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INTRODUCTION

This pamphlet,' prepared by the staff of the Joint Committee on Taxation (“Joint
Committee staff’), provides a description and analysis of the revenue provisions and other
provisions requiring amendment of the Internal Revenue Code (the “Code”) that are contained in
the President's Fiscal Year 2001 Budget Proposal, as submitted to the Congress on February 7,
2000.> The pamphlet generally follows the order of the proposals as included in the Department
of the Treasury's explanation.” For these provisions, there is a description of present law and the
proposal (including effective date), an analysis of issues related to the proposal, and a reference
to any recent prior legislative action or budget proposal submission.

' This pamphlet may be cited as follows: Joint Committee on Taxation, Description of
Revenue Provisions Contained in the President's Fiscal Year 2001 Budget Proposal (JCS-2-00),
March 6, 2000.

* See Office of Management and Budget, Budget of the United States Government, Fiscal
Year 2001: Analytical Perspectives (H. Doc. 106-162, Vol. III), pp. 54-86.

? See Department of the Treasury, General Explanations of the Administration's Fiscal
Year 2001 Revenue Proposals, February 2000.

-1-



I. PROVISIONS REDUCING REVENUES
A. Education Provisions
1. College opportunity tax cut
Present Law

General tax treatment of education expenses

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

HOPE credit

Individual taxpayers are allowed to claim a nonrefundable credit, the “HOPE” credit,
against Federal income taxes up to $1,500 per student per year for qualified tuition and related
expenses paid for the first two years of the student's post-secondary education in a degree or
certificate program.* The HOPE credit rate is 100 percent on the first $1,000 of qualified tuition
and related expenses, and 50 percent on the next $1,000 of qualified tuition and related
expenses.” The qualified tuition and related expenses must be incurred on behalf of the taxpayer,
the taxpayer's spouse, or a dependent of the taxpayer. The HOPE credit is available with respect
to an individual student for two taxable years, provided that the student has not completed the
first two years of post-secondary education before the beginning of the second taxable year. The

* For taxable years beginning in 2000 and 2001, nonrefundable personal credits,
including the HOPE credit and the Lifetime Learning credit (discussed below), may offset both
regular tax and alternative minimum tax liability.

> Thus, an eligible student who incurs $1,000 of qualified tuition and related expenses is
eligible (subject to the AGI phaseout) for a $1,000 HOPE credit. If an eligible student incurs
$2,000 of qualified tuition and related expenses, then he or she is eligible for a $1,500 HOPE
credit.
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HOPE credit that a taxpayer may otherwise claim is phased out ratably for taxpayers with
modified AGI between $40,000 and $50,000 ($80,000 and $100,000 for joint returns). For
taxable years beginning after 2001, the $1,500 maximum HOPE credit amount and the AGI
phase-out range will be indexed for inflation. The HOPE credit is not available for a year if an
exclusion is allowed for distributions from an Education IRA for that year.

The HOPE credit is available in the taxable year the expenses are paid, for academic
periods beginning during that year or the first three months of the next year. Qualified tuition
and related expenses paid with the proceeds of a loan generally are eligible for the HOPE credit.
The repayment of a loan itself is not a qualified tuition or related expense.

A taxpayer may claim the HOPE credit with respect to an eligible student who is not the
taxpayer or the taxpayer's spouse (e.g., in cases in which the student is the taxpayer's child) only
if the taxpayer claims the student as a dependent for the taxable year for which the credit is
claimed. If a student is claimed as a dependent, the student is not entitled to claim a HOPE credit
for that taxable year on the student's own tax return. If a parent (or other taxpayer) claims a
student as a dependent, any qualified tuition and related expenses paid by the student are treated
as paid by the parent (or other taxpayer) for purposes of determining the amount of qualified
tuition and related expenses paid by such parent (or other taxpayer) under the provision. In
addition, for each taxable year, a taxpayer may elect either the HOPE credit or the “Lifetime
Learning” credit (described below) with respect to an eligible student.

The HOPE credit is available for “qualified tuition and related expenses,” which include
tuition and fees required to be paid to an eligible educational institution as a condition of
enrollment or attendance of an eligible student at the institution. Charges and fees associated
with meals, lodging, insurance, transportation, and similar personal, living or family expenses are
not eligible for the credit. The expenses of education involving sports, games, or hobbies are not
qualified tuition and related expenses unless this education is part of the student's degree
program.

Qualified tuition and related expenses generally include only out-of-pocket expenses.
Qualified tuition and related expenses do not include expenses covered by employer-provided
educational assistance and scholarships that are not required to be included in the gross income
of either the student or the taxpayer claiming the credit. Thus, total qualified tuition and related
expenses are reduced by any scholarship or fellowship grants excludable from gross income
under section 117 and any other tax-free educational benefits received by the student (or the
taxpayer claiming the credit) during the taxable year. The HOPE credit is not allowed with
respect to any education expense for which a deduction is claimed under section 162 or any other
section of the Code.

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

Eligible educational institutions generally are accredited post-secondary educational
institutions offering credit toward a bachelor's degree, an associate's degree, or another
recognized post-secondary credential. Certain proprietary institutions and post-secondary
vocational institutions also are eligible educational institutions. In order to qualify as an eligible
educational institution, an institution must be eligible to participate in Department of Education
student aid programs.

Lifetime Learning credit

Individual taxpayers are allowed to claim a nonrefundable credit, the “Lifetime
Learning” credit, against Federal income taxes equal to 20 percent of qualified tuition and related
expenses incurred during the taxable year on behalf of the taxpayer, the taxpayer's spouse, or any
dependents. For expenses paid after June 30, 1998, and prior to January 1, 2003, up to $5,000 of
qualified tuition and related expenses per taxpayer return are eligible for the Lifetime Learning
credit (i.e., the maximum credit per taxpayer return is $1,000). For expenses paid after
December 31, 2002, up to $10,000 of qualified tuition and related expenses per taxpayer return
will be eligible for the Lifetime Learning credit (i.e., the maximum credit per taxpayer return will
be $2,000). The Lifetime Learning credit is not available for a year if an exclusion is allowed for
distributions from an Education IRA.

In contrast to the HOPE credit, a taxpayer may claim the Lifetime Learning credit for an
unlimited number of taxable years. Also in contrast to the HOPE credit, the maximum amount
of the Lifetime Learning credit that may be claimed on a taxpayer's return does not vary based on
the number of students in the taxpayer's family -- that is, the HOPE credit is computed on a
per-student basis, while the Lifetime Learning credit is computed on a family-wide basis. The
Lifetime Learning credit that a taxpayer may otherwise claim is phased out ratably over the same
range as the HOPE credit, i.e., for taxpayers with modified AGI between $40,000 and $50,000
($80,000 and $100,000 for joint returns).

The Lifetime Learning credit is available in the taxable year the expenses are paid, for
academic periods beginning during that year or the first three months of the next year. Qualified
tuition and related expenses paid with the proceeds of a loan generally are eligible for the
Lifetime Learning credit (rather than repayment of the loan itself).

As with the HOPE credit, a taxpayer may claim the Lifetime Learning credit with respect
to a student who is not the taxpayer or the taxpayer's spouse (e.g., in cases where the student is
the taxpayer's child) only if the taxpayer claims the student as a dependent for the taxable year for
which the credit is claimed. If a student is claimed as a dependent by the parent or other
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taxpayer, the student may not claim the Lifetime Learning credit for that taxable year on the
student's own tax return. If a parent (or other taxpayer) claims a student as a dependent, any
qualified tuition and related expenses paid by the student are treated as paid by the parent (or
other taxpayer) for purposes of the provision.

A taxpayer may claim the Lifetime Learning credit for a taxable year with respect to one
or more students, even though the taxpayer also claims a HOPE credit for that same taxable year
with respect to other students. If, for a taxable year, a taxpayer claims a HOPE credit with
respect to a student, then the Lifetime Learning credit is not available with respect to that same
student for that year (although the Lifetime Learning credit may be available with respect to that
same student for other taxable years).

The Lifetime Learning credit is available for “qualified tuition and related expenses,”
which include tuition and fees required to be paid to an eligible educational institution as a
condition of enrollment or attendance of a student at the institution. Charges and fees associated
with meals, lodging, insurance, transportation, and similar personal, living or family expenses are
not eligible for the credit. The expenses of education involving sports, games, or hobbies are not
qualified tuition expenses unless this education is part of the student's degree program.

In contrast to the HOPE credit, qualified tuition and related expenses for purposes of the
Lifetime Learning credit include tuition and fees incurred with respect to undergraduate or
graduate-level (and professional degree) courses.®

As with the HOPE credit, qualified tuition and fees generally include only out-of-pocket
expenses. Qualified tuition and fees do not include expenses covered by educational assistance
that is not required to be included in the gross income of either the student or the taxpayer
claiming the credit. Thus, total qualified tuition and fees are reduced by any scholarship or
fellowship grants excludable from gross income under section 117 and any other tax-free
educational benefits received by the student during the taxable year (such as employer-provided
educational assistance excludable under section 127). The Lifetime Learning credit is not
allowed with respect to any education expense for which a deduction is claimed under section
162 or any other section of the Code.

In addition to allowing a credit for the tuition and related expenses of a student who
attends classes on at least a half-time basis as part of a degree or certificate program, the Lifetime
Learning credit also is available with respect to any course of instruction at an eligible
educational institution (whether enrolled in by the student on a full-time, half-time, or less than

® The HOPE credit is available only with respect to the first two years of a student's
undergraduate education.
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half-time basis) to acquire or improve job skills of the student.” Undergraduate and graduate
students are eligible for the Lifetime Learning credit. Moreover, in contrast to the HOPE credit,
the eligibility of a student for the Lifetime Learning credit does not depend on whether or not the
student has been convicted of a Federal or State felony consisting of the possession or
distribution of a controlled substance.

Description of Proposal

The proposal would expand the Lifetime Learning credit by increasing the credit rate of
20 percent of qualified tuition and related expenses to 28 percent. The proposal also would
increase the beginning points of the income phase-out ranges for the credit. Thus, the credit
would be phased out ratably for individual taxpayers with modified AGI of $50,000 to $60,000
and for taxpayers filing joint returns with modified AGI of $100,000 to $120,000. These phase-
out ranges would be adjusted for inflation after 2000.

In lieu of the Lifetime Learning credit, the proposal would permit taxpayers to claim a
deduction for qualified tuition and related expenses. The deduction would be limited to up to
$10,000 of qualified tuition and related expenses per taxpayer return ($5,000 for expenses paid
prior to January 1, 2003). The deduction would be above-the-line; i.e., the deduction could be
claimed by taxpayers whether or not they otherwise itemize deductions.® The deduction would
be phased out over the same AGI ranges as the Lifetime Learning credit.

The deduction, like the Lifetime Learning credit, would be computed on a family-wide
basis for qualified expenses incurred on behalf of the taxpayer, the taxpayer’s spouse, and one or
more claimed dependents. In addition, like the credit, the deduction would not be available with
respect to expenses incurred on behalf of any student with respect to whom a HOPE credit is
claimed for the same taxable year. The proposal would provide that, if a taxpayer claims a
HOPE credit for one student and also claims a deduction in lieu of the Lifetime Learning credit
with respect to qualified expenses incurred on behalf of other students, the definition of modified
AGI for purposes of the HOPE credit would reflect the deduction.

Effective date.--The proposal would be effective for qualified tuition and related expenses
paid on or after January 1, 2001.

7 Eligible higher educational institutions are defined in the same manner for purposes of
both the HOPE and Lifetime Learning credits.

§ Because the deduction would be above-the-line, it would not be subject to the two-
percent floor on itemized deductions.
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Analysis

Overview of the goals of subsidies for education

Economists attempt to analyze subsidies in terms of their efficiency, equity, and
administrability. Subsidies to education have been argued to improve both economic efficiency
and to promote economic equity.

Efficiency as a goal of subsidies to education

Economists generally favor the outcomes of the free market and argue that taxes or
subsidies generally lead to inefficient outcomes. That is, taxes or subsidies distort choices and
divert resources from their highest and best use. However, economists also recognize that
sometimes markets do not work efficiently. Economists observe that the consumption or
acquisition of certain goods may create spillover, or external, effects that benefit society at large
as well as the individual consumer who purchases the good. A good example of such a good is a
vaccination. The individual who is vaccinated benefits by not contracting an infectious disease,
but the rest of society benefits as well, because by not contracting the disease the vaccinated
individual also slows the spread of the disease to those who are not vaccinated. Economists call
such a spillover effect a "positive externality."” On his own, the individual would weigh only his
own reduced probability of contracting the disease against the cost of the vaccination. He would
not account for the additional benefit he produces for society. As a result, he might choose not to
be vaccinated, even though from society's perspective total reduction in the rate of infection
throughout the population would be more than worth the cost of the vaccination. In this sense,
the private market might produce too little of the good. The private market outcome is
inefficiently small. Economists have suggested that the existence of positive externalities
provides a rationale for the government to subsidize the acquisition of the good that produces the
positive externalities. The subsidy will increase the acquisition of the good to its more efficient
level.

While much evidence suggests that job skill acquisition and education benefit the private
individual in terms of higher market wages, many people have long believed that education also
produces positive externalities. Commentators argue that the democracy functions better with an
educated populace and that markets function better with educated consumers. They observe that
education promotes innovation and that, because ideas and innovations are easily copied in the
market place, the market return (wage or profit) from ideas and innovations may not reflect the
full value to society from the idea or innovation. Just as the single individual does not appreciate

® For a more complete discussion of the notion of "positive externality" see, Harvey S.
Rosen, Public Finance (Homewood, Illinois: Irwin), 1988, 142-146. Rosen discusses the notion
of positive externality as applied to education. Rosen notes (144-145), "That college increases

productivity may be true, but as long as the earnings of college graduates reflect their higher
productivity, there is no externality [Rosen's emphasis]."
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the full benefit of a vaccination, a single individual may not be able to reap the full benefit of an
idea or innovation. Thus, it is argued, subsidies for education are needed to improve the
efficiency of society.

On the other hand, recognizing that a subsidy might be justified does not identify the
magnitude of the subsidy necessary to promote efficiency nor the best method for delivery of the
subsidy. It is possible to create inefficient outcomes by over-subsidizing a good that produces
positive externalities. Given that the United States already provides substantial subsidies to
education'’, without some empirical analysis of the social benefits that would arise from creating
new subsidies, it is not possible to say whether such subsidies would increase or decrease
economic efficiency.

Some observers note that, aside from potential spillover effects that education might
create, the market for financing education may be inefficient. They observe that while investors
in housing or other tangible assets have property that can be pledged to secure financing to
procure the asset, an individual cannot pledge his or her future earnings as security for a loan to
obtain education or training designed to increase the individual's future earning potential. This
inability to provide security for education loans constrains borrowing as an alternative to finance
education for some taxpayers. Taxpayers who cannot borrow to finance education or training
may forgo the education or training even though it would produce a high return for the investor.
This inefficiency in the market for education finance may offer a justification for public
subsidies. The inefficiency in the market for financing likely is most acute among lower-income
taxpayers who generally do not have other assets that could be pledged as security for an
education loan. This suggests that this potential source of market inefficiency also relates to the
considerations of equity as a rationale for subsidies of education (discussed below).

Equity as a goal of subsidies for education

As noted above, there is evidence indicating that education and training are rewarded in
the market place. Recognizing this market outcome, some argue that it is appropriate to
subsidize education to ensure that educational opportunities are widely available, including to
those less well off in society. Commentators argue that education can play an important role in
reducing poverty and income inequality. They observe that, even if there were no positive
externalities from education, promoting economic equity within a market economy provides a
basis for subsidizing education."' If equity is the goal of expanded subsidies to education, the

' For a more complete discussion of federal tax subsidies for education, see Joint
Committee on Taxation, Overview of Present Law and Issues Relating to Tax and Savings
Incentives for Education (JCX-12-99), March 2, 1999.

""" For a cautionary note on the importance of the subsidy given see Dennis Zimmerman,
"Expenditure-Tax Incidence Studies, Public Higher Education, and Equity", National Tax
Journal, 26, March 1973. Zimmerman finds that the subsidy structure can just as easily promote a
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cost of the subsidies should be weighed in terms of the private benefits received by the target
groups, rather than the social benefits that might be generated by any possible spillovers.

Beneficiaries of tax incentives for education

The immediate beneficiaries of the proposed tax incentive for education provided by the
tax credit or deduction are taxpayers who incur education expenses. The recipients of education
who would otherwise not have received such education also could benefit, because generally
additional education or training increases an individual's earning potential. As discussed
previously, to the extent that there are positive spillover effects from education, the public at
large could benefit. However, the benefit the parents may expect to receive from the tax credit or
deduction might induce parents to save less money for their children's education than they
otherwise would. If so, this inducement could decrease the national saving rate, possibly leading
to slower economic growth. It also could mean the student's burden of debt upon graduation is
not markedly different than the burden he or she otherwise would have incurred.

Some of the benefit of the incentives may accrue to educational institutions and their
employees, rather than to taxpayers and their children. As discussed above, the effect of the
credit or deduction is to reduce the price of education for a large number of potential students.
Some believe that such incentives, by increasing the demand for post-secondary education,
would drive up the prices that educational institutions and their employees charge for their
services.'” Higher prices for educational services could transfer the benefit from the taxpayer to
the educational institution. Whether, or by how much, the prices charged by educational
institutions might increase would depend on the supply of such education. In the short run, the
number of qualifying institutions is fixed. These institutions could increase enrollments,
although in the short run many may not have the physical facilities or personnel to do so. An
increase in demand with no change in supply usually results in higher prices for a product (higher
tuition), in which case some of the benefits of the credit and deduction may be transferred to the
educational institution. Even if tuition does not increase, some of the benefits of the credit and
deduction may be transferred to the educational institution because increasing enrollments with
little or no change in facilities or personnel may lead to a reduced quality of the education
product. On the other hand, over time post-secondary educational institutions have demonstrated

less equal distribution of lifetime income.

"2 See Michael Rothschild and Lawrence J. White, "The University in the Marketplace:
Some Insights and Some Puzzles," in Charles T. Clotfelter and Michael Rothschild (eds.),
Studies of Supply and Demand in Higher Education, (Chicago: The University of Chicago Press),
1993. Rothschild and White observe that universities compete in the marketplace, but may not
set prices as high as the market can bear. Instead, they charge what might otherwise be termed
"below market tuition" and selectively choose students permitted to enroll.
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an ability to accommodate additional students. For example, college enrollments in 1996 were
16 percent greater than they were in 1981 and nearly 50 percent greater than in 1973."

Whether, or to what extent, tuition charges will increase in response to the increase in
demand will determine the effect of the proposals on enrollment. Empirical studies show that
both tuition levels and financial aid can affect the enrollment in higher education. The evidence
suggests the effects are larger among students who attend low-cost schools or who come from
lower income families.'* To the extent increases in tuition do not fully offset the tax savings,
enrollment at these institutions and by these students may increase. On the other hand, some
research suggests that tuition changes may have more of an effect than net cost changes."”” That
is, enrollment is subject to "sticker shock" and a one dollar increase in tuition does more to
discourage enrollment than a one dollar increase in financial aid (or tax reduction) does to
encourage enrollment.

Specific issues related to the college opportunity tax cut

The President's proposed expanded Lifetime Learning credit would provide a 28-percent
credit for qualified tuition and related expenses. As under present law, the maximum annual
expenses that could be taken into account for purposes of the credit would be $10,000 ($5,000
for 2001 and 2002). Thus, for example, a taxpayer with $5,000 of qualified tuition and related
expenses in 2000 would be able to claim a credit of up to $1,400 under the proposal, compared to
a maximum credit of $1,000 under present law. As under present law, the credit could be
claimed by the student or the student's parents (subject to a phase-out of the credit based on
AGI). As an alternative to claiming the credit, the President's proposal would permit an
above-the-line deduction of up to $10,000 per year ($5,000 for 2001 and 2002) for qualified
tuition and related expenses paid by the student or the student's parents.

Generally, the value of a deduction can be equated to a credit at a rate equivalent to the
taxpayer's marginal tax rate. Thus, for example, if a taxpayer in the 28-percent marginal tax
bracket is permitted to deduct $1,000 of educational expenses, the taxpayer's income tax liability
falls by $280. This would be equivalent to permitting the same taxpayer to claim a 28-percent
credit against his or her tax liability for the $1,000 of expenses. The effect under either a

1 U.S. Department of Education, Office of Educational Research and Improvement,
National Center for Education Statistics, The Condition of Education 1999, NCES 1999022
(Washington, D. C.: U.S. Government Printing Office), 1999. The figures reported are for all
institutions.

'* Bob Lyke, Tuition Tax Credit and Deduction: Issues Raised by the President's
Proposals, CRS Report for Congress, 96-607 EPW, July 3, 1996, provides a brief review of this
literature.

Bd.
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deduction or a credit is that the taxpayer's out-of-pocket expenditure is reduced to $720; although
the individual paid out $1,000, his or her income tax liability fell by $280. Thus, economists
sometimes say that the deduction or credit reduces the "price" of education. In this example, the
price of education is reduced to 72 cents per dollar of educational expenditure.'®

A taxpayer will generally prefer a deduction to a credit if his or her marginal tax rate
exceeds the credit rate, and will generally prefer the credit to the deduction if his or her marginal
tax rate is less than the credit rate. Taxpayers with marginal tax rates in excess of 28 percent
would thus prefer a deduction to a 28-percent credit. However, the proposed income phaseout of
the Lifetime Learning deduction and credit effectively precludes anyone with a regular marginal
income tax rate in excess of 28 percent from claiming the credit or deduction. Taxpayers with
marginal tax rates of 15 percent or less will generally prefer the credit to the deduction, while
those in the 28 percent bracket would generally be indifferent. For individuals whose returns are
affected by the alternative minimum tax ("AMT"), the deduction would be preferred because
nonrefundable credits may not reduce net tax liability below the amount of the tentative
minimum tax. For these taxpayers, a deduction would reduce tax liability by an amount equal to
the amount of the deduction multiplied by the effective minimum tax marginal rate (generally 26
or 28 percent). For taxable years beginning in 2000 and 2001, personal credits are not limited by
the AMT provisions, and for these years the credit option would be preferable for individuals
whose income is taxed at the 15 percent rate.

The expansion of the phase-out ranges for the credit or deduction preserves the basic
structure whereby the phase-out rate for married taxpayers filing jointly remains at twice the
levels for singles or head of households. This structure assures that no marriage penalties exist
from the phaseout, though it preserves and may enhance marriage bonuses related to the Lifetime
Learning credit. Some might question the relevance of marriage penalty considerations in setting
the phaseout ranges for a benefit for post-secondary education that generally accrues to parents of
college-age dependents, who will generally have made their marriage decision years earlier.

Such observers would argue that the proposal would inappropriately deny any tax benefit to a
head of household filer with AGI of $60,000 and three children in college, while granting the full
benefit to a married couple with AGI of $100,000 and only one child in college. They would
argue that any expansion of the phase-out range for the credit or deduction should be aimed at
increasing the range for single and head of household filers to that of the level for married filing
jointly. They might further argue that the credit should vary based on the number of individuals
incurring educational expenses. This would help reduce an inequity in the present law structure
of the Lifetime Learning credit which tends to provide more tax-based assistance to families
whose children are further apart in age than to families whose children are closer in age, though
the educational expenses of such families may be identical over time.

' The foregoing ignores the proposal's potential interaction with Pell Grants or other

public or private financial aid. Changes in other financial aid would alter the effective "price" of
educational expenditures calculated in this and subsequent examples.
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The proposal may increase complexity for taxpayers with education expenses. Present
law contains a variety of different education tax incentives, each with differing requirements. In
order to take full advantage of the tax benefits offered under present law, taxpayers must
determine which of the available incentives provides the greatest benefit. For many taxpayers,
such an analysis will be difficult and cumbersome. By adding another option for taxpayers with
educational expenses (i.e., the proposed deduction) and modifying the present-law Lifetime
Learning credit, the proposal may make it more difficult for taxpayers to determine which
education tax incentive is best for them.

Prior Action

The proposal for a deduction for qualified tuition and related expenses is similar to
proposals contained in the President’s Fiscal Year 1997 and 1998 Budget Proposals.

2. Extend authority to issue qualified zone academy bonds and expand to include authority
to issue qualified school modernization bonds

Present Law

Tax-exempt bonds

Interest on State and local governmental bonds generally is excluded from gross income
for Federal income tax purposes if the proceeds of the bonds are used to finance direct activities
of these governmental units, including the financing of public schools (sec. 103).

Qualified zone academy bonds

As an alternative to traditional tax-exempt bonds, States and local governments are given
the authority to issue “qualified zone academy bonds.” A total of $400 million of qualified zone
academy bonds is authorized to be issued in each of 1998, 1999, 2000, and 2001. The $400
million aggregate bond cap is allocated each year to the States according to their respective
populations of individuals below the poverty line. Each State, in turn, allocates the credit within
the State.

Certain financial institutions that hold qualified zone academy bonds are entitled to a
nonrefundable tax credit in an amount equal to a credit rate multiplied by the face amount of the
bond (sec. 1397E). A taxpayer holding a qualified zone academy bond on the credit allowance
date is entitled to a credit. The credit is includible in gross income (as if it were a taxable interest
payment on the bond), and may be claimed against regular income tax and AMT liability.

The Treasury Department sets the credit rate at a rate estimated to allow issuance of
qualified zone academy bonds without discount and without interest cost to the issuer. The
maximum term of the bond issued is determined by the Treasury Department, so that the present
value of the obligation to repay the bond is 50 percent of the face value of the bond.
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“Qualified zone academy bonds” are defined as bonds issued by a State or local
government if (1) at least 95 percent of the proceeds are used for the purpose of renovating,
providing equipment to, developing course materials for use at, or training teachers and other
school personnel in a “qualified zone academy,” and (2) private entities have promised to
contribute to the qualified zone academy certain equipment, technical assistance or training,
employee services, or other property or services with a value equal to at least 10 percent of the
bond proceeds.

A school is a “qualified zone academy” if (1) the school is a public school that provides
education and training below the college level, (2) the school operates a special academic
program in cooperation with businesses to enhance the academic curriculum and increase
graduation and employment rates, and (3) either (a) the school is located in one of the 31
designated empowerment zones or one of the 95 designated enterprise communities, or (b) it is
reasonably expected that at least 35 percent of the students at the school will be eligible for free
or reduced-cost lunches under the school lunch program established under the National School
Lunch Act.

Description of Proposal

In general

The proposal would authorize the issuance of additional qualified zone academy bonds
and of qualified school modernization bonds. It also would establish new requirements
applicable to qualified zone academy bonds and qualified school modernization bonds (“tax
credit bonds”). The new requirements would apply to tax credit bonds issued after December 31,
2000.

Qualified zone academy bonds

The proposal would authorize the issuance of an additional $1 billion of qualified zone
academy bonds in calendar year 2001 and of $1.4 billion in 2002. As under present law, the
aggregate volume limit would be allocated to States according to their respective populations of
individuals below the poverty line. The list of permissible uses of proceeds of qualified zone
academy bonds would be expanded to include school construction. Property financed with the
sale of qualified zone academy bonds would be required to be owned by a State of local
government.

Qualified school modernization bonds

Under the proposal, States and local governments also would be able to issue “qualified
school modernization bonds” to fund the construction, rehabilitation, or repair of public
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elementary and secondary schools."” Property financed with the sale proceeds of qualified school
modernization bonds would be required to be owned by a State or local government.

A total of $11 billion of qualified school modernization bonds could be issued in each of
2001 and 2002, with this amount to be allocated among the States and qualifying school districts.
One half of this annual $11 billion cap would be allocated among the 100 school districts with
the largest number of children living in poverty and up to 25 additional school districts that the
Secretary of Education determined to be in particular need of assistance.'® The remaining half of
the annual cap would be divided among the States and Puerto Rico."

An additional $200 million of bonds in each of 2001 and 2002 would be allocated by the
Secretary of the Interior for the construction, rehabilitation, and repair of the Bureau of Indian
Affairs-funded elementary and secondary schools.

Under the proposal, a bond would be treated as a qualified school modernization bond
only if the following three requirements were satisfied: (1) the Department of Education
approved the modernization plan of the State or eligible school district, which plan must (a)
demonstrate that a comprehensive survey had been undertaken of the construction and renovation
needs in the jurisdiction, and (b) describe how the jurisdiction would assure that bond proceeds
were used as proposed;™ (2) the State or local governmental entity issuing the bond received an
allocation for the bond from the appropriate entity; and (3) at least 95 percent of the bond
proceeds were used to construct, rehabilitate, or repair elementary or secondary school facilities.

Unlike qualified zone academy bonds, the proposed qualified school modernization
bonds would not be conditioned on contributions from private businesses.

"7 For this purpose, the term construction includes land upon which a school facility is to
be constructed.

'® The bond authority would be allocated among the school districts and among States
based on the amounts of Federal assistance received under the Basic Grant Formula for Title I of
the Elementary and Secondary Education Act of 1965. This assistance is based primarily upon
the number of low-income children residing in the district, with an adjustment for differences in
per-pupil expenditures. States would not be restricted to using the Title I Basic Grant Formula to
allocate the cap among school districts, but could use any appropriate mechanism.

" A small portion of the total cap would be set aside for each U.S. possession (other than
Puerto Rico) based on its share of the total U.S. poverty population.

** Modernization plans for Bureau of Indian Affairs-funded schools would be approved
by the Department of the Interior.
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Rules generally applicable to tax credit bonds generally

The proposal sets forth certain rules that would apply to all tax credit bonds. As with
present-law qualified zone academy bonds, the “credit rate” for tax credit bonds would be set
daily by the Treasury Department so that, on average, such bonds would be issued without
interest, discount, or premium. The maximum term of the bonds would be 15 years. Credits
would accrue quarterly.

Unlike under present law, any taxpayer would be able to hold a tax credit bond and
thereby claim the tax credit. Treasury would provide regulations regarding the treatment of
credits that flow through from a mutual fund to the holder of mutual fund shares. Ownership of
the bonds and credits could be separated, or “stripped;” that is, rights to future credits could be
sold separately from rights to repayment of principal. Credits could also be transferred through
repurchase agreements. Unused credits could not be carried back, but could be carried forward.

Under the proposal, at least 95 percent of the tax credit bond proceeds would have to be
used for qualifying purposes for the entire term of the bonds. Any investment earnings on the
bonds would be treated as bond proceeds. As of the date of issue, issuers would have to
reasonably expect to spend at least 95 percent of bond proceeds for qualifying purposes within
three years. In addition, the issuer would have reasonably expect to incur a binding obligation
with a third party to spend at least 10 percent of proceeds of the issue within 6 months of the date
of issue. To the extent 95 percent of the proceeds was not spent for qualifying purposes within
three years, the unexpended proceeds would have to be used to retire bonds within 90 days.

If the issuer established a sinking fund for the repayment of the principal, all sinking fund
assets would be required to be held in State and Local Government Securities (“SLGS”) issued
by the Treasury. Both school modernization bonds and qualified zone academy bonds could be
issued using a pooled financing structure as long as each loan satisfied the applicable
requirements for bonds issued on a per-project basis.

Any property financed with tax credit bond proceeds would be required to be used for a
qualifying purpose for at least a 15-year period after the date of issuance. If the use of a
bond-financed facility changed to a non-qualifying use within that 15-year period, the bonds
would cease to be qualifying bonds and would accrue no further tax credits. Further, the issuer
would be required to reimburse the Treasury for all tax credits (including interest) which accrued
within three years of the date of noncompliance. If the issuer failed to make a full and timely
reimbursement of tax credits, holders of the bonds would be liable for any remaining amounts.
Similar recapture rules would apply in the case of violations of other tax-related requirements of
tax credit bonds.

Effective date.--The proposal would be effective for bonds issued on or after January 1,
2001.
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Analysis

The proposals to expand the allocation for (and permissible uses of) zone academy bonds
and to establish school modernization bonds would subsidize a portion of the costs of new
investment in public school infrastructure and, in certain qualified areas, equipment and teacher
training. By subsidizing such costs, it is possible that additional investment will take place
relative to investment that would take place in the absence of the subsidy. If no additional
investment takes place than would otherwise, the subsidy would merely represent a transfer of
funds from the Federal Government to States and local governments. This would enable States
and local governments to spend the savings on other government functions or to reduce taxes.”'
In this event, the stated objective of the proposals would not be achieved.

Though called a tax credit, the Federal subsidy for tax credit bonds is equivalent to the
Federal Government directly paying the interest on a taxable bond issue on behalf of the State or
local government that benefits from the bond proceeds.” To see this, consider any taxable bond
that bears an interest rate of 10 percent. A thousand dollar bond would thus produce an interest
payment of $100 annually. The owner of the bond that receives this payment would receive a net
payment of $100 less the taxes owed on that interest. If the taxpayer were in the 28-percent
Federal tax bracket, such taxpayer would receive $72 after Federal taxes. Regardless of whether
the State government or the Federal Government pays the interest, the taxpayer receives the same
net of tax return of $72. In the case of tax credit bonds, no formal interest is paid by the Federal
Government. Rather, a tax credit of $100 is allowed to be taken by the holder of the bond. In
general, a $100 tax credit would be worth $100 to a taxpayer, provided that the taxpayer had at
least $100 in tax liability. However, for tax credit bonds, the $100 credit also has to be claimed
as income. Claiming an additional $100 in income costs a taxpayer in the 28-percent tax bracket
an additional $28 in income taxes, payable to the Federal Government. With the $100 tax credit
that is ultimately claimed, the taxpayer nets $72 on the bond. The Federal Government loses
$100 on the credit, but recoups $28 of that by the requirement that it be included in income, for a
net cost of $72, which is exactly the net return to the taxpayer. If the Federal Government had
simply agreed to pay the interest on behalf of the State or local government, both the Federal
Government and the bondholder/taxpayer would be in the same situation. The Federal

! Most economic studies have found that when additional funding is made available to
localities from outside sources, there is indeed an increase in public spending (this is known as
the “fly-paper” effect, as the funding tends to “stick” where it is applied). The additional
spending is not dollar for dollar, however, implying that there is some reduction of local taxes to
offset the outside funding. See Harvey Rosen, Public Finance, Second Ed., 1988, p. 530 for a
discussion of this issue.

2 This is true provided that the taxpayer faces tax liability of at least the amount of the
credit. Without sufficient tax liability, the proposed tax credit arrangement would not be as
advantageous. Presumably, only taxpayers who anticipate having sufficient tax liability to be
offset by the proposed credit would hold these bonds.
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Government would make outlays of $100 in interest payments, but would recoup $28 of that in
tax receipts, for a net budgetary cost of $72, as before. Similarly, the bondholder/taxpayer would
receive a taxable $100 in interest, and would owe $28 in taxes, for a net gain of $72, as before.
The State or local government also would be in the same situation in both cases.

The proposed tax credit regime to subsidize public school investment raises some
questions of administrative efficiencies and tax complexity. Because potential purchasers of the
zone academy bonds and school modernization bonds must educate themselves as to whether the
bonds qualify for the credit, certain “information costs” are imposed on the buyer. Additionally,
since the determination as to whether the bond is qualified for the credit ultimately rests with the
Federal Government, further risk is imposed on the investor. These information costs and other
risks serve to increase the credit rate and hence the costs to the Federal Government for a given
level of support to the zone academies or school modernization efforts. For these reasons, and
the fact that tax credit bonds will be less liquid than Treasury Securities, the bonds would bear a
credit rate that is equal to a measure of the yield on outstanding corporate bonds.*

The direct payment of interest by the Federal Government on behalf of States or
localities, which was discussed above as being economically the equivalent of the credit
proposal, would involve less complexity in administering the income tax, as the interest could
simply be reported as any other taxable interest. Additionally, the tax credit approach implies
that non-taxable entities would only be able to invest in the bonds to assist school investment
through repurchase agreements or by acquiring rights to repayment of principal if a tax credit
bond is stripped. In the case of a direct payment of interest, by contrast, tax-exempt
organizations would be able to enjoy such benefits.

Prior Action

A similar proposal was included in the President's Fiscal Year 1999 and 2000 Budget
Proposals.

In 1999, legislation authorizing an additional $400 million per year of qualified zone
academy bond issuance during calendar years 2000 and 2001 was enacted.

» The proposed school modernization bonds credit rate would be set by the Secretary of
the Treasury so that, on average, the bonds could be issued without interest, discount, or
premium.
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3. Expand exclusion for employer-provided educational assistance to include graduate
education

Present Law

Educational expenses paid by an employer for its employees are generally deductible to
the employer.

Employer-paid educational expenses are excludable from the gross income and wages of
an employee if provided under a section 127 educational assistance plan or if the expenses
qualify as a working condition fringe benefit under section 132. Section 127 provides an
exclusion of $5,250 annually for employer-provided educational assistance. The exclusion does
not apply to graduate courses beginning after June 30, 1996. The exclusion for
employer-provided educational assistance expires with respect to undergraduate courses
beginning on or after January 1, 2002.

In order for the exclusion to apply, certain requirements must be satisfied. The
educational assistance must be provided pursuant to a separate written plan of the employer. The
educational assistance program must not discriminate in favor of highly compensated employees.
In addition, not more than 5 percent of the amounts paid or incurred by the employer during the
year for educational assistance under a qualified educational assistance plan can be provided for
the class of individuals consisting of more than 5-percent owners of the employer (and their
spouses and dependents).

Educational expenses that do not qualify for the section 127 exclusion may be excludable
from income as a working condition fringe benefit.** In general, education qualifies as a working
condition fringe benefit if the employee could have deducted the education expenses under
section 162 if the employee paid for the education. In general, education expenses are deductible
by an individual under section 162 if the education (1) maintains or improves a skill required in a
trade or business currently engaged in by the taxpayer, or (2) meets the express requirements of
the taxpayer's employer, applicable law or regulations imposed as a condition of continued
employment. However, education expenses are generally not deductible if they relate to certain
minimum educational requirements or to education or training that enables a taxpayer to begin
working in a new trade or business.”

** These rules also apply in the event that section 127 expires and is not reinstated.

* In the case of an employee, education expenses (if not reimbursed by the employer)
may be claimed as an itemized deduction only if such expenses, along with other miscellaneous
deductions, exceed 2 percent of the taxpayer's AGI. The 2-percent floor limitation is disregarded
in determining whether an item is excludable as a working condition fringe benefit.
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Description of Proposal

The proposal would extend the present-law exclusion for employer-provided educational
assistance to apply to graduate courses, effective for courses beginning after July 1, 2000, and
before January 1, 2002.

Effective date.--The proposal would be effective for graduate-level courses beginning
after July 1, 2000, before June 1, 2002.

Analysis

The exclusion for employer-provided educational assistance programs is aimed at
increasing the levels of education and training in the workforce. The exclusion also reduces
complexity in the tax laws.

Present-law section 127 reduces the after-tax cost of employer-provided education to the
employee. This cost reduction could lead to larger expenditures on education for workers than
would otherwise occur. This extra incentive for education may be desirable if some of the
benefits of an individual's education accrue to society at large through the creation of a
better-educated populace or workforce, i.e., assuming that education creates “positive
externalities.” In that case, absent the subsidy, individuals would underinvest in education
(relative to the socially desirable level) because they would not take into account the benefits that
others indirectly receive. To the extent that expenditures on education represent purely personal
consumption, a subsidy would lead to over consumption of education.

Proponents of extending and expanding the benefits provided by section 127 observe that
more education generally leads to higher future wages for the individuals who receive the
education. Thus, proponents argue that higher future tax payments by these individuals will
compensate for the tax expenditure today. While empirical evidence does indicate that more
education leads to higher wages, whether the government is made whole on the tax expenditure
depends upon to which alternative uses the forgone government funds may have been put. For
example, proponents of increased government expenditures on research and development point
to evidence that such expenditures earn rates of return far in excess of those on most private
investments. If such returns exceed the financial returns to education, reducing such
expenditures to fund education benefits may reduce future tax revenues.

Because present-law section 127 provides an exclusion from gross income for certain
employer-provided education benefits, the value of this exclusion in terms of tax savings is
greater for those taxpayers with higher marginal tax rates. Thus, higher-paid individuals,

% Economic issues regarding tax subsides for education are discussed further in Part
I.A.1., above and also in Joint Committee on Taxation, Analysis of Proposed Tax Incentives for
Higher Education (JCS-3-97), March 4, 1997, 19-23.
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individuals with working spouses, or individuals with other sources of income may be able to
receive larger tax benefits than their fellow workers. Section 127 does not apply, however, to
programs under which educational benefits are provided only to highly compensated employees.

In general, in the absence of section 127, the value of employer-provided education is
excludable from income only if the education relates directly to the taxpayer's current job. If the
education would qualify the taxpayer for a new trade or business, however, then the value of the
education generally would be treated as part of the employee's taxable compensation. Under this
rule, higher-income, higher-skilled individuals may be more able to justify education as related to
their current job because of the breadth of their current training and responsibilities. For
example, a lawyer or professor may find more courses of study directly related to his or her
current job and not qualifying him or her for a new trade than would a clerk.

The section 127 exclusion for employer-provided educational assistance may counteract
this effect by making the exclusion widely available regardless of the employee's current job
status or job description. Proponents argue that the exclusion is primarily useful to nonhighly
compensated employees to improve their competitive position in the work force. In practice,
however, the scant evidence available seems to indicate that those individuals receiving
employer-provided educational assistance are somewhat more likely to be higher-paid workers,
particularly if the exclusion is extended to graduate level courses.”” The amount of the education
benefits provided by an employer also appears to be positively correlated with the income of the
recipient worker. Such evidence is consistent with the observation that, in practice, the exclusion
is more valuable to those individuals in higher marginal tax brackets. A reformulation of the
incentive as an inclusion of the value of benefits into income in conjunction with a tax credit
could make the value of the benefit more even across recipients subject to different marginal tax
brackets.*®

Reinstating the exclusion for graduate-level employer-provided educational assistance
may enable more individuals to seek higher education. Some argue that greater levels of higher
education are important to having a highly trained and competitive workforce, and may be
important in retraining workers who seek new employment. Others argue that the tax benefits
from extending the exclusion to graduate-level education will accrue mainly to higher-paid
workers. Others would argue that it would be desirable to extend the exclusion to graduate-level

*7 See, for example, The National Association of Independent Colleges and Universities,
“Who Benefits from Section 127,” December 1995; Coopers & Lybrand, “Section 127 Employee
Educational Assistance: Who Benefits? At What Cost?,” June 1989, 15; and Steven R. Aleman,
“Employer Education Assistance: A Profile of Recipients, Their Educational Pursuits, and
Employers,” CRS Report, 89-33 EPW, January 10, 1989, 9.

% If the credit were nonrefundable, then to the extent that a taxpayer reduces his or her
tax liability to zero, he or she might not be able to receive the full value of the credit.
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education, but that limiting the exclusion in this manner is appropriate given budgetary
constraints.

In addition to furthering education objectives, the exclusion for employer-provided
educational assistance may reduce tax-law complexity. In the absence of the exclusion,
employers and employees must make a determination of whether the exclusion is job-related.
This determination is highly factual in nature, and can lead to disputes between taxpayers and the
Internal Revenue Service (“IRS”), who may come to different conclusions based on the same
facts. The exclusion eliminates the need to make this determination.

Prior Action

A similar proposal to extend the exclusion to graduate-level courses was included in the
President's Fiscal Year 1997, 1999, and 2000 Budget Proposals. An extension of the exclusion
to graduate-level courses also was included in the Taxpayer Relief Act of 1997, the Education
Savings and School Excellence Act of 1998 (105th Cong.), and the Taxpayer Refund Act of
1999, all as passed by the Senate.

4. Eliminate 60-month limit on student loan interest deduction
Present Law

Present law provides an above-the-line deduction for certain interest paid on qualified
education loans. The deduction is limited to interest paid on a qualified education loan during
the first 60 months in which interest payments are required. Months during which the qualified
education loan is in deferral or forbearance do not count against the 60-month period.

The maximum allowable deduction is $2,000 in 2000, and $2,500 in 2001 and
thereafter.”” The deduction is phased out ratably for individual taxpayers with modified adjusted
gross income (“AGI”) of $40,000-$55,000 and $60,000-$75,000 for joint returns. The income
ranges will be indexed for inflation after 2002.

Description of Proposal

The proposal would eliminate the limit on the number of months during which interest
paid on a qualified education loan is deductible.

Effective date.--The proposal would generally be effective for interest paid on qualified
education loans after December 31, 2000.

2 The maximum allowable deduction for 1998 was $1,000 and for 1999 was $1,500.
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Analysis

The 60-month rule serves as an overall limit on the amount of interest that may be
deducted with respect to qualified education loans. Lengthening the time period over which
taxpayers may deduct student loan interest expense would lead to a lower after-tax cost of
financing education for those who have used large loans to finance their education or who do not
repay the loans within five years (e.g., because of insufficient resources). As a consequence,
lowering the after-tax cost of financing education could encourage those students that need large
loans in order to finance their education to pursue more education than they would have
otherwise. On the other hand, lengthening the time period over which taxpayers may deduct
student loan interest expense could encourage some taxpayers to take on more debt for a given
level of education expenses in order to finance a greater level of current consumption. This
additional debt assumed would not be associated with a greater educational attainment, but
rather, because of the fungibility of money, could serve as a way to make some consumer interest
expense deductible.

The 60-month rule creates administrative burdens and complexities for individuals. For
example, an individual with more than one student loan may have to keep track of different 60-
month periods for each loan. Issues may arise as to the proper application of the 60-month rule
in the event that an individual consolidates student loans. Special rules are needed to apply the
60-month rule in common situations, such as periods of loan deferment or forbearance and
refinancings. Eliminating the 60-month rule would simplify the student loan interest deduction.

Other rules could be adopted to serve the purpose of the 60-month rule, but such rules
also would be likely to add complexity. For example, some have suggested that the 60-month
rule be replaced with a lifetime limit on the amount of deductible interest. Such a rule would
require individuals to keep track of the total amount of interest they have deducted. Such records
would need to be kept longer than under the 60-month rule as interest payments may be made
over a longer period of time. Additional complexities would have to be addressed, such as how
the lifetime limit would be allocated when there is a change in status of the taxpayer, such as
through marriage or divorce. A lifetime limit would could also alter the class of taxpayers who
benefit from the deduction and could create winners and losers relative to present law.

Some have argued that the 60-month rule (or an alternative) is unnecessary, particularly
given its complexity, because of the annual limit on the deduction. In addition, the AGI limits
may serve to limit the number of years over which an individual can deduct student loan interest,
because AGI may increase to a level in excess of the threshold as the individual works.

In addition to simplifying the student loan interest deduction, the proposal would
eliminate possible inconsistent treatment of taxpayers based on how a lender structures the
interest payments on a qualified loan and when a taxpayer chooses to make payments. For
example, a taxpayer who elects to capitalize interest that accrues on a loan while the taxpayer is
enrolled in college (and the loan is in deferment) may be able to deduct more total interest
payments than a taxpayer (with the same size qualified education loan) who elects to pay the
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interest currently during college. This is because the 60-month rule is suspended during the
deferment, but would continue to elapse in the latter case while payments are being made.

Prior Action
The proposal is similar to a proposal contained in the President’s Fiscal Year 2000
Budget Proposal. A similar proposal was included in the Taxpayer Refund and Relief Act of
1999, as passed by the Congress and vetoed by the President, except that under that proposal the
beginning point of the income phaseout for individual taxpayers was increased to $45,000 and

for taxpayers filing joint returns to $90,000.

5. Eliminate tax on forgiveness of direct student loans subject to income contingent
repayment

Present Law

Tax treatment of student loan forgiveness

In the case of an individual, gross income subject to Federal income tax does not include
any amount from the forgiveness (in whole or in part) of certain student loans, provided that the
forgiveness is contingent on the student's working for a certain period of time in certain
professions for any of a broad class of employers (sec. 108(f)).

Student loans eligible for this special rule must be made to an individual to assist the
individual in attending an educational institution that normally maintains a regular faculty and
curriculum and normally has a regularly enrolled body of students in attendance at the place
where its education activities are regularly carried on. Loan proceeds may be used not only for
tuition and required fees, but also to cover room and board expenses (in contrast to tax free
scholarships under section 117, which are limited to tuition and required fees).

The loan must be made by (1) the United States (or an instrumentality or agency thereof),
(2) a State (or any political subdivision thereof), (3) certain tax-exempt public benefit
corporations that control a State, county, or municipal hospital and whose employees have been
deemed to be public employees under State law, or (4) an educational organization that originally
received the funds from which the loan was made from the United States, a State, or a tax-
exempt public benefit corporation. In addition, an individual's gross income does not include
amounts from the forgiveness of loans made by educational organizations (and certain tax-
exempt organizations in the case of refinancing loans) out of private, nongovernmental funds if
the proceeds of such loans are used to pay costs of attendance at an educational institution or to
refinance any outstanding student loans (not just loans made by educational organizations) and
the student is not employed by the lender organization. In the case of loans made or refinanced
by educational organizations (as well as refinancing loans made by certain tax-exempt
organizations) out of private funds, the student’s work must fulfill a public service requirement.
The student must work in an occupation or area with unmet needs and such work must be
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performed for or under the direction of a tax-exempt charitable organization or a governmental
entity.

Federal Direct Loan Program; income-contingent repayment option

A major change in the delivery of Federal student loans occurred in 1993. The Student
Loan Reform Act (“SLRA”), part of the Omnibus Budget Reconciliation Act of 1993, converted
the Federal Family Education Loans (“FFEL”), which were made by private lenders and
guaranteed by the Federal government, into direct loans made by the Federal government to
students through their schools (the William D. Ford Direct Loan Program).** The Direct Loan
Program began in academic year 1994-95 and was to be phased in, with at least 60 percent of all
student loan volume to be direct loans by the 1998-1999 academic year.

Federal Direct Loans include Federal Direct Stafford/Ford Loans (subsidized and
unsubsidized), Federal Direct PLUS loans, and Federal Direct Consolidation loans. The SLRA
requires that the Secretary of Education offer four alternative repayment options for direct loan
borrowers: standard, graduated, extended, and income-contingent. However, the income-
contingent option is not available to Direct PLUS borrowers. If the borrower does not choose a
repayment plan, the Secretary may choose one, but may not choose the income-contingent
repayment option.”’ Borrowers are allowed to change repayment plans at any time.

Under the income-contingent repayment option, a borrower must make annual payments
for a period of up to 25 years based on the amount of the borrower's Direct Loan (or Direct
Consolidated Loan), adjusted gross income (AGI) during the repayment period, and family size.’
Generally, a borrower's monthly loan payment is capped at 20 percent of discretionary income
(AGI minus the poverty level adjusted for family size).” If the loan is not repaid in full at the

2

* For a comprehensive description of the Federal Direct Loan program, see U.S. Library
of Congress, Congressional Research Service, The Federal Direct Student Loan Program, CRS
Report for Congress No. 95-110 EPW, by Margot A. Schenet (Washington, D.C.), updated
October 16, 1996.

3! Defaulted borrowers of direct or guaranteed loans may also be required to repay
through an income-contingent plan for a minimum period.

2 The Department of Education revised the regulations governing the income-contingent
repayment option, effective July 1, 1996. See Federal Register, December 1, 1995, pp. 61819-
61828.

* If the monthly amount paid by a borrower does not equal the accrued interest on the
loan, the unpaid interest is added to the principal amount. This is called "negative amortization."
Under the income-contingent repayment plan, the principal amount cannot increase to more than
110 percent of the original loan; additional unpaid interest continues to accrue, but is not
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end of a 25-year period, the remaining debt is canceled by the Secretary of Education. There is
no community or public service requirement.

Description of Proposal

The exclusion from income for amounts from forgiveness of certain student loans would
be expanded to cover forgiveness of direct student loans made through the William D. Ford
Federal Direct Loan Program, if loan repayment and forgiveness are contingent on the borrower's
income level.

Effective date.--The proposal would be effective for loan cancellations after December
31, 2000.

Analysis

There are three types of expenditures incurred by students in connection with their
education: (1) direct payment of tuition and other education-related expenses; (2) payment via
implicit transfers received from governments or private persons; and (3) forgone wages. The
present-law income tax generally treats direct payments of tuition as consumption, neither
deductible nor amortizable. By not including the implicit transfers from governments or private
persons in the income of the student, present law offers the equivalent of expensing of those
expenditures undertaken on behalf of the student by governments and private persons. This
expensing-like treatment also is provided for direct transfers to students in the form of qualified
scholarships excludable from income. Similarly, because forgone wages are never earned, the
implicit expenditure incurred by students forgoing present earnings also receives expensing-like
treatment under the present-law income tax.*

The Federal government could help a student finance his or her tuition and fees by
making a loan to the student or granting a scholarship to the student. In neither case are the funds
received by the student includible in taxable income. Economically, a subsequent forgiveness of
the loan converts the original loan into a scholarship. Thus, as noted above, excluding a
scholarship from income or not including a forgiven loan in income is equivalent to permitting a
deduction for tuition paid.

While present-law section 117 generally excludes scholarships from income, regardless
of the recipient’s income level, to the extent they are used for qualified tuition and related

capitalized.

** For a more complete discussion of education expenses under a theoretical income tax
and the present-law income tax prior to changes made in the 1997 Act, see Joint Committee on
Taxation, Analysis of Proposed Tax Incentives for Higher Education (JCS-3-97), March 4, 1997,
pp-19-23.
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expenses, certain other education tax benefits are subject to expenditure and income limitations.
For example, the HOPE credit limits expenditures that qualify for tax benefit to $2,000 annually
(indexed for inflation after the year 2000) and the Lifetime Learning credit limits expenditures
that qualify for tax benefit to $5,000 annually ($10,000 beginning in 2003).” In addition, the
HOPE and Lifetime Learning credits are limited to taxpayers with modified adjusted gross
incomes of $50,000 ($100,000 for joint filers) or less. No comparable expenditure or income
limitations would apply to individuals who benefit from loan forgiveness under the proposal.
For example, the expenditure limitation contained in section 117 would not apply; thus, the
provision could permit students to exclude from income amounts in excess of the qualified
tuition and related expenses that would have been excludable under section 117 had the loan
constituted a scholarship when initially made. However, it could be argued that expenditure
limits are not necessary because the Federal Direct Loan program includes restrictions on the
annual amount that a student may borrow, and that income limitations are unnecessary because
an individual who has not repaid an income contingent loan in full after 25 years generally would
be a lower-income individual throughout most of that 25-year period.

In addition, it could be argued that expanding section 108(f) to cover forgiveness of
Federal Direct Loans for which the income-contingent repayment option is elected is inconsistent
with the conceptual framework of 108(f). There is no explicit or implicit public service
requirement for cancellation of a Federal Direct Loan under the income-contingent repayment
option. Rather, the only preconditions are a low AGI and the passage of 25 years.

As of May 1, 1996, 15 percent of the Direct Loan borrowers in repayment had selected
the income-contingent option.”® Among those who choose the income-contingent repayment
option, the Department of Education has estimated that slightly less than 12 percent of borrowers
will fail to repay their loans in full within 25 years and, consequently, will have the unpaid
amount of their loans discharged at the end of the 25-year period.”” Thus, the primary revenue
effects associated with this provision would not commence until 2019 -- 25 years after the
program originated in 1994.

** For a more complete description of the HOPE and Lifetime Learning credits, see Joint
Committee on Taxation, General Explanation of Tax Legislation Enacted in 1997 (JCS-23-97),
December 17, 1997, pp. 11-20.

%% The Federal Direct Student Loan Program, p.12. The Department of Education
estimates that approximately 60 percent of borrowers will be in a repayment plan other than the
standard 10-year repayment plan.

7 See Federal Register, September 20, 1995, p. 48849.
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Prior Action

The proposal was included in the President’s Fiscal Year 1998, 1999, and 2000 Budget
Proposals, as well as in the House and Senate versions of the Taxpayer Relief Act of 1997. The
proposal was, however, not included in the conference report.

6. Tax treatment of education awards under certain Federal programs

a. Eliminate tax on awards under National Health Corps Scholarship Program and
F. Edward Hebert Armed Forces Health Professions Scholarship and Financial Assistance
Program

Present Law

Section 117 excludes from gross income amounts received as a qualified scholarship by
an individual who is a candidate for a degree and used for tuition and fees required for the
enrollment or attendance (or for fees, books, supplies, and equipment required for courses of
instruction) at a primary, secondary, or post-secondary educational institution. The tax-free
treatment provided by section 117 does not extend to scholarship amounts covering regular living
expenses, such as room and board. In addition to the exclusion for qualified scholarships, section
117 provides an exclusion from gross income for qualified tuition reductions for certain
education provided to employees (and their spouses and dependents) of certain educational
organizations.

Section 117(c) specifically provides that the exclusion for qualified scholarships and
qualified tuition reductions does not apply to any amount received by a student that represents
payment for teaching, research, or other services by the student required as a condition for
receiving the scholarship or tuition reduction.

Section 134 provides that any “qualified military benefit,” which includes any allowance,
is excluded from gross income if received by a member or former member of the uniformed
services if such benefit was excludable from gross income on September 9, 1986.

The National Health Service Corps Scholarship Program (the “NHSC Scholarship
Program”) and the F. Edward Hebert Armed Forces Health Professions Scholarship and
Financial Assistance Program (the “Armed Forces Scholarship Program”) provide education
awards to participants on condition that the participants provide certain services. In the case of
the NHSC Program, the recipient of the scholarship is obligated to provide medical services in a
geographic area (or to an underserved population group or designated facility) identified by the
Public Health Service as having a shortage of health-care professionals. In the case of the Armed
Forces Scholarship Program, the recipient of the scholarship is obligated to serve a certain
number of years in the military at an armed forces medical facility. These education awards
generally involve the payment of higher education expenses (under the NHSC Program, the
awards may be also used for the repayment or cancellation of existing or future student loans).
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Because the recipients are required to perform services in exchange for the education awards, the
awards used to pay higher education expenses are taxable income to the recipient.

Description of Proposal

The proposal would provide that amounts received by an individual under the NHSC
Scholarship Program or the Armed Forces Scholarship Program are eligible for tax-free treatment
as qualified scholarships under section 117, without regard to any service obligation by the
recipient.

Effective date.--The proposal would be effective for education awards received after
December 31, 2000.

b. Eliminate tax on repayment or cancellation of student loans under NHSC
Scholarship Program, Americorps Education Award Program, and Armed Forces Health
Professions Loan Repayment Program

Present Law

In the case of an individual, gross income subject to Federal income tax does not include
any amount from the forgiveness (in whole or in part) of certain student loans, provided that the
forgiveness is contingent on the student's working for a certain period of time in certain
professions for any of a broad class of employers.*®

Student loans eligible for this special rule must be made to an individual to assist the
individual in attending an educational institution that normally maintains a regular faculty and
curriculum and normally has a regularly enrolled body of students in attendance at the place
where its education activities are regularly carried on. Loan proceeds may be used not only for
tuition and required fees, but also to cover room and board expenses (in contrast to tax free
scholarships under section 117, which are limited to tuition and required fees).

The loan must be made by (1) the United States (or an instrumentality or agency thereof),
(2) a State (or any political subdivision thereof), (3) certain tax-exempt public benefit
corporations that control a State, county, or municipal hospital and whose employees have been
deemed to be public employees under State law, or (4) an educational organization that originally
received the funds from which the loan was made from the United States, a State, or a tax-
exempt public benefit corporation. In addition, an individual's gross income does not include
amounts from the forgiveness of loans made by educational organizations (and certain tax-
exempt organizations in the case of refinancing loans) out of private, nongovernmental funds if
the proceeds of such loans are used to pay costs of attendance at an educational institution or to
refinance any outstanding student loans (not just loans made by educational organizations) and

% Section 108(f).
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the student is not employed by the lender organization. In the case of loans made or refinanced
by educational organizations (as well as refinancing loans made by certain tax-exempt
organizations) out of private funds, the student’s work must fulfill a public service requirement.
The student must work in an occupation or area with unmet needs and such work must be
performed for or under the direction of a tax-exempt charitable organization or a governmental
entity.

The NHSC Scholarship Program, the Americorps Education Award Program, and the
Armed Forces Health Professions Loan Repayment Program provide education awards to
participants that may be used for the repayment or cancellation of existing or future student
loans. However, the repayment or cancellation of student loans under these programs appears
not to meet the requirements for exclusion under current-law section 108(f), because the
repayment or cancellation of student loans in some instances is not contingent on the
participant’s working for any of a broad class of employers.

Description of Proposal

The proposal would provide that any repayment or cancellation of a student loan under
the NHSC Scholarship Program, the Americorps Education Award Program, or the Armed
Forces Health Professions Loan Repayment Program is excludable from income. The tax-free
treatment would apply only to the extent that the student incurred qualified tuition and related
expenses in excess of those which were taken into account in determining the amount of any
education credit claimed during academic periods when the student loans were incurred.”

Effective date.--The proposal would be effective for repayments or cancellations of
student loans received after December 31, 2000.

Analysis for a. and b.

Proponents of the proposed exclusions assert that the current imposition of tax liability on
awards, repayments, or cancellations under the NHSC Scholarship Program, the Armed Forces
Scholarship and Loan Repayment Programs, and the Americorps Education Award Program
undermines the objective of providing incentives for individuals to serve as health professionals
and teachers in underserved areas or as health professionals in the Armed Forces. There are,
however, a number of similar federal (e.g., National Institutes of Health Undergraduate
Scholarship Program) and state (e.g., Illinois Department of Public Health State Scholarships)
programs that are in the same position as the programs that would be assisted by the proposal.
Consequently, the proposals would result in unequal treatment of similarly situated taxpayers
under various education award programs.

% For this purpose, qualified expenses were not taken into account to the extent that the
otherwise allowable credit was reduced due to the taxpayer’s AGI.
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While the Department of Defense takes the position that section 134 applies to awards
made under the Armed Forces Health Professions Scholarship and Loan Repayment Programs, it
has requested that the programs be included in the proposals.

Prior Action

A provision similar to the proposal to eliminate tax on awards under National Health
Corps Scholarship Program and F. Edward Hebert Armed Forces Health Professions Scholarship
and Financial Assistance Program was included in the Education Savings and School Excellence
Act of 1998 as passed by Congress and vetoed by the President and in the Taxpayer Refund and
Relief Act of 1999 as passed by the Congress and vetoed by the President. There has been no
prior action on the proposal to eliminate tax on repayment or cancellation of student loans under
NHSC Scholarship Program, Americorps Education Award Program, and Armed Forces Health
Professions Loan Repayment Program.
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B. Provisions for Poverty Relief and Community Revitalization
1. Expand and simplify the EIC

Present Law

In general

Certain eligible low-income workers are entitled to claim a refundable earned income
credit (“EIC”) on their Federal income tax returns. A refundable credit is a credit that not only
reduces an individual’s tax liability but allows refunds to the individual of amounts in excess of
income tax liability. The amount of the credit an eligible individual may claim depends upon
whether the individual has one, more than one, or no qualifying children, and is determined by
multiplying the credit rate by the individual’s earned income up to an earned income amount.
The maximum amount of the credit is the product of the credit rate and the earned income
amount. The credit is phased out above certain income levels. For individuals with earned
income (or modified adjusted gross income (“AGI”), if greater) in excess of the beginning of the
phase-out range, the maximum credit amount is reduced by the phase-out rate multiplied by the
earned income (or modified AGI, if greater) in excess of the beginning of the phase-out range.
For individuals with earned income (or modified AGI, if greater) in excess of the end of the
phase-out range, no credit is allowed. In the case of a married individual who files a joint return,
the income for purposes of these tests is the combined income of the couple.

The parameters of the credit for taxable years beginning in 2000 are provided in Table 1,
below.

Table 1.--Earned Income Credit Parameters
(Taxable Years Beginning in 2000)

Twoor more  One qualifying  No qualifying

qualifying child children
children
Credit rate (percent) .. ................. 40.00% 34.00% 7.65%
Earned income amount ................ $9,720 $6,920 $4,610
Maximumeredit . .. ....... ... .. .. .. .. $3,888 $2,353 $353
Phase-outbegins ..................... $12,690 $12,690 $5,770
Phase-out rate (percent) ................ 21.06% 15.98% 7.65%
Phase-outends ....................... $31,152 $27,413 $10,380
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Earned income

For purposes of the EIC, earned income has been determined to include both taxable
earned income (e.g., taxable wages, salaries, tips and net earnings from self-employment) and
some nontaxable earned income (e.g., U.S. military combat pay, certain employer-provided
dependent care assistance benefits, and certain housing allowances or the rental value of provided
housing for the clergy).

Taxpayer identification number “TIN” requirement for individuals with qualifying
children

Generally, an individual must have a principal place of abode for more than one-half of
the taxable year in the United States and either have a qualifying child(ren) or meet other
requirements to be eligible for the EIC. Each qualifying child must meet a relationship test, a
residency test and an age test. If an individual with a one qualifying child or two or more
qualifying children meets the requirements of the EIC, then the individual is allowed the EIC for
individuals with a qualifying child or two or more qualifying children, respectively. However,
generally, the EIC available for individuals with a qualifying child (or two or more qualifying
children) is denied unless the individual includes the name, age and TIN of each qualifying child
on the individual’s Federal income tax return for the taxable year.

To qualify for the EIC available to individuals with no qualifying children, an individual
(and spouse, if any) must satisfy an age test and may not be a dependent of any other taxpayer for
the taxable year. Further, neither the EIC for individuals with a qualifying child (or two or more
qualifying children) nor the EIC for individuals with no qualifying children is available for
individuals with one or more qualifying children if the TIN reporting requirement is not satisfied
for any qualifying children.

Description of Proposal

In general

There are three proposed changes to the general present-law rules for the EIC. The first
proposal would create a new credit rate for individuals with three or more qualifying children by
increasing the currently applicable credit rate from 40 percent to 45 percent. Because the
beginning point of the phase-out range for individuals with three or more qualifying children
would be the same as the present-law beginning point for other individuals with qualifying
children, the larger maximum credit amount would increase the length of the phase-out range for
individuals with three or more qualifying children. The maximum increase in the end-point of
the phase-out range attributable to this proposal alone would be $2,307 in 2000.** The second
proposal would increase the beginning point of the phase-out range of the EIC for certain married

* Source: Joint Committee on Taxation staff projection.
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couples filing a joint return by $1,450. This proposal would also increase the end-point of the
phase-out range by $1,450 for affected individuals and such increase would be in addition to: (1)
any increase in the end-point of the phase-out range required by the larger EIC for individuals
with three or more qualifying children described above; or (2) any increase attributable to the
lower phase-out rate for individuals described below. The third proposal would reduce the
phase-out rate of the EIC for families with two or more children from 21.06 percent to 19.06
percent. The maximum increase in the end-point of the phase-out range attributable to the third
proposal would be $1,937 in 2000.*' In combination the three proposals would increase the end-
point of the EIC phase out range by a maximum of $5,937 in 2000.* The phase-out range of the
EIC (including the $1,450 increase for joint returns) will continue to be indexed for inflation, as
under present law.

Earned income

The proposal would provide for purposes of the EIC that earned income would not
include nontaxable earned income (e.g., 401(k) contributions).

Taxpayer identification number “TIN” requirement for individuals with qualifying
children

The proposals would make two changes. First, it would provide that an individual who
meets the requirements for an EIC with no qualifying children may claim the EIC for an
individual with no qualifying children where the individual has qualifying children for whom the
TIN requirement is not satisfied. Second, it would clarify the operation of the AGI tiebreaker test
but the specifics of the proposal are unclear.

Effective date

The proposal would be effective for taxable years beginning after December 31, 1999.
Analysis

In general

Proponents of the proposals may argue that they are logical extensions of a program that
has already been previously expanded several times. Such proponents argue that the history of
the EIC is a series of successful expansions delivering a combination of both tax relief and direct
outlay monies (the refundable portion of the EIC) to working individuals and families with

*I Source: Joint Committee on Taxation staff projection.

** Source: Joint Committee on Taxation staff projection. (Note: Projections do not add to
totals due to interaction.)
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relatively low incomes. They argue that the EIC has delivered benefits to millions of working
poor. Others note that concerns have been expressed about the size and efficacy of the EIC in
recent years. By its nature as a refundable credit with general applicability, the EIC has placed
significant administrative demands on the IRS. As the size and complexity of the EIC have
grown, the IRS has had to expand the level of resources devoted to the credit’s administration. In
recent years, numerous administrative and legislative initiatives have been implemented to
attempt to reduce error rates in the claiming of the credit. Given the recentness of these efforts,
some may argue that a comprehensive review of the EIC and its operation is necessary before
another significant expansion is implemented.

The first EIC proposal would expand the EIC for families with three or more qualifying
children. It would accomplish this by increasing the credit rate applicable to those families from
40 percent to 45 percent. Thus the maximum EIC for families with three or more qualifying
children would be increased from $3,888 to $4,374 in 2000.* Proponents of this proposal argue
that increasing the size of the EIC to poor working families with three of more children will lift
many such families out of poverty. They point out that the poverty rate for families with three of
more related children is more than twice the poverty rate for smaller families, and that more than
60 percent of all poor children are in families with three or more children.

Opponents of this expansion might express the concern that this proposal would provide
an incentive for poor working families to have more children. They might argue that a logical
extension of this proposal would be to provide ever larger credits for families with four children,
five children, etc. In addition, opponents might state that help for families of working poor
should not be delivered through the EIC, but rather requires a broader approach (e.g., better
education or a higher minimum wage). Proponents of this expansion may respond that, in itself,
the increased size of the expanded credit is not adequate to compensate for the costs of an
additional child and will not act as an incentive for that reason. They may continue that this EIC
expansion is very targeted relief for large working poor families, which is necessary even in the
context of additional, perhaps broader, initiatives to address the issue of the working poor.

The second proposal would increase the beginning point of the phase out range by $1,450
for married couples where each spouse has at least $725 of earned income. The effect of this
proposed increase in the beginning of the phase-out range would be to increase the EIC for
married two-earner couples in the phase-out range by an amount up to $1,450 times the phase-out
rate. For example, for couples with two or more qualifying children, the maximum increase in
the EIC as a result of this provision would be $1,450 multiplied by 21.06 percent, or $305.37.*
This proposal would also expand the number of married couples eligible for the EIC.

“ Source: Joint Committee on Taxation staff projection.

*If the related proposal to reduce the EIC phase out rate from 21.06 percent to 19.06
percent for individuals with two or more children is enacted the maximum benefit from this
proposal would also be reduced to $276.37 ($1,450 times 19.06 percent).
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Specifically, the $1,450 increase in the end point of the phase-out range would make married
couples with earnings up to $1,450 beyond the present-law phase-out range eligible for the credit.
The other EIC proposals may also increase the end point of the phase-out range in addition to any
increase attributable to this proposal.

Proponents of this second proposal would argue that it reduces the marriage penalty
applicable to certain two-earner married couples without creating new marriage bonuses. Some
opponents may express concern about the cliff effect of conditioning this relief on each spouse
having at least $725 of earned income. They point out that an additional refundable credit
amount of $305.37 is dependent on the addition of one dollar of earned income (from $724 to
$725) to the lesser earning spouse. Notwithstanding this cliff effect, other commentators might
argue that the proposal does not go far enough in relieving the marriage penalty related to the
EIC. For example, an unmarried individual with $12,000 of earned income and two qualifying
children who marries another individual with $24,000 of earned income and no qualifying
children would lose the entire EIC ($3,888) under present law and would get no relief under this
proposal.

The third proposal would reduce the phase-out rate of the EIC for families with two or
more children from 21.06 percent to 19.06 percent. Proponents of this proposal argue that high
phase-out rates result in high marginal tax rates which can be a disincentive for workers in the
phase-out range. They argue that reducing the phase-out rate of the EIC for children with two or
more qualifying children will reduce such disincentives to work. Opponents respond that any
phase-out rate creates a disincentive to work and the more a phase-out rate is lowered, the longer
will be the phase-out range and the greater the likelihood that some individuals who do not need
the EIC will become eligible for it.

Earned income

Proponents advance three arguments for the proposal that earned income not include
nontaxable earned income. First, they argue that it would ease administration of the EIC for the
IRS. The IRS, they argue, would need to track only taxable income which is easier to track than
nontaxable income because of the present-law third party reporting requirements. Second, they
argue that the proposal would alleviate taxpayer confusion regarding what constitutes taxable and
nontaxable income. Others respond that the proposal does not separately define taxable income
for these purposes so that no significant simplification would be achieved. Third, since 401(k)
contributions would no longer be treated as earned income for purposes of the EIC, it is argued
that this provision would provide savings incentives for the working poor. Others respond that
the EIC is not the reason why working poor have low savings rates and that this change is
unlikely to result in increased savings by affected individuals.

Another concern about this proposal is that affected individuals will have the amount of
their EIC changed even though their economic income is unchanged. Approximately one million
EIC filers currently in the phase-out range will be treated as having less earned income and
therefore will receive a larger EIC as a result of the proposal even though their economic income
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is unchanged. Similarly, approximately 50,000 filers who currently have less earned income than
necessary to receive the maximum EIC or to be subject to the EIC phase-out will have their total
EIC decreased even though their economic income is also unchanged.

Taxpayer identification number “TIN” requirement for individuals with qualifying
children

This proposal is based on the argument that a technical correction is necessary to satisfy
prior legislative intent to extend the EIC for individuals with no qualifying children to certain
individuals who are currently ineligible. Proponents argue that the EIC for individuals with no
qualifying children should be allowed to individuals who fail to satisfy the TIN reporting
requirements with respect to one or more qualifying children. Opponents counter that
individuals should be encouraged to obtain a TIN for qualifying children.

Prior Action
No prior action.
2. Increase low-income housing tax credit annual volume limit
Present Law

A tax credit, claimed over a 10-year period is allowed for the cost of rental housing
occupied by tenants having incomes below specified levels. The credit percentage for newly
constructed or substantially rehabilitated housing that is not otherwise Federally subsidized (with
limited exceptions) is adjusted monthly by the IRS so that the 10 annual installments have a
present value of 70 percent of the total qualified expenditures. The credit percentage for new
substantially rehabilitated housing that also receives other Federal subsidies and for existing
housing that is substantially rehabilitated is calculated to have a present value of 30 percent
qualified expenditures.

The aggregate credit authority provided annually to each State is $1.25 per resident.
Credits that remain unallocated by States after prescribed periods are reallocated to other States
through a “national pool.” Credits for low-income rental housing projects financed with the
proceeds of tax-exempt bonds issued under the annual State private activity bond volume limits
are not subject to the credit volume limit.
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Description of Proposal

The State $1.25 per resident low-income housing credit limits would be increased to
$1.75 per resident beginning in calendar year 2001. The $1.75 amount would be indexed for
inflation beginning on calendar year 2002.

Effective date.--The proposal would be effective for calendar years beginning after
December 31, 2000.

Analysis

Demand subsidies versus supply subsidies

As is the case with direct expenditures, the tax system may be used to improve housing
opportunities for low-income families either by subsidizing rental payments (increasing demand)
or by subsidizing construction and rehabilitation of low-income housing units (increasing

supply).

The provision of Federal Section 8 housing vouchers is an example of a demand subsidy.
The exclusion of the value of such vouchers from taxable income is an example of a demand
subsidy in the Internal Revenue Code. By subsidizing a portion of rent payments, these vouchers
may enable beneficiaries to rent more or better housing than they might otherwise be able to
afford. The low-income housing credit is an example of a supply subsidy. By offering a subsidy
worth 70 percent (in present value) of construction costs, the credit is designed to induce
investors to provide housing to low-income tenants, or a better quality of housing, than otherwise
would be available.

A demand subsidy can improve the housing opportunities of a low-income family by
increasing the family's ability to pay for more or higher quality housing. In the short run, an
increase in the demand for housing, however, may increase rents as families bid against one
another for available housing. Consequently, while a family who receives the subsidy may
benefit by being able to afford more or better housing, the resulting increase in market rents may
reduce the well-being of other families. In the long run, investors should supply additional
housing because higher rents increase the income of owners of existing rental housing, and
therefore may be expected to make rental housing a more attractive investment. This should
ameliorate the short-term increase in market rents and expand availability of low-income
housing.

A supply subsidy can improve the housing opportunities of a low-income family by
increasing the available supply of housing from which the family may choose. Generally, a
supply subsidy increases the investor's return to investment in rental housing. An increased
after-tax return should induce investors to provide more rental housing. As the supply of rental
housing increases, the market rents investors charge should decline as investors compete to
attract tenants to their properties. Consequently, not only could qualifying low-income families
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benefit from an increased supply of housing, but other renters could also benefit. In addition,
owners of existing housing may experience declines in income or declines in property values as
rents fall.

Efficiency of demand and supply subsidies

In principle, demand and supply subsidies of equal size should lead to equal changes in
improved housing opportunities. There is debate as to the accuracy of this theory in practice.
Some argue that both direct expenditures and tax subsidies for rental payments may not increase
housing consumption dollar for dollar. One study of the Federal Section 8 Existing Housing
Program suggests that, for every $100 of rent subsidy, a typical family increases its expenditure
on housing by $22 and increases its expenditure on other goods by $78.** While the additional
$78 spent on other goods certainly benefits the family receiving the voucher, the $100 rent
subsidy does not increase their housing expenditures by $100.

Also, one study of government-subsidized housing starts between 1961 and 1977
suggests that as many as 85 percent of the government-subsidized housing starts may have
merely displaced unsubsidized housing starts.* This figure is based on both moderate- and
low-income housing starts, and therefore may overstate the potential inefficiency of tax subsidies
solely for low-income housing. Displacement is more likely to occur when the subsidy is
directed at projects the private market would have produced anyway. Thus, if relatively small
private market activity exists for low-income housing, a supply subsidy is more likely to produce
a net gain in available low-income housing units because the subsidy is less likely to displace
otherwise planned activity.

The theory of subsidizing demand assumes that, by providing low-income families with
more spending power, their increase in demand for housing will ultimately lead to more or better
housing being available in the market. However, if the supply of housing to these families does
not respond to the higher market prices that rent subsidies ultimately cause, the result will be that
all existing housing costs more, the low-income tenants will have no better living conditions than
before, and other tenants will face higher rents.*” The benefit of the subsidy will accrue primarily
to the property owners because of the higher rents.

* See, W. Reeder, “The Benefits and Costs of the Section 8 Existing Housing Program,”
Journal of Public Economics, 26, 1985.

% M. Murray, “Subsidized and Unsubsidized Housing Starts: 1961-1977,” The Review of
Economics and Statistics, 65, November 1983.

7 For example, supply may not respond to price changes if there exist construction,
zoning, or other restrictions on the creation of additional housing units.
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Supply subsidy programs can suffer from similar inefficiencies. For example, some
developers who built low-income rental units before enactment of the low-income housing
credit, may now find that the projects qualify for the credit. That is, the subsidized project may
displace what otherwise would have been an unsubsidized project with no net gain in number of
low-income housing units. If this is the case, the tax expenditure of the credit will result in little
or no benefit except to the extent that the credit's targeting rules may force the developer to serve
lower-income individuals than otherwise would have been the case. In addition, by depressing
rents the supply subsidy may displace privately supplied housing.

Efficiency of tax subsidies

Some believe that tax-based supply subsidies do not produce significant displacement
within the low-income housing market because low-income housing is unprofitable and the
private market would not otherwise build new housing for low-income individuals. In this view,
tax-subsidized low-income housing starts would not displace unsubsidized low-income housing
starts. However, the bulk of the stock of low-income housing consists of older, physically
depreciated properties which once may have served a different clientele. Subsidies to new
construction could make it no longer economic to convert some of these older properties to
low-income use, thereby displacing potential low-income units.

The tax subsidy for low-income housing construction also could displace construction of
other housing. Constructing rental housing requires specialized resources. A tax subsidy may
induce these resources to be devoted to the construction of low-income housing rather than other
housing. If most of the existing low-income housing stock had originally been built to serve
non-low-income individuals, a tax subsidy to newly constructed low-income housing could
displace some privately supplied low-income housing in the long run.

Supply subsidies for low-income housing may be subject to some additional
inefficiencies. Much of the low-income housing stock consists of older structures. Subsidies to
new construction may provide for units with more amenities or units of a higher quality than
low-income individuals would be willing to pay for if given an equivalent amount of funds. That
is, rather than have $100 spent on a newly constructed apartment, a low-income family may
prefer to have consumed part of that $100 in increased food and clothing. In this sense, the
supply subsidy may provide an inefficiently large quantity of housing services from the point of
view of how consumers would choose to allocate their resources. However, to the extent that
maintenance of a certain standard of housing provides benefits to the community, the subsidy
may enhance efficiency. If the supply subsidy involves fixed costs, such as the cost of obtaining
a credit allocation under the low-income housing credit, a bias may be created towards large
projects in order to amortize the fixed cost across a larger number of units. This may create an
inefficient bias in favor of large projects. On the other hand, the construction and rehabilitation
costs per unit may be less for large projects than for small projects. Lastly, unlike demand
subsidies which permit the beneficiary to seek housing in any geographic location, supply
subsidies may lead to housing being located in areas which, for example, are farther from places
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of employment than the beneficiary would otherwise choose. In this example, some of benefit of
the supply subsidy may be dissipated through increased transportation cost.

Tarageting the benefits of tax subsidies

A supply subsidy to housing will be spent on housing; although, as discussed above, it
may not result in a dollar-for-dollar increase in total housing spending. To insure that the
housing, once built, serves low-income families, income and rent limitations for tenants must be
imposed as is the case for demand subsidies. While an income limit may be more effective in
targeting the benefit of the housing to lower income levels than would an unrestricted market, it
may best serve only those families at or near the income limit.

If, as with the low-income housing credit, rents are restricted to a percentage of targeted
income, the benefits of the subsidy may not accrue equally to all low-income families. Those
with incomes beneath the target level may pay a greater proportion of their income in rent than
does a family with a greater income. On the other hand, to the extent that any new,
subsidy-induced housing draws in only the targeted low-income families with the highest
qualifying incomes it should open units in the privately provided low-income housing stock for
others.

Even though the subsidy may be directly spent on housing, targeting the supply subsidy,
unlike a demand subsidy, does not necessarily result in targeting the benefit of the subsidy to
recipient tenants. Not all of the subsidy will result in net additions to the housing stock. The
principle of a supply subsidy is to induce the producer to provide something he or she otherwise
would not. Thus, to induce the producer to provide the benefit of improved housing to
low-income families, the subsidy must provide benefit to the producer.

Targeting tax incentives according to income can result in creating high implicit marginal
tax rates. For example, if rent subsidies are limited to families below the poverty line, when a
family is able to increase its income to the point of crossing the poverty threshold the family may
lose its rent subsidy. The loss of rent subsidy is not unlike a high rate of taxation on the family's
additional income. The same may occur with supply subsidies. With the low-income housing
credit, the percentage of units serving low-income families is the criteria for receiving the credit.
Again, the marginal tax rate on a dollar of income at the low-income threshold may be very high
for prospective tenants.

Data relating to the low-income housing credit

Comprehensive data from tax returns concerning the low-income housing tax credit
currently are unavailable. However, Table 2, below, presents data from a survey of State credit
allocating agencies.
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Table 2.--Allocation of the Low-Income Housing Credit, 1987-1997

Percentage

Authority Allocated allocated

Years (millions) (millions) (percent)
1987 .o $313.1 $62.9 20.1%
1988 ..o 311.5 209.8 67.4
1989 ..o 314.2 307.2 97.8
1990 ... .o 317.7 213.1 67.0
1991 ... 497.3 400.6 80.6
19921 .. 488.5 337.0 69.0
1993" ...l 546.4 424.7 78.0
1994" L. 523.7 494.9 95.5
1995" ...l 432.6 420.9 97.0
1996' ... .. 391.6 378.9 97.0
1997 ... 387.3 382.9 99.0
1998' ...l 376.8 373.8 99.2

! Increased authority includes credits unallocated from prior years carried over to the current year.

Source: Survey of State allocating agencies conducted by National Council of State Housing Associations.

Table 2 does not reflect actual units of low-income housing placed in service, but rather
only allocations of the credit to proposed projects. Some of these allocations will be carried
forward to projects placed in service in future years. As such, these data do not necessarily reflect
the magnitude of the Federal tax expenditure from the low-income housing credit. The staff of
the Joint Committee on Taxation (“Joint Committee staff”’) estimates that the calendar year 2000
tax expenditure resulting from the low-income credit will total $3.8 billion.** This estimate
would include revenue lost to the Federal Government from buildings placed in service in the 10
years prior to 1999. Table 2 shows a high rate of credit allocations in recent years.

A Department of Housing and Urban Development study has attempted to measure the
costs and benefits of the low-income housing credit compared to that of the Federal Section 8
housing voucher program.* This study attempts to compare the costs of providing a family with
an identical unit of housing, using either a voucher or the low-income housing credit. The study
concludes that on average the low-income housing credit provides the same unit of housing as

* Joint Committee on Taxation, Estimates of Federal Tax Expenditures for Fiscal Years
2000-2004 (JCS-13-99), December 22, 1999, p. 18.

* U.S. Department of Housing and Urban Development, Evaluation of the Low-Income
Housing Tax Credit: Final Report, February 1991.
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would the voucher at two and one half times greater cost than the voucher program. However,
this study does not attempt to measure the effect of the voucher on raising the general level of
rents, nor the effect of the low-income housing credit on lowering the general level of rents. The
preceding analysis has suggested that both of these effects may be important. In addition, as
utilization of the credit has risen, the capital raised per credit dollar has increased. This, too,
would reduce the measured cost of providing housing using the low-income credit.

Increasing State credit allocations

The dollar value of the State allocation of $1.25 per capita was set in the 1986 Act and
has not been revised. Low-income housing advocates observe that because the credit amount is
not indexed, inflation has reduced its real value since the dollar amounts were set in 1986. The
Gross Domestic Product (“GDP”) price deflator for residential fixed investment measures 47.6
percent price inflation between 1986 and the fourth quarter of 1999. Had the per capita credit
allocation been indexed for inflation, using this index to reflect increased construction costs, the
value of the credit today would be approximately $1.84.° While not indexing for inflation,
present law does provide for annual adjustments to the State credit allocation authority based on
current population estimates. Because the need for low-income housing can be expected to
correlate with population, the annual credit limitation already is adjusted to reflect changing
needs.

The revenue consequences estimated by the Joint Committee staff of increasing the per
capita limitation understate the long-run revenue cost to the Federal Government. This occurs
because the Joint Committee staff reports revenue effects only for the 10-year budget period.
Because the credit for a project may be claimed for 10 years, only the total revenue loss related to
those projects placed in service in the first year are reflected fully in the Joint Committee staff's
10-year estimate. The revenue loss increases geometrically throughout the budget period as
additional credit authority is granted by the States and all projects placed in service after the first
year of the budget period produce revenue losses in years beyond the 10-year budget period.

Prior Action

A similar proposal was included in the President’s Fiscal Year 1999 and 2000 Budget
Proposals.

A similar proposal was included in the Taxpayer Refund and Relief Act of 1999, as
passed by the Congress and vetoed by the President, and in the Wage and Employment Growth
Act of 1999, as passed by the House.

** Many Code provisions are indexed to the Consumer Price Index (“CPI”). Over this
same period, cumulative inflation as measured by the CPI was approximately 53.6 percent.
Indexing the $1.25 to the CPI would have produced a value of approximately $1.92 today.
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3. Provide new markets tax credit
Present Law

A number of tax incentives are available for investments and loans in low-income
communities. For example, tax incentives are available to taxpayers that invest in specialized
small business investment companies licensed by the Small Business Administration (“SBA”) to
make loans to, or equity investments in, small businesses owned by persons who are socially or
economically disadvantaged. A tax credit is allowed over a 10-year period for qualified
contributions to selected community development corporations that provide assistance in
economically distressed areas. A tax credit is allowed over a 10-year period for rental housing
occupied by tenants having incomes below specified levels. Certain businesses that are located
in empowerment zones and enterprise communities designated by HUD and the Secretary of the
Department of Agriculture also qualify for Federal tax incentives.

Description of Proposal

The proposal would create a new tax credit for qualified investments made to acquire
stock (or other equity interests) in a selected community development entity (“CDE”). The
credits would be allocated to CDEs pursuant to Treasury Department regulations. During the
period 2001-2005, the maximum amount of investments that would qualify for the credit would
be capped at an aggregate annual amount of $3 billion (a maximum of $15 billion for the entire
period of the tax credit). If a CDE fails to sell equity interests to investors up to the amount
authorized within five years of the authorization, then the remaining authorization would be
canceled, and the Treasury Department could authorize another CDE to issue equity interests for
the unused portion.”!

The credit allowed to the investor (either the original purchaser or a subsequent holder)
would be a six-percent credit for the year in which the equity interest is purchased from the CDE
and each anniversary date (for four years) after the qualified equity interest is purchased from the
CDE. The taxpayer’s basis in the investment would be reduced by the amount of the credit. The
credit would be subject to the general business credit rules.

A “qualified equity investment” refers to common stock or a similar equity interest
acquired directly from a CDE in exchange for cash.”> The stock or equity interest must not be

> In making credit allocations, the Treasury Department would give priority to entities
with records of having successfully provided capital or technical assistance to disadvantaged
businesses or communities.

>2 To ensure that credits are available only for new equity investments in CDEs, the term
“qualified equity investment” would not include any stock or other equity interest acquired from
a CDE which made a substantial stock redemption or distribution (determined under rules similar
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redeemed (or otherwise cashed out) by the CDE for at least five years. Substantially all of the
investment proceeds must be used by the CDE to make “qualified low-income community
investments,” meaning equity investments in, or loans to, qualified active businesses located in
low-income communities, certain financial counseling and other services provided to businesses
and residents in low-income communities.” Qualified low-income community investments
could be made directly by a CDE, or could be made indirectly through another CDE.>*

A CDE would include (but would not be limited to) Community Development Financial
Institutions, Community Development Corporations, Small Business Investment Corporations-
LMlIs, New Market Venture Capital Firms, America’s Private Investment Corporations, or other
investment funds (including for-profit subsidiaries of nonprofit organizations). To be selected
for a credit allocation, the CDE’s primary mission must be serving or providing investment
capital for low-income communities or low-income persons. The CDE also must maintain
accountability to residents of low-income communities through representation on governing or
advisory boards, or otherwise.

As part of the credit allocation process, the Treasury Department would certify entities as
eligible CDEs. Certified entities would be required to file annual reports demonstrating that they
continue to meet the requirements for initial certification. The certified entities also would be
required to identify the amount (and purchasers) of equity interests with respect to which
allocated credits may be claimed by the purchaser and to demonstrate that the entity monitors its
investments to ensure that capital is used in low-income communities. If an entity fails to be a
CDE during the five-year period following the taxpayer’s purchase of an equity interest in the
entity, or if the equity interest is redeemed by the issuing entity during that five-year period, then
any credits claimed with respect to the equity interest would be recaptured (with interest) and no
further credits would be allowed.

A “low-income community” would be defined as census tracts with either (1) poverty
rates of at least 20 percent (based on the most recent census data), or (2) median family income
which does not exceed 80 percent of the greater of metropolitan area income or statewide median

to current-law section 1202(c)(3)). As with the low-income housing tax credit, section 183
would not bar a taxpayer from claiming a loss with respect to a qualified equity investment.

> If at least 85 percent of the aggregate gross assets of the CDE are invested (directly or
indirectly) in equity interests in, or loans to, qualified active businesses located in low-income
communities, then there would be no need to trace the use of the proceeds from the particular
stock (or other equity ownership) issuance with respect to which the credit is claimed.

>* A CDE would be treated as indirectly making “qualified low-income community
investment” when it purchases loans previously made by another CDE which, in turn, uses the
proceeds to provide additional capital (or financial or other services) to qualified active
businesses located in low-income communities.
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family income (or for a non-metropolitan census tract, 80 percent of non-metropolitan statewide
median family income). In addition, any area that is part of an “empowerment zone” or
“enterprise community” designated by section 1391 would be treated as a low-income
community for purposes of the proposal.

A “qualified active businesses” generally would be defined as a business® which satisfies
the following requirements (1) at least 50 percent of the total gross income of the business is
derived from the active conduct of trade or business activities in low-income communities; (2) a
substantial portion of the use of the tangible property of such business is used within low-income
communities; (3) a substantial portion of the services performed for such business by its
employees is performed in low-income communities; and (4) less than 5 percent of the average
aggregate of unadjusted bases of the property of such business is attributable to certain financial
property (e.g. debt, stock, partnership interests, options, futures contracts) or to collectibles (other
than collectibles held primarily for sale to customers). For purposes of the credit, there would be
no requirement that employees of a “qualified active business” be residents of the low income
community.

Rental of improved commercial real estate located in a low-income community (e.g., an
office building or shopping mall) would be a qualified active business, regardless of the
characteristics of the commercial tenants of the property. In addition, a qualified active business
that receives a loan from a CDE could include an organization that is organized and operated on
a non-profit basis. The purchase and holding of unimproved real estate would not be a qualified
active business. In addition, a qualified active business would not include (a) any business
consisting predominantly of the development or holding of intangibles for sale or license; (b)
operation of any facility described in sec. 144(c)(6)(B); or (c) any business if a significant equity
interest in such business is held by a person who also holds a significant equity interest in the
CDE.

The Treasury Department would be granted authority to prescribe such regulations as may
be necessary or appropriate to carry out the purposes of the proposal, including regulations
limiting the benefit of the proposed tax credit in circumstances where investments are directly or
indirectly being subsidized by other Federal programs (e.g., low-income housing credit and tax-
exempt bonds), regulations preventing abuse of the credit through the use of related parties and
regulations which apply the provisions to newly formed entities. The Treasury Department
would issue regulations describing the certification process for CDEs, and annual reporting
requirements for selected entities.

Effective date.--The proposal would be effective for qualified investments made after
December 31, 2000.

> As under present-law section 1394(b)(3)(D), the term “qualified active business”
would include any trade or business which would qualify as such a business if the trade or
business were separately incorporated.
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Analysis

The proposal would create a new incentive for taxpayers that make capital available for
use in inner cities and isolated rural communities, in the form of a guaranteed return on an equity
investment. Generally, a non-preferred equity investment carries few or no guarantees of return.
The incentive provided under the proposal is in effect a guaranteed return in the form of a tax
credit. Hence, for taxpayers who can claim the new markets tax credit, their equity investment in
the CDE is similar to owning preferred stock in the CDE which converts to common stock after
five years, except that the preferred dividend (the tax credit) is guaranteed by the Federal
government rather than backed by the revenue of the CDE. By guaranteeing a return, the
proposal both reduces the aggregate return the CDE must hope to earn in order to attract
investors to the CDE and reduces the risk of an investment in a CDE. Thus, the proposal should
reduce the cost of raising capital to the CDE. The proposal requires the CDE to use substantially
all of the new capital to make qualified low-income community investments.

There may be a loss of efficiency from funneling a tax benefit to qualified low-income
community businesses through CDEs. If the pool of potential qualifying investments is large
relative to the pool of CDE funds, the competing businesses would bid up the returns they
promise the CDE and, thereby, the tax benefit would remain with the CDE rather than the
businesses. On the other hand, if the pool of potential qualifying investments is small relative to
the pool of CDE funds, the CDEs would compete among themselves for qualifying investments
and the businesses would receive the benefits of a lower cost of capital.

Proponents would argue that capital markets are not fully efficient. In particular, a bias
may exist against funding business ventures in low-income communities, with investors
demanding a higher rate of return on such ventures than the proponents believe is justified by
market conditions. The proposal attempts to influence investment decisions by increasing the
net, after-tax, return to qualified low-income investments compared to other investments in order
to reverse the effects of this bias. By reducing the cost of capital, the proposal could make
location in a qualifying low-income community profitable.

Opponents would argue that a higher cost of capital®® does not imply that markets are
inefficient. The cost of capital reflects investors' perceptions of risk. Where a business locates
may increase the probability of its failure and thereby increase its cost of capital. Artificially
diverting investment funds in one direction results in certain investments that offer a lower rate
of return being funded in lieu of other investments that offer a higher rate of return. Moreover,
the proposal does not limit the CDE’s investments to those investments that otherwise have a
higher cost of capital. Loans to a Fortune 500 company would be permissible under the proposal.
However, a CDE’s plans to make such loans presumably would be a factor taken into account
when the CDE applies for a credit allocation.

> A higher cost of capital may take the form of higher interest rates charged on business
loans or a larger percentage of equity ownership per dollar invested.
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Proponents would argue that, even if the higher cost of capital to such businesses is not
the result of inefficiency of the capital market, an important social goal can be achieved by
helping target investment to low-income communities. Opponents would argue that this
objective could be addressed through existing programs, such as the community development
corporations, the empowerment zone and empowerment communities, and by requirements of
the Community Redevelopment Act and other similar legislation.”” They also would question
whether the proposal is the most efficient means of achieving this objective. It will take time and
resources to implement this proposal. By contrast, the SBA already has programs in place that
are designed to achieve similar objectives.”®

The proposal is expected to result in the imposition of new recordkeeping and other
administrative burdens on CDEs. Each CDE presumably would have to establish extensive
procedures by which it evaluates, selects and monitors the businesses in which it invests (and
with its community accountability requirements) on an ongoing basis to ensure its continued
qualification as a CDE. For example, a CDE that makes a loan to a qualified active business in
the low-income community would need to verify that the business satisfies the requirements of a
“qualified active business” throughout the term of the loan. Each CDE also would need to
develop a process by which it allocates the tax credit to investors, and keep sufficient records
concerning its investors (and former investors) in the event it fails to maintain its CDE status
(which would result in a recapture of any credits claimed by investors within the previous five
years). The CDEs also would have additional reporting requirements for the IRS.

The proposal provides that the Treasury Department allocate the tax credits among CDEs.
The description of the proposal notes that the Treasury Department would give priority to entities
with records of having successfully provided capital or technical assistance to disadvantaged
business or communities. However, it should be expected that many of the entities seeking CDE
status will be new entities and, as such, would not have a proven record upon which the Treasury

> For purposes of the proposal, empowerment zones and empowerment communities
would be treated as a low-income communities. The proposal does not specify any rule for
coordination of tax benefits under the new markets tax credit with empowerment zone tax
benefits, nor does it specify coordination with any appropriated funds that the taxpayer may
receive as a result of undertaking a qualified investment. The proposal does state that the
Treasury Department would have authority to issue regulations limiting the benefit of the
proposed tax credit for circumstances in which investments are directly or indirectly being
subsidized by other Federal programs (such as the low-income housing credit and tax-exempt
bonds). Department of the Treasury, General Explanations of the Administration’s Revenue
Proposals, February 2000 at 17.

> Small Business Investment Companies (“SBIC”) are similar in structure to the
proposed CDEs. An SBIC receives a reduction in its cost of capital from the Federal government
through loans from the SBA. The SBIC, in turn, uses this capital to make equity and debt
investments in qualified enterprises.
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Department could rely. In the absence of legislative criteria providing qualifications for the
allocation of the credits among CDEs, some also might question whether the proposal raises
concerns regarding the delegation of such taxing power by the Congress to the Executive Branch.

Prior Action
A similar proposal was included in the President’s Fiscal Year 2000 Budget Proposal.*
4. Extend and expand empowerment zone incentives
Present Law

Pursuant to the Omnibus Budget Reconciliation Act of 1993 (“OBRA 1993"), the
Secretaries of the Department of Housing and Urban Development and the Department of
Agriculture designated a total of nine empowerment zones (and 95 enterprise communities). Of
the nine empowerment zones, six are located in urban areas and three are located in rural areas.”’
The Taxpayer Relief Act of 1997 (“1997 Act”) authorized the designation of two additional
urban empowerment zones®' (collectively, the “11 Round I empowerment zones”), with respect
to which the same tax benefits generally are available for businesses located in the nine original
empowerment zones.

Businesses located in the 11 Round I empowerment zones qualify for the following tax
incentives: (1) a 20-percent wage credit for the first $15,000 of wages paid to a zone resident
who works in the empowerment zone (the “wage credit”);** (2) an additional $20,000 of section

%% Similar tax credit proposals have been introduced in the 106" Congress by Mr. Rangel
and others (H.R. 2713), by Mr. Watts and others (H.R. 2848), and, in the Senate, by Mr.
Rockefeller and others (S. 1526).

% The six urban empowerment zones are located in New York City, Chicago, Atlanta,
Detroit, Baltimore, and Philadelphia-Camden (New Jersey). The three rural empowerment zones
are located in the Kentucky Highlands (Clinton, Jackson and Wayne counties, Kentucky), Mid-
Delta Mississippi (Bolivar, Holmes, Humphreys, Leflore counties, Mississippi), and Rio Grande
Valley Texas (Cameron, Hidalgo, Starr, and Willacy counties, Texas).

%' The two additional urban empowerment zones are located in Los Angeles, California
and Cleveland, Ohio.

62 For wages paid in calendar years during the period 1994 through 2001, the credit rate
is 20 percent. The credit rate is reduced to 15 percent for calendar year 2002, 10 percent for
calendar year 2003, and 5 percent for calendar year 2004. No wage credit is available after 2004.
The wage credit for businesses located in Los Angeles and Cleveland empowerment zones is
phased down beginning in 2005 and expires after 2007. Thus, their wage credit rate is 20 percent
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179 expensing for “qualified zone property” placed in service by an enterprise zone business; (3)
special tax-exempt financing for certain zone facilities and (4) “brownfields” expensing for
certain environmental remediation expenditures.” The tax incentives with respect to the nine
empowerment zones designated by OBRA 1993 are generally available during the 10-year period
of 1995 through 2004. The tax incentives with respect to the two additional urban empowerment
zones are generally available during the 10-year period of 2000 through 2009 (except for the
wage credit, which begins to phase down in 2005 and expires after 2007).

The 1997 Act also authorized the designation of 20 additional empowerment zones
(“Round IT empowerment zones”), of which 15 are located in urban areas and five are located in
rural areas.** Businesses in the Round Il empowerment zones are not eligible for the wage credit
(but are eligible to receive up to $20,000 of additional section 179 expensing, to utilize
brownfields expensing, and to utilize the special tax-exempt financing benefits). The tax
incentives with respect to the Round Il empowerment zones are generally available during the
10-year period of 1999 through 2008.

Description of Proposal

The proposal would expand the tax incentives available to the existing empowerment
zones and provide for the designation of ten new empowerment zones.

First, the designation of empowerment zone status for Round I and Il empowerment
zones would be extended through December 31, 2009.

Second, the 20-percent wage credit would be made available in all Round I and 1T
empowerment zones. The credit rate would remain at 20 percent (rather than being phased
down) through December 31, 2009, in all empowerment zones.

during the period 2000 to 2004, 15 percent for calendar year 2005, 10 percent for calendar year
2006, and 5 percent for calendar year 2007.

% Businesses located in enterprise communities are eligible for the special tax-exempt
financing benefits and brownfields expensing but not the other tax incentives available in the
empowerment zones.

% The 15 Round II urban empowerment zones are located in Boston; Columbia/Sumter,
South Carolina; Cumberland County, New Jersey; Gary/East Chicago, Indiana; Knoxville;
Minneapolis; Norfolk/Portsmouth, Virginia; St. Louis/East St. Louis; Cincinnati; Columbus,
Ohio; El Paso, Texas; Huntington, West Virginia/Ironton, Ohio; Miami; New Haven,
Connecticut; and Santa Ana, California. The five Round II rural empowerment zones are located
in Riverside County, California; Cordele, Georgia; Ullin, Illinois; Lake Agassiz, North Dakota;
and Ogala Sioux Reservation, South Dakota.
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Third, an additional $35,000 (rather than $20,000) of section 179 expensing would be
available for qualified zone property placed in service after December 31, 2000, and prior to
December 31, 2009, by a qualified business in any of the empowerment zones.”

Fourth, the Secretaries of the Department of Housing and Urban Development and the
Department of Agriculture would be authorized to designate 10 additional empowerment zones
(the “Round III empowerment zones”). Eight of these Round Il empowerment zones would be
located in urban areas, and two would be located in rural areas. The eligibility and selection
criteria for the 10 Round III empowerment zones would be the same as the criteria that applied to
the Round II empowerment zones authorized by the 1997 Act. During the period 2002 through
2009, businesses located in the Round III empowerment zones would be eligible for the 20-
percent wage credit, an additional $35,000 of section 179 expensing, special tax-exempt
financing benefits®, and brownfields expensing.

Effective date.--The proposal would be effective after December 31, 2000.

Analysis

Extension of scheduled expiration date

The proposal would extend the empowerment zone designation for all presently existing
empowerment zones through December 31, 2009. Extending the program beyond its scheduled
expiration would allow these communities additional time to further promote economic
development. Some would argue that extension would assist in attracting new businesses and
help retain current ones because of the certainty that the tax incentives will be available through

% The additional $35,000 of section 179 expensing would be available throughout all
areas that are part of a designated empowerment zone, including the non-contiguous
“developable sites” that were allowed to be part of the designated Round II empowerment zones
under the 1997 Act. The President’s Fiscal Year 2001 Budget Proposal includes a separate
proposal to enhance section 179 expensing for small businesses. That proposal would increase
the amount of investment that can be expensed to $25,000, starting in 2001, and would permit
the section 179 deduction to be claimed at the entity level for pass-through businesses. The
proposal would treat off-the-shelf computer software under 167(f) as property eligible for section
179 expensing. The proposal would also limit eligibility for section 179 expensing to small
businesses, defined as those averaging no more than $10 million in gross receipts over the three
preceding taxable years.

% The Round IIl empowerment zones would be eligible for the same tax-exempt
financing benefits that are available with respect to the Round I empowerment zones.
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2009. On the other hand, evidence is limited and mixed regarding the extent to which
empowerment zone tax incentives help attract new business or retain current business.®”’

Expansion of wage credit and section 179 expensing

The proposal expands two tax incentives for empowerment zones. First, the proposal
makes the 20-percent wage credit available to all empowerment zones. Currently, the Round II
empowerment zones are not eligible for the wage credit, and the wage credit for the Los Angeles
and Cleveland zones are scheduled to phase down in 2005 and expire after 2007. Second, the
proposal increases the amount of additional section 179 expensing from $20,000 to $35,000 for
qualified zone property.

The effect of the tax incentives on the success of the empowerment zone program is
unclear. A recent GAO report analyzed the use of empowerment zone tax incentives.®® The
GAO identified 13,590 business operating in the original nine empowerment zones. It surveyed
2,400 of these businesses on their usage of the empowerment zone tax incentives. The report
highlights a general lack of knowledge among the survey respondents about the availability of the
incentives.

The GAO report found that the wage credit was the most frequently used tax incentive.
According to the responses to the GAO survey, 42 percent of large urban businesses, 6 percent of
small urban businesses and 32 percent of the rural businesses used the wage credit. The most
frequently cited reasons for not claiming the credit were (1) that the business did not qualify for
the credit because its employees lived outside the zone and (2) that the businesses did not know
about the credit.

Extending the wage credit, as recommended by the proposal, would provide uniformity
among the various empowerment zones and could increase use of the credit. It would provide all
empowerment zones with the same length of wage credit benefit. In addition, the GAO reported

%7 In a recent study based on a survey of businesses located in Round I empowerment
zones in 1997, the GAO found that most businesses had been in those locations prior to zone
designation. Ninety percent of urban businesses and 78 percent of rural businesses told the GAO
that they had been in business in their present location prior to zone designation. General
Accounting Office, Community Development: Business Use of Empowerment Zone Tax
Incentives, (GAO/RCED-99-253, September 1999) at 31. At the same time, the Department of
Housing and Urban Development has reported that more than $2 billion of new private sector
investment has been made, or committed, in the six urban Round I empowerment zones. See,
Department of Housing and Urban Development, New York Empowerment Zone Executive
Summary, Empowerment Zone Performance Report 1995-1996.

% General Accounting Office, Community Development: Business Use of Empowerment
Zone Tax Incentives, (GAO/RCED-99-253, September 1999).
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that the number of employees working in empowerment zones has increased for the survey
respondents present in the zone since its designation. The survey respondents stated that the
wage credit was at least “somewhat important” to making decisions about hiring employees who
live in the zones. Expanding the availability of the wage credit could assist in increasing
employment of those persons living inside the empowerment zones.

According to the GAO, the increased section 179 expensing deduction was used less than
the wage credit. The GAO reported that of the businesses surveyed, 9 percent of large urban
businesses, 4 percent of small urban businesses, and 8 percent of rural businesses used the
increased expensing deduction. The four most frequently cited reasons for not claiming the
deduction were (1) a lack of knowledge about the increased deduction, (2) a lack of investment in
“qualified zone property,” (3) insufficient business investments to use the deductions and (4)
insufficient income to use the deduction.”

Some would argue that, given the lack of knowledge suggested by the GAO report,
instead of increasing the expensing deduction, emphasis should be placed on educating the public
about its current availability. The other reasons given for not using the deduction suggest that
increasing the amount of the deduction would not increase its use. The businesses not using the
deduction reported that they did not invest in qualified zone property, had insufficient business
investments to use the deduction, or had insufficient income to use the deduction. An increase in
the amount of the deduction would not remove these obstacles. Nonetheless, an increased public
awareness effort in combination with the increased amount may make the deduction more
attractive to businesses, therefore, triggering investment and resulting in increased economic
activity within the zone.

Round 111 empowerment zones

The proposal would authorize the Secretaries of Housing and Urban Development and
Agriculture to designate 10 additional empowerment zones, eight in urban areas and two in rural
areas. During the period 2002 to 2009, these empowerment zones would be eligible for the 20
percent wage credit, an additional $35,000 in section 179 expensing, tax-exempt financing, and
brownfields expensing.

Some would argue that it is difficult to gauge the success of the empowerment zone
program. The proposal seeks to extend the expiration date for the original empowerment zones
to allow them to reach the desired level of economic development. In light of this proposed
extension, some would argue against expanding the program further without an empirical
analysis of the current program. On the other hand, each empowerment zone, while sharing
characteristics of poverty and distress, is still unique in its composition and environment.

% GAO also noted that few businesses have used the tax-exempt bond financing. The
predominant reason for not using these bonds was that the businesses did not know of their
existence.
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Therefore, the degree of success in any particular zone, is not necessarily an indicator of the
success that could be achieved in future zones. Extension of the empowerment zone designation
may assist additional communities in their effort to address their economic distress.

Prior Action

A proposal in the President’s Fiscal Year 2000 Budget Proposal would have made the
wage credit available to businesses located in the two additional urban empowerment zones.

5. Tax credit for contributions to qualified zone academies and technology centers
Present Law

Qualified zone academy bonds

As an alternative to traditional tax-exempt bonds, States and local governments are given
the authority to issue “qualified zone academy bonds.” A total of $400 million of qualified zone
academy bonds is authorized to be issued in each of 1998, 1999, 2000, and 2001. The $400
million aggregate bond cap is allocated each year to the States according to their respective
populations of individuals below the poverty line. Each State, in turn, allocates the credit within
the State.

Certain financial institutions that hold qualified zone academy bonds are entitled to a
nonrefundable tax credit in an amount equal to a credit rate multiplied by the face amount of the
bond (sec. 1397E). A taxpayer holding a qualified zone academy bond on the credit allowance
date is entitled to a credit. The credit is includible in gross income (as if it were a taxable interest
payment on the bond), and may be claimed against regular income tax and AMT liability.

The Treasury Department sets the credit rate at a rate estimated to allow issuance of
qualified zone academy bonds without discount and without interest cost to the issuer. The
maximum term of the bond issued is determined by the Treasury Department, so that the present
value of the obligation to repay the bond is 50 percent of the face value of the bond.

“Qualified zone academy bonds” are defined as bonds issued by a State or local
government if (1) at least 95 percent of the proceeds are used for the purpose of renovating,
providing equipment to, developing course materials for use at, or training teachers and other
school personnel in a “qualified zone academy,” and (2) private entities have promised to
contribute to the qualified zone academy certain equipment, technical assistance or training,
employee services, or other property or services with a value equal to at least 10 percent of the
bond proceeds.

A school is a “qualified zone academy” if (1) the school is a public school that provides

education and training below the college level, (2) the school operates a special academic
program in cooperation with businesses to enhance the academic curriculum and increase
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graduation and employment rates, and (3) either (a) the school is located in one of the 31
designated empowerment zones or one of the 95 designated enterprise communities, or (b) it is
reasonably expected that at least 35 percent of the students at the school will be eligible for free
or reduced-cost lunches under the school lunch program established under the National School
Lunch Act.

Rules applicable to corporate contributions

The maximum charitable contribution deduction that may be claimed by a corporation for
any one taxable year is limited to 10 percent of the corporation’s taxable income for that year
(disregarding charitable contributions and with certain other modifications) (sec. 170(b)(2)).
Corporations also are subject to certain limitations based on the type of property contributed. In
the case of a charitable contribution of short-term gain property, inventory, or other ordinary
income property, the amount of the deduction generally is limited to the taxpayer’s basis
(generally, cost) in the property. However, special rules in the Code provide augmented
deductions for certain corporate’ contributions of specific types of property. Under these special
rules, the amount of the augmented deduction available to a corporation making a qualified
contribution generally is equal to its basis in the donated property plus one-half of the amount of
ordinary income that would have been realized if the property had been sold. However, the
augmented deduction cannot exceed twice the basis of the donated property.

Description of Proposal

A credit against Federal income taxes would be allowed for corporate sponsorship
payments made to a qualified zone academy, public library, or community technology center
located in a designated empowerment zone or enterprise community. The credit would equal 50
percent of cash contributions. For purposes of the credit, a qualified zone academy located
outside of a designated empowerment zone or enterprise community would be treated as located
within such a zone or community if a significant percentage of the academy’s students reside in
the zone or community. A public library or community technology center located outside of a
designated empowerment zone or enterprise community would be treated as located within such
a zone or community if it is adjacent to such a zone or community.

For this purpose, a community technology center generally would refer to any nonprofit
organization that is eligible to receive deductible charitable contributions (including a
governmental instrumentality) and whose principal purpose is to provide disadvantaged residents
of economically distressed communities with access to information technology and related
training.

S corporations are not eligible donors for purposes of section 170(e)(3), section
170(e)(4), or section 170(e)(6).
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The credit would be available only if a credit allocation has been made with respect to the
corporate sponsorship payment by the local governmental agency with responsibility for
implementing the strategic plan of the empowerment zone or enterprise community under section
1391(f)(2). The local governmental agency for each of the empowerment zones (including the 10
new empowerment zones proposed under the President’s Fiscal Year 2001 Budget) would be
allowed to designate up to $16 million of sponsorship payments to qualified zone academies,
public libraries, and community technology centers as eligible for the 50-percent credit (that is,
up to $8 million of credits). The local governmental agency for each of the enterprise
communities would be allowed to designate up to $4 million of contributions to qualified zone
academies, public libraries, and community technology centers as eligible for the 50-percent
credit (that is, up to $2 million of credits). There is no limit on the amount of allocated credits
that could be claimed by any one corporate sponsor; thus one sponsor could claim all the credits
available in a particular zone or community. The deduction otherwise allowed for a corporate
sponsorship payment would be reduced by the amount of the credit claimed with respect to such
payment by the corporate sponsor. The proposed credit would be subject to the general business
credit rules under present-law section 38.

Effective date.--The proposal would be effective for corporate sponsorship payments
made after December 31, 2000.

Analysis

The proposal’s objective is to encourage private sector support of and participation in
educational programs conducted at certain qualified zone academies, public libraries, and
community technology centers located in empowerment zones and enterprise communities. By
offering a tax credit to participating corporations, the proposal would lower the after-tax cost of a
corporate contribution beyond that currently provided by the deduction for charitable
contributions. Specifically, under present law, a corporate taxpayer in the 35-percent bracket
faces an after-tax cost of only 65 cents for each dollar of charitable contributions, since the dollar
deduction yields a tax saving of 35 cents. With the proposed 50-percent credit, this same
taxpayer would have more than half of its contribution, in effect, subsidized by the federal
government. In addition to the 50-cent credit per dollar of contribution, the taxpayer would still
be permitted to deduct from taxable income 50 cents of that dollar (the contribution amount
minus the credit). Such 50-cent deduction would be worth 17.5 cents to a corporate taxpayer in
the 35-percent tax bracket. Thus, the total after-tax cost of a dollar contribution under the
proposal is only 32.5 cents (1 dollar less the 50-cent credit less the 17.5-cent value of the 50-cent
deduction), as compared to 65 cents under present-law rules. The effect of the credit cuts the
taxpayer’s cost of giving in half compared to present law.”'

The purpose of the present-law charitable deduction, and the proposed credit, is to
encourage charitable giving by making giving less expensive. Economic studies have generally

"' This same result follows regardless of the effective tax rate of the corporate donor.
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found that, at least with respect to individual donors, the charitable contribution deduction’ has
both encouraged giving, and done so efficiently in that the additional charitable contributions that
the deduction encourages exceed the revenue cost to the federal government of the deduction.
Thus, to the extent that the charitable contribution serves a useful public service, it is argued that
the deduction is cheaper than appropriating the funds that would be necessary to achieve the
same public service. At the same time, it is also argued that private organizations can in many
instances perform a charitable function more efficiently than a government agency. Others argue
that not all activities subsidized by the deduction serve a truly public purpose, and thus would
prefer to see the deduction eliminated and replaced with greater direct public spending.
However, since the proposed credit is restricted to certain purposes, the latter objection is not
relevant provided a true public service is promoted by the credit.

The proposal defines qualified zone academies for purposes of the proposed tax credit
differently than under current law. Specifically, the proposal would limit eligible qualified zone
academies to those schools that are located in an empowerment zone or enterprise community, or
that have a “significant” percentage of their students residing in an empowerment zone or
enterprise community. The proposal does not define the term “significant” for purposes of the
residency requirement. In contrast to present law, the proposal would exclude from the definition
of qualified zone academy those schools located outside a zone or community at which at least
35 percent of the students are eligible for free or reduced-cost lunches, but which do not meet the
proposal’s student residency requirement. In addition, under the proposal’s definition, those
schools located outside a zone or community that fail the present-law subsidized lunch
qualification, but that meet the proposal’s student residency requirement, would qualify as
qualified zone academies for purposes of the proposed tax credit, although they are not qualified
zone academies under present law. Presumably, the objective of the proposal’s different
definition of qualified zone academy is to ensure that allocated tax credits reach only those
schools with a relatively high percentage of students who are residents of an empowerment zone
or enterprise community. However, the differing definitions of qualified zone academies for
purposes of the proposed tax credit and for other purposes may cause some confusion on the part
of affected schools.

The proposal also would permit corporations to receive a tax credit for contributions to
public libraries and community technology centers, which are not located in an empowerment
zone or enterprise community, but which are “adjacent” to such a zone or community. The
proposal does not define what areas are considered to be adjacent to a zone or community;
however, presumably the local governmental agencies that are responsible for making the credit
allocations for sponsorship payments would have an interest in ensuring that such allocations are
appropriate.

> The proposed credit has an effect similar to the effect of a deduction in lowering the
cost of giving, and thus the economic studies focusing on the deduction are thus relevant to the
credit as well.
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Prior Action
A similar proposal was included in the President’s Fiscal Year 2000 Budget Proposal.
6. Enhanced deduction for corporate contributions of computers
Present Law

The maximum charitable contribution deduction that may be claimed by a corporation for
any one taxable year is limited to 10 percent of the corporation's taxable income for that year
(disregarding charitable contributions and with certain other modifications) (sec. 170(b)(2)).
Corporations also are subject to certain limitations based on the type of property contributed. In
the case of a charitable contribution of short-term gain property, inventory, or other ordinary
income property, the amount of the deduction generally is limited to the taxpayer's basis
(generally, cost) in the property. However, special rules in the Code provide an augmented
deduction for certain corporate contributions. Under these special rules, the amount of the
augmented deduction is equal to the lesser of (1) the basis of the donated property plus one-half
of the amount of ordinary income that would have been realized if the property had been sold, or
(2) twice the basis of the donated property.

Section 170(e)(6) allows corporate taxpayers an augmented deduction for qualified
contributions of computer technology and equipment (i.e., computer software, computer or
peripheral equipment, and fiber optic cable related to computer use) to be used within the United
States for educational purposes in grades K-12. Eligible donees are: (1) any educational
organization that normally maintains a regular faculty and curriculum and has a regularly
enrolled body of pupils in attendance at the place where its educational activities are regularly
carried on; and (2) tax-exempt charitable organizations that are organized primarily for purposes
of supporting elementary and secondary education. A private foundation also is an eligible
donee, provided that, within 30 days after receipt of the contribution, the private foundation
contributes the property to an eligible donee described above.

Qualified contributions are limited to gifts made no later than two years after the date the
taxpayer acquired or substantially completed the construction of the donated property. In
addition, the original use of the donated property must commence with the donor or the donee.
Accordingly, qualified contributions generally are limited to property that is no more than two
years old. Such donated property could be computer technology or equipment that is inventory
or depreciable trade or business property in the hands of the donor.

Donee organizations are not permitted to transfer the donated property for money or
services (e.g., a donee organization cannot sell the computers). However, a donee organization
may transfer the donated property in furtherance of its exempt purposes and be reimbursed for
shipping, installation, and transfer costs. For example, if a corporation contributes computers to
a charity that subsequently distributes the computers to several elementary schools in a given
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area, the charity could be reimbursed by the elementary schools for shipping, transfer, and
installation costs.

The special treatment applies only to donations made by C corporations. S corporations,
personal holding companies, and service organizations are not eligible donors.

The provision is scheduled to expire for contributions made in taxable years beginning
after December 31, 2000.

Description of Proposal

The proposal would extend the current enhanced deduction for donations of computer
technology and equipment through June 30, 2004. The proposal also would expand the
deduction to apply to contributions of computer equipment to a public library or community
technology center located in a designated empowerment zone or enterprise community, or in a
census tract with a poverty rate of 20 percent of more (currently defined by the 1990 census). For
this purpose, a community technology center generally would refer to any nonprofit organization
that is eligible to receive deductible charitable contributions (including a governmental
instrumentality) and whose principal purpose is to provide disadvantaged residents of
economically distressed communities with access to information technology and related training.

Effective date.--The proposal would be effective for contributions made after December
31, 2000 and before July 1, 2004.

Analysis

The enhanced deduction for charitable contributions of computer technology and
equipment is intended to provide an incentive for businesses to contribute computer equipment
and software for the benefit of primary and secondary school students in order to provide schools
with the technological resources necessary to prepare both teachers and students for an
increasingly technologically advanced society. The proposed expansion of this provision to
include public libraries or community technology centers located in a designated empowerment
zone or enterprise community, or in a census tract with a poverty rate of 20 percent of more is
generally consistent with these original purposes, although it is not clear that simply making
computers available without providing computer education programs is effective in providing
persons in the targeted low-income areas with basic computer skills.

The proposal also would extend the enhanced deduction for charitable contributions of
computer technology and equipment for an additional three and one-half years. Extension of the
provision for a limited period of time would allow additional time to assess the efficacy of the
law, which was adopted as part of the Taxpayer Relief Act of 1997. Some critics of the enhanced
deduction contend that the provision has failed to increase significantly the number of computer
donations. Various proposals have been introduced in the last two years in an effort to increase
use of the enhanced deduction, including proposals to expand the deduction by increasing the age
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of eligible computers, to offer a credit rather than an enhanced deduction, and to expand the class
of eligible donors to include S corporations.

Prior Action

A similar proposal was included in the Taxpayer Refund and Relief Act of 1999 as passed
by the Senate, but was not included in the conference agreement.

7. Tax credit for employer-provided workplace literacy and basic education programs
Present Law

Educational expenses paid by an employer for its employees are deductible to the
employer.

Employer-paid educational expenses are excludable from the gross income of an
employee if provided under a section 127 educational assistance plan or if the expenses qualify
as a working condition fringe benefit under section 132. Section 127 provides an exclusion of
$5,250 annually for employer-provided educational assistance. The exclusion does not apply to
graduate courses. The exclusion for employer-provided educational assistance expires with
respect to courses beginning on or after January 1, 2002.

In order for the exclusion to apply, certain requirements must be satisfied. The
educational assistance must be provided pursuant to a separate written plan of the employer. The
educational assistance program must not discriminate in favor of highly compensated employees.
In addition, not more than 5 percent of the amounts paid or incurred by the employer during the
year for educational assistance under a qualified educational assistance plan can be provided for
the class of individuals consisting of more than 5-percent owners of the employer (and their
spouses and dependents).

Educational expenses that do not qualify for the section 127 exclusion may be excludable
from income as a working condition fringe benefit.”” In general, education qualifies as a working
condition fringe benefit if the employee could have deducted the education expenses under
section 162 if the employee paid for the education. In general, education expenses are deductible
by an individual under section 162 if the education (1) maintains or improves a skill required in a
trade or business currently engaged in by the taxpayer, or (2) meets the express requirements of
the taxpayer's employer, applicable law or regulations imposed as a condition of continued
employment. However, education expenses are generally not deductible if they relate to certain

7 These rules also apply in the event that section 127 expires and is not reinstated.
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minimum educational requirements or to education or training that enables a taxpayer to begin
working in a new trade or business.”

Description of Proposal

Employers who provide certain literacy, English literacy, and basic education programs
for their eligible employees would be allowed to claim a credit against the employer's Federal
income taxes. The amount of the credit would equal 20 percent of the employer's eligible
expenses incurred with respect to qualified education programs, with a maximum credit of
$1,050 in a taxable year per eligible employee. The credit would be treated as a component of
the general business credit, and would be subject to the limitations of that credit.

Qualified education would be limited to: (1) basic skills instruction at or below the level
of a high school degree; (2) basic, entry-level computer skills of broad applicability; and (3)
English literacy instruction. In general, the credit could not be claimed with respect to an
employee who has received a high school degree or its equivalent. The employer could claim a
credit with respect to employees with high school degrees but who lack sufficient mastery of
basic educational skills to function effectively in the workplace only if an eligible provider both
assesses the educational level of the employees and provides the instructional program for the
employer. With respect to English literacy instruction, eligible employees would be employees
with limited English proficiency. Eligible employees must be citizens or resident aliens aged 18
or older who are employed by the taxpayer in the United States for at least six months. The
terms qualified education and eligible employees would be further defined in Treasury
regulations.

To be eligible for the credit, the provision of literacy or basic education by an employer
must meet the nondiscrimination requirements for educational assistance programs under
present-law section 127. Expenses eligible for the credit (up to $5,250) would be excludable
from income and wages as a working condition fringe benefit if not otherwise excludable under
section 127.7

Expenses eligible for the credit would include payments to third parties and payments
made directly to cover instructional costs, including but not limited to salaries of instructors,
curriculum development, textbooks, and instructional technology used exclusively to support
basic skills instruction. Wages paid to workers while they participate as students in education

™ In the case of an employee, education expenses (if not reimbursed by the employer)
may be claimed as an itemized deduction only if such expenses, along with other miscellaneous
deductions, exceed 2 percent of the taxpayer's AGI. The 2-percent floor limitation is disregarded
in determining whether an item is excludable as a working condition fringe benefit.

™ Present-law rules would apply in determining whether expenses in excess of this
amount are excludable from income and wages.
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programs would not be eligible for the credit. The amount of the credit claimed would reduce,
dollar for dollar, the amount of education expenses that the employer could otherwise deduct in
computing its taxable income.

Unless the employer provides the instruction through an eligible provider, the curriculum
must be approved by a State adult education authority, defined as an “eligible agency” in section
203(4) of the Adult Education and Family Literacy Act. An “eligible provider” would be an
entity that is receiving Federal funding for adult education and literacy services or English
literacy programs under the Adult Education and Family Literacy Act, Title II of the Workforce
Investment Act of 1998. Eligible providers would include local education agencies, certain
community-based or volunteer literacy organizations, institutions of higher education, and other
public or private nonprofit agencies.

Effective date.--The proposal would be effective for taxable years beginning after
December 31, 2000.

Analysis

The proposal is intended to provide employers with an additional incentive to provide
basic education programs to their employees. The proposal focuses on this type of education due
to concern that low-skilled workers may not undertake needed education because they lack
resources to overcome barriers such as cost, child care, and transportation. It is argued that
present law (i.e., the section 127 exclusion) does not provide sufficient incentive because
employers of low-skilled workers may hesitate to provide general education; the benefits of basic
skills and literacy education may be more difficult for employers to capture through increased
productivity than the benefits of more job-specific education.

Providing additional tax benefits for certain educational expenses could lead to larger
expenditures on education for workers than would otherwise occur. This extra incentive for
education may be desirable if some of the benefits of an individual's education accrue to society
at large (through the creation of a better-educated populace or workforce). In that case, absent
the subsidy, individuals would under invest in education (relative to the socially desirable level)
because they would not take into account the benefits that others indirectly receive. To the extent
that expenditures on education represent purely personal consumption, a subsidy would lead to
over-consumption of education. Some argue that concerns about over-consumption of education
are reduced under the proposal because it targets basic skills and literacy training for individuals
who, for the most part, lack a high school degree.

The requirements with respect to eligible providers may increase the cost of education
that would otherwise be provided under the proposal. On the other hand, providing the credit
without limitations on the provider or curriculum could create potentially difficult issues of
expense allocation, compliance, and tax administration.
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Prior Action
A similar provision was included in the President’s Fiscal Year 2000 Budget Proposal,
except that the prior proposal did not include a credit for basic computer training. In addition,
the prior proposal was limited to 10 percent of eligible expenses, with a maximum per employee
credit of $525.
8. Authorize issuance of tax-credit “Better America Bonds”

Present Law

Tax-exempt bonds

Interest on debt incurred by States or local governments is excluded from income if the
proceeds of the borrowing are used to carry out governmental functions of those entities or the
debt is repaid with governmental funds (“governmental bonds™). These bonds may include
bonds used to finance the acquisition of land (or interests in land) and buildings. Interest on
bonds that nominally are issued by States or local governments, but the proceeds of which are
used (directly or indirectly) by a private person and payment of which is derived from funds of
such a private person (“private activity bonds”) is taxable unless the purpose of the borrowing is
approved specifically in the Code or in another provision of a revenue Act. These specified
purposes include, but are not limited to, privately owned and/or operated: (1) sewage facilities;
(2) solid waste disposal facilities; (3) water systems; and (4) activities of section 501(c)(3)
organizations. Issuance of most qualified private activity bonds (other than qualified 501(c)(3)
bonds) is subject to annual state volume limits, currently the greater of $50 per resident, or $150
million. A phased increase in the volume limits to the greater of $75 per resident or $225 million
is scheduled to begin in calendar year 2003, with the new levels being fully effective in calendar
year 2007.

Tax credits for interest on qualified zone academy bonds

A nonrefundable income tax credit in an amount equal to a credit rate (set by the Treasury
Department) multiplied by the face amount of certain qualified zone academy bonds is allowed to
certain financial institutions (i.e., banks, insurance companies, and corporations actively engaged
in the business of lending money). A taxpayer holding a qualified zone academy bond on the
credit allowance date (i.e., the annual anniversary of the bond's issuance) is entitled to a credit.
The credit is includible in gross income (as if it were an interest payment on the bond), and may
be claimed against regular income tax liability and alternative minimum tax liability. A qualified
zone academy bond is defined as any bond issued by a State or local government, provided that
(1) at least 95 percent of the proceeds are used for the purpose of renovating, providing
equipment to, developing course materials for use at, or training teachers and other school
personnel in a “qualified zone academy” and (2) private entities have promised to contribute to
the qualified zone academy certain equipment, technical assistance or training, employee
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services, or other property or services with a value equal to at least 10 percent of the bond
proceeds.

Expensing of certain environmental remediation expenses

Taxpayers can elect to treat certain environmental remediation expenditures that would
otherwise be chargeable to capital account as deductible in the year paid or incurred (sec. 198).
The deduction applies for both regular and alternative minimum tax purposes. The expenditure
must be incurred in connection with the abatement or control of hazardous substances at a
qualified contaminated site. A qualified contaminated site generally is any property that: (1) is
held for use in a trade or business, for the production of income, or as inventory; (2) is certified
by the appropriate State environmental agency to be located within certain targeted areas; and (3)
contains (or potentially contains) a hazardous substance (so-called “brownfields”). In the case of
property to which a qualified environmental remediation expenditure otherwise would have been
capitalized, any qualified environmental remediation expenditure deductions are subject to
recapture as ordinary income upon sale or other disposition of the property (sec. 1245). The
provision applies only to eligible expenditures paid or incurred in taxable years ending after
August 5, 1997, and before January 1, 2002.

Description of Proposal

In general

The proposal would authorize issuance of a new category of tax-credit bonds, Better
America Bonds,”® by States and local governments for certain specified purposes. The amount of
the credit would be set to equal interest that otherwise would accrue on the taxable bonds.
Bondholders would accrue credits quarterly. The maximum maturity of the bonds would be 15
years. The credit would be includible in gross income (as if it were an interest payment on the
bond), and could be claimed against regular income tax liability and alternative minimum tax
liability.

Authority to issue bonds

The Administrator of the Environmental Protection Agency (“EPA”) would be given
authority to allocate up to $2.1 billion of Better America Bond authority to eligible issuers (i.e.,
States and local governments, including tribal governments and U.S. Possessions) annually for
five years beginning in calendar year 2001. Any amounts unallocated for a year could be
allocated in the following year. Any amounts allocated to an eligible issuer in any year could be

® The structure of Better America Bonds would be identical to the structure of qualified
school modernization bonds and qualified zone academy bonds, as included in the President’s
Fiscal Year 2001 Budget Proposal.
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used for bond issuance in that year or in any of the following three years. After the third year,
unused allocation would be available for reallocation by the EPA.

The EPA would be directed to publish guidelines, before January 1, 2001, establishing
the criteria to be used in an annual competition for authority to issue the bonds. Eligible issuers
would apply for an allocation of authority to issue the bonds, and the EPA, in consultation with
other Federal agencies, would review these applications and allocate authority to issue Better
America Bonds in conjunction with the Community Empowerment Board.

An additional $50 million of Better America Bonds would be authorized for each of the
five years beginning in 2001 for environmental assessment and remediation of property damaged

by anthracite coal mining. Special rules would be provided for these bonds.

Qualifying purposes for bonds

Except in the case of certain brownfields remediation activities, acquisition, construction,
remediation or use of land and facilities would be a qualifying purpose only if the property was
available for use by the public. Any agreement, other than a management contract that would be
a qualified management contract for property financed with tax-exempt bonds would be treated
as violating the public use requirement. Further, in general, repayment of principal could not be
secured or paid with monies derived from private persons in any capacity other than that of the
general public.

Better America Bonds could be issued by eligible issuers for: (1) acquisition of land for
open space, wetlands, public parks or green ways to be owned by the State or local government
or 501(c)(3) entity whose exempt purpose includes environmental preservation; (2) construction
of visitors' facilities related to such land and owned by the State or local government or 501(c)(3)
entity whose exempt purpose includes environmental preservation; (3) remediation of land, in
order to improve water quality, acquired under (1) above, or of publicly owned open space,
wetlands, or parks, by undertaking reasonable measures to control erosion and remediating
conditions caused by prior disposal of toxic or other waste; (4) acquisition of easements on
privately owned open land that prevent commercial development and any substantial change in
the use or character of the land; (5) environmental assessment and remediation of contaminated
property owned by State or local governments if the property was acquired before January 1,
2000 or by reason of abandonment by the prior owner;"” or (6) environmental assessment and
remediation of certain property damaged by anthracite coal mining if the property is owned by a
State or local government or a 501(c)(3) organization.

" The restrictions on private use of bond-financed property would be waived for this
category of property.
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Other rules

For a discussion of additional requirements governing issuance and use of the proceeds of
these tax-credit bonds, see the discussion of the rules governing issuance of qualified zone
academy bonds and school modernization bonds, above.

Effective date

The proposal would apply to bonds issued on or after January 1, 2001.

Analysis

The proposal would subsidize a portion of the cost of new investment in “green space”
land and facilities, as well as certain environmental remediation expenditures. Subsidizing such
costs, it is argued, increases the level of investment in socially desirable assets over the level of
investment that would take place in the absence of the subsidy. It is argued that significant
public benefits will result, in the form of more public green space and a cleaner environment.

Though called a tax credit, the Federal subsidy for Better America Bonds would be
economically equivalent to a direct payment by the Federal government of interest on taxable
bonds, on behalf of the eligible issuers that benefit from the bond proceeds.” To illustrate,
consider any taxable bond that bears an interest rate of 10 percent. A $1,000 bond would
produce an interest payment of $100 annually. The bondholder receiving this payment would
have $100, less the tax owed on the interest income. If the taxpayer were in the 28-percent
Federal tax bracket, taxpayer would have $72 after Federal tax. Regardless of whether the
eligible issuer or the Federal Government pays the interest, the taxpayer receives the same
net-of-tax return of $72. In the case of Better America Bonds, interest is not actually paid by the
Federal Government, but rather, a tax credit of $100 is allowed to the holder of the bond. In
general, a $100 tax credit would be worth $100 to a taxpayer, provided that the taxpayer had at
least $100 in tax liability. However, the Better America Bonds proposal requires the amount of
the $100 credit to be included in the taxpayer's income. The taxpayer in the 28-percent tax
bracket nets $72 after Federal tax, just as on the bond. Similarly, the Federal Government would
be in the same position under the Better America Bonds proposal as if it had paid the $100
interest on the bond. The Federal Government loses $100 on the credit, but recoups $28 of that
by the requirement that it be included in income, for a net cost of $72. The State and local
government would also be in the same situation in both cases.

® This is true provided that the taxpayer faces tax liability of at least the amount of the
credit. Without sufficient tax liability, the proposed tax credit arrangement would not be as
advantageous. Presumably, only taxpayers who anticipate having sufficient tax liability to be
offset by the proposed credit would hold these bonds.
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The proposed tax credit arrangement to subsidize environmental preservation and
remediation raises some questions of administrative efficiency and tax complexity. An
alternative, direct expenditure program under the direct control of the EPA would avoid the
involvement of the IRS in the administration of a program outside its traditional area of
expertise. Because potential purchasers of the bonds must educate themselves as to whether the
bonds qualify for the credit, certain “information costs” are imposed on the buyer. Additionally,
since the determination as to whether the bond is qualified for the credit ultimately rests with the
Federal Government, further risk is imposed on the investor. These information costs and other
risks serve to increase the credit rate and hence the costs to the Federal Government for a given
level of support for environmental improvements. For these reasons, and the fact that tax credit
bonds will be less liquid than Treasury securities, the bonds would bear a credit rate that is equal
to a measure of the yield on outstanding corporate bonds. The direct payment of interest by the
Federal Government on behalf of eligible issuers, which was discussed above as being
economically the equivalent of the credit proposal, would be less complex, both as to the
substantive tax law, and as to the administration of the tax law, because the interest could simply
be reported like any other taxable interest.

Prior Action
A similar provision was included in the President’s Fiscal Year 2000 Budget Proposal.
9. Make permanent the expensing of brownfields remediation costs
Present Law

Code section 162 allows a deduction for ordinary and necessary expenses paid or incurred
in carrying on any trade or business. Treasury regulations provide that the cost of incidental
repairs which neither materially add to the value of property nor appreciably prolong its life, but
keep it in an ordinarily efficient operating condition, may be deducted currently as a business
expense. Section 263(a)(1) limits the scope of section 162 by prohibiting a current deduction for
certain capital expenditures. Treasury regulations define “capital expenditures” as amounts paid
or incurred to materially add to the value, or substantially prolong the useful life, of property
owned by the taxpayer, or to adapt property to a new or different use. Amounts paid for repairs
and maintenance do not constitute capital expenditures. The determination of whether an
expense is deductible or capitalizable is based on the facts and circumstances of each case.

Under Code section 198, taxpayers can elect to treat certain environmental remediation
expenditures that would otherwise be chargeable to capital account as deductible in the year paid
or incurred. The deduction applies for both regular and alternative minimum tax purposes. The
expenditure must be incurred in connection with the abatement or control of hazardous
substances at a qualified contaminated site. In general, any expenditure for the acquisition of
depreciable property used in connection with the abatement or control of hazardous substances at
a qualified contaminated site does not constitute a qualified environmental remediation
expenditure. However, depreciation deductions allowable for such property, which would
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otherwise be allocated to the site under the principles set forth in Commissioner v. Idaho Power
Co.”and section 263A, are treated as qualified environmental remediation expenditures.

A “qualified contaminated site” generally is any property that: (1) is held for use in a
trade or business, for the production of income, or as inventory; (2) is certified by the appropriate
State environmental agency to be located within a targeted area; and (3) contains (or potentially
contains) a hazardous substance (so-called “brownfields”). Targeted areas are defined as: (1)
empowerment zones and enterprise communities as designated under present law and under the
Act® (including any supplemental empowerment zone designated on December 21, 1994); (2)
sites announced before February 1997, as being subject to an Environmental Protection Agency
(“EPA”) Brownfields Pilot; (3) any population census tract with a poverty rate of 20 percent or
more; and (4) certain industrial and commercial areas that are adjacent to tracts described in (3)
above.

Both urban and rural sites qualify. However, sites that are identified on the national
priorities list under the Comprehensive Environmental Response, Compensation, and Liability
Act of 1980 (“CERCLA”) cannot qualify as targeted areas. The chief executive officer of a
State, in consultation with the Administrator of the EPA, was authorized to designate an
appropriate State environmental agency. If no State environmental agency was so designated
within 60 days of the date of enactment, the Administrator of the EPA was authorized to
designate the appropriate environmental agency for such State. Hazardous substances generally
are defined by reference to sections 101(14) and 102 of CERCLA, subject to additional
limitations applicable to asbestos and similar substances within buildings, certain naturally
occurring substances such as radon, and certain other substances released into drinking water
supplies due to deterioration through ordinary use.

In the case of property to which a qualified environmental remediation expenditure
otherwise would have been capitalized, any deduction allowed under the Act is treated as a
depreciation deduction and the property is treated as section 1245 property. Thus, deductions for
qualified environmental remediation expenditures are subject to recapture as ordinary income
upon sale or other disposition of the property. In addition, sections 280B (demolition of
structures) and 468 (special rules for mining and solid waste reclamation and closing costs) do
not apply to amounts which are treated as expenses under this provision.

7 Commissioner v. Idaho Power Co., 418 U.S. 1 (1974) (holding that equipment
depreciation allocable to the taxpayer's construction of capital facilities must be capitalized under
section 263(a)(1)).

% Thus, the 22 additional empowerment zones authorized to be designated under the
Taxpayer Relief Act of 1997, as well as the D.C. Enterprise Zone, are “targeted areas” for
purposes of this provision.
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The provision applies only to eligible expenditures paid or incurred before January 1,
2002.

Description of Proposal

The proposal would eliminate the requirement that expenditures must be paid or incurred
before January 1, 2002, to be deductible as eligible environmental remediation expenditures.
Thus, the provision would become permanent.

Effective date.--The proposal would be effective on the date of enactment.

Analysis

The proposal to make permanent the expensing of brownfields remediation costs would
promote the goal of environmental remediation and remove doubt as to the future deductibility of
remediation expenses. Removing the doubt about deductibility may be desirable if the present-
law expiration date is currently affecting investment planning. For example, the temporary
nature of relief under present law may discourage projects that require a significant ongoing
investment, such as groundwater clean-up projects. On the other hand, extension of the
provision for a limited period of time would allow additional time to assess the efficacy of the
law, adopted only recently as part of the Taxpayer Relief act of 1997, prior to any decision as to
its permanency.

The proposal is intended to encourage environmental remediation, and general business
investment, in sites located in enterprise communities and empowerment zones, the original EPA
Brownfields Pilots, or in census tracts with poverty rates of 20 percent or more, or certain
adjacent tracts. With respect to environmental remediation, it is not clear that the restriction to
certain areas will lead to the most socially desirable distribution of environmental remediation. It
is possible that the same dollar amount of expenditures for remediation in other areas could
produce a greater net social good, and thus the restriction to specific areas diminishes overall
efficiency. On the other hand, property located in a nonqualifying area may have sufficient
intrinsic value so that environmental remediation will be undertaken absent a special tax break.
With respect to environmental remediation tax benefits as an incentive for general business
investment, it is possible that the incentive may have the effect of distorting the location of new
investment, rather than increasing investment overall.*' If the new investments are offset by less
investment in neighboring, but not qualifying, areas, the neighboring communities could suffer.
On the other hand, the increased investment in the qualifying areas could have spillover effects
that are beneficial to the neighboring communities.

#! For a discussion of the economic effects of enterprise zones, see Leslie E. Papke,
“What Do We Know About Enterprise Zones,” in Jim Poterba, ed., Tax Policy and the Economy
(Cambridge, MA: The MIT Press), 1993.
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Further, permanently extending the brownfields provision raises administrative issues.
For example, it is unclear whether currently qualified zone sites will continue to qualify after
such designation expires, by law, after 10 years. Similarly, it is unclear whether the application
to census tracts (currently defined by the 1990 census) with poverty rates of 20 percent or more
(or certain adjacent tracts) applies to tracts that meet such qualifications on (1) August 5, 1997
(the effective date of the original brownfields legislation), (2) the effective date of this proposal,
or (3) the date of the expenditure.

Prior Action

The special expensing for environmental remediation expenditures was enacted as part of
the Taxpayer Relief Act of 1997. Identical proposals were included in the President’s Fiscal
Year 1999 and Fiscal Year 2000 Budget Proposals.

10. Specialized small business investment company tax incentives
Present Law

Under present law, a taxpayer may elect to roll over without payment of tax any capital
gain realized upon the sale of publicly-traded securities where the taxpayer uses the proceeds
from the sale to purchase common stock in a specialized small business investment company
(“SSBIC”) within 60 days of the sale of the securities. The maximum amount of gain that an
individual may roll over under this provision for a taxable year is limited to the lesser of (1)
$50,000 or (2) $500,000 reduced by any gain previously excluded under this provision. For
corporations, these limits are $250,000 and $1 million.

In addition, under present law, an individual may exclude 50 percent of the gain® from
the sale of qualifying small business stock held more than five years. An SSBIC is automatically
deemed to satisfy the active business requirement which a corporation must satisfy to qualify its
stock for the exclusion.

Regulated investment companies (“RICs”) are entitled to deduct dividends paid to
shareholders. To qualify for the deduction, 90 percent of the company’s income must be derived
from dividends, interest and other specified passive income, the company must distribute 90
percent of its investment income, and at least 50 percent of the value of its assets must be
invested in certain diversified investments.

For purposes of these provisions, an SSBIC means any partnership or corporation that is
licensed by the Small Business Administration under section 301(d) of the Small Business
Investment Act of 1958 (as in effect on May 13, 1993). SSBICs make long-term loans to, or

82 The portion of the capital gain included in income is subject to a maximum regular tax
rate of 28 percent, and 42 percent of the excluded gain is a minimum tax preference.
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equity investments in, small businesses owned by persons who are socially or economically
disadvantaged.

Description of Proposal

Under the proposal, the tax-free rollover provision would be expanded by (1) extending
the 60-day period to 180 days, (2) making preferred stock (as well as common stock) in an
SSBIC an eligible investment, and (3) increasing the lifetime caps to $750,000 in the case of an
individual and to $2 million in the case of a corporation, and repealing the annual caps.

The proposal also would provide that an SSBIC that is organized as a corporation may
convert to a partnership without imposition of a tax to either the corporation or its shareholders,
by transferring its assets to a partnership in which it holds at least an 80-percent interest and then
liquidating. The corporation would be required to distribute all its earnings and profits before
liquidating. The transaction must take place within 180 days of enactment of the proposal. The
partnership would be liable for a tax on any “built-in” gain in the assets transferred by the
corporation at the time of the conversion.

The 50-percent exclusion for gain on the sale of qualifying small business stock would be
increased to 60 percent where the taxpayer, or a pass-through entity in which the taxpayer holds
an interest, sells qualifying stock of an SSBIC.

For purposes of determining status as a RIC eligible for the dividends received deduction,
the proposal would treat income derived by a SSBIC from its limited partner interest in a
partnership whose business operations the SSBIC does not actively manage as income qualifying
for the 90-percent test; would deem the SSBIC to satisfy the 90-percent distribution requirement
if it distributes all its income that it is permitted to distribute under the Small Business
Investment Act of 1958; and would deem the RIC diversification of assets requirement to be met
to the extent the SSBIC’s investments are permitted under that Act.

Effective date.--The rollover and small business stock provisions of the proposal would
be effective for sales after date of enactment. The RIC provisions would be effective for taxable
years beginning after date of enactment.

Analysis

The proposal would make investments in SSBICs more attractive by providing tax
advantages of deferral and lower capital gains taxes. Present law, and the proposal, attempt to
distort taxpayer investment decisions by increasing the net, after-tax, return to investments in
SSBICs compared to other assets. Economists argue that distortions in capital markets lead to
reduced economic growth. In an efficient capital market, relative market values indicate sectors
of the economy where investment funds are most needed. Artificially diverting investment funds
may cause capital to be diverted to investments that offer a lower rate of return and away from
investments that offer a higher rate of return. The net outcome is a reduction in national income
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below that which would otherwise be achieved. Proponents of the proposal argue that capital
markets are not fully efficient. In particular, they argue that a bias exists against funding business
ventures undertaken by persons who are socially or economically disadvantaged.

Generally, the cost of capital is greater for small businesses than for larger businesses.
That is, investors demand a greater rate of return on their investment in smaller businesses than
in larger businesses. The higher cost of capital may take the form of higher interest rates charged
on business loans or a larger percentage of equity ownership per dollar invested. A higher cost of
capital does not imply that capital markets are inefficient. The cost of capital reflects investors'
perceptions of greater risk and the higher failure rates among small business ventures. There has
been little study of whether the cost of capital to small businesses, regardless of the economic or
social background of the entrepreneur, is “too high” when the risk of business failure is taken
into account.

Proponents of the proposal argue that, even if the higher cost of capital to small
businesses is not the result of inefficiency of the capital market, investors in small businesses can
achieve an important social goal by helping more persons who are socially or economically
disadvantaged gain entrepreneurial experience. Opponents observe that, under present law, that
objective is addressed by the Small Business Administration's subsidized loan program and
present-law Code sections 1045 and 1202. They note that the proposal would not lower the cost
of capital for all small businesses or for all small businesses organized by persons who are
socially or economically disadvantaged, only those businesses that receive some of their
financing through an SSBIC. Other investors do not receive these tax benefits even if they make
substantial investments in business ventures organized by persons who are socially or
economically disadvantaged. They argue there is a loss of efficiency from funneling a tax benefit
to entrepreneurs through only one type of investment fund pool. In the near term, some of the tax
benefit may accrue to current owners of SSBICs rather than to entrepreneurs as taxpayers seeking
to take advantage of the proposal bid up the price of shares of existing SSBICs. Proponents note
that over the longer term, as more funds flow into SSBICs and as new SSBICs are formed, there
will be a larger pool of funds available to qualified entrepreneurs, and those entrepreneurs will
receive the benefits of a lower cost of capital.

Prior Action

Similar proposals were included in the President’s Fiscal Year 1999 and 2000 Budget
Proposals, and in The Financial Freedom Act of 1999 as passed by the House.
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C. Health Care Provisions
1. Assisting taxpayers with long-term care needs
Present Law

Present law provides special rules for taxpayers with a disabled family member or with
long-term care needs. A child and dependent care tax credit is provided for expenses incurred to
care for a disabled spouse or dependent so the taxpayer can work. A low-income working
taxpayer may qualify for the earned income tax credit if he or she resides with a disabled child
(of any age). An itemized deduction is provided for expenses for qualified long-term care
services or insurance if the taxpayer is chronically ill, or such expenses were incurred on behalf
of a chronically ill spouse or dependent, provided that such expenses, together with other medical
expenses of the taxpayer, exceed 7.5 percent of adjusted gross income (“AGI”). An additional
standard deduction is provided to a taxpayer who does not itemize deductions if the taxpayer (or
spouse) is over age 65 or blind. A credit is provided to certain low income taxpayers who are
elderly or disabled. The impairment-related work expenses of a handicapped individual are
classified as a miscellaneous itemized deduction not subject to the 2-percent floor.

To qualify as a dependent under present law, an individual must: (1) be a specified
relative or member of the taxpayer's household; (2) be a citizen or resident of the U.S. or resident
of Canada or Mexico; (3) not be required to file a joint tax return with his or her spouse; (4) have
gross income below the dependent exemption amount ($2,900 in 2001)® if not the taxpayer's
child; and (5) receive over half of his or her support from the taxpayer. If no one person
contributes over half the support of an individual, the taxpayer is treated as meeting the support
requirement if: (1) over half the support is received from persons each of whom, but for the fact
that he or she did not provide over half such support, could claim the individual as a dependent;
(2) the taxpayer contributes over 10 percent of such support; and (3) other caregivers who
provide over 10 percent of the support file written declarations stating that they will not claim the
individual as a dependent.

Description of Proposal

A credit of up to $3,000 would be provided to an individual taxpayer, if the individual,
the spouse of the individual, or a qualifying dependent of the taxpayer has long-term care needs.
The credit (aggregated with the child credit and the proposed disabled worker credit) would be
phased out for taxpayers with modified AGI above certain thresholds. Under the proposal, the
sum of the otherwise allowable present-law child credit, the proposed disabled workers credit,
and the proposed long-term care credit would be phased out at a rate of $50 for each $1,000 (or
fraction thereof) of modified AGI above the threshold amount. Modified AGI and the threshold
amounts would be the same as under the present-law phaseout rules for the child tax credit.

5 Source: Joint Committee on Taxation staff projection.
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Thus, modified AGI would be AGI plus the amount otherwise excluded from gross income under
Code sections 911, 931, or 933 (relating to the exclusion of income of U.S. citizens or residents
living abroad; residents of Guam, American Samoa, and the Northern Mariana Islands; and
residents of Puerto Rico, respectively). The threshold modified AGI amount would be $110,000
for married individuals filing a joint return, $75,000 for unmarried taxpayers, and $55,000 for
married taxpayers filing separate returns. These threshold amounts would not be indexed for
inflation. An individual may be eligible for both this proposed credit and the proposed disabled
workers tax credit.

For purposes of the proposed credit only, the definition of a dependent would be modified
in two ways. First, the gross income threshold would be increased to the sum of the personal
exemption amount, the standard deduction, and the additional deduction for the elderly and blind
(if applicable). In 2001, the gross income threshold would generally be $7,400 for a non-elderly
single dependent and $8,500 for an elderly single dependent.™

Second, the present-law support test would be deemed to be met, for purposes of the
proposed credit, if the taxpayer and an individual with long-term care needs reside together for a
specified period. The length of the specified period would depend on the relationship between
the taxpayer and the individual with long-term care needs. The specified period would be over
half the year if the individual is the parent (including stepparents and in-laws), or ancestor of the
parent, or child, or descendant of the child, of the taxpayer. Otherwise, the specified period
would be the full year. If more than one taxpayer resides with the person with long-term care
needs and would be eligible to claim the credit for that person, then only the taxpayer with the
highest AGI would be eligible for the credit.

An individual age 6 or older would be considered to have long-term care needs if he or
she were certified by a licensed physician (prior to the filing of a return claiming the credit) as
being unable for at least 6 months to perform at least 3 activities of daily living (“ADLs”)
without substantial assistance from another individual, due to a loss of functional capacity
(including individuals born with a condition that is comparable to a loss of functional capacity).*
As under the present-law rules relating to long-term care, ADLs would be eating, toileting,
transferring, bathing, dressing, and continence. Substantial assistance would include both
hands-on assistance (that is, the physical assistance of another person without which the
individual would be unable to perform the ADL), and stand-by assistance (that is, the presence of
another person within arm's reach of the individual that is necessary to prevent, by physical
intervention, injury to the individual when performing the ADL).

% Source: Joint Committee on Taxation staff projections.

5 A portion of the period certified by the physician would have to occur within the
taxable year for which the credit is claimed. After the initial certification, individuals would
have to be recertified by their physician within 3 years or such other period as the Secretary
prescribes.
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As an alternative to the 3-ADL test described above, an individual would be considered to
have long-term care needs if he or she were certified by a licensed physician as (1) requiring
substantial supervision for at least 6 months to be protected from threats to health and safety due
to severe cognitive impairment and (2) being unable for at least 6 months to perform at least one
or more ADLSs or to engage in age-appropriate activities as determined under regulations
prescribed by the Secretary of the Treasury in consultation with the Secretary of Health and
Human Services.

A child between the ages of 2 and 6 would be considered to have long-term care needs if
he or she were certified by a licensed physician as requiring substantial assistance for at least 6
months with at least 2 of the following activities: eating, transferring, and mobility. A child
under the age of 2 would be considered to have long-term care needs if he or she were certified
by a licensed doctor as requiring for at least 6 months specific durable medical equipment (for
example, a respirator) by reason of a severe health condition, or requiring a skilled practitioner
trained to address the child's condition when the parents are absent. The Department of the
Treasury and the Department of Health and Human Services would be directed to report to
Congress within 5 years of the date of enactment on the effectiveness of the definition of
disability for children and recommend, if necessary, modifications to the definition.

The taxpayer would be required to provide a correct taxpayer identification number for
the individual with long-term care needs, as well as a correct physician identification number
(e.g., the Unique Physician Identification Number that is currently required for Medicare billing)
for the certifying physician. Failure to provide correct taxpayer and physician identification
numbers would be subject to the mathematical error rule. Under that rule, the IRS may
summarily assess additional tax due without sending the individual a notice of deficiency and
giving the taxpayer an opportunity to petition the Tax Court. Further, the taxpayer could be
required to provide other proof of the existence of long-term care needs in such form and
manner, and at such times, as the Secretary requires.

The long-term care credit would generally be nonrefundable, which means that the credit
generally would be allowed only to the extent that the individual's regular tax liability exceeds
the individual's tentative minimum tax, determined without regard to the alternative minimum
tax foreign tax credit (the “tax liability limitation”). However, the credit would be coordinated
with the present-law child credit and the proposed disabled workers credit so that the credits
would be refundable for a taxpayer claiming three or more credit amounts under the credits.
More than one credit amount could be attributable to a single individual. For example, a disabled
worker with long-term care needs would have two credit amounts, a disabled workers credit and
a long-term care credit. Similarly, a taxpayer with two children under age 17, one of whom has
long-term care needs, would have three credit amounts: two child credit amounts and one
long-term care credit amount. As under the present-law child credit, the amount of refundable
credit would be the amount that the nonrefundable personal credits would increase if the tax
liability limitation were increased by the excess of the taxpayer's social security taxes over the
taxpayer's earned income credit (if any).
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The credit would be phased in as illustrated in the following table.

Maximum
Taxable Year Long-Term Care Credit
2001 $1,000
2002 $1,500
2003 $2,000
2004 $2,500
2005 and thereafter $3,000

Effective date.--The proposal would be effective for taxable years beginning after
December 31, 2000.

Analysis

The proposal is intended to provide assistance to individuals who have long-term care
needs or who care for others with such needs. Those in favor of the proposal argue that the credit
is appropriate because such individuals have additional costs and do not have the same ability to
pay as other taxpayers. Some also argue that the present-law favorable tax treatment for
long-term care services and expenses is not sufficient to provide relief to all individuals with
long-term care needs. For example, present law does not provide relief for family members who
provide care for an individual with long-term care needs because they cannot afford to hire
assistance. Present law also provides relief only to individuals with substantial expenses (i.e., in
excess of the 7.5 percent of AGI threshold).

Some argue that the proposal should be expanded to apply to long-term care insurance
expenses, even if the taxpayer currently does not have long-term care needs, in order to make
more long-term care insurance more affordable.

On the other hand, some argue that the proposal is unfair to taxpayers not eligible for the
credit who also might have reduced ability to pay. For example, the credit would not be
available for individuals who have significant medical expenses during a year due to an illness
that does not qualify the individual for the credit. As another example, the credit would not
apply to individuals with extraordinary losses, such as the destruction of a home. Some argue that
the present-law tax benefits for long-term care expenses and insurance already provide sufficient
benefits for individuals with long-term care needs.

The proposal could be criticized because it would create new complexities in the Code.
Taxpayers would need to keep records to demonstrate eligibility for the credit. In addition, the
proposal could cause confusion among some taxpayers because it modifies for credit purposes
only the dependency tests used elsewhere in the Code.
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It could further be argued that phaseouts are inequitable because they increase marginal
tax rates for taxpayers in the phaseout range.* On the other hand, it could be argued that a
phaseout is needed if the proposal is to be targeted to individuals with limited ability to pay.

Prior Action
A similar proposal was included in the President’s Fiscal Year 2000 Budget Proposal.
2. Encourage COBRA continuation coverage
Present Law

Under present law, 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.

An employer’s contribution to a plan providing health benefits coverage for an employee,
and his or her spouse and dependents, is excludable from the employee’s income for both income
and payroll tax purposes. In addition, active employees participating in a cafeteria plan may pay
their employee share of premiums on a pre-tax basis.

Self-employed individuals may deduct a portion of health insurance expenses for
themselves and their spouse and dependents. The deductible percentage is 60 percent for taxable
years beginning in 1999 to 2001, 70 in 2002, and 100 percent in 2003 and thereafter. The
deduction is not available for any month in which the self-employed individual is eligible to
participate in an employer-subsidized health plan. The deduction may not exceed the
individual’s self-employment income.

Other individuals who pay for their own health insurance may claim an itemized
deduction for their health insurance premiums only to the extent that premiums, when combined
with other unreimbursed medical expenses, exceed 7.5 percent of adjusted gross income.

Under the Consolidated Omnibus Budget Reconciliation Act of 1985 (“COBRA”),
qualified beneficiaries are eligible to purchase continuation coverage under an employer-
sponsored plan upon the occurrence of certain events that would otherwise result in loss of
coverage, such as termination of employment. The employer may charge up to 102 percent of
the average cost of the employer’s health plan for continuation coverage. Depending on the

% For a more complete discussion of these issues, see Joint Committee on Taxation,
Present Law and Analysis Relating to Individual Effective Marginal Tax Rates (JCS-3-98),
February 3, 1998.
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circumstances, former employees and their dependents can elect to continue COBRA coverage
for up to 18 to 36 months.

Description of Proposal

The proposal would provide that retired employees whose employers eliminate retiree
health benefits after retirement would be eligible to purchase COBRA continuation coverage
under the former employer’s plan until reaching age 65. Unless the retired employee is otherwise
eligible to purchase continuation coverage, the employer would be permitted to charge up to 125
percent of the average cost of the employer’s group health plan for the coverage.

Under the proposal, individuals would be eligible for a 25 percent nonrefundable tax
credit for their COBRA continuation coverage premiums (including the premiums for the
proposed retiree continuation coverage). For individuals who purchase COBRA continuation
coverage under the proposal regarding extended retiree continuation coverage, eligibility for the
tax credit would continue until the retiree reaches age 65. For all others, eligibility for the credit
would be limited to the present-law COBRA continuation period applicable to the individual.
The Secretary of the Treasury would be directed to issue regulations regarding reporting
requirements for employers needed to administer the credit.

Effective date.--The proposal would be effective for taxable years beginning after
December 31, 2001.

Analysis

Expansion of COBRA continuation coverage to retirees who lose retiree health coverage

The COBRA health care continuation rules were designed to help eliminate or reduce
gaps in health coverage due to the occurrence of certain events, such as termination of
employment, by making it possible for individuals to continue to be covered under an employer-
sponsored plan. In order to balance concerns of employers regarding the cost of such coverage
and making coverage affordable, COBRA included a limit on the premium that could be charged
to those electing continuation coverage. While the COBRA health care continuation rules may
increase health insurance coverage, they also impose administrative burdens on employers.

The proposal to expand COBRA continuation coverage is designed to provide retirees
with a health coverage option until they are eligible for Medicare. The proposal is limited to
retirees whose employer eliminates retiree health coverage, and thus is limited to those
employers who have plans that cover (or have covered) retirees. The proposal recognizes that an
older population may be more costly to insure by allowing a greater premium to be charged for
such individuals than the regular COBRA premium. If this maximum premium understates the
cost of such coverage, then some portion of the cost would be borne by persons other than those
purchasing the coverage. It is not clear who would bear the burden of the additional cost in that
case, for example, the employer (who would nominally pay the additional cost) could pass the
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cost along to customers of the employer in the form of higher prices or to current employees in
the form of lower total wages.

Tax credit for COBRA premiums

As discussed above, present law provides different tax benefits for the purchase of health
insurance depending on the manner in which the health insurance is purchased (e.g., by an
employer or self-employed individual). Individuals covered under an employer-subsidized health
plan receive the greatest tax benefits, because employer contributions for such coverage are
excludable from income. In addition, if the individual purchases the coverage through a cafeteria
plan, the individual’s premium may also be paid on a pre-tax basis.

This favorable tax treatment does not generally extend to individuals who elect COBRA
continuation coverage for two reasons. First, employer contributions toward the purchase of
health coverage typically decline after termination of employment. In other words, many
employers do not contribute toward the premium for COBRA continuation coverage or provide a
lower subsidy for such coverage than for coverage for active employees. In addition, the
individual’s share of COBRA premiums are paid on an after-tax basis.

The proposal is designed to encourage more individuals to purchase continuation
coverage by lowering the cost of such coverage for those that have a tax liability to offset by the
credit. Like all tax benefits for health coverage, the proposed tax credit may lead to larger
expenditures on health insurance than might otherwise be the case. This extra incentive for
health insurance may be desirable if some of the benefits of an individual's having health
insurance accrue to society at large (e.g., through a healthier, more productive workforce, or a
reduction in health expenditures for uninsured individuals). In that case, absent the subsidy,
individuals would underinvest in health insurance (relative to the socially desirable level)
because they would not take into account the benefits that others receive. To the extent that
expenditures on health insurance represent purely personal consumption, a subsidy would lead to
over consumption of health insurance.

By providing a credit rather than a deduction for the cost of health insurance, the proposal
would provide the same tax benefits for all individuals who have the same health insurance costs.
In contrast, if the tax benefit were provided in the form of a deduction, a greater benefit would be
provided to individuals in higher marginal tax brackets.

Some argue that, because the objective of the proposal is to increase health insurance
coverage, it would be more efficient to provide a tax benefit to individuals for the purchase of
any health insurance, rather than just COBRA continuation coverage. This would allow
individuals more health coverage options.

The proposal addresses some of the present-law inequity of tax treatment between

employer-subsidized health insurance and insurance purchased by individuals. However, the
proposal does not eliminate this inequity; it provides tax benefits only for the purchase of
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employer-sponsored insurance. Some argue that any new subsidy for the purchase of health
insurance should more directly address the inequity in tax treatment of health insurance coverage.

Prior Action
No prior action.
3. Provide tax credit for Medicare buy-in program
Present Law

Under present law, 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.

An employer’s contribution to a plan providing health benefits coverage for an employee,
and his or her spouse and dependents, is excludable from the employee’s income for both income
and payroll tax purposes. In addition, active employees participating in a cafeteria plan may pay
their employee share of premiums on a pre-tax basis.

Self-employed individuals may deduct a portion of health insurance expenses for
themselves and their spouse and dependents. The deductible percentage is 60 percent for taxable
years beginning in 1999 to 2001, 70 in 2002, and 100 percent in 2003 and thereafter. The
deduction is not available for any month in which the self-employed individual is eligible to
participate in an employer-subsidized health plan. The deduction may not exceed the
individual’s self-employment income.

Other individuals who pay for their own health insurance may claim an itemized
deduction for their health insurance premiums only to the extent that premiums, when combined
with other unreimbursed medical expenses, exceed 7.5 percent of adjusted gross income.

Under the Consolidated Omnibus Budget Reconciliation Act of 1985 (“COBRA”),
qualified beneficiaries are eligible to purchase continuation coverage under an employer-
sponsored plan upon the occurrence of certain events that would otherwise result in loss of
coverage, such as termination of employment. The employer may charge up to 102 percent of
the average cost of the employer’s health plan for continuation coverage. Depending on the
circumstances, former employees and their dependents can elect to continue COBRA coverage
for up to 18 to 36 months.
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Description of Proposal

Under the proposal, taxpayers would be allowed to claim a nonrefundable tax credit for
health insurance purchased through the new Medicare buy-in program proposed in the
President’s Fiscal Year 2001 Budget Proposal. The credit would equal 25 percent of Medicare
buy-in premiums paid by a taxpayer prior to reaching age 65.

Under the Medicare buy-in proposal, individuals age 62 through 64 years of age who do
not have access to employer-provided health coverage or certain other subsidized health
insurance coverage would be eligible for the program. Qualifying individuals would have a one-
time election to voluntarily join the Medicare buy-in program. These individuals would pay a
base premium, adjusted for location, that on average equals the average cost of insuring
individuals in this age range. The base premium would be paid every year prior to reaching age
65 and would be eligible for the tax credit. Once an individual turns 65 years old, the individual
would no longer pay the base premium, but instead would pay an (estimated smaller) amortized
amount every year the individual is enrolled in Medicare until age 85. This latter cost would be
assessed to cover the above-average costs of this particular risk-pool and would not be eligible
for the tax credit.

In addition, workers involuntarily separated from their jobs between 55 and 62 years of
age could make a one-time election (per qualifying event) to voluntarily join the Medicare buy-in
program. Eligibility would be limited to individuals who do not have access to employer-
provided health coverage or certain other subsidized health insurance coverage. In addition,
individuals would be required to have had health benefit coverage on their previous job for at
least one year. Spouses of eligible individuals would also be eligible. Unlike the 62-64 age
group, these individuals would pay a premium each year that would approximately cover the total
cost of their risk-pool. Because the entire premium would be paid before reaching age 65, the
entire premium would qualify for the tax credit.

Effective date.--The proposal would be effective for taxable years beginning after
December 31, 2001.

Analysis

The proposal to allow certain retired individuals to buy in to Medicare is designed to
address concerns regarding lack of heath care coverage for such individuals. It is argued that
retirees who are not yet eligible for Medicare may have difficulty purchasing insurance in the
individual market because the insurance is likely to be expensive. In addition, some individuals
may have difficulty obtaining coverage for preexisting conditions. Premiums charged the
individuals, plus a surcharge to the Medicare Part B premium are designed to make the buy-in
program self financing.

The stated rationale for tax credit for the buy-in premiums is to encourage healthy as well
as wealthy individuals to participate, creating a broad risk pool with more affordable premiums.
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Like all tax benefits for health coverage, the proposed tax credit may lead to larger expenditures
on health insurance than might otherwise be the case. This extra incentive for health insurance
may be desirable if some of the benefits of an individual's having health insurance accrue to
society at large (e.g., through a healthier, more productive workforce, or a reduction in health
expenditures for uninsured individuals). In that case, absent the subsidy, individuals would
underinvest in health insurance (relative to the socially desirable level) because they would not
take into account the benefits that others receive. To the extent that expenditures on health
insurance represent purely personal consumption, a subsidy would lead to over consumption of
health insurance.

By providing a credit rather than a deduction for the cost of health insurance, the proposal
would provide the same tax benefits for all individuals who have the same health insurance costs
(provided they have tax liability). In contrast, if the tax benefit were provided in the form of a
deduction, a greater benefit would be provided to individuals in higher marginal tax brackets.
The credit may provide a subsidy for individuals who arguably do not need a subsidy, such as
higher-income retirees.

Some argue that, because the objective of the proposal is to increase health insurance
coverage, it would be more efficient to provide a tax benefits to individuals for the purchase of
any health insurance, rather than the Medicare buy-in program. This would allow individuals
more health coverage options.

The proposal addresses some of the present-law inequity of tax treatment between
employer-subsidized health insurance and insurance purchased by individuals. However, the
proposal does not eliminate this inequity. Some argue that any new subsidy for the purchase of
health insurance should more directly address the inequity in tax treatment of health insurance
coverage.

Prior Action

No prior action.

4. Provide tax relief for workers with disabilities
Present Law

Tax credit for elderly and disabled individuals

A nonrefundable income tax credit is provided under present law for certain low-income
individuals who are age 65 or older. The credit also is available to an individual, regardless of
age, who is retired on disability and who was permanently and totally disabled at retirement. For
this purpose, an individual is considered permanently and totally disabled if he or she is unable to
engage in any substantial gainful activity by reason of any medically determinable physical or
mental impairment that can be expected to result in death, or that has lasted or can be expected to
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last for a continuous period of not less than 12 months. The individual must furnish proof of
disability to the IRS. The maximum credit is $750 for unmarried elderly or disabled individuals
and for married couples filing a joint return if only one spouse is eligible; $1,125 for married
couples filing a joint return with both spouses eligible; or $562.50 each, for married couples with
both spouses eligible who are filing separate returns. The credit is phased out for individuals
with middle- and higher-income levels.

Deduction for impairment-related work expenses

Under present law, the impairment-related work expenses of a handicapped individual are
classified as miscellaneous itemized deductions not subject to the two-percent adjusted gross
income (“AGI”) floor. Impairment-related work expenses are expenses for attendant care
services at an individual's place of employment and other expenses (but not depreciation
expenses) in connection with such place of employment which are necessary for the individual to
work and which are deductible as a necessary business expense. For purposes of this deduction,
a handicapped individual is someone with a physical or mental disability which results in a
functional limitation to employment, or who has any physical or mental impairment which
substantially limits at least one major life activity.

Description of Proposal

In general

The proposal would provide a tax credit to disabled individuals, not to exceed the lesser
of $1,000 or the individual's earned income for the taxable year. The credit (aggregated with the
child credit and the proposed long-term care credit) would be phased out for taxpayers with
modified AGI above certain thresholds. Under the proposal, the sum of the otherwise allowable
present-law child tax credit, the proposed disabled workers credit, and the proposed long-term
care credit would be phased out at a rate of $50 for every $1,000 (or fraction thereof) of modified
AGI above the threshold amount. Modified AGI and the threshold amounts would be the same
as under the present-law phaseout of the child tax credit. Thus, modified AGI would be AGI
plus the amount otherwise excluded from gross income under Code sections 911, 931, or 933
(relating to the exclusion of income of U.S. citizens or residents living abroad; residents of
Guam, American Samoa, and the Northern Mariana Islands; and residents of Puerto Rico,
respectively). The threshold amount would be $110,000 for married individuals filing a joint
return, $75,000 for unmarried taxpayers, and $55,000 for married individuals filing separately.
These threshold amounts would not be indexed for inflation. An individual may be able to claim
both this credit and the proposed long-term care credit.

Disability rules

An individual would qualify as a disabled individual if the individual is certified by a
licensed physician as being unable for a period of at least one year to perform at least one activity
of daily living (“ADL”) without substantial assistance from another person, due to a loss of
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functional capacity. As under the present-law rules relating to long-term care, ADLs would be
eating, toileting, transferring, bathing, dressing, and continence. Substantial assistance would
include both hands-on assistance (that is, the physical assistance of another person without which
the individual would be unable to perform the ADL) and stand-by assistance (that is, the presence
of another person within arm's reach of the individual that is necessary to prevent, by physical
intervention, injury to the individual when performing the ADL). The initial certification by a
licensed physician would be required prior to the filing of the tax return in which the individual
initially claims the disabled workers credit. A portion of the period certified by the physician
would have to occur within the taxable year for which the credit is claimed. After the initial
certification, the individual would have to be recertified by a licensed physician every three years
or such other period as the Secretary prescribes.

The individual would be required to provide a correct physician identification number
(e.g., the Unique Physician Identification Number that is currently required for Medicare billing)
for the physician making the certification. Failure to provide a correct physician identification
number would be subject to the mathematical error rule (sec. 6213). Under that rule, the IRS
may summarily assess additional tax due without sending the individual a notice of deficiency
and giving the taxpayer an opportunity to petition the Tax Court. The taxpayer could be required
to provide other proof of the existence of disability in such form and manner, and at such times,
as the Secretary requires.

Tax liability limitation; refundable credits

The disabled workers credit would generally be nonrefundable, which means that the
credit generally would be allowed only to the extent that the individual's regular tax liability
exceeds the individual's tentative minimum tax, determined without regard to the alternative
minimum tax foreign tax credit (the “tax liability limitation””). However, the credit would be
coordinated with the present-law child credit and the proposed long-term care credit so that the
credits would be refundable for a taxpayer claiming three or more credit amounts under the
credits. More than one credit amount could be attributable to a single individual. For example, a
disabled worker with long-term care needs would have two credit amounts, a disabled workers
credit and a long-term care credit. Similarly, a taxpayer with two children under age 17, one of
whom has long-term care needs, would have three credit amounts: two child care credit amounts
and one long-term care credit amount. As under the present-law child credit, the amount of
refundable credit would be the amount that the nonrefundable personal credits would increase if
the tax liability limitation were increased by the excess of the taxpayer's social security taxes over
the taxpayer's earned income credit (if any).

Effective date

The proposal would be effective for taxable years beginning after December 31, 2000.
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Analysis

Proponents of the proposal argue that a disabled worker's ability to pay tax may be
limited compared to an identical worker who is not disabled, because the disabled worker incurs
additional costs in order to work and earn income. The proposal, however, allows disabled
workers to claim the credit regardless of whether they actually incur any such additional
expenses. If the purpose of the proposal is to subsidize these additional expenses, it may be more
efficient to condition the credit on the worker actually incurring the expenses. This, however,
would entail more record keeping.

Proponents of the proposed credit argue that it is intended to provide a tax benefit for
lower and middle income disabled taxpayers. While present law provides some relief to such
taxpayers, it is argued that some disabled taxpayers may not benefit from the present-law
provisions because they have insufficient expenses to benefit from itemizing deductions, have
expenses that do not qualify under present law, or rely on unpaid assistance. Opponents respond
that the present-law benefits are sufficient. They also argue that the proposal is poorly targeted.
For example, it does not provide relief to other individuals who have reduced ability to pay, such
as individuals with significant medical expenses.

Some argue that it is appropriate to extend the credit to all disabled taxpayers,
irrespective of their earned income or AGI. A taxpayer's ability to pay tax is reduced by the costs
of being disabled regardless of the taxpayer's income level. Nevertheless, it could be said that
additional costs associated with disability reduce a higher-income taxpayer's ability to pay tax
proportionately less than the same amount of costs reduce a lower-income taxpayer's ability to

pay.

The proposal also may be criticized for increasing the effective marginal tax rates with
their inherent efficiency, equity, and complexity questions for taxpayers in the phase-out ranges.*’
Proponents may respond, however, that phase-outs are necessary to appropriately target the
benefits of the proposal to lower- and middle-income taxpayers. Others may argue that the
proposal is inequitable, because it gives a $1,000 tax credit to a disabled worker with a modified
AGI of $100,000 who files a joint return, but no tax credit to an unmarried worker who also has
an AGI of $100,000.

Another issue presented by the proposal is its efficiency. For example, a direct
expenditure program could be designed to subsidize all disabled workers, even if the disabled
workers had no tax liability. Such an approach would provide a benefit to a broader category of
disabled workers than the tax credit structure of the proposal, because some workers are not
eligible for the refundable credit under the proposal. It could also be argued that the refundable

*7 For a more complete discussion of these issues, see Joint Committee on Taxation,
Present Law and Analysis Relating to Individual Effective Marginal Tax Rates (JCS-3-98),
February 3, 1998.
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aspect of the credit adds complexity to the tax law. One response to this criticism is that the
present-law child tax credit has similar rules, which may already be familiar to taxpayers and tax
practitioners. Finally, some might question whether the IRS is the government agency best
suited to the responsibility for verifying the disability of each worker and the identification
numbers of each physician making disability certifications.

Prior Action

An identical proposal was included in the President’s Fiscal Year 2000 Budget Proposal.
5. Provide tax relief for small business health plans
Present Law

Under present law, the tax treatment of health insurance expenses depends on the
individual circumstances. Employer contributions toward employee accident or health insurance
are generally deductible by employers and excludable from income and wages by employees. An
individual who itemizes may deduct his or her health insurance premiums to the extent that such
premiums, together with the individual's other medical expenses exceed 7.5 percent of the
individual's AGI.

A self-employed individual may deduct a percentage of premiums for health insurance
covering the individual and his or her spouse and dependents, but only if the individual is not
eligible to participate in a subsidized health plan maintained by any employer of the individual or
the individual's spouse. The deduction is limited by the self-employed individual's earned
income derived from the relevant trade or business. The deduction is equal to 60 percent of
health insurance expenses for 1999-2000, 70 percent for 2002, and 100 percent for 2003 and
thereafter.

A multiple employer welfare arrangement (“MEWA”) is an employee benefit plan or
other arrangement that provides medical or certain other benefits to employees of two or more
employers. MEWAs are generally subject to applicable State insurance laws, including
provisions of State insurance law that generally comply with requirements imposed on insurance
issuers under the Health Insurance Portability and Accountability Act of 1996 (“HIPAA”) and
other Federal laws. MEW As (whether or not funded through insurance) are also regulated under
the Employee Retirement Income Security Act of 1974, as amended (“ERISA”) with respect to
reporting, disclosure, fiduciary, and claims procedures.

Private foundation grants (including loans) must be used by the recipient for charitable
purposes. To ensure that foundation grants are used for the intended charitable purpose, so-called
“expenditure responsibility” requirements apply whenever such grants are made to noncharitable
organizations for exclusively charitable purposes. These requirements involve certain
recordkeeping and reporting requirements. Among other things, there must be a written
agreement between the foundation and the grantee that specifies clearly how the grant funds will
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be expended, the grantee's books and records must account separately for the grant funds, and the
grantee must report annually to the foundation on the use of the grant funds and the progress
made in accomplishing the purposes of the grant.

Description of Proposal

In general

The proposal has two parts. First, it would provide that a grant or loan made by a private
foundation to a qualified health purchasing coalition (“qualified coalition’”) would be treated as a
grant or loan made for charitable purposes. Second, it would create a new income tax credit for
the purchase of certain health insurance through a qualified coalition by small businesses that
currently do not provide health insurance to their employees. Both provisions would be
temporary.

Foundation grants to qualified health benefit purchasing coalitions

Under the proposal, any grant or loan made by a private foundation to a qualified
coalition to support the coalition's initial operating expenses would be treated as a grant or loan
made for charitable purposes. As with any other grant or loan to a noncharitable organization for
exclusively charitable purposes, private foundations would be required to comply with the
“expenditure responsibility” recordkeeping and reporting requirements under present law.

Initial operating expenses of a qualified coalition would include all ordinary and
necessary expenses incurred in connection with the establishment of the qualified coalition and
its initial operations, including the payment of reasonable compensation for services provided to
the qualified coalition and rental payments. In addition, initial operating expenses would include
the cost of tangible personal property purchased by the qualified coalition for its own use. Initial
operating expenses would not include (1) the purchase of real property, (2) any payment made to,
or for the benefit of, members (or employees or affiliates of members) of the qualified coalition,
such as any payment of insurance premiums on policies insuring members (or their employees or
affiliates), or (3) any expense incurred more than 24 months after the date of formation of the
qualified coalition.

Small business health plan tax credit

The proposal also would create a temporary tax credit for small businesses that purchase
employee health insurance through qualified coalitions. The credit would be available to
employers with at least two, but not more than 50, employees, counting only employees with
annual compensation (including 401(k) and SIMPLE employer contributions) of at least $10,000
in the prior calendar year. Eligible employers could not have had an employee health plan during
any part of 1998 or 1999. The credit would be available only with respect to insurance purchased
through a qualified coalition. The credit would equal 20 percent of employer contributions to the
cost of employee health insurance purchased through a qualified coalition. The maximum credit
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amount per policy would be $400 per year for individual coverage and $1,00 per year for family
coverage (to be ratably reduced if coverage is provided for less than 12 months during the
employer's taxable year). The credit would be allowed to a qualifying small employer only with
respect to contributions made during the first 24 months that the employer purchases health
insurance through a qualified coalition. This 24-month limit would not include months
beginning before January 1, 2001. As a condition of qualifying for the credit, employers would
need to cover at least 70 percent of those workers who have compensation (including 401(k) and
SIMPLE employer contributions) of at least $10,000 and who are not covered by another
employer health plan.*® A self-employed individual who is eligible to take a deduction for health
insurance premiums would not be allowed to include any of the premiums eligible for the
deduction in the calculation of the credit amount. The small business health plan credit would be
treated as a component of the general business credit, and would be subject to the limitations of
that credit. The amount of the credit would reduce the employer's deduction for employee health
care expenses.

Requirements imposed on qualified health benefit purchasing coalitions

A qualified coalition would be required to operate on a nonprofit basis and to be formed
as a separate legal entity whose objective is to negotiate with health insurers for the purpose of
providing health insurance benefits to the employees of its members. A qualified coalition would
be authorized to collect and distribute health insurance premiums and provide related
administrative services. It would need to be certified annually by an appropriate State or Federal
agency as being in compliance with the following requirements. Its board would be required to
have both employer and employee representatives of its small business members, but could not
include service providers, health insurers, insurance agents or brokers, and others who might
have a conflict of interest with the coalition's objectives. The qualified coalition could not bear
insurance or financial risk, or perform any activity relating to the licensing of health plan issuers.
Where feasible, the coalition would have to enter into agreements with three or more unaffiliated,
licensed health plans, and would be required to offer at least one open enrollment period per
calendar year. The qualified coalition would have to service a significant geographic area, but
would not be required to cross State boundaries. It would be required to accept as members all
eligible employers on a first-come, first-served basis, and would need to market its services to all
eligible employers within its designated area. An eligible employer would be defined as any
small employer, as defined under HIPPA (generally, businesses that employ an average of at least
two, but not more than 50, employees).

Qualified coalitions would be subject to HIPAA and other Federal health laws, including
participant nondiscrimination rules and provisions applicable to MEWAs under ERISA and the
Code. Thus, coalition health plans could not discriminate against any individual participant as
regards enrollment eligibility or premiums on the basis of his or her health status or claims
experience. In addition, employers would have guaranteed renewability of health plan access.

% This rule applies whether or not the other health plan is subsidized by the employer.
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Health plans sold through qualified coalitions would also be required to meet State laws
concerning health insurance premiums and minimum benefits. State “fictitious group” laws
would be preempted, and States would be required to permit an insurer to reduce premiums
negotiated with a qualified coalition in order to reflect administrative and other cost savings or
lower profit margins. Health plans sold through qualified coalitions would not be considered to
be 10-or-more employer plans for purposes of the welfare benefit fund rules. Accordingly,
participating employers would be subject to the welfare benefit fund contribution limits.

Effective date

The proposal would be effective for taxable years beginning after December 31, 2000.
The special foundation rule would apply to grants and loans made prior to January 1, 2009, for
initial operating expenses incurred prior to January 1, 2011. The small business tax credit would
be available only for health plans established before January 1, 2009. No carrybacks of the credit
would be allowed to taxable years beginning before January 1, 2001.

Analysis

Health insurance coverage of employees of small businesses is significantly lower than
that of larger employers. One possible reason for this lower coverage is that the costs of setting
up and operating health plans in the current small business insurance market can be higher than
those for larger employers. Consequently, small employers may pay more for similar employee
health insurance benefits than do larger employers. In addition, insurance companies may need a
minimum number of covered employees in order to be able to provide insurance to a group. This
makes it difficult for small employers to offer multiple health plans to their employees. Most
small businesses that offer health insurance benefits do not provide their workers with a choice
of health plans.

The proposal is intended to increase health care coverage by reducing the cost of such
coverage to small businesses in two ways. First, the proposal is intended to facilitate the
establishment of health benefit purchasing coalitions. Proponents of the proposal argue that such
coalitions will reduce the cost of health coverage for small businesses. It is anticipated that such
coalitions will pool employer workforces, negotiate with insurers over health plan benefits and
premiums, provide comparative information about available health plans to participating
employees, and may administer premium payments made by employers and their participating
employees. Proponents of the provision believe that, if the proposal were enacted, health care
purchasing coalitions would be established and the additional tax incentives under the proposal
would not be necessary on a permanent basis to help make health insurance more affordable and
available to employees of small businesses. It is unclear whether coalitions will operate as
intended. Under present law, in some cases MEW As have proved unsuccessful in reducing
costs, and have in some cases failed to provide the promised coverage. In some cases this has
been due to fraud, while in other cases simply to mismanagement. The requirements imposed on
purchasing coalitions under the proposal may reduce the likelihood of such occurrences under the
proposal.
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The second way the proposal intends to decrease health insurance costs is by providing a
tax credit for the purchase of health insurance through the health benefit purchasing coalitions.
While the credit is in effect, it will directly reduce the cost of health care coverage purchased by
small businesses through a health benefit purchasing coalition. By reducing the effective price of
health insurance, providing a tax credit for the purchase of health insurance may lead to larger
expenditures on health insurance than might otherwise be the case. This extra incentive for
health insurance may be desirable if some of the benefits of an individual's having health
insurance accrue to society at large (e.g., through a healthier, more productive workforce, or a
reduction in health expenditures for uninsured individuals). In that case, absent the subsidy,
individuals would underinvest in health insurance (relative to the socially desirable level)
because they would not take into account the benefits that others receive. To the extent that
expenditures on health insurance represent purely personal consumption, a subsidy would lead to
over consumption of health insurance.

The proposed credit does not target all individuals without health insurance, only those
who work for small employers. Some argue that, because the objective of the proposal is to
increase health insurance coverage, it would be more efficient to provide a tax benefit to
individuals for the purchase of health insurance rather than to employers. For example,
individuals who do not have access to subsidized employer insurance or who have been
uninsured for a certain period of time could be provided a tax credit or deduction for the purchase
of health insurance. Others question why the tax credit should apply only to the purchase of
health care through a health benefit purchasing coalition. They argue that if such coalitions were
the most economically efficient means of purchasing insurance, they would be competitive
without the requirement that the tax credit is available only for insurance purchased through
them. Furthermore, they would question how restricting the health care choices available to
small businesses in order to qualify for the credit could help such businesses find the best
insurance at the best price.

Proponents of the proposal relating to private foundations argue that the formation of
health benefit purchasing coalitions has been hindered by their limited access to capital. Some
private foundations have indicated a willingness to fund coalition start-up expenses; however,
private foundations are prohibited under the Code from making grants for other than charitable
purposes. It is unclear under present law whether the funding of start-up expenses of health
benefit purchasing coalitions would qualify as a “charitable purpose.” Consequently, private
foundations are reluctant to make grants to fund coalition start-up expenses.

The temporary nature of the provisions may result in additional complexity. Present law
contains a variety of expiring tax provisions, such as the exclusion for employer provided
educational assistance and the research and development credit. These provisions, initially
enacted on a temporary basis, have been repeatedly extended, sometimes on a retroactive basis
after the provision has expired. Such expiring provisions create uncertainty and complexity,
because it is often unclear whether (or when) the provision will be extended. Enacting a new
temporary provision would likely involve the same complexity and uncertainty.
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Prior Action
A similar proposal was included in the President’s Fiscal Year 2000 Budget Proposal,
except that the small business tax credit in the prior proposal was 10 percent of eligible expenses,
with per policy maximums of $200 for individual coverage and $500 for family coverage. In
addition, in the prior proposal, the provisions would have been in effect for only four years.
6. Encourage the development of vaccines for targeted diseases
Present Law

In general

No credit is provided for the sale of vaccines. However, present law does have three
provisions relating to the development of vaccines.

Research credit

Section 41 provides for a research tax credit equal to 20 percent of the amount by which a
taxpayer's qualified research expenditures for a taxable year exceeded its base amount for that
year. The research tax credit expired and generally does not apply to amounts paid or incurred
after June 30, 2004.

Except for certain university basic research payments made by corporations, the research
tax credit applies only to the extent that the taxpayer's qualified research expenditures for the
current taxable year exceed its base amount. The base amount for the current year generally is
computed by multiplying the taxpayer's “fixed-base percentage” by the average amount of the
taxpayer's gross receipts for the four preceding years. The taxpayer’s “fixed-base percentage”
generally is the ratio that its total qualified research expenditures for the 1984-1988 period bears
to its total gross receipts for that period (subject to a maximum ratio of .16). All other taxpayers
(so-called “start-up firms”) are assigned a fixed-base percentage of 3 percent.

Taxpayers are allowed to elect an alternative incremental research credit regime. If a
taxpayer elects to be subject to this alternative regime, the taxpayer is assigned a three-tiered
fixed-base percentage (that is lower than the fixed-base percentage otherwise applicable under
present law) and the credit rate likewise is reduced. Under the alternative credit regime, a credit
rate of 2.65 percent applies to the extent that a taxpayer's current-year research expenses exceed a
base amount computed by using a fixed-base percentage of 1 percent (i.e., the base amount
equals 1 percent of the taxpayer's average gross receipts for the four preceding years) but do not
exceed a base amount computed by using a fixed-base percentage of 1.5 percent. A credit rate of
3.2 percent applies to the extent that a taxpayer's current-year research expenses exceed a base
amount computed by using a fixed-base percentage of 1.5 percent but do not exceed a base
amount computed by using a fixed-base percentage of 2 percent. A credit rate of 3.75 percent
applies to the extent that a taxpayer's current-year research expenses exceed a base amount
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computed by using a fixed-base percentage of 2 percent. An election to be subject to this
alternative incremental credit regime may be made for any taxable year beginning after June 30,
1996, and such an election applies to that taxable year and all subsequent years (in the event that
the credit subsequently is extended by Congress) unless revoked with the consent of the
Secretary of the Treasury.

Orphan drug credit

Taxpayers may claim a 50-percent credit for expenses related to human clinical testing of
drugs for the treatment of certain rare diseases and conditions, generally those that afflict less
than 200,000 persons in the United States (sec. 45C). Qualifying expenses are those paid or
incurred by the taxpayer after the date on which the drug is designated as a potential treatment for
a rare disease or disorder by the Food and Drug Administration (“FDA”) in accordance with the
section 526 of the Federal Food, Drug, and Cosmetic Act.

Vaccine excise tax

A manufacturer’s excise tax is imposed at the rate of 75 cents per dose (sec. 4131) on the
following vaccines recommended for routine administration to children: diphtheria, pertussis,
tetanus, measles, mumps, rubella, polio, HIB (haemophilus influenza type B), hepatitis B,
varicella (chicken pox), rotavirus gastroenteritis, and any conjugate vaccine against streptococcus
pneumoniae. The tax applied to any vaccine that is a combination of vaccine components equals
75 cents times the number of components in the combined vaccine.

Amounts equal to net revenues from this excise tax are deposited in the Vaccine Injury
Compensation Trust Fund (“Vaccine Trust Fund”) to finance compensation awards under the
Federal Vaccine Injury Compensation Program for individuals who suffer certain injuries
following administration of the taxable vaccines. This program provides a substitute Federal,
“no fault” insurance system for the State-law tort and private liability insurance systems
otherwise applicable to vaccine manufacturers and physicians.

Description of Proposal

The proposal would provide a credit against the taxpayer’s income tax liability for the
sale of a qualifying vaccine to a qualifying nonprofit organization. The credit would be equal to
100 percent of the taxpayer’s receipts from a qualified sale. The total amount of credit that may
be claimed annually by taxpayers is subject to an annual limitation. The credit would be a
general business credit.

A qualifying vaccine is a vaccine against a specified “targeted” disease that receives Food
and Drug Administration (“FDA”) approval after the date of enactment. Malaria, tuberculosis,
and HIV/AIDS would comprise targeted diseases. In addition, the Secretary of the Treasury,
with the consultation of the Centers for Disease Control and Prevention (“CDC”) and the U.S.
Agency for International Development (“USAID”), could designate any infectious disease (of a
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single etiology) that is estimated to cause more than one million deaths annually worldwide as a
targeted disease.

A qualified nonprofit organization is a nonprofit organization that purchases and
distributes vaccines for developing countries. Taxpayers could claim a credit for certain sales to
such organizations only if the nonprofit organization has received a credit allocation from the
USAID with respect to specific purchases of qualifying vaccines.

The USAID could make up to $100 million in credit allocations for calendar years 2002
through 2006 and up to $125 million in credit allocations for calendar years 2007 through 2010.
Credits unallocated in any year could be carried forward for up to ten succeeding years and made
available for allocations in such succeeding year. For example, if USAID allocated $75 million
in credits to qualified nonprofit organizations in 2005, all or part of the remaining $25 million
could be made available for allocation in any year between 2006 through 2015. Credits
unallocated after the ten-year carried forward would be canceled.

Effective date.--The proposal would be effective for sales of qualifying vaccines with
respect to which a credit allocation has been made after December 31, 2001.

Analysis

Vaccines and spillover benefits

Intentional distortions to markets generally reduce overall economic efficiency.
However, consumption of certain goods may yield benefits to individuals other than solely the
individual who consumes the good. Such benefits are called spillover benefits or positive
externalities. Because individuals make their purchase decisions based on their private benefit
without accounting for the spillover benefits that others might receive, economists argue that too
little of such goods are provided in the private market and that a subsidy might be warranted to
produce a more socially efficient outcome. Most analysts concur that vaccines are an example of
goods that provide society with spillover benefits. A vaccination provides the patient with
protection against infectious disease and also reduces the probability with which other
individuals become exposed to such a disease.

To be fully efficient, the magnitude of the subsidy provided for the purchase or supply of
vaccines should vary with the magnitude of the external benefit the vaccine provides. The
proposal would target malaria, tuberculosis, and HIV/AIDS. There may be other vaccines with
substantial spillover benefits that are excluded from the subsidy provided by the credit or the
spillover benefit from an effective vaccine against one disease may be greater than that of
another. On the other hand, calculation of such spillover benefits is difficult in practice and may
not justify making distinctions in the magnitude of subsidies for different vaccines.
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Subsidy value of the proposed credit

The proposal would provide a tax credit equal to 100 percent of the revenue from a
qualifying vaccine sale. With an allocation of credits, a qualified nonprofit buyer of vaccines
could make a bid to the seller of vaccines to purchase the vaccines for less than the market price.
Because such a sale would permit the seller to claim a tax credit for the sale, the seller might be
willing to sell the vaccines for a below market price. Although the seller takes in less revenue,
the seller also may claim a tax credit.

In a competitive market, a 100-percent credit on the sale of vaccine has the effect of
providing a subsidy in excess of 50-percent of the market price of the vaccine. To see this
consider a vaccine that would otherwise sell for $1.00 per dose. If a buyer offered the seller 50
cents for the dose, normally the seller would reject the offer. However, if the buyer’s offer of 50
cents were accompanied by a tax credit entitling the seller to reduce his income tax liability then
the seller would receive 50 cents from the sale and a reduction in income taxes by 50 cents for a
total of $1.00 received by the seller as a result of the sale. The seller would be just as well off as
if he had sold the vaccine for $1.00 in the absence of the tax credit. Thus, for an offer of 50
cents, the buyer has been able to purchase a vaccine worth $1.00. At this initial level of analysis,
the tax credit would appear to be equivalent to a 50-percent subsidy to the market price of the
vaccine.

The tax credit is not exactly the same as a direct subsidy to the purchase of the vaccine.
A direct subsidy generally is paid on a “before tax” basis while the tax credit provides an “after
tax” benefit. For example, if a direct subsidy were provided to vaccine purchases, the buyer
would pay the seller 50 cents and the government would pay the seller 50 cents. The seller
would receive $1.00 in revenue, from which the seller would deduct costs, compute taxable
income, and pay income tax.* In short, 50 cents of tax credit generally is worth more than 50
cents of revenue. With the tax credit, the seller’s gross revenue is 50 cents less than it otherwise
would be. Hence, the seller’s income tax liability is reduced by 50 cents times the seller’s
marginal income tax rate. In addition, the seller may claim a 50 cent income tax credit. Thus,
the sale to a buyer who offers a tax credit reduces the seller’s income tax liability by 50-t + 50
cents, where t is the seller’s marginal income tax rate. Thus, the effective subsidy provided by
the tax credit exceeds 50 percent of the purchase price. For a corporate taxpayer subject to the
top statutory marginal tax rate of 35 percent, the effective subsidy provided by the tax credit is
approximately 61 percent.”

¥ An example of a direct subsidy is the Food Stamp program. The buyer of food
purchases food stamps from the government at a discount from the stamp’s face value. The
grocer redeems food stamps from the government at face value. Thus, the buyer of the food and
the government have each contributed to the gross receipts, before tax, of the grocer.

% More generally, if the price of a dose of the vaccine is P and the cost of a dose of the
vaccine is C, the seller’s pre-tax profit, w, is 1 = P - C. If the seller’s marginal income tax rate is
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The credit may not be of equal value to all taxpayers. As discussed above, to the extent
that different taxpayers are subject to different marginal income tax rates, the value of the
subsidy will differ. In addition, the alternative minimum tax minimum tax effectively may defer
when the taxpayer may claim the benefit of the credit. Deferring the credit reduces the present
value of the credit.

Subsidies to supply, subsidies to demand, and the market for vaccines

A subsidy may be structured to increase the supply of a product, generally by reducing the
cost of supplying the product. As the supply of a product increases, generally the price of the
product declines and the quantity of the product consumed increases. The present-law research
tax credit and orphan drug tax credit are examples of supply subsidies.”’ These credits reduce the
cost of the research and testing necessary to bring new vaccines to market. These credits should
work to increase the supply of vaccines.

t, then the seller’s after tax profit, n’, from the sale of the vaccine is n’ = (P - C)(1 - t).

Assume the seller may claim a credit equal to v percent of his gross receipts. As
discussed in the text, the seller may find it profitable to reduce his price by some percentage, s, so
that his gross receipts from the sale fall from P to (1 - s)P. The seller’s costs remain at C. Now
the seller’s pre-tax, pre-credit profit is (1 - s)P - C. The tax credit is worth v-(1 - s)P, the credit
rate, v, multiplied by the qualifying gross receipts, (1 - s)P. The after-tax, after-credit profit
becomes n* = ((1 - s)P - C)(1 - t) + v(I - s)P.

Equating the after-tax profit in the case of no credit, n’, to the after-tax, after-credit profit,
¥, permits a calculation of the discount in price, s, at which the seller could sell the vaccine and
be indifferent between making a sale at market prices or by claiming the credit. Algebraic
manipulation establishes that this outcome would occur for s = v/(1-t+v).

The proposal would have a credit rate of 100 percent. If the seller of the vaccine is a
corporate taxpayer subject to the top statutory marginal tax rate of 35 percent, the seller could
discount the sales price by approximately 61 percent with no change in after-tax profit from the
sale.

°!' The benefits of the orphan drug credit would not generally apply to the targeted
vaccines identified by the proposal. The proposal would identify a potential targeted vaccine as a
vaccine against a disease that kills at least one million people worldwide annually. The present-
law orphan drug credit only may be claimed for certain expenses related to diseases afflicting
200,000 or fewer persons in the United States. HIV/AIDS afflicts more than 200,000 persons in
the United States. The CDC report that through June 1999, 393,045 persons in the United States
are living with HIV infection or with AIDS, Centers for Disease Control and Prevention,
“HIV/AIDS Surveillance Report.” midyear edition, 1999. By contrast, the CDC reported a total
of 18,361 cases of tuberculosis for 1998 in the United States, Centers for Disease Control and
Prevention, “Reported Tuberculosis in the United States, 1998, August 1999. The CDC reported
1,167 cases of malaria in the United States in 1995, Centers for Disease Control and Prevention,
“Malaria Surveillance, United States, 1995,” February 26, 1999.
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Alternatively, a subsidy may be structured to increase the demand for a product, generally
by reducing the net price that consumers pay for the subsidized product while not altering the
gross price received by suppliers. If the demand for a product increases, generally the quantity of
the product consumed increases and the price of the product increases. The proposed tax credit
for vaccine sales is an example of a demand subsidy. By making it cheaper for qualified
organizations to procure targeted vaccines, the demand for targeted vaccines should increase.”
The proposal would provide a credit for the qualified sale of targeted vaccines that do not
currently exist. By increasing the potential demand for a product that does not currently exist,
the profit potential of such a product increases and investment may flow into research to create
and market the targeted vaccines.

The discussion in the preceding section suggested that the credit may have the effect of
reducing the price of a targeted vaccine sold to a qualified nonprofit buyer by 50 to 61 percent.
That analysis was predicated on stringent assumptions regarding the competitiveness of the
market for vaccines and the nature of supply conditions in the market for vaccines.” If it is
assumed that the market for vaccines is competitive,’ the extent to which prices and quantities
consumed increase in response to a demand subsidy depends upon the responsiveness to supply
to changes in price. If small changes in price bring forth substantial additional quantities of a
product to the market, then the benefit of a subsidy will accrue primarily to consumers of the
subsidized good. If a large change in price brings forth only modest increases in quantities of a

%2 The present-law excise taxes on vaccines and the Vaccine Injury Compensation Trust
Fund program affects both demand and supply. By raising the purchase price of a vaccine, the
excise tax may reduce demand. A decline in demand engendered by an excise tax generally
implies less of a product is consumed at a higher price than in the absence of the tax. However,
the net revenues of the vaccine excise taxes fund the Vaccine Injury Compensation Program.
This program provides a substitute, Federal “no fault” insurance system for the State-law tort and
private liability insurance otherwise applicable to vaccine manufacturers and physicians. By
reducing uncertainty regarding liability claims, and by possibly reducing the magnitude of such
claims, the cost of operating as a vaccine manufacturer are reduced. As with a direct subsidy to
supply, lower costs should increase the supply of vaccines and lower the price of vaccines to
consumers.

However, vaccines subject to tax and Trust Fund benefits under this program are vaccines
against childhood diseases and Congress must subject any new vaccine to tax to be eligible for
Trust Fund benefits. The proposal does not propose amending the Vaccine Injury Compensation
Trust Fund program to include the proposal’s targeted vaccines.

% In particular, that discussion assumed that an increase in the demand for a vaccine
would lead to increased production of the vaccine with no change in the market price of the
vaccine.

* By a “competitive market,” economists mean a market in which the actions of no one
buyer or seller can affect the market price.
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product to the market, then the benefit of a subsidy will accrue primarily to the supplier of the
good. In general, by increasing demand, the proposed credit may increase market prices. While
the credit would still have the effect of reducing the price of a targeted vaccine sold to a qualified
nonprofit buyer by 50 to 61 percent, the new net price paid by the nonprofit buyer may be less
than 50 to 61 percent below the unsubsidized market price.

The discussion of the preceding paragraph assumes the market for vaccines is
competitive. In practice, developers of new vaccines patent their discovery. The patent grants
the developer monopoly rights for a limited period. As the sole seller, there is no competitor
providing an incentive for the seller to accept a below market bid for a vaccine from a qualified
nonprofit buyer with a tax credit allocation. Some studies of oligopolistic markets have found
“undershifting” of excise tax reductions and “overshifting” of excise tax increases.” That is,
prices in the markets fell by less than the tax reduction and rose by more than the tax increase.
On the other hand, the proposal would allocate credits to a limited number of nonprofit buyers.
This may create bargaining power on the part of the buyers sufficient to offset the seller’s
position as monopolist in the vaccine.

The cost of the tax credit will be borne by U.S. taxpayers generally. Under the proposal,
the subsidy to purchase would apply directly to purchases for vaccinations given overseas. If the
increase in demand created by this subsidy leads to increases in prices of vaccines above those
which would otherwise occur, then in addition to bearing the a tax cost of the subsidy to foreign
consumption of the vaccines, U.S. persons who use the vaccines also would bear a price increase.
In addition, if a premise for providing the subsidy via tax credit is that targeted vaccines provide
spillover benefits, subsidizing only foreign purchases may mitigate the spillover benefits
produced as most of the spillover benefits from increasing vaccinations accrue within local
populations receiving vaccinations. On the other hand, given that there currently are no vaccines
against these diseases, if an increase in worldwide demand leads to the discovery of vaccines, the
U.S. persons will benefit. In addition, most cases of tuberculosis within the United States arrived
in the United States with persons from less developed countries. Inoculations abroad may be the
most efficacious method to eliminate tuberculosis within the United States.

Other issues

The proposal acts as a targeted source of foreign aid administered by USAID and the IRS.
The USAID is granted authority to allocate $1 billion of tax benefits which, as discussed above,
is equivalent to granting spending authority to subsidize purchases of certain vaccines for
administration in certain foreign countries. Some criticize funding an explicit foreign aid

» See, for example, Paul G. Barnett, Theodore E. Keeler, and The-wei Hu, “Oligopoly
Structure and the Incidence of Cigarette Excise Taxes,” Journal of Public Economics, 57, July
1995, 457-470, and Timothy Besley and Harvey S. Rosen, “Sales Taxes and Prices: An
Empirical Analysis,” National Bureau of Economic Research working paper no. 6667, July 1998.
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program through the tax code and outside the normal oversight of the appropriate congressional
committees. Such critics note that funding such programs through the tax code masks the true
size of the USAID budget and programs.

The proposal also would grant to the Secretary of the Treasury authority to expand the
scope of the tax credit, albeit subject to guidelines. Some see such authority as an inappropriate
delegation of the Congress’s constitutional authority to impose taxes. They argue that tax
subsidies for new products should be granted only after congressional deliberation. Others
respond that such authority, while it does substantially alter the tax liabilities of certain taxpayers,
provides the flexibility needed to address new diseases and vaccines as they arise. Moreover,
they note that because the amount of total credits that could be allocated is limited to $1 billion
over the ten years 2001 through 2010, the Secretary would not be able to substantially modify the
scope of the tax credit benefit.

As noted above, the proposal would target tax credits for vaccines that do not yet exist.
The tax benefits would be available for years 2001 through 2010. Often pharmaceutical and
biological research and product approval consume more than ten years. Some suggest that a
credit of limited duration may not yield a substantial increase in research efforts due to the long
lead times necessary to bring new vaccines to market.

Prior Action

No prior action.
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D. Family and Work Incentive Provisions
1. Provide marriage penalty relief and increase the basic standard deduction
Present Law

Marriage tax penalty

A married couple is treated as one tax unit that must pay tax on the couple’s total taxable
income. This filing status is referred to as “married individuals filing joint returns.” Married
couples may elect to file separate returns; however, the rate schedules and other provisions are
structured so that filing separate returns usually results in a higher tax than filing a joint return.
Other rate schedules apply to single persons, to single heads of households, to surviving spouses,
and to trusts and estates.

A "marriage penalty" exists when the combined tax liability of a married couple filing a
joint return is greater than the sum of the tax liabilities of each individual computed as if the
couple were not married. A “marriage bonus” exists when the combined tax liability of a
married couple filing a joint return is less than the sum of the tax liabilities of each individual
computed as if the couple were not married.

While the size of any marriage penalty or bonus under present law depends upon the
individuals' incomes, number of dependents, and itemized deductions, married couples whose
incomes are split more evenly than 70 percent/30 percent generally incur a marriage penalty.
Married couples whose incomes are largely attributable to one spouse generally receive a
marriage bonus.

Under present law, the size of the standard deduction and the tax bracket breakpoints
follow certain customary ratios across filing statuses. The standard deduction and tax bracket
breakpoints for single filers are roughly 60 percent of those for joint filers.”® Thus, the sum of the
standard deductions for two unmarried individuals exceeds the standard deduction for a married
couple filing a joint return.”’

% This is not true for the 39.6-percent rate. The beginning point of this rate bracket is the
same for all taxpayers regardless of filing status.

°7 For a more detailed discussion of the marriage penalty, see Joint Committee on
Taxation, Present Law and Background Relating to Proposals to Reduce the Marriage Tax
Penalty (JCX-1-98), January 27, 1998.
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Basic standard deduction

Taxpayers who do not itemize deductions may use the basic standard deduction® which is
subtracted from adjusted gross income (“AGI”) in arriving at taxable income. The size of the
basic standard deduction varies according to filing status and is indexed for inflation. For 2000,
the size of the basic standard deduction for each filing status is shown in the following table:

Table 3.-Basic Standard Deduction Amounts
Taxable Years Beginning in 2000

Filing status standarltsjaosl:a(;luction4
Married, joint return.................. $7,350
Head of household return.......... $6,450
Single return...........ccoeeevevennnee. $4,400
Married, separate return............ $3,675

* These amounts are indexed for inflation annually.

For 2000, the basic standard deduction for joint returns is projected to be 1.67 times the
basic standard deduction for single returns.

Description of Proposal

Marriage tax penalty relief

The proposal would increase the basic standard deduction for a two-earner married
couple filing jointly to the lesser of: (1) the basic standard deduction for a one-earner married
couple filing jointly plus the earned income of the lower earning spouse; or (2) twice the basic
standard deduction amount for a single return. Earned income would be defined as the sum of
wages, salaries, and net income from self employment less certain deductions for IRA, Keogh,
SEP, and SIMPLE plan contributions, self-employed health insurance, and one-half of self-
employment taxes. This increase would be phased in over five years. The maximum increase for
each year is the following percentage of the difference between the basic standard deduction for
joint filers and twice the basic standard for unmarried filers.

% Additional standard deductions are allowed with respect to any individual who is
elderly (age 65 or over) or blind.
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Maximum increase in the size of
the standard deduction

Taxable year for two-earner joint filers
2001 20 percent
2002 40 percent
2003 60 percent
2004 80 percent
2005 and thereafter 100 percent

If the increase is not a multiple of $50 after applying the applicable percentage, the
increase would be rounded to the next lowest multiple of $50.

Increase in the standard deduction

The proposal would also increase the otherwise allowable maximum basic standard
deduction by $250 for single filers, $350 for heads of households, and $500 for married couples
filing a joint return in 2005. Beginning in 2006, the amount of these increases would be indexed
for inflation under the present-law rules for indexing of the standard deductions. These increases
would be in addition to the increase, if any, in the basic standard deduction for two-earner
couples filing jointly.

Effective date
The proposal relating to marriage tax penalty relief would be effective for taxable years

beginning after December 31, 2000. The proposal to increase the basic standard deductions
would be effective for taxable years beginning after December 31, 2004.

Analysis

Marriage tax penalty relief

A marriage penalty exists when the combined tax liability of a married couple filing a
joint return is greater than the sum of their tax liabilities had each spouse filed his or her taxes as
if they were not married. This measure of the marriage penalty may represent the combined
effects of many provisions of the Code. In the case of taxpayers who do not itemize their
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deductions, at least a part of the marriage penalty is attributable to the basic standard deduction.”
In the case of a married couple with no dependents who claim the basic standard deduction, the
marriage penalty attributable to the basic standard deduction is the tax attributed to the amount
by which the sum of two basic standard deductions for unmarried individuals exceeds the basic
standard deduction for married couples filing jointly. If a married couple who claim the basic
standard deduction has one or more dependents, the marriage penalty relating to the basic
standard deduction depends on whether each spouse; if unmarried, would file as an unmarried
individual or a head of household. In such a case, the marriage penalty attributable to the basic
standard deduction is the amount by which the sum of the standard deductions attributable to
each of the spouses exceeds the standard deduction for married couples filing jointly.

Because marriage penalties are greater the more evenly divided the spouses incomes,
marriage penalties tend to be concentrated in two-earner couples. By contrast, most single-earner
couples experience a marriage bonus. Proponents of this proposal argue that it is targeted to
address the circumstances that are most likely to produce a marriage penalty without affecting
couples with a marriage bonus. Specifically, it would limit tax relief to married couples where
each spouse has earned income.'” Opponents argue that this targeting is unduly complex and
fails to address some marriage penalties. They argue that the calculations required by the
proposal are more complicated than simply claiming a single larger standard deduction. Further,
they argue that the proposal would not address a marriage penalty in the case where both spouses
have taxable income but one spouse’s taxable income is entirely unearned income. Examples
include a married couple where one spouse’s only source of income is unemployment
compensation, Social Security and railroad retirement benefits, or taxable disability payments
from a private insurance contract purchased by the individual. Advocates of this proposal argue
that the level of complexity associated with this proposal is low and that it addresses the majority
of cases where the present-law standard deduction results in a marriage penalty. They contend
that extending tax relief to taxpayers without earned income would give more couples marriage
bonuses than it would reduce the number of couples with marriage penalties.

Some argue that the proposal fails to properly address the marriage penalty in the case of
married couples with dependents who claim the basic standard deduction. In that case, critics
argue that the marriage penalty as it relates to the basic standard deduction can be eliminated
only if the basic standard for a married couple filing jointly is increased to an amount equal to the
sum of the basic standard deductions for the two spouses had one or both spouses claimed the
basic standard deduction for heads of households. Proponents of the proposal respond that
increasing the basic standard deduction for married couples filing a joint return to twice the basic

* The calculation of the marriage penalty requires a more detailed analysis to allocate
itemized deductions between spouses if the spouses individually or as a couple have itemized
deductions in excess if the applicable standard deductions.

1% The element of the proposal which limits tax relief to the extent that the lesser earning
spouse has earned income is based on the prior-law two-earner deduction.
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standard deduction for a head of household would create additional marriage bonuses (e.g., if
only one spouse would have been eligible for head of household status had the couple filed
separate returns). They also argue that any attempts to attribute head of household status to one
or both spouses for purposes of computing the marriage penalty as it relates to the basic standard
deduction would be imprecise and possibly subject to manipulation (i.e., absent rules regarding
the allocation of children between the spouses, a couple may simply allocate the children
between themselves so as to minimize the combined tax liability).

Increase in the standard deduction

Proponents of the proposal argue that increasing the basic standard deduction for each
filing status is a fair and responsible form of comprehensive tax relief. In fact, most taxpayers
claim the standard deduction and would therefore benefit from this proposal. The proposal
would also reduce the number of taxpayers who claim itemized deductions. This should relieve
those taxpayers of certain record keeping requirements and ease some of the complexity of filing
their tax returns. Others may respond that the proposal is unfair because it provides no tax