3

| Bubgh ~

THE WHITE HOUSE
WASHINGTON

Muay 22, 1557

TO: BRUCE REED

FROM: ;MARK MAZUR NAank
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SUBIECT: ' EDUCATION TAX INCENTIVES AND ADMINISTRATION STRATEGY

(Gene Sperling chaired a meeting on tax issues on Monday and a follow-up meeting was
held on Thursday, chaired by Chief of Staff’ Bowles to discuss the Administration’s strategy
regarding the upcoming tax bill (part of the budget reconciliation process). An area of emphasis
was the education tax incentives contained in the Administration’s FY 1998 Budget. This memo
summarizes thc discugsion. Please let me know if you wish to go over this material in more detail,

As you know the Administration fought hard for assurances from the Republican
feadership zkaz the tax bill considered by Congress this year would incorporate the
Administration’s proposed tuition tax deduction and HOPE scholarship tax credit at a revenue
cost of about $35 billion over 3 years. One issue addressed in the meetings is whether the
Adtmmszratzon should help Congressional Democrats develop an alternative to the Republican tax
package. In general the answer was “yes” but that the Administration should be carefil not to
unravel the bipartisan approach to enacting a budget reconciliation bill. Different strategies are
called for in the House and the Senate.

inthe houw, Treasury and Education are working with a proposal from Mr. Rangel to
see if there are items consistent with Administration priorities. One possibility involves the
Rangel proposal for “tax credit bonds” to finance construction, rehabilitation, and operation of
“Education Zone Academies”. This proposal could be modified to address many of the goals of
the Adminigtration’s schoo! construction initiative, but with the interest subsidy paid through the
Tax Code. Another proposal from Rep. Range! would expand the work opportunity tax credit to
cover graduates of the Academies (which Education is trying to modify into a school-to-work tax
credit). Treasury’s Office of Tax Policy is trying to come up with proposals along these lines that
would provide & distinct Democrat approach to 3 tax bill,

In the Senate, the Democrats on the Senate Finance Commitiee are less cohesive and less
mterested in supporting the Administration’s education tax initiatives, Treasury has been
developing przzpz;szis to combing the proposed child-based tax credit and IRA expansions into a
“Kidsave” propcxsa similar to the one developed by Senator Lieberman. (The idea behind
“Kidsave” is 1o provide a tax credit for taxpayers with children and then to provide a match, or
increased credzt if the funds are deposited into 2 tax-favored account used to pay for the child’s
pf:}st«-seconﬁary education or to support the child’s retirement. ) Treasury (especially Deputy
Secretary Summers) is not enamored with the Breaux/Lieberman approach {because of its
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emphasis on saving for retirement} and =0 is unlikely to come up with proposals the “Kidsave”
advocates will strongly support. However, the proposals may be similar enough to the originsl
“Kidsave” proposais 1o generate some interest in working with the Administration.

The current plan is to have preliminary packages available for the President to look at
Thursday night. These packages will provide distinct choices about the overall direction of &
Democrat tax package. They will also highlight some issues for the President to decide, where
disagreements between Treasury and Education need to be resolved. One issue is whether the
maximum HOPE scholarship credit or tuttion deduction amount should be reduced to provide a
revenue offset for dropping the B- requirement and/or the Peil grant offset in the HOPE
scholarship. Treasury is in favor of dropping the entire grade requirement while Education
prefers to substitute a requirement that the second-year student have reached “sophomore” status
(this would likely be an administrative mghtmare, at least as difficult as checking grades). In
addition, Treasury would prefer reducing the maximum HOPE scholarship amount to as fittle as
$1,200, while Education would place a cap on the total tax benefit available through the tuition
tax deduction at 31,500 per year, A second issue is whether a proposal for a deduction for
student foan interest should be added {Eduacation is m favor and Treasury was unsure about this
item}. Undoubtedly, other issues will anise as the packages are constructed and the revenue totals
required to meet the agreed-upon targets.
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MEMORANDUM TO THE PRESIDENT
FROM: GENE SPERLING

SUBJECT: Tax Cut Proposals for Budget

h

R

Your economic team is meeting with you in the morning to go over
options for going forward on the tax package. There are several processes, strategic and
substantive issues we need o discuss with you in order for us to move forward,

Hy

1. i)eveiapifng a Package: All of your advisors agree that we need to develop our sense of an
overall $1335 billion gross tax package. One reason for developing our tax package is that it
allows us to work with Demaocrats to increase a commitment for our education tax packags, by
showing them that we can put together a package that could include their priorities. Currently,
Repubticans are telling Democrats that they could support other Democratic sducation tax cuts --
if they are paid for within our $35 billion tax cut, By putting together a package, we can show
people like Bre:azzx and Rangel that if they are committed to your higher cducation tax cuts, we
could fit t}:zezr pnorsties - e.g., Kidsave, Rangel's initiatives, -- outside of the $35 billion.

2. Wor!mxg with i}emmmts and Rapubhcans* While pant of the goal is puttmg Iagethcz a set
of ideas 10 get "buy-in” from the Democrats that unifies ther, both Beb Rubin and John Hilley
believe that the best way (o proceed is to shop a $1335 billion package with both Democrats and
Republicans so that we are continuing to work in a bipartisan process. Therefore, while we
would seek: to unify Democrats with our $135 billion package, we would shop it and get inpwt
from all sides, as opposed to having a “Democratic package" that at this moment might alienate
Rt:puhlicaﬁs from working with us. As John states, this would be similar w our posture in Marck
whén we took the same one page budgset sumumary and sought input and comments from bm}l
Demograts’ anci Republicans.,

-

Beb Rubin and his staﬂ“‘are already been involved in serious consultations, On
Wednesday, Bob spoke with Archer for 30 minutes and met with Roth for aver 45 minutes,
whilc also Spcakizzg with Moynihan and Rangel and other House Ways and Means Democrats.
Archer and Roth agreed with Bob to have their staffs meet with Treasury staff ncxi s¢ that they
could mvzew our $135 billion sct of ideas for discussion.
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3. Two Votes Strategy: Erskine cautions that all decisions should be considered against the
1
backdrop of what best ensures that we preserve our two vole SUMERY, o o ia o vow vris

4. Education Package: One of the main issues we need to decide is what alterations we need to
make in our education proposals in order to gamer adequate support from Democrats and the
education commumty Everyone agrees that we need to make the Hope Scholarship more
progressive ami in some way drop the B requirement. Yet, in order to afford these changes, we
need to decide whether and how to shave the Hope Scholarship or the $10,000 deduction,
Attached is aj deciston memo that goes through the pros and cons of such choices.

H

5. New Education Tdeas: Another decision is what additional ideas we may wish to consider,

particularly from Charlie Rangel outside of the $35 billion.
i 1

6. Child Tax CreditKidsave: A major issue is whether to amend our child tax credit, to a
"Kidsave" proposal, and whether we want to add refandability, or change the age or income
Hmits. The current Treasury set of ideas does include a refundable Kidsave proposal.

7. Capital Gains Design: We must decide what capital gains proposal we want to present. This
glearly involves not only where we want 10 end up on capital gaing, but strategic questions of
where we should start, Currently, the Treasury set of ideas includes a 50% exclusion, a Bumpers
expansion, your home capital gains, and the Daschle estate tax eut.

One of the ideas you had mentioned was to include provisions with strong appeal to the small
business and high technology community,

8. AMT Reform; Treasury believes there is strong policy rationale for AMT reform. In the
cusrent proposal, this is started in 2003. This allows more middle income tax relief to be
included in the first five years, yet it filis the last five years with a sensible tax reform instead of
an exploding capital gains fax cut. Ig this something you are interested in proposing? -

9. Additional Ideas: At your request, Treasury has also included a short deseription of a

modified home office deduction and an increased health care deduction for the selftemployed.
|

s
1

Attached azf: the following:

! .
® One Page Treasury Chart: Following a meeting in Erskine's office, we agreed on a
preliminary package to present you, The chart shows Treasury's estimates of what costs
of the different proposais would be.

o Tmsux} Background Paper: Memo from Don Lubick that expia,ms several of the

provisions in the chart.
%

. Iitiztcatwn Tax Cut Pre/Con Memo: This is a profcon memo on the different options
for refarmmg our tax proposils using ideas presented from both Sacretary Riley,
Treasury Department and other members of your economic team,

L



Hiastrative Bareline Tax Pa,r.kage' Very Prelinsinary Tressury Eefimates {exea:pt where noled}

Doblar arneruots in millions, May 23, 1997
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_ DEPARTHENT OF THE TREASURY
| ’ T WASHINGTON, D.C. 20220

 May 22, 1997

MORAI‘EBW FOR SECRETARY ROBERT E. RUBIN
DEPUTY SECRETARY SUMMERS

FROM: | PONALD €. LUBICK A/ CC— . |
ACTING ASSISTANT SECRETARY (TAX POLICY)

SUBJECT: Possible Tax Package

The attadxed table presents an illustrative budgat paakage that fits within the recent bzzéget
agresment Under very preliminary Treasury scoring. The package mchudes a mumber of features o
that will appeal to Cangressional Democrats and some Republicans and reflects our current |
judgmmx abom the outlines of s sound and politically popular package.

This memo highlights decisions that need to be considered if tax package recommendations
are to be made publicly. The memo concludes with brief descriptions of several tax ideas
appealing to small business that the President has asked about.

Educatwn :

o The current education package contains 2 §1,200 HOPE credit, 2 $10,000 wition
deduction, drops the B- grade requirement and no longer offsets the HOPE credit by Pell
grants and other federn! aid that 2 student receives. This package costs $3.8 bilfion more
than the 535 billion for education that is allocated within the budget sgreement.

o The Education Department has suggested an alternative with a $1,500 HOPE credit, with
ne B- and no Pell grant offset with 2 $10,000 wition deduction that is either capped at
$1,500 of tax reduction {so, for example, a family in the 28 percent bracket could deduct
1o more than $5,357) or converted into a eredit equaling 15 percent of all higher
education expenses, up to $10,000. In addition, the second year of the HOPE credit
ccuid only be received by students who have sompleted their full freshman year of
ﬁchoai We believe this package will cost roughly the same amount s the first package.

o Euher the amount of the ition deduction, HOPE credit or both must be scaled back 1o X
et the $3§ billion revenus target, particutarly under JCT scoring. In addition, many ¢

potential allies strongly urge us to alter or drop the B- requirernent and eliminate the Pell !
grant offset,

}

!
%
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o With money outside the $35 billion, we propose to make permanent the exclusion'of
employer-provided educational assistancs from taxable income (Sccfi:m 127). Thisis a
cause that bas been championed by Senator Moynihan and ozhars in the Housge and thc

{Conside

o @m&mﬁm Woe have desigued a tax proposal to aid school construction (and
. other astivities) in poor neighborhoods, as urged by Congressman Rangel among others. .
The States and the District of Columbia would be permitied to allocate a fixed anmual
amount of tax credits (based on population), much as they do cmréntly with low-income

hausmg tax credits. The States could allocate the credits for projects in public schools
located in empowerment zones, enterprise communities or that have a high percentage of
jowsincome students. The schools could use the credits to help pay for construction and
rcnovazzgzz projects by giving them as partial payment to developers who perform the
censtmctmz work or by selling them, Each school would be allocated credits equal to a
specified portion of construction costs with the balance to be coverad by the State or the
school distriets,

L In addition to extending t%z& eredit for at

Icasa ane ycar zz would be axpaaded $O that p%oyers hiring graduates of schools that
havg a bigh percentage of lowsincome students within ene year of their graduation wonld
be eligible 1o receive the work opportunily tax credit.

Exemptign § ' id Tui ans: Families that iovestin
imzs that aiiaw zhcm to prcpay mﬁcgc tumozz mz oniy wauki receive tax deferrad on the
ammai increase in valae of their investment as provided under current law but also an
exemption from tax when the fitnds are applied 1o the child’s wition. The exemption
would apply to plans like Florida's and Virginia's that allow parents to pay ia fullin
adv&'!nce for tuition, but not to some other states” plans that vperats fike mutual fands,

it 08 erest: We pmfer our twition credit and
m:t:crz deducncm, whzci: 4o ;:zo:; favor bomwmg over 5aving to pay for collega to n
student foan interest deduction, which does favor borrowing. A student Joan interest
deduction would provide relief, however, to many middle-income students and is
administrable. Such a proposal is popular with certain Senators {¢.g., Moscley-Braun)
and thus may be included in a Congressional budget package. .

|

i

P



., 05/22/87  20:00 9 202 6220073 TREAS EXEC SEC ‘ dood/007
I

{ )
Middle Cliass Tax Relief and Saving Provisions

o 'I'he baseline package contains a refundable "Kidsave" credit based on the child credit in
your FY98 Budget. Kidsave proposals combine a child tax credit with a tax-preferred -
saving vehicle that can be used for the child’s education and for retirement {of the
taxpayer). Kidsave is popular with many moderate Senators, particularly Breaux and
Kerry. The particular version shown in the baseline package is refundable; which would
help draw a striking contrast between the distributional effect of likely Congressmnal
taxies packages and ours.

Altematives

o An alternative would drop refundsbility and instead extend the child credit in your FY98
. budget to children under 18 (the Budget proposal gives a credit for children under 13),
| , _

o Kidsave proposals cleverly combine an education saving mechanism with the child credit
(our version would make contributions to the education saving account optional). An
alternative would be to have separate child credit and IRA proposals, as was done in the
FY98 Budget. IRAs, particularly backloaded IR As, are very costly in years beyond
2002. Adding our IRA Budget proposals would cost about $15 billion through 2002
under JCT scoring. -

. al fe e dle-Clasg li
L S o
' o' The large tax cuts agreed to in the second five years of the package provide an excellent
opportunity to reform the individual Alternative Minimum Tax in 2 sound tax policy way
and better distributed to the middle class. Currently only 600,000 taxpayers are affected
by the AMT, By 2007, however, as many as 9 million taxpayers may be affected by the
AMT, many of whom will be ordinary taxpayers since even the personal exemptions,
standard deduction and state and local taxes are treated as preference items, The AMT
will also start to claw back HOPE credits and the child credit. Fixing the AMT is
irnportant for the long-run bealth of the income tax, but is very expensive since the costs
of doing s increase sharply beyond 2002, We propose to tackle: this problem when thc
AMT problem becomes important, namely after 2002.
L.
Small Busir;u:ss and Capital Gains Tax Relief
f ) .

o The baseline package contains a 50 percent exclusion for long-term capital gains (so the .
maximum tax rate is 20 percent); a small business/venture capital proposal for capital
gains relief, supported particularly by the biotech and computer industry; and the home
sales provision in your FY98 budget. Note that Treasury and JCT scoring of capital
gain'ls has differed substantially in the past.
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o Individuals’ long-term capital gains would be taxed at one half of the statutory rate
applicable to ordinary income ~ the maximurn rate would be reduced from.28 t0.19.8
percent. Correspondingly, the maximum rate on the sale of small business stock held
for :xwte than five years would be raduced from approximataly 14 percent to 9.9

pczcczzt {from 21 pereent 1o 15 percent for taxpaysrs subject 1o the alternative
ainimum tax).

- The size of companies eligible for these special rules would be increased from
850 million of gross asscts to 3100 million of gross assets and the limitation on
tthc amount of gain that could be excluded {cwrrently $i{} million) would be
,cixmzaated

- ?’Phis proposal would also adopt some of the changes 1o the 1993 small business >
 stock provision previously suggested by Senators Daschle, Liebsrman and Hatch

‘and by Congressman Matsui {among others), This proposal is paracularly

‘favored by venture capital and biotechnology firms.

0 ’Und_zr a separate proposal, a specialized small business investment company (SBIC)
would be allowed under special rules 1o qualify for an exemption from entity-level
corgorate tax 16 the axtent it distributed its income currently. Alternatively, during a
specified period, any SBIC swould be permitted 1o convert tax-free to 2 partership. In
addition, the rules that provide for exclusion of gain on securities when there is a roll-
over 1o a SBIC would be liberalized for individuals, and would be extended to
corporations. These rules would increase the exclusion for capital gains on SBIC
stack from 50 to 60 percent, extend the prcfcrcncc for corporate mpaycz‘s and
liberalize certain other rules,

; _
«  |These changes have been proposed by Congressman Jefferson who has advocated
gtézem as a means of improving capital gocess for minority-owned businesses.

o 'E’his i)ackagc should receive wide political support, yet is designed to not unduly favoer
very high-income taxpayers and cause the pet tax cut to explode in years beyond 2002

Estate Tax Relief for Family Farms and Closely-Held Small Businesses

o Thclbascﬁﬁc package includes the estate tax proposals for special relief to farms and
smaii businesses sponsored by Senator Daschle. They wonld create an estate tax
e;xempuon for the first $900,000 of value in & “qualified family-owned business interest”
{in addwozz 10 the $600,000 unified credit), The proposal would also increase the
arnount of estates eligible for the spectal 4 percent interest rate on deferred payments, as
in your FY98 Budger,
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Urban initiatives and other Budget items

¢ The baseline package containg a complete set of FY98 Budget initiatives, including the
cxpaasmn of EZs and ECs, Brownfields, CDF] and the welfare-to-work tax credit ynd
wx incentives for PSC software, D.C., and Puerto Rico, and the equitable tolling
provision. Tt extends expiring provisions that we do not make permanent, including the
R&E tax credit, deduction for contributions of appreciated stock to private mdamms,
the work opportunity tax credit and the orphan drug 1ax credit,

Tncrease De{iuctmn for Seif-Enmiployed Health Insurance

o You: have asked us to think about increasing the deduction for the purchase of health
msumncc for the selif-employed. The Small Business Job Protection Act of 1996
gzadua}iy increases the deduction for self-empioycd health insurance costs from 30
pcrmnt in 1996 to §0 percent in 2006 and thereafter. It has been proposed that the o
zicduczm:z should be increased to 100 percent. The proponents argue that the pwposai
would provide parity with the employsr-provided health insurance deduction, which is
1060 percent. However, most employers do not cover 100 percent of their employees’
insurance costs, Thus, current law is closer to parity so the proposal 1o increase the
deduction for self-employed health insurance is overly generous. It should also be
mz:d that no tax subsidy is presently provided to encowrage employees without
emp?cyerwpmwdcd insurance to purchase their own health insuranes.- There are
appmxmazely nine miliion employecs who purchase their own insurance, as compared
H tbre& million self-cmployad individuals who claim the se%?emplo}fcc} heatth
insurance deductios.

| ‘
Madiﬁcatio{z_to the Home Office Deduction
é .

0 Youéa}so asked us 1o think about modifications 10 the home office deduction. A home
office business expense deduction could be zllowed where substantial and essential
administrative ar management activities of the taxpayer's business are conducted on a
regular basis in the taxpayer's home, provided the taxpayer bas 5o other location for
performing these activities. The current-law limitation that the deduction is available

"oulyi with respect w that portion of the home that is used exclusively for business
purposes, and is so used on a regular basis, would also continue w apply. This
proposal has been estimated to cost roughly $650 million through 2002, assuming a
January 1, 1997, effsctive date.
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THE WHITE HOUSE
WASHINGTON

May 22, 1997

MEM{}RAENBKEM TO THE PRESIDENT
FROM: ' GENE SPERLING

SUBJECT: . Education Tax Package

‘”I’hisimemo describes two basic approaches to changing the HOPE Scholarship and
310,000 tuition tax deduction proposals in order to (1) fit within the 338§ billion allocation over §
vears, (2) address, to varying degrees, the concerns about possible grade inflation and tuition
inflation raised by pundits, and (3) address issues of progressivity raised by key Democrats and
education gfoaps The memo also deseribes other education tax itemns that could be included in
an i‘admzmszranca tax package owiside of the $35 billion that was z‘eservcé for your credit and
dedactlon | , ,

Inside the $3% hillion: HOPE and the Deduction

'I‘teasury 5 estimate of the revenue Joss from your twe higher education tax proposals is $336.2
billion, with z‘ozzghly half the cost asscciated with each proposal {the credit costs $18.6 biltion and the
deduction cost $17.6 billion).!

Both options 3 and 4 below are attempts to regain costs that would be the result of
changes o the grade requirement and Pell offset, as described in 1 and 2.

The reasons for changing the grade requirement include: (1) administrative concemns
raised by coiicgcs, {2} “grade inflation” arguments from pundits, and (3) concems that the
requirementjwould not be applied equally across families, because middle income families at

traditional colleges could still get as valuable a tax benefit through the tuition deduction (which
has 5o grade requirement) even if incligible for the ceedit, There are two possible alternatives:

H

‘Joint Tax estimates have besn higher ~ a total of $40.6 bitiion, with §28.9 sitributsble (o the credit, and
Sii6 '\ttnbazz:sbic i the deduction. The coopermtive effons between Joint Tax and Treasury, agreed to in the budget

deal, may reduce zins disparity.
;



|
1a. Satisfactory Academic Progress. Federal student aid programs currently require
that, in.orderfo continue receiving aid, the students must maintain “satisfactory academic
progress.” This roughly equates to “passing,” and is defined and policed by the schools.
This ¢ plion is roughly equivalent to eliminating the grade requirement,

; Bra: This is the measure that the colleges prefer, since it is already I use.

| Con: This is not a rigorous requirement. We would not be able to argue that we
i .
. are sncouraging students to excel,

1h. Achieving Sophomore status. Under this approach, a student could pot receive a -
sccond HOPE Scholarship until she had successfully completed one full academic year.
(Thzs would incorporate satisfaciory academic progress as well).

" Pro; A full-time start in college is strongly associated with retention and attaining

¢ adegree. This would encourage students to-do mors than take a few classes, or to
continue with their studies beyond & semester or two. It provides an argument that
we are not completely backing away from an accountability compenent within
HQPE,

b - e i ——

. Con: This could be confusing to stadents and taxpayers who, based on
~ information provided by the school, would have to switch from the credit to the
i deduction until they fully completed one year, then would switch back to the
- credit.
-t .
Eliminating the grade requirement {option la) costs $2.2 billion fassuming no other
changes). Option 1b would probably cost slightly less, but has not been estimated.

;AWWW ;

in oriier 1o stretch the $1,500 credit further ingo the middie class, yet;: HOPE Scholarship
propesai curre:miy makes Pell Grant recipients {and other Federal grant aid recipionts) ineligible
. for the HOPE Scholarship if thcy receive 31,500 or more in Federal grants. Higher education
organizations and Democrats in Congress have argued that this unfairly excludes low-income
families from HOPE, leading to 2 more regtessive proposal.’ -

Therefare two aliernatives for the Pell Grant offsetl:
I

L gns@l‘ing the full $3,000 that the lowest inceme students can recgive in Pefl Grants, they argue that your
Budaet pwvidcs" caly $308 for the poor students {the Peli Geant iecrease}, but $1,500 (HOPE) or gven §2,380
(maximum 318,000 deduction at 28% bracket) for higher-income families.

2
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2a. Eliminate offsef entirely. A student with a $3,000 Pell Grant could also receive a
$1,500 HOPE Scholarship, if the taxpayer paid encugh tuition and foes and had tax
liability to which to apply the credit. This option ¢osts $3 billion when considered alone,
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Pro: Makes the credit more progressive, addressing concerns of key Members of
Congress and constituency groups (who have been reluctant to fight for the details
of our proposal as currently drafted). Reduces the amount of data that the
taxpayer and IRS will need 10 compute the eredit.

Con: Cost which must be absorbed through other changes to the pfopesais.

1h, ;{)ﬁ’set grants by 50%. With this approach, a student’s eligibility for the HOPE
Scholarship would be reduced by half of the Federal grants received. This approach costs
$0.9 billion when considered alone, :

.

i

i

Pro: Costs fess than eliminating the offsct entirely.

Con: Excludes the poorast students from HOPE (those with maximum Pell
Grants). Will not completely satisfy key Demograts and gonstituency groups,
Would still require a “Federal grants” data element to be reported by colleges, and
used by taxpayers and the IRS in computing the credit cligibility.

The %mgximum HOPE Scholarship would remain at $1,500. The tax deduction would still
apply to up to $5,600 of tuition and fees through 1998 and up to $10,000 thereafler. However,
the value of the deduction would be reduced by either capping it at $1,500 or turning it fnto a -
15% credit. With either approach, in the first two years of coliege, the HOPE Scholarship would
never be 168:3 valuable than the deduction,

Education argues that this approach would (1) equalize the benefits between the credit
and the deduction, addressing a criticism from some Democrats and higher cducation groups, and
{2) maintair%s the commitment to provide access to the average.community college.

i

The two approaches for achieving these objectives are:

4

L Cap value at $1,500. The value of the deduction (tax bracket times applicable tuition

and fees) could not exceed $1,500. A family in the 28% tax bracket would reach the cap

at tuition and fees of $5,357. For tuition and fees up to that level, the deduction would

continue t© be more valuable for higher income families than for lower income families,
because of their different tax brackets.



Pro: Middle clags familieg in the 28% bracket, with a child at a public university

. or lower-cost private institution, would continge to get the full benefit of thc
i deduction.

- Con: Students at higher-cost private colleges would not benefit as much as under
the current proposal..

i, Set value of deduction at 15% of tuition and fees. The deduction would essmnally
be tutned into a credit valued at 15% of the tuition and fees charged. The value of the

deduction would not vary according to the family’s tax bracket (except to the extent that a ,
Jow-income family lacks tax liability to reduce}.

| Pro: More likely to be embraced by key Democrats and the education Eroups.
Con: Less heipful to middle-income families at moderate-cost celleges.

Neither of the approaches above would save enough to fully offsct the elimination of the
prade rcqaircplezzz and the Pell offset, One or both of them might offset a partial elimingtion of
the grade requircment and Pell ofiset, as described in Thand 2b.
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The tax deduction would be unchanged: it would apply to up to $5,600 of tuition and feeg
through 1998 and up t¢ $10,000 thercafter. The HOPE Scholarship would be reduced o a
maximum qf $1,200,

Pro:Orie benefit of reducing the HOPE credit is that it reduces any potential tuition
inflation at community colleges, because fewer community colleges would have tuition
and fees below that level.

Con: Increases the disparity between the value of the credit (§1,200) and the value of the
deduction for a higher-income family (§2,800). The credit would not cover average ‘
cz}m:mzmiiy college tuition (now at $1,500).
2
This - approach also weould not save enough {0 fully offset the elimination of the grade
re&:;wrcmmz% and the Pell offset. One or both of them might offset a partial elimination of the
grade mqwrement and Pell offset, as described in lb and 2b.

133 yo!iu decide to completely eliminate both the prade requirement and the Pell ofiset (1a
and 2a), it may be necessary to explore options that would reduce both the deduction and the
credit in order to offset those costs. For example, a $1,200 HOPE Scholarship, and an $8,000
 deduction, capped at a value of $l 200 or 15%, might yield the necessary savings.

i Education tax items sutside the $35 billion

!
The Administration’s tax package could include several education-related tax items
. outside of the $35 billion allocation. While Chairman Archer’s staff clearly want to use some of
these other items in place of your HOPE Scholarship and tuition tax deduction, | strongly feel
that we must hold firm to our strict inferpretation of the letter, which reserves the roughly $35
billion for “postsecondary education, including a deduction and a credit. . . consistent with the
objectives put forward in the HOPE scholarship and tuition tax proposals contained in the
Administration’s FY 1998 budget to assist middle-class parents.” If we open up the $35 billion
¢ other :tcms this early in the process, we risk losing the HOPE Scholarship and tuition

dediction. |
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The larger tax package could include:

. A Rangei clementary-secondary provision, Rep. Rangel has been helpful on HOPE .
Sc%&iwshpg and the tax deduction, and very much wants to see some of his ideas
incorporated into the Administration’s tax package. Some possible directions are
deseribed below. Cost: perhaps $3-5 billion.

. Student foan interest deduction. Different proposals have been put forward by Senate
Republicans, Senate Democrats, and House Democrats. Strongly supported by the higher
education comunity. Cost ranges from less than $1 billion to $3 billion, depending on
design (caps, income ranges, new versus okl loans, and whether parents or just students
ace eligible),

. Extending Section 127 (1ax deduction for employer-paid education assistance). Senate
Republicans have proposed making it permanent, while your 1998 Budget extended it
i?if{:iugh the year 2000. Sen. Moynihan is a strong supporter of this provision,

i :

. ‘dei;caﬁon saviags inceatives, loosely based on the Lieberman-Breaux “KidSave”
proposal.
. Cozx}manity Service/Income Contingent Loan Forgiveness. Exclusion from income of

loans forgiven by a non-profit entity for community service, or loans forgiven under the
Direct Loan Program’s income-contingent repayment provisions. Part of your 1998
Bﬁéi;e:t, costs only $15 million.

* Work«s{udy income exelusion. Senate Republicans have proposed excluding income
f‘mm the Federal Work-Study program from taxation. This costs $6.4 billion,
}

. Pre«»paid tuition plans. Exempt withdrawals from taxation. This costs $0.6 billion.

: Ke;n] Range! recently introduced legisiation that includeg his version of the HOPE
Scholarship (refundable), as well as his own proposal aimed at helping public elementary and
secondary schools in poor areas. Rangel’s legislation includes (1) a tax credit to subsidize bonds
for construction, renovation, teacher training, and curricuium development for “academies™
based on schoei business partnerships in empowernment zones and empowerment communities or
hlghwpovcrzy schools in ather areas, and (2) an expansion of the Work Opportunity Tax Credit to
benelit employers who hire graduates within six months of leaving an academy.
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Tizez‘é are a number of problems with the design of these proposals. However, we do fee!
that there are some useful concepts in the legistation, and that we can work wzi%z Mr, Rangel on
one or more of the following approaches:

School Construction in EZ/ECs: A tax benefit to help reduce the cost of borrowing or
other financing of school construction or renovation in high-poverty areas. This could -
mcludc some of Rep. Rangel’s conditions for business contributions and invelvement,
th{mgh that would be an awkward design. -

Charter Schoel Construction in EZ/ECs: A tax benefit to help reduce the cost of .
borrowing or other financing for the construction or renovation of public charter schools
in high-poverty areas.
School-Business Partnerships in EZ/ECs: A tax benelit for contributions of money, )
equipment, or time associated with a partnership between a business and aschool in a
high-poverty area. :

|

WOTC expansion to EZ/EC graduaices: Like Mr. Rangel’s proposal, expand the Work
Cppaortunity Tax Credit to graduates of schools in EZ/ECs, or to schools that meet certain
criteria (such as the Rangel “academics”),

; B .
WOTC expansion for high school apprenticeships: expand the Work Opportunity Tax
Creézt 10 businesses that hire part;cxpants in school-business partnerships while they are
in school,
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