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PREFACE

H.Con.Res. 64 sets forth the congressional budget for the United
States Government for fiscal years 1994, 1995, 1996, 1997, and
1998. The resolution also instructs Senate and House committees
to develop legislation that achieves the levels of deficit reduction
established by the resolution. These “budget reconciliation” rec-
ommendations of the various committees are submitted to the
Committees on the Budget and assembled into a bill which is con-
sidered by each House.

H.Con.Res. 64 instructs the Committee on Finance to report
changes in laws within its jurisdiction sufficient to reduce outlays
from direct spending programs by $2,346,000,000 in fiscal year
1994 and $35,157,000,000 for the period of fiscal years 1994
through 1998; and to increase revenues $27,293,000,000 in fiscal
year 1994 and $272,105,000,000 for the period of fiscal years 1994
through 1998. The Committee on Finance is also instructed to re-
port changes in laws to increase the statutory limit on the public
debt to not more than $4,900,000,000,000.

The Congressional Budget Act permits the Committee to alter—
within certain limitations—the mix of spendin,F reductions and rev-
enue increases as long as the total deficit reduction of
$29,639,000,000 in fiscal year 1994 and $307,262,000,000 for the
period of fiscal years 1994 through 1998 is achieved.

On June 18, 1993, the Committee on Finance approved its budg-
et reconciliation recommendations by a vote of 11-9. These rec-
ommendations reduce the deficit by $40,293,000,000 in fiscal year
1994 and $310,860,000,000 from fiscal year 1994 to fiscal year 1998
and increase the statutory limit on the public debt to
$4,900,000,000,000.

This committee ‘Hrint contains the explanatory report language
for titles VII and VIII of the omnibus legislation that was reported
l‘x the Senate Budget Committee on June 22, 1993. Titles VII and

II are the portions of the bill within the jurisdiction of the Com-

mittee on Finance.
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TITLE VII—-FINANCE COMMITTEE RECONCILI-
ATION PROVISIONS RELATING TO MEDI-
CARE, MEDICAID, AND OTHER PROGRAMS

Subtitle A—Medicare

PART I—PROVISIONS RELATING TO PART A

Payment Updates for Inpatient Hospital Services
(Section 7101)

Present Law

(a) PPS Hospitals.—Under the prospective payment system,
there are different standardized amounts for hospitals located in
large urban areas (metropolitan statistical areas with a population
over 1 million, or 970,000 in New England), “other urban” areas,
and rural areas. Different update factors apply to the urban and
rural standardized amounts. The standardized amounts are up-
dated annually effective with discharges occurring on or after Octo-
ber 1 of each year. A sole community hospital is paid based on the
higher of the applicable standardized amount or a hospital-specific
rate. The hospital-specific rate is updated annually effective with
the beginning of the hospital’s cost reporting period. The update
factors are based on the projected increase in the hospital market
basket, an index that measures changes in the prices of goods and
services purchased by hospitals. OBRA 90 set the update factors
for FY 1994 and FY 1995 as follows:

¢ The update factor for the urban standardized amount is equal
to the estimatedafaercentage increase in the hospital market basket.

¢ For the rural standardized amount, the 1994 update factor
is equal to the estimated percentage increase in the hospital mar-
ket basket plus 1.5 percentage points; for FY 1995, the update fac-
tor is to be set at the level necessary to eliminate the difference be-
t\yt:elen the standardized amounts for rural and “other urban” hos-
pitals.

e The update factor for the hospital-specific rate applicable to
sole community hospitals is equal to the estimated percentage in-
crease in the hospital market basket.

For FY 1996 and subsequent years, the update factor for all hos-
pitals subject to the Krospective payment system is equal to the es-
timated increase in the hospital market basket.

Other changes in the prospective payment system are made
when the standardized amounts are ?ﬁed. These include revi-
sions to the hospital wage index, the DRG classification system and
relative weights, outlier thresholds, and changes in éeeographic
classification resulting from decisions by the Medicare Geographic
Classification Review Board. A hospital that serves a disproportion-

1) :



2

ate share of low income patients receives an additional payment
based on the percentage of its patient population that are low in-
come. The payment adjustment factor applicable to urban hospitals
with 100 or more beds is to increase effective with discharges oc-
curring in FY 1994. A grovision establishing a “regional floor” on
payments for hospitals located in a region for which the regional
average standardized amount is higher than the national average
standardized amount expires September 30, 1993.

(b) PPS-Excluded Hospitals.—Hospitals excluded from the pro-
spective payment system (psychiatric, rehabilitation, children’s,
cancer, and long-term hospitals and psychiatric and rehabilitation
distinct tpart; units) are paid on a reasonable cost basis subject to
a rate of increase limit on operating cost:eser discharge. The per
discharge limit, or target amount, is updated annually. The update
factor for the target amount is equal to the estimated percentage
increase in the hospital market basket and is effective for cost re-
porting periods beginning on or after October 1 of each year.

Commiittee Proposal

(a) PPS Hospitals.—PPS rates would be updated annually effec-
tive for discharges occurring on or after January 1 of each year.
The payment rates in effect as of September 30, 1993 would con-
tinue in effect through December 31, 1993. No changes in the
standardized amounts, DRG classification system or relative
weights, outlier thresholds, wage index values, or in a hospital’s ge-
ographic classification would occur until January 1, 1994. The in-
crease in disproportionate share payments for urban hospitals with
at least 100 beds would be pomned and would become effective
for discharges occurring on or r January 1, 1994. The regional
floor would be extended through December 31, 1993.

The standardized amounts would be updated on a calendar year
basis as follows:

¢ 1994: The urban standardized amounts would be updated by
the estimated percentage increase in the hospital market basket
minus 2.18 percentage points. The rural standardized amounts
would be updated by the market basket increase minus .68 per-
centage points.

e 1995: The urban standardized amounts would be updated by
the estimated percentage increase in the hospital market basket
minus 2.27 (Yercentage points and the labor and non-labor portions
of the standardized amounts would be recomputed based on the
labor and non-labor proportions in the national average standard-
ized amount for all hospitals. The rural standardized amount
would be updated to equal the standardized amount applicable to
hospitals located in “other urban” areas so that there would be a
single standardized amount applicable to hospitals located in rural
and “other urban” areas.

¢ 1996: The standardized amounts would be updated by the per-
centage increase in the hospital market basket minus 2.0 percent-
age points.

e 1997: The standardized amounts would be updated by the per-
centage increase in the hospital market basket minus 1.0 percent-

age point.
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o 1998 and thereafter: The standardized amounts would be up-
dated by the percentage increase in the hospital market basket.

The effective date of the update in the hospital-specific rate ap-

licable to a svle community hospital would be changed from the

ginning of the hospital’s cost regorting period to January 1. The
update factor would be based on the average increase in the stand-
ardized amounts and would ec&ual the percentage increase in the
hospital market basket minus 2.0 percentage points in 1994 (after
a 3 month freeze) through 1996 and the percentage increase in the
ho%ﬁital market basket minus 1.0 percentage point in 1997.

e Committee notes that in the proposed rule for FY 1994
Changes to the Hospital Inpatient Prospective’ Payment Systems
that was published ay 26, 1993, the Secretary indicated an inten-
tion to evaluate the “nearest neighbor” labor market areas rec-
ommended by the Prospective Payment Assessment Commission
and other alternatives to the labor market area definition currently
used to construct the hospital wage index. The Committee expects
the Secretary to expedite the approgiate review and analysis so
that refined labor market areas will be considered for implementa-
tion as soon as possible.

(b) PPS-Excluded Hospitals.—Beginning January 1, 1994, the
market basket projection would be made on a calendar year basis
and would be applicable to cost reporting periods beginning in that
calendar year. For cost re%orting periods beginning in 1994, an av-
erage update factor for the target amount would be determined
based on no increase for the first three months of the cost reporting
period and an update factor equal to the estimated percentage in-
crease in the hospital market basket minus 1.0 percentage point for
the remainder of the cost reporting period. For cost reporting peri-
ods beginning in 1995 through 1997, the update factor for the tar-
get amount would equal the percentage increase in the hospital
market basket minus 1.0 percentage points.

The Committee notes that OBRA 90 required the Secretary to
develop a iroposal to modify the current payment methodology for
hospitals that are excluded from the prospective payment system.
The report was to be submitted to Congress by April 1, 1992. The
Committee urges that the Secretary submit the report promptly
and include recommendations concerning re-basing the target
amounts to reflect operating costs incurred in a recent cost report-

ing period.
Effective Date
Upon enactment.

Payment for Indirect Costs of Medical Education
(Section 7102)

Present Law

Prospective payments to teaching hospitals (hospitals with resi-
dents in approved graduate medical education programs) are ad-
justed to reflect indirect medical education costs, such as the extra
demands placed on hospital staff due to teaching activity, the addi-
tional tests and procedures ordered by residents, and the higher
costs associated with treating more severely ill patients. The pay-
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ment adjustment is currently based on a formula that increases the
DRG payment by approximately 7.7 percent for each 10 percent in-
crease in the ratio of residents to beds. The inciease is calculated
on a curvilinear basis (that is, an increase in the resident-to-bed
ratio does not result in a proportional increase in payment).

Commiittee Proposal

The formula used to determine the indirect medical education ad-
justment factor would be revised to result in a phased reduction in
the additional payment for indirect teaching costs. Effective for dis-
charges occumnaon or after January 1, 1994 and before January
1, 1996, the DR l!l)afnnent would be increased by approximately
7.0 percent for each 10 percent increase in the ratio of residents-
to-beds. Effective for discharges occurring on or after January 1,
1996, the DRG payment would be increased by approximately 6.5
E:;gent for each 10 percent increase in the ratio of residents-to-

Effective Date
Upon enactment.

. Loss of Regional Referral Center Status
(Section 7103)

Present Law

Under the prospective payment system, hospitals located in rural
areas that meet certain criteria may be classified as regional refer-
ral centers. Referral centers are paid standardized amount for
“other urban” areas, rather than the standardized amount for rural
areas. The Omnibus Budget Reconciliation Act of 1989 (OBRA 89)
allowed hospitals that were classified as regional referral centers
as of September 30, 1989, to continue in that status through cost
reporting periods beginning before October 1, 1992, regardless of
whether they continued to meet the criteria for designation as a re-
gional referral center. Beginning on October 1, 1994, the standard-
1zed amount for hospitals in rural areas will equal the standardized
amount for hospitals in “other urban” areas.

Committee Proposal

Hospitals that were classified as regional referral centers as of
September 30, 1992 that were not subsequently reclassified by the
Medicare Geographic Classification Review Board would continue
to receive the “other urban” standardized amount through portions
of cost regorting riods occurring before January 1, 1995, regard-
less of whether they continue to meet the criteria for designation
as a referral center.

The Secreta;?' would be required to make a lump sum payment
to any hospital that was determined to not meet the criteria for
designation as a referral center as a result of the triennial status
review. The payment would be for the additional DRG standard
payments (exclusive of outlier payments) that would have been
made if the hospital had not lost designation as a regional referral
center and had continued tc receive payment based on the “other
urban” standardized amount. Hospitals that lost rural referral cen-
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ter status as a result of a favorable reclassification decision by the
Medicare Geographic Reclassification Review Board for fiscal years
1993 or 1994 would have the opportunity to decline the reclassifica-
tion and retain rural Jreferral center status.

Effective Date \
Upon enactment.

Medicare-Dependent, Small Rural Hospital Payment
Extension

(Section 7104)

Present Law

OBRA 89 established a special &a ent provision for “Medicare-
dependent small rural hospitals (MDHs),” rural hospitals with 100
or fewer beds that had at least 60 percent Medicare utilization dur-
ing their cost reporting period beginning in FY 1987. The provision
applied only to cost reporting periods beginning on or before April
1, 1990, and ending on or before March 31, 1993. An MDH was
ﬁaid for operating costs under the same formula as sole commumt;t{

ospitals; that is, an MDH was paid on the basis of its hospital-
specific rate (the higher of its 1982 or FY 1987 operating costs
per discharge, updated for inflation) or the rural standardized

amount, whichever is higher.

Committee Proposal
For discharges occurring during cost reporting periods beginning
on or after April 1, 1990 and before April 1, 1993, the SCH pay-
ment methodology would continue to apply to MDHs. For portions
of cost reporting periods beginning on or r April 1, 1993 and be-
fore January 1, 1995, an H would receive 50 percent of the dif-
ference between its payment under the SCH payment rules and the
payment regularly provided under the prospective payment system.
he Secretary would be required to make a lump sum payment
for the additional J)ayments that would have been made if the
MDH provision had continued to apply to cost reporting periods
ending after March 31, 1993. Hospitals that lost MDH status as a
result of a favorable reclassification decision gf' the Medicare Geo-
graphic Reclassification Review Board for fiscal years 1993 or 1994
would be offered the opportunity to decline the reclassification and

retain MDH status.

Effective Date
Effective as if included in OBRA 89.

Elimination of Return on Eci“uity for Proprietary Skilled
Nursing Facilities

(Section 7105)

Pres¢ng Law

Proprietary skilled nursing facilities (SNFs) receive, in addition
to payments for the costs of providing services, a return on equity
payment, which provides the investors in the facility a return on
their investment equivalent to what they would have earned if they
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had invested the same amount in specified government securities.
Return on equity Iayments for proprieta ospitals were phased
out by the Consolidated Omnibus Budget Reconciliation Act of 1985
(COBRA 85). SNF's are the only providers still receiving Medicare

return on equity payments.

Committee Proposal
The pagment to SNFs for return on equity capital would be
eliminated.

Effective Date
. liggtéons of cost reporting periods occurring on or after October

Extension of 10 Percent Reduction in Payments for Capital-
Related Costs of Inpatient Hospital Services

(Section 7108)

Present Law i _

Until FY 1992, Medicare payments for inpatient hospital capital
costs were on a reasonable cost basis, subject to statutory percent-
age reductions. Since FY 1992, Medicare has instead paid for cap-
ital under a prospective payment system. The Omnibus Budget
Reconciliation Act of 1990 (OBRA 90) provided that, for portions of
cost reporting periods or discharges occurring in FY 1992 through
FY 1995, the Secretary is to reduce operating or capital gayments,
or both, to achieve a 10 percent savings relative to what would
have been paid for capital expenses on a reasonable cost basis.

The regulations implementing the capital prospective payment
system provide for a ten-year transition from reasonable cost pay-
ments to payment based solely on a federal rate. During the transi-
tion, each hospital’'s payment is based on a decreasing proportion
of its hospital-specific costs and an increasing proportion of the fed-
eral rate for capital. During the transition, hospitals with high cap-
ital costs are paid 85 percent of the reasonable costs for capital in
patient care use as of December 31, 1990 and certain capital
projects that were obligated as of that date. There are special cri-
teria related to obligated capital for hospitals inm~ States with a

lengthy certificate-of-need (CON) process.

Committee Proposal

The provision that re%uires the Secretary to reduce operating or
capital payments, or both, to achigve a 10 percent savings relative
to what would have been paid for capital expenses on a reasonable
cost basis would be extended through FY 1998.

The Committee notes that in the proposed rule for FY 1994
Changes to the Hospital Inpatient Prospective Payment Systems
that was published in the Federal Register on May 26, 1993, the
Secretary indicated that insufficient information was available to
complete a systematic evaluation of the obligated capital criteria
for hospitals in States with a lengthy CON process in time to con-
sider appropriate changes during the FY 1994 rulemaking process.
The Committee expects the Secretary to complete the assessment
in time for consideration in the 1995 rulemaking process and to
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evaluate not only the criteria for recognition of obligated capital in
States with a lengthy CON process but also whether changes
should be made in the payment rules to extend reasonable cost
payments for such projects beyond the 10-year transition period.

Effective Date
Upon enactment.

Skilled Nursing Facility Cost Limits
(Section 7107)

Present Law

Medicare payment for skilled nursing facility services is made on
a reasonable cost basis subject to a limit on routine costs per diem.
The limit is based on 112 percent of the mean per diem routine
service costs for freestanding facilities. There is an add-on to the
limit for hospital-based facilities equal to 50 percent of the dif-
ference between 112 percent of the mean per diem routine costs for
freestanding facilities and 112 percent of the mean per diem costs
for hospital-based facilities.

The labor-related portion of the limits are to be adjusted by an
appropriate wage ind%x. The Secretary currently uses a wage index
based on wage data collected from hospitals. In its March 1, 1992
Report and Recommendations to the Congress, the Prospective Pay-
ment Assessment Commission recommended that the Secretary col-
lect data on employee compensation and paid hours of employment
for nursing facilities for the purpose of implementing a nursing fa-
cility wage index to adjust the cost limits. The limits are to be up-

dated every two years.

Committee Proposal

The cost limit would be lowered to 110 percent of the median per
diem routine service costs for freestanding facilities. The add-on for
hospital-based facilities would equal 50 percent of the difference be-
tween 110 percent of the median per diem routine costs for free-
standing facilities and 110 percent of the median per diem routine
costs for hospital-based facilities. The Secretary would be required
to begin collecting the data necessary to compute a wage index
based on wages specific to skilled nursing facilities within 1 year
of enactment. The Prospective Payment Assessment Commission
would be required to study and report by March 31, 1994 on the
impact of applying the limits on routine per diem costs on a re-

gional basis.

Effective Date

The lower cost limits would be effective for cost reporting periods
beginning on or after October 1, 1993. The other requirements
would be effective upon the date of enactment.
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Payments for Hospice Care
(Section 7108)

Present Law

Payment for routine home care and other services included in
hospice care are updated annually each October 1 based on the per-
centage increase in the hospital market basket.

Committee Proposal

The annual payment update would be moved to January 1. Pay-
ment rates in effect as of September 30, 1993 would continue in ef-
fect until January 1, 1994. Effective January 1, 1994, the annual
update through 1998 would equal the percentage increase in the
hospital market basket minus one percentage point.

Effective Date
Upon enactment.

PART II—PROVISIONS RELATING TO PART B
Subpart A—Physicians’ Services

Reduction in the Physician Fee Update
(Section 7201)

Present Law

The law contains a default formula for updating the Medicare
physician fee schedule if Congress does not act to set the update.
The default update is the Medicare Economic Index (MEI—an in-
flation index) for the year plus or minus the difference between the
Medicare volume perg)rmance standard rate of increase and actual
expenditures for the second previous fiscal year (i.e. FY 1992 ex-
penditures are used in determining the update for 1994).

The law also specifies a lower limit on the update. The update
in 1994 and 1995 can be no lower than the MEI minus 2.5 percent-
age points. In subsequent years, the update can be no lower than
the MEI minus 3 percentage points.

The volume performance standard specifies a maximum rate at
which expenditures for physicians’ services should increase. Sepa-
rate volume performance standards were established for surgical
services and all other services for FY 1992. The surgical volume
performance standard (VPS) rate of increase was 6.5 percent in
1992; the non-surgical VPS was 11.2 percent; and the VPS for all
services was 10.0 percent.

In 1992, actual expenditures for surgical services decreased by
3.3 percent; non-surgical services increased by 7.0 percent; and all
services increased by 4.3 percent. The estimated MEI for 1994 is
2.4 percent. Using the default formula, the estimated updates for
1994 are as follows. For surgical services, the estimated default up-
date is 12.2%. For non-surgical services, the estimated default up-
date is 6.6%. The estimated default update for all services is 8.1%.
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Committee Proposal

The committee proposal would reduce the default formula up-
dates by 8.0 percent for surgical services and 4.4 percent for non-
surgical services, except for primary care, which would receive the
default update. Under the committee’s provision, the estimated up-
dates for 1994 are 4.2% for surgical services; 2.2 percent for all
other services (except primary care; and 6.6 percent for primary
care services.

Effective Date
Upon enactment.
Reduce Default Medicare Volume Performance Standard
and Update
(Section 7202)
Present Law

The default Medicare Volume Performance Standard (VPS) es-
tablishes a standard for the rate of growth in Medicare physician
expenditures if Congress does not act to establish a VPS. The pur-
pose of the standard is to encourage physicians to restrain the rate
of growth in spending so that actual expenditures for a given year
do not exceed the VPS for that year.

The default VPS is calculated as the sum of the following four
factors, from which a performance standard factor is subtracted: (1)
the Secretary’s estimate of the weighted average percentage in-
crease in Medicare physician fees; (2) the Secretary’s estimate of
the percentage increase or decrease in Medicare beneficiaries for
that year; (3) the Secretary’s estimate of the average annual
growth in volume and intensity of physicians’ services for the pre-
ceding five fiscal years; and (4) the Secretary’s estimate of the per-
centage increase or decrease in Medicare physician expenditures
due to changes in law or regulation. This sum is reduced by a per-
formance standard factor. In 1993 and succeeding years, the per-
formance standard factor is 2 percentage points.

Separate VPSs are established for surgical services and all other
services. S:farate VPSs were established for surgical services and
non-surgical services for the first time in FY 1991. The surgical vol-
ume performance standard (VPS) rate of increase for FY 1992 was
6.5 percent; the non-surgical VPS was 11.2 percent; and the VPS
for all services was 10.0 percent. -

The law contains a default formula for updating the Medicare
physician fee schedule if Congress does not act to set the u?date.
The default update is the Medicare Economic Index (MEI) plus or
minus the difference between the Medicare volume performance
standard rate of increase and actual expenditures for the second
previous year (i.e. 1992 expenditures are used in determining the
update for 1994).

The law also specifies a lower limit on the update. The update
in 1994 and 1995 can be no lower than the MEI minus 2.5 percent-
age points. In subsequent years, the update can be no lower than
the MEI minus 3 percentage points.
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Committee Proposal

-- The committe:ﬂrrovision would reduce the default volume per-
formance standard by increasing the performance standard factor
to 3.5% in 1994 and 4% in each succeeding year for all services ex-
ceft primary care. The committee provision would establish a new
volume performance standard for primary care services and set the
performance standard factor for primary care services at zero per-
centage points. The provision would also decrease the lower limit
on the update by lowering it to the MEI minus to 5 percentage

points, beginning in 1995.

Effective Date

Changes to the volume performance standards a;;ply beginning
in fiscal year 1994. Creation of a separate category of primary care
services 18 effective upon enactment. The conversion factor updates
and the lower limit on the default update apply beginning in 1996.

Resource Based Practice Expense Phase-In
- (Section 7203)

Present Law

Practice expenses are defined as all expenses for furnishing phy-
sicians’ services, such as office rent and wages of personnel em-
ployed by physicians. It excludes malpractice expenses, physician
compensation and other physician fringe benefits.

Relative values for practice expenses are based on historical
charges. The average percentage division of resources among work,
practice expense and malpractice expense were determined for each
medical specialty based on a 1989 survey of office-based physicians
and, for specialties not included in the survey, from data supplied
by national specialty societies. Second, the pro(s)ortion of each serv-
ice performed by each specialty was détermined from Part B claims
data. Using this information, an average practice expense percent-
age was computed for each service. Then the average r;;ractice ex-
pense percentage is multiplied by the base allowed charge for a
service, which was computed by estimating the 1991 national al-

lowed charge for a service.

Committee Proposal

The committee provision requires the Secretary to develop a
methodology for implementing resource-based practice expense rel-
ative value units in 1997. The Secretary would be required to
transmit a report on the proposed methodology to the House Ways
and Means Committee, the Energy and Commerce Committee and
the Senate Finance Committee by June 30, 1996. The report would
include a presentation of data used in developing the methodology
and an explanation of the methodology.

In the interim, the committee provision would reduce practice ex-
pense relative value units considered to be overvalued. Practice ex-
pense relative value units which are greater than 110 percent of
ghysician work relative value units would be subject to reductions.

he reduction in 1994 would equal 25 percent of the difference be-
tween the practice expense relative value units and the work rel-

-
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ative value units. In 1995 and 1996, the reduction would equal an
additional 25 percent of the remainder. Practice expense relative
value units could not be reduced below 110 percent of the work rel-
ative value units for that service. Services that have no physician
work component and consist only of a practice expense component
would not be subject to these reductions. Services which the Sec-
retary determines are %o;rformed in an office setting at least 75 per-
cent of the time would be exempt from these reductions.

It is the committee’s understanding that this policy will be ap-
plied to professional component billings and not to global billings.

Effective Date
Upon enactment.
Cap on Payments to the Anesthesia Care Team
(Section 7204)
Present Law

Both anesthesiologists and certified registered nurse anesthetists
(CRNASs) are paid on the basis of a fee schedule derived from a uni-
form relative value guide that is unique to anesthesia services.
Paﬁ'lment is equal to the sum of the total number of base units
(which measure complexity of a service) and the number of time
units (which measure actual time used, with each 15 minute inter-
val equal to one full time unit during the delivery of a service) mul-
tiplied by a dollar conversion factor.

CRNAs may practice alone or under medical direction. When
CRNAs J)tactice without medical supervision, ﬁayment is the same
as would be paid to anesthesiologists. When CRNAs practice under
medical direction as part of an anesthesia care team, payments to
CRNASs are reduced; the conversion factor is set at a specific dollar
amount ($11.00 in 1993). When this conversion factor was estab-
lished in the Omnibus Budget Reconciliation Act of 1990, it was
gerojected to equal 70 percent of the conversion factor that would

&gid to anesthesiologists practicing alone.

en an anesthesiologist medically directs a CRNA, the base
units used in calculating payment are reduced by 10 percent, 25
percent, and 40 percent for the concurrent direction of two, three,
or four CRNAs. Time units are based on 30 minute intervals, in-
stead of 15 minute time increments. An anesthesiologist may not
concurrently direct more than four CRNAs.

Committee Proposal

Payments to an anesthesia care team would be capped at 120
percent of the amount paid to an anesthesiologist practicing alone
in 1994. The cap would be reduced by 5 percent in each succeedin
year, so that payments to an anesthesia care team would equal 1
percent of the amount paid to a solo anesthesiologist by 1998. The
reduction in the number of base units paid to anesthesiologists
medically directing CRNAs would be repealed, as would require-
ments that anesthesiologists medically directing CRNAs report cer-
tain information on claims forms. The fee schedule amount paid to
CRNASs practicing in an anesthesia care team would be one half the

total payment.

AY
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Effective Date
Applies to physician services furnished on or after January 1,

Reinstating Separate Payment for Interpretation of
Electrocardiograms (EKGs)

(Section 7208)

Present Law

OBRA 90 eliminated separate payments for interpretation of
EKGs performed or ordered to be performed as part of, or in con-
junction with, a medical visit or consultation, effective January 1,

1992,

Committee Proposal

The committee provision repeals the OBRA 90 prohibition on
separate payments for interpretation of EKGs. Separate fee sched-
ule payment amounts for interpreting EKGs in all settings would
be established.

The committee grovision provides for several adjustments to the
fee schedule in order to comply with budget neutrality rules. First,
HCFA would subtract the relative value units for EKG interpreta-
tion that were bundled into medical visit and consultation relative
values for 1992 and 1993.

The committee provision requires HCFA to make across-the-
board a?ustments to the relative values for all services to account
for the shortfall of relative value units that were bundled into med-
ical visits and consults in 1992 and 1993. The Secretary is required
to reduce the relative value for all services (except anesthesia serv-
ices) by the percentage the Secretary determines necessary so that
beginning in 1996 expenditures unlger the fee schedule would not
exceed those which would have been made in the absence of this
provision. For anesthesia services, the appropriate adjustmen\ is
made to the conversion factor.

The committee provision also requires HCFA to make an adjust-
ment to the historical payment basis in the fee schedule to account
for the fact that more EKG interpretations would be paid at the
full fee schedule amount than medical visits and consultations dur-
ing the transition. No reduction would be made for services already
at the full fee schedule amount. The Secretary is to make appro-
priate budget neutrality adjustments in the historical payment por-
tion of the 1994 transition payment which applies in 1994 and

1995.
Effective Date
Applies to services furnished on or after January 1, 1994,

Payments for New Physicians and Practitioners
(Section 7208)

Present Law

_ New physicians and practitioners receive reduced payments dur-
ing their first four years of practice. These reductions were imposed
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on the first two years of fractice by OBRA 87 and extended to the
third and fourth years of practice in OBRA 90. Payments are 80
percent of the amount otherwise recognized during the first year of
practice, 85 percent during the second year, 90 percent during the
third year, and 95 percent during the fourth year. These reductions

apply to payments under the fee schedule, prevailing charges, or
other fee schedule payment amounts.

Committee Proposal

The committee provision repeals reductions in payments to new
hysicians and practitioners and requires that payments under
gection 1848 be no greater or less than they would be in the ab-

sence of the repeal. The Secre is required to reduce the follow-
{% values and amounts for 1994 (to be applied for that year and
subsequent years) so that physician expenditures would not exceed
the amount of expenditures that would have been made in the ab-
sence of this provision. The specified values and amounts are: (i)
the relative values for services (except for anesthesia services
where the reduction is to the conversion factor); (i) the histori

payment portion of the 1894 transition payment; and (iii) the pre-
vailing charge or fee schedule amounts to be applied for services
of a health care practitioner (as that term was defined before en-

actment of this Act,.
Effective Date

Applies with respect to physicians’ services furnished on or after
January 1, 1994.

Extra Billing
(Section 7207)

Present Law

(a) Limitations on beneficiary liabilietx.—OBRA '89 established
limits on the amount above the Medicare approved payment
amount nonparticipating physicians may charge Medicare bene-
ficiaries. OBRA 89 permitted the Secretary to impose sanctions on
physicians who knowingly and willfully bill above the limiting
charge on a repeated basis. However, it did not specifically prohibit
B}gslcians from billing beneficiaries more than the limiting charge.

RA 89 also did not require physicians to make refunds to bene-
ficiaries when they billed above the limiting charge and did not ab-
solve beneficiaries from liability for amounts they are billed above
the medicare limiting charge.

(b) Pre-Payment Screening of Claims.—Carriers are not currently
required by law to screen unassigned claims submitted by
nonparticipating phg'sicians prior to payment in order to determine
whether the amount billed exceeds the limiting charge.

(c) Information Regarding Limiting Charges.—There is currently
no requirement that beneficiaries be given information on the ex-
planation of Medicare benefits (EOMB) form if physicians have

charged beneficiaries in excess of the limiting charge.
sician Services Pro-

(d) A(gp}{ing the Limiting Charge to Nonp
vided Under the Physician Fee Schedule.—The five percent dif-
ferential in payments to nonparticipating physicians and suppliers
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does not apply to nonphysician services furnished under the Medi-

care physician fee schedule. These services generally consist of the

technical components of services, such as services rendered by free-

:otapding radiology centers or independent physiological labora-
ries.

(e) Clarification of Mandatory Assignment Rules for Certain
Practitioners.—There is some ambiguity in current law regarding
the application of mandatory assignment rules for certain
nonphysician practitioners.

Commiittee Proposal

(a) Limitations on Beneficiary Liability.—The committee provi-
sion prohibits nonparticipating physicians from billing or collecting
from any person an actual charge in excess of the Medicare limit-
ing charge. The provision would specify that no person is liable for
payment of any amount billed in excess of the limiting charge. It
would also require physicians who bill, but who do not collect the
excess charge to reduce the actual charge billed for the service to
the amount approved by Medicare. Physicians who collect amounts
exceeding the limiting charge would be required to refund, on a
timely basis, the amount collected in excess of the limiting charge.
The amount of the refund is reduced to the extent the individual
has an outstanding balance owed to the physician. A correction of
a bill for an excess charge or refund of an excess charge is consid-
ered to be made on a timely basis if it is made within 30 days of
the date the physician, supplier or other person is notified of the
excess charge by the carrier.

The committee provision specifies that in the case of a physician
(1) knowingly and willfully bills in excess of the limiting charge; (2)
collects charges exceeding the limiting charge on a repeated basis;
or (3) fails to comply with the refund requirements, the Secretary
would be authorized to impose sanctions in accordance with Section

1842(j) of the Social Security Act.
The committee provision clarifies that the refund requirement

does not apply to other third party payers.

The committee understands that Medicare carriers currently ask
for a refund where the actual chargle exceeds the limiting charge
by at least one dollar. Similarly, Medicare carriers include informa-
tion on the Explanation of Medicare benefits form where the limit-
ing charge exceeds the actual charge by at least one dollar. The
committee believes that the use of a one dollar nominal threshold
before application of the refund ﬁrovision (as well as for the reduc-
tion of an actual charge where the physician has not collected and
for the EOMB) is an appropriate policy that would be consistent

with the intention of this provision.
The committee provision makes it clear that the limiting charge

policy and enforcement thereof applies to the physician, supplier,
or other person performing the service as well as to any person bill-
ing or receiving payment on behalf of such physician, supplier, or

person.
The committee provision requires that a refund be made to the

individual charged, if there is a charge in excess of the limiting
charge.
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(b) Prepayment screening of claims.—The committee provision
requires carriers to screen 100 percent of unassmd claims sub-
mitted by nonparticl;ﬁating physicians prior to making payment to
determine whether the amount billed exceeds the limiting charge.

(c) Information Regarding Limiting Charges.—The committee
provision requires carriers to provide limiting charge information
on the explanation of Medicare benefits form after the submission
of an unassigned claim which exceeds the limiting charge. The
f%?xﬁdB must include information on the beneficiary’s right to a re-
The Secretary is required to report to Congress annually on the
extent to which annual charges exceeded limiting charges, the
number and types of services involved, and the average amount of
excess charges.

(d) A%wlymg the Limiting Charge to Nonpl%:ician Services Fur-
nished Under the Physician Fee Schedule.—The committee provi-
sion applies the 5 percent differential between payments to partici-
pating and nonparticipating physicians and suppliers and himiting
charge restrictions to the technical components of non’thsician
services paid on the basis of the (gl&ysician fee schedule. The extra
billing limits and participation differential are extended so that
they apply to any nonparticipating supplier or other person who
furnishes a physician’s service that is paid for under the physician
fee schedule, or services that would be paid under the fee schedule
but have been excluded from the fee schedule by the Secretag.

(e) Clarification of Mandatory Assignment Rules for Certain
Practitioners.—The committee provision specifies that physicians’
assistants, nurse practitioners, clinical nurse specialists, certified
registered nurse anesthetists, certified nurse-midwives, clinical so-
cial workers and clinical psychologists may only bill for services on
an assignment-related basis and that no person is liable for
amounts billed in violation of the assignment-related basis. The
Secretary may impose sanctions under Section 1842(j) of the Social
Security Act on a practitioner who knowingly and willfully bills in

violation of this requirement.

Effective Date

Sections (a), (d), and (e) apply to services furnished on or after
the date of enactment, except that it does not take effect for serv-
ices provided by a nonparticipating supplier or other person until
January 1, 1994. Section (b) applies to contracts as of January 1,
1994. Section (c) applies to EOMBs furnished on or after January

1, 1994.

Subpart B—Qutpatient Hospital Services and Ambulatory
Surgical Services

Extension of 10 Percent Reduction in Pa?'ments for Capital-
Related Costs of Outpatient Hospital Services

(Section 7221)

Present law

In determining the cost-related portion of Medicare’s payment for
outpatient services, OBRA 90 reduced reasonable cost payments for
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capital-related costs by 10 percent for Kortions of cost-reporting pe-
riods occurring during FY 1992 through FY 1995.

Committee Proposal

The 10 percent reduction in reasonable cost payments for capital-
related costs would be extended through portions of cost reporting
periods occurring in FY 1998.

Effective Date
Upon enactment.

Extension of Reduction in Payments for Other Costs of
Outpatient Hospital Services

(Section 7222)

Present Law

In determining the cost-related portion of Medicare’s payment for
outpatient services, OBRA 90 reduced reasonable cost Payments for
non-capital related costs by 5.8 percent for portions of cost report-
ing periods occurring during FY 1991 through FY 1995.

Commiittee Proposal

The 5.8 percent reduction in reasonable cost payments for non-
capital related costs would be extended through portions of cost re-

porting periods occurring in FY 1998.

Effective Date
Upon enactment.

Changes to Payment Formulas for Certain Hospital
Outpatient Services

(Section 7223)

Present Law

The aggregate amount of Medicare payments made for hospital
outpatient services (or rural primary care hospital services) fur-
nished in connection with ambulatory surgery, radiology and diag-
nostic tests equals the lesser of: (i) the lower of a hospital’s reason-
able costs or its customarg charges, net of deductible and coinsur-
ance amounts, and (ii) a blended amount comprised of a cost por-
tion and a charge portion. The cost portion of the blend is based
on the lower of a hospital’s costs or charges net of beneficiary cost-
sharing. The cost portion of the blend is 42 percent for ambulatory
surgery and radiology services and 50 percent for diagnostic tests.
The charge portion of the blend is 58 percent of the ambulatory
surgery center (ASC) facility payment rates net of beneficiary coin-
surance, and 58 percent of the physician fee schedule amount for
radiology services net of coinsurance, and 50 percent of the physi-
cian fee schedule for diagnostic tests net of coinsurance.

A hospital may bill a beneficiary for coinsurance equal to twent
percent of its charge for an outpatient service. However, the blend-
ed amounts are calculated after application of beneficiary cost-shar-
ing (e.g., lower of hospital cost or charges net of cost-sharing and
80 percent of the ASC rate). This inconsistency in application of
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cost-sharing results in an anomaly whereby the amount a bene-
ficiary aﬁ in coinsurance does not result in a dollar for dollar de-

crease edicare program payment.

Committee Proposal

Using the current blend percentages, the payment formula would
be changed to determine the blended payment limit prior to appli-
cation of beneficiary cost-sharing provisions. Medicare’s payment
amount would be determined based on the lesser of (i) the lower
of the hospital’s reasonable costs or customary charges, or (ii) the
blended payment limit. Medicare would then pay the lesser of (i)
80 percent of the lowest amount, or (ii) the lowest amount less the

beneficiary cost sharing amounts.

Effective Date
Effective for portions of cost reporting periods occurring after Oc-
tober 1, 1993.

Payments to Ambulatory Surgery Centers; Payment for
Intraocular Lonses

(Section 7224)

Present Law

(a) Intraocular Lenses.—The Omnibus Budget Reconciliation Act
of 1990 (OBRA 90) established payment for intraocular lenses in-
serted in an ambulatory surger% center during or subsequent to
cataract surgery at $200 until December 31, 1992. Current pay-
ment remains at $200.

(b) Payment Amounts.—Current law requires the Secretary to
update ambulatory surgery center payment rates by July 1, 1987
and annually thereafter, as determined appropriate by the Sec-
retary. The OBRA 90 conferees had intended to include a provision
:ﬁqtiiring an annual update to ASC rates, but it was omitted from

e law.

(c) Adjustments to Payment Amounts for New Technology Intra-
ocular Lenses.—OBRA 90 included a provision capping payments
for IOLs at $200 in 1991 and 1992. As drafted, the statutory lan-
guage could be interpreted as limiting payments for cataract sur-
gery to $200. The OBRA 90 conferees also agreed to a provision
providing for a grocess by which the fee for new technology intra-
ocular lenses (IOLs) could be adjusted. Statutory language reflect-
ing this agreement was inadvertently omitted from OBRA 90.

Committee Proposal

(a) Intraocular Lenses.—The committee provision establishes
payment for intraocular lenses inserted in an ambulatory surgery
center during or subsequent to cataract surgery on or after the
date of enactment and on or before December 31, 1998 at $150.

(b) Payment Amounts.—The committee provision establishes the
update for ambulatory surgery services, beginning with fiscal year
1995, at the CPI-U for the 12 month period ending with March of
the preceding year minus 1 percentage point. The Secretary would
be required to conduct a survey, based on a representative sample
of procedures and facilities, beginning by July 1, 1994 and updated
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every 5 years thereafter, of the actual audited costs of ambulatory
surgery facilities. The survey results would be used in establishing
payment rates. The Secretary would be required to consult with ap-
propriate trade and professional organizations in updating the list
of {)rocedures that can be performed in ambulatory surgery centers.

¢) Adjustments to Payment Amounts for New Technology Intra-
ocular Lenses.—The committee provision requires the Secretary to
develop and implement a process for reviewing reimbursement for
new technology intraocular lenses (IOLs). In order to be considered
a new technology IOL, the device would have to be approved by the
FDA. The Secretary would also be required to consider specific cir-
cumstances in determining whether to adjust the payment amount
for new technology IOLs. The provision also specifies administra-
tive procedures for reviewing and approving new technology IOLs.

Effective Date

Section (a) is effective for items and services on or after January
1, 1994. Sections (b) and (c) take effect as if included in the enact-
ment of OBRA 90.

Subpart C—Durable Medical Equipment
(Sections 7231, 7232, 7233, and 7234)

Present Law

(a) Narrowing the Range of Payment Limits for Durable Medical
Equipment.—Medicare currently pays for durable medical equip-
ment (DME) on the basis of a fee schedule that has national floors
and ceilings (lower and upper limits) on payments. The floor is
equal to 85 percent of weighted average of local payment amounts
and the ceiling is equal to 100 percent of the weighted average of

local payment amounts.
(b) National Payment Limits for Prosthetic Devices, Orthotics

and Prosthetics.—Medicare currently pays for prosthetics and
orthotics on the basis of a fee schedule that has regional floors and
ceilings on payments. The floor is equal to 85 percent of the
weighted average of local payment amounts and the ceiling is equal
to 120 percent of the weighted average of local payment amounts.

(c) Parenteral and Enteral Nutrients, Supplies and Equipment.—
Payment for parenteral and enteral nutrients, supplies and equip-
85?1; Uis made on the basis of reasonable charges, updated by the

(d) Treatment of Nebulizers and Aspirators.—There are five cat-
egories in the DME fee schedule. Aspirators and nebulizers are in
a category entitled items requiring frequent and substantial servic-
ing. These items may only be rented on the grounds that they re-
quire frequent servicing in order to avoid imminent danger to a

beneficiary’s health.
(e) Reduction in Payment for Transcutaneous Electrical Nerve

Stimulators.—No provision.

Committee Proposal

(a) Narrowing the Range of Payment Limits for Durable Medical
Eac]ui ment.—The committee provision would change the basis of
calculating the national payment ceilings and floors from the
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weighted average of local payment amounts to the median of local
payment amounts.

(b) National Payment Limits for Prosthetic Devices, Orthotics
and Prosthetics.—The committee provision would change the basis
of calculating the payment ceilings and floors from the weighted
average of local payment amounts to the median of local payment
amounts. It would also subject Payment limits for these devices to
the same national payment ceilings and floors applied to durable
medical equipment items. .

(c) Parenteral and Enteral Nutrients, Suppliers and Equip-
ment.—The committee provision eliminates the 1994 gayment up-
date for parenteral and enteral nutrients, supplies and equipment.

(d) Treatment of Nebulizers and Aspirators.—The committee pro-
vision removes asgirators and nebulizers from the category of DME
items requiring frequent and substantial servicing and includes
disposable supplies used in conjunction with aspirators and
nebulizers in the category of inexpensive and other routinely pur-
chased equipment. The committee provision specifies that separate
payment will be made for accessories used in conjunction with
nebulizers and aspirators. The committee does not intend to inter-
fere with the Secretary’s existing authority for payment for acces-
sories for other durable medical equipment items and supplies by
granting explicit statutory authority for payment of accessories

- used in conjunction with nebulizers and aspirators.

The committee provision would eliminate the mandate for the
treatment of ventilators, aspirators, IPPB machines and nebulizers
as items that require frequent and substantial servicing. This
would give the Secretary of Health and Human Services discretion
to determine whether these items should continue to be paid for on
this basis. The committee understands, based on correspondence
received from the Health Care Financing Administration (HCFA),
that if this provision is enacted HCFA intends to remove all
nebulizers and aspirators from the frequent servicing category
along with the folﬁ)wing items which are currently classified as
ventilators: Continuous Airway Pressure Device (EO601), Intermit-
tent Assist Device with Continuous Airway Pressure Device
(EO452) and Therapeutic Ventilator (E0453). While most of these
items would be moved to- the so-called rental cap category, a few
inexpensive items would be moved to the inexpensive and other
routinely purchased category. In either case, Medicare would make
separate payment for accessories for these items (tubing, masks,
filters, etc.)

The committee expects that respirators and other ventilators not
specifically mentioned above would continue to be categorized as
items requiring frequent and substantial servicing.

(e) Reduction in Payment for Transcutaneous Electrical Nerve
Stimulators.—In addition, the conference agreement reduces the
DME fee schedule amount for transcutaneous electrical nerve stim-

ulation (TENS) devices by 30 percent.

Effective Date _
Applies to items furnished on or after January 1, 1994.
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Subpart D—Part B Premium
(Section 7251)

Present Law

The Omnibus Budget Reconciliation Act of 1990 (OBRA 90) es-
tablished Part B premiums in statute from 1991 through 1995.
When OBRA 90 was enacted, Congress intended that premiums
equal 25 percent of Part B outlays from 1991 through 1995. After
1995, increases in premiums are limited to the cost of living adjust-
ment (COLA) in Social Security benefits.

Committee Proposal

. The committee provision would require that premiums for 1996
ghroulgh 1998 be established to cover 25 percent of projected Part
outlays.

Effective Date
Upon enactment.

- Subpart E—Other Provisions

One Year Freeze in Part B Payments Except Physicians,
Clinical Laboratories and Parenteral and Enteral Nutri-

ents, Equipment and Supplies for 1994
(Section 7261)

Present Law

Under current law, most Part B services, including, but not lim-
ited to durable medical equipment; prosthetics, orthotics, and pros-
thetic devices; ambulatory surgical center services; rural health
clinic services; Federally qualified health center services; and com-
prehensive outpatient facility services receive an annual inflation-

ary adjustment.

Committee Provision

The committee provision would not provide for any inflationary
updates for all Part B services excluding physicians’ services, clini-
cal laboratory services and parenteral and enteral nutrition nutri-

ents, supplies and equipment in 1994.

Effective Date
Effective for all items and services furnished in 1994.

Reduction in Update for All Part B Services Except
Physicians and Clinical Laboratory Services

(Section 7261)

Present Law

Under current law, most Part B services, including, but not lim-
ited to durable medical equipment; prosthetics, orthotics, and pros-
thetic devices; ambulatory surgical center-services; rural health
clinic services; Federally qualified health center services; and com-
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prehensive outpatient facility services receive an annual inflation-
ary adjustment.

Commiittee Proposal

The committee provision would reduce updates otherwise sched-
nlthfor these services for 1995 through 1998 by one percentage
point.
Effective Date

Upon enactment.

Lower Ce on Clinical Laboratory Fee Schedule and
Freeze on Payment Updates for Clinical Laboratory Pay-

ments
(Section 7262)

Present Law

Medicare pai'.ss for clinical laboratory services on the basis of a fee
schedule established in 1984. Beginning July 1, 1986, local labora-
tory fee schedules became subject to national ceilings. These ceil-
ings was based on the median of all carrier-side fee scheduled es-
tablished for each particular test in a given laboratory setting. The
ceiling was initially set at 115 percent of the median. It is now set
at 88 percent of the national median. The clinical laboratory fee
schedule was updated by 2 geroent in 1993. After that, the update
to the fee schedule is the CPI-U.

Committee Proposal

The committee grovision would reduce the ceiling on laboratory
fee schedules to 76 percent of the national median. The committee
provision would eliminate the update to the clinical laboratory fee
schedule from 1994 through 1998.

Effective Date
Upon enactment.

PART III—-PROVISIONS RELATING TO PARTS A AND B

Payments for Direct Graduate Medical Education Costs
(Section 7301)

Present Law

Medicare makes a separate payment to hospitals for the direct
costs of approved graduate medical education programs, including
residents’ salaries and fringe benefits, teaching physician com-
pensation, and overhead expenses. Effective with cost reporting pe-
riods beginning on or after July 1, 1985, the payment is based on
a per resident amount derived from each hospital’s costs per resi-
dent in a base period (the hospital’s cost reporting period that
began in FY 1984) and updated for subsequent cost reporting peri-
ods based on the percentage change in the consumer price index
(CPI). The law g{rovides for no other adjustments to the per resi-
dent amounts. Medicare’s share of the per resident amount is
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based on the ratio of Medicare inpatient days to total inpatient

days.

f:‘ulltime residents in their initial residency period count as 1.0
FTE; those that are beyond their initial residency period count as
.5 FTE. The initial residency period is defined as the minimum
number of years necessary to satisfy the requirements for initial
board eligibility in the particular specialty for which the resident
is training plus 1 year. The total period may not exceed 5 years.
U‘p to 2 years in a geriatric residency program are treated as part
of the initial residency period but do not count toward the 53'ear
limit. In determining the FTE count, the time a resident spends in
patient care activities is counted, including time spent in non-hos-
pital settings if the hospital incurs all, or substantially all, of the
training costs in that setting.

A graduate of a foreign medical school is not counted unless the
resident has passed parts I and II of the Foreign Medical Graduate

Examination in the Medical Sciences (FMGEMS).

Committee Proposal

(a) Different Weighting Factors for Primary Care and Non-Pri-
mary Care Residency Programs. A fulltime resident in the initial
residency period of a primary care residency program would be
counted as 1.1 FTE; a fulltime resident in the initial residency pe-
riod of a non-primary care residency program would be counted as
0.7 FTE. If completion of a primary care training program is a pre-
requisite for board eligibility in a non-primag care specialty or
sub-specialty, a resident would count as 1.1 FTE for the time spent
in the primary care residency program. A fulltime resident in train-
%)nsg I‘t‘,'ei‘)]'i?nd the initial residency period would continue to count as

(b) Definition of Primary Care Residency Program. Primary care
residency programs would be defined as residency programs in
family medicine, general internal medicine, general pediatrics, pre-
ventive care, geriatric care and osteopath:'zjeneral practice.

(¢c) Definition of Initial Residency Period. “Initial residency pe-
riod” would be defined as the minimum number of years required
for board eligibility.

(d) Preventive Care Residency Programs. In addition to geriatric
residency programs, up to two years spent in preventive care resi-
dency programs would not be counted toward the initial residency

period.

(e) Foreign Medical Graduates. A foreign medical graduate would
be counted if the resident has passed parts I and II of the
FMGEMS or a successor test rec«:ignized by the Secretary.

() Report. The Secretary would be required to submit by March
31, 1994 a report concerning (1) the causes for the variation in the

r resident amounts, (2) whether provision should be made for ad-
justments in the per resident amounts to recognize substantial
changes in operating a residency program since the base year, and
(3) any changes that should be made i1n graduate medical education
payments that would promote residency training in non-hospital
ambulatory sites. The report should consider the extent to which
the variation in per resident amounts is attributable to differences
in financial arrangements between sponsoring institutions and af- -
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filiated hospitals, to actual differences in teaching physician in-
volvement in st;Pervision of residents and in billing for physician
services under Part B, and to differences in base year accounting
practices. With respect to non-hospital residency programs, the re-
port should address payments for both the direct and indirect costs
of graduate medical education.

Effective Dates

(a) Effective for residents entering a primary care or non-primary
care specialty training program (including a sub-specialty training
program) after the date of enactment.

(b) Effective upon date of enactment.

(c) Effective July 1, 1995.

(d) Effective September 1, 1993.

(e) Effective as if included in COBRA 85.

(f) Effective upon date of enactment.

Revision of Home Health Agency Cost Limits
(Section 7302)

Present Law

The Omnibus Budget Reconciliation Act of 1987 (OBRA 87) lim-
ited payment for home health agency (HHA) costs to 112 percent
of the mean labor-related and nonlabor per visit costs for freestand-
ing HHAs. For hospital-based HHAs, the Secretary is required to
make appropriate adjustments in the limits for administrative and
general costs. OBRA 87 also provided that the limits must be im-

sed on an aggregate basis, rather than for each specific discipline
such as skilled nursing, home health aide, or physical therapy).

Committee Proposal

The cost limit would be lowered to 110 percent of the median
labor-related and nonlabor per visit costs for all HHAs (freestand-
ing and hospital-based). The add-on for hospital-based HHAs would

be eliminated.

Effective Date
Cost reporting periods beginning on or after October 1, 1993.
Secondary Payer
(Section 7303)
IRS/SSA/HCFA Data Match
Present Law

The Commissioner of Social Security is required, at least annu-
ally, to transmit to the Secretary of the Treasury, a list of the
names and tax identification numbers (TINs) of Medicare bene-
ficiaries and request that the Secretary disclose the following to the
Commissioner: the name and TIN of each Medicare beneficiary
identified as having received wages from a qualified employer in a

revious year; for each married Medicare beneficiary whose spouse
18 identified as having received wages from a qualified employer in
a previous year, the name, address and TIN of the employer and

69-501 0 - 93 -~ 2
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the number of individuals for whom the individual furnished W-
2 forms for the previous year. The HCFA Administrator is required
to disclose this information to Medicare intermediaries and car-
riers.

The HCFA administrator is egemutted to disclose the followi
information: (1) to the qualified employer, the name and TIN o
Medicare beneficiaries and their spouses receiving wages from the
employer, in order to determine the period during which such em-
ployees or the employees’ spouses may be (or have been) covered
under a group health plan of the employer and what benefits are
(or were) covered under the plan (including the name, address, and
identifying number of the plan); (2) to any group health plan that
provides coverage to such an employee or spouse, the name of such
an employee or spouse, the name of such employee and the employ-
ee’s spouse (if the spouse is a Medicare beneficiary), the name and
address of the employer and the TIN of the employee and/or spouse
if Medicare benefits were paid during the a period in which the
plan was a primary plan; and (3) to any agent of the HCFA admin-
istrator, the name and TIN of Medicare beneficiaries and spouses
receiving wages from a qualified employer and the name, address
and of their emyloyers.

Within 30 days of receiving an inquiry, an employer is required
to respond to the intermediary or carrier making the inquiry. An
em‘rloyer who willfully fails or repeatedly fails to provide timely
and accurate information to the intermediary or carrier is subject
to a civil monetary penalty not to exceed $1,000 for each individual
for whom an inquiry is made. The requirement to respond to the
g:t% bnaltg‘l;sinqwlry does not apply to inquiries made r Septem-

r 30, .

Committee Proposal

The committee provision would extend the requirement to re-
spond to data match inquiries through September 30, 1998. The
g:ovision also would permit the Secretary of Health and Human

rvices (HHS) to request information with regard to wages only
above a certain amount. In addition, the Secretary of the Treasury
would, upon the request of the Secretary of HHS, be required to
disclose the status of any activities undertaken to enforce excise
tax penalties on large employer group health plans that do not
comply with Medicare secondary payor requirements.

Effective Date
Upon enactment.
Secondary Payer for the Disabled

Present Law

Medicare is secondary payer to specified ﬁrou health plans of-
fered by employers of 100 or more, for disabled beneficiaries. This
provision expires September 30, 1995.

Committee Proposal

The committee provision would extend the requirement that
Medicare be secon payer to employer group health offered by
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employers of 100 or more persons to September 30, 1998. (The pro-
vision regarding the size o emtﬁloyer subject to secondary payer re-
quirements is amended in another provision).

Effective Date
Applies to items and services furnished after the third calendar
month after the date of enactment.

Secondary Payer for End Stage Renal Disease Beneficiaries
for 24 Months

Present Law

Medicare is secondary payer to specified group health plans for
the first 18 months for which a beneficiary is entitled to Medicare
solely on the basis of end stage renal disease. This provision ex-

pires September 30, 1995.

Committee Proposal

The committee provision would extend the requirement that
Medicare be secon payer to specified group health plans for
beneficiaries who are entitled to Medicare solely on the basis of end
stage renal disease for 24 months until September 30, 1998.

Effective Date
Applies with respect to items and services furnished after the
third calendar month beginning after enactment.

Secondary Payer Reforms

Present Law

(a) Application to members of religious orders.—Medicare second-
ary payer provisions do not apply to certain members of religious
orders for items and services furnished on or after October 1, 1989.

(b) Uniform Rules for Size of Employer.—Under current law, dif-
ferent rules apply to employer size and type of eligibility for Medi-
care. For the working aged, secondary payer rules apply to employ-
ers with 20 or more employees. For the disabled, secondary g:yer
rules apply to employers with 100 or more employees. For bene-
ficiaries with end stage renal disease, secondary payer rules apply
to all employers, rexardless of the number of employees.

(c) Permanent lication to Disabled Active Individuals.—
Under current law, Medicare is secondary payer to a larsf gro:r
health plan providing benefits to a disabled active individual,
which is defined as an individual who (1) is eligible for Medicare
on the basis of disability; and (2) continues to be treated an em-
ployee by an employer considered commonly accepted indicators of
employee status, even though the individual is not currently work-
ing. This provision expires October 1, 1995.

Committee Proposal
(a) Application to members of religious orders.—The committee
provision would clarify that the Medicare secondary payer provi-

sions do not apply to secondary ga er situations identi after Oc-
tober 1, 1989 for services provided prior to such date for members
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of religious orders who are “deemed employees” because of an elec-
tion of Social Security coverage.

(b) Uniform Rules for Size of Employer.—The committee provi-
sion would establish a uniform standard regarding application of
the secondary payer rules and employer size. Employers,
multiemployers, or multiple employer ﬁroup health plans of 20 or
more would be required to comply with secondary tglayer rules for
all Medicare beneficiaries. It would also specify that employees
working for employers under common control would be treated as
though they work for one employer. It would also specify that the

term employer includes a self employed person.
(c) The committee provision would permanently extend Medi-

care’s secondary payer status in relation to large group plans offer-
ing health insurance to disabled active individuals.

Effective Date

Provisions (a) and (c)—Enactment. Section (b) applies to items
and services furnished after the third calendar month after the

date of enactment.

Prohibition on Physician Self Referral
(Section 7304)

Present Law

(a) Application of Prohibition.—Physicians are prohibited from

referring patients to clinical laboratories in which they have owner-

hip and or compensation arrangements. The law includes general
exceptions to these prohibitions and specific exceptions from just
the ownership or just the compensation provisions.

(b) In-office ancillary exception.—One of the general exceptions to
both the ownership and compensation prohibitions is for in-office
ancillary services. In-office ancillary services are defined as services
furnished by the physician himself, another physician in the same
group practice, or employees of the physician or the physician’s
group practice. To be exempted from the referral ban, the services
must be provided in a building in which the physician or other
member of the group practice provides services unrelated to labora-
tory services, or in a central building set up by the group to per-
form ancillary services for its members. The services must be billed
by the physician performing or supervising the service or by that
physician’s group, or by an entity owned by the physician or group
practice. In addition, the ownership or compensation interests in
such in-office ancillary services must meet other requirements as
the Secretary may impose by regulation as needed to protect
against patient fraud and abuse. ‘

(c) Rural providers.—In addition to general exceptions, the law
includes specific exceptions from just the ownership prohibitions
and specific exemptions from just the compensation provisions. The
law includes an exemption under the ownership prohibition for
rural providers.

(d) General Exception Related to Publicly Traded Securities.—
There is a general exception related to the ownership or investment
grohibition for publicly traded securities whose total assets exceed

100 million.
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(e) Exceptions Related to Other Compensation Arrangements.—
(1) Rental of Office Space and Equipment.—The law includes spe-
cific exceptions from just the compensation prohibitions. One excep-
tion is for the rental of office space. There must be a written agree-
ment, sifned by the parties, for the rental or lease of the space
which: (1) specifies the space covered by the agreement; (2) pro-
vides for a term of rental or lease of at least one year; (3) provides
for Y‘ayment on a periodic basis of an amount consistent with fair
market value; (4) provides for an amount of aggregate payments
that does not vary directly or indirectly based on the volume or
value of any referrals between the parties; and (5) would be consid-
ered to be commercially reasonable even if no referrals were made
between the two parties.

(2) Bona Fide Employment Relationships.—The law provides a
specific exception to the compensation prohibition for employment
arrangements between a physician (or immediate family member)_
with hospitals under specified conditions. The employment must be
for identifiable services and the amount of remuneration must: (1)
be consistent with fair market value of the services; and (2) not de-
termined in a manner that takes into account the volume or value
of any referrals by the referring physician. Remuneration must be
provided pursuant to an eement that would be commercially
reasonable even if no referrals were made to the hosKital and must
meet other requirements imposed by the Secretary through regula-
tion to protect against program or patient abuse.

(3) Personal Service Arrangements.—Thc law provides for excep-
tions to the compensation prohibition for “other service arrange-
ments” between an entity (other than a hoslpital) and a physician
under specified conditions. The conditions re atinﬁlto remuneration
are the same as those for employment relationships between hos-
pitals and physicians.

(4) Payments by Physicians.—No provision.

(5) Remuneration.—Under current law, remuneration is defined
as including any remuneration, directly or indirectly, overtly or
covertly, in cash or in kind.

(f) Treatment of Group Practices—

(1) Definition of group practice.—The law contains a definition of

up practice for purposes of the self-referral provision. Under this
efinition, a group practice is defined as a group of two or more
physicians legally organized as partnership, professional corpora-
tion, foundation, not-for-profit corporation, faculty practice plan or
similar association in which: (1) each 'physician group member fur-
nishes substantially the full range of his or her services through
the joint use of shared office space, facilities, equipment, and per-
sonnel; (2) substantially all of the services of the physician group
members are furnished through the group and billed in the name
of the group, with billing receipts treated as receipts of the group;
(3) the practice cost expenses and income generated by group mem-
bers are distributed in accordance with predetermined methodolo-
gies; and (4) any additional standards established by the Secretary
are satisfied.

(2) Definition of Group Practices.—Some grou{)af)ractices operate
full-service laboratories and contract with hospitals and other pro-
viders to furnish clinical laboratory services to hospital and other



28

provider ug_aetients “under arrangements” with such entities. Medi-
care requires that the hospital or other provider bill for such serv-
ices. These “under arrangements” services are therefore not pro-
tected under the general excegtion for in-office ancillary services.

(3) Faculty practice plans.—Faculty practice plens operated by a
hospital fall under the definition of group practice only for those
services provided within the faculty practice plan.

(4) Billing Numbers.—No provision.

(g) Definition of Referring physician.—Under current law, a re-
quest by a pathologist for clinical diagnostic laboratory tests and
pathological examination services, is not considered a referral by a
referring physician if such services are furnished by (or under the
supervision of) the pathologist pursuant to a consultation reques

by another physician.

Committee Proposal

(a) Application of Prohibition.—The committee provision would
expand the prohibition on referring patients to services in which a
gh sician has an ownership or investment interest to include the
ollowing services: (1) physical or occupational therapy; (2) radiol-
ogy or other diagnostic services; (3) radiation therapﬁ"; (4) the fur-
nishing of durable medical equipment; (5) the furnishing of paren-
teral and enteral nutrition equigment or su;:f)lies; (6) the furnish-
ing of prosthetics, orthotics, and prosthetic devices; and (7) home
health services.

(b) In-office ancillary exception.—The committee provision modi-
fies the general exception for in-office ancillary services by exempt-
ing ancillary services frovided by a group practice with multiple of-
fice locations. The following services are excluded from the excep-
tion: durable medical equipment;urarenteral and enteral nutrition
equipment and supplies and ambulance services. Further, the com-
mittee provision modifies (as a technical amendment) the current
in-office ancillary services exception for services personally per-
formed by and personally supervised by the physician or group; the
em.p‘l;ayment requirement is deleted and direct supervision is re-

uir

(c) Rural providers.—Provides a general exception (in lieu of the
current ownership only exception) if the designated health services
are furnished in a rural area as defined for purposes of the hospital

rospective payment system. The provision specifies that to qualify
or the exception, the services are furnished in a rural area and
substantially all of the Medicare services are furnished to Medicare
beneficiaries residing in the rural area.

(d) General Exception Related to Publicly Traded Securities.—
The committee provision would replace the existing exception from
the prohibition for publicly traded securities with an exception for
{lpterests in corporations with stockholder equity exceeding $75 mil-

on.
(e) Exceptions Related to Other Compensation Arrangements.—
(1) Rental of Office Space and Equipment.— The committee provi-
sion revises exceptions relating to the rental of office space and
adds an exception for the leasing of equipment. To qualify for the
exce?tion, payments made by a lessee to a lessor must comply with
the following conditions: (1) the lease must be set out in writing,
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signed by the parties, and s;;ecify the premises covered by the
lease; (2) the space rented or leased must be reasonable and nec-
essary for the legitimate business purposes of the lease or rental
and used exclusively by the lessee when being used by the lessee,
except that the lessee m?ly make payment for the use of common
areas, if such payments do not exceed the pro rata share of pay-
ments for such space, based on the ratio of space used exclusively
by the lessees to the total amount of space occupied by all persons
using such common areas or contributing to such expenses; (3) the
lease must provide for a term of lease or rental of at least one year;
(4) the rental charges over the term of the lease are set out in ad-
vance, are consistent with fair market value, and are not deter-
mined in a manner that takes into account the volume or value of
any referrals or other busines:ngenerated between the parties; ()
the lease would be commercially reasonable even if no referrals
were made between the parties; (6) the lease covers all of the prem-
ises leased between the parties for the period of the lease; and (7)
the compensation arr. ment meets other requirements imposed
by the tary through regulation as needed to protect against
program or patient abuse. Similar exceptions are established for
equipment leases.

(2) Bona Fide Employment Relationships.—The committee provi-
sion applies the exception to an employment arrangement with a
physician or an immediate family member of the physician for the
provision of services.

The committee provision clarifies that the current prohibition on
an arrangement determined in a manner that takes into account
the volume or value of referrals. It specifies that this is not to be
construed as prohibiting the ‘fayment of remuneration in the form
of a eroductivity bonus based on services personally performed by
the physician or family member.

(3) Personal Service Arrangements.—The committee provision es-
tablishes an exception for personal services arrangements under
which remuneration is made from an entity under an arrangement
g:ovided the following conditions are met. The arrangement must

in writing, siined by the parties, sgecif% the covered services
and cover all of the services to be provided. The aggregate services
contracted for must not exceed those reasonable and necessary for
legitimate business purposes. The arrangement must be for at least

1 year. Compensation, set in advance, must not exceed fair market
value and not be set in a manner that takes into account the vol-
ume or value of any referrals or other business generated between
the parties. Further, the services provided cannot involve counsel-
ing or promotion of a business arrangement that violates the law.
Further, it must meet other requirements imposed by the Secretary
as needed to ﬁrotect against program or patient abuse. The provi-
sion retains the current law exception for “other service arrange-
ments” involving remuneration onl%.

(4) Payments by Physicians.—The committee provision would
add an exception for payments made by physicians to: (a) a lab in
exchange for lab services, or (b) an entity as compensation for other
items and services if such items and services are furnished at a
price that is consistent with fair market value.
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(6) Remuneration.—The committee provision amends the defini-
tion of remuneration. Remuneration is defined as not including: (1)
the forgiveness of amounts owed for inaccurate tests or procedures,
mistakenly performed tests or procedures, or the correction of
minor billing errors; and (2) the provision of items, devices, or sup-
plies of minor value that are used to collect, transport, process, or
store specimens for the entity providing the item, device or supply,
or to communicate the results of tests or procedures for such entity.

(f) Treatment of Group Practices—

(1) Definition of group practice.—The committee provision ex-
pands the standards used to define a group practice. No physician
who is a member of the group can receive compensation based on
the volume or value of referrals by the physician except that: (a)
a physician may be paid shares of overall profits of the group as
lonﬁ as the share is not determined in any manner which is di-
rectly related to the volume or value of referrals by that physician;
and (b) a physician can be paid a productivity bonus under the
same conditions. The ﬂgroup may have no less than, on average, five
physicians for each office location, except groups of less than fifteen
physicians may have up to three office locations. Further, members
of the group must personally conduct no less than 75 percent of the
physician-patient encounters of the group practice.

he committee provision specifies that for purposes of the stand-
ard, the term office location is an office where physician_services
are offered to i)atients. Excluded from the definition are locations
consisting solely of diagnostic facilities, nursing facilities, treat-
ment facilities (such as physical or occupational therapy centers) or
administrative services affiliated with the group practice. Any of-
fice location which is physically located immediately adjacent to an-
other office location is treated as the same office location. Offices
located in rural areas (as defined for purposes of the prospective
payment system) are not included as an office location so long as
at least 85 percent of the physician services at these locations are
provided to individuals who reside in such rural areas. .

(2) Group Practice Arrangements with Hospitals.—The commit-
tee Krovision adds an additional exemption to the list of exceptions
to the compensation prohibition. The exception is for an arrange-
ment between a hospital and a group practice for the provision of
designated health services by the group but billed through the hos-
pital if the group would, except for the billing arrangement, be a
group practice. The arrangement must: (a) be pursuant to the pro-
vision of inpatient hospital services; (b) have begun before Decem-
ber 19, 1989 and have continued uninterrupted since that date; (c)
provide substantially all of the designated health services fur-
nished under arrangements to the hospital’s patients; (d) be pursu-
ant to an agreement that is set out in writinil and that specifies
the services to be provided by the parties and the compensation for
the services provided under the arrangement; (e) provides that the
compensation paid over the term of the agreement is consistent
with fair market value and that the compensation per unit of serv-
ice be fixed in advance and not be determined in a manner that
takes into account the volume or value of referrals or other busi-
ness generated between the parties; (f) provide that the compensa-
tion is provided pursuant to an agreement that would be commer-
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cially reasonable even if no referrals were made by the entity; and
(g) meet such other requirements imposed by the Secretary in regu-
lation as needed to protect against patient or program abuse.

(3) .F.acul?' practice plans.—The committee provision modifies the
definition o group Jn'actice to expand the definition of faculty prac-
tice plans to include those associated with a university or medical

school, in addition to those operated by a hospital.
(4) Billing Number.—The committee provision specifies that
when services are billed by a physician member of a group practice,

the billing number of the group 1s to be used.

(g) Definition of Referring physician.—The committee provision
specifies that a request by a radiologist for diagnostic radiology
services and a request by a radiation oncologist for radiation ther-
apy do not constitute a referral by a referring physician if the serv-
ices are furnished by (or under the supervision of) such physician
pursuant to a consultation requested by another physician.

Effective Date

Applies to referrals made on or after January 1, 1992, except
that extension to additional designated health services applies to
physician referrals made after December 31, 1994.

Reducing Payment for Erythropoietin
(Section 7305)

Present Law

Medicare is the principal purchaser of a erythro%)ietin, an anti-
anemia drug given end stage renal disease (ESRD) beneficiaries
with a specified level of anemia. Payment for the drug is made as
an add-on to the composite rate paid to facilities for dialysis treat-
ment. Payments to facilities are made in increments of 1,000 unit
doses, rounded to the nearest 100 units, with a maximum payment

of $11 per 1,000 units.

Committee Proposal

The committee provision would reduce Medicare payments for
EPO by $1.00 per 1,000 units. The provision would not alter pay-
ments to physicians for EPO.

Effective Date
Applies to erythropoietin furnished after 1993.

OTHER HEALTH PROGRAMS

Health Coverage Clearinghouse
(Section 7904)

Present Law
No provision.

Committee Proposal

The committee provision would establish a clearinghouse to in-
crease information available to Medicare and Medicaid on third
party health insurance coverage available to program beneficiaries.
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Employers would be required to include limited health insurance
information on employees’ W-2s. This information, along with
other information regarding Medicare beneficiaries and their
spouses which the IRS may disclose, would be available to appro-
priate Federal program administrators throuﬁh the clearinghouse.

The committee provision would amend the Internal Revenue
Code to require that W-2s indicate whether an employee obtained
(or could have obtained) coverage under group health insurance of-

fered by the employer.
The clearinghouse would channel all computer matches of tax re-

turn information with lists of health program beneficiaries. The
clearinghouse would also be authorized to assist these programs in
collecting amounts due from insurers and would maintain a data
bank of information obtained through computer matches and con-
tacts with employers. Employers who failed to provide information
on health insurance coverage would be subject to civil monetary

penalties.

Effective Date
April 1, 1995.

SUBTITLE B—MEDICAID PROGRAM

Part I—Program Savings Provisions
Subpart A—Repeal of Mandate

Rescind Personal Care Mandate
(Section 7401)

Present Law

As enacted in OBRA 90, states are required to provide personal
care services to Medicaid-eligible individuals entitled to nursing fa-
cility benefits, starting in October 1994, under the mandatory home
health benefit.

Committee Proposal

Clarifies the original intent of Congress to specify the conditions
under which optional personal care services can be provided by re-
scinding the personal care services mandate, and retaining the
State option to provide these services. Personal care can be pro-
vided to an individual who is not a resident or inpatient of a nurs-
ing facility or other medical institution, and must be authorized by
a physician and supervised by a registered nurse. The personal
care provider must be qualified to provide such services and cannot
be a member of the individual’s family. Services can be provided in
the home or other location.

Effective Date

Amendments made by this section shall take effect as if included
in the enactment of section 4721(a) of OBRA-1990.
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Subpart B—Outpatient Prescription Drugs

Drug Formularies
(Section 7411)

P, 2sent Law

Requires drug manufacturers to provide rebates to State Medic-
aid programs as a condition of coverage of their products. The re-
bates required by current law include (1) a basic rebate designed
to ensure that states are l‘[:)t:lying less than the average manufac-
tpre:dprice (AMP) for a product, and (2) an additional rebate de-
signed to ensure that increases in Medicaid’s prescription drug
prices do not exceed inflation in the general economy. States must
permit the coverage of all products of a manufacturer who has a
rebate eement in effect except for those classes of drugs ex-
pressly listed in law which a state can exclude or otherwise re-
strict. States, however, do have the discretion to impose prior au-
thorization on any covered outpatient drug. The only exception to
this discretion authority is that States may not impose such
controls during the first 6 months after a drug has been approved
for marketing by the Food and Drug Administration.

Commiittee Proposal

Permits States to operate Medicaid drug formularies under cer-
tain conditions. A State’s formulary must be developed by the
State’s drug use review board or a committee consisting of physi-
cians, pharmacists, and other appropriate individuals appointed by
the Governor of the State. The formulary established by the com-
mittee generally must include each covered outpatient drug of a
manufacturer, except that it can exclude a drug from coverage if
it is contained in section 1927(dX2) of the Social Security Act (e.g.,
drugs used for cosmetic purposes). The formulary also can exclude
a drttig with respect to the treatment of a specific disease for an
identified population if the committee determines that the product
does not have a significant, clinically meaningful therapeutic ad-
vantage in terms of safety, effectiveness, or clinical outcome over
a drug already on the formulary. Any such exclusion must be based
on the drug’s labeling, or in the case of off-label uses, on the basis
of certain compendia. While the statute establishes federal mini-
mum sources of information for use in determining whether to in-
clude a particular drug on a formulary, the formulary committee
can use its judgment about the ¢ .<nt to which peer reviewed med-
ical literature or other sources w..! ‘.- used in making a determina-
tion about a specific drug. The committee will have met its obliga-
tions under federal statute, however, in using the FDA labeling
and appropriate compendia as specified above. Drugs excluded from
the formulary, except for those drugs listed as excludable in stat-
ute, must be made available through a prior authorization process.
The committee must make public, in writing, its findings relative
to exclusion of a covered outpatient drug from the formulary.

Effective Date

Amendments made by this section shall apply to calendar quar-
ters beginning on or after October 1, 1993, without regard to
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whether or not regulations to carry out such amendments have
been promulgated by such date.

Treatment of New Drugs Under Medicaid
(Section 7412)

Present Law

Medicaid programs are prohibited from imposing prior authoriza-
tion conditions on drugs for a 6-month period following their ap-
proval by the Food and Drug Administration.

Committee Proposal
Eliminates the six months special exemption accorded to newly
approved drug: an;losermits states to restrict access to new drugs
approved by the Food and Drug Administration through prior au-
orization conditions or through exclusion using a State’s for-
mulary process.

Effective Date

Amendments made by this section shall ;J) ly to calendar quar-
ters beginning on or after October 1, 1993, without regard to
whether or not regulations to carry out such amendments have
been promulgated by such date.

Modifications to Drug Rebate Program
(Section 7413)

Present Law

a. Rebate Formula. Manufacturers of covered outpatient drugs
pay basic rebates to States to assure that State Medicaid programs
receive the lower of the manufacturer’s “best price” (with certain
statutory exceptions) for that drug or a minimum discount. Manu-
facturers also pay an additional rebate to the States based on the
amount by which their prices for single-source and innovator mul-
tiple-source drugs exceed the rate of inflation. The additional re-
bate is based on the difference between the drug’s current Average
Manufacturer Price (AMP) and the AMP on October 1, 1990, in-
dexed by the CPI-U (urban consumer price index). Prior to 1994,
the rebate is calculated on a drug-by basis. After 1994, the
amount of the rebate is to be calculated on an aggregate basis for
each manufacturer’s product line, weighted for volume.

b. Maximum Allowable Cost Limitations. States may impose
“maximum allowable cost” (MAC) limitations on the reimburse-

ment for generic drugs.

Committee Proposal

a. Rebate Formula.

(1) Changes the base date from which Medicaid price increases
are calculated from the AMP on October 1, 1990, to the average
AMP during the period from July 1 to September 30, 1990. Pro-
vides that, for drugs approved after October 1, 1990, the base date
is the AMP during the first full calendar quarter after which the
drug was marketed. Changes the base CPI-U to be used to cal-
culate the additional (inflation) rebate from the CPI-U on October
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1, 1990, to the average CPI-U during the month of September,
1990. Provides that, for drugs approved after October 1, 1990, the
base CPI-U level to be used is the CPI-U during the first full
month prior to the first full calendar quarter in which the drug was
marketed.

(2) Strikes provision that requires that the additional (inflation
adjusted) rebate after 1994, be calculated on the basis of the
weighted AMP (WAMP) for all the drugs in a manufacturer’s prod-
uct line.

(3) Clarifies that for purposes of computing the additional (infla-
tion adjusted) rebate for any covered outpatient drug that is sold
v. transferred to another entity (including a subsidiary), the base
date after the sale or transfer shall remain the original base date
established for the drug.

b. Maximum Allowable Cost limitations. Adds a new subsection
(1) to section 1927 of the Social Security Act to clarify that the pre-
scription drug rebate law, particularly the moratorium on changes
in pharmacy reimbursement, does not supersede or affect provi-
sions of the law relating to the States’ use of MAC limitations in

effect prior to January 1, 1991. -

Effective Date

The rebate formula provision related to the sale or transfer of a
drug is effective upon enactment, all other provisions are effective
as if included in OBRA 90.

Subpart C—Restrictions on Divestiture of Assets and Estate
Recoveries

Estate Recoveries -
(Section 7421)

Present Law

States have the option to recover the costs of all Medicaid ex-
penditures from the estates of deceased Medicaid clients who were
at least 65 years old when they were eligible for Medicaid. Recover-
ies may not be made from an individual’s estate until the death of
the surviving spouse, and only at such time as there is no surviv-
ing child under 21 years old or a surviving child who is blind or
permanently and totally disabled. Current law does not specify a

definition of estate.

Committee Proposal

Extends current law as a mandate on all states. Provides a mini-
mum definition of estate as including all real and personal property
and other assets included within estate as defined by state laws
governing treatment of inheritance. Allows states to expand the
definition of estate to include other real or personal property or
other assets in which the individual had any legally cognizable title
or interest at the time of death, including such assets conveyed to
a survivor, heir, or assignee of the deceased individual through
joint tenancy, survivorship, life estate, living trust, or other ar-
rangement. Requires state to develop procedures for determina-
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tions of hardship and requires the Secretary to develop standards
for those procedures and criteria for granting hardship exemptions.

Effective Date

Amendments made by this section shall apply to Medicaid pay-
ments made for calendar quarters beginninﬁon or after October 1,
1993, or, if the Secretary of Health and Human Services deter-
mines that State legislation is needed, the State plan shall not be
regarded as failing to comgly with the requirements of this section
before the first day of the first calendar quarter beginning after the
first regular session of the State legislature that gins after the
date of the enactment of this Act. In States with a 2-year legisla-
tive session, each year of such a session shall be deemed to be a
separate regular session of the State legislature for the purposes of
establishing the effective date of this section.

Transfer of Assets and Medicaid Qualifying Trusts
(Sections 7422 and 7423)

Present Law

When an individual applies for Medicaid long term care service
coverage (either institutional or community services under Sec.
1915 (c) or (d)) states are to review the prior 30 months to ascer-
tain whether the individual transferred resources for less than fair
market value which would result in a period of ineligibility for long
term care services. If such a transfer has occurred, a person is
made ineligible for the above listed long term care services for a

riod of time equal to the dollar amount of the transfer divided

y the average cost of nursing home care at private Kay rates. The
penalty period is limited to no more than 30 months and begins
retroactively on the date of the transfer. The penalty period in the
case of multiple transfers runs concurrently.

Under Medicaid law, Medicaid Qualifying Trusts (MQTs) are
those grantor trusts or similar legal devices established l;y an indi-
vidual (or the individual’s spouse) where all or part of the pay-
ments from the trust benefit the individual. Only trusts where the
trustee(s) can exercise discretion over distributions from the trust
are MQTs. These trusts are classified as MQTs regardless of
whether or not a trustee exercises discretion over payments,
whether or not the trust is revocable, and whether or not the indi-
vidual (grantor) established the trust for the g:rpose of qualifying
for Medicaid. Payments from the MQT are to be counted as income
in determining Medicaid eligibility.

Commiittee Proposal

Transfers—Eliminates the 30 month maximum limit on the pen-
alty period so that larger transfers result in lon%er periods of ineli-
gibility. Expands the definition of transfer to include both transfers
of income and resources. Requires that penalties for multiple trans-
fers run consecutively rather than concurrently. Begins the penalty
period on the date that application for eligibility is made. Treats
as a transfer any action that reduces or eliminates an individual’s
ownership or control in a jointly owned asset to the extent that
such action is not consistent with partial ownership. Limits trans-
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fers from the institutional to the community spouse, which are not
subject to transfer penalties, to no more than the Communit
Spouse Resource Allowance. This provision is intended to clari
that the Community Spouse Resource Allowance does apply to
transfers other than those made pursuant to a court order or a fair
hearings process.

Requires that when calculating the penaltzlferiod based on pri-
vate pay nursing facility rates, the state shall include in the pri-
vate pay costs all nursing facility related costs covered under a
state’s Medicaid per diem. Prohibits states from imposing a penal:r
when the transferred assets have been returned to the individual.
In demonstrating whether an individual transferred assets for pur-
poses of Medicaid eligibility, requires states to consider the individ-
ual’s health status at the time of the transfer and whether the indi-
vidual retained sufficient assets after the transfer to take care of
his/her foreseeable needs. Requires states to develop methodologies
for apportioning the penalty period between spouses in situations
where the community spouse enters a nursing home and applies for
Medicaid during the time the institutionalized spouse is in a period
of penalty and therefore ineligible, so that the second spouse to
enter the nursing home does not have to undergo another full pe-
riod of ineligibility for the same transfer, as can occur under cur-
rent law. uires states to establish threshold amounts so that if
the sum total of transfers during the look back period is below the
threshold amount, the transfer will be deemed not to have occurred
for purposes of Medicaid eligibility. Prohibits nursing homes from
requiring any financial information other than to identify the
source of payment the individual intends to use. Through a process
of financial screening, facilities accomplish what the nursing home
reform act intended to limit, assuring that an individual will pay

rivately for a certain period of time before becoming eligible for
edicaid. This provision is intended to clarify that such financial
screening is prohibited while retaining the nursing facility’s right
to inquire about the source of gayment of an applicant or resident.

Requires the Secretary to publish regulations concerning diminu-
tion or elimination of control or ownership of jointly held assets;
criteria for making determinations of transfers not done for pur-
Kosﬁs h(i)f Medicaid eligibility; and criteria for determinations of

ardship.

Allows states, at their option, to look back up to 4 years. Pro-
vides states the option to apply transfer rules to applications for
home and community based long term care other than waiver pro-
gram services subject to restrictions imposed by the Secretary.

Trusts—Treats most tgrantor trusts as either resources or illegal
transfers. In the case of revocable trusts, the corpus of the trust is
treated as a resource, payments from the trust to, or for the benefit
of, the individual are ireated as income, and any other payments
from the trust are to be treated as a transfer. An irrevocable trust
is to be treated as an MQT if there is any situation under which
payments could be made from the trust for the benefit of the indi-
vidual, in which case the corpus and payments from the trust will
be treated the same as revocable trusts. An irrevocable grantor
trust from which no payments may be made to the individual, shall
be treated as a transfer of resources. Clarifies the definition of
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antor trust to specify trusts established by the individual, the in-

ividual’s spouse, or any person (including a court or administra-
tive body) acting at the direction or upon the request of the individ-
ual (or spouse).

Creates exem'gtions from the MQT provisions for two types of
grantor trusts. The first of these, 'special needs’ or ’supplemental
needs’ trusts, would be exemﬁted if the trust is establisﬁed usin
the assets of an individual who is determined disabled under SS
rules, and the trust is established by a parent, grandparent, legal
guardian or a court. Further, all funds remaining in the trust, up
to the amount expended for medical assistance, must revert to the
state upon the death of the individual. The second type of trust,
known as “Miller Trusts” would be exempted if the trust is com-
posed only of the individual’s income including Social Security and
pension and the individual is seeking nursing home services in a
state that does not provide nursing facility services to the medi-
cally- needy population (or does not have a medically needy
spenddown program). The amounts remaining in the trust, up to
the amount expended for medical assistance, must revert to the
state upon the death of the individual.

The Secretary is required to specify standards for states to use
in developing procedures in applying hardship waivers of this pro-
vision for individuals.

Effective Date (for transfer of asset provisions)

Applies to Medicaid payments made on or after October 1, 1993,
except with respect to.assets disposed of before 60 days after the
date of enactment of this Act, and, except if the Secretary of Health
and Human Services determines that State legislation is needed for
the State plan to be in compliance. In this case, the State plan
shall not be regarded as failing to comply with the additional re-
quirements contained in this section before the first day of the first
calendar quarter beginning after the first regular session of the
State legislature that begins after the date of the enactment of this
Act. In States with a 2-year legislative session, each year of such
a session shall be deemed to be a separate regular session of the
State legislature for the purposes of establishing the effective date

of this section.

Effective Date (for treatment of certain trusts)

Applies to Medicaid payments for calendar quarters beginning on
or after October 1, 1993, except with respect to trusts established
before the date which is 60 days after the date of the enactment
of this Act, and, except if the Secretary of Health and Human Serv-
ices determines that State legislation is needed for a State plan to
be in compliance. In this case, the State plan shall not be regarded
as failing to comply with the additional requirements contained in
this section before the first day of the first calendar quarter begin-
ning after the first regular session of the State legislature that be-
gins after the date of the enactment of this Act. In States with a
2-year legislative session, each year of such a session shall be
deemed to be a separate regular session of the State legislature for
the purposes of establishing the effective date of this section. :
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Subpart D—Improvement in Identification and Collection of
Third Party Payments

Third Party Liability Improvements
(Section 7431)

Present Law

States are required to pursue third Party collections under a va-
riety of conditions. As a condition of eligibility, an individual must
assign to the State any rights to payment for health insurance cov-
erage. The individual is also required to cooperate with the State
in identifyinﬁi and providing information to assist the State in pur-
suing, any third r:rty who may be liable to pay for medical serv-
ices, unless the State medicaid agency determines that the individ-
ual has good cause for refusing to do so.

Commiittee Proposal

Requires states to enact laws prohibiting insurers (including
ERISA plans, health maintenance organizations, and service bene-
fit plans) from taking into account an individual’'s Medicaid eligi-
bility status when enrolling an individual, or making benefit pay-
ments to, or on behalf of, that individual. Also requires states to
enact laws to require insurers to recognize state rights to collect
from liable third parties for expenditures already paid out by Med-
icaid on behalf otp a Medicaid client who has private health insur-

ance.

Effective Date

Applies to Medicaid payments made for calendar quarters begin-
ning on or after October 1, 1993, except if the Secretary determines
that a state must pass laws in order to comply with certain provi-
sions of this section. In this case, the State has until the first day
of the first calendar quarter beginning after the close of the first
regular session of the State legislature. For states with a two-year
legislative session, each year of their legislative session shall be
deemed a separate regular session of the legislature for the pur-
poses of this section.

Medical Child Support Enforcement
(Section 7432)

Present Law

The Child Support Enforcement Amendments of 1984 (P. L. 98-
378) required the Secretary of Health and Human Services to issue
regulations requiring State child support enforcement agencies to
petition for the inclusion of medical support as part of any child
support order whenever health care coverage is available to an ab-
sent parent at a reasonable cost.

Title XIX of the Social Security Act requires State Medicaid
plans to provide that, as a condition of eligibility for Medicaid, an
individual must assign to the State any rights to medical support
that has been ordered by a court or administrative order. The indi-
vidual is also required to cooperate with the State in identifying,
and providing information to assist the State in pursuing, any
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third partzlwho may be liable to pay for medical services, unless
the State Medicaid agency determines that the individual has good
cause for refusing to do so.

Commiittee Proposal

Each State would be required to have laws that:

(1) prohibit an insurer from denying enrollment of a child under
the health insurance coverage of the child’s parent on the grounds
that the child was born out of wedlock, is not claimed as a depend-
ent on the parent’s Federal income tax return, or does not reside
with the parent or in the insurer’s service area;

(2) require an insurer and an employer doing business in the
State, in any case in which :Farent is required by court or admin-
istrative order to provide health coverage for a child and the child
is.otherwise eligib e for family health coverage throntlﬁh the insurer,
(a) to permit the parent, upon application and without regard to
any enrollment season restrictions, to enroll such child under such
family coverage; (b) if the parent fails to provide health insurance
coverage for a child, to enroll the child upon aﬁlication by the
child’s other parent or the State child support or Medicaid agency;
and (c) with moct to employers, not to disenroll (or eliriinate cov-
erage of) the child unless there is satisfactory written evidence that
the order is no longer in effect, or the child is or will be enrolled
in comparable health coverage through another insurer that will
take effect not later than the effective date of the disenrollment;

(3) require an employer doing business in the State, in the case
of health insurance coverage offered through employment and pro-
viding coverage for a child pursuant to a court or administrative
order, to withhold from the employee’s compensation the employ-
ee’s share of premiums for health insurance, and to pay that share
to the insurer. The Secretary of Health and Human Services may
gle'cgride by regulation for such exceptions to this requirement as the

etary determines necessary to ensure compliance with an
order, or with the limits on withholding that are specified in sec-
tion 303(b) of the Consumer Credit Protection Act;

(4) prohibit an insurer from imposing requirements upon a State

ency, which is acting as an agent or assignee of an individual eli-
5’; le for medical assistance and covered by the insurer, that are

ifferent from requirements applicable to an agent or assignee of
any other individual;

é) require an insurer, in the case of a child who has coverage
through the insurer of a noncustodial parent, (a) to provide the cus-
todial parent with the information necessary for the child to obtain
benefits; (b) to permit the custodial parent (or provider, with the
custodial parent’s approval) to submit claims for covered services
without the approval of the noncustodial parent; and (c) to make
paarment on claims directly to the custodial parent or the provider;
an
(6) permiy the State Medicaid agency to garnish the wages, sal-
ary, or other employment income of, and to withhold State tax re-
furds to, any person who (a) is required by court or administrative
order to provide health insurance covera;e to an individual eligible
for Medicaid, (b) has received payment from a third party for the
costs of medical services to that individual, and (c) has not reim-
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bursed either the individual or the gerovider. The amount subject to
arnishment or withholding would be the amount required to reim-
urse the State %gen for expenditures for costs of medical serv-
ices provided under the Medicaid program. However, claims for
current or past-due child support shall take priority over any
claims for the costs of medical services.

Effective Date

_April 1, 1994, or, if the Secre determines that State legisla-
tion is needed, the State plan shall not be regarded as failing to
comply with the requirements of title IV-D because it has not met
these additional requirements before the first day of the first cal-

endar guarter belginning after the close of the first regular session
of the State legislature that begins after the date of enactment.

Offset of Payment Obligations Relating to Medical Assist-
ance Against Overpayments of State and Federal l.ncome

Taxes
“ (Section 7433)

Present Law

There is no provision to allow states to collect for overpayments
using the Internal Revenue Service refund intercept system. States
are permitted to use a federal intercept system for past due child
support payments and, on a pilot basis, food stamp overpayments.
Current HCFA policy requires states to 'cost avoid’ most medical
claims which means that the state sends a claim for services to a
known third party for payment before the Medicaid agency will
pay. Current law requires that in the case of pregnancy related or
preventive pediatric care, the state receiving a claim must first pay
the claim, then seek recovery from a liable third party. The Com-
mittee understands that while the intent of this provision is to as-
sure timely access to needed services, the requirement has created
some problems, particularly in situations of medical support where
the absent parent is living out of state and erroneously receives
payment under an insurance policy that should have been remitted

to the state agency.

Commiittee Proposal

Permits states to request an intercept of federal income tax re-
turn funds for Medicaid overpayments. The Committee expects this
provision to ‘supplement existing state recovery efforts. ile an
intercept can be used for any legally enforceable debt for medical
assistance, the intercept should be particularly useful with specific
reference to payments erroneously made by insurers to policy-
holders (such as absent fathers in medical support situations) when
a state has insufficient other means by which to obtain reeo?nition
of state’s rights of assig‘:ment from insurers operatintg out of state.
Upon receiving notice from any state, the Secretary of the Treasury
is directed to reduce the amount of any refund by the amount of
the overpayment and send that money to the requesting state.
State Medicaid programs may access the Federal interceft program
only if the state (which has a state income tax) has in place a state
tax refund intercept system for the collection of overpayments. The
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Secretary of the Treasury, in consultation with the Secretary of
Health and Human Services, shall issue regulations which pre-
scribe the timing, manner and format of state Medicaid agency no-
tification to the Secretary of payment obligations, the minimum
gayment obligation that must be reluested, and the fee to the state
or the intercespt. The Secretary of the Treasury will notify the Sec-
retary of HH annual}y of the states requesting an intercept and
the amounts collected for each state. Prior to sending notice to the
Treasug;, the state agency must -notify the individual against
whom there is a legally enforceable claim to explain that a with-
holding is pending and to inform the individual how to contest the
state’s finding that an amount is owed, or to contest the size of the

amount.

Effective Date

Amendments from this section relating to the Internal Revenue
Code of 1986 shall be effective for taxable years beginning after De-
cember 31, 1993. Amendments from this section relating to the So-
cial Security Act shall apply to calendar quarters beginning on or
after December 31, 1993, except if the Secretary determines that
State legislation is required in order to comply with these provi-
sions. In this case, the state has until the first day of the first cal-

endar quarter befinning after the close of the first regular session
of the State legislature to comply with this section. For states with

a two-year legislative session, each year of their legislative session
shall be deemed a separate regular session of the legislature for the
purposes of this section.

Subpart E—Assuring Proper Payments to Disproportionate
Share Hospitals

Limit Medicaid Payments to Disproportionate Share
Hospitals

(Section 7441)

Present Law

States are required to make supplemental payments to hospitals
that serve a larger than average (disproportionate) number of low
income or Medicaid clients. The law sets out minimum standards
by which a hospital may qualify as a disproportionate share hos-
pital, and minimum payments to be made to those hospitals. States
are generally free to exceed federal minimums in both designation

and payment.

Committee Proposal

Limits the amount states may pay public or other government af-
filiated hospitals to no more than the cost of care provided to Med-
icaid recipients and the individuals who have no health insurance
or other third party coverage for services provided during the year
(net of non-disproportionate share Medicaid payments and pay-
mentsel‘)ly the uninsured). Payments made to hospitals for services
provided to indigent patients made by a state or unit of local gov-
ernment shall not be considered to be a source of third party pay-
ment. Also limits state ability to designate these hospitals by re-
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quiring that any disproportionate share hospital serve at least 1%
Medicaid clients among its caseload.

Effective Date
Applies to payments to states made after the end of the State fis-
cal year that ends during 1995.

Subpart F—Anti-Fraud and Abuse Provisions

Limitations on Physician Referrals
(Section 7451)

Present Law

Under current law, physicians with certain ownership and/or
compensation arrangements with clinical laboratories are prohib-
ited from referring Medicare patients to these clinical laboratories.
The Committee bill extends these self referral prohibitions to other
designated health services.

Committee Proposal
Extends the Medicare rules to the Medicaid program.

Effective Date
9zs’)k:;;plies to services and items furnished on or after October 1,
1 L]

PART II—-OTHER MEDICAID PROVISIONS

Extension of OBRA 90 Demonstration Project
(Section 7501)

Present Law

The Omnibus Budget Reconciliation Act of 1990 (OBRA 1990,
section 4745) established a 4-year, $40 million demonstration pro-
gram to study the effects of allowing 3 to 4 States to provide Medic-
aid coverage to individuals in uninsured families with incomes
below 150 percent of the Federal poverty line who are not other-
wise eligible for Medicaid. Families with incomes below 100 percent
of the poverty level cannot be subject to any premiums, deductibles,
or other cost-sharing; families with incomes between 100 and 150
percent of the poverty level may not be subject to cost-sharing in
excess of 3 percent of the family’s average gross monthly earnings.
If the Secretary determines that it is cost-effective for the project
to utilize employer coverage, an employer contribution is required.
Federal funds available for the project are limited to $12 million
in each of fiscal years 1991, 1992 and 1993, and $4 million in FY
1994. These demonstrations did not commence, however, until FY
1992, and are not expected to be completed until FY 1995.

Committee Proposal
Specifies that the Federal expenditures authorized for the OBRA
1990 demonstration project will remain available until expended.
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Effective Date
The amendments made by this section shall take effect as if in-
cluded in the enactment of OBRA-1990.

Subtitle C—Income Security Provisions

Federal Matching for AFDC Administrative Costs
(Section 7601)

Present Law

In general, the Social Security Act provides 50 percent Federal
matchinﬁ funds to the States for the costs of administering the Aid
to Families with Dependent Children (AFDC) program. However,
enhanced matching at the rate of 100 percent is available for the
costs of verifying with the Immigration and Naturalization Service
the immigration status of aliens; 90 percent for the costs of plan-
ning, designing, developing, or installing statewide information and
manmz}lgement systems, and 75 percent for the costs of carrying out
specified fraud control programs. (Enhanced matching for certain
administrative activities is also available to the territories in the
operation of their programs for the aged, blind, and disabled under
titles I, X, XIV and XVI of the Social Security Act.) In addition,
under current law, States must require all adult members of a fam-
ily or household to sign a written declaration attesting to their own
and their children’s citizenship status for purposes of the AFDC,

Medicaid, and other programs.

Committee Proposal

The Federal matching rate available to the States for all AFDC
administrative costs would be limited to 50 percent. (A similar
change would apply to the programs for the aged, blind and dis-
abled in the territories.) The requirement that all adult members
of a family or household must sign a written declaration attesting
to their own and their children’s citizenship status would be modi-
fied. Instead, one adult would be allowed to sign for the entire fam-
ily or household. A family or household member would not be re-
quired to attest to the status of a newborn until the household’s

next determination.

Effective Date

The amendment applies to payments made for calendar quarters
beginning on or after April 1, 1994; or, in the case of a State whose
State legislature is not scheduled to have a regular legislative ses-
sion in 1994, the new matching requirements would be effective no
later than the first day of the first calendar quarter beginning after
the close of the first regular session of the State legislature that
begins after the date of enactment.
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State Paternity Establishment Programs
(Section 76032)

Present Law

The Child Supgg:'t Enforcement program was enacted as Part D
of title IV of the Social Security Act in 1975. Its Surpose is to locate
absent parents, establish paternity, obtain child and spousal su

rt, and assure that assistance in obtaini sugport 18 available

all children (whether or not eligible for Aid to Families with De-
pendent Children—AFDC) for whom such assistance is requested.

As a condition of eligibility for AFDC, each apﬁlicant or recipient
must assign the State any right to support which she may have in
her own behalf or in behalf of children in the family, and must co-
operate with the State in establishing paternity and in obtainix:g
support payments. States are also required to provide child suppo
services to families who are not eligible for upon their appli-
cation for services.

The Federal government pays 66 percent of State and local ad-
ministrative costs for services on an open-ended entitlement basis.
In addition, 90 percent Federal matching is available on an open-
ended entitlement basis to States for the costs of establishing an
:epproved automated data processing and information retrieval sys-

m.

The Family Support Act of 1988 required the States to meet pa-
ternity establishment requirements specified in law. To meet these
requirements, a State’s paternity establishment percentage must
be at least 50 percent or it must equal or ex the average for
all States, or have increased by 3 percentage points from fiscal year
1988 to 1991, and hy 3 percentage points each year thereafter.

A State’s &atemity establishment percentage is: the number of
children in the State who are born out of wedlock, are receiving
AFDC benefits or title IV-D child support enforcement services,
and for whom paternity has been established, divided by the num-
ber of children who are born out of wedlock and are receiving
AFDC or IV-D child support services.

The 1988 Act also: required each State to require a child and all
other parties in a contested paternity case to submit to genetic
tests upon the request of any party; encouraged each State, in the
administration of its program, to implement a simple civil process
for voluntarily acknowleging paternity, and a civil procedure for
establishing paternity in contested cases; and provided 90 percent
tl;edq:;l matching for the costs of laboratory testing to establish pa-

roity.

Commiittee Proposal .

New State paternity performance -standards would be estab-
lished. The proposal would require that a State’s paternity estab-
lishment percentage be based on the most recent data available
that are determined by the Secretary to be reliable, and must (1)
be 75 percent, or (2) have increased by 3 percentage points over the
grevious fiscal year for a State with a percentage of not less that

0 percent but less than 75 percent, or by 6 peroentaﬁ ints over
the previous fiscal year for a State with a percentage below 50 per-
cent.
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In addition, each State would be required to have in effect laws
requiring the use of additional procedures designed to improve the
effectiveness of paternity establishment, including procedures:

(1) for a simple civil process for voluntarily acknowledging
paternity under which the State must explain the rights and
responsibilities of acknowledging paternity and must afford
due process safeguards. The procedures must include (a) a hos-
pital-based program for the voluntary acknowledgement of pa-
ternity during the period immediately preceding or following
the birth of a child, and (b) the inclusion of signature lines on
applications for official birth certificates which, once signed by
the father and the mother, constitute a voluntary acknowledg-
ment of paternity;

(2) under which the voluntary acknowledgement of paternity
of a child creates a rebuttable or, at the option of the State,
conclusive presumption that the individual is the father of the
child, and under which such a voluntary acknowledgement is
admissible as evidence of paternity;

(3) under which the voluntary acknowledgment of paternity
must be recognized as a basis for seeking a support order with-
out first requiring any proceedings to establish paternity;

(4) which provide that any objection to genetic testing results
must be made in writing within a specified number of days
prior to any hearing at which such results may be introduced
in evidence, and if no objection is made, the test results are ad-
missible as evidence of paternity without the need for founda-
tion testimony or other proof of authenticity or accuracy;

(5) which create a rebuttable or, at the option of the State,
conclusive presumption of paternity of a child, upon genetic
testing results indicating a threshold probability of the alleged
father being the father of the child; and

(6) which require a default order to be entered in a paternity
case upon a showing that process has beer served on the de-
fendant and any additional showing required by State law.

In addition, States would be required, rather than encouraged, to
have expedited processes for paternity establishment in contested
cases, and to give full faith and credit to a determination of pater-
nity made by any other State, whether established through vol-
untary acknowledgement or through administrative or judicial

processes.

Effective Date

October 1, 1993, or, if later, upon enactment by the legislature
of the State of all laws required by the amendments, but in no
event later than the first day of the first calendar quarter begin-
ning after the close of the first regular session of the State legisla-
ture that begins after the date of enactment. In the case of a State
that has a 2-year legislative session, each year of such session shall
be deemed to be a separate regular session of the State legislature.



47

Fees for Federal Administration of SSI State Supplements
(Section 7603)

Present Law

Since the Supﬁ)lementary Security Income (SSI) program began
in 1974, States have had the option of supplementing the Federal
SSI payment (currently $434 a month for an individual, and $652
for a couple) and of having these supplements administered by the
Social Security Administration. Currently, the Social Security Ad-
ministration administers the supplementation program for 27
States and the District of Columbia. There is no provision in the
statute allowing the Federal government to charge a fee for admin-

istering these programs.

Committee Proposal

The Secretary of Health and Human Services is directed to as-
sess the States a fee for each monthly State supplementary benefit
g‘ayment made by the Federal government on the State’s behalf.

he fee is $1.67 per payment in fiscal year 1995, $3.33 in fiscal
year 1996, $5.00 in fiscal year 1997; and in fiscal year 1998 and
each succeeding year, $5.00 or such different rate as the Secretary
establishes in regulations, taking into account the complexity of the

State’s supplementary program.
In addition, the Secretary is directed to charge an additional

services fee if, at the request of the State, the Secretary provides
additional services beyond the level customarily provided in the ad-
ministration of State supplementary payments. This fee shall be in
an amount that the Secretary determines is necessary to cover all
costs incurred by the Federal government in furnishing the addi-

tional services.

Effective Date

The amendment applies to supplementary payments made for
any calendar month beginning after September 30, 1994, and- to
services furnished after such date, regardless of whether regula-
tior(xis.fhgve been promulgated or existing agreements have been
modified.

Subtitle D—Miscellaneous Provisions
PART I—-TRADE PROVISIONS

Extension of Customs User Fees
(Section 7701)

Present Law

Section 13031(a) of the Consolidated Omnibus Budget Reconcili-
ation Act of 1985 authorizes the Customs Service to collect user
fees for certain services. Flat rate fees (“COBRA” fees) are imposed
for the processing of air and sea passengers, commercial vessels,
barges, rail cars, trucks, dutiable mail packages and Customs
broker permits. Fees ' collected reimburse appropriations for the
costs incurred by Customs in providing inspectional overtime and
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preclearance services. Expenditures are also authorized from sur-
plus revenues in excess of $30 million to hire additional inspectors
and acquire equipment.

Customs also collects a 0.19 percent ad valorem merchandise
processing fee (MPF) on the value of formally entered imported
commercial cargo, subject to a $21 minimum and $400 maximum
fee. In addition, a $2, $5, or $8 entry fee is charged for processing
informal entries valued below $1,250.

All user fee authority (for COBRA and MPF) expires September

30, 1995.

Committee Proposal

The Committee pro(fosal extends the authority to collect customs
user fees for three additional fiscal years, to September 30, 1998.

Effective Date
Date of enactment.

Extension of, and Authorization of Appropriations for, the
Trade Adjustment Assistance Program

(Section 7702)

Present Law

The Trade Adjustment Assistance (TAA) program, authorized
under Title II of the Trade Act of 1974, as amended, provides bene-
fits to eligible workers and firms found to be adversely affected by
increased imports. Certified workers are eligible for income support
in the form of trade readjustment allowances, training, job search
and relocation allowances, and other employment services. Cer-
tified firms are eligible for technical assistance, administered
through 12 regional Trade Adjustment Assistance Centers. These
Centers receive funding from the Department of Commerce.

Certification of a group of workers by the Secretary of Labor, or
a firm by the Secretary of Commerce, as eligible to apgiy for ad-
Jjustment assistance requires three general conditions to be met: (1)
a significant number or proportion of a firm’s workers have been
or are threatened to be totally or partially laid off; (2) the firm’s
sales and/or production have decreased absolutely; and (3) in-
creased imports of articles like or directly competitive with articles
produced by the firm contributed importantly to both the layoffs
and the decline in sales or production.

The TAA program was most recently extended by the Omnibus
Trade and Competitiveness Act of 1988; it is currently authorized

through September 30, 1993.

Committee Proposal

The Committee proposal amends section 285(b) of the Trade Act
of 1974 to extend the termination date for the TAA program for
five years through September 30, 1998. It further amends sections
245 and 256(b) of the Act to authorize appropriations of such sums
as may be necessary for the TAA program for fiscal years 1993,
1994, 1995, 1996, 1997, and 1998. .

TAA is designed specifically to respond to the needs of American
workers and firms adversely affected by imports. By extending the
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program for five additional years, the Committee intends to ensure
that its coverage and benefits remain in effect at a time when
American workers and firms face intense and increasing competi-
tion from abroad. Its extension is especially important at the
present time, as the Congress prepares to consider the North
American Free Trade Agreement (NAFTA) as well as the Adminis-
tration’s request for an extension of “fast track” neﬁotiating author-
ity needed to complete the Uruguay Round of multilateral trade ne-

gotiations.
Effective Date
Date of enactment.
PART II-IMPROVED ACCESS TO CHILDHOOD
IMMUNIZATIONS

-

(Sections 7801, 7802, 7803)

Present Law

Childhood immunization is generally agreed to be one of the
most cost-effective preventive health care procedures. Unfortu-
nately, although it is virtually universally recommended, vaccina-
tion of young children is very low in many areas and among many
groups in the U.S. While comprehensive data are difficult to obtain,
sample data indicate that age-appropriate vaccinations for two year
olds may be as low as 40 percent nationwide and as low as 10 per-
cent in some inner-city areas. Recent outbreaks of measles have oc-
curred around the nation. The CDC has estimated that the out-
break resulted in over 55,000 cases of measles, more than 130
deaths, and over 11,000 hospitalizations, at an overall direct cost
of $150,000,000. Studies have shown that a high percentage of
unvaccinated children who got the measles during the outbreak de-
scribed participated in the Medicaid program, resulting in costs to
Federal and State governments. For instance, 45 percent of
unvaccinated children in Los Angeles and 75 percent in New York
City who got the measles were participating in the Medicaid pro-

am.

The cause of such low immunization rates is complex. During the
last twelve years, the cost of a full set of immunization has risen
because of increased vaccine prices, new excise taxes, and the ap-
groval of new vaccines. At the same time as these costs have risen,

owever, the Federal suptmrt for immunization programs has not
kept pace. Compounding this problem is the increasing shift of pa-
tients from private practices into public clinics. Pediatricians treat-
ing patients without insurance for vaccine benefits recognize that
the cost of vaccines alone is a significant out-of-pocket expense for
many families and increasingly refer these patients to public clinics
where vaccines are free. This shift results in the fragmented care
of these patients, overloading already under-funded public clinics,
and missed opportunities to vaccinate children in a timely manner.

Child immunizations, including the cost of vaccines and adminis-
tration fees are reimbursed to providers under the Medicaid Early,
Periodic, Screening Diagnosis and Treatment (EPSDT) program.
Despite this many children are not covered for the full schedule of
vaccinations and physician participation in the program is low.
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There is a program in the Centers of Disease Control for the fed-
eral purchase of vaccines. Prices for vaccines are negotiated by rep-
resentatives of the CDC and manufacturers in a process that re-
sults in one manufacturer getting a contract for a certain vaccine.
Under the CDC program, vaccines are distributed free of charge to
public providers and who in turn cannot charge for the cost of the
vaccines. Providers can charge an administration fee to those with
the ability to pag. Some states and localities purchase additional
vaccines at the CDC price or negotiate with manufacturers to es-
tablish prices for additional vaccines. Eleven states have a univer-
sal purchase program for one or more vaccines. Some states that
have wanted to purchase vaccines at the current CDC price, taking

of the CDC contract optional use clause, have been dis-

advantge
couraged from doing so by manufacturers.

Committee Proposal

A central bulk purchasing program is established in the Social
Security Act, replacing purchase of vaccines under Medicaid and
supplementing the current CDC vaccine purchase program. Under
this program, the Secretary of HHS will provide amounts of vaccine
to each state which are adequate to fully immunize eligible chil-
dren within the state. Eligible children are defined to be: children
eligible for Medicaid; children with family incomes up to 756% of a
state’s median income (for a family of 4 without regard to family
size) who are either uninsured or lack coverage of immunizations
under their health insurance; and children who are native Ameri-
cans. Creating a new Social Security Act program assures steady
funding levels which is of concern to both states and manufactur-
ers. The Secretary is required to establish criteria for the delivery
of vaccines by manufacturers or states to providers.

Each state must apply to participate in the federal purchase pro-

am and must meet certain conditions including providing assur-
ance that eligible children receive vaccines without charge for its
cost and that program-registered providers receive vaccine for eliﬁi-
ble children. States with universal programs are exempt from the
means test requirements but are stil eluifible for free vaccines
based on their estimates of the eligible population.

While providers are not required to participate in the program,
states may not restrict the availability of free vaccines if a provider
is willing to participate. Providers can charge an administration fee
not to exceed amounts determined appmﬁriate by the Secretary
(taking regional variations into account). The Secretary is required
to develop a simplified form where eligibility of children is based
on parents’ self-verified and declared indication of meeting the in-
come _test. States-may use other forms as approved by the Sec-
retary. Public clinics and providers that receive CDC funded vac-
cines are excluded from administering the means test for those vac-
cines.

The Secretary will negotiate with vaccine manufacturers over the
price to be paid for federally purchased vaccines. In the negotia-
tions, the Secretary must account for manufacturer costs of re-
search and must provide for a reasonable gzgﬁt to manufacturers.
In consideration of reasonable profit, the Secretary shall consider
certain factors, including, the costs of research, development and
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production of the vaccine, the costs of research for new or improved
vaccine products, the costs of shipping and handling under the con-
tract, and the costs of maintaining an adequate production capacity
for disease outbreak control. The etary may require other infor-
mation of manufacturers but only after the publication of regula-
tions with appropriate comment period. The Secretary shall con-
tract with more than one manufacturer of a particular vaccine
when there is more than one manufacturer of the vaccine to pro-
vide each manufacturer a meaningful and material market share
as appropriate.

In addition to the federal purchase and distribution of vaccines
for specified populations, states may elect to purchase vaccine at
the price negotiated by the Secretary for administration to a larger
portion of the child population using state funds. If a state elects
this option, it must annually notify the Secretary of its estimated
volume of purchase, in advance of the Secre s purchase price
negotiations with manufacturers, so that the effect of state pur-
chases can be accounted for during price negotiations. Annual re-
ports to Congress are required to monitor the price of vaccines to
the Federal government and to make sure that prices are not rising
_ substantially due to the state optional use clause.

In order to receive free vaccines, states with laws in effect as of
May 1, 1993 which require that some or all insurance plans offer
immunization coverage are not allowed to modify or repeal such
laws to the extent that current immunization coverage is reduced.
In addition, tax penalties can be levied for insurers who reduce
their coverage of immunizations.

A National Childhood Immunization Trust Fund is established in
the Treasury of the United States consisting of such amounts as
may be a%propriated or credited to the Fund. Existing Federal and
State funds under Medicaid that would otherwise be used to pay
for the cost of vaccines (and which will no longf:; be needed under
tge new program) are transferred to the trust fund for vaccine pur-
chase.

The effective date of the central bulk purchase program is Octo-
ber 1, 1994 and the program will terminate on such date as may
be prescribed in Federal laws that provide for immunization serv-
ices for all children as part of a broad-based reform of the health
care system.

The current requiremznt that States establish adequate payment
rates for pediatric services is expanded to include payment of vac-
cine administration.

Federal matching p?_yments would not be available with respect
to State expenditures for single-antigen vaccines (and their admin-
istration) in any case in which the Secretary determines that ad-
ministration of a combined-antigen vaccine is medically appropriate
and cost beneficial.

In conducting outreach efforts to Medicaid-eligible children under
the EPSDT program, states are required to inform parents about
the need for age-appropriate immunizations. uires State Medic-
aid programs to coordinate the provision of information and edu-
cation on childhood vaccines and the delivery of immunization serv-
ices with their Maternal and Child Health Services Block Grant
programs and the Special Supplemental Food Program for Women,
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Infants, and Children (WIC) program. Also, requires MCH Block
Grant Frogram coordination with the Medicaid program for pay-
ment of services and reports on immunization services.

States contracting with Medicaid managed care plans must stip-
ulate, in the contract, the EPSDT services for which the entity will
be rea‘io‘hnsible and which services will be the responsibility of the
state. The contract must detail how services not provided by the
entity will be delivered to eligible children. Managed care entities
must submit periodic reports on the provision of such services to
the State. Establishes a civil money penalty with respect to man-
aged care plans that fail substantially to provide EPSDT services
to the extent required by their contract.

Under current law, states may not make payment for covered
services grovided to Medicaid beneficiaries to anyone other than
the beneficiary or the provider of the service, with certain limited
exceptions. Provision allows States, at their option, to make pay-
ments directly to vaccine manufacturers participating in a vol-
untary replacement program. Under such a program, the manufac-
turer supplies doses of the vaccine to providers that administer it,
periodically replaces the provider’s supply of the vaccines, and
charges the State the manufacturer’s bid price to the CDC, plus a
reasonable premium to cover shipsing and handling of returns.

The provision includes limited demonstration authority for up to
five states to work through the AFDC program to encourage great-
er parental responsibility for timely, age appropriate childhood im-
munizations. In order to receive demonstration authority, states
must meet standards in program design as specified in statute.

Effective Date
All provisions except direct payment to manufacturers are effec-
tive October 1, 1994; The direct payment provision becomes effec-

tive October 1, 1993.
COSTS—The program will be funded through recouping savings

accruing to existing state and federal programs that currently pur-
chase vaccines outside the CDC contract for the population that

will be covered under this proposal.
OUTLAY-RELATED REVENUE PROVISIONS IN TITLE VII
A. Disclosure Provisions

1. Access to tax information by the Department of Veterans
Affairs (sec. 7901 of the bill and sec. 6103 of the Code)

Present Law

The Internal Revenue Code prohibits disclosure of tax returns
and return information except to the extent specifically authorized
b{ the Code (sec. 6103). Unauthorized disclosure is a felony punish-
able by a fine not exceeding $5,000 or imprisonment of not more
than five years, or both (sec. 7213). An action for civil damages also
may be brought for unauthorized disclosure (sec. 7431). No tax in-

ormation may be furnished by the Internal Revenue Service (IRS)
another agency unless the other agency establishes procedures
satisfactory to the IRS for safeguarding the tax information it re-

ceives (sec. 6103(p)).
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Among the disclosures permitted under the Code is disclosure to
the Department of Veterans Affairs (“DVA”) of self-employment tax
information and certain tax information supplied to the Internal
Revenue Service and Social Security Administration by third ﬁar-
ties. Disclosure is permitted to assist DVA in determining eligi-
bility for, and establishing correct benefit amounts under, certain
of its needs-based pension and other ﬁrograms (sec.
6103(IX7XDXviii)). The income tax returns filed by the veterans
themselves are not disclosed to DVA.

The DVA is required to comply with the safeguards currently
contained in the e and in section 1137(c) of the Social Security
Act (governing the use of disclosed tax information). These safe-
guards include independent verification of tax data, notification to
the individual concerned, and the opportunity to contest agency
findings based on such information.

The DVA disclosure provision is scheduled to expire after Sep-

tember 30, 1997.

Reasons for Change

The committee believes that it is appropriate to extend the au-
thority to disclose tax information to DVA for an additional year
to provide sufficient time to assess the impact of such disclosure on
taxpayers’ voluntary compliance with the tax laws.

Explanation of Provision
The bill extends the authority to disclose tax information to the
DVA for one year, through September 30, 1998.

Effective Date
The provision applies after September 30, 1997.

2. Access to tax information by the Department of Education
(sec. 7902 of the bill and sec. 6103 of the Code)

Present Law

The Internal Revenue Code prohibits disclosure of tax returns
and return information except to the extent specifically authorized
by the Code (sec. 6103). Unauthorized disclosure is a felony punish-
able by a fine not exceeding $5,000 or imprisonment of not more
than five years, or both (sec. 7213). An action for civil damages also
may be brought for unauthorized disclosure (sec. 7431). No tax in-
formation may be furnished by the Internal Revenue Service (IRS)
to another agency unless the other agency establishes procedures
satisfactory to the IRS for safeguarding the tax information it re-
ceives (sec. 6103(p)).

The IRS may disclose to the Department of Education the mail-
ing address of taxpayers who have defaulted on certain student
loans. The Department of Education may in turn make this infor-
mation available to its agents and to the holders of such loans (and
their agents) for the purpose of locating the taxpayers and collect-

ing the loan.
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Reasons for Change

The committee believes that the Department of Education should
be provided with access to tax return information to assist it carry-
ing out modifications of the Federal student loan program. One
component of those modifications will permit students to elect to
repay their loans on an income-contingent basis: the amount of
each loan payment would be proportional to the former student’s
income.

The committee, however, is also concerned about the increasing
number of requests for disclosure of confidential tax information for
nontax purposes and the effect of such disclosure on voluntary tax-
payer compliance. Accordingly, only the Department of Education
and its employees have been given access to the tax return infor-
mation necessary to implement income-contingent repayment and
the access has been granted only temporarily. The committee also
believes that any plan to involve further the IRS in loan collection
should be thoroughly studied before implementing legislation is

proposed.

Explanation of Provision

The bill gives the Department of Education access to certain tax
return information in order to implement this direct student loan
program. The only information the Department of Education is per-
mitted to obtain is the name, address, taxpayer identification num-
ber, filing status, and adjusted gross income of the former student.
Disclosure of this information may be made only to Department of
Education employees and may only be used by these employees in
establishing the appropriate income-contingent repayment amount
for an applicable student loan. Applicable student loans are loans
under the new direct student loan program and other student loans
that are in default and have been assigned to the Department of
Education. The Department of Education and its employees would
be subject to the restrictions on unauthorized disclosure in present
law. The committee anticipates that information will be provided
by means of low-cost computer exchanges of information.

The bill also permits the Department of Education to obtain the
mailing address of any taxpayer who owes an overpayment (i.e.,
has received more than the proper amount) on a Federal Pell Grant
or who has defaulted on certain additional student loans adminis-
tered by the Department of Education.

. The authority to disclose tax information to the Department of
Education for purposes of establishing the direct student loan pro-
gram expires on September 30, 1998.

The authority to permit the Department of Education to obtain
the mailing address of any taxpayer who owes an overpayment on
a Federal Pell Grant or who has defaulted on certain additional
student loans administered by the Department of Education is per-

manent.
Effective Date
The provision is effective on the date of enactment.
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8. Access to tax information by the Department of Housing
and Urban Development (sec. 7803 of the bill and sec. 6103

of the Code)

Present Law

The Internal Revenue Code prohibits disclosure of tax returns
and return information, except to the extent specifically authorized
by the Internal Revenue Code (sec. 6103). Unauthorized disclosure
is a felony punishable by a fine not exceeding $5,000 or imprison-
ment of not more than five years, or both (sec. 7213). An action for
civil damages also may be brought for unauthorized disclosure (sec.
7431). No tax information may be furnished by the IRS to another
agency unless the other agency establishes procedures satisfactory
to the IRS for safeguarding the tax information it receives (sec.

6103(p)).

Reasons for Change

The committee believes that the Department of Housing and
Urban Development (HUD) should be provided with access to cer-
tain items of tax information to assist HUD in determining eligi-
bility for, and establishing correct benefit levels under, certain
HUD programs.

The committee, however, is also concerned about the increasing
number of requests for disclosure of confidential tax information for
nontax purposes and the effect of such disclosure on voluntary tax-
payer compliance. Accordingly, HUD’s access to tax information
has been granted only temporarily to provide the Treasury Depart-
ment sufficient time to conduct a study on the effectiveness of such
disclosure and HUD’s compliance with safeguards contained in the

Code.

Explanation of Provision

The bill permits disclosure of -certain tax information with re-
spect to applicants for, and participants in, certain HUD programs.
Such disclosure may be made only to HUD employees and is to be
used solely in verifying the taxpayer’s eligibility for (or correct
amount of benefits under) those HUD programs. The committee an-
ticipates that information will be provided by means of low cost
computer exchanges of information. The bill extends the current
law restrictions on unauthorized disclosure to HUD and its employ-
ees. HUD employees may not redisclose tax information to State or
local housing agencies, public housing authorities, or any other
third party. However, they may inform such parties of the fact that
a discrepancy exists between the information provided by the appli-
cant (or participant) and information provided by other sources.

Effective Date
The provision is effective on the date of enactment. The authority
" to disclose tax information to HUD under the bill expires after Sep-

tember 30, 1998.

69-501 0 - 93 - 3
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B. Other Revenue-Related Provisions

1. Expansion of 45-day interest-free period for certain
refunds (sec. 7950 of the bill and 6811(e) of the Code)

Present Law

No interest is paid by the Government on a refund arising from
an original income tax return if the refund is issued by the 45th
day r the later of the due date for the return (determined with-
82: 1? )ard to any extensions) or the date the return is filed (sec.

e)).

There is no parallel rule for refunds of taxes other than income
taxes (i.e., employment, excise, and estate and gift taxes), for re-
funds of any type of tax arising from amended returns, or for
claims for refunds of any type of tax.

If a taxpayer files a timely original return with respect to an!
type of tax and later files an amended return claiming a refund,
and if the IRS determines that the taxpayer is due a refund on the
basis of the amended return, the IRS will pay the refund with in-
terest computed from the due date of the original return.

Reasons for Change

The committee believes that it is inappropriate for the payment
of interest on tax refunds to be determined by the of tax in-
volved; all types of taxes should be treated similarly. The commit-
tee further believes that it is appropriate to alter the interest rules
to provide a 45-day processi riod with respect to amended re-
turns, claims for refund and initiated adjustments.

Explanation of Provision

No interest is to be paid by the Government on a refund arising
from any type of original tax return if the refund is issued by the
45th day after the later of the due date for the return (determined
without regard to any extensions) or the date the return is filed.

A parallel rule applies to amended returns and claims for re-
-funds: if the refund 1s issued by the 45th day after the date the
amended return or claim for refund is filed, no interest is to be
paid by the Government for that period of up to 45 days (interest
would continue to be paid for the period from the due date of the
return to the date the amended return or claim for refund is filed).
If the IRS does not issue the refund by the 45th day after the date
the amended return or claim for refund is filed, interest would be
paid (as under present law) for the period from the due date of the
original return to the date the IRS pays the refund.

parallel rule also applies to IRS-initiated adjustments (whether

due to computational adjustments or audit adjustments). With re-
spect to these adjustments, the IRS is to pay interest for 45 fewer
days than it otherwise would.

Effective Date .

The extension of the 45-day processing rule is effective for re-
turns required to be filed (without regard to extensions) on or after
January 1, 1994. The amended return rule is effective for amended
returns and claims for refunds filed on or after January 1, 1995
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(regardless of the taxable period to which they relate). The rule re-
lating to IRS-initiated adjustments apnlies to refunds paid on or
after January 1, 1995 (regardless of the taxable period to which

they relate).

2. BATF user fees for processing applications for alcohol
certificates of label approval (sec. 7951 of the bill)

Present Law

The Treasury Department’s Bureau of Alcohol, Tobacco, and
Firearms (BATF) is required to approve all alcoholic beverage la-
bels and conduct various laboratory analyses to assure compliance
with the Federal Alcohol Administration Act (27 U.S.C., Chapter 8)
and Chapter 51 of the Internal Revenue Code. There is currently
no charge or fee for these BATF services.

Under the Internal Revenue Code, annual alcohol occupational

excise taxes are imposed as follows:

Producers of distilled spirits, $1,000 per year per premise !
wines or beer (secs. 5081,
5091).
Wholesale dealers of liquors, $500 per year
wines or beer (sec. 5121).
Retail dealers in liquors, wines $250 per year
or beer (sec. 5121).
Nonbeverage use of distilled $500 per year
spirits (sec. 5131).
Industrial use of distilled spirits $250 per year
(sec. 5276).
1Tax i i r busi i i les
thana:5 013. ()‘goo?n?ilre )xr)ear u‘:'g pmisl: ;gar fmsmesses with gross receipts of less

These annual alcohol occupational tax rates are as enacted in the
Omnibus Budget Reconciliation Act of 1987 (P.L. 100-203, “1987
Act”), effective on January 1, 1988. The 1987 Act increased the
wholesale and retail alcohol occupational taxes and imposed new
occupational taxes on distilled spirits, wine and beer producers as
well as for industrial users of distilled spirits.

Reasons for Change

The committee considers it appropriate policy to permit the
BATF to charge fees to cover the costs of processing applications
for certificates of alcohol label approval and conducting formula re-
views or laboratory tests and analyses required under the Federal
Alcohol Administration Act and tie Internal Revenue Code and
regulations. Such BATF services directly benefit the specific users.

Explanation of Provision

Under the bill, BATF user fees are established to cover the costs
of processing applications for certificates of alcohol label approval
(or exemptions therefrom) required by the Federal Alcohol Admin-
istration Act and conducting formula (and statement of process) re-
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views or laboratory tests and analyses required under that Act and
the Internal Revenue Code and regulations.

The Secretary of the Treasury is authorized to implement the
user fee program and to establish fee rates: not less than $50 for
each application and not less than $250 for each formula (and
statement of process) review or test and analysis. The fees charged
under this program are to be determined so that the Secretary esti-
mates that the aﬁflregate of such fees received during any fiscal
year will be $56 million. A maximum of $5 million of these fees are
to be offsetting recemts def)osited in the Treasury and ascribed to
BATF’s Comphance Alcohol Program.

Effective Date

The provision is effective for applications filed and for formula
(and statement of process) reviews or tests and analyses initiated
90 days from the date of enactment.

3. Use of Harbor Maintenance Trust Fund for administrative
expenses (sec. 7953 of the bill and sec. 2505(c) of the Code)

Present Law
Under present law (Code sec. 9505(c)), amounts in the Harbor
Maintenance Trust Fund (“Harbor Trust Fund”) are available, as
provided by appropriation Acts, for making expenditures:
(1) under section 210(a) of the Water Resources Development
Act of 19868 (Corps of Engineers costs for dredging and main-

taxmnf harbors at U.S. ports);
(2) for payments of rebates of certain St. Lawrence Seaway

tolls or charges; and

(3) for payment of expenses incurred by the Department of
the Treasury in administering the harbor maintenance excise
tax (“harbor tax”) (but not more than $5 million per fiscal year)
for periods during which no Customs processing fee applies
under the Consolidated Omnibus Budget Reconciliation of
1985 (“1985 Act”).

The Customs processing fee currently is in effect through Sep-
tember 30, 1995.1 Thus, since the Customs processing fee 18 in ef-
fect under the 1985 Act, the Trust Fund is not currently permitted
to be used for Treasury Department expenses for adminisbering the
harbor tax. The Customs Service generally has the responsibility
for collectix:i and administering the harbor tax. The Corps of Eng-
neers and the Department of Commerce generate certain data re-

lated to shipments of commercial cargo.

Reasons for Change

The committee believes that additional enforcement resources
are necessary for the Treasury Department to properly administer
the harbor tax and to increase collection and audit efforts. This in-
creased enforcement effort should result in the collection of addi-
tional tax revenues that are owed but are not being paid. Also, the
committee determined that the Corps of Engineers and the Depart-

1A separate trade provision (in sec. 7701 of the bill) would extend the current Customs proc-
essing fee for three years, through September 30, 1998.
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ment of Commerce should be reimbursed for their expenses related
to administering the harbor tax.

Explanation of Provision

The bill allows (subject to apprcigxl'iations) up to $5 million per
fiscal year from the Harbor Trust Fund to be used by the Depart-
ment of the Treasury in administering the harbor tax to improve
compliance. This is accomplished by removing the current Harbor
Trust Fund restriction against such use while the Customs process-
ing fee is in effect. Also, the bill specifies that such Harbor Trust
Fund amounts are available to be used to reimburse the Corps of
Engineers and the Department of Commerce for their administra-
tive expenses related to harbor tax collection and enforcement ef-

forts.

Effective Date
The provision applies to fiscal years beginning after the date of
enactment. :

4. Increase amount of Presidential Election Cam&ai Fund
checkoff (sec. 7954 of the bill and sec. 60986 of the Code)

Present Law

The Presidential Election Campaign Fund (“Fund”) provides for
public financing of a portion of qualified Presidential election cam-
ggign expenditures, and certain qualified convention costs (sec.

01 et seq.). The Fund is financed through the voluntary designa-
tion by individual taxpayers on tax returns of $1 of tax liability,
which is commonly known as the Presidential election campai
checkoff. The Treasury Department accumulates revenues in the
Fund over a four-year period, and then disburses funds to eligible
candidates for President, Vice President, and conventions during

the Presidential election year.

Reasons for Change

The Federal Election Commission is projecting a shortfall in the
Presidential Election Camfaigle) Fund for the 1996 election cycle.
The committee consequently believes it is appropriate to increase
the amount of the checkoff, which has not been increased since it

was enacted in 1966.
Explanation of Provision
The bill increases amount of the checkoff from $1 to $3.

Effective Date
The provision is effective for tax returns required to be filed after
December 31, 1993.

C. Increase in Statutory Limit on the Public Debt (sec. 7955
of the bill)

Present Law
The statutory limit on the public debt currently is $4.37 trillion.
It was set at this level temporarily in P.L. 103-12, enacted into law
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g3 4}551:13 6, 1993. The current debt limit will expire after September

Reasons for Change

When the current temporary debt limit expires after September
30, 1993, the debt limit will revert to $4.145 trillion. At this level
of borrowing authority, the Treasury will be unable to meet the
Federal government’s financial obligations and to manage the Fed-

eral debt effectively.
The committee believes it is imperative to increase the debt limit

on a permanent basis to facilitate the smooth functioning of the
Fedtla‘ral government and to prevent any disruption of financial
markets.

Explanation of Provision

The bill repeals the temporary limit that expires after September
30, 1993, and instead increases the statutory limit on the public
debt to $4.9 trillion. The new debt limit has no expiration date.

Effective Date
The provision is effective on the date of enactment.



TITLE VIII—FINANCE COMMITTEE REVENUE
PROVISIONS

I. TRAINING AND INVESTMENT PROVISIONS

A. Education and Training Provisions

1. Extension of employer-provided educational assistance
(sec. 8101 of the bill and sec. 127 of the Code)

Present Law

Prior to July 1, 1992, an employee’s gross income and wages for
income and employment tax purposes did not include amounts paid
or incurred by the employer for educational assistance provided to
the employee if such amounts were paid or incurred pursuant to
an educational assistance program that met certain requirements
(sec. 127). This exclusion, which expired with respect to amounts
paid after June 30, 1992, was limited to $5,250 of educational as-
sistance with respect to an individual during a calendar year. Edu-
cation that did not qualify for the exclusion (e.,., because it ex-
ceeded the $5,250 limit) was excludable from income if and only if
it qualified as a working condition fringe benefit (sec. 132). To be
excluded as a working condition fringe, the cost of the education
must have been a job-related deductible expense.

In the absence of the exclusion, for purposes of income and
employmenttaxes, an emﬁloyee generally is required to include in
income and wages the value of educational assistance ﬁprovided by
the employer unless the cost of such assistance qualifies as a de-
ductible job-related expense of the employee.

Reasons for Change

The exclusion from income for employer-provided educational as-
sistance programs has two intended purposes: (1) to increase the
levels of education and training in the workforce and (2) to elimi-
nate the potential complexity of determining whether education
and training benefits J)rovided by an employer constitute job-relat-
ed expenses that are deductible by the employee as a working con-
dition fringe benefit.

The committee believes that some of the benefits attributable to
the exclusion for employer-provided educational assistance accrue
to society at lar%e by creating a better-educated workforce. Also,
the committee believes that some individuals would underinvest in
education if the Federal government did not subsidize the cost of
their continuing education.

The committee believes it is appropriate to provide for a tem-
porary extension of the exclusion to provide the opportunity for
Congress to reevaluate the exclusion.

(61)
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Explanation of Provision

The bill retroactively extends the exclusion for employer-provided
educational assistance for 24 months (through June 30, 1994). In

.

the case of a taxable year beT 'nf in 1994, only amounts paid be-
fore July 1, 1994, by the employer for educational assistance for the
employee can be taken into account in determining the amount ex-
cludable under section 127 for the taxable year.
The committee understands that the expiration of the exclusion
and the retroactive extension creates a number of administrative
problems for employers and employees because some employers
and employees treated educational assistance provided between
July 1, 1992, and December 31, 1992, as excludable from income,
while some treated it as taxable income. If educational assistance
provided during such period was treated as taxable, then the em-
ployee would be entitled to a refund of excess taxes paid. The com-
mittee intends that the Secretary will use his existing authority to
the fullest extent possible to alleviate any administrative problems
and to facilitate the recoupment of excess taxes paid in the sim-
plest way possible.

The bill also clarifies the rule under which educational assistance
that does not satisfy section 127 may be excluded from income if
and only if it meets the requirements of a working condition fringe

benefit.
Effective Date

The extension of the exclusion is effective for taxable years end-
- ing after June 30, 1992. The clarification to the working condition
fringe benefit rule is effective for taxable years beginning after De-

cember 31, 1988.

2. Extension of eted jobs tax credit (sec. 8102 of the bill
and sec. 51 of the Code).

Present Law

Tax credit

The tars'eted jobs tax credit is available on an elective basis for
hiring individuals from several targeted groups. The targeted
groups consist of individuals who are either recipients of glayments
under means-tested transfer programs, economically disadvan-

taged, or disabled.
he credit generally is equal to 40 percent of up to $6,000 of

ualified first-year wages paid to a member of a targeted group.
hus, the maximum credit generally is $2,400 per individual. Wit
respect to economically disadvantaged summer youth emFloyees,
however, the credit is e?ual to 40 percent of up to $3,000 of wages,
0

for a maximum credit of $1,200.
The credit expired for individuals who began work for an em-

ployer after June 30, 1992.

Certification of members of targeted groups

Generally, an individual is not treated as a member of a targeted
Froup unless certain certification conditions are satisfied. On or be-
ore the day on which the individual begins work for the employer,
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the employer has to have received or have requested in writing
from the designated local agency certification that the individual is
a member of a targeted group. In the case of a certification of an
economically disadvantaged youth participating in a cooperative
education program, this requirement is satisfied if necessary cer-
tification is requested or received from the participating school on
or before the day on which the individual begins work for the em-

ployer.

'l{\e deadline for requesting certification of targeted %'nl'ou mem-
bership is extended until five days after the day the individual be-

ins work for the employer, provided that, on or before the day the
individual begins work, the individual has received a written pre-
liminary determination of targeted group eligibility (a “voucher”)
from the designated local agency (or other agency or organization
c}::saifnated pursuant to a written agreement with the designated
1 agency). The “designated local agency” is the State employ-

ment security agency.

Authorization of appropriations :
Present law authorized appropriations for administrative and
ublicity expenses relating to the credit through June 30, 1992,
ese monies were to be used by the Internal Revenue Service and
the Department of Labor to inform employers of the credit pro-

gram,
Reasons for Change

The committee believes that the targeted jobs tax credit provides
a useful incentive for hiring disadvantaged individuals. rther,
the committee believes that a temporary extension of the targeted
Jjobs tax credit will permit Congr=ssional oversight of the credit to

continue.
Explanation of Provision

The bill extends for 24 months the targeted jobs tax credit for in-
dividuals who be%n work for the emf;lo er after June 30, 1992 and
before July 1, 1994. Under this bill, the targeted jobs tax credit
does not apply with respect to individuals who begin work for the

employer after June 30, 1994.
Effective Date

The extension of the targeted jobs tax credit is effective for indi-
viduals who begin work for the employer after June 30, 1992 and
before July 1, 1994,
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_ B. h‘wect;nent Incentives

1. Extend research tax credit (secs. 8111-8112 of the bill and
sec. 41 of the Code)

Present Law

The research and experimentation tax credit (“research tax cred-
it”) provides a credit equal to 20 percent of the amount by which
a taxpayer’s qualified research expenditures for a taxable year ex-
gc(a’dol 6'682 base amount for that year. The credit expired after June

The base amount for the current year generally is computed by
multiplying the taxpayer’s “fixed-base percentag:a” by the average
amount of the taxpayer’s gross receiﬂts for the four preceding
years. If a taxpayer both incurred qualified research expenditures
and had gross receipts during each of at least three years from
1984 through 1988, then its “fixed-base percentage” is the ratio
that its total qualified research expenditures for the 1984-1988 pe-
riod bears to its total gross receipts for that period (subject to a
maximum ratio of .16). All other taxpayers (such as “start-up”
firms) are assigned a fixed-base percentage of .03.

In computing the credit, a taxpayer's base amount may not be
};a;s than 50 percent of its current-year qualified research expendi-

es.

Qualified research expenditures eligible for the credit consist of:
(1) “in-house” expenses of the taxpayer for research wa‘ges and sup-
plies used in research; (2) certain time-sharing costs for computer
use in research; and (3) 65 percent of amounts paid by the taxpayer
for contract research conducted™n the taxpayer’s behalf. The credit
is not available for expenditures attributable to research that is
conducted outside the United States. In addition, the credit is not
available for research in the social sciences, arts, or humanities,
nor is it available for research to the extent funded by any grant,
contract, or otherwise by another person (or governmental entity).

The 20-percent research tax credit also applies to the excess of
(1) 100 percent of corporate cash expenditures (including grants or
contributions) paid for basic research conducted by universities
(and certain scientific research organizations) over (2) the sum of
(a) the greater of two fixed research floors plus (b) an amount re-
flecting any decrease in nonresearch giving to universities by the
corporation as compared to such giving during a fixed-base period,
as adjusted for inflation.

Deductions for expenditures allowed to a taxpayer under section
174 (or any other section) are reduced by an amount equal to 100
percent of the taxpayer’s research tax credit determined for the

taxable year.!
Reasons for Change

Technological development is an important component of eco-
nomic growth. However, businesses may not find it profitable to in-
vest in some research activities, because of the difficulty in captur-

1Taxpayers may alternatively elect to claim a reduced research credit amount in lieu of reduc-
ing deductions otherwise allowed (sec. 280C(cX3)).
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ing the full benefits from the research. (Costly technological ad-
vances made by one firm are often cheaply copied by its competi-
tors.) A research tax credit can help to promote investment in re-
search, so that research activities undertaken approach the optimal
level for the overall economy. Therefore, the committee believes -
that it is appropriate to extend the research tax credit for 12

months.

Explanation of Provision

The research tax credit (including the university basic research
credit) is extended for 12 months (i.e., for exgenditures aid or in-
curred during the (r:riod July 1, 1993, through June 30, 1994).

The bill also adds a new rule regarding the determination of the
fixed-base percentage of start-up companies. Under the provision,
a taxpayer that did not have gross receipts in at least three years
during the 1984-1988 period will be assigned a fixed-base percent-
age of .03 for each of its first five taxable {‘ears after 1993 in which
it incurs qualified research expenditures. The taxpayer’s fixed-base
percentage for its sixth through tenth taxable years after 1993 in
which it incurred qualified research expenditures will be as follows:
(1) for the taxpayer’s sixth year, its fixed-base percentage will be
one-sixth of its ratio of qualified research expenditures to gross re-
ceipts for its fourth and fifth years; (2) for its seventh year, its
fixed-base percentage will be one-third of its ratio for its fifth and
sixth years; (3) for its eighth year, its fixed-base percentage will be
one-half of its ratio for its through seventh years; (4) for its
ninth year, its fixed-base percentage will be two-thirds of its ratio
for its fifth through eighth years; and (5) for its tenth year, its
fixed-base percentage will be five-sixths of its ratio for its fifth
through ninth years. For subsequent taxable years, the taxpayer’s
fixed-base percentage will be its actual ratio of qualified research
expenditures to gross receipts for five years selected by the tax-
paf'er from its fifth through tenth taxable years.

n extending the research tax credit, the committee wishes to re-
affirm Congressional intent that neither the enactment of the cred-
it in 1981 nor the “targeting" modifications to the credit in 1986
affect the definition of “research or experimental expenditures” for
purposes of section 174. Thus, the various new credit limitations
enacted in the Tax Reform Act of 1986 apply in determininﬁeeligi-
bility for the credit (in taxable years beginning after December 31,
1985), and do not determine eligibility of product development costs
under section 174.

Effective Date

The provision applies to exgenditures paid or incurred during the
period July 1, 1993, through June 30, 1994.

2. Eliminate ACE depreciation adjustment (sec. 8115 of the
bill and sec. 568 of the Code)

Present Law

A taxpayer is subject to an alternative minimum tax (AMT) to
the extent that the taxpayer’s tentative minimum tax exceeds the
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taxpayer’s regular income tax liability. A taxpayer’s tentative mini-
mum tax generally equals 20 percent (24 percent in the case.of an
individual) of the taxpayer’s alternative minimum taxable income
in excess of an exemption amount. Alternative minimum taxable
income (AMTI) is the taxpayer’s taxable income increased by cer-
tain tax preferences and adjusted by determining the tax treatment
of certain items in a manner which negates the deferral of income
resulting from the regular tax treatment of those items.

One of the adjustments which is made to taxable income to ar-
rive at AMTI relates to depreciation. For AMT purposes, deprecia-
tion on most personal property to which the modified Accelerated
Cost Recovery System (MACRS) adopted in 1986 applies is cal-
culated using the 150-percent declining balance method (switching
to straight line in the year necessary to maximize the deduction)
over the property’s class life. The class lives of MACRS property
generally are longer than the recovery periods allowed for regular
tax purposes.

For taxable years beginning after 1989, the AMTI of a corpora-
tion is increased by an amount equal to 75 percent of the amount
by which adjusted current earnings (ACE) of the corporation exceed
AMTI (as determined before this adjustment). In general, ACE
means AMTI with additional adjustments that generally follow the
rules presentl apglicable to corporations in computing their earn-
ings and profits. For purposes of ACE, depreciation is computed
using the straight-line method over the class life of the property.
Thus, a corporation generally must make two depreciation calcula-
tions for purposes of the —once using the 150 percent declin-
ing balance method over the class life and again using the straight-
line method over the class life. Taxpayers may elect to use either
method for regular tax purposes. If a taxpayer uses the straight-
line method for regular tax purposes, it must also use the straight-
line method for AMT purposes.

Reasons for Change

The committee believes that the two depreciation calculations re-
?uired by the corporate AMT is a source of considerable complexity.
n addition, the committee believes that requiring the I of a
corporation to be calculated, in part, by using the straight-line de-
preciation method contained in the ACE adjustment may present
a disincentive to the investment in certain property.

Explanation of Provision

The depreciation component of the ACE adjustment is eliminated
for property placed in service after December 31, 1993. Thus, cor-
porations would compute AMT depreciation by using the rules gen-
erally a;zﬁlicable to individuals (i.e., the 150-percent declining bal-
ance method over the class life of the property for tangible personal
property.)

Effective Date

The provision is effective for property placed in service after De-
cember 31, 1993.
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3. Increase expensing for small business (sec. 8119 of the bill
and sec. 179 of the Code)

Present Law

In lieu of depreciation, a taxpayer with a sufficiently small
amount of annual investment may elect to deduct u’p to $10,000 of
the cost of qualifying property placed in service for the taxable
year. In general, qualifying property is defined as depreciable tan-
gible personal progerty that is purchased for use in the active con-
duct of a trade or business. The $10,000 amount is reduced (but not
below zero) by the amount by which the cost of qualifying property
placed in service durinf the taxable year exceeds $200,000. In addi-
tion, the amount eligible to be expensed for a taxable year may not
exceed the taxable income of the taxpayer for the year that is de-
rived 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 car-
ried forward to succeeding taxable years (subject to similar limita-

tions).
Reasons for Change

The committee believes that increasing the amount allowed to be
expensed will provide an incentive for small businesses to increase
their investment in capital assets, thus promoting economic growth
and increasing demand for productive assets.

Explanation of Provision

The $10,000 amount allowed to be expensed under section 179 is
increased to $15,000.

Effective Date

The provision is effective for property placed in service in taxable
years beginning after December 31, 1992.

4. Extension of qualified small-issue bonds (sec. 8121 of the
bill and sec. 144 of the Code)

Present Law

Interest on certain small issues of private activity bonds is ex-
cluded from income if at least 95 percent of the bond proceeds is
used to finance manufacturing facilities or agricultural land or
property for first-time farmers (“qualified small-issue bonds”).
Qualified small-issue bonds are issues having an aggregate author-
ized face amount of $1 million or less. Alternatively, the aggregate
face amount of the issue, together with the aggregate amount of
certain related capital expenditures during the six-year period be-
ginning three years before the date of the issue and ending three
years after that date, may not exceed $10 million. Special limits
apxly to these bonds for first-time farmers.

uthority to issue qualified small-issue bonds expired after June

30, 1992.
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Reasons for Change

The committee believes that it is appropriate to permit State and
local governments to continue to issue qualified small-issue bonds.

Explanation of Provision

The bill extends the authority to issue qualified small-issue
bonds for 24 months (through June 30, 1994).

Effective Date

The provision is effective for bonds issued after June 30, 1992
and before July 1, 1994,
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C. momdon and Simplification of Earned Income Tax
C t (sec. 8131 of the bill and secs. 32, 162, and 213 of the

Code)
Present Law

Eligible low-income workers can claim a refundable earned in-
come tax credit (EITC) of up to 18.5 Fereent of the first $7,750 of
earned income for 1993 (19.5 percent for taxpayers with more than
one qualifying child). The maximum amount of credit for 1993 is
$1,434 ($1,5611 for ayers with more than one qualifying child).

This maximum it is reduced by 13.21 percent of earned in-
come (or adjusted gross income, if greater) in excess of $12,200
(13.93 percent for taxpayers with more than one qualifying child).
In 1993, the EITC is totally phased out for workers with earned
income (or adjusted gross income, if greater) over $23,050. The
maximum amount of earned income on which the EITC may be
claimed, and the income threshold for the phaseout of the EITC,
are indexed for inflation. Earned income consists of wages, salaries,
other employee compensation, and net self-employment income.

Present law provides that the credit rates for the EITC increase

in 1994, as shown in the following table.

Yeoar Credit rate Phaseout rate Credit rate Phaseout rate
1993 ......ccieerrcrncrrecnnnennne 185 13.21 19.5 13.93
1994 and after .................. 23.0 16.43 25.0 17.86

A worker may elect to receive the EITC on an advance basis by
furnishing a certificate of eligibility to his or her employer. For
such a worker, the employer makes an advance payment of the
credit at the time wages are lpaid.

A supplemental young child credit is available to taxpayers with
qualifying children under the age of one year. This young child
credit rate is 5 percent and the phase-out rate is 3.57 percent. It
is computed on the same income base as the ordin ITC. The
maximum supplemental young child credit for 1993 is $388.

A supplemental health insurance credit is available to taxpayers
who provide health insurance coverage for their qualifying chil-
dren. This health insurance credit rate is 6 percent and the phase-
out rate is 4.285 percent. It is computed on the same income base
as the ordinary EITC, but the credit claimed cannot exceed the out-
of-pocket cost of the health ‘insurance coverage. In addition, the
taxpayer is denied an itemized deduction for medical expenses of
qualifying insurance coverage up to the amount of credit claimed.
The maximum supplemental health insurance credit for 1993 is

$465.
Reasons for Change

Providinﬁ a larger basic EITC to larger families recognizes the
role that the EITC can play in alleviating poverty. Moreover, this
larger credit may provide an increased work incentive to some tax-
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payers and may increase the equity of the individual income tax
system by reducix;f the tax burden on those with the least ability
to paK taxes. Finally, repeal of the supplemental young child and
health insurance components of the EITC should both ease compli-
ance burdens for lower-income taxpayers and provide substantial

simplification.
Explanation of Provision

For taxpayers with one qualifyix;g child, the EITC will be in-
creased to 26.0 percent of the first $7,750 of earned income in 1994.
The maximum credit will be $2,015 which is reduced by 16.16 per-
cent of earned income (or adjusted gross income, if greater) in ex-
cess of $11,000. The credit will be completely phased out for tax-
payers with earned income (or adjusted gross income, if greater)
over $23,470. In 1995 and thereafter, the credit rate will increase
to 34.0 percent. The maximum amount of earned income on which
the credit could be claimed will be (an estimated) $6,170 (this is
a $6,000 base in 1994, adjusted for projected inflation). Thus, the
maximum credit in 1995 will be approximately $2,098. The phase-
out rate will remain the same as in 1994.

For taxpayers with two or more qualifying children, the EITC
will be increased to 30.0 percent of the first $8,500 of earned in-
come in 1994. The maximum credit will be $2,550 which is reduced
by 15.94 percent of earned income (or adjusted gross income, if
greater) in excess of $11,000. Thus, in 1994, the credit will be com-
pletely phased out for taxpayers with earned income (or adjusted
gross income, if greater) over $27,000. The credit rate will increase
over time and equal 34.0 percent in 1995 and 39.0 percent in 1996
and thereafter. The phase-out rate will be 18.06 percent in 1995
and 20.72 percent in 1996 and thereafter.

As under present law, all dollar thresholds for years after 1994
will be indexed for inflation.

The supplemental young child credit and the supplemental

health insurance credit will be repealed.
Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1993.
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D. Real Estate Investment Provisions

1. Extension of qualified mortgage bonds and mortgage
credit certificates (sec. 8141 of the bill and sec. 143 of

the Code).

Present Law

Qualified mortgage bonds

Qualified mortgage bonds (“QMBs”) are bonds the proceeds of
which are used to finance the ;I)urchase, or qualifying rehabilitation
or improvement, of single-family, owner-occupied residences located
within the jurisdiction of the issuer of the bonds (sec. 143). Persons
receiving QMB loans must satisfy a home purchase price, borrower
income, first-time homebuyer, and other requirements. Part or all
of the interest subsidy provided by QMBs is recaptured if the bor-
rower experiences substantial increases in income and disposes of
the subsidized residence within nine years after purchase.

Mortgage credit certificates

Qualified governmental units may elect to exchange QMB au-
thority for authority to issue mortgage credit certificates (“MCCs”)
(sec. 25). MCCs entitle homebuyers to nonrefundable income tax
credits for a specified percentage of interest paid on mortgage loans
on their principal residences. Once issued, an MCC remains in ef-
fect as long as the loan remains outstanding and the residence
being financed continues to be the certificate-recipient’s principal
residence. MCCs are subject to the same targeting requirements as

QMBs.

Expiration
Authority to issue QMBs and to elect to trade in bond volume au-
thority to issue MCCs expired after June 30, 1992.

Reasons for Change

If properly targeted and administered, the QMB and MCC pro-
grams will enable individuals who otherwise would be unable to af-
ford homes without the longer-term Federal subsidy provided by
these programs. Also, a temporary extension of the program will
permit Congressional oversight to continue.

Explanation of Provision

The bill extends the authority to issue QMBs and to elect to
trade in QMB authority for authority to issue MCCs for 24 months

(through June 30, 1994).
Effective Date

The extension of the QMB and MCC programs is effective after
June 30, 1992.
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2. Permanent extension of the tax credit for low-income res-
idential rental housing (sec. 8142 of the bill and sec. 43

of the Code)
Present Law

In general

A tax credit is allowed in annual installments over 10 years for
qualifying newly constructed or substantially rehabilitated low-in-
come residential rental housing. For most qualifying housing, the
credit has a present value of 70 percent of the qualified basis of the
low-income housing units. For housing also receiving other Federal
subsidies (e.g., tax-exempt bond financing) and for the acquisition
cost (e.g., costs other than rehabilitation expenditures) of existing
housing that is substantially rehabilitated, the credit has a present

value of 30 percent of qualified costs.

Full-time students

A housing unit generally is not eligible for the low-income hous-
ing tax credit if the tenants are -time students who are not
married individuals filing joint returns. Exceptions to this rule
allow the credit to be claimed on housing units occupied by persons
who are enrolled in certain job training programs or by students
who are receiving Aid to Families with Dependent Children

(AFDC) payments.

Deep-rent skewing

Generally, the credit amount is based on the qualified basis of
the housing units serving low-income tenants. A residential rental
project will qualify for the credit only if (1) 20 percent or more of
the aggregate residential rental units in the project are occupied by
individuals whose incomes do not exceed 50 percent of area median
income, or (2) 40 percent or more of the aggregate residential rent-
al units in the project are occupied by individuals whose incomes
do not exceed 60 percent of area median income. These income fig-
ures are adjusted for family size. The low income set-aside is elect-
ed when the project is placed in service. )

To qualify under the deep rent skewing exception from the gen-
eral targeting requirements, at least 15 percent of the low-income
units must be occupied by tenants whose incomes do not exceed 40
percent of area median income, the rents on such units must be re-
stricted to 30 percent of the qualifying income limitation, and rents
on the market rate units must be at least 200 percent of rents
charged on comparable rent restricted units. For projects receiving
allocations prior to 1990, rents on market rate units must be at
least 300 percent of rents charged on comparable rent restricted

units.

Maximum rent

The maximum rent that may be charged a family in a low-in-
come housing tax credit unit depends on the number of bedrooms
in that unit. Prior to 1990, maximum allowable rent was deter-
mined on the basis of the actual family size of the occupants.
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Tenant occupancy

Under the general low-income tenant occupancy requirement, a
residential rental project qualifies for the low-income housing tax
credit only if at least: (1) 20 percent or more of the aggregate resi-
dential rental units in the project are occupied by individuals
whose incomes do not exceed 50 percent of area median income or,
(2) 40 percent or more of the aggregate residential rental units in
the project are occupied by individuals whose incomes do not ex-
ceed 60 percent of area median income.

Income recertification

Generally, the owner of a low-income housing project must annu-
ally recertify tenant incomes to meet the low-income tenant occu-
pancy requirements, regardless of whether the building is entirely
occupied by low-income tenants.

Tenant protection

The low-income housing tax credit provisions in the Code do not
include any sreciﬁc provisions concerning the grounds for denial of
admission to low-income housing projects, for termination of a ten-
ancy, or for refusal to renew the lease of a tenant.

Developmental and operational costs

In %leneral, housing credit agencies cannot allocate more low-in-
come ousinﬁ tax credits to a project than are necessary for the fi-
nancial feasibility of the project and its viability as a qualified low-
income housing project throughout the 10-year credit period. In
making this determination, a housing credit agency must consider
(1) the sources and uses of funds and the total Znancmg of the
geroject, (2) any proceeds expected to be generated by reason of tax

nefits and (3) the percentage of the housing credit dollar amount
to be used for project costs other than the costs of intermediaries.

Allocation between buyer and seller in month of disposition

The Code requires that the low-income housing tax credit be di-
vided between a buyer and seller of a low-income housing tax cred-
it project based upon the number of days during the year of dis-
ggsition that thee‘rroject was held by each. The Internal Revenue

rvice has issued guidance that requires a mid-month averaging

convention.
The low-income housing tax credit expired after June 30, 1992.

Reasons for Change

The committee believes that the low-income housing tax credit is
a useful incentive for increasing the stock of affordable housing
available to low-income individuals. Further, the committee be-
lieves that a permanent extension of the low-income housing credit
will provide greater planning certainty needed for the efficient de-
livery of this Federal subsidy without sacrificing necessary Con-
gressional oversight of the program. Finally, the committee believes
that the modifications to the credit will improve its operation.
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Explanation of Provision o

The bill permanently and retroactively extends the low-income
housing tax credit. The bill also makes the following m%diﬁcations:

Full-time students

The bill provides that a housing unit occupied entirely by full-
time students may qualify for the credit if the full-time students
are a single parent and his or her minor children and none of the
tenants is a dependent of a third party. The bill also codifies the
present-law exception regarding married students filing joint re-
turns (which continues to apply to all buildings placed in service
since original enactment of the low-income housing tax credit by

the Tax Reform Act of 1986).

Deep-rent skewing

The bill allows an irrevocable election by the owner of a low-in-
come building receiving a credit allocation before 1990 to satisfy
the 200 percent rent restriction rather than the 300 percent rent
restriction. The election is available only to taxpayers who enter
into a compliance monitoring agreement with a housing credit
agency. Further, the election applies only with respect to tenants
first occupying any unit in the building after the date of the elec-
tion, and must be made within 180 days after the date of enact-

ment.

Maximum rent

The bill allows an irrevocable election by the owner of a low-in-
come building placed in-service before 1990 to use either apartment
gize or family size in determining maximum allowable rent. The
election is available only to taxpayers who enter into a compliance
monitoring agreement with a housing credit agency. Further, the
election applies only with respect to tenants first occupying any
unit in the building after the date of the election, and must be
made within 180 days after the date of enactment.

Tenant occupancy

The bill authorizes the Treasury Department to provide a waiver
of penalties for de minimis errors in the application of the low-in-

come tenant occupancy requirement.

Income recertification

The bill authorizes the Treasury Department to grant a waiver
from the annual recertification of tenant income for tenants in
buildings that are occupied entirely by low-income tenants.

Tenant protection

The bill provides that an applicant may not be denied admission
to a low-income housing tax credit project because the applicant
holds a voucher or certificate of eligibility under Section 8 of the
Housing Act of 1937.
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Developmental and operational costs

The bill requires a housing credit agency to consider the reason-
ableness of the developmental and operational costs of a project as
an additional factor in making its determination as to the proper
amount of low-income housing tax credits to allocate to a project.

Reasons for a determination of unreasonableness might include,
for example, costs not comparable to costs to develop or operate
similar projects in the locality, inefficient development practices,
building design of a nature above what is necessary to provide
basic, safe housing for the intended population in the locality. The
committee also intends that an allocating agency make a deter-
mination as to the appropriateness of amenities included in a
project. Amenities, and the space attributable thereto, should be
approgriate to the size and type of the resident population to be

serve
Allocation between buyer and seller in month of disposition

The bill provides that the buyer and seller may agree to use ei-
ther the exact number of days or the mid-month convention to de-
termine the division of the credit in the month of disposition.

Effective Date

The extension of the low-income housing tax credit and the provi-
sions relating to: (1) full-time students, and (2) developmental and
operational costs are effective after June 30, 1992. The provisions
relating to: (1) tenant occupancy, (2) income certification, (3) tenant

rotection, and (4) allocations between the buyer and seller are ef-
ective on the date of enactment. The elections relating to deep-rent
skewing and maximum rent must be made within 180 days after

the date of enactment.

3. Modification of passive loss rules for certain real estate
persons (sec. 8143 of the bill and sec. 469 of the Code)

Present Law

The passive loss rules limit deductions and credits from passive
trade or business activities. Deductions attributable to passive ac-
tivities, to the extent they exceed income from passive activities,
generally may not be deducted against other income, such as
wages, portfolio income, or business income that is not derived
from a passive activity. Credits from l;\):ms;ive activities may not re-
duce the taxpayer’s tax liability, to the extent such credits exceed
regular tax hability from passive activities. Deductions and credits
that are suesgended under these rules are carried forward and
treated as deductions and credits from passive activities in the next
year. The suspended losses from a passive activity are allowed in
full when a taxpayer disposes of his entire interest in the passive
activity to an unrelated person.

The passive loss rules apply to individuals, estates and trusts,
closely held C corporations, and personal service corporations. A
special rule permits closely held C corporations to apply passive ac-
tivity losses and credits against active business income (or tax li-
ability allocable thereto) but not against portfolio income.
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Passive activities are defined to include trade or business activi-
ties in which the taxpayer does not materially participate. To mate-
rially participate in an activity, a taxpayer must be involved in the
operations of the activity on a regular, continuous, and substantial
basis. Except as provided in regulations, a taxpayer is treated as
not materially participating in an activity held through a limited
partnership interest.?

Rental activities (including rental real estate activities) are also
treated as passive activities, regardless of the level of taxpayer’s
participation. In general, rental activit'es cannot be treated as part
of a larger activity that includes nonrental activities. A special rule
permits the deduction of up to $25,000 of losses from rental real
estate activities (even though the}\; are considered passive), if the
taxpayer actively participates in them. This $25,000 amount is al-
lowed for taxpayers with adjusted gross incomes of $100,000 or
less, and is phased out for taxpayers with adjusted gross incomes
between $100,000 and $150,000. Active participation is a lesser
standard of involvement than material participation. A taxpayer is
treated as activelgoparticipating if, for example, he participates, in
a significant and bona fide sense, in the making of management de-
cisions or arranging for others to provide services (such as repairs).
The active participation standard is not satisfied, however, if the
taxpayer’s interest is less than 10 percent (by value) of all interests
in the activity. A taxpayer generally is deemed not to satisfy the
active participation standard with respect to property he holds
through a limited partnership interest.

Reasons for Change

The committee considers it unfair that a person who performs
more than half his personal services in a real property trade or
business is not permitted in some cases to offset losses from rental
real estate activities in which he materially aTarticipates against
nonpassive income from the conduct of a real property trade or
business. The committee bill modifies the. passive loss rule to alle-

viate this unfairness.
Explanation of Provision

Under the provision, an eligible taxpayer’s net loss from rental
real estate activities in which the taxpayer materially participates
generally is allowed to offset income from real property trade or

usiness activities. The loss allowed under the provision may not
exceed the least of (1) the taxpayer’s net loss for the taxable year
from rental real estate activities in which the taxpayer materially
participates, (2) the taxpayer’s net loss for the taxable year from
all rental real estate activities3 , (3) the taxpayer’s net income for

2Treas. Reg. section 1.469-5T(e) provides exceptions to this general rule for limited partner-
ship interests in certain circumstances, including the circumstance where an individual tax-
pa¥er is both a general and a limited partner or where the ayer meets certain of the mate-
rial participation tests (including the 500 hour test) applicable to persons other than limited

partners.

3For example, assume a taxpa‘yer has a $100 loss from a rental real estate activity in which
he materially participates, $40 of income from a rental real estate activity in which he does not
materially participate, and $110 of other passive losses from nonrental real estate activities.
Under the bill, the loss allowed may not exceed $60 ($100 less $40). Thus, because the tax-
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the taxable year from real property trade or business activities
which are not passive activities, or (4) the taxpayer’s taxable in-
come for the taxable year (determined without regard to this provi-
sion). A similar rule applies with respect passive activity credits.

Real property trade or business means any real property develop-
ment, redevelopment, construction, reconstruction, acquisition, con-
version, rental, operation, management, leasing, or brokerage trade
°r:m' the eligibili if more than half

er meets the eligibility requirements if more
of the personal services the taxpayer performs in a trade or busi-
ness d\.lrin%ithe taxable year are in real property trades or busi-
inw

nesses ch he materially participates.
In the case of a joint return, it is intended that for purposes of

the eligibility requirements, each spouse’s personal services are
taken into account separately. In determining material participa-
tion, however, the provision does not change the present-law rule
(sgc. 469(hX5)) that the participation of the spouse of the taxpayer
is taken into account. Thus, for example, a husband and wife filing
a joint return meet the eligibility requirements (assuming neither
is an le;:‘ni?lo ee) if during the taxable year one spouse performs at
least of his or her business services in a real estate trade or
business in which either spouse materially participates. The couple
does not fail the eligibility requirements if less t half of their
business -services, taken together, are performed in real estate
trades or businesses in which either of them materially partici-
pates, provided that more than half of one spouse’s business serv-
_ices qualify.

For purposes of the eligibility requirements, personal services
performed as an employee are not treated as performed in a real
estate trade or business unless the person performing services has
more than a 5 percent ownership interest in the employer (within
the meaning of sec. 416(iX1XB)).

Material participation has the same meaning as under present
law.-Thus,-as under present law; except as provided in regulations,
no interest as a limited partner in a limited partnership is treated
as an interest with respect to which the taxpayer materially par-
ticipates.

e tKrovision applies to taxpayers subject to the passive loss
rule, other than closely held C corporations.
Losses allowed by reason of the present-law $25,000 allowance
are determined before the application of this provision.

Effective Date

The provision is effective with respect to taxable years beginning
after December 31, 1993.

payer’s rental real estate activities are netted under this limitation, no portion of the $110 of
other passive losses from nonrental real estate activities is allowed under the provision.
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4. Changes relating to real estate investments by pension
funds and others (secs. 8144-8149)

a. Modification of the rules related to debt-financed income
(sec. 8144 of the bill and sec. 514 of the Code)

Present Law

In general, a qualified pension trust or an organization that is
otherwise exempt from Federal income tax is taxed on income from
a trade or business that is unrelated to the organization’s exempt
purposes (Unrelated Business Taxable Income or “UBTI”) (sec.
511). Certain types of income, including rents, royalties, dividends,
and interest are excluded from UBTI, except when such income is
derived from “debt-financed property.” Income from debt-financed
property generally is treated as UBTI in proportion to the amount
of debt financing (sec. 514(a)).

An exception to the rule treating income from debt-financed
property as UBTI is available to pension trusts, educational insti-
tutions, and certain other exempt organizations (collectively re-
ferred to as “qualified organizations”) that make debt-financed in-
vestments in real property (sec. 514(cX9XA)). Under this exception,
income from investments in real property is not treated as income
from debt-financed property. Mortgages are not considered real

property for purposes of the exception.
Tﬁa real property exception to the debt-financed property rules

is available for investments in debt-financed property, only if the
following six restrictions are satisfied: (1) the purchase price of the
real property is a fixed amount determined as of the date of the
acquisition (the “fixed price restriction”); (2) the amount of the in-
debtedness or any amount payable with res to the indebted-
ness, or the time for making any payment of any such amount, is
not dependent (in whole or in part) upon revenues, income, or prof-
its derived from the property (the “participating loan restriction”);

-(3) the property-is not-leased by the qualified organization to the

seller or to a person related to the seller (the “leaseback restric-
tion”); (4) in the case of a gension trust, the seller or lessee of the
property is not a disqualified person (the “disqualified person re-
striction”); (5) the seller or a person related to the seller (or a per-
son related to the plan with respect to which a pension trust was
formed) is not providing financing in connection with the acquisi-
tion of the property (the “seller-financing restriction”); and (6) if the
investment in the property is held through a partnership, certain
additional requirements are satisfied by the partnership (the “part-
nership restrictions”) (sec. 514(cX9XBXi) through (vi)).

Reasons for Change

The committee believes that modifications to the debt-financed
income rules are desirable to permit qualified organizations to
make debt-financed investments in real property on commercially
reasonable terms in circumstances where the committee believes
there is no potential for abuse. ‘
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Explanation of Provision

Relaxation of the leaseback and disqualified person restrictions

The provision relaxes the leaseback and disqualified person re-
strictions to permit a limited leaseback of debt-financed real pr:‘p-
erty to the seller (or a person related to the seller) or to a disquali-
fied person.* The exception applies only where (1) no more than 25

rcent of the leasable floor space in a building (or complex of

uildings) is leased back to the seller (or related party) or to the
disqualified person, and (2) the lease is on commercially reasonable
terms, independent of the sale and other transactions.

Relaxation of the seller-financing restriction

The provision relaxes the seller-financing restriction to permit
seller financing on terms that are commercially reasonable inde-
pendent of the sale and other transactions. The provision grants
authority to the Treasury Department to issue regulations for the
purpose of determining commercially reasonable financing terms.

The provision does not modify t{e present-law fixed price and
participating loan restrictions. Thus, for example, income from real
property acquired with seller-financing where the timing or amount
of payment is based on revenue, income, or profits from the pro
erty generally will continue to be treated as income from debt-fi-
nanced property, unless some other exception applies.

Relaxation of the fixed price and participating loan restriction for
property acquired from financial institutions

The provision relaxes the fixed price and participating loan re-
strictions for certain sales of real property foreclosed upon by finan-
cial institutions.® The relaxation of these ruies is limited to cases
where: (1) a qualified organization acquires the property from a fi-
nancial institution that acquired the real property by foreclosure
(or after an actual or imminent default), or was held by the selling
financial institution at the time that it entered into conservatorship
or receivership; (2) any gain recognized by the financial institution
with respect to the property is ordinary income; (3) the stated prin-
cipal amount of the seller financing does not exceed the financial
institution’s outstanding indebtedness (including accrued but un-
paid interest) with respect to the property at the time of foreclosure
or default; and (4) the present value of the maximum amount pay-
able pursuant to any participation feature cannot exceed 30 percent
of the total purchase price of the property (including contingent

payments).
Effective Date

The provision is effective for acquisitions (and also for leases en-
tered into) on or after January 1, 1994.

4 As under present law, a leaseback to a disqualified person is subject to the prohibited trans-

action rules set forth in section 4975.
8 For this purpose, financial institutions include financial institutions in conservatorship or re-
ceivership, certain affiliates of financial institutions, and government corporations that succeed

to the rights and interests of a receiver or conservator.
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b. Repeal of the automatic UBTI rule for publicly-traded
mt;erahips (sec. 8145 of the bill and sec. 512 of the

Present Law

In general, the character of a partner’s distributive share of part-
nership income is the same as if the income had been directly real-
ized by the partner. Thus, whether a tax-exempt organization’s
share of income from a partnership (other than from a publicly-
traded partnership) is treated as unrelated business income de-
pends on the underlying character of the income (sec. 512(cX1)).

By contrast, a tax-exempt organization’s distributive share of
gross income from a publicly-traded partnership (that is not other-
wise treated as a corporation) automatically is treated as gross in-
come derived from an unrelated trade or business (sec.
512(cX2XA)). The organization’s share of the partnership deduc-
tions is allowed in computing the organization’s UBTI (sec.

6512(cX2XB)).
Reasons for Change

The automatic UBTI rule effectively prevents pension funds and
other tax-exer'xll’ﬁt organizations from investing in publicly-traded
partnerships. The committee believes these investors could provide
a valuable source of capital that should be available to publicly-

traded partnerships.
Explanation of Provision

The provision repeals the rule that automatically treats income
from publicly-traded partnerships as UBTI. Thus, under the provi-
sion, investments in publicly-traded partnerships are treated the
same as investments in other partnerships for purposes of the

UBTI rules.
Effective Date

The provision is effective for partnership years beginning on or
after January 1, 1994.

c. Permit title-holding companies to receive small amounts of
UBTI (sec. 8146 of the bill and secs. 501(c)(2) and (c)(25)

of the Code)
Present Law

Section 501(cX2) provides tax-exempt status to certain corpora-
tions o:(‘lganized for the exclusive purpose of holding title to prop-
erty and remitting any income from the property to one or more re-
lated tax-exempt organizations. Section 501(cX25) provides tax-ex-
empt status to certain corporations and trusts that are organized
for the exclusive purposes of acquiring and holding title to real
property, collecting income from such property, and remitting the
income to no more than 35 shareholders or beneficiaries that are:
(1) qualified pension, profit-charing, or stock bonus plans (sec.
401(a)); (2) governmental pension plans (sec. 414(d)); (3) the United
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States, a State or political subdivision, or governmental agencies or
instrumentalities; or (4) tax-exempt charitable, educational, reli-
gious, or other organizations described in section 501(cX3). How-
ever, the IRS has taken the position that a title-holding company
described in section 501(cX2) or 501(cX25) will lose its tax-exempt
status if it generates any amount of certain types of UBTI.®

Reasons for Change

Typical investments of section 5601(cX2) and (cX25) corporations
include shopping centers, office buildings, and apartment buildings.
These real estate investments typi generate rental income,
which generally is not considered UBTI, but may also generate
small amounts of income which could be treated as UBTI (e.g.,
money collected from laundry machines used by tenants, or from
vending machines offered as a convenience to the patrons of a
shopping center). .

e committee believes that a section 501(cX2) or (cX25) organi-
zation should not lose its exemption merely because it receives
small amounts of UBTI that are incidentally derived from the hold-

ing of real property.
Explanation of Provision

The provision permits a title-holding company that is exempt
from tax under sections 501(cX2) or 501(cX25) to receive UB
(that would otherwise disqualify the company) up to 10 percent of
its gross income for the taxable year, provided that the UBTI is in-
cidentally derived from the hold‘;ng of real property. For example,
income generated from parking or operating vending machines lo-
cated on real property owned by a title-holding company generally
would qualify for the 10-percent de minimis rule, while income de-
rived fron(n an acﬁvn;ltig that is)not ‘;ullé”:idental to theIholding of l::al
property (e.g., manufacturing) would not ify. In cases where
unrelated income is incidentally derived ﬁ?om e holding of real
property, receipt by a title-holding company of such income (up to
the 10-percent limit) will not jeopardize the title-holding eom{;_ag’ﬁs
tax-exempt status, but nonetheless, will be subject to tax as .

In addition, the provision provides that a section 501(cX2) or
501(cX25) title-holding company will not lose its tax-exempt status
if UBTI that is incidentally derived from the holding of real prop-
erty exceeds the 10-percent limitation, provided that the title-hold-
ing company establishes to the satisfaction of the Secretary of the
Treasury that the receipt of UBTI in excess of the 10-percent limi-
tation was inadvertent and reasonable steps are being taken to cor-
rect the circumstances giving rise to such excess UBTI.

Effective Date

The provision is effective for taxable years beginning on or after
January 1, 1994,

S IRS Notice 88-121, 1988-2 C.B. 457. See also Treas. Reg. sec. 1.501(cX2)-1(a).
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d. Exclusion from UBTI of gains from the disposition of real
property acquired from financial institutions in
conservatorship or receivership (sec. 8147 of the bill and
sec. 512(b) of the Code)

Present Law

In general, gains or losses from the sale, exchange or other dis-
position of property are excluded from UBTI (sec. 512(b)5)). How-
ever, gains or losses from the sale, exchange or other disposition
of property held primarily for sale to customers in the ordinary
course of a trade or business are not excluded from UBTI (the

“dealer UBTI rule”) (sec. 512(bX6XB)).

Reasons for Change

Real property that is owned by troubled financial institutions
often is sold in bundled packages. This enables the financial insti-
tution to dispose of the less desirable properties together with the
more desirable properties. It also allows institutions with large
portfolios of properties to gass on to purchasers some of the burden

of an orderly liquidation of the properties.
The committee understands that the dealer UBTI rule effectively

discourages pension funds and other tax-exempt organizations from
investing in the properties bundled together by troubled financial
institutions. The committee believes that these investors could pro-
vide a valuable source of capital for the purchase of these bundled

properties.
Explanation of Provision

The provision provides an exception to the dealer UBTI rule by
excluding gains and losses from the sale, exchange or other disposi-
tion of certain real property and mortgages acquired from financial
institutions that are in conservatorship or receivership. Only real
property and mortgages owned by a cial institution (or that
was security for a loan held by the financial institution) at the time
that the institution entered conservatorship or receivership are eli-
gible for the exception.

The exclusion is limited to properties designated as disposal
property within nine months of acquisition, and disposed of within
two-and-a-half years of acquisition. The two-and-a-half year dis-
position period may be extended by the Secretary if an extension
1s necessary for the orderly liquidation of the property. No more
than one-half by value of properties acquired in a single trans-
action may be designated as disposal property.

The exclusion is not available for properties that are improved or
developed to the extent that the aggreiate expenditures on devel-
opment do not exceed 20 percent of the net selling price of the

property.
Effective Date

The provision is effective for property acquired on or after Janu-
ary 1, 1994,
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e. Exclusion of certain option premiums and loan commit-
ment fees from UBTI (sec. 8148 of the bill and sec. 5§12(b)

of the Code)
Present Law

Income from a trade or business that is unrelated to an exempt
organization's purpose generally is UBTI. Passive income such as
dividends, interest, royalties, and gains or losses from the sale, ex-

chanfe or other dis;lmaition of property generally is excluded from
UBTI (sec. 512(b)). In addition, gains on the lapse or termination

of options on securities are explicitly exempted from UBTI (sec.

6512(bX5)).
Present law is unclear on whether premiums from unexercised

options on real estate and loan commitment fees are UBTI.

Reasons for Change

The committee believes that gains and losses from options should
be treated consistentlg for purposes of the UBTI. In addition, the
committee believes that taxing loan commitment fees and pre-
miums from unexercised options on real estate is inconsistent with
the generally tax-free treatment of income from investment activi-

ties accorded to exempt organizations.
Explanation of Provision

The provision expands the current exception for gains on the
lapse or termination of options on securities to gains or losses from
such options (without regard to whether they are written by the or-
ganization), from options on real property, and from the forfeiture
of good-faith deposits (that are consistent with established business
practice) for the purchase, sale or lease of real property.

In addition, the provision excludes loan commitment fees from
UBTI. For gurposes of this provision, loan commitment fees are
non-refundable charges made by a lender to reserve a sum of
money with fixed terms for a specified period of time. These
charges are to compensate the lender for the risk inherent in com-
mitting to make the loan (e.g., for the lender’s exposure to interest
rate changes and for potential lost opportunities).

Effective Date

The provision is effective for premiums or loan commitment fees
that are received on or after January 1, 1994.

f. Relaxation of limitations on investments in real estate in-
vestment trusts by pension funds (sec. 8149 of the bill

and sec. 856(h) of the Code)

Present Law

A real estate investment trust (“REIT”) is not taxed on income
distributed to shareholders. A corporation does not qualify as a
REIT if at any time durinf the last half of its taxable year more
than 50 percent in value of its outstanding stock is owned, di
or indirectly, by five or fewer individuals (“the five or fewer rule”).



84

A domestic pension trust is treated as a single individual for pur-

poses of this rule.
Dividends paid by a REIT are not UBTI,7 unless the stock in the

REIT is debt-financed. Depending on its character, income earned
by a partnership may be UBTI (sec. 512(c)). Special rules treat
debt- ced income earned by a partnership as UBTI (sec.

514(cX9XBXvi)).
Reasons for Change

The committee believes that relaxation of the five or fewer rule
is appropriate to encourage pension fund investment in REITSs.
Such investment, however, may permit circumvention of the UBIT.
Accordingly, in certain circumstances, UBIT is imposed on a pen-
sion trust holding shares in a REIT if direct ownership of the REIT
assets by the pension trust would have resulted in UBIT.

Explanation of Provision

Qualification as a REIT

The bill provides that a pension trust generally is not treated as
a single individual for purposes of the five-or-fewer rule. Rather,
the bill treats beneficiaries of the pension trust as holding stock in
the REIT in proportion to their actuarial interests in the trust.
This rule does not apply if disqualified persons, within the meaning
of section 4975(eX2) (other than by reason of subparagraphs (B)
and (I)), together own five percent or more of the value of the REIT
stock and the REIT has earnings and profits attributable to a pe-

riod during which it did not qualify as a REIT.8
In addition, the bill provides that a REIT cannot be a personal

holding company and, therefore, is not subject to the personal hold-
ing company tax on its undistributed income.

Unrelated business taxable income

Under the bill, certain pension trusts owning more than 10 R%er-
cent of a REIT must treat a percentage of dividends from the REIT
as UBTI. This percentage is the gross income derived from an un-
related trade or business (determined as if the REIT were a pen-
sion trust) divided by the gross income of the REIT for the year in
which the dividends are paid. Dividends are not treated as UBTI,
however, unless this percentage is at least five percent.

The UBTI rule applies only if the REIT qualifies as a REIT by
reason of the above modification of the five or fewer rule. Moreover,
the UBTI rule applies only if (1) one pension trust owns more than
25 percent of the value of the REIT, or (2) a ‘group of pension trusts
individually holding more than 10 percent of the value of the REIT
collectively own more than 50 percent of the value of the REIT.

7See Rev. Rul. 66-151, 1966-1 C.B. 151. . )
8 Moreover, as under present law, any investment by a pension trust must be in accordance

with the fiduciary rules of the Employee Retirement Security Act (‘ERISA”) and the prohibited
transaction rules of the Code and ERISA.



Effective Date

The provision applies to taxable years beginning on or after Jan-
uary 1, 1994,
8. Increase recovery period for depreciation of

nonresidential real (sec. 8151 of the bill and
sec. 168 of the Code) property )

Present Law

A taxpayer is allowed to recover, through annual depreciation al-
lowances, the cost or other basis of nonresidential real property
(other than land) that is used in a trade or business or that is held
for the production of rental income. For regular tax purposes, the
amount of the depreciation deduction allowed with respect to
nonresidential real property for any taxable year generally is deter-
mined by using the straight-line method and a recovery period of
81.5 years. For alternative minimum tax purposes, the amount of
the depreciation deduction allowed with respect to nonresidential
real property for any taxable year is determined by using the
straiggrt- ine method and a recovery period of 40 years.

Reasons for Change

The committee believes that the recovery period for

nonresidential real ?roperty under present law results in deprecia-
tion allowances that are larger than the actual decline in value of
the pr?;erty. In order to more accurately measure the economic in-
come derived from the use of nonresidential real property in a
trade or business or an investment activity, the recovery period for
the depreciation of such property should be increased.

Explanation of Provision.

The bill requires the depreciation deduction allowed with respect
to nonresidential real property for regular tax purposes to be deter-

mined by usix:fe a recovery (i)eriod of 38 years. The bill does not
change the depreciation deduction allowed with respect to

nonresidential real property for alternative minimum tax purposes.
Effective Date

The provision generally ap'ﬁl‘ies to property placed in service on
or after February 25, 1993. The provision does not a{»ply to pro;lr
erty that a taxpayer places in service before January 1, 1994, if (1)
the ta:rayer or a qualified person entered into a binding written
contract to purchase or construct the property before February 25,
1993, or (2) construction of the property was commenced by or for
the taxpayer or a huahﬁ ed person before February 25, 1993. A
qualified person for this purpose is any person who transfers rifhts
in such a contract or such property to the taxpayer, but only if the
property is not placed in service by such person before such rights
are transferred to the taxpayer.
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E. Luxury Excise Tax; Diesel Fuel Tax for Motorboats
1. Repeal of luxury excise tax on boats, aircraft, jewelry, and

furs; Indexing of 1 excise tax on automobiles (secs.
8161 and 8162 of the bill and secs. 4001-4012 of -the Code)
Present Law

Present law imposes a 10-percent excise tax on the portion of the
retail price of the following items that exceeds the thresholds speci-
fied: automobiles abov 530,000; boats above $100,000; aircraft
above $260,000; jewelry above $10,000; and furs above $10,000.
The tax also applies to subsequent purchases of component parts
and accessories occurring within six months of the date the auto-
mobile, boat, or aircraft is placed in service.

The tax generally applies only to the first retail sale after manu-
facture, production or importation of items subject to the tax. It
does not apply to subsequent-sales of these items. The taxes on
automobiles, boats, and aircraft generally do not apply to items
used in trade or business.

The tax applies to sales before January 1, 2000.

Reasons for Change

During the recent recession, the boat, aircraft, jewelry, and fur
industries have suffered job losses and increased unemployment.
The committee believes that it is appropriate to eliminate the bur-
den these taxes impose in the interests of fostering economic recov-
ery in those and related industries.

he committee recognizes that in the absence of indexation of the
threshold above which the tax on automobiles applies, even modest
inflation will subject more automobiles to the luxury tax than were
subject to the tax when it was first enacted. The committee be-
lieves it is appropriate to index the threshold for inflation so that
- only the higher-priced segment of the automobile market is subject
to tax. The committee does not believe that such a change is dis-
criminatory against automobiles manufactured abroad. Indexation
of the threshold helps ensure that only the higher-priced segment
of the automobile market, both those produced domestically and
those produced abroad, will be subject to tax, while less expensive
cars, both domestic and imported, will not be subject to the tax.

The committee further believes that it is unfair and inappropri-
ate to treat as luxury purchases those accessories or modifications
which must be purchased by an individual with a disability to en-
able him or her to operate or to enter or exit a vehicle.

The committee further believes it is more appropriate to tax
demonstrator cars when they are sold instead of when a dealer be-

gins to use them as a demonstrator.
Explanation of Provisions
Repeal of luxury tax on boats, aircraft, jewelry, and fur

The bill reg;als the luxury excise tax imposed on boats, aircraft,
jewelry, and furs.
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Indexing of tax on automobiles

The bill modifies the luxury excise tax on automobiles to provide
that the $30,000 threshold is indexed annually for inflation occur-

nnf after 1990. Consequentl{, the applicable threshold for 1993
will be $30,000 increased by the 1991 and 1992 inflation rates, or
by 8.49 percent which when rounded to the nearest $100° is a

shold of $32,500.

Exemption for certain equipment installed on passenger vehicles for
use by disabled ind?vifuals

The bill provides that the luxury excise tax does not apply to a
part or accessory installed on a Rassenger vehicle to enable or as-
sist an individual with a disability to operate the vehicle, or to
enter or exit the vehicle, in order to compensate for the effect of
the disability. This exception does not appg' to accessories com-
monly available from the manufacturer or dealer, such as power
steering, power door locks, power seats, or power windows.

Exemption for demonstrator vehicles

The bill exempts passenger vehicle dealers from paying the lux-
ury tax on vehicles used as demonstrators for potential customers.
Under the provision, the tax, if any, is to be assessed and paid on
the sales price of the vehicle when the vehicle is sold.

- Effective Date

The repeal of the luxury excise taxes on boats, aircraft, jewelry,
and furs is effective for sales on or after January 1, 1993. The in-
dexation of the threshold applicable to passenger vehicles is effec-
tive for sales on or after January 1, 1993. The provision relating
to the purchase of accessories or modifications by disabled persons
is effective for purchases after December 31, 1990. The provision
relating to the use before sale of demonstrator vehicles is effective
for vehicles used after December 31, 1992.

Persons entitled to a refund may request it from the seller from
whom the taxed item was purchased. The seller then obtains the
refund as provided under present-law Code section 6416.

2. Impose excise tax on diesel fuel used in noncommercial
motorboats (sec. 8163 of the bill and secs. 4092, 4041,
6421, 9503, and 9508 of the Code)

Present Law

Federal excise taxes generally are imposed on gasoline and spe-
cial motor fuels used in highway transportation and by certain off-
highway recreational trail vehicles and by motorboats (14 cents per
gallon). A Federal excise tax also is imposed on diesel fuel (20 cents
per gallon) used in highway transportation. Diesel fuel used in
trains is taxed at 2.5 cents per gallon.

The revenues from these taxes, minus the 2.5 cents per gallon
General Fund rate are deposited in the Hi%levzay Trust Fund
(through September 30, 1999), the National reational Trails

?The committee intends that the standard arithmetic rounding convention be applied, to wit,
values of $50 or more are rounded up, while values strictly less than $50 are rounded down.

69-501 O - 93 - 4
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Trust Fund (through September 30, 1997), or the Aquatic Re-
sources Trust Fund (through September 30, 1997). Revenues from
the remaining 2.5 cents ger ggglon are retained in the General
Fund through September 30, 1995, after which time the 2.5-cents-
rer-gallon portion of the taxes (including the tax on diesel fuel used
n trains) is scheduled to expire.!?

An additional 0.1-cent-per-gallon tax applies to these fuels to fi-
nance the Leaking Underground Storage Trust Fund, generally
through December 31, 1995.

Diesel fuel used in motorboats is not currently taxed.

Reasons for Change

The bill eliminates the discregancy between gasoline used by mo-
torboats (which is taxable) and diesel fuel used by similar boats
(which is not taxable).

Explanation of Provision

The bill extends the current 20.1-cents-per-gallon diesel fuel ex-
cise taxes to diesel fuel used by noncommercial motorboats.!! Fuel
used by boats for commercial fishing, transportation for compensa-
tion or hire, or for business use other than predominantly for enter-
tainment, amusement, or recreation, remains exempt.

The tax is collected at the same point in the distribution chain
as the highway diesel fuel tax.!2

The revenues from the 20.1-cents-per-gallon tax on diesel fuel
used by motorboats will be retained in the General Fund.

The 20.1-cents-per-gallon diesel fuel excise tax applies to use of
diesel fuel in noncommercial motorboats between January 1, 1994,

and December 31, 1999.
Effective Date

The provision is effective after December 31, 1993, and before
January 1, 2000.

10 A geparate committee provision extends the 2.5-cents-per-gallon rate through September 30,
1999, and transfers applicable highway-related revenues to the Highway Trust Fund for the ex-
tended period. (See section 8244 of the bill, Item I1.D.2., below.)

11 A geparate committee provision imposees a 4.3-cents-per-gallon transportation fuels tax effec-
tive October 1, 1993. Diesel fuel used by noncommercial motorboats also is subject to the trans-
portation fuels tax beginning at that time. (See section 8241 of the bill, Item I1.D.1, below.)

12 A geparate provision of the bill modifies the point of collection for highway diesel fuel. (See

section 8242 of bill, Item I1.D.1., below).
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F. Other Provisions

1. Alternative minimum tax treatment for con;i'ibutions of
appreciated __pr:serty (sec. 8171 of the bill and secs. 56
and 87 of the Code

Present Law

Donations of appreciated property

In computing taxable income, a taxpayer who itemizes deduc-
tions generally is allowed to deduct the fair market value of prop-
erty contributed to a charitable organization.!® However, in the
case of a charitable contribution of inventory or other ordinary-in-
come property, short-term capital gain property, or certain gifts to
private foundations, the amount of the deduction is limited to the
taxpayer’s basis in the property.!4 In the case of a charitable con-
tribution of tangible personal property, a taxpayer’s deduction is
limited to the a«%lustege basis in such property if the use by the re-
cipient charitable organization is unrelated to the organization’s
tax-exempt purpose (sec. 170(e}(1XBXi)).

For pmzoses of computing alternative minimum taxable income
(AMTI), the deduction for charitable contributions of capital gain
property (real, personal, or intangible) is disallowed to the extent
that the fair market value of the property exceeds its adjusted
basis (sec. 57(aX6)). However, in the case of a contribution made
in a taxable year beginning in 1991 or made before July 1, 1992,
in a taxable year beginning in 1992, this rule does not apply to con-
tributions of tangible personal property.

For taxable years beginning after 1989, the AMTI of a corpora-
tion is increased bX 75 percent of the amount by which adjusted
current earnings (ACE) exceeds AMTI (calculated before this ad-
justment). ACE generally is computed pursuant to the rules that
_a corporation uses to determine its earnings and profits (sec. 56(g)).

Reasons for Change

Gifts of appreciated property are a critical component of dona-
tions to educational institutions, museums, and many medical re-
search facilities and hospitals. Until 1986, these gifts generally
were fully deductible at fair market value.

When the Tax Reform Act of 1986 restricted the otherwise avail-
able deduction under the alternative minimum tax, the result was
a precipitous decline in gifts of appreciated propel't'lg‘fl,l although
other types of charitable giving remained vigorous. The level of
Eifts of appreciated property increased, however, when limited re-
ief was provided in 1991 and the first half of 1992. Accordin%ly,
the committee believes that extending and expanding this relief
permanently will provide an important incentive for taxpayers to
make charitable contributions of appreciated property.

13The amount of the deduction allowable for a taxable year with respect to a charitable con-
tribution may be reduced depending on the type of property contributed, the type of charitable
orgdall\%z&ti)t;n to which the property is contributed, and the income of the taxpayer (secs. 170(b)
an e)).

14 Section 170(eX3) provides an auﬁmented deduction for certain corporate contributions of in-
ventory property for the care of the ill, the needy, or infants.
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Explanation of Provision

The bill eliminates the treatment of contributions of appreciated

mny (real, personal, and intangible) as a tax preference for

P ses. In addition, the billnprovides that no adjustment re-

lated to the earnings and profits effects of any charitable contribu-

tion shall be made in computing the ACE component of the cor-
porate AMT.

Thus, the difference between the fair market value of donated
appreciated property and the adjusted basis of such property is not
treated as a tax preference item for alternative AMT purposes. If
a taxpayer makes a gift to charity of property (other than inventory
or other ordinary income property, short-term capital gain prop-
erty, or certain gifts to private foundations) that is real property,
intangible property, or tangible personal property the use of which
is related to the donee’s tax-exempt purpose, the taxpayer is al-
lowed to claim a deduction for both regular tax and purposes
in the amount of the property’s fair market value (subject to
present-law percentage limitations).18

Effective Date

The provision is effective for contributions of tangible personal
property made after June 30, 1992, and contributions of other prop-
erty made after December 31, 1992.

2. Substantiation and disclosure of charitable contributions
(secs. 8172-8173 of the bill and sec. 170 and new secs.
6115 and 6714 of the Code)

Present Law

An individual taxpayer who itemizes deductions must separately
state (on Schedule A to the Form 1040) the aggregate amount of
charitable contributions made by cash or check and the aggregate
amount made by donated property other than cash or check.

A taxpayer is not required to provide specific information on his
or her return regarding a claimed charitablé contribution made by
cash or check; nor in such a case is a donee organization required
to file an information return with the IRS, regardless of the
amount of cash-or check involved. However, taxpayers must pro-
vide certain information (on Form 8283) if the amount of the
claimed deduction for all noncash contributions exceeds $500.16

A payment to a charity (regardless of whether it is termed a
“contribution”) in exchange for which the payor receives an eco-
nomic benefit is not deductible under section 170, except to the ex-
tent that the taxpayer can demonstrate that the payment exceeds
the fair market value of the benefit received from the charity.1?

18 Contributions of inventory or other ordinary income property, short-term capital gain prop-
ertx, and certain gifts to private foundations continue to be rned by present-law rules.

18]f the claimed deduction for a noncash gift exceeds $6 per item or group of similar items
(other than certain publicly traded securities), a qualiﬁoé appraiser must sign the Form 8283,
and an authorized representative of the donee charity also must sign the Form 8283, acknow!-
edging receipt of the gift and providing certain other information. In certain situations, informa-
(tlon %rlt‘l)ng by the donee charity is required if it subsequently disposes of donated property

sec. .

178ee, e.g., Rev. Rul. 67-246, 1967-2 C.B. 104._
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The Code does not require a tax-exempt organization that is eli-

ible to receive tax-deductible contributions to state explicitly, in
its solicitations for support from members or the general public,
whether an amount paid to the organization is deductible as a
charitable contribution or whether all or part of the payment con-
stitutes consideration for goods or services furnished to the payor.!8
In contrast, tax-exempt organizations that are not eligible to re-
ceive tax-deductible contributions are required to state expressly in
certain fund-raising solicitations that contributions or gifts to the
organization are not deductible as charitable contributions for Fed-
eral income tax purposes (sec. 6113).12 A genalty is imposed on
such organizations for failure to comply with the section 6113 dis-
closure requirement, unless reasonable cause is shown (sec. 6710).

Tax-exempt organizations generally are required to file an an-
nual information return (Form 990) with the IRS. However,
churches (and their affiliated organizations), as well as tax-exempt
organizations (other than private foundations) that normally have
gross receipts in each taxable year of not more than $25,000, are
not required to file the Form 990.20 If a charity is required to file
-a Form 990, then it must report, among other items, the names
and addresses of all persons who contributed, bequeathed, or de-
vised $5,000 or more 8n cash or other property) during the taxable

year.2!
Reasons for Change

Difficult problems of tax administration arise with respect to
fundraising techniques in which an organization that is eligible to
receive tax deductible contributions provides goods or services in
consideration for payments from donors. Organizations that engage
in such fundraising practices often do not inform their donors that
all or a portion of the amount paid by the donor may not be deduct-
ible as a charitable contribution. Consequently, the committee be-
lieves that there will be increased compliance with present-law
rules governing charitable contribution deductions if a taxpayer

Under current IRS practice, certain small items and token benefits (e.g., key chains and
bumpar stickers) that have insubstantial value are disregarded, such that the full amount of
the contribution is deductible. Rev. Proc. 90-12, 1990-1 C.B. 471, provides that tokens or benefits
given to the donor in connection with a contribution will be considered to have insubstantial
value if (1) the payment occurs in the context of a fundraising campaign in which the charity
informs patrons how much of their payment 1s a deductible contribution, and (2).either (a) the
fair market value of all the benefits received in connection with~the payment is not more than
two percent of the payment, or $50, whichever 15 less, or (b) the payment made by the patron
is $25 or more (adjusted for inflation) and the only benefits received in connection with the pay-
. ment are token items (e.g., key chains or mugs) that bear the or'gamzation'a name or logo and
that (in the ﬁaw) are within the limits for “low-cost items” under section 513(hX2). See
also Rev. Proc. 52- 9, 1992-26 IRB 18 (amplifying Rev. Proc. 90-12, by allowing charities to dis-
:lpbt)\te certain low-cost items to contributors without affecting the deductibility of the contribu-

on). .
'8However, Schedule A to the Form 1040 (and the accompanying instructions) inform tax-
payers that if they made a contribution to a charity and received a benefit in return, the value
of that benefit must be subtracted in calculating the charitable contribution deduction.

19However, the disclosure requirement of section 6113 does not apply to an orgamzation the
5ross receipts of which in each taxable year are normally not more than $100,000, nor does the

isclosure requirement apply to any solicitation made by letter or telephone call if such letter
or call is not part of a coordinated ndraismf campaign soliciting more than 10 persons during
the calendar year (sec. 6113(bX2XA) and (cX2)).

208ee section 6033(aX2) and Rev. Proc. 83-23, 1983-1 C.B. 687.
218ee section 6033(bX5) and Treas. Reg. sec. 1.6033-2(aX2XiiXf). The names and addresses of

substantial contributors to a public charity must be reported to the IRS but are not subject to
public inspection (sec. 6104(eX1XC)).
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who claims a separate charitable contribution of $250 or more is
required to obtain substantiation from the donee indicating the
amount of the contribution and whether any goods, service, or
privilege was received by the donor in exchange for making the
contribution. In addition, the committee believes it is appropriate
that when a charity receives a quid gro quo contribution 1n excess
of $75 (i.e., a payment exceeding $756 made partly as a gift and
partly in consideration for a benefit furnished to the payor), the
charity should inform the donor that the deduction under section
170 is limited to the amount by which the payment exceeds the
value of the goods or service furnished by the charity, and should
provide a good faith estimate of the value of such goods or service.

Explanation of Provisions

The bill contains the following two provisions that require sub-
stantiation and disclosure relating to certain charitable contribu-

tions:

Substantiation requirement

Section 170 is amended to provide that no deduction is allowed
under that section for any contribution of $250 or more 2?2 unless
the taxpayer has written substantiation from the donee organiza-
tion of the contribution (including a good faith estimate of the
value of any good or service that has been grovided to the donor
in exchange for making the gift to the donee).3

This provision does not impose an information regorting require-
ment upon charities; rather, it places the responsibility upon tax-
payers who claim an itemized deduction for a contribution of $250
or more to request (and maintain in their records) substantiation
from the charity of their contribution (and any good or service re-
ceived in exchange).2¢ Taxpayers may not rely solely on a canceled
check as substantiation for a donation of $250 or more.

Under the provision, the substantiation must be obtained by the
taxpayer prior to filing his or her return for the taxable year in
which the contribution was made (or if earlier, the due date, in-
cluding extensions, for filing such return).?5 Substantiation is not

22G8eparate payments generally will be treated as sesaraw contributions and will not be _:ﬁ-
gre ated for the purposes of applying the $250 threshold. In cases of contributions paid by with-

olding from wages, the deduction from each paycheck will be treated as a separate payment.
However, it is expected that the Treasury Department will igsue anti-abuse rules to prevent
:}\lroldancedof the substantiation requirement by a contributor simply writing multiple checks on

e same date. ’

231If the donee organization provided no goods or services to the taxpayer in consideration of
the taxpayer’s contribution, the written substantiation is required to include a statement to that
effect. The substantiation need not contain the taxpayer’s social security number or taxpayer
identification number (TIN).

24In the case where a taxpayer makes a noncash contribution claimed by the taxpayer to be
worth $250 or more, the taxpayer is required to obtain from the charity a receipt that describes
the donated pm&erty (and indicates whether any good or service was given to the taxpayer in
exchange), but the provision specifically provides that the charity is not required to value the
property it receives from the taxpayer.

20The provision requires that the written acknowledgnent provide information sufficient to
substantiate the amount of the deductible contribution, but the acknowledgment need not take
any particular form. Thus, for example, acknowledgments may be made by letter, postcard, or
computer-generated forms. Further, a donee organization m(:‘v prepare a separate acknowledg-
ment for each contribution, or may provide donors with periodic (e.g.. annual) acknowledgments
that set forth the required information for each contribution of $250 or more made by the donor
during the period. It is intended that a charitable organization that knowingly grov:des a false
written substantiation to a donor may be subject to the penalties provided for by section 6701
for aiding and abetting an understatement of tax liability.
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required if the donee organization files a return with the IRS (in
accordance with Treasury regulations) reporting information suffi-
cient to substantiate the amount of the deductible contribution.
The provision explicitly provides that, if in return for making a
contribution of $250 or more to a religious organization, a donor re-
ceives in return solely an intangible religious benefit that generally
is not sold in commercial transactions outside the donative context
(e.g., admission to a religious ceremony?® ), then such a religious
benefit may be disregarded for purposes of the substantiation re-

quirement.

Information disclosure for quid pro quo contributions

A charitable organization that receives a quid pro quo contribu-
tion in excess of $75 (meaning a payment exceeding $75 “made
partly as a contribution and partly in consideration for goods or
services provided to the payor by the donee organization”) is re-
quired, in connection with the solicitation or receipt of such a con-
tribution, to provide a written statement to the donor that (1) in-
forms the donor that the amount of the contribution that is deduct-
ible for Federal income tax purposes is limited to the excess of the
amount of any money (and the value of any property other than
money) contributed by the donor over the value of the goods or
services provided by the organization, and (2) provides the donor
with a good faith estimate of the value of goods or services fur-
nished to the donor by the organization.2??

The disclosure requirement applies to all quid pro quo contribu-
tions where the donor makes payment of more than $75.28 Thus,
for example, if a charity receives a $100 contribution from a donor,
in exchange for which the donor receives a dinner valued at $40,
then the charity must inform the donor in writing that only $60
is deductible as a charitable contribution. However, the provision
- does not apply if only de minimis, token goods or services are given
to a donor (see Rev. Procs. 90-12 and 92-49, discussed above). In
addition, as with the substantiation provision (described above),
the provision does not apply to a contribution, in return for which
the contributor receives solely an intangible religious benefit that
generally is not sold in a commercial context outside the donative
context.“® Furthermore, the provision does not apply to trans-
actions that have no donative element (e.g., sales of goods by a mu-
seum gift shop that are not, in part, donations).

The provision also provides that penalties ($10 per contribution,
but capped at $5,000 per particular fundraising event or mailing)

26This exception does not apply, for exaﬂple, to tuition for education leading to a recognized
degree, travel services, or consumer goods. However, it is intended that de minimis tangible ben-
efits furnished to contributors that are incidental to a religious ceremony (such as wine) gen-
erally may be disregarded.

?The committee intends that the disclosure be made in a manner that is reasonably likely
to come to the attention of the donor. For example, a disclosure of the required information in
small print set forth within a larger document might not meet the requirement.

28For purposes of the $75 threshold, separate payments made at different times of the year
with res, to separate fundraisinﬁ events generally will not be aggregated. However, to pre-
vent avoidance of the quid pro quo disclosure requirement b‘y a contributor simply writing mul-
tiple checks on the same date, contributions that are part of a single transaction will be aggre-
gated for purposes of the $76 threshold.

2°No inference is intended, however, whether or not any payment outside the scope of the
quid pro quo disclosure proposal or substantiation proposal is deductible (in full or in part)
under the present-law reguirements of section 170.
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may be i‘xgsosed upon charities that fail to ma'-e the required dis-
closure, unless the failure was due to reasonable cause. The pen-
alties will apply if an organization either fails to make any disclo-
sure in connection with a quid pro quo contribution or makes a dis-
closure that is incomplete or inaccurate (e.g., an estimate not deter-
mined in good faith of the value of goods or services furnished to

the donor).
Effective Date
The provisions are effective for contributions made after Decem-
ber 31, 1993.30

3. Permanent extension of General Fund transfer to Rail-
road Retirement Tier 2 Fund (sec. 8174 of the bill)

Present Law

A portion of the Railroad Retirement Tier 2 benefits are included
in gross income of recipients (similar to the treatment accorded re-
cipients of private pensions) for Federal income tax purposes. The

roceeds from the income taxation of Railroad Retirement Tier 2

nefits received prior to October 1, 1992, have been transferred
from the General d of the Treasury to the railroad retirement
account. Proceeds from the income taxation of benefits received
after September 30, 1992 remain in the General Fund.

Reasons for Change

It is appropriate to make permanent the transfer of funds from
the General Fund of the Treasury to the railroad retirement ac-
count to promote the on-going solvency of the railroad retirement

system.
Explanation of Provision
i The transfer of proceeds from the income taxation of Railroad Re-

tirement Tier 2 benefits from the General Fund of the Treasury to
the railroad retirement account is made permanent.

Effective Date

The provision is effective for income taxes on benefits received
after September 30, 1992,

4. Temporary extension of health insurance deduction for
self-employed individuals (sec. 8175 of the bill and sec.

162(1) of the Code)
Present Law

Under present law, an incorporated business can generally de-
duct, as an employee compensation expense, the full cost of any
health insurance coverage provided for its employees (including

30The committee intends that, following enactment of the bill, the Secretary of the Treasury
will expeditiously issue a notice or other announcement providing guidance with respect to the
substantiation and disclosure provisions. In this regard, it is e that such Treasury guid-
ance will urge charities to assist taxpayers in meeting the substantiation requirement.
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owners serving as employees) and its em%l:])rees’ spouses and de-
gepdenta. Self-employed individuals can y deduct the cost of

ealth insurance for empl;:lyees as employee compensation, but can
only deduct the cost of health insurance coverage for the individual
and his or her degendents to the extent that the cost of the cov-
erage, together with other allowable medical expenses, exceeds 7.5
percent of adjusted gross income. Other individuals (e.g., employees
who are not covered by an employer-sponsored plan) who nrurc ase
health insurance can deduct the cost of the insurance only to the
extent that it, together with their other medical expenses, exceeds
7.5 percent of adjusted gross income.

For coverage grior to July 1, 1992, a self-employed individual
was allowed to deduct as a business expense up to 25 percent of
the amount paid for health insurance coverage for the taxpayer,
the taxpayer’s spouse, and the taxpayer’s degndents. y
amounts %aid prior to July 1, 1992, for coverage before that date
were eligible for the deduction. The deduction was not allowed if
the self-employed individual or his or her spouse was eligible for
employer-paid health benefits.

Reasons for Change -

The 25-percent deduction for health insurance costs of self-em-
ployed individuals was added by the Tax Reform Act of 1986 to re-
duce the disparity between the tax treatment of owners of incor-
porated and unincorporated businesses. The provision was origi-
nally enacted on a temporary basis and has been extended several

times since enactment.
The committee believes it is appropriate to extend the 25-percent

deduction retroactively and to extend it prospectivel{ again on a
temg?rary basis. The provision is not exterided for a longer period
at this time because it is expected that the deduction will be ad-
dressed as part of forthcoming comprehensive health care legisla-

tion.
Explanation of Provision
The 25-percent deduction is extended retroactively from July 1,
1992, through December 31, 1993. In addition, the bill provides

that the determination of whether a self-emflloyed individual or his
or her spouse are eligible for employer-paid health benefits is made

on a monthly basis.
Effective Date

lg'glzxe provision is effective for taxable years ending after June 30,
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II. REVENUE-RAISING PROVISIONS

A. Individual Income and Estate and Gift Tax Provisions

1. Increased tax rates for higher income individuals (secs.
8201-8208 of the bill and secs. 1, 58, 68, and 181 of the

Code)

Present Law
Regular tax rates
For 1993, the individual income tax rates are as follows—
If taxable income is: Then income tax equals:
Single individuals
$0-$22,100 .........coeeerrernenenenn 15 percent of taxable income.
$22,100-$53,500 ...........c........ $3,315.00 plus 28% of the amount
over $22,100
Over $53,500 ..........ccccvreruennee $12,107.00 plus 31% of the amount
over $53,500
Heads of household
$0-$29,600 .........c.c0eevveerrueenne 15 percent of taxable income
$29,600-$76,400 .................... $4,440.00 plus 28% of the amount
- over $29,600
Over $76,400 ...........c.ccoeruennee $17,544.00 plus 31% of the amount
over $76,400
Married individuals filing joint returns
$0-$36,900 ...........c.ccererrennne. 15 percent of taxable income
$36,900-$89,150 .................... $5,535 plus 28% of the amount over
$36,900
Over $89,150 .........cocevruvennns $20,165 plus 31% of the amount
over $89,150
Married individuals filing separate returns
$0-$18,450 ........ccceereerrniinnnne 15 percent of taxable income
$18,450-$44,675 ..........cn..n.... $2,767.50 plus 28% of the amount
over $18,450
Over $44,575 .....cocevvvvvennnn $10,082.50 plus 31% of the amount
- over $44,575
Estates and trusts
$0-83,750 .....coverevrrrrrrenrenenennn 15 percent of taxable income
$3,750-$11,250 ..........c0eouveeeee $562.50 plus 28% of the amount
) over $3,750
Over $11,250 .......c.coceererruennnee $2,662.50 plus 31% of the amount
over $11,250

Net capital gains income is subject to a maximum tax rate of 28

percent. -
The individual income tax brackets are indexed each year for in-

flation.
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_ Alternative minimum tax

An individual taxpayer is subject to an alternative minimum tax
(AMT) to the extent that the taxpal)l'er’s tentative minimum tax ex-
ceeds the taxpayer’s regular tax liability. A taxpayer’s tentative
minimum tax generally equals 24 percent of alternative minimum
taxable income (AMTI) in excess of an exemptiomamount. The ex-
emption amount is $40,000 for married taxpayers filing joint re-
turns, $30,000 for unmarried taxpayers filing as single or head of
household, and $20,000 for married taxpayers filing separate re-
turns, estates, and trusts. The exemption amount is phased out for
taxpayers with AMTI above specified thresholds. These thresholds
are: $150,000 for married taxpayers filing joint returns, $112,500
for unmarried taxpayers filing as single or head of household, and
$75,000 for married taxpayers filing separate returns, estates, and
trusts. The exemption is completely phased out for individuals with
AMTI above $310,000 (married taxpayers filing joint returns) or
$232,500 (unmarried taxpayers filing as single or head of house-

hold).

Surtax on higher-income taxpayers

Under present law, there is no surtax imposed on higher-income
individuals.
Itemized deduction limitation

Under present law, individuals who do not elect the standard de-
duction may claim itemized deductions (subject to certain limita-
tions) for certain expenses incurred during the taxable year. Among
these deductible expenses are unreimbursed medical expenses, un-
reimbursed casualty and theft losses, charitable contributions,
qualified residence interest, State and local income and property
taxes, unreimbursed employee business expenses, and certain other
miscellar. eous expenses.

Certain itemized deductions are allowed only to the extent that
the amount exceeds a specified percentage of the taxpayer’s ad-
justed gross income (AGI). Unreimbursed medical expenses for care
of the taxpayer and the taxﬁayer’s spouse and dependents are de-
ductible only to the extent that the total of these expenses exceeds
7.5 percent of the taxpayer’s AGI. Nonbusiness, unreimbursed cas-
ualty or theft losses are deductible only to the extent that the
amount of loss arising from each casualty or theft exceeds $100 and
only to the extent that the net amount of casualty and theft losses
exceeds 10 percent of the taxpayer’s AGI. Unreimbursed employee-
business e;tlpenses and certain other miscellaneous expenses are de-
ductible only to the extent that the total of these expenses exceeds

~ 2 percent of the taxpayer’s AGI.

The total amount of otherwise allowable itemized deductions
(other than medical expenses, casualty and theft losses, and invest-
ment interest) is reduced by 3 percent of the amount of the tax-
Bayer’s AGI in excess of $108,450 in 1993 (indexed for inflation).

nder this provision, otherwise allowable itemized deductions may
not be reduced by more than 80 percent. In computing the reduc-
tion of total itemized deductions, all present-law limitations appli-
cable to such deductions are first applied and then the otherwise
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allowable total amount of deductions is reduced in accordance with
this provision. -

The reduction of otherwise allowable itemized deductions does
not apply to taxable years beginning after December 31, 1995.

Personal exemption phaseout

Present law permits a personal exemption deduction from gross
income for an individual, the individual’s spouse, and each depend-
ent. For 1993, the amount of this deduction is §2,350 for each ex-
emption claimed. This exemption amount is adjusted for inflation.
The deduction for personal exemptions is phased out for taxpayers
with AGI above a threshold amount (indexed for inflation) which
is based on filing status. For 1993, the threshold amounts are
$162,700 for married taxpayers filing joint returns, $81,350 for
married taxpayers ﬁling separate returns, $135,600 for unmarried
taxpayers filing as head of household, and $108,450 for unmarried
taxpayers filing as single.

The total amount of exemptions that may be claimed by a tax-
ayer is reduced by 2 percent for each $2,500 (or portion thereof)
y which the taxpayer’s AGI exceeds the applicable threshold. (The

phaseout rate is 2 percent for each $1,250 for married taxpayers
filing separate returns.) Thus, the personal exemptions claimed are
phased out over a $122,600 range, beginning at the applicable
threshold. .

This provision does not apply to taxable years beginning after
December 31, 1996.

Reasons for Change

To raise revenue to reduce the Federal deficit and to make the
Federal income tax system more progressive, the committee be-
lieves that higher marginal tax rates should be imposed on those
taxpayers with the greatest ability to pay income taxes. In a simi-
lar manner, the progressivity of the individual income tax system
would be enhanced by introducing a two-tier rate schedule for the
alternative minimum tax and, for higher-income taxpayers, by per-
manently extending both the existing limitation on itemized deduc-
tions and the existing phaseout of personal deductions.

Explanation of Provisions

New marginal tax rates

The bill imposes a new 36-percent marginal tax rate on taxable
income in excess of the following thresholds:

—— ek

Married individuals filing joint returns ..........c..c..c...... $140,000
Heads of households ............ccceeevvevurinniiieennineeinnneeeencnnne 127,500
115,000

Unmarried individuals .........ccocovvverrieeiiinneeeriinnneennereeees



Filing status Apelicable
Married individuals filing separate returns ................ 70,000
Estates and trusts ..., 5,600

For estates and trusts, the 15-percent rate will apply to income
up to $1,500, the 28&percent rate will apply to income between
$1,500 and $3,500, and the 31-percent rate will apply to income be-
tween $3,500 and $5,500. Under this modified tax rate schedule for
estates and trusts, the benefits of the rates below the 39.6-percent
surtax-included rate (described below) approximate the benefits of
the 15- and 28-percent rates under present law.

For taxable years beginning in 1993, a blended rate (described
below) would be used. :

As under present law, the tax rate bracket thresholds will be in-
dexed for inflation. However, indexing of thresholds for the 36-per-
cent rate will apply to taxable years beginning after December 31,

1994.

Alternative minimum tax

The bill provides a two-tiered graduated rate schedule for the
AMT for taxpayers other than corporations. A 26-percent rate will
apply to the first $175,000 of a taxpayer’s AMTI in excess of the
exemption amount, and a 28-percent rate will apply to AMTI more
than $175,000 above the exemption amount. For married-individ-
uals filing separate returns, the 28-percent rate will apply to AMTI
more than $87,500 above the exemption amount. The bill increases
the exemption amount to $45,000 for married individuals filing
joint returns, to $33,750 for unmarried individuals, and to $22,500
for married individuals filing separate returns, estates, and trusts.

Surtax on higher-income taxpayers; surtax on net capital gain

The bill imposes a 10-percent surtax on individuals with taxable
income in excess of $250,000 and on estates and trusts with tax-
able income in excess of $7,500. For married taxpayers filing sepa-
rate returns, the threshold amount for the surtax would be
$125,000. The surtax will be computed by applying a 39.6-percent
rate to taxable income in excess of the applicable threshold. In a
similar manner, an individual’s net capital gain will be subject to
the surtax by applying a maximum rate of 30.8 percent (instead of
the present-law maximum rate of 28 percent) to capital gains in-
come to the extent an individual’s taxable income exceeds
$250,000.

The thresholds for the surtax will be indexed for inflation in the
same manner as other individual income tax rate thresholds for
taxable years beginning after December 31, 1994.

Itemized deduction limitation and phaseout of personal exemptions

The bill makes permanent the provisions that limit itemized de-
ductions and phase out personal exemptions.
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Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1992. For taxable years beginning in 1993, blended tax
rates will be used: the 36-percent tax rate will be reduced to 33.56
i)ercent and the 39.6-percent rate will be reduced to 35.3 percent.

n addition, the 30.8-percent maximum rate on capital gains in-
come will be reduced to 29.4 percent for taxable years beginning in
1993. Similarly, for taxable years beginning in 1993, the 26- per-
cent and 28-percent alternative minimum tax rates will be reduced
to 25 percent and 26 percent, respectively. The permanent rate lev-
els will be used for 1994 and later years.

Withholding tables for 1993 will not be revised to reflect the
changes in tax rates. Penalties for the underpayment of estimated
taxes will be waived for underpayments of 1993 taxes attributable
to these changes in tax rates.

2. Provisions to prevent conversion of ordinary income to
capital gain (sec. 8208 of the bill)

a. Recharacterization of capital gain as ordinary income for
certain financial transactions (sec. 8206(a) of the bill and

sec. 1258 of the Code)

Present Law

Under present law, the maximum rate of individual income tax
on ordinary income is 31 percent. Interest from a loan generally is
treated as ordinary income. :

Gain or loss from the sale or exchange of a capital asset gen-
erally is treated as capital gain or loss. Net capital gain (i.e., net
long-term capital gain less net short-term capital loss) of an indi-
vidual is subject to a maximum tax rate of 28 percent. Capital
losses are deductible only to the extent of capital gains for the year
plus, in the case of noncorporate taxpayers, ordinary income of up

to $3,000.
Reasons for Change

The committee is aware that taxpayers are able to enter into
transactions the economic substance of which is indistinguishable
from loans in terms of the return anticipated and the risks borne
by the taxpayer. However, because of their form, these transactions
may permit taxpayers to take the position for tax purposes that
their return is capital gain rather than ordinary income. The com-
mittee is concerned that, because of the increased differential be-
tween the rates of tax on ordinary income and capital gain that re-
sults from this bill, taxpayers may enter into such transactions for
purposes of avoiding the intended higher rates on ordinary income.
In addition, the committee is concerned that these transactions can
be used to circumvent the capital loss limitation rules. Accordingly,
the committee believes that providing rules that would treat gain
from such transactions as ordinary income is appropriate.
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Explanation of Provision

Under the provision, capital gain from the disposition or other
termination of any position that was part of a “conversion trans-
action” will be recharacterized as ordinary income,3! with certain
limitations discussed below. No inference is intended as to when in-
come from a conversion transaction is properly treated as capital
gain under present law.

A conversion transaction is a transaction, generally consisting of
two or more positions taken with regard to the same or similar
property, where substantially all of the taxpayer’s return is attrib-
utable to the time value of the taxpayer’s net investment in the
transaction. In a conversion transaction, the taxpayer is in the eco-
nomic position of a lender—he has an expectation of a return from
the transaction which in substance is in the nature of interest and
{1e &mdertakes no significant risks other than those typical of a
ender.

A transaction, however, is not a conversion transaction subject to
the provision unless it also satisfies one of the following four cri-
teria: (1) the transaction consists of the acquisition of property by
the taxpayer and a substantially contemporaneous agreement to
sell the same or substantially identical property in the future; (2)
the transaction is a straddle, within the meaning of section 1092;32
(3) the transaction is one that was marketed or sold to the tax-
payer on the basis that it would have the economic characteristics
of a loan but the interest-like return would be taxed as capital

ain; or (4) the transaction is described as a conversion transaction
in regulations to be promulgated on a prospective basis by the Sec-
retary of the Treasury.

In addition, transactions (which may include positions other than
options or section 1256 contracts) of options dealers and commod-
ities traders in the normal course of their trade or business of deal-
ing in options or trading section 1256 contracts, respectively, gen-
erally will not be considered conversion transactions. The term “op-
tions dealer” generally means any person registered with an appro-

riate national securities exchange as a market maker or specialist
in listed options. The term “commodities trader” generally means
any person who is a member of a domestic board of trade which
is designated as a contract market by the Commodity Futures
Trading Commission. Commodities traders also, to the extent per-
mitted by Treasury regulations, include persons entitled to trade as
a member (e.g., ggrsons who are registered with a board of trade
as users of memberships or who are eligible for member rates for
the clearing of trades on the board of trade). Special rules limit the
availabilitg of the options dealer and commodities trader exception
for limited partners or limited entrepreneurs in an entity that is
an options dealer or a commodities trader.

Under the provision, Fain realized by a taxpayer from disposition
or other termination of a position that was part of a conversion
transaction that would otherwise be treated as capital gain will be

31The provision is not intended to change the treatment of gain from the sale of property for
purposes such as the unrelated business income tax for tax-exempt organizations and the gross

income requirement for regulated investment companies.
32Except that stock also is treated as personal property in defining a straddle for purposes

of the conversion transaction provision.
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treated as ordinary income (but not as interest) for all purposes of
the Internal Revenue Code. The amount of gain so recharacterized
will not exceed the amount of interest that would have accrued on
the taxpayer’s net investment for the relevant period at a yield
equal to 120% of the “applicable rate”. This limit is subject to ap-

ropriate reduction to reflect prior inclusion of ordinary income
items from the conversion transaction or the capitalization of inter-
est on acquisition indebtedness under section 263(g). The “applica-
ble rate” is the applicable Federal rate under section 1274(d) at the
time the taxpayer enters into the conversion transaction (if the con-
version transaction has a definite term) or the Federal short term
rate determined under section 6621(b) (if the conversion trans-
action has an indefinite term).

For example, assume that X purchases stock for $100 on January
1, 1994, and on that same day agrees to sell it to Y on January
1, 1996 for $115. Assume that the applicable rate is 5%.23 On Jan-
uary 1, 1996, X delivers the stock to Y in exchange for $115 in sat-
isfaction of their agreement. Assume that, under current law, X:
would have recognized a capital gain of $15. Under the provision,
$12.36 of that amount would be recharacterized as ordinary income
(i.e, 120% of 6% compounded for two years, applied to an invest-
ment of $100).

In determining a taxpayer’s net investment in a conversion
transaction, the source of the taxpayer’s funds generally will not be
taken into account. Assume in the above example that X borrowed
$90 of the purchase price of the stock from a bank and was re-
3uired under section 263(g) to capitalize $10 of interest on that

ebt into the cost of the stock. Then X’s net investment in the
transaction will still be $100, even though X’s basis is $110 to re-
flect the capitalized $10 of interest. However, of the gain of $5, only
$2.36 will be recharacterized as ordinary income under the provi-
sion. This is because the limitation amount of $12,36 will be re-
duced by the $10 of capitalized interest.

A special rule is included for situations in which the taxpayer
has a built-in loss with respect to a position that becomes part of
a conversion transaction. Assume that, prior to January 1, 1994, X
had purchased the stock in the previous example for $150, and had
used that stock as part of a conversion transaction entered into on
January 1, 1994, when the stock’s value had declined to $100.
Under these facts, the stock would be valued at $100 for purposes
of this provision, and the results would be the same as in the ex-
ample, except that X also would recognize the $50 built-in loss
when the asset was delivered to Y. The character of that $50 loss
would not be affected by this provision.

Amounts that a taxpayer may be committed to provide in the fu-
ture generally will not be treated as an investment until such time
as such amounts are committed to the transaction and unavailable
to the taxpayer to invest in other ways. For example, assume that
on January 1, 1994, X enters into a long futures contract commit-
ting X to purchase a certain quantity of gold on March 1 for $1,000.
Also on January 1, 1994, X enters into a short futures contract to
sell the same quantity of gold on April 1 for $1,006. Under these

33 For simplicity, the applicable rate is assumed to be compounded on an annual basis.
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contracts, X is not required to make any investment at the time
they are entered into, but is required to make a “margin” deposit
(which may or may not bear interest), as security for his obliga-
tions thereunder. Suppose X terminates both contracts on February
1 for a net profit of $2. No part of that $2 is subject to
recharacterization under this provision, since X has no investment
in the transaction on which the $2 could be considered to be an in-
terest equivalent return.

A taxpayer’s net investment in a conversion transaction gen-
erally will be the aggrefate amount invested by the taxpayer in the
conversion transaction less any amount teceived by the taxpayer as
consideration for entering into any i;l:osit:ion held as part of the con-
version transaction, such as when the taxpayer is the grantor of an
option. For example, suppose that on January 1, 1994, X acquires
non-publicly-traded common stock for $100 and, on the same day
grants Y a call option on the same stock for $106, exercisable any
time prior to February 1, 1995. Y pays X a premium of $10 for the
call option. At the time X grants Y the call option, there is no sub-
stantial certainty that Y will exercise the option. Under these facts,
X’s net investment in the transaction comprised of the stock pur-
chase and the granting of the option would be $90 (i.e., the $100

aid for the stock minus the $10 received for granting the option).

’s return on that investment will be $16 if Y exercises the call op-
tion (the excess of $106 of sales proceeds over the net investment
of $90). However, if Y does not exercise the option, X’s return will
be the difference between $90 and the value of the stock on Feb-
ruary 1, 1995. The transaction consisting of the stock purchase and
the grant of the option is one in which X takes on a risk not typical
of a lender and is not a conversion transaction.

Effective Date

The provision is effective for conversion transactions entered into
after April 30, 1993.

b. Repeal of certain exceptions to the market discount rules
(sec. 8206(b) of the bill and secs. 1276, 1277, 1278 of the

Code)
Present Law

Generally, a market discount bond is a bond that is acguired for
a price that is less than the principal amount of the bond.?4 Market
discount generally arises when the value of a debt obligation de-
clines after issuance (typically, because of an increase in &t)'evailing
interest rates or a decline in the credit-worthiness of the borrower).

Gain on the disposition of a market discount bond generally must
be reco§nized as ordinary income to the extent of the market dis-
count that has accrued. This ordinary income rule, however, does
not apply to tax-exempt obligations or to market discount bonds is-
sued on or before July 18, 1984. Under current law, income attrib-
utable to accrued market discount on tax-exempt bonds is not tax-

340r, in the case of a bond issued with orignal issue discourit (OID)', a price that is less than
the amount of the issue price plus accrued OID. .
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exempt but is taxable as capital gain if the bond is held as a cap-
ital asset. )

Reasons for Change

The committee is concerned about taxpayers being able to pur-
chase market discount bonds as a means of converting returns on
investments that are in the nature of interest on debt to capital
gains. The committee therefore believes that the market discount
- rule should apply to tax-exempt bonds and to all taxable bonds, re-
gardless of whether they were issued after July 18, 1984.

Explanation of Provision

The bill extends the ordinarﬁoincome rule to tax-exempt obliga-
tions and to market discount bonds issued on or before July 18,
1984. Thus, gain on the disposition of a tax-exempt obligation or
any other market discount bond that is acquired for a Frice that
is less than the principal amount of the bond generally will be
treated as ordinary income (instead of capital gain) to the extent
of accrued market discount.

Effective Date

The 'Iglrovision is effective for bonds purchased after April 30,
1993. Thus, current owners of tax-exempt bonds and other market
discount bonds issued on or before July 18, 1984, will not be re-
quired to treat accrued market discount as ordinary income, if they
acquired their bonds before May 1, 1993.

¢. Accrual of income by holders of stripped preferred stock
- (sec. 8206(c) of the bill and sec. 305 o/pthe Code) -

Present Law

In general, if a bond is issued at a price approximately equal to
its redempticn price at maturity, the expected return to the holder
of the bond is in the form of periodic interest payments. In the case
of original issue discount (“OID”) bonds, however, the issue price
is below the redemption price, and the holder receives part or all
of his expected return in the form of price appreciation. The dif-
ference between the issue price and the redemption price is the
OID, and a portion of the OID is required to be accrued and in-
cluded in the income of the holder annually. Similarly, for certain
preferred stock that is issued at a discount from its redemption
price, a portion of the redemption premium must be included in in-
come annually.

A stripped bond (i.e., a bond issued with interest coupons some
of which are subsequently “stripped” so that the ownership of the
bond is separated from the ownership of the interest coupons) gen-
erally is treated as a bond issued with OID equal to (1) the stated
redemption price of the bond at maturity minus (2) the amount
paid for the stripped bond.

If preferred stock is stripped of some of its dividend rights, how-
ever, the stripped stock is not subject to the rules that apply to
stripped bonds or to the rules that apply to bonds and certain pre-
ferred stock issued at a discount.
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Reasons for Change

The committee believes that the purchaser of stripped preferred
stock may, in effect, be purchasing at a disceunt the right to a fixed
amount payable at a future date. The committee is concerned that
taxpayers may purchase"stripped preferred stock as a means of
converting ordinary income to capital gains. Therefore, under these
circumstances, the committee believes that the rules that apply to
stripped bonds provide the appropriate tax treatment.

Explanation of Provision

The bill treats the purchaser of stripped preferred stock (and a
person who strips preferred stock and disposes of the stripped divi-
dend rights) in generally the same way that the purchaser of a
strip bond would be treated under the OID rules. Thus,
stripped stock is treated like a bond issued with OID equal to (1)
the stated redemption price of the stock minus (2) the amount- paid
for the stock. The discount accrued under the provision is treated
as ordinary income and not as interest or dividends.

Strip preferred stock is defined as any preferred stock where
the ownership of the stock has been separated from the right to re-
ceive any dividend that has not yet become (fayable. The provision
applies to stock that is limited and preferred as to dividends, does
not participate in corporate growth to any significant extent, and
has a fixed redemption price.

No inference is intended as to as to the treatment of stripped
preferred stock for tax purposes with respect to any issues not di-
rectly addressed by this legislation, including the availability of the
dividends received deduction to a holder of dividends stripped from
preferred stock, the allocation of basis by the creator of stripped
preferred stock, or the proper characterization of a purported sale

of stripped dividend rights.
Effective Date

The bill is effective for stripped stock that is purchased after
April 30, 1993.

d. Treatment of net capital gains as investment income (sec.
8206(d) of the bill and sec. 163(d) of the Code)

Present Law

In the case of a taxpayer other than a corporation, deductions for
interest on indebtedness that is allocable to property held for in-
vestment (“investment interest”) are limited to the taxpayer’s net
investment income for the taxable year. Disallowed investment in-
terest is carried forward to the next taxable year. Investment in-
come includes gross income (other than gain on disposition) from
property held for investment and any net gain attributable to the
disposition of property held for investment.

Investment interest that is allowable is deductible against in-
come taxable at ordinary income rates. The net capital gain (i.e.,
net long-term capital gain less net short-term capital loss) of a
noncorporate taxpayer is taxed at a maximum rate of 28 percent.
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Prior to 1986, when a significant rate differential existed be-
tween long-term capital gains and ordinary income, long-term cap-
ital gains were not included in investment income for purposes of
computing the investment interest limitation.

Reasons for Change

The committee believes it is inappropriate for a taxpayer who
recognizes long term capital gain taxable at favorable rate to be
able to use that gain to deduct otherwise non-deductible invest-
ment interest against ordinary income. Because the bill increases
the rate differential between ordinary income and the net capital
gains rate, the possibility of such inappropriate rate arbitrage is in-
creased. The committee ﬂelieves that tgxe opportunities for this type
of rate conversion should be reduced.

Explanation of Provision

The bill generally excludes net capital gain attributable to the
disposition of property held for investment from investment income
for purﬂoses of computing the investment interest limitation. A tax-
payer, however, can elect to include so much of his net capital gain
in investment income as the taxpayer chooses if he also reduces the
amount of net capital gain eligible for the 28-percent maximum
capital gains rate by the same amount.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1992.

e. Definition of “substantially appreciated” inventory (sec.
8206(e) of the bill and sec. 751(d) of the Code)

Present Law

Under present law, amounts received by a partner in exchange
for his interest in a partnership are treated as ordinary income to
the extent they are attributable to substantially appreciated inven-
tory of the partnership. In addition, distributions by a partnership
in which a partner receives substantially appreciated inventory in
exchange for his interest in certain other partnership property (or
receives certain other property in exchange for substantially appre-
ciated inventory) are treated as a taxable sale or exchange of prop-
erty, rather than as a nontaxable distribution.

For these purposes, inventory is treated as substantially appre-
ciated if the value of the partnership’s inventory exceeds both 120
percent of its adjusted basis and 10 percent of the value of all part-
nership property (other than money).

Reasons for Change

The committee believes that the 10-percent exception creates op-
portunities for avoidance of the appreciated inventory rule through
the manipulation of the partnership’s gross assets. The committee
also believes that disregarding inventory that is acquired prin-
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cipally to avoid the a %reciated inventory rule is necessary to pre-
vent circumvention of the rule.

Explanation of i’rovision

The bill eliminates the requirement that the partnership’s inven-
to? exceed 10 percent of the value of all partnership property in
order to be substantially appreciated. Thus, if the partnership’s in-
ventory is worth more than 120 percent of its adjusted basis, the
inventory is treated as substantially appreciated. In addition, any
inventory property acquired with a principal purpose to reduce the
appreciation to less than 120 percent in order to avoid ordinary in-
come treatment will be disregarded in applying the 120-percent

test.
Effective Date

The provision applies to sales, exchanges, and distributions after
April 30, 1993.

3. Repeal health insurance wage base cap (sec. 8207 of the
bill and sec. 3121(x) of the Code)

Present Law

As part of the Federal Insurance Contributions Act (FICA), a tax
is imposed on emplglyees and employers up to a maximum amount
of employee wages. The tax is comprised of two parts: old-age, sur-
vivor, and disability insurance (OASDI) and Medicare hospital in-
surance (HI). For wages paid in 1993 to covered employees, the HI
tax rate is 1.45 percent on both the employer and the employee on
the first $135,000 of wages and the OASDI tax rate is 6.2 percent
on both the employer and the employee on the first $57,600 of

wages.
nder the Self-Employment Contributions Act of 1954 (SECA), a

tax is imposed on an individual’s self-employment income. The self-
-em‘floyment tax rate is the same as the total rate for employers
and employees (i.e., 2.9 percent for HI and 12.40 percent for
OASDI). For 1993, the HI tax is applied to the first $135,000 of
self-employment income and the OASDI tax is applied to the first
$57,600 self-employment income. In general, the tax is reduced to
the extent that the individual had wages for which employment
taxes were withheld during the year.

The cap on wages and self-employment income subject to FICA
and SECA taxes is indexed to changes in the average wages in the

economy.
Reasons for Change

The President’s proposal to eliminate the cap on wages and self-
employment income subject to the HI tax is a significant revenue
source in the administration’s overall economic plan. The increased
revenues would ﬁrovide needed funding for the Medicare Hospital
Insurance trust fund.

While the committee accepts the President’s proposal in the im-
mediate context, the committee is concerned that HI taxes paid by
high-income workers would bear little relation to Medicare benefits
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such workers can expect to receive, and that this change may make
the HI program look more like welfare than social insurance. The
committee may want to revisit this issue in the context of health
care reform or Medicare financing improvements.

Explanation of Provision

The bill repeals the dollar limit on wages and self-employment
income subject to HI taxes.

Effective Date

The provision is effective for wages and income received after De-
cember 31, 1993.

4. Reinstate top estate and gift tax rates at 53 percent and
65 percent (sec. 8208 of the bill and sec. 2001 of the

Code)
Present Law

A Federal gift tax is imposed on transfers by gift during life and
a Federal estate tax is imposed on transfers at death. The Federal
estate and gift taxes are unified, so that a single graduated rate
schedule is applied to an individual’s cumulative gifts and be-
quests. For decedents dying (or gifts made) after 1992, the estate
and gift tax rates begin at 18 percent on the first $10,000 of tax-
able transfers and reach a maximum of 50 percent on taxable
transfers over $2.5 million. Previously, for the nine-year period be-
ginning after 1983 and ending before 1993, two additional brackets
applied at the top of the rate schedule: a rate of 53 percent on tax-
able transfers exceeding $2.5 million and below $3 million, and a
maximum marginal tax rate of 55 percent on taxable transfers ex-
ceeding $3 million. The generation-skipping transfer tax is com-
ggﬁ()l by reference to the maximum Federal estate tax rate (sec.

In order to phase out the benefit of the graduated brackets and
unified credit, the estate and gift tax is increased by five percent
on cumulative taxable transfers between $10 million and
$18,340,000, for decedents dying and gifts made after 1992.3% (Prior
to 1993, this phase out of the graduated rates and unified credit
applied to cumulative taxable transfers between $10 million and

$21,040,000.)
Reasons for Change

To raise revenue to address the Federal deficit, to improve tax
equity, and to make the tax system more progressive, the commit-
tee believes that the top two estate and gift tax rates which expired
at the end of 1992 should be reinstated.

38The additional five percent rate applies to the taxable transfers of a nonresident noncitizen
in excess of $10 million only to the extent necessary to phase out the graduated rates and uni-
fied credit actually allowed, either by statute or by treaty (where applicable).
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Explanation of Provision

The bill s)rovides that, for taxable transfers over $2.56 million but
not over $3 million, the estate and gift tax rate is 53 percent. For
- taxable transfers over $3 million, the estate and gift tax rate is 55
percent. The phase out of the graduated rates and unified credit
aplrlies with resgect to cumulative taxable transfers between $10
million and $21,040,000. Also, since the generation-skipping trans-
fer tax is computed by reference to the maximum Federal estate
tax rate, the rate of tax on generation-skipping transfers under the

bill is 656 percent.
Effective Date

The provision is effective for decedents dying, gifts made, and
generation skipping transfers occurring after December 31, 1992,

5. Reduce deductible portion of business meals and enter-
tainment expenses to 50 percent (sec. 8209 of the bill

and sec. 274(n) of the Code
Present Law A

In general, a taxpayer is permitted a deduction for all ordinary
and necessary expenses paid or incurred during the taxable year in
carrying on any trade or business and, in the case of an individual,
for the production of income. No deduction generally is allowed for
personal, living, or family expenses.

Meal and entertainment expenses incurred for business or in-
vestment reasons are deductible if certain legal and substantiation
requirements are met. The amount of the deduction generally is
limited to 80 percent of the expense that meets these requirements.
No deduction is allowed, however, for meal or beverage expenses
that are lavish or extravagant under the circumstances.

No deduction is allowed with respect to business meal and enter-
tainment expenses (as well as other specified items) unless the tax-
payer substantiates by adequate records or by sufficient evidence
corroborating the taxpayer’s own statement (1) the amount of the
expense, (2) the time and place of the expense, (3) the business
purpose of the expense, and (4) the business relationship to the
taxpayer of the persons entertained. Under Treasury regulations,
such documentary evidence is required for expenditures of $25 or
more (Treas. Reg. sec. 1.274—5T(c§2)(iii)(B)). :

Reasons for Change

Generally, some portion of business meal and entertainment ex-
penses represent personal consumption (even if the expenses serve
a legitimate business purpose). The committee believes that denial
of some part of the deduction is appropriate as a proxy for income
inclusion of the consumption element of the meal or entertainment.
The committee believes that increasing the portion of such ex-
penses for which a deduction is denied is appropriate in the context
of deficit-reduction legislation.

The committee believes that decreasing the substantiation
threshold for meals will increase compliance with the deduction

rules.
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Explanation of Provision

The bill reduces the deductible portion of otherwise allowable
business meals and entertainment expenses from 80 percent to 50
percent. In addition, the substantiation threshold for business

meals is reduced from $25 to $20.
Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1993.

6. Deny deduction for club dues (sec. 8210 of the bill and
sec. 274(a) of the Code)

Present Law

No deduction is permitted for club dues unless the taxpayer es-
tablishes that his or her use of the club was primarily for the fur-
therance of the taxpaiyer’s trade or business and the specific ex-
Eense was directly related to the active conduct of that trade or

usiness (Code sec. 274(a)). No deduction is permitted for an initi-
ation or similar fee that is payable only upon joining a club if the
useful life of the fee extends over more than one year. Such initial
fees are nondeductible capital expenditures.36

Reasons for Change

Under present law, taxpayers can obtain a tax deduction for dues
for a club (such as a country club) with respect to which some ele-
ment of personal pleasure and enjoyment is present. The commit-
tee believes that it is inappropriate to permit a deduction for such
expenditures. Denying a deduction for club dues also simplifies
present law, in that a strict nondeductibility rule is easier to com-
ply with than the present-law rule requiring an assessment of the
primary purpose of the use of the club.

Explanation of Provision

Under the bill, no deduction is permitted for club dues. This rule
applies to all types of clubs, including business, social, athletic,
luncheon, and sporting clubs. Specific business expenses (e.g.,
meals) incurred at a club are deductible only to the extent they
otherwise satisfy the standards for deductibility.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1993.
7. Deny deduction for executive ;lwlay over $1 million (sec.
8211 of the bill and sec. 162 of the Code) )

Present Law

The gross income of an employee includes any compensation re-
ceived for services rendered. employer is allowed a correspond-

36 Kenneth D. Smith, 24 TCM 899 (1965).
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ing deduction for reasonable salaries and other compensation.

ether corﬁpensation is reasonable is determined on a case-by-
case basis. However, the reasonableness standard has been used
primarily to limit Jxayments by closel({-held companies where non-
deductible dividends may be disguised as deductible compensation.

Reasons for Change

Recently, the amount of compensation received by corporate ex-
ecutives has been the subject of scrutiny and criticism. The com-
mittee believes that it is appropriate to place an upper limit on the
deductibility of such compensation to the extent it is not explicitly
based on objective performance standards.

Explanation of Provision

In general

Under the bill, for purposes of the regular income tax and the al-
ternative minimum tax, the otherwise allowable deduction for com-
pensation paid or accrued with respect to a covered employee of a
publicly held corporation is be limited to no more than $1 million

per year.37

Definition of publicly held corporation

For this purpose, a corporation is treated as publicly held if the
corporation has a class of common equity securities that is required
to be registered under section 12 of the Securities Exchange Act of
1934. In general, the Securities Exchange Act requires a corpora-
tion to register its common equity securities under section 12 if (1)
the securities are listed on a national securities exchange or (2) the
corporation has $5 million or more of assets and 500 or more hold-
ers of such securities. A corporation is not considered publicly held
under the bill if registration of its equity securities is voluntary.
Such a voluntary registration might occur, for example, if a cor-
poration that otherwise is not required to register its equity securi-
ties does so in order to take advantage of other procedures with re-
gard to public offerings of debt securities.

Covered employees

Covered employees are defined by reference to the Securities and
Exchange Commission (SEC) rules governing disclosure of execu-
tive compensation. Thus, with respect to a taxable year, a person
is a covered employee if (1) the employee is the chiefy executive offi-
cer of the corporation (or an individual acting in such capacity) as
of the close of the taxable year or (2) the employee’s total com-

ensation is required to be reported for the taxable year under the
ecurities Exchange Act of 1954 because the employee is one of the
four highest compensated officers for the taxable year (other than
the chief executive officer). If disclosure is required with respect to
fewer than four executives (other than the chief executive officer)
under the SEC rules, then only those for whom disclosure is re-

quired are covered employees.

37The provision does not modify the present-law requirement that, in order to be deductible,
compensation must be reasonable. Thus, as under present law, in certain circumstances com-

pensation less than $1 million may not be deductible.

-



112

Compensation subject to the deduction limitation

In general

Unless specifically excluded, the deduction limitation applies to
all remuneration for services, including cash and the cash value of
all remuneration (including benefits) paid in a medium other than
cash. If an individual is a covered employee for a taxable year, the
deduction limitation applies to all compensation not explicitly ex-
cluded from the deduction limitation, regardless of whether the
compensation is for services as a covered employee and regardless
of when the compensation was earned. The $1 million cap is re-
duced by excess parachute payments (as defined in sec. 280G) that
are not deductible by the corporation.

The deduction limitation applies when the deduction would oth-
erwise be taken. Thus, for example, in the case of a nonqualified
stock option, the deduction is normally taken in the year the option
is exercised, even though the option was granted with respect to
services performed in a prior year.38

Certain types of compensation are not subject to the deduction
limit and are not taken into account in determining whether other
compensation exceeds $1 million. The following types of compensa-
tion are not taken into account: (1) remuneration payable on a com-
mission basis; (2) remuneration payable solely on account of the at-
tainment of one or more performance goals if certaifi outside direc-
tor and shareholder approval requirements are met; (3) payments
to a tax-qualified retirement plan (including salary reduction con-
tributions), (4) amounts that are excludable from the executive’s
gross income (such as employer-provided health benefits and mis-
cellaneous fringe benefits (sec. 132)), and (5) any remuneration
payable under a written binding contract which was in effect on
February 17, 1993, and all times thereafter before such remunera-
tion was paid and which was not modified thereafter in any mate-

rial respect before such remuneration was paid.

Commissions

In order to qualify for the exception for compensation paid in the
form of commissions, the commission must be payable solely on ac-
count of income generated directly by the individual performance
of the executive receiving such compensation. Thus, for example,
compensation that equals a percentage of sales made by the execu-
tive qualifies for the exception. Remuneration does not fail to be at-
tributable directly to the executive merely because the executive
utilizes support services, such as secretarial or research services, in
generating the income. However, if compensation is paid on ac-
count of broader performance standards, such as income produced
by a business unit of the corporation, the compensation would not
qualify for the exception because it is not paid with regard to in-
come that is directly attributable to the individual executive.

380f course, if the executive is no longer a covered employee at the time the options are exer-
cised, then the deduction limitation would not apply.
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Other performance-based compensation

Compensation qualifies for the exception for performance-based
compensation only if (1) it is paid solely on account of the attain-
ment of one or more performance goals, (2) the performance ?oals
are established by a compensation committee consisting solely of
two or more outside directors, (3) the material terms under which
the comf)ensation is to be paid, including the performance goals,
are disclosed to and approved by the shareholders in a separate
vote prior to r;‘):gment, and (4) prior to payment, the compensation
committee certifies that the ormance goals and any other mate-
rial terms were in fact satisfied.

Compensation is not treated as paid solely on account of the at-
tainment of one or more performance goals unless it is paid pursu-
ant to a preestablished objective formula or standard that pre-
cludes discretion. In general, this means that a third party with
knowledge of the relevant performance results could calculate the
amount to be paid. It is intended that what constitutes a perform-
ance goal be broadly defined, and include, for example, any per-
formance standard that is applied to the individual executive, a
business unit (e.%, a division or a line of business), or the corpora-
tion as a whole. Performance standards could include, for example,
increases in stock price, market share, sales, or earnings per share.

Compensation does not qualify for the performance-based excep-
tion if the executive has a right to receive the compensation not-
withstanding the failure of (1) the compensation committee to cer-
tify attainment of the performance goal or (2) the shareholders to
approve the compensation.

tock options or other stock appreciation rights generally are
treated as meeting the exception for performance-based compensa-
tion, provided that the requirements for outside director and share-
holder approval are met (without the need for certification that the
performance standards have been met), because the amount of
compensation attributable to the options or other rights received by
the executive would be based on an increase in the corporation’s
stock price. This does not apply, however, to stock-based compensa-
tion that is dependent on factors other than corporate performance.
For example, if a stock option is granted to an executive with an
exercise price that is less than the current fair market value of the
stock at the time of grant, then the executive would have the right
to receive compensation on the exercise of the option even if the
stock price decreases or stays the same. Thus, stock options that
are granted with an exercise price that is less than the fair market
value of the stock at the time of grant do not meet the require-
ments for performance-based compensation. Similarly, if the execu-
tive is otherwise protected from decreases in the value of the stock
(such as through automatic repricing), the ccmpensation is not per-
formance-based.

In contrast to options or other stock appreciation rights, grants
of restricted stock are not inherently performance-based because
the executive may receive compensation even if the stock price de-
creases or stays the same. Thus, a grant of restricted stock is treat-
ed like cash compensation and does not satisfy the definition of
performance-base com(rensation unless the grant or vesting of the
restricted stock is based upon the attainment of a performance goal
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and otherwise satisfies the standards for performance-based com-
——pensation under the bill.

For purposes of the exception for performance-based compensa-
tion, a director is considered an outside director if he or she is not
a current employee of the corporation (or related entities), is not a
former employee of the corporation {ur related entities) who is re-
ceiving comﬁpensation for prior services (other than benefits under
a tax-qualified pension plan), was not an officer of the corporation
(or related entities) at any time, and is not currently receiving com-
pensation for personal services in any.capacity (e.g., for services as
a consultant) other than as a director.

In order to meet the shareholder approval requirement, the ma-
terial terms under which the compensation is to be paid must be
disclosed. In develoging standards as to whether disclosure is ade-

uate, it is intended that the Secretary take into consideration the
EC rules regarding disclosure.

The shareholder approval requirement is met if, after disclosure
of material terms, the compensation is approved in a separate vote
by a majority of shares voting in the separate vote.

In the case of compensation paid pursuant to a plan (including
a stock option plan), the shareholder approval requirement gen-

- erally is satisfied if the shareholders approve the specific terms of
the plan and the class of executives to which it applies and the
amount of compensation payable under the plan is not subject to
discretion. Further sharefxo der approval of payments under the

lan is not required after the plan has been approved. Of course,
if there are material changes to the plan, shareholder approval
would have to be obtained again in order for the exception to apply
to payments under the modified plan.

Under present law, in the case of a privately held company that
becomes publicly held, the prospectus is subject to the rules similar
to those applicable to publicly held companies. Thus, if there has
been disclosure that would satisfy the rules described above, per-
sons who buy stock in the publicly held company will be aware of
existing compensation arrangements. No further shareholder ap-
proval is required of compensation arrangements existing prior to
the time the company became public unless there is a material

nodification of such arrangements.
Compensation payable under a written binding contract

Remuneration payable under a written binding contact which
was-in effect on February 17, 1993, and at all times thereafter be-
fore such remuneration was paid is not subject to the deduction
limitation. Compensation paid pursuant to a plan qualifies for this
exception provided that the right to participate in the plan is part
of a written binding contract with the covered employee in effect
on February 17, 1993. For example, suppose a covered employee
was hired by XYZ Corporation on January 17, 1993, and one of the
terms of the written employment contract is that the executive is
eligible to participate in the “XYZ Corporation Executive Deferred
Compensation Plan” in accordance with the terms of the plan. As-
sume further that the terms of the plan provide for participation
after 6 months of employment, amounts payable under the plan are
not subject to discretion, and the corporation does not have the
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right to amend materially the plan or terminate the plan. Provided
that the other conditions of the binding contract exception are met
(e.g., the plan itself is in writing), payments under the plan are

andfathered, even though the emplogee was not actually a partic-
ipant in the Klan on February 17, 1993.

The fact that a plan was in existence on February 17, 1993, is
not by itself sufficient to qualify the plan for the exception for bind-
ing written contracts.

he exception for remuneration paid pursuant to a binding writ-
ten contract ceases to apply to amounts paid after there has been
a material modification to the terms of the contract. The exception
does not apply to new contracts entered into or renewed after Feb-
ru 17, 1993. For fpurposes of this rule, any contract that is en-
tered into on or before February 17, 1993, and that is renewed
after such date is treated as a new contract entered into on the day
the renewal takes effect. A contract that is terminable or
cancelable unconditionally at will by either party to the contract
without the consent of the other, or by both parties to the contract,
is treated as a new contract entered into on the date any such ter-
mination or cancellation, if ‘made, would be effective. However, a
contract is not treated as so terminable or cancelable if it can be
terminated or cancelled only by terminating the employment rela-
tionship of the covered employee.

Effective Date

The provision applies to compensation that is otherwise deduct-
ible by the corporation in a taxable year beginning on or after Jan-
uary 1, 1994.

8. Reduce compensation taken into account for qualified re-

tirement plan purposes (sec. 8212 of the bill and secs.
401(a)(17), 404(& 408(k), and 505(b)(7) of the Code)

Present Law

Under present law, the amount of a participant’s compensation
that can be taken into account under a tax-qualified pension plan
is limited (sec. 401(a)(17)). The limit applies for determining the
amount of the employer’s deduction for contributions to the plan as
well as for determining the amount of the participant’s benefits.
The limit on includible compensation is $235,840 for 1993, and is
adjusted annually for inflation. The limit in effect at the beginning
of a plan year spplies for the entire plan year. The indexed limit
in eftect for a plan year does not apply to any prior plan years.

Reasons for Change

The limit on compensation taken into account under a qualified
pension plan serves as a useful backstop to the nondiscrimination
requirements applicable to qualified plans. By limiting the com-
pensation taken into account under a plan, an employer is deemed
to be providing greater benefits as a Fercentage of pay to an em-
ployee with compensation in excess of the cap than would be the
case if all of the employee’s compensation were taken into account.
As a result, under the nondiscrimination rules rank-and-file em-
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ployees will be entitled to benefits that are a larger percentage of
their pay.

The committee believes that the goal of reducing the extent to
which employers discriminate in the provision of pension benefits
in favor of highly compensated employees can be better served by
Bec(llucing further the compensation taken into account under quali-

ed plans.

The committee is aware that in some cases State constitutions
preclude benefit formulas from being reduced. Accordingly, the
committee believes it is appropriate to provide a limited transition
rule for existing employees of governmental organizations. How-
ever, the committee also believes that State and local governments
should be encouraged to conform their tax-qualified pension plans
to Federal requirements and so, as a condition of the transition re-
lief, requires the Federal compensation limit to be incorporated into
the plan by reference.

The committee believes it is appropriate to provide a delayed ef-
fective date in the case of collectively bargained plans.

Explanation of Provision

Under the bill, the limit on compensation taken into account
under a qualified plan (sec. 401(a)(17)) is reduced to $150,000. This
limit is indexed for cost-of-living ad{ustments in increments of
$10,000. Corresponding changes are also made to other provisions
(secs. 404(1), 408(k)(3)(C), (6)(DXii), and (8), and 505(b)7)) that
take into account the section 401(a)(17) limit.

Effective Date

The provision is generally effective for benefits accruing in plan
years beginning after December 31, 1993. Special transition rules
apply in the case of governmental plans and plans maintained pur-
suant to a collective bargaining agreement.

In the case of an eligible participant in a plan maintained by a
State or local government, the limit on compensation taken into ac-
count is the greater of the limit under the proposal and the com-

ensation allowed to be taken into account under the plan as in ef-
ect on July 1, 1993. For purposes of this rule, an eligible partici-
pant is an individual who first became a participant in the plan
during a plan year beginning before the first plan year beginnin
after the earlier of: (1) the glan year in which the plan is amende
to reflect the proposal, or (2) December 31, 1995. This special rule
does not apply unless the plan is amended to incorporate the dollar
limit in effect under section 401(a)(17) by reference, effective with
respect to Yersons other than eligible participants for benefits ac-
cruing in plan years beginning after December 31, 1995 (or earlier
if the Klan amendment so provides).

In the case of a plan maintained pursuant to one or more collec-
tive bargaining agreements ratified before the date of.enactment,
the provision does not apply to contributions or benefits accruing
under such agreements in plan years be%nning before the earlier
of (1) the latest of (a) January 1, 1994, (b) the date on which the
last of such collective bargaining agreements terminates (without
regard to any extension or modification on or after the date of en-
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actment), or (c) in the case of a plan maintained pursuant to collec-
tive bargaining under the Railway Labor Act, the date of execution
of an extension or replacement of the last of such collect bargaining
gg;?’ements in effect on the date of enactment, or (2) January 1,

9. Deduction for moving expenses for meals and real estate
expenses (sec. 8213 of the bill and sec. 217 of the Code)

Present law

An employee or self-employed individual may claim a deduction
from gross income for certain expenses incurred as a result of mov-
ing to a new residence in connection with beginning work at a new
location (sec. 217). The deduction is not su f'ect to the floor that
5enerally limits a taxpayer’s allowable miscellaneous itemized de-

uctions to those amounts that exceed two percent of the taxcﬁayer’s
adjusted gross income. Any amount received directly or indirectly
by such individual as a reimbursement of moving expenses must be
included in the taxpayer’s gross income as compensation (sec. 82).
The taxgayer mag oftset this income by deducting the moving ex-
%)ienl;gg7 at would otherwise qualify as deductible items under sec-

on 217.

Deductible movin%eexpenses are the expenses of transportinq the
taxpayer and members of the taxpayer's household, as well as
household goods and personal effects, g‘om the old residence to the
new residence; the cost of meals and lodging enroute; the expenses
for pre-move househunting trips; temporary living expenses for up
to 30 days in the general location of the new job; and certain ex-
penses related to either the sale or settlement of a lease on the old
residence or the purchase of or the acquisition of a lease on a new
residence in the general location of the new job.

The moving expense deduction is subject to a number of limita-
tions. A maximum of $1,500 can be deducted for pre-move
househunting and temporary living expenses in the general loca-
tion of the new job. A maximum of $3,000 (reduced by any deduc-
tion claimed for ousehunting or temporary living expenses) can be
deducted for certain qualified expenses for the sale or purchase of
a residence or settlement or acquisition of a lease. If both a hus-
band and wife begin new jobs in the same general location, the
move is treated as a single commencement of work. If a husband
and wife file separate returns, the maximum deductible amounts
available to each are one-half the amounts otherwise allowed.

Also, in order for a taxpayer to claim a moving expense deduc-
tion, the taxKayer’s new principal place of work must be at least
35 miles farther from the taxpayer’s former residence than was the
taxpayer’s former principal place of work (or at least 35 miles from
the taxgayer’s former residence, if the taxpayer has no former place

of work

Reasons for Change

The committee believes that no deduction is justified for certain
expenses that do not directly relate to the cost of moving. Such ex-
penses include those related to: (1) sale of the old residence, (2) set-
tlement of a lease on the old residence, (3) acquisition of a lease
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on or gurchase of a new residence in the general location of the
new job.3? Also, the committee believes that it is unfair to provide
a deduction for such expenses under sec. 217 to some taxpayers
while denying it to others.

Further, the committee helieves that the expense of meals in this
context are primarily a personal living expense rather than an ex-
rense incurred for business purposes and should be afforded simi-
ar tax treatment to other personal expenses, namely
nondeductibility.

Finally, the committee believes that the $10,000 overall cap is
necessary to eliminate excessive moving expense deductions.

Explanation of Provision

The provision excludes from the definition of moving expenses:
(1) the costs of selling (or settling an unexpired lease on) the old
residence and buying (or acquiring a lease on) the new residence,
and (2) the costs of meals consumed while traveling and while liv-
ing in temporary quarters near the new workplace. In addition, an
overall $10,000 cap is imposed on allowable moving expenses (in-
cluding expenses subject to the limit on househunting and tem-
porary living expenses) for each qualified move (including foreign
moves). The $10,000 amount is indexed for inflation occurring after

December 31, 1993.
Effective Date

Generally, the provision is effective for expenses incurred after
December 31, 1993.

10. Modify estimated tax requirements for individuals (sec.
8214 of the bill and sec. 6654 of the Code)

_ Present Law

Under present law, an individual taxpayer generally is subject to
an addition to tax for any underpayment of estimated tax. An indi-
vidual generally does not have an underpayment of estimated tax
if he or she makes timely estimated tax payments at least equal
to: (1) 100 percent of the tax shown on the return of the individual
for the preceding year (the “100 percent of last year’s liability safe
harbor”) or (2) 90 percent of the tax shown on the return for the
current year. Income tax withholding from wages is considered to
be a payment of estimated taxes. For estimated tax purposes, some
trusts and estates are treated as individuals.

In addition, for taxable years beginning after 1991 and before
1997, a special rule provides the 100 percent of last year’s liability
safe harbor generally is not available to a taxpayer that (1) has a
modified adjusted gross income (AGI) in the current year that ex-
ceeds the taxpayer’s AGI in the preceding year by more than
$40,000 ($20,000 in the case of a separate return by a married indi-
vidual) and (2) has a modified AGI in excess of $75,000 in the cur-
rent year ($37,500 in the case of a separate return by a married

individual).

39These amounts may generally be capitalized into the basis of the underlying asset.
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Reasons for Change

The committee believes that the application of the special rule
that denies the use of the 100 percent of last year’s liability safe
harbor is unduly cumbersome. In order to simplify the calculation .
of estimated taxes for individuals, the special rule is replaced with
a new, permanent safe harbor that applies to individuals with a
preceding year AGI above a certain threshold.

Explanation of Provision

The special rule that denies the use of the 100 percent of last
year’s liability safe harbor is repealed for taxable years beginning
after 1993. However, the 100 percent of last year’s liability safe
harbor is modified to be a 110 percent of last year’s liability safe
harbor for any individual with an AGI of more than $150,000
($75,000 in the case of a married individual filing a separate return
in the current {:ar) as shown on the return for the preceding tax-
able year. For this purpose, the AGI of a trust or an estate is deter-
mined pursuant to rules similar to those in Code section 67(e).

For taxable years beginning after 1993, the bill does not change
the availability of (1) the 100 percent of last year’s liability safe
harbor for an individual with a preceding year AGI of $150,000 or
less, or (2) the present-law rule that allows any individual to base
estimated tax payments on 90 percent of the tax shown on the re-
turn for the current year.

Effective Date

The provision is effective for estimated tax fagments applicable
to taxable years beginning after December 31, 1993.

11. Increase taxable portion of Social Security and Railroad
Retirement Tier 1 benefits (sec. 8215 of the bill and sec.

86 of the Code)

Present Law

Under present law, a portion of Social Security and Railroad Re-
tirement Tier 1 benefits is includible in gross income for taxpayers
whose Frovisional incomes exceed a threshold amount. For pur-
poses of this computation, a taxpayer’s provisional ificome includes
modified adjustetf gross income Fa&;usted gross income plus tax-ex-
empt interest plus certain foreign source income) plus one-half of
the taxpayer’s Social Security or Railroad Retirement Tier 1 bene-
‘fit. The threshold amount is $25,000 for unmarried taxpayers,
$32,000 for married taxpayers filing joint returns, and $0 for mar-
ried taxpayers filing separate returns. A taxpayer is required to in-
clude in gross income the lesser of: (1) 50 percent of the taxpayer’s
Social Security or Railroad Retirement Tier 1 benefit, or (2) 50 per-
cent of the excess of the taxpayer’s provisional income over the ap-
plicable threshold amount.

Proceeds from the income taxation of these benefits are credited
Buarterly to the Old-Age and Survivors Insurance Trust Fund, the

isability Insurance Trust Fund, or the Social Security Equivalent
Benefit Account (of the Railroad Retirement system), as appro-

priate.

69-501 0 - 93 - 5
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Reasons for Change

The committee desires to more closely conform the income tax
treatment of Social Security benefits and private pension benefits
by increasing the amount of Social Security benefits included in
gross income for certain higher-income beneficiaries. Moreover, the
committee recognizes that reducing the exclusion of these benefits
would enhance both the horizontal and vertical equity of the indi-
vidual income tax system by treating all income in a more similar
manner. To limit the effect of this provision to taxpayers with a
greater ability to m taxes, a second threshold would be created
at a level greater than the present-law threshold for Social Security
benefit inclusion. Further, the committee believes that revenues at-
tributable to the increased portion of Social Security benefits in-
cluded in gross income should be dedicated to the Medicare Hos-
pital Insurance (HI) Trust Fund because this fund is currently in

a weak financial position.
Explanation of Provision

The bill creates a second tier of Social Security benefit inclusion
in gross income. Present-law inclusion rules will apply to taxpayers
with provisional income below $32,000 for unmarried taxpayers or
$40,000 for married taxpayers ﬁlir;f joint returns.

For taxpayers with provisional incomes above. these higher
thresholds, gross income will include the lesser of:

(1) 85 percent of the taxpayer’s Social Security benefit or

(2) the sum of:
(a) the smaller of (i) the amount included under present

law; or (ii) $3,500 (for unmarried taxpayers) or $4,000 (for
lmarried taxpayers filing joint returns),*
plus,
(b) 85 percent of the excess of the taxpayer’s provisional
income over the applicable new threshold amounts.

*These figures equal 50 percent of the difference between the present law thresh-
olds for 50 percent Social Security benefit inclusion and the proposed new thresh-
olds for 85 percent Social Security benefit inclusion.

For married taxpayers filing separate returns, gross income will
include the lesser of 85 percent of the taxpayer’s Social Security
benefit or 85 percent of the taxpayer’s provisional income.

For purposes of this computation, a taxpayer’s provisional income
(modified adjusted gross income plus one-half of the taxpayer’s So-
cial Security or Railroad Retirement Tier 1 benefit) is calculated
the same as under present law.

Revenues from the income taxation of Social Security and Rail-
road Retirement Tier 1 benefits attributable to the increased por-
tion of benefits included in gross income will be transferred to the
Medicare Hospital Insurance (HI) Trust Fund.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1993.



121

B. Business Provisions

1. Increase corporate tax rate for taxable income over $10
million (sec. 8221 of the bill and sec. 11 of the Code)

Present Law

The highest marginal tax rate imposed on the taxable income of
corporations is 34 percent. The maximum rate of tax on corporate
net capital gain is also 34 percent. This rate applies to income in
excess of $75,000. A 15-percent rate applies to taxable income not
exceeding $50,000 and a 25-percent rate applies to taxable income
over $50,000 and not exceeding $75,000. A corporation with taxable
income in excess of $100,000 is required to increase its tax liability
by the lesser of 5 percent of the excess or $11,750. This increase
in tax phases out the benefits of the 15- and 25-percent rates for
corporations with taxable income between $100,000 and $335,000;
a corporation with taxable income in excess of $335,000, in effect,

pays tax at a flat 34-percent rate.
Reasons for Change

The committee believes that raising the top marginal tax rate for
profitable corporations by one percentage point is an appropriate
means to help reduce the budget deficits projected for the Federal

Government. '
Explanation of Provision

The bill provides a new 35-percent marginal tax rate on cor-
porate taxable income in excess of $10 million. The maximum rate
of tax on corporate net capital gains is also 35 percent.

A corporation with taxable income in excess of $15 million is re-
quired to increase its tax liability by the lesser of 3 percent of the
excess or $100,000. This increase in tax recaptures the benefits of
the 34-percent rate in a manner analogous to the recapture of the
benefits of the 15- and 25-percent rates.

Effective Date

The 35-percent marginal rate is effective for taxable years begin-
ning on or after January 1, 1993. Under existing law provisions re-
garding changes in tax rates during a taxpayer’s taxable year (sec-
tion 15 of the Code), a fiscal year corporation is required to use a
“blended rate” for its fiscal year that includes January 1, 1993. Ac-
cordingly, the corporation’s tax liability will be a weighted average
of the tax resulting from applying the existing corporate rate
schedule and the tax resulting from applying the changes described
above, weighted by the number of days before and after January
1, 1993. Penalties for the underpayment of estimated taxes, how-
ever, are waived for underpayments of 1993 taxes attributable to

the changes in tax rates. ~
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2. Disallowance of deduction for lobbying expenditures (sec.
8222 of the bill and sec. 162(e) and new secs. 2801 and

60500 of the Code)
Present Law

Trade or business expenses

Taxpayers engfged in a trade or business generally are allowed
a deduction for all ordinary and necessary expenses paid or in-
curred during the taxable year in carrying on such trade or busi-
ness (sec. 162). Present-law section 162(e)1) sPeciﬁcally provides a
deduction for certain so-called “direct lobbying” expenses (including
travel expenses, costs of preparing testimony, and a portion of
dues) paid in carrying on a trade or business if such expenses are
(1) in direct connection with appearances before, submissions of
statements to, or sending communications to, the committees, or in-
dividual members, of Congress or of any legislative body of a State,
a possession of the United States, or a political subdivision of any
of the foregoing with respect to legislation or proposed legislation
of direct interest to the taxpayer, or (2) in direct connection with
communication of information between the taxpayer and an organi-
zation of which he is a member with respect to legislation or pro-
posed legislation of direct interest to the taxpayer and to such orga-
nization.4¢

Section 162(e)(2) provides, however, that no deduction is allowed
for any amount paid (whether by contribution, gift, or otherwise)
for participation or intervention in any political campaign (i.e., “po-
litical campaign” expenses) or if paid in connection with any at-
tempt to influence the general public, or segments thereof, with re-
spect to legislative matters, elections, or referendums (i.e., “grass
roots lobbying”).

Treasury Department regulations further provide that if expendi-
tures for lobbying purposes do not meet the requirements of section
162(e)(1), then such expenditures are not deductible as ordinary
and necessary business expenses (Treas. Reg. sec. 1.162-20(c)(1)).4}
The regulations provide, however, that expenditures for institu-
tional or “good will” advertising which keeps the taxpayer’s name
before the public are generally deductible, provided such expendi-
tures are related to the patronage the taxpayer mi&ht reasonably
expect in the future (Treas. Reg. sec. 1.162-20(aX2)).

4OPrior to 1963, Tmasmg Department regulations (originally dating back to 1916) provided
that all expenditures for lobbying purposes, for the promotion or defeat of legislation, for politi-
cal campaign purposes, or for propaganda (including advertising) related to any such purposes,
were not deductible as “ordinary and necessary” business expenses. See Cammarano v. United
States, 3568 U.S. 498 (1959Xupholding validity of regulation denying deduction for lobbying ex-
penses, even if expenses related to proposed legislation that affected the very survival of the
taxpayer’s business). In response to the Cammarano decision, Congress enacted, as part of the
Revenue Act of 1962, the statutory rule contained in section 162(eX1) specifically allowing a de-

duction for certain “direct lobbying” expenses.
41Thus, lobbying of foreign government officials is not a deductible business expense under

section 162.
428ee also Proposed Treasury Regulation section 1.162-20(cX4) (pro November 25, 1980),
providing a three-part test to distinguish nondeductible “grass roots” lobbying from deductible

institutional advertising.
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Rules governing lobbying by tax-exempt organizations

Non-charitable tax-exempt organizations.—Although most tax-ex-
emPt organizations other than charitable organizations (e.g., social
welfare organizations and trade associations) generally may engage
in unlimited lobbying efforts, some restrictions do exist. If political
campaign or grass roots lobbying activities constitute a substantial
part of the activities of an organization, such as a labor union or
a trade association, the portion of dues or other payments to the
organization that is attributable to such activities cannot be de-
ducted by the payor under section 162.

Charitable organizations.—A charitable organization otherwise
described in section 501(c)(3) is not entitled to tax-exempt status
under that section if a substantial part of its activities is ‘carrying
on propaganda, or otherwise attempting, to influence legislation.”*
There is no statutory definition under section 501(cX3) of “propa-
ganda, or otherwise attemgting, to influence legislation,” but Treas-
ury regulations provide that an organization will be regarded as
“attempting to influence legislation” if it (1) contacts, or urges the
public to contact, members of a legislative body for the purpose of
proposing, supporting, or op;l)osing legislation, or (2) advocates the
adoption or rejection of le%!s ation (meaning action by Congress or
another legislative body). Treas. Reg. sec. 1.501(c)(3)-1(c)(3). How-
ever, an organization will not fail to meet the requirements of sec-
tion 501(c)(3) merely because it advocates, as an insubstantial part
of its activities, the adoption or rejection of legislation. Id. More-
over, conducting nonpartisan research (while not advocating legis-
lative action) is not considered lobbying for purposes of the section
501(cX3) restriction, nor is seeking to protect the organization’s
own eﬁstenge or responding to a governmental request for testi-
mony.

For public charities making the section 501(h) election, permitted
lobbying expenditures are measured against a specific arithmetical
test.*® Under section 501(h), “lobbying expenditures” are defined as
“expenditures for the purpose of influencing legislation (as defined
in section 4911(d)).” Section 4911(d), in turn, defines the term “in-
ﬂuencini legislation” as—

“(A) any attempt to influence any legislation through an at-
tempt to affect the opinions of the general public or any seg-

ment thereof, and

43See Regan v. Taxation With Representation, 461 U S. 540 (1983Xupholding constitutionality
of section 501(cX3) lobbying restriction on grounds that legislature 18 not required to subsidize
lobbying through a tax exemption or deduction).

44See Rev. Rul. 70-79, 1970-1 C.B. 127; Rev. Rul. 70-449, 1970-2 C.B. 111; Slee v. Commr,
42 F.2d 184 (2d Cir. 1930).

48For organizations making the section 501(h) election, the allowable amount of all lobbying
expenditures for 335 tax year is the lesser of: (1) $1 million or (2) the sum of (a) 20 percent
of the first $500, of the organization’s exempt purpose expenditures for the year, plus (b)
15 percent of the next $500,000 of such expenditures, plus (c) 10 percent of the third $500,000
of such expenditures, plus (d) five percent of any additional such expenditures. “Grass roots”
lobbying expenditures are limited to 26 percent of the overall permissible lobbying amount (sec.
4911(c)). Certain affilated organizations are treated as one orgamzation for purposes of applying
the section 501(h) arithmetical test.

Under section 501(h), if lobbying expenditures (for either all lobbying or grass roots lobbying
in particular) made during a taxable year exceed the allowable amounts, an excise tax is im-
rosed on the orgamzation equal to 26 percent of the excess lobbying expenditures (sec. 4911(a)).

f the sum of the electing orgamzation’s lobbying expenditures during a four-year penod exceeds
150 percent of the sum of the allowable amounts during that penod, then the organization loses
its tax-exempt status under section 501(cX3) (Treas. Reg. sec. 1.501(h)-3(b).
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.(B) any attempt to influence any legislation through commu-
nication with any member or employee of a {legislative body,
or with any government official or employee who may partici-
pate in the formulation of the legislation.”*?

. However, section 4911(dX2) specifically excludes from the defini-
tion of “inffuencing legislation” the following activities:

“(A) making available the results of nonpartisan analysis,

stud}', or research; 48
{B) providing of technical advice or assistance (where such

advice would otherwise constitute the influencing of legisla-
tion) to a governmental body or to a committee or other sub-
division thereof in response to a written request by such body
or subdivision, as the case may be; 49

(C) appearances before, or communications to, any legislative
bod¥l with respect to a possible decision of such body which
might affect the existence of the organization, its powers and
duties, tax-exempt status, or the deduction of contributions to

the organization;

(D) communications between the organization and its bona
fide members with respect to legislation or proposed legislation
of direct interest to the organization and such members, other
than communications which directly encourage members to
contact a legislative body in an attempt to influence legislation,
or which directly encourage members to urge persons other
than members to attempt to affect the opinions of the general
public or to contact a legislative body in an attempt to influ-
ence legislation; and

47For purposes of section 4911, the term “legislation” includes action taken by a legislative
body, meaning the “introduction, amendment, enactment, defeat, or repeal of Acts, bills, resolu-
tions, or similar items” but does not include action taken by executive, judicial, or administra-
tive bodies. See Treas. Reg. sec. 56.4911-2(d).

“8Under the section 4911 regulations, “nonpartisan analysis, study, or research” means an
independent and objective exposition of a particular subject matter, including any activity that
is “educational” within the meaning of Treasury Regulation section 1.501(cX3)-1(dX3). Thus,
“nonpartisan analysis, study, or research” may advocate a particular position or viewpoint so
long as there is a sufficient y full and fair exposition of the pertinent facts to enable the public
or an individual to form an independent opinion or conclusion. The mere presentation of unsup-
ported opinion, however, does not qualify as “nonpartisan analysis, study, or research.” The de-
termination of whether a publication or broadcast qualifies as “nonpartisan analysis, study, or
research” generally is made on a presentation-by-rresentatlon basis, but if a publication is pre-
pared as part of a series, the series as a whole will be judged against the standards determining
whether it i3 “nonpartisan analysis, study or research.” Nonpartisan analysis may be made
available to the general public, a segment thereof, or governmental bodies. Communications may
not be limited to, or be directed toward, persons who are interested solely in one side of a par-
ticular issue. Treas. Reg. sec. 56.4911-2(cX1). . .

irthermore, a Treasury regulation under section 4911 provides that “(e]xaminations and dis-

cussions of broad social, economic, and similar problems are neither direct lobbying communica-

tions ... nor grass roots lobbying communications ... even if the problems are of the type with

which government would be expected to deal ultimately. Thus, ... lobbying communications do

not include Public discussion, or communications with members of legislative bodies or govem-
(]

mental employees, the general subject of which is also the subject of legislation before a legisla-

tive , 80 long as such discussion does not address itself to the merits of a specific legislative

pro and so Ionf as such discussion does not directly encourage recipients to take action
8

wi re?ectto legislation.” Treas. Reg. sec. 56.4911-2(cX2).

49 Under this exception, the request for assistance or advice must be made in the name of the
requesting governmental body, committee, or subdivision rather than an individual member
thereof; and the response to such request must be made available to every member of the re-
questing body, committee, or subdivision. Treasury regulations further provide that because
such assistance or advice may be %iven only at the express request of a governmental body, the
oral or written presentation of such assistance or advice need not qualify as nonpartisan analy-
sis, study or research. The offering of opinions or recommendations will ordinanly quahfy under
this exception only if such opinions or recommendations are specifically requested by the 6%uvern-
mental body or are directly related to the materials so requested (Treas. Reg. secs. 56.4911-

2(cX3) and 53.4945-2(dX2)).
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(E) any communication with a government official or em-
ployee, other than—

(i) a communication with a member or employee of a leg-
islative body (where such communication would otherwise
constitute the inﬂuencinghof legislation), or

(ii) a communication the principal purpose {of which is
to influence legislation.

Private foundations.—Private foundations (as distinguished from
public charities) generally are subject to penalty excise taxes under
section 4945 if they engall;ge in_any direct or grass roots lobbying,
even if not substantial. For purposes of section 4945, lobbying is
defined in a manner similar to the definition under section 4911(d).
Specifically, the section 4945 penalty excise taxes do not apply to
nonpartisan analysis, the provision of technical advice to a govern-
mental body in response to a written request, or lobbying before a
leﬂslative ;l% with respect to a possible decision of such body
which might affect the existence of the private foundation, its pow-
ers and duties, its tax-exempt status, or the deduction of contribu-
tions to such foundation (sec. 4945(e)).

Reasons for Change

The committee has determined that it is appropriate to deny a
business deduction for certain lobbying expenses.

Explanation of Provision

Under the bill, no deduction is allowed for amounts paid for cer-
tain lobbsying activities before Congress and Federal agencies, as
well as State and local legislative bodies.4® The present-law rule
disallowing business deductions for expenses of grass roots lobby-
ing and participation in political campaigns will remain in effect.

General rule

The bill disallows a deduction for amounts paid or incurred for
any “lobbying contact,” meaning (1) in the case of a “lobbyist” (as
defined below), any oral or written communication with a legisla-
tive branch official or emgloyee or certain high-ranking Federal ex-
ecutive branch officials,*’ and (2) in the case of any other person

‘f"l'he provision applies to attempts to influence State and local legislation but not to attempts
to influence actions of State or local executive branch or administrative bodies. For purposes
of the provision, the term “legislation” has the same meaning as under present-law section
4811(eX2), which defines “legislation” as including “action with respect to Acts, bills, resolutions,
or similar items by the Congress, any State legislature, any local council, or similar governing
body.uor by the public in a referendum, initiative, constitutional amendment, or similar proce-

ure.

Treasury regulations provide that “legislation” for purposes of section 4911(eX2) includes ac-
tion bx legislative bodies but does not include action by “executive, judicial, or administrative
bodies” (Treas. Reg. sec. 56.4911-2(dX3)). Treasury regulations further provide that “administra-
tive bodies” includes school boards, housing authorities, sewer and water districts, zoning
boards, and other similar special purpose bodies, whether elective or appointive (Treas. Rei sec.
56.4911-2(dX4)). Thus, communications with, and attempts to influence, members of a local zon-
ing board (acting in their capacity as members of that board, regardless of whether or not such
members are elected to their position) will not be affected by the provision.

47The R_lrovision a&phes to the costs of communications with the following Federal executive
branch officials: (1) the President; (2) the Vice President; (3) an{ officer or employee of the Exec-
utive Office of the President other than a clerical or secretarial employee; (4) any officer or em-
ployee serving in an Executive level I, 11, III, IV, or V position, as designated in statute or Excc-
utive order (such as Secretaries, Deputy Secretaries and Assistant Secretaries, Directors, and

) Continued
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(i.e., a non-lobbyist), any oral or written communication (a) with a
legislative branch official or employee in an attempt to influence
the formulation of legislation or (b) with certain high-ranking Fed-
eral executive branch officials in an attempt to influence legislation
or the formulation of a Federal rule, regulation, Executive order, or
any other program, policy, or position of United States, or-in at-
tempt to influence the administration or execution of a Federal pro-
gram or policy (with certain exceptions described below).

Exceptions to general rule*®

Exception for legislative lobbying.—The provision does not apply
to amounts incurred for contacting a legislative branch official or
employee if such contact is required by subpoena, civil investigative
demand, or otherwise compelled by statute or other action of Con-
gress or a State or local legislative body.

Exceptions for Federal executive branch lobbying.—Exceptions to
the provision’s general disallowance rule for lobbying of certain
high-ranking Federal executive branch officials are provided for
contacts that are (1) compelled by statute, regulation, or other ac-
tion of a Federal agency, (2) communications with respect to the
administration or execution of Federal programs or policies (includ-
ing the award of a Federal contract, grant, or license) if such com-
munications are made to executive branch officials in the agency
responsible for taking such action who serve in the Senior Execu-
tive Service, or who are members of the uniformed services whose
pay grade is lower than O-9 under 37 U.S.C. section 201,4? (3) writ-
ten comments filed in a public docket or other communications that
are made on the record in a public proceeding, (4) made in response
to a notice in the Federal Register, Commerce Business Daily, or
similar publication soliciting communications from the public and
directed to the agency official specifically designated in the notice
to receive such communications, (5) made to agency officials with
regard to judicial proceedings, criminal or civil law enforcement in-
quiries, investigations or proceedings, or filings required by statute
or regulation, (6) made in compliance with written agency proce-
dures regarding an adjudication conducted by the agency under 5§
U.S.C. section 554 (or substantially similar provisions), or (7) made
on behalf of an individual with regard to such individual’s benefits,
employment, other personal matters involving only that individual,
or disclosures by that individual pursuant to applicable whistle-

blower statutes.

Commussioners), (5) any officer or employee serving in a Semor Executive Service position as
defined under 5 U.S.C. section 3232(aX2); (6) any member of the uniformed services whose pay
grade is at or in excess of O-7 under 37 U.S.C. section 201; and (7) any officer or employee serv-
ing in a position of confidential or policy-determining character under Schedule C of the ex-
cepted service pursuant to 5§ U.S.C. section 7511. Under the Lobbying Disclosure Act of 1993
(S. 349), as passed by the Senate on May 6, 1993, such Federal executive branch officials are
referred to as “covered executive branch officials,” communications to whom are subject to the

Act’s reporting requirements.
48 These exceptions (along with others not included in the proposal) are included in the Lobby-

ing Disclosure of 1993 (8. 349), as passed by the Senate on May 6, 1993.

9This exception applies to communications with a high-ranking Federal executive branch offi-
cial with respect to the administration or execution of a Federal program or policy, but (as pro-
vided under the Lobbying Disclosure Act of 1993, as passed by the Senate on May 6, 1993) the
exception does not apply to communications with respect to the formulation (or modification,
adoption, or repeal) of a Federal rule, regulation, Executive order, or any other program, policy,

or position of the United States.
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Definition of “lobbyist”

As described above, the bill provides for a presumption that com-
munications made by “lobbyists” to certain government officials are
nondeductible lobbying. In contrast, communications made by other
persons (i.e., non-lobbyists) to certain government officials are non-
deductible lobbying only if such communications are made in an at-
tempt to influence legislation or certain Federal executive branch
actions.59 For purposes of the bill, the term “lobbyist” has a mean-
ing similar to the definition under the Lobbying Disclosure Act of
1993 (S. 349), as passed by the Senate on May 6, 1993, and in-
cludes any person who is employed or retained by another for fi-
nancial or other compensation to perform services that include any
attempt to influence the formulation of legislation or the formula-
tion or administration of Federal rules, regulations, programs, or
policies (with the exceptions described above).

The definition of “lobbyist” includes both “in-house” lobbyists who
are hired as employees and “outside” lobbyists who are hired as
independent contractors. The term “lobbyist” does not include a
person whose lobbying activities are only incidental to, and are not
a significant part of, the services provided by such r;3:11-1011 to the
client. Consistent with the legislative history of the Lobbying Dis-
closure Act of 1993, it is intended that a person who spends less
than 10 percent of his or her time for a particular client on lobby-
ing activities for that client would not be a “lobbyist” (with regard
to that client).

Under the bill, the determination of whether an individual is a
“lobbyist” is made on a client-by-client basis. That is, a person may
be a “lobbyist” for a particular client on the basis of the services

rovided for that client, but the same person may not be a “lobby-
ist” with respect to a different client.

Activities in support of lobbying

The bill disallows the costs of activities in support of a “lobbying
contact” (as defined above), including (1) any preparation or plan-
ning activity relating to a lobbying contact (including, in the case
of a lobbyist, the formulation, review, and management of the lob-
bying contacts on behalf of a client), (2) any research or other back-
ground work relating to a lobbying contact, and (3) any activity co-
ordinating the lobbying activity of two or more persons.5!

80The committee intends that, with respect to persons who are not “lobbyists,” the Secretary
of the Treasur¥ will provide guidance for distinguishing (1) attempts to influence legislation or
certain Federal executive branch actions, from (2) mere monitoring of legislative or executive
branch activities where there 18 no attempt to influence the formulation of legislation or execu-
tive branch regulations or policies. In cases where an individual or organization monitors legis-
lative activities or Federal executive branch actions and subsequently attempts to influence the
outcome of the same (or similar) legislative or executive branch actions, it is intended that the
costs of the monitoring activities generally will be treated as nondeductible lobbying expenses.

51The bill contains a special provision to prevent a “cascading” of the lobbying disallowance
rule. The bill provides that in the case of an¥l tr:xépayer engaged in the trade or business of lob-
b{ing activities (e.g.. a lobbying consultant hired by a chient) or any taxrayer who is an em-
ployee and is reimbursed by his employer for lobbying expenses, the disallowance rule will not
apply to expenditures of the taxpayer in conducting lobbying activities on behalf of another per-
son 01)' his employer (but shall apply to payments made by the chent or employer to the tax-
payer).
e committee intends that the Secretary of the Treasury will permit taxpayers to adopt rea-
sonable methods for allocating expenses to their lobbying and other coordinating activities in

order to reduce taxpayer recordkeeping responsibilities.
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In addition, the bill provides for a per se rule that disallows a de-
duction for any amount paid or incurred in connection with the
providing of meals, entertainment, or travel to legislative officials
or employees or certain high-ranking Federal executive branch offi-
cials referred to above (or to an individual accompanying such offi-

cial or employee).

Dues paid to trade associations

The bill provides for a flow-through rule to disallow a deduction
for a portion of the membership dues (or other similar amounts)
paid by a person to a tax-exempt organization (other than a charity
oligible to receive tax-deductible contributions) if such dues are al-
locable to lobbying activities conducted by the organization. For
this purpose, lobbying expenditures incurred by an organization
are treated as paid first from dues (or other similar amounts) col-
lected by the organization.

Tax-exempt organizations are required by the bill to annually re-
port to their members (and the IRS) the portion of membership
dues allocable to lobbying activities. However, a de minimis excep-
tion is provided, so that flow-through reporting to members or the
IRS is not required if the lobbying expenditures of the organization
for the calendar year are less than $2,000.52 Penalties may be im-
posed under present-law section 6721 on organizations for failing
to make the required flow-through information reporting.

The Secretary of the Treasury is granted authority to provide by
regulation that the reporting requirement applicable to tax-exempt
organizations will not apply where unnecessary to effectuate the
purposes of the proposal (e.g., where the disallowed portion of such
expenditures will not materially affect the tax liability of dues-pay-
ing members, as, for example, where a tax-exempt organization de-
rives no more than an insubstantial portion of its dues income from
persons entitled to deduct the dues in determining their taxable in-

come).

Limited flow-through for charities

The bill provides for a targeted flow-through of the lobbying dis-
allowance rule when, under certain circumstances, a business
makes a contribution or other payment to a charity eligible to re-
ceive tax-deductible contributions under section 170.53 Such a pay-
ment to a charity will receive the same treatment as payments to
a trade association that are allocable to lobbying 54 if (1) the lobby-
ing activities of the charity are of direct financial interest to the
payor’s (or a related person’s) trade or business, and (2) the payor
makes total payments to the charity during the year exceeding

832 For purposes of determining whether the $2,000 de minimus exception applies, an organiza-
tion i8 required to take into account direct expenses incurred for lobbying activities (i.e., labor
and materials costs and fees paid to outsiders for lobbying) but need not take into account indi-
rect expenses (i.e., a portion of general overhead) otherwise allocable to lobbying.

83The flow-through rule for charities does not apply to churches described in present-law sec-
tion 170(bX1XAXi). Thus, contributions to churches are not affected by the bill's lobbying provi-
sion.

54 Lobbying expenses incurred by a charity (to the extent described in the text) are treated
as paid first from contributions, dues, or other amounts paid by contributors or members that
have a direct business interest in the outcome of the charity’s lobbying activities.



129

$2,000. In such cases, a portion of a payment that otherwise may
be deductible under section 170 is disallowed.5%

Effective Date

The provision is effective for amounts paid or incurred after De-
cember 31, 1993.22

3. Mark-to-market accounting method for dealers in securi-
ties (sec. 8223 of the bill and new sec. 475 of the Code)

Present Law

A taxpayer that is a dealer in securities is required for Federal
income tax purposes to maintain an inventory of securities held for
sale to customers. A dealer in securities is allowed for Federal in-
come tax purposes to determine (or value) the inventory of securi-
ties held for sale based on: (1) the cost of the securities; (2) the
lower of the cost or market (LCM) value of the securities; or (3) the
market value of the securities.

If the inventory of securities is determined based on cost, unreal-
ized gains and losses with respect to the securities are not taken
into account for Federal income tax purposes. If the inventory of
securities is determined based on the LCM value, unrealized losses
(but not unrealized gains) with respect to the securities are taken
into account for Federal income tax purposes. If the inventory of
securities is determined based on market value, both unrealized
gains and losses with respect to the securities are taken into ac-
count for Federal income tax purposes.

Under the so-called “wash sale rule,” losses on the sale of securi-
ties are not allowed if the taxpayer acquires substantially identical
securities within 30 days of the loss transaction. The wash sale
rule does not apply to security dealers. Thus, a securities dealer
that determines its inventory based on the cost of its securities
may recognize losses on those securities that have built-in losses by
selling the securities at year end, even if identical securities are ac-
quired immediately to replenish the dealer’s inventory.

Reasons for Change

Inventories of securities generally are easily valued at year end,
and, in fact, are currently valued at market by some securities
dealers in adjusting their inventory using the LCM method for
Federal income tax purposes. The committee believes that the cost
method and the LCR/I method generally understate the income of
securities dealers and that the mark-to-market method most clear-
ly reflects their income. Denial of the LCM method to securities

ealers would have little effect because of the dealers’ exemption
from the wash sale rule. Consequently, the bill generally requires
securities dealers to mark their securities inventories to market for

Federal income tax purposes.

85The bill provides that no tax shall be imposed under present-law section 4911 with respect
to any amount as to which a deduction is disallowed under the bill's lobbying provision. Any
such amount, however, is to De taken into account for purposes of determmin? under section
501(h) whether a charity normally makes lobbying expenditures in excess of its lobbying ceiling
amount and, therefore, is not entitled to tax-exempt status.
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The committee also believes that hedges of securities that are
subject to the bill should be treated in a manner similar to the
hedged securities. Thus, the bill provides that such hedges are to
be marked to market and any gain or loss with respect to such
hedges will be treated as ordinary gain or loss.

Explanation of Provision-

In general

The bill provides two general rules (the “mark-to-market rules”)
that apply to certain securities that are held by a dealer in securi-
ties. First, any such security that is inventory in the hands of the
dealer is re%uired to be included in inventory at its fair market
value. Second, any such security that is not inventory in the hands
of the dealer and that is held as of the close of any taxable year
is treated as sold by the dealer for its fair market value on the last
business day of the taxable year and any gain or loss is required
to be taken into account by the dealer in determining gross income
for that taxable year.56

If gain or loss is taken into account with respect to a security by
reason of the second mark-to-market rule, then the amount of gain
or loss subsequently realized as a result of a sale, exchange, or
other disposition of the security, or as a result of the application
of the mark-to-market rules, is to be appropriately adjusted to re-
flect such gain or loss. In addition, the bill authorizes the Treasury
Department to promulgate regulations that provide for the applica-
tion of the second mark-to-market rule at times other than the
close of a taxable year or the last business day of a taxable year.

The mark-to-market rules do not apply for purposes of determin-
ing the holding period of any security. In addition, the mark-to-
market rules do not apply in determining whether gain or loss is
recognized by any other taxpayer that may be a party to a contract
with a dealer in securities.

Character of gain or loss

Any gain or loss taken into account under the provision (or any
gain or loss recognized with respect to a security that would be
subject to the provision if held at the end of the year) generally is
treated as ordinary gain or loss. This special character rule does
not apply to any gain or loss allocable to any period during which
the security (1) is a hedge of a position, right to income, or a liabil-
ity that is not subject to a mark-to-market rule under the provi-
sion, or (2) is held by the taxpayer other than in its ca¥acity as a
dealer in securities. In addition, the special character rule does not
apply to any security that is improperly identified (as described in
detail below) by the taxpayer.

No inference is intended as to the character of any gain or loss
recognized in taxable years prior to the enactment of this provision
or any gain or loss recognized with respect to any property to
which this special character rule does not apply.

88 For purposes of this provision, a security 18 treated as sold to a person that is not related
to the dealer even if the security is itself a contract between the dealer and a related person.
Thus, for example, sections 267 and 707(b) of the Code are not to apply to any loss that is re-
quired to be taken into account under this provision.
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Definitions

A dealer in securities is defined as any taxpayer that either (1)
regularly purchases securities from, or sells securities to, customers
in the ordinary course of a trade or business, or (2) regularly offers
to enter into, assume, offset, assign, or otherwise terminate posi-
tions in securities with customers in the ordinary course of a trade
or business.

A security is defined as: (1) any share of stock in a corporation;
(2) any partnership or beneficial ownership interest in a widely-
held or publicly-traded partnership or trust; (3) any note, bond, de-
benture, or other evidence of indebtedness; (4) any interest rate,
currency, or equity notional principal contract (but not any other
notional principal contract such as a notional principal contract
that is based on the price of oil, wheat, or other commodity); and
(5) any evidence of an interest in, or any derivative financial in-
strument in, any currency or in a security described in (1) through
(4) above, including any option, forward contract, short position, or
any similar financial instrument in such a security or currency.
Such term includes an obligation to acquire a security.

In addition, a security is defined to include any position if: (1)
the position is not a security described in the preceding paragraph;
(2) the position is a hedge with respect to a security described in
the greceding paragraph; and (3) before the close of the day on
which the position was acquired or entered into (or such other time
as the Treasury Department may specify in regulations), the posi-
tion is clearly identified in the dealer’s records as a hedge with re-
spect to a security described in the preceding paragraph.

A security, however, is not to include a contract to which section
1256(a) of the Code applies, unless such contract is a hedge of a
security to which the provision applies. The special character rule
of the bill (rather than the special character rule of section 1256(a))
will apgly to any such contract that is a hedge of a security to
which the bill applies.

A hedge is defined as any position that reduces the dealer’s risk
of interest rate or price chan%es or currency fluctuations, including
any position that is reasonably expected to become a hedge within
60 days after the acquisition of the position.

Exceptions to the mark-to-market rules

Notwithstanding the definition of security, the mark-to-market
rules generally do not apply to: (1) any security that is held for in-
vestment; 57 (2) any security which is a hedge with respect to a se-
curity that is not subject to the mark-to-market rules (i.e., any se-
curity that is a hedge with respect to a security held for invest-
ment); or (3) any security which is a hedge with respect to a posi-
tion, right to income, or a liability that is not a security in the
hands of the taxpayer.5® Securities held for investment include
debt instruments acquired (included originated) by the taxpayer in

* 87To the extent provided 1n regulations to be promulgated by the Treasury Department, the
exception to the mark-to-market rules for a security that is held for investment is not to apply
to any notional prnincipal contract or any denvative financial instrument that is held by a dealer

in such secunties.
88 For purposes of the mark-to-market rules, debt 18sued by a taxpayer is not a security in

the hands of such taxpayer.
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the ordinary course of a trade or business of the taxpayer and not
held for sale. Whether or not a security is required to be marked-
to-market under the applicable financial accounting rules is not
dispositive for purposes of determining whether such security or
evidence of indebtedness is treated as held for investment under
the provision.

To the extent provided in regulations to be promulgated by the
Treasury Department, the exceptions to the mark-to-market rules
for certain hedges do not apply to any security that is held by a
taxpayer in its capacity as a dealer in securities. Thus, regulations
may provide that the exceptions to the mark-to-market rules for
certain hedges do not apply to securities that are entered into with
customers in the ordinary course of a trade or business. In addi-
tion, a dealer may not treat a security that is identified as a hedge
or as an investment as also held in its capacity as dealer. Thus,
securities identified as qualifying for one of the exceptions to the
mark-to-market rules may not be accounted for using the LCM or -
other inventory method of accounting.

In addition, the exceptions to the mark-to-market rules do not
aApply unless, before the close of the day on which the security (in-
cluding any evidence of indebtedness) is acquired, originated, or en-
tered into (or such other time as the Treasury Department may
specify in regulations),® the security is clearly identified in the
dgaler;so records as being described in one of the exceptions listed
above.

It is anticipated that the identification rules with respect to
hedges will be applied in such a manner as to minimize the imposi-
tion of additional accounting burdens on dealers in securities. For
example, it is understood that certain taxpayers engage in risk
management strategies known as “global hedging.” Under global
hedging, the positions of one business unit of the taxpayer may be
counter-balanced by positions of another separate business unit;
any remaining net risk of the enterpricse may then be hedged by
enterinﬁ into positions with unrelated third parties. It is under-
stood that taxpayers engaging in global hedging use accounting
systems that clearly identify and treat the transactions entere

591t is anticipated that the Treasury regulations will permit a financial institution that is
treated as a dealer under the provision and that originates evidences of indebtedness in the or-
dinary course of a trade or business to identify such evidences of indebtedness as held for invest-
ment based on the accounting practices of the institution, but in no event later than the date
that is 30 days after the date that any such evidence of indebtedness is originated. Where appro-
priate, Treasury regulations may provide similar identification rules for similar debt that is ac-
%t:ired, rather than onﬁinabed, by a financial institution. Further, it is anticipated that the

asury regulations will permit a dealer that enters into commitments to acquire mortgages
to identify such commitments as being held for investment if the dealer acquires the mortgages
and holds the mortgages as investments. It is anticipated that this identification of commit-
ments to acquire mortgages will occur within an appropnate period after the acquisition of the
mortgages, Amt in no event later than the date that is 30 days after the date that the mortgages
are acquired.

80 A gecurity is to be treated as clearly identified in a dealer’s records as being described in
one of the exceptions listed above if all the securities of the taxpayer that are not so described
are clearly identified in the dealer’s records as not being described in such exception.

For example, assume that, in the ordinary course of its trade or business, a bank onginates
loans that are sold if the loans satisfy certain conditions. In addition, assume that (1) the bank
determines whether a loan satisfies the conditions within 30 days after the loan 18 made, and
(2) if a loan satisfies the conditions for sale, the bank records the loan in a separate account
on the date that the determination is made. For purposes of the bill, the bank 18 a dealer in
securities with res to the loans that it holds for sale. In addition, by 1dentifying these loans
as held for sale, the bank is considered to have identified all other loans as investment (and,

therefore, not subject to the mark-to-market rules).



133

into between the separate business units as if such transactions
were entered into with unrelated third parties. It is anticipated
that, subject to Treasury regulations, such an accounting system
generally will provide adequate evidence for purposes of determin-
in%l whether, and to what extent, a hedge with a third party is (1)
a hedge of a security that is subject to the mark-to-market rules
or (2) a hedge of a position, right to income, or a liability that is
not subject to a mark-to-market rule, for purposes of applying the
mark-to-market rules and the special character rule to a hedge
with a third party.

In addition to clearly identifying a security as qualifying for one
of the exceptions to the mark-to-market rules listed above, a dealer
must continue to hold the security in a capacity that qualifies the
security for one of the exceptions listed above. If at any time after
the close of the day on which the security was acquired, originated,
or entered into (or such other time as the Treasury Department
may specify in regulations), the security is not held in a capacity
that qualifies the security for one of the exceptions listed above,
then the mark-to-market rules are to apply to any changes in value
of such security that occur after the security no longer qualifies for

an exception.5!

Improper identification

The bill provides that if (1) a dealer identifies a security as quali-

ing for an exception to the mark-to-market rules but the security

oes not qualify for that exception, or (2) a dealer fails to identify
a position that is not a security as a hedge of a security but the
position is a hedge of a security, thien the mark-to-market rules are
to apply to any such security or position, except that loss is to be
recognized under the mark-to-market rules prior to the disposition
of the security or position only to the extent of gain previously rec-
ognized under the mark-to-market rules (and not previously taken
into account under this provision) with respect to the security or

position.

81 Any gain or loss that is attributable to the period that the secunity was not subject to the
mark-to-market rules generally is to be taken into account at the time that the security is actu-
ally sold (rather than treated as sold by reason of the mark-to-market rules).

Conversely, different rules apply to a security that originally 18 held by the taxpayer in a ca-
gacity that subjects the security to the mark-to-market rules, but later becomes otherwise elig-

le for an exception from the mark-to-market rules. For example, assume that a security to
which the mark-to-market rules apply is hedged (and thus the hedge is subject to the mark-
to-market rules) and the security (but not the hedge) is sold before year end. In such case, the
“naked” hedge generally will be subject to the mark-to-market rules at the year end.

However, the Treasury Department has authority to issue regulations th.at would allow the
taxpayer to identify, on the date the security 18 sold, the “naked” hedge as a security to which
one of the exceptions to the mark-to-market rules (assuming the “naked” hedge otherwise quali-
fies for the exception). In making this identification, it is anticipated that the taxpayer would
be required to apply the mark-to-market rules to the “naked” hedge as of the date of the sale
of the security, take any resulting gain or loss into account for the taxable year of sale, and
treat the “naked” hedge as a security to which the exceptions to the mark-to-market rules apply.

Whether or not the taxpayer is allowed under regulations to make the identification described
above (and whether or not the taxpayer makes the identification), any gain or loss attributable
to the period after the date of sale of the security will not be subject to the special character
rule of the bill if the hedge is not held by the taxpayer in its capacity as a dealer during such

riod. Thus, if the “naked” hedge is a capital asset in the hands of the taxpayer, any gain or

o088 recognized with respect to the “naked” hedge that is attributable to the period after the

date of sale of the security will be capital gain or loss.
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Other rules

The bill provides that the uniform cost capitalization rules of sec-
tion 263A of the Code and the rules of section 263(g) of the Code
that require the capitalization of certain interest and carrying
charges in the case of straddles do not apply to any security to
which the mark-to-market rules aﬁply because the fair market
value of a security should include the costs that the dealer would
otherwise capitalize.

In addition, a security subject to the provision is not to be treat-
ed as sold and reacquired for purposes of section 1091 of the Code.
Section 1092 of the Code will apply to any loss recognized under
the mark-to-market rules (but will have no effect if all the offset-
ting positions that make up the straddle are subject to the mark-
to-market rules).

Furthermore, the bill provides that (1) the mark-to-market rules
do not apply to any section 988 transaction (generall(i/, a foreign
currency transaction) that is part of a section 988 hedging trans-
action, and (2) the determination of whether a transaction is a sec-
tion 988 transaction is to be made without regard to whether the
transaction would otherwise be marked-to-market under the bill.

The bill also authorizes the Treasury Department to promulgate
resulations which provide for the treatment of a hedge that reduce
a dealer’s risk of interest rate or price changes or currency fluctua-
tions with respect to securities that are subject to the mark-to-mar-
ket rules as well as with respect to securities, positions, rights to
income, or liabilities that are not subject to the mark-to-market
rules. It is anticipated that the Treasury regulations may allow
taxpayers to treat any such hedge as not subject to the mark-to-
market rules provided that such treatment is consistently followed
from year to year.

Finally, the bill authorizes the Treasury Department te promul-
gate such regulations as may be necessary or appropriate to carry
out the J)rowsions of the bill, including rules to prevent the use of
year-end transfers, related persons, or other arrangements to avoid
the provisions of the bill. Such authority includes coordinating the
mark-to-market rules with the original issue discount rules.

Other hedging transactions

The special character rule generally does not apply to any gain
or loss with respect to any security allocable to any period during
which the security is held by the taxpayer other than in connection
with its activities as a dealer in securities. Thus, the special char-
acter rule generally applies to an instrument or position that is
held as a hedge of a security to which the special character rule
applies (so long as the hedge also meets the other requirements of
the special character rule.)

The committee understands that hedging transactions are also
important to the management of risks by businesses that are not
subject to these mark-to-market rules. The committee also under-
stands that there may be uncertainty concerning the tax treatment
of such hedging transactions following a decision by the United
States Supreme Court in 1988, Arkansas Best Corp. v. Commis-
sioner, 485 U.S. 212 (1988). Despite subsequent litigation, (e.g.,
Federal National Mortgage Association v. Commissioner, 100 T.C.
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No. 36 (June 17, 1993)), the scope of the United States Supreme
Court decision, and its effect on hedging transactions, may be un-
clear in some instances.

The level of uncertainty regarding the tax treatment of hedging
transactions is a matter of concern to the committee. Such uncer-
tainty may have a dampening effect on taxpayers entering into a
variety of desirable business hedging transactions. The committee
believes that this is a significant issue and hopes that appropriate
steps can be taken to address this matter.

Effective Date

In general

The provision applies to taxable years ending on or after Decem-

ber 31, 1993. A taxpayer that is required to change its method of
accounting to comply with the requirements of the provision is
treated as having initiated the change in method of accounting and
as having received the consent of the Treasury Department to
make such change. The net amount of the section 481(a) adjust-
ment is to be taken into account ratably over a 5-taxable year pe-
riod beginning, with the first taxable year ending on or after De-
cember 31, 1993.
The Erinciples of section 8.03(1) and (2) of Rev. Proc. 92-20, 1992-
12 I.R.B. 10, are to apgly to the section 481(a) adjustment. It is an-
ticipated that section 8.03(1) of Rev. Proc. 92-20 will be applied by
taking into account all securities of a dealer that are subject to the
mark-to-market rules (including those securities that are not inven-
tory in the hands of the dealer). In addition, it is anticipated that
net operating losses will be allowed to offset the section 481(a) ad-
justment, tax credit carryforwards will be allowed to offset any tax
attributable to the section 481(a) adjustment, and, for purposes of
determining liability for estimated taxes, the section 481(a) adjust-
ment will be taken into account ratably throughout the taxable
year in question.

In determining the amount of the section 481(a) adjustment for
taxable years beginning before the date of enactment of the mark-
to-market rules, the identification requirements are to be applied
in a reasonable manner. It is anticipated that any security that
was identified as being held for investment under section 1236(a)
of the Code as of the last day of the taxable year preceding the tax-
able year of change is to be treated as held for investment for pur-
poses of the mark-to-market rules. It is also anticipated that any
other security that was held as of the last day of the taxable year

receding the taxable year of change is to be treated as properly
identified if the dealer’s records as of such date support such iden-

tification.52
Special rule for certain floor specialists and market makers

To the extent that a fortion of the section 481(a) adjustment of
a taxpayer is attributable to the use of the LIFO inventory method

%2[n addition, it is anticipated that in order for any secunty that 18 held on the date of enact-
ment of the mark-to-market rules to qualify for one of the exceptions to the mark-to-market
rules, the security must be identified as being described in one of the exceptions within a rea-
sonable period r the date of enactment but in no event later than the date that is 30 days

after the date of enactment.
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of accounting for at least five taxable years for any qualified secu-
rity, such portion of the adjustment is taken into account ratably
over a 15-taxable year period, beginning with the first taxable year
ending on or after December 31, 1993. For this purpose, “qualified
security” means any security acquired (1) by a floor specialist (as
defined in section 1236(d)(2)) in connection with the specialist’s du-
ties as a specialist on an exchange, but only if the security is one
in which the specialist is registered with the exchange or (2) by a
taxpayer who is a market maker in connection with the taxpayer’s
duties as market maker, but only if (a) the security is included on
the National Association of Security Dealers Automated Quotation
System, (b) the taxpayer is registered as a market maker in such
security with the National Association of Security Dealers, and (c)
as of the last day of the taxable year preceding the taxpayer’s first
taxable year ending on or after December 31, 1993, the taxpayer
(or a predecessor of the taxpayer) has been actively engaged as a
market maker in such security for a 2-year period ending on such
date (or, if shorter, the period beginning 61 days after the security
was listed in such quotation system and ending on such date.) The
portion of the section 481(a) ad{‘ustment that is attributable to the
use of the LIFO inventory method of accounting for any qualified
security is determined under the rules described in section
312(nX4) (without regard to the effective date of such section). In
addition, the portion of the section 481(a) adjustment that is eligi-
ble to be taken into account over the 15-year period may not exceed
the taxgayer’s overall section 481(a) adjustment for all securities

under the proposal.

4. Tax treatment of certain FSLIC financial assistance (sec.
8224 of the bill and secs. 165, 166, 585, and 593 of the

Code)
Present Law and Background

A taxpayer may claim a deduction for a loss on the sale or other
disposition of property only to the extent that the taxpayer’s ad-
justed basis for the property exceeds the amount realized on the
disposition and the loss is not compensated for by insurance or oth-
erwise (sec. 165 of the Code). In the case of a taxpayer on the spe-
cific charge-off method of accounting for bad debts, a deduction is
allowable for the debt only to the extent that the debt becomes
worthless and the taxpayer does not have a reasonable prospect of
being reimbursed for the loss. If the taxpayer accounts for bad
debts on the reserve method, the worthless portion of a debt is
charged aﬁainst the taxpayer’s reserve for bad debts, potentially in-
creasing the taxpayer’s deduction for an addition to this reserve.

- A special statutory tax rule, enacted in 1981, excluded from a
thrift institution’s income financial assistance received from the
Federal Savings and Loan Insurance Corporation (FSLIC)®3 , and

83 Until it was abolished by the Financial Institutions Reform, Recovery and Enforcement Act
of 1989 (FIRREA), FSLIC insured the deposits of its member savings and loan associations and
was responsible for insolvent member institutions. FIRREA abolished FSLIC and established
the FSLIC Resolution Fund (FRF) to assume all of the assets and liabilities of FSLIC (other
than those expressly assumed or transferred to the Resolution Trust Corporation (RTC). FRF
is administered by the Federal Deposit Insurance Corporation (FDIC). The term “FSLIC” is used

hereafter to refer to FSLIC and any successor to FSLIC.
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prohibited a reduction in the tax basis of the thrift institution’s as-
sets on account of the receipt of the assistance. Under the Tech-
nical and Miscellaneous Revenue Act of 1988 (TAMRA), taxpayers
generally were required to reduce certain tax attributes by one-half
the amount of financial assistance received from the FSLIC pursu-
ant to certain acquisitions of financially troubled thrift institutions
occurring after December 31, 1988. These special rules were re-
gealed by FIRREA, but still apply to transactions that occurred be-
ore May 10, 1989.

Prior to the enactment of FIRREA, the FSLIC entered into a
number of assistance agreements in which it agreed to provide loss
protection to acquirers of troubled thrift institutions by compensat-
ing them for the difference between the book value and sales pro-
ceeds of “covered assets.” “Covered assets” typically are assets that
were classified as nonperforming or troubled at the time of the as-
sisted transaction but could include other assets as well. Many of
these covered assets are also subject to yield maintenance guaran-
tees, under which the FSLIC guaranteed the acquirer a minimum
return or yield on the value of the assets. The assistance agree-
ments also generally grant the FSLIC the right to purchase cov-
ered assets. In addition, many of the assistance agreements permit
the FSLIC to order assisted institutions to write down the value of
covered assets on their books to fair market value in exchange for
a payment in the amount of the write-down.

nder most assistance agreements, one or more Special Reserve
Accounts are established and maintained to account for the amount
of FSLIC assistance owed by the FSLIC to the acquired entity. The
assistance agreements generally specify the precise circumstances
under which amounts with respect to covered assets are debited to
an account. Under the assistance agreements, these debit entries
enerally are made subject to prior FSLIC direction or approval.
en amounts are so debited, the FSLIC generally becomes obli-
gated to pay the debited balance in the account to the acquirer at
such times and subject to such offsets as are specified in the assist-
ance agreement.

In September 1990, the Resolution Trust Corporation (RTC), in
accordance with the requirements of FIRREA, issued a report to
Congress and the Oversight Board of the RTC on certain FSLIC-
assisted transactions (the “1988/89 FSLIC transactions”). The re-
port recommended further study of the covered loss and other tax
1ssues relating to these transactions. A March 4, 1991 TYeasury De-
partment report (“Treasury report”) on tax issues relating to the
1988/89 FSLIC transactions concluded that deductions should not
be allowed for losses that are reimbursed with exempt FSLIC as-
sistance. The Treasury report states that the Treasury view is ex-
pected to be challenged in the courts and recommended that Con-
gress enact clarifying legislation disallowing these deductions.®4

Reasons for Change

Allowing tax deductions for losses on covered assets that are
compensated for by FSLIC assistance gives thrift institutions a per-

% Department of the Treasury, Report on Tax Issues Relating to the 1988/89 Federal Savings
and Loan Insurance Corporation Assisted Transactions, March, 1991 at pp. 16-17.
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verse incentive to minimize the value of these assets when sold.
The FSLIC, and not the institution, bears the economic burden cor- .
responding to any reduction in value because it is required to reim-
burse the thrift institution for the loss. However, the tax benefit to
the thrift institution and its affiliates increases as tax losses are
enhanced. The thrift institution, therefore, has an incentive to min-
imize the value of covered assets in order to maximize its claimed
tax loss and the attendant tax savings.

It is desirable to clarify, as of the date of the Treasury Report,
that FSLIC assistance with respect to certain losses is taken into
account as compensation for purposes of the loss and bad debt de-

duction provisions of the Code.
. Explanation of Provision

General rule

Any FSLIC assistance with respect to any loss of principal, cap-
ital, or similar amount upon the disposition of an asset shall be
taken into account as compensation for such loss for purposes of
section 165 of the Code. Any FSLIC assistance with respect to any
debt shall be taken into account for purposes of determining wheth-
er such debt is worthless (or the extent to which such debt is
worthless) and in determining the amount of any addition to a re-
serve for bad debts. For this purpose, FSLIC assistance means any
assistance or right to assistance with respect to a domestic building
and loan association (as defined in section 7701(a)(19) of the Code
without regard to subparagraph (C) thereof) under section 406(f) of
the National Housing Act or section 21A of the Federal Home Loan
Bank Act (or under any similar provision of law).6°

Thus, if a taxpayer disposes of an asset entitled to FSLIC assist-
ance, no deduction is allowed under section 165 of the Code for a
loss (if any) on the disposition of the asset to the extent the assist-
.ance agreement contemplates a right to receive FSLIC assistance
with respect to the loss. Similarly, if a loan held by a taxpayer con-
stitutes an asset entitled to FSLIC assistance, the thrift institution
shall not charge off any amount of the loan covered by the assist-
ance agreement against the bad debt reserve and no charge-off will
be taken into account in computing an addition to the reserve
under the experience method, to the extent the assistance agree-
ment conter%plates a right to receive FSLIC assistance on a write-
down of such asset under the agreement or on a disposition. The
institution also shall not be allowed to deduct such amount of the
loan under the specific charge-off method.66

It is intended that the right to FSLIC assistance for purposes of
this provision is to be determined by reference to the gross amount
of FSLIC assistance that is contemplated by the assistance agree-
ment with respect to the sale or other disposition, or write-down,
without taking into account any offsets that might reduce the net

68 PFSLIC assistance for purposes of the provision does not include “net worth assistance”. “Net
worth assistance” is generally computed at the time of an acquisition, without targeting loss cov-
erage to ultimate dispositions or write-downs with r:a;rect to particular assets.

It is expected that, for purposes of the adjusted current earnings adjustment of the cor-

Eorate alternative minimum tax, there will not be any net positive adjustment to the extent that

SLIC assistance is taken into account as compensation for a loss or in determining worthless-
ness and there is, therefore, no deductible loss or bad debt charge-off.
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amount FSLIC is obligated to pay under the agreement. For exam-

le, under an assistance agreement an institution’s right to be re-
imbursed for a loss on the disposition or write-down of an asset
may be reflected as a debit to a Special Reserve Account, while cer-
tain other items that will reduce the ultimate amount of assistance
to be paid may be reflected as credits to the account. In such a
case, the gross amount of FSLIC assistance contemplated by the
agreement is the amount represented by the debit, without regard

to any offset.
Financial assistance to which the FIRREA amendments apply

The provision does not apply to any financial assistance to which
the amendments made by section 1401(aX3) of FIRREA apply.

No inference
No inference is intended as to prior law or as to the treatment
of any item to which this provision does not apply.

Effective Date

In general

The provision applies to financial assistance credited on or after
March 4, 1991, with respect to (1) assets disposed of and charge-
offs made in taxable years ending on or after March 4, 1991; and
(2) assets disposed of and charge-offs made in taxable years ending
before March 4, 1991, but only for purposes of determining the
amount of any net operating loss carryover to a taxable year end-
ing on or after March 4, 1991.

or this purpose, financial assistance generally is considered to
be credited when the taxpayer makes an approved debit entry to
a Special Reserve Account required to be maintained under the as-
sistance agreement to reflect the asset disposition or write-down.
An amount will also be considered to be credited prior to March 4,
(11991 if the asset was sold, with prior FSLIC approval, before that

ate.

An amount is not deemed to be credited for purposes of the provi-
sion merely because the FSLIC has approved a management or
business plan or similar plan with respect to an asset or group of
assets, gr has otherwise generally approved a value with respect to
an asset. -

As an example of the application of the effective date of the pro-
vision, assume that a thrift institution is subject to a FSLIC assist-
ance agreement that, through the use of a Special Reserve Account,
operates to compensate the institution for the difference between
the book and fair market values of certain covered assets upon
their disposition or write-down. Further assume that on February
1, 1991 the thrift institution wrote down a covered asset that has
a book value and tax basis of $100 to $60, the asset’s fair market
value. With FSLIC approval, the institution debited the Special Re-
serve Account prior to March 4, 1991, to reflect the write-down of
$40, and properly submitted to the FSLIC a summary of the ac-
count that reflected that debit, along with other debits for the
quarter ended March 31, 1991. The provision would not apply to
a loss claimed by the thrift institution with respect to the write-
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down of the covered asset on February 1, 1991. The same result
would apply if the institution had sold the asset for $60 on Feb-
ruary 1 with prior FSLIC approval. In the sale case, the provision
would not apply even if there were no debit to the Special Reserve
Account prior to March 4, 1991, so long as the FSLIC approved the
amount of the reimbursable loss for purposes of providing assist-
ance under the agreement.

Application to certain net operating losses

The provision applies to the determination of any net operating
loss 87 carried into a taxable year ending on or after March 4, 1991,
to the extent that the net operating loss is attributable to a loss -
or charge-off for which the taxpayer had a right to FSLIC assist-
ance which had not been credited before March 4, 1991.

For example, assume a calendar year thrift institution is a party
to a FSLIC assistance agreement that compensates the institution
for the amount that covered loans are written down or charged off
-pursuant to the agreement. The agreement provides that the insti-
tution must receive the prior approval of the FSLIC to write down
a loan for purposes of this compensation. Further assume that the
institution uses the experience method to account for bad debts for
tax purposes, and that in 1990 it charged off $100 with respect to
a covered loan. Assume that this charge-off initially reduced the
taxpayer’s bad debt reserve balance by $100 and allowed the tax-
payer to increase its addition to its reserve by $100 to bring the
reserve to an appropriate balance. The taxpayer deducted this
amount and utilized l§2O for the year ended in 1990 (i.e., the last
taxable year of the taxpayer emﬁng before March 4, 1991). This
produced a net operating loss of $80 for the remainder. The net op-
erating loss is carried forward to 1991 (a taxable year of the tax-
aner ending on or after March 4, 1991). Assume that the taxpayer
did not debit the Special Reserve Account prior to March 4, 1991.
The net operating loss carried to 1991 would be redetermined tak-
ing into account the provision. Applying the provision to 1990
would result in disallowing the charge-off of the $100 loan against
the experience method reserve, in effect disallowing the $100 addi-
tion to the reserve. In such case, the taxpayer would continue to
owe no tax for 1990, but the $80 net ogerating loss would be dis-
allowed. However, the taxpayer’s tax liability for 1990 would not be
redetermined under the provision. ‘

As a further example, assume that the net operating loss de-
scribed in the example directly above were carried back to, and ab-
sorbed in, an earlier year ending prior to March 4, 1991 (rather
than being carried forward). In that case, the provision would not
apply to reduce the net operating loss carryback.

Estimated taxes

Finally, in accordance with the general estimated tax penalty
provisions of the bill, no addition to tax is to be made under section
6654 or 6655 of the Code for any period before March 16, 1994 in
the case of a corporation (April 16, 1994 in the case of an individ-

any alternative minimum tax net operating loss carryover to

67 For-purposes of dewrmininﬁ
periods ending on or after March 4, 1991, it is expected that the principles described in the pre-

ceding footnote will apply.
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ual). However, in providing this relief, no inference is intended as
to prior law, the effect of the provision on prior law, or the treat-
ment of any item to which this provision does not apply.

5. Modification of corporate estimated tax rules (sec. 8225 of
the bill and sec. 5 of the Code)

Present Law

A corporation is subject to an addition to tax for any
underpayment of estimated tax. For taxable years beginning after
June 30, 1992, and before 1997, a corporation does not have an
underpayment of estimated tax if it makes four equal timely esti-
mated tax payments that total at least 97 percent of the tax liabil-
ity shown on its return for the current taxable year. A corporation
may estimate its current year tax liability prior to year-end by
annualizin%its income through the period ending with either the
month or the quarter ending prior to the estimated tax payment
due date. For taxable years beginning after 1996, the 97-percent re-
quirement becomes a 91-percent requirement.

A corporation that is not a “large corporation” generally may
avoid the addition to tax if it makes four timely estimated tax pay-
ments each equal to at least 25 percent of the tax liability shown
on its return for the preceding taxable year. A lax}e corporation
may also use this rule with respect to its estimated tax payment
for the first quarter of its current taxable year. A large corporation
is one that had taxable income of $1 million or more for any of the

three preceding taxable years. .
Reasons for Change

The committee believes that corporate estimated tax require-
ments should be increased to require corporations to remit more
timely their current year tax liabilities. In addition, the committee
believes that in order to rationalize the calculation of annualized
income for corporate estimated tax purposes, an additional set of
annualization periods should be provided and applied consistently.

Explanation of Provision

In general

For taxable years beginning after December 31, 1993, a corpora-
tion that does not use the 100 percent of last year’s liability safe
harbor for its estimated tax payments is required to base its esti-
mated tax payments on 100 percent (rather than 97 percent or 91
percent) of the tax shown on its return for the current year, wheth-
er such tax is determined on an actual or annualized basis.

The bill does not change the present-law availability of the 100
percent of last year’s liability safe harbor for large or small cor-

porations.

Annualization periods

In addition, the bill modifies the rules relating to income
annualization for corporate estimated tax purposes. In general, the
bill (1) adds a new, third set of dperiods over which corporations
may elect to annualize income and (2) requires corporations to an-
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nually elect which of the three periods they will use to annualize
income for the year.

Specifically, under the bill, annualized income is to be deter-
mined based on the corporation’s income for the first 3 months of
the taxable year (in the case of the first and second estimated tax
installments); the first 6 months of the taxable year (in the case
of the third estimated tax installment); and the first 9 months of
the taxable year (in the case of the fourth estimated tax install-
ment). Alternatively, a corporation may elect to determine its
annualized income based on the corporation’s income for either: (1)
the first 2 months of the taxable year (in the case of the first esti-
mated tax installment); the first 4 months of the taxable year (in
the case of the second estimated tax installment); the first 7
months of the taxable gear (in the case of the third estimated tax
installment); and the first 10 months of the taxable year (in the
case of the fourth estimated tax installment); or (2) the first 3
months of the taxable year (in the case of the first estimated tax
installment); the first 5 months of the taxable year (in the case of
the second estimated tax installment); the first 8 months of the
taxable year (in the case of the third estimated tax installment);
and the first 11 months of the taxable year (in the case of the
fourth estimated tax installment). An election to use either of the
annualized income patterns described in (1) or (2) above must be
made on or before the due date of the first estimated tax install-
ment for the taxable year for which the election is to apply, in a
manner prescribed by the Secretary of the Treasury.

_ Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1993. .

6. Repeal the stock-for-debt exception to cancellation of in-
debtedness income (sec. 8226(a) of the bill and sec. 108

of the Code)
Present Law

Gross income generally includes cancellation of indebtedness
(COD) income. Taxpayers in title 11 cases and insolvent taxpayers,
however, generally exclude COD income from gross income but re-
duce tax attributes by the amount of COD income. The amount of
COD income that an insolvent taxpayer excludes cannot exceed the
amount by which the taxpayer is insolvent.

The amount of COD income generally is the difference between
the adg'lusted issue price of the debt being cancelled and the amount
of cash and the value of any property used to satisfy the debt.
Thus, for purposes of determining the amount of COD income of a
debtor corporation that transfers stock to a creditor in satisfaction
of its indebtedness, the corporation generally is treated as realizing
COD income equal to the excess of the adjusted issue price of the
debt over the fair market value of the stock. However, if the debtor
corporation is in a title 11 case or is insolvent, the excess of the
debt discharged over the fair market value of the transferred stock
generally does not constitute COD income (the “stock-for-debt ex-
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ception”).%8 Thus, a corporate debtor that qualifies for the stock-for-
debt exception is not required to reduce its tax attributes as a re-
sult of the debt discharge. The stock-for-debt exception does not
apply to the issuance of certain preferred stock, nominal or token
shares of stock, or stock to unsecured creditors on a relatively dis-
proportionate basis. In the case of an insolvent debtor not in a title
11 case, the exception applies only to the extent the debtor is insol-

vent.
Reasons for Change

The committee believes that the present-law stock-for-debt excep-
tion distorts the proper measurement of economic income. In addi-
tion, because the stock-for-debt exception results in the forgiveness
of tax related to COD income without a corresponding reduction in
tax attributes, a corporation emerging from bankruptcy may enjoy
a significant tax advantage not enjoyed by either a comparable sol-
vent firm that restructures its debt outside bankruptcy or a start-
up company. Finally, the ancillary rules surrounding the eligibility
for, and the mechanics of, the stock-for-debt exception are complex
and cumbersome.

Explanation of Provision

The provision repeals the stock-for-debt exception. Thus, regard-
less of whether a debtor corporation is insolvent or in bankruptcy,
the transfer of its stock in satisfaction of its indebtedness is treated
as if the corporation satisfied the indebtedness with an amount of
money equal to the fair market value of the stock that had been
transferred. Under the provision, a bankrupt or insolvent corpora-
tion may exclude from income all or a portion of the COD income
created by the transfer of its stock in satisfaction of indebtedness

by reducing tax attributes.
Effective Date

The provision is effective for stock transferred in satisfaction of
any indebtedness after June 17, 1993, unless (1) the transfer is in
a title 11 or similar case filed on or before June 17, 1993; (2) the
transfer occurs on or before December 31, 1993, and the transfer
is pursuant to a binding contract in effect on June 17, 1993; or (3)
the transfer occurs on or before December 31, 1993, and the tax-
payer had filed with the SEC on or before June 17, 1993, a reg-
istration statement which proposed a stock-for-debt exchange with
respect to such indebtedness, and which discussed the possible ap-
plication of the stock-for-debt exception to such exchange.

88 In addition, if the debtor corporation isaues both stock end other consideration to a creditor
in satisfaction of indebtedness, the non-stock consideration is generally treated as satisfying an
amount of debt equal to the value of such consideration, with the stock being considered as sat-
isfying the remainder. Thus, if such transaction qualifies for the stock-for-debt exception, the
entire amount of COD income realized by the debtor corporation in the transaction generally

i8 excluded from gross income.
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7. Treatment of passive activity losses and credits and alter-
native minimum tax credits in certain discharges of in-
debtedness (sec. 8226(b) of the bill and sec. 108(b) of the

Code)
Present Law

The discharge of indebtedness generally gives rise to gross in-
come to the debtor taxpayer. Present law provides exceptions to
this general rule. Among the exceptions are rules providing that in-
come from the discharge of indebtedness of the taxpayer is ex-
cluded from income if the discharge occurs in a title 11 case, the
discharge occurs when the taxpayer is insolvent, or in the case of
certain farm indebtedness (sec. 108(a)1)). The amount excluded
from income under these exceptions is applied to reduce tax at-
tributes of the taxpayer. The tax attributes reduced (in order) are
(1) net operating losses and carryovers, (2) general business credit
carryovers, (3) net capital losses and capital loss carryovers, (4) the
basis of certain property of the taxpayer, and (5) foreign tax credit
carryovers (sec. 108(b)). The amount of the reduction is generally
one dollar for each dollar excluded, except that the reduction in the
case of credits is 33-1/3 cents for each dollar excluded.

Under present law, the passive loss rules limit deductions and
credits from passive trade or business activities (sec. 469). Deduc-
tions attributable to passive activities, to the extent they exceed in-
come from passive activities, generally may not be deducted
against other income, such as wages, portfolio income, or business
income that is not derived from a passive activity. A similar rule
applies with respect to credits from passive activities. Deductions
and credits suspended under these rules are carried forward to the
next taxable year, and suspended losses are allowed in full when
the taxpayer disposes of his entire interest in the passive activity
to an unrelated person. Passive losses and credits are not tax at-
tributes that are reduced under the rule relating to exclusion of
discharge of indebtedness income.

Present law generally allows a minimum tax credit against a tax-
payer’s regular tax for the taxable year, for taxpayers who paid al-
ternative minimum tax in a prior year (sec. 53). The minimum tax
credit generally is the excess of (1) the sum of the minimum tax
imposed for all prior taxable years following 1986, over (2) the
amount allowed as a minimum tax credit for those prior taxable
years. For purposes of determining this excess, in the case of a tax-
payer other than a corporation, the minimum tax imposed does not
include the minimum tax attributable to exclusion preferences (i.e.,
adjustments and items of tax preference in sec. 56(b)(1) and sec.
57(aX1), (5) and (6)), and is determined without regard to sec.
5