that

* Special transition rules are to be provided for plans maintained pursuant to collective
bargaining agreements and for plans sponsored by State and local governments.
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would be made if matching contributions were made on the basis of the percentages described in
the first formula. In addition, the rate of matching contribution with respect to any rate of
elective contribution cannot be higher for a highly compensated employee than for a nonhighly
compensated employee.

A plan sponsored by a State or local government is not subject to the nondiscrimination
requirements. In addition, a plan sponsored by an organization exempt from tax under section
501(c)(3) is not subject to the ERSA nondiscrimination tests (unless the plan permits after-tax or
matching contributions), but must permit all employees of the organization to participate.

Special rule for small employers

Under the proposal, an employer that employed 10 or fewer employees with
compensation of at least $5,000 in the prior year is able to offer an ERSA in the form of
custodial accounts for employees (similar to a present law IRA), provided the employer’s
contributions satisfy the ERSA design based safe harbor described above. The option of using
custodial accounts under the proposal provides annual reporting relief for small employers as
well as relief from most fiduciary requirements under the Employee Retirement Income Security
Act of 1974 (“ERISA”) under circumstances similar to the relief provided to sponsors of
SIMPLE IR As under present law.

Effective date.—The proposal is effective for years beginning after December 31, 2006.

Analysis

In general

An employer’s decision to establish or continue a retirement plan for employees is
voluntary. The Federal tax laws provide favorable tax treatment for certain employer-sponsored
retirement plans in order to further retirement income policy by encouraging the establishment
and continuance of plans that provide broad coverage, including rank-and-file employees. On
the other hand, tax policy is concerned also with the level of tax subsidy provided to retirement
plans. Thus, the tax law limits the total amount that may be provided to any one employee under
a tax favored retirement plan and includes strict nondiscrimination rules to prevent highly
compensated employees from receiving a disproportionate amount of the tax subsidy provided
with respect to employer-sponsored retirement plans.

The rules governing employer-sponsored retirement plans, particularly the
nondiscrimination rules, are generally regarded as complex.” Some have argued that this
complexity deters employers from establishing qualified retirement plans or causes employers to
terminate such plans. Others assert that the complexity of the rules governing employer-

* For a detailed discussion of complexity issues related to retirement savings, see, Joint
Committee on Taxation, Study of the Overall State of the Federal Tax System and Recommendations for
Simplification, Pursuant to Section 8022(3)(B) of the Internal Revenue Code of 1986 (JCS-3-01),

April 2001.
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sponsored retirement plans is a necessary byproduct of attempts to ensure that retirement benefits
are delivered to more than just the most highly compensated employees of an employer and to
provide employers, particularly large employers, with the flexibility needed to recognize
differences in the way that employers do business and differences in workforces.

Analysis of ERSA proposal

General nondiscrimination test

The special nondiscrimination rules for 401(k) plans are designed to ensure that
nonhighly compensated employees, as well as highly compensated employees, receive benefits
under the plan. The nondiscrimination rules give employers an incentive to make the plan
attractive to lower and middle income employees (e.g., by providing a match or qualified
nonelective contributions) and to undertake efforts to enroll such employees, because the greater
the participation by such employees, the more highly compensated employees can contribute to
the plan.

Some argue that the present-law nondiscrimination rules are unnecessarily complex and
discourage employers from maintaining retirement plans. By reducing the complexity associated
with ADP and ACP testing and reducing the related compliance costs associated with a plan, the
proposal arguably makes employers more likely to offer retirement plans, thus increasing
coverage and participation. Others argue that the present-law section 401(k) safe harbor already
provides a simplified method of satisfying the nondiscrimination requirements without the need
to run the ADP and ACP tests. Some also point out that the proposal allows a greater differential
in the contribution rates for highly and nonhighly compensated employees under an ERSA than
the present law rules for section 401(k) plans. They argue that this weakens the
nondiscrimination rules by enabling employers to provide greater contributions to highly paid
employees than under present law without a corresponding increase in contributions for rank-
and-file employees. They also argue that the proposal reduces the incentive for employers to
encourage nonhighly compensated employees to participate in the plan, which could result in
lower contributions for rank-and-file employees. On the other hand, others believe that allowing
contributions to favor highly paid employees more than under present law is appropriate in order
to encourage employers to maintain plans that benefit rank-and-file employees.

ERSA safe harbor

The present law safe harbors for elective deferrals and matching contributions were
designed to achieve the same objectives as the special nondiscrimination tests for these amounts,
but in a simplified manner. The alternative of a nonelective contribution of three percent ensures
a minimum benefit for all employees covered by the plan, while the alternative of matching
contributions at a higher rate (up to four percent) was believed to be sufficient incentive to
induce participation by nonhighly compensated employees. It was also hoped that the safe
harbors would reduce the complexities associated with qualified plans, and induce more
employers to adopt retirement plans for their employees.

To the extent that the ERSA safe harbor requires an employee’s elective deferrals to be
matched at only a 50 percent rate and requires a total of only three percent in matching
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contributions, some argue that the proposal not only weakens the matching contribution
alternative under the safe harbor, but also makes that alternative clearly less expensive for the
employer than the nonelective contribution alternative, thereby reducing the incentive for an
employer to provide nonelective contributions. In addition, because, as under the present-law
safe harbor, the matching contribution alternative is satisfied by offering matching contributions
(without regard to the amount actually provided to nonhighly compensated employees), some
argue that employers may no longer have a financial incentive to encourage employees to
participate. This may reduce participation by rank-and-file employees. The argument may also
be made that the matching contribution requirement under the ERSA safe harbor is less rigorous
than the matching contribution requirement that applies to a SIMPLE plan under present law,
even though an ERSA is not subject to the limitations on SIMPLE arrangements (i.e.,
contributions are subject to lower limits and SIMPLESs are available only to small employers).
On the other hand, some believe that the present-law safe harbor for section 401(k) plans has
failed to provide an adequate incentive for employers to offer retirement plans to their employees
and further incentive is needed. Some argue that the proposal makes the safe harbor more
attractive for employers, especially small employers, and will thus increase coverage and
participation.

Consolidation of various types of employer-sponsored plans

One of the sources of complexity in the present-law rules relating to employer-sponsored
retirement plans is the existence of numerous vehicles with similar purposes but different rules.”
Thus, employers desiring to adopt a retirement plan must determine which vehicles are available
to that employer and which of the various vehicles available it wishes to adopt. This
determination may entail a costly and time-consuming analysis and comparison of a number of
different types of plans. By providing only one type of defined contribution plan to which
employee contributions may be made, i.e., an ERSA, the proposal makes it easier for employers
to determine whether to adopt a plan and what type of plan to provide. Having a single type of
plan may also make it easier for employees to understand their retirement benefits, particularly
when employees change jobs.

On the other hand, many employers already have plans and are familiar with the present-
law rules applicable to their plans. Converting a present-law arrangement to an ERSA will
involve administrative costs, which some employers may not view as commensurate with
simplification benefits.

Many view the different rules for different types of plans as largely historical in nature
and as adding complexity without serving an overriding policy objective. On the other hand,

*% This issue is discussed in Joint Committee on Taxation, Study of the Overall State of the
Federal Tax System and Recommendations for Simplification, Pursuant to Section 8022(3)(B) of the
Internal Revenue Code of 1986 (JCS-3-01), April 2001, at Vol. II, Part ITII.A.1 (General simplification
issues, at 149-150) and Part I11.C.5 (Sources of Complexity, at 186), and in Joint Committee on Taxation,
Options to Improve Tax Compliance and Reform Tax Expenditures (JCS-02-05), Jan. 2005, Part IV.E, at
122-129.
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some argue that the differences in the rules serve different employment objectives and policies of
different types of employers.

Some may be concerned that the proposal, in combination with the proposals for
expanded individual savings opportunities (i.e., Lifetime Savings Accounts and Retirement
Savings Accounts), will further reduce the incentive for small employers to offer retirement
plans to their employees.”’ Although higher contributions may be made to an employer-
sponsored retirement plan than to these other arrangements, comparable contributions must be
made by or on behalf of rank-and-file employees. The opportunity to contribute $5,000 a year to
both a Lifetime Savings Account and a Retirement Savings Account for both the business owner
and his or her spouse, without regard to adjusted gross income or contributions for rank-and-file
employees, may be a more attractive alternative to maintaining a qualified retirement plan. On
the other hand, the excludability of ERSA contributions and the availability of the ERSA safe
harbor, coupled with the higher contribution levels permitted under a qualified plan, may be
viewed as providing an adequate incentive for a small employer to establish an ERSA.

Prior Action

A similar proposal was included in the President’s fiscal year 2004, 2005, and 2006
budget proposals. The President’s fiscal year 2004 budget proposal also included several
proposals to simplify the rules for defined contribution plans generally.

3. Individual development accounts
Present Law

Individual development accounts were first authorized by the Personal Work and
Responsibility Act of 1996. In 1998, the Assets for Independence Act established a five-year
$125 million demonstration program to permit certain eligible individuals to open and make
contributions to an individual development account. Contributions by an individual to an
individual development account do not receive a tax preference but are matched by contributions
from a State program, a participating nonprofit organization, or other “qualified entity.” The IRS
has ruled that matching contributions by a qualified entity are a gift and not taxable to the
account owner.””> The qualified entity chooses a matching rate, which must be between 50 and
400 percent. Withdrawals from individual development account can be made for certain higher
education expenses, a first home purchase, or small business capitalization expenses. Matching
contributions (and earnings thereon) typically are held separately from the individuals’
contributions (and earnings thereon) and must be paid directly to a mortgage provider,
educational institution, or business capitalization account at a financial institution. The
Department of Health and Human Services administers the individual development account
program.

> The proposals relating to Lifetime Savings Accounts and Retirement Savings Accounts are
discussed in Part II.A.1. of this document.

52 Rev. Rul. 99-44, 1999-2 C.B. 549.
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Description of Proposal

The proposal provides a nonrefundable tax credit for a qualified entity (i.e., qualified
financial institutions, qualified nonprofit organizations, and qualified Indian tribes)™ that has an
individual development account program in a taxable year. The tax credit equals the amount of
matching contributions made by the eligible entity under the program (up to $500 per account
per year) plus $50 for each individual development account maintained during the year under the
program. Except in the first year that each account is open, the $50 credit is available only for
accounts with a balance of more than $§100 at year-end. The amount of the credit is adjusted for
inflation after 2008. The $500 amount is rounded to the nearest multiple of twenty dollars. The
$50 amount is rounded to the nearest multiple of five dollars. No deduction or other credit is
available with respect to the amount of matching funds taken into account in determining the
credit.

The credit applies with respect to the first 900,000 individual development accounts
opened after December 31, 2007 and before January 1, 2013, and with respect to matching funds
for participant contributions that are made after December 31, 2007, and before January 1, 2015.

Nonstudent U.S. citizens or legal residents between the ages of 18 and 60 (inclusive) who
are not dependents of a taxpayer and who meet certain income requirements are eligible to open
and contribute to an individual development account. The income limit is modified adjusted
gross income of $20,000 for single filers, $40,000 for joint filers, and $30,000 for head-of-
household filers.>* Eligibility in a taxable year is based on the previous year’s modified adjusted
gross income and circumstances (e.g., status as a student). Modified adjusted gross income is
adjusted gross income, plus certain items that are not includible in gross income. The proposal
does not specify which items are to be added. The income limits are adjusted for inflation after
2007. This amount is rounded to the nearest multiple of 50 dollars.

Under the proposal, an individual development account must: (1) be owned by the
eligible individual for whom the account was established; (2) consist only of cash contributions;
(3) be held by a person authorized to be a trustee of any individual retirement account under
section 408(a)(2)); and (4) not commingle account assets with other property (except in a
common trust fund or common investment fund). These requirements must be reflected in the
written governing instrument creating the account. The entity establishing the program is
required to maintain separate accounts for the individual’s contributions (and earnings therein)
and matching funds and earnings thereon.

Contributions to individual development accounts by individuals are not deductible and
earnings thereon are taxable to the account holder. Matching contributions and earnings thereon
are not taxable to the account holder.

3 If the qualified entity is tax-exempt, other persons may claim the credit as provided for in
Treasury regulations.

>* Married taxpayers filing separate returns are not eligible to open an IDA or to receive
matching funds for an IDA that is already open.
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The proposal permits individuals to withdraw amounts from an individual development
account for qualified expenses of the account owner, owner’s spouse, or dependents.
Withdrawals other than for qualified expenses (“nonqualified” withdrawals) may not be made
from the portion of the accounts attributable to the matching contributions before the account
owner attains age 61. In addition, nonqualified withdrawals from the portion of the account
attributable to the individual contributions may result in forfeiture of some or all of the amounts
attributable to matching contributions. Qualified expenses include: (1) qualified higher
education expenses (as generally defined in section 529(e)(3); (2) first-time homebuyer costs (as
generally provided in section 72 (t)(8); (3) business capitalization or expansion costs
(expenditures made pursuant to a business plan that has been approved by the financial
institution, nonprofit, or Indian tribe); (4) rollovers of the balance of the account (including the
parallel account) to another individual development account for the benefit of the same owner;
and (5) final distributions in the case of a deceased account owner. Withdrawals for qualified
home and business capitalization expenses must be paid directly to another financial institution.
Withdrawals for qualified educational expenses must be paid directly to the educational
institution. Such withdrawals generally are not permitted until the account owner completes a
financial education course offered by a qualified financial institution, qualified nonprofit
organization, qualified Indian tribe or governmental entity. The Secretary of the Treasury (the
“Secretary”) is required to establish minimum standards for such courses. Withdrawals for
nonqualified expenses may result in the account owner’s forfeiture of some amount of matching
funds.

The qualified entity administering the individual development account program is
generally required to make quarterly payments of matching funds on a dollar-for-dollar basis for
the first $500 contributed by the account owner in a taxable year. This dollar amount is adjusted
for inflation after 2008. Matching funds may be provided also by State, local, or private sources.
Balances of the individual development account and parallel account are reported annually to the
account owner. If an account owner ceases to meet eligibility requirements, matching funds
generally are not contributed during the period of ineligibility. Any amount withdrawn from a
parallel account is not includible in an eligible individual’s gross income or the account
sponsor’s gross income.

Qualified entities administering a qualified program are required to report to the
Secretary that the program is administered in accordance with legal requirements. If the
Secretary determines that the program is not so operated, the Secretary has the power to
terminate the program. Qualified entities also are required to report annually to the Secretary
information about: (1) the number of individuals making contributions to individual
development accounts; (2) the amounts contributed by such individuals; (3) the amount of
matching funds contributed; (4) the amount of funds withdrawn and for what purpose;

(5) balance information; and (6) any other information that the Secretary deems necessary.

The Secretary is authorized to prescribe necessary regulations, including rules to permit
individual development account program sponsors to verify eligibility of individuals seeking to
open accounts. The Secretary is also authorized to provide rules to recapture credits claimed
with respect to individuals who forfeit matching funds.
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Effective date.—The proposal is effective for taxable years ending after December 31,
2007, and beginning before January 1, 2015.

Analysis

Policy issues

The proposal is intended to encourage individuals to save by providing a subsidy to
saving. Proponents argue that many individuals have sufficiently low income that saving is
difficult, and that the subsidy will help these individuals to accumulate savings, as well as to
become more financially literate through the programs required to be provided by the eligible
entities that may offer IDAs.

Opponents may argue that the generosity of the subsidy, which provides an immediate
100 percent return to the individual’s contribution, makes the program more like an income
transfer program and does not provide a realistic picture of the normal returns to saving. Others
note that the cap on the number of accounts to which the credit applies creates the potential for
unequal tax treatment of similarly situated individuals, and may effectively allow financial and
other eligible institutions to pick and choose among potential beneficiaries of the individual
development account program. Additionally, individuals without ready access to eligible
institutions are disadvantaged with respect to the ability to benefit under the proposal.

Complexity issues

In general, adding a new credit to the tax law will tend to increase the complexity of the
tax law and will require additional Treasury or other Governmental resources to be devoted to
administration of the provisions and to enforcement activities. The individual development
account proposal requires additional record keeping by financial institutions benefiting from the
credit and also by account holders. The annual reporting requirements of the individual
development account program will increase the paperwork burden on individuals and financial
institutions utilizing the provision. Arguably, the proposal will also add complexity in that it will
increase the number of savings incentives in the tax law, each with different requirements. Some
might argue that consolidation of these incentives will serve to simplify tax law and tax
administration.

Prior Action

Similar proposals were included in the President’s fiscal year 2002, 2003, 2004, 2005,
and 2006 budget proposals.
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B. Increase Section 179 Expensing
Present Law

In lieu of depreciation, a taxpayer with a sufficiently small amount of annual investment
may elect to deduct (or “expense”) such costs. Present law provides that the maximum amount a
taxpayer may expense, for taxable years beginning in 2003 through 2007, is $100,000 of the cost
of qualifying property placed in service for the taxable year. Additional section 179 incentives
are provided with respect to a qualified property used by a business in the New York Liberty
Zone (sec. 1400L(f)), an empowerment zone (sec. 1397A), a renewal community (sec. 1400J), or
the Gulf Opportunity Zone (sec. 1400N(e)). In general, qualifying property is defined as
depreciable tangible personal property that is purchased for use in the active conduct of a trade or
business. Off-the-shelf computer software placed in service in taxable years beginning before
2008 is treated as qualifying property. The $100,000 amount is reduced (but not below zero) by
the amount by which the cost of qualifying property placed in service during the taxable year
exceeds $400,000. The $100,000 and $400,000 amounts are indexed for inflation for taxable
years beginning after 2003 and before 2008.

For taxable years beginning in 2008 and thereafter, a taxpayer with a sufficiently small
amount of annual investment may elect to deduct up to $25,000 of the cost of qualifying property
placed in service for the taxable year. The $25,000 amount is reduced (but not below zero) by
the amount by which the cost of qualifying property placed in service during the taxable year
exceeds $200,000.

The amount eligible to be expensed for a taxable year may not exceed the taxable income
for a taxable year that is derived from the active conduct of a trade or business (determined
without regard to this provision). Any amount that is not allowed as a deduction because of the
taxable income limitation may be carried forward to succeeding taxable years (subject to similar
limitations). No general business credit under section 38 is allowed with respect to any amount
for which a deduction is allowed under section 179.

An expensing election is made under rules prescribed by the Secretary (sec. 179(c)(1)).
Under Treas. Reg. sec. 1.179-5, applicable to property placed in service in taxable years
beginning after 2002 and before 2008, a taxpayer is permitted to make or revoke an election
under section 179 without the consent of the Commissioner on an amended Federal tax return for
that taxable year. This amended return must be filed within the time prescribed by law for filing
an amended return for the taxable year. For taxable years beginning in 2008 and thereafter, an
expensing election may be revoked only with consent of the Commissioner (sec. 179(c)(2)).

Description of Proposal

The proposal increases permanently the amount a taxpayer may deduct under section
179. The proposal provides that the maximum amount a taxpayer may expense, for taxable years
beginning after 20006, is $200,000 of the cost of qualifying property placed in service for the
taxable year. The $200,000 amount is reduced (but not below zero) by the amount by which the
cost of qualifying property placed in service during the taxable year exceeds $800,000.
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The President’s fiscal 2007 budget proposal separately proposes permanent extension of
the temporary provisions of section 179 that are in effect for taxable years beginning before
2008.> That proposal, which is treated as underlying the increased dollar amounts of this
proposal, provides that the section 179 dollar limit amounts continued to be indexed for inflation
for taxable years beginning after 2007. In addition, off-the-shelf computer software is treated as
qualifying property. Further, a taxpayer is permitted to make or revoke an election for a taxable
year under section 179 without the consent of the Commissioner on an amended Federal tax
return for that taxable year. That proposal is effective for taxable years beginning after 2007.

Effective date.—The proposal to increase the section 179 amounts to $200,000 and
$800,000 is effective for taxable years beginning after 2006.

Analysis

The proposal would lower the after-tax cost of capital expenditures made by eligible
businesses by permitting the immediate deduction of the full amount of the capital expenditure
(i.e., expensing), rather than depreciation of the expenditure over a series of years. With a lower
cost of capital, it is argued that eligible businesses will invest in more equipment and employ
more workers, thus serving to stimulate economic growth in the United States.

Expensing of capital expenditures is the appropriate treatment if the objective is to tax
consumption, because expensing effectively eliminates tax on the normal returns to the marginal
investment opportunity.”® If the objective is to tax income, then depreciation deductions should
coincide with the economic depreciation of the asset in order to measure economic income
accurately. A depreciation system more generous than economic depreciation, but less generous
than full expensing, results in an effective tax rate on the income from capital that is less than the
statutory tax rate, but still positive.

In addition to promoting investment, advocates of expensing assert that increased
expensing eliminates depreciation recordkeeping requirements with respect to expensed

> See section I.A. of this document for the description of the President’s fiscal 2007 budget
proposal permanently to extend those rules of section 179 that are currently in effect for taxable years
beginning before 2008.

% To see this, consider an investment of $100 that yields the normal return in the following year,
assumed to be 10-percent pre-tax return, resulting in $110 (this example assumes no remaining basis for
simplicity). If the tax rate is 50 percent, expensing of the $100 investment yields a $50 reduction in tax
liability, meaning the after-tax cost to the taxpayer for the $100 investment is $50. The $110 return in the
following year results in a $55 tax, and thus a $55 after-tax return. Thus, the after-tax rate if return on the
investment is 10 percent ($55-$50, divided by $50), the same as the pre-tax rate of return, and the present
value of tax liability, discounted at the normal rate of return, is zero. While an investment that realized a
return in excess of the normal return would also have the same pre-tax rate of return as after-tax rate of
return, the return in excess of the normal return would bear the statutory rate of tax and the present value
of tax liability would be greater than zero. It should be noted that when a deduction for interest on debt-
financed investment is taken along with expensing, the effective rate of tax on the normal return to such
investment turns negative.
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property. Under the proposal, Federal income tax accounting would be simplified by increasing
the portion of capital costs that are expensed in one taxable year and concomitantly reducing
those that are recovered through depreciation over a series of years. It could be argued that the
simplification benefit of expensing is not fully realized, however, so long as property is partially
depreciated, or so long as some but not all of the taxpayer's property that is eligible for cost
recovery is expensed; the taxpayer must still keep records for that property that is subject to
depreciation over a period of years.

Increasing the present-law $400,000 phaseout threshold amount to $800,000 can have the
effect of generally permitting larger businesses to obtain the tax benefit of expensing. Some may
argue that this result is inconsistent with the idea of limiting expensing to small businesses, as
under the present-law provision. They might alternatively argue that in an income tax system,
expanding the availability of expensing is not appropriate because it results in broader income
mismeasurement. On the other hand, it could be argued that there is no rationale for limiting
expensing to businesses below a particular size or with capital expenditures below a certain
level.

An advantage of making the increase in the expensing amounts permanent is that it
reduces uncertainty with respect to the tax treatment of future investment, thus permitting
taxpayers to plan capital expenditures with greater focus on the underlying economics of the
investments, and less focus on tax-motivated timing of investment. Removing tax-motivated
distortions in the timing of investment may promote more efficient allocation of economic
resources. On the other hand, legislative changes to the expensing rules (principally temporary
increases in the amount that can be expensed) have been frequent in the past decade, and there is
nothing to suggest that additional legislative changes would not be made to the expensing rules,
whether the current expensing rules were permanent or temporary. Additionally, to the extent
that the rationale for the original increase in the amounts that may be expensed was to provide a
counter-cyclical short-term economic stimulus, it can be argued that it is important that such
provisions in fact be temporary. If there is uncertainty that a provision providing temporary tax
relief may not ultimately be temporary, it can be argued that the stimulative effect of the
provision is compromised because the taxpayer need not act within the originally specified time
frame of the provision in order to get the tax benefits from the provision.

Prior Action

H.R. 4297, as passed by the House (the “Tax Relief Extension Reconciliation Act of
20057), extends the present-law section temporary section 179 rules for an additional two years
(through taxable years beginning before 2010).

H.R. 4297, as amended by the Senate (the “Tax Relief Act of 2005”), also extends the
present-law section temporary section 179 rules for an additional two years (through taxable
years beginning before 2010).
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C. Health Care Provisions
1. Facilitate the growth of HSA-eligible health coverage

Present Law

In general

Present law contains a number of provisions dealing with the Federal tax treatment of
health expenses and health insurance coverage. The tax treatment of health insurance expenses
depends on whether a taxpayer is covered under a health plan paid for by an employer, whether
an individual has self-employment income, or whether an individual itemizes deductions and has
medical expenses that exceed a certain threshold. The tax benefits available with respect to
health care expenses also depends on the type of coverage.

Exclusion for employer-provided coverage

In general, employer contributions to an accident or health plan are excludable from an
employee’s gross income (and wages for employment tax purposes).”’ This exclusion generally
applies to coverage provided to employees (including former employees) and their spouses,
dependents, and survivors. Benefits paid under employer-provided accident or health plans are
also generally excludable from income to the extent they are reimbursements for medical care.®
If certain requirements are satisfied, employer-provided accident or health coverage offered
under a cafeteria plan is also excludable from an employee’s gross income and wages.” A
cafeteria plan allows employees to choose between cash and certain nontaxable benefits,
including health coverage. Through the use of a cafeteria plan, employees can pay for health
coverage on a salary reduction basis.

Present law provides for two general employer-provided arrangements that can be used to
pay for or reimburse medical expenses of employees on a tax-favored basis: flexible spending
arrangements (“FSAs”) and health reimbursement arrangements (“HRAs”). While these
arrangements provide similar tax benefits (i.e., the amounts paid under the arrangements for
medical care are excludable from gross income and wages for employment tax purposes), they
are subject to different rules. A main distinguishing feature between the two arrangements is that
while FSAs are generally part of a cafeteria plan and contributions to FSAs are made on a salary
reduction basis, HRAs cannot be part of a cafeteria plan and contributions cannot be made on a

> Secs. 106, 3121(a)(2), and 3306(b)(2).

% Sec. 105. In the case of a self-insured medical reimbursement arrangement, the exclusion
applies to highly compensated employees only if certain nondiscrimination rules are satisfied. Sec.
105(h). Medical care is defined as under section 213(d) and generally includes amounts paid for qualified
long-term care insurance and services.

* Secs. 125, 3121(a)(5)(G), and 3306(b)(5)(G). Long-term care insurance and services may not
be provided through a cafeteria plan.
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salary reduction basis.”’ In addition, amounts in an HRA may be used to purchase insurance as
well as to reimburse expenses not covered by insurance, while amounts in an FSA cannot be
used for insurance, but are used to pay for expenses not coverage by insurance. Moreover, the
ability to carry over unused amounts from one year to the next is different. An FSA may provide
that amounts remaining as of the end of the year may be used to reimburse expenses incurred
within 2-2 months of the end of the year. Under an HRA, however, unused amounts generally
may be carried forward into the next year. The different treatment for unused amounts stems
from the statutory rule that provides that cafeteria plans, including salary reduction FSAs,
generally may not provide for deferred compensation.’’

Deduction for health insurance expenses of self-emploved individuals

The exclusion for employer-provided health coverage does not apply to self-employed
individuals. However, under present law, self-employed individuals (i.e., sole proprietors or
partners in a partnership)®* are entitled to deduct 100 percent of the amount paid for health
insurance for themselves and their spouse and dependents for income tax purposes.®

Itemized deduction for medical expenses

Under present law, individuals who itemize deductions may deduct amounts paid during
the taxable year for health insurance (to the extent not reimbursed by insurance or otherwise) for
the taxpayer, the taxpayer’s spouse, and dependents, only to the extent that the taxpayer’s total
medical expenses, including health insurance premiums, exceeds 7.5 percent of the taxpayer’s
adjusted gross income.®*

Health care tax credit

Under the Trade Adjustment Assistance Reform Act of 2002,% certain individuals are
eligible for the health coverage tax credit (“HCTC”). The HCTC is a refundable tax credit for 65
percent of the cost of qualified health coverage paid by an eligible individual. In general,
eligible individuals are individuals receiving a trade adjustment allowance (and individuals who
would be eligible to receive such an allowance but for the fact that they had not exhausted their

% Notice 2002-45, 2002-28 L.R.B. 93 (July 15, 2002); Rev. Rul. 2002-41, 2002-28 L.R.B. 75
(July 15, 2002).

1 Sec. 125(d)(2).

62 Self-employed individuals include more than two-percent shareholders of S corporations who
are treated as partners for purposes of fringe benefit rules pursuant to section 1372.

83 Sec. 162(1). The deduction does not apply for self-employment tax (SECA) purposes.

6 Sec. 213. The adjusted gross income percentage is 10 percent for purposes of the alternative
minimum tax. Sec. 56(b)(1)(B).

% Pub. L. No. 107-210, secs. 201(a), 202 and 203 (2002).
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regular unemployment benefits), individuals eligible for the alternative trade adjustment
assistance program, and individuals over age 55 and receiving pension benefits from the Pension
Benefit Guaranty Corporation. The credit is available for “qualified health insurance,” which
includes certain employer-based insurance, certain State-based insurance, and in some cases,
insurance purchased in the individual market. The credit is available on an advance basis
through a program established by the Secretary.

Health savings accounts

In general

The Medicare Prescription Drug, Improvement, and Modernization Act of 2003 allows
individuals with a high deductible health plan (and no other health plan other than a plan that
provides certain permitted coverage) to establish a health savings account (“HSA™).®” An HSA
is a tax-exempt trust or custodial account. In general, HSAs provide tax-favored treatment for
current medical expenses as well as the ability to save on a tax-favored basis for future medical
expenses.

Eligible individuals

Eligible individuals for HSAs are individuals who are covered by a high deductible
health plan and no other health plan that is not a high deductible health plan and which provides
coverage for any benefit which is covered under the high deductible health plan. Individuals
entitled to benefits under Medicare are not eligible to make contributions to an HSA. An
individual with other coverage in addition to a high deductible health plan is still eligible for an
HSA if such other coverage is certain permitted insurance or permitted coverage.®®

A high deductible health plan is a health plan that has a deductible for 2006 that is at least
$1,050 for self-only coverage or $2,100 for family coverage and that has an out-of-pocket
expense limit that is no more than $5,250 in the case of self-only coverage and $10,500 in the
case of family coverage.”” A plan is not a high deductible health plan if substantially all of the
coverage is for permitted coverage or coverage that may be provided by permitted insurance, as

5 Pub. L. No. 108-173 (2003).
67 Sec. 223.

5% Permitted insurance is: (1) insurance if substantially all of the coverage provided under such
insurance relates to (a) liabilities incurred under worker’s compensation law, (b) tort liabilities, (c)
liabilities relating to ownership or use of property (e.g., auto insurance), or (d) such other similar
liabilities as the Secretary may prescribe by regulations; (2) insurance for a specified disease or illness;
and (3) insurance that provides a fixed payment for hospitalization. Permitted coverage is coverage
(whether provided through insurance or otherwise) for accidents, disability, dental care, vision care, or
long-term care.

% The limits are indexed for inflation.
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described above. A plan does not fail to be a high deductible health plan by reason of failing to
have a deductible for preventive care.

Tax treatment of and limits on contributions

Contributions to an HSA by or on behalf of an eligible individual are deductible (within
limits) in determining adjusted gross income (i.e., “above-the-line”) of the individual. In
addition, employer contributions to HSAs (including salary reduction contributions made
through a cafeteria plan) are excludable from gross income and wages for employment tax
purposes. The maximum aggregate annual contribution that can be made to an HSA is the lesser
of (1) 100 percent of the annual deductible under the high deductible health plan, or (2) (for
2006) $2,700 in the case of self-only coverage and $5,450 in the case of family coverage. The
annual contribution limits are increased for individuals who have attained age 55 by the end of
the taxable year. In the case of policyholders and covered spouses who are age 55 or older, the
HSA annual contribution limit is greater than the otherwise applicable limit by $700 in 2006,
$800 in 2007, $900 in 2008, and $1,000 in 2009 and thereafter.

An excise tax applies to contributions in excess of the maximum contribution amount for
the HSA. If an employer makes contributions to employees’ HSAs, the employer must make
available comparable contributions on behalf of all employees with comparable coverage during
the same period.

Taxation of distributions

Distributions from an HSA for qualified medical expenses of the individual and his or her
spouse or dependents generally are excludable from gross income. Qualified medical expenses
generally are defined as under section 213(d). Qualified medical expenses do not include
expenses for insurance other than for (1) long-term care insurance, (2) premiums for health
coverage during any period of continuation coverage required by Federal law, (3) premiums for
health care coverage while an individual is receiving unemployment compensation under Federal
or State law, or (4) in the case of an account beneficiary who has attained the age of Medicare
eligibility, health insurance premiums for Medicare, other than premiums for Medigap policies.
Such qualified health insurance premiums include, for example, Medicare Part A and Part B
premiums, Medicare HMO premiums, and the employee share of premiums for employer-
sponsored health insurance including employer-sponsored retiree health insurance.

For purposes of determining the itemized deduction for medical expenses, distributions
from an HSA for qualified medical expenses are not treated as expenses paid for medical care
under section 213. Distributions from an HSA that are not for qualified medical expenses are
includible in gross income. Distributions includible in gross income are also subject to an
additional 10-percent tax unless made after death, disability, or the individual attains the age of
Medicare eligibility (i.e., age 65).
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Archer MSAs

Like HSAs, an Archer MSA is a tax-exempt trust or custodial account to which tax-
deductible contributions may be made by individuals with a high deductible health plan.”
Archer MSAs provide tax benefits similar to, but generally not as favorable as, those provided by
HSAs for certain individuals covered by high deductible health plans.

The rules relating to Archer MSAs and HSAs are similar. The main differences include:
(1) only self-employed individuals and employees of small employers are eligible to have an
Archer MSA; (2) for MSA purposes, a high deductible health plan is a health plan with (a) an
annual deductible of at least $1,800 and no more than $2,700 in the case of self-only coverage
and at least $3,650 and no more than $5,450 in the case of family coverage and (b) maximum
out-of pocket expenses of no more than $3,650 in the case of self-only coverage and no more
than $6,650 in the case of family coverage;” (3) higher contributions may be made to HSAs, and
(4) the additional tax on distributions not used for medical expenses is 15 percent rather than 10
percent.

After 2005, no new contributions can be made to Archer MSAs except by or on behalf of
individuals who previously had Archer MSA contributions and employees who are employed by
a participating employer.

Description of Proposal

In general

The proposal has four elements: (1) provide an above-the-line deduction and refundable
income tax credit for the purchase of HSA-eligible non-group coverage to offset employment
taxes; (2) increase the amounts that can be contributed to HSAs and provide a refundable income
tax credit to offset employment taxes on HSA contributions not made by an employer; (3)
provide a refundable tax credit to lower income individuals for the purchase of HSA-eligible
health coverage; and (4) make other changes to HSAs to facilitate their formation and
administration.

Above-the-line deduction and income tax credit for the purchase of HSA-eligible non-
group coverage

Above-the-line deduction

The proposal provides an above-the-line deduction for insurance premiums that meet the
definition of a high deductible health plan under the rules relating to HSAs. The deduction is
only allowed for insurance purchased in the individual insurance market. As under the present-

0 Sec. 220.

"' The deductible and out-of-pocket expenses dollar amounts are for 2006. These amounts are
indexed for inflation in $50 increments.
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law rules relating to HSA eligibility, an individual does not qualify for the deduction if the
individual is covered by any health plan other than the high deductible plan for which the
deduction is claimed, except for certain permitted coverage. The deduction is not allowed for
individuals covered by employer plans’” or public plans. Additionally, the deduction is not
allowed to an individual claiming the present-law HCTC or the proposed refundable health
insurance tax credit (“HITC”) included in the President’s fiscal year 2007 budget proposal. The
deduction is not allowed for amounts paid from an HSA. An individual may not claim both the
deduction for health insurance expenses of self-employed individuals and this proposed
deduction for the same premiums.

Refundable credit

In addition to the above-the-line deduction for HSA-eligible premiums, individuals who
purchase insurance eligible for the proposed deduction are entitled to a refundable credit equal to
the lesser of (1) 15.3 percent of the high deductible health plan premium or (2) 15.3 percent of
the individual’s wages subject to employment taxes. If the taxpayer has wages above the Social
Security wage base, the credit rate would be lower to account for the lower rate of employment
taxes on wages above the cap. The credit would not apply to amounts paid with HSA funds.

Increase in HSA contribution limit; refundable income tax credit to offset employment
taxes on HSA contributions not made by an emplovyer

The maximum annual HSA contribution is increased to the out-of-pocket limit for a
participant’s high deductible health plan (i.e., for 2006, $5,250 for self-only coverage and
$10,500 for family coverage). The maximum contribution is pro rated for the number of months
in the year that the individual is an eligible individual with coverage by the high deductible
health plan.

As under present law, a special rule applies for determining HSA contributions by
married individuals with family high deductible health plan coverage. If one spouse has family
coverage, both spouses are generally treated as having family coverage. If both spouses have
family coverage, the coverage with the lowest bona fide out-of-pocket amount determines the
maximum annual HSA contribution by the couple. The maximum annual HSA contribution
based on the family high deductible health plan coverage is divided between the spouses equally
unless they agree on a different division, which can include allocating the entire contribution to
one spouse. If one spouse has family coverage that is not high deductible health plan coverage,
neither spouse may contribute to an HSA unless the non-high deductible health plan does not
cover both spouses.

> While the proposal provides that the deduction (and the credit, described below) is not allowed
for individuals covered by employer plans, it is unclear what specifically constitutes an employer plan.
For example, an employee could have a high deductible health plan purchased in the individual market, a
portion of the cost of which is paid by the employer. It is unclear whether such plan would qualify for the
deduction.
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Where married couples have non-overlapping coverage, they would be allowed to “stack”
the separate maximum contributions up to the out-of-pocket maximum allowed for a family high
deductible health plan to determine the amount of the contribution. The contributions to each
spouse’s HSA would remain subject to that spouse’s respective HSA contribution limit. Family
high deductible health plan coverage that only covers a single eligible individual is treated as
self-only coverage for purposes of determining the maximum HSA contribution. Thus, if there is
only a single eligible individual covered by a family high deductible health plan, the maximum
HSA contribution is capped at the out-of- pocket maximum for self-only plan. With respect to
catch up contributions, if both spouses are eligible individuals, both spouses will be allowed to
contribute the contributions to a single HSA owned by one spouse.

In addition, in the case of HSA contributions made by an individual (rather than the
individual’s employer), the individual is entitled to a refundable credit equal to a percentage of
such contributions to offset the employment taxes on the contributions. The credit is the lesser
of (1) 15.3 percent of the contributions to the HSA, or (2) 15.3 percent of wages subject to
employment taxes. If the taxpayer has wages above the Social Security wage cap, the credit
would be lower to account for the lower employment tax rate on wages above the cap. If the
taxpayer is also eligible for a credit for high deductible health plan premium payments, the
OASDI portion of the employment tax in the above calculation would be limited by the
combined amount by which the applicable high deductible health plan premium payments and
applicable HSA contributions exceed the amount of wages above the OASDI cap. In order to
recapture the credit relating to employment taxes for contributions that are not used for medical
expenses, the additional tax on nonmedical distributions would be increased to 30 percent, with a
15-percent rate on nonmedical distributions after death, disability or attaining the age for
Medicare eligibility.

Refundable tax credit for lower income individuals for the purchase of HSA-eligible health
coverage

The proposal provides a refundable tax credit (“health insurance tax credit” or “HITC”)
for the cost of an HSA-eligible high deductible health plan purchased by individuals who are
under age 65 and who do not participate in a public or employer-provided health plan. The
maximum annual amount of the credit is 90 percent of premiums, up to a maximum premium of
$1,111 in the case of a policy covering only one adult, only one child, or only two or more
children; $2,222 for a policy or policies covering two adults or one adult and one or more
children; and $3,333 for a policy or policies covering two adults plus one or more children. This
dollar amount is indexed in accordance with the medical care component of the Consumer Price
Index based on all-urban consumers. Thus, the maximum annual credit (prior to any indexing of
the premium limit) is $3,000 per tax return (for three or more covered individuals). The
maximum credit rate is phased out for higher income taxpayers as described below.

The 90 percent credit rate is phased-down for higher income taxpayers. Individual
taxpayers filing a single return with no dependents and modified adjusted gross income of
$15,000 or less are eligible for the maximum credit rate of 90 percent. The credit percentage for
individuals filing a single return with no dependents is phased-down ratably from 90 percent to
50 percent for modified adjusted gross income between $15,000 and $20,000, and phased-out
completely at modified adjusted gross income of $30,000.
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Other taxpayers with modified adjusted gross income up to $25,000 are eligible for the
maximum credit rate of 90 percent. The credit percentage is phased-out ratably for modified
adjusted gross income between $25,000 and $40,000 if the policy covers only one person, and
for modified adjusted gross income between $25,000 and $60,000 if the policy (or policies)
covers more than one person.

Taxpayers may not claim the present-law HCTC and this credit for the same coverage
period. In addition, taxpayers may not claim the HITC for the same period as they claim the
above-the-line deduction for high deductible health plan premiums included in the President’s
fiscal year 2007 budget proposal.

The credit can be claimed on the individual’s tax return or, beginning in 2008, on an
advanced basis, as part of the premium payment process, by reducing the premium amount paid
to the insurer. Health insurers will be reimbursed by the Department of the Treasury for the
amount of the credit. Eligibility for the advanced credit option is based on the individual’s prior
year return and there is no reconciliation on the current year return.

Qualifying health insurance can be purchased through the individual insurance market,
private purchasing groups, State-sponsored insurance purchase pools, and State high-risk pools.
At the option of States, after December 31, 2007, the credit can be used by certain individuals
not otherwise eligible for public health insurance programs to buy into privately contracted
State-sponsored purchasing groups (such as Medicaid or SCHIP purchasing pools for private
insurance or State government employee programs for States in which Medicaid or SCHIP does
not contract with private plans). States can provide additional contributions to individuals who
purchase insurance through such purchasing groups. The maximum State contribution is $2,000
per adult (for up to two adults) for individuals with incomes up to 133 percent of the poverty
level. The maximum State contribution is phased-down ratably, reaching $500 per adult at 200
percent of the poverty level. Individuals with income above 200 percent of the poverty level are
not eligible for a State contribution. States are not allowed to offer any other explicit or implicit
cross subsidies.

Other changes relating to HSAs

For purposes of HSAs, qualified medical expenses include any medical expense incurred
on or after the first day of HSA-eligible coverage for a year, regardless of whether the HSA had
been established when the expense was incurred. The HSA has to be established no later than the
date for filing the individual’s tax return for the year, determined without regard to extensions.

Qualified medical expenses that can be reimbursed by an HSA are expanded to include
the premiums for the purchase of HSA-eligible plans through the individual market.

Employers are allowed to contribute existing HRA balances to the HSAs of employees
who would be eligible individuals but for the HRA coverage. The contributions of the HRA
balances are not taken into account for purposes of the comparability rules, or the annual
maximum HSA contributions. Only HRAs existing on the date of enactment qualify for the
transfer and only contributions of HRA balances made in prior taxable years beginning one year
after the date of enactment are covered.
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Contributions to HSAs on behalf of employees who are chronically ill or employees who
have spouses or dependents who are chronically ill are excluded from the comparability rules to
the extend the contributions exceed the comparable contributions for other employees.

Effective date.—The proposals are effective for taxable years beginning after
December 31, 2006. The advanced payment option for the refundable credit for low-income
individuals is to be available beginning in 2008.

Analysis

In general

The proposal increases incentives for individuals to purchase high deductible health plans
and contribute to HSAs. The proposal raises both tax and health policy issues. The proposal is
intended to increase equity in the tax laws by providing more similar tax treatment for employer-
provided group insurance, individually purchased insurance, and out-of-pocket health spending.
The proposal is intended to create a more market-oriented and consumer driven health care
system, with a view toward making health care more affordable and accessible. There is
substantial disagreement among analysts as to whether the proposal will achieve the stated goals,
or will have an adverse effect on the affordability, accessibility, and quality of health care
coverage.

Issues under present law

The appropriateness of the present-law Federal tax treatment of health expenses has been
the subject of discussion over time from both tax and health policy perspectives. The exclusion
for employer-provided health care is typically a focal point of such discussions. The exclusion
represents a departure from the normal income tax principle that compensation should be
included in income, and has consistently been one of the largest three tax expenditure items.”

The present-law favorable tax treatment of employer-provided health coverage has
generally been justified on the grounds that it encourages employees to prefer health coverage
over taxable compensation, thereby increasing health insurance coverage and reducing the
number of uninsured. Employees in employer-provided health plans not only receive a tax
subsidy, but may also benefit from group rates which may make coverage more affordable.
From this perspective, the exclusion may be said to be effective. For 2005, approximately 90
million policyholders are estimated to have employer-provided health coverage.’™

7 For Federal fiscal years 2005-2009, the tax expenditure for the exclusion of employer
contributions for health care, health insurance premiums, and long-term care insurance premiums is
estimated to be $493.7 billion. Joint Committee on Taxation, Estimates of Federal Tax Expenditures for
Fiscal Years 2005-2009 (JCS-1-05), January 12, 2005.

™ The policy may cover more than one individual, e.g., the policyholder and his or her family.
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Nevertheless, the present-law rules have been the subject of a number of criticisms. One
criticism is that present law is inequitable because health expenses are not treated consistently.
Some argue that this inequity provides the worst treatment in some cases for those who need the
tax benefit the most, because many individuals who face the highest insurance rates also receive
no tax subsidy for the purchase of such insurance.

The most favorable tax treatment under present law generally is provided to individuals
who are in an employer plan.””  Such individuals may exclude from income and wages
employer-provided health insurance and, depending on the employer’s plan, may also exclude
from income amounts expended for medical care not covered by insurance. Self-employed
individuals receive the next most favorable treatment, and may deduct 100 percent of the cost of
their health insurance. Individuals who are not self employed and pay for their own health
insurance receive the least favorable tax treatme