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ENERGY TAX ISSUES AND TREASURY RECOMMENDATIONS

"The following is & Hst of outstanding issves ragarding the ensrgy Wx and Treasury's
recommencations, This document iy being provided o the NEC and other partivipants of the
Task Force 1o facilitaw discussion of these issues.

DMPOSITION POINTS
ISSUE §: Polnt of impositon of the energy 1ax on vil.

RECOMMENDATION: We recommend thiat the energy tax be imposed on and paid by the
refinar at the refinery gata (L&, the energy tax i imposed on refined petroteurm products ax they
leave the refinery, smther than on crude oil when recsived by the refinery). We do not
tecommend Imposing the energy 1ax at it terminad rack, consisient with our principle that the
tax should be irapesed a8 far upstzeamn from ihe end user ay possible,

IS8UE 3: Point of imposition of the energy tax on natural gas.

RECOMMENDATION: We recomnpend that the energy tax be imposed o the local
distribution company or industrial user g1 the city gate with coliection by the pipeline, We do
not recommenyd tmposing the energy tax directiy on the end user.

ISSUE 3¢ Point of imposidon of the energy ax on <oal.

RECOMMENDATION: Treasury's summary of the Admiaistration’s revenus proposals (the

"Groen Book*) indicates that ooal would be taxed at the minemouth. To avoid potential fixed-

price contract problems and imposition of State severance taxes On top of the energy Bx, we

ﬁ recommend that the energy tax be imposed on and paid by the utility or indusivial user upon
very.

ISSUE 4: Point of imposition of the energy tax on electricity provided by independant power
peoducers (IPP) under fixed-price contracts. Nopip: this recommendation assumes that fixed-
price contracts prevent & passthrough of the energy tax. We have requested copies of sample
DONITacty.

RECOMMENDATION: We recommend that she energy tax be imposed on and paid by tha
utility or Industrial usee upan recaipt the energy @x is based on fossi] focls wsed by the IPP to
produce power; the IPP receives 3 credit for the energy tx on fossil fupis it used 0 generats
the electricity, Noip: these rules spply only when the IPP selly eleotrloity under o pre-offective.
date, fixed-price contract; in all other cases, tax is impased on the producer (whether IPP or
utility} or on the fuel used by the producer,
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BASSTHROUGH

ISSUE & Securs passtirough of tax for utilities,
RECOMMENDATION: We recommeand that 2 rax penalfy similar to dapreniation

normalization be imposed on the wtility If the tax is not passed through; the intantion is to
enoourage State regulatory approval of the passthrough,

IAX RATE

ISSUE & Wrmther homs heating oil should be maxed at the il rate.
RECOMMENDATION: according to the Qroen Bogk, the 0il mts spplies with a delayed

phass-in of the differcnce derwaen the oil rate and the basic rate. Wa recommend no change
in this rule.

ISSUE 7: Whether the same eneegy tax vate should be imposed on liquefisd pewoieum gases
{from oil) and natural gas liquids (from gas) hecause they are essentially the same product, and,
if 30, which tax rsis.
RECOMMENDATION: We recommend ihe imposition of the energy tax at the rate for natural
#48 on both products,

ISSUE 8: Whether petroleum cake should be taxed at the fax rate for coal.
RECOMMENDATION: We recommend the impodition of the energy ax at the rate for refined
petroioum products,

EXEMPTIONS

ISSUE ¥: Geners! scope of exemptions from the ensrgy tax.
RECOMMENDATION: According o the Grmen Rook, exports and nonfued uses of fossil fuel

are exempt. Nonfuel uses include feedstock uses, asphalt, lubricants, stc, We recommend no
change to this nle.

ISSUE 10r Whether oil and natural gas used 1o produce fuel are exempt from wx.
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RECOMMENDATION: Wa recommend oil or natural gas used in the field (g8, BOR) acine
site where it is produced be ex2mpt from @x. Mowever, 0il or g3 brought to the site and used
as fuel should be mxed, Oi used in a refinery and nawral gas used in 2 processing plant shwould
not b wmeed, Howsvez, purchased natursl gas used as fusl in a rofinery should be taxes, We
recommend that fosl used for propulsion of other fuels and natural gas lost in transmssion be
axed,

{SSUE {1; Whether ‘0 impose wx on fuel alcohol {2thanci ang methanal), ETBE, MTBE. other
oxidants, and biomass that produces fuel aicohol, and, {f 50, at which tax rate {.3,, oil rate or
natuzel pas rate).

RECOMMENDATION: According 1o the (oeen Bogk, cthanol and methanol will be txed;
the wx rate, however, was not spacified. We racommend that all of Siese fuely be axed, based

on their Blu content, at the e for refined petroleum products.

ISSUE 12: ‘Whether cosl gasification should be double taxed on essentislly the same Btu's (coal
used to produce synthetic natural gas). (This issue ix unique to North Dakon.}

RECOMMENDATION: Wa recommend the imposidon of the enesgy tax on the synthetic
aatural gas produced oniy; recommend the sxemption of the coal used for production.

ISSUE 13: Whether to irnm {8X on pump storage electriciry (fossil fusls, hvdro- and nuciear
sloctricity are used @ pump walex into the storge unit during off-pesk periods and
hydroeiactrisity is produced when wawr i3 released),

RECOMMENDATION: We recommend the imposition of the soergy tax on the fossi] fusl,

hydroe and nuchesr sisctrivity used to pump waier into the swrage unit; recommend the
sxampclon of the ssxuidng hydroslsciricity,

ISSUE id: Whether electricity used in the producton of aluminum shoyld be exempt as 2
feedstock.

RECOMMENDATION: Fosdstocks ars nonfuel uses of fossil fuels; slectriaity is exempt only
if exporied or produced from pumg swrage.

ISKUTE 18: Whether W grant an exemption for coal waste,

RECOMMENDATION: We recommend that coal wasts be exempt from the snergy tax unleis
it is usad 32 a fuel,

o]
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ISKUE 18: Whether (o grant & exemption from the energy tax for landiill gas, municipal solid
waste, wood or wood-derived products, and tires bumed as fuel.

RECOMMENDATION: We recommend exemption unless EPA obijects,

ISBUE 17 Scope of exemption for exports,

BRECOMMENDATION: We recommend that sxportad tuxable products and elsctricity be
K,

ISSUE 18 Whether to provide borgder wx adjusiments for energy-intensive manufaciured
produsts.

RECOMMENDATION: We recommend that no 1ax adjustmients be provided on sirhar impors
or exposts. -

ISSUE 19: Provisions o comply with GATT/Free Trade limitatdons on the energy tax on
imperisd or exportad electricity.

RECOMMERDATION: We recommend that, 10 avoid trade limitations, proof of sctual fuel
soures and consumption be dllowed. Note: it may be necessary 15 raquine such proof in the cass
of exponts.

ISSUE 200 Whether 2o impose 8 floor stocks tax.
RECOMMENDATION: We recommend the imposition of a floor stocks tax (on inventory held

as of the dute of imposition) each time rates change (including each indexing period) with
exceptions for exempt uses and g reasonable da minimis ruls,

Attachment (Gros Book pages on Energy Tax)

Office of Tax Policy
March 10, 1993
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ENERGY FROVISIONS

PROVIDE A MODIFIED BTU TAX

Oureent Law

The United States currently does not impose & broad-based ensrgy tax. The
Uslted Suates does impose aa excise tax on motor fels (gasoling, special motor fuels,
and diesal fuel) used for highwny vanspormtion; special motor fuels used ia motorboas:
and diess! fuel used in trains, The Ugited States also imposes an exciss tax on cogl from
domestic mines and an exciss tux on eruds of raceived 4t Somestic refinerias and
patrolmu products entsred into the United States. With the exception of the motor fusix
%, all snergy taxes wre wunor. For the most part, whese are dedicaind revenues that are
deposited {n various tust funds. Ths motor fusls tax alto bas 3 deficit reduction portion
that & not dedicated, but s retained in the Gensral Fund.

Ressans for Chases

A droad-based curorgy sx would belp reduce the deficde and put the government
on & pay-as-you-go besis for needed public programs. o addition, e 1ax would advance
three gools reduction of enviroamental danages, Soergy conservation, and reduced .
dependance 03 foreign sources of ensrgy. The tax wonid sucoursge energy eificiency
and fusl mix choices benar reflecting the true egvironmental and socurily oosts of cnargy
use, Morsover, an energy tax would holp move the United States economy fom income«
based to consumption-based aaation, witk sttendant benefits o saving, investment, and
rerurne 1o work sffort.

Pmposal :

The propoaal would impose an excise tax on fossil Ruels {coal, oil, natural gas) at
a basic cate of $0.257-permillion-Bius phus a $0.362.per-mitiionBrus supplemental tax on
ol The 1ax would also be imposed on alcobol fjels {sthanol and methanol produced,
sther than fromm fossil fuels, for use as £ fuel), The tax would be imposed on hydro-snd
auciear-genarated elecrrichty, and on impared electriciey &t 8 rote aqual io the ngtionsl
average of (ax embedded in elsctricity genersted from fossil fuel. Additionally, the tex
would be impaned on truported taxable products at a rate equal 10 the average x

on sguivalem domestic products, All tax amounts would be indexed for general

nfistion aftar 1997. A singls aaticnal aversge of B contant would be used for o], gay,
and aleohol fusls, while actual Bau content would be used for coal. Nonconventional
fuzls fincluding soixr, gaothermal, bismass, and wind), exported twebie progdusts, and
not~fus! utex of fossll and alcobol fuels (including coke and feedstocks) would be

exeompt.
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The collection poins for tha tax would be tha ratinery for oil, the pipeiine for
natersl gas, the minemouth for cosl the producrion facility for alcohol fuels, the utlity
for hydrov and nuclesr-generated slectricity, and the Lmporation point for imported
sioctricity and imported taxabie producs. Exemptions or dmmtrm mdm would ba
provided for nonfusl use and sxpons. ‘ :

Tos tax at ove-third of the rates spgciﬁcd above would be impossd beginaing July
1, 1984 rwo-thirds beginning July l, 1998: and the full rotes begianing July-1, 1596 An
appropriate delay in the phase+in ¢f the supplemental tax on oil would be provided In
the case of home beating oil.

MMM

'rm propasal wouid raise substantial revenues for deﬁm reduction while
advancing sevirormental, snergy conservation wnd security objectives. In partieular, the
propossl would reduce carbon amimions and vehicls uie, sad reductions in consumption

of oil would come dispreportionatsly from imports. With the indexation feature.
revenuas from the proposal (In ronsuant doliars) would be rafatively sable.
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EXECUTIVE OFFICE OF THE PRESIDENT
OFFICE OF MANAGEMENT AND BUDGET
WASHINGTON, [1.C. 20603 Y [\ "
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THE BERPUTY DIRECTOR

DISCUSSION PAPER FOR NEC MEETING, JULY 27, 1993

FROM: leon E. Panetia and Alice M, Riviin

SUBIECT: Planning the FY 1995 Budget Dexision Process

We need to find 3 way to help the President make decistons on the FY 1995 budget:

® thal reflect his priorities--reconsidered in the light of eight months experience in
running the government;

# for which the Administration can build a winning coalition in Congress;

# that meet the FY 1955 discretionary caps. (Eventually we might want to make a
case for raising the caps, but we should not start with that possibility in mind.)

QOpporfunity

The tightness of the caps gives the Administaation an enormous opportunity to
propose restructuring what the Federal government does. This budget {together with the
National Performance Review) can make a bold statement about 2 leaner, betier fmﬁsw{i
nmore efficient Federal government.

First step: Review the Administration’s Investment Proposa

As Bob Reich points out, the Congress has funded only a bit more than half of the
President's investment package. Keeping to the 329 billion of investment funding originally
contemplated for FY 1995 would assume an impossibly rapid ramp up. The NEC need
discuss an approach to the original investment package and how to get the relevant Cabinet
Secretaries rethinking both the nature and timing of these investments, (Gene Sperling is
starting that discussion today.)

Second step: Agency Priorities

OMB has been holding a series of Management and Budget Reviews (M&RB Reviews)
with heads of major agencies. Agency heads have been asked to present to the OMB
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Director how they propose 10 restructure their activities in FY 1995, They were asked to
discuss both the highest priorities and what they would cut in order to fund those priorities
within the cap. Some agencies have done a lot of work 10 define priorities and specify what
programs they would reduce to fund their priorities. Other agencies used the session solely
to plead for more funds and FTE.

By the end of this procesg(iweek of d{&ﬁi}r@dil} be able to describe each
agency's situation and plans (with varying degrées orspeificity). Por example, (1) agency
A would have to cut $1.2 billion from its base in order to stay within the cap and preserve
its investments, Secretary A proposes o dothisby cutting X, Yand Z. (2) Agency B
believes its invesiments should be increased more slowly; it will not have to cut its base,

(3)Agency C believes all programs are important and has not sericusly addressed cutbacks.
OMB believes it should consider increasing Program S and cutling out programs T and W,

The M&B reviews themselves, are part of an ongoing process. We will be working
with the agencies as they refine their ideas. However, it would be possible to take
snapshot 1o get a pood cross agency picture of where we stand now,

Most of the major priorities of the Administration cut across agencies. OMB is
starting The process of seleCTE Mmajor-prierity-areay and identifying options within them, It
will be possible to lay out high, low and medium budgets within each area that will allow the
President, the NEC, and others, to discuss what the options are for allocating funds within
each. The areas that we have identified as useful for cross-cuts are:

e,

Environment (EPA/Interior/ Ag/NOAA/Energy/State/Corps of Engineers)

R&D and Technology (Commerce/HUD/Commerce/ HHR/Ed/Labor/tax)

Managing economic c%zaz%ge, including Defense downsizing, forests, trade agreements,
community development (Defense/HUD/Commerce/HHS/Ed/Labor/tax)

-

Urban policy, including crime and violence - 5
(HUD/HHS/Labor/Commerce/Justice/DOT/ tax} 3¢
{

Post-secondary training (BEd/VA/Defense/Labor/HHS/tax)
Children, families, welfare reform (HHS/Ed/Labor/Ag/tax}
Drug policy (Justice!’l‘reaSury/HHSIONDCPiEducalianIStaw![)‘efense)

Foreign Assistance (State/AID/Defense/Treasury)



Peacekeeping (State/Defense)

Fourth step: Making Room for the Priorities

The agencies will all want more money than is available. The cross-cuts will also
likely focus mainly on upside options since all are areas that the Administration wants to
emphasize. Hence, it is necessary to make a major effort to identify programs that can be

cut to make room for prorities, A s61 of suggested criteria for such cutsis aftachied. Some Dvcrat
efforts have been made in the National Performance Review to identify the low priority R N
programs. The budget process should build on this effort. el ST,
Cra -.‘“
Fifth step: Putting it all together ™0 5 m,

The final step should be to provide the President with a comprehensible and limited
set of options so that he can move the pieces around and make final decisions on the budget.
He should be able to see where the agencies have come out, what options emerged from the
cross-cuts and where it is possible to "make room” for the other priorities. The OMB/NEC
should be able to lay out for him a manageable set of options coming out of the work in
steps one through four,



ia for Low Pri

Programs that have accomplished their goal. Consider eliminating all programs
that have manifestly done their jobs (Jike REA} or are dealing with problems that are
no longer priontics.

No federal role, no spillovers. Consider eliminating all programs for which it is
hard to make a case that the problem requires a federal solution. This would
eliminate programs whose benefits are primarily local or within the state and do not
spill over into other jurisdictions. Alternatively, consider lowering matching rates on
programs that have strong state support.

Inconsistent with another policy. Consider eliminating il programs whose
justification has been overtaken by another policy, especially a major new policy.
For example, programs 1o serve populations not covered by health insurance should
be phased out as universal coverage is phased in,

Programs that don’t work. Consider eliminating programs for which evaluations
have shown little or no success in which major implementation problems have

persisted. %

Subsidies to uneconomic activities, Consider eliminating or phasing out subsidies
that perpetuate activities that do not meet a market 1St {whether the subsidy s 2
grant, an artificial price, a tax break or cheap ¢redit) and find a way to help the
former recipients to make a living some other way.

Small size. Consider eliminating all grant programs with outlays of less than $100
million on the grounds it is too expensive to administer such small programs and
statesflocalities could absorh easily.
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WHITE HOUSE STAFFING MEMORANDUM

DATE: 5/27/93 ACTION/CONCURRENCE/COMMENT DUE BY:

HOUSE APPROPRIATIONS COMMITTEE ACTION ON FY 1993 TARGETED

INVESTMENT SUPPLEMENTAL AND FY 1994 602(b) ALLOCATIONS

SUBJECT:

ACTION FYI ACTION
VICE PRESIDENT O [{ MONTOYA O
MCLARTY O EZ”* NUSSBAUM d
GEARAN O [B/ PASTER O
NEEL O [D/ RASCO O
PANETTA O O RUBIN, ... M.ffi"t‘f_':%
EMANUEL O @/ SEGAL O
GIBBONS ] a STEPHANOPOULOS [
HALE ] O TYSON [
HERMAN ] ] VARNEY [
LAKE O E/ WATKINS O
LINDSEY Cl ] WILLIAMS O
MCGINTY O EZ/ CLERE O

REMARKS:

The attached has been forwarded to the President.

FYI

KKDDDDDKIKKDD

RESPONSE: .

" C/O ? | JOHN D. PODESTA

* Assistant to the President
and Statf Secretary

L: J Ext. 2702
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MEMORANDUM FOR THE PRESIDERT

FRONM: Leon Paned

SUBJTECT: House Approp™ ong Commitiee Action on FY 1893
Targeted Investhent Supplemental and FY 1994
602 (b} Allovations

On May 24th, the House Appropriations Committee approved a
targeted investment supplemental (H.R. 2244) and their FY 1994
602(k) allioccations. House floor actlon on the targeted
investment supplemental is scheduled for today.

The FY 1994 s02(b' allocations were approved by voice vote.
The Committee reduces your reguest for defense cutlays by
approximately $2.5 billion, reduces the international affairs
sutlays by $.6 billion and shifts the funding to domestic
subcommittees. ¥Ho CBO/OMB outlay adjustments were made to the
allocations,

Foreign Opserations Subcommittee Chairman Obey said that he
helieved that the Foreign Operations allocation would not provide
adegquate resources to fund the Administration's highest priority
foreign policy initiative, aid o Russia., We are working with
Chairman Ohey and Dafense Subcommittee Chairman Murtha on an
alternative funding mechanism for Russian ald that uses funds
available under the Defense and International Affairs caps for
Y 1963,

A McDade subsptitute 802 (b) was defeated {20-25), which
would have set Defense spending at your regquest ($2.5 billion in
outlays ahove the approved allocation) and all other funding
would have esgentlally been frozen ($12 billion below the
approved allogation).

Targeted Investment Supplemental

o $.84 billion is provided, primarily for the programs
you ragquested on May 14th {(detailed below), with
offgets of $.% billion from a broad range 0f specific
acpounts.

o An Obey amendment was adopted (26-24) which struck $200
million requested for the EPA wastswater program and
eliminated the $200 million Low=Income Home Energy



Assistance (LIHEAP) rescission. The Obey amandment was
offered aszs a substitute Lo the Gallo amendment, which
would have taken the $200 million for LIHEAP from
Summer Youth.

$320 nillion is provided four summer Youth Employment,
distributed under current law. The requested set-
agides and expanded age eligibility were not approved
by the Committee but may be restored on the floor.
Upon adoption ¢f the rule, Rep. Water's language will
he approved.

$200 million was approved for the Justice Department
*eop' program. Funds are allocated by formula rather
than through the requested discreticnary authority of
the Attorney General.

5200 million for EPA wastewater construction grants,
$200 million below the request.

$14 nillion in unrequested funds is provided for the
SBA tree planting progran.

$71 million for USDA wastewater conatruction grants
{part of reguest in the original stimulus package}.

$51 million for Amtrak {part of request in the original
stimulus package).

Hather than approve the proposed .45 percent across-
the~-board rescission, the Committee approved specific
rescissions such as HOPE (5165 million), Fedsral
Prisons {895 million), EDRA ($55 milifon}, JTPA (§&50
million), Superfund ($100 nmillion) and a delay in the
avajllability of FY 1593 Weed and Seed funds until
September 30, 1993,

A Durbin amendment was defeated {16~20) which would
have prohibited the use of Energy and Water Act funds
for a leck and dam project in southern Illinois.

A Callahan amendment ¢o reduce 3ummay Youth by $20
million and eliminate the Coast Guard rescisgion of $20
million, was defeated (voice).



QCURRENT BTATUS OF BENATE ARD HOUSE BUDGET COMMITTEE DELIBERATIONS

HOUSE BUBLGET COMMITTEER

Fisoa)l Year 31994

~ will bring discretionary spending within or slightly below
FY 1994 caps

Fiscal Yenr 1%97

~ 1ikely to hit $14¢ billien in PY 1997 deficit reduction
uging CBU scoring

FY 1994 ~ ¥Y l9as

-~ likely to mest 5473 billion tavrget in nat deficit reduction
using CBO scoring

SENATE BUDGET COMMITTEE

FPiscal Yonr 19%4

~ will bring discretionary gpending within caps for boith ¥PY
19%4 and FY 1995

Fiscal Year 1987
- 1ikely to hit or surpass $3140 billion in defigit
reduction using CBO scoring
FY 1994 - FY 1998

- may surpass $473 billion in net deficit reduction by
increasing revenues above adminigtration budget
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POTENTIAL ADDITIONAL BUDGET SAVINGS
(Outlays, in billions of dollars)

Means-1es1 Medicare premiums for §75100K... i

Increase Medicars preminms by
woe $5.50 In'04; 36 therealier wesres sessraserananers
o BT 04 SO thErCATIEY s vrrerearsr corservrnrin

COLA cuts
ww N0 COLA underage 62 (Military and Civilian, 080 conons
~— Lap all COLAs at poverty threshold.... v

2.2% Acyoss--the—board reductions in *94—'98 totaldiscretionary..

€

409 Across—the ~board reductions in 9498 nondafense
discretionary

4.6% Across—the—board reductions in 9498
nondefense, noninvestment diSCTEHCHAIY e orm o s

2.3%: Across-the=board reductions in 94 ="98
rondefense, noninvestment discretionary and 36 billion
reducticn in 97 outlays for Jower— priority invesimentS....nionn

1997
Savin

0.8

23
2.1

17

3.6

12.0

120

120

120

Total
19941998

Savings
3.5

17
68

6.3

44.1

321

. 494

305

NA



"

HOSBIRLE PRIGRITIES ON INVESTMENTS
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BROADL CATEGORIEES OF ADDITIONRAL BPENDING CUTS
{OMB or CBO FY37 estimate in billions)

" Defense (many proposals) .

"Foreign Ald"
Egypt & Israel (1.4)
Security assistance (0.3 more; we have already cut 0.7)

NASA
Space Station (2.5; interaction with our cut unclear)
ASRM (0.4; interaction with our cut unclear)
NASP (0.27)
Other missions (new science 0.2; exploration ¢.1}

Supercolliider (0.8)

The Arts
NEA }
NEH }
CPB » {total 1.2}

Yaterans
Medical care {0.3 cubt; perhaps alseo awe our 1.0 add)
Compensation {2.3)

Assistance to the States
Impact aid {0.8)
Medicald (7.2) )
AFOC/ford stamps/Medicald admin (0.8 to 1.2}
Most other means-tested would ultimately hit States

The "shark tank"

Agricuiture
Target prices (3.7), Market Promotion (0.2},
tobacco {(0.27), FmHA (0.2), cotton (2.%7),
conservation reserve (0.2), research/extension
(0.9}

Rural
ARC {0.2), TVA {0.2), PMA (0.272)}, REA {(0.1), BIa
{0.1), bklack lung {(neqg.}, <¢lean coal (0.1) '

Highway
Outlays = receipts (1.87), demos {0.8)

Aly travel
Essential Air Service (0.1), AIP {1.87), slot fes
{0.3), alir traffic control fee {1.4)

Amtrak (0.2}

Ooean {0.1}, Coast Guard (0.9}, inland waterway (0.5}

Kass Transit (6.9

The exscutive branch
TP matceh (0.8)
“overhead” {7}
Congultants {?)
Travel {7}

The Congress
Pay raise, franking, Speakers, gym {(neg.}
Across~the-board {1.07)
GPO wage scale (neg.)

Business/labor
SBA (0.3)
16 (?)
Davig~Bacon {(0.6)

Entitlements
COLAs
Medicare
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I. Exeoutive ¢ompensation . o rreldded @wg'?c}rmﬂf -

II. Hon-dsductibility of lobbying expenses

: frovt couatie
nL k“?bb ta ‘?;&i_ sl shauid lobbying include Executive Branch contacts bl Eic
8}({?%?4‘1 e 3 il et regarding non~legislative actions? Retvepactive to Fe

B. Lob gilngprzlgﬁoﬁgjg CE:O tra&g associations.

. Rules applicable to lobbylng by charitable
organizations. dow't do it

IrY. Ent‘ix‘priaﬁ zonen W *dﬁ’ aet wamt Q Pf{,{v
GO o Frant” 1D 2
A. Senedule for proposals.

IV. Inveastment tax c¢redit

"‘mﬁ""?}‘&'v‘f A. Investment tax credit generally applies to tangilble
Maline personal property. <Certain property eligible for tn Shol
Clhp frmd.s Pmdxmanldmmhexalui?ﬁl Nﬁ%@ TEOVL L ‘3"":{4” >
J'..{,;“;; 4 3biltion over theperi boche
w . € problew ToChrevge .
%C%ﬁiﬁueﬁ exclusion of aumputer software. 4 D Y

’S*L?lf:féd amimalse.  cap on credit available for automobiles. é?gf&p f?éf‘agﬁ@@’(
for w‘%‘zf& o gt -

A, Effective date of income tax rates. é{ss 1 ??el‘{ ﬁi""’& for be
By
vi. Business meals #ﬁmﬁ G2t s /Z/y

Al 0% of business meals would be non-deductible.
“no envidemee ol busigesses closed dovin
w e Hanmgs went tromnm 100 — 207,

O6st Weldwan Ho look at this,

.Fmda,y gintes-prise zone amSwer
"SC oz %41 b llion

¥v. Changes in Tax Ratea
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STIMULUS PROPOSALS
(in millions of doHars)

Proposcd
Budger Authority/ 1993 1994

g ma/é Obligations Jobs Jobs
Highest Priotity P ‘ |

Unemployment Compemm{m...,,..,,..,,..,. 4000 : Q 0

Highways : A 13,100 45,200

. CDBRG - 2,536 . 185,894 30852

Youth Summer Jobs : § R L6600 $1,900
P S T A 545 BB AR
MASE TIATSIL. v oerrecrcrarsarsareeannsermrrerstes s eoees e ™2 3800 53@’./'

Head Start 558 12,508 0

Chapter T Summer ' 14,600 5]
Sapportive Housing
DOT Natural RESOUC . wivnerssmmsessmmnnvrsseersvrnes
BDA Grants and Logns....cvmcmmmn
IMmUnization. .o vsemsmin
AFFPOTT IMPIOVEIENL. ... ceocreccanarassrasrarrserons
Chapter T CeRSUS.vvrevrrerreevres s rnos s srenvssvrmsvsven -
Veterans Mailtenance. .. s s mossinises * 35 3,415 1,787
Ryan White it s ) g
AMTRAK e 188 . O - 756
Agriculture Natural ResOurce...ua o 188 2,500 T 1450
SBA 7{a) : DO 141 11731 2062
Army Corps Wattr. . ii i s 94 1,409 2,066
WIC 75 30
Oller Americans v ne .32 5,600
National Service 15 50
Food Bafety... s sssssssisann. 4

Sabtotal, Highest Priority Proposals
BA and ObligationS..cevicornnnss 16,344 : 205975 P IASE DS
BA Qnly casncanne 13,160

Prozzcsa& with Dela d’gjéiabailtv i/ \

~Pell prior (—5160).... 1,21 o . 0
Pell Current... 653 0 H
NSF R&{}\. 188 1,057 1,000
IRS Modernization.: 148 404 430
NISTATP et snggcrescrensssesrasion s \ i3 330 310

JE—— - . 494
NOAA 8 125 0

L2 {3 ﬁ

BREEEEER
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Froposed

Budget Authority/ 1993 1994
Obligations Jobs Jobhs
BlA School 49 bE4.4 Fedd
Weatherization.au..a. _ 47 282 260
EPA Warshe. v wmmsnssss s st ceormisrions £7 451
Agriculture Watershed 47 303 3
E National Labs...... , 47 216 0
SaSNTIA I0E0 HIZAWEYS o cvcerammvmirrassascaseoesercns 64 122 260
Ag Facility Maintenance 38 282 1
BIA Roads 33 1,270 150
De 28 0 g
Vehicle Conversion - 28 235 6
NPS Historic PrEsemvation . wwwm s . 23 423 30
EPA: Green—ight. o 3 169 225
TEFAP 23 0 0
Federal Buildings........... 15 85 it
Building Conservation 18 94 g
NSF Netowrking 19 103 I
o . Worker Profilinif...marmaamamurmes 4 8 ¢
R NIST Networking. ... 14 40 6
NIH Networking. . s msssssmessens 9 64 g
EEQC....c.. -~ 3 156 32
FMHA Grait o mennonanooo mmsasomos .6 90 1
BIA Loans 6 g 0
FraHA Single—Family...cococnoncvmmmincnn : = 5 810 0
NASA NEBVOIKIIT v veviarcmmvamsvassassassrisssaresssrent : 4 38 0
DOC MBDA oo imimiamisosirsscrmmmmmmosonssonss 2 0 .0
FmHA Loans 1 o9G 4]
Subtpizl, Proposals with
Delaycd Availability
BA and Obligations......emeee 3,12 8050 4,57
BA OnlY..ouiinsvmsssssnssanssssssrssseas 16,262
Total, Stimulus Proposals... ... s 19848 T2 028 it A
Memorangtum: Stimulus proposals noeinciuded in Supplomental Appropriations Bill: .
| 2 L 6442 o 6,000 HOOW -
HUD MOGerization. oo oo B3 #*+ 1,090 2,200

*  Obligations

= Bz:égci authorily and ohligations
*** Outlays

*eeviax expenditute

1/ inceriain cases, availability of funding will need to he extended into FY 1994.-
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March 13, 1963

Agenda: Review of Revenue Proposnals

I. Modified BTU Tax

II. Non-Deductibility of Lobbying Expenses
II7. Internatiocnal Proposals

IVv. Executive Compensation

'R Capita) Gains Relief

VI. ZInvestment Tax Credit

VIiI. Real Estate ?ra§asals
VIIT.Miscellaneous Propesals

~- Enterprise gones

Changes in tax rates
-- Puerto Rice tax credit

Pusiness maals



Modified BTU Tax

A. Point of imposition for natural gas.

ecommendation: The tax should be imposed on the local
distribution company and on industrial users that receive
gas directly from the pipeline. The pipeline would collect
and pay over the tax.

Rationale: The principal alternatives were upstream
imposition on the producer or pipeline (rejected because
they might be unable to pass the tax through) and imposition
on end users (rejected because of full visibility of a
direct tax on consumers and collection problems).

B. Point of imposition for electricity.

Recommendation: The tax should be imposed on electricity
from hydro and nuclear and on fossil fuel used to generate

v/electricity. The generator would pay the tax on (i)
electricity produced from hydro and nuclear and (ii) except
in the case of previously-taxed oil or natural gas, fossil
fuel used to generate electricity. Independent power
producers with pre-effective-date, fixed-price contracts
would effectively be permitted to pass through the tax to
the utility through a credit mechanism.

Raticonale: The principal alternative was imposition on end
users (rejected because of full visibility of a direct tax
on consumers and collection problems).

Energy used in manufacturing.
Recommendation: No special treatment for energy used in

manufacturing (althougnﬁgglf-generaggg,energy~usgd in energy
production would be exempt) Should be provided.

Rationale: The principal alternatives were an exemption for
energy used in manufacturing (rejected because of revenue
loss and loss of conservation incentives) and a combination
of import taxes and export rebates to offset the price
effects of the tax (rejected because of problems under our
trade agreements and doubt as to whether an offset is
economically necessary).

Home heating oil. (DUV'H’ 9[\{@, v p 5'3(000 Wll l |-|OV’ '

Recommendation: The proposal as announced taxes home
heating oil at the o0il rate, with a delayed phase-in of the
k; difference between the oil rate and the natural gas rate.
}09 An alternative, more favorable, treatment of home heating
Lf 0il would be to tax it at the natural gas rate. This would
0]r/ lose approximately $600 million over the budget window, by
(

!

D.




comparison with the original proposal. Other alternatives
are also being explored.

E. Hydroelectricity.

Recommendation: Hydroelectricity should be taxed at a rate
equal to the average tax burden on fossil-fuel electricity.

ationale: The principal alternatives were taxing
ydroelectricity~at-one-third.of.-that..rate.toc reflect the
fact that no heat is lost in its generation or to exempt
hydroelectricity (both rejected because of revenue loss, the
need for regional balance, and problems under our trade

agreements if imported electricity were taxed at a higher

rate). d l
F. Ethanol. ,7¢$ﬁﬁﬂm <7
nafualgas rate:
Recommendation: Ethanol/should be taxed at the eoii—ratda. .
(Note: this results in a slightly lower tax on ethanol, as
a percentage of price, than on the same volume ¢of gasoline,

£> because ethanol has a lower BTU content.)

Rationale: The principal alternatives are taxing ethanol at
the natural gas rate or exempting it completely. These were
both rejected because they would distort the gasoline
market. In addition, there is doubt as to whether ethanol
is as benign environmentally as its proponents claim. A
third alternative (more favorable) treatment for ethancl
‘would be to provide a partial exemption for small ethanol
producers.



with iEbiy

Non~deductibility of Lobbying Expenses

Should lobbying include Executive Branch contacts regarding
non~logislative actions?

Recommendation: The proposal denies the lobbying deduction
for lobkbying the legislative branch and for contact with the
executive branch on legislative matters. It does not,

. however;  apply -to- attempts to--influence the .executive. branch

n regulations or policies set through the adjudication

by EE mﬁ%z‘ﬁﬁﬁﬁﬁ

fov wf;fﬁv
s

3(

Rational Regqular contacts with the executive branch are a
faat af life for many businesses -- rules and regulations
need clarification, licenses must be approved, and rates
must be set. If too many non-legislative contacts are swept
into the rule there will be substantial legitimate
complaints.

The proposal applies the lobbying rules to trade
associations.

The rule works by denyving a deduction for the part of trade
asseriation membership dues that are used for lobbying.
This would involve some recordkeeping that trade
assoclations may complain about.

Existing law places certain restrictions on lebbying by
charitable organizaticons.

endati The limits on charitable lobbying should
not be tightened.

Rationale: Under current law, a charity’s lobbying
expenditures may not exceed an insubstantial amount. This
limit is extremely bhard to enforce., If there is an attempt
to tighten these rules, there will likely be a tremendous
political response. When the IRS originally drafted
regulations on these rules, they received over 20,000
comments.



International Proposals

A. Elimination of deferral for foreign subsidiaries of U,S,
gérporations. The proposal triggers U.S5. tax on the
ccumulated earnings of foreign corporations owned by U.S.
multinationals to the extent that passive assets exceed 25
percent of total assets.

Rationale: Few compelling reasons exist for stockpiling
passive—assets—offshore-other..than-tax.planning.

Treatment of rovalties. The proposal separately groups
royalty income (which is typically low-taxed in foreign
jurisdictions) with passive income (which also is typically
low-taxed) for purposes of the foreign tax credit.

ationale: This would eliminate the existing tax preference
for licensing of intangible property for use in foreign
: ,“ﬂb production. The proposal prevents U.S. multinationals from
A sheltering royalty income from residual U.S. tax by
{U crediting high foreign taxes paid on active business income
Q and removes one tax incentive for locating manufacturing
facilities abroad. See attached exanple.

The 1986 Tax Act prevented U.S. multinationals from
sheltering other types of income with foreign tax credits,
but did not cover most royalties. Since the 1986 Tax Act,
the amount of royalty income from foreign sources
dramatically increased -- it more than tripled from $4.2
billion in 1985 to %$12.8 billion in 1991. In contrast, the
growth in royalty income prior to this period was modest
(from 1982 to 1985, royalties increased a mere 17 percent).
It appears that tax planning was a principal reason for the
dramatic increase in royalty payments to U.S. multinationals
after 1986,

C. Transfer pricing initiative. The proposal would impose a
stiff penalty on businesses that fail to establish and

/ document their transfer pricing methodology before they file
/  their tax returns. The Administration proposal was scored
by Treasury to raise $3.8 billion over the period. Joint
Tax’s estimate was considerably lower--$250 million.

Explanation: While Joint Tax has not shared its assumptions
with Treasury, the difference must be because either they
perceive the transfer pricing compliance problem to be much
smaller than widely believed, or they believe that the
proposal would have little impact on the compliance problem
that exists. The Treasury disagrees strongly. Joint Tax
has a history of assigning extremely conservative estimates
to compliance initiatives.

Attachment
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B.

C.
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Executive Compensation
How should officers covered by the proposal be defined?.

Recommendation: The SEC disclosure approach should be
followed (the top SbiiZ&;ers in publicly-traded

corporations) . agwyzb7hb%1

Alternatives: The primary alternatives were (1) treating
the CEO as“the-only officer -and -(2) .using the H.R. 4210
approach of including all officers of the taxpayer or
perscns with the authority of an officer. -

How should the rules be applied to pre-existing compensation
arrangements?

Recommendation: Binding employment contracts and options
already granted should be grandfathered.}?,péé?

Alternative: Do not include any grandfather provision.

How should productivity be defined? Under the proposal,
deductions would be denied for all compensation in excess of
$1 million, unless it is "linked to productivity." Three
possible approaches to this exception are:

1. The productivity-based exception could be limited to
commissions and similar payments based directly on the
individual’s performance (e.da. brokers, salespersons
and traders},

Revenue gain is about $1.2 billion over 5 years

2. The productivity-based exception described in option
(1} could be expanded to include stock options and
other stock-based compensation meeting the following
conditions:

a. Minimum 3-year period between grant and exercise;

b. Strike price does not exceed fair market value on
date of issue; and

<. Shareholder vote to approve grant of option.

Revenue gain is about $1.0 billion over 5 vears.

3. Recommendation: In addition to the exception for
commissions described in option (1), compensation would
not be subject to the $1 million cap if:



a. Independent directors establish in agdvance the
criteria by which an officer’'s performance will be
measured and the method on which the officer‘s
compensation will be based;

b. Sharesholders vote to approve the compensation
criteria established by the independent directors; and

c. Prior to the payment of the compensation, the
"independent -directors certify in writing that the
covered officer’s performance related compensation is
justified based on the factors sstablished in advance.

Revenue gain is about $600 milliion over & vears.



Capital Gains Relief

A. Should "seed capital" incentives be provided for small firms
(capitalization of less than $5 millicon)? The Bumpers bill
includes a "sliding scale" capital gains cut for seed
capital investments held for more than 5 years, resulting in
a 0 percent capital gains rate for seed capital investments
held for 10 years or more. (The Administration’s proposal,
as announced on February 17, did not include this
provision}.

Reconmendation: A 0 percent rate should not be provided.

Rationale: A 100% exclusion is not necessary to stimulate
investment. The last time the capital gains rate was in the
14% range (the rate that effectively applies under the
Administration’s proposal when 50% of gain is excluded and
the maximum capital gains rate for individuals is 28
percent) was in the 1930’s, when the ordinary income rate
was over 80 percent (and capital gains were taxed at a 15
percent rate). Moreover, the abundant tax shelter
opportunities from excluding all gain from tax will
undermine the credibility of the Administration’s program.

B. Should there be a cap on the amount of capital gain eligible
for exclusion from income? (The Administration’s proposal,
as announced on February 17, capped the gain eligible for
the 50 percent exclusion at the greater of $1 million or 10
times the taxpayer’s investment.)

Recommendation: The amount of capital gain eligible for
exclusion should be limited to the greater of $10 million or
10 times original investment.

/

Rationale: This is a tax equity issue. The tax benefit
should be targeted to produce the maximum incentive effect,
without creating windfalls. Note that the 10 times original
investment rule, when combined with a $50 million maximum
capitalization rule (see below), means that up to $500
million of gain per company potentially would gualify for
the exclusion.

C. wWwhat should be the maximum size for a corporation that may
issue stock eligible for the capital gains exclusion? (The
Bumpers bill has a ceiling $100 million capitalization and

/ the February 17 Administration proposal provided a $25

7/ million cap.)

¢

‘\/// Recommendation: Firms should be limited to a maximum
Fi

capitalization of $50 million.

Rationale: 99 percent of corporations have less than $25
million or less of assets. In addition, if the $100 million
threshold is adopted, substantial erosion of tax base may



occur in the future (today’s smaller corporations are

tomorrow’s larger ones). Note that the benefit of the
capital gains provision extends to a large variety of

businesses, not just high-tech companies.

Should § corporation stock ke eligible for the capital gains

exclusion? ‘ V//

Recommendation: S carporatl stock ould not,be eli xb
- et W Sf««/e

Rationale: Allewlng an aleu on for & corporation tock
will result in tax shelters. § corporations are “"pass
through" entities similar to partnerships. Deductions
within an 8 corporation are passed through to shareholders
as ordinary deductions, but corresponding capital gain on
sale of the 8 corporation stock will ke eligible for
exclusion. This is a classic tax shelter.

i 9 35 , ) wnit Shuse Asgume a
$100 maehxne that retazﬁﬁ xt& V&lﬁ& over tlma, but the cost
of which is deducted through depreciation over 5% years (the
same point-can be made  for any case -in which.econonmic
depreciation is slower than tax depreciation). The $100 of
depreciation shelters $100 of operating income, and there is
no adjustment to the § corporation shareholder’s basis. If
the shareholder sells his stogk, he will realize a $100 gain
{the business holds %100 of ca&h &nd a maahxna 5ti11 warth
$1GG} attrxbatabla to the ax 800 .Lax ardall ;
ion. This gazﬁ wzzl be aap;tal gaxn

~elig1bla fcrmthamavaugian Thus, the taxpayer gets $100 of

depreciation deductions, but may exclude $50 of the
corresponding capital gains. This is a pure tax benefit,
without economic substance. Although the Bumpers bill
includes a special basis adijustment rule for losses, it does
not alter this result when an § corporation hag incone.

B : 13 P EX s inesses does not solve the
shelter problem. Most bu&ina&&&& have tax depreciation in
excess of economic depreciation on thelr fixed assets.

Other tax benefits (e.g., investment tax credits and
depletion) produce similar results.

her LINE. : i is problem. It is not
possihla tu ismlata tha aconmmia &epreaiatzan of equipment.
An analogous problem in the area of parinevship taxation has
led ¢o one of the most complex and controversial provisions
of current law. Even if the problem could be solved, the
solution would ke difficult to enforce and would impose
complexity on snall businesses.




Should corporate sharesholders be eligible for the esxclusion?

Recommendation: Corporate investors should not be eligible
because of the resulting complications and abuse potential.

Raticonale: <Complex *aggregation® rules may be necessary to
prevent corporate split-ups. There is no need to provide

incentives for large companies to spin off promising
technologies to gain a tax benefit.

7}1/(/;3 i< a Wﬂ—/@g bus 1rea-<o.
O&Pf’% ot a_ Aen/ bysy neso




Investment Tax Credit

A, The pre-~1986 investment tax credit generally applied to
tangible personal property. Although the Administration
proposal ganarally follows the outlines of the pre—1986
credit, certain property eligible for the pre-1586 credit

should be excluded from tha Administration proposal,

g ' {1) Havi&&, videos, sound recordings and TV
shawa &houl&wba excluded-because.these. readlily lead to
shelter activity, have resulted in protracted litigation
with the IRS, and generally should not be treated as
tangible property. (2} Merchant marine capital funds should
not be included because they already enjoy substantial tax
advantages {i.e., a deduction for contributions to the fund
and tax~free inaide buildup). {3} Single purpose non-
agricultural structures should be excluded because they
generated economic distortions (taxpayvers would use a series
of single purpose structures to ¢btain the credit, rather
than one more efficient building).

xomyut foware continue e exclu T
N i gﬁﬂ/ﬁz/& ?\ }ﬁ R Mé@ %@fég f?a:ﬁ,ﬂm
3 mpendation: Computer software has appregria i1y been
tr&&t&d as an intangible by the courts and the IRS and
therefore was not eligible for the credit. Conputer
software should not be distinguished from other intangibles
{such as patents} for purpcses of the credit.

Many taxpayers deduct currently the cost of develeping or
acgquiring computer software. In addition, computer software
used in research and experimentation and new advances in
computer software created by research and experimentation
gualify for the R&E credit.

C. The credit available for automoblles should be capped,

be retaxneﬁ. However, the cap should not be adjusted for
inflation. Elinminating or indexing the cap will cost
substantial revenue and will probably not generate
meaningful additional investment.

L////Rgcmsnc ion:  Prior law included a $676 cap that should



Real Estate Proposals

A. Passive loss relief. The proposal provides passive loss
relief and extends the depreciable life of nonresidential
real property.

1.

The proposal allows real estate professionals,
including brokers, to use rental losses to offset other
real estate income, such as brokerage commissions. The

‘proposal-—+is-identical .to.the. Senate Finance Committee

version of H.R. 11. The Senate version limits losses
to income from real estate trades or businesses. The
House version did not include a similar limit (real
estate losses could offset all income).

The Administration proposal extends the depreciable
life of nonresidential real property from 31.5 to 36
years (which largely pays for passive loss relief).
H.R. 11 proposed an extension from 31.5 to 40 years.

of rules relating to pension investments in real estate (for

b//g(’ Investments by pensions. The proposal includes relaxation

example, it relaxes limits on seller financing and seller
leasing). Similar rules were included in H.R. 11.

C. Low-income housi credit. The proposal permanently extends
the low-income housing credit (applicable after June 30,
1992).

D. Mortgage revenue bonds. The proposal permanently extends

mortgage revenue bonds and the mortgage credit certificate
program (applicable after June 30, 1992}.
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Miscallanaous Proposals
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A schedule for finalizing the proposals must be established.

1] In order for to estimate the revenue impact of
thia preposal it is necessary to have all the
specifications worked out. Although there are many issues
that nged to resclved by the staffs, an estimate based on a
detailed proposal -~ not just a $4.1 killion plug number -—-
should be sent To OMA.

There is some sentiment to have only 10 zones, Politically,
it will be difficult to propose that low a number.

Moreover, 10 zones would use less than the allotted $4.1
killion of tax incentives {(the exact anount ¢annot bhe
determined without knowing the details of the proposals).

The staffs have many lssues to resolve, but a deadline
should be set for them to complete their work -~ gither
Meonday or Tuesday «~~ so that any of the oOpen issues can be
resolved in time to provide estimates for OMB.

Changes in tax rataes

&,

The effective date of the c¢hanges in the income tax rates
must ke finalized,

The changes in rates, both individual and

:1////;Qﬁpﬁrate;'$hmuld be affective as of January 1, 1993,

Rationale: An effective date of Jamuary 1, 1993 was already
announced publicly without significant adverse reaction in
financial markets. Congressional Committees may be relying
on this announced effective date. Delay of the affective
date would result in revenue loss and would allow taxpayers
greater opportunities to manipulate the timing of income and
dedwctions {e.qg., accelerate inceme into 1993, a low rate
year, and defer deductions into 1994, a high rate year).

Puerto Ricoe tax credit

At

The proposal would cap the section 9236 tax credit at 83
percent of wages paid in Puerto Rico.

It will be argued that the proposal may sause a loss of jobs
in Puerto Rico {although the wage credit cap minimizes this,
consistent with the revenue targetl).

It will be argued that the proposal may cause goma
disruption to the Puerto Rican banking systemg ag deposits
are withdrawn by the companies affected, It will also be



argued that the result may be an increase in the cost of
borrowing in Puerto Rico, including on home mortgages.
Treasury is waiting for a proposal from the Puerto Rican
government to address this issue, and is considering other

options as well.

Business meals

A.

The proposal is to make 50 percent of the expense for
business meals and entertainment non-deductible.

Comment: Under current law, 20 percent ¢of the expenses for
business meals and entertainment are non-deductible. There
is likely to be considerable opposition to this proposal
which raises $16 billion over 5 years.
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