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INTRODUCTION

This document,' prepared by the staff of the Joint Committee on Taxation, provides a
description and analysis of the revenue provisions modifying the Internal Revenue Code of 1986
(the “Code”) that are contained in the President’s fiscal year 2006 budget proposal, as submitted
to the Congress on February 7, 2005.% The document generally follows the order of the
proposals as included in the Department of the Treasury’s explanation of the President’s budget
proposal.” For each provision, there is a description of present law and the proposal (including
effective date), an analysis of policy issues related to the proposal, and a reference to relevant
prior budget proposals or recent legislative action.

! This document may be cited as follows: Joint Committee on Taxation, Description of
Revenue Provisions Contained in the President’s Fiscal Year 2006 Budget Proposal (JCS-3-05),
March 2005.

2 See Office of Management and Budget, Budget of the United States Government,
Fiscal Year 2006: Analytical Perspectives (H. Doc. 109-2, Vol. III), at 263-300.

3 See Department of the Treasury, General Explanations of the Administration’s Fiscal
Year 2006 Revenue Proposals, February 2005.



I. MAKING PERMANENT TAX CUTS ENACTED IN 2001 AND 2003

A. Permanently Extend Certain Provisions Expiring
Under EGTRRA and JGTRRA

Present Law

The Economic Growth and Tax Relief Reconciliation Act of 2001 (“EGTRRA”)

The Economic Growth and Tax Relief Reconciliation Act of 2001 (“EGTRRA”) made a
number of changes to the Federal tax laws, including reducing individual tax rates, repealing the
estate tax, increasing and expanding various child-related credits, providing tax relief to married
couples, providing additional education-related tax incentives, increasing and expanding various
pension and retirement-saving incentives, and providing individuals relief relating to the
alternative minimum tax. However, in order to comply with reconciliation procedures under the
Congressional Budget Act of 1974, EGTRRA included a “sunset” provision, pursuant to which
the provisions of the Act expire at the end of 2010. Specifically, EGTRRA’s provisions do not
apply for taxable, plan, or limitation years beginning after December 31, 2010, or to estates of
decedents dying after, or gifts or generation-skipping transfers made after, December 31, 2010.

EGTRRA provides that, as of the effective date of the sunset, both the Code and the
Employee Retirement Income Security Act of 1974 (“ERISA”) will be applied as though
EGTRRA had never been enacted. For example, the estate tax, which EGTRRA repeals for
decedents dying in 2010, will return as to decedents dying after 2010, in pre-EGTRRA form,
without the various interim changes made by the Act (e.g., the rate reductions and exemption
equivalent amount increases applicable to decedents dying before 2010). Similarly, the top
individual marginal income tax rate, which EGTRRA reduced to 35 percent will return to its pre-
EGTRRA level of 39.6 percent in 2011 under present law. Likewise beginning in 2011, all other
provisions of the Code and ERISA will be applied as though the relevant provisions of EGTRRA
had never been enacted.

The Jobs and Growth Tax Relief Reconciliation Act of 2003 (“JGTRRA”)

In general

The Jobs and Growth Tax Relief Reconciliation Act of 2003 (“JGTRRA”) changed the
expensing of certain depreciable business assets, individual capital gains tax rates and the tax
rates on dividends received by individuals. The expensing provision sunsets for taxable years
beginning after December 31, 2007. The capital gains and dividend provisions sunset for taxable
years beginning after December 31, 2008.

Expensing provisions

JGTRRA provides that the maximum dollar amount that may be deducted as an expense
under section 179 is increased to $100,000 (and indexed for inflation) for property placed in



service in taxable years beginning before 2008.* In addition, for purposes of the phase-out of the
deductible amount, the pre-JGTRRA $200,000 amount at which the phase-out begins is
increased to $400,000 (and indexed for inflation) for property placed in service in taxable years
beginning before 2008. The provision also includes off-the-shelf computer software placed in
service in a taxable year beginning before 2008 as qualifying property. With respect to taxable
years beginning before 2008, the provision permits taxpayers to revoke expensing elections on
amended returns without the consent of the Commissioner.

Individual capital gains rates

Under JGTRRA, for taxable years beginning before January 1, 2009, generally the
maximum rate of tax on net capital gain of a non-corporate taxpayer is 15 percent. In addition,
any net capital gain which otherwise would have been taxed at a 10- or 15-percent rate generally
is taxed at a five-percent rate (zero for taxable years beginning after 2007). For taxable years
beginning after December 31, 2008, generally the rates on net capital gain are 20 percent and 10
percent, respectively. Any gain from the sale or exchange of property held more than five years
that would otherwise be taxed at the 10 percent rate is taxed at an eight percent rate. Any gain
from the sale or exchange of property held more than five years and the holding period for which
began after December 31, 2000, which would otherwise be taxed at a 20 percent rate is taxed at
an 18-percent rate.

Taxation of dividends received by individuals

Under JGTRRA, dividends received by a non-corporate shareholder from domestic
corporations and qualified foreign corporations generally are taxed at the same rates that apply to
net capital gain. Thus, dividends received by an individual, estate, or trust are taxed at rates of
five (zero for taxable years beginning after 2007) and 15 percent. This treatment applies to
taxable years beginning before January 1, 2009.

For taxable years beginning after December 31, 2008, dividends received by a non-
corporate shareholder are taxed at the same rates as ordinary income.

Description of Proposal

The proposal repeals the sunset provisions of EGTRRA and JGTRRA.

Specifically, the proposal permanently extends all provisions of EGTRRA that expire at
the end of 2010. Thus, the estate tax remains repealed after 2010, and the individual rate
reductions and other provisions of the Act that are in effect in 2010 will remain in place after
2010.°

* Present law is described as amended by the American Jobs Creation Act of 2004.

> However, certain provisions expire separately under the Act before the end of 2010.
For example, the increased AMT exemption amounts expire after 2005, and thus is unaffected by
the proposal.



Also, the proposal permanently extends the provisions of JGTRRA relating to expensing,
capital gains, and dividends.

Effective date.—The proposal is effective on the date of enactment.

Analysis

In general

The policy merits of permanently extending the provisions of EGTRRA and JGTRRA
that sunset depend on considerations specific to each provision. In general, however, advocates
of eliminating the sunset provisions may argue that it was never anticipated that the sunset
actually would be allowed to take effect, and that eliminating them promptly would promote
stability and rationality in the tax law. In this view, if the sunsets were eliminated, other rules of
EGTRRA and JGTRRA that phase in or phase out provisions over the immediately preceding
years would be made more rational. On the other hand, others may argue that certain provisions
of EGTRRA and JGTRRA would not have been enacted at all, or would not have been phased in
or phased out in the same manner, if the sunset provisions had not been included in EGTRRA
and JGTRRA, respectively.

Complexity issues

The present-law sunset provisions of EGTRRA and JGTRRA arguably contribute to
complexity by requiring taxpayers to contend with (at least) two different possible states of the
law in planning their affairs. For example, under the sunset provision of EGTRRA, an individual
planning his or her estate will face very different tax regimes depending on whether the
individual dies in 2010 (estate tax repealed) or 2011 (estate tax not repealed). This “cliff effect”
requires taxpayers to plan an estate in such a way as to be prepared for both contingencies,
thereby creating a great deal of complexity. On the other hand, some may argue that this kind of
uncertainty is always present to some degree — with or without a sunset provision, taxpayers
always face some risk that the Congress will change a provision of law relevant to the planning
of their affairs. Others may acknowledge this fact, but nevertheless argue that the sunset
provision creates an unusual degree of uncertainty and complexity as to the areas covered by the
Act, because they consider it unlikely that the sunset will actually go into effect. In this view,
the sunset provision of EGTRRA leaves taxpayers with less guidance as to the future state of the
law than is usually available, making it difficult to arrange their affairs. In addition to the
complexity created by the need to plan for the sunset, uncertainty about the timing and details of
how the sunset might be eliminated arguably creates further complexity.

Even if it is assumed that the sunset provisions will take effect, it is not clear how the
sunsets would apply to certain provisions. It would be relatively simple to apply the EGTRRA
sunset to some provisions, such as the individual rate reductions. With respect to other
provisions, however, further guidance would be needed as to the effect of the sunset. For
example, if the Code will be applied after 2010 as if the Act had never been enacted, then one
possible interpretation of the pension provisions is that contributions made while EGTRRA was
in effect will no longer be valid, possibly resulting in the disqualification of plans. While this



result was likely not intended, without further guidance taxpayers may be unsure as to the effect
of the sunset.

More broadly, in weighing the overall complexity effects of the present-law sunsets and
the proposed sunset repeal, some would point out that the sunset provisions are not the only
feature of EGTRRA and JGTRRA that generates “cliff effects” and similar sources of
uncertainty and complexity for taxpayers. For example, under EGTRRA'’s estate tax provisions,
a decedent dying in 2008 has an exemption equivalent amount of $2 million, one dying in 2009
has an exemption equivalent amount of $3.5 million, and one dying in 2010 effectively has an
infinite exemption but not a complete “step-up” in the basis of assets. Thus, the estates of
individuals at certain wealth levels will incur significant estate tax if they die in 2008, but none at
all if they die in 2009; the estates of individuals at other wealth levels will incur significant estate
tax if they die in 2009, but none at all if they die in 2010. These discontinuities are not caused
by the sunset provisions, but they generate a similar sort of uncertainty and complexity for many
taxpayers. Similar phase-ins and phase-outs are found in other provisions of EGTRRA and
generate complexity and uncertainty, irrespective of whether EGTRRA as a whole sunsets or
not. In light of these issues, some may argue that a more detailed reconsideration of EGTRRA
or certain of its provisions would better serve the goal of tax simplification.

Beyond phase-ins and phase-outs, some may argue that EGTRRA included other
provisions that increased the complexity of the Code, and that allowing those provisions to
expire at the end of 2010 (or effectively requiring that they be reconsidered before then) may
reduce complexity, albeit potentially years in the future. Others would argue that some of
EGTRRA'’s provisions reduced complexity, such as the repeal of the overall limitation on
itemized deductions and changes relating to the earned income tax credit, and that permanently
extending these provisions would contribute to simplification of the tax laws.

Prior Action

A similar proposal was included in the President’s fiscal year 2003, 2004, and 2005
budget proposals.



II. TAXINCENTIVES
A. Provisions Related to Savings
1. Expansion of tax-free savings opportunities

Present Law

In general

Present law provides for a number of vehicles that permit individuals to save on a tax-
favored basis. These savings vehicles have a variety of purposes, including encouraging saving
for retirement, encouraging saving for particular purposes such as education or health care, and
encouraging saving generally.

The present-law provisions include individual retirement arrangements, qualified
retirement plans and similar employer-sponsored arrangements, Coverdell education savings
accounts, qualified tuition programs, health savings accounts, Archer medical savings accounts,
annuity contracts, and life insurance. Certain of these arrangements are discussed in more detail
below.

Individual retirement arrangements (“IRAs”)

In general

There are two general types of individual retirement arrangements (“IRAs”) under
present law: traditional IRAs,® to which both deductible and nondeductible contributions may be
made,’ and Roth IRAs.® The Federal income tax rules regarding each type of IRA (and IRA
contributions) differ.

The maximum annual deductible and nondeductible contributions that can be made to a
traditional IRA and the maximum contribution that can be made to a Roth IRA by or on behalf of
an individual varies depending on the particular circumstances, including the individual’s
income. However, the contribution limits for IRAs are coordinated so that the maximum annual
contribution that can be made to all of an individual’s IRAs is the lesser of a certain dollar
amount (34,000 for 2005)° or the individual’s compensation. In the case of a married couple,

6 Sec. 408.
7 Sec. 219.
8 Sec. 408A.

? The Economic Growth and Tax Relief Reconciliation Act of 2001 (‘EGTRRA”)
increased the dollar limit on IRA contributions to $4,000 for 2005 through 2007, and $5,000 for
2008. After 2008, the limit is adjusted for inflation in $500 increments. The provisions of
EGTRRA generally do not apply for years beginning after December 31, 2010. Thus, the dollar



contributions can be made up to the dollar limit for each spouse if the combined compensation of
the spouses is at least equal to the contributed amount. An individual who has attained age 50
before the end of the taxable year may also make catch-up contributions to an IRA. As a result,
the maximum deduction for IRA contributions for an individual who has attained age 50 is
increased by a certain dollar amount ($500 for 2005).'® Under present law, IRA contributions
generally must be made in cash.

Traditional IRAs

An individual may make deductible contributions to a traditional IRA up to the IRA
contribution limit if neither the individual nor the individual’s spouse is an active participant in
an employer-sponsored retirement plan. If an individual (or the individual’s spouse) is an active
participant in an employer-sponsored retirement plan, the deduction is phased out for taxpayers
with adjusted gross income over certain levels for the taxable year. The adjusted gross income
phase-out limits for taxpayers who are active participants in employer-sponsored plans are as
follows.

Table 1.—AGI Phase-Out Range for Deductible IRA Contributions

Single Taxpayers
Taxable years beginning in: Phase-out range
2005 and thereafter ...oooovveviiie et 50,000-60,000
Joint Returns
Taxable years beginning in: Phase-out range
2005 e e b e e 70,000-80,000
2006.....co ittt nae e 75,000-85,000
2007 and thereafter ....ooovvvieeiee et 80,000-100,000

The adjusted gross income phase-out range for married taxpayers filing a separate return
is $0 to $10,000.

If the individual is not an active participant in an employer-sponsored retirement plan, but
the individual’s spouse is, the deduction is phased out for taxpayers with adjusted gross income
between $150,000 and $160,000.

limit on annual IRA contributions returns to $2,000 in 2011. A proposal to make the EGTRRA
provisions that expire on December 31, 2010, permanent is discussed in Part I of this document.

' Under EGTRRA, the additional amount permitted for catch-up contributions to an
[RA 1s $500 for 2005 and $1,000 for 2006 and thereafter. As a result of the general sunset
provision of EGTRRA, catch-ups contributions are not permitted after 2010.



To the extent an individual cannot or does not make deductible contributions to an IRA
or contributions to a Roth IRA, the individual may make nondeductible contributions to a
traditional IRA, subject to the same limits as deductible contributions. An individual who has
attained age 50 before the end of the taxable year may also make nondeductible catch-up
contributions to an IRA.

An individual who has attained age 70-%; prior to the close of a year is not permitted to
make contributions to a traditional IRA.

Amounts held in a traditional IRA are includible in income when withdrawn, except to
the extent the withdrawal is a return of nondeductible contributions. Early withdrawals from an
IRA generally are subject to an additional 10-percent tax.'' That is, includible amounts
withdrawn prior to attainment of age 59-% are subject to an additional 10-percent tax, unless the
withdrawal is due to death or disability, is made in the form of certain periodic payments, is used
to pay medical expenses in excess of 7.5 percent of adjusted gross income, is used to purchase
health insurance of certain unemployed individuals, is used for higher education expenses, or is
used for first-time homebuyer expenses of up to $10,000.

Distributions from traditional IRAs generally are required to begin by the April 1 of the
year following the year in which the IRA owner attains age 70-%. If an IRA owner dies after
minimum required distributions have begun, the remaining interest must be distributed at least as
rapidly as under the minimum distribution method being used as of the date of death. If the IRA
owner dies before minimum distributions have begun, then the entire remaining interest must
generally be distributed within five years of the IRA owner’s death. The five-year rule does not
apply if distributions begin within one year of the IRA owner’s death and are payable over the
life or life expectancy of a designated beneficiary. Special rules apply if the beneficiary of the
IRA is the surviving spouse.

Roth IRAs

Individuals with adjusted gross income below certain levels may make nondeductible
contributions to a Roth IRA. The maximum annual contribution that may be made to a Roth IRA
is the lesser of a certain dollar amount ($4,000 for 2005) or the individual’s compensation for the
year. An individual who has attained age 50 before the end of the taxable year may also make
catch-up contributions to a Roth IRA up to a certain dollar amount ($500 for 2005).

The contribution limit is reduced to the extent an individual makes contributions to any
other IRA for the same taxable year. As under the rules relating to traditional IRAs, a
contribution of up to the dollar limit for each spouse may be made to a Roth IRA provided the
combined compensation of the spouses is at least equal to the contributed amount. The maximum
annual contribution that can be made to a Roth IRA is phased out for single individuals with
adjusted gross income between $95,000 and $110,000 and for joint filers with adjusted gross
income between $150,000 and $160,000. The adjusted gross income phase-out range for

" Sec. 72(1).



married taxpayers filing a separate return is $0 to $10,000. Contributions to a Roth IRA may be
made even after the account owner has attained age 70-%.

Taxpayers with modified adjusted gross income of $100,000 or less generally may
convert a traditional IRA into a Roth IRA. The amount converted is includible in income as if a
withdrawal had been made, except that the 10-percent early withdrawal tax does not apply.
Married taxpayers who file separate returns cannot convert a traditional IRA into a Roth IRA.

Amounts held in a Roth IRA that are withdrawn as a qualified distribution are not
includible in income, or subject to the additional 10-percent tax on early withdrawals. A
qualified distribution is a distribution that (1) is made after the five-taxable year period beginning
with the first taxable year for which the individual made a contribution to a Roth IRA, and (2) is
made after attainment of age 59-%, on account of death or disability, or is made for first-time
homebuyer expenses of up to $10,000.

Distributions from a Roth IRA that are not qualified distributions are includible in
income to the extent attributable to earnings. To determine the amount includible in income, a
distribution that is not a qualified distribution is treated as made in the following order:

(1) regular Roth IRA contributions; (2) conversion contributions (on a first-in, first-out basis);
and (3) earnings. To the extent a distribution is treated as made from a conversion contribution,
it is treated as made first from the portion, if any, of the conversion contribution that was
required to be included in income as a result of the conversion. The amount includible in income
is also subject to the 10-percent early withdrawal tax unless an exception applies. The same
exceptions to the early withdrawal tax that apply to traditional IRAs apply to Roth IRAs.

Roth IRAs are not subject to the minimum distribution rules during the IRA owner’s
lifetime. Roth IRAs are subject to the post-death minimum distribution rules that apply to
traditional IRAs.

Saver’s credit

Present law provides a temporary nonrefundable tax credit for eligible taxpayers for
qualified retirement savings contributions.'? The maximum annual contribution eligible for the
credit is $2,000. The credit rate depends on the adjusted gross income (“AGI”) of the taxpayer.
Taxpayers filing joint returns with AGI of $50,000 or less, head of household returns of $37,500
or less, and single returns of $25,000 or less are eligible for the credit. The AGI limits applicable
to single taxpayers apply to married taxpayers filing separate returns. The credit is in addition to
any deduction or exclusion that would otherwise apply with respect to the contribution. The
credit offsets minimum tax liability as well as regular tax liability. The credit is available to
individuals who are 18 or over, other than individuals who are full-time students or claimed as a
dependent on another taxpayer’s return. The credit is available with respect to contributions to

12 Sec. 25B. The Saver’s credit does not apply to taxable year’s beginning after
January 31, 2006.



various types of retirement savings arrangements, including contributions to a traditional or Roth
IRA.

Coverdell education savings accounts

Present law provides tax-exempt status to Coverdell education savings accounts, meaning
certain trusts or custodial accounts that are created or organized in the United States exclusivelg/
for the purpose of paying the qualified higher education expenses of a designated beneficiary.’
The aggregate annual contributions that can be made by all contributors to Coverdell education
savings accounts for the same beneficiary is $2,000 per year. In the case of contributors who are
individuals, the maximum contribution limit is reduced for individuals with adjusted gross
income between $95,000 and $110,000 ($190,000 to $220,000 in the case of married taxpayers
filing a joint return).’* Contributions to a Coverdell education savings account are not
deductible.

Distributions from a Coverdell education savings account are not includible in the
distributee’s income to the extent that the total distribution does not exceed the qualified
education expenses incurred by the beneficiary during the year the distribution is made. Ifa
distribution from a Coverdell education savings account exceeds the qualified education
expenses incurred by the beneficiary during the year of the distribution, the portion of the excess
that is treated as earnings generally is subject to income tax and an additional 10-percent tax.
Amounts in a Coverdell education savings account may be rolled over on a tax-free basis to
another Coverdell education savings account of the same beneficiary or of a member of the
family of that beneficiary.

Qualified tuition programs15

Present law provides tax-exempt status to a qualified tuition program, defined as a
program established and maintained by a State or agency or instrumentality thereof, or by one or
more eligible educational institutions.'® Under a qualified tuition program, a person may
purchase tuition credits or certificates on behalf of a designated beneficiary, or in the case of a

13 Sec. 530.

'* The present-law contribution limit and the adjusted gross income levels are subject to
the general sunset provision of EGTRRA. Thus, for example, the limit on annual contributions
to a Coverdell education savings account is $500 after 2010.

"> A proposal relating to qualified tuition programs is discussed in Part V.G. of this
document.

!¢ Sec. 529. The general sunset provision of EGTRRA applies to certain aspects of the
rules for qualified tuition programs, including tuition programs maintained by one or more
eligible educational institutions (which may be private institutions). Thus, for example, after
2010 a qualified tuition program may be established and maintained only by a State or agency or
instrumentality thereof.
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State program, may make contributions to an account that is established for the purpose of
meeting qualified higher education expenses of the designated beneficiary of the account.
Contributions to a qualified tuition program must be made in cash, and the program must have
adequate safeguards to prevent contributions in excess of amounts necessary to provide for the
beneficiary’s qualified higher education expenses. Contributions to a qualified tuition program
are not deductible. Contributions to a qualified tuition program generally are treated as a
completed gift eligible for the gift tax annual exclusion.

Distributions from a qualified tuition program are not includible in the distributee’s gross
income to the extent that the total distribution does not exceed the qualified education expenses
incurred by the beneficiary during the year the distribution is made. If a distribution from a
qualified tuition program exceeds the qualified education expenses incurred by the beneficiary
during the year of the distribution, the portion of the excess that is treated as earnings generally is
subject to income tax and an additional 10-percent tax. Amounts in a qualified tuition program
may be rolled over on a tax-free basis to another qualified tuition program for the same
beneficiary or for a member of the family of that beneficiary.

Health savings accounts

Effective for taxable years beginning after December 31, 2003, a health savings account
(“HSA”) is a trust or custodial account used to accumulate funds on a tax-preferred basis to pay
for qualified medical expenses.'” Within limits, contributions to an HSA made by or on behalf
of an eligible individual are deductible by the individual. Contributions to an HSA are
excludable from income and employment taxes if made by the individual’s employer. Earnings
on amounts in HSAs are not taxable. Distributions from an HSA for qualified medical expenses
are not includible in gross income. Distributions from an HSA that are not used for qualified
medical expenses are includible in gross income and are subject to an additional tax of 10
percent, unless the distribution is made after death, disability, or the individual attains the age of
Medicare eligibility (i.e., age 65).

Eligible individuals for HSAs are individuals who are covered by a high deductible
health plan and no other health plan that is not a high deductible health plan. A high deductible
health plan is a health plan that has a deductible that is at least $1,000 for self-only coverage or
$2,000 for family coverage (indexed for inflation) and that has an out-of-pocket expense limit
that is no more than $5,000 in the case of self-only coverage and $10,000 in the case of family
coverage.

The maximum aggregate annual contribution that can be made to an HSA is the lesser of
(1) 100 percent of the annual deductible under the high deductible health plan, or (2) the
maximum deductible permitted under an Archer MSA high deductible health plan under present
law, as adjusted for inflation. For 2005, the amount of the maximum deductible under an Archer
MSA high deductible health plan is $2,650 in the case of self-only coverage and $5,250 in the
case of family coverage. The annual contribution limits are increased for individuals who have

17 Sec. 223.
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attained age 55 by the end of the taxable year. In the case of policyholders and covered spouses
who are age 55 or older, the HSA annual contribution limit is greater than the otherwise
applicable limit by $600 in 2005, $700 in 2006, $800 in 2007, $900 in 2008, and $1,000 in 2009
and thereafter.

Archer medical savings accounts (“*MSASs’’)

Like HSAs, an Archer MSA is a tax-exempt trust or custodial account to which tax-
deductible contributions may be made by individuals with a high deductible health plan. Archer
MSAs provide tax benefits similar to, but generally not as favorable as, those provided by HSAs
for certain individuals covered by high deductible health plans.

The rules relating to Archer MSAs and HSAs are similar. The main differences include:
(1) only self-employed individuals and employees of small employers are eligible to have an
Archer MSA; (2) for MSA purposes, a high deductible health plan is a health plan with (a) an
annual deductible of at least $1,750 and no more than $2,650 in the case of self-only coverage
and at least $3,500 and no more than $5,250 in the case of family coverage and (b) maximum
out-of pocket expenses of no more than $3,500 in the case of self-only coverage and no more
than $6,450 in the case of family coverage;18 and (3) the additional tax on distributions not used
for medical expenses is 15 percent rather than 10 percent.

After 2005, no new contributions can be made to Archer MSAs except by or on behalf of
individuals who previously had Archer MSA contributions and employees who are employed by
a participating employer.

Description of Proposal

In general

The proposal consolidates traditional and Roth IRAs into a single type of account, a
Retirement Savings Account (“RSA”). The proposal also creates a new type of account that can
be used to save for any purpose, a Lifetime Savings Account (“LSA”).

The tax treatment of both RSAs and LSAs is generally similar to that of present-law Roth
IR As; that is, contributions are not deductible and earnings on contributions generally are not
taxable when distributed. The major difference between the tax treatment of LSAs and RSAs is
that all distributions from LSAs are tax free, whereas tax-free treatment of earnings on amounts
in RSAs applies only to distributions made after age 58 or in the event of death or disability.

'® The deductible and out-of-pocket expenses dollar amounts are for 2005. These
amounts are indexed for inflation in $50 increments.
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Retirement Savings Accounts

Under the proposal, an individual may make annual contributions to an RSA up to the
lesser of $5,000'° or the individual’s compensation for the year. As under present-law rules for
IR As, in the case of a married couple, contributions of up to the dollar limit may be made for
each spouse, if the combined compensation of both spouses is at least equal to the total amount
contributed for both spouses. Contributions to an RSA may be made regardless of the
individual’s age or adjusted gross income. Contributions to an RSA may be made only in cash.
Contributions to an RSA are taken into account for purposes of the Saver’s credit. Earnings on
contributions accumulate on a tax-free basis.

Qualified distributions from RSAs are excluded from gross income. Under the proposal,
qualified distributions are distributions made after age 58 or in the event of death or disability.
Distributions from an RSA that are not qualified distributions are includible in income (to the
extent that the distribution exceeds basis) and subject to a 10-percent additional tax. As under
the present-law rules for Roth IRAs, distributions are deemed to come from basis first.

As under the present-law rules for Roth IRAs, no minimum distribution rules apply to an
RSA during the RSA owner’s lifetime. In addition, married individuals may roll amounts over
from an RSA to a spouse’s RSA.

Under the proposal, existing Roth IRAs are renamed RSAs and are subject to the rules for
RSAs. In addition, existing traditional IRAs may be converted into RSAs . The amount
converted is includible in income (except to the extent it represents a return of nondeductible
contributions). No income limits apply to such conversions. For conversions of traditional IRAs
made before January 1, 2007, the income inclusion may be spread ratably over four years. For
conversions of traditional IRAs made on or after January 1, 2007, the income that results from
the conversion is included for the year of the conversion.

Under the proposal, existing traditional IRAs that are not converted to RSAs may not
accept new contributions, other than rollovers from other traditional IRAs or employer-
sponsored retirement plans. New traditional IRAs may be created to accept rollovers from
employer-sponsored retirement plans or other traditional IRAs, but they cannot accept any other
contributions. An individual may roll an amount over directly from an employer-sponsored
retirement plan to an RSA by including the rollover amount (excluding basis) in income, similar
to a conversion to a Roth IRA under present law.

Amounts converted to an RSA from a traditional IRA or an Employer Retirement
Savings Account (“ERSA™)?° are subject to a five-year holding period. If an amount attributable
to such a conversion (other than amounts attributable to a Roth-type account in an ERSA) is
distributed from the RSA before the end of the five-year period starting with the year of the
conversion or, if earlier, the date on which the individual attains age 58, becomes disabled, or

% The contribution limit is indexed for inflation.

20 The proposal relating to ERSAs is discussed in Part II.A.2. of this document.
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dies, an additional 10-percent tax applies to the entire amount. The five-year period is
determined separately for each conversion distribution. To determine the amount attributable to
a conversion, a distribution is treated as made in the following order: (1) regular RSA
contributions; (2) conversion contributions (on a first-in, first-out basis); and (3) earnings. To
the extent a distribution is treated as made from a conversion contribution, it is treated as made
first from the portion, if any, of the conversion contribution that was required to be included in
income as a result of the conversion.

Lifetime Savings Accounts

Under the proposal, an individual may make nondeductible contributions to an LSA of up
to $5,000 annually, regardless of the individual’s age, compensation, or adjusted gross income.
Additionally, individuals other than the LSA owner may make contributions to an LSA. The
contribution limit applies to all LSAs in an individual’s name, rather than to the individuals
making the contributions. Thus, contributors may make annual contributions of up to $5,000
each to the LSAs of other individuals but total contributions to the LSAs of any one individual
may not exceed $5,000 per year. Contributions to LSAs may be made only in cash.
Contributions to an LSA are not taken into account for purposes of the Saver’s credit. Earnings
on contributions accumulate on a tax-free basis.

All distributions from an individual’s LSA are excludable from income, regardless of the
individual’s age or the use of the distribution. As under the present-law rules for Roth IRAs, no
minimum distribution rules apply to an LSA during the LSA owner’s lifetime. In addition,
married individuals may roll amounts over from an LSA to a spouse’s LSA.

Control over an LSA in a minor’s name is to be exercised exclusively for the benefit of
the minor by the minor’s parent or legal guardian acting in that capacity until the minor reaches
the age of majority (determined under applicable state law).

Taxpayers may convert balances in Coverdell education savings accounts and qualified
tuition programs to LSA balances on a tax-free basis before January 1, 2007, subject to certain
limitations. An amount may be rolled over to an individual’s LSA only if the individual was the
beneficiary of the Coverdell education savings account or qualified tuition program as of
December 31, 2004. The amount that can be rolled over to an LSA from a Coverdell education
savings account is limited to the sum of: (1) the amount in the Coverdell education savings
account as of December 31, 2004; and (2) any contributions to and earnings on the account for
2005. The amount that can be rolled over to an LSA from a qualified tuition program is limited
to the sum of: (1) the lesser of $50,000 or amount in the qualified tuition program as of
December 31, 2004; and (2) any contributions to and earnings on the qualified tuition program
for 2005. The total amount rolled over to an individual’s LSAs that is attributable to 2005

?l Total contributions to an LSA for a year may not exceed $5,000, regardless of whether
any distributions are taken from the LSA during the year. The contribution limit is indexed for
inflation.
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contributions for the individual to Coverdell education savings accounts and qualified tuition
programs cannot exceed $5,000 (plus any earnings on such contributions).

Under the proposal, qualified tuition programs continue to exist as separate arrangements
but may be offered in the form of an LSA. For example, State agencies that administer qualified
tuition programs may offer LSAs with the same investment options that are available under the
qualified tuition program. The annual limit on LSA contributions apply to such an LSA, but the
additional reporting requirements applicable to qualified tuition programs under present law do
not apply and distributions for purposes other than education are not subject to Federal tax.?

3

Effective date

The proposal is effective on January 1, 2006.

Analysis

In general

The proposal is intended to accommodate taxpayers’ changing circumstances over time
by providing a new account that taxpayers may use for tax-favored saving over their entire
lifetimes, with no restrictions on withdrawals. The proposal also provides a new account for
individual retirement savings with fewer restrictions on eligibility than present-law IRAs. The
proposal is intended to simplify saving by permitting the consolidation of existing savings
accounts into these accounts and allowing individuals to make contributions to the new accounts
with no limitations based on age or income level.

By providing additional tax incentives for saving, the proposal intends to encourage
additional saving generally.”> By providing a tax-favored savings account with no restrictions on
withdrawals, the proposal intends to encourage additional saving in particular by those who are
reluctant to take advantage of existing tax-preferred savings accounts because of withdrawal
restrictions. Some argue that the national saving rate is too low, and that this is due in part to the
bias of the present-law income tax structure against saving and in favor of current consumption.
By providing tax incentives for saving - specifically, removing the tax on the return to saving -
the present-law income tax structure can be modified to function more like a consumption tax.
Proponents of such tax incentives argue that saving will increase if the return to saving is not
reduced by taxes. Others have argued that saving has not necessarily increased as a result of
existing tax incentives for savings. Some have argued that much existing savings have merely

22 State tax law and qualified tuition program investment options may provide incentives
for savings used for educational purposes.

> The Treasury Department expects that, beginning with the 2007 filing season for
individual income tax returns, taxpayers will be able to direct that a portion of their refunds be
deposited into an LSA or RSA.
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been shifted into tax-favored accounts, and thus do not represent new saving.”* Also, it may be
advantageous to borrow in order to fund tax-favored saving vehicles. To the extent that
borrowing occurs to fund these accounts, no net saving occurs. Ideally, saving incentives should
apply only to net new saving, in order to avoid windfall gains to existing savings. However,
measuring net saving would be difficult in practice.

Others have argued that increasing the return to savings (by not taxing earnings) might
cause some taxpayers actually to save less, as a higher return to savings means that less saving is
necessary to achieve a “target” level of savings at some point in the future.

From an economic perspective, both LSAs and RSAs receive tax treatment generally
equivalent to Roth IRAs. While the taxpayer does not deduct contributions to LSAs, tax is never
paid on the income earned on the investment. The same is generally true for RSAs as long as
amounts are withdrawn in qualified distributions. However, while LSAs and RSAs receive
similar tax treatment to Roth IRAs, the maximum allowable annual contribution is greater than
the amount of contributions currently permitted to Roth IRAs. The increase in the amounts that
may be contributed to tax-preferred savings accounts provides a tax incentive for further saving
for those who have already contributed the maximum to existing tax-favored savings accounts.
However, for taxpayers not already contributing the maximum amounts, the new accounts
provide no additional economic inducement to save, except to the extent that the LSAs 5provide
withdrawal flexibility relative to existing retirement savings vehicles’ age restrictions.’
Opponents of proposals to increase tax-favored saving thus argue that the only beneficiaries are
likely to be wealthy taxpayers with existing savings that will be shifted to the tax-favored
accounts, since most taxpayers have not taken full advantage of existing saving incentives.

RSAs also replace traditional IRAs and thereby eliminate taxpayers’ ability to make
deductible contributions. From an economic perspective, RSAs receive tax treatment generally
equivalent to traditional IRAs to which deductible contributions are made.”® However, some

% Unlike present-law IRAs, an LSA does not require that contributions be no greater
than compensation. Under the proposal, regardless of income, an individual may make
nondeductible annual contributions to an LSA of up to $5,000. To the extent an individual
makes contributions to his or her own LSA that exceed his or her income, then the amounts
transferred in excess of income must represent a transfer of assets from existing savings and not
new savings from forgoing current consumption. Additionally, individuals other than the LSA
owner may make contributions to an LSA.

> Some argue that contributions to deductible IRAs declined substantially after 1986 for
taxpayers whose eligibility to contribute to deductible IRAs was not affected by the income-
related limits introduced in 1986, because financial institutions cut back on promoting
contributions as a result of the general limits on deductibility. Thus, they would argue,
universally available tax-preferred accounts such as LSAs and RSAs will increase saving at all
income levels.

% Whether an RSA and a traditional IRA to which deductible contributions are made are
in fact economically equivalent depends on the difference between the taxpayer’s marginal tax
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would argue that the upfront deduction provides a greater psychological inducement to save, and
that the elimination of traditional IRAs may reduce saving by those who would have been able to
make deductible contributions.

Taxpayers may convert balances under Coverdell education savings accounts and
qualified tuition programs into LSAs on a tax-free basis before January 1, 2007. Under the
proposal, existing balances in Coverdell education savings accounts and existing balances in
qualified tuition programs (up to $50,000) may be converted to LSA balances with no income
tax consequences. This means that pretax earnings accumulated on Coverdell education savings
accounts and qualified tuition program balances that are converted to LSAs may be withdrawn
and spent for purposes other than education without the income tax consequences applicable to
Coverdell education savings account and qualified tuition program distributions that are used for
nonqualifying expenses. Conversion allows the consolidation of saving into a single vehicle for
simplification purposes. However, there is some scope for abuse of this conversion option. A
taxpayer with sufficient resources may effect such a conversion simply to shift more saving into
tax-favored accounts. For example, a taxpayer could transfer $50,000 from an existing qualified
tuition program into an LSA, and then reinvest a different $50,000 into the qualified tuition
program.

The tax treatment of contributions under qualified retirement plans is essentially the same
as that of traditional IR As to which deductible contributions are made. However, the limits on
contributions to qualified plans are much higher than the IRA contribution limits, so that
qualified plans provide for a greater accumulation of funds on a tax-favored basis. A policy
rationale for permitting greater accumulation under qualified plans than IRAs is that the tax
benefits for qualified plans encourage employers to provide benefits for a broad group of their
employees. This reduces the need for public assistance and reduces pressure on the social
security system.

Some argue that offering LSAs and RSAs will reduce the incentive for small business
owners to maintain qualified retirement plans for themselves and their employees. A business
owner can generally contribute more to a qualified plan than the contributions that may be made
to LSAs and RSAs, but only if comparable contributions are made by or on behalf of rank-and-
file employees. The business owner must therefore successfully encourage rank-and-file
employees to contribute to the plan or, in many cases, make matching or nonelective
contributions for rank-and-file employees. The opportunity to contribute $5,000 annually to both
an LSA and an RSA for both the business owner and his or her spouse, without regard to
adjusted gross income or contributions for rank-and-file employees, may be a more attractive
alternative to maintaining a qualified retirement plan. Others argue that many employers

rate in the year contributions are made and the marginal tax rate in the year IRA funds are
withdrawn. When marginal rates decrease over time (because tax rates change generally or
taxpayers fall into lower tax brackets), a traditional IRA to which deductible contributions are
made is more advantageous than an RSA because the traditional IRA permits taxpayer to defer
payment of tax until rates are lower. When marginal tax rates increase over time, an RSA is
more advantageous.
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(including small employers) offer qualified retirement plans to attract and retain high-quality
employees and will continue to do so. Some raise concerns that, as a substitute for a qualified
retirement plan, an employer could selectively choose to pay additional compensation only to
highly compensated employees in the form of contributions to LSAs and RSAs. This may
undermine the principle of promoting savings for rank-and-file employees.

Thus, some argue that the proposal may reduce qualified retirement plan coverage,
particularly in the case of small businesses. Whether any reduced coverage would result in an
overall reduction of retirement security would depend, in part, on the extent to which individuals
who are not covered by a qualified retirement plan instead contribute to the new savings
vehicles.

Complexity

The proposal has elements that may both increase and decrease tax law complexity. On
one hand, the proposal provides new savings options to individuals, which may increase
complexity to the extent that taxpayers open new LSAs and RSAs without consolidating existing
tax-preferred savings into such accounts. In addition, although the proposal relating to RSAs
generally precludes future contributions to traditional IR As, the proposal relating to LSAs does
not preclude future contributions to present-law tax-favored arrangements for certain purposes,
such as Coverdell education savings accounts, qualified tuition programs, and health savings
accounts. On the other hand, the proposal may decrease complexity by permitting consolidation
of tax-favored savings accounts.

Additionally, with respect to future saving, in one respect choices are made easier by the
elimination of the need to decide whether to make deductible or nondeductible IRA contributions
for those taxpayers eligible to contribute to both. However, employer-sponsored qualified
retirement plans generally receive the same tax treatment as traditional IRAs to which deductible
contributions are made (i.e., contributions are not taxable, but distributions are). Therefore, the
increased availability of Roth-type savings vehicles, in terms of eligibility to make contributions
and higher contribution limits, is likely to mean that many more taxpayers will face a choice of
how to balance their savings between deductible and nondeductible savings vehicles.
Nonetheless, the ability to make contributions to LSAs and RSAs without limitations based on
age or income level, the uniform tax treatment of all contributions to LSAs and RSAs, and the
lack of restrictions on LSA withdrawals, are likely to decrease complexity.

Prior Action
The President’s fiscal year 2005 budget proposals included a similar proposal. The
President’s fiscal year 2004 budget proposals included a similar proposal; among the differences

are that in the fiscal year 2004 proposal, the annual dollar limit on contributions to RSAs or to
LSAs was $7,500.
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2. Consolidation of employer-based savings accounts

Present Law

In general

A plan of deferred compensation that meets the qualification standards of the Code (a
qualified retirement plan) is accorded special tax treatment under present law. Employees do not
include contributions in gross income until amounts are distributed, even though the arrangement
is funded and benefits are nonforfeitable. In the case of a taxable employer, the employer is
entitled to a current deduction (within limits) for contributions even though the contributions are
not currently included in an employee’s income. Contributions to a qualified plan (and earnings
thereon) are held in a tax-exempt trust.

Qualified retirement plans may permit both employees and employers to make
contributions to the plan. Under a qualified cash or deferred arrangement (i.e., a section 401(k)
plan), employees may elect to make pretax contributions to a plan. Such contributions are
referred to as elective deferrals. Employees may also make after-tax contributions to a qualified
retirement plan. Employer contributions consist of two types: nonelective contributions and
matching contributions. Nonelective contributions are employer contributions that are made
without regard to whether the employee makes pretax or after-tax contributions. Matching
contributions are employer contributions that are made only if the employee makes
contributions.

Present law imposes a number of requirements on qualified retirement plans that must be
satisfied in order for the plan to be qualified and for the favorable tax treatment to apply. These
requirements include nondiscrimination rules that are intended to ensure that a qualified
retirement plan covers a broad group of employees. Certain of these rules are discussed in more
detail, below.

Qualified retirement plans are broadly classified into two categories, defined benefit
pension plans and defined contribution plans, based on the nature of the benefits provided.
Under a defined benefit plan, benefits are determined under a plan formula, generally based on
compensation and years of service. Benefits under defined contribution plans are based solely
on the contributions (and earnings thereon) allocated to separate accounts maintained for each
plan participant.

In addition to qualified section 401(k) plans, present law provides for other types of
employer-sponsored plans to which pretax employee elective contributions can be made. Many
of these arrangements are not qualified retirement plans, but receive the same tax-favored
treatment as qualified retirement plans. The rules applicable to each type of arrangement vary.
These arrangements include SIMPLE section 401(k) plans, tax-sheltered annuity plans
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(“section 403(b) plans™),*’ governmental eligible deferred compensation plans (“section 457
plans™),”® SIMPLE IRAs,” and salary-reduction simplified employee pensions (“SARSEPs”).*®

Limits on contributions to qualified defined contribution plans

The annual additions under a defined contribution plan with respect to each plan
participant cannot exceed the lesser of (1) 100 percent of the participant’s compensation or (2) a
dollar amount, indexed for inflation ($42,000 for 2005). Annual additions are the sum of
employer contributions,’! employee contributions, and forfeitures with respect to an individual
under all defined contribution plans of the same employer.

Nondiscrimination requirements applicable to qualified retirement plans

The nondiscrimination requirements are designed to ensure that qualified retirement plans
benefit an employer’s rank-and-file employees as well as highly compensated employees.>
Under a general nondiscrimination requirement, the contributions or benefits provided under a
qualified retirement plan must not discriminate in favor of highly compensated employees.”
Treasury regulations provide detailed and exclusive rules for determining whether a plan satisfies
the general nondiscrimination rules. Under the regulations, the amount of contributions or
benefits p3r40vided under the plan and the benefits, rights and features offered under the plan must
be tested.

27 Sec. 403(b).

% Sec. 457.

2% Sec. 408(p).

30 Sec. 408(k).

Elective deferrals are treated as employer contributions for this purpose.

32 For purposes of the nondiscrimination requirements, an employee is treated as highly
compensated if the employee (1) was a five-percent owner of the employer at any time during
the year or the preceding year, or (2) either (a) had compensation for the preceding year in excess
of $95,000 (for 2005) or (b) at the election of the employer had compensation for the preceding
year in excess of $95,000 (for 2005) and was in the top 20 percent of employees by
compensation for such year (sec. 414(q)). A nonhighly compensated employee is an employee
other than a highly compensated employee.

3 Sec. 401(a)(4). A qualified retirement plan of a State or local governmental employer
is not subject to the nondiscrimination requirements.

3% See Treas. Reg. sec. 1.401(a)(4)-1.
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Treasury regulations provide three general approaches to testing the amount of
nonelective contributions provided under a defined contribution plan: (1) design-based safe
harbors; (2) a general test; and (3) cross-testing.> Elective deferrals, matching contributions,
and after-tax employee contributions are subject to separate testing as described below.

Qualified cash or deferred arrangements (section 401(k) plans)

In general

Section 401(k) plans are subject to the rules generally applicable to qualified defined
contribution plans.”® In addition, special rules apply.

As described above, an employee may make elective deferrals to a section 401(k) plan.
The maximum annual amount of elective deferrals that can be made by an individual is $14,000
for 2005.>" An individual who has attained age 50 before the end of the taxable year may also
make catch-up contributions to a section 401(k) plan. As a result, the limit on elective deferrals
is increased for an individual who has attained age 50 by $4,000 for 2005.”® An employee’s
elective deferrals must be fully vested.

Special nondiscrimination tests

A special nondiscrimination test applies to elective deferrals under a section 401(k) plan,
called the actual deferral percentage test or the “ADP” test.”” The ADP test compares the actual
deferral percentages (“ADPs”) of the highly compensated employee group and the nonhighly
compensated employee group. The ADP for each group generally is the average of the deferral
percentages separately calculated for the employees in the group who are eligible to make
elective deferrals for all or a portion of the relevant plan year. Each eligible employee’s deferral

3% See Treas. Reg. sec. 1.401(a)(4)-2(b) and (c) and sec. 1.401(a)(4)-8(b).

3® Except for certain grandfathered plans, a State or local governmental employer may
not maintain a section 401(k) plan.

37 The Economic Growth and Tax Relief Reconciliation Act of 2001 (“EGTRRA”)
increased many of the limits applicable to employer-sponsored retirement plans, generally
effective for years beginning after December 31, 2001. Under EGTRRA, the dollar limit on
elective deferrals increases to $14,000 for 2005 and $15,000 for 2006. After 2006, the limit is
adjusted for inflation in $500 increments. The provisions of EGTRRA generally do not apply for
years beginning after December 31, 2010.

3% The additional amount permitted for catch-up contributions increases to $4,000 for

2005 and $5,000 for 2006. After 2006, the limit is adjusted for inflation in $500 increments.
The catch-up contribution provisions are subject to the general sunset provision of EGTRRA.

3% Sec. 401(k)(3).
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percentage generally is the employee’s elective deferrals for the year divided by the employee’s
compensation for the year.

The plan generally satisfies the ADP test if the ADP of the highly compensated employee
group for the current plan year is either (1) not more than 125 percent of the ADP of the
nonhighly compensated employee group for the prior plan year, or (2) not more than 200 percent
of the ADP of the nonhighly compensated employee group for the prior plan year and not more
than two percentage points greater than the ADP of the nonhighly compensated employee group
for the prior plan year.

Under a safe harbor, a section 401(k) plan is deemed to satisfy the special
nondiscrimination test if the plan satisfies one of two contribution requirements and satisfies a
notice requirement (a “safe harbor section 401(k) plan”).*> A plan satisfies the contribution
requirement under the safe harbor rule if the employer either (1) satisfies a matching contribution
requirement or (2) makes a nonelective contribution to a defined contribution plan of at least
three percent of an employee’s compensation on behalf of each nonhighly compensated
employee who is eligible to participate in the arrangement.

A plan satisfies the matching contribution requirement if, under the arrangement: (1) the
employer makes a matching contribution on behalf of each nonhighly compensated employee
that is equal to (a) 100 percent of the employee’s elective deferrals up to three percent of
compensation and (b) 50 percent of the employee’s elective deferrals from three to five percent
of compensation; and (2) the rate of match with respect to any elective deferrals for highly
compensated employees is not greater than the rate of match for nonhighly compensated
employees. Alternatively, the matching contribution requirement is met if (1) the rate of
matching contribution does not increase as the rate of an employee’s elective deferrals increases,
and (2) the aggregate amount of matching contributions at such rate of employee elective
deferral is at least equal to the aggregate amount of matching contributions that would be made if
matching contributions were made on the basis of the percentages described in the preceding
formula. A plan does not meet the contributions requirement if the rate of matching contribution
with respect to any rate of elective deferral of a highly compensated employee is greater than the
rate of matching contribution with respect to the same rate of elective deferral of a nonhighly
compensated employee.

Nondiscrimination tests for matching contributions and after-tax employee contributions

Employer matching contributions and after-tax employee contributions are also subject to
a special annual nondiscrimination test, the “ACP test”.*! The ACP test compares the actual
contribution percentages (“ACPs”) of the highly compensated employee group and the
nonhighly compensated employee group. The ACP for each group generally is the average of
the contribution percentages separately calculated for the employees in the group who are

% Sec. 401(k)(12).

1 Sec. 401(m).
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eligible to make after-tax employee contributions or who are eligible for an allocation of
matching contributions for all or a portion of the relevant plan year. Each eligible employee’s
contribution percentage generally is the employee’s aggregate after-tax employee contributions
and matching contributions for the year divided by the employee’s compensation for the year.

The plan generally satisfies the ACP test if the ACP of the highly compensated employee
group for the current plan year is either (1) not more than 125 percent of the ACP of the
nonhighly compensated employee group for the prior plan year, or (2) not more than 200 percent
of the ACP of the nonhighly compensated employee group for the prior plan year and not more
than two percentage points greater than the ACP of the nonhighly compensated employee group
for the prior plan year.

A safe harbor section 401(k) plan is deemed to satisfy the ACP test with respect to
matching contributions, provided that (1) matching contributions are not provided with respect to
elective deferrals or after-tax employee contributions in excess of six percent of compensation,
(2) the rate of matching contribution does not increase as the rate of an employee’s elective
deferrals or after-tax contributions increases, and (3) the rate of matching contribution with
respect to any rate of elective deferral or after-tax employee contribution of a highly
compensated employee is no greater than the rate of matching contribution with respect to the
same rate of deferral or contribution of a nonhighly compensated employee.

Tax-sheltered annuities (section 403(b) plans)

Section 403(b) plans are another form of employer-based retirement plan that provide the
same tax benefits as qualified retirement plans. Employers may contribute to such plans on
behalf of their employees, and employees may make elective deferrals. Section 403(b) plans
may be maintained only by (1) tax-exempt charitable organizations, and (2) educational
institutions of State or local governments (including public schools). Some of the rules that
apply to section 403(b) plans are similar to rules applicable to qualified retirement plans.

Contributions to a section 403(b) plan are generally subject to the same contribution
limits applicable to qualified defined contribution plans, including the special limits for elective
deferrals (and catch-up contributions) under a section 401(k) plan. If contributions are made to
both a qualified defined contribution plan and a section 403(b) plan for the same employee, a
single limit applies to the contributions under both plans. Special contribution limits apply to
certain employees under a section 403(b) plan maintained by a church. In addition, additional
elective deferrals are permitted under a plan maintained by an educational organization, hospital,
home health service agency, health and welfare service agency, church or convention of
churches in the case of employees who have completed 15 years of service.

Section 403(b) plans are generally subject to the minimum coverage and general
nondiscrimination rules that apply to qualified defined contribution plans. In addition, employer
matching contributions and after-tax employee contributions are subject to the ACP test.
However, pretax contributions made by an employee under a salary reduction agreement (i.e.,
contributions that are comparable to elective deferrals under a section 401(k) plan) are not
subject to nondiscrimination rules similar to those applicable to section 401(k) plans. Instead, all
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employees generally must be eligible to make salary reduction contributions. Certain employees
may be disregarded for purposes of this rule.*?

Eligible deferred compensation plans of State and local governments (section 457 plans)

Compensation deferred under a section 457 plan of a State or local governmental
employer is includible in income when paid.*> The maximum annual deferral under such a plan
generally is the lesser of (1) $14,000 for 2005 (increasing to $15,000 for 2006) or (2) 100 percent
of compensation. A special, higher limit applies for the last three years before a participant
reaches normal retirement age (the “section 457 catch-up limit”). In the case of a section 457
plan of a governmental employer, a participant who has attained age 50 before the end of the
taxable year may also make catch-up contributions up to a limit of $4,000 for 2005 (increasing to
$5,000 by 2006), unless a higher section 457 catch-up limit applies. Only contributions to
section 457 plans are taken into account in applying these limits; contributions made to a
qualified retirement plan or section 403(b) plan for an employee do not affect the amount that
may be contributed to a section 457 plan for that employee.

SIMPLE retirement plans

Under present law, a small business that employs fewer than 100 employees can establish
a simplified retirement plan called the savings incentive match plan for employees (“SIMPLE”)
retirement plan. A SIMPLE plan can be either an individual retirement arrangement for each
employee (a “SIMPLE IRA”) or part of a section 401(k) plan (a “SIMPLE section 401(k) plan”).

A SIMPLE retirement plan allows employees to make elective deferrals, subject to a limit
of $10,000 for 2005. An individual who has attained age 50 before the end of the taxable year
may also make catch-up contributions to a SIMPLE plan up to a limit of $2,000 for 2005
(increasing to $2,500 for 2006).

Employer contributions to a SIMPLE plan must satisfy one of two contribution formulas.
Under the matching contribution formula, the employer generally is required to match employee
elective contributions on a dollar-for-dollar basis up to three percent of the employee’s
compensation. Under a special rule applicable only to SIMPLE IR As, the employer can elect a
lower percentage matching contribution for all employees (but not less than one percent of each
employee’s compensation). In addition, a lower percentage cannot be elected for more than two
out of any five years. Alternatively, for any year, an employer is permitted to elect, in lieu of
making matching contributions, to make a two percent of compensation nonelective contribution
on behalf of each eligible employee with at least $5,000 in compensation for such year, whether
or not the employee makes an elective contribution.

2" As in the case of a qualified retirement plan, a section 403(b) plan of a State or local
governmental employer is not subject to the nondiscrimination rules.

# Section 457 applies also to deferred compensation plans of tax-exempt entities. Those
plans are not affected by the proposal; only the rules for governmental section 457 plans are
relevant for purposes of this discussion.
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No contributions other than employee elective contributions, required employer matching
contributions or employer nonelective contributions can be made to a SIMPLE plan and the
employer may not maintain any other plan. All contributions to an employee’s SIMPLE account
must be fully vested.

In the case of a SIMPLE IRA, the group of eligible employees generally must include
any employee who has received at least $5,000 in compensation from the employer in any two
preceding years and is reasonably expected to receive $5,000 in the current year. A SIMPLE
IRA is not subject to the nondiscrimination rules generally applicable to qualified retirement
plans. In the case of a SIMPLE section 401(k) plan, the group of employees eligible to
participate must satisfy the minimum coverage requirements generally applicable to qualified
retirement plans. A SIMPLE section 401(k) plan does not have to satisfy the ADP or ACP test
and is not subject to the top-heavy rules. The other qualified retirement plan rules generally

apply.

Salary reduction simplified employee pensions (“SARSEPs”)

A simplified employee pension (“SEP”) is an IRA to which employers may make
contributions up to the limits applicable to defined contribution plans. All contributions must be
fully vested. Any employee must be eligible to participate in the SEP if the employee (1) has
attained age 21, (2) has performed services for the employer during at least three of the
immediately preceding five years, and (3) received at least $450 (for 2005) in compensation
from the employer for the year. Contributions to a SEP generally must bear a uniform
relationship to compensation. For this purpose permitted disparity may be taken into account.

Effective for taxable years beginning before January 1, 1997, certain employers with no
more than 25 employees could maintain a salary reduction SEP (a “SARSEP”) under which
employees could make elective deferrals. The SARSEP rules were generally repealed with the
adoption of SIMPLE plans. However, contributions may continue to be made to SARSEPs that
were established before 1997. Salary reduction contributions to a SARSEP are subject to the
same limit that applies to elective deferrals under a section 401(k) plan (514,000 for 2005,
increasing to $15,000 for 2006). An individual who has attained age 50 before the end of the
taxable year may also make catch-up contributions to a SARSEP up to a limit of $2,000 for 2005
(increasing to $2,500 for 2006).

Designated Roth contributions

There are two general types of individual retirement arrangements (“IRAs”) under
present and prior law: traditional IRAs, to which both deductible and nondeductible
contributions may be made, and Roth IRAs. Individuals with adjusted gross income below
certain levels generally may make nondeductible contributions to a Roth IRA. Amounts held in
a Roth IRA that are withdrawn as a qualified distribution are not includible in income, nor
subject to the additional 10-percent tax on early withdrawals. A qualified distribution is a
distribution that (1) is made after the five-taxable year period beginning with the first taxable
year for which the individual made a contribution to a Roth IRA, and (2) is made after attainment
of age 59-%, is made on account of death or disability, or is a qualified special purpose
distribution (i.e., for first-time homebuyer expenses of up to $10,000). A distribution from a
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Roth IRA that is not a qualified distribution is includible in income to the extent attributable to
earnings, and is subject to the 10-percent tax on early withdrawals (unless an exception applies).

Beginning in 2006, a section 401(k) plan or a section 403(b) plan is permitted to include
a “qualified Roth contribution program” that permits a participant to elect to have all or a portion
of the participant’s elective deferrals under the plan treated as designated Roth contributions.
Designated Roth contributions are elective deferrals that the participant designates (at such time
and in such manner as the Secretary may prescribe) as not excludable from the participant’s
gross income. The annual dollar limit on a participant’s designated Roth contributions is the
same as the limit on elective deferrals, reduced by the participant’s elective deferrals that the
participant does not designate as designated Roth contributions. Designated Roth contributions
are treated as any other elective deferral for certain purposes, including the nondiscrimination
requirements applicable to section 401(k) plans.

A qualified distribution from a participant’s designated Roth contributions account is not
includible in the participant’s gross income. A qualified distribution is a distribution that is made
after the end of a specified nonexclusion period and that is (1) made on or after the date on which
the participant attains age 59-'2, (2) made to a beneficiary (or to the estate of the participant) on
or after the death of the participant, or (3) attributable to the participant’s being disabled.

Description of Proposal

In general

Under the proposal, the various present-law employer-sponsored retirement arrangements
under which individual accounts are maintained for employees and employees may make
contributions are consolidated into a single type of arrangement called an employer retirement
savings account (an “ERSA”). An ERSA is available to all employers and is subject to
simplified qualification requirements.

Emplover Retirement Savings Accounts

In general

The rules applicable to ERSAs generally follow the present-law rules for section 401(k)
plans with certain modifications. Existing section 401(k) plans and thrift plans are renamed
ERSAs and continue to operate under the new rules. Existing section 403(b) plans,
governmental eligible section 457 plans, SARSEPs, and SIMPLE IRAs and SIMPLE section
401(k) plans may be renamed ERSAs and operate under the new rules. Alternatively, such
arrangements may continue to be maintained in their current form, but may not accept any new
employee deferrals or after-tax contributions after December 31, 2006.%

% Special transition rules are to be provided for plans maintained pursuant to collective
bargaining agreements and for plans sponsored by State and local governments.
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Types of contributions and treatment of distributions

An ERSA may provide for an employee to make pretax elective contributions and catch-
up contributions up to the present-law limits applicable to a section 401(k) plan, that is, a limit of
$14,000 for elective deferrals made in 2005 (increasing to $15,000 for 2006) and a limit of
$4,000 for catch-up contributions in 2005 (increasing to $5,000 for 2006). An ERSA may also
allow an employee to designate his or her elective contributions as Roth contributions or to make
other after-tax employee contributions. An ERSA may also provide for matching contributions
and nonelective contributions. Total annual contributions to an ERSA for an employee
(including employee and employer contributions) may not exceed the present-law limit of the
lesser of 100 percent of compensation or $42,000 (as indexed for future years).

Distributions from an ERSA of after-tax employee contributions (including Roth
contributions) and qualified distributions of earnings on Roth contributions are not includible in
income. All other distributions are includible in income.

Nondiscrimination requirements

The present-law ADP and ACP tests are replaced with a single nondiscrimination test. If
the average contribution percentage for nonhighly compensated employees is six percent or less,
the average contribution percentage for highly compensated employees cannot exceed 200
percent of the nonhighly compensated employees’ average contribution percentage. If the
average contribution percentage for nonhighly compensated employees exceeds six percent, the
nondiscrimination test is met. For this purpose, a “contribution percentage” is calculated for
each employee as the sum of employee pretax and after-tax contributions, employer matching
contributions, and qualified nonelective contributions made for the employee, divided by the
employee’s compensation.

A design-based safe harbor is available for an ERSA to satisfy the nondiscrimination test.
Similar to the section 401(k) safe harbor under present law, under the ERSA safe harbor, the plan
must be designed to provide all eligible nonhighly compensated employees with either (1) a fully
vested nonelective contribution of at least three percent of compensation, or (2) fully vested
matching contributions of at least three percent of compensation, determined under one of two
formulas. The ERSA safe harbor provides new formulas for determining required matching
contributions. Under the first formula, matching contributions must be made at a rate of 50
percent of an employee’s elective contributions up to six percent of the employee’s
compensation. Alternatively, matching contributions may be made under any other formula
under which the rate of matching contribution does not increase as the rate of an employee’s
elective contributions increases, and the aggregate amount of matching contributions at such rate
of elective contribution is at least equal to the aggregate amount of matching contributions that
would be made if matching contributions were made on the basis of the percentages described in
the first formula. In addition, the rate of matching contribution with respect to any rate of
elective contribution cannot be higher for a highly compensated employee than for a nonhighly
compensated employee.

A plan sponsored by a State or local government is not subject to the nondiscrimination
requirements. In addition, a plan sponsored by an organization exempt from tax under section
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501(c)(3) is not subject to the ERSA nondiscrimination tests (unless the plan permits after-tax or
matching contributions), but must permit all employees of the organization to participate.

Special rule for small emplovers

Under the proposal, an employer that employed 10 or fewer employees with
compensation of at least $5,000 in the prior year is able to offer an ERSA in the form of
custodial accounts for employees (similar to a present-law IRA), provided the employer’s
contributions satisfy the ERSA design-based safe harbor described above. The option of using
custodial accounts under the proposal provides annual reporting relief for small employers as
well as relief from most fiduciary requirements under the Employee Retirement Income Security
Act of 1974 (“ERISA”) under circumstances similar to the relief provided to sponsors of
SIMPLE IRAs under present law.

Effective date

The proposal is effective for years beginning after December 31, 2005.

Analysis
In general45

An employer’s decision to establish or continue a retirement plan for employees is
voluntary. The Federal tax laws provide favorable tax treatment for certain employer-sponsored
retirement plans in order to further retirement income policy by encouraging the establishment
and continuance of plans that provide broad coverage, including rank-and-file employees. On
the other hand, tax policy is concerned also with the level of tax subsidy provided to retirement
plans. Thus, the tax law limits the total amount that may be provided to any one employee under
a tax-favored retirement plan and includes strict nondiscrimination rules to prevent highly
compensated employees from receiving a disproportionate amount of the tax subsidy provided
with respect to employer-sponsored retirement plans.

The rules governing employer-sponsored retirement plans, particularly the
nondiscrimination rules, are generally regarded as complex. Some have argued that this
complexity deters employers from establishing qualified retirement plans or causes employers to
terminate such plans. Others assert that the complexity of the rules governing employer-
sponsored retirement plans is a necessary byproduct of attempts to ensure that retirement benefits
are delivered to more than just the most highly compensated employees of an employer and to
provide employers, particularly large employers, with the flexibility needed to recognize
differences in the way that employers do business and differences in workforces.

*> For a detailed discussion of complexity issues related to retirement savings, see, Joint
Committee on Taxation, Study of the Overall State of the Federal Tax System and
Recommendations for Simplification, Pursuant to Section 8022(3)(B) of the Internal Revenue
Code of 1986 (JCS-3-01), April 2001.
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Analysis of ERSA proposal

General nondiscrimination test

The special nondiscrimination rules for 401(k) plans are designed to ensure that
nonhighly compensated employees, as well as highly compensated employees, receive benefits
under the plan. The nondiscrimination rules give employers an incentive to make the plan
attractive to lower- and middle-income employees (e.g., by providing a match or qualified
nonelective contributions) and to undertake efforts to enroll such employees, because the greater
the participation by such employees, the more highly compensated employees can contribute to
the plan.

Some argue that the present-law nondiscrimination rules are unnecessarily complex and
discourage employers from maintaining retirement plans. By reducing the complexity associated
with ADP and ACP testing and reducing the related compliance costs associated with a plan, the
proposal arguably makes employers more likely to offer retirement plans, thus increasing
coverage and participation. Others argue that the present-law section 401(k) safe harbor already
provides a simplified method of satisfying the nondiscrimination requirements without the need
to run the ADP and ACP tests. Some also point out that the proposal allows a greater differential
in the contribution rates for highly and nonhighly compensated employees under an ERSA than
the present-law rules for section 401(k) plans. They argue that this weakens the
nondiscrimination rules by enabling employers to provide greater contributions to highly paid
employees than under present law without a corresponding increase in contributions for rank-
and-file employees. They also argue that the proposal reduces the incentive for employers to
encourage nonhighly compensated employees to participate in the plan, which could result in
lower contributions for rank-and-file employees. On the other hand, others believe that allowing
contributions to favor highly paid employees more than under present law is appropriate in order
to encourage employers to maintain plans that benefit rank-and-file employees.

ERSA safe harbor

The present-law safe harbors for elective deferrals and matching contributions were
designed to achieve the same objectives as the special nondiscrimination tests for these amounts,
but in a simplified manner. The alternative of a nonelective contribution of three percent ensures
a minimum benefit for all employees covered by the plan, while the alternative of matching
contributions at a higher rate (up to four percent) was believed to be sufficient incentive to
induce participation by nonhighly compensated employees. It was also hoped that the safe
harbors would reduce the complexities associated with qualified plans, and induce more
employers to adopt retirement plans for their employees.

To the extent that the ERSA safe harbor requires an employee’s elective deferrals to be
matched at only a 50 percent rate and requires a total of only three percent in matching
contributions, some argue that the proposal not only weakens the matching contribution
alternative under the safe harbor, but also makes that alternative clearly less expensive for the
employer than the nonelective contribution alternative, thereby reducing the incentive for an
employer to provide nonelective contributions. In addition, because, as under the present-law
safe harbor, the matching contribution alternative is satisfied by offering matching contributions
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(without regard to the amount actually provided to nonhighly compensated employees), some
argue that employers may no longer have a financial incentive to encourage employees to
participate. This may reduce participation by rank-and-file employees. The argument may also
be made that the matching contribution requirement under the ERSA safe harbor is less rigorous
than the matching contribution requirement that applies to a SIMPLE plan under present law,
even though an ERSA is not subject to the limitations on SIMPLE arrangements (i.c.,
contributions are subject to lower limits and SIMPLEs are available only to small employers).
On the other hand, some believe that the present law safe harbor for section 401(k) plans has
failed to provide an adequate incentive for employers to offer retirement plans to their employees
and further incentive is needed. Some argue that the proposal makes the safe harbor more
attractive for employers, especially small employers, and will thus increase coverage and
participation.

Consolidation of various types of emplover-sponsored plans

One of the sources of complexity in the present-law rules relating to employer-sponsored
retirement plans is the existence of numerous vehicles with similar purposes but different rules.*
Thus, employers desiring to adopt a retirement plan must determine which vehicles are available
to that employer and which of the various vehicles available it wishes to adopt. This
determination may entail a costly and time-consuming analysis and comparison of a number of
different types of plans. By providing only one type of defined contribution plan to which
employee contributions may be made, i.e., an ERSA, the proposal makes it easier for employers
to determine whether to adopt a plan and what type of plan to provide. Having a single type of
plan may also make it easier for employees to understand their retirement benefits, particularly
when employees change jobs.

On the other hand, many employers already have plans and are familiar with the present-
law rules applicable to their plans. Converting a present-law arrangement to an ERSA will
involve administrative costs, which some employers may not view as commensurate with
simplification benefits.

Many view the different rules for different types of plans as largely historical in nature
and as adding complexity without serving an overriding policy objective. On the other hand,
some argue that the differences in the rules serve different employment objectives and policies of
different types of employers.

Some may be concerned that the proposal, in combination with the proposals for
expanded individual savings opportunities (i.e., Lifetime Savings Accounts and Retirement

* This issue is discussed in Joint Committee on Taxation, Study of the Overall State of
the Federal Tax System and Recommendations for Simplification, Pursuant to Section
8022(3)(B) of the Internal Revenue Code of 1986 (JCS-3-01), April 2001. See Vol. II, Part
L A.1. (General simplification issues, at 149-150), and Part III.C.5. (Sources of Complexity,
at 186) and in Joint Committee on Taxation, Options to Improve Tax Compliance and Reform
Tax Expenditures (JCS-02-05), Jan. 2005, Part IV.E, at 122-129.
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Savings Accounts), will further reduce the incentive for small employers to offer retirement
plans to their employees.*’ Although higher contributions may be made to an employer-
sponsored retirement plan than to these other arrangements, comparable contributions must be
made by or on behalf of rank-and-file employees. The opportunity to contribute $5,000 a year to
both a Lifetime Savings Account and a Retirement Savings Account for both the business owner
and his or her spouse, without regard to adjusted gross income or contributions for rank-and-file
employees, may be a more attractive alternative to maintaining a qualified retirement plan. On
the other hand, the excludability of ERSA contributions and the availability of the ERSA safe
harbor, coupled with the higher contribution levels permitted under a qualified plan, may be
viewed as providing an adequate incentive for a small employer to establish an ERSA.

Prior Action

The President’s fiscal years 2004 and 2005 budget proposals included similar proposals.
In addition, the President’s fiscal year 2004 budget included several proposals to simplify the
rules for defined contribution plans generally.

3. Individual development accounts
Present Law

Individual development accounts were first authorized by the Personal Work and
Responsibility Act of 1996. In 1998, the Assets for Independence Act established a five-year
$125 million demonstration program to permit certain eligible individuals to open and make
contributions to an individual development account. Contributions by an individual to an
individual development account do not receive a tax preference but are matched by contributions
from a State program, a participating nonprofit organization, or other “qualified entity.” The IRS
has ruled that matching contributions by a qualified entity are a gift and not taxable to the
account owner.”® The qualified entity chooses a matching rate, which must be between 50 and
400 percent. Withdrawals from individual development account can be made for certain higher
education expenses, a first home purchase, or small business capitalization expenses. Matching
contributions (and earnings thereon) typically are held separately from the individuals’
contributions (and earnings thereon) and must be paid directly to a mortgage provider,
educational institution, or business capitalization account at a financial institution. The
Department of Health and Human Services administers the individual development account
program.

*" The proposals relating to Lifetime Savings Accounts and Retirement Savings
Accounts are discussed in Part I1.A.1. of this document.

8 Rev. Rul. 99-44, 1999-2 C.B. 549.
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Description of Proposal

The proposal provides a nonrefundable tax credit for a qualified entity (i.e., qualified
financial institutions, qualified nonprofit organizations, and qualified Indian tribes)*’ that has an
individual development account program in a taxable year. The tax credit equals the amount of
matching contributions made by the eligible entity under the program (up to $500 per account
per year) plus $50 for each individual development account maintained during the year under the
program. Except in the first year that each account is open, the $50 credit is available only for
accounts with a balance of more than $100 at year-end. The amount of the credit is adjusted for
inflation after 2007. The $500 amount is rounded to the nearest multiple of twenty dollars. The
$50 amount is rounded to the nearest multiple of five dollars. No deduction or other credit is
available with respect to the amount of matching funds taken into account in determining the
credit.

The credit applies with respect to the first 900,000 individual development accounts
opened after December 31, 2006 and before January 1, 2012, and with respect to matching funds
for participant contributions that are made after December 31, 2006, and before January 1, 2014.

Nonstudent U.S. citizens or legal residents between the ages of 18 and 60 (inclusive) who
are not dependents of a taxpayer and who meet certain income requirements are eligible to open
and contribute to an individual development account. The income limit is modified adjusted
gross income of $20,000 for single filers, $40,000 for joint filers, and $30,000 for head-of-
household filers.”® Eligibility in a taxable year is based on the previous year’s modified adjusted
gross income and circumstances (e.g., status as a student). Modified adjusted gross income is
adjusted gross income, plus certain items that are not includible in gross income. The proposal
does not specify which items are to be added. The income limits are adjusted for inflation after
2007. This amount is rounded to the nearest multiple of 50 dollars.

Under the proposal, an individual development account must: (1) be owned by the
eligible individual for whom the account was established; (2) consist only of cash contributions;
(3) be held by a person authorized to be a trustee of any individual retirement account under
section 408(a)(2)); and (4) not commingle account assets with other property (except in a
common trust fund or common investment fund). These requirements must be reflected in the
written governing instrument creating the account. The entity establishing the program is
required to maintain separate accounts for the individual’s contributions (and earnings therein)
and matching funds and earnings thereon.

* If the qualified entity is tax-exempt, other persons may claim the credit as provided for
in Treasury regulations.

> Married taxpayers filing separate returns are not eligible to open an IDA or to receive
matching funds for an IDA that is already open.
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Contributions to individual development accounts by individuals are not deductible and
earnings thereon are taxable to the account holder. Matching contributions and earnings thereon
are not taxable to the account holder.

The proposal permits individuals to withdraw amounts from an individual development
account for qualified expenses of the account owner, owner’s spouse, or dependents.
Withdrawals other than for qualified expenses (“nonqualified” withdrawals) may not be made
from the portion of the accounts attributable to the matching contributions before the account
owner attains age 61. In addition, nonqualified withdrawals from the portion of the account
attributable to the individual contributions may result in forfeiture of some or all of the amounts
attributable to matching contributions. Qualified expenses include: (1) qualified higher
education expenses (as generally defined in section 529(e)(3); (2) first-time homebuyer costs (as
generally provided in section 72 (t)(8); (3) business capitalization or expansion costs
(expenditures made pursuant to a business plan that has been approved by the financial
institution, nonprofit, or Indian tribe); (4) rollovers of the balance of the account (including the
parallel account) to another individual development account for the benefit of the same owner;
and (5) final distributions in the case of a deceased account owner. Withdrawals for qualified
home and business capitalization expenses must be paid directly to another financial institution.
Withdrawals for qualified educational expenses must be paid directly to the educational
institution. Such withdrawals generally are not permitted until the account owner completes a
financial education course offered by a qualified financial institution, qualified nonprofit
organization, qualified Indian tribe or governmental entity. The Secretary of the Treasury (the
“Secretary”) is required to establish minimum standards for such courses. Withdrawals for
nonqualified expenses may result in the account owner’s forfeiture of some amount of matching
funds.

The qualified entity administering the individual development account program is
generally required to make quarterly payments of matching funds on a dollar-for-dollar basis for
the first $500 contributed by the account owner in a taxable year. This dollar amount is adjusted
for inflation after 2007. Matching funds may be provided also by State, local, or private sources.
Balances of the individual development account and parallel account are reported annually to the
account owner. If an account owner ceases to meet eligibility requirements, matching funds
generally are not contributed during the period of ineligibility. Any amount withdrawn from a
parallel account is not includible in an eligible individual’s gross income or the account
sponsor’s gross income.

Qualified entities administering a qualified program are required to report to the
Secretary that the program is administered in accordance with legal requirements. If the
Secretary determines that the program is not so operated, the Secretary has the power to
terminate the program. Qualified entities also are required to report annually to the Secretary
information about: (1) the number of individuals making contributions to individual
development accounts; (2) the amounts contributed by such individuals; (3) the amount of
matching funds contributed; (4) the amount of funds withdrawn and for what purpose;

(5) balance information; and (6) any other information that the Secretary deems necessary.

The Secretary is authorized to prescribe necessary regulations, including rules to permit
individual development account program sponsors to verify eligibility of individuals seeking to
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open accounts. The Secretary is also authorized to provide rules to recapture credits claimed
with respect to individuals who forfeit matching funds.

Effective date.—The proposal is effective for taxable years ending after December 31,
2006, and beginning before January 1, 2014.

Analysis

Policy issues

The proposal is intended to encourage individuals to save by providing a subsidy to
saving. Proponents argue that many individuals have sufficiently low income that saving is
difficult, and that the subsidy will help these individuals to accumulate savings, as well as to
become more financially literate through the programs required to be provided by the eligible
entities that may offer IDAs.

Opponents may argue that the generosity of the subsidy, which provides an immediate
100 percent return to the individual’s contribution, makes the program more like an income
transfer program and does not provide a realistic picture of the normal returns to saving. Others
note that the cap on the number of accounts to which the credit applies creates the potential for
unequal tax treatment of similarly situated individuals, and may effectively allow financial and
other eligible institutions to pick and choose among potential beneficiaries of the individual
development account program. Additionally, individuals without ready access to eligible
institutions are disadvantaged with respect to the ability to benefit under the proposal.

Complexity issues

In general, adding a new credit to the tax law will tend to increase the complexity of the
tax law and will require additional Treasury or other Governmental resources to be devoted to
administration of the provisions and to enforcement activities. The individual development
account proposal requires additional record keeping by financial institutions benefiting from the
credit and also by account holders. The annual reporting requirements of the individual
development account program will increase the paperwork burden on individuals and financial
institutions utilizing the provision. Arguably, the proposal will also add complexity in that it will
increase the number of savings incentives in the tax law, each with different requirements. Some
might argue that consolidation of these incentives will serve to simplify tax law and tax
administration.

Prior Action

Similar proposals were included in the President’s fiscal year 2002, 2003, 2004, and 2005
budget proposals.

H.R. 7, the “Community Solutions Act of 2001,” as passed by the House of
Representatives on July 19, 2001, included a similar proposal.
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B. Health Care Provisions
1. Refundable tax credit for the purchase of health insurance

Present Law

In general

Present law contains a number of provisions dealing with the Federal tax treatment of
health expenses and health insurance coverage. The tax treatment of health insurance expenses
depends on whether a taxpayer is covered under a health plan paid for by an employer, whether
an individual has self-employment income, or whether an individual itemizes deductions and has
medical expenses that exceed a certain threshold. The tax benefits available with respect to
health care expenses also depends on the type of coverage.

Exclusion for emplover-provided coverage

In general, employer contributions to an accident or health plan are excludable from an
employee’s gross income (and wages for employment tax purposes).”’ This exclusion generally
applies to coverage provided to employees (including former employees) and their spouses,
dependents, and survivors. Benefits paid under employer-provided accident or health plans are
also generally excludable from income to the extent they are reimbursements for medical care.’
If certain requirements are satisfied, employer-provided accident or health coverage offered
under a cafeteria plan is also excludable from an employee’s gross income and wages.” A
cafeteria plan allows employees to choose between cash and certain nontaxable benefits,
including health coverage. Through the use of a cafeteria plan, employees can pay for health
coverage on a salary reduction basis.

Present law provides for two general employer-provided arrangements that can be used to
pay for or reimburse medical expenses of employees on a tax-favored basis: flexible spending
arrangements (“FSAs”) and health reimbursement arrangements (“HRAs”). While these
arrangements provide similar tax benefits (i.e., the amounts paid under the arrangements for
medical care are excludable from gross income and wages for employment tax purposes), they
are subject to different rules. A main distinguishing feature between the two arrangements is that
while FSAs are generally part of a cafeteria plan and contributions to FSAs are made on a salary

>l Secs. 106, 3121()(2), and 3306(b)(2).

52 Sec. 105. In the case of a self-insured medical reimbursement arrangement, the
exclusion applies to highly compensated employees only if certain nondiscrimination rules are
satisfied. Sec. 105(h). Medical care is defined as under section 213(d) and generally includes
amounts paid for qualified long-term care insurance and services.

3 Secs. 125, 3121(a)(5)(G), and 3306(b)(5)(G). Long-term care insurance and services
may not be provided through a cafeteria plan.
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reduction basis, HRAs cannot be part of a cafeteria plan and contributions cannot be made on a
salary-reduction basis.>® In addition, amounts in an HRA may be used to purchase insurance as
well as to reimburse expenses not covered by insurance, while amounts in an FSA cannot be
used for insurance, but are used to pay for expenses not coverage by insurance.

Deduction for health insurance expenses of self-emploved individuals

The exclusion for employer-provided health coverage does not apply to self-employed
individuals. However, under present law, self-employed individuals (i.e., sole proprietors or
partners in a partnership)’ are entitled to deduct 100 percent of the amount paid for health
insurance for themselves and their spouse and dependents for income tax purposes.*®

Itemized deduction for medical expenses

Under present law, individuals who itemize deductions may deduct amounts paid during
the taxable year for health insurance (to the extent not reimbursed by insurance or otherwise) for
the taxpayer, the taxpayer’s spouse, and dependents, only to the extent that the taxpayer’s total
medical expenses, including health insurance premiums, exceeds 7.5 percent of the taxpayer’s
adjusted gross income.’’

Health care tax credit

Under the Trade Adjustment Assistance Reform Act of 2002,® certain individuals are
eligible for the health coverage tax credit (“HCTC”). The HCTC is a refundable tax credit for 65
percent of the cost of qualified health coverage paid by an eligible individual. In general,
eligible individuals are individuals receiving a trade adjustment allowance (and individuals who
would be eligible to receive such an allowance but for the fact that they had not exhausted their
regular unemployment benefits), individuals eligible for the alternative trade adjustment
assistance program, and individuals over age 55 and receiving pension benefits from the Pension
Benefit Guaranty Corporation. The credit is available for “qualified health insurance,” which
includes certain employer-based insurance, certain State-based insurance, and in some cases,

54 Notice 2002-45, 2002-28 LR.B. 93 (July 15, 2002); Rev. Rul. 2002-41, 2002-28 L.R.B.
75 (July 15, 2002).

> Self-employed individuals include more than two-percent shareholders of S
corporations who are treated as partners for purposes of fringe benefit rules pursuant to section
1372.

¢ Sec. 162(1). The deduction does not apply for self-employment tax (SECA) purposes.

57 Sec. 213. The adjusted gross income percentage is 10 percent for purposes of the
alternative minimum tax. Sec. 56(b)(1)(B).

58 Pub. L. No. 107-210, secs. 201(a), 202 and 203 (2002).
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insurance purchased in the individual market. The credit is available on an advance basis
through a program established by the Secretary.

Health savings accounts

In general

The Medicare Prescription Drug, Improvement, and Modernization Act of 2003 allows
individuals with a high deductible health plan (and no other health plan other than a plan that
provides certain permitted coverage) to establish a health savings account (“HSA”). An HSA is
a tax-exempt trust or custodial account. In general, HSAs provide tax-favored treatment for
current medical expenses as well as the ability to save on a tax-favored basis for future medical
expenses.

Eligible individuals

Eligible individuals for HSAs are individuals who are covered by a high deductible
health plan and no other health plan that is not a high deductible health plan and which provides
coverage for any benefit which is covered under the high deductible health plan. Individuals
entitled to benefits under Medicare are not eligible to make contributions to an HSA. Eligible
individuals do not include individuals who may be claimed as a dependent on another person’s
tax return. An individual with other coverage in addition to a high deductible health plan is still
eligible for an HSA if such other coverage is certain permitted insurance or permitted coverage.®

A high deductible health plan is a health plan that has a deductible for 2005 that is at least
$1,000 for self-only coverage or $2,000 for family coverage and that has an out-of-pocket
expense limit that is no more than $5,100 in the case of self-only coverage and $12,000 in the
case of family coverage.®’ A plan is not a high deductible health plan if substantially all of the
coverage is for permitted coverage or coverage that may be provided by permitted insurance, as
described above. A plan does not fail to be a high deductible health plan by reason of failing to
have a deductible for preventive care.

> Pub. L. No. 108-173 (2003).

5 permitted insurance is: (1) insurance if substantially all of the coverage provided under
such insurance relates to (a) liabilities incurred under worker’s compensation law, (b) tort
liabilities, (c) liabilities relating to ownership or use of property (e.g., auto insurance), or (d) such
other similar liabilities as the Secretary may prescribe by regulations; (2) insurance for a
specified disease or illness; and (3) insurance that provides a fixed payment for hospitalization.
Permitted coverage is coverage (whether provided through insurance or otherwise) for accidents,
disability, dental care, vision care, or long-term care.

1 The limits are indexed for inflation.
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Tax treatment of and limits on contributions

Contributions to an HSA by or on behalf of an eligible individual are deductible (within
limits) in determining adjusted gross income (i.e., “above-the-line”) of the individual. In
addition, employer contributions to HSAs (including salary reduction contributions made
through a cafeteria plan) are excludable from gross income and wages for employment tax
purposes. The maximum aggregate annual contribution that can be made to an HSA is the lesser
of (1) 100 percent of the annual deductible under the high deductible health plan, or (2) the
maximum deductible permitted under an Archer MSA high deductible health plan under present
law, as adjusted for inflation. For 2005, the amount of the maximum deductible under an Archer
MSA high deductible health plan is $2,650 in the case of self-only coverage and $5,250 in the
case of family coverage. The annual contribution limits are increased for individuals who have
attained age 55 by the end of the taxable year. In the case of policyholders and covered spouses
who are age 55 or older, the HSA annual contribution limit is greater than the otherwise
applicable limit by $600 in 2005, $700 in 2006, $800 in 2007, $900 in 2008, and $1,000 1n 2009
and thereafter.

An excise tax applies to contributions in excess of the maximum contribution amount for
the HSA. If an employer makes contributions to employees’ HSAs, the employer must make
available comparable contributions on behalf of all employees with comparable coverage during
the same period.

Taxation of distributions

Distributions from an HSA for qualified medical expenses of the individual and his or her
spouse or dependents generally are excludable from gross income. Qualified medical expenses
generally are defined as under section 213(d). Qualified medical expenses do not include
expenses for insurance other than for (1) long-term care insurance, (2) premiums for health
coverage during any period of continuation coverage required by Federal law, (3) premiums for
health care coverage while an individual is receiving unemployment compensation under Federal
or State law, or (4) in the case of an account beneficiary who has attained the age of Medicare
eligibility, health insurance premiums for Medicare, other than premiums for Medigap policies.
Such qualified health insurance premiums include, for example, Medicare Part A and Part B
premiums, Medicare HMO premiums, and the employee share of premiums for employer-
sponsored health insurance including employer-sponsored retiree health insurance.

For purposes of determining the itemized deduction for medical expenses, distributions
from an HSA for qualified medical expenses are not treated as expenses paid for medical care
under section 213. Distributions from an HSA that are not for qualified medical expenses are
includible in gross income. Distributions includible in gross income are also subject to an
additional 10-percent tax unless made after death, disability, or the individual attains the age of
Medicare eligibility (i.e., age 65).

Archer MSAS

Like HSAs, an Archer MSA is a tax-exempt trust or custodial account to which tax-
deductible contributions may be made by individuals with a high deductible health plan. Archer
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MSAs provide tax benefits similar to, but generally not as favorable as, those provided by HSAs
for certain individuals covered by high deductible health plans.

The rules relating to Archer MSAs and HSAs are similar. The main differences include:
(1) only self-employed individuals and employees of small employers are eligible to have an
Archer MSA; (2) for MSA purposes, a high deductible health plan is a health plan with (a) an
annual deductible of at least $1,750 and no more than $2,650 in the case of self-only coverage
and at least $3,500 and no more than $5,250 in the case of family coverage and (b) maximum
out-of pocket expenses of no more than $3,500 in the case of self-only coverage and no more
than $6,450 in the case of family coverage;62 (3) higher contributions may be made to HSAs, and
(4) the additional tax on distributions not used for medical expenses is 15 percent rather than 10
percent.

After 2005, no new contributions can be made to Archer MSAs except by or on behalf of
individuals who previously had Archer MSA contributions and employees who are employed by
a participating employer.

Description of Proposal

The proposal provides a refundable tax credit for health insurance (“health insurance tax
credit” or “HITC”) purchased by individuals who are under age 65 and do not participate in a
public or employer-provided health plan. The maximum annual amount of the credit is 90
percent of premiums, up to a maximum premium of $1,111 per adult and $556 per child (for up
to two children). These dollar amounts are indexed in accordance with the medical care
component of the Consumer Price Index based on all-urban consumers. Thus, the maximum
annual credit (prior to any indexing of the premium limits) is $1,000 per adult and $500 per child
(up to two children), for a total possible maximum credit of $3,000 per tax return.

The 90 percent credit rate is phased-down for higher income taxpayers. Individual
taxpayers filing a single return with no dependents and modified adjusted gross income of
$15,000 or less are eligible for the maximum credit rate of 90 percent. The credit percentage for
individuals filing a single return with no dependents is phased-down ratably from 90 percent to
50 percent for modified adjusted gross income between $15,000 and $20,000, and phased-out
completely at modified adjusted gross income of $30,000.

Other taxpayers with modified adjusted gross income up to $25,000 are eligible for the
maximum credit rate of 90 percent. The credit percentage is phased-out ratably for modified
adjusted gross income between $25,000 and $40,000 if the policy covers only one adult, and for
modified adjusted gross income between $25,000 and $60,000 if the policy (or policies) covers
more than one adult.

Taxpayers may not claim the present-law HCTC and this credit for the same coverage
period. In addition, taxpayers may not claim the HITC for the same period as they claim the

62 The deductible and out-of-pocket expenses dollar amounts are for 2005. These
amounts are indexed for inflation in $50 increments.
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above-the-line deduction for high deductible health plan premiums included in the President’s
fiscal year 2005 budget proposal.

If the health insurance purchased by an individual qualifies as a high deductible health
plan under the HSA rules, the individual may elect to have 30 percent of the credit contributed in
a special HSA (or in a special account in the individual’s HSA). The rules applicable to HSAs
would apply to the special HSA (or special account), except that withdrawals that exceed
qualified medical expenses would be subject to a tax equal to 100 percent of the amount
withdrawn. The 30-percent credit would be counted toward the HSA contribution limit.

The credit can be claimed on the individual’s tax return or on an advanced basis, as part
of the premium payment process, by reducing the premium amount paid to the insurer. After
implementation of the advanced payment option, the benefit of the credit will be available at the
time that the individual purchases health insurance, rather than later when the individual files his
or her tax return the following year. Health insurers will be reimbursed by the Department of the
Treasury for the amount of the credit. Eligibility for the advanced credit option is based on the
individual’s prior year return and there is no reconciliation on the current year return.

Policies eligible for the credit have to meet certain requirements, including coverage for
high medical expenses.” Qualifying health insurance can be purchased through the non-group
insurance market, private purchasing groups, State-sponsored insurance purchase pools, and
State high-risk pools.®*

At the option of States, after December 31, 2006, the credit can be used by certain
individuals not otherwise eligible for public health insurance programs to buy into privately
contracted State-sponsored purchasing groups (such as Medicaid or SCHIP purchasing pools for
private insurance or State government employee programs for States in which Medicaid or
SCHIP does not contract with private plans). States can provide additional contributions to
individuals who purchase insurance through such purchasing groups. The maximum State
contribution is $2,000 per adult (for up to two adults) for individuals with incomes up to 133
percent of the poverty level. The maximum State contribution is phased-down ratably, reaching
$500 per adult at 200 percent of the poverty level. Individuals with income above 200 percent of
the poverty level are not eligible for a State contribution. States are not allowed to offer any
other explicit or implicit cross subsidies.

Effective date.—The credit is effective for taxable years beginning after December 31,
2005. The advanced payment option is to be available beginning July 1, 2007.

% The proposal does not include details regarding the requirements policies must satisfy.

6 A separate part of the budget provides for $4 billion in Federal grants to States to
establish purchasing pools.
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Analysis
Policy issues

In general

The proposal is intended to provide an incentive to uninsured individuals to purchase
health insurance by providing assistance in paying premiums. Proponents of the proposal argue
that the proposal will enable low-income individuals to purchase health insurance, thereby
reducing the number of uninsured individuals.

Opponents of the credit argue that it is not sufficient to make insurance affordable for
many individuals and thus would not be utilized by many uninsured. For example, the credit
may not improve the opportunity for coverage in the individual market for the elderly and
individuals with chronic health problems if coverage is too expensive, even with the credit. In
addition, opponents of the credit question whether the amount of the credit will be sufficient to
allow many low-income individuals, regardless of age or health status, to purchase adequate
health insurance coverage. They argue that the credit is too low to allow individuals to purchase
a policy other than a very minimal policy, and that those most likely to benefit from the credit
will be insurers. Proponents counter that the credit level is sufficient, and that individuals who
purchase insurance as a result of the credit will be better off than they would be without
insurance.

Some opponents are also concerned about the focus of the credit on insurance purchased
in the individual market. They believe the individual market does not presently offer sufficient
protections to purchasers, and that any credit for the purchase of coverage in the individual
market should only be adopted if accompanied by market reforms that ensure such protection.

The proposal addresses some of the present-law differences in tax treatment between
employer-subsidized health insurance and insurance purchased by individuals. Critics of the
proposal argue that providing a credit for the purchase of health insurance undermines the
current employment-based health insurance system by encouraging healthier individuals who can
obtain less expensive coverage in the individual market to leave the employee pool, thus
increasing the cost of insurance for the employees remaining in the pool. Further, some argue
that the existence of the tax credit could cause some employers to not offer health benefits for
their employees. This could cause the insurance market to turn into a predominantly individual
market, which could result in an increase in the cost of health coverage for some individuals.

Others argue that the design of the credit will not cause employees to leave employers’
plans, as the credit is targeted to low-income individuals who are less likely to have employer-
provided health insurance. Additionally, the subsidy rate is phased out as income increases and
there is a cap on the premium eligible for the subsidy.

Because of the limit on the number of children per family eligible for the credit, families
with more than two children will receive a smaller benefit under the proposal. For example, a
married couple with two children could be eligible for a credit up to $3,000, while a single parent
with three children could be eligible for a maximum credit of only $2,000.

41



Some argue that the objective of the proposal to increase health insurance would be better
served under a direct spending program, especially because the credit is refundable and does not
require that the individual pay tax. Those opponents to the credit argue that expanding public
programs would be a better alternative because such expansion would make health insurance
coverage more affordable and accessible. On the other hand, a spending program may provide
less individual choice of health insurance options.

Advanced payment mechanism

The advanced payment feature of the credit raises numerous issues. The main argument
in favor of providing the credit on an advanced basis is that many of the intended recipients
might not be able to purchase insurance without the advanced credit. Because advancing the
credit merely changes the timing of payment and does not reduce the cost of insurance (except
for the time value of money), this argument is best understood not as making the insurance
affordable, as is often stated, but rather in making it available to those who would not otherwise
be able to arrange the financing to pay for the insurance in advance of receiving the credit.
Given the target population of the credit, it might reasonably be argued that for many potential
users of the credit, other financing mechanisms, such as credit cards, loans from relatives or
friends, personal savings, etc., would not be available, or would not be used even if available,
and the best way to encourage individuals to buy insurance would be to provide the credit in
advance, at the time of purchase of the insurance.

Some argue that the mechanism for delivering the credit on an advanced basis is not
effective. For example, basing eligibility on the prior year’s income raises issues. Using prior
year information may make the advanced payment option easier to administer, however, using
the prior year data and not requiring reconciliation means that the credit will in some cases not
reach those intended to receive it. For example, individuals can have low income in the current
year when they need assistance in purchasing health insurance, but prior year income that is too
high to qualify for the advanced payment of the credit. Such individuals are not eligible to
receive the credit on the advanced basis and in many cases, because of their decreased income,
will remain uninsured.

Some argue that the advanced payment mechanism of the proposal is flawed because an
individual could receive the credit as an advanced payment based on the prior year’s income,
even though ineligible for the credit because of the current year’s income. Because there is no
reconciliation required on the current year return, such individual is not required to repay the
amount of the advanced payment of the credit to the government. For example, a recently
graduated student could have current year income of over $100,000, but prior year income of
less than $15,000 because the individual was in school on a full-time basis. Such individual
could be entitled to the $1,000 advanced payment of the credit even though the current year
income exceeds the credit income limitation. Thus, using prior year income may result in
inefficiency regarding delivery of the credit to the intended target population.

Using current year data or requiring reconciliation would reduce this problem. Using
current year data could, however, create other issues, such as complicating the mechanics of the
advanced payment system and enforcement issues. For example, it may be difficult in some
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cases to collect the additional tax owed by people who erroneously claimed the advance credit.
Experience with the earned income credit shows that this could be the case.

The fact that the tax credit is refundable could lead to fraud and abuse by taxpayers, as it
may be difficult for the IRS to successfully enforce against taxpayers claiming the credit even
though ineligible. Similar to the earned income credit, it would be difficult for the IRS to timely
detect fraudulent refunds issued to taxpayers.

Complexity issues

Creating a new tax credit adds complexity to the Code. By providing additional options
to individuals, the proposal may increase complexity because individuals will have to determine
which option is best for them. A new tax credit will increase complexity in IRS forms and
instructions, by requiring new lines on several tax forms and additional information in
instructions regarding the tax credit. The new credit would also require IRS programming
modifications. Taxpayers covered by high-deductibles plans that are not part of a public or
employer-provided plan will need to calculate their tax liability twice to determine whether the
proposed credit exceeds the value of the alternative premium deduction (as provided in the
President’s fiscal year 2006 budget proposal).

Additionally, the credit adds new phase-outs to the numerous existing phase-outs in the
Code, which increases complexity.®

The advanced payment aspect of the credit also adds additional complexity to the Code.
Taxpayers would have to use different income amounts to calculate the credit depending whether
the credit is claimed on an advanced basis or on the current year tax return. The proposal may
also increase complexity for insurance companies by adding administrative burdens with respect
to the advanced payment of the credit. Health insurers would be required to provide information
statements to taxpayers receiving the credit on an advanced payment basis and to the IRS,
including the policy number, the policy premium, and that the policy meets the requirements for
a qualified policy.

Prior Action

Substantially similar proposals were included in the President’s fiscal year 2002, 2003,
2004, and 2005 budget proposals.

%5 For a discussion of issues relating to income phase-outs, see Joint Committee on
Taxation, Study of the Overall State of the Federal Tax System and Recommendations for
Simplification, Pursuant to Section 8022(3)(B) of the Internal Revenue Code of 1986 (JCS-3-01),
April 2001, Volume II at 79.
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2. Provide an above-the-line deduction for certain high deductible insurance premiums

Present Law

In general

Present law contains a number of provisions dealing with the Federal tax treatment of
health expenses and health insurance coverage. The tax treatment of health insurance expenses
depends on whether a taxpayer is covered under a health plan paid for by an employer, whether
an individual has self-employment income, or whether an individual itemizes deductions and has
medical expenses that exceed a certain threshold. The tax benefits available with respect to
health care expenses also depends on the type of coverage.

Exclusion for employer-provided coverage

In general, employer contributions to an accident or health plan are excludable from an
employee’s gross income (and wages for employment tax purposes).66 This exclusion generally
applies to coverage provided to employees (including former employees) and their spouses,
dependents, and survivors. Benefits paid under employer-provided accident or health plans are
also generally excludable from income to the extent they are reimbursements for medical care.”’
If certain requirements are satisfied, employer-provided accident or health coverage offered
under a cafeteria plan is also excludable from an employee’s gross income and wages.® A
cafeteria plan allows employees to choose between cash and certain nontaxable benefits,
including health coverage. Through the use of a cafeteria plan, employees can pay for health
coverage on a salary reduction basis.

Present law provides for two general employer-provided arrangements that can be used to
pay for or reimburse medical expenses of employees on a tax-favored basis: flexible spending
arrangements (“FSAs”) and health reimbursement arrangements (“HRAs”). While these
arrangements provide similar tax benefits (i.e., the amounts paid under the arrangements for
medical care are excludable from gross income and wages for employment tax purposes), they
are subject to different rules. A main distinguishing feature between the two arrangements is that
while FSAs are generally part of a cafeteria plan and contributions to FSAs are made on a salary
reduction basis, HRAs cannot be part of a cafeteria plan and contributions cannot be made on a

60 Secs. 106, 3121(a)(2), and 3306(b)(2).

67 Sec. 105. In the case of a self-insured medical reimbursement arrangement, the
exclusion applies to highly compensated employees only if certain nondiscrimination rules are
satisfied. Sec. 105(h). Medical care is defined as under section 213(d) and generally includes
amounts paid for qualified long-term care insurance and services.

68 Secs. 125, 3121(a)(5)(G), and 3306(b)(5)(G). Long-term care insurance and services
may not be provided through a cafeteria plan.
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salary-reduction basis.®” In addition, amounts in an HRA may be used to purchase insurance as
well as to reimburse expenses not covered by insurance, while amounts in an FSA cannot be
used for insurance, but are used to pay for expenses not coverage by insurance.

Deduction for health insurance expenses of self-emploved individuals

The exclusion for employer-provided health coverage does not apply to self-employed
individuals. However, under present law, self-employed individuals (i.¢., sole proprietors or
partners in a partnership)’° are entitled to deduct 100 percent of the amount paid for health
insurance for themselves and their spouse and dependents for income tax purposes.”'

Itemized deduction for medical expenses

Under present law, individuals who itemize deductions may deduct amounts paid during
the taxable year for health insurance (to the extent not reimbursed by insurance or otherwise) for
the taxpayer, the taxpayer’s spouse, and dependents, only to the extent that the taxpayer’s total
medical expenses, including health insurance premiums, exceeds 7.5 percent of the taxpayer’s
adjusted gross income.’?

Health care tax credit

Under the Trade Adjustment Assistance Reform Act of 2002, certain individuals are
eligible for the health coverage tax credit (“HCTC”). The HCTC is a refundable tax credit for 65
percent of the cost of qualified health coverage paid by an eligible individual. In general,
eligible individuals are individuals receiving a trade adjustment allowance (and individuals who
would be eligible to receive such an allowance but for the fact that they had not exhausted their
regular unemployment benefits), individuals eligible for the alternative trade adjustment
assistance program, and individuals over age 55 and receiving pension benefits from the Pension
Benefit Guaranty Corporation. The credit is available for “qualified health insurance,” which
includes certain employer-based insurance, certain State-based insurance, and in some cases,
insurance purchased in the individual market. The credit is available on an advance basis
through a program established by the Secretary.

% Notice 2002-45, 2002-28 LR.B. 93 (July 15, 2002); Rev. Rul. 2002-41, 2002-28 L.R.B,
75 (July 15, 2002).

70 Self-employed individuals include more than two-percent shareholders of S
corporations who are treated as partners for purposes of fringe benefit rules pursuant to section
1372.

' Sec. 162(1). The deduction does not apply for self-employment tax (SECA) purposes.

72 Sec. 213. The adjusted gross income percentage is 10 percent for purposes of the
alternative minimum tax. Sec. 56(b)(1)(B).

7> Pub. L. No. 107-210, secs. 201(a), 202 and 203 (2002).
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Health savings accounts

In general

The Medicare Prescription Drug, Improvement, and Modernization Act of 20037 allows
individuals with a high deductible health plan (and no other health plan other than a plan that
provides certain permitted coverage) to establish a health savings account (“HSA”). An HSA is
a tax-exempt trust or custodial account. In general, HSAs provide tax-favored treatment for
current medical expenses as well as the ability to save on a tax-favored basis for future medical
expenses.

Eligible individuals

Eligible individuals for HSAs are individuals who are covered by a high deductible
health plan and no other health plan that is not a high deductible health plan and which provides
coverage for any benefit which is covered under the high deductible health plan. Individuals
entitled to benefits under Medicare are not eligible to make contributions to an HSA. Eligible
individuals do not include individuals who may be claimed as a dependent on another person’s
tax return. An individual with other coverage in addition to a high deductible health plan is still
eligible for an HSA if such other coverage is certain permitted insurance or permitted coverage.”

A high deductible health plan is a health plan that has a deductible for 2005 that is at least
$1,000 for self-only coverage or $2,000 for family coverage and that has an out-of-pocket
expense limit that is no more than $5,100 in the case of self-only coverage and $12,000 in the
case of family coverage.”® A plan is not a high deductible health plan if substantially all of the
coverage is for permitted coverage or coverage that may be provided by permitted insurance, as
described above. A plan does not fail to be a high deductible health plan by reason of failing to
have a deductible for preventive care.

Tax treatment of and limits on contributions

Contributions to an HSA by or on behalf of an eligible individual are deductible (within
limits) in determining adjusted gross income (i.e., “above-the-line”) of the individual. In
addition, employer contributions to HSAs (including salary reduction contributions made

" Pub. L. No. 108-173 (2003).

7> Permitted insurance is: (1) insurance if substantially all of the coverage provided under
such insurance relates to (a) liabilities incurred under worker’s compensation law, (b) tort
liabilities, (c) liabilities relating to ownership or use of property (e.g., auto insurance), or (d) such
other similar liabilities as the Secretary may prescribe by regulations; (2) insurance for a
specified disease or illness; and (3) insurance that provides a fixed payment for hospitalization.
Permitted coverage is coverage (whether provided through insurance or otherwise) for accidents,
disability, dental care, vision care, or long-term care.

8 The limits are indexed for inflation.
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through a cafeteria plan) are excludable from gross income and wages for employment tax
purposes. The maximum aggregate annual contribution that can be made to an HSA is the lesser
of (1) 100 percent of the annual deductible under the high deductible health plan, or (2) the
maximum deductible permitted under an Archer MSA high deductible health plan under present
law, as adjusted for inflation. For 2005, the amount of the maximum deductible under an Archer
MSA high deductible health plan is $2,650 in the case of self-only coverage and $5,250 in the
case of family coverage. The annual contribution limits are increased for individuals who have
attained age 55 by the end of the taxable year. In the case of policyholders and covered spouses
who are age 55 or older, the HSA annual contribution limit is greater than the otherwise
applicable limit by $600 in 2005, $700 in 2006, $800 in 2007, $900 in 2008, and $1,000 in 2009
and thereafter.

An excise tax applies to contributions in excess of the maximum contribution amount for
the HSA. If an employer makes contributions to employees’ HSAs, the employer must make
available comparable contributions on behalf of all employees with comparable coverage during
the same period.

Taxation of distributions

Distributions from an HSA for qualified medical expenses of the individual and his or her
spouse or dependents generally are excludable from gross income. Qualified medical expenses
generally are defined as under section 213(d). Qualified medical expenses do not include
expenses for insurance other than for (1) long-term care insurance, (2) premiums for health
coverage during any period of continuation coverage required by Federal law, (3) premiums for
health care coverage while an individual is receiving unemployment compensation under Federal
or State law, or (4) in the case of an account beneficiary who has attained the age of Medicare
eligibility, health insurance premiums for Medicare, other than premiums for Medigap policies.
Such qualified health insurance premiums include, for example, Medicare Part A and Part B
premiums, Medicare HMO premiums, and the employee share of premiums for employer-
sponsored health insurance including employer-sponsored retiree health insurance.

For purposes of determining the itemized deduction for medical expenses, distributions
from an HSA for qualified medical expenses are not treated as expenses paid for medical care
under section 213. Distributions from an HSA that are not for qualified medical expenses are
includible in gross income. Distributions includible in gross income are also subject to an
additional 10-percent tax unless made after death, disability, or the individual attains the age of
Medicare eligibility (i.e., age 65).

Archer MSAs

Like HSAs, an Archer MSA is a tax-exempt trust or custodial account to which tax-
deductible contributions may be made by individuals with a high deductible health plan. Archer
MSA s provide tax benefits similar to, but generally not as favorable as, those provided by HSAs
for certain individuals covered by high deductible health plans.

The rules relating to Archer MSAs and HSAs are similar. The main differences include:
(1) only self-employed individuals and employees of small employers are eligible to have an
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Archer MSA; (2) for MSA purposes, a high deductible health plan is a health plan with (a) an
annual deductible of at least $1,750 and no more than $2,650 in the case of self-only coverage
and at least $3,500 and no more than $5,250 in the case of family coverage and (b) maximum
out-of pocket expenses of no more than $3,500 in the case of self-only coverage and no more
than $6,450 in the case of family coverage;’’ (4) the contribution limits for HSAs are higher than
for MSAs; and (4) the additional tax on distributions not used for medical expenses is 15 percent
rather than 10 percent.

After 2005, no new contributions can be made to Archer MSAs except by or on behalf of
individuals who previously had Archer MSA contributions and employees who are employed by
a participating employer.

Description of Proposal

The proposal provides an above-the-line deduction for high deductible health insurance
premiums for individuals who contribute to an HSA. As under the present-law rules relating to
HSA eligibility, an individual does not qualify for the deduction if the individual is covered by
any health plan other than the high deductible plan for which the deduction is claimed, except for
certain permitted coverage. The deduction is only allowed for insurance purchased in the
individual insurance market and is not allowed for individuals covered by employer plans or
public plans. Additionally, the deduction is not allowed to an individual claiming the present-
law HCTC or the proposed refundable tax credit for the purchase of health insurance included in
the President’s fiscal year 2006 budget proposal.

Effective date.—The proposal is effective for taxable years beginning after December 31,
2005.

Analysis

Policy issues

The proposal is intended to provide an incentive for individuals to purchase high
deductible health plans in connection with the use of HSAs. Allowing a deduction for premiums
of high deductible health plans provides a subsidy for the purchase of such plans, thus making
them more affordable. The proposal raises both health policy issues and tax policy issues.

Proponents believe that the use of high deductible health plans promotes responsible
health policy. Proponents argue that the use of high deductible health plans (together with
HSAs) will encourage cost consciousness and result in better decision-making with respect to
health care expenses because such plans make individuals more aware of their health care
expenses.

" The deductible and out-of-pocket expenses dollar amounts are for 2005. These
amounts are indexed for inflation in $50 increments.
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Critics argue that it is inappropriate to favor high deductible health plans. Critics argue
that providing a preference for the purchase of high deductible health insurance purchased in the
individual market undermines the current group-based health insurance system by encouraging
healthier individuals who can obtain less expensive coverage in the individual market to leave
the employee pool, thus increasing the cost of insurance for the employees remaining in the pool.
Critics also argue that any health cost reductions hoped for due to the use of high deductible
health plans are undermined by the availability of HSAs, which allow for the payment of the first
dollar of health expenses on a tax-favored basis.

Critics have concerns with favoring any insurance purchased in the individual market.
Some argue that favoring plans purchased in the individual market and excluding employer plans
may cause some employers to not offer health benefits for their employees if they feel that
significant tax incentives exist in the individual market. Critics argue that this could cause the
insurance market to turn into a predominantly individual market, which could result in an
increase in the cost of health coverage for some individuals. Critics argue that individuals who
are unable to obtain coverage in the individual market will be greatly disadvantaged by the
proposal. Critics are also concerned about the focus of the deduction on insurance purchased in
the individual market because they believe the individual market does not presently offer
sufficient protections to purchasers, and that any tax incentive for the purchase of coverage in the
individual market should only be adopted if accompanied by reforms (e.g., guaranteed issue).

Proponents also argue that the proposal will reduce the number of uninsured individuals.
Many uninsured individuals may purchase high deductible health plans given the tax advantages
of HSAs and the deduction under the proposal. Others argue that because the proposal is limited
to a certain type of plan, it may have a minimal effect on reducing the number of uninsured.
Some may argue that those who are uninsured because they cannot afford coverage still may not
have sufficient resources to afford a high deductible plan even on a tax-subsidized basis. Other
younger healthier uninsured individuals who can afford health insurance may choose to continue
to remain uninsured even with the tax incentive.

Some criticize the proposal as providing a targeted subsidy for one type of insurance
product for which there has been a weak market, rather than directly addressing the social policy
issue of the rising cost of health care and number of uninsured individuals. On the other hand,
some point out that Congress has already provided subsidies to high deductible health plans
through the tax law (i.e., HSAs) to encourage people to use such plans and save for health
expenses, and that this proposal is consistent with the policy already expressed by Congress.

Proponents argue that the proposal will reduce the inequities under present law regarding
the tax treatment of health insurance expenses. Proponents argue that providing a deduction for
high deductible health plans will level the playing field for those who are not self-employed or
do not have employer-provided coverage. While the proposal addresses some of the present-law
differences in the tax treatment between employer-subsidized health insurance and insurance
purchased by individuals, critics argue that it is not appropriate for a tax subsidy for the purchase
of insurance to be limited to one particular type of plan. Critics argue that limiting the subsidy to
high deductible health plans will further contribute to the inequitable tax treatment of health
expenses and may actually increase inequities by providing, in connection with HSAs, a very
generous subsidy for one particular type of plan.
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Some argue that the present-law differences in the tax treatment between employer-
subsidized health insurance and insurance purchased by individuals could be more equitably
addressed by limiting the exclusion for employer-provided health coverage. Others question
whether an exclusion for employer-provided health expenses should exist, as such preference
leads to a tax system which is not neutral with respect to similar expenses. Some argue that a tax
preference should exist only to the extent extraordinary medical expenses affect an individual’s
ability to pay and that this is already sufficiently addressed with the present-law itemized
deduction (to the extent of 7.5 percent of adjusted gross income) for medical expenses.

Even if one agrees that high deductible health plans are preferable from a health policy
perspective and should be tax-favored, some argue that inequities will result because the
proposal is narrowly targeted. For example, because the proposal is limited to insurance
purchased in the individual market, an individual participating in a group high-deductible plan
could not qualify for the deduction even if the employee pays 100 percent of the cost of
coverage.

While the proposal provides that the deduction is not allowed for individuals covered by
employer plans, it is unclear what specifically constitutes an employer plan. For example, an
employee could have a high deductible health plan purchased in the individual market, a portion
of the cost of which is paid by the employer. It is unclear whether such plan would qualify for
the deduction.

Complexity issues

Conditioning the deduction on making a contribution to an HSA adds complexity to the
proposal compared to providing a deduction without such a requirement. In addition, the
requirement is easily satisfied, raising questions as to whether the additional complexity serves
any policy function. For example, an individual could contribute as little as $1 to an HSA and be
eligible for the deduction.

By providing additional options to individuals, the proposal may increase transactional
complexity because individuals will have to determine which option is best for them.
Individuals eligible for the proposed refundable tax credit for health insurance will have to
determine which option is best for them because such individuals are not eligible for both the
credit and the deduction. Employees will also have to determine whether it is better to remain in
employer plans or to purchase a policy in the individual market.

Creating a new tax deduction will necessitate a new line on the Form 1040 and additional
information in instructions regarding the deduction. The new deduction may also require IRS
programming modifications.

Prior Action

A similar proposal was included in the President’s fiscal year 2005 budget proposal.
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3. Provide a refundable tax credit for contributions of small employers to employee health
savings accounts (“HSAs”)

Present Law

In general

Present law contains a number of provisions dealing with the Federal tax treatment of
health expenses and health insurance coverage. The tax treatment of health insurance expenses
of an individual depends on whether the individual is covered under a health plan paid for by an
employer, has self-employment income, or itemizes deductions and has medical expenses that
exceed a certain threshold. The tax benefits available with respect to health care expenses also
depends on the type of coverage.

Exclusion for employer-provided coverage

In general, employer contributions to an accident or health plan are excludable from an
employee’s gross income (and wages for employment tax purposes).”® This exclusion generally
applies to coverage provided to employees (including former employees) and their spouses,
dependents, and survivors. Benefits paid under employer-provided accident or health plans are
also generally excludable from income to the extent they are reimbursements for medical care.”
If certain requirements are satisfied, employer-provided accident or health coverage offered
under a cafeteria plan is also excludable from an employee’s gross income and wages.®* A
cafeteria plan allows employees to choose between cash and certain nontaxable benefits,
including health coverage. Through the use of a cafeteria plan, employees can pay for health
coverage on a salary reduction basis.

Present law provides for two general employer-provided arrangements that can be used to
pay for or reimburse medical expenses of employees on a tax-favored basis: flexible spending
arrangements (“FSAs”) and health reimbursement arrangements (“HRAs”). While these
arrangements provide similar tax benefits (i.e., the amounts paid under the arrangements for
medical care are excludable from gross income and wages for employment tax purposes), they
are subject to different rules. A main distinguishing feature between the two arrangements is that
while FSAs are generally part of a cafeteria plan and contributions to FSAs are made on a salary
reduction basis, HRAs cannot be part of a cafeteria plan and contributions cannot be made on a

8 Secs. 106, 3121(a)(2), and 3306(b)(2).

" Sec. 105. In the case of a self-insured medical reimbursement arrangement, the
exclusion applies to highly compensated employees only if certain nondiscrimination rules are
satisfied. Sec. 105(h). Medical care is defined as under section 213(d) and generally includes
amounts paid for qualified long-term care insurance and services.

80 Secs. 125, 3121(a)(5)(G), and 3306(b)(5)(G). Long-term care insurance and services
may not be provided through a cafeteria plan.
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salary-reduction basis.®' In addition, amounts in an HRA may be used to purchase insurance as
well as to reimburse expenses not covered by insurance, while amounts in an FSA cannot be
used for insurance, but are used to pay for expenses not coverage by insurance.

Employer contributions for accident or health coverage, including contributions to an
HRA and contributions made through a cafeteria plan, are generally deductible to the employer
as a compensation expense.

Deduction for health insurance expenses of self-emploved individuals

The exclusion for employer-provided health coverage does not apply to self-employed
individuals. However, under present law, self-employed individuals (i.e., sole proprietors or
partners in a partnership)® are entitled to deduct 100 percent of the amount paid for health
insurance for themselves and their spouse and dependents for income tax purposes.®

Itemized deduction for medical expenses

Under present law, individuals who itemize deductions may deduct amounts paid during
the taxable year for health insurance (to the extent not retmbursed by insurance or otherwise) for
the taxpayer, the taxpayer’s spouse, and dependents, only to the extent that the taxpayer’s total
medical expenses, including health insurance premiums, exceeds 7.5 percent of the taxpayer’s
adjusted gross income.**

Health care tax credit

Under the Trade Adjustment Assistance Reform Act of 2002,* certain individuals are
eligible for the health coverage tax credit (“HCTC”). The HCTC is a refundable tax credit for 65
percent of the cost of qualified health coverage paid by an eligible individual. In general,
eligible individuals are individuals receiving a trade adjustment allowance (and individuals who
would be eligible to receive such an allowance but for the fact that they had not exhausted their
regular unemployment benefits), individuals eligible for the alternative trade adjustment
assistance program, and individuals over age 55 and receiving pension benefits from the Pension

81 Notice 2002-45, 2002-28 1.R.B. 93 (July 15, 2002); Rev. Rul. 2002-41, 2002-28 L.R.B.
75 (July 15, 2002).

82 Self-employed individuals include more than two-percent shareholders of S
corporations who are treated as partners for purposes of fringe benefit rules pursuant to section
1372.

8 Sec. 162(1). The deduction does not apply for self-employment tax (SECA) purposes.

8 Sec. 213. The adjusted gross income percentage is 10 percent for purposes of the
alternative minimum tax. Sec. 56(b)(1)(B).

85 Pub. L. No. 107-210, secs. 201(a), 202 and 203 (2002).
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Benefit Guaranty Corporation. The credit is available for “qualified health insurance,” which
includes certain employer-based insurance, certain State-based insurance, and in some cases,
insurance purchased in the individual market. The credit is available on an advance basis
through a program established by the Secretary.

Health savings accounts

In general

The Medicare Prescription Drug, Improvement, and Modernization Act of 2003% allows
individuals with a high deductible health plan (and no other health plan other than a plan that
provides certain permitted coverage) to establish a health savings account (“HSA™). An HSA is
a tax-exempt trust or custodial account. In general, HSAs provide tax-favored treatment for
current medical expenses as well as the ability to save on a tax-favored basis for future medical
expenses.

Eligible individuals

Eligible individuals for HSAs are individuals who are covered by a high deductible
health plan and no other health plan that is not a high deductible health plan and which provides
coverage for any benefit which is covered under the high deductible health plan. Individuals
entitled to benefits under Medicare are not eligible to make contributions to an HSA. Eligible
individuals do not include individuals who may be claimed as a dependent on another person’s
tax return. An individual with other coverage in addition to a high deductible health plan is still
eligible for an HSA if such other coverage is certain permitted insurance or permitted coverage.”’

A high deductible health plan is a health plan that has a deductible, for 2005, that is at
least $1,000 for self-only coverage or $2,000 for family coverage and that has an out-of-pocket
expense limit that is no more than $5,100 in the case of self-only coverage and $12,000 in the
case of family coverage.®® A plan is not a high deductible health plan if substantially all of the
coverage is for permitted coverage or coverage that may be provided by permitted insurance, as
described above. A plan does not fail to be a high deductible health plan by reason of failing to
have a deductible for preventive care.

8 Ppub. L. No. 108-173.

87 Permitted insurance is: (1) insurance if substantially all of the coverage provided under
such insurance relates to (a) liabilities incurred under worker’s compensation law, (b) tort
liabilities, (c) liabilities relating to ownership or use of property (e.g., auto insurance), or (d) such
other similar liabilities as the Secretary may prescribe by regulations; (2) insurance for a
specified disease or illness; and (3) insurance that provides a fixed payment for hospitalization.
Permitted coverage is coverage (whether provided through insurance or otherwise) for accidents,
disability, dental care, vision care, or long-term care.

8 The limits are indexed for inflation.
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Tax treatment of and limits on contributions

Contributions to an HSA by or on behalf of an eligible individual are deductible (within
limits) in determining adjusted gross income (i.e., “above-the-line”) of the individual. In
addition, employer contributions to HSAs (including salary reduction contributions made
through a cafeteria plan) are excludable from gross income and wages for employment tax
purposes. The maximum aggregate annual contribution that can be made to an HSA is the lesser
of (1) 100 percent of the annual deductible under the high deductible health plan, or (2) the
maximum deductible permitted under an Archer MSA high deductible health plan under present
law, as adjusted for inflation. For 2005, the amount of the maximum deductible under an Archer
MSA high deductible health plan is $2,650 in the case of self-only coverage and $5,250 in the
case of family coverage. The annual contribution limits are increased for individuals who have
attained age 55 by the end of the taxable year. In the case of policyholders and covered spouses
who are age 55 or older, the HSA annual contribution limit is greater than the otherwise
applicable limit by $600 in 2005, $700 in 2006, $800 in 2007, $900 in 2008, and $1,000 in 2009
and thereafter.

Employer contributions to an HSA are generally deductible by the employer as
compensation expense.

An excise tax applies to contributions in excess of the maximum contribution amount for
the HSA. If an employer makes contributions to employees’ HSAs, the employer must make
available comparable contributions on behalf of all employees with comparable coverage during
the same period.

Taxation of distributions

Distributions from an HSA for qualified medical expenses of the individual and his or her
spouse or dependents generally are excludable from gross income. Qualified medical expenses
generally are defined as under section 213(d). Qualified medical expenses do not include
expenses for insurance other than for (1) long-term care insurance, (2) premiums for health
coverage during any period of continuation coverage required by Federal law, (3) premiums for
health care coverage while an individual is receiving unemployment compensation under Federal
or State law, or (4) in the case of an account beneficiary who has attained the age of Medicare
eligibility, health insurance premiums for Medicare, other than premiums for Medigap policies.
Such qualified health insurance premiums include, for example, Medicare Part A and Part B
premiums, Medicare HMO premiums, and the employee share of premiums for employer-
sponsored health insurance including employer-sponsored retiree health insurance.

For purposes of determining the itemized deduction for medical expenses, distributions
from an HSA for qualified medical expenses are not treated as expenses paid for medical care
under section 213. Distributions from an HSA that are not for qualified medical expenses are
includible in gross income. Distributions includible in gross income are also subject to an
additional 10-percent tax unless made after death, disability, or the individual attains the age of
Medicare eligibility (i.c., age 65).
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Archer MSAs

Like HSAs, an Archer MSA is a tax-exempt trust or custodial account to which tax-
deductible contributions may be made by individuals with a high deductible health plan. Archer
MSAs provide tax benefits similar to, but generally not as favorable as, those provided by HSAs
for certain individuals covered by high deductible health plans.

The rules relating to Archer MSAs and HSAs are similar. The main differences include:
(1) only self-employed individuals and employees of small employers are eligible to have an
Archer MSA; (2) for MSA purposes, a high deductible health plan is a health plan with (a) an
annual deductible of at least $1,750 and no more than $2,650 in the case of self-only coverage
and at least $3,500 and no more than $5,250 in the case of family coverage and (b) maximum
out-of pocket expenses of no more than $3,500 in the case of self-only coverage and no more
than $6,450 in the case of family coverage;® (3) the contribution limits for HSAs are higher than
that for MSAs, and (4) the additional tax on distributions not used for medical expenses is 15
percent rather than 10 percent.

After 2005, no new contributions can be made to Archer MSAs except by or on behalf of
individuals who previously had Archer MSA contributions and employees who are employed by
a participating employer.

Description of Proposal

The proposal provides a refundable tax credit to small employers for contributions made
to the HSAs of employees. A small employer is defined as an employer that normally employs
fewer than 100 employees on a typical business day. Governmental and not-for-profit employers
do not qualify for the credit.

The credit applies to 100 percent of contributions made by the small employer, up to a
maximum annual credit amount of $200 for contributions on behalf of an individual with single
coverage and $500 for an individual with family coverage. In order to receive the credit, the
employer is required to maintain a high deductible health plan (as defined under the HSA rules)
accessible to all employees. The employer is not required to make contributions toward
employee premiums for the health plan.

The tax credit is not includible in income and is not subject to the general business tax
credit rules. The employer is not entitled to a deduction for the amount reimbursed by the credit.

The amount of the employer contribution to an HSA for which the credit is claimed must
be maintained in a special HSA or within a special account in the employee’s HSA. The rules
applicable to HSAs apply to the special HSA (or special account), except that withdrawals that
exceed qualified medical expenses are subject to a tax of 100 percent of the amount of the
withdrawal.

% The deductible and out-of-pocket expenses dollar amounts are for 2005. These
amounts are indexed for inflation in $50 increments.
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Sole proprietors, partners, and S corporation shareholders are eligible for the credit if
their business is a small employer and the business provides the same HSA contributions to all
employees who have the same type of coverage or has no employees. Self-employed individuals
are not entitled to a deduction for the amount reimbursed by the credit. The credit is pro-rated if
eligible coverage is held for less than 12 months.

Effective date.~The proposal is effective for taxable years beginning after December 31,
2005.

Analysis

The stated intent of the proposal is to encourage small employers to offer coverage and
contribute toward the health care of their employees. The proposal is aimed at HSAs, because of
their link to high deductible plans, which the proponents of the proposal believe may encourage
more cost consciousness with respect to health care.

The proposal’s emphasis on HSAs and high deductible policies raises issues similar to
those raised by other aspects of the budget proposal (i.e., the above-the-line deduction for the
cost of high deductible health plans and the health insurance tax credit) as to whether it is
appropriate to favor such insurance over other types of insurance. As discussed further above,
while some argue that such insurance is preferable to an individual having no insurance and may
result in greater cost awareness, others question whether such insurance is appropriate and
question whether it provides adequate protections.

Although the proposal is framed in terms of a credit for small employers, the ultimate
effect of the proposal is on employees of such employers. Particularly given the refundable
nature of the credit, the employer may be viewed as a conduit for delivery of a subsidy to
employees of small employers.

While employer-provided health coverage is generally lower among employees of small
firms compared to employees of larger firms, some argue that a proposal providing a subsidy for
employees of small firms is not well targeted. They argue that it would be more appropriate to
provide subsidies for health care costs based on income (or wealth) or other factors that may
better reflect need.

To the extent that employees of small employers are considered an appropriate target
group, the proposal does not provide the subsidy to all employees of small employers. In
particular, by denying a similar subsidy for employees of small not-for-profit or governmental
entities, the proposal arguably discriminates against individuals who work for such employers.

The proposal does not provide a subsidy for the purchase of health insurance itself. It
may be argued that making insurance more affordable is addressed by other aspects of the budget
proposals, specifically the proposed health insurance tax credit and the above-the-line deduction
for high deductible plan premiums. However, this proposal may force some employees to
choose between this credit and the above-the-line deduction or health insurance tax credit. This
is because the deduction and health insurance credit are not available with respect to group
coverage. However, in order to claim the small employer credit, the employee must purchase the
health insurance offered by the small employer. For many employees, taking the value of the
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above-the-line deduction or the health insurance credit will be more valuable than the credit for
HSA contributions received through a small employer.

Prior Action
No prior action.
4. Modify the refundable credit for health insurance costs of eligible individuals
Present Law

Refundable health insurance credit: in general

Under the Trade Act of 2002,%° in the case of taxpayers who are eligible individuals, a
refundable tax credit is provided for 65 percent of the taxpayer’s expenses for qualified health
insurance of the taxpayer and qualifying family members for each eligible coverage month
beginning in the taxable year. The credit is commonly referred to as the health coverage tax
credit (“HCTC”). The credit is available only with respect to amounts paid by the taxpayer.

Qualifying family members are the taxpayer’s spouse and any dependent of the taxpayer
with respect to whom the taxpayer is entitled to claim a dependency exemption. Any individual
who has other specified coverage is not a qualifying family member.

Persons eligible for the credit

Eligibility for the credit is determined on a monthly basis. In general, an eligible
coverage month is any month if, as of the first day of the month, the taxpayer (1) is an eligible
individual, (2) is covered by qualified health insurance, (3) does not have other specified
coverage, and (4) is not imprisoned under Federal, State, or local authority. In the case of a joint
return, the eligibility requirements are met if at least one spouse satisfies the requirements. An
eligible month must begin after November 4, 2002."

An eligible individual is an individual who is (1) an eligible TAA recipient, (2) an
eligible alternative TAA recipient, and (3) an eligible PBGC pension recipient.

An individual is an eligible TAA recipient during any month if the individual (1) is
receiving for any day of such month a trade adjustment allowance® or who would be eligible to
receive such an allowance but for the requirement that the individual exhaust unemployment

%% pub. L. No. 107-210 (2002).

! This date is 90 days after the date of enactment of the Trade Act of 2002, which was
August 6, 2002.

%2 Part I of subchapter B, or subchapter D, of chapter 2 of title II of the Trade Act of
1974.
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benefits before being eligible to receive an allowance and (2) with respect to such allowance, is
covered under a certification issued under subchapter A or D of chapter 2 of title II of the Trade
Act of 1974, An individual is treated as an eligible TAA recipient during the first month that
such individual would otherwise cease to be an eligible TAA recipient.

An individual is an eligible alternative TAA recipient during any month if the individual
(1) is a worker described in section 246(a)(3)(B) of the Trade Act of 1974 who is participating in
the program established under section 246(a)(1) of such Act, and (2) is receiving a benefit for
such month under section 246(a)(2) of such Act. An individual is treated as an eligible
alternative TAA recipient during the first month that such individual would otherwise cease to be
an eligible TAA recipient.

An individual is a PBGC pension recipient for any month if he or she (1) is age 55 or
over as of the first day of the month, and (2) is receiving a benefit any portion of which is paid
by the Pension Benefit Guaranty Corporation (the “PBGC”). The IRS has interpreted the
definition of PBGC pension recipient to also include certain alternative recipients and recipients
who have received certain lump-sum payments on or after August 6, 2002.

An otherwise eligible taxpayer is not eligible for the credit for a month if, as of the first
day of the month the individual has other specified coverage. Other specified coverage is
(1) coverage under any insurance which constitutes medical care (except for insurance
substantially all of the coverage of which is for excepted benefits)’® maintained by an employer
(or former employer) if at least 50 percent of the cost of the coverage is paid by an employer94
(or former employer) of the individual or his or her spouse or (2) coverage under certain
governmental health programs.”” A rule aggregating plans of the same employer applies in

> Excepted benefits are: (1) coverage only for accident or disability income or any
combination thereof}, (2) coverage issued as a supplement to liability insurance; (3) liability
insurance, including general liability insurance and automobile liability insurance; (4) worker’s
compensation or similar insurance; (5) automobile medical payment insurance; (6) credit-only
insurance; (7) coverage for on-site medical clinics; (8) other insurance coverage similar to the
coverages in (1)-(7) specified in regulations under which benefits for medical care are secondary
or incidental to other insurance benefits; (9) limited scope dental or vision benefits; (10) benefits
for long-term care, nursing home care, home health care, community-based care, or any
combination thereof; and (11) other benefits similar to those in (9) and (10) as specified in
regulations; (12) coverage only for a specified disease or illness; (13) hospital indemnity or other
fixed indemnity insurance; and (14) Medicare supplemental insurance.

% An amount is considered paid by the employer if it is excludable from income. Thus,
for example, amounts paid for health coverage on a salary reduction basis under an employer
plan are considered paid by the employer.

% Specifically, an individual is not eligible for the credit if, as of the first day of the
month, the individual is (1) entitled to benefits under Medicare Part A, enrolled in Medicare Part
B, or enrolled in Medicaid or SCHIP, (2) enrolled in a health benefits plan under the Federal
Employees Health Benefit Plan, or (3) entitled to receive benefits under chapter 55 of title 10 of
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determining whether the employer pays at least 50 percent of the cost of coverage. A person is
not an eligible individual if he or she may be claimed as a dependent on another person’s tax
return. A special rule applies with respect to alternative TAA recipients. For eligible alternative
TAA recipients, an individual has other specified coverage if the individual is (1) eligible for
coverage under any qualified health insurance (other than coverage under a COBRA
continuation provision, State-based continuation coverage, or coverage through certain State
arrangements) under which at least 50 percent of the cost of coverage is paid or incurred by an
employer of the taxpayer or the taxpayer’s spouse or (2) covered under any such qualified health
insurance under which any portion of the cost of coverage is paid or incurred by an employer of
the taxpayer or the taxpayer’s spouse.

Qualified health insurance

Qualified health insurance eligible for the credit is: (1) COBRA continuation coverage;
(2) State-based continuation coverage provided by the State under a State law that requires such
coverage; (3) coverage offered through a qualified State high risk pool; (4) coverage under a
health insurance program offered to State employees or a comparable program; (5) coverage
through an arrangement entered into by a State and a group health plan, an issuer of health
insurance coverage, an administrator, or an employer; (6) coverage offered through a State
arrangement with a private sector health care coverage purchasing pool; (7) coverage under a
State-operated health plan that does not receive any Federal financial participation; (8) coverage
under a group health plan that is available through the employment of the eligible individual’s
spouse; and (9) coverage under individual health insurance if the eligible individual was covered
under individual health insurance during the entire 30-day period that ends on the date the
individual became separated from the employment which qualified the individual for the TAA
allowance, the benefit for an eligible alternative TAA recipient, or a pension benefit from the
PBGC, whichever applies.96

Qualified health insurance does not include any State-based coverage (i.e., coverage
described in (2)-(8) in the preceding paragraph), unless the State has elected to have such
coverage treated as qualified health insurance and such coverage meets certain requlrements
Such State coverage must provide that each qualifying individual is guaranteed enrollment if the
individual pays the premium for enrollment or provides a qualified health insurance costs
eligibility certificate and pays the remainder of the premium. In addition, the State-based
coverage cannot impose any pre-existing condition limitation with respect to qualifying

the United States Code (relating to military personnel). An individual is not considered to be
enrolled in Medicaid solely by reason of receiving immunizations.

% For this purpose, “individual health insurance” means any insurance which constitutes
medical care offered to individuals other than in connection with a group health plan. Such term
does not include Federal- or State-based health insurance coverage.

°7 For guidance on how a State elects a health program to be qualified health insurance
for purposes of the credit, see Rev. Proc. 2004-12, 2004-9 LR.B. 1.
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individuals. State-based coverage cannot require a qualifying individual to pay a premium or
contribution that is greater than the premium or contribution for a similarly situated individual
who is not a qualified individual. Finally, benefits under the State-based coverage must be the
same as (or substantially similar to) benefits provided to similarly situated individuals who are
not qualifying individuals. A qualifying individual is an eligible individual who seeks to enroll
in the State-based coverage and who has aggregate periods of creditable coverage’® of three
months or longer, does not have other specified coverage, and who is not imprisoned. A
qualifying individual also includes qualified family members of such an eligible individual.

Qualified health insurance does not include coverage under a flexible spending or similar
arrangement or any insurance if substantially all of the coverage is of excepted benefits.

Other rules

Amounts taken into account in determining the credit may not be taken into account in
determining the amount allowable under the itemized deduction for medical expenses or the
deduction for health insurance expenses of self-employed individuals. Amounts distributed from
a medical savings account or health savings account are not eligible for the credit. The amount
of the credit available through filing a tax return is reduced by any credit received on an advance
basis. Married taxpayers filing separate returns are eligible for the credit; however, if both
spouses are eligible individuals and the spouses file a separate return, then the spouse of the
taxpayer is not a qualifying family member.

The Secretary of the Treasury is authorized to prescribe such regulations and other
guidance as may be necessary or appropriate to carry out the provision.

Advance payment of refundable health insurance credit; reporting requirements

The credit is payable on an advance basis (i.e., prior to the filing of the taxpayer’s return).
The disclosure of return information of certified individuals to providers of health insurance
information is permitted to the extent necessary to carry out the advance payment mechanism.
The Code does not specify the items of return information that are to be disclosed, nor does it
provide for the disclosure of such information to contractors of the health insurance providers
authorized to receive such information. Advance payment of the credit has been available since
August 1, 2003. To the extent that disclosures to persons not authorized under the statute are
necessary a consent mechanism has been employed. The signature block of the registration form
for the credit states “By signing, I also agree to allow the IRS to share my eligibility status and
payment information with my health plan administrator.” Applicants are required to give such
consent in applying for the credit.

Any person who receives payments during a calendar year for qualified health insurance
and claims a reimbursement for an advance credit amount is required to file an information

% Creditable coverage is determined under the Health Care Portability and
Accountability Act (Code sec. 9801(c)).

60



return with respect to each individual from whom such payments were received or for whom
such a reimbursement is claimed.

Description of Proposal

The President’s proposal modifies the health coverage tax credit in several ways.

The proposal modifies the requirement that State-based coverage not impose pre-existing
condition limitations. The proposal allows State-based coverage to impose a modified pre-
existing condition restriction similar to the rules under the Health Insurance Portability and
Accountability Act of 1996 (“HIPAA”). The pre-existing condition exclusion can be imposed
for a period of up to 12 months, but must be reduced by the length of the eligible individual’s
creditable coverage, as of the date the individual applies for the State-based coverage. The
exclusion must relate to a condition (whether physical or mental), regardless of the cause of the
condition, for which medical advice, diagnosis, care, or treatment was recommended or received
within the 6-month period ending on the date the individual seeks to enroll in the coverage. The
exclusion cannot be an exclusion described in Code section 9801(d) (relating to exclusions not
applicable to certain newborns, certain adopted children, or pregnancy).

The proposal also allows spouses of eligible individuals to claim the credit even after the
eligible individual becomes entitled to Medicare, provided that the spouse (1) is at least age 55;
(2) is covered by qualified health insurance, the premium of which is paid by the taxpayer; (3)
does not have other specific coverage; and (4) is not imprisoned under Federal, State, or local
authority.

The proposal also makes other changes to the credit. Under the proposal, individuals
who elect to receive one-time lump sum payments from the PBGC and certain alternative PBGC
payees are eligible for the credit.

The proposal provides that the Commonwealths of Puerto Rico and the Northern Mariana
Islands, American Samoa, Guam, and the U.S. Virgin islands are deemed to be States for
purposes of the State-based coverage rules.

In addition, the proposal allows disclosure of certain information necessary to carry out
the advance payment program to contractors of providers of health insurance and provides that
providers of health insurance include employers and administrators of health plans.

Additionally, under the proposal, State continuation coverage provided under State law
automatically qualifies as qualified health insurance, as Federally-mandated COBRA
continuation coverage, without having to meet the requirements relating to State-based qualified
coverage.

The proposal also changes the definition of other specified coverage for eligible
alternative TAA recipients by removing the special rule that applies only to alternative TAA
recipients.

Effective date.—The proposal modifying the requirement that there be no imposition of a
pre-existing condition exclusion is effective for eligible individuals applying for coverage after
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December 31, 2005. The proposal relating to spouses of HCTC-eligible individuals 1s effective
for taxable years beginning after December 31, 2005. The remaining proposals are effective as if
included in the Trade Act of 2002.

Analysis

In general

The HCTC was enacted to assist certain individuals in paying for qualified health
insurance. The various aspects of the proposal will make the credit available to more
individuals. Some aspects of the proposal may be considered clarifications of present law based
on current IRS administrative positions.

Pre-existing condition exclusion

The proposal modifies the requirement for State-based coverage that there be no
imposition of a pre-existing condition exclusion. Proponents argue that this change 1s necessary
to allow States not currently offering qualified health insurance to be able to offer qualified
insurance. Many States argue that it is difficult to implement qualifying State-based coverage
with the present-law requirement that there be no imposition of a pre-existing condition
exclusion. Others argue that modification of the no imposition of preexisting conditions
exclusion eliminates an important consumer protection afforded under State-based coverage.
Proponents counter that the modified requirement under the proposal, coupled with the other
consumer protections, including guaranteed issue, provides sufficient protections, especially in
the case of States where the alternative would be no qualifying State-based coverage. Critics
argue that if State-based coverage must satisfy the present-law requirement, States will
eventually produce a qualifying option which will allow its citizens access to the credit while
maintaining the protection. They argue that since the vast majority of States have been able to
produce a qualifying option under the present-law requirements, the few States that have not
offered qualified insurance should not be afforded a less stringent rule.

Spouses of eligible individuals entitled to Medicare

The proposal allows spouses of eligible individuals to claim the credit when the eligible
individual becomes entitled to Medicare, provided that the spouse (1) is at least age 55; (2) is
covered by qualified health insurance, the premium of which is paid by the taxpayer; (3) does not
have other specified coverage; and (4) is not imprisoned under Federal, State or local authority.
Under present law, once an otherwise eligible individual is entitled to benefits under Medicare,
the spouse of the individual is no longer eligible for the credit, even if the spouse if not entitled
to benefits under Medicare.

Not allowing the credit to the spouses of Medicare-eligible individuals can result in many
spouses dropping coverage once the eligible individual becomes entitled to Medicare and
becoming uninsured. The proposal is intended to prevent such result.
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Eligible individuals

Under the proposal, individuals who elect to receive one-time lump-sum payments from
the PBGC are eligible for the credit. While the IRS has interpreted the credit as applying to
individuals who receive a one-time lump sum from the PBGC and certain alternative PBGC
payees, clarifying statutorily that such individuals are eligible individuals will simplify
administration of the credit. Many believe that individuals who receive a one-time lump-sum
pension payment in lieu of an annuity should not be ineligible for the credit simply because they
are not receiving payments on a monthly basis. In general, lump-sum payments are only
received if the value of the benefit is $5,000 or less. Given the relatively small amount of the
payments, most agree that requiring participants to take an annuity in order to qualify for the
credit is not desirable.

The proposal also provides that certain alternative PBGC payees are eligible for the
credit. In general, alternative PBGC payees include alternative payees under a qualified
domestic relations order and beneficiaries of deceased employees who are receiving payments
from the PBGC. Many believe that fairness requires that such individuals should be treated as
eligible PBGC pension recipients.

Certain commonwealths and possessions

The proposal providing that the Commonwealths of Puerto Rico and the Northern
Mariana Islands, American Samoa, Guam, and the U.S. Virgin islands arec deemed to be States
for purposes of the State-based coverage rules allows such possessions and commonwealths to
elect a State-based coverage option, which will allow residents greater access to the credit.
Under present law, if an individual meets the definition of an eligible individual, residents of the
possessions and commonwealths may be eligible for the credit; however, because the possession
or commonwealth in which they live is not able to offer qualified health insurance, such
individuals are generally unable to access the credit. The proposal would allow certain
possessions and commonwealths to offer qualified health insurance. Proponents argue that since
the credit is targeted to specific groups of individuals (i.e., individuals receiving benefits under
TAA or from the PBGC), residents of such commonwealths and possessions who are eligible
individuals should not be denied the credit because their residence cannot offer a qualified State-
based option.

While residents of the possessions and commonwealths are U.S. citizens,” special tax
rules apply. Some question whether it is appropriate to provide a refundable health tax credit to
residents of possessions and commonwealths who may never pay U.S. tax. Certain other tax
credits are not available to such individuals. For example, the earned income credit and child tax
credit are generally not available to such residents.'®

> There is an exception for those on American Samoa who are U.S. nationals.

100 The refundable child tax credit is available to residents of the possessions if the
individual has three of more qualifying children and pays FICA or SECA taxes.
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Expanded disclosure

The proposal allows disclosure of certain information necessary to carry out the advance
payment program to contractors of providers of health insurance and provides that providers of
health insurance include employers and administrators of health plans. Proponents argue that
modifying the disclosure provisions is necessary to make the advance payment program
administrable. The proposal would eliminate uncertainty regarding disclosures permitted for
purposes of the credit. Under present law, disclosure is permitted only to providers of health
insurance. Proponents argue that in order to facilitate operation of the advance payment program
it is necessary that disclosure of certain information be permitted to employers and
administrators of health plans and to contractors of providers of health insurance.

Since advance payment of the credit became available August 1, 2003, a consent
mechanism has been used to the extent that disclosures not technically permitted under the
statute are necessary. Proponents argue that clarifying the disclosure provisions statutorily
would simplify administration of the credit.

Many believe that taxpayer information should be highly safeguarded and that any
expansion of the disclosure rules should be as narrow as possible. For example, some argue that,
given the breadth of the present-law statute, the use of contractors could expand significantly the
risk of unauthorized disclosure of sensitive information. Some argue that if present law were
narrowed to the discrete items relating to the health program, such risk would be diminished.
Others argue that items such as taxpayer identification numbers and health insurance
membership are commonly obtained by the health plans and are not as sensitive as other return
information.

State continuation coverage

The proposal providing that State continuation coverage automatically qualifies as
qualified health insurance results in removing certain State-based coverage requirements from
State continuation coverage. These requirements include guaranteed issue, no imposition of
preexisting conditions (as modified by this proposal), nondiscriminatory premiums and similar
benefits. Proponents argue that many States lack qualified State-based coverage and allowing
State continuation coverage to automatically qualify would allow more individuals access to the
credit. Proponents also argue that since State continuation coverage is similar to COBRA
continuation, which is not subject to the State-based coverage requirements, it is appropriate to
waive such requirements for State continuation coverage. Proponents argue that it is
inappropriate for the State-based coverage requirements to apply to State continuation coverage
as certain rules applicable to State continuation coverage are inconsistent with such
requirements.

Critics argue that it is extremely important for individuals to have the protections relating
to guaranteed issue, preexisting conditions, nondiscriminatory premiums and similar benefits.
They argue that if the applicable requirements are waived, individuals will lose valuable rights
with respect to their health care. In addition, opponents argue that if State continuation coverage
automatically meets the requirements for qualified health insurance, States will be less inclined
to work towards producing a qualifying option that includes the otherwise applicable
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requirements. Critics of the proposal argue that if all State-based coverage must satisfy the
requirements, States will eventually produce a qualifying option which will allow its citizens
access to the credit while retaining the important consumer protections. This change is viewed
by critics as a substantive change from what was originally intended, rather than a clarification of
present law.

Other specified coverage of alternative TAA recipients

The proposal also changes the definition of other specified coverage for eligible
alternative TAA recipients by removing the special rule that applies only to alternative TAA
recipients, which results in applying the same definition of other specified coverage to all
eligible individuals. Under the proposal, for all eligible individuals, specified coverage would
include coverage under a health plan maintained by an employer (except for insurance
substantially all of which is for excepted benefits) than pays at least 50 percent of the cost of
coverage and certain governmental health programs. Proponents argue that the proposal would
reduce complexity in administering the credit, as similar rules would apply to all individuals.
Some argue that despite the complexity in having different rules, the special rule for alternative
TAA recipients should be retained.

Prior Action

Several components of the proposal were included in the President’s fiscal year 2005
budget proposal.

5. Expand human clinical trial expenses qualifying for the orphan drug tax credit
Present Law

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

Description of Proposal

The proposal expands qualifying expenses to include those expenses related to human
clinical testing paid or incurred after the date on which the taxpayer files an application with the
FDA for designation of the drug under section 526 of the Federal Food, Drug, and Cosmetic Act
as a potential treatment for a rare disease or disorder, if certain conditions are met. Under the
proposal, qualifying expenses include those expenses paid or incurred after the date on which the
taxpayer files an application with the FDA for designation as a potential treatment for a rare
disease or disorder if the drug receives FDS designation before the due date (including
extensions) for filing the tax return for the taxable year in which the application was filed with
the FDA. As under present law, the credit may only be claimed for such expenses related to
drugs designated as a potential treatment for a rare disease or disorder by the FDA in accordance
with section 526 of such Act.
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Effective date.—The provision is effective for qualified expenditures incurred after
December 31, 2004.

Analysis

Approval for human clinical testing and designation as a potential treatment for a rare
disease or disorder require separate reviews within the FDA. As a result, in some cases, a
taxpayer may be permitted to begin human clinical testing prior to a drug being designated as a
potential treatment for a rare disease or disorder. If the taxpayer delays human clinical testing in
order to obtain the benefits of the orphan drug tax credit, which currently may be claimed only
for expenses incurred after the drug is designated as a potential treatment for a rare disease or
disorder, valuable time will have been lost and Congress’s original intent in enacting the orphan
drug tax credit will have been partially thwarted.

For those cases where the process of filing an application and receiving designation as a
potential treatment for a rare disease or disorder occurs sufficiently expeditiously to fall entirely
within the taxpayer’s taxable year plus permitted filing extension, the proposal removes the
potential financial benefit from delaying clinical testing. While such an outcome may well
describe most applications, in some cases, particularly for applications filed near the close of a
taxpayer’s taxable year, there may be some uncertainty that designation will be made in a timely
manner. In such a case, the taxpayer is in the same position as present law and may choose to
delay filing the appropriate application until the beginning of his next taxable year.

The FDA is required to approve drugs for human clinical testing. Such approval creates a
unique starting point from which human clinical testing expenses can be measured. An
alternative proposal would be to expand qualifying expenses to include those expenses paid or
incurred after the date on which the taxpayer files an application with FDA for designation of the
drug as a potential treatment for a rare disease or disorder, regardless of whether the designation
is approved during the taxable year in which the application is filed. Such an alternative
proposal would provide more certainty to the taxpayer regarding clinical expenses eligible for
the credit. However, unlike the current proposal, such an alternative may create the additional
taxpayer burden of requiring the taxpayer to file an amended return to claim credit for qualifying
costs related to expenses incurred in a taxable year prior to designation.

The staff of the Joint Committee on Taxation recommended a change similar to the
current proposal as part of its 2001 simplification study.'”

Prior Action

An identical proposal was part of the President’s fiscal year 2005 budget proposal. A
similar proposal was part of the President’s fiscal year 2004 budget proposal.

101 Joint Committee on Taxation, Study of the Overall State of the Federal Tax System
and Recommendations for Simplification, Pursuant to Section 8022(3)(b) of the Internal Revenue
Code of 1986, Vol. II JCS-3-01), April 2001, at 310.
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C. Provisions Relating to Charitable Giving

1. Permit tax-free withdrawals from individual retirement arrangements for charitable
contributions

Present Law

In general

If an amount withdrawn from a traditional individual retirement arrangement (“IRA”) or
a Roth IRA is donated to a charitable organization, the rules relating to the tax treatment of
withdrawals from IRAs apply, and the charitable contribution is subject to the normally
applicable limitations on deductibility of such contributions.

Charitable contributions

In computing taxable income, an individual taxpayer who itemizes deductions generally
is allowed to deduct the amount of cash and up to the fair market value of property contributed to
an organization described in section 170(c), including charities and Federal, State, and local
governmental entities. The deduction also is allowed for purposes of calculating alternative
minimum taxable income.

The amount of the deduction allowable for a taxable year with respect to a charntable
contribution of property may be reduced depending on the type of property contributed, the type
of charitable organization to which the property is contributed, and the income of the taxpayer.'%*

A payment to a charity (regardless of whether it is termed a “contribution”) in exchange
for which the donor receives an economic benefit is not deductible, except to the extent that the
donor can demonstrate that the payment exceeds the fair market value of the benefit received
from the charity. To facilitate distinguishing charitable contributions from purchases of goods or
services from charities, present law provides that no charitable contribution deduction is allowed
for a separate contribution of $250 or more unless the donor obtains a contemporaneous written
acknowledgement of the contribution from the charity indicating whether the charity provided
any good or service (and an estimate of the value of any such good or service) to the taxpayer in
consideration for the contribution.'® In addition, present law requires that any charity that
receives a contribution exceeding $75 made partly as a gift and partly as consideration for goods
or services furnished by the charity (a “quid pro quo” contribution) is required to inform the
contributor in writing of an estimate of the value of the goods or services furnished by the charity
and that only the portion exceeding the value of the goods or services is deductible as a
charitable contribution.'**

102 Gecs. 170(b) and (e).
193 Gec. 170(£)(8).

104 Sec. 6115.
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Under present law, total deductible contributions of an individual taxpayer to public
charities, private operating foundations, and certain types of private nonoperating foundations
may not exceed 50 percent of the taxpayer’s contribution base, which is the taxpayer’s adjusted
gross income for a taxable year (disregarding any net operating loss carryback). To the extent a
taxpayer has not exceeded the 50-percent limitation, (1) contributions of capital gain property to
public charities generally may be deducted up to 30 percent of the taxpayer’s contribution base;
(2) contributions of cash to private foundations and certain other charitable organizations
generally may be deducted up to 30 percent of the taxpayer’s contribution base; and
(3) contributions of capital gain property to private foundations and certain other charitable
organizations generally may be deducted up to 20 percent of the taxpayer’s contribution base.

Contributions by individuals in excess of the 50-percent, 30-percent, and 20-percent
limits may be carried over and deducted over the next five taxable years, subject to the relevant
percentage limitations on the deduction in each of those years.

In addition to the percentage limitations imposed specifically on charitable contributions,
present law imposes an overall limitation on most itemized deductions, including charitable
contribution deductions, for taxpayers with adjusted gross income in excess of a threshold
amount, which is indexed annually for inflation. The threshold amount for 2005 is $145,950
(372,975 for married individuals filing separate returns). For those deductions that are subject to
the limit, the total amount of itemized deductions is reduced by three percent of adjusted gross
income over the threshold amount, but not by more than 80 percent of itemized deductions
subject to the limit. Beginning in 2006, the Economic Growth and Tax Relief Reconciliation Act
of 2001 phases out the overall limitation on itemized deductions for all taxpayers. The overall
limitation on itemized deductions is reduced by one-third in taxable years beginning in 2006 and
2007, and by two-thirds in taxable years beginning in 2008 and 2009. The overall limitation on
itemized deductions is eliminated for taxable years beginning after December 31, 2009; however,
this elimination of the limitation sunsets on December 31, 2010.

In general, a charitable deduction is not allowed for income, estate, or gift tax purposes if
the donor transfers an interest in property to a charity (e.g., a remainder) while also either
retaining an interest in that property (e.g., an income interest) or transferring an interest in that
property to a noncharity for less than full and adequate consideration.'”® Exceptions to this

reneral rule are provided for, among other interests, remainder interests in charitable remainder
annuity trusts, charitable remainder unitrusts, and pooled income funds, and present interests in
the form of a guaranteed annuity or a fixed percentage of the annual value of the proper‘(y.'o6 For
such interests, a charitable deduction is allowed to the extent of the present value of the interest
designated for a charitable organization.

195 Secs. 170(f), 2055(e)(2), and 2522(c)(2).

106 Sec. 170(H(2).
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IRA rules

Within limits, individuals may make deductible and nondeductible contributions to a
traditional IRA. Amounts in a traditional IRA are includible in income when withdrawn (except
to the extent the withdrawal represents a return of nondeductible contributions). Individuals also
may make nondeductible contributions to a Roth IRA. Qualified withdrawals from a Roth IRA
are excludable from gross income. Withdrawals from a Roth IRA that are not qualified
withdrawals are includible in gross income to the extent attributable to earnings. Includible
amounts withdrawn from a traditional IRA or a Roth IRA before attainment of age 59-% are
subject to an additional 10-percent early withdrawal tax, unless an exception applies.

If an individual has made nondeductible contributions to a traditional IRA, a portion of
each distribution from an IRA is nontaxable, until the total amount of nondeductible
contributions has been received. In general, the amount of a distribution that is nontaxable is
determined by multiplying the amount of the distribution by the ratio of the remaining
nondeductible contributions to the account balance. In making the calculation, all traditional
IRAs of an individual are treated as a single IRA, all distributions during any taxable year are
treated as a single distribution, and the value of the contract, income on the contract, and
investment in the contract are computed as of the close of the calendar year.

In the case of a distribution from a Roth IRA that is not a qualified distribution, in
determining the portion of the distribution attributable to earnings, contributions and
distributions are deemed to be distributed in the following order: (1) regular Roth IRA
contributions; (2) taxable conversion contributions;'%” (3) nontaxable conversion contributions;
and (4) earnings. In determining the amount of taxable distributions from a Roth IRA, all Roth
IRA distributions in the same taxable year are treated as a single distribution, all regular Roth
IRA contributions for a year are treated as a single contribution, and all conversion contributions
during the year are treated as a single contribution.

Traditional IRAs are subject to minimum distribution rules, under which distributions
from the IRA must generally begin by the April 1 of the calendar year following the year in
which the IRA owner attains age 70-%..

Traditional and Roth IRAs are subject to post-death minimum distribution rules that
require that distributions upon the death of the IRA owner must begin by a certain time.

Description of Proposal

The proposal provides an exclusion from gross income for otherwise taxable IRA
withdrawals from a traditional or a Roth IRA for distributions to a qualified charitable
organization. The exclusion does not apply to indirect gifts to a charity through a split interest
entity, such as a charitable remainder trust, a pooled income fund, or a charitable gift annuity.
The exclusion is available for distributions made on or after the date the IRA owner attains

197 Conversion contributions refer to conversions of amounts in a traditional IRA to a
Roth IRA.
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age 65 and applies only to the extent the individual does not receive any benefit in exchange for
the transfer. Amounts transferred directly from the IRA to the qualified charitable organization
are treated as a distribution for purposes of the minimum distribution rules applicable to IRAs.
No charitable contribution deduction is allowed with respect to any amount that is excluded from
income under this provision. Amounts transferred from the IRA to the qualified organization
that would not be taxable if transferred directly to the individual, such as a qualified distribution
from a Roth IRA or the return of nondeductible contributions from a traditional IRA, are subject
to the present law charitable contribution deduction rules.

Effective date.~The proposal is effective for distributions made after the date of
enactment.

Analysis

Policy issues

In general, the proposal is intended to enable IRA owners to give a portion of their IRA
assets to charity without being subject to the charitable contribution percentage limitations or the
overall limitation on itemized deductions. Present law requires an IRA owner to take the IRA
distribution into income, give the money to a qualified charity, and then claim a deduction for the
gift. However, the deduction is subject to the percentage limitations of section 170 and to the
overall limit on itemized deductions. The proposal will avoid these limitations and therefore
might encourage additional charitable giving by increasing the tax benefit of the donation for
those who would not be able to fully deduct the donation by reason of the present-law
limitations. However, some argue that the proposal merely avoids present-law limitations on
charitable contributions that will be made in any event and will not encourage additional giving.

Further, some question the appropriateness of limiting the tax benefits of the provision to
IRA owners. That is, if the limits on charitable deductions are determined to be undesirable,
they should be removed for all taxpayers, not only those that are able to make charitable
contributions through an IRA. In addition, the proposal will alter present law and give IRA
owners a tax benefit for charitable contributions even if they do not itemize deductions. For
example, under present law, a taxpayer who takes the standard deduction cannot claim a
charitable contribution deduction; however, under the proposal, a taxpayer can both claim the
standard deduction and benefit from the exclusion. It might be beneficial for taxpayers who
itemize their deductions but have a significant amount of charitable deductions to make their
charitable contributions through the IRA and then claim the standard deduction.

In addition, some argue that the proposal inappropriately will encourage IRA owners to
use retirement monies for nonretirement purposes (by making such use easier and providing
greater tax benefits in some cases). To the extent that the proposal will spur additional gifts by
circumventing the percentage limitations, IRA owners may spend more of their retirement
money for nonretirement purposes than under present law. Some also argue that, in the early
years of retirement, an individual might not accurately assess his or her long-term retirement
income needs. For example, the individual might not make adequate provision for health care or
long-term care costs later in life. Some therefore argue that IRA distributions to charity should
be permitted, if at all, only after age 70.
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Complexity issues

The proposal adds complexity to the tax law by creating an additional set of rules
applicable to charitable donations. Taxpayers who own IRAs and make such donations will need
to review two sets of rules in order to determine which applies to them and which is the most
advantageous. The proposal may increase the complexity of making charitable contributions
because individuals who are able and wish to take advantage of the tax benefits provided by the
proposal will need to make the donation through the IRA rather than directly. The proposal also
may increase complexity in tax planning as the proposal might make it beneficial for some
taxpayers to take the standard deduction and make all charitable contributions through their
IRAs.

In some cases, taxpayers may need to apply both sets of rules to a single contribution
from an IRA. This will occur if the IRA distribution includes both taxable amounts (which
would be subject to the rules in the proposal) and nontaxable amounts (which would be subject
to the present-law rules). As discussed above, the effect of the proposal is to eliminate certain
present-law limits on charitable deductions for IRA owners. A simpler approach is to eliminate
such limits with respect to all charitable contributions. Providing a single rule for charitable
contributions would make the charitable deduction rules easier to understand for all taxpayers
making such contributions.

Prior Action

A similar proposal was included in the President’s fiscal years 2004 and 2005 budget
proposals. The President’s fiscal years 2002 and 2003 budget proposals included a similar
proposal, except that the exclusion would have applied to distributions made on or after the date
the IRA owner attained age 59-%.

In the 108™ Congress, S. 476, the “CARE Act of 2003,” as agreed to by the Senate on
April 9, 2003, included a similar provision that would have provided an exclusion for an
otherwise taxable distribution from an IRA that was made (1) directly to a charitable
organization on or after the date the IRA owner attains age 70-%2, or (2) to a split-interest entity
on or after the date the IRA owner attains age 59-%. H.R. 7, the “Charitable Giving Act of
2003,” as passed by the House of Representatives on September 17, 2003, included a similar
provision, except the H.R. 7 provision would have applied to distributions made directly to a
charitable organization or to a split-interest entity only on or after the date the IRA owner
reaches age 70-% and the exclusion would not have applied to distributions from SIMPLE IRAs
or simplified employee pensions.

2. Expand and increase the enhanced charitable deduction for contributions of food
inventory

Present Law

Under present law, a taxpayer’s deduction for charitable contributions of inventory
generally is limited to the taxpayer’s basis (typically, cost) in the inventory. However, for
certain contributions of inventory, C corporations may claim an enhanced deduction equal to the
lesser of (1) the taxpayer’s basis in the contributed property plus one-half of the property’s
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appreciated value (i.e., basis plus one-half of fair market value in excess of basis) or (2) two
times basis.'®®

To be eligible for the enhanced deduction, the contributed property generally must be
inventory of the taxpayer, contributed to a charitable organization described in section 501(c)(3)
(other than a private nonoperating foundation), and the donee must (1) use the property
consistent with the donee’s exempt purpose solely for the care of the ill, the needy, or infants,
(2) not transfer the property in exchange for money, other property, or services, and (3) provide
the taxpayer a written statement that the donee’s use of the property will be consistent with such
requirements. In the case of contributed property subject to the Federal Food, Drug, and
Cosmetic Act, the property must satisfy the applicable requirements of such Act on the date of
transfer and for 180 days prior to the transfer.

To claim the enhanced deduction, the taxpayer must establish that the fair market value
of the donated item exceeds basis. The valuation of food inventory has been the subject of
ongoing disputes between taxpayers and the IRS. In one case, the Tax Court held that the value
of surplus bread inventory donated to charity was the full retail price of the bread rather than half
the retail price, as the IRS asserted.'®

Description of Proposal

Under the proposal, the enhanced deduction for donations of food inventory is increased
to the lesser of (1) fair market value, or (2) two times the taxpayer’s basis in the contributed
inventory. In addition, any taxpayer engaged in a trade or business, whether ornot a C
corporation, is eligible to claim an enhanced deduction for donations of food inventory. The
deduction for donations by S corporations and noncorporate taxpayers is limited to 10 percent of
the net income from the associated trade or business. The proposal provides a special rule that
would permit certain taxpayers with a zero or low basis in the food donation (e.g., taxpayers that
use the cash method of accounting for purchases and sales, and taxpayers that are not required to
capitalize indirect costs) to assume a basis equal to 25 percent of the food’s fair market value. In
such cases, the allowable charitable deduction will equal 50 percent of the food’s fair market
value. The enhanced deduction for food inventory will be available only for food that qualifies
as “apparently wholesome food” (defined as food that is intended for human consumption that
meets all quality and labeling standards imposed by Federal, State, and local laws and
regulations even though the food may not be readily marketable due to appearance, age,
freshness, grade, size, surplus, or other conditions). The proposal provides that the fair market
value of apparently wholesome food that cannot or will not be sold solely due to internal
standards of the taxpayer or lack of market would be determined by taking into account the price
at which the same or substantially the same food items (taking into account both type and
quality) are sold by the taxpayer at the time of the contribution or, if not so sold at such time, in
the recent past.

1% Sec. 170(e)(3).

199" Lucky Stores Inc. v. Commissioner, 105 T.C. 420 (1995).
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Effective date.—The proposal is effective for taxable years beginning after December 31,
2004.

Analysis

Policy issues

In the absence of the enhanced deduction of present law, if the taxpayer were to dispose
of excess inventory by dumping the excess food in a garbage dumpster, the taxpayer generally
could claim the purchase price of the inventory (the taxpayer’s basis in the property) as an
expense against his or her gross income. In the absence of the enhanced deduction of present
law, if the taxpayer were to donate the excess food inventory to a charitable organization that
maintains a food bank, the taxpayer generally would be able to claim a charitable deduction
equal to the taxpayer’s basis in the food inventory (subject to certain limits on charitable
contributions). Viewed from the taxpayer’s profit motive, the taxpayer would be indifferent
between donating the food or dumping the food in a garbage dumpster. If the taxpayer must
incur cost to deliver the food to the charity that maintains the food bank, the taxpayer would not
find it in his or her financial interest to donate the excess food inventory to the food bank. The
enhanced deduction creates an incentive for the taxpayer to contribute excess food inventory to
charitable organizations that provide hunger relief.

In general, the proposal is intended to give businesses greater incentive to contribute food
to those in need. By increasing the value of the enhanced deduction, up to the fair market value
of the food, and by clarifying the definition of fair market value, the proposal is intended to
encourage more businesses to donate more food to charitable organizations that provide hunger
relief. However, some argue that if the intended policy is to support food programs for the
needy, it would be more direct and efficient to provide a direct government subsidy instead of
making a tax expenditure through the tax system, which may result in abuse and cannot be
monitored under the annual budgetary process. On the other hand, proponents of the proposal
likely would argue that a government program would be less effective in identifying the needy
and overseeing delivery of the food than would the proposal.' "

More specifically, critics argue that the definition of fair market value under the proposal
is too generous because it may permit taxpayers to claim as fair market value the full retail price
of food that was no longer fresh when donated. If so, taxpayers might be better off contributing
the food to charity than by selling the food in the ordinary course of their business. For example,
assume a taxpayer whose income is taxed at the highest corporate income tax rate of 35 percent
has purchased an avocado for $0.75. The taxpayer previously could have sold the avocado for
$1.35, but now could only sell the avocado for $0.30. If the taxpayer sold the avocado for $0.30,
the taxpayer would incur a loss of $0.45 ($0.75 basis minus $0.30 sales revenue) on the sale.
Because the loss on the sale of the avocado reduces the taxpayer’s taxable income, the taxpayer’s

"9 See generally Louis Alan Talley, “Charitable Contributions of Food Inventory:
Proposals for Change Under the ‘Community Solutions Act of 2001,”” Congressional Research
Service Report for Congress (August 23, 2001).
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tax liability would decline by approximately $0.16 ($0.45 multiplied by 35 percent), so the net
loss from the sale in terms of after-tax income would be $0.29. If] alternatively, the taxpayer had
donated the avocado to the local food bank, and under the proposal were allowed to claim a
deduction for the previous fair market value of $1.35, the taxpayer’s taxable income would be
reduced by $1.35 resulting in a reduction in tax liability of approximately $0.47 ($1.35
multiplied by 35 percent). However, the taxpayer originally purchased the avocado for $0.75
and, as the avocado is donated, this expense cannot be deducted as a cost of goods sold. By
donating the avocado, the taxpayer’s net loss on the avocado is $0.28 (the $0.47 in income tax
reduction minus the cost of acquiring the avocado, $0.75). Under the proposal, the taxpayer
loses less on the avocado by donating the avocado to charity than by selling the avocado.

This possible outcome is a result of permitting a deduction for a value that the taxpayer
may not be able to achieve in the market. Whether sold or donated, the taxpayer incurred a cost
to acquire the good. When a good is donated, it creates “revenue” for the taxpayer by reducing
his or her taxes otherwise due. When the value deducted exceeds the revenue potential of an
actual sale, the tax savings from the charitable deduction can exceed the sales revenue from a
sale. While such an outcome is possible, in practice it may not be the norm. In part because the
proposal limits the enhanced deduction to the lesser of the measure of fair market value or twice
the taxpayer’s basis, it can only be more profitable to donate food than to sell food if the
taxpayer would otherwise be selling the food to be donated at a loss. In general, it depends upon
the amount by which the deduction claimed exceeds the tax%)ayer’s basis in the food relative to
the extent of the loss the taxpayer would incur from a sale.'"’

" In general, it is never more profitable to donate food than to sell food unless the
taxpayer is permitted to deduct a value other than the current fair market value of the food. To
see this:

e let Y denote the taxpayer’s pre-tax income from all other business activity;
e let B denote the taxpayer’s acquisition cost (basis) of the item to be donated;

e let a represent the percentage by which the permitted deduction exceeds the
taxpayer’s basis, that is oB equals the value of the deduction permitted;

e let B equal the current market value as a percentage of the taxpayer’s basis in the
item, that is the revenue that could be attained from sale is BB;

and let t denote the taxpayer’s marginal tax rate.

Further assume that p < 1 < g, that is, at the current market value the taxpayer would be
selling at a loss, but previously the taxpayer could sell at a profit.

The taxpayer’s after-tax income from sale of the item is (Y + B — B)(1-t).

Under the proposal, the taxpayer’s after-tax income from contribution of the item is
Y — B —t(Y — aB). For the case in which the permitted deduction would exceed twice the
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In addition, to the extent the proposal would subsidize food disposal, companies
producing food may take less care in managing their inventories and might have less incentive to
sell aging food by lowering prices, knowing that doing so might also reduce the value of an
eventual deduction.'' Critics also argue that the proposal would in effect provide a deduction
for the value of services, which are not otherwise deductible, because in some cases, services are
built into the fair market value of food.

Complexity issues

The proposal has elements that may both add to and reduce complexity of the charitable
contribution deduction rules. Under present law, the general rule is that charitable gifts of
inventory provide the donor with a deduction in the amount of the donor’s basis in the inventory.
The Code currently contains several exceptions: a special rule for contributions of inventory that
is used by the donee solely for the care of the ill, the needy, or infants, a special rule for
contributions of scientific property used for research, and a special rule for contributions of
computer technology and equipment used for educational purposes. Each special rule has
distinct requirements. The proposal would add another special rule, with its own distinct
requirements, thereby increasing the complexity of an already complex section of the Code. The
proposal also could decrease complexity, however, because it would provide a definition of fair
market value. Under current law, valuation of food inventory has been a disputed issue between

taxpayer’s basis, the taxpayer’s after-tax income from contribution of the item is
Y -B-t(Y - 2B).

It is more profitable to donate the item than to sell it when the following inequality is
satisfied.

(1) (Y+BB-B)(1-t)<Y-B-t(Y~aB).
This inequality reduces to:

@ BB+ (1)<t

Whether it is more profitable to donate food than to sell food depends upon the extent to
which the food would be sold at a loss (B) relative to the extent of the loss plus the extent to
which the permitted deduction exceeds the taxpayer’s basis (a-1), compared to the taxpayer’s
marginal tax rate. Because under present law, the marginal tax rate is 0.35, equation (2)
identifies conditions on the extent of loss and the permitted deduction that could create a
situation where a charitable contribution produces a smaller loss than would a market sale, such
as the example in the text. In the case where the taxpayer’s deduction would be limited to twice
basis, it is possible to show that for a marginal tax rate of 35 percent, the current market value of
the item to be donated must be less than 53.8 percent of the taxpayer’s basis in the item, that is, B
<0.538.

12 gee Martin A. Sullivan, “Economic Analysis: Can Bush Fight Hunger With a Tax
Break?,” Tax Notes, vol. 94, February 11, 2002, at 671.
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taxpayers and the IRS and a cause of uncertainty for taxpayers when claiming the deduction.
Another interpretative issue could arise in deciding whether the contributed food is
“substantially” the same as other food items sold by the taxpayer for purposes of determining fair
market value of the food.

Taxpayers who contribute food inventory must consider multiple factors to ensure that
they deduct the permitted amount (and no more than the permitted amount) with respect to
contributed food. Taxpayers who are required to maintain inventories for their food purchases
must compare the fair market value of the contributed food with the basis of the food (and twice
the basis of the food), and coordinate the resulting contribution deduction with the determination
of cost of goods sold.'"? Taxpayers who are not required to maintain inventories for their food
purchases generally will have a zero or low basis in the contributed food, but are permitted to use
a deemed basis rule that provides such taxpayers a contribution deduction equal to 50 percent of
the food’s fair market value. Taxpayers who are not required to maintain inventories need not
coordinate cost of goods sold deductions or inventory adjustments with contribution deductions,

and are not required to recapture the previously expensed costs associated with the contributed
food.

Prior Action

The President’s fiscal year 2003, 2004 and 2005 budget proposals contained a similar
proposal.

3. Reform excise tax based on investment income of private foundations
Present Law

Under section 4940(a) of the Code, private foundations that are recognized as exempt
from Federal income tax under section 501(a) of the Code are subject to a two-percent excise tax
on their net investment income. Private foundations that are not exempt from tax, such as certain
charitable trusts, also are subject to an excise tax, under section 4940(b).

Net investment income generally includes interest, dividends, rents, royalties, and capital
gain net income, and is reduced by expenses incurred to earn this income. The two-percent rate
of tax is reduced to one-percent in any year in which a foundation exceeds the average historical
level of its charitable distributions. Specifically, the excise tax rate is reduced if the foundation’s
qualifying distributions (generally, amounts paid to accomplish exempt purposes)1 14 equals or
exceeds the sum of (1) the amount of the foundation’s assets for the taxable year multiplied by
the average percentage of the foundation’s qualifying distributions over the five taxable years
immediately preceding the taxable year in question, and (2) one percent of the net investment

3 Such taxpayers must remove the amount of the contribution deduction for the
contributed food inventory from opening inventory, and do not treat the removal as a part of cost
of goods sold. IRS Publication 526, Charitable Contributions, at 7-8.

14 Sec. 4942(g).
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income of the foundation for the taxable year.'"> In addition, the foundation cannot have been

subject to tax in any of the five preceding years for failure to meet minimum qualifying
distribution requirements.''®

The tax on taxable private foundations under section 4940(b) is equal to the excess of the
sum of the excise tax that would have been imposed under section 4940(a) if the foundation was
tax exempt and the amount of the unrelated business income tax that would have been imposed if
the foundation were tax exempt, over the income tax imposed on the foundation under subtitle A
of the Code. Exempt operating foundations are exempt from the section 4940 tax.'"”

Nonoperating private foundations are required to make a minimum amount of qualifying
distributions each year to avoid tax under section 4942. The minimum amount of qualifying
distributions a foundation has to make to avoid tax under section 4942 is reduced by the amount
of section 4940 excise taxes paid.''®

Description of Proposal

The proposal replaces the two rates of excise tax on private foundations with a single rate
of tax and sets the rate at one percent. Thus, under the proposal, a tax-exempt private foundation
is subject to tax on one percent of its net investment income. A taxable private foundation is
subject to tax on the excess of the sum of the one percent excise tax and the amount of the
unrelated business income tax (both calculated as if the foundation were tax-exempt) over the
income tax imposed on the foundation. The proposal repeals the special one-percent excise tax
for private foundations that exceed their historical level of qualifying distributions.

Effective date.—The proposal is effective for taxable years beginning after December 31,
2004.

5 Sec. 4940(e).
16 Sec. 4942.

17 Sec. 4940(d)(1). Exempt operating foundations generally include organizations such
as museums or libraries that devote their assets to operating charitable programs but have
difficulty meeting the “public support” tests necessary not to be classified as a private
foundation. To be an exempt operating foundation, an organization must: (1) be an operating
foundation (as defined in section 4942(j)(3)); (2) be publicly supported for at least 10 taxable
years; (3) have a governing body no more than 25 percent of whom are disqualified persons and
that is broadly representative of the general public; and (4) have no officers who are disqualified
persons. Sec. 4940(d)(2).

18 Sec. 4942(d)(2).
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Analysis

The proposal has the effect of increasing the required minimum charitable payout for
private foundations that pay the excise tax at the two-percent rate.''® This may result in
increased charitable distributions for private foundations that pay only the minimum in charitable
distributions under present law. For example, if a foundation is subject to the two-percent excise
tax on net investment income, the foundation reduces the amount of required charitable
distributions by the amount of excise tax paid. Because the proposal decreases the amount of
excise tax paid on net investment income for such foundations, the proposal increases such
foundations’ required minimum amount of charitable distributions by an amount equal to one
percent of the foundation’s net investment income. Thus, the proposal results in an increase of
charitable distributions in the case of foundations paying the two-percent rate and distributing no
greater than the required minimum under present law. Foundations paying the two-percent rate
that exceed the required minimum under present law generally would not have to increase their
charitable distributions as a result of the proposal. Although the required minimum amount of
charitable distributions would increase for such foundations, such foundations already make
distributions exceeding the minimum and so generally would not have to increase charitable
distributions as a result of the proposal (except to the extent that the increase in the required
minimum amount was greater than the excess of a private foundation’s charitable distributions
over the required minimum amount of present law). However, a reduction in the excise tax rate
from 2 percent to 1 percent may result in increased charitable distributions to the extent that a
foundation decides to pay out the amount that otherwise would be paid in tax for charitable
purposes.

The proposal also eliminates the present-law two-tier tax structure. Some have suggested
that the two-tier excise tax is an incentive for foundations to increase the amounts they distribute
to charities.'®® Critics of the present-law two-tier excise tax have criticized the efficiency of the
excise tax as an incentive to increase payout rates. First, critics note, the reduction in excise tax
depends only upon an increase in the foundation’s rate of distributions to charities, not on the
size of the increase in the rate of distributions. Thus, a large increase in distributions is rewarded
by the same reduction in excise tax rate as is a small increase in distributions. There is no extra
incentive to make a substantial increase in distributions rather than a quite modest increase in
distributions.

In addition, critics assert that, under a number of circumstances, the present-law two-tier
excise tax can create a disincentive for foundations to increase charitable distributions

19 Operating foundations are not subject to the minimum charitable payout rules. Sec.
4942(a)(1).

120 In general, foundations that make only the minimum amount of charitable
distributions and seek to minimize total payouts have no incentive to decrease their rate of excise
tax because such a decrease would result in an increase in the required minimum amount of
charitable distributions, thus making no difference to the total payout of the private foundation.
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substantially.'?! In order to take advantage of the one-percent excise tax rate, a private

foundation must increase its rate of charitable distributions in the current year above that which
prevailed in the preceding five years. Whether the present-law two-tier excise tax creates an
incentive or disincentive to increased payout rates depends, in part, on whether the foundation
currently is subject to the one-percent tax rate or the two-percent tax rate. Because modest
increases in payout rates qualify a foundation for the one-percent tax rate, some analysts suggest
that a foundation may be able to manage its distributions actively so that the foundation qualifies
for the one-percent tax rate without substantially increasing its payout rate.'* For a foundation
subject to the one-percent rate in the current year, an increased payout in any year becomes part
of the computation to determine eligibility for the one-percent rate in future years. Thus, under
the present-law formula, the foundation can trigger the two-percent excise tax rate by increasing
the payout amount in a particular year because increased payouts make it more difficult for the
foundation to qualify for the one-percent rate in subsequent years, and it increases the possibility
that the foundation will become subject to the two-percent tax rate. Consequently, over time, the
one-percent rate provides a disincentive for increasing charitable distributions.

On the other hand, for a foundation currently subject to the one-percent excise tax rate
and also making charitable distributions at a rate above the minimum required amount, the
present-law two-tier excise tax can create a disincentive for foundations to reduce their payout
rate. A reduction in payout rate in the future would reduce the foundation’s five-year moving
average, thereby increasing the likelihood the foundation’s net investment income is taxed at the
two-percent rate, rather than the one-percent rate. 123

For a foundation currently subject to the excise tax at the two-percent rate, an increase in
payout may qualify the foundation for the one-percent excise tax rate. If the increase does qualify
the foundation for the one-percent rate, and the foundation maintains the same payout for the
subsequent four years, the foundation generally will be eligible for the one-percent tax rate in
each of the five years. Hence the reduced tax rate can create an incentive to increase payout
rates. However, even in the case of a two-percent excise tax paying foundation, the present-law
two-tier excise tax can create a disincentive for a foundation to increase charitable distributions
substantially in any one year compared to a strategy of slowly increasing payouts over several
years. For example, consider a foundation which has had a payout rate of 5.0 percent for several
years. Suppose the foundation is considering increasing its payout rate. Consider two possible

121 See C. Eugene Steuerle and Martin A. Sullivan, “Toward More Simple and Effective
Giving: Reforming the Tax Rules for Charitable Contributions and Charitable Organizations,”
American Journal of Tax Policy, 12, Fall 1995, at 399-447.

122 For example, if over a 10-year period the foundation increased its payout rate from

the minimum 5.00 percent to 5.01 percent, to 5.02 percent, up to 5.10 percent, the foundation
generally would qualify for the one-percent excise tax rate throughout the 10-year period.

122 Whether a reduction in payout rate causes the foundation to pay the two-percent tax
rate depends upon the specific pattern of its payout rate in the preceding five years and the
magnitude of the decrease in the current year.
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strategies: increase the payout rate to 8.0 percent in the current year followed by rates of 5.5
percent thereafter; or gradually increase the payout rate by increments of one-tenth of one
percent annually for five years. While a substantial increase in any one year may qualify the
foundation for the one-percent tax rate, subsequent year payout rates of 5.5 percent would fail to
qualify the foundation for the one- percent tax rate.'** Thus, under the first option, the
foundation would pay the one-percent tax rate for one year and be a two-percent tax rate payor
subsequently. Under the second option, the foundation would qualify for the one-percent rate in
each year. However, total payouts are greater under the first option.

In summary, the incentive effects of the present-law two-tier excise tax depend upon the
situation in which the foundation finds itself in the current year. In 1999, 42 percent of
foundations were one-percent tax rate payors and 58 percent were two-percent rate payors.
Among large foundations (assets of $50 million or greater) 58 percent were one-percent rate
payors and 42 percent were two-percent rate payors.125 A number of analysts suggest the
optimal tax strategy for a private foundation is to choose a target rate of disbursement, maintain
that rate in all years, and never fall below the target in any year.'*°

Critics of the present-law excise tax structure observe that the median payout rate of large
nonoperating private foundations (foundations with total assets of $50 million or more) was 5.1
or 5.0 percent in each year from 1991 through 1995 and was 5.0 percent in 1999.'*" The median
payout rates for foundations with assets between $10 million and $50 million declined annually
from 5.4 percent in 1990 to 5.1 percent in 1995 and 1999. Similarly, the median payout rates for
foundations with assets between $100,000 and $1 million declined from 6.7 percent in 1990 to
5.5 percent in 1995 and 5.4 percent in 1999.'%% Critics of the present-law excise tax structure
argue that these data suggest that the excise tax structure is not encouraging any noticeable
increase in payout rates.

The proposal reduces complexity for private foundations by replacing the two-tier tax on
net investment income with a one-tier tax. Under the proposal, private foundations do not have
to allocate resources to figuring which tier of the tax would be applicable or to planning the
optimum payout rate. The proposal also would make compliance easier for private foundations,

124 In this example, after having paid out 8.0 percent, the five-year average payout for the
first year in which the foundation pays out 5.5 percent would be 5.6 percent.

125 See Figure E in Melissa Ludlum, “Domestic Private Foundations and Charitable
Trusts, 1999,” Internal Revenue Service, Statistics of Income Bulletin, 22, Fall 2002 at 143.

126 Steuerle and Sullivan, “Toward More Simple and Effective Giving: Reforming the
Tax Rules for Charitable Contributions and Charitable Organizations,” at 438.

127 See Figure I in Paul Arnsberger, “Private Foundations and Charitable Trusts, 1995,”
Internal Revenue Service, Statistics of Income Bulletin, 18, Winter 1998-1999 at 73; Figure I in
Ludlum, “Domestic Private Foundations and Charitable Trusts, 1999” at 148.

128 14,
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as they would not have to compute a five-year average of charitable distributions on the
information return they file each year.

Prior Action

The President’s fiscal year 2003, 2004, and 2005 budget proposals included a similar
proposal.

The President’s fiscal year 2001 budget proposal included a similar proposal, but would
have reduced the rate of tax to 1.25 percent.

H.R. 7, the “Charitable Giving Act of 2003,” as passed by the House of Representatives
on September 17, 2003, included a similar proposal.

4. Modify tax on unrelated business taxable income of charitable remainder trusts
Present Law

A charitable remainder annuity trust is a trust that is required to pay, at least annually, a
fixed dollar amount of at least five percent of the initial value of the trust to a noncharity for the
life of an individual or for a period of 20 years or less, with the remainder passing to charity. A
charitable remainder unitrust is a trust that generally is required to pay, at least annually, a fixed
percentage of at least five percent of the fair market value of the trust’s assets determined at least
annually to a noncharity for the life of an individual or for a period 20 years or less, with the
remainder passing to charity.'?

A trust does not qualify as a charitable remainder annuity trust if the annuity for a year is
greater than 50 percent of the initial fair market value of the trust’s assets. A trust does not
qualify as a charitable remainder unitrust if the percentage of assets that are required to be
distributed at least annually is greater than 50 percent. A trust does not qualify as a charitable
remainder annuity trust or a charitable remainder unitrust unless the value of the remainder
interest in the trust is at least 10 percent of the value of the assets contributed to the trust.

Distributions from a charitable remainder annuity trust or charitable remainder unitrust
are treated in the following order as: (1) ordinary income to the extent of the trust’s current and
previously undistributed ordinary income for the trust’s year in which the distribution occurred,;
(2) capital gains to the extent of the trust’s current capital gain and previously undistributed
capital gain for the trust’s year in which the distribution occurred; (3) other income (e.g., tax-
exempt income) to the extent of the trust’s current and previously undistributed other income for
the trust’s year in which the distribution occurred; and (4) corpus.'*’

129" Sec. 664(d).

130 Sec. 664(b).
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In general, distributions to the extent they are characterized as income are includible in
the income of the beneficiary for the year that the annuity or unitrust amount is required to be
distributed even though the annuity or unitrust amount is not distributed until after the close of
the trust’s taxable year."’ :

Charitable remainder annuity trusts and charitable remainder unitrusts are exempt from
Federal income tax for a tax year unless the trust has any unrelated business taxable income for
the year. Unrelated business taxable income includes certain debt financed income. A charitable
remainder trust that loses exemption from income tax for a taxable year is taxed as a regular
complex trust. As such, the trust is allowed a deduction in computing taxable income for
amounts required to be distributed in a taxable year, not to exceed the amount of the trust’s
distributable net income for the year.

Description of Proposal

The proposal imposes a 100-percent excise tax on the unrelated business taxable income
of a charitable remainder trust. This replaces the present-law rule that removes the income tax
exemption of a charitable remainder trust for any year in which the trust has any unrelated
business taxable income. Under the proposal, the tax is treated as paid from corpus. The
unrelated business taxable income is considered income of the trust for purposes of determining
the character of the distribution made to the beneficiary.

Effective date.—The proposal is effective for taxable years beginning after December 31,
2004, regardless of when the trust was created.

Analysis

The proposal is intended to produce a better result than present law for trusts that have
only small or inadvertent amounts of unrelated business taxable income. The present-law rule
that any amount of unrelated business taxable income results in loss of tax-exemption for the
year discourages trusts from making investments that might generate insignificant (or
inadvertent) unrelated business taxable income. A loss of exemption could be particularly
punitive in a year in which a trust sells, for example, the assets that originally funded the trust
and does not distribute the proceeds. The proposal avoids this result by requiring a trust to pay
the amount of the unrelated business taxable income as an excise tax but does not require the
trust to pay tax on all of its other income for the year. In addition, the proposal is helpful to
trusts that receive unrelated business taxable income as a result of a change in the status of the
entity in which trust assets are invested. However, the proposal also may enable trusts to choose
to make certain investments that have small amounts of unrelated business income that are and
some may argue should be discouraged by present law. For example, investments in rental
property may generate a small amount of unrelated business taxable income from fees for
services provided to tenants. Such investments may be unattractive for charitable remainder
trusts under present law because the unrelated income causes the trust to lose exemption. Under

B! Treas. Reg. sec. 1.664-1(d)(4).
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the proposal, however, a rental property owner might have an incentive to contribute the rental
property to a charitable remainder trust (of which the owner was beneficiary) to shelter the rental
income from tax (to the extent the rental income exceeds the unitrust amount or annuity
payment). Some argue that charitable remainder trusts should not be encouraged to make such
investments.

The proposal also is intended to be a more effective deterrent than present law to prevent
charitable remainder trusts from investing in assets that generate large amounts of unrelated
business taxable income. Although present law requires that a charitable remainder trust become
a taxable trust for a year in which the trust has unrelated business taxable income, a charitable
remainder trust nevertheless may invest in assets that produce significant unrelated business
income but pay tax only on the trust’s undistributed income. This is because, as a taxable trust,
the trust may take a deduction for distributions of income that are taxable to the beneficiaries.
(To the extent the trust pays tax, trust assets are depleted to the detriment of the charitable
beneficiary.) Thus, proponents argue that the proposal better deters trusts from making
investments that generate significant unrelated business taxable income because the 100 percent
excise tax would be prohibitive. On the other hand, some question whether such a deterrent is
the right policy in cases where a trustee determines that investment in assets that produce
unrelated business taxable income will increase the (after tax) rate of return to the trust (and thus
inure to the benefit of the charitable remainderman).

The proposal provides that unrelated business taxable income is treated as ordinary
income to the trust and taxes are paid from corpus. Thus, the proposal treats the trust beneficiary
the same as under present law, that is, distributions of the unrelated business income are taxed as
ordinary income to the beneficiary. As a result, the proposed rule in effect taxes the unrelated
business income twice, once as an excise tax (at a 100-percent rate), and again when distributed.
(Double taxation presently exists to the extent that the trust’s income from all sources exceeds
the amount distributed to the beneficiary during a year in which the trust is not exempt from
income tax.) Proponents of the proposal would argue that double taxation is not a concern
because the excise tax is intended as a penalty for incurring unrelated business income.
Proponents also would argue that although an alternative approach, for example, to tax the
unrelated business income as an excise tax but not again when distributed, would avoid any
perceived double taxation of the unrelated income, such an alternative would have undesired
effects. Proponents would argue that if unrelated income is not taxed when distributed, a trust
might have a strong incentive to invest in assets that produce unrelated income in order to
convey a benefit to the beneficiary that is not available under present law (capital gain income or
tax-free return of corpus instead of ordinary income). In addition, proponents would note, the
charitable remainderman’s interest would be diminished to the extent a trust invested
significantly in unrelated business income producing assets.

The proposal simplifies the operation of charitable remainder trusts in that a trust with a
small amount of unrelated business taxable income does not lose its tax exemption and therefore
does not need to file income tax returns and compute its taxable income as if it were a taxable
trust. This has the effect of not discouraging trustees to make investments that might entail
having a small amount of unrelated business taxable income.
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Prior Action

A similar proposal was included in the President’s fiscal year 2003, 2004, and 2005
budget proposals.

H.R. 7, the “Community Giving Act of 2003,” as passed by the House of Representatives
on September 17, 2003, included a similar provision, except that unrelated business income
would be excluded from the determination of (1) the value of a charitable remainder unitrust’s
assets, (2) the amount of charitable remainder unitrust income for purposes of determining the
unitrust’s required distributions, and (3) the effect on the income character of any distributions to
beneficiaries by a charitable remainder annuity trust or charitable remainder unitrust.

S. 476, The “CARE Act of 2003,” as agreed to by the Senate on April 9, 2003, contained
a similar proposal.

5. Modify the basis adjustment to stock of S corporations contributing appreciated
property

Present Law

Under present law, a shareholder of an S corporation takes into account, in determining
its own income tax liability, its pro rata share of any charitable contribution of money or other
property made by the corporation.13 2 A shareholder of an S corporation reduces the basis in the
stock of the S corporation by the amount of the charitable contribution that flows through to the
shareholder.'*?

In the case of a contribution of appreciated property, the stock basis is reduced by the full
amount of the contribution. As a result, when the stock is sold, the shareholder may lose the
benefit of the charitable contribution deduction for the amount of any appreciation in the asset
contributed.

Description of Proposal

The proposal allows a shareholder in an S corporation to increase the basis of the S
corporation stock by an amount equal to the excess of the charitable contribution deduction that
flows through to the shareholder over the shareholder’s pro-rata share of the adjusted basis of the
property contributed. 134

Effective date.—The proposal applies to taxable years beginning after December 31, 2004.

132 Sec. 1366(a)(1)(A).
133 Sec. 1367(a)(2)(B).

134 See Rev. Rul. 96-11 (1996-1 C.B. 140) for a similar rule applicable to contributions
made by a partnership.
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Analysis

The proposal preserves the benefit of providing a charitable contribution deduction for
contributions of property by an S corporation with a fair market value in excess of its adjusted
basis by limiting the reduction in the shareholder’s basis in S corporation stock to the
proportionate share of the adjusted basis of the contributed property. Under the proposal, the
treatment of contributions of appreciated property made by an S corporation is similar to the
treatment of contributions made by a partnership.

The net reduction in basis of stock by the amount of the adjusted basis of contributed
property rather than the fair market value will have little effect on tax law complexity.

Prior Action

The President’s fiscal year 2003, 2004, and 2005 budget proposals contained a similar
proposal.

H.R. 7, the “Charitable Giving Act of 2003,” as passed by the House of Representatives
on September 17, 2003, included a similar proposal.

S. 476, The “CARE Act of 2003,” as agreed to by the Senate on April 4, 2003, contained
a similar proposal.

6. Repeal the $150 million limit for qualified 501(c)(3) bonds
Present Law

Interest on State or local government bonds generally is excluded from income if the
bonds are issued to finance activities carried out and paid for with revenues of these
governments. Interest on bonds issued by these governments to finance activities of other
persons, e.g., private activity bonds, is taxable unless a specific exception is provided in the
Code. One such exception is for private activity bonds issued to finance activities of private,
charitable organizations described in section 501(¢c)(3) (“section 501(c)(3) organizations”) if the
activities do not constitute an unrelated trade or business.

Section 501(c)(3) organizations are treated as private persons; thus, bonds for their use
may only be issued as private activity “qualified 501(c)(3) bonds,” subject to the restrictions of
section 145. Prior to the Taxpayer Relief Act of 1997 (the “1997 Act”), the most significant of
these restrictions limited the amount of outstanding bonds from which a section 501(c)(3)
organization could benefit to $150 million. In applying this “$150 million limit,” all section
501(c)(3) organizations under common management or control were treated as a single
organization. The limit did not apply to bonds for hospital facilities, defined to include only
acute care, primarily inpatient, organizations.

The “1997 Act” repealed the $150 million limit for bonds issued after the date of
enactment (August 5, 1997), to finance capital expenditures incurred after such date.
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Description of Proposal

The proposal repeals the $150 million limit for qualified 501(c)(3) bonds in its entirety.

Effective date.—The proposal is effective for bonds issued after the date of enactment.

Analysis

Because the 1997 Act provision applies only to bonds issued with respect to capital
expenditures incurred after August 5, 1997, the $150 million limit continues to govern the
issuance of other non-hospital qualified 501(c)(3) bonds (e.g., advance refunding bonds with
respect to capital expenditures incurred on or before such date, new-money bonds for capital
expenditures incurred on or before such date, or new-money bonds for working capital
expenditures). Thus, there are two rules governing qualified 501(c)(3) bonds for capital
expenditures. The application of a particular rule depends on whether the capital expenditures
were incurred on or before or after the date the 1997 Act was enacted.

As noted above, the $150 million volume limit continues to apply to qualified 501(c)(3)
bonds for capital expenditures incurred on or before August 5, 1997. (Typically, these will be
advance refunding bonds). The limit also continues to apply to bonds more than five percent of
the net proceeds of which finance or refinance working capital expenditures (i.e., operating
expenses). The limit does not apply to bonds to finance capital expenditures incurred after that
date. The Senate Finance Committee report states that the purpose of the repeal of the $150
million limit was to correct the disadvantage the limit placed on 501(c)(3) organizations relative
to substantially identical governmental institutions:

The Committee believes a distinguishing feature of American society is the
singular degree to which the United States maintains a private, non-profit sector
of private higher education and other charitable institutions in the public service.
The Committee believes it is important to assist these private institutions in their
advancement of the public good. The Committee finds particularly inappropriate
the restrictions of present law which place these section 501(c)(3) organizations at
a financial disadvantage relative to substantially identical governmental
institutions. For example, a public university generally has unlimited access to
tax-exempt bond financing, while a private, non-profit university is subject to a
$150 million limitation on outstanding bonds from which it may benefit. The
Committee is concerned that this and other restrictions inhibit the ability of
America’s private, non-profit institutions to modernize their educational facilities.
The Committee believes the tax-exempt bond rules should treat more equally
State and local governments and those private organizations which are engaged in
similar actions advancing the public good.13 >

Although the conference report on the 1997 Act noted the continued applicability of the
$150 million limitation to refunding and new-money bonds, no reason was given for retaining

135 S, Rep. 105-33 (June 20, 1997), at 24-25.
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the rule.’*® Thus, it appears that eliminating the discrepancy between pre-August 5, 1997, and
post-August 5, 1997, capital expenditures would not violate the policy underlying the repeal of
the $150 million limitation. Some may argue that the $150 million volume limit should continue
to apply to qualified 501(c)(3) bonds more than five percent of the net proceeds of which finance
or refinance working capital expenditures (i.e., operating expenses). Unlike bond proceeds
financing capital expenditures, bond proceeds financing working capital expenditures are not
directly used to modernize educational facilities, but are used to finance operating expenses.
Proponents may respond that Congress intended to eliminate the disparity between 501(c)(3)
organizations and substantially identical governmental institutions in the 1997 Act and this only
can be achieved by complete repeal of the $150 million.

Prior Action

A similar proposal was included in the President’s fiscal year 2004 and 2005 budget
proposals.

7. Repeal the restrictions on the use of qualified 501(c)(3) bonds for residential rental
property

Present Law

In general

Interest on State or local government bonds is tax-exempt when the proceeds of the bonds
are used to finance activities carried out by or paid for by those governmental units. Interest on
bonds issued by State or local governments acting as conduit borrowers for private businesses is
taxable unless a specific exception is included in the Code. One such exception allows tax-
exempt bonds to be issued to finance activities of non-profit organizations described in Code
section 501(c)(3) (“qualified 501(c)(3) bonds™).

For a bond to be a qualified 501(c)(3) bond, the bond must meet certain general
requirements. The property that is to be provided by the net proceeds of the issue must be owned
by a 501(c)(3) organization, or by a government unit. In addition, a bond failing both a modified
private business use test and a modified private security or payment test would not be a qualified
501(c)(3) bond. Under the modified private business use test at least 95 percent of the net
proceeds of the bond must be used by a 501(c)(3) organization in furtherance of its exempt
purpose. Under a modified private security or payment test, the debt service on not more than 5
percent of the net proceeds of the bond issue can be (1) secured by an interest in property, or
payments in respect of property, used by a 501(c)(3) organization in furtherance of an unrelated
trade or business or by a private user, or (2) derived from payments in respect of property, or
borrowed money, used by a 501(c)(3) organization in furtherance of an unrelated trade or
business or by a private user.

136 H. Rep. 105-220 (July 30, 1997), at 372-373.
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Qualified 501(c)(3) bonds are not subject to (1) the State volume limitations, (2) the land
and existing property limitations, (3) the treatment of interest as a preference item for purposes
of the alternative minimum tax and (4) the prohibition on advance refundings.

Qualified residential rental projects

In general

The Code provides that a bond which is part of an issue shall not be a qualified 501(c)(3)
bond if any portion of the net proceeds of the issue are to be used directly or indirectly to provide
residential rental property for family units (sec. 145(d)(1)). Exceptions to this rule are provided
for facilities that meet the low-income tenant qualification rules for qualified residential rental

projects financed with exempt facility private activity bonds,'*” or are new or substantially
rehabilitated (sec. 142(d) and 145(d)(2)).

Acquisition of existing property

Qualified 501(c)(3) bonds issued to acquire existing residential rental property that is not
substantially rehabilitated must meet certain low-income tenant qualification rules. Section
142(d) sets forth those rules. Section 142(d) requires for the qualified project period (generally
15 years) that (1) at least 20 percent of the housing units must be occupied by tenants having
incomes of 50 percent or less of area median income or (2) 40 percent of the housing units in the
project must be occupied by tenants having incomes of 60 percent or less of the area median
income.

New construction or substantial rehabilitation

In the case of a “qualified residential rental project” that consists of new construction or
substantial rehabilitation, qualified 501(c)(3) bonds are not required to meet the low-income
tenant qualification rules that otherwise would be applicable.

Description of Proposal

The proposal repeals the low-income tenant qualification and substantial rehabilitation
rules for the acquisition of existing property with qualified 501(c)(3) bonds.

Effective date.~The proposal is effective for bonds issued after the date of enactment.

Analysis

The current low-income tenant rules to qualified 501(c)(3) bonds resulted from
Congressional concern that qualified 501(c)(3) bonds were being used in lieu of exempt facility

137 Section 142(a)(7) describes an exempt facility bond as any bond issued as part of an
issue of bonds if 95 percent or more of the net proceeds of the issue are to be used to provide
qualified residential rental projects.
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bonds to avoid the low-income tenant rules applicable to exempt facility bonds. The Ways and
Means Committee report noted:

The Committee has become aware that, since enactment of the Tax Reform Act of
1986, many persons have sought to avoid the rules requiring that, to qualify for
tax-exempt financing, residential rental property serve low-income tenants to a
degree not previously required. The most common proposals for accomplishing
this result have been to use qualified 501(c)(3) or governmental bonds to finance
rental housing. Frequently, the proposals have involved the mere churning of
“burned-out” tax shelters with the current developers remaining as project
operators under management contracts producing similar returns to those they
received in the past. The committee finds it anomalous that section 501(c)(3)
organizations—charities—would attempt in these or any other circumstances to
finance with tax-exempt bonds rental housing projects that serve a more affluent
population group than those permitted to be served by projects that qualify for
tax-exempt exempt-facility bond financing. 138

In conference, the applicability of the low-income tenant rules was limited to the
acquisition of existing property.'> It has been argued that the disparity in the treatment of
existing facilities versus new facilities causes complexity. Some degree of simplification might
be achieved through the elimination of the low-income tenant rules. Nonetheless, some might
argue that the concerns that prompted the application of the low-income tenant rules to existing
property would once again arise upon removal of these limitations.

There have been reports that there is a shortage of affordable rental housing. By
removing the restrictions on existing property, some might argue that charities would not be
inclined to serve low-income tenants to the same degree. Proponents of the restrictions might
argue that charities, in particular, should provide affordable housing to low-income persons as
part of their charitable mission to serve the poor and distressed.

Others might argue that an affordable housing shortage is not widespread and that such
issues would be better addressed through efforts to directly assist low-income persons rather than
by imposing restrictions on the property acquired by the charity. Further, because qualified
501(c)(3) bonds are to be used to further the exempt purposes of the charity, there is a limit on
the extent the charity can operate like a commercial enterprise.

As noted above, the interest on qualified 501(c)(3) bonds is exempt from tax, and is not a
preference for purpose of the alternative minimum tax. Unlike some other private activity bonds,

13¥ H.R. Rep. No. 100-795 at 585 (1988). The report also noted: “The press has reported
housing industry representatives stating publicly that a primary attraction of some housing
financed with governmental and qualified 501(c)(3) bonds is that the low-income tenant
requirements and State volume caps applicable to for-profit developers do not apply.” Id.

139 H.R. Conf. Rep. 100-1104, vol. Il at 126 (1988).
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qualified 501(c)(3) bonds are not subject to the State volume limitations and therefore, do not
have to compete with other private activity bond projects for an allocation from the State.
Proponents of the restrictions might argue that the restrictions are not unreasonable given the
preferential status of qualified 501(c)(3) bonds and the fact that such charities could be viewed as
helping alleviate a burden on government to benefit those most in need.

Prior Action

A similar proposal was included in the President’s fiscal year 2004 and 2005 budget
proposals.
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D. Extend, Increase, and Expand the Above-the-Line Deduction
for Qualified Out-of-Pocket Classroom Expenses

Present Law

Deduction for out-of-pocket classroom expenses incurred by teachers and other educators

In general, ordinary and necessary business expenses are deductible (sec. 162). However,
in general, unreimbursed employee business expenses are deductible only as an itemized
deduction and only to the extent that the individual’s total miscellaneous deductions (including
employee business expenses) exceed two percent of adjusted gross income. An individual’s
otherwise allowable itemized deductions may be further limited by the overall limitation on
itemized deductions, which reduces itemized deductions for taxpayers with adjusted gross
income in excess of $145,950 (for 2005). In addition, miscellaneous itemized deductions are not
allowable under the alternative minimum tax.

Certain expenses of eligible educators are allowed an above-the-line deduction.
Specifically, for taxable years beginning prior to January 1, 2006, an above-the-line deduction is
allowed for up to $250 annually of expenses paid or incurred by an eligible educator for books,
supplies (other than nonathletic supplies for courses of instruction in health or physical
education), computer equipment (including related software and services) and other equipment,
and supplementary materials used by the eligible educator in the classroom. To be eligible for
this deduction, the expenses must be otherwise deductible under 162 as a trade or business
expense. A deduction is allowed only to the extent the amount of expenses exceeds the amount
excludable from income under section 135 (relating to education savings bonds), 529(c)(1)
(relating to qualified tuition programs), and section 530(d)(2) (relating to Coverdell education
savings accounts).

An eligible educator is a kindergarten through grade 12 teacher, instructor, counselor,
principal, or aide in a school for at least 900 hours during a school year. A school means any
school which provides elementary education or secondary education, as determined under State
law.

The above-the-line deduction for eligible educators is not allowed for taxable years
beginning after December 31, 2005.

General rules regarding education expenses

An individual taxpayer generally may not deduct the education and training expenses of
the taxpayer or the taxpayer’s dependents. However, a deduction for education expenses
generally is allowed under section 162 if the education or training (1) maintains or improves a
skill required in a trade or business currently engaged in by the taxpayer, or (2) meets the express
requirements of the taxpayer’s employer, or requirements of applicable law or regulations,
imposed as a condition of continued employme:nt.140 Education expenses are not deductible if

0 Treas. Reg. sec. 1.162-5.
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they relate to certain minimum educational requirements or to education or training that enables
a taxpayer to begin working in a new trade or business.

An individual is allowed an above-the-line deduction for qualified tuition and related
expenses for higher education paid by the individual during a taxable year that are required for
the enrollment or attendance of the taxpayer, the taxpayer’s spouse, or any dependent of the
taxpayer with respect to whom the taxpayer may claim a personal exemption, at an eligible
educationahilnstitution of higher education for courses of instruction of such individual at such
institution.

Unreimbursed educational expenses incurred by employees

In the case of an employee, education expenses (if not reimbursed by the employer) may
be claimed as an itemized deduction only if such expenses meet the above-described criteria for
deductibility under section 162 and only to the extent that the expenses, along with other
miscellaneous itemized deductions, exceed two percent of the taxpayer’s adjusted gross income.
Itemized deductions subject to the two-percent floor are not deductible for minimum tax
purposes. In addition, present law imposes a reduction on most itemized deductions, including
the employee business expense deduction, for taxpayers with adjusted gross income in excess of
a threshold amount, which is indexed annually for inflation. The threshold amount for 2005 is
$145,950 ($72,975 for married individuals filing separate returns). For those deductions that are
subject to the limit, the total amount of itemized deductions is reduced by three percent of
adjusted gross income over the threshold amount, but not by more than 80 percent of itemized
deductions subject to the limit. Beginning in 2006, the Economic Growth and Tax Relief
Reconciliation Act of 2001 phases-out the overall limitation on itemized deductions for all
taxpayers. The overall limitation on itemized deductions is reduced by one-third in taxable years
beginning in 2006 and 2007, and by two-thirds in taxable years beginning in 2008 and 2009.

The overall limitation on itemized deductions is eliminated for taxable years beginning after
December 31, 2009, although this elimination of the limitation sunsets on December 31, 2010.'4

Contributions to a school may be eligible for a charitable contribution deduction under
section 170. A contribution that qualifies both as a business expense and a charitable
contribution may be deducted only as one or the other, but not both.

Description of Proposal

The present-law provision would be made permanent and the maximum deduction
increased to $400. As under current law, the provision would apply to teachers and other school
personnel employed by public entities, charter schools or private schools (as determined under
state law). The current-law 900-hour rule would be clarified to refer to a school year ending
during the taxable year. Eligible, unreimbursed expenses would be expanded to include teacher

141 gec. 222,

142 A separate proposal contained in the President’s fiscal year 2006 budget permanently
extends the elimination of the overall limitation on itemized deductions after 2010 (I.A.,above).
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training expenses related to current teaching positions. Neither travel nor lodging expenses nor
expenditures related to religious instruction or activities would be eligible. Expenses claimed as
an above-the-line deduction could not be claimed as an itemized deduction or taken into account
in determining any other tax benefit such as Hope or lifetime learning credits. Taxpayers would
be required to retain receipts for eligible expenditures along with a certification from a principal
or other school official that the expenditures qualified. The proposal would be effective for
expenses incurred in taxable years beginning after December 31, 2005.

Effective date.—The proposal is effective for expenses incurred in taxable years beginning
after December 31, 2005.

Analysis

Policy issues

The proposal and the present-law section 62 above-the-line deduction attempt to make
fully deductible many of the legitimate business expenses of eligible schoolteachers. As
described below, and absent an above-the-line deduction, the expenses might otherwise be
deductible except for the two-percent floor that applies to miscellaneous itemized deductions.
Some have observed that the two-percent floor increases pressure to enact above-the-line
deductions on an expense-by-expense basis. In addition to increasing complexity, the expense-
by-expense approach is not fair to other taxpayers with legitimate business expenses that remain
subject to the two-percent floor. For example, emergency response professionals incur similar
unreimbursed expenses related to their employment, a deduction for which also has been
separately proposed. 143

The proposal expands the present-law above-the-line deduction for eligible educators by
increasing the maximum deduction from $250 to $400, thereby making additional legitimate
business expenses deductible. As is the case with the present-law above-the-line deduction, the
proposal presents compliance issues. One reason the two-percent floor was introduced was to
reduce the administrative burden on the IRS to monitor compliance with small deductions.
Some argue that any proposal that circumvents the two-percent floor will encourage cheating.
Others argue that although cheating is a risk, the risk is the same for similarly situated taxpayers
(e.g., independent contractors or taxpayers with trade or business income) who are not subject to
the two-percent floor on similar expenses.

Complexity issues

Three provisions of present law restrict the ability of teachers to deduct as itemized
deductions those expenses covered by the proposal: (1) the two-percent floor on itemized
deductions; (2) the overall limitation on itemized deductions; and (3) the alternative minimum
tax. The staff of the Joint Committee on Taxation has previously identified these provisions as

143 See the conference report to H.R. 1836, the “Economic Growth and Tax Relief
Reconciliation Act of 2001,” H. Rep. No. 107-84, at 169-70 (2001).
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sources of complexity and has recommended that such provisions be repealed.'** These
provisions do not apply to eligible expenses under the proposal. While repealing these
provisions for all taxpayers reduces the complexity of the Federal tax laws, effectively repealing
these provisions only for certain taxpayers (such as teachers and other eligible educators) likely
increases complexity.

Some may view the present-law above-the-line deduction and the proposal as increasing
simplification by providing for deductibility of certain expenses without regard to the present-
law restrictions applicable to itemized deductions and the alternative minimum tax. However,
several elements of the proposal and the present-law above-the-line deduction increase
complexity. The proposal and present-law above-the-line deduction may increase recordkeeping
requirements for certain taxpayers. Taxpayers wishing to take advantage of the above-the-line
deduction are required to keep records, even if they were not otherwise required to do so because
their expenses were not deductible as a result of the 2-percent floor for itemized deductions. In
general, enactment of additional above-the-line deductions for specific expenses undermines the
concept of the standard deduction, which exists in part to simplify the tax code by eliminating
the need for many taxpayers to keep track of specific expenses.

The proposal and the present-law above-the-line deduction do not completely eliminate
the need to apply the present-law rules regarding itemized deductions. For example, a teacher
with expenses in excess of the $400 cap under the proposal or with other miscellaneous itemized
deductions may need to compute tax liability under the present-law itemized deduction rules as
well as under the proposal. In addition, the proposal does not cover all classroom expenses, but
only those that meet the particular requirements of the proposal. Expenses that do not meet those
requirements remain subject to the present-law rules. Similarly, some expenses may either be
deductible under the proposal or used for tax benefits under other provisions. For example,
certain teacher education expenses may be deductible under the proposal or used for a Hope or
Lifetime Learning credit. Taxpayers with such expenses need to determine tax liability in more
than one way in order to determine which provisions result in the lowest tax liability. In
addition, overlapping provisions increase the likelihood that some taxpayers inadvertently claim
more than one tax benefit with respect to the same expense.

Prior Action
Similar proposals were contained in the President's fiscal year 2003, 2004, and 2005

budget proposals. A similar provision relating only to the extension of the availability of the
deduction was contained in the Working Families Tax Relief Act of 2004.'%°

144 See Joint Committee on Taxation, Study of the Overall State of the Federal Tax
System and Recommendations for Simplification, Pursuant to Section 8022(3)(B) of the Internal
Revenue Code of 1986, Volume 11, 15, 88, at 118 (JCS-3-01), April 2001.

145 pub. Law. No 108-311. sec. 307 (2004).
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E. Exclude from Income of Individuals the Value of Employer-Provided
Computers, Software, and Peripherals

Present Law

The value of computers, software, or other office equipment provided by an employer for
use in the home of an employee is generally excludable from income as a working condition
fringe benefit to the extent the equipment is used to perform work for the employer (sec. 132).
The value of such equipment is includible in income to the extent the equipment is used for
personal purposes. If such equipment is used for both personal and business purposes, then a
portion of the value may be excluded from income.

In general, employee business expenses are deductible as an itemized deduction, but only
to the extent such expenses and other miscellaneous itemized deductions exceed two percent of
adjusted gross income. Impairment-related work expenses are not subject to this two-percent
floor. Impairment-related work expenses are expenses: (1) of a handicapped individual for
attendant care services at the individual’s place of employment and other expenses in connection
with such place of employment which are necessary for such individual to be able to work; and
(2) that are trade or business expenses (sec. 162). For these purposes, a handicapped individual
means an individual who has a physical or mental disability (including but not limited to
blindness or deafness) which for such individual constitutes or results in a functional limitation
to employment or who has any physical or mental impairment (including, but not limited to, a
sight or hearing impairment) which substantially limits one or more major life activities of such
individual.

Description of Proposal

The proposal provides an exclusion from income for the value of any computers,
software or other office equipment provided to an individual by that individual’s employer. The
exclusion is limited to equipment necessary for the individual to perform work for the employer
at home but is not limited to business use of such equipment. Therefore, the exclusion applies to
all use of such equipment, including use by the employee for personal purposes or to carry on a
trade or business other than working as an employee of the employer. However, in order to
qualify for the exclusion, the employee is required to make substantial use of the equipment to
perform work for the employer.

If the employer provided the employee with the use of the equipment at the end of its
useful life, the proposal also deems the value of such use to be zero for tax purposes.

Effective date.—The proposal is effective for taxable years beginning after December 31,
2005.
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Analysis

Complexity issues

One purpose of the proposal may be a simplification purpose, that is, to reduce record
keeping for employees to whom an employer provides office equipment. The proposal
eliminates the need to keep track of personal versus business use of covered equipment.

However, the proposal gives rise to new tax law complexity because it would add a new
factual determination (“substantial” business use) as a criterion for the tax benefit it provides.
The proposal does not specify what constitutes “substantial” business use for these purposes.
Because any standard for making this determination involves a factual inquiry, the proposal
increases the complexity of tax administration by increasing the likelihood of factual disputes
and litigation.

Policy issues

Under normal income tax principles, if an employer pays an employee cash, the cash is
taxable as income to the employee regardless of whether the employee uses the cash to purchase
a computer and software for personal use or whether the employee purchases other consumer
goods for personal consumption. Thus, under normal income tax principles, when an employer
provides any item of value to an employee, the value of the good or service provided to the
employee should be included in the taxable income of the employee, because the provision of the
good or service is a form of compensation. The proposal excludes the value of computer
hardware and software provided to certain employees for personal use from the taxable income
of the employees.

If certain forms of compensation are not taxed to the employee, the employer is
indifferent (the employer’s outlay is deductible as compensation regardless of whether in cash or
in kind), but the employee will find the untaxed forms of compensation more valuable. For
example, if a taxpayer in the 15-percent income tax bracket sought to purchase a $1,000
computer system, the taxpayer would have to earn $1,176 in income in order to have the $1,000
after-tax income sufficient to purchase the computer system. If the employer can provide the
computer system to the employee and the value of the system is excluded from the employee’s
taxable income, it is equivalent to the employee receiving a 15-percent discount on the price of
the computer system. Alternatively, it is equivalent to the employee having received an
additional $176 in compensation. More generally, for a taxpayer whose marginal income tax
rate is t, if the employer can provide the computer system to the employee and the value of the
system is excluded from the employee’s taxable income, it is equivalent to the employee
receiving a t-percent discount on the price of the computer system or, alternatively, it is
equivalent to the employee having received an additional 1/(1-t) percentage increase in
compensation. Generally, if the price of a good declines, consumers purchase more of the good.
In this context, this could result in employees seeking more compensation in the form of untaxed
computer goods and services and less in the form of taxable compensation.

Exempting certain forms of compensation from taxable income also has the potential
create economic inefficiencies. Because certain employees do not bear the full cost of computer
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hardware and software, some employees may purchase more computer hardware and software
than they need. By favoring computers, the proposal favors certain methods of enabling
employees (those based on computer applications) over others. As a result, other strategies that
could raise the well being of employees may be forgone.

Prior Action

A similar proposal was included in the President’s fiscal year 2002, 2003, 2004, and 2005
budget proposals.
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F. Establish Opportunity Zones
Present Law

In general

The Internal Revenue Code contains various incentives to encourage the development of
economically distressed areas, including incentives for businesses located in empowerment
zones, enterprise communities and renewal communities, the new markets tax credit, the work
opportunity tax credit, and the welfare-to-work tax credit.

Empowerment zones

There are currently 40 empowerment zones—30 in urban areas and 10 in rural areas—that
have been designated through a competitive application process. State and local governments
nominated distressed geographic areas, which were selected on the strength of their strategic
plans for economic and social revitalization. The urban areas were designated by the Secretary of
the Department of Housing and Urban Development. The rural areas were designated by the
Secretary of the Department of Agriculture. Designations of empowerment zones will remain in
effect untii December 31, 2009.

Incentives for businesses in empowerment zones include (1) a 20-percent wage credit for
qualifying wages, (2) additional expensing for qualified zone property, (3) tax-exempt financing
for certain qualifying zone facilities, (4) deferral of capital gains on sales and reinvestment in
empowerment zone assets, and (5) exclusion of 60 percent (rather than 50 percent) of the gain on
the sale of qualified small business stock held more than 5 years.

The wage credit provides a 20 percent subsidy on the first $15,000 of annual wages paid
to residents of empowerment zones by businesses located in these communities, if substantially
all of the employee’s services are performed within the zone. The credit is not available for
wages taken into account in determining the work opportunity tax credit.

Enterprise zone businesses are allowed to expense the cost of certain qualified zone
property (which, among other requirements, must be used in the active conduct of a qualified
business in an empowerment zone) up to an additional $35,000 above the amounts generally
available under section 179."*® In addition, only 50 percent of the cost of such qualified zone
property counts toward the limitation under which section 179 deductions are reduced to the
extent the cost of section 179 property exceeds a specified amount.

Qualified enterprise zone businesses are eligible to apply for tax-exempt financing
(empowerment zone facility bonds) for qualified zone property. These empowerment zone

146 Section 179 provides that, in place of depreciation, certain taxpayers, typically small
businesses, may elect to deduct up to $100,000 of the cost of section 179 property placed in
service each year. In general, section 179 property is defined as depreciable tangible personal
property that is purchased for use in the active conduct of a trade or business.
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facility bonds do not count against state private activity bond limits, instead a limit is placed
upon each zone, depending on population and whether the zone is in an urban or rural area.

Enterprise communities

Current law authorized the designation of 95 enterprise communities, 65 in urban areas
and 30 in rural areas. Qualified businesses in these communities were entitled to similar
favorable tax-exempt financing benefits as those in empowerment zones. Designations of
enterprise communities were made in 1994 and remained in effect through 2004. Many
enterprise communities have since been re-designated as part of an empowerment zone or a
renewal community.

Renewal communities

The Community Renewal Tax Relief Act of 2000 authorized 40 renewal communities, at
least 12 of which must be in rural areas. Forty renewal communities have been chosen through a
competitive application process similar to that used for empowerment zones. The 40
communities were designated by the Department of Housing and Urban Development in 2002
and that designation continues through 2009.

Renewal community tax benefits include: (1) a 15-percent wage credit for qualifying
wages; (2) additional section 179 expensing for qualified renewal property; (3) a commercial
revitalization deduction; and (4) an exclusion for capital gains on qualified community assets
held more than five years.

The wage credit and increased section 179 expensing operate in a similar fashion as in
empowerment zones. The primary difference is that the wage credit is smaller, equal to 15
percent for the first $10,000 of wages.

The commercial revitalization deduction applies to certain nonresidential real property or
other property functionally related to nonresidential real property. A taxpayer may elect to either:
(1) deduct one-half of any qualified revitalization expenditures that would otherwise be
capitalized for any qualified revitalization building in the tax year the building is placed in
service; or (2) amortize all such expenditures ratably over a 120-month period beginning with the
month the building is placed in service. A qualified revitalization building is any nonresidential
building and its structural components placed in service by the taxpayer in a renewal community.
If the building is new, the original use of the building must begin with the taxpayer. If the
building is not new, the taxpayer must substantially rehabilitate the building and then place it in
service. The total amount of qualified revitalization expenditures for any building cannot be
more than the smaller of $10 million or the amount allocated to the building by the commercial
revitalization agency for the state in which the building is located. A $12 million cap on allowed
commercial revitalization expenditures is placed on each renewal community annually.

New markets tax credit

The new markets tax credit provides a tax credit to investors who make “qualified equity
investments” in privately-managed investment vehicles called “community development
entities,” or “CDEs.” The CDEs must apply for and receive an allocation of tax credit authority
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from the Treasury Department and must use substantially all of the proceeds of the qualified
equity investments to make qualified low-income community investments. One type of qualified
low-income community investment is an investment in a qualified active low-income community
business. In general, a “qualified active low-income community business” is any corporation
(including a nonprofit corporation), partnership or proprietorship that meets the following
requirements:

e At least 50 percent of the gross income of the business is derived from the active
conduct of a qualified business within a low-income community (as defined in section
45D(e)). For this purpose, a “qualified business” generally does not include (1) the
rental of real property other than substantially improved nonresidential property; (2)
the development or holding of intangibles for sale or license; (3) the operation of a
private or commercial golf course, country club, massage parlor, hot tub facility,
suntan facility, racetrack or other facility used for gambling, or a liquor store; or (4)
farming if the value of the taxpayer’s assets used in the business exceeds $500,000.

e At least 40 percent of the use of the tangible property of the business is within a low-
income community.

e At least 40 percent of the services performed for the business by its employees are
performed in a low-income community.

e Collectibles (other than collectibles held primarily for sale to customers in the
ordinary course of business) constitute less than five percent of the assets of the
business.

e Nonqualified financial property (which includes debt instruments with a term in
excess of 18 months) comprises less than five percent of the assets of the business.

A portion of a business may be tested separately for qualification as a qualified active
low-income community business.

Work opportunity and welfare-to-work tax credits

Employers may be entitled to a work opportunity tax credit or a welfare-to-work tax
credit for certain wages paid to eligible employees.

Description of Proposal

In general

The proposal creates forty opportunity zones, 28 in urban areas and 12 in rural areas. The
zone designation and corresponding incentives for these 40 zones are in effect from January 1,
2006, to December 31, 2015. As described below, the tax incentives applicable to opportunity
zones include: (1) an exclusion of 25 percent of taxable income for opportunity zone businesses
with average annual gross receipts of $5 million or less; (2) additional section 179 expensing for
opportunity zone businesses; (3) a commercial revitalization deduction; and (4) a wage credit for
businesses that employ opportunity zone residents within the zone.
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Selection of opportunity zones

The Secretary of Commerce selects opportunity zones through a competitive process. A
county, city or other general purpose political subdivision of a state (a “local government”) is
eligible to nominate an area for opportunity zone status if the local government is designated by
the Secretary of Commerce as a “Community in Transition.” Two or more contiguous local
governments designated as Communities in Transition may submit a joint application.

A local government may be designated as a Community in Transition if it has
experienced the following: (1) a loss of at least three percent of its manufacturing establishments
from 1993 to 2003 (urban areas must have had at least 100 manufacturing establishments in
1993); (2) a loss of at least three percent of its retail establishments from 1993 to 2003; and (3) a
loss of at least 20 percent of its manufacturing jobs from 1993 to 2003.

Local governments not making the original Community in Transition list may appeal to
the Secretary of Commerce. Other factors demonstrating a loss of economic base within the
local government may be considered in the appeal.

Applicants for opportunity zone status have to develop and submit a “Community
Transition Plan” and a “Statement of Economic Transition.” The Community Transition Plan
must set concrete, measurable goals for reducing local regulatory and tax barriers to
construction, residential development and business creation. Communities that have already
worked to address these issues receive credit for recent improvements. The Statement of
Economic Transition must demonstrate that the local community’s economic base is in
transition, as indicated by a declining job base and labor force, and other measures, during the
past decade.

In evaluating applications, the Secretary of Commerce may consider other factors,
including: (1) changes in unemployment rates, poverty rates, household income, homeownership
and labor force participation; (2) the educational attainment and average age of the population;
and (3) for urban areas, the number of mass layoffs occurring in the area’s vicinity over the
previous decade.

The majority of a nominated area must be located within the boundary of one or more
local governments designated as a Community in Transition. A nominated area would have to
have a continuous boundary (that is, an area must be a single area; it cannot be comprised of two
or more separate areas) and may not exceed 20 square miles if an urban area or 1,000 square
miles if a rural area.

A nominated urban area must include a portion of at least one local government
jurisdiction with a population of at least 50,000. The population of a nominated urban area may
not exceed the lesser of: (1) 200,000; or (2) the greater of 50,000 or ten percent of the population
of the most populous city in the nominated area. A nominated rural area must have a population
of at least 1,000 and no more than 30,000.

“Rural area” is defined as any area that is (1) outside of a metropolitan statistical area
(within the meaning of section 143(k)(2)(B)) or (2) determined by the Secretary of Commerce,
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after consultation with the Secretary of Agriculture, to be a rural area. “Urban area” is defined as
any area that is not a rural area.

Empowerment zones and renewal communities are eligible to apply for opportunity zone
status, but are required to relinquish their current status and benefits once selected. Opportunity
zone benefits for converted empowerment zones and renewal communities expire on December
31, 2009. The selection of empowerment zones or renewal communities to convert to
opportunity zones is based on the same criteria that apply to other communities, but does not
count against the limitation of 40 new opportunity zones.

Enterprise communities are also eligible to apply for opportunity zone status. Aside from
automatically being eligible to apply, enterprise communities are treated as other areas that do
not belong to either an empowerment zone or a renewal community once selected: benefits are in
effect for 10 years and the selection of an enterprise community as an opportunity zone counts
against the limit of 40 new opportunity zones.

Reporting requirements identifying construction, residential development, job creation,
and other positive economic results apply to opportunity zones.

Tax incentives applicable to opportunity zones

Exclusion of 25 percent of taxable income for certain opportunity zone businesses

A business is allowed to exclude 25 percent of its taxable income if (1) it qualified as an
“opportunity zone business” and (2) it satisfied a $5 million gross receipts test. The definition of
an opportunity zone business is based on the definition of a “qualified active low-income
community business” for purposes of the new markets tax credit, treating opportunity zones as
low-income communities. However, a nonprofit corporation does not qualify for treatment as an
opportunity zone business. In addition, a portion of a business may not be tested separately for
qualification as an opportunity zone business. The $5 million gross receipts test is satisfied if the
average annual gross receipts of the business for the three-taxable-year period ending with the
prior taxable year does not exceed $5 million. Rules similar to the rules of section 448(c) apply.

Additional section 179 expensing

An opportunity zone business is allowed to expense the cost of section 179 property that
is qualified zone property, up to an additional $100,000 above the amounts generally available
under section 179. In addition, only 50 percent of the cost of such qualified zone property counts
toward the limitation under which section 179 deductions are reduced to the extent the cost of
section 179 property exceeds a specified amount.

Commercial revitalization deduction

A commercial revitalization deduction is available for opportunity zones in a manner
similar to the deduction for renewal communities. A $12 million annual cap on these deductions
applies to each opportunity zone.
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Wage credit

Individuals who live and work in an opportunity zone constitute a new target group with
respect to wages earned within the zone under a combined work opportunity tax credit and
welfare-to-work tax credit, as proposed by the President under a separate proposal.

Other benefits for opportunity zones

Individuals, organizations, and governments within an opportunity zone receive priority
designation when applying for new markets tax credits and the following other federal programs:
21st Century After-school, Early Reading First, and Striving Readers funding; Community
Based Job Training Grants; Community Development Block Grants, Economic Development
Administration grants, and HOME Funding; and USDA Telecommunications Loans, Distance
Learning and Telemedicine grants, and Broadband loans.

Analysis

The proposal is designed to provide tax benefits to local areas with declines in
manufacturing employment and other reductions of the local economic base. In particular, the
proposal encourages the development and growth of small businesses within local areas
designated as Communities in Transition.

The tax benefits are available to “Communities in Transition,” which are defined as
communities that have suffered declines in manufacturing and retail industries. The proposal
may thus have the effect of providing incentives to communities negatively affected by increased
international trade. Economic theory provides that international trade generates net benefits to a
nation’s economy, but that those benefits are unevenly distributed among sectors within the
economy. However, the existence of net benefits suggests that sufficient national resources
should exist to compensate fully those sectors hurt by trade. The proposal is consistent with the
aims of this policy of compensation.

Opponents of the proposal might argue that the proposal extends tax benefits not only to
communities that have suffered a decline in manufacturing and retail establishments but also to
neighboring, prospering communities. This is because the proposal requires only that a majority
of an opportunity zone consist of territory located in a Community in Transition. Thus, tax
benefits may potentially be allocated to individuals and businesses whose activities may not
significantly contribute to economic development in the Community in Transition.

Some observers have noted that a challenge to full utilization of existing local
development tax incentives (such as empowerment zones) is the ever-growing menu of zones
and tax benefits. Local officials have a difficult time explaining complicated sets of policies to
businesses. The proposal adds to the list of benefits in the form of a 25-percent taxable income
exclusion, which is available for opportunity zones but not for other similar targeted areas.
Critics of existing empowerment zones and renewal communities policies argue that for full
utilization of such tax benefits to be achieved, there needs to be increased funding of programs
educating individuals and business of the benefits of existing tax incentives.
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Allowing the conversion of existing zones to opportunity zones offers an opportunity
consolidate and simplify tax benefits for distressed economic areas. However, the incentive for
existing empowerment zones and renewal communities to convert to opportunity zone status is
reduced by the early termination date. Further, the differences in the set of tax incentives
available to the various zones may reduce the incentive of local government officials to request
conversion. Such officials have developed expertise and development plans based on the
existing set of tax benefits.

The gross receipts test for a qualified opportunity zone business creates a “cliff” with
respect to this tax benefit. Businesses who find themselves marginally in excess of the three-
year moving-average cease to qualify for the income exclusion. Thus, this formulation of the
income exclusion unfairly distinguishes between similarly situated businesses and offers an
incentive for abuse. However, this formulation of the taxable income exclusion focuses the tax
benefit to small businesses.

Further, as is the case with other tax incentives for economically-distressed areas, some
observers note that the tax benefits may do little to encourage new development. Hence, such
incentives may primarily benefit existing businesses while producing little new growth. Indeed,
the establishment of local tax incentives may have the effect of distorting the location of new
investment, rather than increasing investment overall."*’ If the new investments are offset by
less investment in neighboring, but not qualifying areas, the neighboring communities could
suffer. On the other hand, the increased investment in the qualifying areas could have spillover
effects that are beneficial to the neighboring communities.

Prior Action

No prior action.

47 For a discussion of the economic effects of targeting economic activity to specific

geographic areas, see Leslie E. Papke, “What Do We Know About Enterprise Zones,” in James
M. Poterba, ed., Tax Policy and the Economy, vol. 7 (Cambridge, MA: The MIT Press), 1993.
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G. Provide Tax Relief for Federal Emergency Management Agency
Hazard Mitigation Assistance Programs

Present Law

Gross income includes all income from whatever source derived unless a specific
exception applies.

Gross income does not include amounts received by individuals as qualified disaster
relief payments.'*® Qualified disaster relief payments include amounts (1) to reimburse or pay
reasonable and necessary personal, family, living, or funeral expenses incurred as a result of a
qualified disaster; (2) to reimburse or pay reasonable and necessary expenses incurred for the
repair or rehabilitation of a personal residence to the extent need is attributable to a qualified
disaster; (3) by a person engaged in the furnishing or sale of transportation by reason of the death
or personal injuries as a result of a qualified disaster, and (4) amounts paid by a Federal, State, or
local government, or agency or instrumentality thereof, in connection with a qualified disaster in
order to promote the general welfare.

In addition to providing grants in the aftermath of a natural disaster, the Federal
Emergency Management Agency (“FEMA”) of the Department of Homeland Security conducts
disaster mitigation assistance programs to provide grants through State and local governments
for businesses and individuals to mitigate potential damage from future natural disasters. For
example, grants may fund modifications to structures (e.g., homes or businesses) or may be used
to purchase property located in disaster prone areas.

There is no specific exclusion from gross income for amounts received pursuant to
FEMA mitigation grants.149 FEMA provides these grants through State and local governments to
mitigate potential damage from future natural hazards. The existing statutory exclusion under
present law for qualified disaster relief payments only applies to amounts received by individuals
as a result of a disaster that has occurred.

If certain requirements are met, section 1033 provides that if property is compulsory or
involuntarily converted and replaced within a certain period (generally two years), there is
deferral of gain recognition. In general, the cost basis in the replacement property is the carry-
over basis in the converted property (decreased by the amount of any money or loss and
increased by the amount of any gain recognized on the conversion).

148 Sec. 139,

149 See IRS Chief Counsel Memorandum 200431012 (June 29, 2004), which concluded
that foundation elevations provided through payments made directly or indirectly from FEMA
mitigation grants are includible in gross income of property owners. Various types of disaster
payments made to individuals have been excluded from gross income administratively under a
general welfare exception. The general welfare exception does not apply to disaster mitigation

payments.
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In the case of the sale or exchange of a principal residence, current law allows an
exclusion of up to $250,000 ($500,000 in the case of a joint return) if the property was used as
the taxpayer’s principal residence for two or more years during the five-year period ending on
the date of the sale or exchange.

Description of Proposal

The proposal provides an exclusion from gross income for certain amounts received as
FEMA disaster mitigation grants. Under the proposal, if FEMA pays the cost of improving
property pursuant to a mitigation assistance program (e.g., retrofitting or elevating), the cost of
such improvement is excluded from gross income. However, under the proposal, there is no
increase in the owner’s cost basis in the property. The proposal also provides that a business that
receives a tax-free mitigation grant and uses the grant to purchase or repair property cannot claim
a deduction for those expenses.

The exclusion does not apply to payments from FEMA in connection with the
acquisition, through a mitigation assistance program, of property located in a disaster or hazard
area. However, if a property is sold or disposed to implement hazard mitigation, such sale or
disposition is treated as an involuntary conversion under section 1033.

Effective date.—The proposal is generally effective for mitigation assistance received after
December 31, 2004. The proposal provides Treasury administrative authority to provide
retroactive relief.

Analysis

The proposal provides an exclusion from gross income for amounts received as FEMA
disaster mitigation payments. Amounts excludable under the proposal include amounts received
directly or indirectly as payment or benefit by a property owner for hazard mitigation with
respect to property pursuant to the Robert T. Stafford Disaster Relief and Emergency Assistance
Act or the National Flood Insurance Act. Payments are made pursuant to the Flood Mitigation
Assistance Program, the Pre-Disaster Mitigation Program, and the Hazard Mitigation Grant
Program.

Some believe that requiring FEMA mitigation grants to be included in income is a
deterrent for individuals and business to participate in disaster mitigation programs. Some
participants may not have the cash necessary to pay the tax imposed on the benefits provided by
the mitigation grants. The proposal is intended to remove this potential impediment to
participation in the programs. Because successful mitigation can be more cost effective for the
Federal government that repair after the occurrence of a disaster, many believe that allowing an
exclusion for payments made to mitigation program participants translates into net benefits for
the government.

Payments can be made, for example, to elevate a home located in an area prone to floods.
Under the proposal, the homeowner is not required to include the value of the improvement in
income. The proposal provides that there is no increase in an owner’s cost basis for amounts
received pursuant to a mitigation assistance program that are excluded from income. Thus, if the
property is later sold, any gain resulting from the mitigation assistance would be taxable, subject

106



to any exclusion otherwise available (e.g., the exclusion under section 121 of gain from the sale
of a principal residence). A reduced tax rate would apply for any amounts includible in income
in excess of any exclusion otherwise available.

The proposal provides that a business that receives a tax-free mitigation grant and uses
the grant to purchase or repair property cannot claim a deduction for those expenses. It may be
appropriate to apply this denial of double benefit rule on a broader basis, rather than limiting it
only to businesses.

FEMA mitigation payments can also be made to acquire property located in a disaster
area. Under the proposal, amounts received for the sale or disposition of properties for the
purposes of hazard mitigation are not eligible for the income exclusion. However, if a property
is sold or disposed to implement hazard mitigation, such sale or disposition is treated as an
involuntary conversion, under section 1033 of the Internal Revenue Code. Thus, under the
proposal, if property is sold by a taxpayer through a FEMA disaster mitigation program and the
taxpayer replaces the property within the period specified under present law in the case of an
involuntary conversion (i.e., generally two years), instead of including the compensation in gross
income, the taxpayer has carry-over cost basis in the replacement property. Proponents view this
result as more appropriate compared with allowing an exclusion for payments made to acquire
property located in a disaster area. Others argue that allowing involuntary conversion treatment
is inappropriate, as there are many other cases in which the government acquires private property
and involuntary conversion treatment is not available.

Many view an exclusion for FEMA mitigation payments similar to the exclusion
provided under the Code for qualified disaster relief payments. They argue that since an
exclusion applies to payments made to victims after a qualified disaster, it is also appropriate to
allow an exclusion for payments made to mitigate future disaster damage.

The proposal provides Treasury administrative authority to provide retroactive tax relief.
The extent of the retroactive relief is unclear. For example, it is unclear whether the proposal
contemplates waiving the statute of limitations or if any retroactive relief provided by Treasury
would apply only to open taxable years. Retroactivity promotes complexity and adds additional
burdens for both taxpayers and the IRS.

Prior Action

No prior action.
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H. Provide a Tax Credit for Developers of Affordable Single-Family Housing
Present Law

The low-income housing tax credit (the “LIHC”) may be claimed over a 10-year period
for the cost of rental housing occupied by tenants having incomes below specified levels. The
credit percentage for newly constructed or substantially rehabilitated housing that is not
Federally subsidized is adjusted monthly by the Internal Revenue Service so that the 10 annual
installments have a present value of 70 percent of the total qualified expenditures. The credit
percentage for new substantially rehabilitated housing that is Federally subsidized and for
existing housing that is substantially rehabilitated is calculated to have a present value of 30
percent qualified expenditures. The aggregate credit authority provided annually to each State is
$1.75 per resident, except in the case of projects that also receive financing with proceeds of tax-
exempt bonds issued subject to the private activity bond volume limit and certain carry-over
amounts. The $1.75 per resident cap is indexed for inflation.

Description of Proposal

The proposal creates a single-family housing tax credit. Pursuant to a plan of allocation,
State or local housing credit agencies will award first-year credits to new or rehabilitated housing
units comprising a project for the development of single-family housing in census tracts with
medium incomes of 80 percent or less of the greater of area or statewide median income or areas
of chronic economic distress designated within five years prior to allocation.

Eligible taxpayers generally are the developer or investor partnership owning the
qualified housing unit immediately prior to the date of sale to a qualified buyer. The maximum
credit for each unit cannot exceed the present value of 50-percent of the eligible basis of that
housing unit. Rules similar to the present-law rules for the LIHC determine eligible basis for this
credit. Neither land nor existing structures are included in eligible basis for purposes of this
credit. Units in rehabilitated structures qualify for the credit only if rehabilitation expenditures
exceeded $25,000. This credit is claimed over the five-year period beginning the later of the date
of sale of the unit to a qualified buyer or the date a certificate of occupancy for that unit is issued.
A qualified buyer means an individual with income of 80 percent (70 percent for families with
less than three members) or less of area median income. A qualified buyer will not have to be a
first-time homebuyer.

Similar to the present-law low-income rental housing tax credit, this credit provides the
greater of $1.90 per capita or $2.180 million of tax credit authority annually to each State
beginning in calendar year 2006. These amounts are indexed for inflation. Each State (or local
government) allocates its credit authority to the qualified developers or investor partnerships that
own the housing unit immediately prior to the date of sale to a qualified buyer (or, if later, the
date a certificate of occupancy was issued). Units in condominiums and cooperatives are treated
as single-family housing for purposes of the credit. Credits allocated to a housing unit will revert
to the allocating agency unless expenditures equal to at least 10 percent of the total reasonably
expected qualifying costs with respect to that housing unit were expended during the first six
months after the allocation. Rules similar to the present-law LIHC rules will apply regarding
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plans on allocations, credit carryforwards, credit returns and a national pool of unused
allocations.

The qualified developers or investor partnerships will claim the credit for the five years
after the qualified property is sold to a qualified buyer. However, no credit is allowed with
respect to a housing unit unless that unit was sold within the one-year period beginning on the
date a certificate of occupancy was issued with regard to that unit. Rules similar to the present-
law LIHC rules apply to determination of eligible basis, present value calculations and reporting
requirements.

A qualified homebuyer (not the developer or investor partnership) is subject to recapture
if the qualified homebuyer (or subsequent buyer) sells to a non-qualified buyer within three years
of the initial sale of the qualified unit. The recapture tax is the lesser of: (1) 80 percent of the
gain upon resale, or (2) a recapture amount. The recapture amount equals one half the gain
resulting from the resale, reduced by 1/36™ of that value for each month between the initial sale
and the sale to the nonqualified buyer. If a housing unit for which any credit was claimed is
converted to rental property within the initial three-year period, then no deductions for
depreciation or property taxes can be claimed with respect to such unit for the balance of that
three-year period. The proposal does not provide how the qualified homebuyer (or subsequent
buyer) will ascertain the recapture amount for their housing unit.

Effective date.—The proposal is effective for first-year credit allocations beginning in
calendar year 2006.

Analysis

Complexity issues

The proposal adds to complexity in the tax law by creating a new tax credit with
numerous detailed rules and significant record keeping requirements for both the taxpayer
claiming the credit and subsequent homebuyers. This new credit, like the low-income rental
housing credit upon which it is based, will be inherently complex and detailed, and will require
significant additional paperwork by taxpayers. The proposal will require the creation of
additional tax forms and will require the Internal Revenue Service to devote resources to the
administration and enforcement of the rules under the proposal. Also, a system to identify
qualified buyers and advertise qualified properties for sale to such buyers will need to be
developed. This proposal may give rise to an increase in the number of individual taxpayers
requiring third-party assistance in preparing their tax returns. The factual inquiries necessitated
by the annual State credit authority cap, the per-unit expenditure requirements, the certification
of buyer income levels, the time limits on subsequent sales, and the recapture rules applicable to
homebuyers, will tend to lead to additional disputes, including litigation, between the IRS and
taxpayers. In addition, adding a new incentive to home ownership without coordinating with
present-law incentives (such as the low-income housing credit), which have a similar policy goal
but have somewhat different requirements, will cause a proliferation of similar provisions,
adding to tax law complexity.
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Policy issues

Families with incomes less than the median income family are less often homeowners
than are families with incomes above the median income. While many factors determine a
family’s decision to rent rather than own their own home, the price of a home creates two
important financial factors that, at least temporarily, persuade families with incomes less than the
median income to choose to rent rather than buy. First, the greater the price of a home, the
greater the required down payment, and families generally must accumulate funds for the down
payment. Second, the greater the price of a home, the greater the monthly mortgage payment,
and both lenders and prudent buyers generally limit monthly housing expenses by reference to a
percentage of current income. In summary, lower housing prices will make it easier for families
with incomes less than the median income to accumulate funds for a down payment and to
qualify for a mortgage based upon their current income.

Supply and demand in the local housing market, determine the price of available homes.
An important factor in determining the market price is the cost of developing new properties or
renovating old properties. A developer’s expenses in the provision of housing can be thought of
as consisting of two components: (1) the cost of the land; and (2) the cost of construction. The
proposal will provide a developer a credit against his income tax liability related to qualified
construction expenses for housing sold to a qualified homebuyer whose family income is 80
percent or less of area median income (70 percent or less for families comprised of one, two, or
three individuals). In a sale to a qualifying homebuyer, the credit has the effect of subsidizing
construction costs. As a consequence, the developer may be able to offer housing for sale to a
qualifying homebuyer at a lower price than the developer’s costs, or the local housing market,
might warrant. The tax credit may enable the developer to earn an after-tax rate of return
comparable or greater to that the developer would have earned had the same housing been sold to
a non-qualifying homebuyer or would have earned had the developer built other housing to be
sold to a non-qualifying homebuyer in the same local housing market.

The statutory incidence of the proposal provides that the taxpayer developing the
qualifying property claims the tax benefit. However, in a market economy the economic
incidence can differ from the statutory incidence. All of the benefit can accrue to a buyer of the
property in the form of reduction in purchase price (compared to an otherwise comparable home
offered by a developer who has not received an allocation of the proposed tax credits) equal to
the full present value of the tax credits'>® the developer/seller may claim under the proposal.
Alternatively, there may be no change in purchase price (compared to an otherwise comparable

150 The proposal will determine the present value of the tax credits as provided under

present-law Code section 42 (the low-income housing credit). The present value calculation
prescribed in subsection 42(b) was based on a marginal income tax rate applicable to the highest
income taxpayers of 28 percent. Subsequent changes in the marginal income tax rate structure,
including changes enacted as part of the Economic Growth and Tax Relief Reconciliation Act of
2001, have established marginal income tax rates other than 28 percent to be applicable to the
highest income taxpayers. Thus, the present value calculation of the proposal may not reflect the
actual present value to the taxpayer.
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home offered by a developer who has not received an allocation of the proposed tax credits), in
which case the entire economic benefit of the tax credits will accrue to the developer/seller
claiming the credits under the proposal. Generally, the more responsive purchasers are to
changes in the market price, the greater will be the proportion of the economic incidence of a tax
benefit that accrues to the seller. The more responsive sellers are to changes in the market price,
the greater will be the proportion of the economic incidence of a tax benefit that accrues to the
purchaser.””’ For example, if there are relatively few properties of a comparable type and it is
difficult to obtain land or building permits to build more such properties, the more likely it will
be that qualifying homebuyers bid against one another for a property. By bidding up the sales
price of the property, more of the economic benefit of the tax credit accrues to the seller. On the
other hand, if there are relatively few qualified buyers, but there are several potential developers
who have credit allocations and can easily supply housing for sale, the developers may compete
against each other to sell to a qualifying buyer by lowering the price they charge to such buyers.
By lowering the price of the property under competitive pressure, more of the economic benefit
of the tax credit accrues to the buyer.

Because of the diversity in market conditions of different local housing markets, it is not
possible to predict whether buyers or sellers are likely to be the primary economic beneficiary of
the proposed tax credit. The proposal requires that the credit may only be claimed for sales that
occur within one year of the property being certified for occupancy. The time limit may exert
pressure on developers to reduce the price of the property in order to sell it before the one-year
period expires. On the other hand, the limit on the number of properties on which the credit may
be claimed may impose a supply constraint. Potential qualifying buyers can bid against one
another, keeping the sales price higher than it otherwise might be. Even if the economic
beneficiary were to be the developer, the developer may only claim the credit if a family with an
income of less than 80 percent of the area median income is the purchaser. Therefore, even if
such a family did not receive a substantial price discount, if the developer sold to such a family,
rather than a non-qualifying family, the goal of increasing home ownership by families with
incomes less than 80 percent of the area median income may have been advanced.

The proposal defines qualifying buyers by reference to their annual income at the time of
purchase. As noted above, a lower proportion of families with incomes less than area median
income are homeowners than are families with incomes above the area median income. It is also
the case that families headed by individuals 30 years old or younger are more likely to have
incomes less than the area median income than are families headed by individuals over 30 years
of age. This arises because most individuals’ earning power increases with experience and job
tenure. As the family’s earners age, the family is more able to accumulate funds for a down
payment and have sufficient monthly income to qualify for a mortgage on a home. Data on
homeownership by age are consistent with this scenario. In 2003, the percentage of household

151 Economists measure the responsiveness to demand and supply to price changes by

reference to the “price elasticity of demand” and the “price elasticity of supply.” The greater the
price elasticity of demand relative to the price elasticity of supply, the greater the economic
incidence falls to the benefit of sellers. The greater the price elasticity of supply relative to the
price elasticity of demand, the greater the economic incidence falls to the benefit of the buyer.
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owner-occupiers among households headed by an individual less than 35 years old was 42.2
percent. The percentage of household owner-occupiers among households headed by an
individual 35 to 44 years old was 68.3 percent. The percentage of household owner-occupiers
among households headed by an individual 65 years old or older was 80.5 percent.'>? By
targeting the credit based on annual income, the proposal may provide benefit to two distinct
types of families. The proposal provides benefit both to those families whose income, year-in,
year-out falls below 80 percent of area median and who, consequently, may otherwise always
find down payment and monthly mortgage servicing requirements a hurdle to homeownership.
The proposal also will provide a benefit to families whose income growth will permit them to
own a home without assistance as the family’s income grows through time. For such families
the proposal may only accelerate their ultimate status as a homeowner.

Some observers may find some unfairness in the proposal’s definition of qualifying
family. Under the proposal, the Smith family, whose income is less than 80 percent of the area
median income, and the Jones family, whose income is above 80 percent of the area median
income, can bid on the same property. If the Smith family offered $95,000 for the property and
the Jones family offered $100,000, under the proposal, the Smith’s offer can dominate the
Jones’s offer on an after-tax basis to the seller. The Smith and Jones families can have very
similar incomes. A modest raise may have pushed the Jones family above the qualifying income
threshold and thereby denied the Jones family the opportunity to acquire the home or it may
require the Jones family to offer even more if they hope to acquire the home.

Some opponents of the proposal question the necessity of providing additional benefits to
homeownership. They note that homeownership rates are above 67 percent15 *and
homeownership receives preferential treatment under the present income tax as mortgage
interest, home equity interest, and property tax payments are deductible expenses and that for
many taxpayers any capital gain on the income from the sale of a principal residence is excluded
from income. In addition, they note that, under present law, States may issue qualified mortgage
bonds and qualified mortgage credit certificates to lower the mortgage costs of middle and
lower-middle income families who seek to acquire a home. That is, the qualified mortgage bond
program and the qualified mortgage credit certificate program generally target the financial
needs of the same population. Proponents of efforts to increase homeownership observe that
homeownership helps support strong, vital communities and participatory democracy. In
particular, they observe, the quality of life in distressed neighborhoods can be improved by
increasing homeownership. In such neighborhoods the costs of renovation or new construction
may exceed the current market value of housing in such neighborhoods and a State allocation
mechanism for the proposed credits may be able to direct qualifying investments to such areas
where the social return to homeownership is particularly large.

152 U.S. Department of Commerce, Economics and Statistics Administration, Statistical
Abstract of the United States: 2004-2005.

133 1n 2003, of 105.9 million occupied housing units nationwide, 72.3 million, or 68.2

percent were owner-occupied. U.S. Department of Commerce, Economics and Statistics
Administration, Statistical Abstract of the United States: 2004- 2005.
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Prior Action

A similar proposal was included in the President’s fiscal year 2002, 2003, 2004, and 2005
budget proposals.
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1. Environment and Conservation Related Provisions
1. Permanently extend expensing of brownfields remediation costs
Present Law

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

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

A “qualified contaminated site” (a so-called “brownfield”) generally is any property that
is held for use in a trade or business, for the production of income, or as inventory and is
certified by the appropriate State environmental agency to be an area at or on which there has
been a release (or threat of release) or disposal of a hazardous substance. Both urban and rural
property may qualify. However, sites that are identified on the national priorities list under the
Comprehensive Environmental Response, Compensation, and Liability Act of 1980
(“CERCLA”) cannot qualify as targeted areas. Hazardous substances generally are defined by
reference to sections 101(14) and 102 of CERCLA, subject to additional limitations applicable to
asbestos and similar substances within buildings, certain naturally occurring substances such as
radon, and certain other substances released into drinking water supplies due to deterioration
through ordinary use.

1% Commissioner v. Idaho Power Co., 418 U.S. 1 (1974) (holding that equipment
depreciation allocable to the taxpayer’s construction of capital facilities must be capitalized
under section 263(a)(1)).
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In the case of property to which a qualified environmental remediation expenditure
otherwise would have been capitalized, any deduction allowed under section 198 is treated as a
depreciation deduction and the property is treated as section 1245 property. Thus, deductions for
qualified environmental remediation expenditures are subject to recapture as ordinary income
upon a sale or other disposition of the property. In addition, sections 280B (demolition of
structures) and 468 (special rules for mining and solid waste reclamation and closing costs) do
not apply to amounts that are treated as expenses under this provision.

Eligible expenditures are those paid or incurred before January 1, 2006.

Description of Proposal

The proposal eliminates the requirement that expenditures must be paid or incurred
before January 1, 2006, to be deductible as eligible environmental remediation expenditures.
Thus, the provision becomes permanent.

Effective date.~The proposal is effective on the date of enactment.

Analysis

Policy issues

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

The proposal is intended to encourage environmental remediation, and general business
investment, at contaminated sites. With respect to environmental remediation tax benefits as an
incentive for general business investment, it is possible that the incentive may have the effect of
distorting the location of new investment, rather than increasing investment overall.'” Ifthe
new investments are offset by less investment in neighboring, but not qualifying, areas, the
neighboring communities could suffer. On the other hand, the increased investment in the
qualifying areas could have spillover effects that are beneficial to the neighboring communities.

155 For a discussion of the economic effects of targeting economic activity to specific
geographic areas, see Leslie E. Papke, “What Do We Know About Enterprise Zones,” in James
M. Poterba, ed., Tax Policy and the Economy, vol. 7 (Cambridge, MA: The MIT Press), 1993.
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Complexity issues

By making the present law provision permanent, the proposal may simplify tax planning
and investment planning by taxpayers by providing more certainty. However, in general, the
proposal would treat expenditures at certain geographic locations differently from otherwise
identical expenditures at other geographic locations. Such distinctions generally require
additional record keeping on the part of taxpayers and more complex tax return filings.
Concomitantly, such distinctions increase the difficulty of IRS audits.

Prior Action

Proposals to make section 198 permanent were included in the President’s fiscal year
1999, 2000, 2001, 2002, 2003, 2004, and 2005 budget proposals.

2. Exclude 50 percent of gains from the sale of property for conservation purposes
Present Law

Income tax treatment of dispositions of land

Capital gains treatment

In general, gain or loss reflected in the value of an asset is recognized for income tax
purposes at the time the taxpayer disposes of the property. On the sale or exchange of capital
assets held for more than one year, gain generally is taxed to an individual taxpayer at a
maximum marginal rate of 15 percent. However, gain attributable to real estate depreciation
deductions that were previously claimed against ordinary income is taxed at a maximum
marginal rate of 25 percent. Losses from the sale or exchange of capital assets are deductible
only to the extent of the gains from the sale or exchange of other capital assets, plus, in the case
of individuals, $3,000.

Land is a capital asset, unless it is held primarily for sale to customers in the ordinary
course of the taxpayer’s trade or business, or it is used in the taxpayer’s trade or business. In
addition, if the gains from property, including land, used in a taxpayer’s trade or business exceed
the losses from such property, the gains and losses are treated as capital gains.

Deferral of gain or loss

Several provisions allow a taxpayer to defer gain when property, including land, is
disposed of. For example, gain or loss is deferred if land held for investment or business use is
exchanged for property of a like kind (generally defined to include other real estate) (sec. 1031).
Likewise, gain is deferred if land is condemned and replaced with other property of a like kind
(sec. 1033(g)).
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Income tax provisions relating to contributions of capital gain property and qualified
conservation interests

Charitable contributions generally

In general, a deduction is permitted for charitable contributions, subject to certain
limitations that depend on the type of taxpayer, the property contributed, and the donee
organization. The amount of deduction generally equals the fair market value of the contributed
property on the date of the contribution. Charitable deductions are provided for income, estate,
and gift tax purposes (secs. 170, 2055, and 2522 respectively).

In general, in any taxable year, charitable contributions by a corporation are not
deductible to the extent the aggregate contributions exceed 10 percent of the corporation’s
taxable income computed without regard to net operating or capital loss carrybacks. For
individuals, the amount deductible generally is a percentage of the taxpayer’s contribution base,
which is the taxpayer’s adjusted gross income computed without regard to any net operating loss
carryback. The applicable percentage of the contribution base varies depending on the type of
donee organization and property contributed.

Gifts of certain types of property interests are subject to special restrictions, either as to
the amount deductible or as to the types of property interests for which a deduction is permitted.
For example, a contribution of less than the donor’s entire interest in property generally is not
allowable as a charitable deduction unless the gift takes the form of an interest in a unitrust,
annuity trust, or a pooled income fund.

Capital gain property

Capital gain property is property, which if sold at fair market value at the time of
contribution, would have resulted in gain that would have been long-term capital gain.
Contributions of capital gain property to a qualified charity are deductible at fair market value
within certain limitations. Contributions of capital gain property to charitable organizations
described in section 170(b)(1)(A) (e.g., public charities, private foundations other than private
non-operating foundations, and certain governmental units) generally are deductible up to 30
percent of the taxpayer’s contribution base. Contributions of capital gain property to charitable
organizations described in section 170(b)(1)(B) (e.g., private non-operating foundations) are
deductible up to 20 percent of the taxpayer’s contribution base.

For purposes of determining whether a taxpayer’s aggregate charitable contributions in a
taxable year exceed the applicable percentage limitation, contributions of capital gain property
are taken into account after other charitable contributions. Contributions of capital gain property
that exceed the percentage limitation may be carried forward for five years.

Qualified conservation contributions

Qualified conservation contributions are not subject to the “partial interest” rule, which
generally bars deductions for charitable contributions of partial interests in property. A qualified
conservation contribution is a contribution of a qualified real property interest to a qualified
organization exclusively for conservation purposes. A qualified real property interest is defined

117



as: (1) the entire interest of the donor other than a qualified mineral interest; (2) a remainder
interest; or (3) a restriction (granted in perpetuity) on the use that may be made of the real
property. Qualified organizations include certain governmental units, public charities that meet
certain public support tests, and certain supporting organizations. Conservation purposes
include: (1) the preservation of land areas for outdoor recreation by, or for the education of, the
general public; (2) the protection of a relatively natural habitat of fish, wildlife, or plants, or
similar ecosystem; (3) the preservation of open space (including farmland and forest land) where
such preservation will yield a significant public benefit and is either for the scenic enjoyment of
the general public or pursuant to a clearly delineated Federal, State, or local governmental
conservation policy; and (4) the preservation of a historically important land area or a certified
historic structure.

Qualified conservation contributions of capital gain property are subject to the same
limitations and carryforward rules applicable to other charitable contributions of capital gain

property.

Description of Proposal

The proposal provides that a taxpayer may exclude from income 50 percent of the gain
realized from the sale of land (or an interest in land or water) to a qualified conservation
organization for conservation purposes. The income not excluded is taxed as capital gain
eligible for the alternative rate schedule of present law. The exclusion is computed without
regard to improvements.

To be eligible for the exclusion, the taxpayer or a member of the taxpayer’s family has to
have owned the property for the three years immediately preceding the date of the sale. The
taxpayer is not eligible for the exclusion in the case of property sold pursuant to a condemnation
order, but the taxpayer is eligible for the exclusion in the case of property sold in response to the
threat or imminence of a condemnation order.

A qualified conservation organization is either a governmental unit or a charity that is a
qualified organization under present-law section 170(h)(3) and that is organized and operated
primarily for conservation purposes. Conservation purposes include the preservation of land
areas for outdoor recreation by, or the education of, the general public; the protection of a
relatively natural habitat of fish, wildlife, or plants, or similar ecosystem; or the preservation of
open space where the preservation is for the scenic enjoyment of the general public or pursuant
to a clearly delineated Federal, State, or local governmental conservation policy.

The buyer must provide a written statement representing that it is a qualified conservation
organization and that it intends to hold the property exclusively for conservation purposes and
not to transfer it for valuable consideration other than to a qualified conservation organization in
a transaction that would qualify under the proposal if the qualified conservation organization
(i.e., the buyer in the transaction that is the subject of the written statement) were a taxable
person.
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Sales of partial interests in property also qualify if the sale meets the present law
standards for qualified conservation contributions of partial interests within the meaning of
section 170(h).

To prevent abuse, significant penalties are imposed on any subsequent transfer or use of
the property other than exclusively for conservation purposes, or on any subsequent removal of a
conservation restriction contained in an instrument of conveyance of the property. Sales of the
property under the proposal at a price that is less than the fair market value of property qualify as
bargain sales,'*® but only to the extent that the proceeds of the sale, net of capital gains taxes
under this provision, are lower than the after-tax proceeds that would have resulted if the
property had been sold at fair market value and the seller had paid tax on the full amount of the
resulting gain.

Effective date.—The proposal is effective for sales occurring on or after January 1, 2006,
and before January 1, 2009.

Analysis

Policy issues

In general, for sales of real estate, the maximum tax rate applied to capital gain income
(excluding improvements) is 15 percent for taxpayers who would otherwise be in the 25 percent,
28 percent, 33 percent, and 35 percent ordinary income tax brackets.">” If such a taxpayer sold
conservation property to a qualifying conservation organization, after the 50-percent exclusion,
the effective tax rate on the gain income would be 7.5 percent.158 Per $1,000 of gain, the
proposal could produce a benefit of up to $75 if the taxpayer were to sell to a qualifying
conservation organization rather than to another person offering the same purchase price. 159 The
proposal secks to increase sales of conservation property to qualifying conservation
organizations by making it possible for the seller to reap a higher after-tax return by selling
property to the qualifying conservation organization than by selling to a non-qualifying buyer.

136 See Sec. 1011(b) and Treas. Reg. sec. 1.1011-2,

157 Under present law, the maximum tax rate applied to capital gain income for taxpayers

in the 10 and 15-percent income tax brackets is five percent (zero percent after 2007).

158 n the case of a taxpayer otherwise in the 10-percent or 15-percent marginal income
tax bracket, the result of the combination of the exclusion and the alternative five-percent tax rate
on income from capital gain is an effective tax rate of 2.5 percent on the gain.

159 In the case of a taxpayer otherwise in the 10-percent or 15-percent marginal income

tax brackets, per $1,000 of gain, the proposal could produce a benefit of up to $25 if the taxpayer
were to sell to a qualifying conservation organization rather than to another person offering the
same purchase price.
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The simple calculations above may suggest that the seller would reap the full benefit of
the lower effective tax rate. However, qualifying conservation organizations, recognizing that
their purchase of property can qualify a taxpayer for a lower effective tax rate (a higher after-tax
return) may bid less than they otherwise might knowing that the highest offer may not be
selected by a taxpayer who is informed of the tax benefits of the lower bid. In this sense, the
proposal is equivalent to the Federal government partially subsidizing the purchase of
conservation property selected by the qualifying conservation organization. From the
calculations above, by lowering the effective tax rate, the Federal government would be
effectively contributing as much as 7.5 percent of the purchase price of the property.'®

The extent to which the benefit of the proposed exclusion accrues to the taxpayer selling
the property or to the qualifying conservation organization purchasing the property depends upon
the demand for the property and the extent to which other similar properties also are offered for
sale. If one qualifying conservation organization is bidding against other persons for a property,
in general one might expect that the qualifying conservation organization might be able to derive
a substantial portion of the benefit of the lower effective tax rate. While the persons who are not
qualifying conservation organizations would bid based on what they believe the market value of
the property to be, the qualifying conservation could bid less, and as demonstrated above, the
seller could find it in his or her interest to accept the lower bid of the qualifying conservation
organization. To receive the entire benefit of the lower effective tax rate, the qualifying
conservation organization would have to know the tax position of the seller (see discussion of
complexity below). In practice, such knowledge would not be available to the qualifying
conservation organization and conservative bidding would result in the qualifying conservation
organization deriving less than the full benefit.

On the other hand, if several qualifying conservation organizations bid against each other
on the same property, as they compete with price offers they would transfer most of the benefit
from the exclusion to the taxpayer selling the property.

The incentive effects of the proposal decrease as the capital gains tax rate decreases for
the selling taxpayer, as is the case for many taxpayers as a result of the JGTRRA capital gain rate
reductions.

10" The percentages in the text assume that the taxpayer selling the property has a zero
basis in the property. Thus, the percentages in the text represent an upper bound on the Federal
government’s effective share of the purchase price. In the case of property sold by a taxpayer
otherwise in the 10- or 15-percent marginal income tax brackets, the comparable percentages
would be lower.
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Complexity issues

In its report,'®" the staff of the Joint Committee on Taxation identified the taxation of

income from capital gains as an area of complexity in the individual income tax. The staff of the
Joint Committee on Taxation has identified nine different categories of capital gain, often with
multiple rates of tax applying within each category depending upon the taxpayer’s circumstance.
Present law requires a holding period of one year or more for a taxpayer to avail him or herself
of the benefit of the alternative tax rates applicable to capital gain income. The proposal layers
an exclusion for the sale of certain assets on top of the present law alternative rate schedule. The
proposal would create a new three-year holding period requirement. This would require
additional computation, instructions, and a longer form for individuals who recognize gains that
qualify for the exclusion of the proposal and also have other gain income. While relatively few
taxpayers would recognize qualifying gains in any one year, those taxpayers who recognize other
capital gain income will have a more complex form to work through.

By its design, the proposal makes economic decisions more complicated as a taxpayer’s
net rate of return to the sale of property would depend upon the buyer’s identity as well as the
buyer’s purchase offer. In theory, if the proposal were to have the desired incentive effect, the
taxpayer would weigh the offer price of a qualifying conservation organization against
competing offers from other persons by calculating his or her after-tax position. Such
calculations are more complex than comparing the dollar purchase offers of competing buyers.
From the buyer’s side, if the qualifying conservation organization were to attempt to utilize the
proposal to its benefit by offering a lower price to the seller, the organization would have to
make estimates, or consult with the seller, regarding the seller’s tax position for the year of the
sale. This would include researching whether the seller’s effective rate of tax may be less than
7.5 percent. As accurate estimates might be crucial to submitting a winning offer for qualifying
property, the qualifying conservation organization, in principle, would need to have information
about the financial affairs of the seller. Such an offer strategy is a more information intensive
process than typical real estate transactions.

The proposal imposes an additional paperwork and record keeping burden on the
qualifying conservation organization and the selling taxpayer. The qualifying conservation
organization must provide certification to the taxpayer selling the property that the sale and
purchase is a qualifying conservation transaction. The selling taxpayer must retain this
certification in order to claim the exclusion. Presumably, a separate reporting requirement would
be established for the buyer and or seller to notify the IRS of a qualifying sale. As the holding
period of potentially qualifying property is satisfied by reference to the taxpayer’s family, rather
than solely by reference to the taxpayer’s ownership of the property, in some cases
documentation from other persons also would be required.

161 Joint Committee on Taxation, Study of the Overall State of the Federal Tax System
and Recommendations for Simplification, Pursuant to Section 8022(3)(B) of the Internal
Revenue Code of 1986, Volume 11, at 97-108, (JCS-3-01), April 2001.
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The proposal also imposes additional complexity and record keeping burdens on the
qualifying conservation organization because of the potential penalties that may be imposed for
subsequent transfers or uses of the property that do not satisfy the conservation requirements.
The organization likely will be required to retain records that demonstrate compliance with the
proposal’s requirements, and to notify the IRS if any impermissible change in use takes place
with respect to the property. The IRS will have to modify its forms and instructions to provide
for the imposition of the penalties in such cases. The application of modified bargain-sale rules
to qualified conservation sales at a price less than fair market value also increases complexity for
the buyer and seller of the property.

Prior Action

A similar proposal was included in the President’s fiscal year 2002 and 2003 budget
proposals, which included less detail regarding the penalty and bargain-sale provisions, and in
the President’s fiscal year 2004 and 2005 budget proposals.

A similar proposal was included in section 107 of S. 476, the “CARE Act of 2003,”
passed by the Senate on April 9, 2003, which would exclude 25 percent of long-term capital gain
on certain sales or exchanges to eligible entities for conservation purposes.
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J. Energy Provisions
1. Extend and modify the tax credit for producing electricity from certain sources

Present Law'®?

In general

An income tax credit is allowed for the production of electricity from qualified facilities
(sec. 45). Qualified facilities comprise wind energy facilities, “closed-loop” biomass facilities,
open-loop biomass (including agricultural livestock waste nutrients) facilities, geothermal energy
facilities, solar energy facilities, small irrigation power facilities, landfill gas facilities, and trash
combustion facilities. In addition, an income tax credit is allowed for the production of refined
coal.

Credit amounts and credit period

In general

The base amount of the credit is 1.5 cents per kilowatt hour (indexed for inflation) of
electricity produced. The amount of the credit was 1.8 cents per kilowatt hour for 2004. A
taxpayer may claim credit for the 10-year period commencing with the date the qualified facility
is placed in service. The credit is reduced for grants, tax-exempt bonds, subsidized energy
financing, and other credits. The amount of credit a taxpayer may claim is phased out as the
market price of electricity (refined coal in the case of refined coal) exceeds certain threshold
levels.

12 The Energy Policy Act of 1992 created section 45 as a production credit for

electricity produced from wind and closed-loop biomass for production from certain facilities
placed in service before July 1, 1999. The Ticket to Work and Work Incentives Improvement
Act of 1999 added poultry waste as a qualifying energy source, extended the placed in service
date through December 31, 2001, and made certain modifications to the requirements of
qualifying wind facilities. The Job Creation and Worker Assistance Act of 2002 extended the
placed in service date through December 31, 2003. The Working Families Tax Relief Act of
2004 extended the generally applicable placed in service date for wind facilities, closed-loop
biomass facilities, and poultry waste facilities through December 31, 2005. The American Jobs
Creation Act of 2004 (“AJCA”) modified the provision to add as qualified facilities open-loop
biomass (including agricultural livestock waste nutrients), geothermal energy, solar energy,
small irrigation power, and municipal solid waste (both landfill gas and trash combustion
facilities). The definition of agricultural livestock waste nutrients subsumes poultry waste, so the
AJCA repealed, prospectively, poultry waste facilities as a separate category of qualified facility.
The AJCA defined refined coal as a qualifying resource eligible for credit. The AJCA also made
other modifications.
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Reduced credit amounts and credit periods

In the case of open-loop biomass facilities (including agricultural livestock waste nutrient
facilities), geothermal energy facilities, solar energy facilities, small irrigation power facilities,
landfill gas facilities, and trash combustion facilities, the 10-year credit period is reduced to five
years commencing on the date the facility is placed in service. In general, for eligible pre-
existing facilities and other facilities placed in service prior to January 1, 2005, the credit period
commences on January 1, 2005. In the case of a closed-loop biomass facility modified to co-fire
with coal, to co-fire with other biomass, or to co-fire with coal and other biomass, the credit
period begins no earlier than October 22, 2004.

In the case of open-loop biomass facilities (including agricultural livestock waste nutrient
facilities), small irrigation power, landfill gas facilities, and trash combustion facilities, the
otherwise allowable credit amount is 0.75 cent per kilowatt hour, indexed for inflation measured
after 1992.

Credit applicable to refined coal

The amount of the credit for refined coal is $4.375 per ton (also indexed for inflation
after 2002 and would have equaled $5.350 per ton for 2004).

Other limitations on credit claimants and credit amounts

In general, in order to claim the credit, a taxpayer must own the qualified facility and sell
the electricity produced by the facility (or refined coal in the case of refined coal) to an unrelated
party. A lessee or operator may claim the credit in lieu of the owner of the qualifying facility in
the case of qualifying open-loop biomass facilities originally placed in service on or before the
date of enactment and in the case of a closed-loop biomass facilities modified to co-fire with
coal, to co-fire with other biomass, or to co-fire with coal and other biomass. In the case of a
poultry waste facility, the taxpayer may claim the credit as a lessee or operator of a facility
owned by a governmental unit.

For all qualifying facilities, other than closed-loop biomass facilities modified to co-fire
with coal, to co-fire with other biomass, or to co-fire with coal and other biomass, the amount of
credit a taxpayer may claim is reduced by reason of grants, tax-exempt bonds, subsidized energy
financing, and other credits, but the reduction cannot exceed 50 percent of the otherwise
allowable credit. In the case of closed-loop biomass facilities modified to co-fire with coal, to
co-fire with other biomass, or to co-fire with coal and other biomass, there is no reduction in
credit by reason of grants, tax-exempt bonds, subsidized energy financing, and other credits.

The credit for electricity produced from wind, closed-loop biomass, or poultry waste is a
component of the general business credit (sec. 38(b)(8)).

A taxpayer’s tentative minimum tax is treated as being zero for purposes of determining
the tax liability limitation with respect to the section 45 credit for electricity produced from a
facility (placed in service after October 22, 2004) during the first four years of production
beginning on the date the facility is placed in service.
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Qualified facilities

Wind energy facility

A wind energy facility is a facility that uses wind to produce electricity. To be a qualified
facility, a wind energy facility must be placed in service after December 31, 1993, and before
January 1, 2006.

Closed-loop biomass facility

A closed-loop biomass facility is a facility that uses any organic material from a plant
which is planted exclusively for the purpose of being used at a qualifying facility to produce
electricity. In addition, a facility can be a closed-loop biomass facility if it is a facility that is
modified to use closed-loop biomass to co-fire with coal, with other biomass, or with both coal
and other biomass, but only if the modification is approved under the Biomass Power for Rural
Development Programs or is part of a pilot project of the Commodity Credit Corporation.

To be a qualified facility, a closed-loop biomass facility must be placed in service after
December 31, 1992, and before January 1, 2006. In the case of a facility using closed-loop
biomass but also co-firing the closed-loop biomass with coal, other biomass, or coal and other
biomass, a qualified facility must be originally placed in service and modified to co-fire the
closed-loop biomass at any time before January 1, 2006.

Open-loop biomass (including agricultural livestock waste nutrients) facility

An open-loop biomass facility is a facility using open-loop biomass (including
agricultural livestock waste nutrients) to produce electricity. Open-loop biomass is defined as
any solid, nonhazardous, cellulosic waste material which is segregated from other waste
materials and which is derived from any of forest-related resources, solid wood waste materials,
or agricultural sources. Eligible forest-related resources are mill residues, other than spent
chemicals from pulp manufacturing, precommercial thinnings, slash, and brush. Solid wood
waste materials include waste pallets, crates, dunnage, manufacturing and construction wood
wastes (other than pressure-treated, chemically-treated, or painted wood wastes), and landscape
or right-of-way tree trimmings. Agricultural sources include orchard tree crops, vineyard, grain,
legumes, sugar, and other crop by-products or residues. However, qualifying open-loop biomass
does not include municipal solid waste (garbage), gas derived from biodegradation of solid
waste, or paper that is commonly recycled. In addition, open-loop biomass does not include
closed-loop biomass or any biomass burned in conjunction with fossil fuel (cofiring) beyond
such fossil fuel required for start up and flame stabilization.

Agricultural livestock waste nutrients are defined as agricultural livestock manure and
litter, including bedding material for the disposition of manure.

To be a qualified facility, an open-loop biomass facility must be placed in service after
October 22, 2004 and before January 1, 2006, in the case of facility using agricultural livestock
waste nutrients and must be placed in service at any time prior to January 1, 2006 in the case of a
facility using other open-loop biomass.
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Geothermal facility

A geothermal facility is a facility that uses geothermal energy to produce electricity.
Geothermal energy is energy derived from a geothermal deposit which is a geothermal reservoir
consisting of natural heat which is stored in rocks or in an aqueous liquid or vapor (whether or
not under pressure). To be a qualified facility, a geothermal facility must be placed in service
after the date of enactment and before January 1, 2006.

Solar facility

A solar facility is a facility that uses solar energy to produce electricity. To be a qualified
facility, a solar facility must be placed in service after the date of enactment and before
January 1, 2006.

Small irrigation facility

A small irrigation power facility is a facility that generates electric power through an
irrigation system canal or ditch without any dam or impoundment of water. The installed
capacity of a qualified facility is not less than 150 kilowatts and less than five megawatts. To be
a qualified facility, a small irrigation facility must be originally placed in service after the date of
enactment and before January 1, 2006.

Landfill gas facility

A landfill gas facility is a facility that uses landfill gas to produce electricity. Landfill gas
is defined as methane gas derived from the biodegradation of municipal solid waste. To be a
qualified facility, a landfill gas facility must be placed in service after October 22, 2004 and
before January 1, 2006.

Trash combustion facility

Trash combustion facilities are facilities that burn municipal solid waste (garbage) to
produce steam to drive a turbine for the production of electricity. To be a qualified facility, a
trash combustion facility must be placed in service after October 22, 2004 and before January 1,
2006.

Refined coal facility

A qualifying refined coal facility is a facility producing refined coal that is placed in
service after the date of enactment and before January 1, 2009. Refined coal is a qualifying
liquid, gaseous, or solid synthetic fuel produced from coal (including lignite) or high-carbon fly
ash, including such fuel used as a feedstock. A qualifying fuel is a fuel that when burned emits
20 percent less nitrogen oxides and either SO, or mercury than the burning of feedstock coal or
comparable coal predominantly available in the marketplace as of January 1, 2003, and if the
fuel sells at prices at least 50 percent greater than the prices of the feedstock coal or comparable
coal. In addition, to be qualified refined coal the fuel must be sold by the taxpayer with the
reasonable expectation that it will be used for the primary purpose of producing steam.

126



Description of Proposal

The proposal extends the placed in service date for facilities that produce electricity from
wind, closed-loop biomass, open-loop biomass (other than agricultural waste nutrients), and
landfill gas to include electricity from those facilities placed in service before January 1, 200
The proposal does not extend the placed in service date for facilities that produce electricity from
agricultural waste nutrient facilities, geothermal facilities, solar power facilities, small irrigation
facilities, or trash combustion facilities.

163
8.

In addition, the proposal permits taxpayers to claim a credit at 60 percent of the otherwise
allowable credit for electricity produced from open-loop biomass (0.45 cents per kilowatt-hour
before adjustment for inflation indexing) for electricity produced from open-loop biomass (other
than agricultural waste nutrients) co-fired in coal plants during the three-year period January 1,
2006 through December 31, 2008.

Effective date.—The proposal is effective on the date of enactment.

Analysis

See the general discussion following the description of the proposed tax credit for
combined heat and power property, below.

Prior Action

The President’s fiscal year 2005, 2004 and 2003 budgets proposed a similar proposal to
the current proposal. The President’s fiscal year 2001 and 2002 budgets also proposed extending
and modifying the categories of facilities that would qualify for the production credit under
section 45.

2. Provide a tax credit for residential solar energy systems
Present Law

A nonrefundable, 10-percent business energy credit is allowed for the cost of new
property that is equipment (1) that uses solar energy to generate electricity, to heat or cool a
structure, or to provide solar process heat, or (2) used to produce, distribute, or use energy
derived from a geothermal deposit, but only, in the case of electricity generated by geothermal
power, up to the electric transmission stage.

The business energy tax credits are components of the general business credit (sec.
38(b)(1)). The business energy tax credits, when combined with all other components of the
general business credit, generally may not exceed for any taxable year the excess of the

163 The extended placed in service date also will apply to the date of modification of
facilities modified to co-fire closed-loop biomass with coal, other biomass, or both coal and other
biomass.
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taxpayer's net income tax over the greater of (1) 25 percent of net regular tax liability above
$25,000 or (2) the tentative minimum tax. For credits arising in taxable years beginning after
December 31, 1997, an unused general business credit generally may be carried back one year
and carried forward 20 years (sec. 39).

A taxpayer may exclude from income the value of any subsidy provided by a public
utility for the purchase or installation of an energy conservation measure. An energy
conservation measure means any installation or modification primarily designed to reduce
consumption of electricity or natural gas or to improve the management of energy demand with
respect to a dwelling unit (sec. 136).

There is no present-law personal tax credit for residential solar energy property.

Description of Proposal

The proposal provides a tax credit for the purchase of photovoltaic equipment and solar
water heating equipment for use in a dwelling unit that is used by the taxpayer as a residence.
Equipment would qualify for the credit only if is used exclusively for purposes other than
heating swimming pools. The credit is equal to 15 percent of qualified investment up to a
cumulative maximum of $2,000 for solar water heating systems and $2,000 for rooftop
photovoltaic systems. This credit is nonrefundable.

Effective date.—The credit applies to equipment placed in service after December 31,
2004 and before January 1, 2008 for solar water heating systems and after December 31, 2004
and before January 1, 2010 for photovoltaic systems.

Analysis

See general discussion following the description of the proposed tax credit for combined
heat and power property, below.

Prior Action

Similar proposals were contained in the President's fiscal year 1999-2005 budget
proposals.

A similar provision was contained in H.R. 4520, the “Jumpstart Our Business Strength
Act, as amended and passed by the Senate on July 15, 2004, and in S. 1637, the “Jumpstart Our
Business Strength Act, as passed by the Senate on May 11, 2004.

The conference agreement to H.R. 6, “The Energy Policy Act of 2003,” as passed by the
House of Representatives on November 18, 2003 contained a similar provision. Similar
provisions are contained in Division D of H.R. 6, the “Energy Tax Policy Act of 2003,” as
passed by the House of Representatives on April 11, 2003, and in Division H of H.R. 6, the
“Energy Tax Incentives Act of 2003” as amended and passed by the Senate on July 31, 2003.

Similar provisions were also contained in Division C of H.R. 4, the “Energy Tax Policy
Act of 2001, as passed by the House of Representatives on August 2, 2001, and in Division H
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of H.R. 4, “The Energy Tax Incentives Act of 2002,” as amended and passed by the Senate on
April 25, 2002.

3. Modify the tax treatment of nuclear decommissioning funds
Present Law
Overview

Special rules dealing with nuclear decommissioning reserve funds were adopted by
Congress in the Deficit Reduction Act of 1984 (“1984 Act”), when tax issues regarding the time
value of money were addressed generally. Under general tax accounting rules, a deduction for
accrual basis taxpayers is deferred until there is economic performance for the item for which the
deduction is claimed. However, the 1984 Act contains an exception under which a taxpayer
responsible for nuclear powerplant decommissioning may elect to deduct contributions made to a
qualified nuclear decommissioning fund for future decommissioning costs. Taxpayers who do
not elect this provision are subject to general tax accounting rules.

Qualified nuclear decommissioning fund

A qualified nuclear decommissioning fund (a “qualified fund”) is a segregated fund
established by a taxpayer that is used exclusively for the payment of decommissioning costs,
taxes on fund income, management costs of the fund, and for making investments. The income
of the fun%4is taxed at a reduced rate of 20 percent for taxable years beginning after December
31, 1995.

Contributions to a qualified fund are deductible in the year made to the extent that these
amounts were collected as part of the cost of service to ratepayers (the “cost of service
requirement”).'®> Funds withdrawn by the taxpayer to pay for decommissioning costs are
included in the taxpayer’s income, but the taxpayer also is entitled to a deduction for
decommissioning costs as economic performance for such costs occurs.

Accumulations in a qualified fund are limited to the amount required to fund
decommissioning costs of a nuclear powerplant for the period during which the qualified fund is
in existence (generally post-1983 decommissioning costs of a nuclear powerplant). For this
purpose, decommissioning costs are considered to accrue ratably over a nuclear powerplant’s

1% As originally enacted in 1984, a qualified fund paid tax on its earnings at the top
corporate rate and, as a result, there was no present-value tax benefit of making deductible
contributions to a qualified fund. Also, as originally enacted, the funds in the trust could be
invested only in certain low risk investments. Subsequent amendments to the provision have
reduced the rate of tax on a qualified fund to 20 percent and removed the restrictions on the types
of permitted investments that a qualified fund can make.

165 Taxpayers are required to include in gross income customer charges for
decommissioning costs (sec. 88).
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estimated useful life. In order to prevent accumulations of funds over the remaining life of a
nuclear powerplant in excess of those required to pay future decommissioning costs of such
nuclear powerplant and to ensure that contributions to a qualified fund are not deducted more
rapidly than level funding (taking into account an appropriate discount rate), taxpayers must
obtain a ruling from the IRS to establish the maximum annual contribution that may be made to a
qualified fund (the “ruling amount”). In certain instances (e.g., change in estimates), a taxpayer
is required to obtain a new ruling amount to reflect updated information.

A qualified fund may be transferred in connection with the sale, exchange or other
transfer of the nuclear powerplant to which it relates. If the transferee is a regulated public utility
and meets certain other requirements, the transfer will be treated as a nontaxable transaction. No
gain or loss will be recognized on the transfer of the qualified fund and the transferee will take
the transferor’s basis in the fund.'® The transferee is required to obtain a new ruling amount
from the IRS or accept a discretionary determination by the IRS.'"

Nongqgualified nuclear decommissioning funds

Federal and State regulators may require utilities to set aside funds for nuclear
decommissioning costs in excess of the amount allowed as a deductible contribution to a
qualified fund. In addition, taxpayers may have set aside funds prior to the effective date of the
qualified fund rules.'® The treatment of amounts set aside for decommissioning costs prior to
1984 varies. Some taxpayers may have received no tax benefit while others may have deducted
such amounts or excluded such amounts from income. Since 1984, taxpayers have been required
to include in gross income customer charges for decommissioning costs (sec. 88), and a
deduction has not been allowed for amounts set aside to pay for decommissioning costs except
through the use of a qualified fund. Income earned in a nonqualified fund is taxable to the fund’s
owner as it is earned.

Description of Proposal

Repeal of cost of service requirement

The proposal repeals the cost of service requirement for deductible contributions to a
nuclear decommissioning fund. Thus, all taxpayers, including unregulated taxpayers, would be
allowed a deduction for amounts contributed to a qualified fund.

Exception to ruling amount for certain decommissioning costs

The proposal also permits taxpayers to make contributions to a qualified fund in excess of
the maximum annual contribution amount (IRS ruling amount) up to an amount that equals the

166 Treas. Reg. sec. 1.468A-6.
17 Treas. Reg. sec. 1.468A-6(1).

'%® These funds are generally referred to as “nonqualified funds.”
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present value of the amount required to fund the nuclear powerplant’s pre-1984
decommissioning costs to which the qualified fund relates. Any amount transferred to the
qualified fund that has not previously been deducted or excluded from gross income is allowed
as a deduction over the remaining useful life of the nuclear powerplant. If a qualified fund that
has received amounts under this rule is transferred to another person, that person will be entitled
to the deduction at the same time and in the same manner as the transferor. Accordingly, if the
transferor was not subject to tax and thus unable to use the deduction, then the transferee will
similarly not be able to utilize the deduction. Amounts contributed (and the earnings on such
amounts) under these rules would not be taken into account in determining the ruling amount for
the qualified fund.

Clarify treatment of transfers of qualified funds and deductibility of decommissioning costs

The proposal clarifies the Federal income tax treatment of the transfer of a qualified fund.
No gain or loss would be recognized to the transferor or the transferce as a result of the transfer
of a qualified fund in connection with the transfer of the power plant with respect to which such
fund was established. In addition, the proposal provides that all nuclear decommissioning costs
are deductible when paid.

Contributions to a qualified fund after useful life of powerplant

The proposal also allows deductible contributions to a qualified fund subsequent to the
end of a nuclear powerplant’s estimated useful life. Such payments are permitted to the extent
they do not cause the assets of the qualified fund to exceed the present value of the taxpayer’s
allocable share (current or former) of the nuclear decommissioning costs of such nuclear
powerplant.

Effective date

The proposal is effective for taxable years beginning after December 31, 2004.

Analysis

Policy issues

The cost of service limitation on the amount of deductible contributions to a qualified
nuclear decommissioning fund reflects the regulatory environment that existed when the
legislation was originally enacted in 1984 and all taxable entities producing nuclear power were
subject to rate regulation. More recently, the process of deregulating the electric power industry
has begun at both the Federal and state level. Proponents of the proposal argue that the present-
law limitation is outdated, and that the rules relating to deductible contributions to nuclear
decommissioning funds should be modernized to reflect industry deregulation.

The process of deregulation takes different forms in different jurisdictions. A jurisdiction
may choose to eliminate rate regulation and allow rates to be set by the market instead of the
public utility commission. Although such market rates may include an element compensating a
generator of nuclear power for its anticipated decommissioning costs, there is no regulatory cost
of service amount against which to measure a deductible contribution. A line charge or other fee
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could be imposed by a State or local government or a public utility commission to ensure that
adequate funds will be available for decommissioning, but there is no assurance that this will be
the case. The taxpayer generating the electricity may not be the same as the taxpayer distributing
it. In those cases, the use of line charges and other customer based fees as a vehicle to satisfy the
requirement that deductible contributions not exceed cost of service may not be successful.

The exception allowing a taxpayer responsible for nuclear power plant decommissioning
to deduct contributions to a qualified nuclear decommissioning fund for future payment costs
was enacted in Congress’ belief that the establishment of segregated reserve funds for paying
future nuclear decommissioning costs was of national importance.'® If deregulation continues,
the deduction of such contributions may be prevented unless the cost of service limitation is
repealed. The loss of deductibility may reduce the amount of funds available for
decommissioning in the future.

In addition, the proposal allows taxpayers to transfer to a qualified fund decommissioning
costs for the period prior to the qualified fund’s existence (generally pre-1984 decommissioning
costs of a nuclear powerplant). Proponents of this aspect of the proposal argue that it provides
equal treatment to all decommissioning costs and provides an incentive for taxpayers to ensure
that sufficient funds are being reserved for decommissioning costs. However, some may argue
that safeguards are already in place that require funds to be available for decommissioning and
that this aspect of the proposal merely reduces the effective tax rate on earnings associated with
the reserved funds. Finally, clarifying the treatment of transfers of qualified funds removes a tax
barrier that may be hindering taxpayers from fulfilling various policy goals of electricity
deregulation.

Complexity issues

Many aspects of the proposal provide clarification to issues that would simplify the
administration of the present-law provision and likely reduce the cost of complying with the tax
law and minimize disputes between taxpayers and the IRS.

Prior Action

A similar proposal was included in the President’s fiscal year 2003, 2004, and 2005
budget proposals. Similar proposals were also included in section 1328 of the Conference
Report to H.R. 6, the “Energy Policy Act of 2003,” and section 855 of the Senate Amendment to
H.R. 4520, the “American Jobs Creation Act of 2004.”

19" Joint Committee on Taxation, General Explanation of the Revenue Provisions of the
Deficit Reduction Act of 1984, p. 270.
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4. Provide a tax credit for purchase of the certain hybrid and fuel cell vehicles

Present Law!”’

Credit for qualified electric vehicles

A 10-percent tax credit is provided for the cost of a qualified electric vehicle, up to a
maximum credit of $4,000. A qualified electric vehicle generally is a motor vehicle that is
powered primarily by an electric motor drawing current from rechargeable batteries, fuel cells, or
other portable sources of electrical current. The full amount of the credit is available for
purchases prior to 2006. The credit is reduced to 25 percent of the otherwise allowable amount
for purchases in 2006, and is unavailable for purchases after December 31, 2006.

Deduction for qualified clean-fuel vehicle property

Qualified clean-fuel vehicles

Certain costs of qualified clean-fuel vehicle may be expensed and deducted when such
property is placed in service. Qualified clean-fuel vehicle property includes motor vehicles that
use certain clean-burning fuels (natural gas, liquefied natural gas, liquefied petroleum gas,
hydrogen, electricity and any other fuel at least 85 percent of which is methanol, ethanol, any
other alcohol or ether). The Secretary has determined that certain hybrid (gas-electric) vehicles
are qualified clean-fuel vehicles.

The maximum amount of the deduction is $50,000 for a truck or van with a gross vehicle
weight over 26,000 pounds or a bus with seating capacities of at least 20 adults; $5,000 in the
case of a truck or van with a gross vehicle weight between 10,000 and 26,000 pounds; and
$2,000 in the case of any other motor vehicle. The deduction allowable for purchases of vehicles
in 2006 is 25 percent of the otherwise allowable amount, and is unavailable for purchases after
December 31, 2006.

Refueling property

Clean-fuel vehicle refueling property comprises property for the storage or dispensing of
a clean-burning fuel, if the storage or dispensing is the point at which the fuel is delivered into
the fuel tank of a motor vehicle. Clean-fuel vehicle refueling property also includes property for
the recharging of electric vehicles, but only if the property is located at a point where the electric
vehicle is recharged. Up to $100,000 of such property at each location owned by the taxpayer
may be expensed with respect to that location. Expensing for clean-fuel vehicle refueling
property is unavailable for expenditures after December 31, 2006.

170" Code sections 30 and 179A were enacted as part of the Energy Policy Act of 1992
and were extended by the Job Creation and Worker Assistance Act of 2002.
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Description of Proposal

In general

The proposal provides a tax credit for the purchase of a qualified hybrid vehicle or fuel
cell vehicle purchased after December 31, 2004, and before January 1, 2009, for a hybrid vehicle
and after December 31, 2004, and before January 1, 2013, for a fuel cell vehicle. The credits are
available for all qualifying light vehicles including cars, minivans, sport utility vehicles, and light
trucks. Taxpayers are eligible for only one of the credits per vehicle and taxpayers who claim
either credit are not eligible for the qualified electric vehicle credit or the deduction for clean-
fuel vehicles for the same vehicle. For business taxpayers the credit is part of the general
business credit and the taxpayer will reduce his or her basis in the vehicle by the amount of the
credit. A qualifying vehicle must meet all applicable regulatory requirements for safety and air
pollutants.

Hybrid vehicles

A qualifying hybrid vehicle is a motor vehicle that draws propulsion energy from on-
board sources of stored energy which include both an internal combustion engine or heat engine
using combustible fuel and a rechargeable energy storage system (e.g., batteries). The amount of
credit for the purchase of a hybrid vehicle is the sum of two components, a base credit amount
that varies with the amount of power available from the rechargeable storage system and a fuel
economy credit amount that varies with the rated fuel economy of the vehicle compared to a
2000 model year standard. Table 2, below, shows the proposed base credit amounts.

Table 2.—Hybrid Vehicle Base Credit Amount Dependent Upon the Power
Available from the Rechargeable Energy Storage System As a Percentage
of the Vehicles Maximum Available Power

If Rechargeable Energy Storages System Provides:
Base Credit at least but less than
Amount
$250 5% of maximum available power | 10% of maximum available power
$500 10% of maximum available power | 20% of maximum available power
$750 20% of maximum available power | 30% of maximum available power
$1,000 30% or greater of maximum available power

For these purposes, a vehicle’s power available from its rechargeable energy storage
system as a percentage of maximum available power is calculated as the maximum value
available from the battery or other energy storage device during a standard power test, divided by
the sum of the battery or other energy storage device and the SAE net power of the heat engine.

Table 3, below, shows the proposed additional fuel economy credit available to hybrid
vehicles whose fuel economy exceeds that of a base fuel economy. For these purposes the base
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fuel economy is the 2000 model year city fuel economy rating for vehicles of various weight

classes (see below).

Table 3.—Additional Fuel Economy Credit for Hybrid Vehicles

If Fuel Economy of the Hybrid Vehicle Is:

Credit at least but less than

$500 125% of base fuel economy 150% of base fuel economy
$1,000 150% of base fuel economy 175% of base fuel economy
$1,500 175% of base fuel economy 200% of base fuel economy
$2,000 200% of base fuel economy 225% of base fuel economy
$2,500 225% of base fuel economy 250% of base fuel economy
$3,000 250% or greater of base fuel economy

Fuel cell vehicles

A qualifying fuel cell vehicle is a motor vehicle that is propelled by power derived from
one or more cells that convert chemical energy directly into electricity by combining oxygen

with hydrogen fuel which is stored on board the vehicle and may or may not require reformation

prior to use. The amount of credit for the purchase of a fuel cell vehicle is $4,000 plus an
additional credit determined by the rated fuel economy of the vehicle compared to a base fuel
economy. For these purposes the base fuel economy is the 2000 model year city fuel economy
rating for vehicles of various weight classes (see below). Table 4, below, shows the proposed
credits for qualifying fuel cell vehicles.

Table 4.~Additional Fuel Economy Credit for Fuel Cell Vehicles

If Fuel Economy of the Fuel Cell Vehicle Is:

Credit at least But less than
$1,000 150% of base fuel economy 175% of base fuel economy
$1,500 175% of base fuel economy 200% of base fuel economy
$2,000 200% of base fuel economy 225% of base fuel economy
$2,500 225% of base fuel economy 250% of base fuel economy
$3,000 250% of base fuel economy 275% of base fuel economy
$3,500 275% of base fuel economy 300% of base fuel economy
$4,000 300% or greater of base fuel economy
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Base fuel economy

The base fuel economy is the 2000 model year city fuel economy for vehicles by inertia
weight class by vehicle type. The “vehicle inertia weight class” 1s that defined in regulations
prescribed by the Environmental Protection Agency for purposes of Title II of the Clean Air Act.
Table 5, below, shows the 2000 model year city fuel economy for vehicles by type and by inertia
weight class.

Table 5.-2000 Model Year City Fuel Economy

Vehicle Inertia Passenger
Weight Class Automobile Light Truck
(pounds) (miles per gallon) | (miles per gallon)
1,500 43.7 37.6
1,750 43.7 37.6
2,000 38.3 33.7
2,250 34.1 30.6
2,500 30.7 28.0
2,750 27.9 259
3,000 25.6 241
3,500 22.0 213
4,000 19.3 19.0
4,500 17.2 17.3
5,000 15.5 15.8
5,500 14.1 14.6
6,000 12.9 13.6
6,500 11.9 12.8
7,000 11.1 12.0
8,500 11.1 12.0

Effective date.—The proposal is effective for vehicles purchased after December 31, 2004.

Analysis

See the general discussion following the description of the proposed tax credit for
combined heat and power property, below.
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Prior Action

The President’s fiscal year 2003, 2004, and 2005 budget proposals contained a similar
proposal to the current proposal (identical except for effective dates). The President’s fiscal year
1999, 2000, 2001, and 2002 budget proposals proposed creating a credit for electric and hybrid
vehicles.

5. Provide a tax credit for combined heat and power property
Present Law

A nonrefundable, 10-percent business energy credit is allowed for the cost of new
property that is equipment (1) that uses solar energy to generate electricity, to heat or cool a
structure, or to provide solar process heat, or (2) used to produce, distribute, or use energy
derived from a geothermal deposit, but only, in the case of electricity generated by geothermal
power, up to the electric transmission stage.

The business energy tax credits are components of the general business credit
(sec. 38(b)(1)). The business energy tax credits, when combined with all other components of
the general business credit, generally may not exceed for any taxable year the excess of the
taxpayer's net income tax over the greater of (1) 25 percent of net regular tax liability above
$25,000 or (2) the tentative minimum tax. For credits arising in taxable years beginning after
December 31, 1997, an unused general business credit generally may be carried back one year
and carried forward 20 years (sec. 39).

A taxpayer may exclude from income the value of any subsidy provided by a public
utility for the purchase or installation of an energy conservation measure. An energy
conservation measure means any installation or modification primarily designed to reduce
consumption of electricity or natural gas or to improve the management of energy demand with
respect to a dwelling unit (sec. 136).

There is no present-law credit for combined heat and power (“CHP”) property.

Description of Proposal

The proposal would establish a 10-percent investment credit for qualified CHP systems
with an electrical capacity in excess of 50 kilowatts or with a capacity to produce mechanical
power in excess of 67 horsepower (or an equivalent combination of electrical and mechanical
energy capacities). CHP property is defined as property comprising a system that uses the same
energy source for the simultaneous or sequential generation of (1) electricity or mechanical shaft
power (or both) and (2) steam or other forms of useful thermal energy (including heating and
cooling applications). A qualified CHP system is required to produce at least 20 percent of its
total useful energy in the form of thermal energy and at least 20 percent of its total useful energy
in the form of electrical or mechanical power (or a combination thereof) and would also be
required to satisfy an energy-efficiency standard. For CHP systems with an electrical capacity in
excess of 50 megawatts (or a mechanical energy capacity in excess of 67,000 horsepower), the
total energy efficiency of the system would have to exceed 70 percent. For smaller systems, the
total energy efficiency would have to exceed 60 percent. For this purpose, total energy efficiency
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is calculated as the sum of the useful electrical, thermal, and mechanical power produced by the
system at normal operating rates, measured on a Btu basis, divided by the lower heating value of
the primary fuel source for the system. The eligibility of qualified CHP property is verified under
regulations prescribed by the Secretary of the Treasury.

Qualified CHP assets that are assigned cost recovery periods of less than 15 years are
eligible for the credit, but only if the taxpayer elects to treat such property as having a 22-year
class life. Thus, for such property, regular tax depreciation allowances are calculated using a 15-
year recovery period and the 150 percent declining balance method.

The credit is treated as an energy credit under the investment credit component of the
section 38 general business credit, and is subject to the rules and limitations governing that
credit. Taxpayers using the credit for CHP equipment would not be entitled to any other tax
credit for the same equipment.

Effective date.—The credit would apply to property placed in service after December 31,
2004 and before January 1, 2010.

Analysis

See general discussion immediately below.
Prior Action

A similar proposal was contained in the President’s fiscal year 2000 through 2005 budget
proposals.

A similar provision was contained in H.R. 4520, the “Jumpstart Our Business Strength
Act, as amended and passed by the Senate on July 15, 2004, and in S. 1637, the “Jumpstart Our
Business Strength Act, as passed by the Senate on May 11, 2004.

The conference agreement to H.R. 6, “The Energy Policy Act of 2003, as passed by the
House of Representatives on November 18, 2003, contained a similar provision. Similar
provisions are contained in Division D of H.R. 6, the “Energy Tax Policy Act of 2003,” as
passed by the House of Representatives on April 11, 2003, and in Division H of H.R. 6, the
“Energy Tax Incentives Act of 2003 as amended and passed by the Senate on July 31, 2003.

Similar provisions were also contained in Division C of H.R. 4, the “Energy Tax Policy
Act of 2001, as passed by the House of Representatives on August 2, 2001, and in Division H
of H.R. 4, “The Energy Tax Incentives Act of 2002,” as amended and passed by the Senate on
April 25, 2002.

Analysis for 1, 2, 4, and S.

General rationale for tax benefits for energyv conservation and pollution abatement

The general rationale for providing tax benefits to energy conservation and pollution
abatement is that there exist externalities in the consumption or production of certain goods. An
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externality exists when, in the consumption or production of a good, there is a difference
between the cost or benefit to an individual and the cost or benefit to society as a whole. When
the social costs of consumption exceed the private costs of consumption, a negative externality
exists. When the social benefits from consumption or production exceed private benefits, a
positive externality exists. When negative externalities exist, there will be over-consumption of
the good causing the negative externality relative to what would be socially optimal. When
positive externalities exist, there will be under consumption or production of the good producing
the positive externality. The reason for the over consumption or under consumption is that
private actors will in general not take into account the effect of their consumption on others, but
only weigh their personal cost and benefits in their decisions. Thus, they will consume goods up
to the point where their marginal benefit of more consumption is equal to the marginal cost that
they face. But from a social perspective, consumption should occur up to the point where the
marginal social cost is equal to the marginal social benefit. Only when there are no externalities
will the private actions lead to the socially optimal level of consumption or production, because
in this case private costs and benefits will be equal to social costs and benefits.

Pollution is an example of a negative externality, because the costs of pollution are borne
by society as a whole rather than solely by the polluters themselves. In the case of pollution,
there are two possible government interventions that could produce a more socially desirable
level of pollution. One such approach would be to set a tax on the polluting activity that is equal
to the social cost of the pollution. Thus, if burning a gallon of gasoline results in pollution that
represents a cost to society as a whole of 20 cents, it would be economically efficient to tax
gasoline at 20 cents a gallon. By so doing, the externality is said to be internalized, because now
the private polluter faces a private cost equal to the social cost, and the socially optimal amount
of consumption will take place. An alternative approach would be to employ a system of
payments, such as perhaps tax credits, to essentially pay polluters to reduce pollution. If the
payments can be set in such a way as to yield the right amount of reduction (that is, without
paying for reduction more than the reduction is valued, or failing to pay for a reduction where the
payment would be less than the value of the pollution reduction), the socially desirable level of
pollution will result. The basic difference between these two approaches is a question of who
pays for the pollution reduction. The tax approach suggests that the right to clean air is
paramount to the right to pollute, as polluters would bear the social costs of their pollution. The
alternative approach suggests that the pollution reduction costs should be borne by those who
receive the benefit of the reduction.

In the case of a positive externality, the appropriate economic policy would be to impose
a negative tax (i.e., a credit) on the consumption or production that produces the positive
externality. By the same logic as above, the externality becomes internalized, and the private
benefits from consumption become equal to the social benefits, leading to the socially optimal
level of consumption or production,

Targeted investment tax credits

Three of the proposals related to energy and the environment (residential solar, combined
heat and power, and hybrid vehicles) are targeted investment tax credits designed to encourage
investment in certain assets that reduce the consumption of conventional fuels and that reduce
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the emissions of gases related to atmospheric warming and other pollutants. The following
general analysis of targeted investment tax credits is applicable to these proposals.

As a general matter of economic efficiency, tax credits designed to influence investment
choices should be used only when it is acknowledged that market-based pricing signals have led
to a lower level of investment in a good than would be socially optimal. In general, this can
occur in a market-based economy when private investors do not capture the full value of an
investment-that is, when there are positive externalities to the investment that accrue to third
parties who did not bear any of the costs of the investments. For example, if an individual or
corporation can borrow funds at 10 percent and make an investment that will return 15 percent,
they will generally make that investment. However, if the return were 15 percent, but only eight
percent of that return went to the investor, and seven percent to third parties, the investment will
generally not take place, even though the social return (the sum of the return to the investor and
other parties) would indicate that the investment should be made. In such a situation, it may be
desirable to subsidize the return to the investor through tax credits or other mechanisms in order
that the investor’s return is sufficient to cause the socially desirable investment to be made. In
this example, a credit that raised the return to the investor to at least 10 percent would be
necessary. Even if the cost of the credit led to tax increases for the third parties, they would
presumably be better off since they enjoy a seven-percent return from the investment, and the
credit would only need to raise the return to the investor by two percent for him or her to break
even. Thus, even if the third parties would bear the full cost of the credit, they would, on net,
enjoy a five-percent return to the investment (seven percent less two percent).

There are certain aspects of targeted tax credits that could impair the efficiency with
which they achieve the desired goal of reduced atmospheric emissions. By targeting only certain
investments, other more cost-effective means of pollution reduction may be overlooked. Many
economists would argue that the most efficient means of addressing pollution would be through a
direct tax on the pollution-causing activities, rather than through the indirect approach of targeted
tax credits for certain technologies. By this approach, the establishment of the economically
efficient prices on pollutants, through taxes, would result in the socially optimal level of
pollution. This would indirectly lead to the adoption of the types of technologies favored in the
President’s budget, but only if they were in fact the most socially efficient technologies. In many
cases, however, establishing the right prices on pollution-causing activities through taxes could
be administratively infeasible, and other solutions such as targeted credits may be more
appropriate.

A second potential inefficiency of investment tax credits is one of budgetary inefficiency,
in the sense that their budgetary costs could be large relative to the incremental investment in the
targeted activities. The reason for this is that there will generally have been investment in the
activities eligible for the credit even in the absence of the credit. Thus, for example, if investors
planned to invest a million dollars in an activity before a 10-percent credit, and the credit caused
the investment to rise $100,000 to $1.1 million because of the credit, then only $100,000 in
additional investment can be attributed to the credit. However, all $1.1 million in investments
will be eligible for the 10-percent credit, at a budgetary cost of $110,000 (10 percent of 1.1
million). Thus, only $100,000 in additional investment would be undertaken, at a budgetary cost
of $110,000. Because there is a large aggregate amount of investment undertaken without
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general investment credits, introducing a general credit would subsidize much activity that would
have taken place anyway.

Targeted credits like the above proposals, on the other hand, are likely to be more cost
effective, from a budget perspective, in achieving the objective of increased investment, if only
for the reason that a government would likely not consider their use if there were already
extensive investment in a given area. Thus, not much investment that would take place anyhow
is subsidized, because there presumably is not much of such investment taking place. The
presumption behind these targeted tax credits is that there is not sufficient investment in the
targeted areas because the alternative and more emissions-producing investments are less costly
to the investor. Hence, a tax credit would be necessary to reduce costs and encourage investment
in the favored activity.

A final limitation on the efficiency of the proposed credits is their restricted availability.
The proposed tax credits come with several limitations beyond their stipulated dollar limitation.
Specifically, they are nonrefundable and cannot be used to offset tax liability determined under
the AMT.!"! The credit for solar equipment has a cap on the dollar amount of the credit, and thus
after the cap is reached the marginal cost of further investment becomes equal to the market price
again, which is presumed to be inefficient. The impact of these limitations is to make the credit
less valuable to those without sufficient tax liability to claim the full credit, for those subject to
the AMT, or those who have reached any cap on the credit. Given the arguments outlined above
as to the rationale for targeted tax credits, it is not economically efficient to limit their
availability based on the tax status of a possible user of the credit. It can be argued that, if such
social benefits exist and are best achieved through the tax system, the credit should be both
refundable and available to AMT taxpayers. Some would argue that making the credits
refundable may introduce compliance problems that would exceed the benefits from encouraging
the targeted activities for the populations lacking sufficient tax liability to make use of the credit.
With respect to the AMT, the rationale for the limitation is to protect the objective of the AMT,
which is to insure that all taxpayers pay a minimum (determined by the AMT) amount of tax.
Two differing policy goals thus come in conflict in this instance. Similarly, caps on the aggregate
amount of a credit that a taxpayer may claim are presumably designed to limit the credit's use out
of some sense of fairness, but again, this conflicts with the goal of pollution reduction.

A justification for targeted tax credits that has been offered with respect to some pollution
abatement activities, such as home improvements that would produce energy savings
(installation of energy saving light bulbs or attic insulation, for example), is that the investment
is economically sound at unsubsidized prices, but that homeowners or business owners are
unaware of the high returns to the investments. The argument for targeted tax credits in this
case is that they are needed to raise the awareness of the homeowner, or to lower the price
sufficiently to convince the homeowner that the investment is worthwhile, even though the
investment is in their interest even without the subsidy. These arguments have been called into

' The AMT treatment of the proposed personal credits for residential solar and hybrid

vehicles is unclear. The proposals do not state that the credits would be allowed to offset AMT
liability.
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question recently on the grounds that the returns to the investments have been overstated by
manufacturers, or are achievable only under ideal circumstances. This view holds that the returns
to these investments are not dissimilar to other investments of similar risk profile, and that
homeowners have not been economically irrational in their willingness to undertake certain
energy saving investments. Of course, to the extent that there are negative externalities from the
private energy consumption, these households, though making rational private choices, will not
make the most socially beneficial choices without some form of subsidy.

A final justification offered for targeted tax credits in some instances is to “jump start”
demand in certain infant industries in the hopes that over time the price of such goods will fall as
the rewards from competition and scale economies in production are reaped. However, there is
no guarantee that the infant industry would ultimately become viable without continued
subsidies. This argument is often offered for production of electric cars—that if the demand is
sufficient the production costs will fall enough to make them ultimately viable without subsidies.
This justification is consistent with the current proposals in that the credits are available only for
a limited period of time.

Production tax credits

One of the proposals related to energy and the environment (the credit for electricity
produced from wind, biomass, and landfill gas) is a production tax credit. This type of credit
differs from an investment tax credit in that the credit amount is based on production, rather than
on investment. Some argue that a production credit provides for a stream of tax benefits, rather
than an up-front lump sum, and that the stream of benefits can help provide financing for
investment projects. On the other hand, an up-front tax credit provides more certainty, as the
future production credits could possibly be curtailed by future Congresses. In general, investors
prefer certainty to uncertainty, and thus may discount the value of future production credits.
Another difference between a production credit and an investment credit is that the latter
provides only a temporary distortion to the market—once the investment is made, normal
competitive market conditions will prevail and the rational firm will only produce its end product
if it can cover its variable costs. With a production credit, a firm may actually profitably produce
even though it cannot cover its variable costs in the absence of the credit. This would generally
be considered an economically inefficient outcome unless there are positive externalities to the
production of the good that exceed the value of the credit. In the case of electricity produced
from wind or biomass, if it is presumed that the electricity produced from these sources
substitutes for electricity produced from the burning of fossil fuels, economic efficiency will be
improved so long as the credit does not have to be set so high in order to encourage the
alternative production that it exceeds the value of the positive externality. On the other hand, by
making some production of electricity cheaper, it is possible that the credit could encourage
more electricity consumption. On net, however, there would be less electricity produced from
fossil fuels.

With respect to the increase in the credit rate for open-loop biomass, the basic issues are
the same as those outlined above for any tax benefit for energy conservation or pollution
abatement. To justify the credit on economic grounds, the positive externalities from the burning
of biomass for the production of electricity must outweigh the costs of the tax subsidy. One
positive externality is similar to that of wind power production, namely the reduction in
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electricity production from the more environmentally damaging coal. Another consideration
with the waste products is whether their current disposal is harmful to the environment. If so, an
additional positive externality may exist from discouraging such disposal. If the disposal is
harmful to the environment and is a partial justification for the credit, then ideally the credit
amount should vary for each biomass waste product if their present disposal varies in its harm to
the environment. A single credit rate would be justified if the negative externalities are of a
similar magnitude, or if administrative considerations would make multiple credit rates
problematic.

Complexity issues

Each of the President’s proposals in the area of energy production and conservation can
be expected to increase the complexity of tax law. Though the effect of each provision, or even
all provisions collectively, on tax law complexity may be small, they would all add to
complexity merely by providing new tax benefits not previously available. Taxpayers
considering using these provisions would need to consider the impact of additional tax factors in
making investment decisions, and taxpayers that actually utilize the provisions will need to
educate themselves as to the rules of the provisions, as well as fill out the necessary forms to
claim the tax benefits. Taxpayers constrained by the AMT or by the nonrefundability of the
credit would face additional complications in determining the value of the various credits to
them, which would further complicate their investment choices.

In general, the proposal related to the production tax credits adds less complexity in the
aggregate as it is mainly an extension of present law, and there are relatively few taxpayers in a
position to claim such benefits. The personal credits, such as those for solar equipment and
hybrid vehicles, add more aggregate complexity as they would be new credits. Many taxpayers
would be able to avail themselves of the credit and the credits could induce millions more to at
least consider purchasing hybrid vehicles or solar equipment as a result of the credit.
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K. Restructure Assistance to New York

Present Law

In general

Present law includes a number of incentives to invest in property located in the New
York Liberty Zone (“NYLZ”), which is the area located on or south of Canal Street, East
Broadway (east of its intersection with Canal Street), or Grand Street (east of its intersection with
East Broadway) in the Borough of Manhattan in the City of New York, New York. These
incentli%es were enacted following the terrorist attack in New York City on September 11,
2001.

Special depreciation allowance for qualified New York Liberty Zone property

Section 1400L(b) allows an additional first-year depreciation deduction equal to 30
percent of the adjusted basis of qualified NYLZ property. '3 n order to qualify, property
generally must be placed in service on or before December 31, 2006 (December 31, 2009 in the
case of nonresidential real property and residential rental property).

The additional first-year depreciation deduction is allowed for both regular tax and
alternative minimum tax purposes for the taxable year in which the property is placed in service.
A taxpayer is allowed to elect out of the additional first-year depreciation for any class of
property for any taxable year.

In order for property to qualify for the additional first-year depreciation deduction, it
must meet all of the following requirements. First, the property must be property to which the
general rules of the Modified Accelerated Cost Recovery System (“MACRS™)!™ apply with (1)
an applicable recovery period of 20 years or less, (2) water utility property (as defined in section
168(e)(5)), (3) certain nonresidential real property and residential rental property, or (4)
computer software other than computer software covered by section 197. A special rule
precludes the additional first-year depreciation under this provision for (1) qualified NYLZ

72 n addition to the NYLZ provisions described above, other NYLZ incentives are
provided: (1) $8 billion of tax-exempt private activity bond financing for certain nonresidential
real property, residential rental property and public utility property is authorized to be issued
after March 9, 2002, and before January 1, 2010; and (2) $9 billion of additional tax-exempt
advance refunding bonds is available after March 9, 2002, and before January 1, 2006, with
respect to certain State or local bonds outstanding on September 11, 2001.

'3 The amount of the additional first-year depreciation deduction is not affected by a
short taxable year.

174" A special rule precludes the additional first-year depreciation deduction for property
that is required to be depreciated under the alternative depreciation system of MACRS.
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leasehold improvement property' "~ and (2) property eligible for the additional first-year
depreciation deduction under section 168(k) (i.e., property is eligible for only one 30 percent
additional first-year depreciation). Second, substantially all of the use of such property must be
in the NYLZ. Third, the original use of the property in the NYLZ must commence with the
taxpayer on or after September 11, 2001. Finally, the property must be acquired by purchase'’®
by the taxpayer after September 10, 2001 and placed in service on or before December 31, 2006.
For qualifying nonresidential real property and residential rental property the property must be
placed in service on or before December 31, 2009 in lieu of December 31, 2006. Property will
not qualify if a binding written contract for the acquisition of such property was in effect before
September 11, 2001. 7

Nonresidential real property and residential rental property is eligible for the additional
first-year depreciation only to the extent such property rehabilitates real property damaged, or
replaces real property destroyed or condemned as a result of the terrorist attacks of September
11, 2001.

Property that is manufactured, constructed, or produced by the taxpayer for use by the
taxpayer qualifies for the additional first-year depreciation deduction if the taxpayer begins the
manufacture, construction, or production of the property after September 10, 2001, and the
property is placed in service on or before December 31, 2006'"® (and all other requirements are
met). Property that is manufactured, constructed, or produced for the taxpayer by another person
under a contract that is entered into prior to the manufacture, construction, or production of the
property is considered to be manufactured, constructed, or produced by the taxpayer.

Depreciation of New York Liberty Zone leasehold improvements

Generally, depreciation allowances for improvements made on leased property are
determined under MACRS, even if the MACRS recovery period assigned to the property is
longer than the term of the lease.'”® This rule applies regardless of whether the lessor or the

> Qualified NYLZ leasehold improvement property is defined in another provision.

Leasehold improvements that do not satisfy the requirements to be treated as “qualified NYLZ
leasehold improvement property” maybe eligible for the 30 percent additional first-year
depreciation deduction (assuming all other conditions are met).

176 For purposes of this provision, purchase is defined as under section 179(d).

"7 Property is not precluded from qualifying for the additional first-year depreciation
merely because a binding written contract to acquire a component of the property is in effect
prior to September 11, 2001.

178 December 31, 2009 with respect to qualified nonresidential real property and
residential rental property.

179 Sec. 168(i)(8). The Tax Reform Act of 1986 modified the Accelerated Cost
Recovery System (“ACRS”) to institute MACRS. Prior to the adoption of ACRS by the
Economic Recovery Tax Act of 1981, taxpayers were allowed to depreciate the various
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lessee places the leasehold improvements in service.'®® If a leasehold improvement constitutes
an addition or improvement to nonresidential real property already placed in service, the
improvement generally is depreciated using the straight-line method over a 39-year recovery
period, beginning in the month the addition or improvement is placed in service.'®!

A special rule exists for qualified NYLZ leasehold improvement property, which is
recovered over five years using the straight-line method. The term qualified NYLZ leasehold
improvement property means property defined in section 168(e)(6) that is acquired and placed in
service after September 10, 2001, and before January 1, 2007 (and not subject to a binding
contract on September 10, 2001), in the NYLZ. For purposes of the alternative depreciation
system, the property is assigned a nine-year recovery period. A taxpayer may elect out of the 5-
year (and 9-year) recovery period for qualified NYLZ leasehold improvement property.

Increased section 179 expensing for qualified New York Liberty Zone property

In lieu of depreciation, a taxpayer with a sufficiently small amount of annual investment
may elect to deduct the cost of qualifying property. For taxable years beginning in 2003 through
2007, a taxpayer may deduct up to $100,000 of the cost of qualifying property placed in service
for the taxable year. In general, qualifying property for this purpose is defined as depreciable
tangible personal property (and certain computer software) that is purchased for use in the active
conduct of a trade or business. The $100,000 amount is reduced (but not below zero) by the
amount by which the cost of qualifying property placed in service during the taxable year
exceeds $400,000. The $100,000 and $400,000 amounts are indexed for inflation.

For taxable years beginning in 2008 and thereafter, a taxpayer with a sufficiently small
amount of annual investment may elect to deduct up to $25,000 of the cost of qualifying property
placed in service for the taxable year. The $25,000 amount is reduced (but not below zero) by

components of a building as separate assets with separate useful lives. The use of component
depreciation was repealed upon the adoption of ACRS. The Tax Reform Act of 1986 also
denied the use of component depreciation under MACRS.

'8 Former sections 168(f)(6) and 178 provided that, in certain circumstances, a lessee

could recover the cost of leasehold improvements made over the remaining term of the lease.
The Tax Reform Act of 1986 repealed these provisions.

Bl Secs. 168(b)(3), (¢), (d)(2), and (i)(6). If the improvement is characterized as tangible
personal property, ACRS or MACRS depreciation is calculated using the shorter recovery
periods, accelerated methods, and conventions applicable to such property. The determination of
whether improvements are characterized as tangible personal property or as nonresidential real
property often depends on whether or not the improvements constitute a “structural component”
of a building (as defined by Treas. Reg. sec. 1.48-1(e)(1)). See, e.g., Metro National Corp v.
Commissioner, 52 TCM (CCH) 1440 (1987); King Radio Corp Inc. v. U.S., 486 F.2d 1091 (10th
Cir. 1973); Mallinckrodt, Inc. v. Commissioner, 778 F.2d 402 (8th Cir. 1985) (with respect to
various leasehold improvements).
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the amount by which the cost of qualifying property placed in service during the taxable year
exceeds $200,000. In general, qualifying property for this purpose is defined as depreciable
tangible personal property that is purchased for use in the active conduct of a trade or business.

The amount eligible to be expensed for a taxable year may not exceed the taxable income
for a taxable year that is derived from the active conduct of a trade or business (determined
without regard to this provision). Any amount that is not allowed as a deduction because of the
taxable income limitation may be carried forward to succeeding taxable years (subject to similar
limitations). No general business credit under section 38 is allowed with respect to any amount
for which a deduction is allowed under section 179.

The amount a taxpayer can deduct under section 179 is increased for qualifying property
used in the NYLZ. Specifically, the maximum dollar amount that may be deducted under
section 179 is increased by the lesser of (1) $35,000 or (2) the cost of qualifying property placed
in service during the taxable year. This amount is in addition to the amount otherwise deductible
under section 179.

Qualifying property for purposes of the NYLZ provision means section 179 property'®?

purchased and placed in service by the taxpayer after September 10, 2001 and before January 1,
2007, where (1) substantially all of the use of such property is in the NYLZ in the active conduct
of a trade or business by the taxpayer in the NYLZ, and (2) the original use of which in the
NYLZ commences with the taxpayer after September 10, 2001.'%

The phase-out range for the section 179 deduction attributable to NYLZ property is
applied by taking into account only 50 percent of the cost of NYLZ property that is section 179
property. Also, no general business credit under section 38 is allowed with respect to any
amount for which a deduction is allowed under section 179.

The provision is effective for property placed in service after September 10, 2001 and
before January 1, 2007.

Extended replacement period for New York Liberty Zone involuntary conversions

A taxpayer may elect not to recognize gain with respect to property that is involuntarily
converted if the taxpayer acquires within an applicable period (the “replacement period”)
property similar or related in service or use (section 1033). If the taxpayer does not replace the
converted property with property similar or related in service or use, then gain generally is
recognized. If the taxpayer elects to apply the rules of section 1033, gain on the converted
property is recognized only to the extent that the amount realized on the conversion exceeds the
cost of the replacement property. In general, the replacement period begins with the date of the

182 As defined in sec. 179(d)(1).

183 See Rev. Proc. 2002-33, 2002-20 LR.B. 963 (May 20, 2002), for procedures on
claiming the increased section 179 expensing deduction by taxpayers who filed their tax returns
before June 1, 2002.
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disposition of the converted property and ends two years after the close of the first taxable year
in which any part of the gain upon conversion is realized.'® The replacement period is extended
to three years if the converted property is real property held for the productive use in a trade or
business or for investment.'®®

The replacement period is extended to five years with respect to property that was
involuntarily converted within the NYLZ as a result of the terrorist attacks that occurred on
September 11, 2001. However, the five-year period is available only if substantially all of the
use of the replacement property is in New York City. In all other cases, the present-law
replacement period rules continue to apply.

Description of Proposal

Repeal of certain NYLZ incentives

The proposal repeals the four NYLZ incentives relating to the additional first-year
depreciation allowance of 30 percent, the five-year depreciation of leasehold improvements, the
additional section 179 expensing, and the extended replacement period for involuntary
conversions.'®

Effective date.—The proposal is effective on the date of enactment, with an exception for
property subject to a written binding contract in effect on the date of enactment which is placed
in service prior to the original sunset dates under present law. The extended replacement period
for involuntarily converted property ends on the earlier of (1) the date of enactment or (2) the last
day of the five-year period specified in the Jobs Creation and Worker Assistance Act of 2002
(“JCWAA”). '

Credit for certain payments of New York State and New York City

The proposal provides a Federal tax credit only for New York State and New York City,
allowable against any payment by the State or City to the Federal government required under a
provision of the Internal Revenue Code other than the provisions relating to payments of excise
taxes, FICA, SECA, or OASDI amounts. For example, the credit is allowable against payments
of Federal income tax withheld with respect to State or City employees.

The amount of the credit may not exceed the lesser of (1) $200 million per year (divided
equally between the State and the City) for calendar years after 2005, until a cumulative total of

184 Section 1033(a)(2)(B).
185 Section 1033(g)(4).

'8 The proposal does not change the present-law rules relating to certain NYLZ private
activity bond financing and additional advance refunding bonds.

187 pub. Law No. 107-147, sec. 301 (2002).
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$2 billion is reached, or (2) expenditures for the calendar year by the State or City, respectively,
relating to the construction or improvement of transportation infrastructure in or connecting to
the New York Liberty Zone. Any amount of unused credit below the $200 million annual limit
is carried forward to the following year, and expenditures that exceed the $200 million annual
limit are carried forward and subtracted from the $200 million annual limit in the following year.

Treasury guidance is to be provided to ensure that the expenditures satisfy the intended
purposes. The amount of the credit would be treated as State and local funds for purposes of any
Federal program.

Effective date.—The proposal is effective for calendar years after 2005.

Analysis

The proposal is based on the premise that some of the tax benefits provided by the
present-law incentive provisions will not be usable in the form in which they were originally
provided, and that they should be replaced with other benefits which would have a greater impact
on the recovery and continued development in the NYLZ. The proposal reflects a preference for
subsidizing transportation infrastructure rather than buildings and other private property. Even
to the extent that the incentive provisions can be used by taxpayers in their present-law form,
they are arguably unnecessary to spur investment in the NYLZ because investment would occur
in the area even without special tax incentives.

On the other hand, the effectiveness of the present-law NYLZ incentives may not yet be
determinable because insufficient time has passed since they were enacted. Furthermore, repeal
of the provisions prior to their scheduled expiration could be unfair to any taxpayers who have
begun, in reliance upon the incentive provisions, to implement long-term plans the status of
which requires them to continue with planned investments despite the absence of a written
binding contract. Opponents may also object to the replacement of a benefit for private
taxpayers with a cash grant to governmental entities, or the replacement of an incentive for
investment in private property with an incentive for investment in public infrastructure.

The proposal could be criticized as creating an inefficient method for delivering a Federal
transportation infrastructure subsidy to New York State and New York City. Further, because
neither New York City nor New York State is subject to Federal income tax itself, administration
of the Federal tax law is made needlessly complex by the creation of a credit against payment of
withheld income tax of these governmental entities’ employees. Providing a transportation
infrastructure subsidy as a direct grant outside of the tax law would be more consistent with
simplification of the tax law and administrative efficiency.

Prior Action

The NYLZ incentives were enacted as part of JCWAA. In 2003, the Senate amendment
to H.R. 2, the Jobs and Growth Tax Relief Reconciliation Act of 2003, would have permitted
property purchased by another member of the taxpayer’s affiliated group (in lieu of the taxpayer)
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to be treated as replacement property for purposes of the provision.'®® The provision was not
included in the conference agreement.

188 The affiliated group rule would have applied only with respect to the replacement of
NYLZ property.

'89 HR. Conf. Rep. No. 108-126, at 220-221 (2003).
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III. SIMPLY THE TAX LAWS FOR FAMILIES
A. Repeal Phase-Out for Adoption Provisions
Present Law
Tax credit

A maximum nonrefundable credit of $10,630 per eligible child is allowed for qualified
adoption expenses paid or incurred by the taxpayer for 2005. This amount is adjusted for
inflation annually. An eligible child is an individual (1) who has not attained age 18 or (2) who
is physically or mentally incapable of caring for him or herself.

Qualified adoption expenses are reasonable and necessary adoption fees, court costs,
attorneys’ fees, and other expenses that are directly related to the legal adoption of an eligible
child. All reasonable and necessary expenses required by a State as a condition of adoption are
qualified adoption expenses. Generally, a taxpayer is not eligible for the adoption credit in the
year that qualified adoption expenses are paid or incurred by the taxpayer, but rather in the next
taxable year. An exception is provided for qualified adoption expenses paid or incurred in the
year the adoption becomes final.

In the case of a special needs child, the adoption expenses taken into account are
increased by the excess, if any, of $10,630 over actual qualified adoption expenses otherwise
taken into account for that special needs child. A special needs child is an eligible child who
also meets other requirements. Specifically, a special needs child must be a citizen or resident of
the United States which the State has determined: (1) cannot or should not be returned to the
home of the birth parents, and (2) has a specific factor or condition because of which the child
cannot be placed with adoptive parents without adoption assistance.

Exclusion from income

Present law provides a maximum $10,630 exclusion from the gross income of an
employee for qualified adoption expenses (as defined above) paid by the employer. This amount
is adjusted for inflation annually. The $10,630 limit is a per-child limit, not an annual limitation.
In the case of a special needs adoption, the amount of adoption expenses taken into account in
determining the exclusion for employer-provided adoption assistance is increased by the excess,
if any, of $10,630 over the amount of the aggregate adoption expenses otherwise taken into
account for that special needs child.

Phaseout of credit and exclusion

The otherwise allowable credit and exclusion for 2004 is phased out ratably for taxpayers
with adjusted gross income (AGI) above $159,450, and is fully phased out at $199,450 of
modified AGI. These amounts are adjusted for inflation annually. For purposes of the phaseout
of the credit, AGI is computed by increasing the taxpayer's AGI by the amount otherwise
excluded from gross income under Code sections 911, 931, or 933 (relating to the exclusion of
income of U.S. citizens or residents living abroad; residents of Guam, American Samoa, and the
Northern Mariana Islands, and residents of Puerto Rico, respectively).
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For purposes of the phaseout of the exclusion, AGI is determined without regard to the
adoption exclusion and the deductions under sections 199, 221, 222 (relating to income
attributable to domestic production, interest on educational loans, and qualified tuition and
related expenses and is increased by the amount otherwise excluded from gross income under
Code sections 911, 931, or 933 (relating to the exclusion of income of U.S. citizens or residents
living abroad; residents of Guam, American Samoa, and the Northern Mariana Islands, and
residents of Puerto Rico, respectively).

Description of Proposal

The proposal repeals the income phase-outs of the adoption credit and the exclusion for
qualified adoption expenses.

Effective date.—The proposal is effective for taxable years beginning after December 31,
2005.

Analysis

Repeal of the phase-outs of the adoption credit and of the exclusion of adoption
assistance simplifies the tax system for those claiming the credit or exclusion. Removing the
phase-outs reduces the uncertainty as to whether a taxpayer is eligible for the credit or exclusion,
and simplifies preparation of tax returns for those who adopt children. Additionally, for
taxpayers beyond the phase-out range (no credit or exclusion allowed) or in the phase-out range
(credit or exclusion limited), the repeal of the phase-outs creates, or increases, a financial
incentive to adopt children. Opponents of repeal may argue that it is appropriate to restrict the
benefits of the credit or exclusion such that the highest income taxpayers, who can afford to
adopt without additional assistance, do not receive a tax reduction as a result of adopting

children.'®

Prior Action

A similar proposal was included in the President’s fiscal year 2004 and 2005 budget
proposals.

%0 For a complete discussion of policy issues with regard to the elimination of phase-
outs, see Joint Committee on Taxation, Study of the Overall State of the Federal Tax System and
Recommendations for Simplification, Pursuant to Section 8022(3)(B) of the Internal Revenue
Code of 1986, Volume 11, at 79-91 (JCS-3-01), April 2001. This study includes
recommendations to repeal many phase-outs, including the phaseout relating to the adoption
credit and exclusion.
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B. Clarify Eligibility of Siblings and Other Family Members
for Child-Related Tax Benefits

Present Law

Uniform definition of qualifying child

In general

Present law provides a uniform definition of qualifying child (the “uniform definition”)
for purposes of the dependency exemption, the child credit, the earned income credit, the
dependent care credit, and head of household filing status. A taxpayer generally may claim an
individual who does not meet the uniform definition (with respect to any taxpayer) as a
dependent if the dependency requirements are satisfied. The uniform definition generally does
not modify other parameters of each tax benefit (e.g., the earned income requirements of the
earned income credit) or the rules for determining whether individuals other than children of the
taxpayer qualify for each tax benefit.

Under the uniform definition, in general, a child is a qualifying child of a taxpayer if the
child satisfies each of three tests: (1) the child has the same principal place of abode as the
taxpayer for more than one half the taxable year; (2) the child has a specified relationship to the
taxpayer; and (3) the child has not yet attained a specified age. A tie-breaking rule applies if
more than one taxpayer claims a child as a qualifying child.

The support and gross income tests for determining whether an individual is a dependent
generally do not apply to a child who meets the requirements of the uniform definition.

Residency test

Under the uniform definition’s residency test, a child must have the same principal place
of abode as the taxpayer for more than one half of the taxable year. As was the case under prior
law, temporary absences due to special circumstances, including absences due to illness,
education, business, vacation, or military service, are not treated as absences.

Relationship test

In order to be a qualifying child, the child must be the taxpayer’s son, daughter, stepson,
stepdaughter, brother, sister, stepbrother, stepsister, or a descendant of any such individual. For
purposes of determining whether an adopted child is treated as a child by blood, an adopted child
means an individual who is legally adopted by the taxpayer, or an individual who is lawfully
placed with the taxpayer for legal adoption by the taxpayer. A foster child who is placed with
the taxpayer by an authorized placement agency or by judgment, decree, or other order of any
court of competent jurisdiction is treated as the taxpayer’s child.

Age test

The age test varies depending upon the tax benefit involved. In general, a child must be
under age 19 (or under age 24 in the case of a full-time student) in order to be a qualifying child.
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In general, no age limit applies with respect to individuals who are totally and permanently
disabled within the meaning of section 22(e)(3) at any time during the calendar year. A child
must be under age 13 (if he or she is not disabled) for purposes of the dependent care credit, and
under age 17 (whether or not disabled) for purposes of the child credit.

Children who support themselves

A child who provides over one half of his or her own support generally is not considered
a qualifying child of another taxpayer. However, a child who provides over one half of his or her
own support may constitute a qualifying child of another taxpayer for purposes of the earned
income credit.

Tie-breaking rules

If a child would be a qualifying child with respect to more than one individual (e.g., a
child lives with his or her mother and grandmother in the same residence) and more than one
person claims a benefit with respect to that child, then the following “tie-breaking” rules apply.
First, if only one of the individuals claiming the child as a qualifying child is the child’s parent,
the child is deemed the qualifying child of the parent. Second, if both parents claim the child and
the parents do not file a joint return, then the child is deemed a qualifying child first with respect
to the parent with whom the child resides for the longest period of time, and second with respect
to the parent with the highest adjusted gross income. Third, if the child’s parents do not claim
the child, then the child is deemed a qualifying child with respect to the claimant with the highest
adjusted gross income.

Interaction with other rules

Taxpayers generally may claim an individual who does not meet the uniform definition
with respect to any taxpayer as a dependent if the dependency requirements (including the gross
income and support tests) are satisfied.” Thus, for example, a taxpayer may claim a parent as a
dependent if the taxpayer provides more than one half of the support of the parent and the
parent’s gross income is less than the personal exemption amount. As another example, a
grandparent may claim a dependency exemption with respect to a grandson who does not reside
with any taxpayer for over one half the year, if the grandparent provides more than one half of
the support of the grandson and the grandson’s gross income is less than the personal exemption
amount.

Citizenship and residency

Children who are U.S. citizens living abroad or non-U.S. citizens living in Canada or
Mexico may qualify as a qualifying child, as is the case under the dependency tests. A legally
adopted child who does not satisfy the residency or citizenship requirement may nevertheless
qualify as a qualifying child (provided other applicable requirements are met) if (1) the child’s

1 Individuals who satisfy the present-law dependency tests and who are not qualifying

children are referred to as “qualifying relatives”.
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principal place of abode is the taxpayer’s home and (2) the taxpayer is a citizen or national of the
United States.

Children of divorced or legally separated parents

A custodial parent may release the claim to a dependency exemption (and, therefore, the
child credit) to a noncustodial parent. Thus, custodial waivers that are in place and effective on
the date of enactment will continue to be effective after the date of enactment if they continue to
satisfy the waiver rule. In addition, the custodial waiver rule applies for purposes of the
dependency exemption (and, therefore, the child credit) for decrees of divorce or separate
maintenance or written separation agreements that become effective after the date of enactment.
The custodial waiver rules do not affect eligibility with respect to children of divorced or legally
separated parents for purposes of the earned income credit, the dependent care credit, and head
of household filing status.

If a waiver is made, the waiver applies for purposes of determining whether a child meets
the definition of a qualifying child or a qualifying relative under section 152(c) or 152(d) as
amended by the provision. While the definition of qualifying child is generally uniform, for
purposes of the earned income credit, head of household status, and the dependent care credit,
the uniform definition is made without regard to the waiver provision.'”? Thus, a waiver that
applies for the dependency exemption will also apply for the child credit, and the waiver will not
apply for purposes of the other provisions.

Other provisions

A taxpayer identification number for a child be provided on the taxpayer’s return. For
purposes of the earned income credit, a qualifying child is required to have a social security
number that is valid for employment in the United States (that is, the child must be a U.S. citizen,
permanent resident, or have a certain type of temporary visa).

Earned income credit

The eamed income credit is a refundable tax credit available to certain lower-income
individuals. Generally, the amount of an individual’s allowable earned income credit is
dependent on the individual’s earned income, adjusted gross income and the number of
qualifying children

An individual who is a qualifying child of another individual is not eligible to claim the
earned income credit. Thus, in certain cases a taxpayer caring for a younger sibling in a home
with no parents would be ineligible to claim the earned income credit based solely on the fact
that the taxpayer is a qualifying child of the younger sibling if the taxpayer meets the age,
relationship and residency tests.

192 See secs. 2(b)(1)(A)() and 32(c)(3)(A) and sec. 21(e)(5).
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Description of Proposal

Limit definition of qualifying child

The proposal adds a new requirement to the uniform definition. Specifically, it provides
that an individual who otherwise satisfies the definition of a qualifying individual for purposes of
the uniform definition is not treated a qualifying child unless he or she is either: (1) younger than
the individual claiming him or her as a qualifying child or (2) permanently and totally disabled.

Restrict qualifying child tax benefits to child’s parent

The proposal provides that if a parent resides with a qualifying child for more than half
the taxable year then only the parent can claim the child as a qualifying child. However, the
parent could allow another member of the household to claim the qualifying child if the other
individual: (1) has a higher AGI for the taxable year; and (2) otherwise is eligible to claim the
qualifying child.

Effective date

The proposal is effective for taxable years beginning after December 31, 2004.

Analysis

In general

The proposed changes to the uniform definition are intended to restore eligibility for the
earned income credit to certain lower-income siblings while eliminating a tax planning
opportunity for more affluent families. As discussed below, each element of the proposal would
achieve its intended result. However, the proposal would also constitute the third change in the
earned income credit eligibility requirements since 2001. The earned income credit eligibility
requirements were changed by Economic Growth and Tax Relief Reconciliation Act of 2001 and
the Working Families Tax Relief Act of 2004. Beneficiaries of the earned income credit are
more likely to be less sophisticated than other taxpayers. For this reason, changes to the uniform
definition may adversely affect the ability of lower income individuals to understand their
eligibility for child-related benefits such as the earned income credit. This is particularly
important in an area that has a history of high taxpayer error rates.

Limit definition of qualifying child

The proposal is intended to restore eligibility for the earned income credit to certain
individuals. It applies to certain working lower-income siblings with respect to their siblings
where no other taxpayers reside in the household. Under present law, such siblings would be
ineligible for the earned income credit to the extent they could each be the qualifying child of the
other. For example, a 20-year-old woman who is a full-time student and the legal guardian of
her 15-year-old brother would be unable to claim him as her qualifying child. It can be argued
that denying the earned income credit in such a case was an unintended consequence of the
enactment of a uniform definition. Further, the earned income credit arguably is intended to
provide assistance in this kind of situation.
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One situation that would not benefit from the proposal would be a circumstance where a
younger sibling is supporting an older sibling. Such a situation may arise, for example, where a
younger sibling is working but the older sibling is a full-time student. The proposal could have
addressed this circumstance and restored eligibility for the earned income credit to this group by
denying status as a qualifying child to siblings with lower incomes rather than to siblings that are
younger.

Restrict gualifving child tax benefits to child’s parent

Under certain fact patterns (e.g., certain multi-generational families), where more than
one taxpayer within a family can claim a qualifying child for certain tax benefits, the members of
the family may arrange to maximize their tax benefits. This planning opportunity was available
in the case of the earned income credit before the enactment of the uniform definition in 2004.
The enactment of the uniform definition potentially expanded this planning opportunity to other
child-related tax benefits. For example, if a grandparent, parent, and child share the same
household, under present law the grandparent and parent can decide which of them should claim
the qualifying child in order to maximize tax benefits. If the parent earns $40,000 a year and the
grandparent $20,000, it may be more advantageous for the grandparent to claim the qualifying
child in order to receive the earned income credit, which the parent is ineligible for due to his
level of earnings. Under the proposal, the grandparent could not claim the qualifying child
because his adjusted gross income is less than that of the parent.

The uniform definition has another, arguably unintended consequence. In certain fact
patterns, the uniform definition extends tax benefits to certain families who otherwise would not
qualify (e.g. when the parents’ income exceeds otherwise applicable income levels) or increases
benefits to certain qualifying families. For example, it may be possible in certain circumstances
and financially advantageous for the family as a whole, for parents to forgo claiming a child as a
qualifying child so that an older child living at home may claim such child as a qualifying child.
This would be most advantageous in circumstances in which the parents have income above the
phaseout limits for the child credit or where the older sibling becomes eligible for the earned
income credit by claiming the younger sibling as a qualifying child.

Under the circumstances described above, the uniform definition provides a tax planning
opportunity for families that are more affluent and arguably less in need of a tax benefit. The
proposal addresses these situations by limiting the ability of a non-parent to claim a child as a
qualifying child when the child lives with his or her parents for over half the year.

Prior Action

No prior action.
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IV. PROVISIONS RELATED TO THE EMPLOYER-BASED PENSION SYSTEM
A. Provisions Relating to Cash Balance Plans
Present Law
Overview

Types of qualified plans in general

Qualified retirement plans are broadly classified into two categories, defined benefit
pension plans and defined contributions plans, based on the nature of the benefits provided. In
some cases, the qualification requirements apply differently depending on whether a plan is a
defined benefit pension plan or a defined contribution plan.

Under a defined benefit pension plan, benefits are determined under a plan formula,
generally based on compensation and years of service. For example, a defined benefit pension
plan might provide an annual retirement benefit of two percent of final average compensation
multiplied by total years of service completed by an employee. Benefits under a defined benefit
pension plan are funded by the general assets of the trust established under the plan; individual
accounts are not maintained for employees participating in the plan.

Employer contributions to a defined benefit pension plan are subject to minimum funding
requirements under the Internal Revenue Code and the Employee Retirement Income Security
Act of 1974 (“ERISA”) to ensure that plan assets are sufficient to pay the benefits under the plan.
An employer is generally subject to an excise tax for a failure to make required contributions.
Benefits under a defined benefit pension plan are guaranteed (within limits) by the Pension
Benefit Guaranty Corporation (“PBGC”).

Benefits under defined contribution plans are based solely on the contributions (and
earnings thereon) allocated to separate accounts maintained for each plan participant.
Profit-sharing plans and qualified cash or deferred arrangements (commonly called “401(k)
plans” after the section of the Internal Revenue Code regulating such plans) are examples of
defined contribution plans.

Cash balance plans

A “hybrid” plan is a plan that combines the features of a defined benefit pension plan and
a defined contribution plan. In recent years, more employers have adopted cash balance plans
(and other hybrid plans).

A cash balance plan is a defined benefit pension plan with benefits resembling the
benefits associated with defined contribution plans. Under a cash balance plan, benefits are
defined by reference to a hypothetical account balance. An employee’s hypothetical account
balance is determined by reference to hypothetical annual allocations to the account (“pay
credits™) (e.g., a certain percentage of the employee’s compensation for the year) and
hypothetical earnings on the account (“interest credits”).
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The method of determining interest credits under a cash balance plan is specified in the
plan. Under one common plan design, interest credits are determined in the form of hypothetical
interest on the account at a rate specified in the plan or based on a specified market index, such
as the rate of interest on certain Treasury securities. Alternatively, interest credits are sometimes
based on hypothetical assets held in the account, similar to earnings on an account under a
defined contribution plan, which are based on the assets held in the account.'”

Cash balance plans are generally designed so that, when a participant receives a pay
credit for a year of service, the participant also receives the right to future interest on the pay
credit, regardless of whether the participant continues employment (referred to as “front-loaded”
interest credits). That is, the participant’s hypothetical account continues to be credited with
interest after the participant stops working for the employer. As a result, if an employee
terminates employment and defers distribution to a later date, interest credits will continue to be
credited to that employee’s hypothetical account. Some early cash balance plans provided
interest credits only while participants' remained employed (referred to as “back-loaded” interest
credits). That is, a participant’s hypothetical account was not credited with interest after the
participant stopped working for the employer.

Overview of qualification issues with respect to cash balance plans

Cash balance plans are subject to the qualification requirements applicable to defined
benefit pension plans generally. However, because such plans have features of both defined
benefit pension plans and defined contributions plans, questions arise as to the proper application
of the qualification requirements to such plans. Some issues arise if a defined benefit pension
plan with a traditional defined benefit formula is converted to a cash balance plan formula, while
others arise with respect to all cash balance plans.'™ Issues that commonly arise include: (1) in
the case of a conversion to a cash balance plan formula, the application of the rule prohibiting a
cutback in accrued benefits;'*® (2) the proper method for determining lump-sum distributions;'*®
and (3) the application of the age discrimination rules.'”” These rules are discussed below.

193 The assets of the cash balance plan may or may not include the assets or investments
on which interest credits are based. As in the case of other defined benefit pension plans, a plan
fiduciary is responsible for making investment decisions with respect to cash balance plan assets.

194 The conversion of a defined benefit pension plan to a cash balance plan generally
means that the plan is amended to change the formula for accruing benefits from a traditional
defined benefit formula to a cash balance formula. In such cases, the plan with the old formula
and the plan as amended with the new formula are sometimes referred to as different plans, even
though legally there is not a separate new plan.

195 Sec. 411(d)(6); ERISA sec. 204(g).
19 Sec. 417(¢e); ERISA sec. 205(g).

97 Sec. 411(b)(1)(G) and (H); ERISA sec. 204(b)(1)(G) and (H); Age Discrimination in
Employment Act (“ADEA”), 29 U.S.C. 623(i).

159



Other issues have been raised in connection with cash balance plans, including the proper
method for applying the accrual rules.'*®

There is little guidance under present law with respect to many of the issues raised by
cash balance conversions. In 1999, the IRS imposed a moratorium on determination letters for
cash balance conversions pending clarification of applicable legal requirements.'®® Under the
moratorium, all determination letter requests regarding converted cash balance plans are sent to
the Ne;%ioonal Office for review; however, the National Office is not currently acting on these
plans.

Benefit accrual requirementsm1

Several of the requirements that apply to qualified retirement plans relate to a
participant’s accrued benefit. For example, the vesting requirements apply with respect to a
participant’s accrued benefit. In addition, as discussed below, a plan amendment may not have
the effect of reducing a participant’s accrued benefit. In the case of a defined benefit pension
plan, a participant’s accrued benefit is generally the accrued benefit determined under the plan,
expressed in the form of an annuity commencing at normal retirement age.”%?

The accrued benefit to which a participant is entitled under a defined benefit pension plan
must be determined under a method (referred as the plan’s accrual method) that satisfies one of
three accrual rules. These rules relate to the pattern in which a participant’s normal retirement
benefit (i.e., the benefit payable at normal retirement age under the plan’s benefit formula)
accrues over the participant’s years of service, so that benefit accruals are not “back-loaded”
(i.e., delayed until years of service close to attainment of normal retirement age).

A participant’s accrued benefit under a cash balance plan is determined by converting the
participant’s hypothetical account balance at normal retirement age to an actuarially equivalent
annuity. Under a plan providing front-loaded interest credits, benefits attributable to future
interest credits on a pay credit become part of the participant’s accrued benefit when the
participant receives the pay credit. Thus, for purposes of determining the accrued benefit, the
participant’s hypothetical account balance includes projected future pay credits for the period
until normal retirement age. This has the effect of front-loading benefit accruals.

% Sec. 411(b); ERISA sec. 204(b).

' Announcement 2003-1, 2003-2 LR.B. 281.

200 ;4

201 Gec. 411(b); ERISA sec. 204(b).

202 Sec. 411(a)(7). If a plan does not provide an accrued benefit in the form of an
annuity commencing at normal retirement age, the accrued benefit is an annuity commencing at

normal retirement age that is the actuarial equivalent of the accrued benefit determined under the
plan. Treas. Reg. sec. 1.411(a)-7(a)(1)(ii).
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Under a plan providing back-loaded interest credits, benefits attributable to interest
credits do not accrue until the interest credits are credited to the employee’s account. Thus, as a
participant’s account balance grows over time, the amount of interest credited to the account
increases, with a resulting increase in the participant’s accrued benefit. The IRS has indicated
that p%(e)i}ns that provide back-loaded interest credit typically will not satisfy any of the accrual
rules.

Protection of accrued benefits; “wearaway’ under cash balance plans

In general

The Code generally prohibits an employer from amending a flan’s benefit formula to
reduce benefits that have already accrued (the “anticutback rule”).”*” For this purpose, an
amendment is treated as reducing accrued benefits if it has the effect of eliminating or reducing

an carly retirement benefit or a retirement-type subsidy or of eliminating an optional form of
benefit.??®

The anticutback rule applies in the context of cash balance plan conversions. Because of
this rule, after conversion to a cash balance formula, a plan must provide employees at least with
the normal retirement benefit that he or she had accrued before the conversion, as well as with
any early retirement benefits or other optional forms of benefit provided before the conversion.
However, the plan may determine benefits for years following the conversion in a variety of
ways, while still satisfying the anticutback rule. Common plan designs are discussed below.

Wearaway (or “ereater of” approach)

Upon a conversion to a cash balance plan, participants are generally given an opening
account balance. The pay and interest credits provided under the plan are then added to this
opening account balance. The opening account balance may be determined in a variety of ways
and is generally a question of plan design. For example, an employer may create an opening
account balance that is designed to approximate the benefit a participant would have had, based
on the participant’s compensation and years of service, if the cash balance formula had been in
effect in prior years. As another example, an employer may convert the preconversion accrued
benefit into a lump-sum amount and establish this amount as the opening account balance.
Depending on the interest and mortality assumptions used, this lump-sum amount may or may
not equal the actuarial present value of the participant’s accrued benefit as of the date of
conversion, determined using the statutory interest and mortality assumptions required in
determining minimum lump-sum benefits (as discussed below).

203 Notice 96-8, 1996-1 C.B. 359.

204 Sec. 411(d)(6); ERISA sec. 204(g). The provisions do not, however, protect benefits
that have not yet accrued but would have in the future if the plan’s benefit formula had not
changed.

295 Sec. 411(d)(6)(B); ERISA sec. 204(g)(2).
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Under the wearaway approach, the participant’s protected benefit (i.e., the preconversion
accrued benefit) is compared to the normal retirement benefit that is provided by the account
balance (plus pay and interest credits), and the participant does not earn any new benefits until
the new benefit exceeds the protected accrued benefit. That is, the participant’s benefit is the
greater of the preconversion accrued benefit and the benefit provided by the cash balance
account. Because of this effect, plans with a wearaway are also referred to as using the “greater
of” method of calculating benefits. For example, suppose the value of the protected accrued
benefit is $40,000, and the opening account balance under the cash balance formula provides a
normal retirement benefit of $35,000. The participant will not earn any new benefits until the
hypothetical balance under the cash balance formula increases to the extent that it provides a
normal retirement benefit exceeding $40,000. Plan design can greatly affect the length of any
wearaway period.”%

No wearaway (or “sum of ” approach)

Under a plan without a wearaway, a participant’s benefit under the cash balance plan
consists of the sum of (1) the benefit accrued before conversion plus (2) benefits under the cash
balance formula for years of service after the conversion. This approach is more favorable to
plan participants than the wearaway approach because they earn additional benefits under the
new plan formula immediately. This approach is also sometimes referred to as the “A + B”
method, where A is the protected benefit and B is the benefit under the cash balance formula.

Grandfathering

For older and longer-service participants, benefits under a cash balance formula may be
lower than the benefits a participant may have expected to receive under the traditional defined
benefit formula (the “old” formula).?’” The employer might therefore provide some type of
“grandfather” to participants already in the plan or to older or longer-service employees. For
example, the participants might be given a choice between the old formula and the cash balance
formula for future benefit accruals, or, in the case or a final average pay plan, the plan may stop
crediting service under the old formula, but continue to apply post-conversion pay increases, so
the employee’s preconversion benefit increases with post-conversion pay increases. This
approach goes beyond merely preserving the benefit protected by the anticutback rule.

2% This description applies to normal retirement benefits. Other issues may arise with
respect to early retirement benefits. For example, a plan might have provided a subsidized early
retirement benefit before the conversion. After the conversion, the subsidized early retirement
benefit must still be provided with respect to the preconversion accrued benefit. However, the
plan is not required to provide a subsidized early retirement benefit with respect to benefits that
accrue after the conversion.

27 This is sometimes the reduction in benefits that is referred to in connection with cash
balance conversions, i.¢., a reduction in expected benefits, not accrued benefits.

162



Age discrimination

In general

The Code prohibits any reduction in the rate of a participant’s benefit accrual (or the
cessation of accruals) under a defined benefit pension plan because of the attainment of any
age.’®® Parallel requirements exist in ERISA and the Age Discrimination in Employment Act
(“ADEA”).Z()g

These provisions do not necessarily prohibit all benefit formulas under which a reduction
in accruals is correlated with participants’ age in some manner. Thus, for example, a plan may
limit the total amount of benefits, or may limit the years of service or participation considered in
determining benefits.*'°

In general terms, an age discrimination issue arises as a result of front-loaded interest
credits under cash balance plans because there is a longer time for interest credits to accrue on
hypothetical contributions to the account of a younger participant. For example, a $1,000
hypothetical contribution made when a plan participant is age 30 will be worth more at normal
retirement age (e.g., age 65) and thus provide a higher annuity benefit at normal retirement age
than the same contribution made on behalf of an older participant closer to normal retirement
age. This age discrimination issue is not limited to cash balance plan conversions, but arises
with respect to cash balance plans generally.*"!

Proposed Treasury regulations

In December 2002, the Treasury Department issued proposed regulations relating to the
application of age discrimination prohibitions to defined benefit pension plans, including special
rules for cash balance plans.?'? The proposed regulations provided guidance on how to

208 Qec. 411(b)(1)(H). Similarly, a defined contribution plan is prohibited from reducing
the rate at which amounts are allocated to a participant’s account (or ceasing allocations) because
of the attainment of any age.

209 ERISA sec. 204(b)(1)(H); ADEA, 29 U.S.C. Code sec. 623(i).
210 Sec. 411(b)(1)(H)(ii); ERISA sec. 204(b)(1)(H)(ii).

211 Other age discrimination issues may also arise in connection with cash balance plan
conversions, depending in part on how the conversion is made, such as whether the plan has a
“wearaway.” However, the recent focus of age discrimination has related to the basic cash
balance plan design.

212 67 Fed. Reg. 76123 (December 11, 2002). Prop. Treas. Reg. sec. 1.411(b)-2. The
proposed regulations were issued after consideration of comments on regulations proposed in
1988. 53 Fed. Reg. 11876 (April 11, 1988).
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determine the rate of benefit accrual under a defined benefit pension plan or rate of allocation
under a defined contribution plan.*'?

Under the proposed regulations, subject to certain requirements, a cash balance formula
that provides all participants with the same rate of pay credit and front-loaded interest credits
generally does not violate the prohibition on age discrimination. In the case of a plan that is
converted to a cash balance plan, the conversion generally must be accomplished in one of two
ways in order to use the special rule. That is, in general, the converted plan must either:

(1) determine each participant’s benefit as not less than the sum of the participant’s benefits
accrued under the traditional defined benefit pension plan formula and the cash balance formula;
or (2) establish each participant’s opening account balance as an amount not less than the
actuarial present value of the participant’s prior accrued benefit, using reasonable actuarial
assumptions. The proposed regulations also allow a converted plan to continue to apply the
traditional defined benefit formula to some participants.

Section 205 of the Consolidated Appropriations Act, 2004 (the “2004 Appropriations
Act”),”'* enacted January 24, 2004, provides that none of the funds made available in the 2004
Appropriations Act may be used by the Secretary of the Treasury, or his designee, to issue any
rule or regulation implementing the proposed Treasury regulations or any regulation reaching
similar results. The 2004 Appropriations Act also required the Secretary of the Treasury within
180 days of enactment to present to Congress a legislative proposal for providing transition relief
for older and longer-service participants affected by conversions of their employers’ traditional
pension plans to cash balance plans.?

On June 15, 2004, the Treasury Department and the IRS announced the withdrawal of the
proposed age discrimination regulations including the special rules on cash balance plans and
cash balance conversions.>'® According to the Announcement, “[t]his will provide Congress an
opportunity to review and consider the Administration’s legislative proposal and to address cash
balance and other hybrid plan issues through legislation.””'” Treasury and the IRS that
announced they do not intend to issue guidance on compliance with the age discrimination rules

213 The proposed regulations also addressed a number of other issues, including
nondiscrimination testing for cash balance plans under section 401(a)(4). In April 2003, the
Treasury Department announced it would withdraw the portion of proposed regulations relating
to nondiscrimination testing because the regulations might make it difficult for employers to
provide transition relief to participants upon conversions. Announcement 2003-22, 2002-17
L.LR.B. 846 (April 28, 2003).

214 Pub. L. No. 108-199 (2004).

213 The Treasury Department complied with this requirement by including its cash
balance proposal in the President’s fiscal year 2005 budget proposal.

216 Announcement 2004-57, 2004-27 LR.B. 15 (June 15, 2004).

217 1d.
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for cash balance plans, cash balance conversions, or other hybrid plans or hybrid plan
conversions while the issues are under consideration by Congress. As previously discussed,
Treasury and the IRS also announced that they do not intend to process the technical advice
cases pending with the National Office while cash balance issues are under consideration by
Congress.

Case law

In response to employers’ decisions to implement or convert to cash balance plans,
several class action lawsuits have been brought by employees claiming that age discrimination
requirements have been violated. Three Federal district court cases have addressed whether cash
balance plans violate the age discrimination rules.*'®

In Eaton v. Onan,219 a case of first impression, the court held that a cash balance plan did
not violate the prohibition on reducing the rate of benefit accrual because of age.”® Under the
plan, participants received pay credits for each year of service as well as front-loaded interest
credits. The court examined how the rate of an employee’s benefit accrual was determined and
found that the statute does not require that the rate of benefit accrual be measured solely in terms

218 Other decisions discussing the age discrimination issue do not directly address the
issue, but are based on procedural errors or only discuss the issue as dicta. In Campbell v.
BankBoston, N.A., 206 F. Supp. 2d 70 (D. Mass. 2002), aff’d, 327 F.3d 1 (1st Cir. 2003), a
district held that when the participant was credited with what he had accrued under the plan up to
the date of conversion to a cash balance plan, the conversion did not show any intentional age
discrimination. At the appeals court, the participant raised an additional claim that cash balance
plan was age discriminatory under ERISA. Because the argument was not timely raised before
the district court, it was waived. However, because the appeals court considered this a serious
claim, it discussed the issue, principally citing the Eaton v. Onan decision. While the
BankBoston decision is often cited for the position that cash balance plans are not age
discriminatory, the appeals court did not actually resolve the ERISA age discrimination issue. In
Godinez v. CBS Corp., 2003 U.S. App. LEXIS 23923 (9th Cir. Nov. 21, 2003), the appeals court
upheld the district court’s determination that the plaintiffs failed to make a prima facie case of
discrimination since they could not show any disproportionate impact on older employees or
offer statistical evidence demonstrating an age correlation (the older workers earned a larger
pension benefit than similarly situated younger workers). In Engers v. AT&T, 2000 U.S. Dist.
LEXIS 10937 (D.N.J. June 29, 2000), in dismissing a claim of deliberate discrimination under
the ADEA relating to the treatment of participants, the district court held that the plaintiff’s claim
that AT&T’s cash balance plan violated ERISA and the ADEA’s age discrimination
requirements could proceed to trial.

219 117 F. Supp. 2d 812 (S.D. Ind. 2000).

220 The plaintiffs also raised an issue regarding whether the lump-sum payments
violating age discrimination requirements. The court held that the defendants were entitled to
summary judgment on that issue.
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of change in the value of an annuity payable at normal retirement age. The court found that
requiring the rate of benefit accrual to be measured in such way would produce a result
inconsistent with the goal of the pension age discrimination provisions. The court found that in
the case of a cash balance plan, the rate of benefit accrual should be defined as the change in the
employee’s cash balance account from one year to the next, thus determining that the cash
balance plan was not age discriminatory.

After the proposed Treasury regulations were issued, a Federal district court in Cooper v.
IBM Personal Pension Plan®®' held that cash balance formulas are inherently age discriminatory
because 1dentical interest credits necessarily buy a smaller age annuity at normal retirement age
for older workers than for younger workers due to the time value of money. The court
interpreted “rate of benefit accrual” as referring to an employee’s age 65 annual benefit (i.e.,
annuity payable at normal retirement age) and the rate at which the age 65 annual benefit
accrues. The court held that the interest credits must be valued as an age 65 annuity, so that
interest credits would always be more valuable to a younger employee as opposed to an older
employee, thus violating the prohibition on reducing the rate of benefit accrual because of age.

More recently, the U.S. District Court for the District of Maryland followed Eaton v.
Onan and re%'ected the argument that cash balance plans are age discriminatory in 7Tootle v.
ARISC Inc.*** The court held that in examining the age discrimination issue, benefit accrual
should be should be measured by examining the rate at which amounts are allocated and the
changes in a participant’s account balance over time.”*® According to the court, accrued benefit
should be calculated under ERISA’s provisions for defined contribution plans, rather than in
terms of an age-65 annuity, as required for defined benefit plans.

Calculating minimum lump-sum distributions

Defined benefit pension plans are required to provide benefits in the form of a life
annuity commencing at a participant’s normal retirement age.?** If the plan permits benefits to be
paid in certain other forms, such as a lump-sum distribution, the alternative form of benefit
cannot be less than the present value of the life annuity payable at normal retirement age,
determined using certain statutorily prescribed interest and mortality assumptions.

Although a participant’s benefit under a cash balance plan is described in terms of a
hypothetical account balance, like other defined benefit pension plans, a cash balance plan is

221 274 F. Supp. 2d 1010 (S.D. 111. 2003).
222 Tootle v. ARINC, Inc., et. al., 2004 U.S. Dist. LEXIS 10629 (June 10, 2004).

2 In Tootle, transition credits were provided on terms more favorable to older workers
when the plan was converted to a cash balance plans, and the participant received a higher
benefit under the cash balance plan than he would have received under the traditional defined
benefit pension plan.

224 Gec. 401(a)(11); BERISA sec. 205.
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required to provide benefits in the form of an annuity payable at normal retirement age. Most
cash balance plans are designed to permit lump-sum distributions of the participant’s
hypothetical account balance upon termination of employment. As is the case with defined
benefit pension plans generally, such a lump-sum amount is required to be the actuarial
equivalent to the annuity payable at normal retirement age, determined using the statutory
interest and mortality assumptions.

IRS Notice 96-8 provides that determination of an employee’s minimum lump sum under
a cash balance plan that provides for front-loaded interest credits is calculated by: (1) projecting
the participant’s hypothetical account balance to normal retirement age by crediting future
interest credits, the right to which has already accrued; (2) converting the projected account
balance to an actuarially equivalent life annuity payable at normal retirement age, using the
interest and mortality assumptions specified in the plan; and (3) determining the present value of
the annuity (i.e., the lump-sum value) using the statutory interest and mortality assumptions.?*®

A difference in the rate of interest credits provided under the plan, which is used to
project the account balance forward to normal retirement age, and the statutory rate used to
determine the lump-sum value (i.e., present value) of the accrued benefit will cause a
discrepancy between the value of the minimum lump-sum and the employee’s hypothetical
account balance. In particular, if the plan’s interest crediting rate is higher than the statutory
interest rate, then the resulting lump-sum amount will be greater than the hypothetical account
balance. This result is sometimes referred to as “whipsaw.” Several Federal appellate courts
have addressed the calculation of lump-sum distributions under cash balance plans and have all
followed the approach as described in IRS Notice 96-8.226

Description of Proposal

In general

The proposal provides rules for conversions of defined benefit pension plans to cash
balance plans, applying the age discrimination requirements to cash balance plans, and

225 gecs. IILB. and C of Notice 96-8.

226 Berger v. Xerox Corp. Retirement Income Guarantee Plan, 338 F.3d 755 (7th Cir.
2003); Esden v. Bank of Boston, 229 F.3d 154 (2d Cir. 2000), cert. dismissed, 531 U.S. 1061
(2001); Lyons v. Georgia Pacific Salaried Employees Retirement Plan, 221 F.3d 1235 (11th Cir.
2000), cert. denied, 532 U.S. 967 (2001); and West v. AK Steel Corp. Retirement Accumulation
Plan, 2004 U.S. Dist. LEXIS 9224 (S.D. Ohio April 8, 2004). Additionally, under Esden, if
participants accrue interest credits under a cash balance plan at an interest rate that is higher than
the interest assumptions prescribed by the Code for determining the present value of the annuity,
the interest credits must be reflected in the projection of the participant’s hypothetical account
balance to normal retirement age in order to avoid violating the Code’s prohibition against
forfeitures.
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determining minimum lump-sum distributions from cash balance plans. The proposal makes
conforming amendments to applicable rules under ERISA and ADEA.

Conversions to cash balance plans; wearaway

Under the proposal, for the first five years following the conversion of a traditional
defined benefit pension plan to a cash balance plan, the benefits earned by any participant in the
cash balance plan who was a participant in the traditional plan must be at least as valuable as the
benefits the participant would have earned under the traditional plan had the conversion not
occurred. Additionally, wearaway of normal and early retirement benefits in connection with a
conversion to a cash balance plan is prohibited.

Failure to follow these requirements will not result in disqualification of the plan.
However, a 100-percent excise payable by the plan sponsor will be imposed on any difference
between required benefits and the benefits actually provided under a plan which has been
converted to a cash balance formula. The amount of the excise tax cannot exceed the plan’s
surplus assets at the time of the conversion or the plan sponsor’s taxable income, whichever is
greater. The excise tax does not apply if participants are given a choice between the traditional
defined benefit pension plan formula and the cash balance formula or if current participants are
“grandfathered,” i.e., permitted to continue to earn benefits under the traditional formula rather
than the cash balance formula.

Age discrimination

Under the proposal, a cash balance plan satisfies age discrimination requirements if it
provides pay credits for older participants that are not less than the pay credits for younger
participants (in the same manner as under a defined contribution plan). Additionally, certain
transition approaches used in conversions, such as preserving the value of early retirement
subsidies, do not violate the age discrimination or other qualification rules. The proposal
provides similar rules for other types of hybrid plans and for conversions from traditional defined
benefit pension plans to other types of hybrid plans.

Calculating lump-sum distributions

The proposal permits the value of a lump-sum distribution to be determined as the
amount of a participant’s hypothetical account balance under a cash balance plan as long as the
plan does not provide interest credits in excess of a market rate of return.”?’ The Secretary of the
Treasury is authorized to provide safe harbors for market rates of return and to prescribe
appropriate conditions regarding the calculation of plan distributions.

227 A proposal to change the interest rate used to determine minimum lump-sum values is
discussed in Part I[V.C.
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Effective date

The proposal is effective prospectively. No inference is intended as to the status of cash
balance plans or cash balance conversions under present law.

Analysis

In general

Issues relating to cash balance plans raise broader issues relating to the defined benefit
pension plan system and retirement income security, as discussed below. The proposal addresses
certain issues relating to cash balance plans, with three stated objectives: (1) to ensure fairess
for older workers in cash balance conversions, (2) to protect the defined benefit pension plan
system by clarifying the status of cash balance plans, and (3) removing the effective ceiling on
interest credits in cash balance plans due to the way lump-sum benefits are calculated. Specific
issues arise with respect to each part of the proposal. In addition, because the proposal is
effective only prospectively, there will be continued uncertainty as to the legal status of cash
balance plans created or converted before the date of enactment.

Retirement income security and cash balance plans

Helping to ensure that individuals have retirement income security is the major objective
of the U.S. private pension system. The system is a voluntary system, relying heavily on tax
incentives in order to encourage employers to establish qualified retirement plans for their
employees. Although qualified plans are subject to a variety of legal requirements, employers
generally may choose whether or not to adopt a qualified plan, the type of plan to adopt, the level
of benefits to be provided, and many other plan features.

Over time, there has been a decline in defined benefit pension plan coverage compared to
coverage under defined contribution plans. This has caused some to be concerned about a
possible decline in retirement income security, and has focused attention on both defined
contribution plans and defined benefit pension plans. Issues of retirement income security with
respect to both types of plans have been the subject of recent Congressional hearings.

Traditional defined benefit pension plans are viewed by many as providing greater
retirement income security than defined contribution plans. This is primarily because such plans
provide a specific promised benefit. Employers bear the risk of investment loss; if plan
contributions plus earnings are insufficient to provide promised benefits, the employer is
responsible for making up the difference. Within certain limits, most defined benefit pension
plan benefits are guaranteed by the PBGC. Investments of defined benefit pension plan assets
are subject to ERISA’s fiduciary rules and limitations on the amount of plan assets that may be
invested in stock of the employer. In addition, defined benefit pension plans are subject to
certain spousal benefit requirements that do not apply to most defined contribution plans. That
is, defined benefit plans are required to provide benefits in the form of a joint and survivor
annuity, unless the participant and spouse consent to another form of benefit.

In contrast, defined contribution plans do not promise a specific benefit, but instead pay
the value of the participant’s account. The plan participant bears the risk of investment loss.
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Benefits provided by defined contribution plans are not guaranteed by the PBGC. The extent to
which ERISA’s fiduciary rules apply to a defined contribution plan depends on the particular
plan structure; in many cases defined contribution plans allow plan participants to direct the
investment of their accounts, in which case more limited fiduciary protections apply than in the
case of defined benefit pension plans. ERISA’s limitations on the amount of plan assets that
may be invested in employer stock generally do not apply to defined contribution plans. In
addition, under most defined contribution plans, the spouse has only the right to be named the
beneficiary of the amount (if any) remaining upon the death of the employee.

Cash balance plans have become an increasing prevalent plan design and, as well, an
increasing element in discussions regarding retirement income security and the future of the
defined benefit plan system.

During the 1990s, conversions of traditional defined benefit pension plans to cash
balance formulas were common among mid- to large-size employers. There was considerable
media attention regarding such conversions, particularly in cases in which the plan contained a
“wearaway”’ or in which older or longer-service employees close to retirement were denied the
opportunity to continue to accrue benefits under the old plan formula. While perhaps complying
with the law, such plan designs were viewed by many as unfair to certain participants. There
was concern that some employers were adversely affecting participants in order to reduce costs.
There was also concern that participants might not understand the effect of the conversion on
their benefits (including future benefits the participant may have accrued under the old
formula).**®

Since then, cash balance plans have continued to be popular. While certain legal issues
have remained, employers have continued to adopt cash balance plans. In many cases,
employers have structured conversions to avoid or minimize potential adverse effects on older
and longer-service employees.

Attention again focused on cash balance plans following the decision in /BM, which held
that cash balance formulas violate the age discrimination rules. This case applies not only to
conversions, but to all cash balance plans. This decision has called into question whether cash
balance plans are a permitted form of pension benefit. The decision has resulted in uncertainty
for those employers that currently offer cash balance plans and employees who are participants
in such plans. It has also focused attention on the future of defined benefit pension plans and the
role that cash balance play within the overall pension system.

Many view preserving cash balance plans as a means of preserving the defined benefit
pension plan system, and as an important step in helping to ensure retirement income security.

228 These concerns led to the enactment of the present-law notice requirements regarding
future reductions in benefit accruals. Sec. 4980F and ERISA sec. 204(h).

170



Many who hold this view argue that cash balance plans are more beneficial to many employees
than a traditional defined benefit pension plan and should be a permitted plan design option.**’

Unlike traditional defined benefit pension plans, which tend to benefit long-service
participants who remain with a company until retirement, cash balance plans often benefit
shorter service, more mobile workers. Cash balance plans also provide a more portable benefit
than the traditional defined benefit pension plan. Thus, cash balance plans may be popular in
industries or markets in which workers are relatively mobile or among groups of workers who go
in and out of the workforce. Some participants also find cash balance plans easier to understand
than a traditional defined benefit pension plan because their benefit is described in terms of an
account balance.

Cash balance plans may be attractive to employers for various reasons. The adoption of a
cash balance plan may enable employers to better manage pension liabilities. Some employers
are concerned about the level of contributions that may be required to fund traditional defined
benefit pension plans, especially because the required contributions may fluctuate over time.
They argue that a cash balance plan design does not result in such unpredictable funding
obligations.

On the other hand, some are concerned that cash balance plans are primarily adopted by
employers who wish to cut costs and reduce future benefits. They argue that reductions in
benefits are not as obvious with a conversion to a cash balance plan compared to plan changes
within the traditional defined benefit pension plan structure. Even with the present-law
requirements relating to notices of reductions in future benefit accruals, it is argued that plan
participants do not understand how to compare cash balance benefits with traditional defined
benefit pension plan benefits and that many employees mistakenly think that the cash balance
formula, expressed as an account balance, provides comparable benefits when it does not. It is
also argued that cash balance plans inherently discriminate against longer service older workers,
and thus should not be encouraged as a plan design.

It is countered that if employers wish to reduce benefits, or eliminate benefits altogether,
they could do so within the traditional defined benefit pension plan structure. Moreover, some
argue, employers generally sponsor qualified retirement plans voluntarily. While tax incentives
encourage employers to establish and maintain such plans, they are not required to do so. Itis
argued that the flexibility allowed by employers by cash balance plans enables employers to
continue a defined benefit pension plan, as well as in many cases also provide a defined
contribution plan, thus enhancing retirement income security.

229 Others argue that a more appropriate question is whether workers are better off under
a cash balance plan or no defined benefit pension plan. They argue that defined benefit pension
plan coverage is falling and that the traditional defined benefit pension plan continues to be a less
and less viable and attractive option for many employers. Some view cash balance plans as a
more likely design for the future and, if cash balance plans are not allowed to continue, defined
benefit plan coverage will continue to decline, which will erode retirement income security.
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Some also note that cash balance plans, while legally defined benefit pension plans,
operate in a way that does not deliver the full protections of a traditional defined benefit pension
plan. For example, many traditional defined benefit pension plans do not offer lump-sum
distributions. In contrast, cash balance plans typically do. While some argue that this increases
portability of benefits, others argue that cash balance plans discourage annuity benefits, which
may erode retirement income security and may undermine spousal rights.

Some also comment that the risk of investment loss borne by employers, and the
protections against such losses for employees, are fundamentally different in cash balance plans
than in traditional defined benefit pension plans. In the case of a traditional defined benefit plan,
the plan formula promises a specific benefit payable at normal retirement age. The employer
bears the risk that plan assets will not be sufficient to provide the promised benefits and
generally must make up investment losses. Rather than providing a specified benefit, a cash
balance plan specifies interest credits. This design may reduce the employer’s risk that plan
assets will underperform compared to the interest credits provided under the plan, while giving
the employer the benefit of greater than expected investment performance.

Some argue that, under certain cash balance plans designs, plan participants face
investment risk similar to the risk under defined contribution plans. For example, this risk may
exist to the extent that the hypothetical account balance in a cash balance plan is subject to
investment losses and well as investment gains. While many cash balance plans are designed to
protect against loss in value, others argue that it is permissible to tie interest credits to
hypothetical investments that may incur losses. In that case, a decline in the value of a
participant’s hypothetical account balance may result in a decline in the participant’s accrued
benefit. Some argue that such declines are inconsistent with the basic concept of a defined
benefit pension plan, i.e., a plan that provides a specified benefit to participants, in contrast to a
defined contribution plan under which participants bear the risk of loss. They argue that cash
balance plan designs under which participants bear the risk of investment loss (even if only on
hypothetical investments) should not be permitted.

Some argue that to the extent proposals relating to cash balance plans are motivated by
concerns about retirement income security that other proposals to address such concerns should
also be considered. For example, some argue that addressing issues with respect to funding of
traditional defined benefit pension plans would help make such plans more attractive to
employers on an on-going basis. Some also argue that it may be appropriate to consider whether
changes to the rules relating to defined contribution plans should be considered to enable such
plans to provide greater retirement income security.

Conversions to cash balance plans; wearaway

The proposal is intended to ensure fairness for older workers in conversions of traditional
defined benefit pension plans to cash balance plans. It provides rules relating to the benefits
accrued by participants in defined benefit pension plans which are converted to cash balance
plans. The proposal provides greater protection for longer-service participants than is currently
required under the present-law rules prohibiting cut backs in accrued benefits.
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By requiring that the benefits earned by a participant for the first five years following a
conversion must be at least as valuable as the benefits the participant would have earned under
the traditional plan had the conversion not occurred, participants in the plan who are close to
retirement age are better protected against disadvantages of converting to a cash balance plan.
Further, by prohibiting wearaway in a conversion to a cash balance plan with respect to the
benefits of such participants, possible adverse effects on older and longer-service participants
will be reduced.

On the other hand, some argue that the proposal does not go far enough in ensuring that
older and longer service employees will not be disadvantaged. Some argue that all plan
participants, or at least participants who have attained a certain age or number of years of
service, should automatically be given the greater of benefits under the old plan formula or under
the new plan formula. Others argue that any such additional requirement would cause employer
qualified retirement plan costs to increase, and could cause employers to reduce benefits further
or terminate existing plans. They argue that the proposal provides an appropriate balance
between concerns about older workers and the need to provide flexibility to employers in order
to maintain the voluntary pension system.

Some argue that the 100-percent excise tax on any difference between required benefits
and the benefits actually provided under a plan which has been converted to a cash balance
formula is sufficient to encourage compliance with the proposal. However, others argue that
limiting the amount of the excise tax to the plan’s surplus assets at the time of the conversion or
the plan sponsor’s taxable income, whichever is greater, will allow plan sponsors to manipulate
the timing of a conversion so that the requirements of the proposal can be avoided without
imposition of the excise tax. They argue that absent the potential for plan disqualification, the
efficacy of the proposal is diminished, or even eliminated.

Some argue that the proposal provides appropriate flexibility to employers and additional
safeguards for employees, by allowing employers to avoid the excise tax by grandfathering
participants under the old formula or giving employees a choice between the old and new
formula. On the other hand, some point out that giving employees options increases complexity
for plan participants, and that many participants may not adequately understand the differences
between the new plan formula and the old plan formula. These concerns may be addressed, at
least to some extent, by requiring that participants receive sufficient information to make an
informed decision. As mentioned above, others would go further, and require that at least some
employees be automatically given the greater of the two formulas. This would avoid the need
for elections, and the possibility that an employee may unwittingly choose an option that is
clearly worse than the old plan formula. On the other hand, some view such a requirement as
unduly restricting employers options in plan design.

Age discrimination

By providing that cash balance plans satisfy the age discrimination rules if the plan
provides pay credits for older participants that are not less than the pay credits for younger
participants, the proposal provides certainty in this regard. Some have argued that if such
certainty is not provided, employers will be disinclined to offer defined benefit pension plans,
including cash balance plans, to their employees. By reducing uncertainty as to how cash
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balance plans can meet age discrimination requirements, some would argue that employers will
be more likely to sponsor (or continue to sponsor) defined benefit pension plans, including cash
balance plans.

The age discrimination issue results from the effect of front-loaded interest credits, under
which a participant receiving a pay credit also receives the right to future interest on the pay
credit, regardless of whether the participant continues employment. Front-loaded interest credits
cause benefits to accrue more quickly, which is generally viewed as advantageous to
participants, especially participants who leave employment after a short period of service.
However, some argue that front-loaded pay credits inherently favor younger participants and are
thus age inherently discriminatory. They believe that for this, and other reasons, cash balance
plans should not be permitted.

Calculating lump-sum distributions

The proposal is intended to eliminate situations in which the amount of a minimum lump-
sum distribution required from a cash balance plan is greater than a participant’s hypothetical
account balance because the plan’s interest crediting rate is higher than the statutory interest rate.
The proposal departs from the analysis set out in IRS Notice 96-8 and followed by several
Federal courts that have considered this issue.

Proponents argue that the cases are based on IRS rulings that pre-date the prevalence of
cash balance plans and that apply rules that are inappropriate in a cash balance context. Further,
they argue that, as a result of the present-law rules, employers have reduced the rate of interest
credits under cash balance plans, thus reducing benefits for participants. The proposal avoids
this result and thus, it is argued, will benefit plan participants by encouraging employers to use a
higher rate of return than the statutorily-prescribed rate.

Others note that, for purposes of satisfying the accrual rules, benefits attributable to front-
loaded interest credits are treated as part of the accrued benefit. They argue that, if benefits
attributable to front-loaded interest credits are part of the accrued benefit, such benefits should be
reflected in determining the minimum value of lump-sum distributions as required under present
law. To the extent that a participant’s hypothetical account balance is less than such minimum
lump-sum value, a participant who receives a distribution of the hypothetical account balance has
not received the full value of his or her accrued benefit. They argue that such a result is
inconsistent with the protections provided by the vesting and accrual rules.

In order for the proposal to apply, the plan must not use interest credits in excess of a
market rate of return, and the Secretary is to provide safe harbors as to what is a market rate.
This aspect of the proposal raises issues as to how to determine a market rate of return. Recent
discussions over what constitutes an appropriate replacement for the interest rate on 30-year
Treasury obligations for purposes related to defined benefit pension plans reflects the degree of
complexity which may be involved in prescribing such safe harbors. The effects of the proposal
on plan benefits, and the ease with which the proposal can be implemented by employers,
understood by employees, and administered by the IRS will depend in large part on the ability to
determine measures of market rates of returns. Some argue that because so much depends on
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what is a market rate of return under the proposal, it would be more appropriate to provide
statutory guidance on this issue, rather than leave the issue for the Secretary to resolve.

Complexity

As aresult of its study of Enron Corporation, performed at the direction of the Senate
Committee on Finance, the staff of the Joint Committee on Taxation (“Joint Committee staff”)
found that the lack of guidance with respect to cash balance plan conversions and cash balance
plans generally creates uncertainty for employers and employees. The Joint Committee staff
recommended that clear rules for such plans should be adopted in the near future.*°

The budget proposals help to reduce uncertainty with respect to cash balance plans by
addressing certain issues that frequently arise with respect to cash balance plans. However, the
proposals do not address all issues with respect to such plans. In addition, certain aspects of the
proposals need further clarification, or may add some additional complexities. For example,
additional clarification is needed with respect to types of transition approaches in conversions
that do not violate age discrimination or other qualification rules, allowing participants to choose
between a traditional defined benefit formula and cash balance formula in order to avoid the 100-
percent excise tax, and the determination of a market rate of return for purposes of calculating
lump-sum distributions.

Prior Action

An identical proposal was included in the President’s fiscal year 2005 budget proposal.

20 Joint Committee on Taxation, Report of Investigation of Enron Corporation and
Related Entities Regarding Federal Tax and Compensation Issues, and Policy Recommendations
(JCS-3-03), February 2003, at 487.
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B. Strengthen Funding for Single-Employer Pension Plans®'
1. Background and summary

Helping to assure that individuals have retirement income security is the major objective
of the U.S. private pension system. Federal law attempts to further this goal in various ways.
The Code provides tax-favored treatment for employer-sponsored qualified retirement plans.
ERISA applies many of the same requirements as the Code and provides employees with the
means of pursuing their rights.

Defined benefit pension plans are considered by many to provide greater retirement
income security than defined contribution plans. Factors that contribute to this view include the
fact that such plans offer a specified benefit payable as an annuity for life, the employer bears the
risk of investment loss, and benefits are guaranteed (within limits) by the PBGC in the event the
plan terminates and plan assets are not sufficient to pay promised benefits. The minimum
funding rules are designed to promote retirement income security by helping to assure that plan
assets will be sufficient to pay promised benefits when due. If plans are not adequately funded
by the employer, then the benefits promised under the plan may not be paid in full; In particular,
if a plan terminates and the assets are not sufficient to pay benefits, participants may not receive
the full value of the benefits due, even with the PBGC guarantee.

The minimum funding rules have been the focus of much attention in recent years. On
one hand, attention has focused on the increase in required contributions under the deficit
reduction contribution rules, caused in part by the combination of low interest rates that have
increased the value of plan liabilities and market declines that have decreased the value of plan
assets. Some view this combination as a temporary situation that has artificially increased the
extent of pension plan underfunding. On the other hand, attention has focused also on large,
severely underfunded plans maintained by insolvent employers that have terminated with
resulting benefit losses to employees and increases in PBGC liabilities. Some therefore believe
the present-law funding rules are inadequate. Many believe that resolution of funding issues is
essential to the long-term viability of the defined benefit pension system.”?

As of September 30, 2004, the PBGC reported a total deficit of $23.5 billion, more than
double the 2003 fiscal year end deficit of $11.5 billion. The PBGC’s deficit is the amount by
which its liabilities exceed its assets.”>> The PBGC has noted that its financial state is a cause for

231 Additional information about the Administration’s proposals relating to funding and
the Pension Benefit Guaranty Corporation is available on the Department of Labor’s website at
www.dol.gov/ebsa/pensionreform.html.

22 Many believe that resolution of the uncertainty surrounding cash balance plans is also
essential to the long-term viability of the defined benefit pension system, as discussed more fully
in connection with the Administration’s proposal relating to cash balance plans in Part IV.A.

233 A variety of estimates and assumptions are used by the PBGC in evaluating the
present value of its liability for future benefits, including assumptions about future plan
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concern. The Government Accountability Office (“GAO”) has placed the PBGC on its high risk
list. Although the PBGC is a Federal agency, it does not receive financing from general
revenues. Instead, the PBGC is funded by assets in terminated plans, amounts recovered from
employers who terminate undefended plans, premiums paid with respect to plans covered by the
PBGC insurance program, and investment earnings. Underfunding of defined benefit pension
plans presents a risk to PBGC premium payors, who may have to pay for the unfunded liabilities
of terminating plans, and plan participants, who may lose benefits if a plan terminates (even with
the PBGC guarantee).

The President’s budget contains a series of proposals designed to strengthen funding
levels in defined benefit pension plans and ability of the PBGC to provide guaranteed benefits.
These proposals consist of: (1) changes to the funding rules to measure a plan’s funding status
more accurately and to require faster funding of shortfalls, along with increased deduction limits
to encourage additional contributions (as discussed above); (2) more accurate and timely
reporting of funding status; (3) elimination of a grandfather rule that allows certain plans to
exceed the limits on investments in employer securities and real property; (4) restrictions on
benefit increases and accelerated distributions that result in increases in unfunded liabilities; (5) a
prohibition on providing shutdown benefits; and (6) redesign of the PBGC premium structure,
limits on the PBGC guarantee when an employer enters bankruptcy, and enabling the PBGC to
perfect a lien for required contributions against the assets of an employer in bankruptcy.

2. Funding and deduction rules

Present Law

In general

Defined benefit pension plans are subject to minimum funding requirements.”** The
minimum funding requirements are designed to ensure that plan assets are sufficient to pay plan
benefits when due. The amount of contributions required for a plan year under the minimum
funding rules is generally the amount needed to fund benefits earned during that year plus that
year’s portion of other liabilities that are amortized over a period of years, such as benefits
resulting from a grant of past service credit. The amount of required annual contributions is

terminations. According to the PBGC, this present value is particularly sensitive to changes in
the underlying estimates and assumptions; changes in estimates and assumptions could
materially change the present value of its liability for future benefits.

234 Sec. 412; ERISA secs. 301-308. The minimum funding rules do not apply to
governmental plans or to church plans, except church plans with respect to which an election has
been made to have various requirements, including the funding requirements, apply to the plan.
In some respects, the funding rules applicable to multiemployer plans differ from the rules
applicable to single-employer plans. In addition, special rules apply to certain plans funded
exclusively by the purchase of individual insurance contracts (referred to as “insurance contract”
plans).
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determined under one of a number of acceptable actuarial cost methods. Additional
contributions are required under the deficit reduction contribution rules in the case of certain
underfunded plans. No contribution is required under the minimum funding rules in excess of
the full funding limit (described below).

An employer sponsoring a defined benefit pension plan generally may deduct amounts
contributed to a defined benefit pension plan to satisfy the minimum funding requirements for a
plan year. In addition, contributions in excess of the amount needed to satisfy the minimum
funding requirements may be deductible, subject to certain limits.

General minimum funding rules

Funding methods and general concepts

A defined benefit pension plan is required to use an acceptable actuarial cost method to
determine the elements included in its funding standard account for a year. Generally, an
actuarial cost method breaks up the cost of benefits under the plan into annual charges consisting
of two elements for each plan year. These elements are referred to as: (1) normal cost; and
(2) supplemental cost.

The plan’s normal cost for a plan year generally represents the cost of future benefits
allocated to the year by the funding method used by the plan for current employees and, under
some funding methods, for separated employees. Specifically, it is the amount actuarially
determined that would be required as a contribution by the employer for the plan year in order to
maintain the plan if the plan had been in effect from the beginning of service of the included
employees and if the costs for prior years had been paid, and all assumptions as to interest,
mortality, time of payment, etc., had been fulfilled. The normal cost will be funded by future
contributions to the plan: (1) in level dollar amounts; (2) as a uniform percentage of payroll;

(3) as a uniform amount per unit of service (e.g., $1 per hour); or (4) on the basis of the actuarial
present values of benefits considered accruing in particular plan years.

The supplemental cost for a plan year is the cost of future benefits that would not be met
by future normal costs, future employee contributions, or plan assets. The most common
supplemental cost is that attributable to past service liability, which represents the cost of future
benefits under the plan: (1) on the date the plan is first effective; or (2) on the date a plan
amendment increasing plan benefits is first effective. Other supplemental costs may be
attributable to net experience losses, changes in actuarial assumptions, and amounts necessary to
make up funding deficiencies for which a waiver was obtained. Supplemental costs must be
amortized (i.e., recognized for funding purposes) over a specified number of years, depending on
the source. For example, the cost attributable to a past service liability is generally amortized
over 30 years.

Normal costs and supplemental costs under a plan are computed on the basis of an
actuarial valuation of the assets and liabilities of a plan. An actuarial valuation is generally
required annually and is made as of a date within the plan year or within one month before the
beginning of the plan year. However, a valuation date within the preceding plan year may be
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used if, as of that date, the value of the plan’s assets is at least 100 percent of the plan’s current
liability (i.e., the present value of benefit liabilities under the plan, as described below).

For funding purposes, the actuarial value of plan assets is generally used, rather than fair
market value. The actuarial value of plan assets is the value determined under an actuarial
valuation method that takes into account fair market value and meets certain other requirements.
The use of an actuarial valuation method allows appreciation or depreciation in the market value
of plan assets to be recognized gradually over several plan years.

In applying the funding rules, all costs, liabilities, interest rates, and other factors are
required to be determined on the basis of actuarial assumptions and methods: (1) each of which
is reasonable individually; or (2) which result, in the aggregate, in a total plan contribution
equivalent to a contribution that would be obtained if each assumption were reasonable. In
addition, the assumptions are required to reflect the actuary’s best estimate of experience under
the plan.

Funding standard account

As an administrative aid in the application of the funding requirements, a defined benefit
pension plan is required to maintain a special account called a “funding standard account” to
which specified charges and credits are made for each plan year, including a charge for normal
cost and credits for contributions to the plan.235 Other credits or charges or credits may apply as
a result of decreases or increases in past service liability as a result of plan amendments
(discussed above) or (as discussed below) experience gains or losses, gains or losses resulting
from a change in actuarial assumptions, or a waiver of minimum required contributions.

In determining plan funding under an actuarial cost method, a plan’s actuary generally
makes certain assumptions regarding the future experience of a plan. These assumptions
typically involve rates of interest, mortality, disability, salary increases, and other factors
affecting the value of assets and liabilities. If the plan’s actual unfunded liabilities are less than
those anticipated by the actuary on the basis of these assumptions, then the excess is an
experience gain. If the actual unfunded liabilities are greater than those anticipated, then the
difference is an experience loss. Experience gains and losses for a year are generally amortized
as credits or charges to the funding standard account over five years.

If the actuarial assumptions used for funding a plan are revised and, under the new
assumptions, the accrued liability of a plan is less than the accrued liability computed under the
previous assumptions, the decrease is a gain from changes in actuarial assumptions. If the new
assumptions result in an increase in the accrued liability, the plan has a loss from changes in
actuarial assumptions. The accrued liability of a plan is the actuarial present value of projected
pension benefits under the plan that will not be funded by future contributions to meet normal

235 Ppresent law also provides for the use of an “alternative” funding standard account,
which has rarely been used.
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cost or future employee contributions. The gain or loss for a year from changes in actuarial
assumptions is amortized as credits or charges to the funding standard account over ten years.

If minimum required contributions are waived (as discussed below), the waived amount
is credited to the funding standard account. The waived amount is then amortized over a period
of five years, beginning with the year following the year in which the waiver is granted. Each
year, the funding standard account is charged with the amortization amount for that year unless
the plan becomes fully funded.

If, as of the close of the plan year, charges to the funding standard account exceed credits
to the account, then the excess is referred to as an “accumulated funding deficiency.” For
example, if the balance of charges to the funding standard account of a plan for a year would be
$200,000 without any contributions, then a minimum contribution equal to that amount would be
required to meet the minimum funding standard for the year to prevent an accumulated funding
deficiency.

If, as of the close of a plan year, the account reflects credits at least equal to charges, the
plan is generally treated as meeting the minimum funding standard for the year. Thus, as a
general rule, the minimum contribution for a plan year is determined as the amount by which the
charges to the account would exceed credits to the account if no contribution were made to the
plan. If credits to the funding standard account exceed charges, a “credit balance” results. The
amount of the credit balance, increased with interest, can be used to reduce future required
contributions. A credit balance may result, for example, if contributions in excess of minimum
required contributions are made or if investment returns on plan assets are more favorable than
assumed.

Additional contributions for underfunded plans

Under special funding rules (referred to as the “deficit reduction contribution” rules),

an additional contribution to a plan is generally required if the plan’s funded current liability
percentage is less than 90 percent.237 A plan’s “funded current liability percentage” is the
actuarial value of plan assets as a percentage of the plan’s current liability. In general, a plan’s
current liability means all liabilities to employees and their beneficiaries under the plan,
determined on a present-value basis.

236 The deficit reduction contribution rules apply to single-employer plans, other than

single-employer plans with no more than 100 participants on any day in the preceding plan year.
Single-employer plans with more than 100 but not more than 150 participants are generally
subject to lower contribution requirements under these rules.

27 Under an alternative test, a plan is not subject to the deficit reduction contribution
rules for a plan year if (1) the plan’s funded current liability percentage for the plan year is at
least 80 percent, and (2) the plan’s funded current liability percentage was at least 90 percent for
each of the two immediately preceding plan years or each of the second and third immediately
preceding plan years.
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The amount of the additional contribution required under the deficit reduction
contribution rules is the sum of two amounts: (1) the excess, if any, of (a) the deficit reduction
contribution (as described below), over (b) the contribution required under the normal funding
rules; and (2) the amount (if any) required with respect to unpredictable contingent event
benefits. The amount of the additional contribution cannot exceed the amount needed to increase
the plan’s funded current liability percentage to 100 percent. The amount of the additional
contribution is applied as a charge to the funding standard account.

The deficit reduction contribution is the sum of (1) the “unfunded old liability amount,”
(2) the “unfunded new liability amount,” and (3) the expected increase in current liability due to
benefits accruing during the plan year.”*® The “unfunded old liability amount” is the amount
needed to amortize certain unfunded liabilities under 1987 and 1994 transition rules. The
“unfunded new liability amount” is the applicable percentage of the plan’s unfunded new
liability. Unfunded new liability generally means the unfunded current liability of the plan (i.e.,
the amount by which the plan’s current liability exceeds the actuarial value of plan assets), but
determined without regard to certain liabilities (such as the plan’s unfunded old liability and
unpredictable contingent event benefits). The applicable percentage is generally 30 percent, but
decreases by .40 of one percentage point for each percentage point by which the plan’s funded
current liability percentage exceeds 60 percent. For example, if a plan’s funded current liability
percentage is 85 percent (i.e., it exceeds 60 percent by 25 percentage points), the applicable
percentage is 20 percent (30 percent minus 10 percentage points (25 multiplied by .4)).

A plan may provide for unpredictable contingent event benefits, which are benefits that
depend on contingencies that are not reliably and reasonably predictable, such as facility
shutdowns or reductions in workforce. The value of any unpredictable contingent event benefit
is not considered in determining additional contributions until the event has occurred. The event
on which an unpredictable contingent event benefit is contingent is generally not considered to
have occurred until all events on which the benefit is contingent have occurred.

Required interest rate and mortality table

Specific interest rate and mortality assumptions must be used in determining a plan’s
current liability for purposes of the special funding rule. For plans years beginning before
January 1, 2004, the interest rate used to determine a plan’s current liability must be within a
permissible range of the weighted average™’ of the interest rates on 30-year Treasury securities
for the four-year period ending on the last day before the plan year begins. The permissible
range is generally from 90 percent to 105 percent (120 percent for plan years beginning in 2002

28 If the Secretary of the Treasury prescribes a new mortality table to be used in
determining current liability, as described below, the deficit reduction contribution may include
an additional amount.

2 The weighting used for this purpose is 40 percent, 30 percent, 20 percent and 10

percent, starting with the most recent year in the four-year period. Notice 88-73, 1988-2 C.B.
383.
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or 2003).2*° The interest rate used under the plan generally must be consistent with the
assumptions which reflect the purchase rates which would be used by insurance companies to
satisfy the liabilities under the plan.**!

Under the Pension Funding Equity Act of 2004 (“PFEA 20047),* a special interest rate
applies in determining current liability for plan years beginning in 2004 or 2005.* For these
years, the interest rate used must be within a permissible range of the weighted average of the
rates of interest on amounts invested conservatively in long-term investment-grade corporate
bonds during the four-year period ending on the last day before the plan year begins. The
permissible range for these years is from 90 percent to 100 percent. The interest rate is to be
determined by the Secretary of the Treasury on the basis of two or more indices that are selected
periodically by the Secretary and are in the top three quality levels available.

The Secretary of the Treasury is required to prescribe mortality tables and to periodically
review (at least every five years) and update such tables to reflect the actuarial experience of
pension plans and projected trends in such experience.”* The Secretary of the Treasury has
required the use of the 1983 Group Annuity Mortality Table.**®

240 If the Secretary of the Treasury determines that the lowest permissible interest rate in
this range is unreasonably high, the Secretary may prescribe a lower rate, but not less than 80
percent of the weighted average of the 30-year Treasury rate.

21 Gec. 412(b)(5)(B)(iii)(IT); ERISA sec. 302(b)(5)(B)(iii)(I). Under Notice 90-11,
1990-1 C.B. 319, the interest rates in the permissible range are deemed to be consistent with the
assumptions reflecting the purchase rates that would be used by insurance companies to satisfy
the liabilities under the plan.

242 pub. L. No. 108-218 (2004).

283 1n addition, under PFEA 2004, if certain requirements are met, reduced contributions
under the deficit reduction contribution rules apply for plan years beginning after December 27,
2003, and before December 28, 2005, in the case of plans maintained by commercial passenger
airlines, employers primarily engaged in the production or manufacture of a steel mill product or
in the processing of iron ore pellets, or a certain labor organization.

24 Sec. 412(1)(7)(C)(ii); ERISA sec. 302(d)(7)(C)(ii).

2% Rev. Rul. 95-28, 1995-1 C.B. 74. The IRS and the Treasury Department have
announced that they are undertaking a review of the applicable mortality table and have

requested comments on related issues, such as how mortality trends should be reflected.
Notice 2003-62, 2003-38 I.R.B. 576; Announcement 2000-7, 2000-1 C.B. 586.
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Other rules

Full funding limitation

No contributions are required under the minimum funding rules in excess of the full
funding limitation. In 2004 and thereafter, the full funding limitation is the excess, if any, of
(1) the accrued liability under the plan (including normal cost), over (2) the lesser of (a) the
market value of plan assets or (b) the actuarial value of plan assets.**® However, the full funding
limitation may not be less than the excess, if any, of 90 percent of the plan’s current liability
(including the current liability normal cost) over the actuarial value of plan assets. In general,
current liability is all liabilities to plan participants and beneficiaries accrued to date, whereas the
accrued liability under the full funding limitation may be based on projected future benefits,
including future salary increases.

Timing of plan contributions

In general, plan contributions required to satisfy the funding rules must be made within
8’2 months after the end of the plan year. If the contribution is made by such due date, the
contribution is treated as if it were made on the last day of the plan year.

In the case of a plan with a funded current liability percentage of less than 100 percent for
the preceding plan year, estimated contributions for the current plan year must be made in
quarterly installments during the current plan year.**’ The amount of each required installment is
25 percent of the lesser of (1) 90 percent of the amount required to be contributed for the current
plan year or (2) 100 percent of the amount required to be contributed for the preceding plan year.

Funding waivers

Within limits, the IRS is permitted to waive all or a portion of the contributions required
under the minimum funding standard for a plan year.**® A waiver may be granted if the
employer (or employers) responsible for the contribution could not make the required

246 For plan years beginning before 2004, the full funding limitation was generally
defined as the excess, if any, of (1) the lesser of (a) the accrued liability under the plan (including
normal cost) or (b) a percentage (170 percent for 2003) of the plan’s current liability (including
the current liability normal cost), over (2) the lesser of (a) the market value of plan assets or
(b) the actuarial value of plan assets, but in no case less than the excess, if any, of 90 percent of
the plan’s current liability over the actuarial value of plan assets. Under the Economic Growth
and Tax Relief Reconciliation Act of 2001 (“EGTRRA”), the full funding limitation based on
170 percent of current liability is repealed for plan years beginning in 2004 and thereafter. The
provisions of EGTRRA generally do not apply for years beginning after December 31, 2010.

247 Sec. 412(m); ERISA sec. 302(e).

2% Sec. 412(d); ERISA sec. 303. Under similar rules, the amortization period applicable
to losses may also be extended.
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contribution without temporary substantial business hardship and if requiring the contribution
would be adverse to the interests of plan participants in the aggregate. Generally, no more than
three waivers may be granted within any period of 15 consecutive plan years.

The IRS is authorized to require security to be granted as a condition of granting a waiver
of the minimum funding standard if the sum of the plan's accumulated funding deficiency and
the balance of any outstanding waived funding deficiencies exceeds $1 million.

Failure to make required contributions

An employer is generally subject to an excise tax if it fails to make minimum required
contributions and fails to obtain a waiver from the IRS.**® The excise tax is 10 percent of the
amount of the funding deficiency. In addition, a tax of 100 percent may be imposed if the
funding deficiency is not corrected within a certain period.

If the total of the contributions the employer fails to make (plus interest) exceeds $1
million and the plan’s funded current liability percentage is less than 100 percent, a lien arises in
favor of the plan with respect to all property of the employer and the members of the employer’s
controlled group. The amount of the lien is the total amount of the missed contributions (plus
interest).

Reversions of defined benefit pension plan assets

Defined benefit pension plan assets generally may not revert to an employer before
termination of the plan and the satisfaction of all plan liabilities. In addition, the plan must
provide for the reversion. A reversion prior to plan termination may result in disqualification of
the plan and may constitute a prohibited transaction. Certain limitations and procedural
requirements apply to a reversion upon plan termination. Any assets that revert to the employer
upon ?lan termination are includible in the gross income of the employer and subject to an excise
tax.”’ The excise tax rate is generally 20 percent, but increases to 50 percent if the employer
does make contributions to a replacement plan or make certain benefit increases. Upon plan
termination, the accrued benefits of all plan participants are required to be fully vested.

If certain requirements are satisfied, a qualified transfer of excess assets of a defined
benefit pension plan may be made to a separate account within the plan in order to fund retiree
health benefits.””' Excess assets generally means the excess, if any, of the value of the plan’s
assets™? over the greater of (1) the accrued liability under the plan (including normal cost) or

9 Sec. 4971. An excise tax applies also if a quarterly installment is less than the
amount required to cover the plan’s liquidity shortfall.

230 Sec. 4980.

Bl gec. 420.

52 The value of plan assets for this purpose is the lesser of fair market value or actuarial

value.
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(2) 125 percent of the plan’s current liability. No transfer after December 31, 2013, is a qualified
transfer.

Deductions for contributions

Employer contributions to qualified retirement plans are deductible, subject to certain
limits. In the case of a defined benefit pension plan, the employer generally may deduct the
greater of: (1) the amount necessary to satisfy the minimum funding requirement of the plan for
the year; or (2) the amount of the plan’s normal cost for the year plus the amount necessary to
amortize2(5:3ertain unfunded liabilities over 10 years, but limited to the full funding limitation for
the year.

The maximum amount of deductible contributions is generally not less than the plan’s
unfunded current liability.>** For purposes of determining the maximum amount of deductible
contributions, an employer may elect to disregard the temporary interest rate change under PFEA
2004. In such a case, the interest rate used in determining current liability for deduction
purposes must be within the permissible range (90 to 105 percent) of the weighted average of the
interest rates on 30-year Treasury securities for the preceding four-year period.

Subject to certain exceptions, an employer that makes nondeductible contributions to a
plan is subject to an excise tax equal to 10 percent of the amount of the nondeductible
contributions for the year.”

Description of Proposal

In general

In the case of single-employer plans, the proposal repeals the present-law funding rules
and provides a new set of rules for determining minimum required contributions.”®® Under the
proposal, the minimum required contribution to a defined benefit pension plan for a plan year is
generally the sum of two amounts: (1) the payments257 required to amortize over seven years the

23 Sec. 404(a)(1).

2% Gec. 404(a)(1)(D). In the case of a plan that terminates during the year, the maximum
deductible amount is generally not less than the amount needed to make the plan assets sufficient
to fund benefit liabilities as defined for purposes of the PBGC termination insurance program
(sometimes referred to as “termination liability™).

255 Sec. 4972.

2% The proposal does not change the funding rules applicable to multiemployer plans or
insurance contract plans. Governmental plans and church plans continue to be exempt from the
funding rules to the extent provided under present law.

237 As discussed below, different payments may be required with respect to amortization
bases established for different years.

185



amount by which the plan’s funding target exceeds the market value of the plan assets; and
(2) the plan’s normal cost for the plan year.

The plan’s funding target is generally the present value of benefits earned as of the
beginning of the plan year. The plan’s normal cost is generally the present value of benefits
expected to be earned during the plan year. Under the proposal, present value is determined
using interest rates drawn from a corporate bond yield curve and a mortality table prescribed by
the Secretary of Treasury.”>® However, other assumptions used to determine the plan’s funding
target and normal cost depend on the financial status of the employer.

The proposal also changes the limit on deductible contributions.

Determination of funding target and normal cost

In general

In general, under the proposal, the funding target and normal cost for a plan are the plan’s
“ongoing liability” and “ongoing” normal cost. However, in the case of a plan maintained by a
financially weak plan sponsor, the funding target and normal cost for the plan are the plan’s “at-
risk liability” and “at-risk” normal cost. Different actuarial assumptions apply in determining

ongoing or at-risk liability and normal cost.

Ongoing liability and ongoing normal cost

A plan’s ongoing liability for a plan year is the present value of future payments expected
to be made from the plan to provide benefits earned as of the beginning of the plan year.
Benefits taken into account for this purpose include early retirement benefits and similar benefits
that participants will become entitled to as a result of future service, to the extent such benefits
are attributable to benefits accrued as of the beginning of the plan year.

For purposes of determining a plan’s ongoing liability, the present value of benefits is
determined by discounting future expected payments under the plan using a corporate bond yield
curve, as described below. Future expected benefit payments under the plan are determined
using a mortality table prescribed by the Secretary of Treasury. The proposal generally does not
require other specified assumptions to be used in determining ongoing liability. However, other
assumptions, such as the rate of turnover among participants and early and normal retirement
rates, must be actuarially reasonable based on experience for the plan (or other relevant historical
experience if there is no experience for the plan). In addition, a reasonable assumption as to
future benefits that will be paid in the form of a lump sum must be used.

Ongoing normal cost for a plan year is the present value of future payments expected to
be made from the plan to provide benefits that accrue during the plan year. Benefits that accrue

2% The Administration’s fiscal year 2006 budget proposals also include a proposal to use
interest rates drawn from a corporate bond yield curve in determining benefits subject to the
minimum value rules, such as lump sums. This proposal is discussed in Part IV.C.
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during the plan year include any benefit accruals that result from compensation increases during
the plan year that are applied to previous years of service, such as under a plan that bases
benefits on final average compensation. Ongoing normal cost is determined using the same
actuarial assumptions used to determine ongoing liability.

At-risk liability and at-risk normal cost

A plan’s at-risk liability for a plan year is also the present value of future payments
expected to be made from the plan to provide benefits earned as of the beginning of the plan
year, determined using a corporate bond yield curve and a mortality table prescribed by the
Secretary of Treasury. However, certain specified additional assumptions must be used in
determining at-risk liability. Specifically, at-risk liability must be determined by assuming that
participants retire at the earliest retirement age permitted under the plan and that benefits are paid
in the form of a lump sum (or in whatever form permitted under the plan results in the largest
present value).”> In addition, at-risk liability includes an additional amount, referred to as a
loading factor.”®® The loading factor is $700 per plan participant plus four percent of the amount
of the plan’s at-risk liability, as determined without regard to the loading factor.

At-risk normal cost is the present value of future payments expected to be made from the
plan to provide benefits that accrue during the plan year, determined using the same actuarial
assumptions used to determine at-risk liability, including a loading factor of four percent of the
amount of the plan’s at-risk normal cost, as determined without regard to the loading factor.”!

Financially weak status

Financially weak status applies if, as of the plan’s valuation date, any plan sponsor has
senior unsecured debt that is rated as not being investment grade by each nationally recognized
rating organization that has issued a credit rating for the debt. Alternatively, if no plan sponsor
has senior unsecured debt that is rated, financially weak status applies if all of the nationally
recognized statistical rating organizations that have made an issuer credit rating for any plan
sponsor have rated the sponsor as less than investment grade. However, financially weak status
does not apply if any significant member of the plan sponsor’s controlled group has senior
unsecured debt that is rated as investment grade, regardless of whether that controlled group
member is a plan sponsor of the plan.

Special rules apply in the case of plan sponsors that have neither unsecured debt that is
rated nor an issuer credit rating. Such a plan sponsor is automatically treated as not being
financially weak, provided that the total number of participants covered by defined benefit

239 These additional assumptions are intended to reflect behavior that may occur when

the financial health of the plan sponsor deteriorates.

280 The loading factor is intended to reflect the cost of purchasing group annuity
contracts in the case of termination of the plan.

261 At-risk normal cost does not include a loading factor of $700 per plan participant.
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pension plans maintained by the sponsor is less than 500. If the total number of participants
covered by defined benefit pension plans maintained by such a plan sponsor is 500 or more,
whether the plan sponsor is financially weak is determined under regulations. It is expected that,
under such regulations, financially weak status will be determined based on financial measures,
such as whether the ratio of long-term debt to equity for the plan sponsor’s controlled group is
1.5 or more. For this purpose, debt is expected to include the unfunded at-risk liability of any
plans maintained by the plan sponsor, and equity is expected to be based on: (1) fair market
value in the case of a privately held company; or (2) market capitalization in the case of a
company, the stock of which is publicly traded.

If a plan sponsor becomes financially weak during a plan year, any resulting change in
the plan’s funding target (i.e., from ongoing liability to at-risk liability) and normal cost (i.e.,
from ongoing normal cost to at-risk normal cost) is phased in ratably over a five-year period
beginning with the plan year following the year in which the plan sponsor becomes financially
weak. This rule applies if a plan sponsor becomes financially weak either before or after
enactment of the proposal, and the five-year phase-in period is determined without regard to
whether any of the relevant years occurred before enactment of the proposal. If a plan sponsor’s
financial status changes during a plan year so that it is no longer financially weak, the plan’s
ongoing liability is the applicable funding target for the next plan year.

Interest rate based on corporate bond vield curve and transition rule

The funding target and normal cost applicable to a plan are determined using a series of
interest rates drawn from a yield curve for high-quality zero-coupon corporate bonds (“‘corporate
bond yield curve™). That is, the interest rates used to determine the present value of payments
expected to be made under the plan reflect the interest rates for corporate bonds maturing at the
times when the payments are expected to be made.”®® The corporate bond yield curve is to be
issued monthly by the Secretary of Treasury, based on the interest rates (averaged over 90
business days) for high-quality corporate bonds (i.e., bonds rated AA) with varying maturities.

A special method of calculating a plan’s funding target applies for plan years beginning
in 2006 and 2007. For those years, the plan’s funding target is the weighted average of: (1) the
plan’s funding target (i.e., ongoing or at-risk liability, as applicable) determined using a
corporate bond yield curve; and (2) the plan’s funding target determined using the “transition”
interest rate. The transition interest rate is the interest rate that would apply if the statutory
interest rate applicable in determining current liability for plan years beginning in 2005
continued to apply for plan years beginning in 2006 and 2007. That is, the interest rate used
must be within a permissible range (from 90 to 100 percent) of the weighted average of the rates
of interest on amounts invested conservatively in long-term investment-grade corporate bonds

202 Tymically, higher interest rates apply to bonds of longer durations, and lower interest

rates apply to bonds of shorter durations. It is therefore expected that higher interest rates will
generally apply in determining the present value of payments expected to be made further in the
future, and lower interest rates will generally apply in determining the present value of payments
expected to be made in the nearer future.
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during the four-year period ending on the last day before the plan year begins. For plan years
beginning in 2006, a weighting factor of 2/3 applies to the plan’s funding target determined using
the transition interest rate, and a weighting factor of 1/3 applies to the plan’s funding target
determined using a corporate bond yield curve. For plan years beginning in 2007, the respective
weighting factors are 1/3 and 2/3.

A similar method applies in determining a plan’s normal cost (i.e., ongoing or at-risk
normal cost, as applicable) for plan years beginning in 2006 and 2007.

Valuation date

Under the proposal, a plan’s funding target (i.e., ongoing or at-risk liability, as
applicable), the plan’s normal cost (i.e., ongoing or at-risk normal cost, as applicable), the market
value of the plan’s assets, and the minimum required contribution for a plan year are determined
as of the valuation date for the plan year. If a plan has more than 100 participants, the plan’s
valuation date must be the first day of the plan year. If the plan has 100 or fewer participants, the
plan’s valuation date may be any day in the plan year.

If a plan’s valuation date is after the first day of the plan year, benefits accruing between
the first day of the plan year and the valuation date are disregarded in determining the plan’s
funding target for the plan year.”®® In addition, in determining the market value of plan assets as
of the valuation date, any contribution made to the plan for the current plan year is disregarded
and any contribution to be made to the plan for the prior year that has not yet been made is
included in plan assets as a contribution receivable. For plan years beginning in 2007 or later,
the present value of the contribution receivable is included in plan assets, and present value is
determined using the average effective interest rate that applied in determining the plan’s
funding target for the prior plan year.

Minimum required contributions

Under the proposal, the minimum contribution required to be made to a plan for a plan
year is generally the sum of: (1) the plan’s normal cost for the plan year (i.e., ongoing or at-risk
normal cost, as applicable); and (2) the payments required (as described below) to amortize the
amount by which the plan’s funding target for the plan year (i.e., ongoing or at-risk liability, as
applicable) exceeds the market value of plan assets.”®!

Under the proposal, if the plan’s funding target for the plan year beginning in 2006
exceeds the market value of the plan’s assets for that year, an initial amortization base is
established in the amount of the shortfall. Payments are then required in the amount needed to
amortize the initial amortization base over seven years, starting with the plan year beginning in

263 Such benefits are taken into account in determining the plan’s normal cost for the
plan year.

284 The present-law rules permitting the waiver of the minimum funding requirements
continue to apply.
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2006. The required amortization payments are determined on a level basis, using the applicable
interest rates under the corporate bond yield curve.

For each subsequent plan year, the plan’s funding target is compared with the sum of:
(1) the market value of the plan’s assets; and (2) the present value of any future required
amortization payments (determined using the applicable interest rates under the corporate bond
yield curve). If the plan’s funding target exceeds that sum, an additional amortization base is
established in the amount of the shortfall, and payments are required in the amount needed to
amortize the additional amortization base over seven years. If, for a plan year, the sum of the
market value of plan assets and the present value of any future required amortization payments
exceeds the plan’s funding target, no additional amortization base is established for that plan
year.

All required amortization payments generally must be made over the applicable seven-
year period.”®> However, if, for a plan year, the market value of the plan’s assets is at least equal
to the plan’s funding target, any existing amortization bases are eliminated and no amortization
payments are required.

If no amortization payments are required for a plan year, the minimum required
contribution for the plan year is based solely on the plan’s normal cost. Specifically, the
minimum required contribution is the plan’s normal cost, reduced by the amount (if any) by
which the market value of the plan’s assets exceeds the plan’s funding target. Accordingly, no
contribution is required for a plan year if the market value of the plan’s assets is at least equal to
the sum of the plan’s funding target and the plan’s normal cost for the plan year.

A contribution in excess of the minimum required contribution does not create a credit
balance that can be used to offset minimum required contributions for later years. However,
contributions in excess of the minimum (and income thereon) increase plan assets, which may
have the effect of accelerating the elimination of amortization bases or of reducing contributions
required with respect to normal cost.

Timing rules for contributions

As under present law, contributions required for a plan year generally must be made
within 8-%2 months after the end of the plan year. However, quarterly contributions are required
to be made during a plan year if, for the preceding plan year, the plan’s funding target exceeded
the market value of the plan’s assets, determined as of the valuation date for the preceding plan
year.

A contribution made after the valuation date for a plan year is credited against the
minimum required contribution for the plan year based on its present value as of the valuation
date for the plan year. Present value is determined by discounting the contribution from the date

285 Under the proposal, the present-law rules permitting the extension of amortization

periods are repealed with respect to single-employer plans.
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the contribution is actually made to the valuation date, using the average effective interest rate
applicable in determining the plan’s funding target for the plan year.

Maximum deductible contributions

Under the proposal, the limit on deductible contributions for a year is generally the
amount by which the sum of the plan’s funding target, the plan’s normal cost, and the plan’s
cushion amount exceeds the market value of the plan’s assets. The plan’s cushion amount is the
sum of: (1) 30 percent of the plan’s funding target; and (2) the amount by which the plan’s
funding target and normal cost would increase if they were determined by taking into account
expected future salary increases for participants (or, in the case of a plan under which previously
accrued benefits are not based on compensation, expected future benefit increases, based on
average increases for the previous six years). The increase in the plan’s funding target and
normal cost as a result of taking into account expected future salary or benefit increases is
determined by applying the expected salary or benefit increase with respect to
participants’service as of the valuation date for the plan year. For this purpose, the dollar limits
on benefits and on compensation that apply for the plan year are used.

In addition, the limit on deductible contributions for a year is not less than the sum of: (1)
the plan’s at-risk normal cost for the year; and (2) the amount by which the plan’s at-risk liability
for the year exceeds the market value of the plan’s assets. For this purpose, at-risk liability and
at-risk normal cost are used regardless of the financial status of the plan sponsor.

Present-law rules permitting an employer to deduct a contribution made within the time
for filing its tax return for a taxable year continue to apply.

Effective date
The proposal is effective for plan years beginning after December 31, 2005.

Analysis

General policy issues relating to the funding and deduction rules for defined benefit
pension plans

The funding rules are a cornerstone of the defined benefit pension plan system and, over
time, have been a frequent source of discussion and change. Proposals relating to the funding
rules involve balancing competing policy interests.

The present-law minimum funding rules recognize that pension benefits are generally
long-term liabilities that can be funded over a period of time. On the other hand, benefit
liabilities are accelerated when a plan terminates before all benefits have been paid, as many
plans do, and the deficit reduction contribution rules to some extent reflect the amount that
would be needed to provide benefits if the plan terminated. Some argue that if minimum funding
requirements are too stringent, funds may be unnecessarily diverted from the employer’s other
business needs and may cause financial problems for the business, thus jeopardizing the future of
not just the employees’ retirement benefits, but also their jobs. This suggestion tends to arise
during a period of economic downturn, either generally or in a particular industry. Some also
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argue that overly stringent funding requirements may discourage the establishment or
continuation of defined benefit pension plans.

The limits on deductible contributions, the excise tax on nondeductible contributions, and
the rules relating to reversions of defined benefit pension plan assets have as a major objective
preventing the use of defined benefit pension plans as a tax-favored funding mechanism for the
business needs of the employer. They also serve to limit the tax expenditure associated with
defined benefit pension plans. Some argue that if the maximum limits on plan funding are too
low, then benefit security will be jeopardized. They argue that employers need flexibility to
make greater contributions when possible, in order to ensure adequate funding in years in which
the business may not be as profitable. Others note that such flexibility is available as a result of
the increases in the deduction limits under EGTRRA, but the full effect of the increases may not
be apparent yet because of recent economic conditions. With respect to reversions, some argue
that if restrictions on reversions are too strict, employers may be discouraged from making
contributions in excess of the required minimums.

The desire to achieve the proper balance between these competing policy objectives has
resulted in a variety of legislative changes to address the concerns arising at particular times. For
example, the Omnibus Budget Reconciliation Act of 1987 made comprehensive changes to the
minimum funding rules (including enactment of the deficit reduction contribution rules)
prompted by concerns regarding the solvency of the defined benefit pension plan system. That
Act also added the current liability full funding limit. Legislation enacted in 1990 allowed
employers access to excess assets in defined benefit pension plans in order to pay retiree health
liabilities. The Retirement Protection Act of 1994 again made comprehensive changes to the
funding rules. Recent changes to the funding rules have focused on increasing the maximum
deductible contribution, and on the interest rate that must be used to calculate required
contributions. For example, EGTRRA increased the current liability full funding limit and then
repealed the current liability full funding limit for 2004 and thereafter.

General analysis of the funding and deduction proposal

The proposed changes to the funding rules reflect the view that the present-law rules are
ineffective in assuring that plans are adequately funded. For example, the valuation methods and
amortization periods applicable under present law may have the effect of disguising a plan’s true
funding status. In some cases, these factors result in artificial credit balances that can be used to
reduce required contributions. Thus, employers may fully comply with the present-law funding
rules, yet still have plans that are substantially underfunded. In general, the proposal is intended
to more accurately measure the unfunded liability of a plan and accelerate the rate at which
contributions are made to fund that liability.

Under the proposal, a plan’s funding status is measured by reference to the present value
of plan liabilities, using a current interest rate, and the market value of plan assets. This
approach is intended to provide a more accurate and up-to-date picture of the plan’s financial
condition. On the other hand, some point out that most plans are long-term arrangements and a
measurement of assets and liabilities as of a particular date does not necessarily provide an
accurate picture of the plan’s status. Some are also concerned that elimination of the averaging
and smoothing rules that apply under present law may result in increased volatility of required
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contributions. They also note that the present-law averaging and smoothing rules allow
employers to know in advance that higher plan contributions will be required, thereby providing
some predictability in required contributions. They suggest that, by making required
contributions more volatile and unpredictable, the proposal may discourage employers from
continuing to maintain plans and thus may harm, rather than strengthen, the defined benefit
pension plan system.

The proposal applies a more rigorous funding target in the case of a plan maintained by a
financially weak employer. Under the proposal, financially weak status is generally based on a
rating of the employer’s debt as below investment grade by nationally recognized rating
organizations. In some cases, financially weak status is determined in accordance with standards
to be established under regulations. Some argue that credit ratings are simply not a reliable
indicator of whether a plan will terminate on an underfunded basis. They note that many
businesses with below investment grade ratings continue to operate and to maintain a defined
benefit pension plan. Some also suggest that the possibility of greater required contributions
could itself drive down an employer’s credit rating. Some also express concern that, in some
cases, Treasury and the IRS would be responsible for determining financial status.

If a plan terminates, in addition to the cost of benefits, costs are incurred to purchase
annuity contracts to provide the benefits due under the plan. In addition, an economic decline in
a business may cause employees to retire earlier and to take benefits in the form of a lump sum.
The proposal requires these factors to be reflected in the determination of a plan’s funding target
in the case of a financially weak employer. This approach has the effect of increasing such
liabilities and required contributions. Some view this approach as appropriate in order to reduce
the financial risk posed by underfunded plans maintained by financially weak employers. Others
argue that requiring such employers to make even greater required contributions may increase
the risk that the plan will terminate on an underfunded basis.

Under the proposal, the changes to the deduction limits are intended to allow employers
to make higher contributions when funds are available, thus improving the plan’s funding status
and reducing the contributions that may be required during a downturn in business. However,
some argue that the elimination of the credit balance concept (which limits the ability to reduce
future required contributions by additional contributions made in the past) undercuts the
incentive to make additional contributions. In addition, some employers may have made
additional contributions and generated credit balances as part of a planned funding strategy and
elimination of existing credit balances may be viewed as disruptive. Some suggest that credit
balances should be adjusted to reflect changes in plan asset values, but not eliminated. On the
other hand, with respect to the proposed increase in the deduction limits, some note that,
currently, most employers do not make contributions up to the present-law deduction limits.
They suggest that raising the limits will primarily benefit employers who want to use the plan as
a source of tax-free savings to provide funds for other purposes.

The present-law funding rules are complex, in part because they essentially consist of two
sets of rules - the general rules that determine required contributions on an ongoing basis and the
deficit reduction contribution rules that determine required contributions on a present-value
basis. The proposal replaces these rules with a single set of rules, which reduces complexity. In
addition, the methods used to determine minimum required contributions under the proposal are

193



less complex than the present-law rules involving the funding standard account and various
amortization periods and valuation methods.

Background relating to interest rate used to measure pension liabilities

Recent attention has focused on the issue of the rate of interest used to determine the
present value of benefits under defined benefit pension plans for purposes of the plan’s current
liability (and hence the amount of contributions required under the funding rules) and the
minimum amount of lump-sum benefits under the plan.?*® For plan funding purposes, the use of
a lower interest rate in determining current liability results in a higher present value of the
benefits and larger contributions required to fund those benefits. Alternatively, the use of a
higher interest rate results in a lower present value of future liabilities and therefore lower
required contributions.

Under present law, the theoretical basis for the interest rate to be used to determine the
present value of pension plan benefits for funding purposes is an interest rate that would be used
in setting the price for private annuity contracts that provide similar benefits. Some studies have
shown that it is not practicable to identify such a rate accurately because of variation in the
manner in which prices of private annuity contracts are determined. As a result, the interest rate
used to value pension benefits is intended to approximate the rate used in pricing annuity
contracts.”®’ Some have described this standard as a rate comparable to the rate earned on a
conservatively invested portfolio of assets.

Under present law, the interest rate used to determine current liability (and minimum
lump-sum benefits) has been based on the interest rate on 30-year Treasury obligations. The
interest rate issue has received attention recently in part because the Treasury Department
stopped issuing 30-year obligations. As a result, there is no longer a 30-year Treasury interest
rate, and statutory changes are necessary to reflect this. In addition, some have argued that the
30-year Treasury rate has been too low compared to annuity rates, resulting in inappropriately
high levels of minimum funding requirements on employers that are not necessary to maintain
appropriate retirement income security.?

266 A proposal to use a corporate bond yield curve in determining minimum lump-sum
benefits is discussed in Part IV.C.

27 In practice, the price of an annuity contact encompasses not only an interest rate
factor but also other factors, such as the costs of servicing the contract and recordkeeping. Under
present law, the interest rate used for determining current liability is intended to embody all of
these factors. See H.R. Rpt. No. 100-495, at 868 (1987).

298 As discussed above, temporary increases in the permissible interest rate for purposes
of determining current liability were enacted in 2002 and 2004.

194



Analysis of interest-rate proposal

Under the proposal, the rate of interest on 30-year Treasury securities is replaced with the
rate of interest on high-quality corporate bonds for purposes of determining the present value of
plan benefits for purposes of determining minimum required contributions. Initially, the interest
rate used is based on a weighted average of the yields on high-quality long-term corporate bonds.
After a transition period, the proposal provides for the use of a series of interest rates drawn from
a yield curve of high-quality zero-coupon bonds with various maturities, selected to match the
timing of benefit payments expected to be made from the plan.

Some belie