
THE WHITE HOUSE 

wASHINGTON 

May 22, 1997 

TO: BRUCE REED 

FROM: MARK MAZUR 

SUBJECT: EDUCATION TAX INCENTIVES AND ADMINISTRA nON STRATEGY 

Gene Sperling chaired a meeting on tax issues: on Monday and a follow-up meeting was 
held on Thursday, chaired by Chiefof Staff Bowles to discuss the Administration's strategy 
regarding the upcoming tax bill (part of the budget reconciliation process). An area ofemphasis 
was the education tax incentives contained in the Administration's FY 1998 Budget. This memo 
summarizes the discussion. Please let me know ifyou wish to go over this material in more detaiL 

I • , 

As yo~ know, the Administration fought hard for assurances from the Republican , . 
leadership that the tax bill considered by Congress this year would incorporate the 
AdministratioO's proposed tuition tax deduction and HOPE schoJarship tax credit at a revenue 
cost of about $35 billion over 5 years. One issue addressed in the meetings is whether the , 
Administratio~ should help Congressional Democrats develop an alternative to the Republican tax 
package. In general. the answer was u yes" but that the Administration shou1d be careful not to 
unravel the bipartisan approach to enacting a budget reconciliation bill. Different strategies are 
called for in the House and the Senate. , 


I 

In the House, Treasury and Education are working with a proposal from Mr. Rangel to 

see jf there are items consistent with Administration priorities, One possibility involves the 
Rangel proposa1 for "tax credit bonds" to finance construction, rehabilitation. and operation of 
Ht;ducation Zone Academies". This proposal could be modified to address many of the goals of 
the Administration's school construction initiative, but with the interest subsidy paid through the 
Tax Code. Another proposal from Rep. Rangel would expand the work opportunity tax credit to 
cover graduates ofthe Academies (which Education is trying to modifY into a school-to-work tax 
credit). Treasury's Office ofTax Policy is trying to come up with proposals along these lines that 
would provide a distinct Democrat approach to a tax bill. 

In the Senate, the Democrats on the Senate Finance Committee are less cohesive and less 
interested in supponing the Administration>s education tax initiatives, Treasury has been 
developing proposals to combine the proposed child-based tax credit and IRA expansions into a 
"Kidsave" proposal, similar to the one developed by Senator Lieberman, (The idea behind 
"Kldsave" is t~ provide a tax credit for taxpayers with children and then to provide a match, or 
increased credit, if the funds are deposited into a tax-favored account used to pay for the child's 
post-second.,y education or to support the child's retirement) Treasury (especially Deputy 
Secretary Summers) is not enamored with the BreauxlLiebennan approach (because of its 



emphasis on, saving for retirement) and so is unlikely to come up with proposals the HKidsave" 
advocates win strongly support However. the proposals may be similar enough to the original 
"Kidsavc" proposals to 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 package. will provide distinct choices about the overall direction ofa 
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 tuition deduction amount should be reduced to provide a 
revenue offset for dropping the B- requirement andlor the Pell grant offset in the HOPE 
scholarship, Treasury is in favor ofdropping 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 nightmare, at least as difficult as checking grades). In 
addition, Treasury would prefer reducing the maximum HOPE scholarship amount to as litde as 
$1,200, while Education would place a cap on the total tax benefit available through the tuition 
tax deduction at Sl ,500 per year. A second issue is whether a proposal for a deduction for 
student loan interest should be added (Education is in favor and Treasury was unsure about this 
item). Undoubtedly, other issues win arise as the packages are constructed and the revenue totals 
required to meet the agreed~upon targets, 

I 
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THE WHITE HOUSe: 


WASHINGTON 


May 22, 1997 

I 

I 
I 

MEMORANDUM TO THE PRESIDENT, 

FROM: 
I 

GENE SPERLING 

I 
SUBJECT: I Tax Cut Proposals for Budget 

, 

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

. I . 
L Developing a Package: All of your advisors agree that we need to develop our sense ofan 
overall $135 billion gross tax package. One reason for developing our tax package is that it 
allows us to' work with Democrnt$ to increase it commitment for our education tax package, by 
showing thJn that we can put together a package that could include thelr priorities. Currently, 
RepublicanS are teHing Democrats that they could support other Democratic education tax cuts -
if they are paid for within our $35 billion tax cut. By putting together a package, we can show 
people like Breaux and Rangel that if they are committed to your higher education tax cuts, we 
could fit th~ir priorities ~~ e.g., Kidsave, Rangel's initiatives. -- outside of the $35 billion. 

! 
2. Working with Democrats and Republicans!' While part of the goal is putting together a set 
of ideas 10 get "buy~in" from the Democrats that unifies them., both Bob Rubin and John Hiney 
believe that the best way to proceed is to shop a $135 billion'package VYith both DemOcrats and 
Republicans so that we arc continuing to work in a bipartis~ process, Therefore, while we 
would seek to unify Democrats with our $135 billion package, we would shop it and get input 
from all sides, as opposed to having a "Democratic package!! that at this moment might alienate 
RepUblican's from working with us. As John states, this would be similar to our posture in March 
when we t~ok the same one page budget summary and sought input and comments from both 
Democrats'and Republicans. ' 
,. . 

Bob Rubin and his staff;uc already been involved in serious consultations. On ' 
Wednesday, Bob spoke with Archer for 30 minutes nnd met with Roth for over 45 minutes, 
while aloo speaking with Moynihan and Rangel and other House Ways and Means Democrats, 
Archer and Roth .agreed with Bob to have their sUIlTs meet with Treasury staff next so that they 
could revi~w our $135 billion set of ideas for disc·ussion. . 



1 
3. Two Votes Strutegy: Erskine cautions that all decisions should be considered against the 

backdrop Ofth3t best ensures that we preserve our two vote strategy.;. __._. _"" _~ _... "" ... ' .. '" .," ... " 


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 coinmunity. Everyone agrees that we need to make the Hope Scholarship more 
progressive ~d 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 a,decisio~ memo that goes thro9gh the pros and cons of such choices. 

, 
5. New Education Ideas: Another decision is what additional ideas we may wish to consider, 
particularly from Charlie Rangel outside of the $35 billion. 

6. Child Tax CreditIKid,ave: A major issue is whether to amend our child tax credit, to a 
"lGdsave" p~posal, and whether we want to add refundability, or change the age or income 
limits. 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 
clearly involves not onty where we WMt to end up on capital gains. but strategic questions of 
where we gnould Start. Currently. the Treasury set of ideas includes a 500/0 exclusion, a Bumpers 
expansion. your home capital gains, and the Dascble estate tax cut. 
One of the ideas you had mentioned was to include provisions with strong appeal to the small 
business and high lechnology community. 

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

9. Additional Ideas: At your request. Treaswy has also included a short description ofa 
modified home office deduction and an increased health care deduction for the self~emp!oyed. 

I 

Attached";'
I 

the 
. 
following: 

I 
• One Page Treasury Chart: Following a meeting in Erskin&s office. we agreed on a 
prel~minary package to present you, The chart shows Treasury's estimates of what costs 
of the different proposals would be. 
e I , 

• Treasury Background Paper: Memo from Don Lubick that explains several of the, 
pro~isions in the chart. ' 

,I 
• Education Tax Cut Pro/Con Memo: This is a pro/con memo on the different options , , 

for refonning our tax proposals using ideas presented from both Secretary Riley, 

Treasurv Department and other members of your economic team. 


I - . 

t 
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mlllirative llareliM TnPatkagc: V~ Pn:llmlnary TteNury E"tiJna;tt!~ (e.xcept nUU't Iloted), 
DoUar amouots in millioos. Mq 23. 1m 

J.l!Jtl ilia l.22jt ~ 1!lIll = ,l~ 19~,Q7 

Education package 
HOPE scllolarsbip, 11,200; Thition o.dnctiOD, SI 0,000 II -78 .4,242 -6,161 ·8,461 .9.l7I ·10,198 ·38.S}} "',160 

Raogel K·ll schoolllnMce t:xprovision (DOt.llOOJ'¢d) 

Make Seclion [27 Permanenl -82 '645 ·670 ·730 .7% .;Il3 ·3.674 ~,44} 


..--~.-- - ._-- -- - - -.-.-. -- - -- - '" .. 
l\l1ddle,C!8$l Tax Rdd ud Savm: PnnuioQ.$ 

-~ ~ 

Refundable Kids~'e Credit \2 . ·568 ·10,612 ~1O.930 ·14,3:3& ·17.S89 ·17,96(1 ·11,729 -161,423 
!:ndiyid\lal AM! refon:n. stnrt in 2003 \3 0 0 0 0 0 0 0 -J7.472 

CApilaJ GaUlt and EstaleTu Rdlet , 

50% CapOn R"lclusioo s.od 20% AMT ·702 ·1,470 1.493 -[,643 ·1,621 ~1.549 -4,190 -11,009 
Supet-Bumpag Plug Number ~ 0 ·50 ·ISO -300 ·400 ·500 .1,400 ~S,500 

Presiden(.!! Home Sales: ProvisiC1l$ \4 ·60 ·23, ·m ·205 ·[81 ·168 ·1,021 ·1.600 
D""'I, &,,,,r,,,Propou!. (1C1) 0 ·5<10 -640 ·740 -840 ·3,200 ·10,200 -

Urban lniti::ll(vu 
Dist=<<d Am, w_", (1C1') IS .2J ·)12 ·)70 -464 -483 -487 ·1.976 -4,063 
WelIare~to·Wotk (JeT) 0 -41 .7~ ·95 ·77 -41 ·329 -3$:\ 

Olhtr Tax /n<::¢nthu (JCT) \5 0 ·57 -156 ·28$ ·344 , ·4-20 ,1,262 w9.t.22 
One-yea!' Extensions: ofExpiring Provi1:ions (JCT) . -405 ~58 ·682 -398 ·259 ·121 ·:,,424- -2,459 

• 
GnmTu Cut ·1,920 ·18,926 ·1~,a63 -27,559 ·n,167 .33,12.1 ·)30.638 .)46,504 

R<:frenue Offub aS3 7.741 9,067 1O,22J 10.668 10,955 48,662 103,945 

Tutal Net Cut .I,1il7 .•11,179 ·9,7% -17,334 ·21.'9'J ·22,168 ·SI,976 ~24'2,559 

(Not indutUng Ranlfl Icbolll touttudJOQ provum, expected to t:Mt Sl btruon, through 100:2 nd S7 bmioD. through 2007) 

\l The proposal d£opt!he B· rule aDd Pell offset wHOPE. 

\2 A refundable child aed.it for c:hildrcn wdc lJ with lID opliO!'l:ll $SOO nondeductible IRA for education or refirement 


for ellen child credit allov.'ed. The credit il! $1 SO in 1m.$300 in 1998 and t999, $500 iA 2000 and ind~ed ~aftt:t. 


\3 Auumes the enadm~ntofthc Administnrtion's. child credit ptopon1. AmOng otba things, it eliminates 
several inapproprialc AMI prd'et'tlroC items (most importantly, pet'SOl'.al e:cemptioas and l'be stlU'ldard deduction). allows pmorW credits to<lffi:et AM! liability, and indexes the A 

\4 SlackedaftertheSO%~an. " 
IS ExparuI Emp~Zom:s and Enlerprise Conmnmiti..;_ow.. and CDR. 
\6 Equitllbk toUing. Puerto Rico Tax Credit. FSC software, md DC mcentiV'e3. 

http:pet'SOl'.al
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DEPARTMENT OF THE TRE;ASUR,Y 
. WASH1NGTON. D.C. Z02.20 

. May 22, 1997 

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN 
DEPUTY SECRETARY SUMMERS 

FROM: 	 DONALD C.LUBICK,Ala:-- , 
ACITNG ASSISTANT SECRETARY (TAX POLIcy) 

Possible Tax Package 

The attached table p_ an ilfustrative budget pa<k1lge that fits within the recent budget 
agreem<>:rt UndceVCIY preliminaIy Treasury scoring. The package includes 0 !IllJnber offeatures 
that will appeal to Congressional Democrats and some RepubUcan. and reflects our current . 
judgment about the outlines ofA souru! and politically popular package.

I 	 . 

Thism'emohighllghl3 decisions that need to b. considered iftax pa<k1lge """,,,,mendotions 
are to b. mOde pubJiely. The memo concludes with brief des<:riptions ofseveral tax ideas 
appealing to .mefJ business that the President has asked about. . 

\. 
Education: 


. ' . 

o 	 Thb current education package COnllUnJl a $1,200 HOPE. credit, a 510,000 tuition 

deduction, drops the a·grade requirement and no longer offsets lbe HOPE credit by PeU 
grants aDd other federal aid that a stUdent reccives. This packag. costs $3.8 billion more 
than the 535 billion ror education that is allocated within the budget agreement. 

AlternativeS ' 
I 

o 	 1'1t!i Education Department bas suggested an alt ..... ative with. SI,500 HOPE credit, with 
no B· and no PeUgtant offset with. SIO,OOO tuition deduction that is either capped at 
51,500 oftax ",duction (so, for example, a funily in the 28 percent bracket <ould deduct 
no more than $5,357) or converted into a credit equaling 15 percent ofaU higher 

" 	 education expenses. up to $10.000. In addition, the seccnd year oflbe HOPE credit 
could only be received by students who have cOnwleted their full freshman year of 
school. We. believe this package will cost roughly the same amount as the first paclmge., 

I 	 . 
o 	 Either the amount ofth. tuition deduction, HOPE ctedit or both must b. scaled back to 

me~t the S3S billion revenue target, particularly under JeT scoring, In addition, many 
potential allies strongly urge us to alter or drop the B.. requirement and eliminate the Pen 
LlTan.t offset. 



I(!JUUJ,FUUf
05/2%197 HI:59 'fS'9 2'OZ 6220013 TREt.S EXEC SEC 

,, , 
Additional features ofthe educ3.U!iUl p'ackage 

o With money outSide the $3$ billio.o., we propose to make pe.rmanent the exclusion' of 
employer-PIovided educational assistanC<l from taxable income (Section 127); This;" Ii 
cause rhat bas been chmnpioeed by Senator Moynihan oed others in the House and the , 	 ' 
Senate. 	 ". . . 

I 
AddjtiQIllll Education PfQll",.lub.! Could b. Considered to AttG!:1 Support ofK<:;, Membw of 
ConWess I 

I 

o 	 School Construc!ign; We have designed. tax proposal to aid school consuuciion (and 
other activities) in poor neighborhoods, as urged by Congressman Rangol among others. 
The States and the District ofColumbia would b. permitted to allocate. Iixed annual 
amOWlt oftax credits (based on population), much as they do currently with low-income 
housing we credits. The States could allocate the credits for projects in public scbno1s 
loctlted in empowerment zones. enterprise communities or that have a"high percentage of 
low;income students. The schools could us.e the credits to help pay fOT construction and 
renovation projects by giving them as partial payment to developers who perform the 
conStruction work or by selling them. Each school would be allocated credIts equal to a 
speOj!ied portion of construction costs with the balance to be covered by the State or the 
school districts. 

o 	 wan,lon of the Work Ql!llommitv I,ax Credit: In addition to extending lb. credit for.t 
least one year, it would be expaJlded so that employers hiring graduates of schoob that 
bave a hi8h percentage of low..incOl:ne students within one year oftheir graduation would 
be el:J-gible to receive the work opportunity taX credit, 

, 

o 	 ExeinptiQ!1 for Wjthdrawals from State 'Prepaid Tuition Plans: Families that invest in 
plans that allow them to prepay college wition not only would receive tax deferral on the
annual increase in value of theit investment as provided under current law but also an 
exemption from taX when the funds are applied to the cbild', tuition. The exemption 
wauld .pplyto plans like Flotida's and Vuginia's rhat allow parents to pay in tull in 
advance for tuition, but not to some oth.r states' plans that opetalelike mutual fund •. 

I , 	 . , 
o 	 PQsition oU Dedu!;!\lbillty ofStudentLoan Interest: We prefer OUf tuition credit and 

tuition deduction, which do not favor borrowing over :;:aving to pay ror college, to a 
stud~nt loan interest deduction, which' does mvor borrowing. A student loan interest 
deduction would provide reliet: however, to many middle..income students and is 
administrable. Such. proposal is popular with celtain Senators (e,g., Mo ••ley-Braun) 
and thus may be i"cluiied in a Congressional budget package .. 

2 
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I 
'.Middle CI~SS Tax Relief and Saving Provisions 

o 	 The baseline package contains a refundable "Kidsave" credit based 011 the child credit· in 

yo~ 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). Kids'v. is popular with many moderate Senators, particularly Breaux and 

Keiry. The particular version shown in the baseline package is refundable; which WQuld 

help draw a striking contrast between the distributional effect of likely Congressional 

taXes packages and ours. 

1 

Alternatives 

a 	 An alterealive would drop rcfundability and instead ""'end the child credit in your FY98 

budget to children under 18 (the Budget proposal gives a credit for children under 13). 


I , , 	 '. 
o 	 Kidsave proposals cleverly combine an education saving mechanism with the chlld credit 


(our version would make ·contributions to the education saving account optional). An 

alternative would be to havo separate child credit and IRA proposals, as was done in the 

FY98 Budget. lRAs, particularly backloaded IRA., ere very costly in years beyond 
2002. Adding our lRA Budget proposals would cost about SIS billion through 2002 
under JeT scoring. 

AdditiQnaJ features Dfthe Middle-Clac;s uxreIiefpaclCage 
, i 

O' 	 The large tax ruts agreed to in the second five years of the package ·provide an excellent 

opportunity to refonn the individual Alternative Minimum Tax: in a sound tax policy way 

and' better distributed to Ibe middle class. Currently only 600,000 taxpayers are affected 
by ~e AMT. By 2007, however. as many as 9 million taxpayers may be affected by the 
AMT. many ofwhom will be ordinary taxpayers since even the personal exemptions, 
starldard deduction and state and local taxes arc treated as preference items. The AMT 
will also "art to claw back HOPE credits and the child credit. Fixing the AMT is 
irnp~rtant for the long-run health ofthe income tax. but is very o..l'ensive since the costs 
of d;oing SQ increase sharply· beyond 2002. We propose to tackle·this problem when the 
~ problem becomes important, namely after 2002. . , 

, . 
Small Business and Capital Gains Tax Relief ,, 

o 	 ~he baseline package contains a SO percent exclusion for 10ng~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 JeT scoring of capital 
gain,s has differed substantially in tbe past. 

I 
3 
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M.Qr~ petaU Qll S~aLRules for Small Businesses and Small Busioess Inyestment Commmjes 

o 	 Individual,' long-term capital gains would be taxed at one half of the .tatutDrY rate 
applicable to ordinary income - the maximum rate would be reduced from.28 to .19.8, 
percent. Correspondingly, the maximum rate on the sale of small business stock beld 
for lnore than five years would be reduced from approximately 14 percent to 9.9 
per.!ent (from 21 pW:ent to IS percent for "",payers ,ubject 10 the alternative 
minimum tax). 

_The size of Companies eligible fur tIleso special rules would be increased 'from 
.$SO million of gross assets to $100 million of gross assets and the limitation on 
I the amOllll.t of gain that could be =luded (currently $IQ milliOn) would be 
: eliminated. 	 . 
, . 

lThis proposal would also adopt .ome of the changes to the 1993 small business " 
:.tock provision prevIously .uggested by Senators Daschle, Liebonnan and Hatch 

and by Congressman Matsui (among others). This proposal is particularly , 
,favored by venture capital and biotechnology firms. , 

, 


o 	 Under a .apara •• proposal, a specialized small busi".., investment company (SSIe) 
would be allowed uoder special rJ!les to quall.fy for an ""emption from entil}'-level 
corPorate tax to the extent it distributed its income currently. AlterMtively, during a 
Speciifled period, any SBle would be permitted to convert we-free to 'a partnership.-In 
addition, the rules that provide for exclusion of gain on securities when there is • roll
over to a SBIC would be liberalized for individuals, and would be extended to 
corporations. These rules would increase the exclusion for capital gains on SBIC 
stock from 50 to 60 percent; extend the preference for corporate taXpayers. and 
liberalize certain other rules. 	 ' 

ITb... changes have been proposed by Congressman Iefferson wbo haS advocated 
Ithem as a means of improving capital access for minoril}'..Qwned businesses. 

o 	 This package should receive wide political support, yet is designed to not unduly favor 
very bigh-incornetaxpayers and cansethe net taX: cut to explod~ in Y"'" beyond 2002, 

Estate: Tax Relief for Family Fanns :and Oosely~Held Small Businesses 
, 	 

o 	 The;baseline package includes the estate tax proposals for special relief to farms and 
small businesses sponsored by Senator Daschle. They would create an estate tax 
exemption for the first $900,000 ofvalue in a "qualified fumily-owned business interestH 

(in addition to the $600;000 unified credit). The proposai would also increase the 
aruo:unt of estates eligible for the special 4 percent interest rate on deferred payments. as 
in your FY98 Budget. 

4 
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, ' 

• 
Urban initiatives a.nd other Budget items 

I 	 , 

o 	 The,baseline package c,ontaill3 a complete set ofFY98 Budget initiatives, including the 

explUlSion ofEZ. and Ee., Brownfield$, COFI and tbe welfare-la-work lax c,redit and 
tax: incentives for PSC software. D.C., and Puerto IDeo, and the equitable wiling 
provision. It c:x;tends expiring provisions tha, we do not make permanent,.incIudiog the 
R&E tax credit, deduction for eontribulions ofappreciated stock to private fuundations, 
the work opportunity tax credit and the orphan drug tax credit. ' 

i , 

In""""" Deduction for Sclf·Employed BeaItb Insurance 


a 	 You have asked US to thiol: about increasing the deduction fur the purchase of health 
insurance for the ,elf_played. The Small Busi~s Job Protection Aet of 1996 
gradually increases the deductinn for self-employed health il1S1lrance costs from 30 
percent in 1996 to 80 percent in 2006 and therMfter. It has been proposed that the ••, 
deduction should be increased to 100 percent. The proponents argue that the proposal 
would provide parity with the employer-provided health insurance deductinn, which is 
100 percent. However, most employers do not CQv~r 100 percent of their employees' 
insui-ance costs. Thus, current Jaw is closer to parity so the proposal to increase the 
deduction for self-employed health insurance is overly generous, It should also be 
noted that no tax'subsidy is presently provided to encourage employees without 
employer-ptovided insurance to purchase their own health insurance.· !btu ar·e 
appro:xlmately nine million employees who pu.rchase thejr own insurance, as comparediff.. to 'three million self-employed individuals who claim the self-employed health 
insurance deduction. 

,I 
Modificatio",to the Hame Office Deduction 

I, 
o 	 ¥ouialso asked us to think about modifications to the nome office deduction. A home 

office bu,.iness expense deduction could be allowed wbere substantial and essential 
administrative or management activities of the taXpayer's business are conducted on a 
regular basis in the taxpayer:s bome, provided the taxpayer has no other location for 
perf9rming these activities. The current-law limitation that the deduction is available 

'onlyiwith respect to that portion of the home that is used exclusively for busin ..... 
purposes. and is so used on a regular basis, wouid also continue to'apply.· This 
proposal has been estimated to eost roughly $650 million through 2002, assuming a 
January I, 1997. effective ·date. 

5 
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May 22, 1997 

MEMORANDUM TO THE PRESIDENT 
I , 

FROM: GENE SPERLING 

SUBJECT:, Education Tax Package 

TIlislmemo describes two basic approaches to changing the HOPE Scholarship and 
$10,000 tuition tax deduction proposals in order 10 (I) fit within the $35 billion aUocation over 5 
years, (2) address, to ,varying degrees, the concerns about possible grade inflation and tuition 
inflation raised by pundits, and (3) address issues ofprogressivity raised by key Democrats and 
education groups. The memo also describes other education tax items that could be included in 
an Adminis~tion tax package outside of the $35 billion that was reserved for your credit and 
deduction ! 

Inside the $35 billion: HOPE and the Deduction 

Treasury's estimate of the revenue loss from your two higher education tax proposals is $36.2 
billion, with roughly half the cost associated with each proposal (the credit costs $18.6 billion and the 
deduction cost $17.6 billion),1 

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

I, Gmde Requirem<;)ll 

The reasons for changing the grade requirement include: (l) administrative concerns 
raised by coileges, (2) "grade inflation" arguments from pundits, and (3) concerns thot the . 
requircmendwoutd 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 no grade requirement) even if ineligible for the: credit 'There are two possible alternatives: 

{Joint' Tax estimates have been higher·· a total of$40.6 billion, with $28.9 auributable (0 the credit, and 
S 11.6 nttribuf<1blc t" the deduction. The coopernllve efforts between joint Tax and Treasury, agreed to in the budget 
deal, mny rcdu~c this disparity, 

I 



1u. S~tisractory Academic Progress. Federai student aid programs currently require 
that, in,orner,to continue receiving aid. the students must maintain "satisfactory academic 
progress." This roughly equates to "passing," and is defined and policed by the schools, 
This option is roughly equivalent 'to eliminating the grade requirement, 

Pro: 111tS is the measure that the colleges prefer, since it is already in use. 

Con: This is not a rigorous requirement. We W()uld not be able to argue that v.-e 
are encouraging students to exceL 

lb. A~hieving Sophomore status. Under this approach, a student could not receive a 
second HOPE SCholarship until she hud successfully completed one full academic year, 
(This ~would incorporate satisfactory academic progress as well), 

Pro: A full-time start in ooHege is strongly associated with retention and attaining 

a degree. This would encourage students to,do more than take a few classes. or to 


i continue with their studies beyond a semester or two. It provides an argument that 

1 we are not completely backing away from an accountability component within 
I HOPE . 

. : Con: This could be confusing to students and ~axpayers who, based on 
information provided by the school. would have to switch from the credit to the 

; deduction until they fully completed one year~ then would switch back to the 
credit. 

I 

Eliminating the grade requirement (option la) costs $2.2 billion (assuming no other 

changes). Option Ib would probably cost slightly less, but has not been estimated. 


k Offset of E~oral GI1!ll!ii ("Pell OCfse!':) 
,, . 

In order to stretch the $1,500 credit further into the middle class, your HOPE Scholarship 
proposal currently makes Pen Grant recipients (and other Federnl grant aid recipients) ineligible 

, for the HOPE Scholarship if they receive $1~500 or more in Federal grants. Higher education 
organizations and Democrats in Congress have argued that this unfairly excludes Iow~income 
families from HOPE,leading to a more I'f:!gressive proposal.: 

There1arc two alternatives for the Pdt Grant offset: 

,, . 
1 19nohng the full $),000 that the lowest income students can receive in Pell Grants, mey argue that your 

Budget providc~ only $)00 for the poor students (the Pel! Grunt increase). but $1 ,S()O (HOPE) or even $2,800, 
(maximum S10,000 deduction at 28% bracket) for highet~inCQmc families. 
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1
, 
2a. ,Eliminate offset entirely. A student with a $3,000 Pell Grant could also receive a 
$1,500 HOPE Scholarship, if the taxpayer paid enough tuition and fees and had tax 
liability to which to apply the credit. This option costs $3 billion when considered alone, 

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 
ofour proposal as cummtly drafted), Reduces the amount of da1a that the 

" taxpayer and IRS will need to compute the credit. 

Con: Cost which must be abso~d through other changes to the proposals. 

2b. Offset grants by 50%. With this approach, a student's eligibility for the HOPE,
Scholarship would he reduced by halfof the Federal grants received. This approaeh costs 
$O.~ biltion when considered alone. 

,, 
Pro: Costs less than eliminating the offset entire)}'. 

Con: Excludes the poorest students from HOPE (those with maximum Pen 
Grants)" Will not completely satisfy key Democrats and constituency groups. 
Would stit! require a "Federal grants" data element to be reported by colleges, and 
used by taxpayers and the IRS in computing the credit eligibility. 

J, Educalion', allllroach; $1,500 Credit, Deduction ~ at $1.500 , 
I 

The:maximum HOPE Scholarship would remain at $1,500. The tax deduction would still 
apply to up to $5,000 oftnition and rees through 1998 and up to $10,000 thereafter. However, 
the value of the deduction would be reduced by either capping it at $1,500 or turning it into a ' 
15% credit. With either approach, in the first two years ofcollege~ the HOPE Scholarsbip would 
never be les's valuable than the deduction, , 

Edu~tion argues that this approach would (I) equalize the benefits between the credit 
and the ded';l~tion, addressing a criticism from some Democrats and higher education groups, and 
(2) maintai4s the commitment to provide access to the average.community college. 

I 
The two approaches for achieving these objectives are: 

I. 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 nnd fees of $5.357, For tuition and fees up to that level, the deduction would 
continue to be more valuable for higher income families than for lower income families, 

, because of their different tax brackets., 

J 

,., 
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Pro: Middle class famili~ in the 28% bracket, with n child a.t a public university 
or lower-cost private institution. woold continue to get the full benefit of the 
deduction. 

~ , Con: Students at higber~cost private colleges would not benefit as much as under 
the current proposal.. 

ii. Sct value of deduction at 15% of tuition and fees. The deduction would essentially 
be tul:ned into a credit valued at 15% of the tuition and fees charged, The value of the 
dedu~tion w<>uld not vary acrording to the family's tax bracket (except to the extent that a 
low-income family lacks tax liability to reduce)., 

Pro: More likely to be embraced by key Democrats and the education groups, 

Con: Less helpful to middle-income famHies at moderate~cost colleges. 

Neith,er oftbe approaches aoove WQuld save enough to fully offset the elimination of the 
grade requirement and the Pel! offset. One or both of them might offset a partial elimination of 
the grade reqhircment and Pell offset, as described in lb and 2b, , , 
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4. Trea,Vry:,, approach; 51.2011 credit. $1 Q.ooo deduction. 

The tax deduction would be unchanged: it would apply to up to $5,000 of tuition and fees 
through 1998 and up to SIO,OOO therealler. The BOPE Scholarship would be reduced to a 
maximum of$I,200. 

Pro::Orie benefit of reducing the HOPE credit is that it reduces any potential tuition 
inflitien at community ~oJJeges, 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 
community college tuition (now at $1.500). , ., 
Thisl approach also would not save enough to fully offset the elimination of the grade . 

requirement and the Pell offset. One or both of them might offset a partial eJimination of the , .' 
grade requirement and Pell offset. as described in 1 b and 2b. 

5. Red\lc;Q b.Qth the deductioo and the credit 

IfyJu decide to completely eliminate both the grade requirement and the pon offset (Ia 
and 2a), it 1l!ay be necessary to explore options that would reduce both the deduction and the 
credit in order to offset those cost,. For example, a $1 ,200 HOPE Scholarship, and an $8,000, 
deduction. capped at a value of$I,200 or 15%. might yield the necessary savings. 

Education tax items outside the $35 billion i 
I 

The Administration's tax package could include several education-related tax items 
outside oftlie $35 biHion allocation. While Chairman Archer's stafr dearly want to use some of 
these other i~ems in place of your HOPE Scholarship and.tuition tax deduetion,l strongly feel 
that we must hold finn to our strict interpretation of tile tetter, which reserves the roughly $35 
billion for "postsecondary education, incl~ding a deduction and a credit. .. consistent with the 
objectives p~t 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, 
to other items this early in the process, \ve risk losing the HOPE Scholarship and tuition 
deduction. I 
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The Jar.ger tax package could include: 

• 	 A Rangel elementary-secondary provision. Rep. Rangel has been helpful on HOPE 
Sctiolarships and the tax deduction. and very much wants to see some of his ideas 
inc~rporated into the Administration's tax package. Some possible directions are 
described below. Cost: perhaps $3·5 billion. 

• 	 St~dent loan intere.t deduction. Different proposals have been put forward by Senate 
Republicans, Senate Democrats, and House Democrats. Strongly supportep. by the hjgher 
education community. Cost ranges from less than $1 billion to $3 billion, depending on 
design (caps, income ranges) new versus oid loans. and whether parents or just students 
are ~ligiblc). 

• 	 Extending Section 127 (tax deduction for employer-paid education assistance). Senate 
Republicans have proposed making it pennanent, while your 1998 Budget extended it 
tnr~ugh the year 2000. Sen. Moynihan is a strong supporter of this provision, 

I
I 	 • . 

• 	 .Ed~cation savings incenti."es, looseJy based on the Liebennan-Breaux "KidSavet' 
proposal. 

• 	 Co~munity Senice/Jncome Contingent Loan Forgiveness, Exclusion from income of 
loan's, forgiven by a non-profit entity for community service. or loans forgiven under the 
Dj~t Loan Program's income-contingent repayment provisions. Part ofyour 1998 
Budget, costs only $15 million. 

• 	 Wurk..stttdy income cxtlusion. Senate Republicans have proposed excluding income 
fro~ the Federal Work~Study program from taxation. This costs $0.4 billion, 

I 
,I 

• 	 Pre-paid tuition plans. Exempt withdrawals from taXation. This costs $0.6 billion, 

Rangel's Education EmgQwennent Zon!(s 

i 
Rep.iRangel recently introduced legislation that includes his version of the HOPE 

Scholarship (refundable), as well as his own proposal aimed at helping public elementary and 
secondary sdhools in poor area"). Rangei'slegislation includes (I) a tax credit to subsidize tkmds 
for construction, renovation, teacher training, and curriculum development for "academies" 
based on school-business partnerships in empowerment zones and empowennent communities or 
high-poverty schools in other areas, and (2) an expanslonofthe Work Opportunity Tax Credit to 
benefit employers who hire graduates within six months of leaving an academy . 

. I 	 _ 
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, Ther& are a number ofproblems with the design of these proposals, However. we do fcel 

that there a.n~ some useful concepts in the legislation, and that we can work with Mr. Rangel on' 
one or more 'of the following approaches: 

School Construction 'in EZtEC~: A tal( benefit to help reduce the cost of borrowing or 
other financing of scbool construction or renovation in high~poverty areas. This could,' 
include some of Rep. Rangel's conditions for business contributions and involvement. 
though that would be an awkward design. ,. ,. . 

Charter School Construction in liZlEes: 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. 

Schoo)·Busincss Partnerships in EZlECs: A tax benefit for contributkms of money. 
equipment, or time associated with a partnership between a business and a school in a 
high-Poverty area. 

I 

WOTC expansion to EZJEC graduates: Like Mr. IU1ngel's proposal. expand the Work 
Opportunity Tax Credit to graduates of schools in EZJECs, or to schools that meet certain 
criteria (such as the Rangel "academies"). , 

! 
WOTC expansion for high school apprenticesbips; expand the Work Opportunity Tax 
Credi,t to businesses that hire participants in school~business partnerships while they are 
in schaol, 
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