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E X E CUT I V E OFF ICE o F THE PRE SID E N T 

21-May-1996 12:26pm 

TO: Bruce R. Lindsey 

FROM: Elena Kagan 
Office of the Counsel 

SUBJECT: sap continued 

I just got hold of the relevant statutory language. On taxation of compensatory 
damages: . Whereas the current provision excludes from gross income damages 
received "on account of personal injury or sickness," the proposed provision 
would exclude damages received on account of "personal physical injuries or 
physical sickness." 
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May 21, l~96 
(H<:)u:;lo"! I?uleo) 

H.R. 3118 - Smal] Bu~iness Job Protectiqn ~ct 
(Archer (~) Tex~a) 

The Administration, while supporting House passage of severill 
provisions in H.R. 3448, will seek ilmendmenLa to the bill. The 
Administration strongly OPP0I30f.l the following provisions, which 
should be deleted from H.R. 3440: 

• Sect) on 150)" which would repeal il 19~3 Admj,niBtration 
initiat_ive that reduces tax incentive" for U;£L companies 
to move jobs and operations abroad. As stated :i.n the 
President's veto message on the Balanced Budget Act of 
1995, which jncluded this provisjon, the provision would 
allow busj.nesses to avoid U. s. income taxes by 
accumulating foreign earnings without limit. 

• section 1601, which would repmal the section 936 tax 
credit that encourages economl.c activity in puerto Rico. 
TIle Administrat .. i on urges, the House to X'eplace this 
provision with its proposal to reform the credj,t in a 
manner that reWards such activiLy and returns the 
projected r.evenue savings to Puert.o Rico. It is important:. 
that legislation concerning the credit contain effective 
mechanismB \:.0 promoLe job creation in the inlands. 

The Administration will also work with Congress to ildopt other 
amendments as described below. 

Provisions gyp-ported by the Adm; oj stral' ion 
an~AdOit.ional Recommended l\mendments 

The Administration supports many provisions o[ H.R. 3448, which 
are cons;; 6tent wj.th Administ~·ation proposals to. strengthen 
smRll bl1~d.neBsDs, simplify pension laws, and improve incentives 
for. education ilIld work apport.unit.les. 'l'he Administration 
believes that. these provisiorw should be enact.ed OIl t.heir own 
merits, and ~ as part of a bill to inorease the minimum wage. 

In par.ticular: 

• Small Busjness ExpenBing. The Administration st:rongly 
supports the bill's increase from $17,500 to $25,000 in 
the amounL of tangible perflonal pr.operty that small 
businesses can expense. The Administration adVOCated such 
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an increase in 1993 and in its FY ~997 Budget, although 
wiLh a faster phase-in. 

o Enmloyer·proyided EducationaJ Asaiatanc..e.. The 
Administration supports the bill's temporary extension of 
the exclusion for employer-provided educational 
assistance, and will work with Congress to provide a 
permanent exton.slon 0:( t.he exclusion. The Admjnistration, 
howcver, opposes the provision that would disallow the 
exclusjon for post-gradu~te level education. 

• Work Opportllnity Tax Credit. The provi~icJl1 in H. R. 3448 
for a new work Opport.unity Tax Credit addresses a number 
of the crit.jcisms of lhe prior Targeted Jobs Tax Credit, 
particularly jncreasing L.he period of retention. The 
Administration will wOl~k wiLh Congress to improve the 
scope and effectiveness of the new credit. For example, 
the Administration supports the amendment offered in 
committee by Rep. Rangel that would have expanded the 
cCitegory of high-risk you~h a1igible for the credit. 

2 

o Pension Simplii"ication. Many provislons of H.R. 3448 were 
included in the President's pension Simplification 
proposal announced in June ;1.991> at the White House 
Conference on Small Business. More can be done, however, 
to encourage r.etirement savings by middle and Jower-wage 
workers, such 1).S providjng more meaningful employer 
contributions under the simplified I;lm~ll business plan and 
a more appropriate doiin;i.tion of highly ~ompensated 
employees. The AdmJnistration is also concerned that the 
three-year waiver of the excise tax on very large 
retirement distributions wou] d add complcxj.ty and could 
actually encourage plan sponsors to Lerminate plans. ThQ 
Administration hopes to work with Congress in a bipartisan 
fashion to aimplify the Jaw, expand coverage, increase 
sccurity, and promote portability. 

• Subchapter B. The AdministraLion strongly supports the 
Subchapter S reform package in the bill, and wjll work 
with Congress to provide further reforms and ensure that 
reforms are appropriately targeted to. the intended 
beneticj.aries. 

• T.e_chnical Corrections.. The Administration supports the 
long-overdue enactment of technical corrections to recent 
tax legislatl.on. However·, t.he Adminh;trat;i.on opposes 
J;ieveral. special-interest, laL.e Committee additions to the 
eonscnr;us package of technical corrections. The 
Administration also oppoaes lhe inclusion in JLR. 3448 of 
various other Gpecial- j.nterest .provisj onB. 
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Heyenue Qffoets 

The Adminj stration has concern(l with cerLa in offset provioions 
in H.R. 3448 and will work with Congress Lo develop more 
suiLable of:Esets for the JOBt tax revenUe resulting from the 
new tax jnccntivcs. Two of the offsels -- relating to the 80-
called income-forecast Clccounting method and to advance refunds 
of the diesel fuel tax -. are included in the President's 
balanced budget proposal and S110uld be reserved for deficit 
reduction and meetjng baJaneed budget goals. In working with 
the Congress to develop an improved bill that lB consistent 
with the Administratj,on's recommended amendments, appropriate 
offsets will be sought. 

administration Proposals Not. Addrcs~ed .in H.R 3448 

The Administration wi] 1 work wil.h Cong)~ess to provide other 
incentives previouf.lly proposed by the Administration buL 
omiLled from tld 6 bill, auch uS the Luition and training 
deducLion, expanded Individual Retirement Accounts (including 
penalty-fr.ee withdrawals for education expenses, purchases of 
first homes, major medical expenses, Clnd unemployment), and 
revenue-neutral extension of the rcsearc:h tax cr-edit and olher 
expiring provisions. 

The Administralion will also wOl"k with Congreos to revitalize 
economically dislressed areas through tax incentives previously 
proposed by the Administration, including incentives to clean 
up abandoned, contamjnatcd properties, and to create new 
Empowerment Zoner. and Enterprise Communities. 

l:tty-AS-YOU··GQ ScoriDg 

H.R. 3448 would affect receipts; therefore, it is subject to 
the ·pay-as-you-go" requirements of the Omnibus Budget 
R8conciliation Act of 1990. OMB's scoring of thts legislation 
is under development. 

* * * * * * * 
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pUJ~In't to a special rule, in the case of television and motion picture films, the income from til roperty shall 
includ . come from the financial exploitation of characters, designs, scriptS, soorcs, and oth Incidental income 
assaciat ·th such films. but only to the extent the income is eamecHn connection with e ultimate use ohuch 
items by, or ultimate sale of merchandise to, persons who arc nOI related to the er (within the meaning of 
sec. 267 (b». FI Jy, PUJSUllllt to another sP«ia1 rule, if 8 taxpayer produces a tel . ion series and initially does 
not anticipate syn ting the episodes from the series, the forecasted income fo e episodes of the first thiee 
yean of the 6eriCS 01 take into aDClOunl any future syndication fecs ( the taxpayer enters Into an 
arrangement to syndicate ch episodes during such period). The 10.l' e, the financial explOitation rule, and 
the syndication rule would a for purposes of the look-back meth cscribed below. 

In addition, the cost ofpropcrty bjQC;t to depreciation wool nly Include amountS that satiSl}' the economic 
performance standard of section 461 . Except as provid . rcgulatio1l8, any costs that are not recovered by the 
end of the tenth taxable year after the pr service may be taken into acc::ount as depreciation In 
such year. 

ed,uICb'iQ,ns under the income forecast method would be required to 
pay (or would receive) interest based on the r culalJ of depreciation under a "Iook-baek" method. The 
"Jook-back" method would be applied in "recomputa' n year" by: (1) comparing depreciation deductions that 
had been claimed In prior periods to dcp ·ation deductions I would have been claimed had the taxpayer used 
aet\lal, rather than estimated, total in c: from the property; (2 ctermining the hypothetical overpayment or 
underpayment of tax based on this enlaled depreciation; and ( ~lying the overpayment rate of section 6621 
of the Code. Except as provided' regulations, a .. recomputation year ould be the third and tenth taxable year 
after the taxable year the pro was placed in service unless the actuall me from the property for each period 
before the close of such yea was wlUlln 10 percent orthe estimated income the property for such periods. 
The Secretary of the Trea ry would have the authority to allow a taxpayer to de the initial application of Ihe 
look-back method whe the taxpayer may be expected to have significant income the property after the third 
taxable year after th ble year the property was placed in service (c. g., the Secreta y exercise such 
authority where t depreciable life of the property is e,--pccted to be longer than three ye Property with an 
adjm:led basis 100,000 or less when the property was placed in &ern\)C: would nol be sUbJ to the look-back 
method. The III would provide a simplified look-back method for pass-through entities. 

e provi~inn would be effective for property placed in 6Crvioe after September 13, J 995, unless placed In 
rvice pursuant to a binding written contract In e1I'ect befoTe such date and all times thereafter. -----....... .-.... _- - .. _----_. --... --- -- - ----0. Modi1Y exclusIon of damages received on account of personal il\i:;:'r Si~~~~~-~~) 

- -, ...... _-_ .. _. __ ._--_ .. -
PrescntLaw 

Under present law, gross income does not include any datn,!gcs received (whether by IlIlit or agreement and 
whether as lump sums or lIS periodic; payments) on a~un' o~rsonaJ injury or siCknejscc. 104(a)(2». 

The exclusion from gross income of damages received on account of personal iqjury or sickncs~ specifically docs 
not apply to punitive damages received in connection with a case not involving physical injury or sickness. Courts 
presently differ lIS to whether the exclusion applies to,..punitive damages ~jvcd in connection with a case 
involving a physical injury Of phyaical sic;knes3.(11) LJ ~rtain Stat~ provide that. In the c:asc of claims under a 
wrongful death statUlC, only punitive damages may be awarded. 

Coons have interpreted the cltclusion from gross income of damages reocived on acoouAt of personal injury or 
s:icknftll$ broadly in some oases to cover award5 for personalllllwy thai do DDt relate to a phYsical injury or 
stclrness, FOT example. some courtS have held that the exclusion applies to damages in cases involving certain 
forms of employment discrimination and injury to reputation where there is no physicalllllwy or sickness. The 
damages received in these cases generally consist of back pay and other awards intended to compensate the 
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claimant for lost wages or lost profits. The Supreme Coun recently held that damages received ba~ on a claim 
under the Age Discrimination in Employment Act could not be excluded from income.(12)[j In light of the 
Supreme Coull dc:l;ision. the Internal Revenue SelVice has sus~nded existing guidance on the tax treatment of 
damag~ teceived nn account of other fonns of employment discrimination. 

))escription of Bill 

Include in income all punitive damage. 

The bill would generally provide that the exclmion from gross income docs not apply to any punitive damage£ 
received on account of pel1iOnal injury or sickness whether Or not related to a physical injury or physical sickness. 
Under the bill, prescnt law would continue 10 apply to punitive damages received in a wrongful death action jf the 
applicable State lAW (AI in effect on Soptember 13, 1995 without regard to subsequent modilication) provides, or 
bas been construed to provide by a court decision issued on or before such dale, that only punitive damagcs may be 
awarded in a wrongful death action. The bill would intend no inference as 10 the application of the exclusion to 
punitive damages prior to the effective date of the bill in connection with a case involving a physical injury or 
physical sickness. 

Include in income damage recoverles for nonphysical injuries 

'the bill would provide that tIlC c,,~lusion ftom gross Income only applies to Clamages received on account of a 
personal physical iIUury or physiCAl ~iekness. If an action has its origin In a physical injury or physical 5i~klless, 
then all damages (other thali punitive dmiages) thaI flow therefrom would be treated as payments received on 
acc:ount of physical injury or physical sickness whether or not the recipient of the damages is the injured pany. For 
~xamplc, damages (other than punitive damages) received by an individual on account of a claim for loss of 
consortiUJn due to the physical injUJY or physical sickness of imth individual'l>lipOusc would be c){cludable frOm 
gross income. In addition, damages (other than punitive damages) received on account of a claim of wrongful 
death would continue to be excludable from taxable income as under present law. 

The bill also would specifically provide that emotional distress Is nOI considered a physical injury or physical 
sickness.(3) D Thus. the exclusion fmm gross income would not apply to any damages received (other than for 
medical expenses as discussed below) based on a claim of employment discrimination or iIUury to reputation 
accompanied by a claim of emotional distress. Because all damages received on account of phySical injury or 
physical si~knCS5 arc excludable rrom gross Income, the exclusion from gross income would apply to any damages 
received ba~ on a claim of emotional distress that is atUibutable: to a physi(;8} injury or physical sickness. In 
addition, the exclusion from gross income specifically would apply to the amount of damages received that iS'not in 
excess of the amount paid for medical care attributable 10 emotional distress. 

The bill would intend no infere:nl;<: jU; 10 the application oCthe exclusion to damages prior to the effective dale of 
the bill in connection with a case nol involving D physical injury or physical siekncllS. 

Effective Date 

The pmvi$ions generally would be effective with respect to amounu tc:I;cived after June 30, )996. The 
provisions would nol apply to amounts received under a written binding agreement, court decrC4l, or mediation 
award in c:fI'c:ct on (or issued on or befote) September 13, 199~ 

-----.::::....,..---~,--.-----
refunds of diesel fuel WI for pur~basers of di~i-powered ~~tomo~ and light truckS - -

Present Law , ________ 
.-------

Excise taxes arc impo5cd on gaSOline (14 ce [~ci diesel fuel (20 cents per gallon) to fund the 
Federal Highway Tnl~ Fund. Before 108S, lhe.JllllClfine~ucl tax TIltes were: the samc. The: predominate 
highway use of diesel fuel i~m, the diesel excise taxrnt~ed above the sasoline ta" mlO 

./ ------. ... 
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EXECQ i IOE OF':'C! OF i AE PRESIDtfN i 
OFFice OF MANAGEMENT AND BUDGET 

WashIngton, D.C. 20503-0001 

11/17198 
LEGISLATIVE REFERRAL MEMORANDUM 

Legislative ~iaieon Officer - Seo Distribution below: 

15:14 NO.015 P.Ol 

LRMNO:4479 

.PILI: NO: 2326 

Total P.g~(.): _ 

James JUKES ;<2-1 ~ (for) Malatent Director for Le9161~tive Reference 

Ronald JONES 3'5--3386 Legislative Assistant's LIne: 3115-3454 
C",US, k'TELEMAIL, IkGOVoI-EOP, O=OMB, OU1=LRD, S .. JONES, G=RONAlD, I=E 
jone5_re@a1.eop.gov 

SUBJECT: Pr"po~ed Statement of Administration Policy RE: HR3448, Small Business Job 
Protection Act of 1996 

DEADLINE: 4:00 PM Friday, May 17,1996 

In accordance with OMB Circular A-19, OMB requGGtG the views of your IIIgency on the above subj9Ct before 
advising on Its relationship to the program of the PreSident. 

Pit ... advise u. If thIs Item will affect direct spending or reGelpt. for purpos •• of the "Pay-As-Yoll-Oo" 
provI8Io". af Tltlo XIII of tho Omnibus Budget ReconclllaUon Act of 1990. . 

COMMENTS: A HA~O COpy OF THIS LRM IS ALSO BEING F'AXEDfDELIVERED TO YOU. 
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LEGISLATIVE REFERRAL MEMORANDUM 
Dletrlbutlon LIst 

SUBJECT: Proposed Statement of Administration Policy RE: HR344B, Small Business Job 
Protection Act of 1996 

AGENCIES: 

7-AGRICULTURE - Marvin Shapiro - 2027201516 
25-COMMERCE - Michael A. Levitt· 2024823151 . 
18-Council of Economic Advisers - Liaison Officer (vacant) - 3955084 
30-EDUCATION - Jack Kristv - 2024018313 
54-HUD - Vacant - 2027081193 
59-INTERIOR - Jane L~der • 2022086706 
62-LABOR • Robert A. Shapiro - 2022198201 
76-NBtlonBI Economio CounclI- Sonyla Matthowo - 2024562174 
97-Penslon Benefit Guaranty Corporation - Gelil Sevin. 2023264080 
10B-Securities elno Exchanpe Commission - Kaye F. Williams - 2029420014 
107-Small Business Administration - Mary Kristine Swedln - 2022056700 
110-5001al Securltv Administration - Judy Chesser - 2024827148 
117-TRANSPORT'ATION • Tom Herlihy - 2023664687 
118_TREASURV - Richard S. Carro - 2026221146 

15:14 No.015 P.02 

LRMNO: 4478 

FILE NO: 2326 

EOP: 
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Murguia J 
Shuffield A 
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Kieffer C 
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DIMON!) P 
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BEARD 9 -
RE~E­
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May 17, 1996 
(House Rules) 

H R 3448 ~ Small Business Job Protect1on Act 
(Archer (R) Texas and xx cosponsors) 

The Administration supports House passage of H.R. 3448. but 
will seek amendments to delete two provisions that it strongly 
opposes: 

• Section1G03(i), which would repeal a 1993 Administration 
initiative that reduces tax incentives for u.s. companies 
to move jobs and operations abroad. As stated in the 
President's veto message on the Balanced Budget Act of 
1995, which included this provision, the provioion would 
allow businesses to avoid taxes by accumulating foreign 
earnings without limit. 

• section 1501, which would repeal the section 936 tax 
credit that encourages eoonomic aotivity in Puerto Rico. 
The Administration urges the House to replace this 
provision with its proposal to reform section 936 in a 
manner that rewards such activity and returns the 
projected revenue savings to Puerto Rico. It is important 
th~t legielation concerning section 936 contain effective 
mechanisms to promote job creation in the islands. 

The Administration will seek other ~mendments to H.R. 3446, as 
described below. 

Provisions su~~orted py the Adm1nlstration and Additional 
Recommended Amendments 

The Administration supports many provisions of H.R. 3448, which 
are consistent with Administration proposals to strengthen 
small businesses, simplify pension laws, and improve incentives 
for education and work opportunities. The Administration 
believes that these provisions should be enacted on their own 
merits, and not as part of a bill to increase the minimum wage. 

In particular: 

• Small Business Expensing. The Administration strongly 
supports the bill's increase from $17,500 to $25,000 in 
the amount of tangible personal property that small 
businesses can expense. The Administration advocated such 
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an increase in 1993 and in its FY 1997 Budget, although· 
with a faster phase-in~ 

• E~l"l'er-Provided Educational Assistance. The 
Administration supports the bill'S temporary extension of 
the e~clueion for employer-provided eduoational 
assistance, and will work with Congress to provide a 
permanent extension of the exclusion. The Administration~ 
however, opposes the provision that would disallow the 
exclusion for poet-graduate level education. 

2 

• Work Qgportunity Tax Credit. The provision in H.R. 3448 
for a new Work Opportunity Tax Credit addresses.many of 
the criticisms Of the prior Targeted Jobs Tax Credit. The 
Administration will work with Congress to improve the 
scope and effectiveness of the new credit. For example, 
the Administration supports the amendment offered in 
committee by Rep. Rangel which would have expanded the 
category of high-risk youth eligible for the credit. 

• Pension Simplification. Many provisions of H.R. 3448 were 
included in the President's pension simplification 
proposal announced last June at the White House Conference 
on Small Business. More can be done. however, to 
encourage retirement savings by middle and lower-wage 
workers. The Administration hopes to work with Congress 
in a bipartisan fashion to simplify the law, expand 
coverage, Ilnd promote portability. The Administrati.on is 
concerned that the three-year waiver on the excise tax 
imposed on very large retirement distributions could 
actually add complexity and encourage plan sponsors to 
terminate plans. 

• Subchapter S. The Administration strongly supports the 
Subchapter S reform package in the bill, and will work 
w1th congress to provide further reforms and ensure ·that. 
reforms are appropriately targeted to the intended 
beneficiaries. 

• *eChni¢aJ Correct1ons. The Administration supports the 
long-overdue enactment of technical correctione to recent 
tax legislation. However, the Administration opposes 
several special-interest, late additions to the consensus 
package of technical corrections. These proviSions were 
not added pursuant to the traditional bicameral, 
bipartisan process for technical corrections .. The 
Administration also opposes the inclusion in H.R. 3448 of 
various other special-interest provisions[, suoh as 
-----]. 
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Revenuf;1! Qf£aat.s 

The Administration 'has concerns with certain offset provisions 
in H.R. 3448 and will work with Congress to develop more 
suitable offeets to the lost tax revenue resulting from the new 
tax incentives. Two of the offsets. -- relating to the 80-

called income-forecast accounting method and to advance refunds 
of the diesel fuel tax -- are included in the President's 
balanced budget proposal and should be ,reserved for deficit 
reduction. In working with the Congress to develop an improved 
bill that is consistent with the Administration's recommended 
amendments, appropriate offsets will be sought. 

Administration Proposals Not Addressed in H R 3448 

The Administration will work with Congress to provide other 
incentives previously proposed by the Administration but 
omitted from this bill, such as the tuition and training 
deduction, tax incentives for distressed areas, expanded 
Individual Retirement Accounts (including penalty-free 
withdrawals for education expenses and unemployment), and 
revenue-neutral extension of the research tax credit and other 
expiring provisions. 

The Administration will also work with Congress to revitalize 
economically aistressea areas through tax incentives previously 
proposed by the Administration, including incentives to cle~n 
up abandoned, contaminated properties, and to create new 
Empowerment Zones and Enterprise Communities. 

pay-As-Ygu-Gg S~grinSl 

[Insert Treasury scoring or a statement that Bcoring is under 
development. ] 

'. 
." ." ." ." ." ." ." 
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.!I'-AII tilllle!! t4.ere8~er heMIC ouch pCOdm:lIon or acquisition. 

SEC. I SOS. REPEAL OJ' tiXCLUSION FOR PUNI11VE OAMAGES AND FOR DAMAGES NOT 
AITRIBUTABLE TO P"YSICAL INruR1F.S OR SICKNESS. 

(a) IN GRNERAL.--J'aragraph (2) of section 104(a) (relaling to compcnsati(l1\ for injuries or dckn~s) is 
amcnded to read 8S follows: 

"(2) the amO\lllt of any damages (otller than plmitivc dam~es) received (whether by suit or agreement and 
whether liS lump SIIIllS or as periodiC payments) on account o~rsonal physical injuries or physical sickncRs. 'iJ 

(b) EMOTIONAL DISTRESS AS SUC" TREA 1'I1D AS NOT PHYSICAL INJURY OR PHYSICAL 
SICKNBSS.--Scclion 104(a) is amended by striking the last I'Cntcnce and inserting the following new scntence: 
"For purpo~eR ofparagmph (2), emotional distress shall Jlot be treated as a physical Injury or p).ysi~1 aiel<ness. 
The preceding sentence shallllot apply to an amount of damages not In cxceS$ of the amount paid for medical care 
(described in subparagraph (A) or (a) of section 21 :l(d)(I» attributable to emotiollal distress. ". 

(e) SPBCIAI. RUI.E FOR STATES IN WHICH ONLY PUNITJVU DAMAGllS MAY DB A WARDf.o ]1'1 
WRONGFUL DEATH ACTJONS.--Seclioll 104 is amended by redesignating subsection ec) 85 aubseclion (d) and 
by inserting after subsection (b) tbe following new subscclion: 

"(e) RESTIUCTION ON PUNITIVE DAMAGES NOT TO APPLY IN CERTAIN CASES.--'fhe estriclion 011 

thc application of subsection (a)(2) to plllutivc damages ~hall not IIpply to punitive danmgcs Ilwarded inn civil 
action--

"(1) Whlcllis a wrongful dcalll nctioll, jlnd 

.. (2) with respect to which applicable State Jaw (as in cffect on Septcmber 13, P)9!1 and Wi\11OUt regatd to any 
modificatiotl aftcr such date) provides, or has been construed 10 provide by 8 court of competent jllrisdictioJl 
pUrsll~1\I to a deci~ion issued on or before September 13, 1995, Ihat ollly punitive damages may be aWl1rdcd in such 
an action. 

This ~ubscction sllall ecase to apply to any civil actiOIl filcCl on ur after 1I1C first dale on which the applic."Ible 
StlltC law ceases to provide (or is no longer constmcd to provide the Ireatmcnt dCllcribcd in paragraph (2)." 

(d) EFl''ECTlVE DATE." 

(1) IN GENERAL.--Except as provided ill paragraph (2), the ilmcndments made by thi~ section shall apply to 
amounts received after December :n, 1995, in laKlIble ycar~ ending aner such date. 

0) llXCEPTlON.··The atllendmcnts made by this section shall not apply to any a",oullt received ulldcr 11 
writlCIl binding agreement court decree, or mediation award in effect on (or issued 011 or beforo) Septembct 13, 
1995. 

OF DIESEI.··POWERED 
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TO: Bruce R. Lindsey 

FROM: Elena Kagan 
Office of the Counsel 

/ , 

SUBJECT: SAP 

OMB just called me about the Administration's proposed SAP on the Small Business 
Job Protection Act. The SAP supports passage of this bill, which (in OMB's 
words) contains provisions "to strengthen small businesses, simplify pension 
laws, and improve incentives for education and work opportunities." The SAP 
indicates, however, that the Administration will seek amendments to delete two 
provisions -- a repeal of a tax credit that encourages economic activity in 
Puerto Rico and a repeal of an Administration initiative that reduces tax 
incentives for US companies to move operations abroad. 

One question OMB raises is whether we also want to object to a provision of the 
bill that imposes income tax on most punitive damage awards. (There is an 
exception for punitives in wrongful death actions in any state that limits 
damages in such actions to punitives.) Treasury likes the provision. At least 
on first blush, I do too. Given that punitive damage awards are essentially a 
windfall to the plaintiff, necessary to ensure the public good, there is no 
reason to exclude the normal portion of such monies from going to the public. 

A second question relates to a provision that would subject to income tax 
compensatory damages that are not "received on account of a personal physical 
injury or physical sickness." I take it that the current exclusion from income 
tax has been interpreted by some courts to apply in, for example, certain 
employment discrimination or defamation cases, even though the current exclusion 
also refers to personal injury or sickness. This provision is supposed to 
prevent such a broad interpretation. The committee report on the provision 
notes that damages for emotional distress are excludable from gross income if 
the distress arises from physical injury or, if it does not, to the extent the 
distress has led to medical expenses. I think this change is problematic: it 
clearly assumes that some kind of compensatory damages are more "real" than 
others (though the current statutory language seems to do so as well). What do 
you think; is this worth objecting to? 


