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DEPARTMENT OF THE TREASURY 

WASHINGTON. D.C. 20220 

\ May 30, 1997 

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN 

FROM: DON LUBICK \)L(f) 
u '..:s'\ r I <:.,"ASSISTANT SECRETARY (TAX POLICY) t.:.· ,,.,r..... \ 

....v--. j ~"4J 
SUBJECT: Memos on Tax Issues 
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~ ~ ~ 
, The following package contains ~emos addressing different aspects of the tax package. ·...U 
They are: AMT refo,rm, capital gains mdexing, the home office deduction, small business capital \ 
gains tax pn::ferences, refundability of the Kidsave credit, a comparison of our package and the J' 
Ways and Means package (unchanged from yesterday), costs of our proposed package over the 
second 10-years, and distributional effects of the proposed package. The latter two memos will ' 
be coming to you by fax this evening. 

We did not want to include the following discussion in a memo that might be distributed to 
NEe members or others, but we wanted to alter your intuition about the long-run costs of 
jnd~xing capital gains, The general idea is that if inflation and real returns are constant over a 
period of years, the effective exclusion rate the'arises from indexing declines. For example, with 3 
percent inflation and a ::; percent real return (for an 8 percent total return), the basis of an asset 
compounds at a 3 percent rate while price compounds at an 8 percent rate. With compounding, 
the exclusion from indexing thus falls and real growth dominates. Hence, as holding periods 
lengthen, an exclusion is more expensive than indexing, 

As you will see from our memo on i exing, th.e fact that the costs of indexing do not .) 
necessarily explode in the alit years r, ative exclusion) does not mean that we think 
indexing is a good or even acceptab e 1 ea. . , 
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DEPARTMENT OF THE TREASURY 
WASHINGTON. D.C. 20220 

Infonnatioo 
May 30, 1997 

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN 

FROM: 	 DON LUBICK \:J-{'S\: 
ACTING ASSISTANT SECRETARY (TAX POLICY) 

SUBJECT: A Small.Business Capital Gains Proposal (Section 1202) 

The fol.lowing. memo describes our suggested modifications to Section J202. The proposal is 
designed to appeal to constituencies interested in expanding the scope of Section 1202, but focus 
incentives on smaller companies that were the target of the Administration's original 1202 
proposals. 

...---....:.., 
o 	 The current law 50 percent exclusion and aximum tax rate of 1 percent would be 

retained. The tax treatment of small business ca . . a still be more favora~ 
than it is for other capita! gains, which would have a maximum rate of approximatel@ 
pe;rcent under a 50 percent capital gains exclusion. 

o 	 The limit on eligible gains would be increased from 
indexed for inflation. Inflation indexing would begin 10 


c...-c:f"IO urnes basis would he repeaJed as a slruphficatlOnmeasure. 


o 	 Excluded capital gains would still be treated as a preference item under the AMT, but a 
special AMT rate would apply to ensure that capital gains qualifying for 1202 under:. " __ 
either the ordinary income tax Of the AMT would be taxed at a maximum rateftfl4 ~ 
percent. .. G,--­

o 	 Certain anti-abuse IUles that could unnecessarily disqualify certain businesses would be 
liberalized. 

The working capital rules could be modified to provide that (i) working capital will 
be treated as an active trade Of business asset if it is reasonably expected to be used 
within 5 years (up from current 2 years); (ii) funds spent on R&D will be treated as 
creating an active trade or business asset dollar-for-dollar; and (iii) the time period 
for taking full advantage of these working capital rules would be extended from 2 
years to 5 years. These changes would benefit bio-tech companies and other R&D 
firms that have long development periods before products can be br~ught to market. 

. The Treasury regulatory initiative to permit stock redemptions in certain situations 
would be tinalized in 1997 and extended to include divorce as well as death, . 
termination of employment. mental incompetence and de minimis cases. It would be 



made clear that the phrase making firms ineligible because their principal asset is the 
skiJJ or reputation of one or more employees was not intended to disqualify software 
or R&D or similar firms. Administration and compliance with the provision would 
be improved by requiring firms to file an anilUal e1igibility form along with their 
corporate tax returns. _ . ' 

~~ion~=sset size would be retained (but would be ~~> 
,--- .-.--~.--- --~---	 - -~ -.---'~' < .....---	 • .... 

Most startup firms require only a few million dollars of capitarandTncr~asing the 
asset limit to $100 million would.draw capital away from these smaller firms that are 
the intended primary beneficiaries of the provision. The 5~year holding period 
requirement would be retained as an incentive for patient capital. If a general capital 
gains exclusion is passed, those who have held shares for less than 5 years would be 
eligible for the general preference for long-term gains. 

. ..' 	Proposals for rollover ofgains fro~ an eligible small business into investments iJn. 
other small businesses should be opposed. Such proposals would create 
complex eligibility questions and create the potential for taxpayers to never pay 

. 	 any capital gains tax if gains are roJIed over for life. ' 

o 	 These provi sions are most likely to be of interest to Senators Daschle, Roth, Hatch, 
Lieberman and Mack, and Representatives Matsui, English, McCrery, Dunn, and Watkins 
who have introduced bills with targeted capital gains provisions for small business. A 
number of additional Senators and Representatives are co-sponsors of these bills~ 
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DEPARTMENT OFTHE TREASURY 

WASHINGTON, D.C. 202.20 

May 30, 1997 . 

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN 

FROM: . DON LUBJCK ~Ll~) 
ACTING ASSISTANT SECRETARY (TAX POLICY) 

SUBJECT: Retorming the Alternative Minimum Tax 

In the absence of policy changes, the number of taxpayers that pay taxes because of the AMT 
(as opposed to the regular income tax) will increase by roughly 25 percent per year: from 0.9 
million in 1997 to 2.4 million in 2002 to 8.4 million in 2007. The taxpayers who are thrown onto 
the AMT wii[ increasingly be taxpayers who are not traditionally viewed as aggressive or abusive 
of the tax system. The items that will force taxpayers onto the AMT are state and local tax 
deduclions, personal exemptions, and the standard deduction; these are not the tax preferences 
that the AMT was designed to limit. Forcing many millions of taxpayers to fill out a very 
complicated tax for a parallel tax system will infuriate most taxpayers and may put in peril the 
survival of the whole progressive tax system. (I)':' ..,..c:> 

The main components of our proposed reforms are (l) index AMT exe«-t 2002 levels, 
(2) allow personal exemptions and the standard deduction to be deducted uJ;Pe;~~~!lAMT, and (3) 
allow personal credits (e:g.;child-care credit, and the proposed HOPE and child credit) to offset 
AMT liability. The cost of the proposal would be limited by delaying the effective date until 

2003. /' ~ ,"; ~ .-­
jj' . 

/' 
There are two major pOlitical problems associ~d with AMT reform. First, because so many 

taxpayers will be affected by the AMT in the futur.e, the long-run costs of solving the problem are 
high and the solution disproportionately benefits JiT~h-income taxpayers, The distributional 
consequences are driven by the fact that the AMt-6as a $45,000 exemption, which eliminates 
most low-income taxpayers. Even so, rough preliminary calculations suggest that halfthe benefit 
of the proposed AMT reforms in 2007 would accrue to taxpayers with adjusted gross income 
under SllO,OOO (in 1997 dollars). Second, because the costs of the AMT increase sharply over 
the la-year budget window, tackling the problem makes it more difficult to challenge. 
Congressional Leadership proposals with the criticism that costs explode in, the out years. 

Strategy 

Given the impending AMT problem, there are three policy options. 

o Drop the AMT reform proposal altogether. OTP opposes this option, because 
tackling the problem will get increasingly expensive over time, and as more taxpayers get 

. aflected by the AlVlT, support for the income tax is likely to erode. Moreover, by not 

EXECUTIVE SEGHETAHiAT 



tackling the problem now, there will be irresistible pressure for future tax cuts (to fix the 
MiT problem), with resulting pressure to reduce spending and/or increase the deficit. . 
. Over time, the ANrT is likely to generate resentment that wiIl be easily exploited by those 

. wishing to "rip the tax system out by its roots." 

o 	 Embrace the proposed reform. To do so will require a willingness to make the 
(conceptually correct) argument that AMT reform is unlike most of the other tax cut 
proposals in the balanced-budget package. In cO,ntrast to capital gains tax cuts or the 
exploding costs of back loaded IRAs, the rapidly increasing cost of the AMT arises 
largely from a rapidly increasing number of taxpayers being subjected to the AMT. In 
contrast, rapidly increasing costs of capital gains tax cuts come from large benefits being 
gramed to relatively small number of taxpayers. Put differently, most of the CQst of AMT 
reform comes from relieving taxpayers from paying a tax in the future that they do not 
currently pay and may not even know exists. A second argument is that the AMT, ifleft 
unreformed, wil! reduce the value of the child credit and HOPE credit, so to make these 
initiatives work correctly, the AMT must be changed. 

o 	 Adopt a middle (though closer to doing nothing) approach. If the AMT reform 
package drops indexing and keeps the persona) exemption as an AMT preference item 
(so it eliminates the standard deduction as a preference, eliminates deadwood provisions, 
allows personal credits to offset AMT liability, and eliminates ties betweenthe parent's 
AMT return and the kiddie-tax child's AMT return), the package is inexpensive. ($5.3 . 
billion in the second five years) and does not explode ..This solution does not solve the 
future AMT problem, but does buy some simplification. 

We would welcome your guidance about which AMT approach we should take in our 
package. 



DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C. 20220 

Close Hold. 
May 29, 1997 

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN 


FROM: DON LUBICK \jLf t) . 
ACTING ASSISTANT SECRETARY (TAX POLICY) 

SUBJECT: Ways and Means Package 

The following table compares the elements of the evolving Administration tax package with 
the package being considered by the Ways and Means Democrats. Numbers shown in the table 
are quite speculative for the Congressiorial package, and somewhat less so for the Administration 
package. Both will be scored more completely by the end of Fiiday. 

Administration Proposal $ (billions), 
through 2002 

Ways and Means Democrats $ (billions) 
through 2002 

Education 

Phased-in HOPE Credit 
($1,200 through 2000, 
$1.500 thereafter), no Pel] 
offset, no B-

Roughly $35 
billion, 
combined cost 
of deduction 
and credit 

$1,500 HOPE credit, no Pel! 
offset, no B-

Roughly $31 
billion, combined 
cost of 
deduction and 
credit 

Phased-in tuition 
deduction ($5,000 
through 2000, $1,500 
thereafter) 

20 percent credit on the first 
(fill in the blank) dollars of 
education expenses 

Make 127 Permanent $3.7 billion Make 127 permanent $3.7 billion 

May incluc~some kind of 
allocable credit (like the 
low income housing 
credit) for K~12 school 
construction 

Roughly $3 
billion in 
credits 

, 

A new special subsidized 
bond would be issued for 
school construction and 
expenses 

No estimate, but 
W&M guesses 
$3b 

Middle-class tax relief 

Refundable Kidsave.credit 
(tor kids under 13) 

$72 billion President's credit for children 
under 18 

$55 billion 

May include AMT reliet~ 
starting after 2003 

$0 Treasury's full AMT reform 
(not delayed to 2003)· 

$8 billion 

EXECUTIVE SECRE1AF!jp.( 



DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 20220 


May 30, 1997 

MEMORANDUM FOR SECRETARY RUBIN 

FROM: 	 DON LURICK \'.)L/ r) 
ACTING ASSISTANT SECRETARY (TAX POLICY) 

SUBJECT: 	 Refundable Child Tax Credit 

This memo discusses the advantages and disadvantages of making the Kidsave proposal 
refundable. I In the past; Treasury has taken a strong position against the creation of new 
refundable tax credits to subsidize health insurance or child care expenditures of low~income 
families. We.: would not, however, object to making the proposed $500 child credit. 
refundable. 

A refundable credit will ensure that low-income families, with young children, would 
receive some of the benefits of the tax package. With capital gains and estate tax relief, the 
Congressional tax package will distribute much of its benefits to higher income families. The 
Administration's tax package, with a refundable tax credit for families with children, could 
offer a stark contrast to these Congressional plans. 

On policy grounds, it makes more sense to modify the Administration's current child 
credit proposal by making it refundable rather than extending the credit to less needy families 
with children who are 13 or older. Further, a refundable credit is a simpfe and efficient 
mechanism for distributing funds to needy families, wh,o might otherwise not have any contact 
with another government agency. Many observers believe that the high participation rates in 
the EITC are largely due to the simple, non-stigmatizing application process. By limiting the 
refundable cr>:;dit to families with a certain level of earnings, the proposal would also, 
complement our welfare-to-work iqitiatives. . 

Our reasons for objecting to refundable credits for health insurance or child care credits 
do not necessarily apply to the $500 child credit. We have opposed refundable credits as a 
way of subsiding certain expenditures for. three key reasons. First, the IRS cannot verify 

1A refundable tax credit allows a taxpayer to receive the full benefits of a subsidy 
through the tax system, even if the ·subsidy exceeds his or her tax liability. The earned income 
tax credit is an example of a refundable tax credit. Low-income working taxpayers are able to 
receive the full BlTC to which they are entitled, even if they have little or no individual 
income tax liability, Taxpayers can claim the refundable credit on their tax return filed at the 
end of the year and receive the value of the credit as either a reduction in their outstanding tax 
liability or as a refund. 
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health insurance or child care e((penditures prior to payment of the tax credit, and it is difficult 
to recapture erroneous refunds paid to low-income taxpayers once the payment has been made. 
Second, the refundable credit generally would not be available to claimants in "real time" 
when they need the assistance in order to make the purchase. Third, individuals who are 
currently outside tbe income tax system would have to file a tax return in order to benefit from 
the tax credit. Given these concerns, our position has been that it would be more efficient to 
provide certain types of subsidies through non-tax administrative mechanisms. 

A refundable $500 child credit does not raise similar concerns. Through verification of 
social security numbers, the IRS can now prevent refunds from being paid to taxpayers who 
claim nonexistent children. (The IRS still cannot verify the relationship of the child ,to the 
taxpayer, but should be developing better screens as a result of the EITe compliance efforts.) 
Second. the goal of the $500 child credit is to increase disposable income of families with 
children -- not to encourage a specific type of purchase or behavior. Third, we recommend, 
that the refundable child credit be made available only if the taxpayer has earnings above a 
certain threshold, say $2.000, and,thus are likely to be filing a return under current law. 
Establishing an earnings threshold also reinforces· the message that "work pays." 

It is likely, however, that a proposal to make the $500 child credit refundable will be 
attacked, and these attacks may increase the vulnerability of the BITe. Some opponents of the 
EITe believe that its no~compliance problems are caused by refundability. Our analysis of the 
EITe compliance data suggests otherwise: the overclaim rate among those with a positive pre­
EITe tax liability in 1994 was nearly three times larger than the rate among those who did not 
have a tax liability. Further, nearly 95 percent of EITe claimants have a reason to file a 
return other than to claim the credit. Noncompliant EITe claimants do llot enter the tax 
systernrnereiy to claim the credit, and it is unlikely that a refundable $500 child credit (with 
an earnings threshold) will change this. 

, 

Proposing refundability of the Kidsave credit may also defle·ct attention from EITe 
problems. Doing so would send a strong message that not only does the Administration 
support the ElTe, it is willing to go further to increase the progressivity of other elements of 
the tax system. 

A refundable $500 child credit may also be compared, unfavorably, to various negative 
income tax (NIT) proposals of the early seventies (including proposals by both Senator 
McGovern and President Nixon). Our proposal would differ from an NIT in two key respects: 
first, the credit would be limited to families with children; and second, recipients would be 
limited to workers with earnings above a certain threshold. [n contrast, NITs extend assistance 
to all low-income individuals. 
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DEPARTMENT OF THE TREASURY 

WASHINGTON. D.C. 20220 

May 30,1997 

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN 

FROM: 	 DON LUBICK ~r:'S\ 

ACTING ASSISTANT SECRETARY (TAX POLICY) 


SUBJECT: Capital Gains Indexing 

The Office of Tax Policy is opposed to indexing capital gains as part of the tax bill. Doing so, 

particularly in combination witj]. a capital gains exclusion, would bestow inappropriately large benefits 

on high~income taxpayers, ~ the return of tax shelters and significantly increase the complexity 

ofthe tax systc~m. For similar r.easons, the New York State Bar Association has "strongly opposed" 

indexing both in testimony and several reports submitted to Congress. For example, they stated in 

a 1995 report sentlo Mr. Archer that: 


The indexation proposals currently before Congress are fundamentally flawed. 
The proposals would: permit unwarranted tax avoidance and revenue loss; 
potentially result in the mass marketing of tax shelters to well advised and· high 
j ncome taxpayers, as in the 19801s; and vastly increase the burden aJ;ld 
complexity of the tax system for all taxpayers, as well as the fRS, at a time 
when many believe that its complexity has already brought it near the breaking 
point. Moreover, even if a theoretically sound system of indexation could be 
developed, the additional complexities that would be necessary to do so would 
completely overwhelm taxpayers and the IRS. 

Principal problems with indexing 

Double benefit. One of the principal arguments for a capital gains exclusion is that part of the 
. gain represents the effects of inflation and does not constitute real income. Thus, including both 
indexing and a capital gains exclusion (or separate rate schedule) ina package would overcompensate 
for the effects of inflation. 

.... 

Out year costs. Treasury estimates that the indexing provisions in S.2 (indexing on top of a 50') <: ....t.. . 
percent exclusion) would add $40 billion to the $53 billion ten-year cost of a 50 percent capital gains I. "t") 
exclusion. Thus indexing on top of an exclusion, is very costly. 

Complexity. Any indexing proposal, whether in conjunction with an exclusion or by itself, will 

introduce significant new complexity into the law. Under current law a taxpayer can generally 

compute the gain from the sale of an asset simply by comparing the amount received from the sale 

to the cost of the asset. The date an asset was purchased is relevant only in determining whether any 

gain is long term or short term..:~ifthe asset has been held for more than one year the gain is long term 
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and the acquisition date ofthe asset (and any related improvements) is entirely irrelevant.' Under an 
indexation system, a taxpayer would ne~d to know the date on which an asset was acquired .ruJ.d the 
date on which any significant improvements were made to the asset. This adds significant complexity".' 
to many common situations, as noted by the New York State Bar Association in its testimony before \ ') 
the Finance Committee in 1995: "Activities that are relatively simple today will involve massive \ ( 
calculations under indexing -­ buying and improving a home, buying and selling stock, or buying an \ 
interest in a mutual fund. You could not invest in a simple dividend reinvestment plan without an)-l. \ 
accountant." The problems are considerably greater in the case of pass-through investment vehicles l.,::j 
(including partnerships, S corporations, real estate investment trusts, and mutual funds). Finally, only W,/ 
certain types of assets typically qualify for indexing, thereby placing additional pressure on -5' 
distinguishing similar types of assets. For example, debt instruments typically are not indexed, making 
the distinction between debt or equity more important. 

The indexation proposals in recent Republican bills address these concerns with a series of 
uneasy compromises at best. These compromises are likely to lead to uneconomic t'ransaction 
motivated solely by the desire to benefit from indexation in inappropriate ways. Capit~l gains are 
indexed in the U.K. tax system, but the system allows roughly $f.O,OOO of nialiZed capital ~ains (per 
mal~ried c~uple:) to be ex~mpt rrom taX~tion, so the complexity of indexation is'~oided-by'-exempting 
capital gams tirom taxatIOn for most taxpayers. . - .. '(' f--t...... (' ~ v ...." . 

c 

Arbitra~:e. Any form of preferential treatment for capital gains creates the p~tential for \ 
arbitrage and distorts investment incentives in favor of assets qualifying for the preference: Whether III ~ 

the indexation ofbasis results in greater incentives for arbitrage than a capital gains exclusion depends ..-J­

upon the size of inflationary long-term gains relative to nominal long-term gains. For example, if ) ~ 
inflationary gains are more than half of nominal gains, indexing generally creates greater arbitrage 
potential than a 50 percent exclusion. The Joint Tax Committee staff recently publis~ed a table 
showing that, for assets held for several years and sold in 1994, the inflationary component was 
gene~ally above 40 percent of nominal gains. 

The easi(!st forms of arbitrage involve borrowing to invest in the tax-favored assets. In the 
absence of special provisions, the interest expense associated with the borrowing is fully-;deductible 
at ordinary rates while the income on the tax-favored asset is taxed at lower rates. As a result, 
taxpayers can make money on an afte~~tax basis rrom investments that lose money on a pre-tax basis. 

Example: Under current law the highest rate of tax on ordinary income is 39.6 percent. 

The highest rate of tax on capital gains is 28 percent. A taxpayer borrowing $10,000 at 10 

percent to invest in a capital asset that earns a return of 9 percent would lose $100 on a pre­

tax basis. On an after tax basis, in the absence of anti-arbitrage rules, the same taxpayer 

would be $44 ahead (the $1,000 interest deduction would reduce tax liabilities by $396 


. while the 900 capital gain would produce tax liabilities of $252; the net $144 tax savings 

would more than offset the $100 pre-tax loss). Note: Lenders are often tax-exempt, so that 

interest income is not taxed. 

The Internal Revenue Code already contains a number of complex provisions in'tended 
to prevent (or at least deter) such arbitrage transactions. None of the provisions work 



I.; J,' 

~ . , 

perfectly, ( As ,discr~pancies betw~en t~e treat,ment of ordinary inc?me and, capital gain,s are 
Increased, the mcentlve to engagem arbitrage mcreas,es correspondmgly, WIth the result that 
more pressures are placed on th~ existing rules and new rules need to be consi~ereV ' ' 

Price index. Typically, cpi is used in the Tax Code to adjust for inflation.Given the---l 
recent controversy surrounding epI's accuracy as a measure of inflation, we would need : 
carefully to consider whether its use would be proper for capital gains indexing. 
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WASHINGTON 

ASSI!,TANT SECRETARV May 30,1997 

MEMORANJI)UM FOR SECRETARY ROBERT E. RUBIN 

. FROM: 	 DON LUBICK l)L IJr' 

ACTING ASSISTANT SECRETARY (TAX POLICY) 


SlJB.mCT: Home Office Deduction 

Summary 

Taxpayers currently are precluded from taking a home office deduction if they use a home office 
to perform the administrative and management activities oftheir business, but perform their business 
services at another business location. Several proposals have recently been made to allow a home 
office deduction in these situations. We are supportive of the general approach taken in these 
proposals, but believe that certain technical modifications are necessary (I) to ensure that de minimis 
management activities would not qualify the taxpayer for the home office deduction, and (2) to prevent. 
the proposals from affecting the deductibility of commuting expenses. 

Current law 

Under current law, a home office deduction is generally allowed with respect to the use of a 

(ax payer's residence only in limited circumstances, including where a portion of the horne is 

exclusively useu on a re,~u.lru.:basi~~..theJ~a>ayer·s "principal place of business. n In Commissioner 


- v. So 11 mall,""tt~eme Court d isalJowed a home office deduction to an-anesthesiologist who 

practiced at several hospitals, but performed his administrative activities in a home office because he 

was not provided office space by the hospitals. The Court held that the home office was not his 

principal place of business, because his primary services were performed at the hospitals. 


Congressional proposals 

In response to the Soliman case, several congressional proposals would allow a home office 

deduction to taxpayers who manage their business affairs from their home. FO;:- exampTi;'Senator 


I3Oi.1a'S"·'Holne:~Base(fBusiness Fairness Act of 1997" would treat a home office as a "principal place 

of business" if (i) the office is exclusively used by the taxpayer to conduct "essential" administrative 

or management activities on a "regular and systematic" basis, and (U) ~he taxpayer has no other 

location to conduct these essential administrative ~!.E1!~~m~n.u~.c~es. Thus, imdeftlle hill, a 


-rrome·-ot'fiCe'tieducrion wouJO beal16wed Urider'·clrcumstances where the taxpayer's home is not ill ~ 
the taxpayer's principal place of business. 

Under the bill, employees would only be entitled to a home office deduction if the use of the 
home office is "for the convenience of his employer. '; Moreover, any deduction by the employee "­
would be subject to the 2 % floor on miscellaneous itemized deductions and would not be deductible ' 

. .' 	 .... , ..... _-- - ' ! 

for AMT purposes. 	 . 



While we generally agree with the approach of the bill, certain considerations must be 
add ressed. In particular, the current rules were enacted by Congress in 1976 to reduce the substantial 
.amount of litigation over the circumstances under which a taxpayer who worked in his or her home 
could deduct as a business expense a portion of the costs associated with maintaining the home. It is 
important that we make every effort to avoid turning back the clock and creating' a level of ambiguity 

}ha~QlJ1Q.n:.sJ.Ll.1..iJl!!!~re ~isputes between taxpayers and the IRS. To addTeS'Stilis cO"i1Cerii;-we6eIW've 
that the servic(~s being perfOrmed in the homeooiEe"must be both h~bstantjal and essential". This 
would avoid allowing a home office ~tion where only a ~ ill!nimi§ amount of admlllIStrative or ..., 
management activities are conducted.~ls~, we agree with lile bill's treatment of employees. Further \ 
expansion of the home office deduction for part-time employees and telecommuters would be very i 
expensive and difficult to adm~ : 

We an! also concerned that the bill would affect more than home office deductions. By,.... 
changing whal: qualifies as a "principal place of business", it would also permit deductions for \ 
currently nondeductible commuting expenses. We believe the efft::cts of the proposal should be limited' 
to home office t::xpenses. . -._J 
Revised prop(~ 

We would add a section 280A(c)(l)(D) to allow a home office deduction in cases where (i) the 
office is exclusively used by the taxpayer to conduct "substantial" and "essential" administrative or 
management ac:tivities on a "regular and systematic" basis, and (ii) the taxpayer has I!? other location. 
to conduct the8e essential administrative or management activities. Thus, we would not amend the l 
definition of principal place of business, thereby avoiding any effect on commuting expenses. -.J 
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Very close hold 

May30,1997 

MEMORANDUM FOR SECRETARY RORF.RT E.. RUBIN 

FROM: 	 DON LUBICK (). r-P\ 

ACTING ASSISTANTSE(:RF.TARY (fAX POLIcy) 


SlJBJl:cr: 	 Distributional I1tTects of a Potential Tax ilackage 

Attached you wilt find six tables showing distributional effects ofdift'tl!t:nl Adminiatration 
and Congressional tax packages. 

o 	 The first two tables show very preliminary estimates ofthe di.stributional effects of a 
proposed tax package:. The package is from Thursday,' and includes the complete, CO!ltly 

AMT package and a Kidsave credit for children under IJ for the entire budget period '--, 
(our packages now expands the IGdsave credit to children LInder 18 beginning in 20(3). -.-l 

The revised package will have a somewbat more progressive distribution mee the 
expansion ofthe Kidllave ccedit to families with older childr~ will add roughly $& 
billion ill 200? (we distribute the fuUy phased-in policies) to the bottom and middl.e 
quintilc~ of the income distnoution, and, ifwe adopt tne s<::aJed b~k verSion of the 
AMI reform, we -wiU take away nearly $10 billion of tax cub that are distributed 
toward the top of the income distribution. 

o 	 The next two tables show the distributional effects of the President's budget proposals. 
The Presidtml's b'udget proposals targeted 80 percent of the tax relief to families in the 
middle three quintiles of the income distribution. 

o 	 The last two tables show yet)' preijmimnJ( and Coow c.alculations of the distributional 
cffi:cts of S .2. We would be grateful if these tables w<;re not distributed, since the 
analysis docs f10t meet the typical Treasury quality standard. rt is provided here Lo give 
you an idea (If what the distributional effects of a Congressional Leadership package 
might took like, 

We will, of course,quick1y do a complete anafysis ofChairman Archer'~ tax bill 
when it is released to bave a comparison of tile Republi~ tax bill and (lurfol. 

o 	 Tile upshot is the currunt package targets more relieftlwl eitht...- the Budget or S.2 to the 
bottom two income quintilcl>, presumably because oftb.e refundable Kid:~ilve crcdil. It 
providca less of iUl total tax relief to families in the third and fOWlh quintiles of the 
income distribution thall the President's budget, but more than S.2. It provides a great« 
shaft of tax rel1cfto lhe top quintiic thall the Budget propoBals, but less than S.2. 
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Very Preliminary 

BaseUne Tax Package a! of May 30,1997 U) 

------l 
Number 

IJ( 

FlIIl'Iieol 
(miIions)I=~,--J!nc;ar.e Q~~ 

r_~_T!IX~. 

PeRleI1t Federal E.c:onomicA¥8I'llII& 
Tax Change Amounl(J) 0l'llrDutioo T_(4) Income 

($I\ot)($) (%) ('1') l'l.),, __ 

ll.'WliIOiI (5) 2Hi -8:7 ·1700 .,6 -14.07 -a.!lt! 
Sea;Jrr:I 22.2 244' 5435 1-4.3 -8.82 ..1..00 

"Tnird 22.3 -2Si6 ,~&r.l 11'3 ... HI ,0,69 

FouI1h 22.3 -381 23.2 -2.86 -O.!55..., 
22.3 ~ -15Z28 04Q,Q ·1.67 ,(),37~h""'l 

Toboi (5) 	 111.3 -342 ~ 100.0 -2.G..! .().51 

lOp 10% 11 1 -900 -1'125 29.2 -1.68 .0.38 
TtpS% 5.6 .1559 ...9EiI.I9 22.8 -1.1j'! -0.41 
Tq>l% 1 1 ~71!i ·411.1 11.0 -1.61 .0.40 

., ..__.... ____ NO_._.~.~, .~ .~ 

o.,p~rtrr"ent ¢Ihot T~ry May 30,1997 . 


Ofb of Tax hlSly&i& 


,II 	 ThlJ.lllb!.~lIlrlt.~b>~ct.aI\.. lnla:<buodem;du&\olhew;~In""IoI""",""ilIu_.___Ia.padI"II": 

i) I-t>pe SenolaMlp m>diI(S100()~19119.$1.'51:IOil\2DOO.lndendbtGlnnlnllln 200'1; no B ""lnu~ ""e; and noFodetaJQtWlt 
oII!s.et:) and tuIIr>n Imrtlodudlon ($5.000 In .sea _111119. $10.000--.-.:1) ~__ Gfs.ca"" IV, ill] 1<.,..."" 
""",It a $'51:10 I~ ctdlCSCl'iOdll ($2,.000 ",,",!rigs \III!I() flIr chlbh" _13.... an opdcMl·fMld_ $500 


__""""*lilt, for .m.coIIDn or ..I..-nI; WI inGMdIuaI RIoT .-... ("",Iu"". MimiI'1lllioi1 qf .......naJ ~I\, pe<'li<IRIII 


«<>db. W>d ,*,..c.d dO<luction pnoJ,a,.~_); v} 40... o::opIaI p". _"'... AM 2"'" Nn'; ~ $'IIIlIl ___~ """",,I g";". 


p,oI_.-.; .) $.500.000 """luoI"" .. GOins on tNt ""lot at rm<:i~ ~~dllflt'. F'l'199$ eD~rrI1',_1); 


"I *1hs.oo __ in~ lind ""'....... in........., In ho PNoidwlh FY11198 EIIH:lvC (<OqIhbloll>lIInji. s ..ction 936. 


lUld r-sc :ocftw1're); ••d oft) .. """""" .......: "'" .:c:t... _ and SQlno of ho ccrpco1lt .......,.,.In ... "'''''donI'~ Budgol 


Q) 	 ~orrll/)' 1;:&~"'ml:t,,_(FEI) "'~bro.rj""'d"""'" """"""Pt fBis~ by..dcingI&AGi""'.porI$d_~ 

"'I'"rmd nom,; IRAand Kecgll doIodLlttlons; ~ _ as Soda! SoasIll1 and I\FOC; .....pI~.lro'-""71"­
p ... >4d1ld I!1ngoo _; In_ bull<klp "" 1OIMion-. IRAJ.~. and Iir..I_nto;1811-4IUImp! ~ ""0 im,,_ rtnt 

en _'_,"",_~. C8p1lal S-ifts .... ~ III! ... 1IICtfUIf brsob,.!jl-..t Iorl!1ltrrllon '!> ... IIJIarItIIlK NII.al>ta 

_ allow ~ 01 ...__""bWdItd &ndgek!:ldbo___. Thore II ..... 1111 ............._10<
~IY 

.~...Gd$j:~.,rn~~. f'E:1", ._on ._ily,."...IIw1 .. ta.............. l~. ecconomlc 


ir>cc""", of ,.1"'0"''''''' of. fllmlly ...are .~ded In ....m. .t 1110 lamb I!C<IIJI>mic In....... IISIId in Ill. dn ibullDno 


(.\) 	 The wnli'l> In f'odoHl ~ i>; CIilinwt/llJd 01 19S11 in_ I"""", ilut ......millll ..'Y pI\ • ..od I.n (2007) ____. I'Of Ihe 

Kitlo",,~ ""'1"''''''. V.e chOng<! '" m_,nw.! ... tIIo .,._1 ,?",,,,, athow~.!rcIm .,.,.. ...... ,. ""ntrItlllll....... TIt.. "If.... 

at tnt """"., g'..... pr""""olls b:ro6e<j 0t1 .-.e Iowol 01 ~1Ia1 gel•• """1taO ...... """'" w!TWI1 ..... 


(4) 	 n"'_i1.,udO<l ..... indl\ .. d...' .... cI~.. ~. ~'&oc;i.Is..:.nyMd\J_"'-1Q. am--. Eslalallfld 

gift 1a.",:II>d <II>1om-;; dull....... ,,,,":""IId, Tho IndMdual inoocnOlalC is CSWlTled ID be bon-.. by PII)<H. !two ""'.,.,. ­

in"""",!!IlI: by ~...iW inI:o_ go_'~.l"'\II'Ott_ (.~•• and employ.... ,tr._) bJI ..... i""""", _""'·"~I 
iman-l. _ ...... on pun:lt_ by lndl""'", bit !he pudlo_.and _ on purc'-ol by ~ In Fl'l'0I1I..... ,..... 

¢Ol!IIJmpllon ""~ F__... __1II1_ln-..QkMllsbut ........rc1 ':lJ:»7btw_..."""I'Il.""",,* 
'''''''';~ lI1al ..>pIr.. po;':' Ie "-M<I 0101. Budgot padr>d _lid oro oIdJlIAod "', ... _ ... windoocucI ~. 

NOTE: {.jUII.~""~in81 Fe''''", S-.d'j&,~. ThlrdU2.sq).Fo,..",$b4.ni8;HlgI\.-mm. T<>II 1a.. $12/.373; 
lop 5'1t. $116.103; Tap'" S408.551. 

http:oII!s.et
http:ThlJ.lllb!.~lIlrlt.~b>~ct.aI
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_ Tax Plcfcoge as 01 May 30, 1987 (1)') ,.. ...~ 
. (1996 Income l.IMIb) 	 c).JJ. 

r-------. 
I Fam~y EconComIo 

lru:cme CIz:lII (2)

I _'OO9L__. 

0-15 18.5 -60 -1208 32 -12..95 

15 ~ '21.S .233 -5I:l84 13.4 .10.13 

30-40 12.1 ·m .3:260 8.5 ·5.23 
.cO-50 9.7 -799 ·2902 7.6 3.97 
50-60 711 .•3fi7 -28j4 7.4 -3.58 

60 15 9..4 -403 -3199 10.0 ·3.17 
f5 - lao 11;; -395 -4616 12.1 ·2.30 

100·200 15.t:; -4Zl -6575 17.3 ., .!)2 

200 & over 3.9 ·'94~ .'lS13 2:1.0 -1.80 

Tobtl (5) 111.3' . -342 .3OO4Q 100.0 -262 

--,'.__. 

Departm.... of the TI-.y 
._-- -­ .._­ -- ­ ._.' - ­ M~30,1997 

OIfu of Tax Arilllysi& 

(1) 	 Tl,i>l»bla ;:IistJibutas 1M esjjftlol..tcn.'liI* .".1:IX bunleno """ ... IMCILI proposak in ""'''''llowIng A~ baHIinD!<IX po:II:kagol: 

!1 Hop. Schol"';cI>lp c:rodI 1'1000 II1l"OUib 1999, ~l.soo 1tI:2llW, ~MQlnnlng in 2001; 1)0) B IIIInurI> ...... ~and no .FIMIeRlilPnt 

oII...t) und luiIino...deduc1lcn ($5,000 in '99II1f1d 1999, '10,000 IIIIt'edIIrl; i) P.,.--.nl ~ of ~-=tiol1 127: UI} Ki_ 

cndt • ~ rcttmdlbfe.eNl" aoodl m.OOO .........~ ... CIIlklhn undo, 1~wifh aft optiollill ....ldImIm $5lO 

t:."~ IRA lor ocIuCllllon .........1IIIlt IrI,) Indl.....NKr """'" (InaIu............. dpor.il(llllll ...",.,..,n, pcIlsormf 
crodib, ond ...."'1Wd do<IlICtion ""-"-l: ...).co,. <>II" JIIIIInII-uobI ..-.cI ~ NooIl: o;f.) IIINIIII ~ capIaI{I"ffts 

p.liIIHon""".~) $500.000 "",,(!aleln atgam 0II1Nt Ale of plilu:lp11ll_1d~ (PrMldottll's FYll111H1lNdgol """p<IIIaJ): 
\'I] dI.1res.Sud are... lnlillliws IfId othou IaJc lrantlws ,,,!lie PraId...r. FY1998 £lIudgOII ~.lIOIIIno, s.::tic1t'19:l4! . 

. . and FaC &I>fIw8.}: ""d'\lll} .uwenue_: 1M """"""_lind __ 0!'1Iwo 0>1J'<lI'IIIa l\1IIs.8r..iItdl. "''''denfGeu4lloJl. 

(2) 	 F ...... 1jI E""",.,..,.." Income (FEll". ~ ine<'llll. conr:a,t FEl iii ~ by lidding II> AGI u~ Bt1CI "nd.· 
reported incomo: IRA IIna X""IIh deduCllons: "?'...."'" Iransf8r ~ ."m aallocili Security andAFlJC; _!oyoor. 
pl'Ollldod irinG"' t ......... : Inoida build·up on j1<lflII$on', !RAIo, KeogI'oII. and litO! irl:iu!aftCa; tax..,...,..", I~ .mlmpWlIICI rOon! 

0<1 """'~od 11......111. OItpilal \1IIIIn- ... """",utIod 00 en IICM.1111 t..sIs. od,'unocI1Irt iI1IIBlIon !~ t!vJ eldlol1llho11 ......bIe 
d'lb._ lnIlIIIionary 1_ of 1___,,~ and lilai"" r!I ~rI .,.IIdded.............,." an adJwIm..m lor 


aoct......." depteclallon oIno~bv'IIII_. FEI hi at-. an .. f11m11r ...... IIwI ..........m basi,_ n ... """""mk 


in""",•• 01 •• ,",,,,,,be,,, ora family tft! .r. added 11> ........ III 1h..1oImI'{lI __1_used In II1a dill!1ftlllllon", 


(3) 	 Tho cna'lil_InF,,.,,,,, _I. _lIhtdilll11l9ll1nOomit IiMtlII booIusumlnll rulvphlltiecfin (2007) !aw_ bobuvior. F.... 1hu 

~vc ""'pot;.~ INt -oe ... _mcl_1ho"""'"" ..... '" 1M lax .....tnp ""'" on. il'l'or'a ""nIri~. Tho ~ 
of h ,,,,,,1011l''''' " ..,,_II~ btI...d on Itt......... qI Aj>I\aI """" r.oaIWdions <In.~1_. 

(4) 	 Th.. ttu... ""'uO.d.re indM .... aI and -.._in_. P')'P>II (So<:UII SeDurtIy .........~,and~. r:;,,__ 
pJ1t _ nnd tlJ'sll".", dutiol; ~re ...:Iudod. The 1ndMd..1i""....... 1D i,-"'*' 10 bI> bGmo.by~. ttw_porota 

in~m.!:IX by <:>IIpiW ineom. 9&-"1'(, paytoil_ (emplo}<K ond ampIO\"I'II''''''~ by labor ~ lind tIIIIIf·ompIoymenI 
illCO_). o:.<niw;,":" p~ by fntmd..... by !he ",,"fawr, Oon<I ~$ on pllf<ftasas by /.lusln ...... In prapot1ion II> kIIuI 

""",,ump\len 1l><I1IIfIdiIu''', Federal ......... eoUInllled 6111198"""me """'. buI-...Mg2007 law .nd. lttofofa..... ltJI:cludo 

pr .......- It!at ..""... prior 10 1M oN! .~.. &dOlt periOd "nd ........sIIod ,,,..... MI'oIdI; of unind.....:l ~r__. 

.(j.n 
·1.~ 

-O.1B 

·O.tr! 
.0.65 
-C.60 
-0.46 
.0.32 
-0.42 

-C.51 

http:P.,.--.nl
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Tax Proposals in the President's FY1998 Budget (1) 

(1998 Income l&veIs) 

Total Tax Change Tex Change _ a Percent.D.': 
Current Farnlly 
Fedel1ll Economic 

1.00000st (5) 21.6 12 251 -1.3 2.00 0.12 

Second 222 ..00 ·1999 10.2 -3.25 .0.37 

n,d 223 -240 ..5331 27.3 .3.38 -0.56 

Fourth 223 ·377 -8364 43.0 ·2.72 -0.52 

High86t 22.3 ·,81 -4064 20.8 ·(US ·0111 

Total (5) 111.3 ·17!i .19516 100.0 ·1.34 -0.26 

lop 10')\ 11.1 34 376 -UJ 0.06 0.01 

TopS"1. 56 235 1,l13 -t1.7 0.27 0.00 
TO;:tl% 1 1 935 1.049 -5.4 0.40 0.10 

.----~-
Depertmoot or the TresslJry 

.~~"'- .. ~- . .._- -, _.~--,-_. ---,.. 
Fcbflsy 13, 1997 

Office of TOl( Analy9ls 

(2) 	 FlIrTliV ECU'1UfIlic Intllml' (FEI) is a broIId-bas.ed Income concept FEI i$ oonSlI'ld~ IFf addiRIJ In AGll.lnrepcr1ed and ta'lder· 

reported lruxlme; IRA and I(f!Og~ cIeductioM; nonIillIIIble tl1llllf.r payments 'llUdl1I8 Soctsl secl.lf1lli lind AFOC: ~. 

proIIIde<l fringe ben"t\\&; In&iQe buikklp on peI'\$lOl'l$. IRAs,I<COIjhs. and lifellwllllQC;l; 1IIPC-e:lICITIPt inlerat: lind imputllli ",1"4 

00 owner~ f>D~ng. Cap.'t8I gUis life CDIl'lpU\IId on an ""-"Nil basis, adjtJ• ..., f« iI1IIIIIit1n 10 the eIrtefII .. l8iatV 

data "llOw InllMiollary hSlRlS 0( I,,!ldeo; are ",blrac:ted lind Ija"" ,,( W''''''''"' are added. rtoere bi a:.... IIfl a~lmenI ror 

&Cr.eIerated dI!pI!!d~Han af.noncQtpcOI'" bU$IJles~. FEI b lI"ill'In on .. lamily _ hn I/. tax.-Rtum basis, The econorrllc 

InI::crnes 01 :III rnomOe.,. 01 • f....-.ily..,...~ added to II1TlIIe> II \1\11 I.miffs """"gn-o;C iocome ,><Sed In \lie dl:!.trlllP..IS. 

{:I) Ti'>e cJ"""1l'" .ill Federlllla>l::s is .&I;'n""'" at 1998 IOCOmI!: levels but as-.umilg r~ plwtsed II' (2IXJ1)11M' rD beh_ Fot thl! 

IR ..... P"'I;>nsal. U'te ~h.nge 1$ measured;a&!he P".'$l!r( V&I\Je 01 the I .......Yitlgl. (rom ...... ~""(8 cotllJibutioR5. 

(4) 	 The Was ircuted lVlIindMdlllllllml ~ Incam.,. payroll (Soci.lll Security and Ul"'"'~l. ;!Ind \!IIl)15eS. Eatats RTK1 

gilt wee. and cllSklms \Ules In a:luded. ~ indMdUal income lax i$. nsumed 10 be berne by Pil/Ol'$, !he corpcote 

Incamel:1l! bot capital incnm" ~It{, pavroll tu.. lempIo'fet 4Itlct e~sh_) by labor ~ and seiem~1 
income). e..:l&.e. <r\ pun:tleses !)y IndNidWlI$ by tile pun:h.aset. and fIlIOI&es OIl purchases by bu$iness in proportiDn to Ic>tlII 

c.on&ur""~lItl """,,""~..es. Federal _. are OISIirnlliled at 1998 ~ ,",,1$ but 8$BUnling 7{}(J7 laW 6nd. IherefCfCl, e.odude 

pIll'li<>iom Ulal o"Ph" P"'" 10 lhe er.4 of II-.. BudllP.4 1',,,;00 and ... odju5\ed !'or Che effects al unindltftd par:omelers. 

MOT~' (),;inlil~ Mai" "r FEI ,,( $«:«" 116.950. n1iru $.'t}.St>3. Fourlt. S~ 1511. Hi<jhe~t $lO.<22, lop ICt\ll, $1;;7,3'1:-1; 
fop 5'lI. $170,103; Top , ... $4OIl,551 

http:broIId-bas.ed
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Tax Proposals In the PresIdent's FY1998 Budget (1) 

-::.1--­
0# l ....lI'IlI>IgO 

F........ Tax Char>gerLJ!!!1lion$' $ . 

0-15 18 S lS 
15 -30 21.8 -70 
30-40 12.1 -182 
40-50 9.7 -268 
50-60 7.9 -331 
00-15 9.4 -366 

·1'!>·1oo 11,7 -4ro 

1>:1) - 2a) 15.6 -712 

2i:x>&O¥8f 3.9 342 

Total {51 111.3 -115 

-'--"-" 
De~i-;ti;'~t Tr~At.li-y~·-- - ­

ClfIk:e of T"" MaIysi$ 

- -.-!~ I'I:=:- Tax: 
ArrII:NnI (3) j 0isIriINIi0n T_ (4) 


$104._ , " 


274 ·1.<41 2.94 0.11 
-1526 7.e -3.04 -0.31 
·1952 10.0 -3..14 -0.47 

-2llOO 13_3 -3.56 -O.fill 

·2Eri1 13.6 .s.37 -0.61 
-34041 17.6 .s.93 .(1,75 

-47.20 24.7 -2_12 ~42 

4246 :lUI 0.31 OJE 
1337 43.9 0.00 0.00 

-19518 100.0 -1.34 -0,28 

- ---_.._-_._.-­
February 13. 1991 

III F.miIy l;a>OOI11l~ 1o",,",. (FE/) I •• b,o.d-bllaed m~ ",,"copt. FEI is .....ol1u<:Io.d by 1IddinJ;J 10 AOI ...,.p<>tIeci .r.:t .....n. ­
...,.ol1,.;IIr",omo; IRA .no ~ dood"""'na: n_trre....- pqments such •• &oaoI Sa:unIr Jnd AfDC: emplDyw­

p'Q¥ided ""'II" berWito, noide bIIif<I...,..ft f!'IC'IIlIIM, IRAli. K.togh', BID iflt insut.m;e; In_I inIoI>rSt; aIId 1mpVtoId .... 

·on """'~r «lc;uJlio>.:l t~", Caplbl ~ are ~ on It! .cr-IUII baas. 1Ilfl- /at .....1Ion 10 III.......nt II'I.M ,etabID 

.", ...""'. !nn.~on\tIY 10..... dlendl)l1. .... wb1nH:bd Jnd gains '" bun.....",. ....4Gae1, r,..,.. isllliD III ~ far 
__114111 "",,'*""Ii0l1 (~ _co,......... b,.I"""I"'!!. fElls IhlMll "" " lamlIy I'lIIher ...., & lalt.fdw.. beoQ. Tb!. ~ 

1Il<:U1'l6' 01 all mambrn of • Iomily IIIIIt _ adHd II) anM at III. famlllf& """""""CO Incomo U_ in '1M diotrillull",,", 

Q) The _tlgII ill F_,.,1._ .. ~ ., 1998 Income _II bill _urnins fully ptmHd 1ft (2OOii ..... and ~Of, Fa< !fl. 

IRA p'''po:.ll!, tile ~. i~ ma.uIJ'ed ,n III"Pi- ""I"" 01 u.. W ..,.;"g,. , ...... _ ""'(~ ccnlrllLlm"s, 

(41 rho '-". inc!\ldool .". ",elM""'" aM _ponot. in<:Dmo, paylCil (&1c:Iol s.c~ ""~ .........,..,ymentJ. and~, ea.... and 

lIiI Wo. oM c~n5 .a.tios.,. W:::iudood. TIla WlYid..-A irIc::<>t'M '* os __ 10 be born. by PIIl'OB. 1IIa~"" 

I""".,.,. I .... by caplollnco"", g___ty. pa)'l'll ta.t... t,ampbyet and ....~ .nat....; by I"""" ("""8"" ."" ....tI~ovn-lI 

itlc:M'wr1••..::i:s.. on pun:tIa_toy 1ndi.""Io"'Y In.. p~r••oc! ...,..» .... pusc,,",,- by I:IUsi"H~ '" pr"f'Ollion to lolal 

C<YIOU"'~." "_nd........ F_.... at. ctSIIrn./1Id a' 1996 in<;-c",. ~. bill -UIM1i12007 law nr><!, lta.f,,.., cxd.... 

pr......""; Ih. G.'q)Irt Frio< 10 lhe or.:t 01 the audll" PMfod ..hd ... _/1(11010« ".. lire _s of ,:",Ird_ ~ 

http:p'''po:.ll
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Tax Provfslons In the -American Family Tax Relklf At:¥' (S. 2) (1) 

. LQwe3I (4) 21.4 ·19 -41» 0.7 ·2~ -{lZ' 

500000 21.9 ~iQ9 ·2386 4.2 -aoo -0.49 

TNt~ 11.9 ':100 "iiY.il 11.6 -4,46 ..Q.711 

F6\JJ1h 21.9 -!l~ ·11~S5 20.:' ~:25 ~.8!> 

HiGlleol 21.9 ·11;00 ~1 62.1 .....s .1.r» 

109.4 ..!i~6 -66413 100.0 ,4.42 '()89 

10.9 .zm .2!i5l>1 45.2 .04.51 ·1.03 
s.s .:J!>D ·1!1.!94 :>42 -'I.&~ .108 
1.1 ~ ·10-01le 18.13 4.13 '1.\0 

o~.~ ';:,r'1/lu-irNO.~ 
• __ 0 __-

j.r....'iz(i!B1 -,
Q(f". 01 T... _~ 

(II "rhts tllbkoQbillltJ_'*"ft...wr.1IKi (;'hIng.I1., tb~dntohlitk.~.th. -Amerlcanf'.mU, TufbW/tld 

(S.'),."o_br_..... R""."dLQ~, '!hoA<:l_R'l.,;h.....udI,ond ........ ""'... _ n"llIIII • 

........... QIIYJ .... ~_h............._ ...poct .._"'....__,AA_~1RA 


..... 'ea.m.:r __...;00""--""""'"'"""'_""01 IJI\II. "R_.._.IIonAdl."__ 
ehOli)lI1.copI14111"l't<pt_Ian..... __ .. _ ..""'_R....._ ..... '" 1_-'~ 10 nol 

~....,...,. Tho~.""_""_""511_"""'__icII"'.II_i1I!1o.,*. 

(2) F_,yE~'''In''''''.(''Bl''.__~R!1"~JJyaddln; ..1\G' 

.n~",.ul"""n"porIOd-'IAA_Ko.ovh~ n_bIo_~"'-"'lI 

.. _tal s.NIIyOl1dAfO(';,· """'-~,.._: imido bul\k<p on ............. _.
" ...... _i...,_:__ .........._.,,_....
~ ~. 

CII,""" oam .,.~";,,,,,......., ....... adjIaUdrrr_..,h____.


1n"""""l'_..dl_".._.nd""'"""___ ~..t.l_t.Ib4_ 

~'" __ buoin-. mi••~_." .....-ry...".,.""."",10_d.-"'""",, 
Il:lfoll.~"SIIkIl\'lbe"". rMecol'lGlmk::n~ofal~aI._ily ..nI ....ddl'l'ft:.""""'1If 

ttM hMfly';S M:ClJ\c","e \Pv.'cMl \IU'f In he tllmt).utionJ. 
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DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 20220 


May :\0, J997 

MEMORANUUM fiUR SECRETARY ROHt;l{l' E, RUBIN 

FROM: 	 DON I,UBICK \)~ t:.') 
ACTING ASSISTANT SECRETARY (TAX POLICY) 

SUBJECT: 	 Costs of SugsestedPotentiaJ. Packages Over lhc Second I 0 Years 

The attached table::! ~how the JO-year cost oftwo difierent suggested tax: packages. The 
packages include: 

o 	 A retllndablc Kidsave credit for children ll11de:r 13 through 2002, and for children under 
18 beginning in 2003. The credit is phased in at $200 in 1997, $300 in 1998 and $500 
theleafter. Taxpayers eligible lor the child credit can also colltnbute the .credit wnount to 
a backloadcd rR.A to finance the cbildren's college education or the taxpayer's 
retirement, 

o 	 The education package dilIers somewhal from «Option 4" that was shown to the 

P",.UI"", The ""''''' pockage inclod .. a $' ,000 HOPE scho'"","p and $5,000 lui:Jdeduction through 1999 and the full $1,500 HOPE scholaTship and $10,000 tuition 
deduction thereafter. . 

The advantag.e of this package relativt: to previous packages is that the effet.;ti:;Jedate 
is six months earlier: (7/1/91) than the alternatives (1/lf98) and the President's 

. complete proposals are in place by 2000 rather than 2001, It is easy to go back to 
an a1temative proposaJ. if that is preferable. 

. 	 . 

o 	 The capital gains proposal include::! a genera! 40 percent ex.clu.'1ion with srecial 24 percent 
AMT rate. the latter to ensure \.hat the highest tax rate on capital gains under both tho 
ordinary'income tax and AMT lS 24 percent. In addition, tbe President's capital gains 
proposal for home sale:; ig included, at! well as a liberalization uf Set,1;ion 1202, the capital 
gains preference lor venture capital 

o 	 TIle two tahles differ in their individual AMT reforms. The first ShOW9 the full-bJown 
AMT reiOrlll. TIie second reflects a much less far-reaching change to the AMI. 

The money saved by not fixing the future AMT problem could be left unl'rpent to 
demonstrate fiscal respoosibility. As i!i clear below. the extrapolated second ten-year 
costs of the smaller package is much low~ LbIUl the competing package. 



·05/30/91 20:36 

Alternatively, the child credit could he expanded beyond its $500 leveJ (n already 
(:overs children under 18) or the money could be u~ in some otber way. 

o 	 The other proposals either come from the .FY98 Budget or are carried over from 

previous packages (like theDaschle estate tax prOpOl,al). 


Costs HI the Second lOYears 

Th(~ Center for Budget and Policy Priorities (CBPP) received agreat deal ofattention last 
week for their analysis of the costa of the budget agreemetJt in the second ten yelll1l. The 
agreeme:nt calls for net tax. cuts of$28.8 billion in 2004, $31.4 in 2005, $38.2 in 2006 and $41.8 
in 2007. The CBPP extrapolilted the $13 billion increase from 2004 to 2007, using tbe 2007 net 
tax cut 118 a base (that is, they assume thai I.be net cut wiD increase by $4:33 billion per YCtlr over 
Lhenext 10 yeanl). to conclude that the net tax cut from 2008-2017 would be $650 billion. 

Tht~ CBPP methodology applied to package 1 (with the fun AMI'refonn) would imply that 
our 2008·2017 net tnx cut would be roughly $690 billion. This figure is likely t() 00 overstated, 
howcvec .Our refundable Kidsave credit does Dot increa.'1e in a unilomt manner. BeclIllsc of tile 
"round-down" rules ofindex:ing, the credit tends to remain at a l1x.oo nominal amount fur two or 
more years and then jump. An increase in the credit coincidentally occurs in the last three years of 
the Budget. agreement, making.it appear that the.cost of the credit will increase sharply in the out 
years ,.'hi1\ is .not the CIl.'re. When a rough adju.stment is made for a Tca..'~onablt: path for tbe c11iJd 
credit, the 2008-2017 cost of the first package is roughly $650 binion. 

Tnt: rnpp methodology for package 2 (with we minor .'\.1\11' reform) implies that tho 2008­
2017 .nei~ tax cut is roughly $480 billion. With the adj:.Jstrocnt filT the llon-(!'xplodi s [lhe . __ 1 
refunda.ble Kidsave credit, the 2008-2017 cost ofthc m..1 ta;:" cut wuuld b ()ughly $440 biOioll. 
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DEPARTMENT OF THE TREASURY 

WASHINGTON, D,C. 20220 


June 2, J997 

MEMORAN1[)UM FOR SECRETARY ROBERT E. RUBIN 

DEPUTY SECRETtRY SUMMERS 

FROM: DON LUBICK J)tL-
ACTING ASSIfiA~T SECRETARY (TAX POLICY) 

SUBJECT: Home Office Deduction 

Summary 

Taxpayers currently are precluded from taking a home office .deduction if they use a home office 
to perfonn the administrative and management activities of their business, but perform their business 
services at another business location. Several proposals have recently been made to allow a home office 
deduction in th($e situations. We are supportive of the general approach taken in these proposals, but 
believe that certain technical modifications are necessary (1) to ensure that de minimis management 
activities would not qualify the taxpayer for the home office deduction, and (2) to prevent the proposals 
from affecting the deductibility of commuting expenses. 

Current law 

Under current law, a home office deduction is generally allowed .with respect to the use of a 
taxpayer's residence only in limited circumstances, including where a portion of the home is exclusively 
used on a regular basis as the taxpayer's "principal place of business." In Commissioner v, Soliman, 

• the Supreme Court disallowed a home office deduction to an anesthesiologist who practiced at several 
hospitals, hut performed his administrative activities in a home office because he was not provided office 
space hy the. hospitals. The Court held that the home office was not hL<; principal place of business, 
because his primary services were perfonned at the hospitals. 

Cool:ressjQnal J;>rQPosals 

In response to the Soliman case, several congressional proposals would allow a home office 
dtxluction to taxpayers who manage their business affairs from their home. For example, Senator Bond's 
Home-Based Business Fairness Act of 1997" would treat a home oftice as a "principal place of business" 

if (I) the ofticeis exclusively used by the taxpayer to conduct essential administrative or management 
activities on a regular and systematic basis, and Oi) the taxpayer has no other location to conduct these 
essential administrative or management activities. Thus, under the bill, a home office deduction would 
be allowed under circumstances where the taxpayer's home is not in fa&t the taxpayer's principal place 

. of business. 

Under the bill, employees wimld only be entitled to a home otfice deduction if the use of the 
home oftlce is thr the convenience of his employer. Moreover, any deduction by the employee would 
be subject to the 2% floor on miscellaneous itemized deductions and woiJld not he deductihle for AMT 
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purposes. 

While we generally agree with the approach of the bill, cenain considerations must be addressed. 
]n particular, the current rules were enacted by Congress in 1976 to reduce the substantial amount of 
litigation over the circumstances under which a taxpayer who worked in his or her home could deduct 
as a business expense a portion of the costs associated with maintaining the home. It is imponant that' 
we make every effort to avoid turning back the clock and creating a level of ambiguity that would result 
in more disputes between taxpayers and the IRS. To address this concern, we believe that the services 
being performed in the home office must be both substantial and essential. This would avoid allowing 
a home oftice deduction where only a Qt minimis amount of administrative or management activities are 
conducted. Also, we agree with the bill's treatment of employees. Further exparuion of the horne office 
deduction for part-time employees and telecommuters would be very expensive and difticult to 
administer. 

We are also concerned that the bill would affect more than home oftlce deductions. By changing 
what qualities as a principal place of business, it would also permit deductions for currently 
nondeductible commuting expenses. We believe the effects of the proposal should be limited to horne 
oftice expenses. 

Reyised propm;a1 

We would add a section 280A(c)(1)(D) to allow a home oft1ce deduction in cases where (I) the 
oftice is exclusively used hy the taxpayer to conduct suhstantial and essential administrative or 
management activities on a regular and systematic basis, and (ii) the taxpayer has no other . location to 
conduct these essential administrative or management activities. Thus, we would not amend the 
definition of principal place of business, thereby avoiding any effect on commuting expenses. 
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June 2, ] 997 

MEMORAN][)UM FOR SECRETARY ROBERT E. RUBIN 
DEPUTY SECRElTA~Y SUMMERS 

FROM: 	 /~ .DON LUBICK 

ACTING ASSI ANT SECRETARY (TAX POLICY) 


SUBJECT: A Small Business Capital Gains Proposal (Section] 202) 

Th~ following memo describes our suggested modifications to Section 1202. The proposal is 
designed to appeal to constituencies interested in expanding the scope of Section 1202, but focus 
incentives on smaller companies that were the target of the Administration's original 1202 
proposals. Each of the provisions described below could be may 'more generous. 

o 	 The current law 50 percent exclusion and maximum tax rate of ] 4 percent would be 
retained. The tax treatment of small business capital galns would still be more favorable 
than it is for other capital gains. which would have a maximum rate of approximately 20 
perceIltunder a 50 percent capital gains exclusion. 

o 	 The limit on eligible gains would be increased from. $ 1'0 million to $20 million and 
jndex~jd for inflation. Inflation indexing would begin in 1999. The alternative limitation 
of 10 times basis would be. repealed as a simplification measure. 

o 	 Excluded capital gains would still be treated as a preference item under the AMT, but a 
special AMT rate would apply to ensure that capital gains qualifying for 1202 under 
either the ordinary income tax or the AMT would be taxed at a maximum rate of 14 
percent. 

o 	 Certain anti-abuse rules that could unnecessarily disqualify certain businesses would be 
liberalized. 

The working capital rules could be modified to provide that (1) working capital will 
be treated as an active trade 0; business asset if it is reasonably ~xpected to be used 
within 5 years (up from current 2 years); (ii) funds spent on R&D will be treated as 
creating an active trade or business asset dollar-for-dollar; and (iii) the time period 
for taking full advantage of these working capital rules would be extended from 2 
y,ears to 5 years. These changes would benefit bio-tech companies and other R&D 
firms that have long development periods before products can be brought to market. 

The Treasury regulatory initiative to permit stock redemptions in certain situations 
would be finalized in 1997 and extended to include divorce as well as death, 
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termination of employment, mental incompetence and de minimis cases. It would be 
ll1ade clear that the phrase making finns ineligible because their principal asset is the 
skill or reputation of one or more employees was not intended to disqualify software 
or R&D or similar firms. Administration and compliance with the provision would 
be improved by requiring finns to file an annual eligibility form along with their 
corporate tax returns. 

o 	 The $50 million limit on asset size would be retained (but would be indexed for inflation). 

Most startup firms require only a few million dollars of capital and increasing the 
asset limit to $100 million would draw capital away from these smaller firms that are 
the intended primary beneficiaries of the provision. The 5-year holding period 
H!quirement would be retained as an incentive for patient capital. If a general capital 
gains exclusion is passed, those who have held shares for less than 5 years would be 
eligible for the general preference for long-term gains. 

Proposals for rollover ofgains from an eligible small business into investments in 
other small businesses should be opposed. Such proposals would create 
complex eligibility questions and create the potential for taxpayers to never pay 
any capital gains tax if gains are rolled over for life. 

o 	 These provisions are most likely to be of interest to Senators Daschle, Roth, Hatch, 
Lieberman and Mack, and Representatives Matsui, English, McCrery, Dunn, and Watkins 
who have introduced bills with targeted capital gains provisions for small business. A 
number of additional Senators and Representatives are co-sponsors of these bills. 
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MEMORANDUM FOR SECRETARY ROBERT E. RUBIN 


FROM: 

DEPUTYSECRETARYS~RS 

DON LUBICK ~CU 
ACTING ASSISTANT SECRETARY (TAX POLICY) 

SUBJECT: Refundable Child Tax Credit 

This memo discusses the advantages and disadvantages of making the Kidsave proposal 
refundable. I In the past, Treasury has taken a strong position against the creation of new 
refundable tax credits to subsidize health insurance or child care expenditures of low-income 
families. We would not, however, object to making the proposed $500 child credit 
refundable. 

A refundable credit will ensure'that low-income families, with young children, would 
receive some of the benefits of the tax package. With capital gains and estate tax relief, the, 
Congressional tax package will distribute much of its benefits to higher income families. The 
Administration's tax package, with a refundable tax credit for families with children, could 
offer a stark contrast to these Congressional plans. 

On policy grounds, it 'makes more sense to modify the Administration's current child 
credit proposal by making it refundable rather than extending the credit to less needy families 
with children who are 13 Or older. Further, a refundable cred it is a simple and efficient ' 
mechanism for distributing funds to needy families, who might otherwise not have any contact 
with another government agency. Many observers believe that the high participation rates in 
the EJTC are I,,:rgely due to the simple, non-stigmatizing application process. By limiting the 
refundable credit to families with a certain level of earnings, the proposal would also 
complement our welfare-to-work initiatives. ' 

Our reasons for objecting to refundable credits for health insurance or child care credits 
do not necessarily apply to the $500 child credit. We have opposed refundable credits as a 

I A refundable tax credit allows a taxpayer to receive the full benefits of a subsiqy, 
through the tax system, even if the subsidy exceeds his or her tax liability. The earned income 
tax credit is an example of a refundable tax credit. Low-income working taxpayers are able to 
receive the full EITC to which they are entitled, even if they have little or no individual 
income tax I iabU ity. Taxpayers can claim the refundable credit on their tax return filed at the 
end of the year and receive the value of the credit as either a reduction in their outstand,ing tax 
liability or as a refund. ' 
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way of subsiding certain expenditures for three key reasons. First, the IRS cannot verify 
health insurance or child care expenditures prior to payment of the tax credit, and it is difficult 
to recapture erroneous refunds paid to low-income. taxpayers once the payment has been made. 
Second, the refundable credit generally would not be available to claimants in "real time" 
when they need the assistance in order to make the purchase. Third, individuals who are 
currently outside the income tax system would have to file a tax return in order to benefit from 
the tax credit. Given these concerns, our position has been that it would be more efficient to 
provide certain types of subsidies through non-tax administrative mechanisms. 

A refundable $500 child credit does not raise similar concerns. Through verification of 
social security numbers, the IRS can now prevent refunds from being paid to taxpayers who 
claim nonexistent children. (The IRS stiJI cannot verify the relationship of the child to the 
taxpayer, but should be developing better screens as a result of the EITC compliance efforts.) . 
Second, the goal of the $500 child credit is to increase disposable income of families with 
children -- not to encourage a specific type of purchase or behavior. Third, we recommend 
that th~ refundable child credit be made available only if the taxpayer has earnings above a 
certain threshold, say $2,000, and thus are likely to be filing a return under current law. 
Establishing an earnings threshold also reinforces the message that "work pays. " 

It is likely, however, that a proposal to make the $500 child credit refundable will be 
attacked, and these attacks may increase the vulnerability of the ETTC. Some opponents of the 
EITC believe that its noncompliance problems are caused by refundability. Our analysis of the 
ETTC compliallce data suggests otherwise: the overclaim rate among those with a positive pre­
ETTC tax liabiJity in 1994 was nearly three times larger than the rate among those who did not 
have a tax liability. Further. nearly 95 percent of EITC claimants have a reason to file a 
return other than to claim the credit. Noncompliant, EITC claimants do not enter the tax 

system merely to claim the credit, and. it is unlikely that a refundable $500 child credit (with 
an earnings threshold) will change this. 

Proposing refundability of the Kidsave credit may also deflect attention from EITC 
problems. Doing so would send a strong message that not only does the Administration 
support the EITC, it is willing to go further to increase the progressivity of other elements of 
the tax system .. 

A refundable $500 child credit may also be compared, unfavorably, to various negative 
income tax (NIT) proposals of the early seventies (including proposals by both Senator 
McGovern and President Nixon). Our proposal would differ from an NIT in two key respects: 
first. the credit would be Iimited to families with children; and second. recipients would be 
limited to workers with earnings above a certain threshold. In contrast. NITs extend assistance 
to all low-income individuals. 
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June 2, 1997 

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN 
DEPUTY SECRETARY SUMMERS 

FROM: DON LUBICK 17(f...,..-· . . 
ACTING ASSISq~NT SECRETARY (TAX POLICY) 

SUBJECT: Costs of Suggested Potential Packages Over the Second 10 Years 

The atta(:hed tables show the 10-year cost of two different suggested tax packages. The 
packages include: 

a 	 A refiJndable Kidsave credit for children under 13 through 2002, and for children under 
18 beginning in 2003. The credit is phased in at $200 in 1997, $300 in 1998 and $500 
thereaft~r. Taxpayers eligible for the child credit can also contribute the credit amount to 
a backloaded IRA to finance the children's college education or the taxpayer's. 
retirement. 

o 	 The education package differs somewhat from "Option 4" that was shown to the 
President. The current package includes a $1,000 HOPE scholarship and $5,000 tuition 
deduction through 1999 and the full $1,500 HOPE scholarship and $10,000 tuition 
deduction thereafter. 

The advantage of this package relative to previous packages is that the effective date 
is six months earlier (7/1197) than the alternatives (111/98) and the President's 
complete proposals are in place by 2000 rather than 200], It is easy to go back to 
an alternative proposal if that is preferable, 

a 	 The capital gains proposal includes a general 40 percent exclusion with special 24 percent 
AMT rate, the latter to ensure that the highest tax rate on capital gains under both the 
ordinruy income tax and AMT is 24 percent. In addition, the p'resident' s ~apital gains 
proposal for home sales is included, as weIl as a liberalization of Section 1202, the capital 
gains preference for venture capital .. 

o 	 The two tables differ in their individual AMT reforms .. The first shows the full-blown 
AMT reform. The second reflects a much less far-reaching change to the AMI. 

The money saved by not fixing the future AMT problem could be left unspent to 
demonstrate fiscal responsibility. As is clear below, the extrapolated second .ten-year 
costs of the smaller package is much lower than the competing package. 



,Alternatively, the child credit couldbe expanded beyond its $500 level (it already 
covers children under 18) or the money couW be used in some other way. 

a 	 The other proposals either come from the FY98 Budget or are carried over from 
previous packages (like the Daschle estate tax proposal). 

Costs in the Second 10 Years 

The Center for Budget and Policy Priorities (CBPP) received a great deal of attention last 
week for their analysis of the costs of the budget agreement in the second ten years. The . 
agreement calls for net tax cuts of$28.8 billion in 2004, $31.4 in 2005, $38.2 in 2006 and $41.8 
in 2007, The CBPP extrapolated the $13 billion increase from 2004 to 2007, using the 2007 net 
tax cut as a base, (that is, they assume that the net cut will increase by $4.33 billion per year over 
the next 10 years). to conclude that the net tax cut from 2008-2017 would be $650 billion. 

The CBPP methodology appJiedto package 1 (with the full AMT reform) would imply that 
our 2008-2017 net tax cut would be roughly $690 billion. This figure is likely to be overstated, 
however. Our refundable Kidsave credit does not increase in a uniform manner. Because of the 
"round-down" rules of indexing, the credit tends to remain at a fixed nominal amount for two or 
more years and then jump. An increase in the credit coincidentally occurs in the last three years of 
the Budget agreement,' making it appear that the cost ofthe credit will increase sharply in the out 
years. This is not the case. When a rough adjustment is made for a reasonable path for the child 
credit, the 2008-2017 cost of the first package is roughly $650 billion. 

The CBPP methodology for package 2 (with the minor AMT reform) implies that the 2008­
2017 net tax cut is roughly $480 billion. With the adjustment for the non-exploding cost, of the 
refundable Kidsave credit, the 2008-2017 cost of the net tax cut would be roughly $440 billion. 



lIIuslraUve fla~cllTlc Tax "3Ck;,I!C: "cry rrrIiIllI1l3t':-- Treasury Estimates (Cln~rt where noted) 	 .. 
[)"II~r amount, in rnilliPlls, \loy.10, I'N7 

l227 mll L2~~ 200Q ~OQl ~Q!l2 £@.l ~fH :zoo' ~lK~ 20()7 lP8.:Q1 l.22.S.&2 

EducaUon parkllge 
IIOPE gcholarship, $1000; Tuition Deduction, S10,000 \1 ·78 ·3,711 ',5556 -6,677­ .9,21<) ·9,\162 ·10,113 ·10.473 -10,732 ·11,2&1 .11,447 ·35,128 -89,174 
Rangel K·12 scbuol linanee lax provision (not scored) 
Make Section 127 PermanenT \2 ·82 ·645 ,670 -7J0 -796 -833 ·874 -914 ·951 ~988 -1.042 -3,674 -8,443 

Mlddle·elas.. Tu Relld and Suing Pro\1slons 
Rellmdable Kid~ve Credit \3 
Individual AMT reform, start in 2003 \4 

·732 
o 

·11,&55 
o 

-14,tJ49 
o 

-17.382 
o 

-17,302 
o 

·17.242 
, 0 

·19,891 
·2.261 

·22,450 
-4.705 

·22,287 
-6.454 

-24.479 
.R,~32 

-26,520 
_110<0

4.',"'.,.rV 

.77.830 
(i 

-193,457 
·34,202 

C::pU.:·Cams ainl Estate Tal Relief 
40% CapGn Exclusion and 24% AMT -400 -835 841 -1,023 -1,043 -1.063 -1,015 . -945 -940 -855 -725 -3,123 -7,603 
Su~·Bumpers Plug Number \5 o -50 -150 -JOO -400 -500 -600 -700 -800 ·900 ·1,000 , ·1,400 ·5,400 
PresidenT'S Home Sales Provisions \5 ·10 ·90 -241 ·228 -214 ·199 -183 -165 ·147 ·127 ·[06 -972 ·1,700 

,Dasrhle ESTate Tax Proposals (lCn o -440 -~4n ·640 ·740 -8~O -1.000 .1.100 -1.400 ·1,600 -1,800 -3,200 ·10,200 

Crban lnilialh'es 
Distressed Areas Initiatives \6 -40 -426 -S(j5 -509 -478 .421 ·368 -326 -292 ·260 -230 ~2.339 ·3,815 
Welfare·to· Work o -68 -137 -163 -122 -61 -20 ·5 -I o o -551 -577 

Other Tax Incentives \7 ·10 . -141 -214 -257 -301 -369 -345 -387 -429 -1,395 .2,405 ·1,282 -6,243 
One·year Extensions of Expiring Provisions -43K -968 -747 ·no ·145 -52 ·8 o o o o ·2,242 ·2.250 

Gross Tateut ·1,790 -19,232 ·21,%8 .28,239 -30,760 -31,542 -J6,678 -42,270 .44,433 -50,717 .57,225 -131,741 .363,064 

Rennue Offsets 623 8,488 9,073 9,951 10,411 12,078 11,202 11,679 12,080 12,538 12,988 50,001 110,488 

TQtal Net CuI -1,167 -10.7.44. ·12.1195 ·11l.28K -20,>4Q -19,464 ·25,476 ·30,591 .32,353 .38,179 -44,237 -111,740 ·252.576 
(not induding Rangel school construction pror::ram, 
expected to c05l SJ hUHan throUgh 20(2) 

\1 	 The pf<lposal drops the 13- rule and Pet! offset to HOPE. Effeclive 7/1/97, The HOPE credit is SI.OOO in 1998 - 1999 and SI.500 in 2000 and indexed thereafter. The tuition deduction i. $5,000 in 1998 and 1999 
and S10,OOO thereafter 

12 Includes 10% employer credit for small busines. training, 
\3 A refundahle child credit for children under I J with an "ptional S500 nundeduclible IRA r..r educalion ur relJremen!. The credit is refundable only to taxpayers with earnings of $2.000 or more in 1997, 

The earnings lest is indexed beginning in 1998 The nondeductible IRA is available for e3ch child credit allowed, lbe credit is $200 in 1997, $300 in 1998, and $500 in 1999 and indexed !hereafter, 
The credit is pnased-{)ut between S60,000 and S75,OOO of AGI, The phase-out flll1ge is indexed beginning in 2000, . 

\4 	 Assumes the enactment of the refundable Kidsave proposal. Among other things, it eliminates 
sewnI inappropriate AMT preference items (most importantly the standard deduction). 
allows personal credits to offset AMT liability, and indexes the AMT in 2003 

\5 Stacked after the 50% exclusion 
\6 Expand Empowerment Zones and Enlerprise Communities, Brownfields. and CDFI 
\7 Equitable tolling. Puerto Rico Tax Credit, FSC software, .and DC incentives 



ll1ustr311ve Bastline lax Pad,a!'.e: \'£I-Y PreUmlnary Treasury Estlm.tts (u,ept where noted) .. 
Dollar aml'LJnts in milli"n', l\jay 30,. 1997 . . 

1221 129Ji l29..2 mlJQ :111Ql 2.lli1I lQQ1 2illU ~OO5 2.Qllii . 2.QQI ~ ~ 

Edu,ation package 
HOPE scholarship, SIOOO; Tuition Deduction, $10,000 \I -78 -3.714 -5.556 -6.677 -9.219 -9.962 -to.llJ .-10,473 lO,732 ·11.281 -11,447 ·35,128 -89,174 
Rangel K-12 school finance tax provision (not swred) 
I\.fakc Section 127 l'emlRncnl \2 ·82 -645 -67() -7.'0 .•796 .S33 -874 -914 ·951 -988 ·1,042 . -3,674 ·8,443 

Mlddl,,·Uass Tax Reller and Slning Prolislons 
Refundahle Kidsave Credit \3 -732 -IU55 -14,049 -17,382 -17.302 -17.242 ·19,891 -22.450 -22.287 ·24,479 ·26,520 -77,830 ·193,457 
Individual AMT reform, start in 2003 \4 0 0 .0 0 0 0 -382 -760 -1,013 -1,412 .1,969 0 -5,536 

Capitiil·Gau~ and'r.siait' Tax Keller 
40% CapOn Exclusion and 24% AMT -400 -835 841 -1,023 -1,043 -1,063· -1,015. -945 -940 -855 -725 ",123 -7,603 
Super:Bumpers Plug Number \5 0 ·50 .150 -300 -400 -500 -600 -700 -800 -900 -1,000 ·1,400 -5,400 
Presidenrs Home Sales .Provisions \5 -10 -90 -241 -228 -214 ·199 -183 -165 -147 ·127 :106 -972 -1,700 
Daschle Estate Tax Proposals (JCT) 0 -440 -540 -640 ·740 -840 -1,000 -1,200 ·1,400 .1,600 -1,800 ·3,200 .10,200 

Urban InitlaUviO. 
Distressed Neas Initiatives '6 -40 ·426 -505 -509 -478 -421 ·368 -326 ·292 -260 -2~0 .2,339 ·3,815 
Welfare-to-W uri; 0 -68 .\37 -163 -122 -61 -20 -5 -I 0 0 -551 ·517 

Olher Tax Incentives \7 -10 -141 ·214 .257 -301 -369 .345 -387 -429 .1,395 .2,405 -1,282 -6,243 
One-year EK1ensions of EXpiring Provisions -438 ·968 -747 -330 -145 -52 -8 0 0 0 0 -2,242 . ·2,250 

Gross Ta); CUt -1;790 .19,21,2 . -21.968 '.28,239 -30,760 .J 1,542 -34,799 -38,325 .38,992 -43,297 -47,244 ·131,741 ·334,398 

R",ven"e Offstis 623 8,488 9,073 9,951 10,411 12,078 11,202 11,679 12,080 n,S3!! 12,9&8 50,001 110,488 

Total NdCut '1,167 -10,744 ·12,895 .18,288 -20,349 -19.464 -2~,5Q7 -26,646 -26,912 -30,759 .34,256 ·81.740 ·223,910 
(not including Rangel school [onstructlon program, 
upected to cost $3 billion through 2001 and 
$8 bilUon through 1(07) 

1\ The proposal drops the 13- rule and PeU offset to HOPE_ Effective 711i97. The HOPE credit is $1,000 in ! 998 - 1999 and $1,500 in 2000 and indexed thereafter. The tuition deduction is $5,000 in 1998 IUld 1999 
and $10,000 thereafter. • . 

'1 lm:luucs 10% elllpl,,:-er credit lOr small business training. . 
\3 A refundable child credillor children under 13 with an optional $500 n('ndeductible IR.'" for educafiun or retirement. The uedills relimdable only t~ taxpayers with earnings 0($2,000 or more in 1997. 

11Je earnings test is indexed beginning in 1998_ The I)Ondeduc\ible IRA is available fbr each child credit allowed. The credit is $200 in 1997, $)00 in 1998, and $500 in 1999 and indexed thereafter. 
lhe credit is phased-outbelWeen 160,000 and $75.000 of AGt. The phase-out rflllge is indexed beginning in 2000_ 

\4 Assumes the enactment of the refundable Kidsave pn.posal. Among other things, it eliminates 
several inappropriate AMT preference items (most importantly dw standard deduction), 
allows personal credits to offset A MT liability, and indexes the AMT in 2003 

\5 Stacked after dw 50% exclusiol1 
\6 Expand Empowerment Zones and Enterprise CommllI!ities, Brownfields, and CDFI 
1.7 Equitable tolling, Puerto Rico T8X Credit. FSC solh\'8I'e, and DC incentives 
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WASHINGTON, D.C. 20220 

Very close hold 
May 30, 1997 

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN 
DEPUTY SECRETARY SUMMERS 

DON LUBICK ~f L/ . ,FROM: 
ACTING ASSISfl'NT SECRETARY (TAX POLICY) 

SUBJECT: Distributional Effects of a Potential Tax Package 

Attached you will find six tables showing distributional effects of different Administration 
and Congressional tax packages, 

o 	 The first two tables show very preliminary estimates of the distributional effects of a 
proposed tax package. The package is from Thursday, and includes the complete, costly 

. AMT package and a Kidsave credit for children under 	13 for the entire budget period 
(our packages now expands the Kidsave credit to children under 18 beginning in 2003). 

"­
The revised package will have a somewhat more progressive distribution since the 
expansion of the Kidsave credit to families with older crnldren will add roughly $8 
billion in 2007 (we distribute the fully phased-in policies) to the bottom and middle 
quintiles of the income distribution, and, if we adopt the. scaled back version of the 
AMT reform, we will take away nearly $10 billion of tax cuts that are distributed 
toward the top of the income distribution. 

o 	 The next two tables show the distributional effeCts of the President's budget proposals .. 
The President's budget proposals targeted 80 percent of the tax relief to families in the 
middlle three quintiles of the income distribution. 

o 	 The last two tables show very preliminary and rough calculations of the distributional 
effects of S.2. We would be grateful if these tables were not distributed, since the 
analysis does not meet the typical Treasury quality standard. It is provided here to give 
you an idea of what the distributional effects of . a Congressional Leadership package . 

. might look like, 

We will, of course, quickly do a complete analysis of Chairman Archer's tax bill 
when it is released to have a comparison of the Republican tax bill and ours. 

o 	 The upshot is that the current package targets more relief than either the Budget or S.2 
to the bottom two income quintiles, presumably because of the refundable Kidsaye credit. 
it provides less of its total tax relief to families in the third and fourth quintiles of the 
income distribution than tl1e President's budget, but more thanS,2. It provides agreater 
share of tax relief to the top quintile than the Budget proposals, but less than S.2. 
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Very Preliminary 

Baseline Tax Package as of May 30,1997 (1) 

(1998 Income Levels) 

ro-"-.-------,
1 

I 
. Family Economic 
!'Income Quintiie (2) 

Total Tax Change Tax Change as a Percent of:. 
Number Current I Family 

of Average Percent Federal I Economic 
Families Tax Change Amount (3) Distribution ' 

(%) .1 
Taxes (4) 

I 
Income 

(miUions) ($) ($M) (%) (%) 

i 
I 
I 

r 
Lowest (5) 21.6 -82 ·1768 4.6 ·14.07 -0.86 
Second 22.2 ·244 -5435 14.3 -8.82 -1,00 

Third 22.3 -296 -6592 17.3 -4.18 -0.69 
Fourth 22.3 -397 ..a841 Zl2 -2.86 -055 

Highesl 22.3 -684 . -15228 40,0 .1.67 ·0.37 

Total (5) 111.3 -342 ·38040 100,0 . -2.62 .0,51 

Top 10% 11,1 -999 -11125 29,2 ·1,68 -0.38 
Top 5% 5.6 ·1559 -8689 22.8 .1.78 ·0.41 
Top 1% 1.1 ·3719 -4173 11.0 ., ,61 ·0.40 

Department of the Treasury May 30.1997 
Office of Tax Analysis 

(1) 	 This table distribUtes the eslimiilod change in tax burdens due to the tax proposals in the following muslnltive baseline tax package: 

i) Hope Scholarship credit ($1000 through 1999. $1,500 in 2000, Indexed beginning in 2001: no Bminus rule; and no Fedoral grant 

offset) and tuition tax deduction ($5.000 in 1998 and 1999, $10,000 therealler); iQ Permanent extension of Seetion 127; iii) Kidsave 

credit; a $500 refundable chilo credit ($2.000 eamingslbSt) lor children uncler 13 with an optional maximum $500 
back-loaded IRA for education or ,etirement: Iv) individual AMT ralorm (includes elimination of personal exemption, personal 

credits, and standard deduction preferences): v) 40'llt capital gains exc;lusion and 24'l1t AMT: vi) small businass capital gains 

pr~ference$: v) $500.CKXl exclusion of gains on the $<lIe of principal residence (president's FY1998 Budget proposal); 

vi) oistressed areas initiatives and other tax incentives in the President's FY1998 Budget (equitable tolling. Section 936. 

and FSC :;oftware): and vii) as revenue oIf5ets: the excise taxes ano $j)me of the corporale raisers in tile President's Budget 

(2) 	 "amily Economic Income (FEI) is a broad-based income concept. FEI is constructed I?y adding to AGI unreported and under· 

reported income; IRA and K8O$ih dedl/ctions; nontaxable transfer paymenllS sud\ as Social Security and AFOC: employer­

provided !ringa benefits; inside build-up on pensions, IRAs. Keoghs. and life insurance: tax-exempt interest; and imputed rent 

on owner-occupied housing. Clipital gains are computed on an accrual basis, adjusted lor inflation to the e)(fent thai reliable 

data allow. Inflationary 100$8s of lenders are sl/btraClod and gains of borrowers .re added, There is also an adjustment for 

accelerated depreciation of nonc:orporate busine$$es. FEI is Shown on a family rather than a tax·retum basis, The economic 

incomes of all members of a tamily unit are added to arrive at the family:; economic income used in tile distributions. 

(3) 	 Tho change in Fedaral taxes is ntimated at 1998 income levels but assuming fully phased in (2007) law and behavior. For the 

Kidsave Pfoposal. the change in measured as the present value of the tax $<IYings from one year's conl1ibutions, The eflect 

of the capital gains proposal 1$ based on the level of capital gains realizali<>ns uncler cUfTent law. 

(4) 	 The taxes included a(8 individual and corporate income. payroll (Social Security and.unemp!oyment). and excises. E$tale and 

gill laxes lind customs duties are excluded. The individual income tax is assumed 10 be borne by payors. the corporate 

income tax by capital income generally. payroll taxell (employer and employee shales) by labor (wag8$ and $8If-omployment 

income), excises on purchases ty individuals by It>a purchaser. and exc,is8$ on purchases by business in proportion to tolal 

consumption expenditules. Federal taxes are estimated at 1998 income lell8ls but aS$uming 2007 ~w and, therefore. excluoe 

provisions that expire prior to the end 01 the Budget period and are adjusted for the effects of unindexed parameters. 

(5) 	 Families with nogalive incomes are excluded !Tom the lowest quintile but included in the total line. 

NOTE: Ouintiles begin at FEI of: Second $18,950; Third $32,563: Foullh $54,75e; Highest $93.222; Top 10% $127,373; 
Top 5% $170.103; Top 1% $41)8,551, 



Baseline Tax Package as of May 30, 1997 (1) 

(1998 Income Levels) 

T ota/ Tax Change 
Number 

Family Economic of 

Income Class (2) Families 
(mHiions) 

0-15 18.5 

15 - 30 21.8 

30·40 12.1 

40- 50 9.7 

50·60 7.9 

60 - 75 . 9.4 

75 ­ 100 11.7 

100·200 15.6 

200 & over 3.9 

Total (5) 111.3 

._---­
Depal1ment of the Treasury 

Office of Tax Analysis 

Average 
Tax Change Amount (3) 

($) ($M)I 

-65 -1208 

·233 -5084 
·270 ·3250 

-299 ·2902 
·357 -2814 

-403 ·3799 

·395 -4618 

-422 -6575 

-1945 ·7613 

-342 ·38040 

Percent 

Distribution 
(%) 

3.2 

13.4 

8.5 

7.6 

7.4 

10.0 

12.1 

17.3 

20.0 

100.0 

Very Preliminary 

Tax Change as a Percenl of: I 

Current I Family I 
,Federal I Economic 

Taxes (4) Income 
(%) I (%) 

-12.95 -0.77 

-10.13 ·1.05 

·5.23 -0.78 

·3.97 -0.67 

·3.58 '·0.65 

·3.17 -0.60 

-2.30 -0.46 

·152 -0.32 

-1.80 -042 

-2.62 -0.51 . 

May 30. 1997 

(1) 	 This table distributes the estin'lated change in tax burdens due to the tax propoaals in the following Ulustratille baseline tax package: 

i) Hope SCholarship credit ($1000 through 1999. $1.500 in 2000, indexed beginning in 2001; no B minus rule; and no Federal gllllnt 

offset) and tuition tax deductic,n ($5.000 in 1998 and 1999, $10.000 thereafter); Ii) Permanent eidension 01 Section 127: iii) KldS8ve 

credit: a $500 relundable child credit ($2,000 eamings test) for children under 13 with an optional maximum $500 

back.loaded IRA for educatior, or retJrement; iv) individual AMT relorm (includes elimination of pen;onal .. ~emption, personal 

credits. and standard deductJon preferences): v) 4O'lI. capital gains exclusion and 24'l1. AMT; vi) small bu'iine$$ capital gains 

pr,)ferences; v) $500.000 excl'Jsion of gains on the sale of principal residence (Presidents FY1998 Buclget proposal): 

vO distressed af!>as initiatives lInd other tax incontives in the Presidenrs FY1998 Budgel (equitable lolling. Section 936, 

and FSC software); and vii) as revenue offsets: the excise taxes and some of the corporate raisers in the Presidents Budget 

(2) 	 Family Economic Income (FEI) is a broad-bssed income concept. FEI is constructed by adding to AGI unreported and under­

reponed income: IRA anti Keogh deductJons: nontaxable transl.r paymenb 5uch as Social Security and AFDC: employer­

provided fringe benefits; insidi! build·up on pensions, IRAs, Keoghs, and life insurance: tax:'xempt interest: and impu1ed rent 

on owner· occupied housing. Capital gains are eompuled on an accrual basis. adjusted tor inflation to the eiden! that reliable 

data allow. Inflationary losses 1)1 lenders are subtracted and gains of borrowers are added. There ill also an adjustment for 

accelerated depreciation 01 noncorporate businesses. FEI is shown on a family rather lhan a tax.retum basis. The economic 

incomes ot all members of a family unit are added to arrive at the family's economic income used in the distributions. 

(3) 	 The cnange in Federal taxes is estimated at 1998 income levels but assuming fully phased in (2007) 101.... and behavior. For the 

Kldsave proposal. the change is measured 8s!he present value 01 the tax savings from one years contributions. The .IIeet 

ot the capital gains proposal is based On the level of capital gains realizations under current Ia..... 

(4) 	 The taxes includftd arft individual and corporate Income. 'payroll (Social Security and unemployment). and axeis..s. Estate and 

gin taxos and ~usloms duties a.e excluded The individual income tax is al>liUmed to be borne by payers, the corpora.te 

income tax by capital income penerally. payroll taxes (employer and employee shares) by labor (walles and self:"'mployment 

incomo), excises on purchases by individuals by the purchner, and excises on purchases by business In proportion to total 

con$ump~on expenditures. Federal taxes are estimated a11998 incomeleveis but assuming 2007 law and,therelore, exclude 

provisions that expire prior to thEI end of the Budget period and are adju$led for the eflects of unindexed parameters. 

(5) 	 Families witn nogative incomes are included in the total line but not shown separately: 

http:corpora.te


i. t: i 

Tax Proposals in the President's FY1998 Budget (1) 

(1998 Income Levels) 

Family Economic 


Income Quintile (2) 


I 	 Total TaJ( Change Tax Change as a Percent of: i 

I CurrentNumber Family 

Percent FederalAverageI at Economic 

Taxes (4) TaJ( 	 Change Amount (3) Distribution IncomeFamilies 
(-AI)(%)($) (%)(SM)I (miltions) 

Lowest (S) 


Second 


Third 


Fourth 


Highest 


Total (5) 

Top 10% 

TopS% 

Top 1% 

21.6 

22.2 

22.3 

22.3 

22.3 

111.3 

11.1 

5.6 
1.1 

12 

·90 

·240 

·377 

-182 

-175 

34 

235 

935 

251 

-1999 

-5331 

-8364 

-4064 

·19516 

376 

1.313 
1,049 

-1.3 2.00 0.12 

10.2 -3.25 -0.37 

27.3 -3.36 ·0.56 

43.0 -2.72 -0.52 

20.8 ·0.45 -0.10 

100.0 .1.34 ·0.26 

·1.9 0.06 0.01 

-$7 0.27 0.06 

·5.4 0.40 0.10 

Department or the Treasury February 13. 1997 

Office of Tax Analysis 

(l) This table distribules Ihe estimated change in lax burdens due to the lax proposals in the PreSident's FY1998 Budget. 

(2) 	 Family Economic IncQme (FEI) is a broad·based income concept. FEI is constructed by adding to AGI unreported and under­

reported income; IRJ~ and Keogh deductions: nont.axable transfer payments such as Social Security and AFDC; employer. 

provided fringe benefits; inside build-up on pensions, IRAs, Keoghs. and life insurance, lax-exempt interest; anclimpuled rent 

on owner-occupied h.)using·. Capital gains are computed on an accrual basis, adjusted II)( inflation to the extent that reliable 

data allow. InflationalY losses of lenders are subtracted and gains or borrowers are added. There is also an adJustment for 

accelerated depreclalion of noncorporate businesses. FEI is shown on a (amily rather than a tax-return basis. The economic 

incomes of aU membE'rs of a family unit are added to arrive al the family's economic income used in the distributions. 

(3) 	 The change in Federallaxes is estimated at 1996 income levels but assuming fully phased in (2007) law and behavior. FO{ the 

IRA proposal. the ch,,'nge is measured.'1S the presenl \I~lue 01 the tax savings lrom one year's contributions, 

(4) 	 The taxes included are individual and corporate Income. payroll (Social Security and unemployment), and excises. Estate and 

gitll8xes and cusloms duties are ellckJded. The indil/ldual income tax is assumed 10 be borne by payors. the corporate 

income tall by cap~al income generally, payroll taxes (employer and employee shares) by labor .(wages and sett--employmenl 

income), ellcises on purchases by inOiviOuals by the purchaser, aod excises on purchases by business in proportion to total 

consumption expend~\lres. Federal taxes are estimated al 1998 Income levels but assuming 2007 law and, therefore, e)(clude 

provis.ons thai expire prior to the enO ot the BUdget penod and are adluSled tor the effects of untndexed parameters. 

(5) 	 Famlhes with negative ."c·omes are excluded Irom Ihe lowest QUlnlrle but Included 'In the tOlal hne 

NOTE QUlntlles begin al FEI QI Second $16,950. Th<rd $32,563. Fourth $54.758. Highest $93.222. Top lOOk $127,373. 
Top 5% $170,103. Top 1% $408.551 
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Tax Proposals in the President's FY1998 Budget (1) 

(1998 Income levels) 

F'~'E~J· 
lIS II Percent of: 

Number Famlly 

of Average Percent .Economic 

Income Class (:2) Tax Change Distribution 

(000) $ % 

0-15 18.5 15 274 ·1.4 2.94 0.17 

15 - 30 21.S -70 ·1526 7.8 -3.04 ..0,31 

36-40 12.1 ·162 ·1952 10.0 -3.14 . ..0,47 

4O~50 9.7 ·268 -2602 13.3 -3.56 ..0,60 

50·60 7.9 ·337 ·2651 13.6 -3.37 ..0.61 
60 - 75 9,4 -366 ·3441 17.6 -3.93 -0.75 
75:·100 1U ~3 -4720 24.2 -2.12 -0.42 

100·200 15.6 ·272 -4246 21.8 0.31 0,06 

200 & over 3.9 342 1337 . ~.9 0.00 0.00 

Total (5) 111.3 ·175 ·19518 100.0 -1.34 ..0.26 

Department of the T reilsury 	 February 13. 1997 , 
Office of Tax Analysis 

(1) This tab'e distribUles the estimated change In tax burdens due 10 the lax proposals in Ihe P,esidenl's FY1998 Budge\. 

[2) F.m~y Economic Incomo (FEI) ~ a broad-base<! income concept FEI is conslluc1~ bV add.ng to AOI unreported and under· 

,epotlod income: IRA and Keogh deduc1ion$; nonlaxable Iransrer payments such as Social Security and AFOC; emplover' 

plovided rdnll" benef~s: inside build-up on pensioM. IRAs. Keoghs, and life insurance: tax-exempt intalest; and imputed ,enl 

on owner-<)Ccupied housing. Capital gains are computed OlIan accrual basis, adjusted 101 innation to Ihe ertent Ihat reliable 

data allow, tnnationary 10$se$ or lenden are $ubtrac1ed lind gains or borrowers are added. There is also an adjustm8ll1lor 

accelerated depr&cialion or noncofporate busineues, FE.I is shown on a ramity rather than'l tax·return basis. The economic 

incomes or all memb"rs ot a. family unit ,afa added to arrive al the family's economic income used in Ihe dislributions. 

(3) 	 The change in Fedorallax.s is ."timated at 1998 income levels but assuming fully phased in (2007) law and behavior. For lhe 

IRA proposai. the chnnoe is measufed as Ihe pr"en! ""Iue of the tax savings from one year's contributions. 

(4) 	 The laxes included are individual and corpolate income. payroll (Social Security and unemployment). and excISes Estate and 

gil! taxes and custom!, dUlies Ilfa excluded. Tne individual income tu is assumed to be borne by pavors. the corporate 

inc;ome tax by capital income generallv, payrolltll.e~ (emptoyer and employee shafes) by labor (wages and self ....mploVment 

income). ..cises on purchu8s bv individuals by the purct\a$<lr, and excises on pUfchasas bV business in proportion to lolal 

consumption expenditlJ18S. Fedel.altaxes ar. estimated .t 1998 income levels but assuming 2007 law and, Ihe,efC>fe, exclude 

pfovisions that expire prior to the end or the Budget period and ale adjusted for the el!ects or unlOdexed parameters. 

(5) Families wflh nellatiYe i"com'es are ,neluded in the lotal line bUl not snown sepalalely 



¥ery PrelimjnalY 

Tax Provisions in the "American Family Tax Relief Act" (5. 2) (1) 

(1996 Income Levels) 

I Tax Change 
,Tolal Tax Change I as a Percent Number Tax Change 

. of Average as a Percent I Percenl I. of Current 
Families Tax Change of inco(neAmount (3) Distribution IFederal Taxes 

(%){millions) '(IM) J (%1. . (Ok)J$) 
',mil, E",oom}

I Income QUinlile;~ 
Lowest (4) 


Second 

Third 


Fourth 


Highest 


Total (4) 

Top 10% 
.Top 5% 
Top 1% 

21.4 
21.9 
21.9 
21.9 
21.9 

109.4 

10.9 
5.5 
1.1 

-19 
·109 
..JOO 
·52B 

·1600 

·516 

·2330 
·3527 
·9595 

-409 

-2388 
-6557 

·11555 
.35007 

·56415 

-25501 
·19294 
·10496 

0.7 ·2.89 
4.2 ·3.90 

11.6 -4.48 

20.5 -4.25 

62.1 -4.49 

100.0 -4.42 

45.2 -4.51 
34.2 -4.65 
18.6 -4.73 

·0.22 
·049 
..(l.7B 
..(l.B5 

·1.01 

..(l.S9 

·1.03 
·1.08 
".16 

Department of the Treasury January 23. ,1997 
Office of Tax Analysis 

(1) 	 This table distribulos the es!i;""aled change!n tax burdens due to the tax provisions in the "American Family 1ax Relief Ar:r 

(S. 2). sponsored by Senators Roth and Lott. The Act includes IRA. chUd credn. and c:apital gains provisions. This lable 


assumes: i) the IRA provision would have the same distributional impact 11$ thaI of the backloaded IRA and spousal IRA 


in the "Contract with America"; ii) the child credit provision is the same as that in the -Revenue Reconciliation Act o( 1995' 


and iii) the capital gains provision is the same 8sthat in the ~Revenue ReconclliationAct of 1995" excepl indexing is nol' 


delayed. Tho Act also inclUdes e:stale and gift tax provisions which are not included in the table 


(2) 	 Family Economic Income (FE/) is • broad-based income concepl. FEI is const:nJcted by adding to AGI 

unreported and undeneported income; IRA and Keogh deductions; nontalCable ITansler payments such 

as Social Security and AFOC; employer..providad fringe benefits; Inside build-up on pensions, 1RAs. 

Ke<:lghs. and life Ins.urance; tax-exempt interest; and Imputed rent on owner-occupied housing. 

Capital gains arc computed on an aCCfUal buls, adjusted for Inftation to tho extent reliable data ailow. 

Inflationary losses oIlonders are subtracted end gains 01 bon~rs a(8 added. There is elso an 

IIdjustmenl for acceh~rated depreciation of noncorporate businesses. FEI is shown on a family rather 

than a tlIx"oturn basis. Th<! o<:onomic incomes 01 all members of a family unit are added 10 arrive at 

. the familis economic income used in the distributions. 

(3) 	 The ch~rige in F,edeml taxes is estimated 8t1996 income levels but assuming luby phased in law and tong.run behavior. 

Tho eHect of the IRA proposal is measured 8$ the presenl value 01 lax savings on one yea($ contribUtions. The incidence 


assumptions for tax changes Is tho sa,,", illS for cunent law taxes. 


NOTE: Quintiles begin at FEI of: Second S15.604; Thitd $29.717: Fourth $48.660; Highest$79.056; 

Top 10% $108.704; 'Top 5% $145,412; Top ,% $349.438. 



very Preliminac.: 

Tax Provisions In the "American Family Tax Relief Act" (5. 2) (1) 

(1996 Income Levels) 

F",;I, Ero"""'"l 
Income Class (2; I 

(000) 

Tax Change 

Number Total Tax Change as a Percent Tax Change 

of Average Percent. of Current as a Percent 

Families Tax Change Amount (3) Distribution Federal Taxes 
I 

of Income I 
(millions) ($) ($M) (%) (%) I (%) : 

0-10 12.5 -13 .166 0.3 -2.S2 -0.23 

10 - 20 16.2 -46. -743 1.3 -3.46 -0.31 

20 - 30 15.1 . -131 -1976 3.5 -3.94 -0.53 

30-50 22.7 -306 -6957 12.3 -4.45 -<l78 

50 - 75 18.3 -514 -9439 16.7 ·4.21 -<l.84 

75 -100' 10.8 -817 -8820 15.6 -4.50 -<l.S5 
100-200 10.6 . ·1224 ·12932 22.9 -427 ·0.94 

200 & over 2.8 ·5354 ·14883 26.4 . -4.70 -1.11 

Total (4) 10S.4 -516 ·56415 100.0 -4.42 -<l.B9 

theDepartment January 23, 1997 


Office of Tax A.ncllysis 


(1) This table distributes the estimated change in tax burdens due to the tax provision .. in the 'American Family Tax Relief Act' 

(S. 2), sponsored by Senators Roth and lon. The Ael includes IRA, child credit, lind caPital gains provisions. This table 


assumes: i) tMIRA provision would have the sarno distriblllional impael as that 01 the ~ckloaded IRA and spousal IRA 


in the 'Contrael \Ynh America'; ii) the child credit provision is the same as that in the 'Revenue Reconciliation Ael 01 1995" 


and iii) the.capitall gains provision is the same as Ihat in the "Revenue Reconciliation AC1 of 1995~ except iodelting is not 


delayed. Tho Act also includes estate and gift tax provisions which are not included in the table 


('2) Family Economi,; Income (FE I) is a broad-based i~come c:ori~ept.FEt is conslructed by adding 10 AGI 

unreported and underreported income; IRA and KeOgh deduelions; nontaxable traMfer payments such 

. as Social Security and AFOC; ~loYer.provid"d fringe benefits; inside buillk/p 01\ pensions, IRAs, 


Keoghs, end lif., Insurance; ta.-exempl inlerest; and imputed rent on owner-oc:cupie<i housing. 


Capital gains arEI compllled on an accrual basis, adjusted for inflation lolhe 'extent reliable data allow., 


Inflationary losse;! of lenders afe sublraeled end gains 01 borrowers are added. Th«e is also en 


adjust men I for a,:celerated depreciation 01 noncorporate businesses. FEI is &hown on e family rather 


than a tax-return ba~is. The economic incomos 01 all members of a familY unit are added to arrive at 


Ihe family's economic income used in the distributions. 


(3) The change in FEoderaltaxes i:; estimated al 1996 inCome levels but assuming lully phased in law and long-run behavior. 

The eHeel of the IRA proposal is measured as the present value of ta'x savings 00 one yea(s contfiblllions. The incidence 


assumptions for tax changes is the same as for curront law taxes. 


(4) Families wi1h neg;ltive incomes are included in the.tolalline bill nol shown separately. 



DEPART,MENT OF THE TREASURY 

WASHINGTON. D.C. 20220 


June 2, 1997 , 

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN 

DEPUTY SECRETARY SUMMERS 


FROM: 	 DON LUBICK 

ASSISTANT SE ~ RY (TAX POLICY) 
.. , 

SUBJECT: 	 Memos on Tax Issues 

The following package contains seven memos addressing different aspects of the tax 
. package, Tbey are: AMT reform, capital gains indexing, the borne office deduction, small 
business capita.i gains tax preferences, refundability ofthe Kidsave credit, costs of ourproposed 
package over the second ] O-years, and distributional effects of the proposed package. 

/t..;' ( L ('. C -to :Jj··V 
/uu­
SJ 

Art? 

f [QLI.~ 
U) 

.!i./l) 



DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 20220 


May 30, 1997 , 

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN 
DEPUTY SECRETARY SUMMERS 

1 

DON LUBICK L,.. . . .IFROM: 
ACTING ASS'S ~tSECRETARY (TAX POLICY) 

SUBJECT: Reforming the Alternative Minimum Tax 

In the absence of policy changes, the number of taxpayers that pay taxes because of the AMT 
(as opposed to the regular income tax) will increase by roughly 25 percent per year: from 0.9 
million in 1997 to 2.4 million in 2002 to 8.4 million in 2007. The taxpayers who are thrown onto 
the AMT will increasingly be taxpayers who ~re not traditionally viewed as aggressive or abusive 
0'[ the tax system. The items that will force taxpayers onto the AMT are state and local tax 
deductIons, personal exemptions, and the standard deduction; these are not the tax preferences 
that the AMT was designed to limit. Forcing many millions of taxpayers to fill out a very 
complicated tax for a parallel tax system will infuriate most taxpayers and may put in peril the 
survival of the whole progressive tax system. 

The main components of our proposed reforms are (I) index AMT exemption at 2002 levels, 
(2) allow personal exemptions and the standard deduction to be deducted under the AMT, and (3) 
allow personai credits (e. g., child-care credit, and the proposed HOPE and child credit) to offset 
AMT liability. The cost of the proposal would be limited by delaying the effective date until 
2003. 

There are two major political problems associated with AMT reform. First, because so many 
taxpayers will be affected by the AMT in the future, the long-run costs of solving the problem are 
high and the solution disproportionately benefits higher-income taxpayers. The distributional 
consequences are driven by the fact that the AMT has a $45,000 exemption, which eliminates 
most low-income taxpayers. Even so, rough preliminary calculations suggest that half the benefit 
of the proposed AMT reforms in 2007 would accrue to taxpayers with adjusted gross income 
under $110,000 (in 1997 dollars). Second, because the costs of the AMT increase sharply over 
the 10-year budget window, tackling the problem makes it more difficult to challenge 
Congressional Leadership proposals with the criticism that costs explode in the out years. 

Strate~y 

Given the impending AMT problem, there are three policy options. 

o 	 Drop the AMT reform proposal altogether. QTP opposes this option, because 
tackling the problem will get increasingly expensive over time, and as more taxpayers get 



. 	 , 

affected by the AMI, support for the income tax is likely to erode. Moreover, by not 
tackling the problem now, there will be irresistible pressure for future tax cuts (to fix the 
AMT problem), with resulting pressure to reduce spending and/or increase the deficit. 
Over time, the AMT is likely to generate resentment that will be easily exploited by those 
wishing to "rip the tax system out by its roots." 

a 	 Embrace the proposed reform. 10 do so will require a willingness to make the 
(conce:ptually correct) argument that AMT reform is unlike most of the other tax cut 
proposals in the balanced-budget package. In contrast to capital gains tax cuts or the 
exploding costs of back loaded lRAs, the rapidly increasing cost of the AMI arises 
largely from a rapidly increasing number of taxpayers being subjected to the AMT. In 
contrast, rapidly increasing costs of capital gains tax cuts come from large benefits being 
granted to relatively small number of taxpayers. Put differently, most of the cost of AMT 
reform comes from relieving taxpayers from paying a tax in the future that they do not 
currently pay and may not even know exists. A second argument is that the AMI, if left 
unreformed, will reduce the value of the child credit and HOPE credit, so to make these 

. initiatives work correctly, the AMT must be changed. 

o 	 Adopt a middle (though Closer to doing nothing) approach. If the AMI reform 
package drops indexing and keeps the personal exemption as an AMI preference item 
(so it eliminates the standard deduction as a preference, eliminates deadwood provisions, 
allows personal credits to offset AMT liability, and eliminates ties between the parent's 
AMT r!;\turn and the kiddie-tax child's AMT return), the package is inexpensive ($5.3 
billion in the second five years) and does not explode. This solution does not solve the 
future AMT problem, but does buy some simplification. 

We would welcome your guiqance about which AMI approach we should take in our. 
package. . . . 
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DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 20220 


June 2, 1997 

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN 
DEPUTY SECREJ1J}Y SUMMERS 

FROM: 	 DON LUBICK f! t~ 
ACTlNG ASSISTANT SECRETARY (TAX POLICY) 

SUBJECT: 	 Capital Gains I~dexing 

The Office of Tax Policy is opposed to indexing capital gains as part of the tax bill. Doing 
so, particularly in combination with a capital gains exclusion, would bestow inappropriately large 
benefits on high-income taxpayers, adds to the incentive to fonn tax shelters and significantly 
increase the complexity of the tax system. For similar reasons, the New York State Bar 
Association has "strongly opposed"indexing both in testimony and several reports submitted to 
Congress. For example, they stated in a 1995 report sent to Mr. Archer that: 

The indexation proposals currently before Congress are fundamentally 
flawed. The proposals would: pennit.unwarranted tax avoidance and . 
revenue loss; potentially result in the mass marketing of tax shelters to well 
advised and high income taxpayers, as in the 1980's; and vastly increase the 
burden and complexity of the tax system for aU taxpayers, as well as the 
IRS, at a time when many believe that its complexity has already brought it 
near the breaking point. Moreover, even ifa theoretically sound system of 
indexation could be developed, the additional complexities that would be 
necessary to do so would completely overwhelm taxpayers and the IRS. 

PrinCipal'problems with indexing 
( 

Double benefit. One ofthe principal arguments for a capital gains exclusion is that part of 
the gain represents the effects of inflation and does not constitute real income. Thus, including 
both indexing and a capit~lI gains exclusion (or separate rate schedule) in a package would 
overcompensate for the effects of inflation. 

Out year costs. Treasury estimates that the indexing provisions in S.2 (indexing on top. of a 
SO percent exclusion) would add $40 billion to the $53 billion ten-year cost of a 50 percent 
capital gains exclusion. Thus indexing on top of an exclusion, is very costly (3 percent . 
compounded over 10 years is 34 percent, over 20 years it is 81 percent), Revenue losses from 
indexing are exacerbated beyond the simple effect of compounding because with indexing, a 
portfolio will have a larger share of assets with no inflation-adjusted gain. Thus, taxpayers will 
have more opportunity to choose to sell only assets with no realized gains, and hence no tax due. 



CompleJity. Any indexing proposal, whether in conjunction with an exclusion or by itself, 

will introduce ~ignificant new complexity into the law. Under current law a taxpayer can 

generally compute the gain from the sale ofan asset simply by comparing the amount re~ejved 


from the sale to the cost of the asset. The date an asset was purchased is relevant only in 

determirung whether any gain is long term or short term--if the asset has been held for more than 

one year the gain is long term and the acquisition date of the· asset (and any related improvements) 

is entirely irrelevant. Under an indexation system, a taxpayer would need to know the date on 

which an asset was acquired illlii the date on which any sigruficant improvements were made to 

the asset This adds significant complexity to many common situatiods, as noted by the New 

York State Bar Association in its testimony before the Finance Committee in 1995: "Activities 

that are relatively simple today will involve massive calculations under indexing -- buying and 

improving a home, buying and selling stock, or buying an interest ina mutual fund. You could 

not invest in a simple dividend reinvestment plan without an accountant." The problems are 

considerably greater in the case of pass-through investment vehicles (including partnerships, S 

corporations, real estate investment trusts, and mutual funds). Finally, only certain types of assets 

typically qualify for indexing, thereby placing additional pressure on distinguishing similar types of 

assets. For example, debt instruments typically are not indexed, making the distinction between 

debt or equity more important. 


The indexation proposals in recent Republican bills address these concerns with a series of 
. uneasy compromises at best. These compromises are likely to lead to uneconomic transaction 
motivated solely by the desire to benefit from indexation in inappropriate ways. Capital gains are 
indexed in the U.K. tax system, but the system allows roughly $20,000 of realized capital gains 
(per married couple) to be exempt from taxation, so the complexity of indexation is avoided by 
exempting capital gains from taxation for most taxpayers. 

Arbitrage.. Any form of preferential treatment for capital gains creates the potential for 

arbitrage and distorts investment incentives in favor of assets qualifying forthe preference. 

Whether the indexation of basis results in greater incentives for arbitrage than a capital gains 

exclusion depends upon the size of inflationary long-term gains relative to nominal long-term 

gains. For example, if inflationary gains are more than half of nominal gains, indexing generally 

creates greater arbitrage potential than a 50 percent exclusion. The Joint Tax Committee staff 

recently published a table showing that, for assets held for several years and sold in 1994, the 

inflatioriary component was generally above 40 percent of nominal gains. 


The easiest forms of arbitrage involve borrowing to invest in the tax-favored assets. In the 

absence of special provisions, the interest expense associated with the borrowing is fully­

deductible at ordinary rates while the income on the tax-favored asset is taxed at lower rates. As 

a result, taxpaye~rs can make money on an after-tax basis from investments that lose money on a 

pre-tax basis. 


Example: Under current law the highest rate of tax on ordinary income is 39.6 percent. 
The highest rate of tax on capital gains is 28 percent. A taxpayer borrowing $10,000 at 
10 percent to invest in a capital asset that earns a return of9 percent would lose $100 on 
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a pre·tax basis. On an after tax basis, in the absence of anti-arbitrage rules, the same 
taxpayer would ,be $44 ahead (the $1,000 interest deduction would reduce tax liabilities 
by $396 while the 900 capi+lIl ~ain would produce tax liabilities of $252; the net $144 
tax savings would more than offset the $100 pre-tax loss). Note: Lenders are often 
tax· exempt, so that interest income is not taxed. 

The Internal Revenue Code already contains a number of complex provisions. 
illtended to prevent (or at least deter) such arbitrage transactions. None of the provisions 
work perfectly. As discrepancies between the treatment of ordinary income and capital 
gains are increased, the incentive to engage in arbitrage increases correspondingly, with· 
the result that more pressures are placed on the existing rules and new rules need to be 
considered. 

Price index. Typically, CPI is used in the Tax Code to adjust for inflation. Given ' 
the recent controversy surrounding cprs accuracy as a measure of inflation, we would 
need carefully to consider whether its use would be proper for capital gains indexing. 



DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 


SECi'll rARY OF THE TREASURY July 3, 1997 

.u.S .-HolUse,of Representatives 
Washington, D~c. 20515 

Dear CQnferee: 

We are pleased that substantial progress has been made toward implementing the terms of the 
historic bipartisan budget agreement between the President and the Congress. We look forward 
to continuing bipartisan cooperation as we work together to produce a tax-cut package that 
fulfills the agreement and best serves the American people. To that end, I would like to share. 
with you the Administration's views on major issues in conference on the tax portions of revenue 
reconciliation. In addition, we expect to communicate further with you regarding provisionsnot 
addresse:d in this letter. 

In general, as we have previously indicated, the Administration strongly believes that any tax-cut 
package must meet four basic tests to reflect sound policy. First, the tax cuts must be fiscally 

. responsible by avoiding an explosion in revenue costs in later years. Second, the tax cuts must 
provide a fair balance ofbenefits for working Americans. Third, the tax cuts must encourage 
economic growth. Fourth, the tax package must reflect the terms ofthe bipartisan budget 
agreement, including a significant expansion of opportunities for higher education for American.s 
of all ages. Neither bill meets these tests. 

While the Senate bill is an improvement over the House bill, both bills provide too little tax relief 
to middle-income families. In both the House and Senate bills, the middle sixty·percent of 
families receive just one-third pf the tax cut; these families would receive twice as large a share 
under the President's proposal. 

Education Tax Incentiyes 

We are pleased that each bill contains a version .ofthe President's HOPE Scholarship proposal. 
Nonethdess, both the House and Senate bills are inconsistent with the bipartisan budget 
agreement because they fall far short of meeting the specific agreement ofproviding roughly $35 
billion over five years of higher education incentives along the lines of the President's HOPE 
Scholarship credit and tuition deduction proposals. 

While the HOPE Scholarship credit as modified in the Senate biJ1 is an improvement over the 
version in the House bill, each bill significantly reduces the value of education benefits for millions 
of stude:nts attending low-cost institutions by cutting the percentage of expenses covered by the 
credit (50% in the House bill, 50% to 75% in the Senate bill). 



DEPARTMENT OF THE TREASURY 

WASHINGTON. D.C 


SE.CRI:TARV OF THE TRE.AS·UR'r July 3, 1997 

United States Senate 

Washington, D.C. 20510 


Dear Conferee: 

We are pleased that substantial progress has been made toward implementing the terms of the 
historic bipartisan budget agreement between the President and the Congress. We look forward 
to continuing bipartisan cooperation as we work together to produce a tax-cut package that 
fulfills th,e agreement and best serves the American people. To that end, I would like to share 
with you the Administration's views on major issues in conference on the tax portions of revenue 
reconciliiltion. In addition, we expect to communicate further with you regarding provisions not 
addressed in this letter. 

In general, as we have previously indicated, the Administration strongly believes that any tax-cut 
package must meet four basic tests to reflect sound policy. First, the tax cuts must'be fiscally 
responsible by avoiding an explosion in revenue costs in later years. Second, the tax cuts must 
provide a fair balance ofbenefits for working Americans. Third, the tax cuts must encourage 
economic: growth. Fourth, the tax package must reflect the terms of the bipartisan budget 
agreement, including a significant expansion ofopportunities for higher education for Americans 
of all ages. Neither bill meets these tests. 

While the Senate bill is an improvement over the House bill, both bills provide too little tax relief 
to middle-income families. In both the House and Senate bills, the middle sixty-percent of 
families rc~ceive just one-third of the tax cut; these families would receive twice as large a share 
under the President 's proposal. 

Education Tax Incentives 

We are pleased that each bill contains a version of the President's HOPE Scholarship proposal. 
Nonethel~~ss, both the House and Senate bills are inconsistent with the bipartisan budget 
agreement because they fall far short of meeting the specific agreement of providing roughly $35 
billion over five years of higher education incentives along the lines of the President's HOPE 
Scholarship credit and ~ujtion deduction proposals. . 

While the HOPE Scholarship credit as modified in the Senate bill is an improvement over the 
version in the House bill, each bill significantly reduces the value of education benefits for millions 
of students attending low-cost institutions by cutting the percentage of expenses covered by the 
credit (50% in the House bil.l, 50% to 75% in the Senate bill) 



Neither bill in'cludes a widely available tuition deduction or credit to help beyond the first two 
years of higher education that is consistent with the tuition deduction in the President's budget 
proposal. We ate particularly concerned that neither bill significantly promotes life-long learning, 
which we believe is a critical component of education in our changing economy. In addition, 
neither bill offers low-income students and students who work to pay tuition meaningful help . 
beyond the, first two years of higher education. Instead, the bills require taxpayers to have the· 
funds available to put into savings in order to be entitled to any assistance other than for the first 
two years. 

( . 

We also object to the education IRAs and prepaid tuition account provisions of both bills. These 
provisions niil to place sufficient limits on the income of contributors, the amounts contributed, 
and the usc;:s of funds to ensure that,the tax benefits go to those who need real relief from the 
costs ofhigher education. Because most workers already have an opportunity to contribute to tax 
deductible IRAs and the President has proposed to allow penalty-free IRA withdrawals to be used 
to finance higher education expenses, the education IRAs and prepaid tuition plans in the House 
and Senate bills will largely become vehicles to provide tax breaks for saving by upper income 
taxpayers that would have occurred anyway. We also object to the provision in the Senate bill 
that allows tax-free withdrawals from these accounts for primary and secondary school tuition, 
because it provides Federal subsidies to parents who send their children to private elementary and 
secondary schools. 

Overall, as compared to the President's proposals, both packages direct more benefits toward 
upper-income families while reducing the benefits to lower-income families, particularly those 
who rely on their earnings to finance higher education. The packages are clearly inconsistent with 
the bipartisan budget agreement 

AIDninistration Position: 

HQPE Scholarship and 20 percent Tuition Credit: The Administration remains strongly 
committed to the principle that the education tax incentives must be fair, must genuinely 
expand educational opportunities for Americans, and must promote !ife-Iong learning. To 
accomplish these objectiv~s, the Administration believes the conferees should provide 
roughly $35 billion over five years for higher education by adopting the HOPE 
Scholarship, which gives a credit of 100 percent of the first $],000 of tuition and fees, and 
50 percent of the next $1,000 in 1998 through 2002: Students must attend school at least 
half time in the first two years of a post-secondary degree or certificate program. If a 
student is not eligible for the HOPE Scholarship but is pursuing a post-secondary degree 
or certificate or is enrolled in classes to improve job skills, a 20-percent credit for tuition 
and fees up to $5,000 thr:ough 2000 and $10,000 thereafter should be granted. 

This proposal addresses Congressional concerns in two ways: it lessens concerns about 
tuition inflation by limiting the marginal subsidy of the HOPE Scholarship to 50 cents on 
the dollar (rather than dollar for dollar) for students with tuition between $1,000 and 
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$2,,000. It also increases the progressivity of the tuition deduction by converting it into a 
20··percent credit. 

Administration Position on Other Features in the Education Packages 

In addition to providing $35 billion for the HOPE Scholarship and 20-percent tuition 
credit, the Administration believes that the tax package should do the following: 

• 	 Adopt proposals to aid K"-12 public school construction (and other activities) in 
poor neighborhoods. 

• 	 Make permanent the exclusion of employer-provided educational assistance from 
taxable income and extend the exclusion to graduate education (Section 127). 

• 	 Adopt a student-loan interest deduction and a loan forgiveness exemption similar 
to those contained in the Senate bill. 

Provide tax incentives to help public elementary and secondary schools obtain up­
to-date computer technology. 

• 	 Include a proposal to repeal the $150 million bond cap for new capital 
expenditures by private colleges and universities. 

Child Credit 

We are pleased that both the· Senate and House bills include credits for families with children. We 
are deeply concerned, however, that relative to the President's proposals, the Senate bill denies 
the child ci'edit to 3.8 million low-income, working families who earn less than $30,000, and the 
House bill denies the credit to 4.8 million ofthese working families. These families pay significant 
payroll and other federal taxes, and deserve a child credit to help raise their children just as much . 
as other families. Accordingly, we object to stacking any portion of the child credit after the 
earned income tax credit unless the child credit is fully refundable. We note that both the 1995 
Balanced Budget Act passed by Congress and the legislation introduced by Majority Leader Lou 
(S.2) this year, stacked the child credit before the EITC, as did the Democratic alternatives 
drafted by Representative Rangel and Senator Daschle. The Democratic packages also contained 

( 	 refundability features consistent with the Administration's proposal. In addition, we have a major 
objection to the provision in the House bill that would reduce tax benefits for many working 
families who are entitled to a tax credit for their child-care expenses under current law. 

AdJministration Position: The Administration believes the child credit should be stacked 
b.cl!~ the EITe. The $500 child credit ($400 in 1998) should be available for children 
under 17 through 2002 and under 19 thereafter. In addition, the child credit should be 
refimdable to the extent that the family's payroll taxes exceed their earned .inc?me tax 
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credit. The credit should be accompanied by an optional Kidsave Account that allows 
parentsthe option to contribute up to the amount of the credit plus $500 per. child to a 
nondeductible, backloaded IRA-type savings vehicle. Under this proposal earnings could 
be distributed tax-free for a child's post-secondary education or purchase of a first home, 
or for the parent's retirement, and the income limits would be the same as in .the 
Pr~:sident's proposal (phased out between $60,000-$75,000 through 2000, and $80,000- . 
$100,000 thereafter). The child credit and its income thresholds should be indexed for 
inflation.. 

We~ note that the Senate adopted Senator Kohl's amendment to provide new incentives to 
expand the availability of licensed; accredited day-care facilities for working parents. 
Improving the quality and availability of child care for working families is an objective we 
share. 

Capital G:ains Relief 

We are pleased that both the Senate and House bills contain the President's proposal to exclude 
up to $500,000 of capital gains from home sales. The Administration has recently announced its 
intention to expand the scope of existing provisions for targeted small-business capital gains relief 
We are ple;ased that the Senate bill incorporates a provision that is, in many respects, consistent 
with our proposal, although we have concerns about certain aspects of the Senate version. 

We object to the additional across-the-board capital gains relief in both bills, which is too 
generous and would disproportionately benefit the wealthy over lower- and middle-income wage 
earners. Moreover, we are opposed to indexing capital gains as is done in the House bill. 
Indexing would contribute to an explosive revenue cost after 2007, possibly jeopardizing all our 
important vvork on deficit reduction. In addition, indexing is enormously complex and would be 
difficult to administer. We also object to the provision in the House bill for corporate capital 
gains relief, which is unwarranted and unlikely to create any significant economic growth. 

Adininistration Position: The Administration urges. the conferees to provide a 30­
percent exclusion for long-term capital gains. Thi's reduces the top rate on capital gains to 
27.72 percent for taxpayers in the 39.6 percent brack~t. The President's proposal reduces 
the tax rate to 19.6 percent for taxpayers in the 28 percent bracket and reduces the tax 
rate to 10.5 percent for taxpayers in the 15 percent bracket. The proposal would include 
the President's home sale provision and targeted small-business capita1 gains re1ief 

Alternative Minimum Tax Relief 

We are pleased that the House bill incorporates a version of the President's proposal to exempt 
small corporations from the AMT. Wealso acknowledge the importance of provisions in each bill 
designed to compensate for the previous lack of indexing of the individual AMT exclusion for 
inflation. We object. however, to the House provision that would provide $22 billion over five 
years in unwarranted AMT relief for large corporations. 
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Administration Position: The House provision for AMT relief for large corporations 
shcluld not be adopted. 

IRAs and Other Sayin1;:s Incentiyes 

The Administration continues to believe strongly in the importance of encouraging savings, 
particularly for retirement and education, and supports the IRA concept. The President's proposal 
includes a new saving vehicle targeted toward middle- and lower-income families, allowing 
parents toeontribute to Kidsave accounts for their children's education, first-time home purchase~ 
or the parents' retirement. The Administration's proposal would also encourage increased savings 
by middle- and lower-income families by making existing IRAs more flexible. 

We believe: it is important that new savings incentives be sufficiently targeted in order to ensure 
they generate new savi'ngsand to provide savings for those who need them most. The back-loaded 
IRAs in both the Senate and House bills are not sufficiently targeted to lower- and middle-income 
families. The lack of income limits for contributors to these back-loaded IR.As compounds the 
out-year cost explosion. Out-year explosion of revenue cost is inconsistent with the bipartisan 
budget agwement. Because most workers can contribute to tax-deductible IRAs, the hew 
provisions will largely displace saving that would have otherwise occurred by upper income 
taxpayers. Targeted incentives such as the Administration's optional Kidsave proposal will be 
more successful in significantly increasing new saving. The back-loaded IRA provisions' 
contained in the Senate and House bills .also add significantly to the problem of unfair. distribution 
of tax bene:fits. 

Administration Position: The current structure oflRAs should be continued with the 
following modifications. Penalty-free withdrawals from existing lRAs should be allowed 
to f:inance higher education expenses, for first-time home purchases, and for certain other 
limited purposes. Optional Kidsave accounts should be provided for taxpayers who are 
entitled to a child credit, with contributions limited to the amount of the child credit plus 
$500 per child. 

Estate Tax Relief 

We are pleased that both the Senate and House bills have included versions of the 
Administration's proposal to provide liquidity relieffor estates containing small businesses and 
fann·s. We object, however, to the sweeping estate tax relief in both bills because it is too 
expensive and will be of no benefit to average Americans. It contributes to the probl~m of 
exploding out-year costs. We also object to the provisions in the Senate bill that would allow 
inappropriate tax-planning opportunities by providing special estate and gift tax treatment for pre­
paid tuition plans and an estate tax exclusion for conservation easements. Further, the unlimited 
repeal of the so-called "throw-back" rules in the House bill would allow certain trusts that are 
already tax-advantaged to reap additional, unwarranted tax benefits. We believe that estate and 
gift tax reli(:f is most productively targeted to owners of small businesses and f~rms, a)ong the 
lines of the small-business and farm provisions in the Senate bill, ' . 
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&jlministration PositiQn: The Administration believes a special exemption should 
be given for $900,000 ofvaliie in a qualified farm or small business in addition to . 
the $600,000 value of the unified credit; the value of estates eligible for liquidity 
reli.ef should be included as proposed in the Administration's FY 98 budget. rhe. 
throw-back rules should be repealed, but the status quo should be retained under. 
the throw-back rules for the pre-1984 trusts that are already entitled to a special 
exe:mption from the multiple trust rules. 

Distressed! Areas and Urba n Tax Initiatives 

. The May 15, 1997 letter to the President from Speaker Gingrich and Majority Leader Lott 
pledged to seek inclusion of the President's proposals intended to revitalize distressed urban and 
rural areas throughout the country. We object to the inclusion in the Senate and House bills of 
only very limited aspects of some of these initiatives, and omission ofother important initiatives 
altogether. For example, the President's brownfields proposal, which provides a tax incentive for 
environmental cleanup and encourages economic development in formerly contaminated areas, 
has been strongly supported in urban and rural communities and by the Nation's mayors. In 
addition, while we are pleased the House included a modified version of the President'swelfare­
to-work tax credit proposal, we are disappointed the Work Opportunity Tax Credit (WorC) 
contained in both the House and Senate bills allows employers to claim the worc for hiring 
workers for avery short period oftime and does not expand the Food Stamp target group in the 
worc to ,:;over childless, able-bodied adults ages 18-50 who are subject to the Food Stamp time 
limit and work requirements. 

We are also pleased that both the Senate and House bills include tax incentives for the District of 
Columbia, but we have significant concerns with specific proposals in both bills. We look forward' 
to working with you to pass a package of D.C. incentives that will be ofgreater benefit low­
income District residents. 

Mministration PositiQn: The tax bill should include the following provisions to help 
address the problems of distressed areas and our cities. 

• 	 Include the President's D.C. incentives. 

• 	 Provide tax incentives to clean up brownfields.in distressed communities across the 
United States. 

• 	 Expand Empowerment Zones and Enterprise Communities. 

• 	 Stimulate investments in Community Development Financial Institutions. 

While we would support the House provision on the enhanced welfare-to-work tax credit 
for long-term welfare recipients, the credit should be changed to 50 percent for both years. 
In addition, we would make no change in the current structure of the wore regarding 
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number of hours or credit structure, and would expand the Food Stamp target group to 
cover the 18-50 year olds. The package should also include provisions to facilitate 
restructuring our Nation's affordable housing portfolio, and provide tax incentives for new 
economic activity in Puerto Rico. . 

Superfund 

Consistent with the President's 1998 budget, the Administration supports the extension of the 
current Superfund taxes through 2007 in order to fully carry out the President's initiative to 
achieve clean-up at two-thirds of the national priority list sites by the year 2000. Funding for this 
initiative was a protected priority under the bipartisan budget agreement. 

Independe:nt Contractors 

We object 1lo provisions such as those in the House bill that would provide a new safe harbor for 
independent contractor status. These provisions would permit employers to avoid essential 
worker protections and could lead to widespread shifting ofemployees to independellt contractor 
status, resulting in loss of worker protections such as pension and health coverage, and wage and 
hour protections, unemployment insurance benefits and compensation for work-related injuries. 
An issue of such significance requires much deeper and fuller study and input from all affected 
parties. 

Administration Position: Do not include provisions on independent contractor status. 

Extension 'pfAirport and Airways Trust Fund Taxes 

We object to the changes in the structure of the airport and airways taxes made in the House and 
Senate bills. Just last year Congress directed the creation of the National Civil Aviation Review 
Commission to perfonn a thorough analysis of the costs of providing FAA services to ensure that 
any new fee: structures would reflect the use of those services. Both the House and the Senate 
bills would set new fee structures without the benefit of the Commission study. These proposed 
fee structurles could have enormous unintended consequences for the U.S. airline industry. 

A..d.I;ninistration Position: Extend the current airport and airways trust fund taxes so the 
National Civil Aviation Review Commission has sufficient time to study the issue. When 
it has completed its work, its findings should he taken into account in modifying or 
amending these taxes. 

Tobacco Tax 

The Senate bill contains a provisio!1 to raise tobacco taxes by 20 cents a pack, using part of the 
tax to fund children's health care. We have a significant concern about the use of the revenues 
from this talC All of these revenues should be committed to benefit children and health care, and 
not to pay for tax cuts. Weare also concerned that the funding for children's health derived from 
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the tobacco tax sunsets in FY 2002. We urge the conferees to continue funding for children's 
health bey<md FY 2002. . 

Administration Position: We support a 20-cent increase in the tobacco tax - we agree 
that it complements the budget agreement - and we endorse the idea ofusing all of the 
revenues raised by such an increase for initiatives that focus on the needs of children and 
health. We urge the Conferees to invest all of these funds wisely in order to ensure 
meaningful coverage for millions of uninsured children. . 

The DedudibiJity of Health Insurance Premiums . 

The Administration does not support the proposal included in the Senate bill to increase 
deductibility of health insurance premiums for the self-employed to 100 percent by 2007. It is 
unlikely tha.t parity between the tax treatment ofhealth insurance costs for employees and for 
self-employed individuals would result from increasing the tax deductibility of health insurance 
premiums for the self-employed to 100 percent. Since it is typical for employers to pay for only a 
portion of their employees' (or retirees') health care costs, the rest often is paid by employees and 
former employees in the form of after-tax contributions. The increase to an 80-percent deduction 
that the Administration supported in HIPAA will come closer to providing rough parity between 
employees over their careers and self-employed individuals than a 100-percent deduction for 
self-employed individuals. The Administration believes that HIPAA addresses this issue in an 
appropriate way and will continue' to work in support of proposals that expand health insurance 
coverage in an equitable manner. 

Explosion of Costs in Out Years 

As discussed in the May 15, 1997 Jetter from Speaker Gingrich and Majority Leader Lou, tax' 
provisions (If the budget reconciliation bill "shall not cause costs to explode in the out years. II This 
statement notwithstanding, the net tax cuts called for in the House bill increase to $40.9 billion in 
2007 from $29.7 billion in 2004. The net cuts in the Senate bill increase to $41.1 billion in 2007 
from $29.0 billion in 2004. This trajectory of revenue loss is not the inevitable consequence of 
the tax cuts specified in the. bipartisan budget agreement. The net cuts in the President's proposal, 
for example, only increase from $30.5 billion in 2004 to $34.1 billion in 2007 . 

The tax items causing out-year costs to increase sharply are those that disproportionately benefit 
high-income: taxpayers. In contrast, provisions that benefit middle-income families, such as the 
President' s I~ducation proposals and the child credit, over time become much less significant in the 
overall revenue loss under the House and Senate bills. Over the first five years, education and 
child credit provisions account for 84.5 percent of the total tax cut in the President's proposal, 
72.1 percent in the House bill, and 70.4 percent in the Senate bill. By 2007, these provisions 
account for 83.3 percent of the total tax: cut in the President's package, but only 38.1 percent in 
the House bm anp 43.2 percent in the Senate bill. While the significance of provisions targeted 
toward middle-income families diminishes over time in the Congressional packages, the cost of 
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provisions disproportionately benefiting high-income individuals explode. The capital gains, 
AMT, savings and estate tax provisions increase from 10.8 and 12.4 percent of the total gross tax 
cuts in the House and Senate bills respectively over the first five years to 55.4 and 53 percent 
respectively of the total gross tax cuts in 2007. The rapid giowth in the cost of these provisions 
between 2003 and 2007 causes us to be greatly concerned about the cost of the Congressional 
packages beyond the ten-year budget window. 

Sim plifj Cflit!.2.!! 

The Administration is strongly committed to simplifying the tax laws and enhancing taxpayers' 
rights. In April, we released a revenue-neutral package of some 60 measures designed to further 
these objectives. We are pleased that 48 of these proposals are reflected in measures included in . 
the House or Senate bills. We urge the conferees to give careful consideration to the remaining 
simplification measures in the Administration's package, such as the equitable tolling proposal 
that would protect the rights of disabled taxpayers, the proposal to simplify the child dependency 
exemption rules, and the proposal to modify the rules that apply to ·financial hedging transactions. 

We are concerned that the sheer multitude of miscellaneous tax code amendments, many with 
little policy merit, contained in the House and Senate bills will contribute significantly to 
complexity for taxpayers and tax planners. For instance, a provision in House bill would change 
the current 110 percent safe harbor for estimated taxes to 109 percent for 1997, to 105 percent 
for 1998, amd back to 110 percent thereafter. This provision is simply a budget gimmick to 
artificially shift revenues among fiscal years; it will significantly increase complexity for taxpayers 
who must cope with the changing rules. 

We urge that all proposals being considered for inclusion in the conference agreement be carefulJy 
analyzed from the standpoint of avoiding needless complexity. Treasury and IRS staff would be 
pleased to work with Congressional staff on a technical level to simplify and improve the 
administrability of provisions under consideration. 

Other Issues or Concern 

The Admirlistration is pleased that the House and Senate bills include a provision for foreign sales 
corporation tr~tment for software licensed abroad. We are also pleased that both the House and 
Senate bills recognize the importance of the continued assurance of tax benefits for ethanol to 
encourage the use ofalternative fuels. Earlier this year, the Administration proposed extension of 
the excise tax exemption for ethanol in our ISTEA reauthorization proposal. We would support 
the Senate bill extending the incentives through 2007, but without phasing down the rates of the 
benefits. We also oppose the new scorekeeping language included in the House bill. 

The House and Senate bills contain other provisions, however, that raise significant concerns. For 
instance. the Administration has serious concerns about the provision in the Senate bill 
transferring the 4.3 cents per gallon in fuel taxes currently dedicated to deficit reduction from the 
General Fund to transportation trust funds. While the transfer provision in itself has no revenue or 
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spending effect, transferring the revenue may spur efforts to move the trust funds off~budBet and 
create pressure to increase B.round transportation spending. to levels significantly higher than 
contemplated by the bipartisan budget agreement. 

The Administration encourages the Senate to recede to the House regarding the Generalized 

System ofPreferences. W:hile we find the current language in the House bill unacceptable, the 

Administration looks forward to working with the conferees on language providing enhanced 

benefits to nations involved in the Caribbean Basin Initiative. 


The Administration also has technical and/or policy concerns about a number of other provisions 
in the House and Senate bills, including, for example: the provision in the House bill that extends 
reporting and proxy tax requirements for political and lobbying expenditures; the tr~tment of 
corporate spin·offs within a consolidated group under the House bill's provision relating to so· 
called "Morris Trust" transactions; and the provision that removes controlled foreign corporations 
from the application of the passive foreign investment company rules. We will be communicating 
with you further about such issues in the future. We believe by working together, our staffs 
should be able to address many of these problems, and we strongly urge the conferees to 
authorize the staffs to begin working on such issues as soon as possible. 

Both the Senate and House bills are heavily laden with special~interesl provisions,such as a 

special ex(~mption from U.S. income tax for foreign seafarers, special tax benefits for vacation 

timeshare :associations, new tax benefits for friends and family riding corporate jets, and special 

treatment of travel and meals expenses for targeted groups oftaxpayers. We believe that it is 

inappropriate to use this reconciliation bill as a vehicle for new tax breaks for special interests. 

We urge the conferees to keep the revenue reconciliation bill clean ofall special-interest 

provisions. 


As the reVl!nue. reconciliation bill proceeds to conference, we remain eager to work witli the 
Congress on a bipartisan basis to fashion, and ultimately sign, tax-cut legislation that is faithful to 

. the bipartisan budget agreement, meets the four tests outlined at the beginning of the letter, and is 
fair to all Americans. 

./ Sincerely. 

'~~.~~ 
Robert E. Rubin 
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September 12, 1997 

Memorandum to: 	 Secretary Rubin 

Deputy Secretary Summers 


From: 	 Alan Cohen 

Senior Advisor 


Davi d Wi Icox 

Subject: 	 Impact of "Transferring Budget Surpluses to Social Security 

Both OMS and CSO are projecting unified annual budget surpluses beginning in 2002 
and continuin~J for some time thereafter. The suggestion has been made that these 
surpluses be transferred to the Social Security Trust Fund. The question arose: what 

, impact would this proposal have on the Trust Fund's solvency. 

To answer this question it was assumed that these surpluses would grow until 2010 
and then diminsh each year until they reached zero near 2020. This pattern is similar 
to the pattern shown in the analysis in the President's FY 1997 budget of the impact of 
enacting the policies in the President's February budget. ' 

If the "transfer" proposal were executed beginning in 2002 with the OMS projected 
surpluses, the life of the OASDI trust fund would be extended from 2029 to 2041. The 
75-year actuarial deficit would be lowered from 2.23 to 1.53 percent of payroll if the 
transferred surpluses earn the government interest rate assumed by the Trustees (2.7 
percent real). This is a reduction in the actuarial deficit of approximately one-third. The 
augmented trust fund would peak at 516 percent of annual ou~lays in 2016 (see 
.attached tabIE~). . 

Using CBO's surplus estirnates, the exhaustion date would be 2035 and the actuarial, 
deficit would be reduced to 1.87 percent of payroll, a reduction of about one-sixth. 

Alternatively. the surpluses could be partially invested in equities that earn the sam.e 
real return assumed by the Advisory Council (7 percent). Under this scenario, half the 
trust fund addition created by transferring the surpluses would always be invested in 
equities and half always in government bonds, for an effective real return of 4.85 
percent on this"increment" to the trust fund. In this alternative, the augmented trust 
fund would be exhausted in 2054 - about 25 years later than the current projection --: 

. assuming thl:! OMB surplus estimates. The actuarial deficit would be reduced to 0.52 
percent of payroll for the OMS estimates of the surpluses, a drop of about three­
fourths. Using the eso surpluses, the exhaustion date would be delayed about 10 
years (to 2039) and the actuarial deficit would be reduced to 1.29 percent of payroll, 
aboLlt a 40% decline. 



/ 


Caveats: 

1. It is true that: 

a. Preserving the currently projected surpluses in the unified budget will 
help our long-run fiscal position in at least four ways - as described in 
Alan Cohen's earlier memo and 

b. uTransferring" these surpluses to the Social Security Trust Fund may 
provide political fortification against those who would seek to dissipate 
'the surpluses in one way or another 

However, Utral1sferring" the surpluses to the Social Security Trust Fund -- in and 
of itself -- dOEts nothing to improve the fundamental fiscal health of the overall 
Federal government (social security plus non-social security). This statement is 
true notwithstanding the fact that transfers of the type described here would push back 
the exhaustion date of the social security trust fund. Why? Because the transfers 
would neither raise the volume of taxes collected from the public, nor cut the volume of 
expenditures, ~lnd it is the levels of taxes and expenditures that determine the 
long-term fiscal health ofthe overall government. 

2. Transferring general revenues equal to the unified surplus would be arbitrary 
because such transfers are (lot directl:t related to the surplu.ses currently projected to 
accumulate in the Social Security trust fund. 
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Transferring ynified Surpluses to the Social Security Trust Fund 

Govt. (2.7% real) Mixed· (4.35% real) 
1997 TREffect on OASDI Trust Fund CBO OMB CBO OMB 

Year of trust fun~j exhaustion 2029 2035 2041 2039 2054 
Increase (years) . 10 256 12 

75-year actuarial: deficit** 2.23 1.87 1.53 1.29 0.52 
Reduction in deficit ­ 0.35. 0.70 0.94 1.71 

l' go "iai > ( r "'-~f<'''~ (!~l: t 

Peak trust fund ratio-* 265 389 516 406 561 
Year of Qeak 2011 2015 2016 2015 2017 

"" ~ ~,*Assumes un incremen creat d y ransfer is held in e qual amounts at a 2.7% and 7.0 % real return. 
•• Percent of payroll . 

••• Trust fund as a percent of annual outlays. 

Source: SSA-OACri Sept. 8, 1997. 
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September 12, 1997 

Memorandum to: 	 Secretary Rubin 
Deputy Secretary Summers 

From: 	 Alan Cohen 

Subject: 	 Budget Surpluses: New Developments 

1. Impact of "Transferring" Budgetary Surph.ises into the Social Security Trust Fun'd 

Per your request, the attached memo and table provide very rough estimates of the impact on the 
solvency of the Social Security Trust Fund of"transferring" unified budget surpluses into that 
Trust Fund. The numbers suggest that such a transfer could have a sizeable impact on delaying 
Social Security insolvency, 

2. Senate Developments on Use of the Surpluses 

Senators in the Senate Democratic Leadership have begun discussing what to do with the unified 
surpluses. Several Senators have suggested the possibility of "transferring the surpluses" into the 
Social Security Trust Fund, Discussions thus far have been on an ad-hoc basis, Senator Dorgan 
prefers to put all of the surpluses in the Social Security Trust Fund. Senator Conrad is concerned 
about the political power ofCongressman Shuster's proposal to increase spending on highways,' 
Therefore, Senator Conrad has suggested putting only half ofthe surpluses into the Social 
Security Trust Fund and the other half into new highway spending, Senator Lautenberg's staff 
prefers on policy grounds to put all of it into the Social Security Trust Fund, but is also thinking 
about using of some of the surpluses for tax cuts; they fear that a package without any tax cuts 
would be trumped by a Republican package with tax cuts. Presumably, Senator L~utenberg 
would probably want to use some ofthe surpluses for transportation spending as well. 

These d'evelopments suggest that the Administration might need to develop its position on the 
surpluses soon, . 

3. Senate Floor Action on Surpluses 

Senators may have the opportunity to attach amendments relating to the surpluses onto S. 261, an 
unrelated· bill that creates two-year budgeting. This bill has already been reported out of the 
Senate Governmental Affairs Committee and is currently before the Senate Budget Committee, , 
Even if the Budget Committee takes no action, the bill will be discharged from its jurisdiction on 
or about October 4th. It will then go on the Senate calendar where it can be brought to the floor 
at any time. Some reports have said that Senator Lott has stated that he plans to bring it to the 
floor this fall. Other reports have indicated that Senator Lott does not intend to bring it to the 
floor, Larry Stein, of Senator Dachle's leadership office, is checking these rumors out and hopes 
to have more information on Monday, 



The importance of the two-year budgeting legislation to legislation regarding budget surpluses is 
as follows. Budget process legislative amendments in the Senate are subject to a"Section 306" 
60-vote point-of:'order, unless the bill they are amending is a bill that "originated" in the 
Senate Budget Committee. The two-year budgeting bill - S. 261 - would be treated as such a 
bill. Thus. amendments to S. 261 relating to other budget process issues -- such as'what to do 
with the surplusc~s -- would not be subject to the "Section 306" 60-vote point of order. Note 
that such amendments might or might not be subject to other 60-vote points-of-order, depending 
on their content; however, even if there were other 60 vote points-of-order, some Republicans 
might relish having Democrats trying to use a procedural vote to kill an amendment which 
reserves surplus(~s for tax cuts. . . 

(, . 
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November 18, 1998 
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MEMORANDUM TO SECRETARY RUBIN 

DEPUTY SECRETARY SUMMERS 


FROM: 	 JON TALISMAN7,.. 

DEPUTY ASSISTANT SECRETARY (TAX POLICY) 


LEN BURMAN JJ 
DEPUTY ASSIST ANT SECRETARY (TAX ANAL YSIS) 

RE: 	 ISSUES IN CURRENT BUDGET PROCESS 

As we previously have discusse~ we have been involved in a series of meetings chaired 
by NEC staff regarding potential tax cuts for inclusion in the upcoming budget. Attached is a 
revised list of the potential tax incentive proposals currently under consideration. Although we 
previously worked with Chuck Marr to cull a number of non-starters from the list, there has been 
a recent influx of new starters including pension initiatives from the I)epartment of Labor and 
PBGC and housing initiatives ado-ed by HUD. (The addition of new ideas may be difficult for us 
to criticiz(: as such because we intend to send over a new package of "financial security" 

. I 	 . , . 

initiatives to the White House soon for budget consideration.) . 

w~~ have the following points about the process: 

o 	 A number of the remaining items under consideration are poor tax policy and may not 
even be good social policy, as discussed more fully below. Continuing to work on these 
items detracts from our work on more useful and viable budget proposals, development of 
revenue raisers to pay for any tax package, and regulatory guidance (which is always 
heavily weighted toward year end). Each budget item requires OTP staff to attend 
numerous meetings, work with inter-agency groups, develop specifications, address 
adininistrability (including systems issues) and compliance concerns, research economic 
and industry data, and produce revenue estimates. \ 

o 	 A judgment needs to be made by the principals as soon as possible regarding whether they 
want to include marriage penalty relief. Given the limited availability of viable revenue 
offsets, inclusion of marriage penalty relief, which costs $10 billion or more over 5 years, 
will crowd out other budget initiatives. This would help circumscribe the range of 

. proposals being considered. 



o 	 The principals need to determine the themes for this year's budget. Including a wide 
range of proposals may dilute the message of the budget. 

We have outlined below several of the proposals that we are most concerned about: 

Small Business Health Purchasin~ Cooperatives 

NEC proposes to create a new tax-exempt entity, called a Small Business Health Benefits 
Purchas~r (SBHBP), which would act as a health insurance broker for small employers. NEC 
claims tha,t tax-exemption is necessary to induce foundations to make grants to SBHBPs. We 
have serious concerns about creating such a tax-exempt entity, which will be indistinguishable in 
many respects from (and compete with) taxable, for-profit insurance brokers. There is no 
guarantee that the benefits of tax-exempt ion would flow through to small employers; they may 
easily translate into bloated salaries and other· inefficiencies for the SBHBPs (e.g., creating the 
opportunity for small employer~ to shelter investment income from tax). Also, it is unclear that 
the purpOlted economies of scale to be gleaned by SBHBPs would ever materialize. Moreover, 
none of the arguments put forth by proponents claim that SBHBPs need a permanent tax subsidy. 
We would prefer a direct, temporary grant program to help start these coops. That has been 
proposed i:n many past budgets, but killed because of opposition from the insurance industry. 

We have worked with NEC on alternative approaches, including a tax credit for small businesses 
not currently offering insurance that start to purchase insurance from a non-tax-exempt small 
business illsurance cooperative. 

Lifelon~ Learnine Sayings ACCOunt 

The proposal is intended to create savings accounts to make it easier for adults to finance their 
own education. The details have not been specified, but options include expanding the current­
law education IRA to permit use of savings for an adult's education (or by creating an employer­
or union-sJPonsored account into which contributions could be made tax-free). We have several 
concerns with the proposal. The proposal will be very ineffective at increasing educational 
opportunities for the target group -- families whose adult members have little or no post­
secondary education. These families are much more likely to be low-income. Low-income 
families do not have the financial resources to make significant contributions to an education 
account. Other tax-favored savings vehicles already compete for their limited discretionary 
savings. Thus, the benefit of the proposal would largely be limited to high-income people, 
providing a windfall for saving they are already likely doing. Also, this proposal is a superfluous 
addition to the myriad subsidies for adult education already in the code, including lifetime 
learning tax credits; section 127, which allows employers to pay for educational expenses as a 
tax-free fringe benefit; and penalty-free withdrawals from IRAs (of all flavors) for educational 
expenses. 

We have offered several less complex and better targeted alternatives. including expansion of 
"­

section 127 to include graduate education and speeding up the phase-in for the lifetime learning 
credit. 	 ' 



Home Ovmership Tax Credit 

This proposal aims to encourage home ownership among low·income people. State housing 
finance agencies would induce investors to purchase [ow-interest second mortgages by auctioning 
tax credit authority (paid over ten years) to subsidize the mortgage payments. The unsecured 
second mortgages of up to 20 percent of purchase price would allow purchasers to qua.lify for first 
mortgages with lower incomes and down payments and avoid PMI payments. This program is 
targeted at people who the private mortgage market has deemed to be un-credit-worthy-probably 
for good reason. By lowering the down payment requirement, it will reduce saving among low­
income people who would like to be horne owners. Moreover, it is unclear why we want to 
encouragl~ poor people, especially those who cannot save, to purchase their homes. For example, 
in an ecollomic downturn, these homeowners may be more vulnerable and more likely to lose 
their homes. Early information suggests delinquency rates for these low down payment 
mortgages are twice those of conventional mortgages. The tax credit mechanism itself is likely to . 
be inefficient; the credits are likely to trade at a discount because of the high default risk of the 
loans, the risk to investors that they may not be able to use the credits, and possible syndication 
and markl~ting costs. A better approach is to guarantee access to credit and reduce the cost of 
PMI, as is d9ne currently through the FHA loan program. 

FARRM Savin~s Accounts 

This proposal allows farmers a tax-de9uctible contribution ofup to 20% of income each year into 
a Farm and Ranch Risk Management ("F ARRM") savings account. The contributions must be 
withdrawn after 5 years, but new tax-deductible contributions may be made to replace the 
withdrawals. The proposal would allow wealthy and profitable farmers to shelter about a year's 
income from tax indefinitely (by contributing the maximum amount each year for the first five 
years and rolling over withdrawals as new contributions). It would be worthless to the majority 
offarmers: who do not have taxable income and tend,to be highly cash constrained. It would not 

. encourage saving-it is actually a windfall to rich farmers who shift assets from other accounts 
into these tax-sheltered vehicles. 

The Administration stroni~ opposed adoption of the F ARRM acc01Ults during the negotiations 
regarding the omnibus appropriations bill and prevented the provision from being enacted. 

Existing and recently-enacted tax reforms provide a much more effective and equitable approach 
/0 help farmers reduce net income volatility. 

. • As a result ofAdministration-supported tax reforms in the 1998 omnibus bill, 
farmers can elect to average their farming income over a three:'year period, and 
they are allowed to carry back net operating losses over the five previous years. 
(Most taxpayer are allowed to carry back NOLs for only two years.) 

• Under current law, taxes on certain payments - including "disaster" payments, 
crop insurance, and proceeds from emergency livestock sales - can be deferred. 
Thus, current tax law effectively allows extra benefits to farmers from existing and 
new.insurance or relief programs. 



~oo:: 

Possible New" lax Cut Proposals 

Health: 

• 	 Long-term Care 
• 	 Tax Credit for Disabled Workers 
• 	 Small business/Cooperative 

Childre:nand Families 

• 	 Stay-at-Home Moms (to complement current DCTC proposal) 
• 	 Marriage Penalty 

Educ:atiirm and Training 

• 	 Work-Site based schools -literacy 
• 	 Lifetime Leaming Tax Credit (savings accOUIlt, increase percentage, accelerate,· 

carry forward) 
• 	 Amerlcorps awards and National Health Service Corps medical scholarsbips 
• 	 Scholarships/Grant aid taxation . 

Urban - ,En!powenneDl 

• 	 Green Bonds 
• 	 Home Ownership Tax Credit 
• 	 CDFI Tax Credit . 
• 	 Private Activity Bond Cap 
• 	 WTWIWOTC longer extensions 
• 	 HUn Proposals .. 

Research and Experimentation Tax Credit 

• 	 Expansion - research consortia 
• 	 Small Business feature 

Other: 

• 	 AM! Relief Extension 
• 	 Employee Telecommuter Expenses 
• 	 Steel 
• 	 Farmers 
• 	 Family Security 
• 	 CEQ Land Conservation/Capital Gains 

• 	 U1 
• Family Security 

• -. Pensions 

• 	 Student Loan Interest 

(Note: The!;e ideas are in addition to the President's tax cut package) 
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DEPARTMENT OF THE TREASURY 

WASHINGTON, D.C. 

UNDER SECRETARY 

MEMORANDUM FOR SECRETARY ~ 

FROM: ,Gary Gensler ~::z~ 
Under Secl'~tary for Dom~l: 

RE: Memorandum to the President on FY 1999 Budget Surplus 

OMB would like to serida memorandum to the President from Gene Sperling, Jack Lew 
and you updating the President on the government's strong financial position and reviewing the 
potential implications for the FY 2000 budget endgame. The attached memorandum discusses 
(1) receipts and outlays to date; (2) the possibility that CBO will increase its surplus projections 

" for FY 200~); and (3) implications for spending the surplus windfall. 

Recommendation: 
,\ 

']'hal 7'ign the attached memorandum to the President. 

____ Agree ____ Disagree Let's Discuss 
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THE WHITE HOUSE 

WASHINGTON 

May 6. 1999 

MEMORANDUM FOR THE 'PRESIDENT 

. FROM: 	 Jacob 1 Lew 
Robert E. Rubin 
GerLe Sperling 

SUBJECT: 	 Potential Higher FY 1999 Budget SUIplu8 and FY 2000 

Appropriations 


Summary 

Although our next public estimate ofthe Surplus will not be released until the Mid­

Session Re~'iew. recent, but still very preliniinary. data have implications for budget str3legy. 


1. 	 Recent developments are good news for the eeoDomy and the budget .surplus. Treasury 
ycsterdilY announc.ed that we arc paying down $116 billion of Cederal debt this quarter - thc 
.largest debt paydown that has ever been achieved in any year, much less in a single quarter. 
Year·to~le recci'PtS and. outlays point to a higher budget surplus for FY 1999 than we 
forecasted in February - perhaps SIlO billion or more, c~mpa:red with our forecast of$79 
billion. . 	 . 

2.. Those developments may lead CBO to provide a surplus wIndfall for the FY 2000 

appropriations endgame. . 


3. 	 Spending the wind!aH - if there is one - presents compUcatfons because ofyour polley 

to "saye Social Security tirst. If Tbe Coagre9sionalleadership faces no such 

compUcatioDs. 


Outlook fo,r FY 1999 Surplus 

Because of the persistent strength ofthe economy, receiptS for the fiscal year will eXceed 
our Februm-y budget estimate. and outlays will be lower than we expected. While there was 
technically no "April Surprise" of the magnitude ofyears past, receipts as ofearly May are S14 
billion above out forecast. Outlays for the year thus far are $12 billion under our budget 
estimate, 'With Medicare actually down in absolute terms from la.s1 year. Thus ~ surplus is 
already ap'!:lroximately 526 billion over our budget estimates. Barring unforeseen negative 
developments, that difference implies a surplus orat least SIlO billion. !fthc economy continues 
to exceed. our expectations, the surplus could be larger. In March. CBO estimated a 1999 surplus 
oiS!Il billion. 

http:announc.ed
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Implicatioll1s for CBO's FY 2000 Surpl1llS ad 2000 Appropriations 

.The recent economic s1rength behind our increased smplus numbers could lead CBO to 
increase its smplUiS projections when it releases revised estimates,On July 1. As you know,' CBO 
is under n~~ leadership, and its choices are therefore difficUlt to predict CBO announced 
yesterday tllat it does not plan to revise its FY1999 forecast at this time. However, our models 
suggest tha1~ on the basis ofrecent economic news,alone, caD S2.~ raise its 2000 unified 
surplus by ~IS much as $20-25 billion when it releases revised estimates on July 1. That would 
put the FY 2000 budget: into an on*budget S1lIplus, the key concept for Republican initiatives. 
There couldl well be ofi"setting economic and technical factors, along with Congressicmal actioa. 
on the Kosclvo SUpplemental; and a portion ofthe additional smplus could fall into Social 
SC;Curity rather than the on"budget category. However, even with these qualifications. CBO's FY 
2000 on-budget SUIplus could be as large as 510-15 billion. 

This surplus wind.fa11 for FY 2000 cOuld provide part ofthe solution to the S3S billion 
budget authority gap betweCIl the discretionary caps and our target level fer FY 2000 
appropriatic,IlS. The Congressionallcadership, ofcourse; would. prefer to use any .windfall to 
accelerate UIX cuts. Unless Social Security solvency is achieved, use ofanyon-budget sux:Plus 
would require that we either adopt the on"budget fom:rulatian ofthe budget pMpOsals of 
Republicam; and some DemocratS in the Congress; or rational.ize the apparent contradiction ' 
between usiClg the smplus windfall ~ your policy to memt the surplus pending Social 
Security refi:mn. The Congressionallcadcrahip faces no sw:h constraint, because undc:r their 
policy any cin-budget surplus, is fair game for spending or tax cuts. 

, ; I 



DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C. 20220 

MEMORANDUM TO SECRETARY RUBIN 

FROM: JON TALISMAN /kf"" 

. DEPUTY ASSISTJIT SECRETARY (TAX POLICY) 


SUBJECT: Summary of FY 2000 Budget Initiatives 

Universal SavinKs Accounts 

Universal Savings Accounts (USAs) are voluntary individual retirement savings accounts that' 

provide a pJrogressive tax benefit. USAs give the opportunity to build wealth and save for 

retirement to 124 million Americans, including the half of the workforce that is left out of the 

current employer plan system and the more than 80% of Americans who have no IRA. 


Automatic government contributions. Moderate- and lower-income workers and their spouses 
receive a government contribution of $300 as a refundable tax credit deposited in their USAs. The 

. automatic credit is phased out between $40,000 and $80,000 of adjusted gross income (AGI) for 
joint filers ($20,000 to $40,000 for single filers; $30,000 to $50,000 for head of household filers) .. 

Individuah" voluntary contributions and government matching contributions. Individuals also 
may make voluntary contributions to their USAs. An individual's voluntary contributions to a USA 

, or salary reduction contributions to an employer-sponsored 40 1 (k )-type plan are matched in the form 
of a refundable tax credit deposited in the individual's USA. Lower- and moderate-income 
individuals receive a dollar-for-dollar (1 00%) match. The match rate phases down to 50% over the 
same income ranges as the phaseout for the automatic contribution, and remains at 50% until the 
income levd at which USA eligibility ends (if any). 

Limit on 4:ontributions. Total voluntary and government (both ,automatic and matching) 
. contributions to a USA are capped at $1,000 per year. 

Eligibility. To be eligible for a USA, an individual must have at least $5,000 ofearnings (which can 
be combined earnings on a joint return), must not be another taxpayer's dependent, and must be 
'between ag.~s 18 and 70. USAs, like traditional IRAs, apply to all individuals who are not covered 

, by an employer-sponsored retirement plan. In addition, USAs extend to individuals covered by an 
employer plan, if their adjusted gross income (AGI) is not more than $100,000 for joint filers 
($50,000 for single filers; $75,000 for head ofhousehold filers). ' 



FY 1999BtJ.~&et Carryover Tax Incentives 

ChildAndl')ependent Care Tax Credit. Under current law, taxpayers may receive a nonrefundable 
tax credit for a percentage of child care expenses they pay in order to work. The Administration 
proposes to increase the maximum child and dependent care tax credit rate from 30 percent to 50 
percent and. to extend eligibility for the maximum credit rate to taxpayers with adjusted gross 
incoines of $30,000 or less. The credit rate would be phased down gradually for taxpayers with 
adjusted gross incomes between $30,000 and $59,000. The credit rate would be 20 percent for 
taxpayers with adjusted gross incomes over $59;000. (Also, see discussion ofstay-at..:home parents 
below in "Major New Tax Cut Initiatives.) 

Public schtJ.olconstruction bonds. The budget would allow State and local governments (including 
U.S. possessions) to issue up to $11 billion and Native American tribal governments to issue up to 
$200 million of 'qualified school construction bonds" in each of 2000 and 2001. Holders of these 
bonds would receive annual federal income tax credits, set according to market interest rates by the 
Treasury n~partment, in lieu ofinterest. The Administration also proposes to authorize the issuance 
of additional qualified zone academy bonds in 2000 and 2001 of $1.0 billion and $1.4 billion, 
respectively. Thus, a total of$24.8 billion in tax credit bonds would be authorized under the budget. 

Extend Exdusionfor Employer-provided Educational Assistance. Under current law, up to $5250 
paid by an employer for educational assistance may be excluded annually from an employee's gross 
income. TIle exclusion currently is limited to undergraduate courses beginning before June 1, 2000. 
The budge1 proposes to extend the current law exclusion by one year to apply to undergraduate 
courses beginning before June 1, 2001. In addition, the exclusion would be expanded to cover . 
graduate expenses beginning after June 30, 1999 and befor~ June 1, 2001. 

Climate change package. The, budget provides a series of climate change initiatives, including (i) 
a tax credit for the purchase of certain highly efficient building equipment technologies, (ii) a tax 
credit to taxpayers who purchase, as a principal residence, certain newly constructed homes that are 
highly energy efficient, (iii) a tax credit for qualifying combined heat and power Systems in order 
to encoura!~e more efficient energy usage, (iv) a tax credit for purchasers ofroof-top photovoltaic 
systems and. solar water heating systems located on or adjacent to the building for uses other than 
heating swimming pools; (v) a tax credit for certain fuel-efficient vehicles; and (vi) an extension of 
the current wind and biomass tax credit for five years. 

Increase /tJ1w-income housing tax credit per capita cap. The amount of first-year credits that can 
be awarded in each State is currently limited to $1.25 per capita. The budget would increase the 
annual State housing credit limitation to $1.75 per capita. 

Retirement savings package. The budget proposes a series of retirement savings incentives that 
would expand the availability ofretirement plans and other workplace-based savings opportunities, 
particularly for moderate-and lower-income workers not currently covered by employer-sponsored 
plans. The budget also seeks to improve existing retirement plans for employers of all sizes by 
increasing Jretirement security for women, promoting portability, expanding workers' and spouses' 
rights to know about their retirement benefits, and simplifying the pension rules. 

http:schtJ.ol


Extenders pllckage. The budget proposes one-year extensions ofthe R&E tax credit, the welfare-to­
work tax credit, the work opportunity tax credit and the D.C. homebuyer's tax credit. The budget 
proposes a permanent extension of the provision allowing expensing of brownfields remediation, 
costs. 

Major New Tax Cut Initiatives 

Long-Term Care Tax Credit Anew long-term tax credit of $1,000 could be claimed by a 
chronically HI taxpayer, or for a chronically ill spouse, or for each chronically ill dependent. To 
qualify for the credit, a chronically ill individual must generally be certified by a licensed physician 
as being unltble for at least six months to perform at least three activities of daily living without 
substantial assistance from another individual. The credit would be phased out in combination with 
the child credit--for taxpayers with adjusted gross income (AGI) in excess of the following 
thresholds: $110,000 for married taxpayers filing ajoint return, $75,000 for a single taxpayer or head 
of household, and $55,000 for married taxpayers filing a separate return. 

Disabled Wf>rkers Tax Credit Disabled workers would be able to claim a $1 ,000 tax credit. In order 
to be considered a disabled worker, a taxpayer would be required to submit a licensed physician's 
certification that the taxpayer has been unable for at least 12 months to perform at least one activity 
ofdaily living without substantial assistance from another individual. The credit would be phased 
out at the same levels as the long term care tax credit. 

Small Busiiless Health Purchasing Cooperatives. The budget makes certain changes to 
encourage use ofqualified health benefit purchasing coalitions by small businesses that currently 
do not provide health insurance to their workforces. For example, a temporary tax credit would 
be provided for qualifying small employers equal to ten percent' of employer contributions'to 
employee h(~alth plans purchased through a qualified cooperative, up to $200 for a single plan 
and $500 for a family plan. This credit would be available for two years. 

Stay-at-HOi.ne Parents. The budget proposes to allow taxpayers with children under the age of 
one, whether or not they incur out-of-pocket child care expenses, to claim the child and 
dependent care tax credit. They would be able to claim a credit equal to the applicable credit rate 
multiplied by $500 for a child under the age of one ($1,000 for ~wo or more children unQer ,the 
age of one). (See discussion ofchild and dependent care tax credit above). 

Workplace literacy credit. Employers who provide certain workplace literacy/English literacy, 
or basic education programs for their eligible employees would be allowed a credit against 
Federal income taxes equal to 10 percent of the employer's qualified expenses, up to a maximum 
credit of$525 per participating employee. Qualified education would be limited to basic 
instruction at or below the level of a high school degree and to English literacy instruction. 

Eliminate 60-month limit on student loan interest deduction. Current law provides an income 
tax deduction for certain interest paid on a qualified education loan during the first 60 months 
that interest payments are required. To simplify the calculation ofdeductible interest payments, 
reduce administrative burdens, and provide longer-term relief to low-and middle-income 

http:Stay-at-HOi.ne


taxpayers with large educational debt. the budget proposes to eliminate the 60-month limitation. 

Better America Bonds. State and local governments (including U.S. possessions and Indian 
··tribal governments) would be allowed to issue tax credit bonds to finance projects to protect open 
spaces, to f(:mediate certain property, or to otherwise improve the environment. Like school 
modernization bonds, holders of these bonds would receive annual federal income tax credits, set 
according to market interest rates by the Treasury Department, in lieu ofinterest. The EPA will 
allocate $1.9 billion in bond authority each year for five years starting in 2000 based on 
competitive applications. 

New MarkE·ts Tax Credit To help attract new capital to businesses located in low-income urban 
and rural communities, taxpayers would be allowed a credit against Federal income taxes for 
certain investments made to acquire stock or other equity interests in: a community development 
investment entity selected by the Treasury Department to receive a credit allocation. On a present 
value basis, the credit is equal to approximately 25% of the amount of the investment. During 
the period 2000-2004, the Treasury Department would authorize selected coIllri1unity 
developmerlt investment entities to issue $6 billion of new stock or equity interests with respect 
to which Cf(!dits could be claimed. 

Allow personal credits against the AMT. The budget would extend for two years an expiring 
provision that allows taxpayers to take their nonrefundable personal credits (e.g., chHd credits, 
Hope Schol'arship credits, etc.) regardless of the amount of their tentative minimum tax. 

Extend No.r.. carryback period/or steel companies. Under current law, a net operating loss 
(NOL) ofa taxpayer generally may be carried back 2 years and forward 20 years. The budget 
proposes to provide an immediate benefit to troubled steel companies by extending the carryback 
period for the NOL of a steel company to 5 years. . 

TaX creditfor qualified zone academies. To encourage corporations to become sponsors of 
qualified zone academies, a credit against Federal income tax would be provided equal to 50 
percent of the amount of corporate sponsorship payments made to a.qualified zone academy . 
located in a designated empowerment zone or enterprise community. 
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DEPARTMENT OF THE TREASURY 


WASHINGTON, D.C. 

ASSISTANT SECRETARY November 30,1999 

. MEMORANDUM FOR SECRETARY SUMMERS, 

DEPUTY SECRETARY EIZENSTAT 

FROM: Assistant Secretary Wilcox DW 
Deputy Assistant Secretary Elmendorf .~ 

SUBJECT: Possible Budget Frameworks' 

We havl~.constructed two illustrative budget frameworks for FY2001. The attached 
tables highlight two key issues: . 

Ifwe maintain the current real level ofdiscretionary spending, th~ 
remaining on-budget surplus will be only about $40 billion over the next 
five years and $550 billion over the next ten years. These amounts are 
significantly smaller than the amounts allocated in the MSR to USAs 
and Medicare (including interest), implying that some contraction of 
those initiatives will be necessary. In particular, there will be 
essentially no surplus in 2001 and 2003, making it difficult to launch a 
drug benefit or tax cut before 2004. 

•• The favorable revision to the Social Security surplus will imply more debt 
reduction, greater decline in interest expense, and hence larger transfers to 
Social Security under the formula embodied in our legislation. Together 
with discretionary spending, a tax cut, and a'drug benefit, these larger 
tr.ansfers will generate an on-budget deficit beginning in 2011. 

The tables are based on budget estimates of the final Troika forecast from the "hits" 
model. We have also incorporated some expected legislative and technical revisions to 
the baseline, including tax extenders, BBA givebacks, and the effect of lower-than­
expected Medicare spending last year. For comparability with the MSR and with CBO's 
likely presentation ofthe budget, the tables use a capped baseline and show the increase 
in discretionary spending needed to reach our estimate of the "current services" leveL 
We assume no discretionary offsets, consistent with OMB's recent comments. 

The prcdected on-budget surpluses are about $450 billion for FY2001-05, $1600 billion 
for FY200 1-10, and $3700 billion for FY200 1-15. After accounting for discretionary 
spending (and associated interest), those figures fall to about $40 billion, $550 billion, 
and $1700 billion. The attached tables show two frameworks with different allocations 
of that remaining surplus. Both frameworks would require further,changes to reach on­
budget Oalance. 
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Scenario A divides the 10-year surplus (after discretionary spending) roughly equally 
between a tax cut and Medicare, leaving Social Security transfers to begin in year 11. 

" 	 The Medicare path shows the net cost of the proposed drug benefit plus additional 
solvency transfers in 2002 and 2007-10. These transfers have 30 percent of the 
present value of the MSR transfers. Ifour various estimates are correct, achieving 
on-budget balance in 2003-04 will require a cut in discretionary spending (from 
<mrrent services). 

" 	 Under our interest-savings rationale, the "earned transfer" to Social Security 
based on debt reduction is shown in the far-right column. We will need to devise 
an alternative rationale for these transfers to eliminate the on-budget deficits in 
FY2011 and beyond. (The numbers shown here begin the calculation of 

. cumulative debt reduction in FY2000, as specified in our legislation. Beginning 
the calculation in FY2001 has only a small effect on the size of the transfers.) 

" 	 The discretionary spending path shown here, like that used by OMB, makes no 
allowance for emergencies. Including a contingency fund for emergencies would 
be an alternative use of part of the projected surpluses. 

Scenario B divides the 1O-year surplus (after discretionary spending) roughly equally 
between a tax cut, Medicare, and Social Security transfers. 

The Medicare path includes the drug benefit, but it has solvency transfers equal to 
only 15 percent of the MSR transfers. 

" 	 Social Security transfers within the ten-year window need to be much smaller 
than would be justified by our existing rationale. Moving the transfers up to the 
level implied by that rationale would again create an on-budget deficit beginning 
in 2011. 

Attachment· 
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SCENARIO A: 50% ENTITLEMf;NTS 150% TAX CUT 

year baseline :discret taxes Medicare Soc Sec extra /reported ISS surp earned 
on-bud slJr transfers debt svceon-bud sur ladj for eq transfer 

0.29-~ -I :" - -
2001-05: 4150 375 5 44 0 51!, .15! 
2001-10: 1607 820 254 269 0 2791 -15,
2001-15: ' 36"131 133.2 571 304 831 907' -2721 

2000 
2001 
2002 
2003 
2004 
2005 
2006 
2007 
2008 
2009 
2010 
2011 
2012 
2013 
2014 
2015 ' 

; 

12 ; 
152 
!:J8 
136 
99 

115 
1154 
1!39 
2'26 
2150: 
2981 
343' 
3'79! 
414 
4481 
482 i 

0 
60 
75 
78 
80 
82 
83 
86 
89 
92 
94 
97 

100 
102 
105 
108 

0 
0 
0 
0 
0 
5 

45 
47 
50 
52 
55 
57 
60 
63 
66 
70 

0 
0 

18 
10 
9 
8 
9 

30 
42 
61 
83 
7 
7 
7 
7 
7 

' 

0 
0 
0 
0 
0 
0 

,0 
0 
0 
0 
0 

121 
142 
164 
189 
.215 

! 1 

; : ' 

'--~rl--~-- 146 - ­ 01 O! 160 7 
5 o! 173 15 

10 -111 185 24 
15: -41 197 34 
20 J 01. __~2,=16~__~4~4 
27 -0 1 229 55 
36 ' -0 i 245 67 
45: 0' 258 79 
55 01 269 93 
65 01 280 106 
80 -19' 410 121 

100 -291 443 142 
123 i -461 475 164 
148/ -68,' 509 189 
177 -95; 543 215 

/" 
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SCENARIO B: 33% SOCIAL SECURITY 133% MEDICARE 133% TAX CUT 

year ' baseline, ~discret taxes Medicare Soc Sec extra reported ,'SS surp earned 
____~bud s'u ' , transfers debt svce on-bud sur ladj for eq transfer 

0.15 
2001-05: 460 375 5 44 0 51 -151 
2001-10: 1607 -15 : 
2001-15: 3673 

820 171 168 173 291 
1332 382 203 1065 ~2601

95:1 1 
I 

0 0 0 0 12; 146 02000 12 
-'~-O2001 62 60 0 0 1 I 7 °1 '6075 0 18 0 

I o 173 15 
2003 86 
2002 98 

78 , 0 10 0 -11 185 24 
2004' 99 80 0 9 0 15 -4' 197 34 
2005 115 

'~I 

82 '5 8 0 20, 0 216 44 

2006 164 83 30 8 16 27, 0 245 55 
2007 -199 86 32 8 37 36 -0 284 68 
2008 ~!26 89 33 17 40 47, -0 i- 303 82 
2009 ~!60 92 35 35 40 581 -oi 316 98 
2010 298, 94 36 56 ,40 710[ 330 114'

"-7------=j31-·-----serr---- -16 ~- --"432---------1312011, 97 38~1431
2012 ~179 100 40 7 153 106! -27, 466 153 

, .2013 414 102 42 7 177 129i -431 501 177 
2014 4481 105 44 7 202 154i -6~ i 538 202 
2015 4821 108 47 7 230 1831 -93 ; 576 230.,--,---_.....-..-..---_._.__. 

..._---_._---------- ­
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DEPARTMENT OF THE TREASURY 
 INFORMATIONWASHINGTON, D.C. 

ASSISTANT SECRETARY 

December 13, 1999 

MEMORANDUM FOR SECRETARY SUMMERS 

DEPUTY SECRETARY EIZENSTAT 


FROM: 	 Assistant Secretary Wi1~ox S>vJ .DE 

Deputy Assistant Secretary Elmendorf 


SUBJECT:: 	 Suggested Budget Framework 

The discuss,ion about a new budget framework is now focused on how to allocate roughly $600 
billion over the next 10 years. This amount represents the current forecast of the on-budget 
surplus remaining after meeting our discretionary spending goals, which are described below. 
Revisions to the revenue and health technicals (available later this month) could push the 
estimate of remaining surplus in either direction by a substantial amount. 

We have attached a table showing our suggested allocation of the surplus, and discuss the 
motivations for that framework here: 

1. Social Security poses the biggest problem in constructing a new framework •. 

• 	 We cannot afford to make the transfers that would result from the formula 
included in our legislation. This formula would now produce much larger 
transfers than we initially estimated, because larger baseline Social Security 
surpluses and higher interest rates both imply greater interest savings from using 
the Social Security surpluses to pay down debt. 

• 	 We cannot even afford to make transfers as large as those we proposed initially. 
The increase in the baseline surplus for 2011 through 2015 is much smaller than 
the increase in discretionary spending and the associated interest. Thus, the 
remaining surplus is significantly smaller in those years. 

I Aggregate Amounts 2011-2015 
(billions of dollars) 

Mid-Session Review Now 

Baseline on-budget surplus 
assuming discretionary caps 1967 2278 

Discretionary spending above 
capped baseline - 201 - 592 

Associated interest -160 - 388 
Remaining surplus 1606 1299 



o 	 Consider the on-budget surplus remaining after the ailocations discussed below. 
Transferring all of that surplus to Social Security in 2011 and beyond would 
likely be insuffici(:nt to extend solvency to 2050, which is the date we have used 
since the summer. We need to find a way to reconcile "save Social Security first" 
with slipping the target trust fund exhaustion date in the face of favorable budget 
news. Making equity investments in the trust fund would improve this situation. 

2. 	 MomeD.tum for aUocations to discretionary spending, a drug blnefit, and a tax cut 
appear~i strong. 

A. 	 Over 10 years, $750 billion for discretionary spending, relative to the capped 
baseline 

• 	 This would maintain nondefense discretionary spending at its FY2000 
level adjusted for inflation. Meeting this target would actually require 
more restraint in this category than we have seen during the 1 990s as a 
whole or even since the Republicans took control of Congress in 1994. 

• 	 This would allow for an increase in inflation-adjusted defense spending, as 
we proposed earlier this year. 

B. 	 Over 1Pyears, $150 billion for our proposed Medicare drug benefit, net ofreform 
savings 

• 	 Government subsidies for the drug benefit are now projected at about 
$190 billion, an increase of 60 percent from last summer. This jump will 
fuel concerns that our proposed new entitlement would soon wreak havoc 
on the budget. At the same time, the corresponding jump in private 
premiums (given our proposed subsidy rate) greatly worries the 
Administration's political team. In light of the advantages and 
disadvantages of alternative approaches discussed earlier in the year, we 
do not think that fundamental changes in the drug benefit would be useful. 

• 	 We believe that the Administration should continue to press for money­
saving reforms, including BBA extenders and modernization of the 
traditional fee-for-service program. However, many in the Administration 
believe that proposing more than $40 billion of the $80 billion in ten-year 
savings that we proposed last summer would be unrealistic. . 

• 	 This benefit uses almost the entire on-budget surplus projected for the next 
5 years after discretionary spending, leaving only token amounts for other 
unpaid-for initiatives. 

C. Over 10 years, $250 billion for tax cuts net oftax raisers 

·2 
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• 	 We understand that opening the door to a tax cut could be dangerous, but 
we think the alternative position is not credible. The ten-year on-budget 
surplus assuming the discretionary caps is likely to exceed $1500 billion. 
If we propose no net tax cut, Republicans will accuse the Administration 
of devoting $1 Yz trillion to new spending and zero dollars to tax relief. 
Even with a net tax cut of this size, we will be accused ofdevoting $5 to 
new spending for every $1 going to tax relief. 

• 	 A major problem is devising a tax cut that involves de minimis amounts 
over the next 5 years, and then expends quite significant amounts in years 
6 through 10, but does not mushroom irresponsibly after year 10. 

3. 	 We need to think hard about how to allocate the remaining $200 billion or so. 

• 	 Under current assumptions, we would need to make transfers of$150 to 
$200 billion in the next 10 years to extend the solvency of the HI trust 
fund until 2020. In comparison; the MSR reforms and transfers were 
announced as extending solvency to 2027 ("more than a quarter century"), 
and the actuaries' correction of their scoring error extended solvency 
tinder that plan to 2030. 

• 	 Next Spring's report of the Medicare Trustees may well show that­
without reform or transfers - the HI trust fund will not be exhausted until 
the 2020s. In the natura. course of things, this fact will not be known 
publicly when the budget is presented. And since the Administration has 
emphasized for a year the importance ofdevoting additional resources to 
extending solvency, having no transfers would be difficult. We need to 
explore possible avenues ofdisseminating good Medicare news earlier. 

• 	 We understand that adding too much money could weaken the impetus for 
reform. But we could state that these transfers are conditional on reform, 
and it is hard to imagine their being legislated except as part of reform. 
Even so, a framework that included $200 billion of solvency transfers in 
addition to the drug benefit would appear very heavy on entitlements. 

• 	 Ailother possible use of surplus funds would be to establish a "rainy day 
fund" for emergencies. Leaving aside the cap-related emergency 
designations of the past two years, genuine emergencies have been 
running around $6 billion per year, so $50 billion over 10 years would be 
a reasonable figure. In any event, we would not envision setting up a 
separate trust fund, but simply reserving this portion of the on-budget 
surplus for unanticipated needs. 

• 	 Yet another possible use of surplus funds in the ten-year window would be 
to initiate Social Security transfers. 

3 



SUGGESTED SCENARIO 

taxes . Medicare Med. solv. Soc Sec extra reported learnedyear 	 baseline ~discret . 
on-bud su net drugs transfers transfer's debt svce on-bud sur itransfer 

I 0.32 
2001-05: 41)8; 319 16 38 45 0 50 0: 
2001-10: 16:J7: 757 237148 204 0 290 0' 
2001-15: 39'15 1349 519 300 204 582 962 -0 . 

2000 H o 000 o O' 17 0 
---:::~7------: 0·----0·- --';;4-- ·--:f:---····:(j.· ·--....·-if2001 B2 I 57 o. 

2002 100 1 60 4 0 31 o 5 -0, 17 
478 9 0; 272003 BOI 62 	 o 

2004 1(·)0 65 4 15 2 o 14 0 37 
2005 1'16 I 75 4 17 0 o 20 0 48 

82 --40---- 18 0 o 271 ---:.(j':"- 592006 1f>71 
2007 2(:)2 78 42 20 25 o 37, 0, 72 
2008 2~m 87 44 22 30 o 47 i -0· 85I 

2009 2651 92 46 24 44 o 58! 0 99 
2010 3{)S i 99 49 26 . 60 o 71 i 0 113 

-~- 27 0 	 87; -0 .-----'-----:r282011 3ti81 105 	 88 
2012 4f>61 111 54 29 0 104 108; 0 148 

118 56 30 0 119 132 i . -0 170~~~! ~~~ I 125 59 32 0 131 158, . -0 193 
2015'5ti4! 132 62 33 0 140 ___ .!.~?L __ . ___._~~. __ 217----==:.,::-;-=---­



INFORMATION 

DEPARTMENT OF THE -rREASURY 

WASHINGTON, D.C. 20220 

August 2; 2000 

MEMORANDUM FOR SECRETARY SUMMERS 

FROM: David W. Wilcox 'D·cU 
Alan Cohen 

SUBJECT: Comparison of 1990 Budget Agreement with the 1993 
Agreement 

Attached is a rough draft of a piece comparing the 1990 Budget agreement with the 1993 
agreement. This reflects input from Wilcox, Cohen, Minarik, and Furman. No one other 
than Wilcox has seen this draft. All statements need to be fact checked. 

Currently, the anniversary of the 1993 Deficit Reduction Package is planned to be part of 
. the PreS:ident's Weekly Radio Address. 



Both the 1990 and the 1993 agreements were landmark fiscal actions ..The 1990 agreement 
instituted important procedural changes, but it did not get the job done: Three years later, the 
budget was still deeply in deficit, and the latest projections from the Office of Management and 
Budget and the Congressional Budget Office showed deficits getting worse. The 1993 
agreement kicked off a virtuous cycle, tipping the economy into the longest economic expansion 
in history. 

The 1990 agreement introduced important reforms in budget process. The 1990 agreement 
replaced th(: unsuccessful Gramm-Rudman process, which was based on numerical deficit 
targets, with the caps-and-paygo system that we have used since. 

• 	 Gramm;·Rudman failed, among other reasons) because it encouraged sham compliance 
through rosy economic assumptions and time shifts, which either assumed the problem away 

., or moved it into adjacent fiscal years without actually solving it; and because its targets and 
enforcement mechanism were unrealistic. 

" 
.• 	 The caps-and-paygo system) as we now know, controlled spending increases and tax cuts 

without requiring unrealistic policy, especially in bad economic times . 

.The 1990 agreement did not put the nation on track to fiscal stability, nor did it revive the 
economy. 

• 	 Despite its merits on procedural grounds, the 1990 agreement did not get the job done. 
Indeed, in FY1992, the Federal government ran a unified deficit 0[$290 billion, the largest 
ever. Moreover, the deficit excluding Social Security and Medicare surpluses was 
$351 billion . 

• 	' The last projection executed before enactment of the 1993 budget plan showed deficits of this 
magnitude continuing indefinitely into the future. 

• 	 . The economy continued to stagnate. In the business press, there was widespread concern 

about a double-dip or even a triple-dip recession: 


• 	 ][Jruce Steinberg, Merrill Lynch: "The economy is comatose and shows only the 
l:aintest signs oflife right now." [Quoted in the Washington Post, 9126/92] 

• 	 Alan Sinai: ''There are real signs here that the economy is sliding badly, surprisingly 
badly." [Quoted in the Washington Post,9/26/92] 

• 	 'Washington Post, article by Steven Mufson and John Berry, 9/10/92: "Americans 
have been unable to mount a convincing economiC recovery ... the economy is 
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erawling forward so slowly that it appears to be standing still ... In some statistical 
. eategories ... there has even been a 'triple dip.'" 

II 	 l[JSA today, article by Mark Memmot, 7/23/92: "First came the recession, which 
began in July '90 and seemed to end in early '91. Then there was the disappointing 
stall the second half of last year - not another recession, but enough ofa slowdown in 
sales and rise in unemployment to get people talking about a double,.dip economy. 
Now there are rumblings about a triple dip. " 

II 	~Charles Krauthammer: "The most recent economic news points to the possibility 
that the country may be heading for a triple-dip recession. Historians may look back 
on the Bush presidency as the beginning of a Great Recession, a period ofprolonged 
4~conomic stagnation." [Chicago Sun Times, 7/12/92] . 

On an applles-to-apples comparison, the 1990 and 1993 agreements were projected to 
produce about the same amount of deficit reduction. 

• 	 Measur4~d in tenns of1996 dollars, the 1990 agreement was scored by the Congressional 
Budget Office as reducing the unified deficit over five years by $509 billion. 

. 	 I 

• 	 Again in tenns of 1996 dollars, and scoring against the Administration's baseline, the 
Congre!;sional Budget Office scored the 1993 agreement as reducing the unified deficit over 
five years by $474 billion. This figure ignored another $5 billion from auction of spectrum, 
and $xx billion from shortening the maturity ofthe publicly held debt. 

• 	 All together, the two packages were therefore ofne~ly the same size. 

• 	 Robert Reischauer exaggerated the difference in size between the two packages with faulty 
methodology. He added together each of the five yearly savings from the 1990 agreement, 
treated lhe sum as if it were all 1990 dollars, and then inflated the total to 1997 dollars. He 
perfonn.ed a similar exercise with the savings from the 1993 agreement. Because projected 
inflation was higher in 1990 than in 1993, this flawed approach exaggerates the relative size· 
of the 1990 package. 

The 1993 agreement was expected to produce dollar for dollar as much reduction in 
spending as it produced increase in revenues. 

• 	 The 1993 agreement was carefully calibrated to be balanced between spending reduction and 
revenue increases.· 

• 	 Robert Reischauer concluded differently by ignoring interest savings (whereas the 
Administration treated interest savings as reductions in outlays) and by scoring a part ofthe 
increase in the Earned lncome Tax Credit as outlays (whereas the Administration treated the 
entire cost ofthe EITC as a tax cut). 

http:perfonn.ed
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-The 1993 agreement required the tougher choices. 

• 	 The 1990 deal could harvest the low-hanging fruit. Coming along just three years later, the 
1993 program could choose only from savings that were rejected as too difficult in 1990; 
caps and mandatory programs had to be cut deeper, and taxes had to be raised further. Thus, 
dollar for dollar, the 1993 program would fairly be given a higher grade for effort. 

The 1993 agreement set off a virtUous circle of lower interest rates, stronger growth, and 
- an improvM fiscal position, which helped interest rates come down further. 

• 	 The huge deficits that President Clinton inherited acted to keep interest rates high, diminish 
confidellce, lower investment and stifle growth. Budgets were based on economic. 
assumptions that were far too optimistic. When these assumptions failed to materialize, the 
result was higher deficits thanforecast, and cynicism about the budget process. 

.• 	The 1993 agreement was based on conservative economic assumptions. it increased 
confidellce, helped bring interest rates down, and that, in tum, helped generate and sustain . 	 . 
the economic recovery, which, in tum, reduced the deficit further. The result was a healthy, 
mutually reinforcing interaction ofdeficit reduction policy and consequent economic growth. 

Although tbe 1990 and 1993 agreements were scored as producing about the same deficit 
reduCtion flS of the time of enactment, the outcomes were dramatically different. 

• 	 In its budget document for FY1992 - the first official projection incorporating the impact of 
the 1990 agreement - the Bush Administration projected that the unified deficit would 
decline to $212 billion by FY1993. In actuality, the deficit came in at $255 billion. 

o 	 In part, the failure of the 1990 agreement to live up to expectations reflected overly, 
optimistic assumptions. For example, GNP growth waS assumed to run at ' 
4.1 percent in 1993 and 3.7 percent in 1994, when the Blue Chip forecasts for those 
same years were 2.6 percent and 2.3 percent, respectively. 

• 	 By contrast, ih its Mid-Session Review for FY1994:- the first official projection to 
incorporate the impact of OBRA93 - the Clinton Administration projected that the unified 
deficit would decline from $259 billion in 1994 to $181 billion in 1998. In actuality, the 
budget in 1998 recorded its first unified surplus in nearly 30 years, to the tune of $69 billion. 
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Interest rates dropped by more in 1993. 

• 	 In late January 1993. before the Administration had unveiled its budget plans. the 30-year 

bond rate fluctuated in the neighborhood of7.30 percent. 


-. 	 By early September. 1993. one month ~er the Senate passed OBRA93. the rate on 30-year 
Treasury securities had fallen below 6.0 percent. Over the course ofless than nine months, 
the price of30-year Treasuries had therefore ~creased by XX percent. 

• 	 By contrast. in 1990 •... 

UnempDoyinent came down by more hi the wake ofthe 1993 agreement than after the 1990 
agreement. 

• 	 Fact to be supplied. 

Productivity increased by more after the 1993 agreement than after the 1990 agreement. 

• 	 Fact to. be supplied. 

President Clinton dramatically changed the context for budget debates by shifting the focu~ 
to the surpluses excluding Social Security and Medicare. Provided we do not lose our fiscal 
discipline, lthis simple action will guarautee that $2.8S trilliou more is used for debt 
reduction than would have been the case had we coutiuued to focus on balancing the 
unified budlget 

., 	 In 1990, President Bush confronted a unified deficit of$221 billion. 

II Excludingboth Social Security and Medicare Part A surpluses, the budget was in 
deficit by $291 billion. 

II The combined Social Security and Medicare Part A surpluses of $71 billion was used 
to help finance the deficit in the rest ofgovernment 

II As the economy weakened. and the full costs of the S&L debacle were reflected in 
the Federal budget. the unified deficit ballooned furtlJer, to $290 billion in 1992, and 
the on-budget deficit excluding Social Security and Medicare widened to 
$351 billion. The unified and on-budget deficits in 1992 were thelargest in history, 
both in absolute tenns and as a percent ofGDP. 
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• 	 This, year, President Clinton confronts a unifiedsurplus of$211 billic~m, the largest ever. 
/ 

11 j~xc1uding Social Security and Medicare, the budget will be in surplus by an 
eitimated $39 billion. 

11 A11 of the Social Security and Medicare surpluses (a totalof$l72 billion) will be 
used to reduce the debt held by the public. 

, 
11 Surpluses in both the on-budget and off-budget accounts are currently projected to 

persist throughout the decade and beyond. 

• 	 By putting the Social Security and Medicare surpluses offlimits" andfocusing on the 
surplus excluding those amounts, President Clinton has preserved an estimated $2.86 
triWon more for debt reduction than would have been used for that purpose had we stuck 
with the oldfailed modelfor the conduct offiscal policy. 

Congressional Republicans attacked President Bush for having concluded the 1990 
agreement, and argued that the agreement would damage the economy. 

/ 	 • Quotes here of the same style as what we have for 1993 will be supplied. 

The Republicans also attacked the 1993 agreement from the beginning. They were wrong 
then, and tilley are wrong now. 

• 	 Represt~ntative Newt Gingrich, Atbmta Journal-Constitution, 8/6/93: "The tax increase will 
kill jobs and lead to a recession, and the recession will force people offof work and onto 
unempit>yment and will actually increase the deficit." 

• 	 Senator Phil Gramm, Congressional Record, 8/5/93: "We are buying a one-way ticket to a 
recession." 

, \ 
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• 	 Repres,mtative John Kasich, Congressional Record, 3/18/93: "It's like a snake bite.' The 
venom is going to be injected into the body ofthis economy, in our judgement and it's going 
to spread throughout the body and it's going to begin to kill the jobs that Americans have." 

• 	 Repres,mtative Dick Armey, CNN, 8/2/93: "The impact on job creation is going to be 
devastating. " 

• 	 Senator Connie Mack, Congressional Record, 8/6/93: ''This bill will cost America jobs, no 
doubt about it." 

• 	 Repres,mtative John Boehner, 3/31/93: " ...we want to do something about reducing the 
budget deficits in this country and this budget resolution does nothing, absolutely nothing to 
reduce the huge budget deficits that we have had." 

• 	 Senato)" Bob Packwood., Congressional Record, 8/6/93:, "So I will make you this bet. I am 
wiliing to risk the mortgage on it, Mr. President. One year from now ... the deficit will be 
bigger tnan we are now predicting... [T]he deficit will be up, unemployment will be up; in 
my judgement, inflation will be up." 

,_____1 

• 	 In 1990., a majority ofDemocrats voted for the fmal bill in both the House and the Senate, 
while a majority ofRepublicans voted against. 

'HOUSEVOTE 

ON FINAL 1990 AGREEMENT 
Percent For 

De'mocrats 71.0 
Re'pubJicans 27.2 
Tolal 53.3 

SENATE VOTE 
ON FINAL 1990 AGREEMENT 

Percent For 
-Democrats 63.6 

Republicans 43.2 
Tot~1 54.5 



".. , ' ' ­

7 

• 	 In 1993, the Omnibus Reconciliation Act passed in the House by a vote ofxxx-yyy, with not 
a single Republican voting infavor ofthe plan. In the Senate, the vote was tied at 50-50; 
Vice Pn;:sident Gore cast the tie-breaking vote in favor of the Act. 

HOUSE VOTE 

ON FINAL 1993 AGREEMENT 
Percent For 

Democrats 84.2 
Republicans 0.0 
Total 50.1 

SENA1;EVOTE 

ON FINAL 1993 AGREEMENT 
Percent For 

,Democrats 893 
Republicans 0.0 
Total 50.0 

• 	 During the 1992 Presidential campaign, President Bush repudiated the 1990 agreement. "I 
thought this one compromise - and it was a compromise - would result in no more tax 
increases. I thought it would resultin total control ofdomestic discretionary spending. And 
now we see Congress talking about raising taxes again. So I'm disappointed, and given all of 
that, yes, a mistake." March 23, 1992. 
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MEMORANDUM FOR SECRETARY SUMMERS 

DEPUTY SECRETARY EIZENSTAT 

FROM: David Wilcox lIW e;;: 
Douglas Elmendorf 1) 

SUBJECT: Long-Term Budget Projections from CBO and the Administration 

The, Congressional Budget Office (CBO) recently released new long-term budget 
projections. CBO projects that government spending ultimately will grow faster than 
revenues, leading to large and growing deficits and unsustainable levels of public debt. 
This outlook contrasts sharply with the long-term outlook consistent with the near-term 
projection presented in the OMB Mid-Session Review (MSR); this MSR-consistent 
projection (which was not published) shows large and growing surpluses relative to 
GOP throughout the 75-year projection. 

CBO's budget pessimism appears to stem primarily from faster projected growth 
in Medicare costs and discretionary spending. Different economic assumptions play 
little role in the first 40 years, but matter more later when rising debt causes slower GOP 
growth in the CBO methodology. Even in CBO's outlook, the gov~rnment runs unified 
surpluses until the late 1930s and holds net assets equal to 37 percent of GOP in 2040. 

Discussicm 

. cao reports alternative scenarios based on different assumptions about 
productivity growth, health cost increases, demographic changes, and how much of the 
budget surplus is saved over the next decade. We focus on their so-called midrange 
parameter's and the "Save Total Surpluses" scenario, which corresponds to the 
traditional budget baseline. 

CBO's projected path of nomin~1 GOP is virtually identical to OMB's projected· 
path through 2040. Thus, the difference in budget outlook for 2040 can be usefully 
summarizl3d as follows (with a more detailed breakdown in the attached table): 1 

Impact on surplus of CBO relative to OMB (% of GDP) 
Medicare outlays - 2.2 % (Le., CBO has higher outlays) 
Discretionary spending -1.9 % 
All other non-interest outlays +0.1 % 
Receipts - 0.3 % (Le., CBO has lower receipts) 
.lnY~rest -3.6 % 
Surplus -7.9 % 

1 The figures for eBO are adjusted froin the NIPA-based numbers they reported in their document to an 
approximatE3 budgetary basis so comparisons can be made to the OMB numbers. 

Prepared by Jc)hn Kitchen 



Economic Assumptions: 

CBO uses a neoclassical growth model with exogenous fnultifactor productivity 

growth that allows for investment and interest rates to respond to government saving. 

OMB sets labor productivity growth exogenously and allows no feedback from 

government saving.2 Between 2010 and 2040, CBO's effective labor productivity 

growth ratE~ appears to be higher than OMB's by roughly 0.2 percentage point. 


With similar demographic assumptions, this translates into faster real GOP 

growth - which should improve CBO's budget outlook relative to OMB's. At the same 

time, CBO's "wedge" (the excess of CPI growth relative to GOP price index growth) is 

slightly higher than OMS's - which should hurt their budget outlook relative to OMB's" 

These diffElrences appear to roughly offset in their budget effects. 


In addition, CSO's assumed rate of GOP price inflation is 0.2 percentage points 
lower than OMS's, which offsets their higher rate of real GOP growth to produce virtually 
identical paths for nominal GOP. This similarity allows us to compare forecasts in terms 
of budget (x>mponents relative to GOP. Note that CBO reports numerical values only 
through 2040, as growing budget deficits thereafter generate snowballing deficits and 
debt and a collapsing capital stock and GOP .. 

Technical Assumptions: 

. CSO assumes that discretionary spending will increase with GOP growth. while 

OMB assumes that discretionary spending will increase at the current·services rate. 

,Under the OMS approach, discretionary spending falls from about 6 percent of GOP 

today to 3-1/2 percent by 2040 and 2-1/4 percent by 2075. 


CSO had previously assumed, along with OMS (who followthe Medicare 

trustees in this regard), that cost growth per Medicare enrollee relative to underlying 

economic !;Jrowth would slow from about 2 percent to about 0 percent between 2010 

and 2025. CSO now bills that assumption as "optimistic," and bases itsmidran~e 


projection on the assumption that excess cost growth slows only to ·1.1 percent. . 


As the table on the following page shows. CSO projects somewhat lower 
spending than OMS on Social Secl:lrity, and somewhat higher spending on Medicaid 
and other programs - roughly a wash overall. Note that the Medicare spending 
difference does not flow through to Medicaid. where OMS appears to be somewhat 

. more aggr'9ssive in its projection of cost growth. 

20MB is now developing a neoclassical growth model with endogenous response to government saving 

for its long-torm projections. 

3 The Medicare technical panel recently agreed to recommend to the Trustees that the actuaries adopt a 

higher medk:al cost growth rate in making their projections. 
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Long-Run Projections of Receipts and Outlays, % of GOP . 
2010 2020! 2030 2040 

cao, "Save Total Surpluses" Scenario 
Receipts 20.0 20.0 20.0 20.0 

Outlays 
Discretionary 5.2 5.2 5.2 5.2 

Mandatory 
Social Security 4.2 5.1 5.9 6.0 
Medicare 2.5 3.8 5.3 6.2 
Medicaid 1.7 2.4 3.0 3] 
Other 2.2 2.0 1.9 2.1 

Net Interest -0.2 -2.5 -3.3 -2.9 . 

Total 15.6 16.0 18.0 20.3 

Surplus{+) I Deficit( -) 4.4 4.0 2.0 -0.3 

Public Debt -8 -41 -50 . -37 

Nominal GOP ($Trillions) 15.7 24.0 36.2 54.6 

-AdminiStrafion,-MslfcUiTei1t'S(iiVlCes-Sa:ieline-------------------------------- . 

Receipts 19.5 19.9 20.1 20.3 

. Outlays 
Discretionary 4.9 4.3 3.8 3.3 

Mandatory 
Social Security 4.4 5.6 6.7 6.9 
Medicare 2.3 2.9 3.6 4.0 
Medicaid 1.6 2.1 2.7 3.3 
Other 2.2 1.9 1.6 1.4 

Net Interest -0.1 -2.5 -4~6 . -6.5 

Total 15.3 14.3 13.8 12.4 

Surplus(+) I Deficit(-) 4.2 5.6 6.3 7.9 

Public Debt -4 -45 -81 -113 . 

Nominal GOP ($TriUions) 15.9 24.1 36.0 54.3 

-bIFFERENCe; ADMiN-CSO----------------------------------------------­

Receipts -0.5 -0.1 0.1 0.3 

Outlays 
Discretionary -0.3 -0.9 -1.4 -1.9 

Mandatory 
Social Security 0.2 0.5 0.8 0.9 
Medicare -0.2 -0.9 -1.7 -2.2 
Medicaid -0.1 -0.3 -0.3 -0.4 
Other 0.0 -0.1 -0.3 -0.7 

Net Interest 0.1 0.0 -1.3 -3.6 

Total -0.3 ~1.7 -4.2 -7.9 

Surplus(+) I Deficit(-) -0.2 1.6 4.3 8.2 

Public Debt 4 -4 -31 -76 

Nominal GDP {$Trillions) 0.2 0.1 -0.2 -0.3 
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DEPARTMENT OF THE TREASURY 
WASHINGTON 

Februcu:y 3, 1997 
GENERAL COUNSEI_ 

MEMORANDUl.f FOR 	J. BENJAMI·N H. NYE 

EXECUTIVE SECRETARY 


FROM: 	 EDWARD S. KNIGHT Ii (I{;

GENERAL COUNSEL L 7 


SUBJECT: 	 Transmittal to the Congress of Treasury's draft 
bill to revise the "Treasury Amendment" to the 
commodity Exchange Act 

ACTION FORCING EVENT: 

OMB has approved transmittal to the Congress of the document in 
the attached legislative package (Tab A). The document 
previously had 	been approved by the appropriate Treas~ry policy 
and legal offices, and by the Assistant Secretary (Legislative 
Affairs) • 

RECOMMENDATIONS: 

That the document be brought to the attention of the 
Secretary and that you advise the Associate General Counsel 
whether transmittal to the Congress is approved by initialing 
below and returning these materials to Room 1417. 

____Agree _____~Disagree Let's Discuss 

ANALYSIS: 

The document, which is summarized on the Summary and Coordination 
Sheet, is. consistent with Treasury and Administration. pol icy and 
is ready for transmittal to the Congress following coordination 
with the Executive secretary. Substantive revisions requested by 
OMB, if a.ny, have been cleared by the appropriate offices and are 
indicated! at the "OMBIt Tab. 

ATTACHMENTS: 	 Tab A Legislative Package 

. 

"" 



THE SECRETARY OF THE TREASURY 
WASHINGTON 

February 3, 1997 

The Honolrable Richard G. Lugar 
Chairman 
Comrnitte(~ on Agriculture, 
Nutrition and Forestry 

United States Senate 
Washington, D.C. 20515 

Dear Chairman Lugar: 

The staffs of the Commodity Futures Trading Commission and the Treasury Department have met 
over the past thirteen months to discuss the policy underlying the provision of the Commodity 
Exchange Act (CEA) commonly referred to as the "Treasury Amendment." Both agencies agree 
on the need to clarify the scope of the CFTC's authority to protect retail customers against fraud 
by entities that are not currently subject to any federal regulation or supervision. Unfortunately, 
Treasury and the CFTC have been unable to reach agreement on the proper approach for 
achieving this goal and continue to disagree on several key issues. During that time, we have also 
worked to protect the interests of the Department in litigation, including the Ihmn case before the 
Supreme Court. This letter will not restate the legal arguments put forward in that context, which' 
are still v'a1id today. 

The CFTC recently transmitted to you a proposal for changes to the Treasury Amendment. 
Treasury objects to the proposal that the CFTC has offered. Enclosed for your consideration is a 
Treasury proposal to amend the Treasury Amendment in a way that addresses the retail fraud 
issue in a dear and direct manner without creating new ambiguities or unnecessarily increasing the 
regulatory burden ofentities already subject to federal regulation. 

One of the key points of difference between Treasury and the CFTC relates to the treatment of 
the over-the-counter institutional market for foreign exchange and the other instruments 
enumerated in the Treasury Amendment. Treasury believes this market should be entirely exempt 
from the CEA, as it is under the current Treasury Amendment. The public is well served by deep 
'and liquid foreign exchange markets which provide access to foreign exchange instruments for Ii 
wide range: ofUS. businesses that need to participate in global commerce. Although the CFTC 
acknowledges that it agrees with Treasury that th~ "interbank market [should] remain exempt 
from regulation under the CEA," the draft legislation proposed by the CFTC does not provide an 
unambiguous exemption for aU segments of the over-the-counter institutional markets. If 
enacted, the CFTC's legislation would likely result in additional litigation concerning the scope of 
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exempted activities. Cpntinued uncertainty would have a harmful effect on these important 
markets ai1d may cause an increasing share of such markets to move overseas. Treasury 
understands that the staffs of the bank regulatory agencies share its concern about the potentially 
harmful impact of continued uncertainty in the institutional markets .. 

Treasury is also concerned that the CITC's proposal imposes an unwarranted overlay ofCFTC 
jurisdiction on federally regulated entities, such as banks, that may sell Treasury Amendment 
instruments to small businesses or members of the general public. There is no evidence that 
existing regulatory structures fail to ensure that there is adequate federal oversight of such. 
transactioilS. Moreover, we believe that it is unwise to impose additional layers of regulation 
upon entities that are already under the jurisdiction ofone or more federal regulators. 

Thank you for your consideration of Treasury's proposal. We continue to discuss these issues 
with the CFTC and anticipate discussing our proposal with the federal banking agencies and the 
Securities and Exchange Commission. We look forward to working with you and your staff. 

Sincerely,: 

~J,~ 
Robert E. Rubin 



Treasury Legislative Proposal to Amend the, 

Treasury Amendment 


Backgroun.d 

Under the eEA, the CFfC generally is given jurisdiction over contracts for the sale of 
commodities for future ,delivery (commonly referred to as futures contracts) and options on 
commoditi,es. Before 1974, the teim "commodity" in the CEA included only tangible agricultural 
commoditi,es. In 1974, when the'CFTC was created, the definition of the term "commodity" was 
significantly expanded. The new definition was open-ended, encompassing "all services, rights 
and interests in which contracts for future delivery are presently or in the future dealt in." The 
concepts of "futures contracts" and "options" remained undefined. The Treasury Department 
proposed l:mguage exempting off-exchange derivative transactions in foreign currency, 
governnlent securities, and certain other financial instruments from the newly expanded CEA. 
This exemption was adopted virtually unchanged by Congress and is known as the Treasury 
Amendmerlt. 

In proposing the amendment, Treasury's primary (;oncern was to protect the foreign currency 
market in the United States from potentially hannful regulation. In a letter to the Chairman of the 

, S~nate Coinmittee on Agriculture and Forestry, Treasury noted that the foreign currency market 
"Has proved highly efficient in serving the needs of international business in hedging the risks that 
stem from foreign exchange rate movements." S. Rep. No. 1131, 93rd Cong., 2d Sess. 50 
(1974). Since that market consisted primarily ofbanks and dealers, Treasury believed that it 
would be iJlappropriate for any additional regulation of this complex function to be carried out by 
the CFTC. Treasury argued that granting the CFTC jurisdiction over the foreign currency market 
would confuse an already highly regulated business sector and that new regulatory limitations and 
restrictions could have an adverse impact on t~e usefulness and efficiency offoreign exchange 
markets fOlr traders and investors. For similar reasons, Treasury argued that the CEA should 
exempt delivative transactions involving government securities and a variety of other financial 
instrument:), unless conducted on organized exchanges. 

f 

Since the enactment of the Treasury Amendment, the size and importance of the markets for both 
foreign currency and government securities have increased dramatically. As a'result, the goa] of 
the Treasury Amendment, to preserve the efficiency of these markets by avoiding unnecessary 
regulation ;and uncertainty, is even more compelling today. Indeed, when it enacted the 
Governmeilt Securities Act of 1986, Congress recognized that unnecessary or inflexible regulation 
co:uld increase the government's borrowing costs, and it acknowledged the ne~d to preserve both 
the efficiency and the integrity ofthat market. S. Rep. No. 1416, 99th Cong., 1st Sess. 10 
(1985). 

Given this dramatic growth in the size ofthe financial market~ since 1974, the 'open-ended nature 
, of CEA coverage makes'it even more crucial that the scope of the exemption from the CEA be 

absolutely dear. However, since the Treasury Amendment's enactment, the scope ofCEA 
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coverage has continued to be a troublesome sour':e of legal uncertainty for the financial rriarkets. 
Determiniilg how to draw the line between instruments that are subject to the CEA and those that 
are not, in a manner that provides logical consistency and predictability for new instruments, bas 
been difficult under current law. 

In the mid··1980's, a greater focus on these issues resulted from various interpretive and rule­
making acdvities ofthe CFTC. In the CFTC's view, the concepts of"futures contracts" and 
"options," particularly when applied to transactions involving non-agricultural commodities, were 
potentially very far-reaching. For example, under the CFTC's Hybrid Instruments Rule, 17 
C.F.R. pt. 34, the CFTC has asserted jurisdiction over certain securities and bank deposits whose 
value is linked to the price ofcommodities, unle$s such instruments meet certain criteria for 
exemption set forth in the Rule. Instruments such as bonds linked to the price of foreign currency 
and certairl types ofdeposits of foreign currency in U.S. bank accounts may potentially be viewed 
by the CFJrC as commodity futures or options subject to CEA regulation. 

Recently,' the CFTC has brought a number of enfhrcement actions asserting jurisdiction over 
foreign cUlTcncy derivative transactions that have created significant interpretative issues about 
the scope of the Treasury Amendment. The CFTC's goal in bringing these enforcement actions-­
the protection ofunsophisticated investors from the unsavory or fraudulent practices of bucket 
shops or other unregulated entities -- is an important one, as Treasury has long acknowledged. l 

Unfortunately, the ambiguity created by these enforcement actions has significantly diminished the 
efficacy of the Treasury Amendment in providing a bright-line exclusion from the CEA for the 
markets in the enumerated financial instruments. Treasury does not believe that it would be good 
public policy to solve a discrete enforcement problem in a way that generates legal uncertainty 
througho'ut enormously important financial marhts. 

The CEA':; language strongly tends to favor exct..ange trading, a mode ofconducting transactions 
that developed in connection with agricultural commodities. Various financial futures and options 
have developed in that environment so successfully that the volume offinancial futures and 
options on the various commodities exchanges, measured in terms ofnotional value of 
transactions, far exceeds that ofagricultural commodities. However, there is a fundamental 
question whether that mode of conducting transa:tions is appropriate for all transactions 
involving financial instruments that, in the view ofthe CFTC, may constitute futures contracts or . 
options. The financial markets have provided their own answer to this question: the notional 
amount of foreign exchange futures contracts traded over-the-counter is several orders of 
magnitude greater than that traded on exchanges. 

The CFTC has some flexibility to address this fundamental question through the general 
exemptive authority granted to it by Congress in 1992. However, Treasury does not believe that 

1 Letter from Charles O. Sethness, Assistant Secretary (Domestic Finance), United States 
Department of the Treasury, to Susan M. Phillips, Chairman, Commodity Futures Trading 
Commission (May 5, 1986). 
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,reliance on this exemptive authority will provide the needed level of certainty for the foreign 
currency and government securities markets. One concern is that reliance on the exemptive 
authority I:;ould be interpreted as an implicit conclusion that the exempted transactions in question 
are future:; or options subject to CFTC jurisdiction. Thus, reliance on exemptive authority 
requires market participants to operate, as a matter of caution, as if the transactions at issue m 
futures or options and structure their transactions to qualify for the regulatory exemption. If the 
cFtc laU:r decides to change the parameters of the exemption, market participants would be 
forced to restructure their transactions accordingly or fall back on the position that the 
transactions are not, in fact, futures or options subject to the CEA, with all the accompanying 
legal uncelrtainty. 

treasury PrQPosal 

In drafting the attached proposal, Treasury was guided by the principle that the appropriate legal 
standard should provide adequate protection of retail participants while achieving maximum legal 
certainty thr the derivative markets in foreign currency and government securities, as well as the 
other enumerated financial instruments. Our proposal is structured to provide a broad exemption 
from the CEA for these transactions without resorting to terms that are undefined, open-ended, or 
both. Inst(~ad, we have attempted to draw the relevant lines by reference to. objective factors that 
can be determined by all interested parties, including market participants. Although we have not 
expanded the list of covered instruments, we belit ..ve consideration must be given to whether the 
list should be updated and expanded to reflect some ofthe expansion in the variety offinancial 
instruments since 1974, and the significance of certain products to investors. Recognizing that 
the resolution of certain issues raised by Treasury's proposal may require us to modify our 
approach, we would welcome the opportunity to continue to work with the Committee, as 
necessary, to expand the list of covered instruments, and to resolve other matters raised by our 
and others' proposals. 

1. ,&emption for Goyernment Securities Transactions. 

Treasury's proposal is structured to provide a complete exclusion for transactions in, or in any 
way involving, government securities unless those transactions are conducted on an organized 
exchange. Certain other securities transactions currently sheltered by the Treasury Amendment 
are similarly excluded. Treasury shares the CFTC's concern that the law should not provide a 
loophole for unregulated entities to defraud retail investors. With respect to these transactions, 
however, the federal securities laws serve that purpose. Indeed, the government securities market 
itself is now subject to a regulatory regime that did not exist at the time the Treasury Amendment 
was adopted. The proposal retains similar treatment for resales of installment loan contracts, 
mortgages, and mortgage purchase commitments 

The CFTC':~ proposal, by contrast, would subject entire classes of transactions involving 
. government securities (and other Treasury Amendment instruments) to an additional regulatory 

scheme that mayor may not be consistent with e.,dsting law. In particular, the CFfC's draft 
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makes reference to the "when issued" government securities market, in which investors enter into 
. I 

contracts for the purchase ofgovernment securities to be ,issued at a later date. This market is of 
vital importance to the liquidity of the government securities market and helps to reduce the cost 

I . 

ofgovernment borrowing. Treasury believes this market is currently appropriately regulated and 
that CFTC regulation, or the threat of such regulation, of:this market could be detrimental to . 
goveinment finance. Although CFTC staff has stated its ~elief that the "when issued" market is a 
"cash" nUlIket that is not, and .should not be, the subject ofCFTC regulation, the draft legislation 
prepared by the CFTC does not clearly exempt tlus mark~t from CFTC regulation. . 

2. E2remption for Foreign Currency Transactkms. 

A. Transactions between Unregulated Entitjes and Retail Customers. 

Treasury's proposal would permit the CFTC to regulate Jansactions involving foreign currency 
. that are conducted on an organized exchange. It would aliso confer antifraud authority over 

foreign currency transactions conducted between any unregulated person and a retail customer. 
The term "unregulated person" is defined as a person who; is not currently regulated by one ofthe 
federal bank. regulators or is not a broker-dealer or investrpent company regulated by the . 
Securities and Exchange Commission. A "retail,;ustomer1' is defined in terms of net worth and 

I 

income, t(> include any natural person other than a natural :person with a net worth above 
$1,000,000 or with an annual income ofmore thun $200,0.00 (or $300,000 when combined with 
one's spouse) .. This definition is drawn from the SEC's deflnition in Regulation D, 17 C.F.R. § 
230.501, which delineates a class of sophisticated investor1s for whom the full protections of 
federal seeurities regulation are deemed unnecessary.l Dr~wing the line in this fashion clearly 
permits the CFTC to take regulatory or enforcement actiohs in the area where needed) while 
preserving the legal certainty originally intended by the Trbasury Amendment. 

B. . Transactions between Regulated Entities ald Retail Customers.
I . 

Treasury perceives no need for CFTC regulation oftransabtions involving regulated entities, such 
as banks and broker-dealers, that may sell foreign currencj instruments to small businesses or 
individuals that do not meet certain net worth or income tHresholds.. Such customers may have

I . 

·1
2By contrast, the CFTC's draft legislation refers '0 the CEA's existing definition of 

"appropria.te persons." That definition includes, ,among o*er persons, banks; insurance 
companies, investment companies, governmental entities, qroker-dealers, and corporations with a 
net worth exceeding $1,000,000 or total assets exceeding ~5,000,OOO. It is unclear, however, 
whether the definition would also extend to other persons (such as high-net worth individuals) 
that are partially exempt from the CEA under CUITent CFTC regulations, but that are not explicitly 
listed in the statutory definition. : . 

" I 
) The recent CFTC enforcement actions have involved foreign currency transactions 


between unregulated entities and retail customers. I 

.' I 


http:appropria.te
http:200,0.00
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legitimate risk-management needs for specialized instruments that are not available on exchanges, 
such as futures contracts on particular foreign currencies. iThe extent ofsuch transactions is 
extremely limited atpresent, probably due in part to the uncertain legal environment surrounding 
such transactions. Granting the CFTC regulatory authori~ over such transactions could mean 
that they dQ..no1 occur, since the CEA is based on the preshmption that most non-exchange 
derivative transactions shQuld be illegal, unless demonstrat~ otherwise. We believe, however, 
that regulation ofthis nature is unwarranted where the entities involved are already subject to 
extensive schemes offederal regulation. Such entities sho~ld not be constrained from meeting the 
needs oftheir customers. : 

C. The Institutional Markets. I 
I 

Finally, Treasury believes that it is neither necessary nor appropriate to expand the scope of the 
CFTC's jurisdiction to regulate any segment ofthe institutional markets. Thus, we believe that 
transactions engaged in by persons other than retail custo~ers - including, but not limited to, 
banks, broker-dealers, corporations, and individuals whose! net worth or income takes them . 
outside of the definition of retail customer -- should not bel subject to regulation under the CEA. . 
Institutional participants, whether currently regulated or nqt, have the sophistication and the 
financial means to protect themselves and to handle their disputes without the assistance of the 
CFTC. All noted, the limited number of enforcement actiohs the CFTC has brought over the 
years have been in the context ofbucket shops dealing wit~ unsophisticated retail customers. 

Creating a more restrictive or legally u~certain reb'UlatOry'lvironment could detrimentally affect 
the institutional market, causing the foreign currency mark~t to migrate overseas to a more 
favorable <mvironment. Migration of the foreign currency futures and options market could have 
a spillover effect on that market, resulting in restricted acc~ss to these markets for many 
participants: The United States foreign currency market is Iitoo large and too important to be 
subjected to unnecessary regulation or the vagaries ofcase ilaw created in the context of retail 
_c' IelUorcement actions. : 

I 

We note that the CFTC's draft legislation provide:; that trJsactidns in "defined financial 
instrument.s" entered into by "appropriate persons" are enti~ely exempt froin the CEA if the . 
conduct of the persons is "subject to provisions of civil fed~rallaw prohibiting fraud and price 
manipulation other than the [CEA]." It appears that this pr~vision is designed to exempt 
transactions between banks, broker-dealers, and other regulated entities from the provisions ofthe 
CEA, a gO:lIlshared by Treasury. The law would be greatl~ clarified, however, if the categories of 
exempted tmtities were listed, as they are in Treasury's prop'osal, rather than leaving the question

. I 

of coverage open to interpretation by the CFTC and/or the ~ourts. Moreover, the CFTC's 
proposal does not clearly establish whether all, or only som~, ofthe "appropriate persons" in a 
given transaction must be subject to other federal laws befo're the exemption from the CEA would 
be availabh~. Thus, the proposal does not provide a clear eiemption for other sophisticated 

. \ 

institutional market participants, such as corporatlons and high-net worth individuals, that are not 
directly sut~ect to federal regulation. . 
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3. ~:finition of"Qrsanjzed Exchange" 
I 
I 

Under the existing Treasury Amendment, the CFTC retain~ jurisdiction to regulate certain 
transactioilS in Treasury Amendment instruments that occur on a "board of trade." The use of 
this tenn, however, has given rise to many of the interpreti~e difficulties tliat exist under current 
law. Trea:mry's proposal allows continued CFTC jurisdict,ion over transactions occurring on an 
"organized exchange" and supplies a detailed definition of~his new tenn. The definition clarifies 
that entities engaged in the business ofbuying or selling Tr,easury Amendment instruments, such 
as banks, broker-dealers, futures commission merchants~ and government securities dealers and 
brokers, will not be deemed to be organized exchunges~ rather, the definition includes entities that 
serve as a marketplace for anns' length transactions. 



I 

I 

Treasury Amendment .legislation 

SEC.lOI. TREASURY AMENDMENTCLARrFICATION: 

Section 2(~)(1)(A) of the Commodity EXChlnge Act (7 US.C. 2(ii» is amended-­

I 
(a) by striking clause (ii) and insetting the following: 

! 
. "(ii) Except as provided for in subsdction (iii), this chapter shall not apply 

to and the Commission shall have !'IO jurisdibtion over transactions in or in any way 
involving foreign currency, unless the transAction is a contract of sale for future 

. delivery or an option and is condu;;ted on a~ organized exchange. " 

(b) by adding at the end the folIovving new Isubsections: 
I 

"(iii) Sections 4b and 40 of the Co~modity Exchange Act (7 US.C. 6b & 
60) and any antifraud regulation promulgat~d by the Commission pursuant to 4c(b) 
of the Act (7 U.S.C. 6c(b» shaU be applica~le to transactions in or in any way 
involving foreign currency if the transaction' is a contract of sale for future delivery 

I 
or an option and is conducted between any unregulated person and a retail . 
customer." I 

! 
. ! 

. "(iv) This chapter shall not apply toland the Commission shall have no 
. jurisdiction over transactions in or in any w~y involving security warrants, security 

rights, resales of installment loan contracts, :repurchase options, government 
securities, or mortgages and mortgage purchase commitments, unless the 
transaction- i 

I . 

(I) is a contract of sale for f¥ture delivery, or an option on either a 
future or a commodity that is not a ~ecurity, and 

I 

(II) is conducted on an orgahized exchange. 

I 
"(v) The following definitions shall apply for purposes of this section: 

I . 
(1) REGULATED PERSON i . 

I . ~ 
(a) The tenn t'regulated person" means a person 

that is regulated or s~perVised by an appropriate federal 
banking agf:ncy as the tenn is defined in section 903 of 
International Lending Supervision Act (12 U.S.c. 3902); a 
government securitie~ broker, a government securities 
dealer, or a registered broker or dealer as defined in section 

I 

3(a) of the Securities Exchange Act of 1934 (15 US.c. 



I 

I 
... I' 

. I 

78c(a»; or an inves~ent company registered under section' 
8 of the Investment Company Act of 1940 (IS U.S.C. 80a­

8); or i 

(b) an affiliate of a person described in subclause 
(a), but only to the e~tent that the affiliate conducts a 
transaction (other th~n a transaction conducted on an 
organized exchange)1 covered by section 2(a)(I)(A){ii) or 
section 2(a){I){A)(iJ) through such a person. 

I
i . 

(II) UNREGULATED PERSONI . 

I . . 
The term "unregulated person" means any person other than 

a regulated person. I 

(III) RETAIL CUSTOMER 

The term "retail customer" means any natural person other 
than-- . II 

I· . 
(a) s. natural person whos~ net worth, or, in the case 

of a natural person who is married, joint net worth with that 
I . 

person's spouse, exceeds $1,000,000, or 

(b) a natural Jersc)O who had an income in excess of 
$200,000 in each of the two most recent years, or in the 
case of a natural persbn who is married, joint income with 

I 

that person's spouse in excess of $300,000 in each of those 
years. I

I 

I 

Provided, that the teQn "retail customer" shall not include 
. any person to the extent that such person is represented by 

a regulated person in ;a transaction (other than a transaction 
conducted on an organized exchange) described in section 
2(a)(1)(A)(ii) or sectibn 2(a)(I)(A)(iv). 

I
(IV) ORGANIZED EXCHANGE 

I 
I 

(a) Except as otherWise provided in this subclause, the 

term "organized exchange" rtteans-- . 


(I) a board o~trade designated by the Conunission 
as a contract market 'or a physical or electronic market 
place or similar facility affiliated with a board of trade so 
designated as a contiact market, or . 

j 

( 



i 

I 

I 
I 
I 

(2) a physical or electronic market place or similar 
facility through whith .unafflliated persons, for their own 
accounts or for the k.ccounts ofcustomers, enter into and 
execute arms' length binding transactions by accepting bids 

I
andoffers made by pne person that are open to all persons 
who conduct business through such market place or similar 

facility. . . I 

(b) Notwithstanding su~clause (III)(a), the term 
'(organized exchange" doeslnot include-­

I 
(1) parties ~ngaged in privately negotiated bilateral 

transacti?ns, even i~ such parties ~se electronic means to 
commuruc,tte or ex~cute transactions, or 

I 
I 

(2) govemmknt securities dealers or brokers, as 
defined in section 3~a) of the Securities Exchange Act of 
1934 (15 US.C. 78c(a». 

, I 
I 

(V) OPTIONj 

The term "option" ~eans a transaction describe~ in Section 
4c(b) ofthis Act.'" . 

SEC. 102. SAVINGS CLAUSE. 

I 
Nothing in section 101 of this Act shall be interpreted as altering the Futures 

Trading Act of 1982 (Pub. L. No. 97-444). 

Explanatioll: 

I 
In general. the 'amendment would exempt transactions in or in any way involving foreign 
currency fi'om the Commodity Exchange Act (CEA), that ~ould otherwise be subject to the 
CEA, unl($S the transactions were conducted on an organ~zed exchange. The amendment would 
permit over-the-counter foreign exchange transat;tions bet}veen unregulated persons and retail 
customers, but such transactions would be subjeet to CFT~ anti-fraud authority under sections 

, 4b and 40 of the CEA. The amendment adds the term "in :any way involving" to clarify that 
options and cash settled transactions are within the scope bfthe Treasury Amendment 
exemption:, as are transactions involving the values, yields,! orrates on the listed instruments. 

I 

I 

I 



! 

Additionally, transactions in or,:in any way, invo:.ving sec~rity warrants, security rights, resales of 
installment loan contracts, repurchase options, governme~t securities, or mortgages and 
mortgage purchase corrtmitments are exempted from the yEA unless the transaction is a future 
or an option on a future or a commodity that is not a sec~rity and is conducted on an organized 
exchange, I' 

I 

The amendment would add new definitions of"mgulated berson", "unregulated person", "retail 
customer", "organized exchangf' and "option" t:> the CEA... A "regulated person" is a person 
who is currently regulated by th'e Office of the ComptroUJr ofthe Currency, the Board of 

·1 

Governors ofthe Federal Reserve System, the Office oflihrift Supervision and the Federal 
Deposit Insurance Corporation. The definition is intende~ to include banks, savings associations, 
foreign btUlks, holding companies, operating subsidiaries, :affiliates, service corporations, Edge 
Act corporations, and Agreement Corporations operating:under section 25 ofthe Federal 
Reserve Act Additionally, the term includes particulareQtities registered with the Securities and 
Exchange: Commission such as government secUlities bro~ers and dealers, Finally, the term 
includes $Iffiliates of such persons, but only to th€: extent that the affiliate conducts a covered 
transaction through such persons, The term "unregulatedlperson" means any person other than a 
regulated person, I . 

The term "retail customer" has been defined to mean any ratural person other than (a) a natural 
person whose net worth exceeds $1,000,000, or (b) a natural person whose annual income 

1 

exceeded $200,000 (or whose joint income with that person's spouse exceeded $300,000) in' 
each of the last two years, The :term does not indude, hoWever, a person who is represented by 
a regulat(:d person. I . 

I 

The term "organized exchange" has been defined to mean1both (1) a board of trade designated by 
the eFTC as a contract market and affiliated exchange-like facilities, and (2) a physical or 
electronic; market place or similar facility by means'ofwhibh unaffiliated persons engage in arms' 
length binding transactions by accepting bids or oifers made by one person that are open to all 
persons vlho conduct business on the facility. The definiti~n is intended to clarity that entities 
that are engaged in the business ofbuying or selling Trea~ury Amendment instruments, such as 
banks, broker-dealers, futures commission merd.ants, arid govenunent securities dealers and . 

. I 
brokers, tlre not "organized exchanges", I 

I 

The term "option" is defined·to .include any transaction involving any commodity regulated under 
the CEAwhich is ofthe character of, or is commonly kn6,wn to the trade as, an "option", 
"privilege:", "indemnity", "bid", "offer", "put", "call", '<adyance guaranty", or "decline guaranty" . 

'The amendment includes a savings clause to clarity that tJe amendment may not be interpreted as 
altering the Futures Trading Act of 1982, Pub. L. No. 97~444, the so·called "Shad-Johnson 
Accord." Among other things, this Act imposed restrictions on the CFTC jurisdiction over 
options on securities and options on foreign currency traded on a national securities exchange, 
which are: now regulated by the Securities and Exchange Commission. 
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THE SECRETARY OF THE TREASURY 
! 

WASHINGTON I 

I 
I 
, 

I 

February 3, 1997 

The Honorable Tom Harkin 	 ,, 
"Ranking Democrat, 
i

Committe<~ on Agriculture, 	 i 
Nutrition and Forestry 

United States Senate 
Washington, D.C. 20515 I 

Dear Chairman Lugar: I 
I 

The staffs of the Commodity Futures Trading Cornmission1and the Treasury Department have met 
over the past thirteen months to discuss the policy underlyihg the provision of the Commodity , 
Exchange Act (CEA) commonly referred to as thE: "Treasury Amendment." Both agencies agree 
on the need ,to clarify the scope ofthe CFTC's authority to: protect retail customers against fraud 
by entities that are not currently subject to any federal re~lation or supervision:, Unfortunately, 
Treasury and the CFIC have been unable to reach agreemJnt on the proper approach for 
achieving this goal and continue ~o disagree on several keylissues. During that time, we have also 
worked to protect the interests of the Department in litigation, including the Dlmn case before the 
Supreme Court. This letter will not restate the legal argu~ents put forward in that context, which 
are still valid today. ! 

,i ' , 

The CFTC recently transmitted to you a proposal for changes to the Treasury Amendment. 
Treasury objects to the proposal that the CFfC hus offered. Enclosed for your consideration is a 
Treasury proposal to amend the Treasury Amendment in a :way that addresses the retail fraud 
issue in a dear and direct manner without creating new ambiguities or unnecessarily increasing the 
regulatory burden of entities already subject to federal re~lation. , ' 

, 	 I 
I 

One of the key points of difference between Treasury and the CFfC relates to the treatment of 
the over-the-counter institutional market for foreign exchaitge and the other instruments 
enumerated in the Treasury Amendment. Treasury believe~ this market should be entirely exempt 
from the CEA, as it is under the current Treasury Amendm:ent. The public is well served by deep 
and liquid foreign exchange markets which provide access to foreign exchange instruments for a 
wide rangE: ofU.S. businesses that need to participate in global commerce. Although the CFTC 
acknowledges that it agrees with Treasury that thl! "interbank market [should] remain exempt 
from regulation under the CEA," the draft legislation proposed by the CFTC does not provide an 
unambiguc,us exemption for all segments of the o"er-the-c~unter institutional markets. If 
enacted, the CYrC's legislation would likely result in additional litigation concerning the scope of 
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exempted llctivities. Continued uncertainty would have a harmful effect on these important 
markets and may cause an increasing share of such markets to move overseas. Treasury 
understandls that the staffs of the bank regulatory agencies ~hare its concern about the potentially 
hannful impact of continued uncertainty in the institutional !markets. 

. I. 

Treasury is also concerned that the CFTC's proposal imposes an unwarranted overlay ofCFTC 
jurisdictiotl on federally regulated entities, such as banks, t~at may sell Treasury Amendment 
instrument:s to small businesses or members ofthe general ~ublic. There is no evidence that . 
existing regulatory struct:ures fail to ensure that there is adequate federal oversight of such. 
transactions. Moreover, we believe that it is unwise to imp6se additional layers of regulation 
upon entities that are already under the jurisdiction of one dr more federal regulators. 

I 
I. , 

Thank you for your consideration of Treasury's proposal. We continue to discuss these issues 
with the Cl!fC and anticipate discussing our prop.;)sal with Jthe federal ban1cing agencies and the 
Securities Ilnd Exchange Commission. We look fbrward tO working with you and your·s~aff.

I 
! 

i 

Sincl;:rely, I . . . 

GJ·,,<,~~ 
Robl!rt E. Ru~in 

I 
I
: 
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Treasury Legislative Proposa. to Amend the 

Treasury Amendn,tent 


I 
I 

BackgroUl1d 

Under the CEA, the CFTC generally is given jurisdiction over contracts for the sale of 
commoditKes for future delivery (commonly referred to as futures contracts) and options on 

I 

commodities. Before 1974, the term "commodity" in the €EA included only tangible agricultural 
commoditKes.· In 1974, when the CFTCwas created, the ~efinition ofthe term "commodity" was 
significantly expanded. The new definition was open-ende,d, encompassing "all services, rights 
and interests in which contracts for future delivery are pre$entlyor in the future dealt in." The 

. concepts c,f "futures contracts" and "options" remained undefined. The Treasury Department 
proposed language exempting off-exchange derivative tra~sactions ih foreign currency, 
government securities, and certain other financial instrumertts from the newly expanded CEA. 
This exemption was adopted virtually unchanged by Cong}ess and is known as the Treasury 
Amendment. . . I . 

I 

In proposing the amendment, Treasury's primary eoncem Jvas to protect the foreign currency 
I 

market in the United States from potentially harmful regulation. In a letter to the Chairman ofthe 
Senate Committee on Agriculture and Forestry, Treasury ~oted that the foreign currency market 
"has prov(:d highly efficient in serving the needs of international business in hedging the risks that 
stem from foreign exchange rate movements." S. Rep. Nd. 1131, 93rd Cong., 2d Sess. 50 
(1974). Since that market consisted primarily ofbanks and dealers, Treasury believed that it 
would be i.nappropriate for any additional regulation of thi~ complex function to be carried out by 
the CFTC.Treasury argued that granting the CFTC jurisdiction over the foreign currency market 
would confuse an already highly regulated busine~;s sector iand that new regulatory limitations and 
restrictions could have an adverse impact on the usefulness and efficiency offoreign exchange 
markets for traders and investors. For.similar reasons, TrJasury argued that the CEA should 
exempt derivative transactions involving government secuHties and a variety of other financial 
instruments, unless conducted on organized exch,mges. i 

I . 
Since the f;:nactment of the Treasury Amendment, the size ;and importance of the markets for.both 
foreign currency and government securities have increaseq dramatically. As a result, the goal of 
the Treasury Amendment, to preserve the efficiency of these markets by avoiding unnecessary 

I 
regulation and uncertainty, is even more compellil1g today; Indeed, when it enacted the 
Governm(:nt Securities Act of 1986, Congress re<:ognized lthat unnecessary or inflexible regu lation 
could increase the government's borrowing costs, and it a~knowledged the need to preserve both 
the efficiency and the integrity of that market. S. Rep. No!. 1416, 99th Cong., 1st Sess. 10 

I 

(1985). i 

I 
Given this dramatic growth in the size of the financial markets since 1974; the open-ended nature 
ofCEA coverage makes it even more crucial that the sco~e of the exemption from the CEA be 
absolutely clear. However. since the Treasury Arnendmerit's enactment. the scope ofCEA 

I 
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I 

coverage has continued to be a troublesome source of legal uncertainty for the financial markets. 
Determining how to draw the line between instruments that are subject to the CEA and those that 
are not, in a manner that provides logical consistency and ~redictability for new instruments, h~s 
been difficult under current law. ! 

In the mid-1980's, a greater focus on these issues resulted from various interpretive and rule­
making activities of the CFTC. In the CFTC's view, the c~)ficepts of"futures contracts" and 
"options," particularly when applied to transactions involving non-agricultural commodities, were 

I 

potentially very far,..reaching. For example, under the CFT1C's Hybrid Instruments Rule, 17 
C.F.R. pt. 34, the CFTC has asserted jurisdiction over cert.ain securities and bank deposits whose 
value is lil'tked to the price ofcommodities, unless such instruments meet certain criteria for 
exemptior" set forth in the Rule. Instruments such as bondk linked to the price of foreign currericy 

- I 

and certain types of deposits offoreign currency in U.S. bank accounts may potentially be viewed 
I 

by the CFTC as commodity futures or options sut:~ect toCEA regulation.
I 

I 
Recently, the CFTC has brought' a number of enfe·rcementlactions asserting jurisdiction over 

- 1_ 

foreign currency derivative transactions that have created *ignificant interpretative issues about 
the scope of the Treasury Amendment. The CFTC's goal ~n bringing these enforcement actions-­
the protection ofunsophisticated investors from the unsavpry or fraudulent practices of bucket 
shops or other unregulated entities -- is an important one, as Treasury has long acknowledged. 1 

Unfortumttely, the ambiguity created by these enfhrcemen~ actions has significantly diminished the 
efficacy of the Treasury Amendment in providing a bright-line exclusion from the CEA for the 
markets in the enumerated financial instruments. Treasuri does not believe thatit would be good 
public policy to solve a discrete enforcement problem in a ;way that generates legal uncertainty 
throughout enormously importm:tt financial markets. i . 

I 
. I 

The CEA's language strongly tends to favor exchlllge trading, a mode of conducting transactions 
that developed in connection with agricultural cornmoditi~s. Various financial futures and options 
have developed in that environment so successfully that the volume of financial futures and 
options 011 the various commodities exchanges, measured in terms of notional value of 
transactions, far exceeds that of agricultural commodities.! However, there is a fundamental 
question whether that mode of conducting transa(;tions is ~ppropriate for all transactions 
involving financial instruments that, in the view ofthe CFTC, may constitute futures contracts or 
options. The financial markets have provided the:I own Jswer to this question: the notional . 

I 

amount of foreign exchange futures contracts traded over~the-counter is several orders of 
magnitudl~ greater than that traded on exchanges. 

The CFTC has some flexibility to address this fundamental question through the general 
exemptiv.(~ authority granted to it by Congress in 1992. However, Treasury does not believe that 

I 

I ' 


1 Letter from Charles O. Sethness. Assistant Secr~tary (Domestic Finance), Unit~d States 
Department of the Treasury. to Susan M. Phillip!;. Chairman, Commodity Futures Trading 
Commission (May 5, 1986). 
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reliance 011 this exemptive authority will provide the needed level ofcertainty for the foreign 
currency fllld government securities markets. Ono concern is that reliance on the exemptive 
authority (;ould be interpreted as an implicit conclusion that the exempted transactions in question 
are futures or options subject to CFTC jurisdiction. Thus, reliance on exemptive authority 
requires nlarket participants to operate, as a maW:r of caution, as ifthe transactions at issue m' 
futures or options and structure their transactions to qualify for the regubltory exemption. If the 
CFTC lat(~r decides to change the parameters of the exemption, market participants would be 
forced to lrestructure their transactions accordingly or fall back on the position that the 
transactions are not, in fact, futures or options suhject to the CEA, with all the accompanying 
legal uncertainty. 

. . 

Treasury Proposal 

In drafting the attached proposal, Treasury was guided by the principle that the appropriate legal 
standard should provide adequate protection of retail participants while achieving maximum legal 
certainty jbr the derivative markets in foreign cun'ency and government securities, as well as the 
other enumerated financial instruments. Our proposal is structured to provide a broad exemption 
from the CEA for these transactions without resorting to terms that are undefined, open-ended, or 
both. Insltead, we have attempted to draw the relevant ,lines by reference to objective factors that 
can be determined by all interested parties, including market participants, Although we have not 
expanded the list of covered instruments, we believe consideration must be given to whether the 
list should be updated and expanded to reflect some of the expansion in the variety of financial 
instruments since 1974, and the signi~cance ofcertain products to investors. Recognizing that 
the resolution of certain issues raised by Treasury's proposal may require us to modify our 
approach, we would welcome the opportunity to continue to work with the Committee, as 
necessary. to expand the list ofcovered instruments, and to resolve other matters raised by our 
and other;~' proposals. 

, 
1. Exemption for Government Securjties Tril.nsactions. 

Treasury's proposal is structured to provide a complete exclusion for transactions in, or in any 
way involving, government securities unless those transactions are conducted on an organized 
exchange. Certain other securities·transactions currently sheltered by the Treasury Amendment 
are similarly excluded. Treasury shares the cnc's concern that the law should not provide a 
loophole for unregulated entities to defraud retail investors. With respect to these transactions, 
however, the federal securities laws serve that purpose. Indeed, the government securities market 
itself is now subject to a regulatory regime that did not exist at the time the Treasury Amendment 
was adopted. The proposal retains similar treatment for resales of installment loan contracts, 
mortgages, and mortgage purchase commitments, 

.TheCFTC's proposal, by contrast, would subject entire classes of transactions involving 
governmcmt securities (and other Treasury Amendment instruments) to ilIll additional regulatory 
scheme that mayor may not be consistent with existing law. In particular, the cnc's draft 
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makes ren~rence to the "when is~ued» government securities market, in which investors enter into 
contracts 1ilr the purchase of government securiti(~s to be issued at a later date. This market is of 
vital importance to the liquidity of the government securities market and helps to reduce the cost 
of government borrowing. Treasury believes this market is currently appropriately regulated and 
that CFTC regulation, or the threat of such regulation, of this market could be detrimental to 
government finance. Although. CFTC staff has stated its belief that the "when issued" market is a 
"cash» market that is not, and should not be, the subject ofCFTC regulation, the draft legislation 
prepared by the CFTC does not clearly exempt this market from CFTC regulation. 

2. &emption for Foreign Currency Transacf;nns. 

A. Transactions between Unregulated Entities and Retail Customers. 

Treasury'!; proposal would permit the CFTC to regulate transactions involving foreign currency 
that are conducted on an organized exchange. It would also confer antifraud authority over 
foreign currency transactions conducted between any unregulated person and a retail customer. 
The term "unregulated person" is defined as a person who is not currently regulated by one of the 
federal baIlie regulators or is not a broker-dealer or investment company regulated by the 
Securities and Exchange Commission. A "retail customer" is defined in terms of net worth and 
income, to include any natural person other .than a. natural person with a net worth above 
$1,000,000 or with an annual income ofmore than $200,000 (or $300,000 when combined with 
one's spouse). This definition is drawn from the SEC's definition in Regulation D, 17 C.F.R. § 
230.501, which delineates a class of sophisticated investors for whom the full protections of 
federal securities regulation are deemed unnecessury.2 Drawing the line in this fashion clearly 
permits the CFTC to take regulatory or enforceffi4~nt actions in the area where neededl while 
preserving the legal certainty originally intended by the Treasury Amendment. 

B. Transactions between Regulated Entities and Retail Custom~m. 

Treasury l>erceives no need for CFTC regulation of transactions involving regulated entities, such 
as banks and broker.dealers, that may sell foreign currency instruments to small businesses or 
individual:; that do not meet certain net worth or income thresholds. Such customers may have 

2 By contrast, the CFTC's draft legislation refers to the CEA's existing definition of 
"appropriate persons." That definition includes, among other persons, banks, insurance 
companie:;, investment companies, governmentall~ntities, broker·dealers, and corporations with a 
net worth exceeding $1,000,000. or total assets exceeding $5,000,000. It is unclear, however, 
whether the definition would also extend to other persons (such as high-net worth individuals) 
that are partially exempt from the CEA under cun~ent CFTC regulations, but that are not explicitly 
listed in the statutory definition. 

3 The recent CFTC enforcement actions bve involved foreign currency transactions 
between unregulated entities and retail customers 
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legitimate risk-management needs for specialized instruments that are not available on exchanges, 
such as futures contracts on particular foreign currencies. The extent of such transactions is 
extremely limited at present, probably due in part to the uncertain legal environment surrounding 
such transactions. Granting the CFrC regulatory authority over such transactions could mean 
that they !i.o....run occur, since'the CEA is based on the presumption that most non-exchange 
derivative transactions ~hould be illegal, unless demonstrated otherwise. We believe, however, 
that regulation ofthis nature is unwarranted when! the entities involved are already subject to 
extensive schemes of federal regulation. Such entities should not be constrained from meeting the 
needs of their customers. 

C. The Institutional Markets. 

Finally, TJreasury believes that it is neither necessary nor appropriate to expand the scope of the 
CFTC's jurisdiction to regulate any segment ofthe institutional markets. Thus, we believe that 
transactions engaged in by persons other than retail customers -- including, but not limited to, 
banks, broker-dealers, corporations, and individuals whose net worth or income takes them 
outside ofthe defmition of retail customer -- should not be subject to regulation under the CEA. 
Institutional participants, whether currently regula.ted or not, have the sophistication and the 
financial means to protect themselves and to handle their disputes without the assistance of the 
CFTC. As noted, the limited number ofenforcement actions the CFTC has brought over the 
years havl! been in the context ofbucket shops de.:tling with unsophisticated retail customers. 

Creating n more restrictive or legally uncertain regulatory environment could detrimentally affect 
the institutional market, causing the foreign currency market to migrate overseas to a more 
favorable environment. Migration ofthe foreign (;urrency futures and options market could have 
a spillover effect on that market, resulting in restri.cted access to these markets for many 
participants. The United States foreign currency market is too large and too important to be 
subjected to unnecessary regulation or the vagarie:s of case law created in the context of retail 
enforceml!nt actions. . 

We note that the CFTC's draft legislation provide:,that transactions in "defined financial 
instruments" entered into by "appropriate persons" are entirely exempt from the CEA if the 
conduct ofthe persons is "subject to provisions of civil federal law prohibiting fraud and price 
manipulation other than the [CRA]." It appears that this provision is designed to exempt 
transactions between banks. broker-dealers, and other regulated entities from the provisions of the 
CEA, a goal shared by Treasury. The law would be greatly clarified, however, if the categories of 
exempted entities were listed, as they are in Treasury's proposal, rather than leaving the question 

. of coverage open to interpretation by the CFTC andlor the courts. Moreover, the CFTC's 
proposal does not clearly establish whether all, or only some, ofthe "appropriate persons" in a 
given transaction must be subject to other federal laws before the exemption from the CEA would 
be available. Thus, the proposal does not provide a clear exemption for other sophisticated 
institutioJlal market participants, such as corporations and high-net worth individuals, that are not 
directly subject to federal regulation. . 
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3. l&finition of"Organized Exchange" 

Under the existing Treasury Amendment, the CFTC retains jurisdiction to regulate certain 
transactions in Treasury Amendment instruments that occur on a "board of trade." The use of 
this term, however, has given rise to many of the interpretive difficulties that exist under current 
law. Treasury's proposal allows ,continued CFTC jurisdiction over transactions occurring on an 
"organized exchange" and supplies a detailed definition of this new term. The definition clarifies 
that entities engaged in the business of buying or selling Treasury Amendment instruments, such 
as banks, broker-dealers, futures commission men.:hants, and government securities dealers and 
brokers, will not be deemed to be organized exchanges~ rather, the definition includes entities that 
setve as a marketplace for arms' length transactions. 



'I're~sury Amendment Legislation 

SEC. 101. TREASURY AMENDMENT CLARIFICATION. 

Section 2(a)(I)(A) of the Commodity Exchange Act (7 US.c. 2(ii» is amended-­

(a) by striking clause (ii) and inserting the following: 

"(ii) Except as provided for in subsection (iii), this chapter shan not apply 
to and the Commission shall have no jurisdiction over transactions in or in any way 
involving foreign ¢urrency, unless :he transaction is a contract ofsale for future 
delivery or an option and is condm:ted on an organized exchange." 

(b) by adding at the end the following new subsections: 

"(iii) Sections 4b and 40 of the Commodity Exchange Act (7 US.C. 6b & 
60) and any antifraud regulation pi'omulgated by the Commission pursuant to 4c(b) 
of the Act (7 U.S.c. 6c'(b» shall be! applicable t6 transactions in or in any way 
involving foreign currency if the transaction is a contract of sale for future. delivery 
or an option and is conducted between any unregulated person and a retail 
customer. " 

U(iv) This chl!-pter shall not apply to and the Commission shall have no 
jurisdiction over transactions in or in any way involving security warrants, security 
rights, resales of installment loan contracts, repurchase options, government 
securities, or mortgages and mortgage purchase commitments, unless the 
transaction-­

(I) is a contract of sale for future delivery, or an option on either a 
future or.a commodity that is not a security, and 

(II) is conducted on an organized exchange. 

"(v) The following definitions shall apply for purposes of this section: 

(I) REGULATED PERSON 

(a) The term "regulated person" means a person 
that is regulated or supervised by an appropriate federal 
banking age:ncy as the term is defined in section 903 of 
Internatiom~1 LCl)ding Supervision Act (12 U.S.c. 3902); a 
government securities broker, a government securities 
dealer, or a registered broker or dealer. as defined in section 
3(a) of the Securities Exchange Act of 1934 (15 U.S.C. 



78c(a»; or an investment company registered l,lnder section 
8 ofthe Investment Company Act of 1940 (15 U.S.c. 80a­
8); or 

(b) an affiliate ofa person described in subclause 
(a), but only to the extent that the affiliate conducts a 
transaction (other than a transaction conducted on an 
organized ex:change) covered by section 2(a)(I)(A)(ii) or 
section 2(a)(1)(A)(iv) through such a person. 

(rt) UNREGill.ATED PERSON 

The term "unregulated person" means any person other than 
a regulated person. 

(III) RETAIL CUSTOMER 

The term "retail customer" means any natural person other 
than-­

(a) u natural person whose net worth,or, in the case 
of a natural person who is married, joint net worth with that 
person's spouse, exceeds $1,000,000, or 

(b) a natural person who had an income in excess of 
$200,000 in each of the two most recent years, or in the 
case of a natural person who is married, joint income with 
that person's spouse in excess of$300,OOO in each of those 
years. 

Provided, t;:mt the term "retail customer" shall not include 
any person to the extent that such person is represented by 
a regulated person in a transaction (other than a transaction 
conducted on an organized exchange) described in section 
2(a)(1 )(A)(ii) or section 2(a)(1 )(A)(iv). 

(IV) ORGANIZED EXCHANGE 

(a) Except as otherwise provided in this subclause, the 

term "organized e){change" means-­

(I) a board of trade designated by the Commission 
as a contn;ct market or a physical or electronic market 
place or similar facility affiliated with a board of trade so 
designated as a contract market, or 

/ 



(2) a physical or electronic market place or similar 
facility through which unaffiliated persons, for their own 
accounts or for the accounts ofcustomers, enter into and 
execute anns' length binding transactions by accepting bids 
and offers made by one person that are open to all persons' 
who conduct business through such market place or similar 
facility. 

(b) Notwithstanding subclause (Ill)(a), the term 
"organized exchange" does not include-­

(1) parties engaged in privately negotiated bilateral 
transactions, even if such parties use electronic means to 
communicate or execute transactions, or 

(2) government securities dealers- or brokers, as . 
defined in ~.ection 3(a) of the Securities Exchange Act of 
1934 (15 US.c. 78c(a». . 

(V) OPTION. 

The term "option" means a t~nsaction described in Section 
4c(b) of this Act." 

SEC. 102. SAVINGS CLAUSE. 

Nothing in section 101 ofthis ACl: shall be interpreted as altering the Futures . , 
Trading Act of 1982 (pub. L. No. 97-444). 

Explanation : 

In general, the amendmeJ)t would exempt transactions in or in any way involving foreign 
currency from the Commodity Exchange Act (CEA), that would otherwise be subject to the 
CEA, urness the transactions were conducted on an organized exchange. The amendment would 
permit over-the-counter foreign exchange transa~tions between unregulated persons and retail' 
customers, but such transactions would be subject to CFTC anti-fraud authority under sections 
4b and40 ofthe CEA. The amendment adds th(: term "in any way involving" to clarifY that 
options and cash settled transactions are within the scope of the Treasury Amendment 
exemption, as are transactions involving the values, yields, or rates on the listed instruments. 



Additionally, transactions in or, in any way, involving security warrants, security rights,'resales of 
. installment loan contracts, repurchase options, government securities, or mortgages and' 

mortgage purchase commitments are exempted from the CEA unless the transaction is a future 
or an option on a future or a commodity that is not a security and is conducted on an organized 
exchange. 

The amendment would add new definitions of"regulated person", "unregulated person'>', "retail 
customer", "organized exchange" and "option" to the CEA. A "regulated person" is a person 
who is currently regulated by the Office of the Comptroller of the Currency, the Board of 
Governors ofthe Federal Reserve System, the O:ffice ofThrift Supervision and the Federal 
Deposit Insurance Corporation. The definition hi intended to include banks, savings associations, 
foreign barlks, holding companies, operating subsidiaries, affiliates, service corporations, Edge 
Act corporations, and Agreement Corporations operating under section 25 ofthe Federal 
Reserve Act. Additionally, the term includes particular entities registered with the Securities and 
Exchange Commission such as government securities brokers and dealers. Finally, the term 
includes affiliates ofsuch persons, but only to thE: extent that the affiliate conducts a covered 
transactiorl through such persons. The term "unregulated person" means any person other than a 
regulated person. 

The term "retail customer" has been defined to mean any natural person other than (a) a natural 
person whose net worth exceeds $1,000,000, or (b) a natural person whose annual income 
exceeded $200,000 (or whose joint income with that person's spouse exceeded $300,000) in 
each of thE~ last two years. The term does not indude, however, a person who is represented by , 
a regulated person. 

The term "'organized exchange" has been defined to mean both (1) a board of trade designated by 
the CFTC as a contract market and affiliated exchange-like faciJities,and (2) a physical or 
electronic market place or similar facility by means ofwhich unaffiliated persons engage in arms' 
length binding transactions by accepting bids or offers made by one person that are open to all 
personswho conduct business on the facility. Th,e definition is intended to clarifY that entities 
that are engaged in the business ofbuying or seiling Treasury Amendment instruments, such as 
banks, broker-dealers, futures commission merchants, and government securities dealers and. 
brokers, are not "organized exchjUlges". ' 

The term "option" is defined to ihclude any transaction involving any'commodity regulated under 
the CEA which is of the character of, or is commonly known to the trade as, an "option", 
"privilege", "indemnity", "bid", "offer", "put", "call", "advance guaranty", or "decline guaranty". 

The amendment includes a savings clause to clarify that the amendment may not be interpreted as 
altering the Futures Trading Act ofl982, Pub. L. No. 97-444, the so-called "Shad-Johnson 
Accord." Among other things, this Act imposed restrictions on the CFTC jurisdiction over 
options on securities and options on foreign currency traded on a national securities exchange, , 
which are now regulated by the Securities and Exchange Commission. . 

( 
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THE SECRETARY OF THE TREASURY 

February 3, 1997 

The Honorable Patrick J. Leahy 
Committee on Agriculture, I. 

Nutrition .md Forestry 
United States Semite 
Washington, D.C. 205is 

Dear Senator Leahy: 

The staffs of the Commodity Futures Trading Commissiori and the Treasury Department have met 
over the past thirteen months to discuss the policy underlying the provision of the Commodity 
Exchange Act (CEA) commonly referred to as the "Treasury Amendment." Both agencies agree 
on the need. to clarify the scope of the CFIC's authority to protect retail customers against fraud 
by entities that are not currently subject to any federal regulation or supervision. Unfortunately, 
Treasury and the CFTC have been unable to reach agreement on the proper approach for 
achieving this goal and continue to disagree on several key issues. During that time, we have also 
worked to protect the interests of the Department in litigation, including the Dunn case before the 
Supreme Court. This letter will not restate the legal arguments put forward in that context, which 
are still valid today. 

The CFTC recently transmitted to you a proposal for changes to the Treasury Amendment. 
Treasury objects to the proposal that the CFTC has offered. Enclosed for your consideration is a 
Treasury proposal to amend the Treasury Amendment in a way that addresses the retail fraud 
issue in a clear and direct manner without creating new ambiguities or unne<;:essariJy increasing the 
regulatory burden ofentities already subject to federal regulation. . 

One of the key points of difference between Trea~ury and the CFTC relates to the treatment of 
the over-the-counter institutional market for foreign exchange and the other instruments 
enumerated in the Treasury Amendment. Treasury believes this market should be entirely exempt. 
from the CEA, as it is under the current Treasury Amendment. The public is well served by deep 
and liquid foreign exchange markets which provide access to foreign exchange instruments for a· 
wide rang(: ofu.s. businesses that need to participate in global commerce. Although the CFTC 
acknowledges that it agrees with Treasury that the "interbank market [should] remain exempt 
from regulation under the CEA," the draft legislation proposed by the CFTC does not provide an 
unambigu()us exemption for all segments of the over-the-counter institutional markets. If 
enacted, the CFTC's legislation would likely result in additional litigation concerning the scope of 
exempted activities. Continued uncertainty would have a harmful effect on these important 
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exempted activities. Continued uncertainty would have a harmful effect on these important 
markets and may cause an increasing share ofsuch markets to move overseas. Treasury. 
understands lthat the staffs of the bank regulatory agencies share its concern about the potentially 
harmful imp<lLct ofcontinued uncertainty in the institutional markets. 

Treasury is also concerned that theCFTC's proposal inlposes an unwarranted overlay ofCFTC 
jurisdiction (In federally regulated entities, such as banks, that may sell Treasury Amendment 
instruments to small businesses or members of the general public. There is no evidence that 
existing. regulatory structures fail to ensure that tht!re is adequate federal oversight of such. 
transactions. Moreover, we believe that it is unwise to impose additional layers of regulation 
upon entities that are already under(the jurisdiction of one or more federal regulators. 

Thank you fhr your consideration of Treasury's proposal. We continue to discuss these issues 
with the CFTC and anticipate discussing our proposal with the federal banking agencies and the 
Securities and Exchange Commission. We lookfcrward to.working with you and your staff; 

SinCt:rely, 

c:=2_::=af~Q~ 
Robe:rt E. Rubin 



Treasury Legislative Proposal to Amend the 

Treasury Amendment 


Background 

Under the Cj~A, the CFTC generally is given jurisdiction over contracts for the sale of 
commodities for future delivery (commonly referred to as futures contracts)and options on 
commodities. Before 1974, the term "commodity" in the CEA included only tangible agricultural 
commodities. In 1974, whenthe CFTC was created, the definition of the term "commoditY" was 
significantly expanded. The new definition was open-ended, encompassing "all services, rights 
and interests in which contracts for future delivery are presently or in the future dealt in." The 
concepts of "futures contracts" and "options" remained undefined. The Treasury Department 
proposed language exempting off-exchange deriva.tive transactions in foreign currency, . 
government securities, and certain other financial instruments from the newly expanded CEA. 
This exemption was adopted virtually unchanged by Congress and is known as the Treasury 
Amendment . 

In proposing the amendment, Treasury's primary concern was to protect the foreign currency 
market in thl~ United States from potentially harmful regulation. In a letter to the Chairman ofthe 
Senate Committee on Agriculture and Forestry, Treasury noted that the foreign currency market 
"has proved highly efficient in serving the needs of international business in hedging the risks that 
stem from foreign exchange rate movements." S. Rep. No. 1131, 93rd Cong., 2d Sess. 50 
(1974). Sim;e that market consisted primarily of banks and dealers, Treasury believed that it 
would be inappropriate for any additional regulation ofthis complex function to be carried out by 
the CFTC. Treasury argued that granting the CFTC jurisdiction over the foreign currency market 
would conftlse an already highly regulated busine~s sector and that new regulatory limitations and 
restrictions could have an adverse impact on the usefulness and efficiency of foreign exchange 
markets for traders and investors. For similar reasons, Treasury argued that the CEA should 
exempt derivative transactions involving government securities and a variety of other financial 

,instruments, unless conducted on organized exchanges. 

Since the eo!actment of the Treasury Amendment, the size and importance of the markets for both 
foreign currency and government securities have increased dramatically. As a result, the goal of 
the Treasury Amendment, to preserVe the efficiency of these markets by avoiding unnecessary 
regulation and uncertainty, is even more compelling today. Indeed, when it enacted the 
Government Securities Act of 1986, Congress rewgnized that unnecessary or inflexible regulation 
could increase the government's borrowing costs, and it acknowledged the need to preserve both 
the efficiency and the integrity of that market. S. Rep. No. 1416, 99th Cong., 1st Sess. JO 
(1985). 

Given this dramatic growth in the size·ofthe financial markets since 1974, the open-ended nature 
of CEA coverage makes it even more crucial that the scope of the exemption from the CEA be 
absolutely dear. However, since the Treasury Amendment's enactment, the scope ofCEA 
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coverage has continued to be a troublesome source oflegal uncertainty for the financiaJ markets. 
Determining; how to draw the line between instruments that are subject to the CEA and those that 
are not, in a manner that provides logical consistency and predictability for new instruments, has 
been difficult under current law. 

In the mid-1980's, a greater focus on these issues resulted from various interpretive and rule­
making actiiJities ofthe CFTC. In the CFTC's view, the concepts of"futures contracts" and 
"options," particularly when applied to transactions involving non-agricultural commodities, were 
potentiaJly very far-reaching. For example, under the CFTC's Hybrid Instruments Rule, 17 
C.F.R. pt. 34, the CFTC has asserted jurisdiction olver certain securities and bank: deposits whose 
value is linked to the price of commodities, unless such instruments meet certain criteria for 
exemption s'.et forth in the Rule. Instruments such as bonds linked to the price offoreign currency 
and certain types ofdeposits offoreign currency in U.S. bank: accounts may potentially be viewed 
by the CFTC as commodity futures or options sut~ect to CEA regulation. 

Recently, the CFTC has brought a number ofenforcement actions asserting jurisdiction over 
foreign currency derivative transactions that have created significant interpretative issues about 
the scope of the Treasury Amendment. The CFTC's goal in bringing these enforcement actions­
the protection ofunsophlsticated investors from the unsavory or fraudulent practices ofbucket 
shops or other unregulated entities -- is an importint one, as Treasury has long acknowledged. 1 

Unfortunately, the ambiguity created by these enfbrcement actions has significantly diminished the 
efficacy of the Treasury Amendment in providing a bright-line exclusion from the CEA for the 
markets in the enumerated financial instruments. Treasury does not believe that it would be good 
public policy to solve a discrete enforcement problem in a way that generates legal uncertainty 
throughout enonnously important financial markets. 

The CEA's language strongly tends to favor exchange trading, a mode ofconducting transactions 
that developed in connection with agricultural commodities. Various financial futures and options 
have developed in that environment so successfully that the volume offinancial futures and 
options on the various commodities exchanges, measured in tenns of notional value of 
transaction:~, far exceeds that of agricultural commodities. However, there is a fundamental 
question whether that mode ofconducting transactions is appropriate for all transactions 
involving financial instruments that, in the view of the CFTC, may constitute futures contracts or 
options. The financiaJ markets have provided theIr own answer to this question: the notional 
amount offoreign exchange futures contracts traded over -the-counter is several ord,ers of 
magnitude greater than that traded on exchanges. 

The CFTC has some flexibility to address this fundamental question through the generaJ 
exemptive authority granted to it by Congress in 1992. However, Treasury does not believe that 

I Letter from Charles O. Sethness, Assistant Secretary (Domestic Finance), United States 
, Department of the Treasury, to Susan M. Phillips, Chainnan. Commodity Futures Trading 
Commission (May 5, 1986). 
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reliance on this exemptive authority will provide the needed level of certainty for the foreign 
currency and government securities markets, One concern is thatreliance on the exemptive 
authority could be interpreted as an implicit conclusion that the exempted transactions in question 
are futures or options subject to CFTC jurisdiction, Thus, reliance on exemptive authority 
requires market participants to operate, as a matter of caution, as ifthe transactions at issue ~ 
futures or options and structure their transactions 1:0 qualify for the. regulatory exeinption. If the. . 

CFTC later decides to change the parameters of the exemption, market participants would be 
forced to restructure their transactions accordingly or fall back on the position that the 
transactions are not, in fact, futures or options subject to the CEA, with all the accompanying 
legal uncertainty, 

Treasury PrQllOW 

In drafting the attached proposal, Treasury was guided by the principle that the appropriate legal 
standard. should provide adequate protection of retail participants while achieving maximum . legal 
certainty for the derivative markets in foreign currency and government securities, as well as the 
other enumerated finanCial instruments, Our proposal is structured to provide a broad exemption. 
from the CI~A for these transactions without resorting to terms that are undefined, open-ended, or 
both, Instead, we have attempted to draw the relevant lines by reference to objective factors that 
can be detennined by all interested parties, including market participants, Although we have not 
expanded the list of covered instruments, we believe consideration must be given to whether the 
list should be updated and expanded to reflect some of the expansion in the variety of financial 
instruments since 1974, and the significance of certain products to investors, Recognizing that 
the resolution of certain issues raised by Treasury's proposal may require us to modify our 
approach, we would welcome the opportunity to continue to work with the Committee, as 
necessary, to expand the list of covered instruments, and to resolve other matters raised by our 
and others' proposals. 

1, ~mption for Goyernment Securities Transactions, 

Treasury's proposal is structured to provide a complete exclusion for transactions in, or in any 
way involving, government securities unless those transactions are conducted on an organized 
exchange, Certain other securities transactions currently sheltered'by the Treasury Amendment 
are similarly excluded, Treasury shares the CFTC s concern that the law should not provide a 
loophole for unregulated entities to defraud retail :nvestors. With respect to these transactions, 
however, the federal securities laws serve that purpose. Indeed, the government securities market 
itself is now subject to a regulatory regime that did not exist at the time the Treasury Amendment 
was adopf(~d, The proposal retains similar treatm(:nt for resales of installment Loan contracts, 
mortgages:, and mortgage purcha,se commitments. . 

The CFTC's proposal, by contrast, would subject entire classes of transactions involving 
government securities (and other Treasury Amendment instruments) to an additional regulatory 
scheme thnt mayor may not be consistent with existing law, In particular, the CFTC's draft 
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makes refenmce to the "when issued" government securities market, in which investors enter into 
contracts for the purchase of government securities to be issued at a later date. This market is of 
vital importance to the liquidity ofthe government securities market and helps to reduce the cost 
ofgovernmtmt borrowing. Treasury believes this market is currently appropriately regulated and 
that CFTC regulation, or the threat of such regulation, of this market could be detrimental to 
government finance. Although CITC staffhas stated its beliet:that the "when issued" market is a 
"cash" market that is not, and should not be, the subject of CFTC regulation, the draft legislation 
prepared by the CFTC does not clearly exempt this market from CFTC regulation. 

2. wnption for Foreign Currency Transactioos. 

A. Transactions between Unregulated Entities and Retail Customers. 

Treasury's proposal would permit the CFTC to regulate transactions involving foreign currency 
that are conducted on an organized exchange. It would also confer antifraud authority over 
foreign cUrfency transactions conducted between any unregulated person and a retail customer. 
The term "unregulated person" is defined as a per:;on who is not currently regulated by one of the 
federal bank regulators or is not a broker-dealer pr investment company reguLated by the 
Securities and Exchange Commission. A "retail cJstomer" is defined in terms of net worth and 
income, to i.nclude any natural person other than a natural person with a net worth above 
$1,000,000 or with an annual income of more thall $200,000 (or $300,000 when combined with 
one's spouse). This definition is drawn from the SEC's definition in Regulation D, 17 C.F.R. § 
230.501, which delineates a class of sophisticated investor's for whom the full protections of . 
federal securities regulation are deemed unnecessary? Drawing the line in this fashion clearly 
permits the CFTC to take regulatory or enforceml.mt actions in the area where needed3 while 
preserving lthe legal certainty originally intended by the Treasury Amendment. 

B. Transactions between Re&Ulated Entities Ilnd Retail Customers. 

Treasury pc:rceives no need for CFTC regulation of transactions involving regulated entities, such 
as banks and broker-dealers, that may sell foreign currency instruments to small businesses or .. 
individuals that do not meet certain net worth or income thresholds. Such customers may have 

2 By contrast, the CFTC's draft legislatic,n refers to the CEA's existing definition of 
"appropriate persons." That definition includes, among other persons, banks, insurance 
companies, investment companies, governmental entities, broker-dealers, and corporations with a 
net worth (:xceeding $1,000,000 or total assets exceeding $5,000,000. It is unclear, however, 
whether the definition would also extend to other persons (such as high-net worth individuals) 
that are partially exempt from the CEA under current CFTC regulations, but that are not explicitly 
listed in thj) statutory definition. 

3 The recent CFTC enforcement actions have involved foreign currency transactions 
between unregulated entities and retail customers. 

http:enforceml.mt
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. legitimate risk-management needs for specialized instruments that are not available on exchanges, 
such as futures contracts on particular foreign currencies. The extent of such transactions is 
extremely limited at present, probably due in part to the uncertain legal environment surrounding 
such transactions. Granting the CFTC regulatory authority over such transactions could mean 
that they dQ-.llill occur, since the C;EA is based on the presumption that most non-exchange 
derivative transactions should be illegaL unless demonstrated otherwise. We believe, however, 
that regulation of this nature is unwarranted where the entities involved are already subject to 
extensive schemes of federal regulation. Such entities should not be constrained from meeting the 
needs of their customers. 

C. The Institutional Markets. 

Finally, Tre:isury believes that it is neither necessary nor appropriate to expand the scope of the 
CFfC's jurisdiction to regulate any segment of the institutional markets. Thus, we believe that 
transactions. engaged in by persons other than retail customers -- including, but not limited to, 
banks, broker-dealers, corporations, and individuals whose net worth or income takes them 
outside ofdle definition of retail customer -- should not be subject to regulation under the CEA. 
Institutionall participants, whether currently regulated or not, have the sophistication and the 
financial me:ans to protect themselves and to handle their disputes without the assistance of the 
CFTC. As noted, the limited number ofenforcement actions the CFTC has brought over the 
years have been in the context ofbucket shops dealing with unsophisticated retail customers. 

Creating a more restrictive or legally uncertain regulatory environment could detrimentally affect 
the institutional market, causing the foreign curren,;y market to migrate overseas to a more 
favorable environment. Migration of the foreign currency futures and options market could have 
a spillover dfect on that market, resulting in restricted access to these markets for many 
participants. The United States foreign currency market is too large and too important to be 
subjected to unnecessary regulation or the vagarie~. of case law created in the context of retail 
enforcement actions. 

We note that the CFTC's draft legislation provides that transactions in "defined financial 
instruments" entered into by "appropriate persons" are entirely exempt from the CEA if the 
conduct of the persons is "subject to provisions of civil federal law prohibiting fraud and price 
manipulation other than the [CEA]." It appears that this provision is designed to exempt 
transactions between banks, broker-dealers, and other regulated entities from the provisions of the 
CEA, a'goc~ shared by Treasury. The law would be greatly clarified, however, if the categories of 
exempted entities were listed, as they are in Treasory's proposal, rather than leaving the question 
of coverag~: open to interpretation by the CFTC and/or the courts. Moreover, the CFTC's 
proposal does not clearly establish whether all, or only some, of the "appropriate persons" in a 
given transaction must be subject to other federal laws before the exemption from the CEA would 
be availabk Thus, the proposal does not provide a clear exemption for other sophisticated 
institutional market participants, such as corporations and high-net worth individuals, that are not 
directly sut~ect to federal regulation. 
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3. llifijlition of"Organized Exchange" 

Under the existing Treasury Amendment, the CFTC retains jurisdiction to regulate certain 
transactions in Treasury Amendment instruments that occur on a "board of trade." The use of 
this term, however, has given rise to many ofthe interpretive difficulties that exist under current 
law. Treasu.ry's proposal allows continued CFTC jurisdiction over transactions occurring on an 
"organized exchange" and supplies a detailed definition of this new term. The definition clarifies 
that entities engaged in the business ofbuying or selling Treasury Amendment instruments, such 
as banks, broker-dealers, futures commission merchants, and government securities dealers and 
brokers, will not be deemed to be organized excha.nges; rather, the defirution includes entities that 
serve as a marketplace for arms' length transactions. 

I 



Treasury Amendment Legislation 

SEC. 101. TREASURY AMENDMENT CLARIFICATION. 

Section 2(a)(l)(A) of the Commodity Exchange Act (7 U.S.C. 2(ii» is amended-­

(a) by striking plause (ii) and insening the following: 
, " 

. "(ii) Except as provided for in subsection (iii), this chapter shall not apply 
to and the Commission shall have no jurisdictibn over transactions in or in any way 
involving foreign currency, urness the transaction is a contract of sale for future 
delivery or an option and is conducted on an organized exchange:" 

(b) 'by adding at the end the followir,g new subsections: 

"(iii) Sections 4b and 40 of the Commodity Exchange Act (7 U.S.C. 6b & 
60) and any antifraud regulation promulgated by the Commission pursuant to 4c(b) 
of the Act (7 U.S.C. 6c{b» shall be applicable to tra~~ctions in or in any way 
involving foreign currency ifthe transaction is a contract of sale for future delivery 
or an option and is conducted between any unregulated person and a retail 
customer." 

"(iv) This chapter shall not apply to and the Commission shall have no 
jurisdiction over transactions in or in anyway involving security warrants, security 
rights, resales of installment loan contracts, repurchase options, government 
securities, or mortgages and mortgage purchase commitments, unless the 
transaction-- , 

(I) is a contract of:;;ale for future delivery, or an option on either a 
future or a commodity that is not a security, and 

(II) is conducted 011 an organized exchange. 

"(v) The following definitions shall apply for purposes of this section: 

Q)REGULATEDPE&~ON 

(a) The term "regulated person" means a person 
that is regulated or supervised by an appropriate federal 
banking agency as the term is defined in section 903 of 
International Lending Supervision Act (12 U.S.C. 3902)~ a 
government securities broker, a government $ecurities 
dealer, or a registered broker or dealer as defined in section 
3(a) of the Securities Exchange Act of 1934 (15 U.S.C. 
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78c(a»; or an investment company registered under section 
, 8 of the Investment Company Act of 1940 (15 U.S.C. 80a­

8); or 

(b) an affiliate ofa person described in subclause 
(a), but only to the extent that the affiliate conducts a 
transaction (other than a transaction conducted on an 
organized exchange) covered by sect jon 2(a)(1)(A)(ii) or 
section.2(a)(l)(A)(iv) through such a person . 

. (II) . UNREGULATED PERSON 

The term "unregulated person" means any person other than 
a regulated person. 

(III) RETAll. CUSTOMER 

The term "retail customer" means any natural person other 

(a) a natural person whose net worth, or, in the case 
of a natural person who is married, j~nt net worth with that 
person's spouse, exceeds $1,000,000, or 

(b) a natural person who had an income in excess of 
$200,000 in each of the two most recent years, or in the 
case of a natural person who is married, joint income with 
that person'~i spouse in excess of$300,000 in each of those, 
years. 

Provided, that the term "retail customer" shall not include 
any person to the extent .that such person is represented by 
a regulated person in a transaction (other thana transaction 
conducted on an organized exchange) described in section 
2(a)(1)(A)(ii) or section 2(a)(1)(A)(iv). 

. (IV) ORGANIZED EXCHANGE 

(a) Except as otherwise provided in this subclause, the 
term "organized exchange" means-­

. (1) a board of trade designated by the Commission 
as a contra-;t market or a physical or electronic market 
place or similar facility affiliated with a board of trade so 
designated as a contract market, or 



(2) a physical or electronic market place or similar 
facility through which unaffiliated persons, for their own 
accounts or for the accounts ofcustomers, enter into and 
execute arms' . length binding transactions by accepting bids 
and offers made by one person that are open to all persons 
who conduct business through such market place or similar 
facility. 

(b) Notwithstanding subclause (lli)(a), the term 
«organized exchange" does not incJude-­

(1) parties engaged in privately negotiated bilateral 
transactions, even if such parties use electronic means to 
communicate or execute transactions, or 

(2) government securities dealers or brokers, as 
defined in s.~ction 3(a) of the Securities Exchange Act of 
1934 (15 U S.C. 78c(a». 

(V) OPTION 

The term "('ption" means a transaction described in Section 
4c(b) of this Act." 

SEC. lO2. SAVINGS CLAUSE. 

Nothing in section 101 of this Act shall be interpreted as altering the Futures 
Trading Act of 1982 (pub. L. No. 97-444). 

Explanation: 

In general, "the amendment would exempt transactions in or in· any way involving foreign 
currency fiom the Commodity Exchange Act (CEA), that would otherwise be subject to the 
CEA, unless the transactions were conducted on an organized exchange. The amendment would 
permit over-the-counter foreign exchange transa(:tions between unregulated persons and retail 
customers, but such transactions would be subject to CFTC anti-fraud authority under sections 
4b and 40 of the CEA. The amendment adds the term "in any way involving" to clarify that 

. options and cash settled transactions are within the scope of the Treasury Amendment 
exemption, as are transactions involving the valtil~s, yields, or rates on the listed instruments. 



Additionally, transactions in or, in any way, involving security warrants, security rights, resales of 
installment loan contracts, repurchase options, government securities, or mortgages and, 
mortgage purchase commitments are exempted from the CEA unless the transaction is a future 
or an option on a future or a commodity that is not a security and is conducted on an organized 
exchange. . 

The amendment would add new definitions of"regulated person", "unregulated person", "retail 
customer", "organized exchange" and "option" to the CEA. A "regulated person" is a person 
who is cun'endy regulated by the Office of the Comptroller of the Currency, the Board of 
Governors of the Federal Reserve System, the Ofl1ce of Thrift Supervision and the Federal 
Deposit IO!;urance Corporation. The definition is intended to include banks, savings associations, 
foreign bal1:ks, holding companies, operating subsidiaries, affiliates, service corporations, Edge 
Act corporations, and Agreement Corporations operating under section 25 of the Federal 
Reserve A<:t. Additionally, the term includes particular entities registered with the Securities and 
Exchange,Commission such as government securities brokers and dealers. Finally, the term 
includes afl:iliates of such persons, hut only to the extent that the affiliate conducts a covered 
transaction through such persons: The term "unregulated person" means any person other than a 
regulated person. 

The term "retail customer" has been defined to m~an any natural person other than (a) a natural 
person wh<,)se net worth exceeds $1,000,000, or (b) a natural person whose annual income 
exceeded $200,000 (or whose joint income with that person's spouse exceeded $300,000) in 
each ofthe last two years. The term does not include, however, a person who is represented by 
a regulated person. 

The term "organized exchange" has been defined to mean both (1) a board of trade designated by 
the CFTC as a contract market and affiliated exchange-like facilities, and (2) a physical or 
electronic market place or similar facility by means ofwhich unaffiliated persons engage in arms' 
length binding transactions by accepting bids or offers made by one person that are open to all 
persons who conduct business on the facility. The: definition is intended to clarify that entities 
that are engaged in the business of buying or selling Treasury Amendment instruments, such as 
banks, broker-dealers, futures commission merchants, and government securities dealers and 
brokers, ane not "organized exchanges". 

The term "option" is defined to include any transaction involving any commodity regulated under 
the CEA which is of the character of, or is commonly known to the trade as, an "option", 

. "privilege":. "indemnity", "bid", "offer", "put", "call", "advance guaranty", or "declin·e guaranty". 

The amendment includes a savings clause to clarify that the amendment may not be interpreted as 
. altering the: Futures Trading Act of 1982, Pub. L. No. 97-444, the so-called "Shad-Johnson 

Accord." Among other things, this Act imposed restrictions on the CFTC jurisdiction over 
options on securities and options on foreign currency traded on a national securities exchange, 
which are flOW regulated by the Securities and Exchange Commission. 
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DEPARTMENT OF THE,TREASURY 94-138209 
WASHINGTON, D,C, 20220 

September 26, 1994 
iNfORMATiON 

MEMORANDUi-l FOR 	 SECRETARY 3ENTSEN 
UNDER SECRETAR~ 

From: . Alicia Munnel .­ /
Economic Polic <::::-:-c-.j. 

? 
,( )L 

Subject: 	 REPUBLICAN CONTRACT WITH AMERICA 

Summary: 

Attached are Q&A's on the "contract with .runerica" to be announced by 
House. Republicans tomorrow. 

DiscussiOl1: 

Tomorrow Republican Representatives and candidates are scheduled to 
announce t.heir "contract with America": specific pieces of 
legislation that will become their legislative agenda in the first 
100 days of the next Congressional session, and that they commit to 
passing should the Republicans gain a working majority in the House· 
of RepresEmtatives • . . 

At presen1:, we are not certain what exact proposals the House 
Republicans will put forward. However, we anticipate that the 
"contract" will 	include: 

a line-item veto 
a restructuring 	of House committees 
increased defense spending 
a balanced-budget amendment 
a capital gains tax cut 
a tax cut for two-earner couples 
a tax credit for children 
an IRA proposal 

An initial analysis by Gene sperling estimates a five-year $800 
billion budget shortfall in the Republican proposals, the 
overwhelming bulk of which is due to the inclusion of a balanced­
budget amEmdment. 

Leon Pane1:ta, Robert Rubin, and Laura Tyson have spent some time " 
today briE~fing journalists; according ,toone report, they "chastised. 
Republicans for coming up with a series of ••. proposals [tax cuts and, 
a balanced-budget amendment] without specifying how they would pay 
for them." 

Attachmen1:s 

Edward S. Krugnt 



CONTRACT WITH AMERICA: OVERVIEW 

Questiont The Republican House members and candidates today 

announced their ."contract with America." Do you think their 


) 	 proposals are good economic policy? Do you think that this contract 
will help them win more, seats in the congress? 

Answer: There are a lot of individual pieces in the "contract." But 
let me address the package as a whole,: 

I think that it is unwise, either from the standpoint of good 
economic policy or of ,political advantage, to make promises 
without detailing how they are going to be paid for. I do not 
think that voters take seriously promises of· tax cuts without 
identi,fied spending cuts to finance them, or promises of balanced 
budgets without a roadmap showing exactly how the budget will be 
balanced. 

We have seen lots of proposals to balance the budget and 'provide 
~ax 	cuts go awry,before. 

I remember in early 1981 hearing about proposed economic 
policies that would balance the budget by 1984. But in 1984 
t.he budget deficit was five percent of GDP: we're still 
cleaning up from that policy mistake. 

. 	 }..t the end of 1980, the federal government owed $709 billion. 
}..t the end of 1992, the government owed $3 trillion. More 
t.han 15 cents of every do'llar in taxes went just to pay the 
interest--not to repay the principal--of this debt. 

We cannot count.on "growing out" of our current deficit and 
balancing the b'l,ldget without substantial spending cuts. I 
.r:·emember that in 1981 projections of balanced budgets relied 
c·n an economy, spurred by supply-side tax cuts, growing at 
4.5 percent per year indefinitely. We got the tax cuts, but 
from 1981 to 1992 the economy grew at'a rate of only 2.7 
percent per year--hence this large deficit that Presideq.t 
Clinton is cutt~ng in half. 

Today, anyone putting forward legislative proposals must specify 
how they would be paid-for. Our preliminary look--we haven't had 
a chance to take a hard look at their package--was that the 
contract proposals were $800 billion short over the next five 
years. I don't think anyone wants to boost the deficit by $160 
billion a year. 

http:count.on


BALANCED-BUDGET AMENDMENT: MACROECONOMIC IMPACT 

Question: The Republican House members and candidates today 
announced their "contract with America," including a promise to pass
the balanced-budget amendment. Wouldn't passage of a balanced-budget 
amenc::bru:mt, at least, be a good thing? 

Answert. First, let me draw a distinction: the "contract with 
America" says that they will pass a balanced-budget amendmeht; it 
does n()t say that they will balance the budget--or even how they 
would balance the budget. 

'In the present climate, anyone who presents legislative proposals 
must specify how they would implement and finance them. Saying that 
we ought to have a balanced budget is easy. proposing a policy that 
will bcllance the budget is hard--although President Clinton has made 
a very good start • 

.. 



IRA PROPOSAL IN REPUBLICAN "CONTRACT WITH AMERICA It 

Question: 

Answer: 

Why do you not support the "American Dream Savings Account" Super IRA 
proposal, which is' part of the Republican "Contract with America", when it is 
based on the Bentsen-Roth IRA proposals that were included in H.R. 11 which 
you support¢? 

The IRA proposals which I supported were part of a revenue-neutral tax bill, 
and not part of a fiscally irresponsible set of proposals costing hundreds of 
billions of dollars, without a corresponding set of "pay-fors n • 

I have always supported the concept of encouraging individuals to save, and I 
thought lRAs might be one way to do that. But I also believe that the surest 
way to increase national saving is to reduce the Federal deficit. 

DWORIN/XAA 
622-0269 
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REPRESENTA TIVE ARMEY'S FLAT TAX 

Question: 

What do you think about Representative Anney's Flat Tax proposal? Wouldn't 
it be simpler and fairer than the current income tax system? 

Answer: 

Although Congressman Anney's Flat Tax has a number of apparently attractive 
features, as proposed it has a number of very serious flaws . 

. First, although we have not fully examined the proposal, we know that a tax 
based on rates suggested will not yield the same annual revenue as we currently 
collect from our Individual and Corporate income tax. There will be a shortfall 
of over $150 billion, and maybe as much as $200 billion, a year. 

Second, the highest-income taxpayers will disproportionately benefit from the 
shift, both from the lower tax rate and from the elimination of taxati~n of 
income from new saving. And if the rate were increased to make the tax 
revenue neutral, the only group that would pay less would be the highest-income 
taxpayers. 

Third, there are many transition problems that are simply not addressed in 
Congressman Anney's proposal. For example, those who saved and 
accumulated wealt,h with after-tax dollars would incur significant windfall losses, 
since the business tax only allows deductions for new investment. 

DWORlN/XAA 
·622-0269 
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DEPARTMENT OF THE TREASURY 

WASHINGTON 

November 16, 1994 	 -----._.INFORMATION 
ASSISTANT SECRETARY 

MEMORANDUM FOR SECRETARY BENTSEN 
DEPUTY SECRETARY NEWMAN 

. FROM:. 	 Leslie B. Samuels ~ 
Assistant Secretary (Tax Policy) ) /:}/"""., / "]

I j l '_'j
3() /2. A))1'i

Alicia Munnell J /~. L-/ 1.-/ 
Assistant Secretary (Economic POlicybj--lI \/\1 
Alan Cohen Cl c: 
Senior Advisor to the Secretary 

SUBJECT: . Republican "Contract. with America" Proposals 

SUMMARY: 

The House Republican "Contract With America" (the Contract) 

proposes a number of broad-ranging and fundamental changes 

affecting (among other things) the way the Congress works, the 

way the Fed.eral Budget is prepared, and the way Federal 

regulation:; are promulgated. Specific tax cuts are also 

proposed. Although many of the problems addressed by the 

Contract are also of concern to the Administration, and some of 

the soluti,Jns suggested may (with modification) be acceptable to 

the Admini:stration, taken as a whole the proposals are fiscally 

irresponsible and very highly skewed towards benefiting wealthy 

Americans at the expense of the poor. A follow-up memorandum 

recommending specific Administration responses to the Contract is 

being prep.ared. 


DISCUSSION: 

The Contract consists of eight proposals that apply to the way 

the Congress operates, including ~ proposal requiring a thiee­

fifths maj'Jrity vote to pass a tax increase in the House, 

together with ten bills. The proposed Congressional rule changes 

will likely be adopted regardless of the Administration's views,' 

but most of the bills, even if enacted by the Congress, would 

likely not become law without Presidential approval. 

constitutieJnal amendments do not require Presidential approval, 


'but they d,J require 2/3 majority vote for passage in the House 

and Senate, and approval by 3/4 of the states. 


In his memeJrandum of october 17 (copy attached), Eric Toder had 

provided y,JU with revenue estima~es' for all the proposed tax 

cuts, and an al1alysis of their overall distributional impact. In 

this memorandum, we briefly review each of the bills, and provide 

additional comments on the most important proposals. We also 

touch upon the issue of "pay-fors." 


EXECUTIVE SECRI:TARIAT 
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1. BAL~~CED-BUDGET AMENDMENT AND LINE-ITEM VETO 
, 

"ThE! Republicans are proposing a balanced budget/tax 
limi.tation amendment and a legislative line-item veto to 
restore fiscal responsibility, to an out-of-control Congress, 
requiring them to live under the same budget constraints as 
families and businesses~" 

-
Balanced Budget Amendment 

The back-·up document accompanying ,the, Contract delineates the 
specifics; of their balanced budget amendment proposal. The 
amendment: would require the 'President to submit, and the Congress 
to pass, a balanced'budget each fiscal year. There are no 
enforcemEmt mechanisms or sanctions if either of these 
requiremEmts is not met. These requirements can be waived if a 
declaration of war is in effect or there is a threat to u. S. ....-, 
national security. There i's no provision, however, for a waiver / 
during a recession. The amendment would require a 3/5 vote o~' 
the Memb(~rs in each chamber to raise the debt limit and to raise .---­
taxes. Social Security would be included in all budgetary.t--­
totals, making it susceptible to cuts to achieve balance. The 
amendment would take-effect in 2002 or two years afte~· 
ratification, whichever is later. 

A number of Republicans have said that they will make passage of 
a balanc,~d budget a~endment one of the first priorities in the, 
f irst on'~ hundred days. Last year the Balanced Budget Amendment 
to the Constitution received 63 votes in the Senate, four short 
of the t'iNo-thirds neede~.J.Q!"__passage. In the House, the 
Amendmerr~rece1ved 2~votes, 12 short of the two-thirds needed 
for pass,age. Of course, by itself, passage of a balanced budget 
amendment does nothing to cut spending or raise revenue to 
balance'the budget. 

The Republicans in the House strongly favor a 3/5 voting 
requirement for Congress to raise taxes. Senator Gramm,however, 
is quoted as saying that the votes are not there in the Senate to 
pass this requirement. Indeed, last year, Senator Simon, a chief 
architect of a balanced budget amendment in the Senate, said he ~ 
would vote against it if the 3/5 required vote for tax increases 
was included. 

The press has also reported that Senator Dole and congress:;Jmn 
Gingrich have agreed to take Social Security out of budget 
totals. Mr. Dole and Mr. Gingrich may seek to exclude Soc' 
Security from the Balanced Budget Amendment calculations. Since, ~ 
Social Security is currently running a surplus, this would ~ 
increase: the deficit reduction needed to balance the budget in 
the near-term. lIt would also exclude the use of cuts in Social 
Security for meeting that goal. However, after the baby-boomers 
begin to retire, Social Security will be in deficit. Excluding 
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it from t:otals in those years. would look very much like a 
gimmick. 

In addition to these broad problems, the proposal has several 
serious t~echnical problems. First, under the Amendment, the .~\ 
economy's: "automatic stabilizers" will not be allowed to operate)" 
and the budget will not automatically swing into deficit during 

\ recession. If federal spending is cut in a recession, the 
recession will be deeper, and the Federal Reserve's task more ~ 
difficult:. This can be corrected by requiring that the President 
submit, a,nd the Congress pass, .a balanced full-employment budget 
--a budge:t based on the assumption that the economy does not fall 
short of its productive capacity. 

Second, t,he key enforcement mechanism in the proposed amendment 
may well turn out to be the three-fifths vote requirement for ~ 
raising t.he debt 1imit, because the balanced budget amendment 
provides no, sanctions if the budget is in deficit. Budgets, 
however, are only estimates, .and economic and technical 
assumptic.ns for the forthcoming fiscal year are only assumptions. 
Therefore:, a budget which is estimated to be in balance may in 
actuality run a deficit. Thus, the debt limit may have to be 
raised even if the Congress thought they had achieved a balanced 
budget. The amendment in the Contract would impose a 3/5 voting 
requirement to do so. It is hard enough to get a majority vote 
to raise the debt ceiling, let alone a 3/5 vote. Moreover, 
requiring a 3/5 vote will give great leverage to individual ./. 
Members of Congress, who could use that leverage to ransom other 
legislative changes with which a majority does not agree. This ~ 
problem, if one desired, can be corrected by requiring only a 
majority vote in both houses to raise the debt limit. 

Third, the requirement of a three-fifths majority' for tax 
increases may bind almost all pieces of legislation if it applies 
not to the net sum of a tax bill but to all individual elements. 
It is difficult to think of any tax reform that does not increase 
someone'staxes. A three-fifths majority for tax increases may 
turn 263 into'the number of votes .needed for working control of 
the House on tax legislation. Moreover, if a balanced budget 
requirement is imposed, a three-fifth's vote for tax increases 
removes, for the most part, one of the two tools available to 
achieve balance. 

Fourth, a balanced-budget amendment would make it difficult to 
borrow to fund long-term government investments -- and there are 
times when the fairest way to fund long-term investments is 
through borrowing. 

Line-Item veto 

The Contract includes a proposal for a legislative line-item 
veto. Under this proposal, the President could rescind any 

http:assumptic.ns


discretionary budget appropriation, in whole or in part, and send 
it back to the congress'within twenty calendar days. To overturn 
this rescission, the Congress would have to pass a law within 
twenty days of receipt of the President's rescission message. If 
the President vetoed this new law,. the congress would have to 
override his vote. This would require a 2/3 majority vote in 
each chaltiber. 

'In additi.on to discretionary budget authority, under the 
Republica.nplan, the President could also rescind targeted tax 
breaks. A targeted tax break is defined in the proposed statute, 
as follows: "any provision which has the practical effect of 
.providingr a benefit in the form of a differential .treatment to a 
particula.r taxpayer or class of taxpayers, whether or not such 
provision is limited by its terms to a particular taxpayer or 
class of taxpayers. Such term does not include any benefit 
provided to a class of taxpayers distinguished on the basis of 
general demographic conditions such as income, number of 
dependent.s, or'marital status." 

There arE~ obviously several problems which will face the 
Contract's version of the line-item veto. First, this form of 
the line--item veto is a very strict one because a rescission can 
only be cwerturned with two-thirds votes in each chamber. To be 
enacted, the' Contract's version must overcome a potential 
filibustE~r in the Senate. It is not clear whether this measure 
could sUl:~vive a filibuster in the Senate. 

This proposal is different than the expedited rescission proposal 
that pase;ed the House last year. ;Under this bill, the. President 
would also send rescission measures back to th~ Congress and 
each chamber would be required to vote on it. However, if either 
chamber l:ejected the rescission by a majority vote, it would be 
killed. . 

A second potential problem with the Republican proposal is its 
decision to include targeted tax breaks as candidates for 
rescissic)ns. .The definition of a ,targeted tax break is very 
vague. It is also not clear whether a majority of Members of the 
Senate or House would be willing to give the President this type 
of rescission authority. 

Finally, Mr. Gingrich has said that if the line-item veto passes, 
it should begin in President Clinton's term. Whether other 
Republicans would go a,long with this effective date is unclear. 

2. THE TAXING BACK OUR STREETS ACT 

"Th~is Republican proposal includes stronger truth-in­
sentencing, 'good faith' exclusionary rule exemptions, and 
effl'~ctive death penalty provisions. The proposal also would 
cut social spending from this year's crime.bill to fund 

http:additi.on
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prison constructions and additional law enforcement 'to keep 
people secure in their neighborhoods and kids safe in their 
schools' . " ,; 

The Crime Bill 

The Omnibus Crime Control Act of 1994, signed into law by , 
President Clinton a little over two months ago, seeks to achieve 
some of the g9als set by the Republicans in the Taking Back our 
streets Act ... The Clinton Administration's Crime Act allocates 
$7.9 billion for new prison construction' (the Republican contract 
authorizes $10.5 billion) and $8.8 billion for new police 
officers. The Crime Act also includes the "three strikes and 
you're out" provision, applies the death penalty to over fifty 
new crimes, and increases penalties for repeat federal sex 
offenders. 

since some of the Republican proposals are similar to these 
provisions, they could be acceptable. However, any repeal of the 
Brady Bill or other related legislation would be problematic. 

'The debate over this Republican proposal is likely to mirror the 
summer-long debate over the Crime bill. 

3. THE PERSONAL RESPONSIBILITY ACT 

"The' Republicans wish to discourage illegi timacy and teen , 
preg-nancy by prohibiting welfare to minor mothers, denying 
incz'eased AFDC for additional children conceived on welfare 
(the~ family cap), cutting spending for welfare programs" and 
requiring AFDCrecipients to work after two years on 
welt'are. " 

Welfare E~eform 

The Administration bill has provl.sl.ons similar to, but more 
moderate, than each of the Republican proposals. Instead of 
prohibiting welfare to minor mothers, the Administration bill 
would require them to live at home. Instead of denying AFDC for 
additionall children conceived on welfare the Administration bill 
would g1,re states the option to deny these benefits. And the 
Administz:~ation bill combines a two-year limit with work 
requirememts. 

Most of t:he Republican welfare-reform ideas are potentially 
acceptable. Tougher work requirements and a family, cap were both 
considerE~d seriously by the Welfare Reform Working Group. 
However, denying AFDC to minor mothers would greatly 1mpair the 
social safety net and may resul~ in a large increase in 
homelesshessj particularly in center cities and poor rural areas. 

r 
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The contract enV1S10ns paying for expensive work requirements 

(about $lC) billion in 5 years). This may be funded by a 

signif iCaJlt cut in,other spending especially AFDC, which could 
shift costs onto the states .nd private charitable organizations. 
Changing }\FDC into a discretionary program would eliminate the 
governmen1: guarantee to provide ·for poor children. 

4. THE l!'AHILY REINFORCEMENT ACT 

"The Republicans support stronger child support enforcement, 
tax incentives for adoption, strengthening the rights of 
parellts in their children's education, stronger child 
porn(;>graphy laws, and an elderly dependent care tax credit 
to rEdnforce the central role of families in American 
sociE~ty. " . 

stronger (!hild support and Pornography Laws 

Child support enforcement and stronger child pornography laws are ; 
proposals the Administration can support if properly crafted. I 
The Administration child support enforcement section of welfare ! 
reform haf; been supported by both Republicans and Democrats. / 

'. ~ 
Tax Incent;ives for Adoption 

The Tax RElform Act of 1986 repealed a deduction of up to $1,500 
for the e)'penses of adopting a child with special needs and 
replaced it with an outlay program 'with several components. 
states arEl required to reimburse families for costs associated 
with the process of adopting special needs children. The Federal 
government:: shares 50 percent of the first $2,000 of such costs. 
Some specj.al needs adoptees are eligible for continuing Federal­
state assistance under Title IV-E of the Social Security Act. 
This assis;tance includes Medicaid. . Other adoptees may be 
eligible for continuing assistance 'under ~tate-only programs. 

The proposal would provide a deduction of up to $5,000, which 
would be phased out for taxpayers with taxable incomes exceeding 
$60,000. The allowance of a deduction is an inappropriate means 
of providing assistance for special' need adoptions, which should ,1.q/1 "­
be under t:he budgetary responsibility of agencies with -<1' ~ 
responsibility for, and knowledge ~bout, special needs adoptions. 

Credit fOl~ Elderly Dependents 

A taxpayer is entitled to an exemp~ion of $2,450 (for 1994 and 
indexed thereafter) for each dependent claimed. Generally, an 
elderly pE~rson' may be claimed a~ dependent of another taxpayer if 
that taxpayer provides more than half of the support of the 

. elderly dE~pendent and the elderly dependent has income of under 
$2,450, apart from nontaxable income such as Social Security 
benefits. 

http:specj.al
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The proposal will provide a refundable $500 tax credit to 
taxpayers who provides care in their home for a Idisabled parent 
or grandparent•. However, taxpayers caring for elderly dependents 
(and the dependents themselves) are entitled to significant tax 
benefits under current law. In fact, their total tax benefits; 
including the exemption of Social Security and Medicare benefits, 
generally exceed the tax benefits for non-elderly dependents. 
This proposal would increase the already more favorable treatment 
of the elderly • 

.s. THE AMERICAN DREAM RESTORATION ACT 

"The contract proposes a nonrefundable $500 per child tax 
credit, partial repeal of the marriage tax penalty, and 
creation of a back-loaded IRA (the American Dream Savings 
Account) to provide middle class tax relief." . 

Child Tax Credit 

This proposal provides a $500 non-refundable tax credit per child 
under 18 years of age to families with annual gross income (AGI) 
of less than $200,000 •. The credit is ind.e~or inflation. . 
This proposal is estimated to cost about/'$85 bllllion over the FY 
1995-99 Budget period. It is the most it~si"ve proposal over 
that period, averaging about $21 billion per year (it is first 
effective in January 1996), but unlike some of the other tax 
proposalS noted in this memorandum, its cost does not increase 
very rapidly beyond the Budget period. 

The proposal is a very generous middle- and upper-middle income 

tax cut t,hat is targeted to families with children. However, 

because the proposed tax credit is non-refundable, it only 

benefits families that would otherwise have a tax liability. 

Thus, for' example, it would not benefit families receiving an 

EITC refund. 


Back-Load,ed IRAs 

The propc,sal allows individuals (regardless of income) to 

contr ibut,e up to $ 2 , 000 a year into an "Amer i can Dr~am Sa v ings 

Account" (ADSA), but the contribut;ions are not tax deductible. 

Rather, ASDA earnings are not taxed, and. all withdrawals are 

exempt fr'om tax (and penalty-free) if the investor is older than 

59 1/2, upon disability or death, or if used for purchase of a 

first hOllie, higher education exPenses, or medical expenses, 

includingr purchase of long-term care insurance. Current IRA 

holders could transfer the funds in their IRA without penalty 

into the ADSA, but would have to pay income tax on the amounts 

withdrawn. This proposal is estimated to be approximately 

revenue Tleutral over the FY 1995-99 Budget period (because the 

ADSA is back-loaded and because of the roll-over feature), but 

will IOSE~ significant revenues in post-1999 years as accounts 
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grow and earn tax-free status. Under the Senate 10 year budget 
rule, this out-year revenue loss will require offsets • 

• 
All tax-favored investment vehicles are likely to stimulate some 
additional saving, but the amount of induced saving is uncertain, 
and not likely to be as great for a back-loaded ADSA as for a 
front-loaded IRA. The proposal benefits mainly high-income 
families (low-income families are not even taking full advantage 
of current law IRAs to which they may contribute). 

partial Repeal of the "Marriage Penalty" 

The contract specifies that a tax credit shall be allowed to all 
taxpayers filing a joint return whose tax liability is in excess 
of the tax to which they would be subject if they were not 
married, and that the credit allowed shall not exceed this excess 
(or "marriage penalty"). It further states that the total . 
revenue cost of the credit allowed all such taxpayers shall not 
exceed $2 billion per year (which is less than the total 
"marriage penal·ty" for all' taxpayers). It does not indicate how 
marriage penalty is to be calculated (the answer can depend on 
how items of income and deductions are shared, and the rate 
schedules. allowed to be used by each spouse), nor how the $2 
billion is to be allocated to qualified taxpayers. Based on the 
specified annual revenue loss, the FY 1995-99 Budget period cost 
of this proposal is $7 billion. 

Because the tax unit is the family, and because of the rate 
schedules and other features of our income tax (such as personal 
exemptions, standard deductions, the EITC, etc.), families in 
which both spouses are earning comparable incomes are subject to 
a marriage penalty, whereas families in which one spouse earns 
much less than the other tend to benefit from a "marriage bonus". 

Between 1982 and 1986, a deduction was allowed for 10 percent of 
the wages of the lower earning spouse (to a maximum of $30,000 of 
wages). 'rhis "two-earner deduction" was repealed in the Tax . .!. .
Reform Ac·t of 1986, because l.t rather l.mperfectly dealt wl.th the 
marriage penalty, and because it was felt that the lower marginal 
tax rates offset the adverse effects of a "marriage penalty" on 
the work incentives of either spouse. Repeal of the deduction 
was "scor·ed" as raising about $27 billion over the FY 1987-91 
period (based on the 1986 Act's lower rates). 

6. THE NATIONAL SECURITY RESTORATION ACT 
. . 

"The contract proposes that U~,s. troops no longer serve 
unde.1:" united Nations commalld. It also promotes the 
'restoration of the essential parts of our national security 
fund.ing to strengthen our national defense and maintain our 
cred.ibility around the world'." 
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7. THE flENIOR CITIZENS FAIRNESS ACT 

"ThE~ Republicans. wish to raise the social security earnings 
limj:t which currently forces ,seniors out of the work force, 
repE~al the 1993 tax hikes on social security benefits and 
provide tax incentives for private long-term care insurance 
to Jet Older Americans keep more of what they have earned 
over the years." 

Raising ~Iocial Security Earnings Limit ( 

The propc)sal would gradually raise the earnings threshold to 
$30,000 by the year 2000. Advocates of proposals to increase the 
earnings test threshold often argue that the proposal would 
increase the labor supply of the elderly. But most retired 
workers between. the ages of 65 and 69 would not benefit from this 
proposal, and would probably not reenter the work force. Of the 
8 million persons in this age group who are covered by social 
security, 6 million did not work at any time in 1989. Their 
decision to retire was based on many factors in addition to the 
social se~curity earnings test. Such factors included their 
health, preferences for leisure, savings, pension income, the 
size of e:ocial security benefits, and employers' demand for 
elderly ~rorkers. For these same reasons, they are unlikely to 
seek employment once retired, even if the earnings test were 
repealed. , 

Among thclse who currently work, many would not increase their 
work effort in response to change ,in the earnings test. Either 
they curr'ently earn far less than the exempt amount {and thus 
could now earn more without penalty}, or they earn too much to 
receive benefits even if the earnings test threshold were 
increased.. Another problem with substantially raising the limit 
(or repea.ling) the earnings test., is the short-term budgetary 
cost. In. the long-run, an increase in.the exempt earnings 
limitation could be accommodated with the scheduled increases in 
delayed retirement credits. 

Reduce T8.xation of Social security Benefits 

The ratio,nale for last year's expansion of the taxation of Social' 
Security benefits was to make their tax treatment closer to that 
of private pensions. The increase', which affected only about 13 
percent of taxpayers receiving Social Security benefits, was 
estimated to raise $24.5 over the FY 1994-98 period. The' 
proposal to repeal the 1993 increase would reduce income to the 
HI Trust Fund, which under OBRA 93 is the beneficiary of the 
increased taxation of Social Security benefits. 



-10­

Subsidie!l For Lonq Term Health Care 

The proposal, which would allow tax-freewithdr~ws from IRAs,' 
401,(k) plans, and other qualified pension plans to purchase. long­
term CarE! insurance, and allows accelerated death benefits and 
long-tenn care benefits· to be paid from life insurance policies 
without ~;pecifying parameters under which such amounts can 
deplete1:he policies' funds. The 'proposal allows tax deductions 
for longo-term care premiums, tax-free long-term insurance as a 
tax-free benefit, similar to provisions included in the 
Administration's Health Security Act. In addition, the proposal 
would permit the tax-free exchange of a life insurance or annuity 
policy fc)r a long-term insurance policy. 

8. THE JOB CREATION AND WAGE ENHANCEMENT ACT 

"Th~is proposal calls for small business incentives, capital 
gaiY1S cut and indexation, neutral cost recovery, risk 
assessment/cost-benefit analysis, strengthening the 
Regulatory Flexibility Act and unfunded mandate reform to 
cre.:ite jobs and raise worker· wages." 

Percelllt capital Gains Exclusion and Prospective Indexing ~ 
The prop,:::>sal allows individuals to exclude 50 percent of their 
net long·-term. capital gains income. In addition, individualscan 
deduct a:nycapital loss with respect to the sale or exchange of a 
principal residence, and indexes prospectively the basis of 
capital ,assets. This proposal is estimated to cost about $31 
billion ,over the FY 1995-99 Budget period, but because of 
indexing, the post-1999 revenue losses will grow rapidly. 

A capital gains exclusion would reduce the "lock-in" effect, 

allowing investors to more efficiently balance their investment 

portfolio. It may also stimulate increased savings. In 

addition, by indexing basis, taxpayers are less likely to be 

taxed on inflationary gains. .. 


However, widening the gap between, regular income and capital 

gains income increases the incentive to convert ordinary income 

to capital gains income through tax shelter activity. The 

proposal primarily benefits high-income taxpayers. Indexing the 

basis of capital assets would add much complexity to the Code. 


"'\. Both proposals would encourage gaming of the system. ~ 

. 'seutral Cost Recovery system ~ 

The proposal allows taxpayers to claim a depreciation allowance 

which in.creases each year, such that the totality of all the 

allowances claimed exceeds the cO'st of the asset. The system, 

which ad.justs each year's depreciation for inflation plus a 3.5 

percent real rate of interest, is designed to allow taxpayers 
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writeoffs whose present value is just equal to the cost of the 
asset (i. e. ,tobe economically equivalent to full "expensing"). 
The proposal also replaces the 200 percent declining balance 
depreciation method currently allowed for personal property with 
less than a 15 year recovery period with the less rapid 150 

. percent declining balance method. In this fashion, the proposal 
actually raises about '$25 billion over the FY 1995-99 Budget 
period, but because the depreciation allowances increase over 
time, the revenue cost in future years is very large (in the tens 
of billion~ of dollars). 

The proposal favors capital intensive industries over labor 
intensive industries, and unless the revenue loss is addressed, 
the impact of the resulting increase in Federal debt on interest 
rates (as well as some capitalization of the tax benefits in the' 
price of depreciable assets) may significantly offset the 
positive effects of the reduction' in the tax component of the 

. cost of 9:apital. The proposal als.o provides significant . 
. opportuni.ty for tax sheltering labor income (especially for 
higher-income individuals). 

Risk AssElssmentl Cost, Benefit Analysis 

This proposal requires cost-benefit or risk assessment analysis 
of major agency regulations relating to human health, safety, or 
the enviI'onment, and limits on unfunded mandates on state and 
local governments. Under current 'law, agencies must submit to 
OMB a Re~rulatory Impact Analysis (cost-benefit analysis) for 
regulaticms imposing costs greater than $100 million. Under 
current practice, however, agencies have not-taken this 
requiremEmt seriously, and regulatory review has lapsed. The 
proposal would strengthen the requirement to provide analytical 
justificcltion for proposed regulations. Some forms of the 
proposal would extend the requirement for cost- or risk-analysis 
to other agency actions. In addition, the proposal would limit 
regulatory requirements that could be imposed on state and local 
governments, such as for additional sewer and water treatment, 
municipal solid waste, etc. . 

Current agency practice has come under fire from many sides (not 
just business) for writing regulations that impose large costs 
while offering few measurable benefits, for example under 
Superfund,. The proposal is consistent with repent suggestions 
from ecorlomists and public policy analysts of all political 
persuasil:ms, and is consistent with the position generally taken 
by the el:::onomic agencies in interagency discussions. 

Republican Congressional staff is generally well-informed on 
these .is:sues,. and on the staff level,' has submitted rational and 
well cra:fted changes in current agency practice. It remains to 
be seen, however, whether the political 'actors will feel bound by 

http:opportuni.ty
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the generally reasonable proposals composed so far by their 
staffs. 

9. THE COMMON SENSE LEGAL REFORM ACT 

"with the aim of reducing unnecessary costs of doing 
business, this proposal would reform product liability laws, 
limit punitive damages, and impose the English Rule (loser 
pays) on tort suits." 

Tort Refc)rm. 

Our tort system costs far more than the approaches used in other 
countries to protect consumers and compensate victims. This 
needlessly raises the cost of doing business, raises prices to 
consumer~; ,and removes useful products and services from the 
market. The President. has spoken ,about the issue, and is on the 
record a!; supporting reform of product liability laws as a way to 
encouragE~ economic growth while protecting the· consumer. 

Limits 011 punitive damages would relieve juries of some of ,the 
discretic:m they now enj oy in setting punitive .damage awards, 
reducing the uncertainty to business. The English Rule would 
make it lnore difficult to bring litigation and thus reduce the 
number o:e suits. While few deny the benefits of product 
liabilit;{ reform, legal and economic analysts continue to debate 
the merits of limiting punitive damages and imposing the English 
rule. 

Dependinc; on details of the Republican proposal -- which have not 
yet been released -­ it could be, 'on balance, either beneficial 
or harmfl.!l. ~::r, ~ 
10. THE CITIZEN LEGISLATURE ACT 

A f,irst-ever vote on term limits to replace career 
pol.iticians with citizen legislators. 

* * * 

Paying For The Contract with "Macroeconomic Feedback Effects" 

The Contract does not include "pay-fors" to finance the 
approximately $120 billion cost over the FY 1995-99 Budget period 
of the proposed tax cuts, let alone the much larger out-year 
costs. Spending cuts may take care of some of the cost, but will 
be difficult to achieve. One way the House Republicans may seek 
to deal with this problem is tb,rough revision of the "scoring" 
conventions used by the Joint Committee on Taxation (which are 
also used by Treasury). Although these conventions do take into 
account taxpayer response at themicroeconomic level, such as 
allowing for shifts in the mix of investments held by'different 
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investors, or shifts in the mix of goods purchased, they assume 
that key macroeconomic variables, such as future rates of growth 
in real GOP or future unemployment rates, remain unchanged. 

However, the use of revenue estimates that allow for 
"macroeconomic feedback" effects (i.e., that assume that the key
macroecoI'1,omic variables will change) may' be required for 
congressional scoring, with the thought that such effects would 
allow tali: cuts to "pay for themselves". (A consistent approach, 
which might not be suggested, would also require that the adverse 
macroecotlomic effects of spending cuts also be taken into 
account~ ) 

One of the reasons current and past Administrations have acc'epted \ 
the convEmtion of ignoring "macroeconomic feedback" effects'is 
the great uncertainty regarding the magnitude of these effects, , 
and the ability of different analysts to obtain vastly diff~rent ;. 
estimates. For example, in their letter to you on GATT fun~ 
congresslnenGingrich and saxton provided estimates of the ~ 
"macroeconomic feedback" effects on revenues resulting from the I 
GATT tariff cuts ranging from $300 million to $115 billion ove:J 
the Budget period. For th~s reason, if improperly used, 
inclusion of "macroeconomic feedback" effects has the potential 
to seriously damage the fiscal constraints imposed by the J' 
congressional Budget Act. It. could) effectively repea~ the pay-. 
as-you-go rules. Moreover, Sl.nce Treasury would contl.nue to oml.t 
"macroeconomic feedback effects" from its revenue estimates, a 
procedure which we also believe is consistent with OMB's 
interpre:tation of ,the Budget Enforcement Act, bills passed by the 
congress. may be subject, to sequestration under that Act. 

Attachmemt 
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DEPARTMENT OF THE TREASURY 


W.,.SI-IINGTON 


October 17. 1994 

MEMORANDUM FOR SECRETARY BENTSEN 
DEPUTY SECRETARY NEWMAN 

FROM: 	 ERIC J. TODER f yV("t1~ 
DEPUTY ASSISTANT SECRETARY (TAX ANALYSIS) 

SUBJECT: 	 Estimates of House Republican Tax Proposals 

The Office of Tax Analysis (aTA) has prepared estimates of the revenue and distributional 
effects of the proposals in the House Republican "Contract with America." The attached paper 
briefly summarizes these estimates. 

Recommendation. That Treasurv make this analvsis available to the White House. but refrain 
" 	 . 

from direct p~ati~~n the political debate. 
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House Republican Contract with America: 

Revenue and Distributional Estimates 


-The attached tables present estimates of revenue effects ana changes in the distribution of 
the tax ,burden by income group from the legislative proposals in the House Republican 
"Contract with America." Table 1 presents the 5-year revenue effects: Table 2 presents the 
distributional dfects. 

The proposals would increase revenue by about S2.4billion in Fiscal Year' 1995 and reduce 
revenue by S120.1 billion over the 1995-99 period. In the 5-year budget estimating period. the 
largest revenue losses would come from two proposals -- a 5500 per child tax credit for families' 
with adjusted gross income less than S2OO.OOO (S85.0 billion) and a 50% capital gains exclusion 
with indexing for gains after January 1. 1995(530. 9 billion) . 

Two of the proposals would lose.substantial revenue after 1999 even though they increase 
revenue in the 5-year budget period. while one proposal would lose much more revenue after 
1999 than in 1995-99. The proposal for a .. neutral ,; cost recovery system (NCRS) wpuld 
increase: revenue by S25.4 billion in 1995-99 by reducing depreciation deductions in the first 

. few vea.rs of an asset's life. but would reduce revenue bv about $2.6 billion in 1999 and much 
mor~ in subs~quent years by allowing business firms ulttinately to deduct much more tha~~ 
percent of the purchase price of assets. The proposal to allow taxpayers to establish "bliCK­
loaded" Individual Retirement Accounts (lRAs) would raise SO.,z billion between 1995 and 1999 
because of [he revenue pickup from taxpayers who pay' a one time tax (in four annual 
installments) when they conven existing lRAs to the new back-loaded lRAs. The proposal 
reduces revenue by SO. 1 billion in 1999. however. and the revenue loss will increase rapidly 
after 1999 when the conversIOn from front-loaded to back-loaded lRAs. is completed. 

The capital gains proposal loses revenue every year. but the 5-year estimate understates 
its long-run cost because the revenue loss every year increases more than proponionately with 
the economy. The loss from indexation is initially small because indexing onJy applies to 
prospe,:tive gains. but then increases rapidly as. relatively more gains receive the benefit of 
indexing. 

The proposals would reduce tax burdens for taxpayers in all income groups. but taxpayers 
in the highest income groups would receive the largest benefits both absolutely and as a 
percenmge of after-tax income .. Taxpayers with income over Sloo.ooo would receive over half 
[he benefits of the tax cuts. In the long run. the proposal would reduce tax burdens as a 

. percemage of after-tax income by 2.3 percent on average. but by 3.9 percent for taxpayers with 
income: over S2oo.ooo and by less than 1.9 percent .in all income groups less than S-15.0oo. 

. Because some of the tax CUtS reduce the present value of tax burdens much more than they 
reduce tax payments in the shun-run. th~ total annual tax benefit shown in Table 2. (S 110 billion 
per year) is much larger than the aveiage.annualtax reduction in Table 1 (about S24 billion) .. 
The attached note explains the difference between the revenue and distributional estimates. 
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Table 1 

CONTRACT WITH AMERICA - REPUBLICAN, REVENUE PROPOSALS 

10/17'94 
Proposal 01:54 PM 

1 Refundable $5,000 tax credit for adoption expenses 

2 Refundable $500 tax credit for eldercare expenses 

3 $500 per child tax credit for families with AGI <$200,000 

4 Reduce marriage penally 

5 Establish back-loaded IRA -, 

6 Phase-in repeal of new SS thresholds (85%) enacted in 1993 

7 long-term care tax incentives 


a long-tenn care insurance 
b Allow tax-free payment of accelerated death benefil~ under life insurance policies 

8 50"/0 exclusion 'for indexed capital gains -, 
,9~t~te-'Jtral cosltecovery.-:L 

10 Small business incentives 

a Raise section 179 expensing limit 'rom $17,500 to $25,000 

b Clarify home-office deduction 

c' Increase estate tax exemption from $600,000 to $750,000 . 


~~ ,:,,':;.:'="'::' ..::: _-_'_. _. _-,. 

Department of the Treasury ,. 
Office of Tax Analysis 

-/ large revenue losses outside the FY 1995 - 1999 budget window, 

::::~"=-.:':" _._.. :.:. ___ 

1995 1996 

0,0 -0,0 
00 -01 
00 -11.7 
0,0 -1,0 . 
0,0 0.1 
0,0 -0,5 

0.0 -0.3 
0.0 -0,0 


-0,2 -1.7 

2.7 8.1 

0.0 -0.7 
-00 -0.1 
0.0 0.0 

2.4 -7.9 

• -"_ ,-=-,,',=::..cc=-,,­

Li4""~"' •. H"''''''''''''' . • 1"' ..... 01 ycal".., 

1997 1998 
($ billions) 

-0,2 -0,3 
"0 3 -0.3 

-23.4 ·24,5 
-2.0 -2,0 
0,2 0,0 

-1,9 -3,2 

-0,9 <1.0 
·0,0 -0.0 
-5.4 -10.3 
10.7 6.6 

-1.1 -08 
-0.1 -0 1 
-1.1 -1.4 

-25,6 -37.3 

1999 1995-99 

-0,3 
-0.3 

-25,4 
-2,0 
-0,1 
-4,1 

-08 
-09 

-85,0 
-7,0 
0.2 

-9.8 

-1 1 
·0,0 

-13.3 
-26 

-3.3 
·0,1 

-30.9 
25.4 

-0.6 
-01 
-l.B 

-3.3 
-0.4 
-4.3 

·51 7 -120.1 



Fa/llliv EconomIc 

Income Class (4) 


(000) 

o - 10 

10 - 20 

20.- 30 

30 - ~ 


50 - 75 

75 - 100 


100 - ?C:)(l

\. 

200 & OIIor 

Total(5) 

f)opallrnelll ollhe Treasury 
Olflce 01 lax Analy51S . 

'LII,J,· 1 

I a)( Proposals in t louse Uepublican "Contract with America" (1) 

(1 ~"J4 Im.olllo I Jlvels) 

J 

'UdtHal T axos Ulloor CUllentl aw (~) 
As a Percerll As it PI..!H;enl 

01 Aller - TaxI. oIP,8-1 .. 
Income 

($B). (%) 
Amounl Income 

(%) 

64 75 8 1 
258 94 103 
~7 138 160 

1523 173 209 
204 .1· 19 I 236 
1752 205 258 
2445 21 3 271 
2150 233 303 

1,1398. 19.5 24.2 

r»T"f.".,., 1."" (3)
As a Porcelli As a Percenl 
01 Pre -'1 ax 0' Aller- Tax 

Arnounl Income Illcome 
($B) (%) (%) 

-04 -0 :) -05 
-19 - 07 -0.8 
-40 10 -.12 

-126 -14 -1.7 
-16.4 -1.5 -1.9 

15.3 1.8 -2.3 
-24.2 -2 I -2.7 
-35.3 -30 -3.9J 

- I 10.4 ~T9. 2:3 

~ 

;.1
,:.. 
" 

I'IU IIMINAUV 

Tolal Federal Taxes Aller Change 

As a Porcent 
 As a Percent 
0' Pre- Tax 01 Alter - Tax 

. Arnaunl Income Income 
.. I$B) (%) (%) 

60. 7.0 76 
23.9 . 8.7 96 
50.8 t28 14.8 

139.7 159 192 
187.1 17.6 21 7 
1599 187 235 
2203 192 244 
2398 20.3 264 

1:029-3 H~6 2.L8 

0(;101>01.16, 1994 

. (1) Ttls lable dislllbuies Ihe estimaled change in lax burdens due 10 Ihe lax provisions in Ihe House Republican "Conlracl wilh America- as specilied in Ihe legislative 
language released Seplember 27, 1994. The effecl of the proposed change in Ihe estale lax exomption is excluded 

(2) 	 The laxes included are IndiVIdual and corporale income, payroll (Social Security and unemploymenl), and excises. ESlal8 and gift taxes and cusloms 

elules are eXCluded. "The indvidual income lax is assumed 10 be bOrne by payors, Ihe corporale income tax by caplal income generally. payroll taxes 

(employer and employee Shares) by labOr (wages and self-employment income), excises on purchases by individua& by Ihe purchcser, and excises 

on purchcses by business in proporion 10 lolal comsumpllon oxpendlures. Taxes due 10 provisiOns Ihal expiro prior 10 Ihe end of the Budget periOd 

are eXCluded. 


PI 	 The change in Federallaxes is eslimaled at 1994 income levels but assurring lully phased in (1999) law and kJng-run (1999) behcMOI. The eflect 01 Ihe backloaded 
IRA propa;al is measured as the present value of lax savings on one year's conlrtbutions. The effect of Ihe neutral cost recovery plopa;al is measured as the presenl 

. value 0' Ihe lax saving> from one year's investment The effect of the pr<EpeCtiV8 caplal gains indexing proposal is Ihe fully phased In tax savings. multiplied by the 
rabo of Ihe sum 0' the present values of prospective indexing Oller 20 years to Ihe sum 0' Ihe present values 0' 'ully phased in indexing over 20 years, holding 
realizations constant The effect on lax burdens 01 Ihe proposed caplal gains ellClusion and prospective indexing are based on Ihe level of caplal gains realizations. 
unUm current law. The InCIdence assumplons lor tax changes IS Ihe same as for current law laxes (seo lootnolO ~. 

(4) 	 FamIly Econonllc Income (F EI) is a broad - baseU income concept FI: I is consllucted by addng to AGI unrepor1ed and underreported income; IHA 

and Keogh deduClons; nontaxable transfer paymenlS, such as Sociat Security andAFOC; employer-provided fringe blllleilS; inside build-UP on 

pensions. IHAs, Keoghs, and hIe Illsur ance; lax - eKempl illierest; and imputed rent on owner -occupied housing. Caf.l lal gans are compulell 011 


<ill acclual basIS. alllusleU lor ,nllallon 10 Ihe exlenl reliable data allow Inllatlonary losses 01 lenders are subtracted and 0' bOlloweJs are allood. 

It,em 15 illso an adlUSIIllt!lllfor acceleraled llep!eClalion 01 nom.:orporale bUSInesses. FE:I is shown on a family. rather than on'a tax rellJllli>Cfi,slIlH 

...................."n~...: Hr ,.., m ...mllms ot a tallulv uut ale o(ItII!(IIO ilflille alllle fa,nIV's economIc IIlCOIlle uSlHJ III Ihe (tsllrhunUIIS. 
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House Republican rContract with America": 


Comparison of Re\'enue and Distributional Estimates for Tax Proposals 


Three of the tax proposals in the House Republiean "Contract with .~erica" provide 
substamiallv Qreater tax benefits in furure v1ears than is indicated bv the revenue estimates for 

, "- ,', " I " 
t~e fIve-year budget period. Th~se three P1oposals are:. (1) th~ allowance of backJoaded IR-\s 
tor all [axpayers: 1.2) prospective mdexatlon of capital gams for mflation: and (3) the neutral cost 
recovery system. 

For the back loaded IRA proposal. the difference between furure tax benefits for taxpayers and 
the revenue loss during the five-year budget :period is due in part to the inclusion in the proposal 
of a provision that would allow taxpayers: a rollover of existing IRA. balances into a new 
back loaded IRA. The amount rolled over. to the extent not previously taxed. would be subject 
to income tax (payable over four y~ars). rhich would generate sufficient revenues over the 
budget period to, make the proposal a net revenue gainer. However. the (present value of) 
revenUf:S collected on the rollovers would. under current law. have been paid in furure years. 
so [he revenues from this provision only represent a speedup in collections (with some loss in 
the present value of revenues because of Ithe allowance of payments over four years): In 
addition. the revenue loss from the tax exemption of earnings on each year's contributions to the 
new IRAs grows over time., so it is much larger outside the budget period. To represent 
properly the benefit to taxpayers from the continuing tax exemption of earnings on' IRA 
contributions. the distributional estimates rheasure the benefit as the present value of the tax 

I 

savings on one year's c<;mtributions. For tpis calculation. each taxpayer who contributes to a 
new backloaded IRA is assumed to remain in the same tax bracket and to be2:in withdrawals as 
an annuity over his or her expected remaini~g lifetime at age 65. For contributions in one year 
at 1994 income levels. and taking account lof contributions that would otherwise be placed in 
nontaxable in\'estments. the: present value ythe tax savings is S17.8 billion. 

The proposed prospective indexation of cqpital gains phases in over time. so' it is not fully 
I!ffecti\'e until the longest vintage of capital gains is fully indexed. To represent properly the 
phasing in of the benefit of prospective iAdexation. the distributional estimates measure the 
hendit as the value of the fully phased in dx savings. multiplied by the ratio of the sum of the 
present \'alues of prospective indexing overl.:!O years ~ virrually the longest capital gain vintage) 
to the :;um of the present values of fully phrsed in indexing over 10 years. holding realizations 
~Lm5tant. At 1994 levels of realizations under current law. the resulting present value is S7. 2 
hilliun. 

The neutral cost recovery proposal includes a provision to replace the current law double (::WO 
percent) declining balance recovery methodlwith 150 percent declining balance:. This provision 
raises sufficient revenue in the budget peri6d to make the proposal a net revenue gainer. Over 
time. the proposal loses. substantial r~\'enuf because finns evenrually may deduct much more 
than the dollar \'alue ot mvestmei'lts m machmerv and strucrures. The neutral cost recovery 
system provides. in present value tenn~. thelequiva"knt of expensing of investment. To represent 
properly the benefit to taxpayers of the prop,osal. the distributional estimates measure the benefit 
as the present value of the tax savings frbm expensing (compared to using current law cost 
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recovery scheduies) on one year's investment At 1994 levels of.investment. this present value 
is S45. 3 billion.' I . .' i .' 

Including the present val1..!e measures for t~e IRA. capital gains indexing. and neutral cost 
recovery proposals. and the one·year losses from the other tax. proposals (which are all ongoing 
annual losses), the distributional table showsl a change in annual tax. benefits of $110.4 billion 
at 1994 income levels from the "Contract rith America" tax. provisions. I In contrast. the 
revenue loss from the proposals over the five-:vear budget period is not much more. $120.1 
billion. The large difference. as explained ~bove. is due to provisions in the "Contract" that 
speed up tax collections into the budget period. and the growth of tax benefits over time inherent 
in several of the proposals in the "Contract" f ..... 

The distributional table ex.cludes the er'iect of the estate ta..\ proposal. which would increase the ex.emption 

level. '. .... I . . . . 
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ASSISTANT SECRETARY 

DEPARTMENT OF THE TREASURY 
WASHINGTON 

INfORMATION 
MEMORANDUM FOR SECRETARY BENTSEN 

D~~UTY SECRETARY NEWMAN /) . 

FROM: AliCIa H. Munnell~ . . ~,~ 
SUBJECT: Contract With America Welfare Reform Bill 

Summary 
,I 

The Republican welfare bill specified in the Contract With America is likely 
to pass the HOlilse. However, its illegitimacy, legal alien, and entitlement cap \ 
provisions raisc;~ important. questions. Because of the President's public commitment 
to welfare reform, it would be very difficult for the President to veto any welfare 
reform bill. It is imperative that the Administration take immediate action to 
produce a more sensible welfare reform bill. One possible solution is the Medicaid 
for AFDC swap proposed by Senator Kassebaum. . . 

Discussion 

According to Ron Haskins, a Republican staffer who will be influential on 
welfare reform, House Republicans are planning a very short timetable for welfare 
reform. Their plan is to begin five days of full committee hearings on January 5, 
mark the bill, then have two days of debate on the House floor before the final vote. 
The timetable for the Senate is less sure; but their will be pressure to follow the 
House lead and act quickly. 

The Contract With America (CWA) bill has several provisions that wo1l;ld 
result in 4"emendous harm to the poor without counterbalancing benefits. Firs4 it 
would prohibit AFDC payments for children born out-of-wedlock to women under 
18 with a state option to go to 21. Legal aliens would be ineligible for most means­
tested benefits including AFDC, Medicaid (except emergency), and SSI. And the 
CWA bill woulld require aggregate AFDC, SSI, and Housing assistance funding to 
stay constant U1 real terms. 

While these provisions will almost certainiyharm the poor, there is scant . 
evidence they will achieve policy goals. Studies indicate that welfare does contribute 
.to a small incr,ease in out-of-wedlock births, but is outweighed by other factors. 
Therefore, CUtlting AFDC for out-of-wedlock births to mmor mothers will not 
significantly de:crease illegitimacy (especially since the majority of women who have '. 
children out-or-wedlock do not go on AFDC). Legal aliens, excluding refugees, are. 
actually somewhat less likely to go on welfare than citizens. It is questionable 
whether eliminating welfare paynients would discourage the immigrants th!lt are 
likely to qualify for benefits. Instead, it is likely to result in increased extreme 
poverty and homelessness among recent immigrants. Finally, capping AFDC, SSI, 
and Housing Assistance would effectively elimimite the social safety net since these 
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benefits would no longer be gilaranteed to qualified applicants. 

It would be an unmitigated disaster if a bill with these pro~sions arrived on 
the President's desk. The President cannot veto a welfare reform bill without losing 
his New I,>emocrat credentials. On the other hand, it would be difficult to interpret 
the illegitimacy provisions in the CWA welfare 'reform bill as anything less than an , . 
attack on AfrU:an-Americans. And HispaniCs would interpret the legal alien 
provisions as a personal ;lttack even harsher than Proposition 187. 

The passage of the CWA bill is not a foregone conclusion. The Senate is less 
likely to pass an extremely punitive welfare bill. Senators Kassebaum, Packwood, 
and Dole are fairly moderate on these issues and Senator Moynihan will retain some 
influence. Futther, it is unclear whether, if the issues are made clear, the public will 
support such harsh punitive actions. Finally, the Republicans will be held politically 
accountable if they do not pass a welfare reform bill through both Houses of 
Congress. The:refore, the longer the Administration can delay passage of the bill the 
more willing Republicans will be to compromise. 

Given tbe specter of a Gingrich et. al~ welfare reform, the Adminjstration 
should carefully consider the kind of swap optiOJl proposed by Senator Kassebaum., 
She argues that the Federal government should give states responsibility for the 
three primary welfare programs -- AFDe, Food Stamps and WIC. In retu.rn, the 
Federal.government would assume primary responsibility for Medicaid. The general 
features of tllli. propoSal were originally developed by the staff of the National 
Association of State Budget Officers. Subsequently, it was the' core element of the 
Reagan Adm.iIrlstration's "Federalism Initiative" and has been considered in a variety 
of schemes to :sort out intergovernmental responsibilities, . . p 

While tJb.e . 'm th~ details, such a swap has much, to recommend it. It 
responds to the reality at the best ideas for welfare reform are being worked out 
at the state leve It is likely that different approaches are appropriate for 
different states" Further, given a choice between a Gingrich welfare reform and 
those of Bill' 'Veld or Pete Wilson, I would certainly opt for the governors' 
approaches. 

The SW1lP also' provides apowerful tool to slow down the Republican 
juggernaut. It will help expand the wedge between those Republicans who hate 
government 3llld want to beat on the poor and those who believe programs can be 
. humane and efficient if they are devolved to the state and local level. Given the, 
fiscal implicati'ons for'states, virtually every governor, including the Republicans, 
would enthusiastically support a sensibly structured swap. The swap inight be even 
more attractivt~ if it were expanded by turning back to the states virtually every 
housing program and combining most training programs iii a block grant so that. 
states are provided the necessary tools to address welfare reform. 


