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TALKING POINTS FOR BOB RUBIN: INTRO

I want to thank everyone for responding so guickly to our request for
options for the President-elect’s short-term economic agenda. [ thought
evervone did an excellent job -- especially considering all of the
competing demands on your time.

As you know, no decision has been made on whether to procesd with 2
short-term economic package for the remainder of fiscal year 1993,
However, if the President-elect does decide to move forward, we need to
be prepared to present him with a well-designed package.

What I would like to accomplish in this meeting is to give everyone the
opportunity to briefly discuss the initiatives that they believe should be in
the President’s short-term package.

Based on the discussions we have had to date, 1 think the package will

be composed of roughly 310 to $20 billion in additional domestic
discretionary spending, and another $10 billion in tax incentives. The tax
portion of the package, however, will probably be moved later in the
year.

Priority will be given to those inittatives with the following
characteristics:

i. Increases economic growth and creates jobs immediately: The
whole point of a stimulus package is to get the economy moving
immediately. We need to select programs that will have an impact
in this fiscal year. The President-elect has stressed the importance
of some tangible sign of activity as a result of this package by this
summer.

2. Implements the President-elect’s long-term investment agenda,
as outlined in Putting People First: We should look for
" initiatives that also tackle our long-term problems -~ such as slow
productivity growth and underinvestment in our people, our
infrastructure, and in plant and equipment and R&D.



3. High return on investment: We need to make sure that we are
selecting mvestments with the highest "bang for the buck.” For
example, if child immunization saves 10 dollars for every dollar we
invest, that’s an investment worth making.

As you might imagine, the sum total of your ;:Erroposais was much higher
than the likely size of the stimulus package. Therefore, it's very
important that you identify what your top priorities are. 1'd like to know
which initigtives you would fund if you only had a $1 billion, or if you
had one-third of your proposed budget.

Also, I think we should take to heart President-elect Clinton’s instructions
to work together as a team. Obviously, all of you will be advocates for
your Department. But we are also members of Bill Clinton’s team. We
should also be thinking about how this package will fit together -- and
how we can make it greater than the sum of the parts.

Before we begin the presentations, I'd like Leon to say a few words on
budget process, Laura Tyson to discuss the short-term economic outlook,
and (Bentsen or Altman} to discuss tax policy and other Treasury issues.

Draft 1/17/93 | !



CUTTER TALKING POINTS ON NEXT STEPS

* Although the President-elect has not yet decided whether or not o go
forward with a short-term economic package in Fiscal Year 1993, we
need to move quickly to prepare an intelligent menu of options.

* As we've discussed, the total dollar value of the options you have
submitted is substantially higher than the izkely level of the short-term

ecenomic package.

* Accordingly, I would like to have you or your deputies meet with my
staff on Tuesday or Thursday morning to discuss what your pricrities are.

* Leon and his staff at OMB will be preparing an analysis of the spend-out
rates of the proposals you have submitted.

* This Friday, I would like to hold a meeting of the National Economic
Council at the Deputies level to begin discussion of a Decision
Memorandum for the President on the short-term economic package.

Draft 11/17/52
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MEMORANDUM FOR THE PRESIDENT
FROM: ROBERT E. RUBIN i
SUBJECT: Memoranda from Laura Tyson and Alan Blinder

l

The attached memoranda from Laura Tyson and Alan Blindar
provide additional analytic context for the decisions that you
will have to make with respect o the economic plan,

Laura and I will meet with you briefly before tomorrow's
two-hour meeting, for Laura to discuss these two memoranda and
for me to give you zome additional comments that I have garnered
from varicus people whose judgment I respect on these matters.

Attachments
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SUBJECT: Why Deficit Reduction Matters?

1

This mems outlines the main economic issues that should be
considered in devising a deficit-~reduction plan. The memo vasg
prepared by Laura Tyson and Alan Blinder and wag reviewed and
approvec by OMB and Treasury. It concludes with individual
statements sketching the positions of the three agencies {(CESR,
OMB, and Treasgury} on the appropriate amount of deficit
reducticn.

1. The Relationship Between
Standards

Daeficit reduction is not an end in itself, por is it a
"jobs® program. It is a means to the end of higher productivity,
real wages, and national living standards., In shori, it is about
securing a better sconomic future for ourselves and even nore
importantly for our children.

HMost econcomists believe that a sustalned and substantial
reduction in the deficit will increase the national saving and
investment rates-~which are now guite low. Over the long run, a
permanently highsr investment rate will increass the economy’s
groduatzve capacity and raise the nation’s livzng standar&s*

This is the primary economic dustification
def1c1t,

However, the process whersby deficit reduction improves
living standaxrds is a slow one. According to our simulation
results, for example, even umder the most optimistic scenario,
cutting approximately $132 billion off ¢the 1%97 projectad deficit
would add af most 0.7% to the economy’s productive capacity in
that year. Over the longer run, the ingrease in investment made
poessible by deficit reduction of this magnitude might add as much
as 4.0% to the nation’s productive capacity by the year 2013.
That is twice the size of a typical recession, and would -
translate into significant extra consumption {private and public)
for the average family in the next gensration.



Well chosen and carefully designed increases in public
investnent, e.g. investments in education, training,
1nfras&rantare, and technology, are ancther way to increase the
goonony’s investment rate and future living standards. Although
there is a debate among economists about whether public
investnent programs have higher or lower rates of return than
private investment, most sconomists agree that such programs, if
wall~designed and exscuted, contribute to the economy’s long-run
productive potential. <Conseguently, deficit reduction at the
ayxpense of public investment is self-defeating. Some economists
go even further and arque that government deficits that finance
public investment do not raduce the economy’s overall investment
rate and are therefore not a policy concern. But, of course, our
current deflicit excsgeds public investment.

The main difficulty with relying on government investiment
rather than deficit reduction to boost future incomes is that,
unlike private investment which is guided by market forces,
paelitical factors can easily dominate the choice of public
invegstrent projects. On the other hand, the overbuilding of
commercial real estate in the 1280s indicates that private
investment decisions themselves can sometimes yield undesirable
outcomes, especially if skewed by inappropriate tax incentives.

In our view, a prudent course to lncrease the nation’s
averall investment rate includes a gradual multi-year deficit
reduction program, tax incentives to promote privats investment,
and a shift in government spending toward public investment
programs. This is the course the economic team is working teo
design.

3. The Interest Burden of Large Deficits

Almost 14% of the Federal budget {about $200 billion) now
goes to interest payments. Even if we reduce the deficit to 5225
billion by FY 1997, interest costs will rise to $280 billion—-—
the extra $60 billion is as large as the entire investment
portion of our hudget. Most talk about the enormous "burden” of
this interest is fallacious since it igneores the fact that one
group of Americans (taxpayers) simply pays the money to ancther
grmup {kondholders). But foreigners own about 18% of the debt.
o important, taxes must be levied to pay all this interest:
and such taxes both distort economic incentives and 1mpo5e
political costs.
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4. Hommuantifiable Benefits of Deficit Reduction
A. Reducing the Risks of Instability in Financial Markets

A credible deficit~reduction package.will reduce the risk of
a financial crisis coccasioned by anxieties about the growing
burden of goverrnment borrowing on national and international
capital markets. Without credible and substantial deficit
reduction, the prospects for long-run stable growth continue to
be held hostage to this risk., Indeed, many economists believs
that concerns aboub growing future deficits are a major factor
behind the persistence of high long-term interest rates despite a
weak economy. And some believe that, if we fail to introduce a
serious deficit-reduction package, there is a sericus possibility
of a financial market crisis either in the form of an upward
spike in interest rates, a collapse in the dollar’s value or a
combination of the tvo.

If avoliding a financial crisis is the major motivation for
deficit reduction, then both its size and its composition should
he evaluated in terms of their credibility as it is likely to be
judged by financial mavkets. Reducing the deficit enouah to
gstabilize the debt/GDP ratio would seem to bhg the minimum
M to allay j;ng anxieties of financial markets. The reason
is simple: an ever~increasing debt/GDP ratio is intrinsically
unsustainable. Our choice is between stopping it now or stopping
it later, and much more harshly. In this regard, it’is worth
ramambariny that very long-run progectlons show a rising deht/GDP
ratio,

B, Inproving Our Ability to Coordinate Macroeconomic Policies
with the §7

our efforts to coordinate macroecononmic policies with our 67
partners have been unsuccessful in recent years, in part because
we have brought littlie credibility to the negotiating table. Our
G7 partners have repeatedly expressed anxiety about our Faderal
budget deficits and thelir drain on global capital markets and
interest rates. By promulgating a credible multi-vear deficit-
reduction package, we take a step toward harmonizing
pacroecononie policies in ways that will beoost global growth.
© For exanple, if Japan and Germany react to our deficit-reduction
program by stinmulating their economies, the contractionary
effects would be partially offset by more rapid growth in our
gEports. ;

Large deficits restrict the government’s abllity to respond
to unforeseen economic and/or national security corises that
reguire unanticipated increases in government spending. For
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gxample, the deficit precluded the Bush Administration from using
expansionary fiscal policy to offset the recession of 1990-91.
The deficit is also likely to continue to hamper our ability to
fashion affective policies to promote economic stability and
damocracy in the former Soviet Union.

.

D. Deficit Reduction and Relations with Congre

1£f the Administration does not come forward with a deficit-
reduction plan that is credible to menmbers ¢of Congress, it is
1ikely that we will lose control of the budgetary process to
them., In particular, passage of a balanced budget amendment--
which is a terrible idea for the ecconomy as well as for the
effectivensss of the government--becomes a yeal possibility, as
does the enactment of a new and stronger budget process bill of
the Gramm-Rudman variety. .

On a more positive note, selving the deficit problem would
help alleviate the myopla of Congressional decision-makers whose
unending concern with the deficit leads them to adopt costly
short-term budgetary fixes that overlook or shortchange the
nation’s long-term investment needs.

LMx'—uf}
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The long-term benefits of deficit reduction invelve ‘=rd *‘-Lhm
potentially large short-run costs. Cutting the deficit reqnzresahH35

%, The Short-RBun Pangers of

some combination of increased taxes and reductions in valued ey
governpent programs. Cuthacks in programs hurt those who benefil S
both directly and indirectly from these government activities, €s¢ <
while tax increases reduce dzspes&bl& z&aa%a& and dlﬁtart “~
incentives. In short, both s s a . _not P
only cause 1sg reduce dema; 1 t opx
gqrowth. That is why it is bast ﬁe r&daa& tb& deficit when the 4

sconomy is strong. During periods ¢of recession or ansmic

geonoric growth, deficit reduction will further weaksn an aiready‘“*’“*
weak economy. This is the rationale for stimulating the economy

in the near term and introducing a gradual multli-vear deficit-
reduction package that hits when the econony is closer to

capacity.

As we have repeatedly emphasized in our dbriefings, it is
possible that stimulatlve monetary leiaz by the Federal Reserve

taxatlon. But it is 1mposs;ble ta prediat with any degree of
certainty what course Federal Reserve policy will follow or how
the bond mwmarket will respond to a given amount and timing of
deficit reduction. Indeed, there iz even uncertainty about
whether the Federal Reserve would be able to offset completely
the fiscal restraint implicit in deficit reduction even if it
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wanted to. There is a long lag between a monatary policy
decision and its effects on demand. Therefore, it is difficult
Lo time monetary policy actiong so that their effects coincide
with periods of economic weakness, let alone with fiscal policy
actiong.

6, How Much Deficit

Although there is widespread agreement that the deficit is
currently too large, there is considerable disagreement about how
fast we should move to reduce it. Those who argue for a fast
pace stress the need to act credibly to gonvince the bond market,
the Federal Reserve, the Congress, Ross Pexrot, and the American
pecple that we are serious about realizing our goal.
Unfortunately, each of these groups may well have a different
standard against which they will assess whether we are acting
fast encugh. The bond traders and Ross Perot, for exanmnple, are
probably leoking for much tougher action than the American
public.

Those who argue for a somewhat slower pace of deficit
reduction stress the potential dangers of strenuous deficit-
reduction measures in an economy which is likely to be
characterized by excess capacity and modest growth during the
next few years. In an ideal world, the safest strategy might be
Lo devigse a deficit-reduction plan that would ftrigger in only
after the economy reached capacity cuiput. But such an approach
would ke technically difficult ta legislate and would probably
not be credible, since observers would conclude that the
triggering date would never materialize.

CEA Position

Ag we have suggested before, an sconomically defensible
deficit~reduction package--and one which we believe will be
strenuous encugh to be credible to most obkservers--would contain
enough deflcit reduction to stabilize the debli/GDP ratio by 19%7.
Such a package would reguire an additional $118 bkillion in
spending cuts and revenue increases in FY 1997, over and sbhove
the $27 billion in defense spending cuts propesed by the Bush
Administration., This implies a total deficit reduction package
of $145 billion which is the amount of deficit reduction you have
mnentioned in recent interviews. Such a package would reduce the
projected uncapped CBC haseline deficit of $384 billion for FY
1897 by 38%. We believe that as long ag this package embodies
real spending r increasses as opposed bto Ysmoke and

rrors.” it would be a credible 51gnal to the financial markets,
to tha voters, and to the world that you are honoring your .
gommitment to serious deficit reduction.
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Such a package could be seen as the first step in a 8~10
year deficit-reduction strategy. We do not belleve that more
nassive deficit-reduction neasures between now and 18996 are
required on economic grounds. The long-term economic benefits
resulting from an additional $25~30 billion in deficit reduction
during that time frame are very small, while the short-term
economic and political risks are guite large.

As the recent CBO report indicates, the amount of time taken
to close the deficit--5 or 10 years--will actually have little
impact on the lcng—term benefits of glxmxnating tha d&fiait,
provided that def} =kag s Gregibie and 15
carried throuqh. This is because much of the rise in the deficit
expected over the next decade occursg after 1998 and is due Lo
exploding health care costs. Thus any plan to bring down the
deficit by large amounts--and held it there--in the late 1990s
and into the next century will require changes in our health care
systemn.

Treasury Positien

The CEA‘s propesal to stabilize the ratio of debt to GDP by
1997 implies a reduction of $117 billion in 1997. The Treasury
believes that this is an inadequate amount and will undermine
confidence in the your commitment to deficit reduction. You have
already stated publicly that the Administration was aiming to
reduce the original 19382 deficit of $290 billion by one half, or
5143 billion. Because of revisions in the out years, the $145
billion reduction no longer cuts the 1997 deficit by one half asg
promised in the campaign. Backing away from the $145 billion
figure will appear to be reneging for the second time on the
commitment to deficit reduction.

Stabilizing the debt to GDP ratic is too arcane a concept
for the public. However, even if stabilization were a reasonable
goal, a credible effort would reguire more than $117 billion for
at least two reasons. First, a stabilization program must
recognize the period after 1997; even with $14% billion of
deficit reduction the ratic of debt to GDP continues to rise
after 1997. Second, aiming for the minimal target fails to
account for the fact that, based on experience over the periosd
1980 to 1992, CBO has systematically underestimated future
deficits over a 6-year period by roughly $60 billion. There is a
substantial risk that the "deficit problem® will recur and that
further painful action will have tc be taken if a modest $3117
billion program were legislated this year.

" In short, the commitment to stabilizing the debt to GDP
ratio will neither bs understandable to the public nor scen as
tough enough by the financial community,
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OMB Position

wnile OMB concurs with the basic analysis in the CEA memo,
we believe that a more vigorous deficit reduction plan is
necessary. We believe that a deficit reduction package of at
least $145 billion from a baseline of 8357 billion in FY 1997 is
necessary to send a strong signal that the Administration is
sericug about deficit reduction and intends to pursue the dual
strategy of increasing public investment -and reducing public
dissaving in order to increase futurse living standards.

In addition, we share Treasury’s concern that the debt/GDP
ratio 1$ noct an appropriate criterion for selecting a deficit
target. ¥S$tabilizing the debt/SDP ratio is only a statement that

< we don't want the deficit problem to get worse. We believe that

the debt/GDP ratio must be reduced over time, which requires
particularly strong action today given the rising deficits
projected for later in this decade. We believe the deficit
should be eliminated as quickly as possible consistent with
maintaining a growing sconomy.

OMB also shares Treasury’s concern that failure to act
holdly enough now risks leaving the deficit a political issue in
1896--which would put the Administration in the unhappy situation
of payving a political price for some unpopular actions now, and
yet still being vulnerable on the déficit later. |

Finally, OMB would emphasize more heavily than the CEA our
balief that. the Fed and the bond markets will respond very -
favorably if we are aggressive enough in our deficit reduction™
plan. We also believe that the Admihistration should err on the
side of a strongey deficit reductioh position because the risks
of slippage (e.g., though unforeseen expenditures} tend to all be
on the upsids.

cc: Lioyd Bentsen, Secretary of Treasury
Renald Brown, Secretary of Commerce
Robert Reich, Secretfiry of Labor
Leon Panstia, Director of OMB
Roger Altman, bDeputy Secretary of Treasury
Alice Rivlin, Deputy Director of OQMB
Bo Cutter, Deputy Assistant to the President, KEC
Alicia Munnell, Assistant Secret&ry«ﬁes;gnat&, Treasury
Joe Minarik, Associate Director, OMB

b"‘-‘.‘
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MEMORANDUM FOR THE PRESIDENT ‘

ATTENTION: Robert Rubin, NEC
FROM: LAURA TYS0ON, CHAIR-DESIGNATE Lt
ALAN BLINDER, CHIEF ECONOMIST 3
i
SUBJECT: . "Eight Million Jobs®

1. rhe current Situation

There 15 a widespread impression that this has been a
*dobless recovery® so far., Ar one level, this is trus: Job growth
since the recession trough has been just 1.5 amillion jobs, or
1.3%--much less than in previous recoveries. But, at ancther
level, the claim is false: Jjob growth has not been particularly
abnormal .given the laggard growth of GDP. The real reason why so
fev new jobs have appeaared since the spring of 19%1 is that GDP
has growvm so little.

The attached chart illustrates this point by comparing the
19%31~92 recovery with the ayerage of the six previous
recoveries. What is measured is the amount by which GDP growth
has gxceeded employment growth--as it always does in recoveries.
The graph shows that we are now mere or less tracking historical’ -
patterns. More sophisticated statistical procedures lead to
roughly the same conclusion. '

The implication of this is that if the economy grows more or
~ less in line with the CEAR forecast, rapid jod ¢growth is about to
bvegin., Specifically, we expect a bit more than 2 million new
jobs within the next year, and apout 2.7 million in the year
after that.

2. The Eight-mii}

pur judgment is that the campaign promise of 8 million new
tobs is rsdeemable if all goes well--although, there is little
room for slippage. We estimate ok growth of 8.9 million between
the third guarter of 1992 and the third guarter of 1986 {(just
before the election) under the CEA “optimistic® forecast. Under
our "pessimistic® forecast, this drops to 6.8 million. Putting
7% weight on "optimistic® and 25% weight on "pessimistic® would
lead to a forecast of 8.3 million new jobs.

For comparison, the newest CBC forecast is looking for 8.8
million new jobs over the next four years--almost exactly the
same as ours. The November Blue Chip forecast used to prepare
Mr. Darman‘s last budget built in just 6.5 million new johs over
four years.

+

{
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3. Deficit Reduction and Jobs .

As we said in the long February 1st memo on deficit
reduction, deficit reduction should not be thought of as & “jobs
program." The goal of deficit reduction is to raise productivity
and real wages, not to "create jobs.™ We mention this not to
belittle deficit reduction; after all, real wages are the single
most important determinant of standards of living for the
ordinary American. But, if we ave to embark on a serious program
of deficit reduction to know wh

There has bheen a great deal of talk in recent days about how
many jobs might be "created® by our deficit reduction package.
The answer is: approximately zero! Here iz why.

As a matter of arvithmetic, the number of dobs iz the product
ot

{a} population

‘ ‘{b} the fraction of the population that wants tnﬂworx
(¢) the fraction of job seekers that are enployed.

In a market economy like ours, this last fraction gravitates
toward the fullwemployment number (say, 24.5%, which is an
unemployment rate of 5.5%), albeit slowly, no matter what fiscal
or monetary policy deoes. That means that any effects of -
conventional fiscal and monetary policies on the number of jobs
must be transient. The only way policy can have a permanent

effect (short of changing population growth!) is to increase the
fraction of the population that is emplovable, and part of our

investment program is devoted to this end. But the number of
newly-employable people thereby created is bound to be guite
small. ;

The previous paragraph should not be misread as saying that
fiscal policy is irrelevant to jobs, for it can have a profound
effect on e sneed at which the econon ety
employment. For short-run analysis~-which includes periods of up
to 4~5 years!--the number of jobs is indeed guite sensitive to
fiscal policy. This is the sense in which:

{a} our stimulus package will {transitorily} create about
600,000 additional jobs:

{b} deficit reduction will (transitorily) destroy jobs
unless the Federal Reserve and/or the bond market help
out. -

in sum, fiscal and menetary policy have large effects on the
number of jobs in the short run, but negligible effects in the
long run.
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MEMORANDUM
February 1, 1993
01 Prasident Clinton
FROM: Leon E. Panetta
BUBJEQT: Your guestions on the budget

Following are the answers to your guestions about the

Federal budget:

1.

*

Wwhat are the causesn of the "structural" daficit, ard in what
proportion?

As you know, the structural deficit is the deficit that
would remain if the economy were at "full employment.”

Identifying the causes of the structural deficit is a
judgment call; one person could say that we spend too much
on defense, while another could say that we spend oo much
on health, and ancother could say that we do not collect
enough taxes,

The most objective angwer comes from a comparison of changes
over time, though even that leaves room for Iudgment.
Choosing as a base year for comparison a time of high
defense spending {(say, 1988} would vield & different view
than another time of low defense spending {for example,
18793 . Further, though particular budget items might have
increased at the same time as the structural deficit also
increased, giving an appeavance of cause and effect, anyone
could argue that those program increases were wise and that
other prograns should have besen gut to compensate,

Following is a comparison of the budget from 1980 -- chosen
as a base for comparison because it is just before the
Reagan era began -~ and 1992 -- the nmost recent completed
fisval vyear:

7l



STRUCTURAL DEFICIT COMPARIBONS

Change, Percent of GOP
1980 1992 Percent 1980 1992 (hange
FUll-Employrment Revenuas BaB,O00 1,163,900 116.0%]  204%  19.8%  <0.5%
Full-Employrment hutlays 586,700 1,365,400 132.79% 22.2% 23.3% 1.1%
STRUCTURAL DEFICIT (47,5007 (201,500} 321.5% (T8RN AN 1.6%
IDUTLAYS e
National Defenye 133,995 288,361 510 8.1% 0.0%]
urman Resources
Kedicare 32,000 118,024 1.8% 20 3.8%
Medicaid 14,000 87,800 0.5% 1.0 {3.8%
Bocial Seounty 118,547 2B7 545 4. 5% 4, 5% {.4%
Oifer 148,737 2982245 55% £.1% {3, 5%
Frysical Resouroes £5,585 74,788 5% 3% % W
Hther Funclions 44008 - 74,901 1.7% 1.3% £ A%
Mot intsrast 32538 193,420 2.0% 3.4%) 1A%
Uindistributed Offsetting Receipts {19,042} {36,280} : £.8% 0.7% 0.1%
OTAL OUTLAYS 500047 138175 133.8% 2% 20.6% 1.5%
RECEPTE
Payroll Tax 138,748 385,421 177.8% 52% 5.6% 1.3%
Other 378,364 708,140 BULE% 14.3% 140 -2 3%,
TOTAL RECEIPTS 517,112 1.08%1.631 111.1% 16.8% T18.45% -1 %
IDEFICIT 73,835 200,180 RE8.0% o B% 4. 9% 2%

GDY l4crgnse



As you can see, between 13880 and 1992, the structural
deficit increased from 1.8 percent to 3.4 percent of the
GDP, or an increase of 1.6 percentage peints. Over that
same time, ocutlays increased by 1.2 paraant af GDP, anﬁ
revenues deCTIREd BY IT0 pereent—of g
deTICItTBY 2.2 percéfitage polnus. {Th& thra 8 &
ercentage point increase in the actual defiTit-over—the
structural deficit means that tHE CCORDRY HOVESTETher from
~fudt eREIovHent y—that—change-was—cycltoal, nOT BCFGCLOTal. J
“ore-fight say, because the actual increases of cutlays and
revenues were of about the same size as a percentage of GDP,
that the outliay and revenue contributions were about squal.

However, a closer look tells a more complex story. _The
w£§§§§§§MQEQX§ﬁd spending categories -- Medicare, Medicaid,
and net interest ~~ accounted for more than the total

crease in outlays by a wide margin. Those threé programs
IncYcaseaTey 2z 8 parcent of GDP, while other outlays
decraased by 1.6 percent of GDP (Medicare’s 0.8 percent plus
Medicaid’s 0.6 percent plus net interest’s 1.4 percent,
minus the total increase of 1.2 percent). Defense spending
increased substantially as a percentage of GDP from 1980
until 1986, but then began to decline, ending the period
where it began. However, that temporary bulge in defense
spending 4id increase the structural deficit by increasing
the net interest cost of servicing the debt.

Dn the other side of the ledger, revenues other than the
11 tax (with the payroll tax deTined €8 iRETUET The
full CASDHI tax plus railroad retirement contributions)
fdecreasgd by 2.3 percent of GDP, while the payroll tax
increased by 1.3 pé?EEﬁt“ﬁr‘Gﬁ?* —
(g-‘"
Looking at both sides of the ledger, Social Security outlays
increased as a percentage of GDP, but“ESTTST SSGUrity
revenuves also increased, so that this program take
whole did pot add to the red ink.

L MM -
[Please note that the structural deficit is defined here to
exclude deposit insurance -- both because it is a temporary

bulge in the deficit, and because it is a transfer of
financial assels rather than an end use of actual resources
{laboy and capitall in the economy.]

@2%§§£gwggg§g§g§ﬁvazy, the view is basically the sane.
Foeildwing is another table ccmparingafégfmﬁﬁﬁ*mv?ﬂﬁ“”?This
table is calculated by CBO rather than OMB, and s0 concepts
are slightly different but do not alter .the story in any

meaningful way.) M%%W&
&é&&h&«N«u;éggpéﬁ%égggggfmggg’ ateé affected by
roundingj, wi e ; caid and net interest legading
the way. OCOEHET outlays ally decreasing

the deficit.
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STRUCTURAL DEFICIT COMPARISONS

Change, Percent of GDP
19m2 1908 Percent 1880 1992 {Change

STRUCTUIRAL DEFICIT 2.5 350.5 713495 3.4% 4, 5% 1.0%
OLTLAYS

EE}Escmtionary {Total} B3t $584.0 8.7% 2% 7.4% -1 7%
Marwiatory

Medicare 1384 2585 $00.2% 2.2% 3.3% 1.1%

Madicad 7.8 1480 115.3% 1.2% 1955 §.7%

Social Security 2851 3830 35.0% 4.9% 4. 5% 0.0%

Other 7289 2610 14.0% 3.9% 3.3% 0.6%

posit insurance 28 1.0 4584 6% D.0% 3.4 %, -0, 2%

Nut interest 199.4 2320 48, 4%) 3.4% 3.7% 0.3%!

tndistibuted Ofisatting Receipts £8.8 780 13aw] 2% 4 0% 0.2%

TOTAL QUTLAYS 15818 1838.0 33,1%] 23.5% 23.4% -, 2%
[RECEPTS

Payroll Tax 4137 553.0 35,1%)| 7.0% 7.1 % 0.1%;

Other 5779 923.0 36.1% 11.6% 11.7% 0.2%,

[TOTAL RECEIPTS 1091.8 1482.0 35.8% 18.68% 16,8%) 0.2%,

DEFICIT 292 as7.0 23.0%: 4.9% 4 5% -0,4%




How much have revenues grown in each of the last four years?

Bame Ffor expenditures, by area? .,.by department?

‘Following are data that show the growth of revenues and

putlays.

Perhaps the most meaningful revenue figures are expressed as
percentages of the GOP., Total Federal revenues have
declined from 19.2 psrcent of the GDP in 1389 to 18.8
percent in 1982, Individual income taxes fell from 8.6
percent of the GDP to 8.1 percent over the same period;
corporate taxes fell from 2.0 percent to 1.7 percent., This
decline is the typical outcome of recession, when individual
incomes and corporate profits fall. Hote that the total of
all other taxes actually increased slightly as a percentage
cf the GODP,

On the osutlay side, the figures reflect the overall
budgetary trend of increased health care costs and net
interest, with most other exwpenditures close to flat
relative to the economy. (Note that the Treasury is given
departnental responsibility for net interest payments.)
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Heceipts and Oatlays by Source

Duitlavs by Seperfunction

Defense

Health

Madicare

Social Security

Other Human Resources
Physical Resources

Net Interest

Other Functions
Offsetting Receipts
Fotal

Defense

Health

Medicare

Social Security

Other Human Resources
Physical Resources

Net Interest

Other Functions
Offsetting Receipts
Total

1991

Pereont Change

1989 1990 1992 1982.92
(billions $)

303.6 299.3 2133 2984 -L7
48.4 $1.7 112 85.6 g5.1
85.0 98.1 104.5 119.09 40.1

2328 2486 269.0 2815 237

2028 2149 2450 2718 368
81.1 125.5 134.5 74.8 3.7

168.3 184.2 194.5 199.4 185
57.8 60.9 . 74.9 296

372 -36.6 -39.4 -39.3 -5.6

11432 12827 1323.8 1381.8 209
Difference in

{percent of (GDP) Percentage points

5.9 5.5 49 51 0.8
A i1 1.3 1.5 0.6
1.6 1.8 1.9 z.0 0.4
4.3 4% 5.2 hE 11
iz 4.2 4.7 5.4 1.4
1.6 2.3 24 13 0.3
33 34 3is 34 0.1
11 i1 . 13 1.3 6.2
.7 8.7 £0.7 0.7 0.0
221 229 23.5 23.5 1.4



Receipts and Outlays by Ssurce

Receipts

Individual Income Taxes
Corporate Income Taxes
Employment Taxes
Other

Total

Individua! trcome Taxes
Corgoraie Income Taxes
Employment Taxes
Other

Total

Percent Change

1988 1890 1591 1992 1989-92
{biillions %)

4457 4669 467.8 476.5 6.9
103.3 23.5 ;98,1 1600.3 2.9
3329 3539 3HLS 3855 15.8
479 55.5 49.9 556 16.1
990.7 1031.3 1054.3 10916 10.2
‘ Difference in

{percent of GDP) Percentage poinls
8.6 g3 83 8.1 .5
29 1.7 1.7 1.7 0.3
6.4 6.3 . 6.8 6.6 0.1
0.9 1.4 0.9 8.9 0.6
182 189 18.7 is.6 4.6




Receipts and Outlays by Soue

Outlsvs by Agency

Leglsiative Branch

The hudisiary

Exec. Office of the Presidest
Funds Appropriated ¢ the Pres.
Agriculture

Commerce

Defense-Military

Defense- Civil

Education

Inergy

Healih and Human Services-eccept Soc. S

Tiealh and Human Services-Son, Sec.
Housing and Urban Development
Interior

Justice

Labor

Siate

Trangporistion

Treasury

Voterans Affning

Enviropmenial Protection Aganey
Genaral Rervices Admindstration
NASA

Office of Personne] Managunens
Small Business Administzation
Other Independent Agencies
Undistributed Qffsetting Recuipts
Total Crutlays

Legislative Branch

The Judiciary

Exec. Office of e Prosidant
Funds Appropriated ¢ the Pres,
. Agriculiure

Comunerce

Defense-Military

Defense-Civil

Education

Energy

Healsh and Himag Servizes-etoept Soc, Sece

Hesalih and Human Sorvices-Soc. Sec,
Heusing and Uskan Development
Intetioy

Juslice

Labor

Stale

Transportation

Treasury

Veterans Affamns

Envirorsnental Protection Agenty
Genersl Services Administretion
NASA

Office of Personne! Monagement
Serall Bosiness Adminigtrating
Other Indepeodent Agencies
Updistribured Offetting Reczipis
Total Outlays

Percent Change

1989 1988 1 149932 1989.92
(hitlions §)
2.1 2.2 23 2.3 213
t 5 18 P 3 4.3
8.1 82 6.2 42 532
4.3 11 L7 it 1398
483 460 £4.1 383 16.%
2.6 3.7 26 28 0.2
1549 2888 2618 864 2.8
235 250 6.5 283 0.3
1.6 231 253 268 05
11.4 12.1 12.% 5.5 353
1723 193.7 2180 2580 49.7
2275 245.0 266.4 281 .4 237
19.7 202 23R 24.5 243
52 is &1 6.6 257
6.2 6.3 %2 &8 1.7
227 283 34.0 412 108.2
3.7 4.4 4.3 50 34.5
2.6 2848 308 32.8 224
2384 2552 2763 2934 273
308 %4 313 339 12.8
4% A% 5% £.0 213
-85 33 6.5 0.8 2013
ii1g i2.4 139 14.0 265
291 319 343 334 22.4
¢.1 .7 4.4 44 363.8%
25 4.3 .2 155 43,6
-89.1 B2 R ~FHOG 1178 =315
1143.2 1252.% | KA 1381.%8 2039
Difference in
{percent of GDE) Pereentage points
0.0 0.0 0.0 ot 0.6
0.6 0.0 0.0 .0 0.8
0.0 0.0 0.0 0.0 0.0
041 0.2 0.2 0.2 0.1
05 09 1.0 it 0.2
g 0.4 .0 0.0 .0
£ 5.6 51 5.5 0.2
0.3 03 .4 8.5 8.1
54 5.3 4% 4.5 4.4
g2 2 0.2 2.3 O
33 i3 42 50 1.7
4.4 47 L% 5.4 1.8
G4 G4 G4 4.5 0.
&1 &1 6.1 4.1 0.6
a1 & 18 ) 8.2 8.3
8.4 8.5 0.7 0.9 8.5
8.1 &1 {1 0.1 8.8
&5 8.6 0.5 {1L§ 1.1
4.5 4.9 53 37 £.2
0.6 0.6 0.8 0.7 G¢.1
0.} i} 0.1 Q0.4 0.6
-0.0 «0.0 1.0 0.0 0.8
0.2 0.2 0.3 0.3 0.1
0.6 0.6 0.1 07 a1
0.4 0.¢ 0.0 T 0.0 0.0
0.& | L& 4 0.3
-1.7 -1.8 w2 ~2.3 -0.5%
221 229 218 23.5 t4



Iz the deficit measured by budget authority or actual
outlays?

Qutlays. The deficit is a cash concept, and therefore is
measured using cash spending {outlays) rather than the
authority to spend in the future (budget authority). ~Note
also that outliays (cash going out) is the conceptual analog
to receipts (cash coming im).



Need a detailed account of differences between this plan and
Putting People First -- e.qg., deficit projections bigger by
in each of 1994-97; revenues estimated in PPF wrong by

___in __  area (e.g., foreign corporations); investment
reduced by in area; revenue growth estimates wrong
by __; spending cuts in ____ off by __ ; tax cuts different
by  in ___ area.

Putting People First was written for fiscal years 1993
through 1996; the current budget plan is being written for
1994 through 1987. Therefore, numbers do not match
perfectly. :

As you know, the deficit baseline has deteriorated
significantly since PPF was written. Because it was written
for different fiscal years, an exact comparison is
impossible; but the total-bassli deterioration for 1597
would be well in e¥Xcess of $10glg$TTT6h. “Al1l budget

Torecasters committed essentially this Same error.

The attached table highlights the differences between PPF
and the current plan with respect to policy changes, simply
mov1ng the PPF numbers out one year to make them line up
with the current plan. In the table, all policy changes
that reduce the deficit are shown as minuses.

The table shows that the investments have been trimmed, but
by shrinking amounts over time. This reflects the fact that
many of the investment programs come on line a bit more
slowly than PPF assumed.

Also, because of the baseline deterioration, we have been
forced to provide more deficit reduction in every category
than was contemplated in PPF. The early years show smaller
cuts in nondefense discretionary, however, again because
those program changes take some time to take full effect.

r
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(in billions of dollars)
1993 1994 1995 1998 1997
Putting People First (delayed one year)
Spending Increases: :
Stimulus and investment...... 42 54 59 64
Spending Decreasas:
Discretionary.........cccecieeeeeies -22 -26 -30 ~38
Entitlements............ccceeeevsirens -5 -7 -8 -8
Revenus Increases.......c.c.cccwevee =31 =37 =39 —~43
Total Proposals.......eeinee -16 -16 -18 —25
Current status
Spending increases:
Stimulus and investment....... 15 24 34 43 51
Spending Decrsases: )
Discretionary......ccecierviinenes - -10 ~20 -33 -43
Entitloments..........ccccrceecircnee - -13 -25 -38 -51
Revenue Increases.................... - =37 o =70 ~76
Total Proposals.................... 15 =37 -74 -98 —-119
Debit Service.......iccmeerecrmnnrerennns 0 0 =2 =7 ~14
Net Deficit Reduction.............. i6 -36 -76 -106 -133
Difference
Spending Increases:
Stimulus and investment....... 15 -18 -21 ~-16 -13
Speanding Decreases:
Discretionary........c.emerceneee -_—- 12 6 -2 -5
Entitlements...........ccoccce...... - ——— -8 —18 =31 -43
Revenue INnCreases.......c.cceveeever _— -6 -25 -31 -4
Total Proposals.....cc.eeeaens - -21 ~58 -80 —-94



For proposed revenue raisers and spending cuts, need to know
who gets hurt (by income level expressly) and whethar they
have been cut in budget actions of last five years.

Treasury (for revenues) and OMB (for spending} are preparing
detailed analyses of the distributional effects of the
current plan. Please not& THAL TOF SUWS-Tax changes and
many outlay changes, the precise distributional effects are
very difficult to determine. For example, a significant
share of alcohol consumption is a business expense, and it
could be passed on to consumers or absorbed as lower
business profits; and government worker~training
expenditures benefit both the workers and the businesses
that hire then.

Pending that detailed analysis, there follow five tables.
The first pairs the comparable spending changes from the
1890 budget reductions {the Omnibus Budget Reconciliation
Act of 1590, or LBRA 18%0) with the current plan. It shows
that the proposed cubts are for the most part targated at the
more well-to-do program recipients -- probably to a greater
extent than OBRA 19%90.

The second and third tables show the distributional effects
of taxing 85 percent of Social Security at current
thresholds, and allowing COLAS at CPI winus onse percent.

The income taxation of Svcial Security benefits is
distinctly progressive. For Federasl employess and retirees,
the COLA restriction alse is significantly progressive.
Among Social Security beneficiaries, it is slightly
regressive. OCur COLA restriction on the last dollars of
Social Security benefit, based on poverty thresholds, may be
less regressive; we are preparing detailed analysis of it.

The fourth table compares the revenue provisions of OBRA
1990 with those now under consideration. It indicates that
the vast majority of new provisions bear most heavily on
upper—income individuals and on corporations; only a small
portion of the total revenue take is comprised of the energy
taxes and "sin" taxes.

The £ifth table refers only to the tax provisions of CBRA
18530, and shows that they were progressive =-- decreasing the
percentage of income paid in tax by the lowest income
categories, aml increasing it for the others, and especially
for the most well~off. Given the favorable comparison
betwzen the particular tax cuts in the current plan and
those in OBRA 1$90, it is reasonable to expect that such a
distributional table for the new plan would be at least as
attractive,



avings:
1IB80: CCC commodily provisions..........

00 G8L 10f0rms. niini s
0 Medioars. . ovccieiinnrereranaes RN

00 CBRE Lump sy i

xpansions:

B0 Merdieaii.. oo e e renr s e
K} Barned income tax credite. ..
OO BB i ara e i

ROPOSED SAVINGS:

1I80: COC: Total income over $100,000
507 Limit payments to $50,000..........
150 Other CCC reforms. e v

i Direct stadent 10805 s rens
370 Medicare:
{1} Maintain 1986 SM premium with

(2} 30% coinsurance when Medigap
pays zome beneficiarnies. .o ooianoas

3004850: Social security and retirement
QpUON 2. i is e ey

1.7

-#2.2

ik
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S op R

Savings

18994-98
-1.4
1.0
-5.3

~10.9

-32.4

e 2o g Fiihd
Bathiwe
BABUDUNCLEVOTIA

EFFECT 8Y INCOME CLASS OF Q8RA 1990 CHANGES AND PROPOSED SAVINGS

foutlays in bhillions)

Comments

The. main grovision reduced base payment acres by 15 percent for ail farmers.  This would
probably hurt small farms more than large tarms. Small farms are generally in the lower
hatf of the income distribution.

Mo effect. Provisions primarily eliminated high-default schoels from the program and did not
affect beneficiaries.

increased Part B deductible from 875 10 $104; fixed premiums for 13531-95. Ney effect by

incame ciass is not clear, but deductible increase would be regressive. _

o changs by income ciass. Provisinn required benefits 10 he in annuity form, not lump sum,
through 1985,

These four expansions ingreased benefits 10 the poor o7 Near poor.
These four expansions increased benetits 10 the poor or near poor.
These four expansions increased benefits to the poor or near poor,
These four expansions increased benetits 1o the poor of near poer.

Would affect upper inceme groups.

Would affect primarily the upper income groups ar large farms,

Many of these propesals eliminate payments to farmers who chaose not to grow crops, The
effect by income class is not ¢lear, but the reductions would probably affect higher income
groups more than lower income Qroups.

Na'effect. Savings regylt from revised administrative provisions and do net affect beneficiaries.

This provigion would ingrease promiums by the same amount for afl beneficiaries. Thus, ss s
percent of income, the low income grouns would be affected more than upper INCOME JIoUDs.

This provision would increase the cost of additional private insurance. Some woudd no longer
purchase such ingurance angd tharefore would use fewer services or finance madicare gaps
and goinsurance from put-ohpocket expenses. This would aot affect the poor, whose
medical expanses would still be pakd by medicaid. Probably o proportional effest by income
class.

See attached tabla. Social security reductions are generaily propartional to the distribution of
social security benefits. Since more than half of social secutity benefits go to the bottom
40 percant of the income distnbution, the cuts are slightly regressive,



INCREASED TAXES PAID WITH 8% PERCENT RULE ON TRAXABILITY
GF SOCTAL SECURITY AND RAILROAD RETIREMENT [SS5~-RRR}
Estinates for 1934, Based on 1591 Data from the March 1892
Current Population Survey
{Only households with S5-RRR recipients tabulated,}

HUMBER OF
HOUSEHOLD FILING RASELINE INCREASE PERCENT SHARE
QUINTILE: URITS TAXES IN INCREASE OF
PRE-TAX WITH 88~RRR  PAID (%) TRXES IN TAXES INCREASE
INCOME {(millionsy (bils.$) {bils.$) {%) {%)
TOP 2.35 $21.4 $2.384 +311.1 % 4.5 %
4 2.91 1.5 1.445 +19.3 % 33.31 %
3 4.84 4.8 .541 +11.4 % 12.4 %
2 7,56 1.6 L0062 o ¢
BOTTOM 8.73 L1 0 0 0
IN GROUP
QUARTERS {.09} {negl.} {0} [0} {03
TOTAL 26.48 $35.4 $4.372 +12.3 % 100.0 %
o A

{*} Note, estimates do not yet correct for underreporting for
Estimates do not include
imputed tax exempt interest in SS-RRR taxability calculation at

any income type, including SS~-RRR.

this tine.

Update to new economic assumptions of 01~29~93 will

shortly include & range of estimates, to deal with the above

issued,
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BARLWH
SARUDANCLEVOY A
COLA AT CPIMINUS 1

Pie-tax cash Total Totat Social Federal Fadaral
incoms Total soeial NCOMY security retiraos’ employees’
quintile Heome sagunty, losses lpsges losses losses

Bottom 3.8% 24.3% 14.0% 22.8% 2.9% 0.5%:

Sacond 8.6% 30.8% 25.5% 31.2% 14.6% A.7%

8liddie 18.8% 21.6% 18.3% 21.9% 20.7% 12.0%

Fourth 24.2% 12.8% 18.1% 13.2% 25.5% 28.9%

Fifth 48.5% 10.5% 283% 10.8% 38.3% 54.8%

From 1/34!93 memo frome Rich Bavier to Barry Andsrson frevisad),

NOTE:
-- The iable iflusteates the first year of the "minus-one” provision, but the iater yeass and the six-month delay
effects woulg not ook vary different.

— The social security COLA-1 percent propossl takes proportionslly more o the gpper quintiles because their
benefits tend to averape a Htile larger,

- The poverty effects of the Federsal retizement dnd Federal pay changes soe smoll, Federal retireas, and
especially Federal emplioyees, tend t0 have incomes that put them relatively high in the distribulion.



TAXPAYERS HRURT BY REVENUE TNCREASBES CONTAINED IN THE
OMNIBUS BUDGET RECONCILIATION ACT OF 199¢

Receipt Effect
{billions of §)

Incremse in maximum marginal individual income tax rate: The maxinmum
marginal individual income tax rate was increased from 28% to 31%
for families/singles with taxable income greater than $194,000/
$114,000 in 19%1. The AMT rate was increased from 21% to 24%.
The AMT is applicakle to income in excess of the exenption amounts
of $40,000 for families and $30,000 for singles...... chera s 29.5

Limit itemized deductions: Otherwise allowable deductions were reduced
for taxpayers with adiusted gross income in excess of $100,000 in

1991»0Dowusv¢quc!vlwdwQ-wewuwa»lActqlr«»wtvwvn--nv»-:-»we«*uw!a«vqb-boo»w« }«l.{}

Phase-out personal exemptions: The deduction for personal exemptions was
phased-out for families/singles with adjusted gross income in
exCESS Of $150f000/$100’000 in 1991-”\”0‘ﬂn‘ﬁ'.I.In!"‘».&»‘*'...luQQD“ 10.0

Increase anmount of wages and spalf-amployment income subjisct to the medicare
noapital insurance payroll tax: The maximum amount of wages and selfw
employment income subiect to the medicare tax in 189%1 was increased
frc}m 353;40{}_t0 $},2§;Q§O«-.*:-’;'o‘i'otwoatanso.-.v»qsot»atn«a,orcqc’w»wa ‘”“M‘«3§0v3- .....

Increase excise taxes on dAistilled spirits, beer and wine; Excise taxes on
distilled spirits were increased by $1.00 to $13.50 per proof gallon.

Excise taxes on bheer generally were doubled from $38.00 to $18.00 per

barrel. Wine, which generally had been taxed at rates ranging from

$0.17 to $§2.40 per wine gallon, is now taxed at rates ranging from

$1.07 to $3.30 per wine gallon., While affecting all income classes,

these taves tend €0 D& YegresSsive.. .covnvasan cresransanaaens s s 11.0

Increass tobaceo sxclse taxes: Excise taxes on all tobacco products were
inereased by 50% over two years. While affecting all income classes,
th@ﬁ?e taxes tend t(} ha regrESSiveo L N B B L e B L L I I I O B L B LI B I B B B 5" 1



.

Increase highway and motor boat fuels excise tax: Excise taxes imposed on
gasoline and special motor fuels used in highway transportation and
motor boats were increased from $.09 to $.14 per gallon. The excise
tax on diesel fuel used in highway transportation was increased from
$.15 to $.20 per gallon. While affecting all income classes, these
taxes tend to be regressive. v ii i e eeseeennnnnnnee theresesasvacsass + 26.8

Extend telephone excise tax: The 3% tax imposed on local and toll tele-
phone service, which was scheduled to expire after December 30, 1990,
was permanently extended. While affecting all income classes, this
tax tends to be regresSsSive. . s ettt iiereetoracrssonsesonsonsassassans 16.1

Impose excise tax on certain luxury goods: An excise tax equal to 10%
of the retail price in excess of specified thresholds was levied
on the following: automobiles above $30,000, boats and yachts above
$100,000, aircraft above $250,000, and furs and Jjewelry above
$10,000. Because of the thresholds and the items taxes, these
taxes tend to fall on high income individualsS.....eecceesaannanas 2.0



TAXPAYERS HURT BY REVENUE PROPOBALS
CURRENTLY UNDER CONBIDERATION

Receipt Effect
(biliions of $§}
i994-19%8

Increase in maxinum marginal individusl income tax rate: The maximum
margipal individual incoms tax rate would be increased from 31%
to 36% for families/singles with taxable income yreatey than
$140,000/5115,000 in 1994, The ANMT rate would be increased
From 24% L0 2BY . e rarasesaresceansonsosessesncncannatanasstamnanssssss . £5.1

16% individual income tax surcharge: A surcharge of 10% would bhe levied
on adjusted gross income in excess of $1 mIllioN.....siesesncrrnrcncan 8.5

Extend phase-outs of itemized deductions and personal exeamptions: The
current law phage~outs of the benefits of itemized deductions and
personal exemptions would be extended bevond their current law
expiration dates of December 31, 1995 and December 31, 1996,
respectively, Taxpayers with adjusted gross incomes in excess of
$108, 000 would be affected by the itemized deduction provision.
Families/singles with adjusted gross income in excess of $163,000/
$108, 000 would be affected by the personal exemption provision....... 17.8

- --- - - Repeal HI wage -basa: The cap on -wages and self-employment - inceme. subject. .. - [ -
to the medicare tax would be repealsd in 1994, This would affect
individuals with income in excess of $140,700.. 0 vvvnorcsacosncsrorns 27.8

Include 85%, rathar than 30% of social security benefits in modified
adjusted grogs income for Fedsral income tax purposes: 85% of social
security and railrvad retirement Tier I benefits would be included
in taxable income and subject to income tax at the current thresholds
of $32,000 for couples and $25,000 for single LaXDAVRIScvavrerennnre 29.1

Increase in aloohol and tobacco excise taxes: The specifics have not been
worked out. While affecting all income classes, these taxes tend to
be regregsive¢«00nﬁﬁﬁb§.§’ﬁf0".0‘&‘&# cccccc 4 F k2 AR A H KR MR R W R H KW R R R F AW 23‘2



Broad~based energy tax: The specifics have not been worked cut. while
affecting all income classes, these taxes tend to be regressive.....

Extend $.025 pesr gallon highway and motor boat fuaels excise tax: Under
current law, 5.025 per galion of the excise taxes on highway and motor
boat fuels is scheduled to expire on September 30, 19%95. Under. this
proposal the additicnal tax would be extended., While affecting
all income classes, this tax tends to be regressive...c.cvviirsensias

B2.3



SUMMARY OF DISTRIBUTIONAL EFFECTS, BY INCOME CATEGORY /1
Revenue Provisions of the Omnibus Budget Reconciliation Act of 1990
(1990 Income Levels)

Changes in Federal Taxes Federal Taxes |Effective Tax Rates
Income Category 2/ Federal Linder Under Prasent

Taxes 173/ Present Law/4 |  Proposai /1 /4 Law | Proposal
Bitions | Percent| Billions | Percert! Billions | Percent| Percent] Percent

Lessthan $10.000.] ~$0.3] -20%| $14.2] 156%] $140] 18%| 13.3% 13.14%
10.000 10 20.000..... -2 4] «3.2% 658 756% 837 7.2% 156% 15.1%
20,0600 10 30,000, 1.8 1.8%! 1025] 11.9%] 1043] 118%| 18.4% 18.8%
30,000 10 40,000.,... 23] 20%] 1158 134%] 1181} 134% 200% 20.4%
403,000 10 50,000.... 18 20% 8781 10.2% 897 10.2%, 214% 218%
5000010 75,000... 28 1.5%) 1728] 20.0% 1753] 18.9%) 24.7%] 251%
75,000 10 100,000, 1.4 21% 865! 7.7% 680 7.7% 258% 26.4%
100,000 10 200,000.. 247 23%! 1044 121%] 1067 12.1%) 26.2% 26.8%
200,000 and over..... 841 BI%] 1333 154% 1417] 1B1% 252% 26.8%
Total, sll taxpayers,.|  $18.31 2.1% | 388321 100.0%] $881.5] 100.0% 21.8% 22.3%

Source: Joint Committee on Taxation

1/ Distributional analysis includes effects from the Budget Recondiliation (H.R. 88385). RHevenue Provisions with
respect to beer, wine, and distilled spirits taxes, tobacco tax, motor fuels tax, telephone tax, increase in Hi wage
cap, increased indvidual and AMT rates, phaseout of personal exemption, lirmitation onitemized deductions, individual
AMT componenrt of oil and gas production incentives, increase and medification of the EITC, child health insurarce
tax credit and increase in the standard deduction for tax payers with children under 1 year old. Analysis does not
take into account any effects from changes in taxpayer behavior.

2/ The income concept used to place tax returns into income categories is adjusted gross income (AGH plus: (1)
tax—exempt interest, {2) employer contributions for health plans and life insurance, {3} inside buildup on lite
insurance, {4} workers' compensation, {5) nontaxable social security benefits, (8) deductable contributions to
individual retirement accounts, {7) the mirdmum tax preferences, and (8) net losses in excess of minimum tax
preferences from passive business activities,

3/ Estimates of total tax liability presented in distributions will not match estimated changes in receipts because
of differing time periods {CY 1890 vs, FY 188195}, because of varying patterns of fiscal year receipts.

4/ Distributions represent combined effects of individual income taxes, payroll taxes, Federa! excisg taxes, and
estate and gift taxes. For the purmpose of distributions, the full burden of payroll taxes is assigned 1o employeges,
Excise taxes are assumed o be borne fully by individuals either directly through purchase of the taxed commodity or
indirectly through higher prices on all commodities as businesses pass along these added costs. Because of the
uncertainty concerming the incidence of the comporate income tax, it is excluded from this table, Information in table
exciudes ingdividuals who are depenents of other taxpayers.



Measured by actual outlays the investment program soenms
anemic and much less than anyons recommended at the EBoonomic
Conference -= $30 billiion after all is only 172 psrcent of
GDP. How ¢an wa credibly claim to be astimulating anvithing
but PR? How many jobs will be crsated by what expenditures?
What gets the guickest return? bast dollar/icb creation
ratioc?

There is a wide range of opinion on an appropriate economic
stimulus at this time; the $5¢ billion figure that you heard
at the Economic Conference is the top of the range, while
other economists would argue that there should be no
stimulus at all., We have come down on the side of a smallw
to-moderate sized stimulus for the following reasonss

First, a stimulus that frightened the boeond markets because
it was too large, and engendered a tightening from the
Federal Reserve, would be counterproductive. The apparent
consensus of the markets is that a $20 billion to $30
billion stimulus is in the right ball park. Excesding that
range would be risky, especially because the markets will
not kelieve the ultimate deficit reduction package until
they see it enacted into lawv.

On the other hand, even a $20 billion to $30 billion
stimulus is worth doing. Even though it is not large, it
does increase economic activity, and thus provides a wargin
of insurance against a triple-~dip to the recession.
Furthermore, the individual program increases -- WIC, Head
Start, immunizations, full funding for ISTEA, youth summer
jobs, CDBG assistance to States and localities, and so on «=-
will provide real benefit to persons and sectors of the
ecenomy that are hurting.

There are constraints on the size of a stimulus package,
Even the most meritorious programs can expand only =o far in
a short time. This is particularly true of the physical
investment programs -- ISTEA and other public works.

Pushing farther riske that monies will be used for low-
priority activities, or will be shifted to pay for projects
that were already being undertaken -~ with no net stimulus
to the economy. We believe that our gpending progranm
cholices are just about to the limit of what they can
preductively do. ,

The formal briefing materials prepared ky OMB will provide
the Jatest outlay and obligation figures, as well as job
creation estimates, for each of the stimulus prograns.

§



Beyond 13%97:

What happens to the deficit in the next four years if
health csare ia under inflation aad‘population growth?

What about moving up Social Security retirement age
increases to start in 199772

How mueh does indexing contribute to the structural
deficit, a.g., if you give back inflation revenues to
taxpavers you don’t eliminate inflation from government
coste -~ salaries, light bills, weapons, etc..

Ditte for declines in corporate tax revenues,

As the following table shows, holding Federal health costs
to the rate of growth of inflation and populatich would

’fggggﬁgﬁwﬁﬁﬁrmaua»sav&ng The only caveat is Uhat we Still
ed to find th@wggfzzfmm to achieve that goal without

excessive costs in the guality and availability of health
care. |

Moving up the Social Security retirement age increase would
provide savings -~ for a time. Once that increase would
have been fully in effect snyway, the savings go Lo zero.
The attached table shows the long-ternm effect if the
retirement age is increased to 67-1/2 instead of 67 years of
age,; those long-term savings are substantial.

Putting the Medicare eligibility age up along with Social
Security would provide even larger savings. However, this
policy would impose a significant strain on smployers and
individuals unless a new National system is enacted to
provide coverage. At present, many early retireses either
loge their employer~based coverage or add aanszdarably o
their emplovers’ health insurance costs.

Individual income tax indexation does slow the growth of
fFedera) revenues. Howaver, indexation does not hold
revenues oonstant in nominal terms, but only in inflation-
adiusted terms. In other words, if a workers income
increases with inflation, his indexed income tax liability
also increases with inflation; without tax indexation, his
income tax liability would increase faster than inflation.
S0 even indexed income tax liabilities should keep up with
the cost of goods in the economy; what has gone wrong in
recent years is that income growth has been s$0 slow.

Corporate income tax revenues are not explicltly indexed;
their behavior during inflation is erratic. On the one
hand, depreciation allowances do not keep up with inflation,
and so taxes can increase faster; on the other hand,
interest cost deductions can increase faster during
inflation, which can slow tax growth,



LONG~RANGE QUTLAY I1SSUES

Hotd medicare and medicaid 10 infiation
and population begtaning in 1997:
Defici, |
F’emmt {",if GDP
Reduction from baseline..,

Percent of GDP...

............................

Freeze all COLA'S E}egmnmg in 19497:
Deficit...

Parcent of ("S*i}?’

Recuchon from baszaim&v.‘.‘..,.‘.,,.,‘,

Percent of GDP.........

Raise Social Security retirement age to
67 1/2 on accelerated schedule
beginning 1997;

Deficit...

Percent of Géf—*

Reguction from base%me.,. .
Percert of GDP. e
Tie Medicare eligibility to Social Security
retirement age:
heginning 1997:
Deficit...

Percem of Gi}?

Reduction from basei @‘,...

Percert of GDP

»»»»»»»»»»»»»»»»»»»»»»»»»»»»»

Adderda:

Baseline deficit. ...
Percent of GDP...oooviiivirinnnn.
GDP.reiireer s

4201193

{billions of doliars)
2000 2005 2010 2015 2020 2025 2030
-390 -470 -632 -982 1570 -2421 3587
46% 45% S0% 66% 90% 11.8% 14.9%
108 328 682 1217 2010 3236 5088
~1.3% ~32% -54% -~81% —11.4% ~157% ~21.1%
~443  ~B40 1004 -1656 2700 -~4230 -B500
52%  6.4%  80% 11.1% 154% 205% 26.9%
56 159 310 543 889 1427 2175
e =07% —15% ~25% -36% -51% -69% -9.0%
-408  ~797 —1307 -2176 —3546 5580 —8544
58%  7.7% 10.4% 145% 209% 27.1% 35.4%
0 2 7 23 43 77 433
0.0% -00% -01% -02% -02% -04% -05%
~498  —789 -1204 -—2i68 -3491 -—B479 8405
58%  7.6% 103% 14.4% 19.9% 26.6% 34.8%
1 10 20 41 98 178 270
—0.0% -~01% —02% -03% -086% -09% -1.1%
—499 ~789 -1314 -2189 -3580 -5657 —8675
5.8%  7.7% 10.4% 347% 20.4% 27.5% 35.9%
8553 10415 12609 14973 17582 20580 24141
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‘chruary 1, 1993

MEMORANDUM

To: Distribution List
Fr: Ricki Sesdman
Re: Coordinated Effart to Promote Economic Plan

As we discussed at the political meeting this cvening, we need to launch an all-
out effort to develop support for the President’s economic plan thut will be announced
on February 17, 1993, Your departivient should prepare a memo with two components:

v suggestions for message/approach that are inportamt 1o the
constituencies/concerns with which you are dealing, and

& a list of proposed activitics that your department could undertake {or
activities that should be undertaken by other departments) to [ay the
predicate for and promote the plan, exceuting the message that you have
deseribed,

The tist should be inclusive, rather than exclusive. Re creative,

Your list should include suggestions for events/actions that involve (he President
and events/actions that would involve surrogates, including the Vice Fresident, the First
and Second Ladies, members of the Cabinet, White House senior staff, and others.

Think of "set the stage" activity that should take pluce before February 17th,
follow-up activity to occur between the 17th and March 1sf, and loager terns activity for
the following wecks.

Please get your memo to me by Wednesday at 4:00 p.m. This material will
provide the basis for the overall plan.

List

Rahm Emmanuel/Joan Baggett

Christing Varney

Alexis Herman/Mike Lux

Regina Montoya/Johi Hart

Howard Paster/Susan Brophy/Steve Ricchetti/Lorrine Miller
Carol Rasco/Bruce Reed/Bill Galston

Bob Rubin/Gene Sperling/Bo Cutter

Marla Romash

Maggie Williams/Lisa Caputo

David Dreyer/Bob Boorstin/Michael Waldman/Ann Walker
(FYDStephanopoulos/Gearan /Podesta
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THE WHITE HOUSE

WASHINGTON

February 13, 1993

MEMORANDUM FOR THE PRESIDENT
FROM: ROBERT E. RUBIN 9

SUBJECT: Treasury Memos on the "Credit Crunch"

You frequently express concern about the "credit crunch!.
The following two memos outline Secretary Bentsen's views as to
what actions should be taken in the reasonably near future. A
decision memo will be forthcoming by Monday, so that you can
include discussion of this issue in your speech.

You can disregard these memos and wait for the decision
memo, or read them as background.
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THE SECRETARY OF THE TREASURY
WASHINGTON

February 10, 1993

MEMORANDUM FOR: Robert E. Rubin
FROM: Lloyd Bentsen L%JK&
RE: " Credit Crunch

Treasury is working on proposals to alleviate the credit
crunch and this is an update on where we stand. We believe that
there are some immediate steps that the Administration can take
that deserve inclusion in the President’s February 17th speech.

We have operated using a couple of goals.

First, we need a coordinated response from all bank
regulators. The Office of the Comptroller and the Office of
Thrift Supervision are on board and the Fed and the FDIC have
agreed in principle with our proposals. It is also important
that the SEC agree on some of the measures.

Second, we can take immediate administrative action --
legislation will have to come later. There are a number of
regulatory actions described below that can be implemented as
soon as regulations are drafted.

Third, we need to send the right signals. We need to let
Congress and other concerned parties know that we will not do
anything that jeopardizes safety and soundness. At the same
time, we need to send a strong message to bankers that we hear
their concerns and are acting to alleviate them.

With these goals in mind, we are prepared to take
approximately nine reqgulatory actions that we could take in
conjunction with the Fed and FDIC. Most of these are highly
technical, but should bring an immediate and positive response
from the banking community. They include:

1. Changing loan review procedures to address the "character
loan" problem.

2. Establishing examination procedures for loans secured by
real estate that will focus on the borrower’s ability to pay
over time.



3. Establishing appropriate guidelines for returning
partially charged-off loans to performing status.

4. Increasing coordination by regqgulatory agencies to
minimize uncertainty and disruption.

5. Establishing workable appeals processes that would allow
expedient resolution and direct input from Washington.

There will be two primary effects of these changes. They
will make it administratively easier for lenders to lend. And,
the psychological impact on lenders of such a regulatory shift
will be considerable. We will develop estimates for the credit
availability impact of these proposals.

We also plan to include some safety and soundness regulatory
changes such as increasing attention on "derivative" financial
instruments and interest-rate risks.

Treasury will also review possible legislative actions which
could provide relief including bankruptcy reform and reduced
reporting requirements. We will report to the White House within
90 days of the possibility of legislative'initiatives. The
President can make a statement to that effect in his speech.

We would, of course, like to review any specific language in
this area which might be used in the President’s materials.
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THE SECRETARY OF THE TREASURY
WASHINGTON

February 11, 1993

‘ SRS A | by
Memorandum for: S0B RUBIN !
From: Lloyd Bentsen
Ree Credit Crunch

Enclosed you will £ind information that has been prepared by
Frank Newnman and Gene Ludwig concerning proposed administrative
actions on addressing the c¢redit crunch. Roger Altman has worked
with them in compiling this and I think it is an excellent start
down the road to alleviating the problem.

attachment

o Roger Altman
Frank Newman )
Gene Ludwig



CREDIT CRUNCH ALLEVIATION PROGRAM

Regqulatory actions (by OCC & OTS, in coordimation with Fed
and FDICO)

1.

2.

Reduce uncertainty by gettlng reguired and backlcggad
regulations ocut soon.

Estaklish workable appeals process for financial
ingtitutions to review significant differences in
judgenent directly with apprapr;ate regulatory
officials,

Establish examination and rating procedures that
separate "other nentioned®" loans from higher~risk
clasgifications. (This is esp. ilmportant for loans to
small and medium~sized businesses, and directly
addresses "charagter loans.™}.

Establish appropriate guidelines for returning
partially charged~off locans to performing status, for
loans that have reached fully collactible status.

Establish examination procedures for loans secured by
real estate, that focus on the borrower‘s ability to
pay over time, rather than presuming immediate
liguidation.

Increase coerdination of examinations by regulatory
agencies to minimize uncertainty and disruption to bank
of thrift operations, whenever backup or duplicate
examinations are required by law.

Change bank and thrift regulatory reporting guidelines
to avoid ynnecessarily clagsifying a loan as®in
subkstance foreclosure,® when the borrowers is
reasonably expected to pay the lean.

Revise treatment of loans used to finance the purchase
of real estate from banks to ensure reasonable
standards.

Revise appraisal procedures te limit reguirements for
appraisals to times when they genuinely assist in
making informed credit decisions.

At the same time, increased regulatory attention will be
fomuged on the following areas: .

L.

2'

Swaps and other “derivative® financial instruments.

Interest-rate risk.
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Changes requiring legislation will be developed for proposal
to Congress, dealing initially with:

1. Bankruptey reform

2. Papervork burden.



February 10, 1993

FPEB, 17 SPEECH

3

Credit Crunch Issues

I. outline of credit Crunch Issues

1 L

* ~Credit critical to economic growth and development has
not been readily available, particularly to small and
medium sized businesses. l

" This "“credit crunch" has been caused in part by an
excessive regulatory burden imposed on banks and
thrifts by their regulators.

o Through sensible regulation that focuses on real risk
as opposed to excessive burdens we can both ensure the
safety and soundness of our financial services sector
and put an end to this credit crunch.

¥ Over the last several weeks the Treasury Department and
the Office of the Comptroller of the Currency have
examined this issue closely and have come up with a
program that is a significant first step in achieving
this balance. |

i This program includes primarily administrative and
regulatory changes that will be implemented within the
next several weeks by both the Office of the
Comptroller of the Currency and the Office of Thrift
Supervision. This program includes changes in the area
of in substance foreclosure, treatment of OAEM loans,
examination procedures for loans secured by real
estate, limitations on required appraisals, and an
appeals process for banks which believe they have been
unfairly treated in the examination process.

% We have consulted with the Federal Reserve Board and
the FDIC and have reason to believe that they will
adopt a similar program.

II. 7Text Related to Credit Crunch Issues.

The availability of credit in our country is critical te our
economic growth and development. In recent years credit has not
been sufficiently available, particularly to small and medium
sized companies, due in part to an overreaction to difficulties
experienced by some banks with some borrowers.

This Administration does not intend to let the credit crunch
continue. I believe that we can make credit available again to

v
1

i
i
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¢reditworthy borrowers, wWithout going back to a period of lax
standards that characterized the 1980s. Morgover, I beslieve that
through a more realistic analysis of lender risk and the
application of this analysis to examination standardg, we cannot
only put an end to the credit crunch, but we can at the same tine
actually increase the safety and soundness of ocur financial
services aystem, And, I balieve that these goals can and must be
accomplished in a manner that enhances ocup commitment o egual
credit. opportunity and community reinvestment.

To this end, we have developed a naw program that is
designed to do four things: (1} make credit available again tp
creditworthy borrowers; (2) saintain sound underwriting standards
for loans and improve the safety and soundness of banks and
thrifts through realistic risk analysis; (3} reduce unnecessary
regulatory burdens that cost taxpayers money and weaken finangcial
services institutions; and {(4) advance our commitment o equal
credit oppertunity and community reinvestment.

Specifics of this program, much of which can be accompilshed
within the next faw months administratively, will be developed in
coordination with the Federal Reserve and the FDIC, who have
alrpady baen consulted regarding the principles of the program.
The program as it has been developed thus far includes changes in
the area of "in substance foreclosure®, treatment of QOAEM lcans,
examination procedures for loans secured by real estate,
limitations on required appraisals and an appeals process for
banks which balieve they have been unfairly treated in the
examination process. ' ' S

]
v



THE WHITE HOUSE

WASHINGTON

February 13, 1993

MEMORANDUM FOR SECRETARY BENTSEN
FROM: ROBERT E. RUBIN_|(

SUBJECT: Congressman Rostenkowski Letter on the
Investment Tax Credit

I am forwarding the attached memo from Chairman
Rostenkowski, for your information.

Attachment

Incremental
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MEMORANDUM

PO ‘PRESTDENT BYLL CLINTON
FROM: Dan Rostenkowski ] a I
DATE: February 9, 19383

RE: Incremental Investment Tax Credit

¥r. President, I am reading in the newspapers nmuch about the
pessibility that you may include an incremental investment tax
credit in your economic stimulus package., Even though I have not
been briefed about the specifics of your stimulus program, I want
t¢ share my concerns about this particular element before it is -
finalized by you in preparation for your State of the Union
Address. T

while I intend to stand behind your economic program and
assist vou to the best of my ability in its passage, I feel a
strong responsibility to seek sffective and fair modifications to
the Natlion’s tax law. In this respect, some issues relating to a
possible incremental investment tax credit are troubling to me,
and T would ask vou to review these issues as you make your
decisions on an econonic plan. Of course, I would be happy to
discuss any of these issues further with you if you so desire.

First, because enacting an incremental cCredit requires
picking some arbitrary historical {"base") period to.determine if
investment is "new", I fear that a lot of worthy companies will
not be haelped at all. Thus, the credit will be unfair., For
example, say that Company A made a long-term strategic decision
to plow its earnings into new equipment and has been investing
steadily for several years. Jompany A would have a high level of
investament for the base period and, therefore, may never get the
benefit of the credit, even though it continues to invest a large
amount each yvear. This will be true for all mature companies,
for recent "growth* companies, and for companies whose lines of
business reguire steady, rather than sporadic, investment.

* I have been hearing that entire industries, such as the
utility industry, might not pe helped by an incremental
credit simply bscause they have been investing steadily
each year, even during tough tines.

* I also have been hearing that scome firms might not be
helped even though they will be investing as much as, or
more than, other firms in the same industry. For example,
Company A‘s main competitor may be a company that will get
a tax break on almost all its future investment sinmply
because it used its earnings in the past years to pay
dividends instead of to invest in its future. I have been
told that some companies, like Company A, might be driven
ot of business because of this competitive disadvantage.

§
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* Because $0 many companlies would not ‘be helped by an
incremental credit, and may even be hurt relative to their
competitors, I fear that the support for an incremental credit
may be fairly weak.

Second, I have some congerns that the overall economic
stimulus generated by an incremental credit will be neager at
hast,

* A tax incentive as small as $1¢ billion is a drop in the
bucket compared to a $6 trillion economy, like
ourg «- it simply isn‘t large encugh to spur any
noticeable increase in economic growth.

*  Despite ny joint announcement with then~Senator Bentsen
and your personal support of a Decembker 4, 1992 effsctive
date, I hear that many companies are ignoring the prospect
of an investment credit when making their investment
decisions. Because of the incremental nature of the
credit and the desire to limit the revenue loss, many
companies think it highly uncertain -~ or, worse, unlikely
«~ that they will benefit at all.

* If an investment credit is combined with a corporate rate
increase in an overall plan, then to some degree the plan
could be criticized as having given ¢6 the corporate
community with one hand and taken away with the other. A
corporate rate increase is likely to cancel whatever
incentive an incremental credit might provide. For
coppanies that would not get the c¢redit, the rate increage
could possibly represent a net decline in their ability to
invest, It will also test their willingness to support
your program.

+ Because of the potential timing of a tax bill after a ‘jobs
package to stimulate growth, by the time credit
legislation is actually enacted, the economic
justification for it may be weakened,

Third, I fear that an investment credit, especially an
incremental one, would possibly open the door to distortions that
Congress worked so hard to eliminate in 19286. On some level, a
targeted credit is contradictory to the broad-base, low-rate
philasophy of taw reform. The narrower the ¢redit, the worse the
problem because more arbitrary policy distinctions will have been
made to leave out various assets or industries. These
distortions could be unjustified on policy grounds, and might
provide motivation to the "losers" to avoid tax.

Fourth, it iz my understanding that it would be difficult, if
not impossible, to prevent companies from engaging in
sophisticated tax planning that might result in abusing an
incremental credit. I am informed by ny staff that no matter how
comprehensive anti-abuse rules are, we can. be sure that sharp
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WASHINGTON
, (|z~9
February 24, 1993 )O
L} /r
MEMORANDIM FOR THE PRESIDENT 5;C) §
. - : ’ 1
FROM: ROBERT E. RUBIN< fammr 7y v,
SUBJECT: Effective Dates for Persopal and Corporate Tax
increases
Isgues

The personal and corporate tax increases in the economig
plan currently have an effective date of 1/1/93, but are not
payable until 4/16/94. The effect of these two proposals is 1o
increase taxpayer liability by about 823 billion in calendar year
1993, Individual and corporate taxpavers, however, will only pay
about $2 billion in fiscal vear 1993, {(SBecause of behavioral
responses, moving the effective date to 1/1/%4 would result in a
revenus loss of a negligible amount in fiscal year 1993, about
$23 billion in fiscal year 1994, and about $27 billiion over the
period 1993-1597.)

The problem could take cone of two forms (or most likely a
blend of the two), depending on whether the April 1994 tax
payments affect spending in 1993 or 1994,

(1) If the economic impact ig in 1983, the taxes could ba
viewed as offsetting the stimulusg, thus eliminating the
antivipated job creation: and

{2) XIf the economic impact is in 1894, the fiscal deflcit
reduction in 1994 may have (oo large an impact on the
GDP {(i.e., the phasing of deficit reduction may have
been too heavily weighted to 1994, which has a
substantially larger change in the deficit a=z a
parcentage of GDP than any other year in our program}.

An answer to our first problem is the drop in long~term
interest rates since the election, which should provide more than
encugh stimulus to offset the tax incresase, thereby leaving ury
stimulus preogram as a net impact for job generation. (A
substantial decline in long-term interest rates generates
business 1lnvestment, increased housging starts, exports through a
lower dollar, consumption via lower consumer credit costs and
mortgage refiaaﬁaing, an@d perhaps a greater sense of general
confidence. _
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Macroeconomic monitoring oxganizations like DRI and Lawrence
Mevers will give ug limited credit for the interest rate decline,
and thus will be reporting that our program is deflationary for
1993. {(rPersonally., I think we are right in claiming credit for
the full interest rate drop, and thus for a more than offsetiing
impact on interest rates.)

Soma members of our own economic team, including CgA, feel
that there is an internal inconsistency in asking simultansously
for stimulug and a tax ingresse in the same yvear. That would
mean that the fiscal impact on GDP -~ the only part of the impsgt
on GDP that we can control direcyly -~ would be canceled out, or,
even worse, contractionary.

if yvou take that as tha starting point, it would follow that
your claim Oof a stimulus and job creation were not valid., {(On
the other hand, if vou take into account the full interest rate
drop, the total stimulative impect includes the stimulus plus
somne extra effect from the net of the intsrest rate redugtion and
the tax increase.) :

Some press seems willing to give us credit for the full
interest rate decline, but sconomists seem to argue that we
should get credit for only part of it.

Az to the second problem, the aggregate GDP impact of lower
interest rates over the 1993 and 1994 period needs &0 be measured
againsgt the negative impact Of the deficit reduction program
during that period.

i have discussed this at some length with the CEA, and I
think & fair summaxry would be that the unezmpectedly large move in
long-term rates should largely offset the heavy deficit reduction
in 1994, although there might be slightly lower growth than they
had projected {(but most likely still higher - -than the CBO
projection). Here, there is no issug of whether or not we should
get credit for the lower rates. It is simply a matter of
projecting effects on GDP,

Peeision

The choice now lg whether t¢ stay with our 1/1/93 date orx
move toward some later date, e.g., the date of signing, ox
1/1/84. After lengthy conference calls over the weekend, we all
agreed that a leter starting date would have been better on
purely economic grounds, However, given where we are, we all
agreed to have a public posture that the effective date would
have to be worked out with Congress, and not to fuel expectations
one way or the other, thus preserving our options.



There are three possible choices at this point: retain the
present date; change the dates now: or take the position that we
will work with Congress and then pastpone the decision until some
later time, depending on what's happening in the economy. Some
of the economic and political pros and cong for changing the date
are laid out above. Others are as follows:

Con - Could make us look soft in the face of
Congressional and cther pressures on taxes, and so
hurt us in the bond market by raising questions
about the strength of our commitment to the
deficit reduction program (if we make the change,
it must be with the strongest reaffirmation on our
18997 commitment, although with recognition that
our four-year reduction will be less).

Con - Could look as if we had miscalculated initially.
Con - Would there be any Fed rasction to the change?
Pro - Elimination of the argum&nt‘tﬁ&t our stimulus is

witiated by tax increases.

25 of S Reduces possible unduly heavy deficit reduction in
1944,
Pro - Improves spending cut/tax increase ratio.

Until & decizion is made, we are sticking to the position we
2ll agreed upon and Secretary Bentsen used on the Brinkley show,
to wit, the effective dete will have to be worked out with
Congress, but we are totally committed to our 1997 deficit
reduction objectives. :

Recommendation

There are very different views within your egonomic team.
Secretary Bentsen and I both would wait and see what happens. We
would not change unless led to because of sconomic or pelitical
developments. Secrestary Bentsen has spoken with hoth Senator
Moynihan and Congressman Rogstenkowski, who will work with us if a
change in the date beging to seem desirable.

The CEA and Gene Sperling believe that our ¢laim of a
stimulus is hollow because of the tax offset, and so would change
to a later date as quickly as possible, in cooperation with
{ongress.



The reasons £for my view are:

(A)Y I bhelieve that we may have enough positive GDP impact
to serve our purposes in 1993 and 1994, and that our
argument as to the validity of your claims concerning
stimulus is strong even if not recognized by the
macroeconcmic services {gince they won't give us credit
for much of the interest rate decline}. Also, I am
concerned about the possible impact of change on the
bond market {not begasuse of the numbers because there I
think we have a strong argument, but we are still
totally committed to our 1997 plan), but rather because
of the concern that 1t will indicate weakness and a
willingness to change in the face of pressure.

(B} 1 am concerned about the possible impact of change on
tha bondd market, if interpreted asm indicating weakness
and a willingness to ghange in the face of pressure.
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MEMORANDUM FOR THE PREZJIDENT ‘g.ii«rnmt_ ﬂ L\
FROM: GERE SPERLING AND SYLVIA MATHEWS o
SUBJECT: Organizing the Cuts

»

Here are the challenges we feel you face in discussing and
organizing the spending cuts.

1. The biggest issue you face is that as youa go out to the
nation to discuss spending cuts, every single cut affects
something that iz important to some people -~ including their Job
in some cases. You have to find a way te explain how tough you
are on cuts, while treating all of the people who will be
affected with dignity. It ig one thing to be told you must lose
your job eventually because 6f the need for national inmperatives,
it is another thing to be told your job was just 8 boondoggle
anyway. .

2. You must convince the nation that the cuts are real and
subgtantial, This requires specificity to overcome the
gkepticism that people have toward government generally, but
toward promises of deficit reduction specifically,

3. Because you have such a wide array of spacific cuts, some may
unfairly characterize them as being random. You need to be able
to organize to both allow vou to speak in short hand to people
and demonstrate a philosophy or criteria that organizes the
specific cuts,

Baged on meeting these goals, we would recommend organizing
the cuts in the following four categories that are similar to the
OMB categories, with one maijor difference. ''We have created a
category of cuts which you should simply admit are cuts that you
wouid not like to make under normal circumstances, but because
"of the hand we have been dealt® we have to cut because there are
more pressing national priorities. When addressing groups
affected by our guts, you should say that theilr contributions
ware valuable, but in light of our pressing needs to invest in
people, put cops on the gtreet, and educate our c¢hildren, we make
tough cholces.

A, Does this program not work or is it no longer needed?
Tg restore public confidence we need to show people we
are as good at ending cutdated programs as starting
them. Making government work for the next century means
ending funding in programs that don't work and updating
policies and programs that were designed o mect the
needs of an earliler sra,
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. Termination of Commissions especially the
Bicentemnial of the U.S. Constitution Commission

. Elimination of most loan subsidies for the Rural
Electrification Administration

» Eliminate unnecessary nuclear reactor research

* TVA termination of the TVA'g fertilizer rassarch
activitvies

e Consolidating overseas broadoasting programs

» Terminating State Justice Ingtitute

Does the program provide unnecessary or excessive
subsgidies to narrow groups at the expense of society at
large? It 1s important when describing increased fees
and reduced subsidies to stress the distributional
impact: can we continue to ask a cab driver in Chicago
to subsidize the registration fees of private plane
owners. The nation can no longer afford subsidies and
glveaways to those who don't need them, and we must
agsure that the taxpayer is fairly compensated for
services or rescurces provided by the government.

Examples

* Enstating Bureau of Alcohol, Tobacco and Firearms
{ BATF) user fees,

* Improve enfaroement of harbor maintenance feas.

* Target CCC farm gubsidy payments to farmers with
off-farm incomes above $100, 000

. Limit paymentz on woel and mohair to 330,000

* Permanently extend patent and itrademark fees

* Auctioning spectrum for new communications
gervices to end windfalls

. Reducing export promotion support for large
companies

. New or increased user fees for SEC registration

» Increase feeg on general aviation alrcraft.

Could we improve the efficiency of the program or
Department? You should continue to talk about your
cuts in government not in an anti-~government manner,
DUt because you can helieve that government can often
be run with the efficlency of our besi businesses if we
are willing to reinvent government. It is also your vay
of showing that this effort starts at the top.

Examples
White House Staff reductions

Department cost cutting

Reducing Foreign, Agriculture services

Streamlining USDA offices

Strengthening ¢hild support enforcement mechanismsg
Phaging out Impact Ald "b” paymentis

a* o+ % 4 # &



D. Programs that must be slowed or stopped simply to meet
our priorities. We must make tough cuts we would
prefer not to meet the extreme economic and investment
challenges that we fsce? (This is not a category from
‘the OMB document) Here you can stress to the people
you speak to that many cuts are tough, but simply have
to be done because we need new priorities. You can
stress it is not fun to freeze the wages of hundreds of
thousands of working people who are trying to raise a
family, but we all have to make the tough government
cuts 1if we want to get the deficit down. This both
shows that you reallize the people behind the cuts,
while letting those who want more to racognize how
tough and significant what you have alresdy done is.

H

Examples

. Freezing federal wages {moved from the efficiency
section in the OMB document)

. Setting laborastory and durable medical eguipment
rates at market levels

. Ending lump-sum benefits for Federal retvirees

. Increasing the tax on Social Security benefits of

those slrosdy taxed
{Many others could fit in this categoxry)

The OMB has two other sections, one on "Health Care Costs®
angd the other on "Shared Contribution.” Examples from thusse
sections have been folded into the category of those things we
don't want to do, but when forced to triage we must do.



THE WHITE MOUSE
WASHINGTON
February 5, 1993

MEKOK*NDU& FOR THE PRESIDERT
YROM: ROBERT E. RUBIN

SUBJECT 1 Energy Tax Decision Memorandum

Enerygy taxation can play an integral parxt in your strat-
egy to make the U.S. sconomy more efficient and compatitive.
Revenuss raisad can reduce the deficlt, put the government on a
more appropriate pay-as-you-go basis for needed public programs,
and encoursge energy efficlency and fuel mix choices better
raflecting the true environmental and security costa of energy
uga. An energy tax can help move the U.8. economy from income-
baged to consumption-based taxation, with attandant benefits to
baving, investment and returne to work effort. Introduced in a
,phasad manner, it can mesh with the desired time profile of
stimuluas - deficit reduction and send an dnportant slgnal up
front: that to becoms a mors competitive nation we must fully
recognlze the costs cof high energy use in our workplaces and
lifostyles: shooks to the system will be avoeided, time for
adjustmant will be provided, but a change must come.

However enlightened this mesasge may be as policy,
politically it will be extremaly difficult. While an organized
constituency for energy taxation is beginning to form,
principally among the environmental community, the public debate
ig still characterized by broad consumer antipathy and powerful,
focussand opposition from particulariy-affected paxties, notably
producer industries and states. Thelr arguments include regional
hardship, regressivity, and international competitive
disadvantage. Any energy tax proposal will ralse taxes on
avarage families and thus will likely encountar political
difficulty on this ground alone, particularly when campaign
statemante on this issue are taken into account.

pacisions you make on energy taxation can help address thess
concerng. Thosae decisions are presented here as (1) the form of
snergy tax, (2) the amount of tax and (3) the adiustments, if
any, for adverse regional, sectoral or income distributional
impacts. The focus here is on question (1), which tax. 7The
other guestions are integral to formulating an enaryy tax
proposal, but reguire more work to presant and evaluate specific
options., They are includaed heres for completonaess and to get a
signal from you about whera to concentrate further work. While
these materials focus on the cholice among energy tax optlons,
they should also be useful on deciding the more fundamental



question of whether the economic package should include a large
enerygy tax aampenaﬁt. .

within queatibn {1}, the focug lg on ad valorem and BTU
taxes. Theee are broad-based taxes which permit relatively low
tax rates for any given revenue targat. . Thip both. limits impacts
on the real economy and spreads them b:oadly acrass sectors and
regions. PFor comparison purposas, othsr energy tax options --
carbon tax, motor fuals tax and oil import fee -~ have alsc heen
aevaluated. A carbon tax is moere heavily welghted toward coal.
The motoyr fuals tax raquires a higher, and highly visible, tax on
a narrower base, and rans counter to & campalygn pledge. An
import fee raquirea the highest rate of all on the narrowest,
loast stable bane an&, absent countervalling taxation, produces
large lncone windfalla to domestic producers. More daetailed
information on all the taxes considered ls found in the attachad
tabe.

1. Which tax? |
i

With a common|bread tax base {Sea Tab A for tax
spocifications) and a common revenus targat, ad valorem and BTU -
taxes hava similar;cvaerall economic affecta (See Table 1 at the
oend of this memo and Tab B for comparison of the impacts of
alternative taxes.) They do have differantisl eflecis on tha
prices of different fuels, as saeen in tha following chart for a
$22 billion taxs
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Howaver, because user demands are only moderately responsive o
these price ahangaé, fuel consumption will change much laesa:
: )
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Changes in grmductian are correspondingly small. Thus, thasge tax
slternatives differ somewhat as to who will pay greater taxes --
&.¢g. coal ueers or\oil users -~ but little as to which fuels will
be prodused or consumed. Increases over the periocd due to
economic growth are forecast for both consumption and productlion.
Thess increaseas aabstantiaiiy oxceed any absolute or differantial
effocts of these taxes, leaving agyregate levels well above those
of today and fuel shares virtually unchanged.
|

The three alternatives reducs carbon dioxide emissions 1-2%
in the year 2000. |While this is a small absolute reduction, it
is significant in the context of meeting the U.S, goal under the
Global Climate Convention of returning its greenhouse gas
emieaions to 1990 levels. The environment benofits from energy
taxation both because of conservation and because tax diffarences
among fuels may cauvse cleaner fuals to substitute for dirtiar
fuels, More natural gas is conserved for the same percentage
price increase than aeither oll or coal., Conservation tends ta be
more important than fuel substitution in producing carbon dioxide
emission reductions for tha three taxes under consideration. Tha
BTU tax is the most efficient reducer of carbon dioxide
emissions, but ite long run effect is lessened since 1t is not
indaxed to inflatlon. Aad valorem tax raceipts will increase over
tinme with energy price inflation, but a BTU tax wlll ercde in
real terms unless it is indexed.

Ragi&nal impa&na of ths three taXxes are gquite similar

{(Tab C.)} Acroes all regions, taxas are increased an average of
$88 per capita, which varies from $36-103 in New England to 579~
81 in Mississippi, Alabama, Tennessee and Xentucky. With the
limited changes in production cited above, producer-industry and
producer«gtate impacts are also limited. However, an ad valorem
{spurce’ tax, uniaaa based on a naticnal averaga price, would
shift some production from Appalachia and the midwest to cheaper




(minemouth) western ccal, This m&ght amount to 0.5-1.0% of total
production, or 15 million short tons/year, for a $22 billion tax
in the year 2000.

Energy taxes are all regressive when viewed acrose income
classes, although less so when looked at acroas axpenditure
claszes. ' (Tab D.)| Whila expenditure clases are a more Accurate
measure of well-being, income comparisons have been more
influantial poliﬁically, and were uzed by Democrats to criticize
Bush Administration proposals. These three broad-based taxes
have gimilar distributional effects, which may. be more regressive
than somes alternative ways of reducing the budgaet deficit, but
lass regressive than many othars.

The effacts on U.S. industry costs vary somewhat, with an ad
valorem (use) tax imposing the least burden (Tab E.) This is
bacause the use tax strikes capital as well as fuel costs of
enargy genaration - i.ae. is less narrowly targeted to fuel.
Overall, the deterisrxation in competitive position of U.S.
energy~intensive industries from these three taxesm is sxpected to
be offsat by impxmvemanta to the trade balance from modestly
declining oil ﬁn&@xts and lower interest rates due to credible
deficit reduction.|

i

The Treasury Department coneiders these alternatives to be
of comparable administrative difficulcy (Tab A.}

without maior differential limpacts driving the choice of
tax, you are able tw ¢hoose a variant based on what it ies you
want to aaeamplish¢ Clearly, all three alternatives raise
revenuas and promote energy conservation. The question is how to
do that. ;

1. Tha BTU tax raticnale is environmental. The BTU tax
results in the highest €O, amission reduction per
dollar a£ revenue collacted, although it does affect
natural gas consumption slightly more than olil
consumptlion.

2. The ad valorem end-use tax is the mest neutral in its

: affects on primary fuel prices. It also keeps rates
low with|/a broad tsx base which includes ‘energy
qanarutiwn and delivery capital, particularply affecting
ezaatric?ty.

3. Energy saauwiky is a rationale for the ad valorem
(smurce}gnax, which shows the greatest raduction in oil

consumption and imports.
i

i
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Multiple objectives may be met with hybrid options. These may be
combinations of tax&s, such as the European Community’s blended
carbon/BTU tax propesal, a BTU/gascline tax combination, or
design modifications such as {1} modified tax base definitions
{2y variations in imposition peoints or (1) differential tax

rates, .Up to & point, such tailoring may serve policy goals, but
may be hard to present as coherent policy.

DECISIONT

BTU Tax | _Ad Valorem (Scurce) Tax  ______Ad Valorem (UgeiTax
Hybrid

No energy tax
Other :
i

2. wWhat amnqnté

Daficit reduction targeted in the economlic package can be
achieved with an estimataed $22 billion energy tax {See Tab A for
annual revenue sstimates.) This can be raised with an enargy tax
scalad to bBring iniszz billicon, ox it ¢an be accompliahed with a
larger tax and a give-back in other taxeai The give-back
alternative:

- permits some action on middle class tax relief as
promised in the campaign.

- shifts the tax etructure scmewhat away from returns to
labor and investment and toward consumption.

- imposes a larger tax burden on energy consumers, with
an attandant increase in absolute ragional differences,
in any ragrassiva affects, and in the competitiveness
burden on energy-intensive yU,S,) industries.

- increases the enargy tax impacts on tha raal economy .

o censumption, production -- with greater potential for
shaxzwterm eaonomia dislocation but concomitant
conservation, environmental and saecurity benefits.

- increases Federal outlays as a‘result of inflation,
requiring higher tax rates to achieve any desired net
budget poésition.

!
Broad glve-back options include the personal income tax and the
payroll tax, Particulars of such an arrangement remain to be
developad and are not posed as a choice here. Of course, the

—Sm
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combination of enaxgy tax and give-back coulﬁ be scaled to any
ratio desired.

DECISION:

Larger Enerqgy Tax with
Significant Give-Back
through Gther Taxes

$22 Billion Energy Tax

Othey 1

3. What aﬂjuat?ants?

The greatest é@li&y challenge of energy taxes is not &
matter of economic impact or administrative difficulty but of
publie acceptabllity, mest. often axpressed in terms of effects on
raegional praducara'and consumers, on ensrgy-intensive sectors
{(drivers, induatries) and on lower-lncome housaholda. Specific
actions to addressa|these concerna can be packaged with an energy
tax proposal. On the other hand, as the energy tax is embedded
in a much largery a&@nwwia package within an sven larger economic
pelicy sgenda, sgacifiz snergy-tax~linked mitigation may not be
appropriate. Indeed, configuring components of the economic
package to ba judged individually, when they have bean fashioned
jeintly for desirable overall benefits, may facilitate their
being plcked off and hung separately.

Regarding regional impacts, the maat-cftenuexprasaad viaw of
potentially-affectad states is “send money” ~- i.e., some untied
sharing of revenus. Regarding sector impacts, possible remedies
include investment and R&D tax credits, enterprise zones,
manufacturing extension programs -~ items already on your agenda,
That agenda also includes a number of proposals, e.g., defanse
conversion and t:ade, whare assistance Lo cope with aconomic
dislocation will ba warxranted, making a ‘general approach
desirable. Comparad with tha impacts of these other propesals, a
phagad~ln snargy tax will not be a leading source of dislocation.
Thus general mitig%aiwn seems most appropriate hers.

Regarding xeqrassiﬁity, the uniformity and strength ©of public
opinion about this |iseue warrants special attention te it, aven
though regrassivity may not be as great ag genaerally believed
(Tabk D.) Mitigation may be availlable through personal income tax
adjustments (earned income tax credit; other exemptions,
deductions or credits), payroll tax reductions, or targeted
agsigtance ptograma Rowevaer, a bettey sclution would be to
addreasa xeqraaaivity of all new tax proposals at one time, as
part of a comprehensive package of Lax measures., Any decision o
procead with energy-tax-tied mitigation will require further
specification work?

-6*
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DECISION:

Develop energy-tax-specific mitvigation fors
|

——Regional zmpact{ ——S0ctor Impacts piqtributimnal Impacts

Addrass. mitigation measures in context of overall economic
nackage

Othar

b metm -
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| Table 1: Comparison of Alternative Energy Taxes I

ER30IVES.

Sl e >
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2 Fd 3
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l Impect on coal
I talls betwosn ad
i1 valoren taxes
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Energy Tax Alternatives:

lspeciﬂcations, Fevenues, and
Admirz!stratlve Considerations

|
Energy Tax Aiternatives

1.

Btu Tax. The tax is based on the average or actual heat content
{measured in Brztish thermal units) of enargy consumed in the United
States,

Ad Valorem « at sourcs. Tha tax is based on the average or actual value
of enargy at the first point of sale {excluding exports),

Ad Valorem ~ end use. The tax is based on the average or actual value of
energy sold to Qﬁd users {(excluding exports).

Carbon Tax. The tax is based on the average or actual carbon content of
domestically ccasumed fossil fuels (and possibly other carbon sources,
such as cement maﬁufactunng}

|

Gasoline Tax. The excise tax on motor fuels (including diesel) used by
highway vehicles could be increased. The base could be broadened to
in¢lude diese! used by railroads, aviation fuel, and other uses of motor fuets.

Oli import Fee. The tax is a unit tax imposed on imported crude oil and
petroleum products.

Blondad Tax. An energy tax could use a rate that is a blend of the above taxes.
The European Community (EC) bas proposed an energy tax with a rate that is
based half on Biu content and half on carban content.

Specifications for Eaé:h Tax

This section provides a more detailed description of the base, coliection point,
and prices {for ad val orem taxes) that were usad for anafyzzng the first six taxes
listed above. The rates required for each tax 1o raise $22 bilfion in FY 1957, and
altarnatively to raise $40 billion in FY 1997 are also shown. It is assumed that

b
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sach tax would be effective 1/1/94, and phased in over faf.zr years in equal
stages, with the full rates in effect 1/1/97 and thereattar,!

1. 32&! Tax

Base is fuel uses of fossil fuels (oil, natural gas, and coal) consumed in the
United States and eiactfzmty generated from hydro and nuciear power. Base
excludes nontuel uses of fossil fuels, nonconventional fuels (solar, wind, etc),
and exported fossil fuels For nuclear-genarated electricity, the Btu content of
the nuclear fuel is tf‘;e base; for hydro-generated and imported slectricity, the
average fosgll fuel Btz: input that would be required to generate the slectricity is
the base.

Collsction pointis thQI refinery for oil, importation point for electricity and refined
petroleum products, the pipeline for natural gas, minemouth for coal, and the
utifity for hydro- and nuclear-generated slectricity. Some downstream credits for
rionfuel use are required.

Rates are $0.44/million Btu for the $22 billion alternative and $0.84/million Btu
for the $40 billion altemative. One barrel of ¢il containg 5.8 million Btu's and a
tax ot $2.55 would be paid. One thousand cubic feet of gas contains 1.03 million
Biu's; a tax of $0.45 woz.zid be paid. One short on of coal containg 21.8 million
Biu's; a tax of $9.59 wouid be paid.

|
7

{

2. Ad valorem - at s;oarce
Base and collection points are the same as for a Btu tax.

Prices are refinery acquisition cost (RAC) for oil, the FIAC equivalent for refined
petroleum products, wsiibead for natural gas, minemouth for ceal, and fossit
tuel-generated equwaiezzt far hydro- and nuclear-gsnerated and imported
slactricity.

Rates are 16 psrcent of the indicated prices for the $22 billion altemative and 30
parcent for the $40 bi fion alternative.

3. Advalorem - gndiuse

|
Base sxeludes nan&zeji uses of fossil fusle, nonconventional fuels, and fossi
fueis sold to e!ectrir:afigenarating plants. All electricity deliverad to customers is

1 The four-year phase in would make 1/4 of the full rate in efact in 1984, 1/2 in 1995, Y4 in
1996, and the Ul rate in 1897 and later years,

1
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t
in base (i.e., transmission losses excluded). Natural gas used in pipelines is
atso excluded,

Collection point is the refinery for petroleum ;:sr@c}ucis the pipelina for natural
gas, and the utiiity for eiectncﬂy

Prices are snd user prlzees.
I , e
Rates are 4,70 percent of end user prices for the $22 billion alternative and 8.65
perceant for the $40 billion alternative.
4, Carbon Tax
Base is confined to fuel uses of fossil fuels.

Callection point ig the refinery for oit, importation point for refined petroleum
products, the pipeline for natural gas. and minemouth for coal. Some
downstraam credits fer nonfusl use are requirad.

|
Rates are $22,00/short ton of carbon for the $22 billion alternative and
$42.00/short ton of carbon for the $40 billion altemative.

5. Gasoline Tax

Base is "Highway Trust Fund Base,” which is gasoline and diesel used as a
motor fuel, excluding Qufchases by nonprofit organizations, state and local
governments, farms, avxatxon. inland waterway transpor‘tat:on intracity and
school buses, and cffﬁhighway use.

Collection point is the srfama as current law.

Rates are m.as?!gallah for the $22 billion atternative and $0.442/galion for the
$40 billion alternative.

€. Qll importFee

Base is all imported crude ofl and refined petroleum products (measured in
crude equivalents). |

Collection is &t the point of importation.

Rates are $9.67/barrel for the $22 billion atternative and $21.33/barrel for the
$40 billion alternative. %




Pratiminary Ravanu;o Estimates

Tabte A1 shows pfesimmary revenue estimates for each of the above energy
taxes and for both zwenue targets in FY 1967 {$22 billion and $40 billion). A
the anergy tax altematzves, by design, would reach the revenus targets in FW
1997, ‘and all would ra:sa similar amounts of revenue over the FY 1834-1998
period. The ad valorem taxes, howsver would raise more revenue in FY 1598

and subsequent yea:}s.

A-4

Tabls »M:: Revanue Estimates for Alternative Energy Taxes

IPARY {, Asvenue ‘l‘l!’gﬁ 1§22 billlon In FY 1997

: Fisce Yawr
Tax i A e 1998 1996 | W7 | i T 90
i hisons of dolars
1. Bl Tax SO Aairikion 80y +3 p{+:] %9 218 s ™S
2. Ad Vaiorem - g stazoe | 18.0% of fretsele {1 L} -1 3 187 7 @7 s
8. Ad Valorem - end use | £.70% of end use price 3 33 153 22 45 T
4, Carbon Tax $22. 00t ton 43 92 143 224 238 ™7
% Gasolire Tax {0,237 gallon ¥ 103 W1 b 3.2 Y
& Cil Impont Fee | 3987l &2 16.4 83 ro 218 ®y,
R A e s N R
PART B. fsvenue Target of $40 blfllon in £ 1007
: Foos Vexr
Tax I fate ] 1908 8 | e 19541 R
1 Giiorw of dollars)
1, 8 Tax $0. Bi/miion £ 1B 18 257 98 @7 BTy
2. At alosetn - st source | 3EOK of firsd sale 1 M. i} bR %% LY 152 4
3, Ad Valorem - and uses | £.85% ol end yse price £3 73 281 o “up i+
4. Larbor Tex SA2. S ehort won 83 183 k B 4.4 A28 4G
i85, Gasofne Tax 1 $0.442/0uk0n 83 19.0 %7 W0 419 ik
16, Off imgant Foo 1§21, 2%0arrd 3.4 2y R4 0.0 7 Tsal

Source: Departrnant of Trassury, Office of Tax Axslyuis

{1} The proxkact aquivaleid reies in 1997 arn $3 8% %400t of oil, §0, 324 of natural g, 3385 shont oo of ooal, s

$2.05X00 kW of tredro aind ruciear-genaraind sleciriciey,

121 The peixtuct scgiientant rates i 1987 sre §7.50/armwi of o, mwmamw $7.48AkT ton of o), and

awmum&wwmmmmm
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Administrative Com;idemlons

This section describes the administrative considerations affecting the design of
an energy tax. in general the administrability of a tax is snhanced by adherence
o the following principies:

«  Rates should be expressed on a par-unit basis and should be based on
averages rather than on actual enargy content, carbon content, or price.

{
+  The number of taxpayers should be minimized.

i
«  The tax should be imposed as far upstream as possible.

|
|
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= The base should be defined so that taxability can i;e determined with
certainty at the point of collection,
!

»  The visibility of the tax shoufd be minimized.

. Tothe extant possible, existing administrative stwctures that are congistent
with the foregoing criteria should be used.

The considerations relating to broad based taxes (g, the Btu tax, both variants
of the ad valorem Lax and the carbon tax) are similar and those taxes are
discussed gz a group The oil import fee and the gasoline tax are each
discussed asparately

|
BROAD BASED T&a_tes

;
M&Q{gﬂgﬁg@ Ths taxes would imposs sc-gnlficant administrative
problems i imposed on the basls of actual energy or carbon content or actual

price, determined on a transaction-by-transaction basis. For ease of
administration, the t,axas should be imposed on a par-unit basis {8.g,, barrel of
oil, foniofcoall at a rata based on a national average for each type of energy
soures. Thus, for sxample. the Bty tax imposed on a barrel of oil or a ton of coal
would be based on t?ze average anergy content of oil or coal rather than on the
actual energy conten‘; of the particular barrel of olf or ton of coal. Similarly, the
ad valorem tax would be based on the average price in alf transactions during a
recent perlod {(ses below) rather than on the actual price in the paricular
ransaction.

The different grades of coai vary significantly in their energy content, carbon
content, and price. Tha& equity and ragional balance may require that coal be
treated as multiple prodzzcts (8.g.. bituminous, sub-bituminous, lignite}, each
subject to a different tax rate.

i
Tax rates would alsc be determined for the different typss of refined petroleum
products (8,9, gasoiizza fusl oil). The end use ad valorem tax is imposed on
both domastic and imported refined products at rates determined in the manner
described above. The other taxes are imposed on importad (but not domestic)
refined products at a rate equal 1o the average tax embeddad in the cost of
equivalent domestic pmducts

Except under 2 carban tax, tax rates would also be determined for glectricity
from hydro and nuclear power. The tax per unit on electricity from these sources
would be equal © the!ave;age tax embedded in the cost of electricity generated
from fossil fuels. |

Ad valorem taxes would be adjusted pericdicaily to reflect changing prices for
energy products. Tha adjustment mechanism should balance various factors
including {1} the goal of reflecting current price levels as closely as possible, (2)
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the advantages of stable rates, and (3} the lag tims between a change in prices
anda :;orrespcné ng change n rates imposed by delays In data colfection and
the nead to give reasaaab!e advance notice to taxpayers. The rates for a Biu or
carbon tax would generai y remain constant over time {aithaugh sS0me variance
may aceur if the mix at fusls used changes).

inimizing s yers. The taxes are collected at the narrowest point
in the chain of pmducbcft and dE&tni:wtian $0 the IRS can focus #ts collection
sfforts onthe smallest posgsible number of zaxpayers For example, the tax on
crude oll {or, in the z:ass of the end use ad valorem tax, refined petroleum
products) is collected at the refinery.

Upstream !mposition. ?ha taxes arg generally imposed at or near the producer
tevel (i.g,, upstream) and before the point at which the product is likely to be put
to a taxable use. Thisiminimizes the potential for avoidance from the taxable

use of & product befafa it reaches the point at which tax is imposad,

Definition ¢f Base. ?he taxation of gll energy sources, without exception, would
simplify the admmistratn:m of the tax. To the extent the base is narrowed
through exemptions, it! ‘may not be possibie to determine until the product is
actually used wheﬁ'im'tax should be imposed. The tax-fres sale and refund
mechanisms typically prcwded whan products are purchased for or used in an
exempt use increase sdministrative burdens and opportunities for avoidancs.

The broad based taxes minimize thesa problems. In general, the only significant
exemption under ali of the 1axes is for nonfuel uses. Inthe case of the end use
ad valorem tax, howaver, fossil fuel {principally coal} ussd to produce siectricity
s also axampt, |

ﬁﬂmmg Taxes are most visibie to the public when they are imposed on retail
saleg and are sepafataiy stated in the amount charged to customers, In
addition, a tax that resuits in a substantial increase in the price of g product is
likely to be visible a%n if it is not separately stated.

The broad based taxea are generally imposed befora the retail sale and wouid
not be separately statad {Note that utilities would prefer a tax that is imposed
on the customer and coﬂectsd by the wlility, They are concemed that otherwise
there would be a szgmﬁcam delay in their ability to pass the tax along to the
customer. Such a tax would be highly visible if separately stated on utility bills )
in addition, none of the broad based taxes should cause a noticeabls increase in
retail prices for any pm§uct,

$9 ’ Adrii ative Structures. A new tax is sasiest to implement if it
i mpcssed at the same gx}mt and coilectsd from the samea pPerson as an existing
tax on the same product. In that case, the administrative structuras used for the
existing tax can be extended, without significant modification, 1o the new tax.
The existing tax on crude oil I8 imposad on receipt at the refinery and collected

E
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from the refiner and the existing tax on coal is imposed at the minemouth and
collected trom the praducer Thus, administrative structures for these taxes
could be extendead to ia Btu tax, carbon tax, or at source ad valorem tax.

Floor $Stocks Tax, A ﬂcmr stocks tax may be imposed when a tax takes effect or
its rate increases. The purpose is to ensure that tax is paid on products that are
already pastthe pcint at which tax is generally imposed. Floor stocks taxes
involve large numbers of taxpayers and are difficult to administer. Nevertheless,
they are generally considared necessary to prevent stockpiling prior to the
effective date of a new tax or a higher tax rate,

Oil {mport Fee

The oil import fee is a per-barrel fae on cruds oil and petroleum products
imported into the Umtad States. Although there may be more importers than |
refiners of importad cruds oil, the tax must be collected at the point of
importation bedause, onee in the United States, imported and doemestic
petroleum are indistinguishable. (Note that a floor stocks tax would not be
imposed for this reason.) On the other hand, although the base of the tax is
refatively narrow, all importad petroleum products would be taxed (with a
possible exception for products that are re-exported]. Thus, taxability can be
determinad with certainty at the time of importation, minimizing the complexity
and opportunities for avoidance asgociated with examptions. The oil impont fee,
because of its narrow base, will have a noticaable effect on retail prices of
petroleum products such as heating oil and gasoline. Thus, it is likely o be
much more visible than the broad based taxes. Existing administrative
structures can ba used 1o callect the oil import fae on refined petroleum
products, but there are no structures in place to collect the fee on crude ol

imports,
Gasoline Tax l

I
Implementation of an|increase in the tax on gasoline and other motor fuels would
require no new administrative structures. |t should be noted, however, that
existing structures are not satisfactory. IRS enforcament efforts are hampered
by the large number of taxpayers as well as the exemptions for off-highway use
and a variaty of other,uses, As a result, evasion of the motor fuels taxes is
widespread. Moreover, the gascline tax is the most visible of all the proposed
altematives. The effac‘t of the proposed increase on the retail price of gascline
would be as great as that of an oil import fes and would be immediately reflected
in prices at the pump!
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Altematwe Energy Taxes'
] Energy Market,
Environmental, and
Economy-wide Impacts

Total Energy %Onaampﬁon

»

Total 1992 U.S. energy consumption was 87.0 Quads. in the

absence of energy taxes, consumption is projected to grow by
10% to 12%: by 2000 and another 9% in the following decade,
lsading to increased reliance on imported anergy.

While the taxes analyzed would reduce energy use from
projected levels, economic growth would raise enargy
consumption in the U.8. above 1992 levels undar all of the
scenarios analyzed. '

An energy tax netting $22 billion in FY 1897 would reduce
projacted e«n&rgy consumption by 0.5% to 2.8% in the year
2000; a tax netting $40 billion would reduce consumption by
0.8% to 5.5%. The largest impacts on snergy use would come
fromanaoili mpsf? foe, while the smallast would come rom a
motor fuels tax and an end-use ad valorem tax.
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Table B-1: Energy Consumptlon In Year 2000
(parcemage change from Base Case)

!

|
i

+ At arovenue faval of $22 billion, carbon and Bhu taxes reducs total coal production by 2% 10 3% in
the year 2000; af a level of $40 billion thoy reduce production by 4% t0 5%,

i
« The coal market iropect of an ad valorem tax depends on where 1 is collected. A tax [svied onihe
price at the source ancourages switching from eastarn to western coal because the (atter wiuid have
a much lowar price for tax purposes. This result, however, is depandent on the specificatian st the
tax.

+ The oll import tée has the greatest effect on domestic energy producers, boosting domastic o
production by as much as 11% with a $22 biilion tax (approximately one million barrels par day). i
natural gas prices also move upward as a result of the fee, gas could become less competitive in the
market for electric utility fusls. Alternatively, increases in domestic oil exploration and produchion
activity could increase natural gas supplies and reduce the price of natural gas,

L il i AR i g A
@sﬁfﬁ&‘%ﬁﬁ&ﬁ:&n 51822 BIIGRIREY. 1997 %,
immlu Bty Tax Ad Vnioten Tex | AdVdorsmn Tax | Cartson Yax Wokor Fusl Tax | OR Import Fee
1900 2006 {AtSource | (End Usel
Cif (Al mmb/d | 17.31 | 1887 -3.9% 21% 1.1% A% .1.8% -4.5%
Oif imported) membid | 7.58 | 10.72 -0.1% -3.4% 41.8% «1.9% -3.9% 18 6%
Coai mifl tons | €97 | 959 2.3% 0.9% 1.5% -2.8% 0% -0 8%
Natural Gas | tef 188 | 208 0% 10-37%]  -2.1% 12% | 0% 37% 0.4% -0 5%
Electricty tAh | 2830 | 3265 1.6% -0.9% -1.3%  09% 10 23% 0% 1,1%
Table B-2: Energy Consumption In Year 2010
{percentage change from Base Case)
i
INetHevanue Target of $22 Blillon N FYio07. ¥
37 c{« Bre Tax AdValorem Tx (M Velorst Tix{  Cobons Tax | Mokr Fusl T | 08 Import Faer
1000 2019 {AI Souzce) {End Uaa}
Qi (All) mmb/d | 1731 | 2066 | 08% [-29%t0-7.3%| 1.3% 1.0% -1.6% 4.3%
Oil (Imported)] mmiyd { 7.58 | 1300 | -1.1% -4.4% -1.9% 1A% -2.4% 10.6%
Coal il torvs | 857 | 1084 | .1.9%  [+0.6%to +7.0%|  +0.8% 2. 0% o0.2%  [+1.0% 10 +7.0¢
Natural Gas tct 188 | 250 -22%  |-20%t0-89%] 18% [05%1t0.39%! -0.2% |-54%10+36%
Electlcity twWh | 2830 | 3080 2.1%  1407%10-26%] -2.1% -2.1% +0.1% -5.0%
¥ NOTE: Etfects for a $40 billion revenue target are roughly double.
Energy Consumption Shares

*  Wih the exception of ofl import fees, none of the taxes analyzed has large effects on the relative
market shares of coal, off, and natural gas. These remain within percentage points of base case
shares. Markets for sach fuel will be larger in 2000 in absolute terms than they are today.
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Tabie B-3: Producer Prices In Year 2000
(porcenfagn change from Bage Case}

Nt B&veaaasf°)§bt of $22 Billion InFY.1eg7. ®

lmim B Tax A Valorem Tax | A4 Valorse Tax | CarbonTax | Molor foel Tax | OUimpod Fee
: 1960 | 2000 AL Souzzat fEod Linn)
World OF - i
crude bartel | 2003 | 2285 0.0% -1.0% £.5% -0.4% -1,4% -4 1%
- 1
_g?:: . |shotion| 2174 | 2645 | 04% 0.1% 0.2% 0.4% 0.0% 02%
iffwg G,” Tomet |17 z,fsa 0.8% 0.5% 04% 0.0% 0.4% 43%
Table B-4: End-Use Prices In Year 2000
{pementage change from Base Case)
l&izm B Tax 1 Ad Valorem Tax 1 A Valorem Tex Curdon Tax [ Beoter Fuel Tax|  O0 mpont Foea
1990 | 2000 (AtSowrcel | {End Use
Coal - VMRS 4 orpion | 31,32 | 2438 | 177% | 120% 0.0%  [204%D367%| 00% 1 E%
— ;
g‘:;“';:'"" palon | 128 | 144 | 26% 6.3% 4.5% 34% 12.5% 11.7%
ousenod | galen | 132 | 108 | a7% 8.7% 5% £.4% 0.3% 15.9%
- i
s | met | 810 | 80 | aa% 6.7% 4.6% 4.2% 0.1%  |-1.5% to 8.8%
ceardlys | wwm | 008 | 608 | sex 3.8% 5,9% 5.4% 0.0% ‘5%

% NOTE: Effects for a $40 billion revenue target are roughly double

Primary and Secondary Fual Prices

= The sffacts of taxes sxpressad in nominal terms {8.q., cenis pet galion) are eroded over lime due to inflation,
Over & twenty year period, the impacts of tax rates on inflation-adjusted prices would be reduced $0% 1o
60%. The effucts of ad vaiarem taxas, which are spacified as a percentage of the saies price, do not erode
over time,

+  Ad valoram taxes will amplily any price shocks that occur in ensrgy markets uniess soms affernatve
prowvision i made.

!
«  Carbon andg By taxes have the largest effects on the price of coal. Btu, carbon, and end-use ad vaiocern
taxss aftact eloctricily prices ?‘13 miost.

H
« Because of their narrows! tax bases, gasoline taxes and oil import fees involve higher price increases un ire
fuais affected by those taxes than broader based taxes, such as those based on carbon, blu's, or vaive,

1

N
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Table 8-5: Change In CO, Emisslons
{percentage change from basasiine)
|

Nt Hovenus Target 61822 BIlISA I FY;1 aw

Yoar 1000 2000
Basoline Emissions (mmtc) 1340 1487
Parcentage Change
from Baseline
8 4% 10 2.9%
Ag Valorem (Al Scurce) -1.5% 16 -2.0%
; Ad Valorem {End Use) ~3.19% 1o <1 3%
Carbon ~1,3% 10 -2.6%
i Gascline LB% 1oL 1%
; CH import Fee «2. 3% 10 -3.0%

i

*  NOTE: Effects for a $40 billion revenus target are roughiy doubls.
i

Environmental Impacts ¢

At the Rio Summit, the U.S. signed s climate convention that included the goal of retuming its greennouse
gas (GHQ) emissions to 1990 levels. {GHGs include carbon dloxide {CO,), methane, and nitrous oxide.) it
all slements of the .S, Action Plan are successfully implemented, GHG emissions are predicted to ba 1.4%
to 6% higher in the year 2000 than in 1990. The addition of energy taxes considerad here could result in
emission reductions that would meet this goal.

Because snergy use Is likely 10 grow steadily in an expanding economy, GO, emissions in the U.S, ara
predicted to grow by roughly 10% over the next decade, (CQ, is the pmdommant GHGE) The energy taxes
designed to raise $22 billion in! 11957 would reduce CQ, emissions by up to 3% in the year 2000. With thae
higher revenus goal of $40 bdﬁon, €O, emission raductions of up ta 6% could be achieved by the year 2000.
Thus, by themsetves, the energy !axas of the magnitude under congidaration here cannct be axpected (¢
return O, omissions (ax opposed ta all greanhousa gas emissions) to 1690 lovels.

Cutside of the ol impont fee, the carbon tax results in the highest CO, emission reduction poer doltar of

revanus collectad, followed by | the Btu and the al-sourca ad valorem za.xas Tha mwtor fuels tax and tha end-

use ad valorerm tax have the imveat carban eaduction eificiency. The ermission reduction benefits ol irg
carbon and Bl taxes ars mughiy similar,

Beyond the yoar 2000, CO, emissicms projactions are necessarily more undertain, espacially for ad vaiam
taxes. The carbon and Blu taxes continue to reduce the most CO, par dollar of revenue raised, but since
their specified rates wers not indexed to infiation, their CO, reduction bansfits decline over time. 1 appears
that the CO, reduction offect a‘i the oll import fes falis dramazicaiiy after the yaar 2000,

Ad valorsns taxes rise with mﬁ&m Therefore, they have an increasing sffect on both conservation and fuel
substition over time, I consewa!iaa in il and gas outweighs fue! swilching towards coal in the elecuwe
utiiity sector, the at-scurce ad valorem tax has larger CO, reduction benefits in 2010 than the end. use ax
and ather taxes. Should utility; fuel switching dominate, the CO, benefits of the al-source tax in 2010 woukd
be substantially lower. *

The energy taxes will rasult in {E:Zher environmental benefits including lessaning of whan smog, acd ran,

waste disposal problems and cil spills. These additicnal benefits, howsver, are likely 1o ba relatvely modest,

For example, a gasoline 1ax of $E} 25/galion {approximately aquivalent 16 the motor fuels tax assoated sin
the $22 billion revenue target) ¥ will reduce volatils organic compounds (VOCS) that cause wrban smog by
roughly 20000 tone, or 0.4% t:a_f total 1.5, smissions in the year 2000,
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Economy-wlde Impacts I

!
GDOP Efl'oct?

+ A new energy tax, like any other tax increass, if
unaccompanied by accommodative monetary policy or
other offsets, would reduce sconomic growth and
aggragata employment over the short to medium term
(on the order of 0.5%). Adverse GDP and employment
effects cou!d be reduced or ever eliminated if
accommodatwe manegtary policy is undertaken or if the
financial marksts view the deficit reduction program as
credible, thereby reducing interest rates and spurring
grcw‘lh

« Ofthe taxas considered, the ol zmpeft fes is likely to
have the. greatest negative impact on national economic
growth per unit of revenus raised. While the ¢il impont
foe will boost regional economic activity In the oll
producing regions, its inflationary impacts are the largest
of the taxses under considaration. As a result, monetary
autherstzes would be more constrained In their ability 10
aecomm?date the tax package.

l

indumsp;eciﬁc Effects

+ Energy taxes would cause specific industries to gain at
the axpansa of others. Thosa most likely to gain wouid
be nan-eaergy intensive manufacturing concems with a
large export market. Some of these industries would be
able to take advantage of the decline in the U.S.
exchange rata that would follow the adoption of an
energy tax by itself. These industries include:
congtmcﬁcn equipment, arrcraft, industrial machinary
such as metai working machinery, and copiers.
%ﬂdusmes most negatively affected would be enargy-
producing and anargy-mtenswe manufacturing
industries, such as mining, electric utilities, and the
chemical Jar'zd puip and paper industries.
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Table C-1: ﬂeg!zmiﬂ Impacts on Consumers of Alternative Energy Taxes

. nérmvaﬁue Targotof!

i Tix focrease Per Capitn Tax Increass a2 Peroent of income

'_ Doflers) Percay)
Census Regicn BtuTax | AdValorem | AdVsiorsm | BtuTax | AdValorem | Ad Vaiorem

: At Souree Ernd Use Al Source End Uss
Now Eﬁgaﬁd 355 $108 $10G 0.50% 0.84% Q.52%
Middie Atlantic 92 1 83 94 0.50 .50 0.51
South Atlantic 88 88 88 0.56 Q.85 0.56
East North Central 80 88 89 0.56 0.55 0.56
£nst Sowth Central 81 79 I8 081 .59 0.5
West North Centrat 89 87 87 0.58 0.57 . 0.57
Wast Scuth Central B | 84 84 .61 .50 3.60
Maountain 84 82 83 0.58 0.587 0.57
Facific 85 ! 87 88 0.48 0.50 0,49

§

Table C-2: Relative Fiag!aaa! Impacts on Consumers of Alternative Energy Taxes

Net ao%h"én argatiof $22 Billion i

; Tax tnmm Per Capita Tax Incrsase &5 & Parsant of income
{Doilars} {Porcent)
{ensus Region BtuTax | AdValorsmm | AdValorem | BfuTax | AdVsiossm | Ad Velom
i At Source End Uss At Source End Use
NowE 1051 117 113 a3 09 96
Riddia Aliantic 1041 106 107 91 23 24
' South Atlantic 100 a0 100 102 102 102
East Nocth Central 1021 100 101 104 102 103
East South Central 02 | Q0 29 113 110 108
West Narth Central 101 | 99 99 108 106 108
West South Central g7 | 96 a8 112 119 111
Mountain 98 | 33 a4 i1G7 108 1458
Paciic 97 ! 29 @7 g1 92 31

Raglonal impacts on Consumers

*  The ahove tables provide information on the regional ampacts of the Btu and ad valoremn energy tax
aliernatives, assuming & 322 tilllon revenue target in FY 1987, Tabla 1 shows by census ragion
the dollar amount of tax that waould ba paid on a per cap{ta basis. Table f also axprosses the tax
increasas as a percent af disposable personal incoma in each region, Table 2 shows the same
information as Table 1, m:t oxprossed as a peroerd of the national average. A map of census
raglons follows the tabies

s Ths tables indicate that iha regional impacts of thess three ahergy taxes are simijar,

*  Note that while the tax burdan on a given region may be higher than the national average on a per
capita basis, it [s often lower than the national average as a percent of disposable personal
incoma, and vice versa, for all three taxes.

M
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Figure C-1: U.S. Census Reglons and
| Divisions |
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Distributlcnal Effects of Enargy Taxes

lﬁwlm [« TN & e v e 1D O Trren. hm i

[tcmm Livtunn B s byt TR X rvvoime |
i
Altemative Energy Taxes {average share ot Altornative Energy Taxes (average share of
pre-tax income 2000-2004) axpenditures 2000-2004)

+ Relative to annual income, the direct impact of broad- based energy taxes is
regress ive, aizhwgh this regressivity is reduced when indirect effects - e.g.,
air ravel price zmreases — are taken into account. Grouping households by
annual axpaadztares also shows enerqy taxes to be much less regressive.
This is a more accurate measure of well-being, especially in the lowest
incoma quintile wmch axhibits the greatest regressivity effscts on an income
basis.

» Allotthe aitematzvas are about equal distributionally, $0 this feature does nat
provide a basis for dtstlnguushmg between taxes. ‘

» Note that the distributions in the graphs above are before any possible give.
. back to mitigate reqressivity, and do not reflect other elements of the tax
package (e.g, higher rates on high-incoms taxpayars). Neither do they
reflact any softening of the impact on low-income households through cost-
of-living adiustments to transfer paymaents they receive.

« Distributions by annual income are the more influential politically {and were
used by Demacrats !ta criticize Bush Administration proposals).

PP —
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? industrial Sector Fusel Prices in 2000
{percontage change from Base Case)
i

ok Hevenus Yargatoof $22 Bifiion, z&mmr*s
Im Cam ] Bta Yax AdVeocem Tax (A4 Valorem Tax]  Cadion Tax | Mo FustTax | Of import Fee
i {A1 Souroni fEod Unst
G {All $/aal 083 | 1 4.5% 118 4.4% 4. % 0.9% 19.3%
il importedd $imct | 390 | ! 7.6% 11.5% £.5% 7.3% 0.5% -2.6%
Coal Shom | 34781 7.5% 12.5% 4.5% ' 7.2% % 0%
Eleciricity ekWh | 335 || 6.56% 4.3% 4.8% £.2% % 10%

¥ NOTE: Effects for a $40 billion revenue target are roughly double.

!_

*

Industrial Competitiveness

I
With ragard to the industrial sector, the carbon and Btu taxes have similar impacts.

The motor fuels tax ?s;as aimost no affect on industrial prices.

I

Trade and International f:omp:t?ﬁveﬁesa Effects

Art energy tax could anduce some displacement of energy-intensive industries to
non-texing countries, uncian:ut'ang the revenue baae and environmental benefits of
the lax.

On balance, deficit reduction financed partially through energy taxes could medestly
meast U.S. international competitiveness. This is because:

6 Enafgy taxes would reduce slightly cur depsendence on imported oil (with the
exception of the oil import fee which affects imports significantly), improving our
trade balance

¢ A credible deficit reduction package would lower interest rates, causing an outflow
of capital from the U.S., lowering our exchange rates and making our exports more
compatitive

Together these two factors could more than offset the loss in compstitive posuzon of
U.S. energy- zntanswa» industries, which would see a rise in their production costs
vig-a-vis their mferseas competitors.

U.8 fuel prices are general!y amaong the lowestin the (37 {see following page). The
taxes contemplated wouid not greatly change this situation,
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Figure E-1: Comparison of Fuel Types
' by G-7 Country

o AL By
YR EERREEEE]

i ‘
Light Fuel Olf Prices in Q-7 Countries Elsctricity Prices In Q-7 Countries
{1991 Prices and Exchange Rates) {1981 Prices and Exchange Ratas)

Gasolins Prices In Q-7 Countries
{1897 Prices arvj Exchange Ratas)
i

*
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Naturs! Gas Pricos in G.7 Countries Coni Prices in Q-7 Countries
{1591 Prices and Exchange Rates) {1881 Fricas and Exchange Rales)
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import Faaﬂcustominmuties and International Obllgstions

The tarif! on crude iazi cart be raised {either directly or via an import foe}
without violating auf obligations under the General Agreemant on Trade and
Tanftg (GATT). Rawaver the application ¢f any tariff incréase or import fee 0
imports of crude from Canada, and possibly Mexico and Venezuela, would be
limited by other existing agreements (ses below).

The situation is different for petroleum products, where U.S. tariffs are bound

"under the GATT. impossﬁm of higher tariffs or import fees could make the

L. 8. liable to pay compensation under GATT, and subject the U.S. 1o
retaliation,

While the U.8. could invoke the "National Security” exception under GATT
rules, the deficit reduction aim of the impon fee would exposethe US. o a
chalieﬂge within GATT. A GATT panel could find the exception inapplicable
and require the U, S o pay significant compansation to the satisfaction of
GATT member countrles

Agreemsnts with mdmdaaf trading partners would impose additional
constraints on the apgt;cation of increased taritfs or import {fees, The U.S,
would likely neead 20

$ Exempt Canada fmm the taritf, bocausa of the U.8./Canada Fraes Trade
Agreement (CFTA). Once the North American Free Trade Agrsement
(NAFTA), goes into effect, Mexico may also have to be exempted from the
tariff. . -

- Abrogate a U.S./Venszuela bilateral agreement that binds U.S. tariff rates

on Venszuelan crude oif and petroleum products. "Most Favored Nation®
obligations under GATT would not afiow the U.S. to exemgpt Venezuela {with
which the U.S. éaes not hava a free trade agreemaent) from increased tariffy
or import tees wathout extergiing similar benaﬁts 1o ail GATT members.
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The European Camniz!esinn'n Btu/Carbon Tax Proposal
in 1881, the EC Commission suggested a Btu/carbon tax. The propcsal an
eiemwk ot the Cammissmn‘s carbon dioxide limitation strategy, calls for a tax
starting at the equiwaiant of $3 per barrel of oil in 1993, rising to the equivalent of
$10 per barrel in 2000. Fossil fuel prices and use would be affected by both the
gnergy and carbon camporzents of the tax, while carbon-free energy sources,
such as nuclear and hydm; would be affected enly by the former. Thus, while
affecting all snergy, the tax offers a rolative advantage o low- and no-carbon
anargy sources,

The formal proposal, put forward by the Commission in May 1892, provides that
the application ot the tax would be "conditioned on the adoption of similar
measures” by other wﬁﬁ‘k{m& The proposal also suggests that energy-intensive
industries be given speczai {reatment or exemptions from the tax to offset -
possible aamﬁaﬁi}%ne&s effects. In addition, the proposal suggests that
reverues be used o faciz.zca other taxes, bt isaves the decision 1o the individual
member states since thay, rather than the EC Commission, have competency in
this area. |

The EC Commission 52&&?&03 1ax must have ynanimous approval from the EC
Council of Ministers, representing the individual member state governments,
before it can take effect. The Biufcarbon tax is being reviewed by three different
sets of member country ministers: finance, energy, and environment. Views vary
widely across both countries and ministries. To date, Council action has been in
the form of a request | for further analysis. .

Qn Jan yary 28, 1%3 I the EC Commission issued the following statement:

The European comm:ss;on wolcomes the recent deciarations made in 1.8,
Government circles which demonstrate a willingness to seriously and sfficiently
tackla world enetgy and environment probiems. The European Commission is
aspecially pleased to! see the new U.S. Admmnstfai‘mn thinking about msasures
regarding a possible enwmnment and energy tax. The European Commission
has already approved stuch measures but they are subject 10 a "conditionality
clause.”




