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BENEFITS OF GREEN BOr.'DS 

• 

• 

• 

• 

• 

• 

• 

A number of signiflc..nt benefits would a=e to communities that could use 
green bonds to fulfill unmet needs for land conservation/preservation, onergy 
conservation and efficiency, cleanup and redeveJoinnent ofbro",nfjelds, infill 
redevelopment (e.g., downto'llln housing, paridng conversion), building 
rehabilitation. 1ml$it-oriented development and hiSlOric preservatioa 

There is clearly a substantial nml for the kinds ofprojects that would be funded 
with green bonds. Many cili ..would benefit by being able to redevelop 
blighted url>an areas. Dwindling green spaces in cities, suburl>s, and 
surrounding areas could be spared from development. Traffic congestion. a 
growing problem lIC!I)" the COlDltxy, could be lessened. Many cities and 
counties would be able to spur economic activity along cleaned up waterways. 

"''bile it is difficult to estimate localities' unmet nmls for these types of 
projects, there is clearly great demand, as evidenced by the large number. of 
states and localili.. that·piissed green ballot initiatives across the collIltxy this 
November. More than 290 state and local initiatives appeared on baUots in 22 
= Voters epproved 75% ofthem, totaling more than 57 million in funding 
for land conseMlion. open space, growth management, and urban . 
redevelopment. 

The primary financial benefit ofgreen bonds is to reduce the bOrrowing costs of 
localities. This proposal will reduce the interest costs ofnew gr.on 
infrastructure projects by up to fifty percent Over the proposed ten year life 
span of the program. it will genente hundreds ofmillions ofdollars in new 
invesnuent in the livability ofcities. 

For land conservation/preservation, benefits include protection ofdrinking wal<:r 

sources, p""'ention and ma.n.3gemOlll ofpolluted run-off, wetlands protection, 
habitat preservation. creation ofnew recreational opportunities, increases in. 
economic activity, and reductions in air pollution and greenhouse gas emissions. 

For energy conservation and trnnsportation alternatives, b"""ffts include 
reducing air ponution, decll'3Sing traffic congestion, creating more 
trnnsportation choices, lowering greenhouse gas emissions, reducing peak 
stotm'Water i1ows~ and cost savings for loca1.gove:rnrnents. 

For the cleanup and development ofbrownfields, urban redevelopment, building 
rehabilitation. transit-oriented development and historic preservation, benefits 
include efficient reuse of existing in..frastructure, preservation ofgreen spaces 
where development would othelwise occur, increased economic vitality, 
enhanced vitality ofolder city and suburban centers, reduced air pollution, 
congestion and greenhouse gas emissions, and increased employment in areas 
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DEPARTMENT OF THE TREASURY· 

WASHINGTON, D,C. 


December 2. 1998 CLOSE HOLD 

MEMORANDUM FOR GENE SPERLING 

DIRECTOR. NATIONAL ECONOMIC COUNCIL 


FROM: ROBERT E. RUBIN 

SUBJECT: Meeting on Tax Cut Options 

An NEe process in coordination with Treasury staffhas developed possible new tax cut options for 
the President's budget. NEC-DPC sub-groups (Treasury. OMB, CEQ. OVP. and various agencies) 
have been working on priority areas, including health. education and training, children and [amities, 
cmpowenncnt. R &. D. and pensions, 

This meeting will focus on these new possible proposals and the context for their consideration, 
Treasury has a number of concerns about many of these proposals, including questions about 
administrability. marginal effect and social policy judgments. Moreover. ~ a more geneml maner, 
we face serious budgetary and analytic resource constraints. Given what the Administration is 
almost certainly committed to, there is little rOom for new proposals. especially if we decide (0 

support a fix to the marriage penalty. 

In that contt~xt. we need to decide which, ifany, of the new proposals 10 work on, bearing in mind 
that such effort comes at the cost of worle on other high priority issues, development of possible 
raisers, revision of the tax baseline and issuance of regulatory guidance (which is always heavily 
weighted toward year-end), 

More generaHy. there is as always the broader question regarding the extent to which we should 
focus on simplifying the tax code versus the extent to which we should pursue other social and 
economic obje~.ves at the expense of making the tax code more complex, 

. ,In light of Ihe above considerations. we believe thm the NEC Principals need to focus on the 
following questions: 

• Should the budget include marriage penalty rcHef'! 

• Should r! share of tobacco receipts. ifan)" go to offset lax cuts? 



• 	 Will all revenue raisers continue to be dedicated solely to tax cuts? 

• 	 Should all of our tax cuts from lasl year's budget be re-proposed? 

• 	 Which of the new tax: cut options should be given priority considerution. if any? 

• 	 Which tnx cUl options should not be considered further. because they, are bad poli(;y, conflkt 
wilh Olhl!r objectives. or have no realistic prospect of being enacted? 

Below· is a discussion and background relevant to the above questions as wen as brief descriptions. 
pros and cons, and rough cost estimates of the possible new lax cut proposals. 

Marriage Penalty Relief 

Treasury estimates that. in 1999,48 percent of all couples will have a marriage penalty and 41 
percent will have a marriage bonus. Aggregate penalties will be $28 billion in 1999. and aggregate 
bonuses will be $27 billion. Despite thiS rough parity. marriage penalty relief has broad support in 
Congress. Various legislative proposals have been introduced to address the marriage penalty. some 
of which the Administration has supported. The question now is whether marriage penalty relief 
should be included in the budget. Marriage penalty relief would cost more than $10 billjon over 
five yeats. 

Pros 

.. 	 h would increase the appeal ofour package to Democrats (as welI as Republicans) and increase 
the likelihood that they would embrace our proposal overall and heip ensure that it would serve 
as the Democratic proposal in any taX debate. Recall that lhis past year the Senate Democrats 
dropped some of our key tax cuts to make room for marriage penalty ~lief. 

.. 	 It would put the President on the record more clearly on an issue that we have voiced support for 
in the past, that is likely to pass one day in some form and that we would never openly oppose, 
Including a specific proposal might increase our chances of influencing the ultimate design of 
any marriage penalty relief. ' 

Cons 

.. 	 Proposed solutions are very costly. Even limited relief would absorb $10 billion or more in 
raisers that could be used f?r ether priorities, 

.. 	 nlere is little evidence that marriage penalties and bonuses in the income tax affect decisions 
to marry. divorce or work, 
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• 	 Most marriage penalty relief proposals benefit higher income couples disproportionately. Steps 
can be taken to minimize this, For example. relief can be designed to help people who face 
marriage penaLties due to the phase~out of the EfTe. 

If the group deeides to move aheild on serious consideration of marriage penalty reliet: tWO very 
general design options should be i.:onsidered: 

1) 	 Increase the Standard Deduction for Married Couples ~~ Both Archer ($27 billion over five 
years) and Gramm~Domenici (about $l5 billion) used this design, although their specific 
proposals were flawed and are not expressly suggested. 

2) 	 A Second Earner Deduction ~~ Daschte (about $10 billion) tOok this approach, although his 
spe<::ific proPQsal was overJy complicated and is not expressly suggested. Couples would be 
aHowed to deduct a portion of the eumings of the spouse with lower earnings. 

There is a tmdeoffbetween the two approaches. Raising the standard deduction is simpler, but the 
second earner deduction is better targeted to couples that actually face marriage penalties. 

Tobacco 

The details about how to approach tobacco need to be resolved, The first decision. of course, is 
whether tobacco should be on the list of revenue raisers, If so, one possibility would be to impose 
a $050 per pack excise tax: on cigarettes (and a proportionate increase in the excise tax on other 
tobacco products). (Aiternativeiy, the excise tax could be set equal to the difference between the 
$1.10 per pack increase projected to have arisen from last year's aborted tobacco settlement and the 
price increasi~ due to thejusl~enacted settlement with state attorney generals,) A $0,50 excise tax 
would raise roughly $30 biHion over five years. 

Pros 

• 	 It would reduce smoking by roughly 2J billion packs per-year (a 10% reduetion), thereby 
.promoting the health of the U.S. population. Youth .moking would fall by roughly 16%. 

• 	 Many people want to quit, but can't. Preventing people from starting to smoke can make them 
much better off over the long run, even if they are hurt by 'the tax in the short run. 

• 	 The excise tax is mueh simpler than some alternative proposals and will have a more certain 
effect on cigarette prices. 

.J. 
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Cons 

• 	 The lax increase may not be warranted on economic grounds. Some evidence suggests that 
current state and local cigarette taxes already may exceed the costs to society from premature 
death ,and illness, even before the $0,45 per~pack slate settlement costs are considered, 

• 	 Smokers may react to higher luxes by switching to brands with higher tar and nicotine, or to less 
heavily taxed forms of tobacco. therefore reducing the health gains. 

• 	 Cigarette excise taxes afe regressive. 

• 	 A high tax burden on cigarettes encourages smuggling. Smuggling can be addressed by stepped­
up enforcement, but that is costly. 

Revenue Raisers 

About $22 billion over five years of our revenue raisers remain from last year's budget. This is 
several billion less than the cost of our existing tax cut package. Treasury staff is currently 
conducting an intensive effort to deveiop additional revenue raising provisions. It is 100 early to 
know the magnitude of these additional raisers. Many of our existing raisers remain controversial. 

Under the existing tax package, the revenue raising provisions are dedicated solely to tax culS, The 
group needs to discuss whether the new budget should be similarly constructed or whether any of 
the revenue raisers should go to offset spending priorities. The obvious downside of using the 
revenue raisers for spending priorities is that it will invite the criticism that the President's budget 
does not include a tax cut hut a tax increase. The upside would be that the re-sourees would PFQvide 
some flexibility in an extremely tjght budget year. 

Existing Tax Cut Package 

In addition ttl focusing on possible new proposals, the group needs to focus on whether to include 
each of the proposals from last year and whe1her any should be modified. Tne table below provides 
an overview of our existing tax cut package: 



... 


Existing Proposals Five Year Cost - Billions 
(Scoring from last yearts budget) 

Child Care: 

Dependent Care Tax Credil (DCTC) 
 5.1 

Tax Credit for Employers 
 lU 

Subtotal 5.6 

School Construction 5.0 


Employer Provided Educalion (See. 127) 1.0 


Low Income Housing Tax Credit 1.6 


Climate Chonge 3.6 


Pensions 0.9 


Extenders (R&E. WOTC, WTW. ele.) 3.3 


International and Puerto Rico 1.4 


$2,OQO Severance Pay Exemption 0.8 


TOTAL $24 billion 


We have discussed possib!e modifications to some of ow existing proposals, induding: 

School Construction .~astaffgroup has becndiscussing technical modifications to improve the 
targeting and efficiency of the schoo! construction proposals. 

Child Care -- in addition to considering additions to the current DCTC proposal, the child and 
family sub-group has been expioring how to include astay-at~home~mom component within 
the e~;isting proposal, in the event that no additional offsets are available (see below), 

Climate Change -~ Todd Stem's working group has been exploring possible modifications to 
the existing package within the same revenue constraint. 

·5· 
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Possible New Tax Cut Proposals 

Health 

Long..Jerm Care Tax Credit 

Lad oftosumnce against the costs oflong~tenn care expenses is a major problem for the elderly and 
their fao:ilies, This proposal would give people who are limited in three or more activities ofdaily 

'living (ADLs- eating, toiletlng, transferring. bathing, dressing, and continence) or their caregivers 
a tax credit 0($1,000 to help pay for foonnl or informallong-tenn care, The credit would also cover 
people with severe cognitive impairments, The cost is $6.5 billion over 5 years, 

• 
Prus 

• 	 Long-Lerm care costs account for nearly half of all oUH,[-pockel health expenditures for 
Medicare beneficiaries. 

• 	 The credit provides immediate relief for people needing long-term care and their families. 

• 	 Preliminary conversations with aging advocates suggest that this tax credit would be. well 
received, 

Cons 

• 	 Many people who need the most help will not benefit because they are not taxable and the credit 
is not refundable for most recipients, (Making the credit refundable would double its COSl.) 

.. 	 The IRS would find it difficult to enforce compliance wilhoutactual1y engaging in expensive and 
possibly Intrusive audits of taxpayers. The Sociai Security Administration or other govemment 
agency may be better able than the IRS to verify the existence ofa disability before any payment 
is made to the taxpayer. 

• 	 It is exceedingly difficult to define a qualifying standard for children under 6 years of age. 
Obviously, all small children are limtted in their AOLs, Treasury is working with OPC and HHS 
to try to work out an enforceable and equitable standard. 

Tax credit for disabled woriel'$ -
Almost 75 p(~rcent of people with severe disabilities are unemployed. for many, the high cost of 
support services and devices. as well as the potentia! to lose Medicaid or Medicare coverage, prevent 
them from seeking and keeping jobs, This proposal would give a tax credit of$1 ,000 to people with 
disabilities who work in recognition oflheir formal and infonnal costs associated with employment. 
The credit would be available for people who are limited in two or more AOLs (excluding 
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continence management) or three or more instrumental ADLs (IADLS - meal preparation. shopping, 
money management, telephoning, and housework), The proposal wHf cost about 5100 million over 
fhe years, About 240.000 taxpayers will benefit in CY 2000, 

Pros 

• 	 Many disabled Individuals incur additional costs in order to work and eam taxable Income. and 
thus do not have the same ability to pay as taxpayers who do not incur such expenses. A tax 

credil would provide some adjustment for these differences in ability to pay., 

., 	 This credit is more attractive than a credit against employment related expenses because ii 
compcn~;ates disabled people for formal and informal expenses both at home and at work. 

Cons 

• 	 The proposed SI,OOO credit would not induce many disabled people to enter the workforce. 

• 	 Many people who need the most help will not benefit because they are not taXable. 

• 	 Allowing taxpayers with difficulties with three or more IADLs may open the credit to abuse. A 
ta.xpayer, who had difficulty with cleaning the house. cooking meills. and shopping, could qualify 
for the credit even though he Or she experienced nO difficulty at work. Monitoring IADLs would 
be extremely difficult for the IRS to administer. (Treasury is exploring alternative options to 
provide coverage to disabled workers without u!~ing' an IADL test.) 

'Small business health purchasing cooperatives 

Over a quarter ofprivate~seetor workers in tinns with 50 or fcwerernployees lack health insurance ~~ 
significantly higher than the national average of 11 percent uninsured. This ~esults in part because 
administrative eosts are higher and small businesses pay more for benefits than larger employers. 
This initiative encourages the development of small business health purchasing cooperatives. in 
some ways modeled on FEHBP. There are two tn.'< proposals regarding these cooperatives. The first 
proposal would make them tax·exempt (We are examining more limited alternatives to tax~xempt 
status that would also promote the making of gra.ms by private foundations to a qualified 
(;ooperative,'j The second part of the proposal would create a new tax credit for employers with fifty 
or fewer employees. who purchase health insurance through the cooperative, and who had not 
previously pro.vided health insurance, The eredil would be available for the first two years of 
coverage and would equal ten percent ofemployer contributions up to a cap. Rough estimate: less 
than SO.1 biJIioD' over five years for the credit: estimate not available for tax-e~emption, 

Provide Ta.x Exemption to Cooperatives 

'Treasury has serious tax policy concerns about granting 'permanent tax exemption to entities that me 
. Junctionally identical to for-profit businesses to help cover start·up expenses. 

, 
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Pro 

• Private foundations would be more likely to make start~up grams to the cooperatives, 

Cons 

• 	 The cooperatives would be indistinguishable from (and would compete on u taxAldvantuged 
basis Wilh) taxable. for~profit insurance brokers. 

• 	 WithQut special rules, granting tax-exempt status to these cooperatives creates the opportunity 
for small employers to shelter Investmcnl income from tax. 

• 	 h is unclear that the purported economics ofscale to be gleaned by the cooperalives would ever 
materialize, especially since those employers lhat can purchase health insurance at favorable 
rates are less likely to join, Also. there is no guarantee that the benefits of tax exemption WQuid 
flow through from the cooperative to smull employers, 

• 	 The purpose of the tax exemption would be to enable private foundations to make grants for 
start~up expenses -- a shon term problem -- but tllX exemplions would be pennanent. 

Employer Tax Credit 

Pro. 

• 	 An employer tax credit may help to jump~start the cooperative. 

• 	 The proposed tax credit has been designed to minimize both inequities and undesirable 
behavioruJ responses to a credit. Tax credits are targeted to new health insurance coverage. 
reducing the chance that credits merely provide windfalls to employers for conlinuing to do what 
they already do. 

Cons 

• 	 Many may view this credit as unfair. Employers who currently provide health insurance will 
view the credit as an unfair benefit to their competitors. Employers who insure outside the 
cooperative and large employers would not be eligible for the credit. Employees who purchase 
insurance outside ofwork typically pay higher premiums than do employers and receive no tax 
'benefit at aU-nchher exclusion from income nor a ta£ credit~and may feel especially 

,_.. 	 j 

disadvantaged. 

• 	 The proposed credit is unlikely 10 substantially increase heahh insurance coverage, 

·8­



Children and Families 

Tax ReNe/for Stay-al~Home Parents 

.Out existing package includes an expansion of the child und dependent care tax credit (DCTC) to 

make it easier for families to afford child·care. The DCTC is equal to a percentage of the taxpayer's 
employment-related expenditures for child or dependent care. with the amount of the credit 
,depending on the laxpayer's income. Ourexisling proposal. which costs about $4,5 billion over five 
)'cars (not including the cost of proposed simplification to the household maintenance test), would 
increase the maximum credit from hs current rate of 30% to 50% for those with incomes under 
$30,000, and gradually phase it down to 20% at $59,000 of income, 

OUf proposed increase in the DCTC did not receive strong bipartisan support. in part because 
conservutives objected to the exclusion of benefifs for stay-at-home-parents, To increase support 
for our e.xisting child care tax proposal. it could be expanded to include tax assistance to stay-at~ 
home parents. This would be accomplished by assuming these families incur a cerwln amount of 
child-care expenses and therefore could be eligible for the DeTe To control the cost. the stay-at .. 
home~parent options would focus on families ",,:ith very young children, 

Treasury has serious tax policy concerns about compounding the tax code's heavy bias in favor of 
stay-at-home parems and exacerbating disincentives to work: 

Options include: 

A. 	 include sllay-at-home family feature within existing revenue cost. This option would reduce our 
original proposal so that families with income of$30.oo0 or less could take a credit for 40% of 
their expenses (rather than our propose~ 5(0/0), and the rate would more gradually phase dO\\1i 
to 20% at $S8,SOO, The proposal would add an allowance for $600 worth ofchild care expenses 
per year for those families with children under age one regardless of actual child care costs or 
earnings. The maximum credil for a family with an infant and a stay-at-home parent is $240. 
Under this option, the maximwn allowable child care expenses would remain $2,400 for one 
child and $4,800 for two or more children, 

8., Add stay-at~h2me par£Dl feature on top of existing prooosal: Add one of the following to the 
existing proposal: 

I) Allow all families with a child under the age of one to have assumed expenses of$600 per 
year per chib;l, Under this proposal) the maximum allowable expenses would incre~e from 
$2,400 to $3,000 for one child under ugeone and from $4,800 to $6,000 for two or more children 
under age one. This proposal adds $1.6 billion to the cost of the existing $4.5 billion proposal 
over fi ve years, 
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ii) Same as I). but assume SL200 per year in expenses and raise cost ma.ximum to $3.600 for 
one child under age one and $7,200 for tWO or more children under age one. This would add 
about S2.9 billion to the cost of the C:-;;iSlil,lg $4.5 billion proposal over five years. 

iii) Same as I), but increase the age limit so IMt families with chitdren under 4 benefit This 
would add S6.1 billion to the COSl of the existing $4.5 billion proposal over five years. 

Pros 

., 	 A variation of this proposal has been adopted by a number of Republicans in the Senale. led by 
Senator Chafee. and a few in the House. including Bob Franks (R·N)), 

.. 	 By having one tilX proposal that supports child care as well as slay~at~home parents. it builds 
support for the initiative from two different constituencies. 

• 	 Some research suggests that infants benefit from having a srn:ywut horne parent; lhus, the 
disincentive [0 work may be desirable in this case, 

Cons 

, 
• 	 The income tax code and Social Security heavily favor families with stay~at~home parents. 

• 	 It is a paradox to be arguing for tax relief for stay-at-home parents and marriage penalty relief. 
Most stay-at-home parents receive marriage bonuses; proposals to aid one-earner couples will 
increase those bonuses. 

• 	 The CDeTe is one of the few major work incentives in the lax code for second earners with 
children, Providing the credit for one-earner couples partially negates that incentive. 

Education and Training 

Tax Credits for Work-Sile SchlJOls 

A 25 percent lax credit would be provided to employers who enter into a cooperative agreement 
with local public schools to provide space, utilities and maintenance for satellite elementary schools 
located on their work site. The base for the annual credit would include the cost of tangible personal 
property or reaJ..property donated to the school plus the fair market rental value of real property 
dedicated for s~hl?ol use. Teacher salaries are ineligible for the credit. The credit would be limited 
'0 $150,000 per year, per facility, Credits could be claimed for up to 10 years, To be eligible forthe 
credit, the ta'\payer must enter into an agreement with a local publie school agency that is approved 
by the Department ofEducation. The Department may approve no more than X agreements per year. 
(No estimate available.) 
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Treasury is concerned that this provision subsidizes quasi~private education by providing a ta,,( credit 
10 private employers who contract with public schools for Iheir employees. This is inconsistent with 
the Administration's strong opposition to the Covcrdell bilL which would have directly subsidized 
private educ;uion. 

Pros 

• 	 \Vork-sile schools can benefit employers by reducing turnover and absenteeism. and school 
districts. because work-site schools are an inexpensive way to relieve overcrowding. 

• 	 About 30 work~site schools have been established over the past to years, 

Cons 

• 	 Tax credits will not provide an incentive for government and non~profitemployers, nor for small 
firms or those without tax liabilities. Several oflheexisting work~site schools were established 
by tax-exempt employers. 

• 	 It is not clear that a credit would stimulate the creation of many additional work-site schools, 
since other factors appear to dominate the decision to establish such schools for both employers 
and school districts. 

• 	 Ifwork·site schools convey extra benefits to employers, they, not the federal government, should 
share the COSts with the local school district. 

Tax Creditfor Workplace literacy Progranu 

An alarming number of adults in the U.S. ~~ 44 million according to the National Adult Literacy 
Survey ~~ struggle with a job application or cannot read to their children. Many have a learning 
disability and never knew it, Olhers are immigrants who face long waiting lists in many .cities where 
they seek English-as-a-Second Language (ESL) courses. 

Under the proposal, employers who provide certain workplace literacy, ESL, and basic education 
programs for their employees would be allowed a 10 percent ineome tax credit against expenses, 
with a maximum credit of$525 per participating employee. Eligible education would generaHy be 
limited to instruction ator below the level ofa high school degree given to employees with less than 
a high school diploma or its equivalent, and to ESL for employees with limited English proficiency. 
Eligible expensas would include payments to third parties and payments made directly to cover 
i nstructjonal cosfs', including salaries ofiostructors, curriculum development, textbooks. elC. Unless 
the employer works with an cl~gible provider under the Adult Edueation Act, the curriculum musl 
be approved by a slale or local adult education authority. The education must be provided under a 
section 127 educational assistance plan, The employer could claim a credit for employees with high 
s~hool degrees but with low functional education if the ernploy~r works with a provider under the 



.. . 
Adult Education Act to {est the employees and provide the instructional program. The approxlf!l3te 
cost is less than SO.2 billion over five years, 

Treasury believes that the substantive goals of this proposal could be much more effectively met 
through a grant program. 

Pros 

• 	 Tw'o common problems with adult hasic education programs UfC aHrition and lack of relevancy. 
The three primary reasons for attrition are: I} lack of child care, 2) lack or transportation to 
classes, and 3) dirliculty making classes fit with job responsibilities. This proposal avoids these 
problem!; because employees would not need to find additional child care. transportation, and 
time out:;ide afthur required for work. In addition. because these courses are tailored to each 
employe:, adults are better able to understand the relevancy of the basic skills concepts as they 
apply them to their current work situation. 

.. 	 A tax credit available to all non-protit privute~sector employers, because of its potentially wide 
availability, would mesh well with the President's commitment \0' reduce illiteracy. A grant 
program would reach far fewer employers, 

Cons 

• 	 Approximately two-thirds of employers (30-40% employees) do not pay taxes and therefore 
could nO't benefit from a tax credit Nearly 6(}% of C corporations that employ workers either 
pay no taxes or are limited in their use of tax credits. Governments and nonprofit entities such 
as universities, nonprofit hospitals. etc, viOuld not benefit from a tax credit. 

• 	 Much of the benefits of the credit would simply be windfalls for employers who are already 
providing literacy education. 

.. 	 It is unclear whether this credit would signiticantiy affect employers',willingness to establish 
literacy programs. 

• 	 The credit will impose significant administrative burdens on both the IRS and on participating 
employers in order to limit their ability to recharaclerize job-.specific training that would not 
qualify for the credit as basic education that would qualify. A.lso,to prevent abuse. employers 
who want to serve workers with a high school degree but poor education would be forced to use 
outside pl'O~~ers and testers. which might not be the mO'st efficient arrangements, 

'. 	The cost of subsidizing employers is tess controllable with tax credits. which are essentially 
entitlements, than with grants. 



· Liberalize the Lifetime Learn;ng Credit 

The proposal presents two options to enhance the lifetime Learning Credit. The primarv advantage 
is that this 1: uilds upon an existing provision without creating significamly more complexity. The 
primary drawback is {he cost. 

ORtion 1 

.Accelerate from 2003 to 2000 the increase in the base of the lifetime learning credit from $5.000 10 

$10,000. The approximate cost is $2.8 billion over five' years. 

Pros 

• 	 Con~istent with the President's original proposal. 

• The incentive 'effect of the higher limit would tome into play sooner. 


Qntion 2 


Increase the expense limit starting in 2000 as in Option t. 


[ncrease the expense limit starting in 2000 as in Option l. 


(ncrease the lifetime leaming credit rate from 20 percent to 30 percent of the first $5,000 and reduce 

it to 10 perce.nt on the second·$S.OOO of qualified expenses. The maximum credit per taxpayer 
would remain equal to $2,000. The rough cost is 57.1 billion over 5 years. 

Pro! 

'"' This option provides a prOportionately Jarger incentive for lifetime learning for those taking a 
single course or attending a less expensive institution. 

• 	 This targeting diminishes the incentive for students to attend more expensive educationul 
institutions, and makes it less likely that the credit will simply be captured as higher tuition. 

• 	 Benefits onl;'. those with sufficient tax liahilities to use additional credits. 

Lifetime learning savings accounts 

Two proposals are being considered. The first \\'ould make Education Individual Retirement 
ACi;ounts available to everyone (adults as well as children) by removing the current~law age 30 
distribution requirement and the age 18 contribution limit. The second would add educiltion 

http:perce.nt


expenses to the list of distributions from a Roth IRA tbat can be taken tax free, Unlike other 
distributions on the list. however. ta'l{·free withdrawals for education expenses could be raken at any 
time, withoul being subject to a Jiye~ycar holding period, (No estimate available.) 

Treasury has serious concerns regarding these proposals because they nre unlikely to stimulate 
education among those most in need. but provide \\'indfalls to the rich for saving they would have 
done anyway. 

Pros 

• 	 Well~cducated workers are essential to an economy e.xperiencing technological change and 
facing global competition. The proposals are intended to encourage the retraining of the 
workfon:e to retlect changing needs and new le<:hnologies. 

• 	 Either proposal may make it easier for adults to finance their own education. 

• 	 The proposal will be very ineffective at increasing educational opportunities for famHies whose 
adult members have little or no posl~secondary education. These families are much more likely 
to have low incomes. Low-income families do not have the tinandal resources to make 
significant contributions to an account for adult education and often do not have tax liability, 
Other tax-favored savings vehicles already compete for thetr limited savings, inclUding 
deductible lRAs. Rotb lRAs. 401(k) plans and Medical Savings Accounts. 

• 	 The proposal would primarily benefit people with high incomes. providing a windfall for saving 
they are ~tlready likely doing, it is unlikely to increase their saving. 

• 	 Current hiW already contains many subsidies for adult education which are better targeted to aid 
low- and middle-income families. These provisions include: the Lifetime Learning tax credit, 
the exclusion for employer-provided educational assistance. guaranteed student loans. subsidized 
loans, and student loan interest deductions. 

Exclude Americorp EdUCtJtion AWllrds/rbm Taxable /ncbme 

Americorp members are eligible for post-service educational awards of up to S9,450. The awards 
can be used either to pay higher education expenses or to repay student loans. Americorp also pays, 
the interest on existing student loans while the borrower is a member ofAmericorp. Theed.ucational 
awards and interest payments are treated as taxable income. The proposal would exclude from 
taxable income Americorpeducationalawards. (Estimate nOlavailab!e, but this might attually raise 
a very small amount.) 

Treasury believes that this proposal wiH benefit few recipienlS of Americorp edw:::ation assistance 
and could make many worse otT. 



Pros 

• 	 Americofp officials strongly support the proposal because recent Americorp alumni have 
complained that they have been subject to unexpected tax liabilities at a time when they have no 
cash !o pay. 

• 	 Similar tax subsidies exist under the 01 Bill (with respect to educational expenses) and Peace 
Corp (v./ilh respect to loan repayments and interest forbearance), 

Cons 

• 	 Many recipients will pay more in taxes if education grants are tax-free. since the grants can 
reduce educational expenses eligible for the Hope or Lifetime Learning credits, For taxpayers 
in the 15.percent tax bracket, the tax credits are more generous. 

• 	 Excluding amounts used for living expenses would run counter to the tax; treatment of 
scholarships generally, 

• 	 Excluding only amowus used for loan repayments would give better tax treatment than GIs who 
cannot exclude recruitment bonuses in the form of loan repayments nor can they use Gi Bill 
benefits (which are excluded from income) to repay student loans, 

Eliminale 6(}..monlh limit on deductibility ofsludent loan interest 

Under current law. student loan interest is deductible. "above-the-line," only during the first 60 
months in which interest payments are required, The proposal would eliminate the 60-month limit 
Rough five-year estimate: less than SO.3 billion, 

Pros. 

• 	 Simplifies calculation,of deducrible interest payments for students with more than one student 
loan, as loans may have entered repayment status on different dates, 

• 	 6O-month limit is difficult to administer and requires special rules to deal with eommOn 
situations, such as periods of deferment or hardship forbearance. loan refinancings. and loan 
consolidations, 

• 	 (f 60-montb limitation is eliminated. interest paid on qualified student loans would be 
deductible, ·without regard to whethera student makes voluntary early payments Or makes 
delinquent payments, or whether the lender structures the loan so that interest payments are 
required every other month (which arguably could extend the present-law 6O-month period for 
10 years). 



.. . 
• 	 Provides !onger-te~ rcHefte students with large educational debt Present-law AGJ limitations 

(which apply at the time the interest payments are made} ensure that relief is targeted to low and 
rniddle·income taxpayers. . 

Con 

. • 	 Student loan inlerest constilutes personal interest. which generally is'nan-deductible. Therefore. 
it may be inappropriate to provide an abo\'e~(he-line deduction for an unlimited period of time. 

Urban - Empowerment 

·Green bonds 

Under current law, state and local governments may issue tax-exempt bonds without limit to pay for 
the costs of public environmental remediation projects. In addition, tax~exempl bond money may 
be lent to private entities to finance facilities for sewage, solid waste, hazardous materials, 
environmental enhancement of hydro~power facilities, and urban redl-welopment, but those bonds 
are limited by the private activity bond cap. The proposal would create a new financinB 
meChanism-green bonds-{o raise funds to finance environment~related public projects. Like 
qualified zone academy bonds (QZABs).lhis program would allow state and local governments to 
issue zero-jnterest bonds to lenders who could claim a tax credit for the life of the bond in lieu of 
interest. an~en bond authority for each state is capped. The issuer makes no principal or interest 
payments on ~he bond until maturity (13 years under the QZAB program). Other options are also 
being considered: inclUding a credit similar to the low~income housing tax credit model; a new 
category ofprivate activity tax-exempt bond; and a state-managed revolving fund fi~ced by federal 
gronts used to subsidize interest payments on tax~exempt bonds issued by localities. (Estimate will 
depend on the cap•. ) 

Pro. 

• 	 A tax credit bond provides a much larger subsidy to State or Local government issuers than 
tax-exempt bonds, 

• 	 Tax credit bonds may be more efficient than tax~exempt bonds because they do not provide 
windfall gains to high~bracket taXpayers. 

• 	 Limiting th~ount that can be issued limits the Federal revenue loss. 
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Cons 

• 	 The taX credit bond is extremely complex and largely untested. It may meet market resistance. 
Complex rules will be necessary to deter abuse. Many rules are similar to those that apply 10 

rax~exempt bonds, but each clement needs to be reexamined to see how it applies to the new 
bonds. Bond purchaserS may thus heavily discount the ne\ .... bonds_ especially in the sholl run. 

• 	 Purchasers will discount bonds further because ofuncertainty about future tax liability (and thus 
Ihe value of the tax credits), 

• 	 It is unclear that state and local goverruncntsare making inadequate investment in environmental 
remediation. 

• 	 The lax credit bond is essentially a grant disguised as a tax incentive. There is no eeonomic 
rationale for providing grants this way. 

Honte ownership lax credit 

This proposal aims to encourage home ov;nership among low-income people, Slate housing finance 
agencies would induce investors to purchase low-interest second mortgages by auctioning tax credit 
authority (paid over ten years) to subsidize the mortgage payments. The unsecured second 
mortgages ofup to 20 percent ofpurchase price would allow purchasers toqualilY for first mortgages 
with lower incomes and down payments and avoid PMI payments. This program would be targeted 
at families in underser.'ed areas, It would save a family buying a $75,000 home $750 in up--fron't 
costs and $140 per month, primarily in lower mortgage insurance costs. Credit authority is capped~ 
the program is designed to cost about SO.S billion over five years. (Treasury does not have enough 
infonnation to do a revenue estimate.) 

Treasury is concerned that this proposal is extremely complex and encourages home ownership 
among those least likely to be, able [0 afford it on a sustainable basis, By competing for resources 
with the low-income housing credit, it might divert tax subsidies from a more effective alternative, 

Pros 

• 	 This proposal would increase horne ownership rates among lower~incomeJamilies. who have 
a lower home ownership rate than higher-income families (50 percent vs. 80 percent). Some 
evidence suggests that horne ownership has positive externalities: for example, compared to 
renters, hOJBe owners are more likely to vOle in elections, more likely to invest in their 
communities (e.g., maintain and improve the appearance of their residence): and more likely to 
get involved in organizations (e.g., PTA). 



• 	 This proposal could make the tax system mNe equitable because lower-income home owners 
receive smaller benefits from the mortgage interest deduction: fu'St. they are less likely fO 

itemize~ second. ifthey do Itemize. they will receive the deduction at a IS-percent rate compared 
to rates up 10 39,6 for the highest income families. 

• 	 Whereas evidence from a recent Federal Reserve working paper suggests thllt current provisions 
in the tax code help exacerbate urban sprawl. this proposal -- by targeting undcrserved areas-­
would help to revitalize distressed iiU1er~city communities. 

• 	 Unlike the mortgage interest deduction which helps·lower the cost of mOOlhly payments. this 
, proposal helps lower up"front costs. \,.,hleh the eVidence suggests is the greatest impediment to 

home ownership, 

• 	 It will help tower~income families build asselS. 

• 	 This program is targeted at people who the private mortgage market has deemed to be un~credit~ 
worthy. Early information suggests thal delinquency rates for low down payment mortgages are 
twice those of conventional mortgages. 

• 	 Lowering the down payment requirement is likely to reduce saving among low~income people 
who would like to be home owners, 

• 	 We may not want to encourage poor people, especially those who cannot save, to purchase their 
homes, In an economic downturn. these home owners may be more vulnerable and more likely 
to lose their homes. 

• 	 It is not dear that home ownership causes the salutary effects attributed to home owners, 

• 	 This credit is likely to compete for funding with the low-income housing credi[. arguably a more 
efficient mechanism for advancing the housing needs of low-income families, 

• 	 The ta.x credit mechanism itself is likely to be inefficient; the credits are likely 10 trade at a 
discount because of the high default risk of the loans, the risk to investors that they may not be 
able to use the credits, and possible syndication and marketing costs, 

• 	 A better app«Iach is to guarantee access to credit and reduce the cost ofPMI, as is done currently" 
through the FHA loan program, 

• 	 Assistance with down payments and closing costs 10 lower~income families couid' be provided 
more effectively under a grant program, 
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Ta.r; Credit For Equity Investments in Community Development Financial institutiDns 

The Community Development Banking and Financial Institutions Act of 1994 created the 
Community Development Financiallnsritutlons (CDFI) Fund, now housed within the Department 
of Treasury, to provide equity investments. grants, loans. and technical assistance to qualifying 
organizations for community development. The CDFI Fund was appropriated $95 minion in FY 
t999. The proposal would provide $100 million in nonrefundable tax credits to the CDFI Fund to 
allocate among equity investors in qualified CDFls between 2000 and 2009. The allocalion of 
credits would be determined by the CDFI Fund using a comp·etitive process similar [0 the one used 
for grants. loans, and equity investments. The maximum amount ofcredit allocable to a panicular 
investment would be 25 percent of lhe amount invested, though the CDFt fund could negotiate a 
lower percentage. Certain special basis and recapture rules would apply and certain design issues 
remain, Cost: Jess than SO.1 billion over five years. 

Pros 

• 	 The effectively capped credit ensures that limited resources are targeted 10 assist those areas most 
in need. 

• 	 Since grants by taxable entities to some taxMexempt CDFls are already deductible. the tax credit 
essentially gives similar tax treatment to equity investments in for~profit CDFls. 

Con!! 

• 	 This proposal does not assist nonMprofit CDFls or those that do not issue stock, such as mutua! 
organizations. This couid result in the CDF[ Fund shifting Federa1 grants and loans to the non­
profit CDFls. Also, the proposed credit might raise concerns that the CDFls will receive lower 
appropriations, 

• 	 The CDF) Fund was under attack last year by some in Congress (although the Fund did receive 
an increased appropriation this tiscal year and its reauthorization was reported favorably out of 
Subcommittee), 

• 	 Since CDFJs are already directly subsi4ized by grants, it would be straightforwar~ and much 
more effident to simply increase the appropriation. 

Increase the privare ~ctivity bond ClIP 

Under current law the volwne cap for each state is the greater of$50 per capila or $150 million. The 
current cap allows about $1 5 billion ofprivate activity bonds 10 be issued annually, about S5 billion 
which are new mortgage revenue bonds. The cap will increased by 50 percent between 2003 and 
2007. when it wilt be the greater of$75 per capita or $225 milHon. The proposai would make the 
increase in the cap effoctive in 2000. The proposal would cost about $0.5 billion over 5 years. 
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Pros 

• 	 There is widespread Congressional support for further increasing the volume cap. 

• 	 State and local housing agencies strongly support this proposal. hoping to secure larger 
alloc::ltions of issuance authority. 

• 	 Increasing the cap might make more bond~1inanced low-income housing credit projects possible. 

Cons 

• 	 Tax.exernpt bonds are inherently inefficient because the federal revenu-e loss exceeds the interest 
savtngs to the issuer, 

• 	 Increasing the volume of private activity bonds puts upward pressure on interest rates, 
exacerballng the inefficiency, and raising the cost ofschool bonds and other more worthy public 
activities. 

• 	 Increasing the volume cap reduces the incentive for State and local governmenls to choose the 
best projects among competing applicants and to allocate no more volume cap to anyone project 
lhan nccc-ssary, 

• 	 Additional mortgage revenue bonds are not needed because market rates are quite low by 
historical standards. and most bond-generated mortgage funds aid those who would be eligible 
for mortgages without the subsidy. 

WTWIU'OTC longer extensiolU 

The work opportunity tax credit (WOTC) and the welfare to work (WTW) tax credit encourage 
employers to hire members of certain economically disadvantaged targeted groups, The WOTe 
is limited to wages paid dw-ing the first year of employment. Targeted groups in-clude family 
assistance recipients for any 9 months during an 18 month period. certain economically 
disadvantaged groups, and vocational rehabilitation referrals. The maximum credit is $2,400. The 
WTW credit is limited to wages paid during the lirst tWQ years ofemployment. and targets long~term 
weltare recipients and individuals who are no longer eligible for welfare because of federal or state 
time limits. The maximwn credit for the tirst year is $3.500 and for the second year is $5,000. Both 
credits will expire on June 30. 1999. The proposal would make the WOTC and WTW credit 
permanent Alt.tmatively> the length of extension would be tailored to available revenue offsets. 
(Last year's budget contained short-term extensions ofboth credits,) The revenue loss estimates for 
one~year extensions of the WOTe and WTW credit are 50.4 billion and StU billion. respectively, 
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Pro 

• 	 A permanent WOTe and WTW would encourage employers to hire cerrain economically 
disadvantaged targeted groups without the uncertainty created by temporary credits. 

Con 

• 	 Permanent extensions of the WOTe and WTW are premature. The WOTe replaced the prior 
targeted jobs (ax credit which was the subject ofsome criticism regarding its effectiveness as an 
employment incentive. The Congress spedficaUy intended the credit to be short-term to provide. 
an opportunity to assess the operation an':! effectiveness of the new credit. For similar reasons, 
the WTW credit was enacted as a temporary credit. 

Modify Research and Experimentation Tax Credit 

Background 

The current research credit is 20 percent ofqualified research expenses above a base amoUnt. The 
base amount generally is the product of the taxpayer's "fixed-base percentage" and the average of 
the taxpayer's gross receipts for the four preceding years, Taxpayers can also elect into an 
alternative credit that has lower credit rates and lower statutory fixed~base percentages, 

Qualified research expenses generally include expenses for wages and supplies used to conduct 
tcchnologicaJ res~arch activities within the United States. Contract research payments also are 
eligible for the credit, but the amount of payment eligible for the credit is limited to 65 percent of 
the amount paid by the taxpayer (75 percent in the case or research consortia), In 'addition. a 20 
percent credit is provided for increases in amounts paid by the taxpayer to educational institutions 
and certain other organizations for basic research over a minimum basic research amount (the "basic 
research credit"). The research credit expires on June 30. 1999. 

There are two options. (Estimates are not available.) 

Provide a relimdable tax credit for small businesseS. 
(lVe are also ('xploring oJhe! proposals 10provide relie/to small businesses thaI conduct research) 

Pro 

• 	 Many smull businesses do not have tax liability against which to claim the research credit and 
receive no tax benefit in the current year for undertaking research. A refundable'credit would 
provide,) currenl tax benefit for small firms whether they have a tax liability or not. 
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Cons 

• 	 Firms with no tax liability (or sales) could claim that 1hey undertook research to obtain a 
refundable credit. and it would be eXtremely difficull for the I RS to police whether qualified 
research had actually been undertaken. 

Canada enforces its refundable credit by examining the validity of every claim for a refund. 
The Canadian government established a st:parate administralive unit for this puqmse, 

• 	 Small businesses that are start-ups already receive favorable treatment, which was expanded in 
1996, 

• 	 Proposals that would expand the availability of the credit would- raise the revenue cost of 
extending the current credit. for that reason. the NEe considered and rejected proposals [Q 

expand the research credit in i 994, 

.fncreas~ tb~ percentage of qualified research expenses paid to certain research consortia that is 

eligible for the credit. 

(Under a ~pecial rule enacted in 1996, 75 percent o/those research expenses arE eligible/or (he 

credit. ) 


Pro 

• 	 The proposal would encourage research on problems of industry-wide concern and would avoid 
duplication of research by competing firms. 

Cons 

• 	 Research undertaken through consortia already receives favorable tax treatment. Finns that 
contract out research generally are allowed to claim a credil for 65 percent of those expenditures; 
whereas for consortia established by non-profit educational organizations or trade llSSociations 
the percentage is 75 percent 

• 	 lncreasing the percentage ofeligible research for consortia to 100 percent would provide a larger 
tax benefit to research conducted through consortia 1han research performed in house, A portion 
of the research expenditures paid to consortia (and contractors) is disallowed to provide a level 

. playing field with research conducted in house. Certain expenditures that are not directly related 
to research ..onducted in house are ineligible for the credit. such as certain overhead and profit 
margins, These expenses should also be disallowed when research is conducted through a 
consortia . 

• ' 	 There is n') evidence that research performed through consortia is more beneficial to society than 
other research. including research conducted in house, Allhough the spillover benefits to a 
specific industry may be large. other research may have greater spi !lover benefits to society (Le .. 
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medical research). Absent information on the societal benefits from different forms -of research. 
the F t!d<:ral government attempts to "pick the winners" may distort the ullccation of research 
spending in ways that reduce the benefits to society, 

• 	 The proposal would largely be a windfall to firms that would undertake certain types of research 
using consortia anyway. Even absent {he credit firms have a financial incentive 10 undertake 
research Ihrough consortia to solve industry-wide problems - they avoid the COSI ofduplication 
of effort [n cases where it \\'ould be extremely difficult for an mdividual firm to capture the 
profits attributable to the research. 

• 	 The prollOsat benefils a small number of research consonia (and thetr industry supporters). 
M~nyofthose organizations have also benefitted from significant direct support from the Federal 
government. 

Other 

Allow Pusana/ C,edits to be Deducted Against the Alternative Minimum Tax 

The proposal would extend the deductibility of personal t3..\ credits against Alternative Minimum 
Tax (AMT) liability for one year, for tax year 1999. The recent omnibus spending hill provided that 
personal tax credits could offset AMT liability lax year 1998. A one-year extension would cost 
about $O.S billion. 

Pros 

• 	 The proposal preserves the ability of people to take advantage of the new child and education 
credits. both of which were Administmtion initiatives. 

• 	 Permitting personal tax credits to offset AMT liahility better targets the AMT to (hose making 
excessive use of tax preferences. . 

• 	 Permitting personal tax credits to offset AMT liability eliminates complex tax computations for 
many ra.."<payers. both those who are actually affected and for millions who must do the 
computations only to find that their taX liability is not affected, 

Con 

• 	 Permitting 1M: credits to offset AMT liability may divert att~ntion from needed long lerm tcfo~. 
such as indexing the parameters for inflalion, 



Employee telecommuter expense 

Qualified tek'commuting expenses paid for. or reimbursed by, an employer " ...ould be excludable 
from the income of an employee. Qualified expenses would include charges for an addilional 
telephone line or advanced telecommunication service up to $60 per month (indexed after the initial 
year). A rough five-year Cost estimate is less than SO.S hinion, 

Treasury has serious concerns that this proposal would be extremely diffieult to administer and 
would largely produce windfalls for those who are currently telecommuting. 

Pros 

• 	 This would encourage telecommuting find thus reduce the environmental impact ofother types 
of commuting . . 

• 	 It eneourages employers to make more flexible work schedules available 10 employees. 

• 	 The proposal would give lelecommuters an income exclusion equivalent to that provided for 
many actual commuters. 

• 	 Abuse will be very difficult to monitor. Because the benefit can be provided by salary reduction 
(lhat is. al no cost to the employer), the employer has little or no slake in limiting the benefit to 
employees' actual business use. 

• 	 The proposal favors telecommuting expenses over home office expenses and the expenses of 
self-employed persons working out of home with respect to the costs of second phone lines. 

~ 	 It is uru:lcar that tbc tax subsidy would be an effective means to encourage telecommuting" 

Financial.ftcurily 

A number of proposals were part of a Financial Security package Sent to the KEC frofl1 Treasury. 
Most of thesi! proposals involve increased spending, and mOSl of the tax proposals were proposed 
in last year's budget. The only proposal that represents a new lax incentive calls for eliminating user 
fees for initial determination letters for small businesses adopting a qualified retirement plan for the 
~rsl time. ,_. 

Capital Gain.r Exclusion For Sales of Landfor Consef'l'ation 

Under current laws. sales of land to non-profit organizalions or governments for conservation 
purposes are subject to tax on any capital gain. Such land donated to non~profit organi711tions 
generally qualifies for a charifable deduction and avoids tax on the gain. The proposal would 



provide a 50 percent exclusion for capital gains tor land sold to g()\'emmem agencies'or qualified 
non~pront conservation organizations :hereby reducing the maximum capital gains rate from 20 
percent to 10 percent. The proposal requires lhat the land be used to prOlect ftsh. wildlife or plant 
habitat or open space for agriculture. outdoor recreation or scenic beauty, (No estimate is available,) 

Treasury is concerned that this proposal would add to Ihe complexity and inequity of the tax code 
\\"ithout ath-ancing land conservation. 

Pros 

• 	 The proposal might advance fand conservation goals through voluntary sales by property ov:ners 
rather th:m by regulation. ' 

• 	 The proposal might reduce the price of land sold to governments and qualified non~profits, 

COD' 

., 	 Generous tax provisions already exist to benefit land conservation. LandoVvners can deduct the 
value of conservation easements and the discount in bargain sales to charities as charitable 
deductions. Taxpayers can deduct the full market value ofappreciated land thereby saving both 
the value of the charitable deduction and the capital gains tax. 

• 	 The proposal mightactuaHy hurt conservation programs by favoring sales over donations of land 
for conservation. thereby forcing the non~profit groups to raise larger amounts offunds for land 
purchases and reducing the funds available for direct conservation efforts. 

• 	 The proposal may allow tllXpayers to doubJe dip. The capital gains exclusion would allow a 
seller to reduce the price ofland by the capital gains tax saving. The taxpayer may then be able 
to claim a charitable deduction for the bargain sale to the charity . 

., 	 The proposal has the potential for significant abuses. For example. land could be sold to a non~ 
profit and then leased back to the seller for continued USe in ranching or farming. 

• 	 The cost of the proposal may be significantly higher than anticipated if some very large 
propeI1ies are transferred or such sales techniques are marketed more broadly to agricultural 
landhoiders. In addition to the initia1 revenue cost, future income would be removed from the 
income tax base. 

• 	 The proposal'would add to the onerous complexity of the capital gains tax. 

Fafm and Ranch Risk Jl1anagemenl (FA.RRM) Accounts 

Up to 20% offurming income could be cont~jbuted to a F ARRlvt savings account and deducted from 
income, The income earned on the account is taxable 3S earned. The contribution plus any accrued 
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capital gain is taxnble upon withdrawal from the account. Contributions and ~arnings: must be 
withdrawn within 5 ycars: otherwise the bnhmee in the accounl would be deemed to have been 
distributed nnd subjecllo inconl!.: tax ami a 10 percent pcllaIty. Bnlcmces would be deemed to havc 
hecn distributed and taxable I\vo years aftcr an account holdcr stops farming. 

The Admlnislration strongly OpfX}S",'\1 adoption of FAIUtM accounts and prevented Ihc provisiull 
fhun heing enacted in the omnibus appfl1priations bill. 1t would provide (l windfalllo a few ~!eh 
!hrmcrs and do nothing to rcdm.:e risk or l.!ncouragc saving. 

Cons 

• 	 FARRM Ilccounls arc of no value to farmers suffering losses, Thrce-quarters of farmers in 
1996-on exceptionaily good year-hud 110 taxable farm income, Most of those few who could 
have benefitted had suhstantial non~farm income. 

• 	 FARRM Accounts arc not IRA;;;. but tax~prefeITCd sliorHcrm savings vehicles intended to 
ameliorate income volatility among Hinners. 

The tax preference for FARRM At.:cotmts differs from that for IRAs because FARRM 
acc()unts do not allo\-\' li1x~frec huildup and amounts must be distributed within five years, 

• 	 The proposal is apparently mcallt to respond to a perception of excessive volatility in farmers' 
incomes, However, other much morc effective nnd equi!able laX' provisions arc in place to 
address volatility. 

Farmers can elect 10 average their fanning Income over a lhrcc~year period. (Made 
permanent in 1998.) 

Farmers are allowed to earry back net operating loss..::;. over the five previous years. (Most 
taxpayer are allowed to carry back NOLs for only two yours,) (Enacted in 1998.) 

Taxes on certain payments, including disaster payments. crop insurance and proceeds from 
emergency livestock sales can bc deferred. 

• 	 The provision is I!'osl valuable (0 wealthy fnnn<:rs who arc in bigh income tax ~raekeis and have 
available substantial wealth to deposit ill un account. 

Uy perpetually contrihuting 20 perceni of income into n FARRM accounl, a farmer could 
eventually shelter about a ycar'~ income from UIX indefinitely (5 years' contrihutions ('mih 
equal to 20 percent ofmmual income), 

'lllC provision is unlikely to stimulate saving, 
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• 	 BecaUSL: basis and earnings must be trucked separately, tb~ taxation of FARR.\1 accounts would 
be complex, 

Pensions 

Enterprise :.one wage credit extension 

Current law provides a 20 percent credit for the first S 15.000 of wages for employees who live and 
work in empowerment zones (EZs) Or who live In DC and work in the DC zone (an EZ·like 
tlestgnarlun covering parts of the District of Columbia). The credit will expire at the end of 2004 
for EZs and 2002 in the DC zOne. The proposal, put forward by the Department of Labor (DOL), 

. is aimed at encouraging zone employers 10 provide pension and health benefits to EZ wage crerlit~ 
eligible employees by including employer's qualifYing pension and ho;!ulth insurance contributions 
as qualifying wages under the current wage cap. For employees who leave before their pension 
benefits become vested. thereby forfeiting their pensions, the associated credits would be recaptured, 
The Departments ofHousing and Urban Development and Agriculture would certify that the pension 
and health benefits offered qualify for rhe eredit (although only DOL hasexpenise in that area). (No 
estimate is available,) 

Treasury is concerned that this proposal has a very high cost~benefit ratio and would make the EZ 
wage credit more complex, 

Pros 

• 	 Some minimum wage workers might get pension and health insurance coverage, 

• 	 Minimal changes would be needed to lhe EZ wage credit to accommodate the eXfension. 

Cons 

• 	 This proposal will do little for pension security relative to its cost. 

Low-income workers are much more likely to leave their jobs within one or two years, 
resulting in little capacity for accumulating vested pension savings. 

To recapture the associated credits is likeiy to require additional complexity. 

• 	 Expanding whateamings qualifY for the wage credit will make the EZ wage eredit more complex 
and difficuli"to administer. Given that few employers are llkely to use this alipeci oflhe credit, 
the administrative costs could be large relative to the number of additional employees covered. 



• • 

" . 

£mph,ye.e benefits lilX credit fOF E1TC recipients 

ElTe recipients could claim additional refundable credits if they purchase health insurance or 
contribute to pension plans. The maximum pension tredit ""Quid be equaJ to the lesser of 50 percent 
of the employee's contribution or 5\.000 (indexed), The maximum health credit """ould be equallo 
the lesser of 50 percent of the employee's contribution or 50 percent of the employee COSt for 
standard Blue Cross insurance under FEHBP. The credits would not be phased in with earnings; 
rather, a taxpayer would be eligible for the maximum credit as SOon as the taxpayer contributes to 
a pension plan or purchases health insurance, The credits wouid be phased out with ihe EITe. in 
addition, the detinition of non-taxable earned income would be modified to exclude non-taxable 
contributions to pension plans and health insurance purchases. (No estimate is available.) 

Treasury is concerned that this proposal would raise compliance problems wilh the EITC and do 
little to enhance health insurance and pension coverage among low-income families, 

Cons 

• 	 The Ploj:'osal is inefficient. because it \....il1 subsidize saving that is already occurring and is 
unlikely to increase saving for retirement 

Low income workers are unlikely to have the resourees to make significant contributions to 

pension savings plans, Many will prefer to save for more immediate needs. tfthey are able 
to save at all. 

The proposed credit rate (SO percent) is sobstantially higher than penaities for early 
withdrawals of tax preferred retirement savings (10 percent), As a result, taxpayers: would 
be able to receive a subsidy for contributing to a savings plan, even ifthey immediately 
withdrew the "contribution. 

• 	 Most EITC recipients wait until the end of the year to claim the credit on their tax return, even 
when they have the option of claiming advance payments during the year. Workers may be 
reluctant to claim the credit in advance for fear of overestimating the amount to which they are 
entitled, Iflow income workers are unwilling to claim a credit in advance, they will not receive 
it when they actually need assistance purchasing health insurance. 

• 	 The proposal could increase EITC noncompliance. The IRS cannot currently verifY health 
insurance expenditures, The IRS receives infonnation about 40 I (k) and IRA contributions. but 
this infonnaUon is not matched to tax returns before EITe claims are paid. 

• 	 From 1991 to 1993, EITe recipients could receive a supplemental credit Ifthey purchased health 
insurance for their children. Some taxpayers claimed the credit even though they purchased no 
health insurance. Others were taken advantage of by seHers who claimed that taxpayers had lo 
buy a health plan to receive the ElTe. OBRA 1993 repealed this provision. 



Increase W,d/are-Io-Work Credit and Include Pensions in Wage Base 

The welfare-to-work lax credit (WTW) is available to employers woo hire certain long~lerm family 
assistance recipients. The credit is 35 percent of up to $10.000 of first-year wages paid to the 
employee. plus 50 percent of up to $10,000 of wages paid during lhe second year of employment 
with the employer. The maximum credit is 58,500. Eligible wages include amounts paid or incurred 
by the employer for health insurance. dependent care nssistance and certain training, Under the 
proposal. pension contributions would be added to wages lO determine the credit. The maximum 
amount of compensation eligible for the credit "'"Quid increase to $15.000. 

Pros 

• 	 The proposal wouldeneoumge employers to provide pension coverage for newly-employoo long­
tenn welfare recipients, 

• 	 The proposed increase in the maximum amount of eligible wages would help to ensure that :m 
incentive is provided to cover workers under pension nnd health plans whose wages are near or 
at the present $1 0.000 wage limit absenl pension and health benefits. 

Cons 

• 	 The proposal is unlikely to increase significantly pension coverage for long~term welfare 
recipient~. Mosteligibleemployees will not accumulate vested pension savings because eligible 
employment tends to be short tenn. 

A GAO report on the targeted jobs tax credit (T lTe). an earlier program with a similar 
targeted group, found that 16 percent ofTJTC employees worked for less than one year. 

• 	 Complex recapture rules would be necessary to prevent employers from claiming credits for 
forfeited benefits from short~term employees. Most employers who provide coverage for eligible 
employees would be subject to the recapture rules because most pension benefits will be 
forfeited. Thus, the administrative costs are likely to be large relative to the small number of 
employees that wi.1l actua1ly be covered. 

• 	 An increase in the maximum amount of eligible wages would increase the cost of the credit 
without necessarily increasing pension or health coverage. Nevertheless, the alternative of 
providing a separate credit for pension and health coverage would be even more complex, 
although m~~ecessarily more effective. for (he reasons noted above. 



~--
I. Long~term care tal( credit 

How much is the credi1: $1,000 and phases out for higher income tax payers ($110,0~0 for couples, $75,000 for 
unmarried taxpayers). It is partially refundable for taxpayers with three or more dependents. The credit would be 
given on the basis of long.tenn care needs rather than long-term care expenses because, otherwise, it wonld not 
help pe()pl<~ receiving unpaid long-tenn care. 

• 	 Who is eligible: 80th taxpayers or taxpayers' spouses wilh long·tenn care needs and taxpayers who have 
dependent~; with long·term care needs are eligible. About 2.3 million people with long-term care needs would 
benefit rrom this credit. About half are taxpayers with long~tenn care needs or their spouses, and the remainder 
are people with long-term care needs claimed as dependents by a taxpayer. Over half arc elderly. 

• 	 Cost:. $6.5 billion over 5 years 

• 	 Commlmt:i: 8~cause of the proeess last summer, this policy has strong, interageney support and has been 
reviewed by the President To be well received, however, it needs to be accompanied by (a) option to provide 
Federal employees with private long-tenn care insurance; (b) new Administration on Aging program for informal 
caregivers; and (e) education campaign for Medicare benefieiaries aboul what long·tenn eare options exist. 

2. 	 Tax credit for workers with disabilities 

• 
How much is the credit: This proposal would give a tax credit of$I,OOO to people with disabilities who work in 
recognition of their fonnal and infonnal costs asso~iated with employment. It would bc structured in the same 

. way as the [ong~tenn,care credit. ,. ';. ... 	 . " 0,'. ,.' 

• 	 Who is elil~ible: The credit would be available for people who are limited in one or more aetivilics of daily 
living (ADLs) who nced personal assistance. About 300,000 taxpayers will benefit in 2000. 

• 	 Cost: About $700-800 million over 5 years 

• 	 Comment:!: This will help with the non·health care as well as out-of-pocket health eare costs of getting to and 
from work and functioning within the workplace. Treasury is generally supportive and it has been recommended 
by lhe Tasle Force on Employment of Adults with Disabilities. 

3. 	 Tal( incenrives for small business purchasing coalitions. 

• 	 What is proposnl: Provides employers with a credit of up to 10 percent of their payments for employces' health 
premiums ifin purchasing eoalition AND provides some type of non-profit status to the eoalitions or 
contributions to the coalilion to encourage capital investment by foundations and other sources. 

• 	 Who is elil~ible: Small businesses « 50) who have not previously offered health coverage and join these 
coalitions ure eligible for the credit. Organizations that meet the definition of a coalition cou ld reeeive the non· 
profit treatment provision. 

• 	 Cost: $50 to 100 million over 5 years (structured as a 3 year demonstration) 

• 	 Com'ment: Tieas'ury stron'gly objecti;' t'i"giving "coalilions n'on·profi( status Dut'jU'st subinitted aeounter-proposid 
to allow contributions to such eoalitions to ~e treated as charitable contributions. We believe this probably would 
be an acceptable compromise, but are now checking with business eoalition rypes. (Please request cost 
estimates.) In contrast, Treasury does not find the credit to employers as objectionable. Unfortunately, the non­
profit status issue is probably more important to obtaining validation from purchasing coalitions. Unlike first two 
initiatives outlined above, this two.part proposal needs a strong push ~rom us to get in the package. DPC/NEC 
believe we need this (albeit modest) small business health access initiative. (If had to drop anything, CJ would 
recommend employer tax eredit.) 



El~,~_ 0ir: /f) 
~",sh .Q" ~.~ Health Tax Policies 

~ 

I. Long-term core las: credit 

• 	 How much is the credit: $1,000 and phases out for higher income tax payers (SI10,000 for couples, $75,000 for 
unmarried taxpayers). It is p3nially refundable for taxpayers with three or more dependents. The credit would be 
given on the basis of long-ternl care needs rather than long-tenn care expenses because, othemise, it would nOI 

help people receiving unpaid long-tenn care. 

• 	 Who is eligible: Both taxpayers or taxpayers' spouses with long-tenn care needs and taxpayers who have 
dependents with long-Ienn care needs are eligible. About 2.3 million people with long-Ienn care needs would 
benefit from this credit. About half arc taxpayers with ]ong-Ienn care needs or their spouses, and the remainder 
are people with long-tenn care needs claimed as dependents by a taxpayer. Over half are elderly . 

"." 	,,' ., "'" . 
Cost: $6.5 billion over 5 years 

Comments: Because of the process last summer, this policy has strong, interagency SUppOIl and has been 
review<:d hy the President. To be well received, however, it needs!O be accompanied by (a) option to provide 
Federal employecs with private long-term care insurance; (b) new Administration on Aging program for informal 
caregivers; and ( c) education campaign for Medicare beneficiaries about what long-term care options cxist. 

2. 	 TnJ: credit for workers with disabilities 

• 	 How much is the credit: This proposal would give a tax credit of$I,OOO to people with disabilities who work in 
recognition of their fonnal and infonnal costs associated with employment. It would be structured in the same 
way as the long-tenn care credit 

• 	 Who is eligible: The credit would be available for people who are limited in one or more activities of daily 
living (ADLs) who need pcrsonal assistance. About 300,000 taxpayers will benefit in 2000. 

• 	 Cost: About $700-800 million over 5 years 

• 	 Comments: This will help with the non-health care as well as out-of-pocket health care costs of gelling 10 and 
from work and functioning within the workplace. Treasury is generally suppollive and it has been recommended 
by the Task Force on Employment of Adults with Disabilities. 

3.. Tas: incenlives fcir small business purehasing·coalitions.' 

• 	 What i~ proposal: Provides employers with a credit of up to 10 percent ofthcir payments for employees' health 
premiums if in purchasing coalition AND provides some type of non-profit status 10 the coalitions or 
contributi(ms !O the coalition to encourage capital investment by foundations and other sources. 

• 	 Who is eligible: Small businesses « 50) who have not previously oITered health coverage and join these 
coalitions are eligihle for the credit. Organizations that mect the definition of a coalition could receive the non­
profit treatment provision. 

• 	 Cost: $50 to 100 million over 5 years (structured as a 3 year demonstration) 

• 	 Comment: Treasury strongly objects to giving coalitions non-profit stams but just submitted a counter-proposal 
to allow contribUlions to such coalitions to be treated as charitable contributions. We believe this probably would 
be an acceptable compromise, but are now checking with business coalition types. (Please request cost 
estimatcs.) In contrast, Treasury does not find the credit to employers as objectionable. Unfollunately, the non­
profit status issue is probably more impollant to obtaining validation from purchasing coalitions. Unlike first two 
initiatives outlined above, this two-pall proposal needs a strong push from us 10 get in the package. DPCfNEC 
believe we need this (albeit modest) small busincss health access initiative. (Ifhad 10 drop anything, CJ would 
recommend employer lax credit.) 



, , 
.Key Till Issues .. "1 

• Should the budget include marriage penalty relief? 

• Should a share ofany tobacco receipts go to offset tax cuts? 

• Will all revenue raisers continue to be dedicated solely to tax cuts? 

• Should all of our revenue raisers from last year be re-proposed? 

• What are the prospects for new revenue raising proposals? 

• Should all of our tax cuts from last year be re-proposed? 

• Which of the new tax cut options should be given priority consideration? 

• Whic:h of the new tax options should be taken off the table? 



Existing Tax Cut Package 

fnlQQsal ~ Year !::!!.!I (hi!) 

Child Care 

Dependent Care Tax Credit (DCTe) 5.1 

Tax Credit for Employers 0.5 

School Construction 5.0 
,,,, 
, 

Employer Provided Education (Sec. 127) 1.0 

Low Income Housing Tax Credit 1.6 

Climate Change 3.6 

Pensions 0.9 

Extenders (R&E,WQTC,WTW,etc.) 33 

International and Puerto Rico 1.4 

$2,000 Severance Pay Exemption . 0.8 

TOTAL 524 biliioD 

Note: 	 About $22 billioo over five years of our revenue raisers remain Crom last year's budget 
This is a couple of hill ion below the cost ofour existing tax cut package. Treasury stafT is 
cuo'cntly conducting an intensive effort to develop additional revenue raising provisions, It 
is too early to know the magnitude of these additional raisers. 
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Possible ~ew Tax Cut Proposals , 

_. 

OnliaD S ~!;1ar CU5I (billions} 


Heal!h 


Long~tcrm Care Tax Credit 
 65 II' 
.1-
." 


Tax Credit for Disabled 
 0.7 

,, Small Business Hea!th Purchasing Cooperatives 0.1 


Children ilml Families 
 •.Jw I /' 
.• 

•· SlaY~llt-Home Moms Option Range: Net SO: 1.6; 2.9; 6.1· 
: Education and Training I 
, ,, ,

Tax Credit for Work-Sile Schools fia - likely small 
i 

! Tax Cre,jit for Workplace Litcr3cy less than 0.2 , 
, 

,Libmlize Lifetime Learning Tax Credit Option Range: 2.8; 1.1 : , 

, Lifetime Learning Savings Accounts n., 
,, Exclusion for Amerieorp Education Awards na w~ may raise very small amount 

Eliminate 60-month limit on interest deduction less than $0.3 over five years 


Urban-Empowennent 
 . 
,, na w. assumption roughly $1 billion 

I Home Ownership Tax Credit 

Green Bonds 

, Roughly 0.5 , 
, 

Tax Credit for Equity Investments in CDFls About 0.1 

, Fund of Fund Tax Cut na , , 
Permanent~· roughly 2.5WT\V~WOTC Longer Extensionsi 

: R&D 
, 

Modify R & E Credit (Small business, consortia) na -- likely small 
I, ,,Other 


Personal Credits and AMT 
 one year extension ~ 0.8 
, 

less than 0.5 ,, : 

, 

Employee Telecommuler Expense 

na likely small iu, Financial Security (one new small tal( item) 

no. ~-likely smallCap Gains Exclusion ~. land for Conservation 

n, ,·• farm and Rnnch Risk Management Aeeounts · · , 
n,Pensions (DOL proposals EZs, E1TC) 

, na 


HUD (rllulti.family exit, UHTC carveoUt, elderly tax credit) 


, Oil and Gas Marginal Wells (DOE) 

n. 


UI 
 no 


