
•... 	 91-1u/9 
,;tiC114(Ih1-!Pl 

DEPARTMENT OF THE TREASURY J', 
WASHINGTON 

July 14. 1999UNDER SECRETARY 

MEMORANDUM FOR SECRETAR~MERS 

FROM: 	 . Gary Gensler ~. 

. ' Under Secreta. Of omestic Finance 


SUBJECT: 'Domestic Finance Vision ' 

'As we embark upon the final eighteen months of the Clinton Administration, Domestic 
Finance has examined each ofour offices to determine our priorities for the remainder of this 
term. The attached memorandum begins with our key priorities- the areas in which we hope to 
drive action al:ld accomplishment over the next eighteen months. It then outlines important issues 
created by the: current environment - the areas in which we expect to be heavily involved, though 
perhaps in a more reactive role. The memo finishes 'with the other matters that are likely to be a 
part of our focus - those smaller or less high profile areas that round out the full picture of our 
efforts tor the next eighteen months. 
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Priorities: 

Anti-counterfieiting 

To develop and implement a comprehensive approach that addresses the use of digital imaging 

equipment to counterfeit currency. To coordinate this effort across agency, departmental and 

international boundaries, and to solicit input from industry. To continue our public education 

efforts to raise awareness of counterfeiting penalties and to encourage authentication. To 

successfully rollout the new $10 and $5 bills in the spring of2000. To review and possibly 

decide on new currency designs by the end of 2000 in order to be prepared for potential 

introduction of possible new currency designs in 2002. '. 


CDn . , 

To work with Congress to ensure the reauthorizatIon of the Fund for'fouryears, the passage of 

the PRIME Act Legislation (which creates a new techIiicalassistance program for.' 

microenterprise), and the achievement of our desired funding levels ($125 million as requested in 

the President's budget). To work to have the Fund's appropriations decisions transferred to " 

Treasury IPostal. 


Commodity Exchange Act Reform and Derivatives Study 

To lead the President's Working Group to a timely completion of the derivatives study. To, 

commurlicate the study'S findings and recommendations to Congress. To ensure that the CEA 

reauthorization process results in a more streamlined and sensible overall regulatory regime. In 

particular, to enhance, through legislation, the legal certainty ofOTC derivatives transactions. 


Consumer Protections and Financial Privacy . . . . 

To assure passage ofas much of the President's consumer protection and financial privacy 

program ~s po~;sible. In particular, on financial privacy, to (1) work to get as much included in 

the Financial Modernization Bill as possible; (2) look for other potential legislative vehicles; and 

(3) draft the 6-monthTreasury study called for in H.R. 10 on information sharing practices 

among financial institutions ~nd their affiliates. 


Debt Management 

To develop a long-term strategy for paying down the debtthat maintains our core principles of 

debt management: promoting efficient capital markets, achieving the lowest cost financing for 

the taxpayer; and maintaining sound cash management practices. To publish debt buyback· 

regulations for publication and to possibly implement debt buybacks next year: 


Electronic Commerce 
To develop a government-wide policy for the use of digital signatures for financial transactions 

. both within the government and with the public. To continue to facilitate the growth of 
electronic commerce. To consult with the financial services industry and the Federal ReserVe on 
their views on emerging technologies and their plans for its use. Towork with Congress to 
develop legislation to protect consumers who are banking or trading on the Internet. To develop 
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policyoptions for securities firms to disclose the'risk~ involved in trading, on the Intenietand 

protections for consumers banking on the Internet. 


Electronic Funds Transfer (EFT)' '99 , 

To conclude the ron-out ofthe ETA, our low priced bank account designed primarily for 

unbankedrecil:)ients of fedenll payments, byerirolling financial institutions across the US to offer' 

it and by actively promoting it through our public education efforts. To continue to analyze the 

role of non-federally insured payment service providers in the electronic delivery of federal 

payments. , 


Financial Modernization 
To work with Congress to pass a financial serVices bill that is acceptable to the Administration. , 
The major issues for conference will be the Community Reinvestment Act, the subsidiary option, 
and financial privacy:" Other important issu~s include the Federal Home Loan Banks, unitary 
thrift holding company, medicaL privacy, and bank insurance sales provisions. ,,' 

, , 

New Markets Initiative 
To promot~ Administration initiatives to bring equity capital to under-served communities., To 
, enact the New Markets Tax Credit. ,To support SBA, HUD and NEC in their efforts to develop 
'and enact l~gislation establishing America's Private Investment Companies and New Markets' 
'VentureFirms" To enact the low income housil1g tax credit expansion proposed last year. To ' 
complete the transition o,fBusinessLINCto the private sector over the next six months. 

".:, . 
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Current Environment: 

Appointments & Staffing 
To work with ilhe Office of Presidential Personnel to identify and recruit the best individuals for 
appointments to Treasury and regulatory positions related to Domestic Finance (e.g., Fed 
Governor, and Deputy Assistant Secretaries for Federal Finance and for Financial Institutions). 
To hire a new Director of the Office of Federal Financing. To work to ensure the confirmation of 

. our new Assistant Secretary for Financial Institutions. 

Capital Standards 

To ensure that the capital standards ·being updated in Basle have a beneficial effect on the 

strength of the U.S. economy and on the financial services industry. To continue to analyze 

OFHEO'sproposed risk-based capital rule for Fannie Mae and Freddie Mac, and work to 

improve consistency between bank and GSE capital rules. To assure that capital standards for 

FHLB not be cut as provided for iri H.R.l O. . 


Community Adjustment and Investment Program 
. To develop and launch a grant and technical assistance program. To continue changes to policies 

and practices to increase the effectiveness of the program. To work with Legislative Affairs to 
receive our requested $17 million appropriation for FY2000. 

Community Reinvestment Act 
To ensure the continued strength of the CRA. To work with members of Congress to effectively 
defend CRA in upcoming Congressional hearings. To address any evidence of real abuses. 

Credit Unions . 
To continue to: (1) work with the National Credit Union Administration (NCUA); the Federal 
Reserve, and other Treasury offices on credit unions' Y2K-related liquidity needs; (2) prepare the 
three congressionally-mandated studies required by the recent credit union bill; and (3) work with 
the NCUA as it implements new safety and: soundness measures. 

Debt Collection 
To improve the federal goverinnent's debt collection efforts. To achieve: (1) the merger of the 
tax refund and administrative offset systems; (2) the addition of two major payment streams -­
benefits and salary -- to the administrative. offset system; (3) an increase in agency referrals of 
delinquent debt; and (4) an increase in the number of states participating in the Treasury program 
to collect past due child support through administrative offset. 

Deposit InsUJrance Issues 
To work to enact legislation that would strengthen the bank and thrift deposit insurance funds by 
requiring that the funds merge, whether or not the thrift charter remains in existence. To work 
with Congress to enhance market discipline, encourage even better disclosure of institutions' true 
financial condition, and perhaps provide a pasis for more risk-sensitive pricing of deposit 
insurance. 
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FASB 

To continue to monitor developments around Financial Accounting Standards Board releases . 


. . In particular, to monitor developments related to accounting for merger transactions, certain 
kinds of resear,ch and development, and stock options. In addition, to monitor the recent 
agreement between the SEC and banking regulators related to loss reserves. 

Government-wide Accounting 
To work coope:ratively wIth GAO, OMI;3 arid the federal agency CFOs, to develop and 
implement improved processes, procedure's and practices. To make considerable progress toward 
receiving an unqualified audit opinion, which is at leasttwo years away. To continue our 
participation in the Federal Accounting Services Advisory Board (F ASAB), and to further 
F ASAB' s goai of setting appropriate accounting standards for government agencies. 

. GSE Oversight 
To push for comprehensive FHLBank reform that sets forth the System's public purpose, 
increases its accountability to that purpose, and limits its activities to fulfilling that purpose'. To 
send legislation to Congress in order to demonstrate clearly what reforms are necessary to the 
system. To provide input on Finance Board proposed rules. To work with HUD and our Office 
of Community Development Policy on HUD's upcoming housing goal regulation as it relates to 
Fannie Mae and Freddie Mac. To r~fine and promote our basic GSEpolicy principles and to 
speak out against unwarranted GSEexpansion into new lines of business. 

Hedge Funds , 
To continue to work with Congress, the President's Working Group and private sector' groups to 
ensure implementation of the Working Group's recommendations, including enacting 
improvements to the Bankruptcy Code and bank insolvency law that address the netting regime 
for certain financial contracts. To continue to monitor the effectiveness of the Working Group's 
recommendations in addressing excessive leverage. To work with other Treasury offices to 
ensure that international coordination facilitates the implementation and enhances the 
effectiveness of the Working Group recommendations and to coordinate any further study or 
action regarding highly leveraged institutions (HUs). ' . 

Natural Disaster 

To continue to work both within the Administration and with Congress to develop a national 

natural disaster reinsurance program. 


Pension Benefit Guaranty Corporation (PBGC) 

To improve two-way communication between PBGC and Treasury. To review and clear PBGC 

board resolutions. In particular,to ensure that PBGC does not promote initiatives inconsistent 

with Tax Policy's goals. 
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Social Security Reform 
To support on··going efforts for Social Security refonn. To develop policies and review issues 
related to financial markets. In particular, to work on issues related to paying down federal debt 
and the potential investment of the Social Security trust funds in equities.· 

Steel and Oil & Gas 
To work with Congress and other parts of the Administration to ensure that taxpayers interests 

.are adequately protected if a steel or oil & gas lmmguarantee program becomes law. 


Trade 

To continue t(j work in the interagency process to ensure that our support of free and open trade . 

is combined with an effective, broad-based Administration initiative to ameliorate some of the 

temporary negative effects of trade. More specifically, to promote the creation ofan interagency· 

entity (possibly based on the FEMA model) to provide flexible and immediate trade assistance . 

and coorqinate and leverage existing private and government resources in trade-impacted 

communities. 


Y2K 

To continue our work with the Fed, the banking industry, the securities markets, arid other 

appropriate groups to enS~lfe continuity ofgoverrtment financial operations and the smooth 
functioning of financial markets in the year 2000. To work with the other members of the 
President's Working Group to report on the Y2K readiness of the fimincial markets as requested 
by Congressman Dingle. To identify the appropriate cash balances and develop, and implement 
the appropriate strategies to ensure that the Treasury is properly funded to met any unexpected 
millennial date change contingencies. 
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Ongoing Initiatives: 

Bank Safety & Soundness Oversight . . 

To continue Olllr oversight activities with respect to bank safety and soundness, both at the 

Department level, and in our work with the OCC and OTS. 


Cash Manag.~ment 


To continue to monitor closely the government's daily cash flows,.and to us~ that information in 

making informed financing decisions. To further improve our ability to estimate the 

governrrient's cash needs and to manage T;easury's cash position. . , 


CDFI 
To continue to effectively administer awards for the Fund's major programs. To continue 

research and evaluation initiatives. 


Credit U,niolls 

To continue to develop Administration policy toward credit unions. To work with the Federal 


. Reserve and the NCUA to ensure an appropriate liquidity backstop for credit unions in 
preparation fiJr the Year 2000. To complete the three congressionally-mandated studies on: (1) 
member business loans, (2) cre~it union regulations, and'(3) small bank viability. 

Critical Infr'astructure Protection 
To playa leadership role in protecting critical infrastructure in the banking and finance sector. 

To encourage the private sector to organize itself to address the threat of cyber-terrorism.· To 

coordinate the efforts of regulators -- i.e.,the Fed, banking agencies, SEC and CFTC -- in this 

area, 


Currency Education 
. To accomplish a smooth transition to redesigned $10 and $5 notes. To implement a 

comprehensive public; education plan, which will include outreach to the general public and to 
cash-handlers, with it strong emphasis on anti-counterfeiting messages. ' 

DC Economic Development. . 

To work with the District on the establishment of the National Capital Revitalization 

Corporation. To continue work with OMB and the District on economic in,itiatives. 


Effective Operations (BPD, CDFI, FFB, NADBank, FMS)­
To work with the bureaus on developing and achieving program goals and initiatives. To 

provide general oversight and assistance to the bureaus as needed. 


Fair Lending 
To continue our work on fair lending initiatives, including achieving' changes in Regulations B & " 
C, and working on credit scoring, predatory lending, and subprime lending. 
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Federal Credit Policy 
To continue our legislative review efforts regarding federal credit policy and remain involved in 
initiatives regarding possible policy-revisions. 

Federal Financing Bank _ 
To make the FFB more user-friendly and efficient. To provide low-cost financing and good 
customer serviee to clients such as the Postal' Service and Historically Black Colleges and 
Universities. 

Federal ReservelFiscal Relations 
To continue to provide oversight and guidance to the Federal Reserve in their role as our fiscal 
agent. To continue to workwith the Fed in the areas of cash management, payments (wholesale 
and retail), collections, collateral, TT &L accounts, auction Qperations and savings bonds. To 
initiate an effort to monitor more closely Federal Reserve services and costs. 

Government Securities Market Regulation 
To continue to update regulations and interpretations under the Government Securities Act, as 
needed. To change, interpret, and enforce Treasury auction rules to ensure the financial safety 
and soundness of the Treasuries market and compliance with Federal rules. 

Interest Rate 'Calculations 
To use appropriate methodology to calculate interest rates to be used in Federal programs. To 
review calculation methodology, as appropriate. 

Market Monit,oring 
To continue to monitor changes in financial market conditions. To provide timely market reports 
to the Secretary and other policy areas on a regular basis. To continue our participation in al1 
interagency market surveillance working group. . . 

Microenterprise Initiatives 
To continue to work with other federal agencies to coordinate microenterprise programs across 
the federal government. To continue the Pre~idential Awards for Excellence in Microenterprise 
development. . 

Native American Initiatives 
To continue to work with HUD and other agencies to streamline the mortgage lending process in 
Indian country. To propose legislation in this area as necessary. To continue CDFI's work on 
the Native American Action Plan. 

OTS and oce Regulations 
To continue to review all aTS and acc proposed and final regulations to ensure that they do not .. 
contlict with Administration policies. 
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Privatization Executive Order 

To have the executive order on privatization signed by the President. To have the privatization 

principles approved by OMB, the White House and relevant agencies. 


Sallie Mae 

To continue to monitor the financial safety and soundness of the Student Loan Marketing 

Association (the GSE), and to monitor and enforce statutory provisions. 


Savings Bonds 

To improve the education feature of savings bonds, and to consider and implement further 

improvements to promote savings through these bonds. 


Securities Investment Protection Corp. (SIP C) 

To. monitor developments at the SIPC and to fulfill obligations as a board member. 


Student LOliliD Studies 

To successfully support the Department ofEducation's completion of two Congressionally 

mandated studies on student loans - one exploring the use of alternative indexes, such as 

commercial paper, to determine lender yield; and the second examining the use ofmarket 

mechanisms, such as auctions, to determine the yield to lenders. 


Treasury Tax & Loan Accounts (TT&L) 

To develop and implement by mid-2000 a new system for investing Treasury's excess cash 

balances. To enact a proposed amendment to regulations that would provide for a return to 

TT &L accounts equal to overnight repo rates, rather than the current return of Fed Funds rate less 

25 basis points. 


Trust Fund Management 

To improve: execution of Treasury';; trust fund management responsibilities. 


Working Group on Financial Markets . 

To continue our work with the Fed, the SEC, the CFTC, and the other agencies that participate in 

the Working Group to monitor market developments and to pursue projects designed to promote 

the strength of the financial system. . . 
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DEPARTMENT OF THE TREASURY 


WASHINGTON, D.C. 


July 28,1999 

UNDER'SECRETARY, 

MEMORANDUM FOR 	 SECRETARY SUMMERS 
DEPUTYSECRETARYET~T~ 

FROM: . 	 GARY GE~"sLER 
UNDER SE,CRET ARY FOR ~"",J6a:",,,..":'I"TC'Fi FINANCE 

SUBJECT: ' 	 Follow Up to July 20/21 Mee . 

Domestic Finance 


rwant to express my appreciationforthe tiine and thought that both of you put into last week's ' 
meetings .on the Domestic Finance agenda tor the next 1 g months. The input and direction you 
provided will be extremely useful to us going forward, as will the commitments of ti~e that you 
have made in a humber of areas. 

Attached is an outline of the topics discussed at the meeting along with a briefdescription of 
directions you provided and commitments we made. I look forward to working with both ofyou' 
on'many of these items over the corning year. 

Attachment 



DOMESTIC FINANCE DIRECTIONS/COMMITMENTS 


This paper follows up on two meetings held on July 20 and 21with Secretary Summers and . 

Deputy Secretary Eizenstat. Both the Secretary and Deputy Secretary provided valuable 

feedback and.direction on the Domestic Finance agenda for the next 18 months, particularly in. 

defining our overall mission. The Secretary articulated our objectives as falling mto five broad 

mission areas:.; . 


. - To assure that we best manage the nation's debt 

- To assure that the financial system works best for consumers and cOnlmunities 

- To assure that we modern,ize the financial system 

- To promote the best financial system in light of rapidly changing technology 

- To promot~ a safe and sound financial system 

The following incorporates our understanding of the direction provided to us and the 
r 0_ ~"'1 ~'""! ; 1 I": .... :~-~1"l1-, ". 'I:;~ 1n l'li:"lopt; ~1(T . . . 
............ 4- ........ ~~ ..._ ..... _ .. '!"'w_ ...... --- .<. \. '- 1,..1_ O. 


Part 1 - Priorities 

Anti-counterfeiting/currency design 

- ObtainSecretary's signature. 

- Secre!ary to unveil ~edesign ot$lO and $5 in Fall for issuance in Spring 2000 

- While no current plan to release in this Administration, go forward with preparatory work on 
possible next generation ofcurrency.. . . 

. - Secretary to engage from time to time with Attorney General enhancements to sentencing 
guidelines on counterfeiting. '. . . 

On list, not discussed: 

- Develop and implement comprehensive approach to use of digital imaging in counterfeiting 
currency. Coordinate effort across departmental, agency, and international boundaries and solicit 
industry input.' . 

- Continue education of public on anti-counterfeiting penalties and authentication. 

CDFI 

- Work for passage of PRIME Act as part of Financial Modernization bill. If successful, 

associate Secretary with accomplishment. 


- Work for achievement of desired funding levels for CDFI. Secretary to be available for 

necessary calk 


- Pursue permanent re-authorization for CDFI. 


On list, not discussed: 


- Work to havI; Fund's appropriation decisions transferred to TreasurylPostal. 




Commodity :Excbange Act and Derivatives Study ... 

.,. Primary goal - as part of CEA Reauthorization get legislation passed on legal certainty issues 
C[reasury Am~ndment, swapsexemption, etc.) .. ' •. '. . 

.'~ C~~plete in a timely -maruler a Wor){ing Group study that addresses issues beyond legal 
c~rtainty. (late September) .' .' .' . '. . . 

Consumer Protection and Financial Privacy' 

-Work to achieve as muchfinancial privacy protection as possible as part ofFinancial 

Modernization package. . ." . . 


: '. .' . 

.:-:"';- After Financial Modernization, develop v~hicles to further highlight privacy issues linked to 
····~"~financial aspects of economy. ". . 

. ';"', . ~ , 

~. Work for passage of Ballkruptcy bill with maximum consumer protection provisions. 

- After passag1e of Bapknlptcy:RilI,· develop vehi_cl~s to furthe.rl1.ighlig.hf 4iscl.9sl¥e and...oth.~r 
consumer protectlOnlssues '.,' . - . .' 

. . 

Debt Management 

-Release Buy-Back regulations at Quarterly Refunding. (August 4, 1999) 


- Articulate debt strategy in a market with substantially declining debt, with an eye toward 

announcernents at end of year addressing:" .' '. .... '. '--' ..... . 


Initiating buy-backs 


- Role of indexed bonds in debt management 


- Management of maturity structure 


. - Any further developments on auction techniques 

Electronic Commerce 

- Work with Deputy Secretary to develop aTreasury-:-wide strategy on electronic commerce 
issues and develop eyents to promote strategy. (By this Fall) . 

- Work with Enforcement and OGC on resolution of encryption issues. 


~ Develop policy on issues concerning electronic commerce and financial revolution (e-banks, e-

markets, digital sign,atures, etc.).. . . 


- Develop vehicles to further highlight privacy issues linked to the financial aspects of electronic 

commerce. 


On list, not discussed 

, . , 

- Work with Congress to develop legislation to protect consumers banking or trading on the. 
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internet. 

Electronic Funds Transfer (EFT) '99 

- Develop events for Secretary to encourage banks to enroll in ETA program. 


- Develop strategy for making the financial system ofthe 2 i SI Century accessible to all 

Americans. ., 


- Develop concrete strategy.on the unbanked. Develop strategy to advocate and promote access 

by unbanked. ' . .. 


- Present options paper on check cashing services. (End of August) 


- Work with Deputy Secretary to resolve issues concerning check cashing services. (Early Fall) 


Financial Modernization 

.. :- Significant Secretarial inv~lvement in passing st~ong Fin.ancia~ Modernization legislation, 
,particularly through upcommg Conference CommIttee delIberatIOns. (Through early Fall) 

- Pursue enactment/adoption of requirements for issuance of subordinated debt by banks. 

- Review Litan Report for further ideas to pursue 

New Markets Initiatives 

- Secretary to participate in POTUS New Markets rOll-out. (Thursday, August 5th) 


- Secretary to participate in POTUS BusinessLINC event. (Tuesday, August 10th). 


- Work for enactment oftax credit portion ofpackage' (New Markets Tax Credit, as well as low 

. income housing tax credit) as part of end of session tax bill. ' 

On list, not discussed: 

. - Provide support to SBA, HUD, and NEC to develop and enact legislation on America's Private 
Investment Companies and New Market Venture Firms. . 

Complete transition ofBusinessLINC to private sector in next six months. 

Trade/Community Adjllstment and Investment Programs 

- Work with Deputy Secretary to develop plans to use, Community Adjustment programs to more 
effectively support free trade objectives. . ", 
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Part 2 - Current Environment 

Capital Standards 

- Discuss withOASIA greater involv~ment in Basle capital standards. and come back to'Secretary 

Debt Collection . 

- Make decision as to whether to have an event to call attention to good news on collection of 
child support '. ShalalafSummers (Sept 1999?) . . . 

On list, not discussed: 

- Work to improve federal government's debt collection efforts through improvements to 
administrative: offset system, increase in'agency referrals, and increase in state participation in . 
program to coUectchild support payments. (Multiple on-going deadlines throughout next year) 

'\ ' 

. . 

- Thrpugh 'the Working Group on Financial : Markets' review andnionit~r possible' 

demutualization of stock and futures exchanges. (Through the Fall) . . 


- Addre'ss public policy issues concerning regulatory structure, governance, exchange rules, and 
pricing in the eontext of the possible switCh to for profit status for the various exchanges .. 
(Through the Fall) . ' . ' 

FASB 

- Monito~ developments in four key 'areas: 


- SEC ,effort to harmonize international accouhting standards 


- F ASB proposed rules on merger accounting, R&D, and options 


- Loan loss reserves 


- Accounting for intangibles (advertizing, brand loyalty, etc.) 


GSE Oversight 

- Actively push for comprehensive FHLBank reform. To extent possible, use Financial 

Modernization bill as vehicle. . 


On list not discussed: 


- Provide inpm to Finance Board on proposed rules. 


- Work with Treasury's Office of Community Development Polley and HUD on HUD's housing 

goal rules as'rdated to Fannie Mae and Freddie Mac. ..' ',. ' . 


. - Continue to refine and promote basic GSE policy principles. 
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. - Monitor development of new OFHEO capital rules 

Hedge Funds . 

. - Push SEC fli)r legislationiaction on disclosure and affiliates recommendations from Hedge Fund 
Study. . 

'-'Work with key Congressional members for introduction of legislation by this Fall. 

On list, not discussed: 

Continue.to work to implement other study recommendations, including amendments to ' 

Bankruptcy Code and bank insolvency provisions on netting. . . '. 


- Monitor. effectiveness of recommendations in addressing excessive leverage. 


- Work with 'other Treasury offices on international coordination to facilitate implementation and 

effectiveness of recommendations. ", . . . 


Natural Disaster 

- Alon& with Economic Policy, brief Deputy Secretary on issues concerning work within 

Admimstration and with Congress to develop a national natural disaster r:einsurance program. 


Stock Markets 

- Discuss with Economic'Policy and bring back to Secretruyanalysis of current market and ,effect 
on economy 

- Subsequently set up meetings with key subset of Working Group, ' 
, " 

- Develop contingency planning 

Y2K 

.: Have Working Group meeting prior to mid-August with Y2K on agenda. (Wednesday, 

August 4th), ' , , . '. 


- Brief Secretary for meeting 


- Deliver report to Congress by mid-September 


- Determine if there should be an event around release of report 


- Coordinate with OASIA on Y2K issues 


, . 

, Following topics were listed but not discussed in detail: 

Appointments and Staffing 

Community Reinvestment Act 

Deposit Insui"ance Issues 
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Government-wide Accounting , ' 

Pension Ben(~fit Guaranty Corporation, 

Social Security Reform 

Steel and Oil & Gas 


Part 3 - Oneoine Initiatives,' 

Fair Lending 

- Look at issues concerning interaction be,tween use ofcredit scoring and discrimination 

, - Look for ways to take some credit for developments in this area 

Microenterplrise Initiatives/CDFI Awards 


- Enact the P,RIME Act and work to achieve desired funding levels for CDFL 


Continue to work witli'other federa] agencies to coordin'ate niicroenterprise programs across the 
federal government. Administer CDFI Awards and continue the Presidential Awards for ", , 
Excellence in Microenterprise development, (Secretary to announce 1999 awards) 

Native Amerlican Initiatives 

- Pursue work with HUD and other agencies on mortgage lending , 
. - ­

On list, not discussed: ' 


- Propose legislation in this area as necessary. Continue CDFI's work on the Native American, 

Action Plan. " , ' , 


Privatization Executive Order 

- Work toward expeditious issuance ofExecutive Order' 

Trust Funds 

~ Conduct review ofprocedures for administration of trust funds. 

Following topics were listed but not discussed in detail: 

Bank Safety & Soundness Oversight 

Cash Manag{~ment 

Credit Unions 

Critical Infrastructure Protection 

Currency Edlllcation ' 


'DC Economi<: Development , 
Effective Operations (BPD, CDFI, FFB, NADBank, FMS) 
Federal Credit Policy, ' " , 
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. . .. 


Federal Fintmcing Bank .. 
Federal Rest:rve/Fiscal Relations 
Government Securities Market Regulation
Interest Ratte Calculations . 
Market MO[~itoring 
OTS and OCC Regulations 
Sallie Mae 
Savin~s Bonds . . 
SecurIties Investment Protection Corp. (SIPC) 
Student Loan Studies 

. Treasury Tax & Loan Accounts (TT &L) 
Working Group on Financhd Markets 

7. 




DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 


UNDER SECRETARY July 30, 1999 

MEMORAl'JDUM FOR SECRETARY SUMMERS 

FROM: Timothy Geithner·~\ot 

SUBJECT: . Possible Initiatives on the International Front 

As a followup to the memo we did on the international agenda, you asked for an assessment of 
possible initiatives and objectives that we might consider focussing on accomplishing over the 
next 18 months. Here's a quick list, somewhat unrealistic and expansive, with a mimber of things 
that I would have reservations about pursuing. . Many of these have the character of agenda 
setting for the longer term, and would not be achievable in the time left in this administration. 
Your achievement instead would have been to frame the agenda, and your legacy would be t6 
have set son'te longer term changes in motion. This list does not cover the obvious stuff in the 
pipeline we've covered in other memos -- all the Summit followup stuff on architecture, ESAF 
reform, etc. Nor does it reprise what we now consider the obvious potential problems you are 
likely to confront in the world. We're doing a separate note on the more immediate challenge of 
the annual meeting strategy. [1 have shared this with Ted Truman and Caroline Atkinson, but 
they are not implicated at this stage.} ­ ,." ' 

1. .. The Next Phase of Architecture Reform. Although our present focus has got to be on 
delivering on the extensive changes we set in motion at the Summit, we may find the best way to 
continue to l"etain the initiative for reform going forward is to outline a new set of objectives, with 
a longer fuse. You could present late this year or early next year a set of longer term orientations 
built around the following areas: 

A world with fewer currencies, with regional monetary integration in our 
hemisphere, an expanded EMU, and some Asian transitional solution. 

1\ big bang World BanklMDB consolidation (see below), with the objective 
of having an integrated set of financial instruments (concessional and hard 
loans, guarantees, insurance, private equity and debt investments, project 
finance) that could be deployed in support of a new development strategy 
built around human development outcome targets. . 

A steeper path to a global supervisory structure for financial institutions, 
built on a stronger set of standards, more comprehensive application (to 
capture offshore centers), and the Financial Stability Forum as the center of 
the cooperative network. 



The GX as a bridge to or a compliment to reformed constituencies in 
governing bodies of the IMF/WB. 

Some foundation laying for financial arrangement that could augment the 
IMF and the NAB in the event of another systemic crisis on a global scale, 
built around either the SDR mechanism or, preferably, the BIS model for 
bilateral lines we pioneered in Brazil. 

2. 	 MDU reform and financing development. The interesting policy issues, still at the 
frontier of this field are the following essentially old questions: 

Should we (can we?) seek to increase the scale of resources available to the 
poorest countries, or does the scale of resources available (above a certain 
level) have little to do with development results? 

Is there a good case for changing the composition of development finance 
- more debt reduction for less concessional flows, more multilateral less 
bilateral, more concessionality in general, even at the expense of the overall 
volume? 

What public goods at the national level should be financed externally, what 
global public goods are now underfunded by the international community, 
what risks should the official community insure private investors against, 
what externalities or market failures should development finance seek to 
address? 

How do you credibly implement selectivity, particulary in cases where the 
the moral dilemma is magnified by the scale of human destitution and the 
extent of official corruption or the absence of effective institutions of state? 

What priorities should guide where finance is targeted and policy 
conditionality focussed -- the new (old) rage is around development 
outcomes/targets for social and human development objectives arid around 
governance/institutional building/civil society reform? 

How can the MDB's be best organized to deliver finance and design 
conditionality effectively? 

You could outline a broad view of how development finance should evolve, with the 
following key components. 

A redefined comprehensive development framework, along the lines of 
what we are designed for the successor ESAFIIDA strategy in the poorest, 
build around development targets, to guide expenditure priorities. 



Broader use of development fund/window concept, integrated with 

national budgets (to provide more credible additionality given the 

fungibility problem), as channel for official IFI finance and debt reduction, . 

with transparency and redundant monitoring mechansims as a way to. 

address corruption. 


May be some UN agency IIFI . integrati onlcooperati on. 


A fully integrated World Bank group, so that the fully range of financial 

instruments are deployed in support of the new CDF ICAS process, from 

concessional and hard window finance, to guarantees, to insurance 

products, to private debt and equity investment, to the post conflict 

instruments (see pelow), to debt reduction, to TA. 


Steps toward the eventual transformation of the regional banks into the 

regional offices of the World Bank group, with the hard and soft loan 

windows merged into global funding vehicles. 


It may be that we can justify and will want to support an increase in hard or soft loan 
windows as part of this exercise, or to refocus the debate. We are in the process of trying to 
frame this assessment for you. 

3. Financing Global Public Goods. The assumptions here, which may be wrong, is that 
there is a set of problems that transcend national borders, that cannot solely be addressed at the 
national level, that the private markets would not finance on their own, that the existing existing 
lending facilities of the MDBs are ill suited to address, and that might capture enough political 
support in the U.S. Congress that we could increase the overall envelope of the 150 account to 
finance them. The GEF experience suggest a bit of skepticism about these assumptions; 

I think we should work to develop a proposal for the President's FY2001 budget request 
that entails a u.S. contribution toa multilateral trust fund addressed to the tropical disease 
vaccine development cause, perhaps combined with whatever HIV IAids vehicle we find, and 
maybe other things that meet this category. 

4. Post Conflict. We have a proposal that would enable the IMF and the World Bank to 
reengage early with credible governments in countries emergi~g from conflict that is designed to 
get the IFIs to lend with postive net flows even in the face of substantial arrears to the IFIs, with 
the arrears then HIPCed. 

We can try to make this a centerpiece of the annual meetings. It's a good complement to 
Kosovo, and to the HIPC strategy. 

And it would give us, along with the Africa trade bill, the new HIPC, the new 
development poverty framework we are shaping in the context of ESAF reform, a better mix of 
tools for engaging in Africa. 
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5. Dollarization and regional monetary union. As you have long recognized, the 

exchange rate arrangements for the system have the most potential sex among the international 

financial issues, but an adverse ratio potential drama to clear, compelling options. 


It is not clear to me yet that we are sure we are prepared to support unilateral dollarization 
in major country, but let's say we decide that is the right thing to do, that Argentina wants to do it 
on these terms (no seignorage, no arrangement fora voice in U.S. monetary policy, no part of the 
U.S. bank safety net, implicitly or otherwise), that we decide they will geta sufficient benefit in 

lower spread from the cleanly unilateral option, then we still have to figure out whether we are 

prepared to contemplate similar initiatives from other major countries in this region or outside, 

and whether we think the system would be better off with regional monetary integration around 

two or three anchor currencies. 


Apart from technical discussion with Argentina and maybe the other small interested 

players, we need to have an internal process with the Fed to outline a set of general policy 

orientations around this so that we are better positioned for post election Argentina.~ 


6. The Truman scheme for despots and capital flight. TedTruman has contemplated 
trying to negotiate with the financial authorities of the major financial centers and perhaps the off 
shore centers a set of arrangements we could deploy to try to capture the assets placed offshore 
by corrupt governments or by outgoing despots. This is worth try to write down as a first step 
toward seeing if we can pursue it. . 

7. A new trade consensus. Independent of where we come out on fast track, the 

Administration is going to have to outline this fall in the run up to Seattle some way to frame an 


, agenda that tries to capture the a reasonable set of objectives on labor and environment in trade 
policy, frames our multilateral priorities for the new round and bilaterally, professes determination 
to use or to strengthen or to modernize our trade laws to combat unfair trade practices and 
protect against surges. 

It would be a good investment in policy and in the Administration's legacy for you to try 
to frame this message early, to get consensus around it in the Administration, and then to make it 
a stump speech for the fall. 

8. Strategic countries. In China, Nigeria, and Indonesia we have that interesting 
combination of strategically important nations, at a point of transition, where the economics are 
important. We have spent much of the this Administration investing in the FSU and the transition 
in Eastern Europe, and although we cannot avoid continuing that level of engagement, we need to 
think through how best to figure out a way to shape a U.S'/IFI strategy for improving the chances 
for a favorable transition. 

We should put together some general approach, probably with a more dedicated 

interagency team, and think about how best to use the opportunities for Summers diplomacy. 


9. Monetary Cooperation in Asia. We are facing a bit of drift, APEC fatigue, disinterest 



. . 


in the Manilla framework, and continued Japanese efforts to build support for an Asian Monetary 
Fund. We don't have a good solution to this setofproblems. And we don't have a clear view of 
how the region should evolve in the areas of exchange rate arrangements and monetary 
cooperation,. 

Maybe we should make fixing this the objective for yoUr next APEC finance ministers 
meeting, and start to layout the options for how we might define some long term objectives for 
how the region should evolve, and what arrangements for cooperation we might promote as part 
of that. 

As we start to think through how you want to define your agenda, here are a few more 
general, unorganized thoughts. 

• 	 You need to be more selective, and more focussed on a narrow set of broad objectives 
than is your inclination. There's no risk you'll be perceived as not setting the international 
agenda, or short of initiatives, or without vision, or short of ambition, or lacking in edge. 
The greater risk is that you'll get captured by the crisis of the day, constrained by the 
politics in an election year, or unable to match your reach to what we are likely to be able 
to grasp. 

• 	 One of your more compelling relative strengths is in speaking. And.yet you speak so 
much and often with relatively little foresight or preparation, you are probably not using 
the tool that well. If you decide early the areas in which you want to define·broad policy 
aspirations in a series of speeches, you'll be in a better position to leave a greater mark on 
the debate. Pick four or five now, and we can start to frame the content. 

• 	 I don't know if you feel this, but I think the most uncomfortable fact of the U.S. today is 
the gtlP between our new fiscal wealth, our rhetoric about what we say we want about 
development, and effort we make to extract more resources from the Congress. Building 
more support among the authorizers and appropriators for a larger envelop with a greater 
cushion would be a crowning achievement. It would nice to have in the development 
world the degree ofcredibility and good will you have helped earn us in the 
macroeconomic area through the Administration's domestic economic achievements. It is 
not likely to happen, but it almost certainly won't happen without better policy ideas from 
us and without more of a visible ·role by the President. 

• 	 Stay away from Russia, if you can. 

• 	 And you need to temper you messianic ambitions generally. We can't be and are not wise 
or powerful enough to be able to define our role as saving a bunch of countries from 
themselves. I think we should always be looking at what we can do to be helpful, where 
we can be decisive, where we need to reorient the strategies of the IFIs, but it will be 
relatively rare where a visible role for your or the Treasury will be feasible or desirable. I 
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am not against trying, and don't believe that fear or being tarred with the failure of the 
object of our good will should prevent us from doing the right thing, but you are at risk of 
getting too accountable for results you could not realistically be expected to affect. 

• 	 You need to find a way to do what your predecessor did with you, and fight your 
tendency to be the visible face of Treasury or Administration policy on every issue. It's 
bad strategy, a poor use of your time, and unnecessarily risky. 

• 	 You need to be more cautious in how you expose your interesting process for making 
decisions to large groupsof people internally and externally. Your great strength is of 
course the high standard you set for good ideas and policy and the torture you put 
yourself and the rest us through in exploring all sides of every issue. But you're a bit 
vulnerable to being perceived as vulnerable to the lurch, to holding to mutually 
inconsistent positions for too long, to blaming others for the fact that your not always sure 
for what you want to do or what you think, and to not taking responsibility for decisions 
you were flilly party to or complicit in. I think this means closing the circle a bit for when 
you want to grope and thrash about, and thinking through in advance more. how you want 
to frame what you want from people when you are in front of a large group .. 
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O'EPARTMENT OF THE TREASURY 

WASHINGTON; D.C. 20220 


July 30. 1999 

MEMoRANDUM FOR SHERYL SANDBERG 

CHIEF OF STAFF' ,,' , ' , ' 


FROM: 	 DONALDLUBIG:KIJ(V ......... 

,ASSISTANTSECittrlRYFOR TAX POLICY 

SUBJECT: Office ofTax Pdlicy' s 18~Month Plan 

• ' 	 Secretary Summers request~d a summarymemor~ndum providing the details on content ~nd 
timing of OTP projects that were discussed during the Office ofTax Policy's planning meeting. 

. . . . ' . . '. 	 . ~. , . . 

'Dev~lopa: set oftax simplificationproposalsrorpossible inclusion in a legislative package ­
A comprehensive simplification package will be put together by the Office of Tax Policy. This, 
',\V~ll provide'the framework for:simplification ideas for the FY2001 budget. The target'for, 
, completion is December 1999.' ':li 

Reform ofthealternativeminlmum tax (AMT) for individuals - Secretary Sumnier$ agreed 
withouf desire to work with Congress on legislation that reforms the individual AMT in a' 
fiscally responsible maimer. We have a,menu'prepared of proposals that would'represent.good,', 

"":II~~;f;t~x P9tifY' Theiref~ectiveness at amelioratirig ..2H.t.:.pijpljg~ conce:~Il,~ould be ,.roughly 

" proportionate to theIr cost. " , ,',.'''. " 
.. 	 .-

Encourage retirement savings on a progressive basis - We will continue working oll: 
designing scaled back but still progressive retirement savings initiatives to encourage saving for 
lower and middle income taxpayers. In addition to exploring ways to scale back USAs to fit a 
$50"7$100 billion ten~year constraint. we\vill also develop smaller initiatives closer to the $20 
billionllO yearrange thattweak the current system to make it more progressive and pro~saving. 
We plan to develop a set of low-cost options to discuss with Secretary Summers by the end of ' 
next week.' , " 	 , 

Curb growth'of corporate tax shelters - Secretary Summers envisions a corporate tax shelter 
event in Fall 1999. Inthe meantime, we will work to address the Secretary's concerns about 
how to score corporate tax shelter revenue raisers by meeting with tax-shelter industry experts in 

"search of additional evidence on the, prevalence of tax shelter activity. 

Review and rdormof Subpart F-We are completing a study providing a comprehensive 
review ofSubpart F and the alternatives in respect of foreign source income. We will be meeting 
in August with Sheryl Sandbergand Stuart Eizenstat toaddress the timing of the release and the 
presentation of the conclusions of the report. ' " 



.. 


Wo.-k regar'di~g tax havens - In addition to working on the different projects delineated in the 
. . original memorandum, we will be working in September and October with Domestic Finance· 

and OASIA to come up with a comprehensive 18 1l10nth tax haven agenda that will include 
problems of tax avoidance, money lmmdering and other criminal activities flourishing under the 
shelter of tax havens. ,I 

. Expand and modernize ourtreatynetwork~·Secretary Sl.1mrners agreed that our contiiming 
· work to expand and modernize our tax treaty network 'Was important ()n tax policy as well as .' , 
international relations grounds. Deputy Secretary Eizenstat had earlier furnished a list of State . 

. Department suggestions for countries seeking tax treaties. From that list we have held a first 
'round ofnegotiations with Korea and Ch~le, have well advanced negotiations in the UK and have ... 

. agreed to ~xplore a treaty with Ivory.Coast . ...' , . 

Derivatives study -We agre~d'to do a"mini-study" asa basis for budget proposals in January· 
; !. ' . to crack down on abuses~ This work should be done' by year end. 

,Tax policy resea.-ch ...,. 

Capital income burden ~tudy. We.shall. continue our research on this issue to be prepared to deal 
.'?/iJh largeisstlesthatmay require hard eviden~e as to actual burdens. We willqisctlsS with 

, Deputy. Secretary Eizenstat the questi()lls ofwhether research should be embodied in a newi"" .. 
formal study or simply as an OTA Paper. We will have a better idea of the direction of the 
research by year end .. '.' . 

.. .. E-Commerce -- We have talked to SherylSandb~rgwith respectto the recent funding problems' 

·c..~~l71f~ceg)1 carrying out directives from the PresjgsmJ..i!~,Secr~ar.y~on elec'trsmiccommerce. . 


We believe Management is well prepared to protect our program to carry or(workih this area. 

I . . I. 

. .. .~ 

Tax Expenditures - Secretary Summersexpr~ssed concern about our planto produce a balanced 
· and constructive analysis of the use of tax expenditures in tl:1epursuit of social policy objectives. 
We willthus fClllow two tracks fot this.research. We will prepare a speech for the Secretary to 
deliver at the appropriate time defending the increasing use of tax expend,itures to pursue a wide 
range of social policy objectives. We will also plan to release a balanced study as an OTAPaper 

· to be released d.uring the interregimm. . .. 
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DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C. 

December 29,1999' 
SECRETARY OF' THE TREASURY 

MEMORANDUM FOR JOHN PODESTA 

Chief of Staff 


THURGOOD MARSHALL, JR. 

. Assistant to the Presi7;abinet Secretary 

FROM: Lawrence H. Summers . 

SUBJECT: Treasury accomplishments and goals 

As we enter the final year of the Administration, Treasury will continue to be actively involved· 
ina wide rallge ofactivities. Domestically, we will concentrate on helping to develop and 
defend the President's tax and budget strategy; helping to develop and promote Social Security . 
and Medicare reform; bringing low-income Americans into the financial and economic 
mainstream; enhancing the stability ofour financial system; making the new e-commerce 
economy w()rk for America's financial consumers; and preventing guns from getting into the 
wrong hands. Internationally, we will focus on strengthening the global financial system, 
including reform of the IMF; implementing the President's initiative to provide debt relief to 
impoverished nations; developing an initiative to enhance the diffusion of vaccines to the third .. 
world; and cracking down .on money laundering. ~. 

This memorandum outlines Treasury's accomplishments during the past year and priorities for 
the coming year. These accomplishments and priorities are organized under six broad Treasury 
objectives: . 

• Maintain fIScal discipline 
• Promotl~ growth and economic development in the global fmancial system 
• Maintain a strong and healthy fmancial system 
• Ensure lthat low~income Americans share in the nation's prosperity 

.• Enhancf~ the safety of our communities 

• Continue management reforms within the Department 



MAINTAIN FISCAL DISCIPLINE 

1999 Accomplishments 

• 	 Debt Paydown. Paid do'Ml $88 billion in debt held by the public. This was the second 
consecutive year. in which we reduced the national debf after 29 years of increases. 

• 	 Social SI~curitylBudget. Helped develop and promote the President's budget framework, his 
"Save Sc,cial Security First" pledge, and his Social SecuritY proposals, thus shaping the tenns 
of the budget debate and helping to defeat proposals for large tax cuts that would have 
squandered the surplus. 

• 	. Medicare. Played a central role in the development ofthe Administration's Medicare plan, 
which would harness competitive forces to improve efficiency, reduce costs to the 
government and provide a new prescription drug benefit. 

• 	 Corporate Tax Shelters. Initiated proposals to crack do'Ml on corporate tax shelters and 
issued gtddance to curtail a number ofspecific shelters. . 

• 	 Tax Extl![tders. Negotiated the extension of the research and development taX credit, 
protection for middle-income taxpayers from having personal credits limited by the 
Alternative Minimum Tax (AMn, and a number ofother tax extenders. 

2000 Priorities 

• 	 Social SecuritylMedicare. Actively participate in developing Administration policies on 
long-teml entitlement refonn. 

• 	 ·Taxes. Resist large, unpaid-for tax cuts. Combat measures that would degrade the . 
effectivellessof the tax code .. Advance progressive proposals, including expansion of the 
Earned Income Tax Credit, AMT refonn and increasing the standard deduction .. 

• 	 Corporate Tax Shelters. Propose new regulations and complimentary legislation to provide 
a global ~iolution to curb the proliferation ofcorporate tax shelters. These proposals are 
designedto change the dynamics on both the supply and demand side ofthis market, making 
it a far less attractive market for participants, promoters and accommodating parties who 
facilitate these transactions. Continue to attack specific shelters as they are discovered. 

• 	 Debt Paydown. As an important mark of our continuing fiscal progress, continue to pay 
do'Ml out national debt while achieving the lowest cost fmancing for taxpayers, promoting , 
efficient capital markets and maintaining sound financial management practices. We will 
achieve these directives by using all available debt management tools, including debt 
buybacks and reopeniogs. 
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PROMOTE, GROWTH AND ECONOMIC DEVELOPMENT IN THE GLOBAL 
FINANCIAL SYSTEM 

1999 Accom.plishments 

• 	 Global :Financial Crisis. Provided leadership through bilateral and multilateral efforts that 
helped calm the turmoil that engulfed the global fmancial system for much of the past two 
years. 

• 	 Global F'inancial Architecture. Spurred the creation ofnew international fora, such as the 
Group of20 and the Financial Stability Forum, to strengthen the stability ofthe global 
financial system, including through improved cooperation and coordination between 
developed and developing countries. 

• 	 IMF Reform. Proposed a broad reform plan to improve the effectiveness ofthe 
Internati<mal Monetary Fund. ' 

• 	 Debt Rellief. Promoted President Clinton's proposal for significant debt relief for Heavily 
Indebted Poor Countries (HIPC) and won Congressional approval for the first step in 
implemetlting the mpc initiative. 

2000 Priorities 

• 	 Economic Growth and Stability. Promote growth and stability in the global economy 
through bilateral diplomacy and through the international financial institutions. 

• 	 IMFlWorld Bank Reform. Seek international consensus on our plait for reforming the IMF 
and other international fmancial institutions. 

• 	 China. Support China's accession into the WTO. Carry out financial dialogues with China 
which we:re initiated during my October trip. 

• 	 Trade. Continue to promote the cause ofopen markets. Generally, collaborate in the 
development of a new effort to address worker dislocation through a base closing type 
approach to impacted communities. 

• 	 Russia.- Support and carry through Administration policy towards Russia in an 
extraordhtarily difficult environment both here and in Russia. Seek to advance a positive 
vision ofengagement following the Russian presidential election in June 2000. 

• 	 Debt Relief. Implement the HIPC debt relief initiative for a substantial number of countries. 
Ensure that the right structure for debt relief is established whereby countries commit to 
concrete, meaningful reforms. Secure additional funding from Congress to finance the HIPC 
initiative. 
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• 	 Emerging Markets. Work with emerging market economies to minimize their vulnerability 
to future crises and bring the global financial crisis firmly to an end. 

• 	 Vaccine:§. Develop and implement a program to improve the provision ofvaccines in less 
develope:d countries and provide incentives to drug companies to boost their research and 
developrnent efforts to find new vaccines for these diseases. 

MAINTAIN A STRONG AND HEALTHY FINANCIAL SYSTEM 

1999 Accomplishments 

• 	 Financhlll Modernization. Led the Administration effort to pass the first major reform of 
the finandal services industry in over 60 years. Helped ensure the preservation of the 
Commul1lity Reinvestment Act and protect the privacy ofpersonal financial data. 

• 	 Reducin;g Systemic Risk. As part of the President's Working Group on Financial Markets, 
completed detailed studies on hedge funds and derivatives containing recommendations to 
help mitigate systemic risks in the financial sector and increase the efficiency, transparency, 
and competitiveness of American markets. 

• 	 NeWeulTency. Introduced redesigned $5 and $10 bills to reduce the ability of criminals to 
counterfeit our currency. 

2000 Priorities 

• 	 Implement Financial Modernization Law. Take actions mandated in the fmancial 
moderniiation law, including, writing rules on privacy, merchant banking activities, and 
activities for bank subsidiaries, and conducting studies on the Community Reinvestment Act, 
subordinated debt, and information sharing with affiliates. 

• 	 Privacy. Further strengthen the financial privacy of consumers beyond the provisions of the 
financial modernization law. 

• 	 E-rmanci~lE-commerce. Promote improved access to financial services and information 
through the Internet. Work toward satisfactory resolution of the work of the Internet Tax 
Commission (Advisory Commission on Electronic Commerce). Continue to expand the 
application of e-co,mrnerce to government operations to improve the efficiency, accessibility, 

. and quali1y of government services. 

• 	 Reducing Systemic Risk. Work with Congress to pass legislative initiatives set forth in the 
reports on hedge funds and derivatives prepared by the President's Working Group on 
Financial Markets. Our efforts to pass derivatives legislation will take place in the context of 
the reauthorization of the Commodities Exchange Act. Continue to work with the private 
sector to ~:nhance risk management practices and with other agencies to increase the 
transparellcy, efficiency, and competitiveness ofU.S. capital markets. . 
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ENSURE THAT LOW-INCOME AMERICANS SHARE IN THE NATION'S 
PROSPERITY 

1999 Accomplishments 

• 	 Electronic Transfer Accounts. Implemented a program to provide basic, low':"cost 
electronic acCOoots to Federal beneficiaries who do not have bank accooots. 

• 	 BusinessLINC. Developed and helped roll out the Administration's BusinessLINC program 
promoting mentoring relationships between large and small businesses. 

• 	 CDFl. Continued to support the Community Development Financial Institutions Food, ' 
which has to date provided more than $300 million to community development organizations 
and fmancial institutions. 

• 	 Southwest Border TaskForce. Played a leading role in the creation ofthe President's 
Southwest Border Task Force to improve economic coriditions and opportunities in the four 
southwest Border States. 

• 	 CAIP. Reinvigorated the Community Adjustment and Investment Program and created a 
much-nec~dedgrant and technical assistant component to aid communities, workers, and 
businessc;:s impacted by changing trade patterns associated with NAFTA. 

2000 Priorities 

• 	 Access t(1 Banking. Develop and promote measures to provide low-income Americans with 
access to banking services, including bank accooots and the use of ATMs, as an alternative to 

,high-cost services such as check-cashers. 

• 	 New Mairket8. Secure passage of the New Markets tax credit. 

• 	 BusinessLinc. Expand the BusinessLINC programs beyond the six local coalitions that have 
been fomled. 

• 	 Child Support. Expand Treasury's collection of child support from tax refunds and other 
federal payments by encouraging States to submit more debts for collection and, through 
administrative action and legislation, increasing the types and amooots offederal payments . 
that we dock for child support. . 

• 	 Retirem.mt Savings. Expand and increase retirement savings coverage for American 
working families by enacting a progressive retirement savings program. 
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• 	 SavingsJFinancial Literacy. Promote greater financial literacy and greater savings by all 
Americans, particularly·for low and middle-income families. 

• 	 Southwest Border. Playa leading role on the President's Southwest Border Task Force by 
developing policy options to promote economic growth and job creation along the border. 
The Task Force aims to laWlch a pilot project in the spring. 

ENHANCE THE SAFETY OF OUR COMMUNITIES 

1999 AccomplishmentS 

• 	 Firearms. Helped develop the Administration's frrearms legislation, which would require 
backgrOlmd checks on firearms sold at gun shows, increase penalties on traffickers, mandate 
the sale ofsafety locks with firearms, and restrict handgun purchases to one a month. 
Expanded ATF's Youth Crime OWl Interdiction Initiative to 37 cities. This is a cooperative 
program with local police departments to establish comprehensive gWI tracing and reduce 
youth gun violence. . 

• 	 Money ] ..aundering. Introduced the first National Money Laundering Strategy, articulating 
a broad-based domestic. and international strategy for combating money laWldering.. Also, 
for the first time, issued an Advisory calling on all banks and financiallnstitutions operating 
in the u.s. to give enhanced scrutiny to transactions routed through Antigua and Barbuda. 

• 	 Drugs. Seized more than 120 tons ofcocaine, marijuana, and heroin through the Border 
CoordiruLtion Initiative, a joint Customs-INS program aimed at protecting the southwest 
border. 

• 	 Church Burnings. Continued joint efforts with Justice to coordinate a nationWide effort to 
identify Imd prosecute those who burn or damage houses ofworship, resulting in the further 
decline of such attacks. .,' . 

2000 Priorities 

• 	 Firearms. Develop an integrated strategy to reduce gWI violence, including 
recomme':ndations for 500 additional personnel (300 agents), expanded tracing capacity, and 
legislation empowering Treasury to regulate gun safety and requiring backgroWld checks for 
all gun silles, possibly in connection with a licensing and/or registration requirement. 
Participate actively in the Administration's "settlement" discussions with the firearms 
industry aimed at ge~g the industry to adopt a .code ofconduct on firearms distribution 
practices and firearms safety. . 

• 	 Money l,aundering. Implement the National Money Laundering Strategy, including (1) 
new administrative measures and new legislation to address the problems posed by offshore 
havens; (2) new measures to increase bank scrutiny ,of high-risk accounts and transactions; 
(3) designation of domestic High Intensity Financial Crime Areas; (4) award of the first state 

6 




and local anti-money laundering grants under the Financial Crime-Free Communities 

Support program. 


• 	. Drugs. Identify and impose financial and trade prohibitions on foreign narcotics traffickers 
and closely ass09iated entities, as mandated by the Intelligence Authorization Act. 

• 	 Identity Theft. Convene a summit on identity theft, as called' for by the President, and work 
with the private sector to develop procedures to prevent crimes such as credit card fraud and 
to protec,t the victims of such crimes when they'occur. 

• 	 Child L:llbor. Work aggressively to eliminate child labor through enhanced enforcement and 
investigfLtions by the Customs Service abroad, and through business outreach aimed at 
fostering; compliance with U.S. import restrictions on products assembled through forced or 
.mdentun.."Cl child labor. 

CONTINUl~ MANAGEMENT REFORMS WITIDN THE DEPARTMENT 

1999 AccoBlplishments 

• 	 IRS Reform and Restructuring. Began implementation of the Restructuring and Reform 
Actof 1998 and planned the first major organizational restructuring in over 40 years. 
Secured a PRIME contractor to begin the process ofIRS systems modernization. Put in 
place new a management team. 

• 	 Capital,Investments. Redesigned the Department's capital investment review process to 
ensure compliance with our business priorities and our Government Performance and Results 

. Act goals. 

FY 2000 Priorities 

• 	 IRS Reform and Restructuring. Continue implementation of the Restructuring and Reform 
Act of 1998 and begin restructuring and systems modernization. Work with the Senate to 
confirm members of the IRS Oversight Board and begin Board meetings and oversight. 

• 	 Human Resources Management. Build a system that streamlines human resource 
processes, supports collaborative approaches to Department-wide needs, and provides each 
bureau with the flexibility to accomplish its unique mission. 
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Department 
to: __~_--=----_~ .of the Treasury 

, Executive Secretary 
. and Senior Adviser 

room: ___ date: ___ to the Secretary . 
--~-~~----

3/31/93 

Mr. secretary: 

Attached are 85 letters to Members 
of. the House and Senate on the home 
heating oil issue . 

,. 

Please sign' one, and we will 
'. .~ , 

autopen the rest . .. ;.'~" ': . : 

ED ~..\'.. ':, . '.: " 

. "; . 

, 
~ 
, ' 

i. 
" 

. :,:; 
~1;;· 

Edward S. Knight ~. 
-ro-o-m-'-3-4-0-8'~~--~~ 

\1' 
poneh 622-0027 \J £' 

':.~. ::~ ~ ... 



THE SECRETARY OF THE TREASURY 
WASHI.NGTON 

April 1, 1993 

The Honorable Christopher Shays 
U;S. House of Representatives 
Washington, D.C. 20515 

Dear Mr. Shays: 

We have examined the impact Df the Btu energy tax on home 
heating oil in light of the Administration's objective to maintain 
regional balance. As a result of this review, we have decided to 
apply the basic rate of $0.257 /million Btu to t~e average Btu 
content of home heating oil. This rate will be phased in on the 
same schedule as "the energy tax applicable to other products. The 
oil supplement rate would not apply to home heating oil. . 

YQur guidance on this issue has helped us immensely in 
developing Qur position. 

Please let me or my staff know if you have any questions 
regarding this issue. 

~Sin~~~: 
~d Bentsen 



93-120939 


April 23, 1993 

MEMORANDUM FOR SECRETARY BENTSEN 


cc: Deputy Secretary Altman 
Les Samuels 
Sam Sessions 

FROM: Philip Diehl 
Michael Levy 
Linda Robertson 

RE: Expected Congressional Action on Collection Point 
lssues in the Btu Tax; Strategy for Neutralizing the 
Natural Gas Industry 

ACTION FORCING EVENT: 

When the Committee on Ways and Means begins its 
consideration of the Btu energy tax, Rep. Brewster (D-OK), a new 
Member of the Committee, is expected to offer an amendment to 
change the collection point of the tax to the end-user in the. 
case of natural gas and electricity. For electricity, this step 
would fundamentally change the tax because it would no longer be 
a tax on fdssil fuels, with attendant fu~l switching incentives, 
but would instead be an excise tax on the, output of electricity. 

Rep. Brewster is said to be developirig this amendment with, 
among others, Rep. Andrews I Pickle, and, we strongly suspect,. 
Chairman Rostenko~ski. (In the Finance Committee, Senator Boren 
is said to be considering a similar amendment.) 

RECOMMENDA.TION: 

That we attempt to reach agreement w'ith the American Gas 
Association ("AGA," the trade organization representing natural 
gas local distribution companies) and other segments of the 
natural gas industry in order to neutralize, at least in part, 
supporters of the Brewster amendment. 

There are two policies which may be sufficient to garner the 
neutrality of the natural gas industry: First, changing the 
collection point for natural gas directly sold by marketers to 
industrial end-users and, second~ exempting suppiies used in 
natural gas vehicles. If you agree with these suggestions, we 
recommend that you place telephone calls to the following 
individuals for the purpose of enlisting their neutrality, if not 
support, Hith respect to the Administration's tax: Bob Catell 
and Mike Baly on behalf of the American Gas Association and Boone 
Pickens on behalf of the Natural Gas Vehicle Coalition ("NGV") 

1 
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(Specific talking points and telephone numbers are listed below.) 
The agreE~ment would be that, in return for the two changes, AGA 
and the NGV Coalition would not oppose the tax or lobby for 
changes to it in Congress. 

You should know that the· recommendations contained here do 

not address the collection point for ele6tricity. We do not 

presently have a recommendation for fixing the collection point 

for electricity, short of moving the tax to the end-user. Thus, 

this strategY probably does not resolve Chairman Rostenkowski's 

concerns. It does, however, resolve the primary concerns of 

Reps. picklei Andrews, and, to a lesser extent, Brewster. 


________________Approve Let's Discuss 

BACKGROUND/ANALYSIS/SPECIFIC ACTION: 

The political Scenario 

The Administration's decision, in the case of natural gas, 
to move the collection point of the Btu tax downstream of 
interstate pipeline has generally alleviated the concerns of' 
natural gas producers' and pipelines. Presently, for the most 
part, producers and interstate pipelines will not be responsibl~ 
for the .taxi A result of moving the ~ax downstream is that AGA, 
on behalf of gas local distribution ~ompanies ("LDCs"), continues 
to oppose the tax because it is instead imposed at the citygate, 
the point where natural gas supplies enter the distributi6n 
company. AGA argues that they will be forced to absorb the tax 
because'state public utility commissions·cannot be counted on to 
let them pass it through to consumers, the Administration's 
stated objective. 

So far, even though they are no longer liable for the tax, 
producers and pipelines are supporting AGA in its lobbying effort 
to move the tax one step further downstream, on the ultimate 
customer. Our soundings indicate, however, that producers and 

'pipelines' support and lobbying efforts on behalf of AGA have 
been tepid at best. But notwithstanding its limited backing, AGA 
is correct in telling Members (and the White House) that the 
entire natural gas industry.is unified in its support of an end­
user tax. 

~he Edison Electric Institute (the trade organization 
comprised of electric utility companies) has been working with 
AGA in promoting an end-user collection point. As mentioned, the 
suggestions made below do not address their concerns, which are 
essentially identical to the gas industry, i.e., they do not 
believe state public utility commissions will allow them to pass 
through the Btu tax. Thus, assuming we .are successful in 
sidelining the natural gas industry with .this strategy, one 

2 

http:industry.is


evaluation we have.to make in adopting these steps is whether the 
Brewster amendment can be defeated if the electric industry 
(i.e., Chairman Rostenkowski) still adam?ntly supports an end­
user tax. Is resolving the gas problem sufficient? 

A consideration to make in addressing this fundamental 
question is what course of action we expect Republicans to take 
on the Brewster amendment. There is a strong argument that they 
would support it. By doing so, they are both able to embarrass 
the President and support their allies in the natural~as 
industry. One could argue that an "end-user" tax would make it 
easier for them to defeat the Clinton economic plan on the floor, 
with the assistance of API and NAM. 

On the other hand, if the Brewster amendment .garners few 
Democratic votes, Republicans may b~ leery of voting for it in 
Ways and Means Committee because they could then be painted as 
being responsible for enacting a levy which is a "consumer" tax. 

Thus, it is difficult to predict with certainty the likely 
outcome on the Brewster amendment, given the incalculable 
variables of Chairman Rostenkowski's role and that of the 
Republicans. In any casej there is a strong argument that we 
ought to preced~ nonetheless with the strategy suggested here as 
a means to remove AGA from the debate, even though such a step 
may not fu~ly resolve the collection point debate. 

Natural Gas Vehicles 

The suggestion here is to exempt compressed natural gas used 
in natural gas vehicles ("NGVsII) from the Btu tax. The argument 
for the E!xemption is that NGVs directly compete with vehicles 
fueled by methanol~ which the Administration has already 
exempted. For the past several years, most LDes have been vocal 
supporters of NGVs, along with or as members of the NGV coalition 
headed by Boone Pickens. 

Note that, as was the case with ethanol and methanol, if 
natural qas used in NGVsis exempt, propane used as a motor fuel 
should also be exempted. Based on industry data (which we are 
checking) the revenue cost of exempting bot~ fuels would be $13 
million per year, in 1996, when fully phased in. 

o Should thi~ suggestion be pursued? 
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Natural Gas Collection Point 

A second suggestion for enlisting the gas i~dustry's support 
entails making clear who is liable for the tax in the case of 
natural qas which is simply transported, not owned, by the LDC. 
Approximately 40 percent of supplies flowing through LDCs' 
transmission systems is not owned by the LDC. They simply serve 
as a common carrier. 

Under the Administration's bill currently being drafted for 
introduction.on Thursday, April 29, it is the industrial end­
user, not the LDC, which is liable for the Btu tax on this gas. 
The LDC would generally be only liable for natural gas which it 
purchases and delivers to its own residential and smaller 
commercial customers. We do not believe that AGA generally 
understands that we have preliminarily made this decision. Thus, 
it is an item which we can use in garnering their support. 

o Should this course be pursued? 

other AGA Wishes 

We have preliminarily discussed these two suggestions with 
AGA as a means to reach a possible agreement with the group. In 
our discussions, a third component was raised. In your 
discussion, AGA will request that the Administration support an 
effort to enact so-called preemption language through the energy 
committees. In general, preemption language would mandate that 
state public utility commissions must pass through the Btu tax to 
the end-user, thus "preempting" the utility commissions right to 
force the LDC to absorb a'ny of the tax. 

AGA argues that such preemption language is needed if they 
agree to a solution, such as outlined here, which is less than an 
end-user tax. As a practical matter, Treasury staff does not 
object to .the Administration striking an agreement with the AGA 
in which they would be given the Administration's bl~ssing to 
seek independent, separate track preemption language. 

The difficulty in Treasury agreeing to this compo~ent of the 
deal is that Ways and· Means staff have indicated that they oppose 
a preemption solution.· They argue that this would open the door 
for Chairman Dingell to assert jurisdiction over the tax; they 
argue that even without this step, Chair~an Dingell is casting 
about for a mechanism to attach jurisdiction to the Btu tax. 
Whether this is the case or whether Ways and Means staff is 
simply throwing up this roadblock because they support an end­
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user solution, is difficult to assess. We suspect they may be 
trying to obstruct a solution, short of an end-user tax, so that 
the electricity question is not isolated. 

Consequently, we recommend 'trying to construct an agreement 
with AGAwhich does not involve an independent, separate from 
reconciliation track preemption solution. Despite Ways and Means 
motives, we share their concern about Chairman Dingell's 
jurisdictional appetite. 

o Should preemption language be pursued? 

TIMING/RE!COMMENDEDACTION/PROCEDURES 

The Administration's legislative language will be ready for 
introduction by Chairmen Rostenkowski and Moynihan on or about 
Thursday, April 29. The legislation must be introduced this week 
because Chairman Rostenkowski has requested that it be released 
at least a few days before his markup (currently slated to begin 
Tuesday,May 4) so. that potential problems which ~ay arise by 
airing actual legislative language will not blow up on the firs't 
day of his markup. 

This deadline nec~ssitates reaching an agreement with AGA 
before the legislation is introduced, because the draft already 
accommodates the second suggestion, ~he 40 percent collection 
point solutio~. Thus, if we want to hold this or the natural gas 
vehicle agreements so that they can be offered as part of a pre­
agreed to amendment by Reps. Andrews, Brewster or Pickle, we need 
to change, the legislative draft. On the other hand, if AGA 
agrees to halt its lobbying on behalf of a broader Brewster, 
amendment, we may want to place both solutions in the legislative 
draf't. 

If' you agree with the recommendations made here, we suggest 
that you place telephone calls to the f'ollowing inpividuals in 
order ,to structure an agreement with them. We are suggesting 
that you try to reach an agreement with both Boone pickens' NGV 
coalition and AGA itself. The telephone calls to make are: 

o Boone Pickens (NGV Co~lition) #214-969-2201 
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o Bob Catell/CEO/Brooklyn Union Gas Co. 1 #718-403-3313 

o Mike Baly/President/AGA #703-841-8400 

We suggest that you ca~l Bob Catell because he bas been 
serving as AGA's. liaison with the Department of 
Treasury and testified on behalf of AGA at the recent 
Senate Finance hearing. You should know that in 
Catell's case, his company, Brooklyn Union Gas, 
overwhelming owns the natural gas flowing through its 
system. Thus, while the natiorial average of gas 
flowirig through LDCs which is not owned by the LDCs is 
40 percent (and expected to grow to 60 percent in the 
next three to four years, according to AGA), this 
solution does not help Mr. Catell's own company. 

6 



93-121479
DEPARTMENT OF THE TREASURY 

WASHINGTON 

<May 12, 1993 

MEMORANDUM FOR Secretary Bentsen 

cc: 	 Roger Altman 
Michael Levy 
Linda ROberts~ 

FROM: 	 Philip DiehIC)'{,) 

SUBJECT: 	 New Developments on the Gas and Electric Utility 
Front on the Btu Tax 

I want to give you<a quick update on what AGA and the electric 
utilities ha.ve been up to this week in the 'wake of the resolution 
of the Brew::;ter amendment. 

First, Mike Baly of AGA called last night out of concern for the 
attached Ell:ctric Utility Weekly article. In the course of that 
conversation, he confirmed to me that AGA c'ontinued to oppose the 
Btu tax and would work to kill the tax in the Senate. Prior to 
the resolution of the gas point-of-collection issue, AGAhad 
represented to Treasury staff that if we moved the tax to the 
burner tip, several AGA "moderates" (utilities) would be likely 
to endorse 1:he President's economic pla:q. Last night he was 
unable to name any who might do so now. Mike ~lso made a pitch 
for eliminating their secondary liability for the tax, but of 
course.he made no offers regarding a change in AGA's position. 

Second, Duf1:y Wall--in confidence--has told me that several 
electric utilities have called in the coal suppliers that 
Treasury recruited to support t.he President 's <program and 
threatened to cancel contracts worth millions of dollars. He 
cited an example for which he has first-hand knowledge where 
Peabody was threatened with the loss of a contract for some 15 
million tons. Now AGA is pushing a provis~on contained in 
Rosty's offE!rto the White House yesterday which would give an 
incentive to utilities to build new power plants, or convert old 
ones, to natural gas. Of course, this provision would upset the 
delicate political balance between natural gas and coal interests 
we struck in the original Btu tax proposal, and would teach our 
allies an important lesson about exposing themselves 1:0 fire for 
the 'sake of their relationship with this administration. < ( 
I wouldn't put it pas~ AGA to hope ,to drive the coal lobby into 
opposition by expanding gas market share at coal's expense, 
thereby increasing the likelihood of killing the tax in the 
Senate. 

This highlig'hts the danger inherent in a strategy of appeasem~nta 't. 
of Btu tax opponents; without any assurance that they will ever //. 	 ,.

. . . O. ,"*'-...--'- . 
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Washington, D.C. 20045 
(2021 638·4260 
Telefax: 12021 662·9744 

TuesdaY,May 11., 1993 

Administ~ation, Hill 
'Struggle ~For Tax Truce 

.BY MARY O'ORISCOLL 

The CllDtOD adm1D1ltratio.D apl'eared to cooc:ede the collection point issue in 
the enersy tax debat.e..Mondity u House tal; bW drafters huddled ill preparation
for this week's markup of tbe federal aovemment'. comprebeDllve revenue 
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plan. 
Sources said Monday the admin­

istration had proposed an a,ree· 
ment to move the colleaion point 
for the tax on the British thermal 
unit content of energy to t.he ulti· 
mate consumer. in ,exc:hai1ge for 
Rep. Bill, Brewster', (Ci·Okla.)
withdrawal of his proposal for a 
national average tax on cll:ctriclty
consumed on a per.ldlowau, hour 
basis. 

Details Still were being h.urunered 
out Monday afternoon.' but con­
gressional. environmental and in· 
dustry source, laid the deal is being
fashioned to blunt oppositi()D to the 
entire tax plan by some. 'Ways 8& 
Means Committee Demo· 
crats-~pecially since Brewster's 
original' proposal earnered more 
cOmnUtteesuppon than expected. It 
is generally assumed that no com­
mittee RepUblicans will suppon the 
Btu tax, which is projected to raise . 
573 billion as part of the oV4erall de­
ficit reduction plan. 

Altbough . environmentalists for 
some time have blasted the! possi­
bility of such a move because it 
would minimize utility incentives to 
switch to cleaner and more efficient 
power sources, some of them ap­
peared to be going along with the , 
plan. 

And on~ unlikely ,roup has reluc­
tantly signed on to th~ de,ill-the 
American OasAssoci.uion. 
However. AOA President Mike 
B'!!y_said his group still is w(;rried 

aoout local distribution company li­
ability, since under the proposal the 
LOCs would be liable for any uncol· 
lected taxes. 

And, he added, AOA will fl,ht to 
derail the entire pawge"once it getS 
toihe'~enate Fmance .C.ommittee:­
. 'Tire-Senate is considered more 
amenable to groups that flat-out 
oppose the Btu tax. 

That sentiment was expressed by 
one member of a broad business co­
alition that opposes the tax. 

"They're in trouble. They've 
been saYiIlg not just no, but bell no, 
for months," 'said Robbie Aiken of 

(Continued on ne)(r page. 

Clinton May Compromise On Taxes (From pagfl 11 

Pinnacle West Capital Corp" the 
bolding company for Arizona Pub· 
lic Service Co. 

Aiken said he welcomed Brew­
ster's cffom, "which sive comfort 
to a lot of people in the utility in­
dustry .... Nevenheles5, we're still 
goins to fiiht it in the Senate.II 
. And the -administration i. wrong
if it believes this ends the tax debate, 
Aiken added, preclicting the tax bill 
• • will be the most holey Swiss cheese 
you've ever seen come out of the 
Senate. if it ever, comes out ot the 
Senate." . 

Other industry officials, however, 
privately concede there will be a Btu 
tax, but quickly add that it remains 
to be seen just what form it will 
take. 

Regardless of the collection-point
question, environmentalists said 
they are more worried about Brew. 

. ncr's plan for a national average
per-k-w:h ~ax onel"tricity consump­
tion, which they say wm gut the 

tax's environmental benefits. 
The national per.kwh tax was ad­

ded to the Brewster plan because it 
was considered an easier way to es­
tablish the rate if the tax were to be 
paid for by the ultimate consumers. 

i said Dan Luhor of the Natural Re­
sources Defense Council. 

But since that equalizes the tax 
rate amon, all fuel sources, regard­
less of their contribution to pollu­
tion. environmentalistS were against 
it, he said. "It seems they forgot one 
of the reasons we were trying to do 
this tax in the first place," he said. 

And the plan to collect the tax at 
the utility level, he added, was to 
have helped spur utilities to use 
cleaner-burning fuels or energy effi­
ciency to reduce their tax exposure. 

But while not enthralled with the 
idea of moving the collection point 
to the consumer. Lashof said the in­
centive for efficient fuel usc: will 
have to be put on state regulators 
who are concerned about the taxes 
ratepayers pay. \ 



DEPARTMENT OF THE TREASURY 

WASHINGTON 

July 21, 1993 

MEMORANDUM FOR SECRETARY BENTSEN 

FROM: 	 Randy Cain and Michael Levy J 

Legislative Affairs· " 

SUBJECT: 	 House "Dear Colleague" Letter Regarding Btu 
and Energy Taxes 

BACKGROUND: 

Attached is a letter signed by 31 House members (among them: Gene 
Green, Solomon Ortiz, Mike Andrews, John Bryant, Dave McCurdy, 
Karan English) which affirms support for the Senate version of . 
the reconciliation bill, and restates their strong opposition to 
the Btu -tax. 

The letter additionally states that the ~igners would "prefer a 
final. bill which includes no energy-based tax." Congressman 
Andrews' staff explained that while he would indeed prefer that 
there is no energy-related tax, his signing this letter does not 
mean that he would not vote for the final bill if it contained a 
gas tax. He would not like it, but he ~ould (and probably would) 
vote for a gas tax. Staff said Andrews signed the letter on the 
House floor at the requ.est of Earl Pomeroy (D"':'ND) , and they were. 
unsure what the exact definition of "energy-based tax" is--.· 
probably does include gas tax, but Staff did not suggest that 
Andrews had had any change in his previous position because of 
this letter. . 

",
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~onltrt55 of tue 11niteb iitates 
.J)OUJt of l\eprtitntlltibt5 

lIasbfngton, J)( 20515 

July 20. 1993 

Oea.:r Conferee: 

We are writing to express a particular concern regarding the. 
upcoming conference on the Budget Reconciliation Act of ~9S3. 

All of us choQe to support the Preeident when the 
legislation first moved t.hrough the Houliile. We voted with the 
President, at least in part, because of his assuranoes that the 
senate would overhaul or elim.inate .the proposed Btu tax. In 
fact, many of us indicated t.o the PreliilidQnt and tho leadership at 
the tim.o of.the Houee vote that we would find it difficult to 
Votl~ for a final bill which includee a Btu tax. 

We believe the action taken by the Senate to 'removQ the Btu 
tax and add additional spending eut~ hal:! improved the 
legislation. We would prefer a final bill which incl~des no 
enel:-gy-baeed. tax, and are willing to support additional spending 
EJutfl and oth@I m@lgur~g to a~hirsVI !l\6 requ~red det:lcH: 
r~d~lction. . 

.'" 
We appreciate your consideration of our views as you begin 

the difficult task ot' fashioning deficit reduction legislation. 

~~--
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THE DEPUTY SECRETARY OF THE TREASURY 

WASHINGTON 

June 15, 1993 

MEMORANDUM TO: SECRETARY BENT$EN 

FROM: 	 ROGER ALTMAN~ 
RE: 	 The Next Budget 

Planning for the FY 1995 budget is beginning. Alice Rivlin has convened a Deputies Group to 
discuss the strategy behind it. 

There is at least one enormous issue. Namely, that the Clinton .1995 discretionary budget is $13 
billion over the cap. In a $250 billion non-defense discretionary account, this is a large amount. 
Alice has calculated that, if every one of the President's investments were fully funded for 1995, 
the rest of non-defense discretionary would be cut 10% to meet the cap. 

< There will soon be a meeting with the President, you and others to review budget strategy. The 
sense at OMB is that he doesn't yet grasp the dimensions of this cap problem. 

This meeting undoubtedly will inelude a discussion on the possibilities of raising the cap. Leon 
believes that this is impossible, but. the Reich/Sperling wing of the Administration will want to 
try it. As will several Cabinet officers. Ideally, the President could be persuaded now that the 
cap cannot be adjusted. There may be a huge struggle, however, over that one. 

As an inveterate optimist, there is a real opportunity in this cap problem. The President could 
decide that, no matter what, he wanted a budget which fully funded his investments. That would 
then trigger pruning and, perhaps, eliminating $13 bilion of programs which 'are not central to 
that agenda. Even if our 1995 budget ultimately proposed cuts which ran into fierce 
Congressional 'opposition, the President would be well positioned with the American people. 

When it really gets going, this will be a tough process. 

cc: 	 Alicia Munnell 

Alan Cohen 
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93-124631 

INFORMATION 
DEPARTMENT OF THE TREASURY 

WASHINGTON 

August 17, 1993 

MEMORANDUM FOR SECRETARY BENTSEN , 
DEPUTY SE~RETARY ALTMAN 
UNDER SECRETARY RS' 0 
Alicia H. Munne 	 .. ~.\L?FROM: 
Assistant Secretary for Economic Policy . 

SUBJECI': . Different Fore~ts of the Federal Budget Deficit 

Different sets of budget deficit figures have been floating around., causing some 
confusion. I would like to try to clarify this issue. ' 

OMB has recently developed budget estimates using both the August 
Administration economic forecast and a partially updated version of the CBO's January 
economic fore(:ast (which only includes economic information available through May). 
OMB must provide budget estimates for the Mid-Sessio:n Review based on both the 
Administration and the CBO forecast, because CBO was used as the baseline for the 
April budget. Neither set of results is as yet set in stone, but the latest figures available 
to us from OM[B are given in the table below. ' 

o 	 It now appears that the Mid-Session will be released late this week or early next 
week -- Monday, August 23 appears most probable. CBO will not provide its own 
updated economic and budget forecasts until early September. Those numbers 
will provide a better measure of CBO's current thinking about the outlook for the 
economy and the deficit than the partially updated January forecast on which 
CBO figUres in the table below are based. Even so, there appears . likely to be a 
substantial divergence in the deficit paths, as suggested below. 

Forecasts of the Federal DefiCit 

Based on Different Economic Assumptions· 


(Billions of Dollars) . 


1993 1994 1995 1996 1997 1998 

Administration 285.3 258.9 199.1 177.4 182.9 177.1 
Updated CBO 281.6 259.2 206.4 193.6 212.5 234.4 

3.7 -0.3 -7.3 -16.2 -29.6 -57.3 



2 


There is little difference between the two deficits for 1993 and 1994. Thereafter, 
the Administration figure is lower and the gap between the two widens substantially to 
more than $57 billion by 1998. Table 1, attached, provides outlays and receipts for each 
forecast. The economic assumptions underlying the forecasts are shown in Table 2, , 
attached. 

o 	 Real GDP does not begin to diverge notably until 1997 and 1998. Up until 1996, 
growth rates are very similar under the Administration and updated CBO 
forecasts. (An exception is 1993, where the CBO number is stronger, but that is 
because it has not been updated for the actual second quarter figure.) 

o 	 Growth of nominal GDP in the Administration's forecast is much stronger 
beginning in 1994. This reflects the fact that the Administration has higher 
inflation projections (averaging 3.1% in the five years through 1998, compared to 
2.3% for CBO). Given some lags, the stronger nominal GDP growth contributes 
to the llower deficits beginning in 1995 under the Administration numbers. 

o 	 Overall, the Administration figures are quite close to those carried in the latest 
Blue Chip consensus. We will get a better feel for CBO's thinking on the 
economy when its new forecast is released, but it is virtually certain that they will 
remain at the low end of the forecast range with consequently higher estimates of 
the budget deficit by 1998. 

Attachments 
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Table 1 

Forecasts of the Federal Budget 
Based on Different Economic Assumptions 

(Billions of Dollars, Fiscal Years) 

Receipts 
Outla~s 

1993 

1,140.0 
1,425.2 

Administration (August 13) 

1994 1995 1996 

1,240.4 1,335.8 1,419.8 
1,499.3 11534.9 11597.2 

1997 

1,492.5 
11675.4 

1998 

1,578.5 
11755.7 

Deficit 285.3 258.9 199.1 177.4 182.9 177.1 

,Congressional Budget Office (Updated January Economic Forecast) 

1993 1994 1995 , 1996 1997 1998 

Receipts 
Outla~s 

Deficit 

1,144.1 
1,425.7 

281.6 

1,241.3 
11500.5 

259.2 

1,329.3 
11535.7 

206.4 

1,402.8, 
11596.4 

193.6 

1,457.6 
11670.1 

212.5 

1,512.6, 
11747.1 

234.4 



· Table 2 

Comparison of Economic Assumptions 
(Calendar Years) 

1993 1994 1995 1996 1997 1998 

Nominal GOP I Pct. Ch' l 4th/4th 
C,SO 4.9 5.4 5.2 4.9 4.5 4.1 
Administration 5.1 6.0 5.9 5.9 5.8 5.8 

Real GOP, Pct.Ch' l 4th!4th 
CSO 2.3 3.0 ,2.8 2.6 2.2 1.8 
Administration 2.0 3.0 2.7 2.7 2.6 2.6 

GOP Oeflcltor, Pct.Ch' l 4th/4th 
CSO 2.5 2.4 2.3 2.2 2.2 2.2 
Administration 2.9 2.9 3.1 3.1 3.1 3.1 

Unem~lo~rnent Rates 
CSO ,7.0 6.6 6.2 5.9 5.8 5.7 
Administration 6.9 6.5 6.1 5.9 5.7 5.5 

Note: 	 CSO forecast is the January forecast updated with economic information 
through May. Administration forecast is from early August. 
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THE DEPUTY SECRETARY OF THE TREASURY 

WASHINGTON 

October 7, 1993 

\ 

Memorandum for Secretary Bentsen 

From: Roger Altman ~ 

Subject: Balanced Budget Amendment 

\ 
There was ~LD NEC meeting yesterday afternoon on the balanced budget amendment, 
and virtual unanimity that it is poor public policy (David Gergen excepted). At the­
same time, Howard Paster reported that, unless the President fights hard against it, 
the amendnlent could well pass. Passive opposition will not suffice. 

A memoratldum will be prepared :immediately for the President discussing the 
substantive pros and cons and the politics. Paster believes that the President must 
join this issue within 10 days or so. 

There also was a discussion of how the line item veto, the Kerrey Cornmissionand 
the October deficit reduction initiative relate to this amendment. The essential notion. 
was that thl~ Administration can be tough on fiscal policy, while still stopping short 
of embracing th~ amendment. . 

In the past, the President haS spoken against it, but not forcefully. It's not clear how 
strongly he's prepared to fight. 

cc: Alicia Munnell 
'A4ut Cohen 
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INFORMATION 

DEPARTMENT OF THE TREASURY 

WASHINGTON 

ASSISTANT SECRETARY 

October 18, 1993 

MEHORANDm( FOR SECRET~Y BBNTSBN 
DEPUTY SBCRETARY ALTHA1f 

FROH:. Alicia H. Munnell ~~ 
Assi~tant Secretary 

for Economic Policy 

SUBJBCT: Economic Effects of Balanced Budget Amendment 

Curr4:mtly several bills in Congress 'propose a balance budget 
amendment to the Constitution. In the Senate, S.J.Res. 41 
(Simon) plt:'oposes an amendment requiring a balanced budget by 
FY-99. The Simon bill has been referred out of committee. In 
the House, H.J. Res. 103 (Stenholm) is identical to. the Simon 
bill, while H~J. Res. 9 (Barton proposes a balanced budget by 
FY-97. A4::tion on those bills is awaiting the Senate vote on the 
Simon bill. 

The attached analysis shows the significant negative effects 
that the 4:!conomy would realize from a balanced budget amendment •. 
Forcing the budget into balance over a short time horizon (FY-97 
was used in the analysis) would drive the economy back into . 
recession, with up to seven million jobs :lost and an unemployment 
rate appri:Jaching 10 percent. with a later implementation 'date 
such as FY-99, the negative effects could be stretched out over 
several ml:Jre years, but qualitatively, the results would be quite 
similar. 

You l~ay find the results of the analysis to be of some use 
as the qu,estion is discussed further. Michael Levy has been 
given a copy of the analysis. 

Attachmen't 

cc: Michael Levy 
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ECONOMIC EFFECTS OF A BALANCED BUDGET AMENDMENT 
Simulations from a macroeconomic model illustrate the large negative 

effects on the economy that would result from forcing a balanced budget within 
the next several years. The spending cuts or tax increases needed to achieve 
a balanced budget would drive the economy back into a recession, with huge job
losses and unemployment rates soaring into double digits. 

REAL GDP EFFECT OF BALAr--..cED BLOOET AMENDMENT 
noo 
11100 

60110 

5900 

&5800 

5700 

&5600 

15500 

5400 

5300 

5200 

5100 
IPP4.1 IPP5.1 IWU . IPP1.1 I WI.! IWP.I 

_BASE __ BALANCED BIDClET SPENDnm curs / 

Two scenarios were examined: a SPENDING CUT SCENARIO in which spending
cuts account for all of the adjustment needed to achieve a balanced budget by
FY1997; and a SPENDING CUT - TAX INCREASE SCENARIO in which deficit reduction 
is achieved through balanced spending cuts 'and tax increases. The scenarios 
forced the Federal budget to be balanced by FY1997--a requirement contained. in 
at leastDne of the current Congressional proposals. 

SPENDING 'CUT SCENARIO: 

A phased-in adjustment was assumed: 1/6 of the spending reduction 
occurring in FY1995, 1/2 in FY1996, and achievement of a balanced budget in 
FY1997. . . 

I 

o In the SPENDING CUT SCENARIO, the economy is driven into recession with 
real GOP falling significantly relative t'o the base scenario (shown in 
the graph above). (The base scenario mimics the Administration Mid­
Session Review Forecast.) The recession begins in the middle of 1996 
and extends into 1997. At the peak effect, real GOP is reduced by 5 1/2 
percent and employment is reduced by 7 mi.ll ion jobs relative to the 
base. The unemployment rate peaks at over 10 percent--4 1/2 percentage 
points higher than for the base. The annual effects on real GOP, 
payroll employment, and the unemployment 'rate are shown in the tabl~ at 
the top of the next page (effects are shown in terms of difference from 
the base). 
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Effects from Spending Cuts to Achieve a Balanced Budget by 1997 

{difference from base} 

1994 1995 1996 1997 1998 1999 


Real GOP, bil $87 -4 -52 -167 -303 -261 -104. 

Payroll Employment, mils -0.0 -0.8· -2.9 -6.1 -6.8 -4.0 

Unemployment Rate, % pts. 0.0 0.6 2.1 4.2 4.0 1.8 
I 

o 	 AchiE!ving a balanced budget by FY1997 would require an across the board 
spending cut of around $170 billion, or about 10 percent. {Note that 
this is somewhat lower than the projected deficit of $184 billion in 
FY1997 because of lower interest cost resulting from a smaller public 
debt.} However; spending on programs such as unemployment compensation,
food stamps, WIC, etc. would increase because of the downturn in the 
economy. Hence, the cut in spending for most programs generally would 
greatly excee~ 10 percent. Also, State and local government budgets
would be significantly negatively affected if grants-in-aldwere cut, 
and the burden of budget imbalance would be shifted to State and local 

. gover·nments. 

SPENDING Clrr - TAX INCREASE SCENARIO: 

A similar phase-in to FYl997 was used. Results similar to those of the 
spending cut scenario were observed, although slightly less severe, with about 
S 1/2 million jobs lost in 1998 and a peak unemployment rate of about 9 
percent. 

Effects from Balanced Spending Cuts and Tax Increases 
. to Achieve a Balanced Budget by 1997 

(difference from base) 

1994 1995 ·1996 1997 1998 1999 


Real GOP, till $87 -2 -35 -llS -229 -216 -1l0 

Payroll Employment, mil s -0.0 -O.S -2.0 -4.S -S.4 -3.6 

Unemployment Rate, %pts. 0.0 0.4 1.4 2.8 2.9 1.5 



EXECUTIVE OFFICE OF THE PRESIDENT 

COUNCIL OF ECONOMIC ADVISERS 

WASHINGTON. D.C. 20500 

THE CHAtRMJ\N 
October 12, 1993 

MEMORANDUM FOR 	 THE PRESIDENT 
.... 


FROM: LAURA D. TYSON~1 

ALANS. BLIND~~ 


SUBJEc1~: 	 Further Reflections on.the· Balanced Budg~r 

Amendment 


III our discussion of the balanced budget amendment at 
today'f; meeting, you reasoned that balanced budget requirements 
at the state level were sometimes beneficial because they forced 
state c:rovernments to make tough choices among spending priorities 
and to raise taxes to fund necessary investments. This' .is' true. 
But, dE~spite that, state and local- expenditures have grown as 
fast Ol~ faster than federal. expenditures over the last decade or 
~. 	 . 

Irl evaluating the wisdom of a balanced budget amendment at 
the federal level, moreover, it is important to keep in mind some 
criticall differences between the responsibilities of the federal 
governJilent and :those of state governments. 

Flrst and foremost, the federal government is responsible 
for thE! macroeconomic health of the nation. Indeed, the FUll 
Employlitent Act 	of 1946--the same piece of legislation tnat 
establi.shed the Council of Economic Advisers--explicitly charges 
the fedleral government with this mission. By forcing fiscal 
contrac:tions around the time of economic slumps, a balanced­
budget amendment· would imperil macroeconomic stability in away 

. that nCI state balanced-budget. requirement can • 

Se,cond, the federal government's responsibility for the 
nation's macroeconomic well-being spills over our borders in that 
world 1Il.acroeconomic stability depends, in part, on u. S •. 
policies. Just as we are now complaining that German monetary . 
and Japanese fiscal policies are drags on the' world economy, a 
rapid m.ove toward budget balance in the U. S·. would imperil world 
economic growth. 

Third, the federal. government is :responsible for upholding 

the integrity of the U. S. constitution. Many thoughtful 

observers view a balanced-budget amendment as constitutional 

graffiti--and a potential source of serious constitutional 

crises. 
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Fourth, and finally, the proposed balanced-budget amendment 
is unlike the balanced-budget requirements of states in that it 
makes no distinction between capital and operating budgets. By 
federal definitions, states do. "deficit financing" all the time. 

We realize that the politics of this issue are difficult and 
that, in all likelihood, "you cannot beat something with 
nothing." . But the economics here are so overwhelming that we 
urge you in the strongest possible terms to oppose the amendment. 

We have attached a copy of an editorial by Alan Blinder 
criticizing last year's version of the balanced budget ·amendment. 
His arquments apply equally well to this year's version. 

Attachment:a/s 
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BY AlAN s. BUNDE~ 	 t wouid be comical if it weren't so serious. 
Yes. fans. the folks who brought' you aI '269 billion deficit in fiscai year 1991,..and 

are pushing $400 billion in 1992 now are poised 
to pass a constitutional amendment mandating 
a balanced federal budget. Unless this legalis­
tic lunacy is stopped. it may pass both houses 
of Congress in a month or two and. be sent to 
the state legislatures for ratification. Since 
mauy states are eager to ratify. this abomiila· 
tion could become law in record time. ' 

But why call it an abomination? [sn~t the 
deficit too high? And hasn't the u.s. political 
mechanism shown itself incapable of dealing 
with it? The answers are yes and yes. but 
the constitutional cure is worse than the bud· 
getary cold. . 

Let me start with the problem that is at 
once the most obvious and the most serious. 

The latest yuk from As everyone should know by now. recessions 

cQnp 'C ,lew Olltl~ i.1 I .. 

DID YOU HUR THE ONE 
ABOUT THE BALANCED BUDGET? 

Congress is lcalled 
the balanced-budget 
amendment.. It, could 
wind up making 
siwnps deeper and 
recovenes more 
difficult-and 
that's no joke 

A~ S SUNOER IS THf GOiOON S. 
RENTSCHLER MfMOilAi. 1'R000SSOt 
Of ECONOMICS AT FlllNCfTON 
AND THE AuTHOR Of GROWING 
rCX:;ETHfR 

sweU budget deficits by reducing tax receipts 
and raising expenditures on items such as un­
employment in.s1.1raDee. Under a balaneed.obud· 
get amendment. Congress would be required 
to raise taxes.. cut discretionary expenditures. 
or do both. whenever the economy weakened­
thereby aggravating slumps and makiDg recov· 
eries harder to sustain. 	 . 

The House VerslOD at least limits outlays to 
estimated reeeiptS rather than actual receipts. 
so a reeessioD that takes us by surprise would 
not require a contraetionary fiscal response. 
But the Senate version is based on actual re­
ceipts and bas no web virtue. 
.................. The recent recession 

. provides a sobering example of how thiDgs 
might worlc out in practice. In Jan1lU'Y. 1991. 
the Admi$tration 'Projected a $318 billion 
deficit for the fiscal year ended Sept. 30. 1991 
Had the ba.1anced..budget amendment been in 
effect. Congress would have had to·pass 
spending cuts and tax hikes tota.l.ing much 
more than $318 billion. because sueh drac:o­
man fi.scal measures would surely have deep­
ened the recession and depressed tax receipts 
further. What was a relatively mild. thougb 
10ng.lasting. contraction might have developed 
into a whopper. Why inflict this 0" ourSelves? 

Suppon.ers note that the balanced· budget 
requirement could be overridden by a 'three­
fifths vote of both chambers of Congress. with 
the House version also providing for a waiver 
in ease of declared war. So the amendment 
couid be waived when compliance would be 
most harmful. That's comforting. But why 
write into the Constitution something that we 
routinely expect to suspend? 

The problems do. not end there. Budget bal· 
ance is a shibboleth. supported by no sensible 
economic principle-especially not when gross 

domestic product. private debt. and business 
debt keep growing year after year. And the 
myopic focus on the federal deficit. to the ex· 
c1usion of state and local deficits. is curious 
when the federal government sends the states 
about '150 billion in aid each year. 

Even if we somehow decided that a deficit 
of zero is the right target. the c:ummt federal 
accounting system is ~ the. best way to 
keep score. To cite just two examples. it 
draws no distinction between c:ummt operat­
ing expenses and capital expenditures-which 
are routinely separated in state and 10cal bud· 
gets. And it fails to recognize that inflation. by 
reducing the real value of the outstandiilg na· 
tionai debt.' automatically yields tacit revenue 
to the government. Shall we enshrine neolith· 
ic accounting practices in the Constitution? 
Or shall we amend the Constitution each time 
accounting practices ehaDge? 
_ •••1 UM& Other objectioas are proeedur­
at and constitutionaL Under a baJaDced.budget 
amendment. Congress might maudate ac:tioa.s 
by others rather than spend money itself. 
More items would surely be moved off-budget. 
The price. in both cases. would be less over· 
sight and political accountability. 

Then. we must remember that. America is 
the most litigious society on earth. Just ima· 
gine the lawsuits that would be filed alleging 
that Congress had violated the amendment in 
letter or spirit. The prospect of economic poi­
icy being made by judges. rather than by 
Congress. may appeal to some. But it is cer· 
tainly not the way that poWers are assigned 
by the Constitution. 

SupporterS claim that most states live with 
balanced-budget requirements now. Leaving 
aside the humorous notion that the states are 
models of fiscal rectitude. this assertion is 
quite wrong. State governments balance their 
operating budgets but finance capital expendi­
tures by issuing debt. ' 	 : 

The closest thing to a valid argument in 
favor of the amendment is that forcing Con· ' 
greSs to finance all expenditures by taxation ' 
w6wd limit spending-an outcome with evi· . 
dent appeal on the political right. But is it 
true? The fact that state and local spending 
has grown faster than federal spending for 
deCades shouid give pause. And there is sure­
ly a more straightforward approach with fewer 
undesirable side effects: Pass a law limiting 
the growth of spending. .. 

They say you can't beat somethlng ~Ith 
nothing. So, I conclude with my own substitute 
amendment. combining the two worst constitu· 
tional ideas of the 1980s: Let's amend the 
Constitution to require children to pray for a 
balanced budget in the schools. 

16 IllUSiNESS WEftVJUNf I. 1992 
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. UiFORMATIOHDEPARTMENT OF THE TREASURY 
WASHINGTON 

CLOSE HOLD 
ASSISTANT SECRETARY 

December 15, 1993 

MEMORANDUM FOR DEPUTY SECRETARY ALTMAN 

FROH: Alicia H. Munnell {Initialed) 

Assistant Secretary 


for Economic Policy 


SUBJECT: Revised Budget Deficit Estimates II 

Yesterday's memorandum presented the following table showing 
that the ,dE!ficit estimates likely' will not· improve as much as had 
been indic2lted in OMS's November Budget Preview. 

Deficit Estimates 

1994 1995 1996 1997 1998 

MSR 259 200 179 184 181 
Preview (N()v) 243 176 151 155 149 
1995 Bud (I)ec) 25'0 193 179 191 194 

Change froID MSR -9 -7 	 7 13° 
These estimates should be interpreted as suggestive as they 

are based on a model run by OMB staff and are not based on 
complete ac;Jency detail. 

.' 
The December projection for the deficit is higher relative 

to the Novlember projection primarily for two reasons resulting 
from changes to economic assumptions: 

. Lower Inflation 

o 	 The Administration economic assumptions adopted by the Troika 
in early December for the FY 1995 budget had lower inflation 
than in the economic assumptions used for the MSR and in the 
November overView. 

The ass~ption for GOP deflator inflation was lowered by 
0.3 percentage point for 1993, ,0.2 percentage point for 
both 1994 and 1995, and 0.1 percentage point for 1996. 

Lower infl~tion reduces the level of nominal GDP in the 
economic projection. This results in lower tax revenues. 
A de:cline in inflation also reduces inflation-sensitive 
outlays, but the reduction ih outlays occurs with a lag 
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relative to the decrease in tax revenues. As a result, the 
lower inflation in the Administration's economic 
assumptions generates a higher deficit projection. 

, 

The inflation assumption change accounts for roughly 1/4 of 
the change in the deficit projection from the November 
estimates. 

Lower Taxable Income 

o 	 The new "Black Box" detailed economic assumption~ (produced by 
CEA and based on the Administration Troika economic 
assumptions for the major variables) had lower taxable i'ncome 
,than used in earlier projections. 

The N'ovember Budget Review used total taxable income shares 
rising from 76.5 percent of nominal GOP in.1994 to 77.2 
percent in 1999 (based on the MSR Black Box detail). The 
new Black Box detail projects the tot;al taxable income 
share~ declining from 76.4 percent in 1994 to 76.0 percent 
in 1999. Thus, by 1999, $10,6 billiol) of taxable income was 
"lost: It due to the 1.2 percentage point weakertaxab,le 
incOI%le share. 

More than half of the income- "loss" results from thE! 
changes to "other labor income" from ' higher fringe benefits 
(to Blore accurately reflect the pre-health reform trend of 
healt:h insurance costs). The remainder appears to have, 
resulted primarily from lower shares'for corporate profits 
and proprietors' income. 

The Ghange in income share assumptions accounted for 
roughly 3/4 of the change in the deficit projection from 
the November Review estimates. ' 

\ 

The lower share for other labor income will permit proper 
estimates to be made for the effect of health care reform 
on 	hE~al th insurance costs. 

CLOSE HOLD 
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DEPARTMENT OF TijE TREASURY 
WASHINGTON 

December 23, 1993 

MEMORANDUM ]roR SECRETARY BENTSEN AND 
DEPUTY SECRETARY ALTMAN 

FROM: 	 MAURICE FOLEi;tnCHAEL SCHULTZ, AND MARY 
HEATH 

THROUGH: , LES SAMUELS AND SAM SESSIONS 

SUBJECT: 	 FY 1.995 Budget Issues: Intermediate' Sanctions for Exempt 
Organizations anei' AMT Treatment of Section 2U Expenses 

SUMl\fARY: 

This memorandum discusses two proposals -:- one revenue raiser and the other a 
revenue loser - that should be considered. for inclusion in the FY 1995 budget: (1) a so­
called lIintermediate sanctions II proposal whereby an excise tax would be imposed on 
unreasonable compensation and bargain transfers provided to officers of charitable 
organizations and (2) a proposal to permit a deduction against the alternative minimum tax 
(AMT) for expenses incurred for the production of income. 

Recent mecWt reports and hearings held by the Ways and Means Oversight 
Subcommittee highlighted cases in which public charities had provided excessive 
compensation or otber inappropriate benefits to officers or other "insiders. It Through our 
work on this issue with the Internal Revenue Service (IRS) and the staff of the Oversight 
Subcommittee, we have developed a series of proposals that would deter the types of abuses 
that have generated 4:aneem, without affecting legitimate charitable activities. These 
proposals include new disclosure requirements and an excise tax on unreasonable 
compensation and bargain transfers provided to insiders. The latter is commonly called an 
"intermediatesancti(m II because it is a penalty which is less severe than a revocation of the 
organization's exemjltion. This pr.oPOsal raises $65 million over 5 years~ 

The other prt>PQsal would pennit partners to deduct expenses incurred for the 
production of income passed through from partnerships. There is White House and Capitol 
Hill U&.., Sen. Moyrtihanand Rep. Rostenk:owski) interest in this provision. 

RECOMMENDAT][ON: 

We recommend that the proposed excise tax and disclosure requirements to improve 
compliance by public charities be included in the Administration's fiscal year 1995 budget as 
a revenue raiser or as a revenuetaiser to pay for GAIT. By proposing a balanced, 

. . 
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carefully-targeted a])proach, the Administration could take control over an issue that is 

attracting much COilgressionalattention . 


. Because we want to limit the number of revenue losing' tax provisions in the budget 
(1&.., a limited number of expiring 'provisions) we recommend that younQt include the 
proposal to allow a deduction of section 212 expenses for AMT purposes. If we propose to 
grant this tax relief, this proposal and its sponsors could attract undue media attention, 
particularly in view of the minimal number of tax proposals that are expected to be in the 
budget. Also, others (both inside and outside of the Administration) who are lobbying for 
additional revenue-losing tax proposals will ask why this provision is included and their 
proposal was not included in the budget. 

. DECISION: 

I agree with the recommendation. Include the proposal to impose intermediate 
sanclions on officers of exempt organizations and do not include the AMT 
deduction for certain expenses. . 

Do flOt include the intennediate sanctions proposal but include the AMT 
proposal. ' 

Do not include either proposal. 

Let's discuss. 

. DISCUSSION: 

I. Intermediate Sanctions 

1. BackgroYnd.. As you know, section 501(c)(3) of the Internal Revenue Code 
(Code) exempts frc,m tax organizations that are organized and operated for charitable· 
purposes. An orgl:LDization qualifies for exemption under section 501(c)(3) only if no part of 
its net earnings inures to the benefit of any private shareholder or individual. Under current 
law, revocation of an organization's tax exemption is the sole sanction available for 
violations of the inurement prohibition or other standards for exemption. The lack of a 
sanction short of mvocation causes the IRS significant enforcement difficu)ties. Revocation 
of an exemption is a .severe sanction that may be greatly disproportional to the violation in 
issue. Current law, however, may force the IRS to choose between revoking an 
organizatiori's exemption or taking no enforcement action. The IRS has attempted to address 
these enforcement difficulties by using closing agreements in which an organization, to avoid 
a challenge to its exemption, might agree to remedy questionable transactions and refrain . 
from engaging in similar transactions in the future. Closing agreements, however, are not an 
ideal too1. In particular, because each agreement results from separate negotiations with a 
particular organization, it is difficult to ensure consistent treatment of similar organizations. 
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Carefully-targeted "intermediate II sanctions short of revocation would improve the 
. public's confidence in charitable organizations and in the tax system that exempts them from 

income tax. . The vast majority of these organizations that dQ not misuse their resources may 
welcome appropria1:l~ new sanctions to prevent the tarnishing of their image by the abuses of 
a few organizations. In fact, INDEPENDENT SECTOR, an umbrella' group that represents 
many of the nation·, charities. has endorsed the concept of carefull:-~S in 
general, and an ex~ise tax on unreasonable compensation anegain transfers' particular. 
. . -.? 

. Any new sanctions should be limited to clear misuses of resources. Unduly brOad 
sanctions would inappropriately penalize worthy organizations. Therefore, we declined to 
endorse an early pI'loposal by the Ways and Means Oversight Subcommittee staff to impose a 
broad excise tax on any inurement of the earnings of a public charity. Because the concept 
of inurement lacks a clear definition, we believe it is an inappropriate base for a new excise 
tax. 

2. Treasury proposal. The Treasury proposal has two components: an excise tax and 
new disclosure rules. 

Excise tax. As notect above, the proposed excise tax would be narrowly targeted at 
two types of clearly abusive transactions: unreasonable compensation and bargain 
transfers provided by a public charity to an officer or other insider. The tax would be 
imposed on the recipient of the Ifexcess benefit, If not on the charitable organization. 
The tax would follow a two-tier format modelled on the excise taxes that currently 
apply to·private foundations. An initial tax would be imposed equal to 2S percent of 
the excess benefit. The recipient would then have an opportunity to repay the excess 
benefit to tlte charitable organization. If the recipient does not repay the excess 
benefit witbin a prescribed period, the recipient would be subject to a second, punitive 
tax in the range of 100 to 200 percent of the excess benefit. ThiS two-tier format 
would encourage repayment of the excess benefit to preserve the resources available 
for accomplishing charitable purposes. 

Almost all of the cases that have gained notoriety in media reports and the 
Subcommittee's hearings involved either unreasonable compensation or bargain 
transfers. iThus, our proposed excise tax would deter the abuses that have given rise 
to concern, but would otherwise allow public charities flexibility in furthering their 
charitable trussions. . . 

Disclosure.te(lUirements. The oversight of an infonned public is an important means 
of preventing misuse of the resources ofa public Charity.' Therefore, We have 
developed several new disclosure requirements that would improve the information 
available regarding public charities, and thus enable the public to better perform its 
important oversight function. First, a charitable organization would be required 1:10 
disclose Or.l its Penn 990 any transactions subject to the excise tax described above, 
and any e:JI:cise. taxes imposed on excess lobbying or political expenditures. Second, a 
charitable lorganization would be required to provide a copy of its Fonn 990 on 
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request. Current law requires only that the organization's Form. 990 be available for 
inspection. 

3. 'Implications for Health Care RefonD. Our proposals for improved compliance by 
public charities have implicati,ons for health care ref anD. Some' of the abusive caSes cited in 
the media and the Subcommittee's hearings involve hospitals or other health care providers. 
Further, the signifkant restructuring of the health care market that is expected to result from 
health reform may :present opportunities for insiders to divert to their own benefit the 

, resources of tax-exempt health care providers. For this reason, Rep. Stark has expressed 
concern that the Administration's health care reform plan does not include intermediate 
sanctions on the misuse of resources by public charities. Because any appropriate new 
sanctions would apply to all public charities, not just health care organizations, the health 
care reform bill was viewed as an inappropriate vehicle' for new sanctions. On the other 
hand~ discussion of new enforcement measures will arise in the health care debate and it 
would be helpful tel have a proposal on the table when the issue is raised by Mr. Stark and 
others. 

II. Deduction of Section 212 Expenses for AMT Purposes 

Section 212 of the Code allows individual taxpayers a deduction for expenses incurred 
or paid for the production of income. For regular tax purposes, these expenses are treated as 
miscellaneOus itemized deductions, which are deductible only to the extent they exceed 2 
percent of adjusted gross income of the taxpayer. For alternative minimum tax purposes, 
miscellaneous itemized deductions are not pennitted deductions (i.e., they are added back to 
taxable income in c:omputing alternative minimum taxable income), even if they exceed the 2 
percent floor. Thus, for AMT purposes section 212 expenses are not deductible but the 
income, to which those expenses are attributable, is fully taxable. 

Many believe that the current law treatment of section 212 expenses has the effect of 
imposing a gross income tax on investment earnings for taxpayers in an A.MT position (note 
that this is true of deductions subject to the 2 percent floor in the regular tax, to the extent 
that the 2 percent lfloor is not exceeded), In addition, the current regime effectively increases 
the recently'lowen:d tax rate on capital gain income under the targeted capital gains provision 
by taxing tl gross" ,:apital gain; (Note, however, that this will not become a practical 
problem for at least five years since the provision applies only to new investments held for at 
least five years.) In the Conference Report to OBRA '93, Congress'directed Treasury to 
study whether the AMT disallowance of section 212 expenses provided a disincentive for 
long-term investmcmt. Both Representative Rostenkowski and Senator Moynihan have 
expressed concern that the current law treatment of section 212 expense for alternative 
minimum tax purposes results in'an incorrect, measurement of economic income. 

The ventuI1e capital industry has been lobbying for this 'provision, as it has significant 
impact on its members. Many venture capital firms operate in partnership form and their 
operating expen~1 are passed through to partners as section 212 expenses. Substantially all 
of the income the partners receive is ,capital gain income. Thus, these,partners find 
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themselves paying alternative minimum tax on- capital gains without offset for expenses 
incurred in generating those gains. 

The proposal would provide a deduction for AMT purposes of the distributive share 
of section 212 expenses of a partner. We believe thit this proposal should not be included in 
the budget because we believe you should limit the number of revenue-losing tax provisions 
(i&.., a fe;w of the expiring provisions). In addition, because the proposal would provide a 
d¢uction for partners and not all taxpayers, it could be Viewed as a "rifle shot. It It may 
stand out especially because of the small number of revenue provisions that are expected to 
be in the budget. 

The White House is also· interested in this proposal. Thus we wanted to bring this 
issue to your attention. If we do not include the proposal in, the FY 1995 budget, we would 
be prepared to tell its proponents that we would not oppose it if it were proposed in Congress 
(i....e..., if the proposal applied to all taxpayers, not just taxpayers who are partners). 

~ ~ -d;w.;-I. ~:' 
ulAa:r~;f~t;-~~ 
J(~~~V!>~);' . 
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DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C. 

SECRETARYOFTHETREASURY 
December 28, 1993 

MEMORAND1JM FOR BOB RUBIN 

FROM: ' 	LLOYD BENTSEN ~ 
S,UBJECT:, 	 FY 1995 BUDGET PROPOSALS' - EXPIRING TAX 

PROVISIONS 

SUMMARY: The targeted jobs tax credit (rITC), exclusion for employer-provided educational 
assistance, and the orphan drug tax credit expire on December 31, 1994. The R&E tax credit 
and the R&E 50-percent allocation rule expire mid-year in 1995. If the President wishes to 
propose the exu:nsion of some or all of these provisions, such proposals should be included in 
the FY 1995 budget submission to the Congress. This memorandum describes each of the 

,expiring provisions and provides you with a recommendation regarding how long these 
provisions should be extended. 

RECOM:MENI)ATION:' Because of revenue constraints and other factors set forth below, I 
recommend that the President propose a package consisting of either a (1) one year extension 
of the exclusion for employer-provided educational assistance and the orphan drug credit ($491 
million over 5 years), with a commitment to study the R&E credit, 50-percent R&E allocation, 
and TITC and te) consider including a revised version of these provisions in the FY 1996 budget 
or (2) one year extension of all the expiring provisions ($3.2 billion). 

Either of these two approaches would, as I believe .we should, 'minimize the number of 
tax increases in the budget (which will be necessary to pay for extending the expiring provision 

, under the pay-go rules). During an election year, both DemoCrats and Republicans are likely 
to oppose another round of tax increases particularly after the enactm~nt of the 1993 Budget Act. 

,	It is also impOJtant to keep in mind that at some, time next year we will have to propose ways 
to finance the GATI--Uruguay Round (approximately $11 billion over 5 years), Generaliied 
System ofPrefe:rences ($2.7 billion), unemployment insurance extended benefits program ($3.3. 
billion), the dislocated workers program ($5 billion), and welf~e reform ($20 billion). I would 
note that a package of permanent extensions of the expiring provisions would cost in excess of 
$14 billion over 5 years. 

The first of the two alternatives I recommend excludes the R&E credit, 50-percent R&E 
alloca~on rule ~lI1d TITC. Since the R&E provisions expire in mid-1995, we could defer this 
issue and include both of these provisions in the FY 1996 budget. In addition, several 
proponents of the credit ~, Senators Baucus and Danforth and Rep. Pickle) have proposed a 
number of modifications to the. credit rules. We would like to evaluate these proposals before 
proposing to fUl1her extend the credit. In addition, the Department of Labor recently issued a 
report which indicates that the TITC may be an ineffective and inefficient tax subsidy. Thus, 
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the first altemativealso excludes this credit. In 1994, we woUld review this credit with the 
Labor Department to determine if the credit should be restructured or allowed to expire. 

The second alternative, which would extend all five of the expiring provisions for one 
year, would cost $3.2 billion over 5 years. This proposal would provide for the minimal 
possible extensp,on of the expiring provisions in 1994 so as to ensure that the provisions would 
not have to be ,extended retroactively at some point in 1995.. 

DISCUSSION:: 

1. In General. The provisions expiring before the end of FY 1995 are as follows: 

December 31, 1993 


December 31, 1994 


June 30" 1995 

July 30, 1995 

• 	 Health insurance deduction for self-employed 
individuals 

• 	 Targeted jobs tax· credit 
Exclusion for ' employer-provided educational• 
assistance 

• Orphan drug .tax credit 

• R&E tax credit 

R&E 50-percent allocation rule • 
The Administra.tion's FY 1994 budget proposed permanent extensions of these provisions but 
the political support for permanent extension was tepid at best~ The fina11993 deficit reduction 
bill included pennanent extension of the low-income housing credit, the mortgage revenue bond 
program, s~all··issue industrial development bonds, and alternative minimum tax (AMT) relief-e· 

_for charitable contributions of appreciated property. 

2. Specific Prpvisions 

Health itlsurance deduction for seif-emplo.yed individuals. The extension of this provision 
is included in the health Care Prpposal. The proposal in the health care bill permanently extends 
and increases the deduction from 25 percent to 100 percent. This proposal loses $9.8 billion 
over 5 years. ' 

:r.IT.C.' The TITC provides a maximum credit of $2,400 per employee to employers that 
hire individuals who are recipients of payments under means-tested transfer programs, 
ecoQ.omica1ly disadvantaged or disabled. The Labor Department is responsible for overseeing 
state programs to certify eligible recipients. 

A recent study by Labor's Inspector General analyzed the effectiveness of the TITC in 
\ Alabama. This study found that most of the workers hired by companies would have been hired 
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without the credit. Many employers taking the credit do not know at ,the time a job offer is 
extended if the individual will qualify for the credit. In addition, some employers are reluctant 
to ask the questions necessary to determine eligibility because of privacy concerns and a fear of 
discrimination suits by applicants who do not receive job offers. Thus most of the work is 
delegated to TIrC consultants. The Inspector General is currently conducting a nationwide 
study, which is expected in June of 1994. . 

Despite these problems the TITC has strong support on Capitol Hill <i.&a., from Senators 
Boren and BauCllS and Rep. Rangel). Because of the ongoing study and concerns recently raised 
by Labor's rep<)rt we believe that a viable option is that an extension of the credit not be 
proposed at this time and that a study of the J'ITC be undertaken during 1994. In addition, 
Labor is interc:sted in developing tax incentives to encourage worker training, youth 
apprenticeships, etc. We also need time to determine if they are viable proposals and, if so, 
whether they should supplement or replace the TITC. 

A permanent extension loses $1.3 billion over 5 years and a one year extension loses 
$307 million over 5 years. . . 

Employer-proyided educational assistance. ·An employee may exclude the fust $5,250 
of educational assistance paid for or provided by the employer during the taxable year pursuant 
to an educatiomll assistance program. The exclusion is not limited to job-related educational 
assistance, but does' not apply to any education involving sports, games, or hobbies. A 
permanent extension loses $2.S billion over 5 years and a one year extension loses $467 million 
over 5 years. Senator Moynihan is a strong supporter of this provision~ 

Qmhan drug credit. The orphan drug credit is a 50% nonrefundable tax credit for 
expenses incurrc~ in the testing of dJ;Ugs for certain rare diseases. A rare disease is a disease 
that (1) affects less than. 200,000 persons in the U.S. or (2) affects more than 200,000 persons.'" 

. but for which, there is no reasonable expectation that businesses could recoup the costs of 
developing a drug for it from U.S. sales of the drug ~, Lou Gehrig's disease, Touretl.e's . 
syndrome, etc.). Last year's budget did not include a proposal to extend this credit because this 
was considered a health care issue. The credit, however, was included in the final 1993 budget 
bill. The Administration's health care proposal does not propose to extend the credit. We, 
therefore, recommend that it be included in the budget.. A permanent extension loses $124 
million over 5 years and a one year extension loses $24 million over 5 years. 

R&E cre~. The President and I have consistently endorsed a permanent R&E credit. 
In the past, however, revenue constraints have forced Congress to settle for temporary 
extensions. Thc~ credit expires on June 30, 1995 <i.&a., several months after the presentation of 
the FY 1996 budget). Consequently, we have to decide whether to include the extension in the 
FY 1995 or FY 1996 budget. If it is decided to <tefer extension to the FY 1996 budget, it would 
be appropriate to study a number of issues regarding the structUre and efficacy of the credit 
during 1994. For example, many argue that the current method of computing the credit denies 
the credit to deSf~rving businesses. The credit is available only for incremental research expenses 

..;i; 
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in excess of abase amount. The base amount is determined based on data from the 1983-1988 
period, and· thus may not reflect the ,current circumstances of many businesses. Other issues 
have been raised by recent proposals involving enhanced incentives for collaborative research, . 
and use of the credit to ease defense conversion by making the credit available to companies 
converti:ng from. high technology defense businesses to civilian businesses that may be relatively 
less research-intensive. These and other proposals were included in a bill introduced earlier this 
year by Senatol' Danforth. 

In contr.llSt to those who would enhance the c{edit and improve its incentive effects, 
others question whether any researcp credit is justifiable. In particular, Rep. Rostenkowsld. has 
long been skeptical of the efficacy of the credit. He was one of the propOnents of the reduction 
in the credit fnlm 25 to 20 percent of incremental research' expenditures as part of the Tax 
Reform Act of 1986. 

Finally, a long-term extension of the credit would be difficult to finance. Permanent 
extension of the credit loses $7.6 billion over 5 yearS. Thus, a permanent extension would 
require us to prclpose a package of significant revenue raisers. A one year extension would lose 
$1.8 billion over 5 years. 

ME allocation. In 1977, Treasury regulations were issued that required U.S. 
multinationals to allocate between foreign and domestic source income the amount of their 
research and e=tperimentation expenses (the apportionment in general was according to the 
proportion of foreign and domestic sales or gross income). The effect of requiring U.S. 
multinationals t,o allocate some of their R&E deductions to foreign income, even though the 
R&E may have been entirely.performed in the U.S., was to cause some U.S. multinationals to 
lose foreign w: credits. Viewing this result as undercutting the tax incentive for R&E, the 
Congress imposed a moratorium on the 1977 regulations, and has extended this moratorium nine 
times since 1977, the last time in OBRA '93; The OBRA '93 moratorium provision provided " 

. that 50 percent of R&E expense could be allocated to U.S. income before apportionment. It 
expires July 31!I 1995. A permanent extension of the OBRA '93 moratorium would lose $2.8 
billion over 5 years and a one-year extension would lose $568 million over 5 years. 

Despite urging from the Congress to provide a 50 percent or better R&E allocation rule 

by regulations (which would spare the Congress the necessity of paying for an extension), our 

judgment (and .that of the previous Administration) is that the Treasury lacks the statutory 

authority to provide a tax incentive for R&E by regulations. Our authority is limited to an 

allocation rule 1hat matches R&E expenses with the income produced by those expenses. We 

therefore believe that a 50-percent (or higher percentage) rule must be accomplished by 

legislation. If the R&E credit is extended, we believe that the R&E allocation rule should also 

be extended. On the other hand, if the R&E credit extension is deferred to the FY 1996 budget 

we suggest that ·the R&E allocation rule also be deferred and studied during 1994. 
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DEPARTMEN-T OF THE TREASURY 

WASHINGtuN' 

December 2J, 1993 

MEMOR:. ;DUM TO SECRETARY BENTSEN 

FROM: LES SAMUELS, SAM SESSIONS AND MAURICE FOLEY 

SUBJECT: ' .t->T'l'ACHED MEMOS 

Attached are two memos. The first is a draft memo on the 
expiring provisions from you to Bob Rubin. We would lik~ co send 
thLs memo to Mr. Rubin next week. Note that the recommendation 
in the memo presents two options without indicating which one 
your prefe~. Let us know if you disagree with this approach. 

Tne second memo discusses two additional tax issues that should 
be cons~dered for inclusion in the FY 1995 budget. 

When you finish reviewing the memos please call Ma0rice with your 
comments. Les and Sam will be -O\lt qf town. The Treasury 
operator (202) 622-1260 will be able to reach any of us ~t most 
times . 
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I) R AFT 
December 23, 1993 

ME.\10RM1Y01\1 FOR BOB RUBIN 

f'ROM: . 	 LWYD BENTSEN 

SUBJECT: 	 FY 1995 BUDGET PRO~SALS ~- EXPIRI~,.rG TAX 
PROVISIONS . 

SUi\lMARY: The targeted jobs tax credit (fJTC), exclusion for employer~provjded educational 
assistance, and the orphan drug tax credit expire on December 31, 1994, The R&E tax credit 
and the R&E 50-percent allocation rule expire mid-year in 1995. If the Prcsinent wishes to 
propose the extension of some or all of LlJ.ese provisions, such proposals should be included in 
the FY 1995 budget submission to the Congress in the spring. This memorandum describes each 
\)f [he expiring provisions and provides you with a recommendation regarding how long lhes::: 
provisions should be extended. 

RECOMMEI'I,ll)ATION: Because of revenue constraints and other factors set forth below, T 
recommend that the President propose a package consisting of either a (1) one year extension 
of the exclusion for employer-provided educational assistance and the orphan drug credit ($491 
million over 5 years), with a commitment to study the R&E credit, 50-percent R&E all~)Cation, 
and TITC and to consider including a revised version of these provisions in the FY 1996 budget 
or (2) one year extension of ali the expiring provisions ($3.2 billion). 

Either of these twO approaches would, as I believe we should, minimize the numbe:- of 
tax increases in the budget (which will be necessary to pay for extending \;lC expiring provision 
under the pay-go rules) .. During an election year, both Democrats and Republicans are iikely 
to oppose another round of tax increases partic'Jlarly after the enactment of the 1993 Budget :\ct. 
It is also important to keep in mind that at some time next year we will have to proPQst: ways 
to finance the GAIT·- Uruguay Round (approxima~e1y $ J 1 billior. over 5 years) l Generalized 
System of Preferences ($~.7 billion), unemp:oyment insuranGe ex:cnded benefits program ($3.3. 
billion), the dislocateJ workers program (55 biliion). and welfare reform (~20 biliion). I would 
!WI:; tl1at ;3 pacbge 0;· psrin.<1ilQill ~xtcnsi,}ns of [r,t t.'p:r:ng V'(\visior;~ v.iol:1d cn:-" i;; (~X.;t~:S 0:" 

).,. >14 billioB c,'.::r ."' years. 

The firsl of the two J.!t::m:nivt!s i re~;(.'l11menn excludes the R&:E credit. the 50-pcr':er.t 
R&E al10cat;('~ ruk: ?s:d the TJTe. Si:1cC R&E pr<wis:ons expire ir: mid··1995. We. ,,:ollld defer 
this issue and tndudc both of tt;ese pro\'i sjc'os in rbo.:: FY 1996 budget. In addition, severai 
proponents of the creJit (i. e., Senators B:HK'US and Dan fMth ano R:;p. Pickle) have proposed a 
numbt:r of modit;cations to !he c:r~djt rules. We would like to evaluate the.;e proposals before 
proposing to further extend the CTediL The D,;,'partmc:1t of Labor recently issued a report which 
indicates that the TJTC may be an ineffective and inefficierit tax sllb~idy. Thus, the first 
alternative also excludes this credit. In 1994, ,ve- would review this credit with the Labor 

.Dep;:;rtment to delermi:1(' if the credit should be restructured or allowed to e'xpire. 

http:EXPIRI~,.rG
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The second alternative, which would extend all five of the expiring provisions for one 
, year, would cost of $3.2 billion over 5 years. This proposal would provide for the minimal 

possible extension of the expiring provisions in 1994 so as to ensure that the provisions would 
not have to be.extended retroactively at some point in 1995. 

DISCUSSION:' 

1. In Gene[jL The provisions expiring before the end of FY 1995 are as follows: 

December 31, 1993 Health insurance deduction for self·employed'. individuals 

December 31, 1994 • Targeted jobs tax credit 

• 	 Exclusion for employer-provided, educational 
assistance 

• 	 Orphan drug tax credit 

, June 30, 1995 • R&Etax credit 

July 30, 1995 • R&E 50-percent allocation rule 

The Administration's FY 1994 budget proposed permanent extensions of these provisions and 
the political support provided for permanent extension was tepid at best. The final 1993 deficit 
reduction bill included permanent extension of the low-income housing credit. the mortgage 
revenue bond program, small-issue industrial development bonds, and alternative minimum tax 
(AMT) relief for charitable contributions of appreciated property. 

2. Specitic Provisions 

Health inSUrance deduction for self-employed individuals. The extension of this provision 
i,§. included in the health care proposaL The proposal in the health care bill permanently extends 
and increases the deduction from 25 percent to 100 percent. This proposal loses $9.8 billion 
ove:: 5 year:.. 

TJTC. The TJTC provides a maximum credit of $2,400 per employee to employers that 
hire individuals who are recipients of payments under means·tested transfer progranls, 
economically disadvantaged or disabled. The Labor Department is responsible for overseeing 
state programs to certify eligible recipients. . 

A recent study by Labor's Inspector General analyzed the effectiveness of the TJTe in 
Alabama. This study found that most of the workers hired by companies would have been hired 
without the credit.' Many employers taking the credit do not know at the time. a job offer is 
ex.tended if the individual will qualify for the credit. In addition, some employers are reluctant 
to ask the questions necessary to determine eligibility because of privacy concerns and a fear of 
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discrimination suits by applicants who do not receive job offers. Thus most of the work is 
delegated to TITe consultants. The Inspector General is currently conducting a nationwide 
study, which is expected in June of 1994. 

Despite these problems the TITC has strong support on Capitol Hill (i&.., from Senators 
Boren and Baucus and Rep. Rangel). Because of the ongoing study and concerns recently raised 
by Labor's report we believe that a viable option is that an extension of the credit not be 
proposed at this time and that a study of the TJTC be undertaken during 1994. In addition, 
Labor is interested in developing tax incentives to encourage worker training, youth 
apprenticeships, etc. We also need time to determine if they are viable proposals and, if so, 
whether they should supplement or'replace the TITC . 

. A permanent extension loses $1.3 billion over 5 years and a one year extension loses 
. $307 million over 5 years. . 

Employer-provided educationaJ assistance. An employee may exclude the first $5,250 
of educational assistance paid for or provided by the employer during the taxable year pursuant 
to an educational assistance program. The exclusion is not limited to job-related educational 
assistance, but does not apply to any education involving sports, games, or hobbies. A 
permanent extension loses $2.5 billion over 5 year~ and a one year extension loses $467 million 
over 5 years. Senator Moynihan is a strong supporter of :this provision. 

Otphan drug credit. The orphan drug credi~ is a 50% nonrefundable tax credit for 
lexpenses incurred in the testing of drugs for certain rare diseases. A rare disease is a disease 
that (1) affects less than 200,000 persons in the U.S. or (2) affects more than 200,000 persons 
but for which there is no reasonable expectation that businesses could recoup the costs of 

. developing a drug for it from U.S. sales of the drug ~, Lou Gehrig's disease, Tourette's 
syndrome, etc.). Last year's budget did not include a proposal to extend this credit because this 
was considered a health care issue. The credit, however, was included in the ftnal 1993 budget 
bill. The Administration's health care proposal does not propose to extend the credit. We, 
therefore, recommend that it be included in the budget. A permanent extension loses $124 
million over 5 years and a one year extension loses $24 million over 5 years. 

R&E cr~it. The President and I have consistently endorsed a permanent R&E credit. 
In the past, however, revenue constraints have forced Congress to settle for temporarv . 
e~xtensions. The credit expires on June 30, 1995 (i.e.; several months after the presentation ~f 
the FY 1996 budget) .. Consequently, we have to decide whether to include the extension in the 
FY 1995 or FY 1996 budget. If it is decided to defer e?'tension to the FY 1996 budget, it would 
be appropriate to study a number of issues regarding the structure and efficacy of the credil 
during 1994. For example, inany argue that the c6rrent method of computing the credit denies 
t!.1e credit to deserving businesses. The credit is avdi1able only for incremental research expenses 
in excess of a base amount. The base amount is determined based on data from the 1983-1988 
period, and thus may not reflect the current circu~stances of many businesses. Other issues 
have been raised by recent proposals involving enhanced incentives for collaborative research. 
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and use of the credit to ease defense conversion by making the credit available to companies 
,convening from high technology defense businesses to civilian businesses that may be relatively 
less research-intensive. These and other proposals were included in a bill introduced earlier this 
year by Senator Danforth. 

In contrast to those who would enhance the credit and improve its incentive effects, 
others question whether any research credit is justifiable. In particular, Rep. Rostenkowski has 
long been skeptical of the efficacy of the credit. He was one of the proponents of the reduction 
in the credit from 25 to 20 percent of incremental res~ch expenditures as part of the Tax 

"'.'1 Reform Act of 1986. 

Finally, a long-term extension of the credit would be difficult to finance. Permanent 
extension of the credit loses $7.6 billion over 5 years. Thus, a permanent extension would 
require us to propose a package of significant revenue raisers. A one year extension would lose 
$1.8 billion over 5 years. 

R&E allocatiQn. In 1977, Treasury regulations were issued that required U.S. 
multinationals to allocate between foreign and domestic source income the amount of their 
research and experimentation expenses (the apportionment in general was according to the 
proportion of foreign and domestic sales or gross income). The effect of requiring U.S. 
multinationals to allocate some of their R&E deductions to foreign income, even though the 
R&E may have been entirely performed in the U.S., was to cause some U.S. multinationals to 
lose foreign tax credits. Viewing this result as undercutting the tax incentive for R&E,the 
Congress imposed a moratorium on the 1977 regulations, and has extended this moratorium nine 
times since 1977, the last time in OBRA '93. The OBRA '93 moratorium provision provided 
that 50 percent of R&E expense could be allocated to U.S. income before apportionment. It 
i;xpires July 31, 1995. A permanent extension of the OBRA '93 moratorium would lose $2.8 
billion over 5 years and a one-year extensiori would lose $568 million over 5 years. 

Despite urging from the Congress to provide a 50 per.:.:ent or better R&E allocation rule 
;,', . by regulations (whiCh would spare the Congress the necessity of paying for an extension), our 

judgment (and that of the previous Administration) js that the Treasury lacks the statutory 
lIuthonty to provide a tax incentive for R&E by regulatior.s, Our authority is limited to an 
allocation ruk that matches R&E expenses with the income produced by those expenses. We 
therefore believe that a 50-percent (or higher percentage) rule must be accomplished by 
legislation. If the R&E credit is extended, we believe that the R&E allocation rule should also 
be extended. On the other hand, if the R&E credit extension is deferred to the FY 1996 budget 
we suggest that the R&E allocation rule also be deferred and studied during 1994. ( 

([}) 
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.. 	 DEPARTMENT OF THE TREASURY 
WASHINGTON 

• 

December 23, 1993 

.MEMORANDUM FOR SECRETARY BENTSE."l AND 
DEPUTY SECRETARY ALTMAN 

FROM: 	 . MAURICE FOLE.J;~CHAEL SCHULTZ, Ai~D MARY 
HEATH 

TlfIROUGH: 	 LES SAMUELS AND SAl\l SESSIONS 

SUBJECT: 	 FY 1995 Budget Issues: Intennediate Sanctions for Exempt 
Organizations and AMT Treatment of Section 212 Expenses 

SUMMARY: 

J 

This memorandum discusses two proposals -- one revenue raiser and the other a 
revenue loser -- that should be considered for inclusion in the FY 1995 budget: (1) a so­
caUed "intermediate sanctions" proposal whereby an excise tax would be imposed on 
unreasonable compensation and bargain transfers provided to officers of charitable 
organizations and (2) a proposal to permit a deduction against the alternative minimum tax 
(AMT) for expenses incurred for the production of income. 

Recent media reports and hearings held by the Ways and Means Oversight 
Subcommittee highlighted cases in which public charities had provided excessive 
compensation or other inappropriate benefits to officers or other "insiders." . Through our 
work on this issue with the Internal Revenue Service (IRS) and the staff of the Oversight 
Sul)committee, we have developed a series of proposals that would deter the types of abuses 
that have generated concern, without affecting legitimate charitable activities. These 
proposals include new disclosure requirements and an excise tax on unreasonable 
cornpensation and bargain transfers provided to insiders. The latter is commonly called an 
"intermediate sanction" because it is a penalty which is less severe than a revocation of the c 

organization's exemption. This proposal raises $65 mill.ioll over 5 years. 

The other proposal would permit partners to deduct expenses incurred for the 
production of income passed through from pannerships. There is White House and Capitol 
Hill (iJ;..., Sen. Moynihan and Rep. Rostenkowski) interest in this provision. 

I 

RECO!\1MENDATION: 

We recommend that the proposed excise tax and disclosure requirements to improve 
compliance by public charities be included in the Administration's fiscal year 1995 budget as 
a r~:venue raiser or as a revenue raiser to pay for GATT, By proposing a balanced , 
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carefuUy-targeted approach, the Administration could take control over an issue that is 
attracting much Congressional attention. ' . 

Because we want to limit the number of revenue losing tax provisions in the budget 
(i.&,., a limited number of expiring provisions) we recommend that you not include the . 
proposal to allow a deduction of section 212 expenses for AMT purposes. If we propose to \ 
grant this tax relief, this proposal and its sponsors could attract undue media attention, 
particularly in view of the minimal number of tax proposals that are expected to be in the 
budget. Also, others (both inside and outside of the Administration) who are lobbying for 

. additional revenue-losing tax proposals will ask why this provision is included and their 
proposal was not included in the budget. 

OECISION: 

I agree with the recommendation. Include the proposal to impoSe intermediate 
sanctions on officers of exempt organizations and do not include the AMT 
deduction for certain expenses. 

Do not include the intermediate sanctions proposal but include the AMT 
proposal. 

Do not include either proposal. 

Let's discuss. 

DISCUSSION: 

1. Intennediate Sanctions 

1. Background. As vou know, section 501(c)(3) of the Internal Revenue Code 
(Code) exempts from tax organizations that are organized and operated for charitable . 
purposes. An organization qualifies for exemption under section 501(c)(3) only if no part of 
its net earnings inures to the benefit of any private shareholder or individual. Under current 
taw, revocation of an organization's tax exemption is the sole sanction av~lable for 
violatior.s of the inurement prohibition or other standards for exemption. The lack of a 
sanclion srlort of revocation causes the IRS significant enforcement difficulties. Revocation 
of an exer.:pti0n is a severe sanction that may be greatly disproportional to the violation in 
issue. Current law, however, may force the IRS to choose between revoking an 
organization's exemption or taking no enforcement action. The IRS has attempted to address 
these enforcement difficulties by using closing agreements in which an oiganiz.ation, to avoid 
a challenge to its exemption, might agree to remedy questionable transactions and refrain 
from engaging in similar transactions in the future. Closing agreements, however, are not an 
ideal tool. In particular, because each agreement results from separate negotiations with a 
particular organization, it is difficult to ensure consistent treatment of similar organizations. 
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Carefully-targeted "intermediate" sanctions short of revocation would improve the 
publk's confidence in charitable organizations and in the tax system that exempts them from 
income tax. The vast majority of the~ organizations that do not misuse their resources may 
welcome appropriate new sanctions to prevent the tarnishing of their image by the abuses of 
a few organizations. In fact, INDEPENDENT SECTOR, an umbrella group that represents 
many of the nation's charities, has endorsed the concept of carefully-targeted sanctions in 
general, and an excise tax on unreasonable compensation and bargain transfers in particular. 

Any new sanctions should be limited to clear misuses of resources. Unduly broad 
sanctions would inappropriately penalize worthy organizations. Therefore, we declined to 
endorse an early proposal by the Ways and Means Oversight Subcommittee staff to impose a 

. broad excise tax on any inurement of the earnings of a public charity. Because the concept 
of inurement lacks a clear definition, we believe it is an inappropriate base for a new excise 
tax. 

2. Treasury proposal. The Treasury proposal has two components: an excise tax and 
new disclosure rules. 

Excise. tax. As noted above, the proposed excise tax would be narrowly targeted at 
two types of clearly abusive transactions: unreasonable compensation and bargain 
transfers provided by a public charity to an officer or other insider. The tax would be 
imposed on the recipient of the "excess benefit," not on the charitable organization. 
The tax would follow a two-tier format modelled on the excise taxes that currently 
apply to private foundations. An initial tax would be imposed equal to 25 percent of 
the excess benefit. The recipient would then have an opportunity to repay the excess 
benefit to the charitable organization. If the recipient does not repay the excess 
benefit within a prescribed period, the recipient would be subject to a second, punitive 
tax in the range of 100 to 200 percent of the excess benefit. This two· tier format 
would encourage repayment of the excess benefit to preserve the resources available 
for accomplishing charitable purposes. 

Almost all of the cases that have gained notoriety in media reports and the 
Subcommittee's hearings involved either unreason3~le compensation or bargain 
transfers. Thus, our proposed excise tax wOldd deter the abuses that have given ris.: 
to concern, but would otherwise allow public ch"rities flexibility in furthering their 

~ '. '. charitable missions. 

Disclosure recuirements. The oversight of an informed public is an imponant mean~ 
of preventing misuse of the resources of a public charity. Therefore, we have 
developed several new disclosure requirements that would improve the information 
available regarding public charities, and thus enable the public to beller perform ih 
important oversight function. First. a charitable organization would be required to 
disclose on its Form 990 any transactions subject to the excise tax described above, 
and any excise taxes imposed on excess lobbying or political expenditures. Second. a 
charitable organi711tion would be required to provide a copy of its form 990 on 
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request: Current law requires only that the organization's Form 990 be available for 
; n spec tioli . 

3. Implications for Health Care Refonn. Our proposaJs for i.mproved compliance by 
publil: charities have implications for health care reform. Some of the abusive cases cited in 
the media and the Subcommittee's hearings involve hospitals or other health care providers. 
Funiler. the signitlcant restructuring of the health care market that is expected to result from 
health reform may present opportunities for insiders to divert to their own benefit the 
resources of tax-exempt health care providers. FOI this reason, Rep. Stark has expressed 
concern that the Administration's health care reform plan does not include intermediate 
sancticns on the misuse of resources by public charities. Because any appropriate new 
sanctions would apply to i!:ll public charities, not just health care organizations, the health 
care reform bill was viewed as an inappropriate vehicle for new sanctions. On the other 
hand, discussion of new enforcement measures will arise in the health care debate and it 
would be helpful to have a proposal on the table when the issue is raised by Mr. Stark and 
others. 

It Deductiou of,Section 2121:-.:,x:penses for Al\'1T Purposes 

Section 212 of the Code allows individual taxpayers a deduction for expenses incurred 
or paid for the production of income. For regular tax pUrpOSeS, these expenses are treated as 
miscellaneous itemized deductions, which are deductible only to the extent they exceed 2 
percemof adjusted gross income of the taxpayer. For alternative minimum tax purposes, 
miscellaneous ilemized deductions are not permitted deductions (l&., they are added back to 

r.axable income in computing alternative minimum taxable income), even if they exceed the 2 
percent floor. Thus, for AMT purposes section 212 expenses are not deductible but the 
inc(lme, LO which those expenses are attributable, is fully taxable. 

Many believe that the current law treatment of section 212 expenses has the effect of 
imposing a gross income tax on investment earnings for taxpayers in an AMT position (note 
that this is true of deductions subject to the 2 percent floor in the regular. t.h, to the extent 
thut the 2 percent floor is not exceeded). In addition, the current regime effeclive1y increases 
!.:It: recenuy lowered tax rate on ..:-apital gain income under the targeted capi.tal gains provisil):1 
by tax:ag "gross" capital gain. (Note, however, thal chi, v·· iii not become a practkal 
pr:.bi.(·lTJ {or at k.ast five years since the provision apr;!ltS only to new investments held for ;"il 

].:-,"': i:'L >~:ar:;,) In the CO:lfefenGe Report to OBIU, ;.;, :"'ongres.> directed Trt:asury to 
~!'j(;:. "':"~.h;.::, tnt: !\!v1T GisallowdJ1Ce of section 212 expew)es piOvided a disiltr;emive for 
i\.lnt;-• .:.:na lnvc:;lml!nL Both Representative Rostenkowskt and Senator Moynihan have 
I.:xprc::.:icO concern that the current law treatment of section 212 expense for alternative 
mini,; ,~ lax purpose:> resuils in an incorrect measurement of economic income. 

Li,';. venture capital industry has been lobbying for thjs proviSIOn, as it has significant 
impact on its members. Many Vt~ncure capital finns operate in partnership furm and their 
'peraring expenses are passed ttnough to partners as section 212 expenses. Substantiallyal.l 

({"the Lncome the partners receive is capital. gain income. Thus. these partners find 
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.. lr.e!11se!\f'~S paying aHemative minimum tax on capital gains without offset for ex.penses 
in(ur~cd~;1 generati:lg those gains. . 

Th.~ proposal would provide a deduction for AMf purposes of the dis,ribmive share 
of 50::'.iOl; :2 [:.: expense5 of a parmer. We believe that this proposal should not be included in 
(hI! l)lljg:~t because we believe you should limit the number of reven'Je-iosing ta..-; rrovisions 
(i.e.. , a h;w of the expiring provisions). In addition, because the. proposal would provide a 
deJu;;;!iui, Cor ;la,1.ners and not all taxpayers, it could be viewed as a "rifle shot." It may 
sl<illd Out eSjxx·i.Jiy bec.ause of the small number of revenue provisi.ons that a.re eXp<X:ted to 
be in the budget. 

The White House' is also interested in this proposal, Thus we wanted to bring this 
issue to your attention, If we do not include the proposal in the FY 1995 hl.dget. we would 
be prepared to tell its proponents that we would not oppose it if it were l'm.posed :n Congress 
(i.&.•• if the proposal appiied to all taxpayers, not just taxpay~~rs who are partners). 
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DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C. 

INfORMATION 
ASSISTANT SECRETARY 

January 24, 1994 

MEMORANDUM FOR 	 SECRETARY .RUBIN 
DEPUTY SECRET~:~WMAN 

FROM: 	 Alicia Munnel~ . 

SUBJECT: 	 Budget Numbers for the Second Five Years 

Contrary to what I reported ,to you from earlier 
conversations with OMB, the Budget will include a minor refererice 
to the budget outlook in the' second five years (see attached). 
This has two implications; first, procedural, second sUbstantive. 

procedurally, Frank was concerned about the lack of Troika-1 
review of the second-five year forecast. If we had known that 
OMB was going to use these numbers, we might have come to a 
different decision. I personally, however, would have continued 
to argue that it was unnecessary given.the constraints on the· 
range of estimates. 

Substantively, the projections-after the year 2000 are 
incredibly good. The OMB deficit amounts t:o only 1.6 percent ot' 
GDP in the year 2005. This will stand in sharp contrast to CBO's 
current services projection of 3.6 perc~nt in 2005 or even to. its 
baseline with a freeze on discretionar~ spending after 1998 of 
2.1 percent (our forecast does not include a permanent freeze). 

Iic anyone were to ask my view« I would argue against 
including the second five-year numbers. They simply look too 
good arld put us in the position where we can be charged with 
issuing Rosy Scenarios. It also gives the false impression that 
it would be quite easy to achieve a balanced budget by the year 
2002. 

cc: Ala.n Cohen 

EXECUTIVE $ECRETARJAT 




AS a result, Med1care and Medicaid 'Jill have ris@n from: 3.4 
perotant of GDP in the fisoal yet:tr just ended to 4.1 peroent' by
the year 2000., and by 2005,' they wIll have reached 4.9 peroent of 
GOP. 

These proqra:mlil' qrowth cont1nua~ tq be one of the main 
real5t:mrs wh~ def ioits remain as high as they do througbout thQSa 
budql!t projeotionsa. The qrowth in all Federal health progrt:tms, 
ot which Medicare and Medica1d era far and away the larqest,
llOOollnts for almost 40 percent ot the total increase in Fedliiral 
outll!ys bli:lt.ween no'J and. the year 2000, and is the sinq10 most 
important factor pushing the budget der!clt upward. 

some increasB in Federal health cara ·expenditures i8 
unavoidable without universal health insurancs coveraqa throuQh 
health reform. The number of people participating in the Federal 
heaH:h proqrams is IIlxpeot.ed to increase. This expanslion bring'" 
insurance protection to ~om8 of our mo~t vulnerable citi2ans. 
Tho Medicaid population is expeoted to grow at an avert:tge annual 
rate or 3.8 percent between now and the year 2000. 

However, this expansion makeQ up a relatively amall part of 
the increase in total Federal spending for Medicare and Medicaid; 
it ot;)uld be aooonunodi.'lted without undue pressure on the deficit. 
The lnain reason that the fiscal impact of these pro~rams is QO 

problematic is that health care costs PQ~ beneficiary keep risinq 
fast.~r than inflation -- indeed., faster than inflation plull the 
qene:ral increase in real per oapita GDP. . 

'1'0 a88 tho difference Federal ependinq for Medicare and 
Medicaid maKes, it is helpfUl to oompute what the deficit would 
be it health care costs did not rise disproportionately. The 
char~e above aSSUl'I\QC that Medicare and Medioaid coats continue t.o 
rise to accommodate the increase in t.he beneficiary population, 
but that per capita costs increase with the general rate Of 
inflation and the rise in per capita output, rather than the 
h1qh1ar current rate. of increase. Under these aSlsaumptions, the 
defi.::it would be driven to zero. It is unrealistio to anticipate
such (II. ohange in health oare apending given the 10n9' history of 
rapid growth, :but it 1s helpfUl to pinpoint the real probleTl\ t..'ith 
t.he continuin~ large Fedoral deficit. 

;. 0', ............__ ......... '" 
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Th. bUdqet window officially c108eg in 2000, and detailed. 
budq'~1: prolections beyond that point a.re not availabl.. Howevar I 
if the pol ey proposal. in thilil bud.9'Qt are .naoted, th. 
iJnprl:lvement in the deticit ehoul<1 be preserved for at loaot the 
noxt ton y.arG~ Lookinq boyond tho year 2000, we;anticipate 
rouqh stab1lity in the.dollar amount of .the doficit through the 
year 2005. As a .hare ot GDP, however," the det1c1t 1s liksly 'to 
eont:lnue its gradual daclinQ, fallinq below 2 p.roent early in 
the next century. 

lID CHAR'!' -- '1'HI Bt:rnGft bbICIT AS .I. l'DCD'J!i O. ODP OVl!lll TlDt 
YZAaI~, AND WDD U ALTD.D'l'IYB HZALTS SPmrDI)Ta USUMPTION 
nUll!H H!DlCARB ,UI) UDICAID llCRZASI Ony WITJI GROWTJI III 'l'llB 
BBnJrICIARY lIOPULATIOH, lIRODUCTIVITY, UD QEN"J!RAL INI'LATION. 

. " ........ -- ~ ... 
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DEPARTM~NT OF THE TREASURY 

WASHINGTON, D-.C. 

SSISTANT SECRETARY November 22,-1~94 

MEMORANDUM FOR SECRETARY BENTSEN • ~ 

Munnel~'" ,Yf..
FROM: Alicia-Ii. 
Assistant secret~~for Economic.Policy 

SUBJECT: Economic Assumptions 'Underlying the 1996 Budget 

summary: 

The att~ched me~orandum from T-2 to T-1 resolves ou~ earlier 
con6erns'in a very satisfactory manner. Only one issue ~- the 
ass.umed pa'th for the 3-month Treasury bill remains to' be 
resolved.by T~l. 

Discussion: 

We,obtained the following concessions at the T-2 level. T-2­
chose a goft landing alternative (2.3 per6ent real growth du~ing 
1995 and 2.6 percent during 1996) rather t;:han CEA's growth 
recession. The unemployment rate stays near 5.8 percent: rather 
than rising above 6 percent dtiring 1996 as _it did along the CEA 
path. Along the CEA path, there had been,a 1/2 percent reduction 
in the level of real GOP by the end of 1996 which was never 
recouped. We restored that loss. which amounts to keeping the 
potential growth rate at 2-1/2 percent as:assumed in the Mid­
Session. 

The remaining issue is the path for the 3-month bill. CEA 
wants to build in another 50-basis._point tightening in tihe middle 
of the first quarter. My choice is to hold the bill yi~ld at ! 

5-1/2 percent. In this ~ay, we do not give advance sancitionin 
the Budget and Economic Report for 'another move by the Fed. 
Given their preference for inflation control over growt~, they 
need no encourag~ment from us. Also, the tightening al~eady in 
the pipeline may be sufficient to slow the economy. Evidence is 
not yet visible but could begin to appear. 

The contrary argument for a higher path is that ma17kets are 
already building in suchan increase. 'This is true but:markets 
may be getting ahead of themselves. Also, our own foreciast is 
not a rosy scenario. Our,3-month bill rate next year is about 
the same as the November Blue Chip and we, have a roughly'similar 
10-year yield, throughout the forecast ~eriod. 

Agree Disagree Let's Discuss 

Attachment: 

http:resolved.by


EXECUTIVE OFFICE OF THE PRESIDENT 

COUNCIL OF ECONOMIC ADVISERS 


WASHINGTON,D.C.20500 


*** CLOSE HOLD *** 

November 23, 1994 

MEMORANDUM FOR TROlKA-1: LLOYD BENTSEN, Treasury 
LAURA TYSON, CEA 
ALICE RIVLIN, OMB 

FROM TROlKA-2: MARTIN BAILY, 'CEA ~~Y'W . 
JOE MINARIK, OMB""""- 1: . 
ALICIA MUNNELL,;:r:"aSUry 

~. ,,/ 
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SUBJECT: Economic Assumption Forecasts for the 
1996 Budget 

An integral part of the current budget review involves an 
update of the Administration's economic outlook for the' remainder 
of the decade. Economic events since our Mid-Session Review 
forecast (made in May, published in July) have turned out to be 
somewhat different from what we envisioned at that time. 
Therefore, T2 recommends several changes to bring the forecast in 
line with market expectations and our own outlook for the future. 
Specifically, we recommend (see Table 1): 

A moderate softening of output growth relative to the 
momentum of the second half of 1994 toward a sustainable 
path consistent with stable rates of inflation. 

Technical revisions to the inflation forecasts made in the 
Mid-Session Review. 

Interest rate,forecasts that reflect the econo~ic growth we 
expe.rience during the second half of 1994 and a more 
traditional view of the spread b~tween real short and long­
term yields. 

A lower level of the NAIRU based on a better understanding 
of the recent revisions to the household survey of 
unemployment. 

One area of consideration among TROlKA-2 members centers on 
their desirability of including an additional Federal Reserve 
rate increase in 1995. 
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CURRENT TRENDS & THE OUTLOOK' FOR 2000 

Perhaps the best word to describe the macroeconomy during 
1994 is resilient. In the face of rising interest rates and a 
widening trade deficit the economy showed remarkable momentum. 
Based on our estimates, the gap between potential output and real 
GOP closed during the second half of 1994. Fortunately, this was 
accomplished without a noticeable increase in inflation. 
Nevertheless, the economy necesssarily will slow down soon, or 
else inflation will begin to creep upwards. 

Real Growth 

Our best estimates put real GOP growth in the second half of 
1994 at an annual rate of 3.3 percent. Consistently stro'ng 
spending on consumer durables, a buildup in inventories, and 
robust business spending on capital equipment have offset 
declining Federal purchases and increases in the trade deficit. 
The ·only sector which appears to be showing signs of slowing due 
to higher interest rates is residential investment. . 

Our forecast sees fourth-quarter real GOP growth of about 3­
1/4 percent, with momentum carrying over into. the 'first quarter 
of 1995. By late spring·the economy will slotNmoderately toward 
its' potential output path. Thus, while we still foresee ,the soft 
landing of the Mid-Session Review, we have changed the timing so 
that real output grows by 2.3 percent in 1995, picks up slightly 
in 1996, and settles in on a path consistent with stable 
inflation of about 2.5 percent annually for the remainder of the 
decade (see Table 1). ' 

Employment 

The unemployment rate dipped to 5.8 percent in October and 
is likely to fall a little farther in the coming months as 
initial reports for November indicate continued strength in 
payroll employment. The current rate is near the lower end of 
the 'range of reasonable, estimates for the NAIRU. While there is 
a range within which the economy can grow without an increase in 
inflation, the· lower the unemployment rate falls, the less likely 
it becomes that the economy can achieve a "soft landing" onto its 
potential output path. . . 

.Our forecast for the unemployment rate includes some slight 
improvement early in 1995 in response to the recent growth 
momentum, but ends the year at about 6.0 percent due to t,he 
slowing which occurs in the middle of 1995. According to our 
projections, the unemployment rate should average 5.8 percent in 
1995, rise slightly to an average of 5.9 in 1996, and settle on a 
level of about 5.8 percent for the remainder of the decade. 
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Inflation & Productivity 

The investment-led expansion of the past 20 months seems to 

have allowE!d the economy' to operate without inflation despite. 

current est:imates of capacity utilization of about 85 percent. 

While raw materials prices (excluding food and energy) have 

increased somewhat, these increases have not shown up at the' 

consumer IE!vel at this time. Furthermore, unit labor costs have 

shown very little increase in the face of sharp gains in 

employment. Most measures of inflation·are currently running at 

or below 3 percent, and have consistently done so throughout 

1994. In short, inflation is just not a problem in 1994. 


The primary difference between our current outlook for 
inflation and that contained in the Mid-Session Re~iew reflects 
technical revision to the CPI due to take place over the forecast 
horizon. 'I'he BLS is scheduled to make some modest modifications 
to the CPI at the beginning of 1995 which should reduce estimates 
of inflation by about 0.1 percentage point. Then, in 1998, the 
CPI is scheduled for a rebenchmarking of the market basket, which 
is expected to reduce reported inflation by an estimated 0.3 
percentage point. Offsetting these declin~s is a modest 'uptick 
in inflation early in 1995 due to some tightening of labor 
markets and the introduction of reformulated gasoline in 

. compliance with new environmental regulations. 

Interest Ra.tes 

The Fe!d began ral.sl.ng short-term interest rates in February 
1994, and s':ince that time has increased the target rate on Fed 
funds by 250 basis points. Short-term interest rates are 
forecast to rise early in 1995 in response to another round of 
Fed tightening. The Fed is then assumed to reverse the 
tightening at the end of the year, returning monetary policy to a 
moreneutra.l stance. (Treasury TROIKA 2 dissents from this 
assumption. ) 

Long-t.erm interest rates are forecast to fall by rou.9hly 100 
basis point.sover the forecast horizon as the inflation premium 
built into current long-term rates wears off. This forecast is 
consistent with the soft-landing scenario described above' .and the 
belief that, the spread' between long and short-term real rates 
should return to historical norms after a sustained period of' 
stable inflation. 

Policy Assumptions 

Fiscal policy. The results of the November 1994 election 
created considerable uncertainty about the' stance of fisc,al 
policy over the next several years. We have assumed no change in 

. current fis.cal policy over the forecast horizon. The "pay-go" 
provisions of OBRA93 are assumed to be maintained and the current 

http:ral.sl.ng
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rules for scoring discretionary spending caps are expected to be 
followed. We assume also that the GATT trade agreement w,ill be 
passed by Congress. 

KonetaLry Policy. A further 50 basis-point increase in 
short-term interest rates, in addition to the 75 basis point hike' 
of Novembet· 15, 1994, is assumed to occur during the first 
quarter of 1995. The Fed then maintains a 6'.0 percent target 
rate on Federal funds for the next two quarters. At the end of 
1995, the F'ed is assumed to reduce its target by 50 basis points 
in order tCI bring the economy back to potential in 1996 and 
return monetary policy to a more'neutral stance. The Treasury 
representat.ive' to the Troika has dissented from this view. . 

Risk to the Forecast 

One alternative scenario, which is gaining popularity among 
forecasters [and the Fed staff], is a "mini-cycle" forecast. In 
this scenario, GDP growth slows more sharply in 1995,' pushing the 
unemployment rate ~igher than in our proposed forecast.· In part, 
this s.lower growth outcome would be because consumers slow their 
purchases, clf autos and other durables and businesses cut back on 
the growth of investment spending. These would both be normal 
responses in a maturing expansion. In addition, real long-term 
interest rates are already high and th~ Fed is expected to raise 
short-term rates again. '. 
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SPECIAL ISSUES 

NAIRU Estimate 

Based on studies carried out in the Treasury and CEA, T2 
believes that 5.8 is a reasonable point estimate for theNAIRU, 
together with an annual growth rate for potential output in the 
range of 2.4 to 2.5 percent. We recom:inend,that publicly we refer 
to the NAIRU only in terms of a range. 

Forecasting Interest Rates 

T2 chose not to follow the "random walk" rule for 
forecasting interest rates used for the Mid-Session Review. Real 
longer-term interest rates today are quite high and are not 
consistent with the growth of the economy cHong its potential 
path. Moreover, assuming a continuation of such high real rates 
would result in an unreasonably high debt burden in our' budget 
forecasts. Thus, T2 decided to build some decline in real rates 
into our forecast, and hence we rejected the assumption of no 
change in nominal rates (the assumption us~d in the Mid-Session 
Review). ' 

Monetary Policy in 1995 

We all agreed that the likely continuation of strong real 
growth in the fourth quarter of 1994 and the first quarter of 
1995 will lead the Federal Reserve to make another interest rate 
hike early in 1995. Given the uncertainty, however, the question 
remains as to the desirability of including a projected rate hike 
in our forecast scenario. The Treasury representative to the . 
Troika judged that by incorporating the rate hike, we could be 
seen as endorsing it, a position that we do not wish to take. 
The CEA and OMB representatives argued that since the rate 
increase was likely to occur, including it would be more accurate 
and would ease our communications task later. 

Ten-Year Forecast 

In order to meet the needs of long-term budget projections, 
T2 is preparing a ten-year forecast of the ,economy. 



Table 1 

1995 ProPosed Administration Forecasts 


Amual Detai l 


1993 1994 1995 1996 1997 1998 1999 2000 

Real GOP, 4Q/4Q growth (X) 3.1 

CBO Sl.IllIler (Aug) ••••••••••••••• 3.6 2.7 2.2 2.1 2.1 2.3 NA 
Blue Chip {No'i) •••••••••••••••• 3.4 2.5 NA, NA NA NA NA 

Mid-Session R.~view (July) •••••• 3.0 2.7 2.6 2.5 2.5 2,.5 2.5 
T2 Forecast •••••••••••••••••••• 3.5 2.3 2.6 2.5 2.5 2.5 2.5 

Difference from MSR ....•••••••• +0.5 -0.4 0.0 ' 0.0 0.0 0'.0 0.0 

Real GOP, year/year glrowth (X) 3.1 

CBO S~r (AIJ9) ... , •••••••••••• 4.0 3.0 2.4 2.1 2.1 2.2 NA 
Blue ChIp (No'i/Oct) •••••••••••• 3.8 2.7 

/ 
2.2 ' 2.2 2.3 2.6 2.4 

Mid-Session Review (July) •••••• 3.6 2.8 2.6 2.5 2.5 2.5 2.5 
T2 Forecast ••••••••••••• ~ •••••• 3.9 2.7 2.4 2.5 2.5 2,.5 2.5 

Difference frOm MSR •••••••••••• +0.3 -,0.1 -0.2 0.0 0.0 0.0 0.0 

GOP Deflator, 4Q/4Q growth (X) 1.8 

CBO Sl.IllIler (AIJg) ..•...••••••••• 2.5 2.5 2.7 2.7 2.7 2.7 NA 
Blue Chip (Nov) •....••••••••••• 2.6 3.1 NA NA NA NA NA 

i 
Mid·Session R,eview (July) •••••• 2.7 2.8 2.9 3.0 3.0 3.0 3.0 
T2 Forecast ••••••••••.••••••••• 2.6 2.9 2.,9 3.0 3.0 3.0 3.0 

Difference from MSR ••••••••• ; •• '0.1 +0.1 0.0 0.0 0.0 0.0 0.0 

GOP Deflator, year/year growth (X) 2.2 

, CBO Sl.IllIler (Aug) ••••••••••••••• 2.2 2.5 2.6 2.7 2.7 2.7 NA 
Blue Chip (Noi/Oct) •••••••••••• 2.2 2.9 3.3 3.3 3.1 3.1 3.0 

Mid-Session Review (July) •.•••• 2.3 2.8 2;9 3.0 3.0 3.0 3.0 
T2 Forecast •••••••••••••••••••• 2.1 2.7 3.0 3.0 3.0 3,.0 3.0 

( 
Difference from MSR ..•••••••••• '0.2 -0.1 +0.1 0.0 0.0 0.0 0.0 

CPJ-U. 4Q/4Q growth (X) 2.7 

CBO Sl.IllIler (Aug) .•...•.•••••••• 2.8 3.2 3.3 3.4 3.4 3,.4 NA 
B,lue Chip (Nov/Oct) •...•••.•••• 2.9 3.6 NA NA NA ,NA NA 

Mid-Session Review (July) •••••• 2.9 3.2 3.3 3.4 3.4 3.4 3.4 
T2 Forecast •••••••••••••••••••• 2.8 3.3 3.2 3.2 3.2 3.1 3.1 

Difference from MSR .••••.••.••• -0.1 +0.1 -0.1 ·0.2 -0.2 -0.3 -0.3 

CPI-U, year/year growth (X) 3.0 

CBO Sl.IllIler (Aug) .•.......••• " •• 2.6 3.1 3.3 3.4 3.4 3.4 NA 
Blue Chip (Nov/Oct) ......•••••. 2.7 3.4 3.7 3.7 3.6 3.5 3.4 

Mid-Session Review (July) .••••• 2.7 3.2 3.3 3.4, 3.4 3.4 3.4 
T2 Forecast •••••••••••••••••••• 2.6 3.2 3.2 3.2 3.2 3,.1 3.1 

Difference from MSR ••••.••••••• -0.1 0.0 -0.1 -0.2 -0.2 -0.3 '0.3 



Table 1, contimed 

1995 Proposed Adilinist ..ation forecasts 


Ann..Ial Detai l 


1993 1994 1995 1996 1997 1998 1999 2000 

Civil ian I.heIIploylllef1t Rate (%)2 6.8 

CBO Sl.ITI'Iler '(A,ug) ••••.•.•••••••. 6.2 5.8 5.9' 6.0 6.1 6.1 NA 

Blue Chip (Nclv/Oct) .•.•.••••••• 6.2 5.9 6.0 6.2 6.3 6.2 6.1 


Mid-Session Review (July) ..•••• 6.3 6.2 6.1 6.1 6.1 6.1 6.1 

T2 forecast •••••••••••••••••••• 6.1 5.8 5.9 5.8 5.8 5.8 5.8 


Oifference from MSR •••••••••••• -0.2 -0.4 -0.2 -0.3 -0.3 -0.3 -0.3 


Th..ee-.onth T·bill 3.00 

CBO Sl.ITI'Ile" (Aug) ••••••••••••••• 4.10 5.50 5.10 4.90 4.90 4.90 NA 

Blue Chip (Nov/Oct) •••••••••••• 4.20 5.60 5.40 5.20 4.90 4.90 5.00 


Mid-Session Review (July) •.•••• 4.00 4.66 4.80 4.80 4.80 4~80 4.80 

T2 fo..ecast•••••••••••••••••••• 4.21 5.88 5.50 5.50 5.50 5~5O . 5.50 


Oifference from MSR .••••••••••• +0.21 +1.22 +0.70 +0.70 +0.70 +0.70 +0.70 


Ten-yea" T-note 5.87 

CBO Sl.ITI'Iler (AU9) ••• 3 ••••••• ; ••• 6.80 6.80 6.50 6.50 6.50 6.50 NA 
Blue Chip (Nov/Oct) ....•••••••• 7.38 7.95 7.66 , 7.38 7.18 7.18 7.18 

Mid'Session Review (July) ....... 6.84 7.10 ' 7.10 7.10 7.10 7.10 7.10 

T2 forecast •••••••••••••••••••• 7.10 7.90 7.25 7.00 7.00 ' 7.00 7.00 

Oifference f ..om MSR •••••••••••• +0.26 +0.80 +0.15 ·0.10 -0.10 '0.10 -0.10 

1Blue Chip forecasts for 1994 and 1995 are from the monthly update for 'November; forecasts for 1996 and beyond are from 
a spe~ial issue published in October. 
, 1993 unemployment figures are on the old CPS basis; following years are on the new basis. 

3A Blue Chip forecast for the 10-year rate has been constructed from Blue Chip the forecast of the corporate bond yield. 
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