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DEPARTMENT OF THE TREASURY (NFORIAATION
WASHINGTON. D.C. 20220 :

May 30, 1997

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN

N e
FROM: pON Luick DH> s
ASSISTANT SECRETARY (TAX POLICY) Bt y _J;.‘SQ'“\
. - b w T
SUBJECT: Memos on Tax Issues . M — S
BN
, PN

. S ‘\\
The following package contains @mss addressing different aspects of the tax package.

They are: AMT reform, capital gains indexing, the home office deduction, small business capital “’l

gains tax preferences, refundability of the Kidsave credit, a comparison of our package and the ‘

Ways and Means package (unchanged from yesterday), costs of our proposed package over the J

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
NEC members or others, but we wanted to alter your intuition about the long-run costs of
indexing 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 5 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 indexing, the fact that the costs of indexing do not
necessarily explode in the out years {J exclusion) does not mean that we think
indexing is a good or even acceptable idea. o ‘
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C, 20220
Information

May 30, 1997

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN

FROM: - DON LUBICK OYSY
ACTING ASSISTANT SECRETARY (TAX POLICY)

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

The 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 ongmal 1202
proposals,

. - /M—-—m’w N .

o The current law 50 percent exclusion andm percent would be

retained. The tax treatment of small business capt t d still be more favorable:
than it is for other capital gains, which would have a maximum rate of approximate!é@
percent under a 50 percent capital gains exclusion. ‘

o The limit on eligible gains would be increased from §10 million to $20 mijlion and
- indexed for inflation. Inflation indexing would begin 10 1999 healtérnative limitm\
(//cf imes bagisw eTepe plification megsure . D
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 ef 14 )
percent. , o

o Certain anti-abuse rules 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 or 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 S 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, '
termination of employment, mental incompetence and de minimis cases. It would be

i ,"""“{t ’}n‘l{‘ (x_""\'” "1':"1'5“{"



made clear that the phrase making firms ineligible because their principal asset is the

skill or reputation of one or more employees was not intended to disqualify sofiware

or R&D or similar firms. Administration and compliance with the provision would

be improved by requiring firms to file an annual ehg:bxhty form along with their

corporate tax returns. —— :

PSS \MM
W%O million limit on asset size would be retained (but would be indexed for inﬂation). \

e e o e e Wt A, et e — e '
- —— —— -

- Most startup firms require only a few million dollars of capital al and i mcreasmg 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.

1

--- Proposals for rollover of gains from an eligible small business into investments in
other small businesses should be opposed. Such proposals would create
complex eligibility quesnons and create the potential for taxpayers to never pay
any capital gams 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-sponsers of these bills.



DEPARTMENT OF THE TREASURY
- WASHINGTON, D.C. 20220

May 30, 1997

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN

FROM: " poN LuBick VWHES
ACTING ASSISTANT SECRETARY (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 vear: from 0.9
million in 1997 to 2.4 million in 2002 to 8.4 miilion in 2007. The taxpayers who are thrown onto
the AMT will 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
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. (],' S e

The main components of our proposed reforms are (1) index AMT exep fon at 2002 levels,
(2) allow personal exemptions and the standard deduction to be deducted undfer the AMT, 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. PR

. . A . /47 0 .

There are two major political problems associaged with AMT reform. First, because so many
taxpayers will be affected by the AMT in the futurg, the long-run costs of solving the problem are
high and the solution disproportionately benefits Kigh-income taxpayers. The distributional
consequences are driven by the fact that the AMT has a $45,000 exemption, which eliminates
most low-incorme 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.

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
‘affected by the AMT, support for the income tax is likely to erode. Moreover, by not

EXECUTIVE SECRETARIAT



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."

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 contrast to capital gains tax cuts or the
exploding costs of backioaded 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
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 AMT, 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. '

0 ’Adopt,a middle (though closer to doing nothing) approach. If the AMT reform
package drops indexing and keeps the personal 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 between the parent’s
AMT return and the kiddie-tax child’s AMT return), the package is inexpensive.(85.3
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. : ‘

A



DEPARTMENT OF THE TREASURY

WASHINGTON, 0.C. 20220

May 29, 1997

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN

FROM:

poN Lubick V(€5

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 Friday.

offset, no B— :

| of deduction -

Administration Proposal‘ $ (billions’), Ways and Means Democrats | (bﬂlidns)
through 2002 through 2002

Education |

Phased-in HOPE Credit Roughly $35 | $1,500 HOPE credit, no Pell | Roughly $31

(51,200 through 2000, billion, offset, no B- billion, combined

$1,500 thereafter), no Pell | combined cost cost of

deduction and

$0

(not delayed to 2003}

. and credit ] credit
Phased-in tuition 20 percent credit on the first ~
deduction (35,000 (fill in the blank) dollars of
through 2000, $1,500 education expenses '
thereafter)

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

May include some kind of | Roughly $3 A new special subsidized No estimate, but
allocable credit (like the billion in bond would be issued for W&M guesses
low income housing credits school construction and $3b

credit) for K-12 school | expenses

construction

Middle-class tax relief

Refundable Kidsave credit | $72 billion President’s credit for children | $55 billion

(for kids under 13) under 18 o
May include AMT reliet, Treasury’s full AMT reform | $8 billion

starting after 2003

EXECUTIVE SECRE Afia.




DEPARTMENT OF THE TREASURY
WASHINGTON; D.C. 20220

May 30, 1997

MEMORANDUM 'FOR SECRETARY RUBIN

FROM: | DON LUBICK DU €5 :
ACTING ASSISTANT SECRETARY (TAX POLICY)

SUBJECT: Refundable Child Tax Credit

This memo discusses the advantages and disadvantages of making the Kidsave proposal
refundable.’ 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 simpl'e 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 EITC are largely due to the simple, non-stigmatizing application process. By limiting the
retundable credit to families with a certain level of earnings, the proposal would also,
complement our welfare-to-work initiatives. . - 4

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 expendltures for. three key reasons. First, the IRS cannot verify

-5

'A 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 EITC 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.



2

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 still 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 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."

[t 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 EITC. Some opponents of the

_ EITC believe that its noncompliance problems are caused by refundability. Our analysis of the

EITC compliance data suggests otherwise: the overclaim rate among those with a positive pre-
EITC 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 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). Qur 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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May 30, 1997

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN

FROM: - pON LUBICK U
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 with a capital gains exclusion, would bestow inappropriately large benefits
on high-income taxpayers, cdusg the return of tax shelters and significantly increase the complexity
of the tax system. For similaf 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: permit 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 all 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 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 proeblems 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 schedu!e) ina package would overcompensate

for the effects of mﬂanon

Out year costs. Treasury estimates that the indexing provisions in S.2 (indexing on top of a 50
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.

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
compuite 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--if the asset has been held for more than one year the gain is long term

EXFECUTIVE SECRETARIAT
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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 and 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
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 tfransaction
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 re(ahzed capital gams (per
married couple) to be exempt from taxation, so the complexity of indexation is a<101ded by exempting
capital gains from taxation for most taxpayers. e /\1 ¢

“ hrta

Arbitrage. Any form of preferential treatment for capital gains creates the potential for
arbitrage and distorts investment incentives in favor of assets qualifying for the 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 éxample, 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 inflationary component was
g:,enerally 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,
taxpayers can make money on an after-tax basis from investments that lose money on a pre-tax basis.

IUM

o

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 eams 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 oﬁen tax-exempt, so that

interest income is not taxed

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



. : . N
perfectly. f 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 consideredj‘
Price index. Typically, CPI is used in the Tax Code to adjust for inflation. Given the ]
recent controversy surrounding CPI’s accuracy as a measure of inflation, we would need

carefully to consider whether its use would be proper for capital gains indexing. /’1

M ——
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DEPARTMENT OF THE TREASURY
WASHINGTON

ASSISTANT SECRETARY A 3 ‘May 30, 1997

MEMORAN]DUM FOR SECRETARY ROBERT E. RUBIN

" FROM: -~ DON LUBICK DL |IT
' ACTING ASSISTANT 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 perform the administrative and management activities of their business, but perform their business
services at another business tocation. 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 (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 hoie is
exclusively used on a regular basis as the taxpayer's "principal place of business.” In Commissioner

V. Solimartte-Sipreme Court disallowed a home office deduction fo an 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 _pmpgsalﬁ

In-response to the Soliman case, several congre531onal proposals would allow a §9me office
deduction to taxpayers who manage their business affairs from their home. For example Senafor
~Bond's “Home-Based Business 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 (ii) the taxpayer has no other
location to conduct these essential administrative or management activities. Thus, under the bill,
—~tome office deduction would beé allowed iinder Sircumstances where the taxpayer's home is not in fgg;

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 itermized deductions and would not be deductible
for AMT purposes.

TR SERRETARIAT



While we generally agree with the approach of the bill, certain considerations must be
addressed. 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 creatmg a ]evel of ambiguity
_that would.mdl.xmore disputes between taxpayers and the IRS. To address this concern, we beligve
that the services being performed in the home office fiust be both substanual and essential”. This
would avoid allowing a home office dedugtion where only a de Mis amount of admiStrative or ,
management activities are conducted.( Also, we agree with the bill’s treatment of employees. Further 7\
expansion of the home office deduction for part-time employees and telecommuters would be very I
expensive and difficult to admlilgm/rQ

We are also concerned that the bill would affect more than home office deductions. By 7 .
changing whar qualifies as a “principal place of business”, it would also permit deductions for ! \
currently nondeductible comimuting expenses. We believe the effects of the proposal should be limited "

to home office expenses.

“

—

Revised proposal

We would add a section 280A(c)(1XD) 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 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 >
dcfmmon of principal place of business, thereby avoiding any effect on commuting expenses. J




05730797 20:349 D02 K2z 1828 wATCH ) dious

DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

May 30, 1997

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN

FROM: DON LUBICK O { ﬁ A
© ACTING ASSISTANT SECRETARY (TAX POLICY)

SUBJECT: Distributional Effects of a Potential Tax Packuge

Attached you will find six tables showiny distributional ctfects of different Administration
and Congressional tax packages.

o The first two tablcs show very preliminary estimates of the distributiona] effects of a
proposed tax package. The package is from Thursday, and includes tbe complete, costly
AMT package and a Kidsave credit for children under 13 far the entirc budget period -
{our packages now expands the Kidsave credit to children onder 18 beginning in 2003).

- The revised package will have a somewhat more progressive distobution since the
expansion of the Kidsave credit to families with older children will add roughly $8
billion in 2007 (we distribute the fully phased-in policies) to the bottorn 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 thal 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
middle three quintiles of the imcome distribution.

o The last two tables show yery prelimmary aod rough calculations of the distributional
effects of S.2. We would be gratefiil if these tables were not distributed, since the
analysis does not meet the typical Treasury quality standard. [1 s provided here (o give
you an idea of what the distributional effects of a Congressional J.eadership package
might look like.

- Wewill, of vourse, quickly do a complete analysis of Chairman Archer’s tax bill
when it is rcleased to bave a comparisoa of the Republican tax bill and ours.

o The upshot is the current package targets more relief than either the Budget or 8.2 to the
battom two income quintiles, presumably because of the refundable Kidsave credt. It
provides less of itg total tax relief to families in the third and fourth quintiles of the
income distribution than the President’s budget, but more than $.2. It provides a greater
share of tax relief to Lhe top quintilc than the Budget proposals, but less than 8.2,
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very Preliminary
Baseline Tax Package as of May 30, 1997 (1)
(t@kmelmvah}
B ] | Tl T G [T Gran 8 P o,
Humbser Current Family
of Average Percent Federsl Economic
Family Economic Famlies | Tax Change | ‘Amourd (3) | Distribution Tawen (4) |  Income -
Mw&@)_ (mions) {8) M) . | %
Lowesd (). 216 87 {768 45 -14.07 ) <}.88
Secomd 22 244 5435 143 B82 -1
Third : . 223 -206 -B5P2 172 418 .68
Fourth - .3 397 8841 2 286 D55
Highwest 223 684 Bz 0 -1.67 £.37 .
Totud {5} 1113 -342 38040 100.0 -2.62 0.51
Top10% 11 909 1125 292 -1.68 0.38
Top 5% ’ : 586 1559 3689 28 -1.78 -0.41
Top 1% 11 3719 4173 150 -1.61 -0.40
Depaciment of the Treasury . T may 30,1967
Otfice of Tax Analysie ’
1) This tabis disributes o sstimalen change in tax buaders duz o the tax proposals i the lollowing #usirstivs basatine tax packag
7 Hope Schelarship credit {$1000 thvough 1599, 31,500 in, 2000, indeved beginning In 200%; no B minus rale; and no Federal grant
oftsst) snd tulion tor dedurtion ($5,000 in 1968 wd 1989, 310,000 Shoraahtar); §) P ¢ of Soction 127, il) Kiduave
cradit 3 $500 refundabie child sredit (52,000 sainings ts( for children under 33 with an optienal meximum $500
hack-laded IRA for educaion of relineraent; ) indivickaal AMT reforms (includws simirtion of p ) exompllon, p

2}

=

4

&1

crodifts, s standasd deduction prefarsncas), v) 0% caplal gaine wxiusion and 24% AMT, vi) sraalt uainess u:pnnl gwins
proferescar; ¥) $500,000 excius/on of galns on the saw of poncipad recidence (Prasident's FY1998 Budgst picp

vi} distres cod arows mnitaives and other tax incenvivey in the President’s FY1996 Budgat (squitable Loiling, Saection 338

and IFSC wsoftwiire); and vii} s mveni offsats: the sxrize twoes and somo of the corporate misers In the President's Budget.

Famuly keonamc tacome (FED ks a trond-based & . FELS chd by ndding %o AGE urveponied and under
repornd oo IRA and Keogh dexfucth oot sfes paymeots such 33 Socki Securlty and AFDC; employer-
pravided tinge benafils; lnsid-buﬂdupmmm. {RAs, Keoghs, arﬁi&‘mnmwmﬂmudmawm
on ownsi-ocagiied housing. Capltal gains ars compited on an secruel basis, sfiusted for inflation to Bw extent that reliable
data allow  slitionury lossos of | are sk d and guirrs of boTowors we added. There fs alsu sm adfusiment foc
leratod d Tadion of i FEL is shown on  family rathes than @ taxseurn busis. 1 he scanomic

13 P

incomes of gl members of 8 family and are pdded o ardve et the famity's economic ncams used in tha dishibaions

The change in Faderal axes is esimaiud at 1988 income lsvels but axsuming fuly phasad in (2007) tow urws bahovior, For the
Kidrave proposal, the change ts measured as tho presont \{dm of the tax savings from one year's conuibudens, Tho ofoct
of the copltnl gaing proposal It based on the keval of capital gaing resfiestions under curmant b,

The taxgs inciudod are indiAduS! and corparshs moome, payroll (Socisl & Ry and plopmanty, and excy Estats and
gifl axes and cistams dulles are xchaded. The individual income ®x Is assumed L bo boima by puyors, ihe coiponals
mmtubyclwﬁmmegan«dly,mﬁm gl and empivyes sheres) by inbor (wages wid solf.omplcyment
3N onp by individusl h:fho ¥ . and exciges on purch try baasinans in proportion to totat
comsumplion sxpendiises. Foderal Laeas sre xalimabed ut 1983 incoma lovels ad assaming 2007 few snd, theroforg, oxchude
proviskors thal vxple pics (o the ead of the Budgc!pednd nwmtﬂuﬂhrheﬁmdmﬂmm.

amilies. with nogedive ncumaes am axcluded from the icwest quintle but INchuded in tha totel line.

NOTE: me;la bagin #t FLi of. Second $16 950, I’NMQSZ 583, Fourth $54,758; Highest $33,222. Top 10% $127.373;

Yop 5% $170.10% Tﬂp 1% 3408 551,
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Yery Preliminary

Baseline Tax Package as of May 30, 1997 (1) | R »%

, “
(1558 Income Levels) 0"“
[ - TTTTTTTTITTTTT 1L Youd Tax Change | Tax Change us o Percert of: |
1 . Nomber | ] Current Famdy |
Family Econdink: of Average o Percent | Fadenal Ecanomic
income Chessi (2) Famiies | Tax Crange | Amount (3} | Distribution Taxes (4) income
U ./ S ] [ (miiore} | &) ($M) (*) (%) )
6-15 185 - 85 208 az 1295 077
15 20 218 rs) 5084 134 -1013 -1.06
30- 40 . 121 2n 30 ‘85 523 078
40-50 ‘ 8.7 299 2802 76 297 -067
50-60 . 79 . 357 2814 74 .-358 65
60-76 . 94 -403 3795 100 -3.47 .. 060
75 - 100 1.7 395 4618 121 230 . 0.4
i00.200 ‘ 158 42 515 17.3 152 032
200 & over ‘ 39 R 7613 220 180 -0.42
Totul (5) ma3 342 38040 1000 -262 051
Departmort of the Treaguy T T T T T T T T TNay 3, 1987

()

Office of Tax Arvalysis

This eble distiibitos tha estimated changs in X burdsns due 1 e tar proposals in the toliowing ustrative beseline tax package:

1] Hope Schelanchip erodit ($ 1000 through 1885, $1,500 In 2000, indexe Begianing in 20501; no B sines nuls and no Fedorad gront
offsel) und tition tax deduction (35,000 in 1698 and 1898, 310,000 thercattar); b} Prrmunent edension of Section 127; 111} Kidsmve
crodit & $500 refurdubin ehild credd (52,000 sasmings best) for children untier 17 with s optional rradzm $300

btk dondad IRA for edumakian or et W) individuss AMY raform (inohudh o parsonal ption, personot
crodits, and Nrd doducts : ¥) 40% aapltnf peiee weciusion and 24% AMT: v) smoll business caplial galns
peoterenonss, v}iﬁﬁoOOOasIMn of ainy ons the sake of principal nwidencs (Presidet’'s FY 1988 Budgst propasal).

vi) distressed arees nilistives and other lax incentives in the Predidents FY19598 Budgst (squitains toiling, Sectior: 836,

" and FBC softwme): and v} 85 revanue oftsols: the waise taxes and same of the woiponds sars in the President's Budget. 4

@

3y

@

Family Economse income (FEI) is a broag-based incams concapt. FE! is corstnetad by adding to AGT uneeported ard urkis-
reported income: 1A snd Kaogh deductions, nonkeosble tranxder payrments such 3+ Socisl Security and AFDC; smployer-
Providud fings banefs; Wnsids build-up on penslons, IRAS, Keogha, and life mawance; o pd ord arwd imputad rent
on ownpraccupied hourng. Copitsl geins are computad an en scerus! basts, adiusted! for inflation 1o the extent el reliable
dats aow. inflmtionary 1055 of lenders are subtn i ored guine of bomisars are added. Theo i also 30 adjustment kr
accelaruted depreciation of bassh FE) I showes an a fursily raliwer than & tocretfum basis. The cconomic

P

incomen of ad mombers of & tarnily U are added  arivs o the temily's economic (ncome used In the disttbulions.

The change in Faderal taes &nwmzeaaummmhummngwpmmmmw batigvior. For the
Kidzave prupasat, the ge b 4 as the g vadue of the tax sevings from one year's cordributions. The efest
of Be caplal gaine propesal is besed o the laval of capital gena salizations vnder cumsid law.

The taxes bxciuged ere indfaduai Bnd corporate income, payroll (Sociel Seourly snd ployment), and excices. Extabe and |
g moes i customs duties are sucluded, Tha Individual income X (s sssumed I bo borme by peyors, the cosporate B
lnwmntszcapM income ganerolly, payroll tes (employer and employes shuies) by labor (wages and sefl-omptoyment

}9 iseih on purth by Incividuale by tha purch . snd exclves on purch by busin in proportion o kéuat
consumption axpenditures, Federal kixas see sxtimaled a2 1568 income levels but assuming 2007 tew wied, thorsfare, exzida
prw&-m&mvﬁmm«hmwd@&mapﬂw and sre adjusted for tha sffocts of imindexad perametees,

Familios with regative ncomes are incladed in the totsl ine but not shown supaswinly.
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Tax Proposals in the President's FY1398 Budget (1)

{1958 incoms Levels)
T T Total Tax Change | Tax Change sa a Percent of.
Number : Cumrent ' |. Family
. of Average Peccent ) Fexiernd Economic
Family Economic | Famiies |Tax Change | Amount(3} | Diswibulion I Taxes {4) income
Income Quindo (2} L {midlonsy } B LEZ,10 N SR v ) ST N &) 4 _ ]
Lowest(S) 216 12 251 13 200 - 012
Second o T 222 90 <1999 . 10.2 -3.28 . -0.37
Thid ' M3 -240 5331 27.3 38 -0.56
Fouth 23 377 B384 © 43.0 272 -0.52
Highest 223 182 4054 o] 045 016
Tote! (5] 1113 -175 . -18518 100.0 134 076
{op 10% ‘ SRR 34 . 376 -1.9 - 008 0.04
Top 5% . 56 235 1,313 6.7 027 Q.08
Top 1% 11 335 1,049 -5.4 0.4 -0.10
“Deportment of the Treasury T Fotwumry 13, 1997
Office of Tax Analysis .
(1} This tauls distilates the sslimated change in'tax burdens due io the tex prop i the Fr s €Y 1938 Bodget.

2) Fomily Econumaic income (FEI) is » broad-based income concept. FEI is constvuctad by adding te AGI unreported ard under-
reparted incame; 1RA and Keogh deductions; nontaxable transter payments such as Sockel Securtty and AFDC: employer-
providec Iringe benefits; inside buikd-up on pensions, IRAS, Keoghs, snd s insurance; tax-exempt interest; and imputed rert
on owner-occupded housing. Caplel gans are computed on an accnssl basis, adjusted for nfistion 1o the extent that refiabde
data allow  Inflalionary losses of lenders are sublracted and gains of borrowers. ane added.  There b alsa an adjustmont for
acnelerated depreciziion of noncorparate businesses. FEI is shown on 3 Samily rather {han a (ax-retum basts, The economsc
comes of Al memrdars of 8 family unil are axidod o amive af ths fanrly's sconoimic income bsed in the distribitions.

(3;  The change in Federal laxes is astinated 3t 1958 nicome evels bl assuming fully phased i (2007) law arxi behavior  For the
IRA propnsal, he change is measunxt as the piesent value of the tax savings lrom one yeaw's contribwtions.,

(4] The taxes nckuded bre faevidunl and corporale income,  paproll {Social Securlty and unarmployment). and essises. Estate amt
gift laxes and customs duties are excluded. The individUal income tax is sssurmed 10 be borrne by payors, Lhe carporata
Income ax by capital income generally, payroll taxes {empioyer and employes sharas) by labor (wages and sei-mpbymml
income). extises on purchases by individuals by the purchaser, and excages on purthases by business in proportion to lotal
consurrglion expendiures. Federal taxes are estimaded at 1898 incoame fevels but assuming 2007 law and, therefore, excilde :
provisions tal explia prior to the end of thwe Budges puiiod snd are adjusied for the effects ar unindered paramelers,

{S) Famites with negative ncomes are exciuded Irom (he lowest quintts b included it the tolal ﬁnef

| MOTE" Cuinkils bagin at FEL W Secord 346,850, Thwy 332,563, Fourth 554 758, Highest $50.222, Top 10% $157 373,
Top 5% $570.103; Top 1% $406,551 - . :
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Tax Proposals In the President’s FY1§98 Budget (1)

(1998 Incame Lavels)
v ot st sovmen o+ .‘-} . S : Vet Tax Chane Far Cramgaa Foduhryry
. Number Curvert Family
Famity Economi: of Average Perceant Foderat Economic
" lncoins Class {2) Fumlias | Tax Change | Amount (3) i Oistritastion Taotow {4} tncome
DN .. R L. [miiores) {3) (3M) {%) {%) (%)
6-15 : 185 15 274 ae 284 - 0.17
15-30 218 -79 -1526 7e -3.04 o3
30-40 1219 <1642 1852 we 314 .47
0-% : 87 = 28 -200% 13.3 -3.56 060
50 - 60 ) . 7.8 ~337 <2651 138 3,37 061
o -75 .94 -360 ~3441 176 . ©-3.93 , Q.76
S - 100 ) 1.7 403 47X 4.2 -2.12 042
190 - 200 . 156 272 4246 21.8 o0 41 <1
208 ovar 39 342 1337 £.9 0.00 0.00
Totsl {5) : 1113 75 19518 100.0 ~1.34 £.26
!Jepa;tmontof tho Treasury . T Fabruary 13, 1997
- Office of Tax Analysis
{1} This tatiie distritaies the satimatad chenge (n tex burdens dun to tha W pooposals in tha Prosidant’s Y1998 Budget
{2)  Family Seonovic Income (FED Is & hroad-based Ihroome concept. FEI is construcied by sdding o AGH uneporied stad unces-
reported kicome; IRA snd Koogh deductions; nontasbie trarsfer payments such a3 Social Socurity and AFDC: ormiployer-
plovided Wuge berwlits, wuaide bulid-up oo persians, IRAS, Keoghs, and Bfe insurance; Lax-axamp! intorett; and mputed e
. o0 owmbr -oacupted iousky, Capilal gaine are computed on s scorual basis, adjusted fo inflation o Lhe sxtant that reabls
data sliow. Infislionary losses of lendors ors 3ubtractsd and gains of bonoews ore added. Thera is aiso sn sdfustment for
e capraciation of porate busk . FE! Is shown op g tamily rather than & tax eetuen besis.  The economik:
ncomas of 8i menmburs. of 1 tamily unkt g atkied to arhva ot the Family’s sconoamic Inconme U in the distitations.
@) The change in Fedetal tanes ks esti ut‘!”a“ levais bt ing futly phased n {2007} ew end belavior. For the
iRA proposat, the change is maasuiod a3 the present valus of the tax savings from ane year's contributons,
(4] The tasws inclided ure individual 3nd 0orporste income, paytel (Socis! Secisrlly and unerplayment], and excisas, Estale and

{5}

ot taxes and custons daics a7e exchdded, Tha individunl incorte tax s assumed o be dome by peyors, bhe comporale
income tee by capllal incoroe gerarally, payroll taxes (amployer and ermployes chares) by fabor (wages and solf-armploymt
ncomw), excises on purchases. by dividials by the purchoser, and excises on pusch by tusi n progortion to latal
camumption sxpandiises  Fodural taxes ars eslinwled st 1588 incorme levels but smsurmdng X007 (aw ond, thowafces, exciude
Proviskrs that axples gric: 16 the end of e Budget period and sre sdnusind for the offects of unirdexsd pararmaters

Farbes with negadive lncornes are included in the tutel ke but sk shovm sgpatstoly.


http:p'''po:.ll

‘w

0G/30/97  zu:43  Twzez 522 1829 . OMATCH

ot

Very Beoliminary

Tax Provislons [n the “American Family Tax Relief Act” (S. 2) (1)

(imhwm Lavels)

[ RS — [ Todme|” l
’ . Tolal Yax Chenge ) ms @ Percend | Tax Change |
! Averagyr Pescord o Ourent | as a Parcunt
Formdy Esonomic Fambis | Tex Clarge | Amount (3} OkbinnimJﬁdesal Taxas] of tnenime
‘ Vcome_Quintie (2 fribors) | 48) L7 I . D S U
Lowest (4) . 1.4 149 409 o7 288 oz
Sooong ns -8 -2388 42 -3.90 .48
Thicd ns =306 ST (AR -4.48 40.78
Fouth 218 578 11555 205 425 a5
Highest 213 A0 35007 621 - A48 B
Tote (4) . : 1094 416 L6415 1000 4 A2 R
Top 10% 109 2330 Br-soeg] 5.2 -4 51 -103
Top 5% 55 57 19794 M2 463 -1.08
Top 1% 11 95 40496 8: 053 .73 RRTY

Dropartinem of Uw Troasury
Office of Tox Analyeis

(1] Thia table dindriteios the sstrmtad changa in tis burdens dus o T S provisions i the “Ametcan Family Tax Relled Act
(5. 71, sponsorsy by Sartnis Rotl and Lok, The Actinckudes IRA, chie crodk, and capital puine provisans. | his tabls
et ) tho IRA provesan woisd huwo the 3ame dhtvbutional impect e et of the backionded (RA sed tpomnal IRA
in the *Contract with Amariog®; T i ch%S oredd proviokin I he saow g 1t 15 the Revenis Recenclintion Act of 1395°
-ndli)hoap\‘hlgakmprm&kmummum@hmRmmmd!WMMhnd
valayed. The A ato inckains sertats and gt tax proviskiess which we ook inchided in te Gkis

Fasouy Econome income (FE1) & » broed-based income concagl. FE| in canstrudied by edding te AGY
unraparind e underne ported Kxcorme; [RA and Kesgh Seducth innafer pay: wh
#s Boctal Seourly ad AFOC: eargloyerpro frrge banslits: imide bulfup on pessies, RAS,
Keoghs, wnd (s inscywrce; bt berest, erd Faputad rent an ownoroccupied housing.

Copital gals ore computad on i accrsl bosis, acieted far psbation (o The wdunt refisbie dats sliow.

2

halionory kisaes of Innclers wre d ared gvess vl arc agded, Thors i ab e
s o h d deprech o P s FER s shown oa & frtly mihar
Wisn » p-solun best, The Inc of ot o w bwntly urd ase ackied 1o Givs wt

e lamily’s economic income e In e distributions.

(T} The change m i aderat irxes. is estimabed at 1966 intonw twvsls but susming fully phised in kew and kng-run baravios.
Vi oflart of e IRA proposel 4 messcred ax the prasen] vakae of b sEwngs on one ywa's conributiors. The ncidones
ussurvptions for o chenpes U Same &5 167 Cufrent aw b,

NOTES OubhBlon Brogin wf FELof: Secnd $15604 TG 525, 717; Fouth 348,600, Highest 179,056,
Top 10% 3104, 704; Yop 5% $145,612: Tep 1% JIB438.

T sy 23,1997
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Tax Provisions In the *American Family Tax Relief Act" (5. 2) (1) '

. (1896 Income Levels)
ey \ ] .. P o G e
Numbe: . Totai Tax Change as 3 Percent | Tax Change |
Family Econwinic ' o | Average Percerd of Cutent | as a Percent
income Class {2) A Famdies | Tax Change | Amount{3) | Distriution |Federal Taxes; of lncome
oy R S N T
<-10 . 128 <13 166 63 A /] ‘ -0.23
10-20 182 -4 ~743 13 -3.46 0,31
20 -3 151 131 ~1978 25 -3.84 0,53
30-50 »n7T. 306 £957 123 445 © .78
80 -75 183 514 -8439 16.7 -4 21 1,84
75100 i ) 108 817 8820 156 450 095
100 - 200 106 -1224 -128%2 228 -4.27- 0.94
200 & over 28 5354 -14883 264 .70 -1
Totat (4) e84 516 S8418 1000 -4.42 084y .
Deparimert of the Yressury T anumy 23,1987
Offica of Tax Analysis
(3) This takio distributes the sstinated change in tax burdens dus 1o Ure tix provisions in the “Americen Farmly Tax Rebiof Act”

¢}

(]

@

(&, 2), sponsored v Senators Roth and Lott. Tho Act includes IRA, child credd, and caplal gains provisions  This table
assumas, 1) the IRA provision wouk! have the same distributionsl imgact as that of the backaded [RA and spousal IRA
In the *Contract with America”; i) the child cradit provision @ the same as that In ths "Revenius Rocancllislion Act of 1995°
and (i) the capRaf gains provision s thes sama as that in the *Revenue Reconciliation Act of 1885° excopt indeving & not
dalayed. Tha At sleo includes astate and pift tax provisions wiich are nat inclixisd in the table

Famity Coonuniic incone (FEL bs a browd-tesed incams conoept. FE! is constructed by adding to AQH
unreparted and undereparted ncume, IRA and Keogh deduclions, montaxabls transter payments such
22 Socinl Beourity end Ah‘)c; smployer-provided fringe benefits; insdde tdlld-up on pensions, IRAS

. Keoghs, wod e insurance: lax-axompl Interest, and impuited rant on cwmer-occupied housing.
Capitsl gaing aro compated on an scces hasks, agjusied for inflation 1o the axdent rellable data allow.
Inflallinary losacs of lenders are sublractind and galis of bormowers sre addad. Thato ks also an
adjustment for } d daprecistion of porate businosses. FEL i shown on a femiy rther
winn & laoc-rehum basis, The e § of allr bars of # fiurnily unlt are edded to amive at
the farnlly's sconumic incone used in (e distributions

The »:tm{ga in Fudees! tayos is estimoted ot 1296 incomo lovels it sssuming fully phased In law and lengnun behavior,
The effact of the IRA proposal is meassured as the prasent value of Lax $avings on one year's <ontributions. The incidence
assumplons for tax changos is the samme as Jor curtant lew taxes.

Farrifies with nogotive i s or¢ Included in the 1ol ¥ne bul nel shown separately.
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

May 30, 1997

MEMORANDUM FOR SECRETARY ROBERT E, RUBIN

FROWM: DON LUBICK O£
ACTING ASSISTANT SECRETARY (TAX POLICY)

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

The attached tables show the 10-year cost of two different suggestod tax packages. Thc
- packages include:

0o A refundahlu Kidsave credi 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
thereafter. Taxpayers eligible for the child credit can also contribute the credit amount to
a backloaded TRA to ﬁnam:e the children’s college education or the taxpayer’s
relirement,

o The education package differs somewhat from “Option 4" that was shown 1o the
President, The current package includes 8 $1,000 HOPE scholarship and $5,000 tuiticn
deduction through 1999 and the full $1,500 HOPE scholarship and $10,000 tunmn
deduction theresfter.

- Thc advantage of this package refative Lo previous packages is that the effective date
is six months eardier (7/1/97) than the alternatives (1/1/98) and the President’s
- complete proposals are in place by 2000 rather than 2001. It is easy to go back to
an alternative proposal if that is preferable.

¢ 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 tho
ordinary income tax and AMT is 24 percent. In addition, the President’s capital gains
proposal for bome sales s included, as well as a liberalization of Secnon 1202, the capital
gains preference [or venture capital.

o The two tubles differ in their individual AMT reforms. The first shows the full-blown
AMT reformi. The second retlects a much less far-reaching change to the AMT.

- The money saved by not ﬁm’ng the future AMT problem could be {eft 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.
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- Alternatively, the child credit could be expanded beyond its $500 level (it already
covers children under 18) or the money could be used in some other way.

0 The other proposals either come from the FY98 Budget or are carried aver from
previous packages (like the Daschle estate lax proposal).

Caosts i the Secand 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 341.8
in 2007. The CBPP extrapolated the $13 billion increase from 2004 to 2007, uging the 2007 net
tax cut us 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 applied to package | (with the full AMT reform) would imply that
our 2008-2017 net tax cut would be roughly 3690 billion. This figure is fikely to be overstated,
however. Qur refundable Kidsave credit does not increase in & uniform manner. Becausc of the'
*round-down® rules of indexing, the credit tends tn remsin at a fixed nominal amount for two or
more years and then jurp.  An increase in the credit coincidentally occurs in the last threc years of
the Budpet agreement, making it appear that the cost of the 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 15 roughly $650 billion.

The CBPP methedology for package 2 (with the minor AMT reform) implics that tho 2008-

2017 net tax cut is roughly $480 billion. With the adjustment for the non-exploding gost of the = ?
refundable Kidsave credit, the 2008-2017 cost of the net tax cut would befoughty $440 biBion. > ™

.
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fiuntutive Brarkine Tax Package: Very Preliminary Trnasury Esthoates (except where noted}
Dioliar ancunts in. miilions, May 30, 1997

Eduention package .

" HOPL schelarshin, $1000; Tuition Daduction, 510,000 1 TR GLTi4 0 S5.556 0 6,677 5219 9562 L1011V L10,473 0 0,732 11,281 11,447 15,128 -89,172
#angel K12 schoo! finarce tax provision {not scorsd) . ’ . .
Mike Secuon 127 Pananes 3 . ) ~8% 643 AW ~13C ~T96 -833 -§i4 g S 988 .04 -3.874 -8,442
Middle-Class Ty Relief and Saving Provisions
Rufundable Kidsave Credis 3 : <T32 -1LBES 14049 217,382 -17,302 17,242 -15,891 22450 22287 24,479 -26,520 “77,830 ~193.457
Individual AMT refirmo, stact in 2003 4 9 3} a & o 2280 47080 5480 W3832 -119% 0 34 202
Capltsl Gatns and Extete Tax Relief :
0% CnpGn Exclasion and 24% AMT 240 -51s 1 L1073 -L043 L1083 L0 45 943 885 ~723 313 T804
Supor-Buhpers Ping Nember 1§ ] ~50 -150 34 -400 -5 600 <00 . -809 300 LO0S, 1,400 o =5.400
Prosidoats Home Sales Provisions 5 -16 <54 -4 s -3 ~13% 183 «163 -14% 127 «:06 972 -1.700
Duschie Lstatz Tan Propossels (JCTy . : 4 -447 -S40 -540 740 -840 L100¢ <1300 -L400 -1,300 130D -3,200 - 16,200
Urban Lnithatives : : . : , ) . .
Distressod Arpas [nitistives 4 . B 1] 425 508 -509 478 421 -368 -326 -292 =260, ~230 -2,339 -3,81%
Welfreti- Work . [} S8 -137 -6 12 51 20 . -5 -1 2 0 <571 =577
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

June 2, 1997

MEMORANDUM FOR SECRETARY ROBERT E RUBIN ;
DEPUTY SECRETARY SUMMERS

FROM: \ DON LUBICK =

ACTING ASSISTANT 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 perform 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 these 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 prevcm the proposals
from attecting 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 puruon of the home is exclusively
used on u 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, 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. For example, Senator Bond’s
Home-Based Business Fairness Act of 1997" would treat a home office as a "principal place of business”
_if (I) the office s exclusively used by the taxpayer to conduct 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, under the bill, 4 home office deduction would
be allowed under circumstances where the taxpayer's home is not jn fagt the taxpayer's prmcnpal 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 addressed.

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 4 portion of the costs associated with maintaining the home. It is important that’
we make every effort to avoid rarning 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 office deduction where only a de minimis amount of administrative or management activities are
conducted. Also, we agree with the bill’s reatment of employees. Further expansion of the home office
deduction for part-time employees and telecommuters would be very expensive and difficult to
administer. '

We are also concemned that the bill would affect more than home oftice 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 home
office expenses.

Revised proposal

We would add a section 280A(c)(1)(D) to allow 4 home office deduction in cases where (I) the
office is exclusively used by the taxpayer to conduct substantial 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.



DEPARTMENT OF THE TREASURY
" WASHINGTON, D.C. 20220

June 2, 1997

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN
DEPUTY SECRETARY SUMMERS

FROM: DON LUBICK [/ A _
ACTING ASSISTANT SECRETARY (TAX POLICY)

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

The 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 14 percent would be
retained. The tax treatment of small business capital gains would still be more favorable
than it is for other capital gains, which would have a maximum rate of approximately 20
percent under a 50 percent capital gains exclusion.

o The limit on eligiblé gains would be increased from $10 million to $20 million and
indexed for inflation. Inflation indexing would begin in 1999, The alternative hmltatlon
of 10 times basis would be repealed as a sxmphﬁcatnon 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 ata maxnmum 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 or 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 brought to market.

- The Treasury regulatofy initiative to permit stock redemptions in certain situations
would be finalized 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
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 firms to file an annual eligibility form along w1th their
corporate tax retums

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
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 of gains from an eligible small business into investments in
other small businesses should be opposed.- Such proposals would create
complex eligibility questions and create the potent:al 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.



DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

June 2, 1997

’

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN
DEPUTY SECRETARY SUMMERS

FROM: DON LUBICK :&C(/
ACTING ASSISTANT SECRETARY (TAX POLICY)

'SUBJECT: Refundable Child Tax Credit

This memo discusses the advantages and disadvantages of making the Kidsave proposal
refundable.’ 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 inakes 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 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 EITC are largely 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

'A 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 EITC 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. ‘



2

way of subsiding certain expenditures for three key reasons. First, the IRS cannot verify
health insurance or child eare 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 still 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 geal 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 EITC. Some opponents of the
EITC believe that its noncompliance problems are caused by refundability. Qur analysis of the
EITC compliance data suggests otherwise: the overclaim rate among those with a positive pre-
EITC 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 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 chdnge thxs

Proposing refundabnhty 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 crediz would be limited to families with children; and second, recipients would be
limited to workers with earnings above a certain Lhresho]d. In contrast, NITs extend assistance
to all low-income individuals :



'DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

June 2, 1997

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN
DEPUTY SECRETARY SUMMERS

FROM: DON LUBICK & [ (%
: ACTING ASSISTANT SECRETARY (TAX POLICY)

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

N

* The attached tables show the 10-year cost of two different suggested tax packages The
packages include:

o A refundable 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
thereafter. Taxpayers eligible for the child credit can also contribute the credit amount to
a backioaded 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 (7/1/97) than the alternatives (1/1/98) and the President’s
complete proposals are in place by 2000 rather than 2001. It is easy to go back to
an alternative proposal if that is preferable. :

o 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
ordinary income tax and AMT is 24 percent. In addition, the President’s capital gains
proposal for home sales is included, as well 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 AMT.

- The money saved by not fixing the future AMT problem could be left unsbent 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 could be expanded beyond its $500 level (it already
covers children under 18) or the money could be used in some other way.

o 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 app’lied‘té 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 of the 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 CBPF 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.



IHustrative Baseline Tax Package: Very Preliiinary Treasury I stimates (except where noted)

Dinllar amounts in millicas, Mav 30, 1997

Education package
HOPE scholarship, $1000; Tuition Deduction, $10.000 i
Rangel K-12 schuol finance tax provision (not scored)
Make Sectiea 127 Permanent 2

Middle-(lass Tax Relief and Saving Provisians
Retundable Kidsave Credit '3
{ndividual AMT reform, start in 2003 \4

Capital- Gains and Esisie Tax Rellef
40% CapGn Exclusion and 24% AMT
Super-Bumpers Plug Number \5
Presidents Home Sales Provisions %5
-Daschie Estate Tax Proposals (JCT)

LUirban Initiatives
Distressed Areas Initiatives \6
Welfare-to-Work

Other Tax Incentives \7 _
One-year Extensions of Expiring Pravisions

Gross Tax Cut
Revenue Offsets
Total Net Cul

{not including Rangel school tomtruc(ion program,
expected to cost $3 billion thmugh 2002)

-40
-19
-438
1,790
623

-1,167

1998

BORAE

-645

-11,885°

0
-835
-50
-4a0)
-426
4%

. -141
-968

19,232
8,488

-10.744

1998

5,556
670

-14.049
0

341
-150
-241
-$4n

505
-137

-214
-747

-21,968

9,073

. 12895

2000

4,677

-730

-17.382
0

-1,023
-300
-228
-640

-509 -

-163

-257
©.330

28,239

9,951

-18.288

-1,043
-400
=214
740

-478
-122

-301
-145

-30,760
10,411

-20,349

-9.962

-833

17.242

-1,063
-500
-199

-840 -

.a21
%!

-369 -

-52

-31,542

12,678

~19,464

-19,891
-2,261

-1,015
600
-183

-1.000 -

-368.

-20

-345
-8

.36,678
11,202

-25,476

2004

-10.473

914

-22.450
-4.705

. -945
-700
-165

-1,200

-326
-5

387
0

-42,270
11,679

-30,591

oS

-10.732

951

-22,287
-6.454

-240

-800 .

-147
-1.400

-292

-429
0

" 44,433

12,080

~32,353

2006

11,281
<988

-24,479
-R, 817

-855
-900
-127
-1,600

-260
0

-1,395
0

-50,717
12,538

-38,179

2007

11,447
-1.042

-26,520

11 980

i

-725
-1,000
-108
-1,800

-230
0

-2,405
0

-57,225
12,988

-44,237

159802

-35,128
3,674

717,830
0

-3,§23
--1,400
972
-3,200

-2,33%
-551

-1,282
-2,242

-131,741
50,001

-81,740

-89,174
-8,443

-193,457
-34,202

-7,603
-$,400
-1,700
-10,200

-3,815
-577

-6,243
-2,250

-363,064
110,488

-252,576

1 The praposal drops the B- rule and Pell offset to HOPE. Effective 7/1/97. The HOPE crednt 1s $1, 000 n 1998 - 1999 and $1. SQO in 2000 and indexed thereafler. The twition deduction is $3,000 in 1998 and 1999

and $10,000 thercafter,
\2 Includes 10% emnployer credit for small business training.

3 A refundahle child credit for children under 13 with an eptional $500 nondeductible IRA for education or reurement. The eredit is refundable only o taxpayers with eamings of $2,000 or more in 1997,
The earmings test is indexed heginning in 1998. The nondeductible IR A is available {or each child credit allowed, The credit is $200 in 1997, $300 in 1998, and SSOO in 1999 and indexed thereafier.

The credit is phased-out between $60,000 and $75,000 of AGI.

\q Assumes the enactment of the refundable Kidsave proposal. Among other things, it eliminates
several inappropriate AMT preference items (most importantly the standard deduction),

allows personal credits to offset AMT liability, and indexes the AMT in 2003

1S Stacked afier the 50% exclusion

36 Expand Empowerment Zones and Enterprise Communitics,'B:ownﬁclds‘ and CDFI
\7 FEquitable tolling. Puerta Rico Tax Credit, FSC software, and DC incentives

The phase-out range is indexed beginning in 2000.

v’



Hlustrative Baseline Tax Package: Very Preliminary Treasury Estimates (except where noted)

Dollar amounts in millions. May 30,1997 |

Education package
HOPE scholarship, $1000; Tuition Deduction, $10,000 3
Rangel K-12 school finance tax provision (oot scored)
Make Section 127 Permanent 32

Middle-Class Tax Relief and Saving Provisions
Refundable Kidsave Credit \3
Individual AMT reform, start in 2003 4

Capital Gairs and Estate Tax Relief
40% CapGn Exclusion and 24% AMT
Super-Bumpers Plug Number 35
President's Home Sales Pravisions \$
Daschle Estate Tax Proposals (JCT)

Urban Initlatives
Distressed Areas Initiatives ‘6
Welfare-to-Work

Other Tax Incentives Y7
One-year Extensions of Expinng Provisions

Gress Tax Cut
Revenue Offsets
Total Net Cut
(not including Rangel school construction program,
expected to cost $3 billlon through 2002 and
$8 billicn through 2007)

A

and $10.000 thereafler.
"2 lncludes 10% emplover credit for small business trammg

1997

.78

.82
132
-400
10

40

-10
-438

~1,790

623

-1, 167

1998

3,714

-6:45

~11.855
0

-835
-30
-90

-440

-426
-68

141

-968

T-19.232

8,488

-10,744

1999

-5.556

-670

. -14,049

0

841

-150 -

-24§
-540

-505
~137

<214

147

-21.968
9,073

-12,895

b
&2
N
=3

-6,677

-130

-17,382

-1,023
-390
-228
-640

-509
-163

-257
-330

-28,239
9,951

-18.288

2001

-2.219

C- 706

-17.302

-1,043

-400
-214
-740

-478
-122

301
-143

-30,760
10,411

-20.349

-1,063

-500
-199
-840

a2

61

-369
=52

231,542

12,078

-19.464

2003

-10,113

-874

-19,891
. -382

-1,015.

-500
-183

-1,000

-368
=20

~345
-8

-34,799

11,202

-23,597

10,473

914

-22,450

<760

<945
-700
-165
-1,200

-38,325
11,679

226,646

}

10,732

<951

22,287

-1,013

-940
-800
-147
-1,400

-292
-1

-429
(]

-38,992
12,080

-26,912

2006

-11,281

-988

-24,479

-1,412

-85S
-H00
-127
-1,600

-260
0

-1,395

pe

-43,297
12,538

-30,759

-11,447

-1,042

-26,520

1,969

-725
-1,000

-106

-1,800
-230
0

-2,405
a

-47,244

12,988

~34,256

199802

-35,128

© 3,674

77,830
0

-4L,123
-1,400

-972
-3,200

©-2,339
-551

-1,282
-2,242

-131,74%

50,001

-81,740

3 A refundable child credit for children under 13 with an optional $500 nondeductible IRA for education or retirement. The credif 1s refundable only to taxpayers with earnings of $2,000 or mare in 1997,
The camings test is indexed beginning it 1998, The nondeductible IR A is available for each child credit sllowed. The eredit is $200 in 1997, $300 in 1998, and $500 in 1999 and indexcd thercafier.

The credit is phased-out between $60,000 and $75,000 of AGL.

4 Assumes the enactment of the refundsble Kidsave proposal. Among other things, it eliminates
several inappropriate AMT preference items {most importanty the standard deduction),
sllows personal credits to offset AMT hability, and indexes the AMT in 2003

A5 Stacked after the $0% exclusion

% Expand Empowerment Zoses and Enterprisc Communities, Brownfields, and CDFI
V7 Equitable tolfing, Puerto Rico Tax Credit, FSC software, and DC incentives

The phase-out range is indexed hcgmmng in 2000.

1598-07

89,174

-8,443

-193,

43
-5,53

7
6

-71,603
~5,400
~1,700

-10,200

-3,815
=577

6,243
+2,250

334,398
110,488

-223.910

The proposal drops the B- rule and Pell offset to HOPE. Effective 7/1/97. The HOPE credit is Sl,?OO in 1998 - 1999 and $1,500 in 2000 and indexed thereafter. The mition deduction is $5,000 in 1998 and 1999



DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

May 30, 1997

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN
DEPUTY SECRETARY SUMMERS

FROM: : poN LUBicK AL U7
: ACTING ASSISTANT 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).-

N . .

- The revised package will have a somewhat more progressive distribution since the
expansion of the Kidsave credit to families with older children 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
middle three quintiles of the income distribution. ‘

o The last two tables show very p[ehmma[y and rgggh calculatlons 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 provxded here to give
you an idea of what the distributional effects of a Congresszona} Leadership package

. mlght look like.

- We will; of course, quickly do a complete analysis of Chairman Archer’s tax bill
when it s 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 Kidsave credit.
it provides less of its total tax relief to families in the third and fourth quintiles of the

_ income distribution than the President’s budget, but more than S.2. 1t provides a greater
© share of tax relief to the top quintile than the Budget proposals, but less than $.2.



Very Preliminary

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

{1998 income Lavels)

' Total Tax Change Tax Change as a Percent uf:}
| Number : Current Family |
’ of Average o Percent Federal Economic i
_ Famity Economic Families | Tax Change | Amount (3) | Distribution Taxes (4) income
I Income Quintite (2) (millions) ) (SM) % (%) %) |
Lowest (5) 216 82 -1768 46 -14.07 -0.86
Second 22 -244 - 5435 14.3 -8.82 -1.00
Third 23 -296 -£692 - 173 -4.18 069
Fourth ’ o3 -397 8841 23.2 -2.86 -0.55
Highes! . 23 £84 . 15228 400 -1.67 © 037
Total (5) : 113 -342 -38040 ~ 1000 262 051
Top 10% 11.1 998 -11125 : 292 -1 .68 -0.38
- Top 5% ] 56 -1858 -8689 - z8 478 7 -0.41
Top 1% ‘ 11 -3719 4173 110 -1.61 0.40
Department of the Treasury B - May 30, 1997
Office of Tax Analysis
(1) This table distributes the sstimiited change in tax burdans due to the tax propesals in the following illustrative b ol tax package:

iy Hope Scholarship credit (31000 through 1993, $1,500 in 2000, indexed beginning in 2001; no B minus rule; and no Federal grant
offset) and tuition tax deduction ($5,000 in 1998 and 1899, $10,000 thereafter); iil Permanent extension of Section 127 iil) Kidsave
credit; a $500 refundable child credit ($2,000 eamings test) for children under 13 with an optional maximum $500
back-ioaded IRA for education or retirement; v} individual AMT raform (includes elimination of personal exemption, personal
credits, and standard deduction preferences); v) 40% caplal gains exciusion and 24% AMT, vi} small business capital gains
preferences; v) $500.000 exclusion of gains on the sale of prncipal residence (President's FY1998 Budpet propasal);

"vi) distressed afeas initiatives and other tax incentives in the President's FY1598 Budget {equitabie toliing, Section 836,
and FSC softwaie); and vii) as revenue offsets: the excise taxes and some of the corporate raisers in the President's Budgat

(2) Family Economic income (FEI) is & broad-based income concept. FEI is constructed by adding to AG! unreported and under-
raported income; IRA and Keogh deductions; nontaxable transfer payments such as Social Security and AFDC; employer-
provided fringe benefits; inside build-up on pensions, IRAs, Keoghs, and life insurance; tax-exempt interest; and imputed rent
on owner-occupied housing. Capital gains are computed on an accrual basis, ndjusted for infiation to the extent that reliable
data allow. inflationary losses of lenders are subtracted and gains of borrowers are added. There is also an adjustment for
accelarated depreciation of noncorporate busin_esses. FEt is shown on a family rather than 3 tax-eturn basis. The economic
incomes of afl members of a family unit are added to arrive at the family's economic income used in the distributions.

(3) The change in Federal taxes is estimated at 1998 income fevels but asﬁuming fully phased in {2007) law and behavior. For the
Kid;ava proposal, the change it measured as the present vaiue of the tax savings from one year's contributions, The effect
of the capitsl gains proposal is based on the level of capital gains realizations under curtent law.

(4) The taxes included ars individual and corporate income, payroll (Social Security and unemployment), and excises. Estate and
gift taxes and customs duties are excluded. The individual incoms tax is assumed o be bome by payors, the corporate
income tax by capital income gerisrally, payroll taxes (smployer and employee shares) by labor (wages and self-employment
incomae), 95«:330: on purchases ty individuals by the purchaser, and excises on purchases by business in proportion to total
consumption expenditures, Federal taxes are estimated at 1998 income lovels but assuming 2007 law and, therefore, exclude
provisions that sxpire prior to the end of the Budget period and sre adjusted for the effects of unindexed parameters,

(5) Families with nogative incomes are excluded fiom the lowest quintile but included in the total line.

NOTE: Quintites begin at FE| of: Second $15,950; Third $32,563; Fourth $54,758; Highest $93,222; Top 10% $127,373;
Top 5% $170,103; Top 1% $408,551, ' .
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Very Preliminary

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

{1558 Income Levels)

‘ Total Tax Change Tax Change as a Percent of: |
| . Number , » Curent | Family |
Family Economic of Average ) Percent Federal & Economic
; Income Class (2) Famies | Tax Change | Amount (3} | Distribution Taxes {(4) | income
b (o00) ' (millions) [O) ($M) (%) k| %) .
0-15 185 €5 -1208 32 -12.95 077
15-30 21.8 233 5084 13.4 -10.13 -1.05
30.40 121 2270 -3250 85 -5.23 078
40.-50 , 97 299 2002 76 -397 567
" 50-60 7.9 .357 -2814 7.4 -358 .0.65
60-75 - A 84 . 403 3799 10.0 317 -0.60
75-100 117 -395 4618 121 -2.30 -0.46
- 100- 200 156 -422 6575 173 -1.52 -0.32
200 & over T 39 1945 -7613 20.0 -1.80 0.42
Total (5) . 1113 342 -38040 1000 262 £051°
Department of the Treasury . ' May 30, 1997

Office of Tax Analysis

{1) This tabie distributes the estimiated change in tax burdens due ta the tax proposals in the following illustrative baseiine tax package:

i} Hope Scholarship credit ($ 1000 through 1998, $1,500 in 2000, indexed baginaing in 2001; no B minus ruls; and no Federal grant
offset) and tuition tax deduction (35,000 in 1998 and 1998, $10,000 thereéher); §i) Permanent extension of Section 127, iii} Kidsave
credit; a $500 refundable child credit ($2,000 eamings test) for children under 13 with an optional maximum $500

back-loaded IRA for educatior or retirement; iv) individual AMT reform (includes elimination of parsonal exemption, personal
credits, and standard deduction preferences). v) 40% capital gains exclusion and 24% AMT; vi) small business capital gains
praferences; v) $500,000 exclusion of gains on the sale of principal residence (Prasident's FY 1988 Budget proposal):

' vi) distressed areas initiatives ind other tax incontives in the President's FY 1998 Budget (equitable toliing, Section 9386,
and FSC software); and vii) as revenue offsets: the excise taxes and some of the corporate mise?s in the President's Budget.

(2) Family Economic income (FEI) is a broad-based income concept. FEI is constructed by adding to AGI unreported and under-
roaported income, IRA and Keogh deductions; nontaxable transfer payments such as Social Security and AFDC: employer-
provided fringe benefits; insidé build-up on pensions, IRAs, Keoghs, and lfe insurance; bxiexempt interest; and imputed rent
on owner-occupied housing. Capital gains are computed on an accrual basis, adjusted for inflation to the extent that reliable
data allow, Inflationary losses of lenders are sublracted and gains of borrowers are added, There is also an adjustmant for
accelerated depreciation of noncorporate businesses. FElis shown on a family rather than a tax-return basis. The economic
incames of all members of a family unit are added to arrive at the family’s economic income used in the distributions.

(3) The change in Federal taxes is estimated at 1998 income levels but assuming fully phased in (2007) law and behavior. For the
Kidsave proposal, the change is measured as the present value of the tax savings from one year's contributions. The effect
of the capital gains proposal is based on the level of capital gains realizations under current law,

(4) The taxas included are individual and corporate income, payrolt (Social Security and unemployment), and excises, Estate and
gift taxes and customs duties are exckided The individual income tax is assumed to be borne by payors, the corporate
income tax by capital income generally, payroll taxes {employer and employes shares) by labor (wages and self;employment
income), axcises on purchases by individuals by the purchaser, and excises on purchases by business i proportion to total
consumption expenditures. Federal taxes are estimated at 1988 incame levels but assuming 2007 law and, therefore, axclude
provisions that expire prior 1o the end of the Budget period and are adiusled for the effocts of unindexed paramsters.

(5) Families with negative incomes are includad in the total fine but not shown separately.

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

|

(1998 Income Levels)
Total Tax Change Tax Change as a Percent of: |
Number _ Current Family
of Average Percent Federal Economic
Family Economic , Families Tax Change | Amount{3) | Distribution Taxes {4) income
Income Quintils (2) . {millions) ($) {$M) {%) {%) {%)

Lowest (5} 216 12 251 1.3 2.00 0.12
Second 222 -80 -1998 10.2 -3.25 037
Third 223 240 5331 273 -3.38 -0.56
Fourth 223 -377 -8384 : 43.0 =272 -0.52
Highest 223 -182 4064 208 -0.45 -0.10
Total (5) ' 113 175 0 -19518 100.0 -1.34 -0.26
Top 10% ) 111 34 376 -1.9 0.06 0.01
Top 5% 56 235 1,313 87 0.27 0.06
Top 1% 1.1 935 1,049 5.4 0.40 0.10

Department of the Treasury February 13, 1897

Office of Tax Analysis

{1} This table distrioutes Ihe estimated change in tax burdens due to the tax proposals in the President’s FY1998 Budget. -

{2} Family Economic Income (FE!) is a broad-based income concept. FE! is conslructed by adding to AGI unreported and under-‘
teporled income; IRA and Keogh deductions, nontaxable transfer payments such as Sociat Security and AFDC . empioye:-
providéd fringe benefits; inside build-up on pensions, [RAs, Keoghs. and iile insurance, tax-exempt interest; and imputed rent
on owneroccupied housing. Capital gains are computed on an accrual basis, adjusted for inflation to the extent that reliable
data.aliow. inflationary losses of lenders are sublracted and gains of borrowers are added. There is also an adjustment for
acceterated depreciation of noncorporate businesses. FEI is shown on a family rather than a tax-return basis. The economic
incomes of all members of a family unit are added to amrive al the family's economic income used in the distributions.

{3) The change in Federal faxes is estimated at 1998 income levels bul assuming fully phased in (2007) law and behavior. For the
IRA proposal. the change is measured as the present value of the tax savings from one year's contributions.

(4} The taxes inciuded are individual and corporate income, payroll (S:xﬁial Security and unemployment), and excises. Estate and
gift taxes and customs. duties are exciuded. The individual income tax is assumed to be borne by payors, the corporate
income tax by capital income generally, payroll taxes {employer and employee shares} by labor (wages and seif-employmenl ‘
income), excises on purchases by individuals by the purchaser, and excises on purchases by business in proportion to total
consumption expendtures. Federal taxes are estimated at 1998 income levels but assuming 2007 law and, therefore, exclude
provisions that expire prigr to the end of the Budget period and are adjusied for the effects of unindexed parameters.

(5) Famues with negative ncomes are excluded from the lowest quinlile but imcluded in the total line |

NOQTE  Quintiles beqin at FE1 ol Second $16,950, Third $32 563, Fourtn $54.758, Highes! $83,222, Top 10% $127,373,
Top 5% $170,103, Top 1% $408,551
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Tax Proposals in the President's FY1998 Budget (1)
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Office of Tax Analysis

This table distributes the estimated change in tax burdens due 1o the tax propasals in the President’s FY 1998 Budget,

Family Economic Income (FEI) is a broad-based income concept. FEIis constructed by adding to AGI unreported und‘ under-
reported income; 1RA and Keogh deductiong; nontahbla transfer payments such as Sociat Security ang AFDC; employer-
provided fringe benelils, inséd? build-up on pensions, IRAs, Keoghs, and life insurance; tax-exemnpt intarest; and imputed rent
on merﬁccﬁpie& housing, Capital gains are computed on an accrual basis, adjusted for infation 1o the extent that reliable
data aliow, Infiationary losses of landers are sukbtmctb‘d and gains of borrowers are added. There is also an adjustment for
accel;mtad depreciation of noncorporate brusinesses. FEl is shown on a family rather than a tax-reluu;a basis. The economic
incormes of all memburs of a family unit are added to arrive at the family’s economic ini;ome used in the distributions.

The change inA Foderal taxes is estimated at 1998 income levels but sssuming fully phased in (2007) law and behavior. For the
RA pfoposa!“, the change is measured as the present value of the tax savings from one year's contributions. '

The taxes included are individual and corporate incame, payroll (Social Securty and unemployment), and excises Estate and
‘qiﬂ taxas and customs duties sre oxcluded, The individual income tax is assumes to be borne by payers, the corporate
incormne tax by capital income genaerally, payroli taxes (imptoyai and employet shares) by labor (wages and self-amployment
incorne), excises on purchases by individuals by the purcﬁaser. and excises on pu«chzées by business in proportion to total
consumplion expenidiiures, Federsal taxes are astimated ut 1938 incomae levels but assuming 2007 law and, therefore, exclude
provisions that axpire prior (o the end of the Budget period and are adjusted for the affects of unindexed parameters.

Families with negative incomes are included in the tota! line but nol shown separately

B

'

{1998 Income Levals)
’ H

Total Tax Change Tax Change as 8 Percent of;

Number " Current Family

Family Economic - of Average Percent Federal "Economic

Income Class (2) Families Tax Change | Amount (3] | Distribution Taxes (4) Incorne

i (000) {milions) ($) ($M) (%) (%) . (%)

0-15 185 15 274 -1.4 2.84 0.17
15-30 218 -70 -1526 7.8 -3.04 -0.31
30- 40 12.1 -162 1952 10.0 -3.14 S0.47
40:50 9.7 -268 -2602 13.3 -3.66 -0.60
50 - 60 7.9 337 2651 136 -3.37 -0.,61
60-75 9.4 -366 ~3441 176 -3.93 075
75- 100 11.7 -403 4720 242 212 -0.42
100 - 200 156 272 -4246 218 0.3 0.06
200 & over 39 342 1337 £9 0.00 0.00
Total (5) 1113 175 -19518 1000 1,34 0.26
. Depariment of the Treasury February 13, 1987
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Very Prelimi

Tax Provisions in the "American Family Tax Refief Act” {S. 2) (1)

{1996 Income Levels)

r : | Tax Change
P Number Total Tax Change as a Percent | Tax Change
! -of Average Percent of Current | as a Percent
l Family -Economic Famiies | Tax Change | Amount (3} Oistribmion Federal Taxes 91 income
| \ncome Quintile 2) (milions) | (8) (SM) (%) (%) %) |
Lowest (4) 214 19 409 0.7 .2.89 -0.22
Second 219 -109 .2388 4.2 ~3.80 - 49
Third 21.9 -300 £857 118 -4.48 -0.78
Fourth 219 -528 -11555 205 . 425 .85
Highest 219 -1600 -35007 62.1 -4.49 -1.01
Total (4) 109.4 516 -56415 1000 -4.42 089
Top 10% 109 2330 25501 452 451 -1.03
Top 5% 55 -3527 -19294 342 -4.65 -1.08
Top 1% 1.1 -8595 -10496 186 473 -1.16
Depariment of the Treasury January 23, 1997

Office of Tax Analysis

(1} This table distributes the estimated change in tax burdens due to the tax provisions in the *American Family Tax Relief Act"
(S. 2), sponsored by Senators Roth and Lott. The Act includes IRA, child credit, and capital gains provisions. This table
assumes: i) the IRA provision would have the same distributional impact as that of the backioaded IRA and spousal [RA
in the *Contract with )\merica': #i} the child cradit provision is the same as that in the "Revenue Reconciliation Act of 1995
and iil) the capital gains provision is the same as that in the “Revenus Reconciliation Act of 1995 except indexing is not’
defayed. Tho Act also includes estate and gift tax provisions which are not included in the table ‘

(2) Family Economic tncome (FE) is a broad-based income concept. FE! is constructed by adding to AG!

' unreported and undeneported income; IRA and Keogh deductions; nontaxabile transfer payments such
as Social Security and AFDC: employer-provided fringe benefits; Inside build-up on pensions, IRAs,
Keoghs, and life insurance; tax-axempt interest; and imputed rent on owner-occupied housing.
Capital gains are computed on an accrual basis, adjusted for inflation to the extent refiable data allow
Inflationary losses of lenders are subtracted and gains of borrowers are added. There is also an

adjustment for accelnrated depreciation of noncorporate businesses. FE! is shown on a family rather

than & tax-feturn basis. The sconomic incomes of all members of a family unit are added lo anive at

the tamily's econamic income used in the distributions.

{(3) The change in Federat taxes is estimated at 1996 income levels but assuming fully phased in law and long-run behavior.
The eflect of the IRA proposal is measured as the presant value of tax savings on ons year's contnbuuons The incidence
assumptions for tax changes is the same os for curtent law taxes.

MOTE: Quintiles begin at FE! ol Second £15,60-4; Third $29,717; Fourth $48,660; Highest $79,055,
Top 10% $108.704; Top 5% $145,412; Top 1% $349,438.
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Very Prelimi

Tax ?rovisiodé in the "American Family Tax Relief Act” (S. 2) (1) .

( 1896 income Levels)

|

s

Tax Change

. Number Total Tax Change s a Percent | Tax Change
Family Economic of Average : Percent . of Current | as a Percent

income Class (2) Families Tax Change | Amount {3) | Distribution Federal Taxes| of income

{000) {millions) (%) ($M) (%) . {%) . (%)

0-10 125 -13 -186 0.3 -2.82 -0.23
10-20 16.2 46 743 13 -3.46 . 031
20-30 15.1 C131 -1976 35 -3.94 053
30-50 227 306 6957 123 4.45 -0.78
50.75 183 514 -9439 16.7 -4.21 0.84
76-100° 108 817 -8820 156 4,50 .85
100 - 200 106 L1224 -12932 229 -4.27 -0.84
200 & over 28 -5354 -14883 26.4° L 470 1.1
Total (4) 109.4 516 56415 1000 4.42 -0.89

f

Department of the Treasury
Office of Tax Analysis

January 23, 1997

(1) .This table distribtites the estimated change in tax burdens due ta the tax provisions in thé “American Family Tax Relief Act”

{S. 2). sponsorecf by Senators Roth and Lott. The Act includes IRA, child credit, and caé{tat gains provisions, This table
assumaes: |} the IRA provision wowld have the sarme distributional impact as that of the backicaded IRA and spousal IRA

in the "Contract with Amaerica®; ii) the child cradit provision is the same as that in the "Revenue Reconciliation Act of 1995
and i) the .capital gains provision is the same as that in the “Revenue Reconcillation Act of 19957 except indexing is not

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

unieported and undemreported income; IRA and Keogh deductions; nontaxabie transtor payments such

Family Economic Inceme (FEI) is a broad-based income cohéept. FE1 is constructed by adding to AGI

as Social Security and AFQC; employer-provided fringe benefits; inside build-up on pensions, IRAs,
Keoghs, and fife insurance; tax-exempt interest; and imputed rent on owner-occupied houiing. :
Capital gains are: computed on an accrual basis, adjusted for inflation to the extent reliable data alfow.
inflationary iosses of lenders are subtracted and gains of borrowers are ndded. There is also an

adjustment for aczcelerated depreciation of nancorporate businesses. FEI is shown on a family rather

than a tax-retum basis. The economic incomes of alt mernbers of a family unit are added to arrive at

the famnily's economic income used in the distributions,

(3) The change in Federal taxes is estimated at 1996 income levels but assuming fully phased in (aw and iong-run behavior.
The effect of the IRA proposal is measured as the present value of tax savings on one year's contributions. The incidence

assumptions for tax changaes is the same as for current {aw taxes,

{4) Families with negative incomes are included in the tolal line but not shown separately.




bEPARTMENT 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. They are: AMT reform, capital gains indexing, the home office deduction, small
business capital gains tax preferences, refundability of the Kidsave credit, costs of our proposed
package over the second 10-years, and distributional effects of the proposed package.
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

May 30, 1997 .

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN’
DEPUTY SECRETARY SUMMERS

FROM: DON LUBICK 14 '
ACTING ASSIS SECRETARY (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 vear: 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 are not tradltlonally viewed as aggressive or abusive
of 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 (1) index AMT exemption at 2002 levels,
(2) allow personal exemptions and the standard deduction to be deducted under the AMT, 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 hmlted by delaying the effective date umll
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.

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 -
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affected by the AMT, 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 s likely to generate resentment that will be easily exploited by those

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

Embrace the proposed reform. To do so will require a willingness to make .th‘e
(conceptually 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 backloaded 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
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 AMT, 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.

Adopt a middle (though closer to doing nothing) approach. If the AMT reform

~ package drops indexing and keeps the personal 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 between the 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 gui(%ance about which AMT approach we should take in our
package. ) ' '



DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

June 2, 1997

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN

DEPUTY SECRE j /IY SUMMERS
FROM: DON LUBICK

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 with a capital gains exclusion, would bestow inappropriately large
benefits on high-income taxpayers, adds to the incentive to form 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: permit.unwarranted tax avoidance and.
revenuc loss; potentially result i 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 all 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 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) 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
50 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.
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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 31mply 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--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 and the date on which any significant 1 1mprovements 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 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 1n the U K. tax system, but the system allows roughly $20,000 of realized capital gains
(per marned couple) to be exempt from taxation, so the complexnty of indexation is avoided by
exempting capital gains from taxation for most taxpayers

* Arbitrage. Any form of preferentia] treatment for capital gains creates the potential for
arbitrage and distorts investment incentives in favor of assets qualifying for the 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
inflationary 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 1s taxed at lower rates. As
a result, taxpayers 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 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 capi*al 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 .
intended 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 1o adjust for inflation. Given
" the recent controversy surrounding CPI'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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DEPARTMENT OF THE TREASURY |
WASHINGTON, D.C.

SECKI TARY OF THE TREASURY - o July 3, 1997

U S -House.of Representatlves
Washmgton D:C. 20515

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 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 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 of benefits 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 of opportunities for hxgher education for Amencans
of all ages. Neither bill meets these tests. :

While the Senate bill is an nmprovement 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 of the tax cut; these families would receive twice as 1arge 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.
Nonetheless, 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 tuition 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 bill, 50% to 75% in the Senate bill).



DEPARTMENT OF THE TREASURY
WASHINGTON. D.C.

SECRUTARY OF THE TREASURY July 3, 1997

United States Senate - . o
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 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 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 of benefits 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 of opportunities 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 receive 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.
Nonetheless, 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 tuition 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 bill, 50% to 75% in the Senate bill).



Neither bill includes 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 are 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 fail to place sufficient limits on the income of contributors, the amounts contributed,
and the uses of funds to ensure that the tax benefits go to those who need real relief from the
costs of higher 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 mconsnstent with
the bipartisan budget agreement.

Adininistration Position:

larship and 20 percent Tuifs redit: 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 life-long leaming. To
accomplish these objectives, 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 $1,000 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 through 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



$2,000. It also increases the progressivity of the tuition deduction by converting it into a
20-percent credit. _ :

Administration Position on Other F in the E tion Packa

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:

. Adbpt 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 secondafy 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.

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 credit 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 of these 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 Lott

~ (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.

Administration Position: The Administration believes the child credit should be stacked
before the EITC. 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
refundable to the extent that the family’s payroll taxes exceed their earned-income tax



credit. The credit should be accompanied by an optional Kidsave Account that allows
parents the option to contribute up to the amount of the credit plus $500 per child to a
nondeductible, backloaded TR A-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
President’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 Gains Reliefl

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 pleased 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 work 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. This reduces the top rate on capital gains to
27.72 percent for taxpayers in the 39.6 percent bracket. 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 capital gains relief:

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. We also 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 corporatlons
should not be adopted.

IRAs and Other Savings Incentives -

The Admlmstratlon continues to believe strongly in the importance of encouraging savmgs
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 to-contribute to Kidsave accounts for their children’s education, first-time home purchase,
or the parents’ retirement. The Administration’s proposal would also encourage mcreased 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 savings and to provide savings for those who need them most. The back-loaded
IR As 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 IRAs compounds the
out-year cost explosion. Out-year explosion of revenue cost is inconsistent with the bipartisan
budget agreement. Because most workers can contribute to tax-deductible IRAs, the new
provisions will largely displace saving that would have otherwise occurred by upper income
taxpayers. Targeted incentives such as the Administration’s optional Kidsave proposat 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 unfalr distribution
of tax benefits.
Administration Position: The current structure of IRAs should be continued with the
following modifications. Penalty-free withdrawals from existing IRAs should be allowed
to finance 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 relief for estates containing small businesses and

farms. 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 problem of

- exploding cut-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 relicf is most productively targeted to owners of small businesses and farms, along the
lines of the small-business and farm provisions in the Senate bill.



A_(jl_mmutmjlon_Po_m_Qn The Admmlstratlon believes a special exemption should
be given for $900,000 of valiie 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
relief should be included as proposed in the Administration’s FY 98 budget. The
‘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 spemal
exemption from the multlple trust rules.

Di I Ar | Urban Initiativ

"The May 15, 1997 letter to the President from Speaker Gmgnch and Majonty 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 of other 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’s welfare-
to-work tax credit proposal, we are disappointed the Work Opportunity Tax Credit (WOTC)
contained in both the House and Senate bills allows employers to claim the WOTC for hiring
workers for a very short period of time and does not expand the Food Stamp target group in the
WOTC to cover childless, able-bodied adults ages 18-50 who are subject to the Food Stamp ttme
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 of greater beneﬁt low-
income District resxdents ‘

Administration Position: The tax bill should include the following’ prows:ons 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 WOTC regarding
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nurnber 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 actw:ty in Puerto Rico.

S;gpgrfgnﬂ ’ : ) ' |

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. Fundmg for this
initiative was a protected priority under the bipartisan budget agreement.

_I_n_d.cnsndgr_n.J_C_QnLr_agm_sr

We object to 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 of employees to independent 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.

Adininistration Position: Do not include -proyisions on independent contractor status.
Extension pf Airport 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 perform 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 structures could have enormous unintended consequences for the U.S. airline industry.

Administration Position: Extend the current alrpon 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 be taken into account in modifying or
amending these taxes.

Tobacco Tax

The Senate bill contains a provision 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 tax. All of these revenues should be committed to benefit children and health care, and
not to pay for tax cuts. We are 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 fundmg for children’s
health bey(md FY 2002,

Adminisfration Position: We support a 20-cent increase in the tobacco tax — we agree
that it complements the budget agreement — and we endorse the idea of using all of the
revenues raised by such an increase for initiatives that focus on the needs of children and
health. We urge the Conferees 1o invest all of these funds wisely in order to ensure
meaningful coverage for miltions of uninsured children. '

The Deductibility of Health Insurance Premiymsg

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. Itis
unlikely that parity between the tax treatment of health 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
appropnate way and will continue to work in support of prOposals that expand health insurance
coverage in an equitable manner.

Explosion of Cests in Qut Years

As discussed in the May 15, 1997 letter from Speaker Gingrich and Majority Leader Lott, tax
provisions of the budget reconciliation bill "shall not cause costs to explode in the outyears." 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 biilion 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 education 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 bill and 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



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 respectlvely over the first five years to 55.4 and 53 percent
respectively of the total gross tax cuts in 2007. The rapid growth in the cost of these provisions
between 2003 and 2007 causes us to be greatly concerned about the cost of the Congress:onal
packages beyond the ten-year budget window. : oo

- .

- Simplification

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, and 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 carefully
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 Tssues of Concern

The Administration is pleased that the House and Senate bills include a provision for foreign sales
corporation treatment 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 of alternative 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

9



spending eﬁ’ect transferring the revenue may spur efforts to move the trust funds off-budget and
create pressure to increase ground 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 of Preferences. While we find the current language in the House bill unacceptable, the
Administration looks forward to working with the conferees on language provndmg 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 treatment of
corporate spin-offs within a consolidated group under the House bill’s provision relating to so-
called “Morms 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-interest provisions, such as a
special exemption 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 of taxpayers. 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 of all special-interest
provisions.

As the revenue reconciliation bill proceeds to conference, we remain eager to work with 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. :

‘ Smcerely,

Robert E. Rubin
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September 12, 1997

Memorandum to: Secretary Rubin
Deputy Secretary Summers

From: Alan Cohen
' Senior Advisor

David Wilcox

Subject: Impact of “Transferrbing Budget Surpluses to Social Security -

Both OMB and CBO are projecting unified annual budget surpluses beginning in 2002
and continuing 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 |mpact of
enactmg the policies in the President’s February budget.

If the “transfer” proposal were executed beginning in 2002 with the OMB 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 outlays m 2016 (see
attached table).

Using CBO’s surplus estimates, 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 same
real return assumed by the Advisory Council (7 percent). ‘Under this scenario, half the
trust fund addlition 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 the OMB surplus estimates. The actuarial deficit would be reduced to 0.52
percent of payroll for the OMB estimates of the surpluses, a drop of about three-
fourths. Using the CBO 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,
about a 40% decline ’



Caveats:
1. ltis 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. “Transferring” 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, “transferring” the surpluses to the Social Security Trust Fund --in and
of itself -- doés 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, and it is the levels of taxes and expenditures that determine the
long-term fiscal health of the overall government.

2. Transferring general revenues equal to the unifi ed surplus would be arbitrary
because such transfers are not directly related to the surpluses currently projected to
accumulate in the Social Security trust fund.
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Transferring Unified Surpluses to the Social Security Trust Fund

Effect on QASD! Trust Fund

Govt. (2.7% real)

Mixed* (4.35% real)

1997 TR} = CBO OMB CBO oMB
Year of trust fund exhaustion 2029} 2035 . 2041 2039 2054
Increase (years) - - B 12 10 25
75-yéar actuarial deficit™ 2.23 1.87 1.53| 1.29 0.52
Reduction in deficit™” e 035. 0.70 0.94 1.71
Peak trust fund ratio*** 265 389 516 - 406 561
Year of peak 2011 2015 2016 2015

r ~ “Arwates .
"Ag;;tmes ?u?ﬁsincrerme;{%réatgd%? ?rtansfer is held in equal amounts at a3 2.7% and 7.0 % real return.

** Percent of payroll.

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

Source: SSA-OACT: 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. Impz_ictof “Transferring” Budgetary Surpluses into the Social Security Trust Fund

_ 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 of Congressman Shuster’s proposal to increase spending on highways.’
Therefore, Senator Conrad has suggested putting only half of the 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 Lautenberg
would probably want to use some of the surpluses for transportatxon spending as well.

These developments suggest that the Administration might need to develop its position on the
surpluses soon. ;

3. Senate Floor Action on Surpluses

AY
N

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 leadersth 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 surpluses -- 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 surpluses for tax cuts. '

!
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DEPARTMENT OF THE TREASURY
WASHINGTORN, D.C. 20220

November 18, 1998

MEMORANDUM TO SECRETARY RUBIN

FROM:

DEPUTY SECRETARY SUMMERS

JON TALISMANTT™
DEPUTY ASSISTANT SECRETARY (TAX POLICY)

LEN BURMAN4P | |
DEPUTY ASSISTANT SECRETARY (TAX ANALYSIS)

ISSUES IN CURRENT BUDGET PROCESS

As we previously have discussed, 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 wé
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 Department of Labor and
PBGC and housing initiatives added by HUD. (The addition of new ideas may be difficult for us
to criticize as such because we intend to send over a new package of “ﬁnancnal security”
initiatives to the White House soon for budget consideration, )

We have the following points about the process:

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
administrability (including systems issues) and compliance concerns, research economic
and industry data, and produce revenue estimates. \

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 § 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. Includmg 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 1th Purchasing Cooperatives

NEC propioses to create a new tax-exempt entity, called a Small Business Health Benefits
Purchaser (SBHBP), which would act as a health insurance broker for small employers. NEC
claims that 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-exemption 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 employers to shelter investment income from tax). Also, it is unclear that
the purpoited 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 in 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 smali businesses
not currently offering insurance that start to purchase insurance from a non-tax-exempt small
business tiisurance cooperative.

Lifelong Learni ings

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-sponsored 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
‘ credlt




Home Ownership Tax Credit

This proposal aims to encourage home ownership among low-income people. State housing
finance agencies would induce investors to purchase low-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 qualify 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 peoplc who would like to be home owners. Moreover, it is unclear why we want to
encourage poor people, especially those who cannot save, to purchase their homes. For example,
in an economic 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 marthmg costs. A better approach is to guarantee access to credlt and reduce the cost of
PMI, as is done currenﬂy through the FHA loan program.

FARRM Sav;ggs Accounts )

This proposal allows farmers a tax-deductible contribution of up to 20% of income each year into
a Farm and Ranch Risk Management ("FARRM") savings account. The contributions must be

withdrawn after S 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

“of farmers 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-shcltered vehicles.

The ‘Administration s_tm_ugbg opposed adoption of the FARRM accounts dliring the ﬁegotiations '
regarding the omnibus appropriations bill and prevented the provision from being enacted.

Existing and recently-enacted tax reforms provta’e a much more eﬁ%crwe and equitable approach
to help farmers reduce net income volatility.

. As a result of Administration—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 NOLSs 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 exxstmg and
new insurance or relief programs. ’
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Possible New Tax Cut Proposals
Health: |

. Long-term Care

. Tax Credit for Disabled Workers
+  Small business/Codperaﬁve

Child ; n and Familjes
. Stay-at-Home Moms (10 complement current DCTC proposal)
. Marriage Penalty
Educatiog and Traiging .
*  Work-Site based schools — literacy
«  Lifetime Learning Tax Credit (savings account, increase percentage, accelerate,
. carry forward)

. Americorps awards and National Health Service Corps medical schola.rsh.tps
. Scholarshlpsr’Grant aid taxation

Urban - Empowerment

. Greea Bonds

é Home Ownership Tax Credit

. CDFI Tax Credit

. Private Activity Bond Cap _

. WTW/WOTC longer extensions

. HUD Proposals
Research and Experimentation Tax Credit
‘ « . Expansion -- research consortia

*  Small Business feature |
QOther: '

. AMT Relief Extension

. Employee Telecommuter Expenses

. ‘Steel

. Farmers

. Family Security

. CEQ Land Conservation/Capital Gains

. Ul

) Family Security .
« * Pensions
+ - Student Loan Interest

(Note: These ideas are in addition to the President’s tax cut package)
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

UHNDER SECRETARY

‘ MEMORANDUM FOR SECRETARY R
| FROM: Gary Génsier
. Under Secretary for Dome@zﬁ/

RE: ~ Memorandum to the President on FY 1999 Budget Surplus

OMB would like to send a 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 2000; and (3) implications for spending the surplus windfall. A

Recommendation:

~

Thét )7f'§itgxl the attached memorandum to the President.

Agree Disagree Let’s Discuss

A
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THE WHITE HOUSE
WASHINGTON

May 6, 1999
MEMORANDUM FOR THE PRESIDENT et
: * FIEHGE ey
FROM: Jacob J. Lew o '
' Robert E. Rubin
- Gene Sperling
SUBJECT: =~ - Potential Higher FY 1999 Budget Surplus and FY 2000
o ‘ Appropriations
Summary

Altliough our next public estimate of the surplus will not be rcleased until the Mid-
Session Review, recent, but still very preliminary, data have implications for budget strategy.

1. Recent developments are good news for the economy and the budget surplus. Treasury
yesterdiy announced that we are paying down $116 billion of federal debt this quarter - the
largest debt paydown that has ever been achieved in any year, much less in a single quarter.
Year-to-date reccipts and outlays point to a higher budget surplus for FY 1999 than we
forecasted in February — perhaps $110 billion or more, compared with our forecast of $79
billion.

2. Those developments may lead CBO to provide a surplus windfall for the FY 2000
approp‘riations endgame

3. Spending the windfall ~ if there is one — presents complications because of your policy
to "save Social Security first." The Coungressional leadership faces no such
complications.

Outlook for FY 1‘999 Surplns

Because of the persistent strength of the economy, receipts for the fiscal year will exceed
our Februaiy budget estimate, and outlays will be lower than we expected. While there was
technically no “April Surprise” of the magnitude of years past, receipts as of early May are $14
billion above our forecast. Outlays for the year thus far are $12 billion under our budget
estimate, with Medicare actually down in absolute terms from last year. Thus the surplus is
already approximately $26 billion over our budget estimates. Barring unforeseen negative «
dcvelopments, that difference implies a surplus of at least $110 billion. If the cconomy continues
to exceed ¢ur cxpn.ctaucns, the surplus could be larger. In March, CBO estimated a 1999 surplus
of $111 bxlhon ,
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Imphcaﬁoms for CBO’s FY 2000 Surplus and 2000 Appropriations

The Tecent economic strength behind our mcteased surplus numbers eould lead CBO to |

increase its surplus projections when it releases revised estimates.on July 1. As you know, CBO
is under new leadership, and its choices are therefore difficult to predict. CBO amnounced
yesterday that it does not plan to revise its FY1999 forecast at this time. However, our models
suggest that; on the basis of recent economic news alone, CBO could raise its 2000 unified
surplus by as much as $20-25 billion when it releases revised estimates on July 1. That would
put the FY 2000 budget into an on-budget surplus, the key concept for Republican initiatives.
There could well be offsetting economic and tectmical factors, long with Congressional action
on the Koscvo supplemental; and a portion of the additional surplus could fall into Social ‘
Security rather than the on-budget category. However, even with these qualifications, CBO’s FY
2000 on-budget surplus could be as large as $10-15 billion.

Thls surplus windfall for FY 2000 could provxdc part of the solution to the $35 billion
budget authority gap between the discretionary caps and our target level for FY 2000
appropriations. The Congressional leadership, of course, would prefer to use any windfall to
accelerate tix cuts. Unless Social Security solvency is achieved, use of any on-budget surplus
would require that we either adopt the on-budget formulation of the budget proposals of
Republicans and same Democrats in the Congress, or rationalize the apparent contradiction -
between using the surplus windfall and your policy to reserve the surplus peuding Secial
Security reform. The Congressional leadership faces no such constraint, because under their
policy any cu-budget surplus is fair game for spending or tax cuts.




DEPARTMENT OF THE TREASURY
. WASHINGTON, D.C. 20220

1999- SE-007072

MEMORANDUM TO SECRETARY RUBIN

FROM: JON TALISMAN ﬁ(
- DEPUTY ASSISTANT SECRETARY (TAX POLICY)
SUBJECT: Summary of FY 2000 Budget Initiatives - }

Universal Savings Accounts

Universal Savings Accounts (USAs) are voluntary individual retirement savings accounts that
provide a progressive 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).

Individuals’ voluntary contributions and government matching contributions. Individuals also
may make voluntary contributions to their USAs. Anindividual’s voluntary contributions to a USA
. orsalary reduction contributions to an employer-sponsored 401(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 (100%) match. The match rate phases down to 50% overthe *

same income ranges as the phaseout for the automatic contribution, and remains at 50% until the
income level at which USA eligibility ends (if any).

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

Eligibility. To be ehglble for aUSA, an individual must have atleast $5, OOO of earnings (whxch can

be combined earnings on a joint return), must not be another taxpayer's dependent, and must be
‘between ages 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 Jomt filers
(850,000 for single filers; $75,000 for head of household filers).



FY 1999'Bu@get Carryover Tax Incentives

Child And Dependent 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
incomes 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 dxscussnon of stay-at-home parents
below in "Major New Tax Cut Initiatives.)

Public school construction 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 Department, in lieu of interest. 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 Exclusion for 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. The exclusion currently is limited to undergraduate courses beginning before June 1, 2000.
The budget 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 begmmng after June 30, 1999 and before June 1, 2001.

Cltmate 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 encourage more efficient energy usage, (iv) a tax credit for purchasers of roof-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 low-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 of retirement 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 retirement security for women, promoting portability, expanding workers' and spouses’
rights to know about their retirement benefits, and simplifying the pension rules.
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Extenders package. The budget proposes one-year extensions of the 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 remedlanono
costs.

Major New Tax Cut Initiatives

Long-Term Care Tax Credit A new long-term tax credit of $1,000 could be claimed by a
chronically ill 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 unable 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 a joint return, $75,000 for asingle taxpayer orhead
of household, and $55 000 for married taxpayers ﬁlmg a separate return.

Disabled Workers Tax Credit Disabled workers would beableto claim a $1,000 tax credit. Inorder
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
of daily 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 Business Health Purchasing Cooperatives. The budget makes certain changes to
encourage use of qualified 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 health 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-Hoine 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 two or more children under the
age of one). (See discussion of child 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 2 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 of deductible interest payments,
reduce administrative burdens, and provide longer-term relief to low-and middle-income
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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 remediate 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 of interest. The EPA will
allocate $1.9 billion in bond authority each year for five years starting in 2000 based on
competitive applications.

New Markets 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 community
developmerit investment entities to issue $6 billion of new stock or equity interests with respect
* to which credits could be claimed. '

Allow persond 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., child credits,
Hope Scholarship credits, etc.) regardless of the amount of their tentative minimum tax.

Extend NOL carryback period for steel companies. Under current law, a net operating loss
(NOL) of a 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 credit for 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 'NFORMATION

WASHINGTON, D.C.

ASSISTANT SECRETARY ’ November 30, 1999

- MEMORANDUM FOR SECRETARY SUMMERS
DEPUTY SECRETARY EIZENSTAT

FROM: Assistant Secretary Wilcox DW
Deputy Assistant Secretary Elmendorf PE

SUBJECT: Possible Budget Frameworks

N

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

o If we maintain the current real level of discretionary spending, the
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 diffi cult 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
transfers 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 of the 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 projected on-budget surpluses are about $450 billion for FY2001-05, $1600 billion
for FY2001-10, and $3700 billion for FY2001-15. After accounting for discretionary
spendirig (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 ﬁ'ameworks would requlre further changes to reach on-
budget halance.

et



Scenario A divides the 10-year surplus (aﬁer discretionary spending) roughly equally
between a tax cut and Medicare, leaving Social Security transfers to begin in year 11.

o 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. If our various estimates are correct, achieving
on-budget balance in 2003-04 will require a cut in discretionary spending (from

" current services). ‘ -

o Under our interest-savings rationale, the “earned transfer” to Social Security
based on debt reduction is shown in the far-right colurhn. We will.need to devise
an alternative rationale for these transfers to eliminate the on-budget deficits in
Y2011 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.)

o The diséretionary 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 10-year surplus (after discretionary spending) roughly equaliy
between a tax cut, Medicare, and Social Security transfers.

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

o 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




SCENARIO A: 50% ENTITLEMENTS / 50% TAX CUT

55

year baseline  |discret taxes Medicare SocSec exira reported |SSsurp  earned
on-bud surp transfers _ debt svce _'on-bud sur [adjforeq transfer
0.29 ‘ |
2001-05: 460 375 . 5 44 0 - 51 -15/
2001-10: 1607 820 254 269 0 279 -151
2001-15: - 3673 1332 571 304 831 907 272
2000 12 -0 0 0 0 0 12 146 0
2001 52 60 0 0 0 1 0 160 7
2002 28 75 0 18 0 5 0! 173 15
2003 36 78 0 10 0 10 -1 185 24
2004 99 80 0 -9 0 15 -4 197 34
2005 115 82 5 8 0 20 0 216 44
2006 154 83 45 9 ¢ 27 -0! 229 55
2007 199 86 47 30 0 36! -0 245 67
2008 226 89 50 42 . 0 45 0! 258 79
2009 250 92 52 61 0 55 0! 269 g3
2010 298 94 55 83 0 65 0 280 106
2011 343 97 57 7 121 80 19" 410 121
2012 379 100 60 7 142 100 291 443 142
2013 414 102 63 7 164 123 46| 475 164
2014 448 105 66 7 189 148 -68 | 509 189.
2015 - 482 108 70 7 215 177 -95 . 543 215
//
~ SCENARIO B: 33% SOCIAL SECURITY / 33% MEDICARE / 33% TAX CUT
" year - baseline  |discret taxes Medicare SocSec extra reported . |SSsurp  earned
on-bud surp ' ‘ , transfers  debt svce lon-bud sur |adj foreq transfer
o 0.15 . )
2001-05: 450 375 . 5 44 0 51 -15
2001-10; 1607 - 820 171 168 173 291 ~15
2001-15: 3673 1332 382 203 1065 950 -260
2000 12 0 0 0 0 0 12, 146 0
2001 62 60 0 0 0 1 0 160 7
2002 98 75 ¢] 18 t] 5 0 173 15
2003 86 78 | 0 10 0 10 -11 185 ° 24
2004 99 80 - 0 9 0 15 -4 197 34
2005 115 82. 5 8 0 20 [ 216 44
2006 164 83 30 8 16 27 0 245 -
2007 -199 86 32 8 .37 36 -0 284 68
2008 - 226 89 33 17 40 47 -0 303 82
2009 260 92 35 35 40 58 -0 316 98
2010 <98 94 36 - 56 40 71 0] 330 114
2011. 343 97 38 7 131 86 16 432 131
2012 379 100 40 7 163 106 =27 486 153
. 2013 414 102 42 7 177 1291 -43i 501 177
2014 448 105 44 7 202 154 661 538 202
2015 482 108 47 7 230 183 93] 576 230
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DEPARTMENT OF THE TREASURY | |NFORMA]‘|0"

WASHINGTON, D.C.

ASSISTANT SECRETARY .

December 13, 1999

MEMORANDUM FOR SECRETARY SUMMERS
DEPUTY SECRETARY EIZENSTAT

FROM: Assistant Secretary Wiléox no DE
Deputy Assistant Secretary Elmendorf D

SUBJECT: Suggested Budget Framework

The discussion 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:

i. 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 sawngs from using
the Social Secunty 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.

Aggregate Amounts 2011-2015
(billions of dollars)

A ‘ 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




Consider the on-budget surplus remaining after the allocations discussed below.
Transferring all of that surplus to Social Security in 2011 and beyond would
likely be insufficient 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. Momentum for allocatlons to discretionary spendmg, a drug bénefit, and a tax cut

appears strong.

A.

Over 10 years, 3750 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 1990s as a
whole or even since the Republicans took control of Congress in 1994.
This would allow for an increase in 1nﬂat10n-adjusted defense spendmg,
we proposed earlier this year.

Over 10 years, $150 blllzon for our proposed Medzcare drug benef it net of reform
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 modermization of the
traditional fee-for-service program. ‘However, many in the Administration
believe that proposing more than $40 billion of the $80 bllhon 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.

Over 10 years, $250 billion for tax cuts net of tax raisers




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. trillion to new spending and zero dollars to tax relief.
Even with a net tax cut of this size, we will be accused of devoting $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.

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 companson, 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
under 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 natural 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 of devoting additional resources to

- extending solvency, having no transfers would be difficult. We need to .

explore possible avenues of disseminating 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.

Another 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.



SUGGESTED SCENARIO

‘Medicare

year baseline rJdiscret taxes Med. solv. Soc Set\: extra \reported Iearned
on-bud su | netdrugs transfers  transfers  debt svce Ion-bud sur | transfer
i ' 0.32

2001-05: 468 319 16 38 - 45 0 50| 0

2001-10: 1637! 757 237 148 ' 204 0 290! 0

2001-15: 3915 1349 519 300 204 582 962] 0
2000 17! 0 0 0 0. 0 0. 17 0
2001 62 57 0. 0 4 0. 2 -0 8
2002 100 60 4 0 31 0 5 -0, 17
2003 90 62 4 7 8 0 9 0: 27
2004 100 65 4 15 2 0 14 0 37
2008 116 75 ‘4 17 0 0 20 0 48
2006 - 167 82 40° 18 0 0 27 0 59
2007 202 78 42 20 25 0 37! -0, 72
2008 - 230 87 44 22 30 0 47 -0 85
2009 265 92 46 24 44 0 58 0 99
2010 305 99 49 26 60 0 71 0 113
201 58 105 51 27 0 88 87! 0 128
2012 406 111 54 29 0 104 108 0 148
2013 455 118 56 30 0 119 1321 -0 170
2014 504 125 59 32 0 131 158 -0 193
2015 554 132 62 33 0 140 o187 a7
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- INFORMATION
DEPARTMENT OF THE FREASURY
WASHINGTON, D.C. 20220 -

August 2, 2000

MEMORANDUM FOR SECRETARY SUMMERS

FROM: " David W. Wilcox PW
Alan Cohen :

SUBJECT: Comparison of 1990 Budget Agreement with the 1993
: - Agreement

4

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 Wileox 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 President'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 the 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 mechamsm were unrealistic.

@ The caps-an d-paygo system, as we now k.now controlled spending increases and tax cuts
thhout requmng unrealistic pohcy, espemally in bad economic times.

The 1990 agreement did not put the natxon on track to fiscal stablllty, nor did it revive the
economy. o v .

¢ Despite its merits on procedural grounds, the 1990 agreement did not get the job done. .
Indeed, in FY'1992, the Federal government ran a unified deficit of $290 billion, the largest
ever. Moreover, the deficit excluding Social Security and Medicare surpluses was
$351 billion.

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

e The economy continued to stagnate. In the business press, there was wmiespread concern
about a double-dip or even a triple-dip recession:

I Bruce Steinberg, Merrill Lynch: “The economy is comatose and shows only the
faintest signs of life right now.” [Quoted in the Washington Post, 9/26/92]

W Alan Sinai: “There are real signs here that th‘eAeconomy' is sliding badly, surprisingly
badly.” [Quoted in the Waskzngton Post, 9/26/92]

m Washlngton Post, article by Steven Mufson and John Berry, 9/10/92: Amencans
have been unable to mount a convincing economic recovery... the economy is




crawling forward so slowly that it appears to be standing still... In some statistical
© categories... there has even been a ‘triple dip.””

W USA 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 of a slowdown i in
sales and rise in unemployment to get people talking about a double-dip economy.
Now there are rumbhngs about a triple dip. ”

m tCharles 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 of prolonged
. ‘economic stagnatlon 7 [Chzcago Sun Times, 7/12/92]

On an apples-to-apples comparlson, the 1990 and 1993 agreements were prOJected to
produce about the same amount of deficnt reduction.

. Measured in terms of 1996 dollars, the 1990 agreement was scored by the Congressional
Budget Office as reducing the umﬁed deficit over five years by $509 billion.

Again'in terms of 1996 dollars,'and scoring against the Administration’s baseline, the
Congressional 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 of the publicly held debt.

All together, the two packages were therefore of nearly 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 the sum as if it were all 1990 dollars, and then inflated the total to 1997 dollars. He

. performed 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 relatwe size

of the 1990 package.

The 1993 a‘greement 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 spendmg reductlon 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 of the
increase in the Eamned Income Tax Credit as outlays (whereas the Administration treated the
entire cost of the EITC as a tax cut).
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"The 1993 agreement reqﬁired the tbugher 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 égreement set off a virtuous circle of lower interest rates, stronger grawth, and

- an improved fiscal position, which helped interest rates come down further.

The huge deficits that President Clinton inherited acted to keep interest rates high, diminish
confidence, 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 than forecast, and cynicism about the budget process.

The 1993 agreement was based on conservative economic assumptions. It increased
confidence, helped bring interest rates down, and that, in turn, helped generate and sustain
the ecoriomic recovery, which, in turn, reduced the deficit further. The result was a healthy,
mutually remforcmg interaction of deficit reduction policy and consequent economic growth.

Although the 1990 and 1993 agreements were scored as producing about the same deficit |
reduction zs of the time of enactment, the outcomes were dramatically different.

In its budget documeﬁt for FY'1992 — the first official projection incorporafing 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, in its Mid-Session Review for FY 1994 — 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.




Interest rates dropped by more in 1993.

e In late January 1993, before the Administration had unveiled ité budget plans, the 30-year
bond rate fluctuated in the neighborhood of 7.30 percent.

~e By early September, 1993, one month after the Senate passed OBRA93, the rate on 30-year
Treasury securities had fallen below 6.0 percent. Over the course of less than nine months,
the price of 30-year Treasuries had therefore increased by XX percent.

e By contrast, in 1990, ...

Unemployment came down by more in the wake of the 1993 agreement than after the 1990
agreement. :

¢ Fact to be supplied.

Productivity increased by more after the 1993 agreement than after the 1990 agreement.

e Fact to be supplied.

President Clinton dramatically changed the context for budget debates by shifting the focus
to the surpluses excluding Social Security and Medicare. Provided we do not lose our fiscal
discipline, this simple action will guarantee that $2.85 trillion more is used for debt
reduction than would have been the case had we continued to focus on balancing the
-unified budget

¢ In 1'990‘ President Bush confronted a unifi ed def icit of $221 billion.

Excluding both Social Security and Medicare Part A surpluses the budget was in
deficit by $291 billion. .

» The combined Social Security and Medicare Part A surpluses of $71 bﬂhon was used
to help finance thc deficit in the rest of government.

= As the economy weakened, and the full costs of the S&I. debacle were reflected in
the Federal budget, the unified deficit ballooned further, 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 the largest in history,
both in absolute terms and as a percent of GDP.




o This year, President Clinton confronts a'umﬁed'swplus of $211 billion, the largest ever.
P .
u xcludmg Social Secunty and Medicare, the budget will be in surplus by an
estimated $39 billion.

s Allof the Social Secunty and Medlcare surpluses (a total cf $1 72 b1lhon) will be
used to reduce the debt held by the public.

o Surphises 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 off limits, and focusing on the
surplus excluding those amounts, President Clinton has preserved an estimated $2.86
trillion more for debt reduction than would have been used for that purpose had we stuck
with the old failed model for the conduct of fiscal policy.

Congressmnal Repubhcans attacked President Bush for havmg cancluded the 1990
agreement, and argued that the agreement would damage the economy.

e Quotes here of the same style as what we have for 1993 will be supplied.

The Repubhcans also attacked the 1993 agreement from the beginning. They were wrong
then, and they are wrong now.

. Representative Newt Gingrich, Atlanta Journal-Constitution, 8/6/93: “The. tax increase will
kill jobs and lead to a recession, and the recession will force people off of work and onto
unemployment and will actually increase the deficit.”

s Senator Phil Gramm, Congressional Record, 8/5/93: “We are buying a one-way ticket to a
recession.”




Represantative John Kasich Congressioﬁal Record, 3/18/93; “It’s like a snake bite. The
venom is going to be injected into the body of this 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.”

Represmtatwe Dick Armey, CNN, 8/2/93: “The 1mpact on job creation is going to be
devastating.”

Senator Conme Mack, Congressmnal Record, 8/6/93: “This bill will cost America jobs, no
doubt about it.”

Represmtaﬁve J ohn Boehner, 3/31/93: “...we want to do something about reducing the
budget deficits in this country and this budget resolution does nothmg, absolutely nothmg to
reduce the huge budget deficits that we have had.”

Senator Bob Packwood, Congressxonal Record, 8/6f93 “Sol will make you this bet. Iam
willing to risk the mortgage on it, Mr. President. One year from now ... the deficit will be
bigger than we are now predicting... [’I‘ The deficit will be up, unemployment will be up; in
my }udgement inflation will be up.”

In 1990:, a majority of Democrats voted for the final bill in both the House and the Senate,
while a majority of Republicans voted against. '

"HOUSE VOTE
ON FINAL 1990 AGREEMENT
Percent For
Democrats , 71.0
Republicans 272
Total ' 53.3
- SENATE VOTE
ON FINAL 1990 AGREEMENT
Percent For
Democrats ) 63.6
Republicans 43.2
Total 54.5




\

o In 1993, the Omnibus Reconciliation Act passed in the House by a vote of xxx-yyy, with not
a single Republican voting in favor of the plan. In the Senate, the vote was tied at 50-50;
Vice President 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

SENATE VOTE
ON FINAL 1993 AGREEMENT

S " Percent For
Democrats 89.3
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 result in total control of domestic discretionary spe'nding And
now we see Congress-talking about raising taxes again. So I'm disappointed, and glven all of
that, yes, a mistake.” March 23, 1992
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MEMORANDUM FOR SECRETARY SUMMERS W
DEPUTY SECRETARY E!ZENSTAT

FROM: David Wilcox PY
‘ Douglas Elmendorf v

SUBJECT: . Long-Term Budget Projecti‘ons 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
IGDP throughout the 75-year projection.

- CBO’s budget pessimism appears to stem pnmanly 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 GDP
growth in the CBO methodology. Even in CBQO’s outlook, the government runs unified
surpluses until the late 1930s and holds net assets equal to 37 percent of GDP in 2040.

Discussion

, - CBO 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
parameters and the “Save Total Surpluses scenario, which corresponds to the
traditional budget baseline. ,

CBO’s projected path of nominal GDP is virtually identical to OMB'’s projected -
path through 2040. Thus, the difference in budget outlook for 2040 can be usefully
summarlzmd as follows (with a more detailed breakdown in the attached table)

Impact on surplus o elative to OMB (% of GDP

Medicare outlays - 2.2 % (i.e., CBO has higher outlays)
Discretionary spending -19%
All other non-interest outlays +0.1 %
Receipts , -0.3% (i.e., CBO has lower recelpts)
Interest -36%
Surplus -7.9%

! The figures for CBO are adjusted from the NiIPA-based numbers they reported in their document to an
approximate budgetary basis so comparisons can be made to the OMB numbers. 4

Prepared by John Kitchen




Economic Assumptions:

CBO uses a neoclassical growth model with exogenous muitifactor productivity
growth that allows for investment and interest rates to respond to government saving.
OMB sets /abor productlvrty growth exogenously and allows no feedback from
government saving.? 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 GDP
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 GDP price index growth) is
slightly higher than OMB's — which should hurt their budget outlook relative to OMB's.
These differences appear to roughly offset in their budget effects.

In addi txon CBO's assumed rate of GDP price inflation is 0.2 percentage points
lower than OMB’s, which offsets their higher rate of real GDP growth to produce virtually
identical paths for nominal GDP. This similarity allows us to compare forecasts in terms
of budget components relative to GDP. 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 GDP.

Technical Assumptions:

CBO assumes that discretionary spending will increase with GDP growth, while
OMB assumes that discretionary spending will increase at the current-services rate.
Under the OMB approach, discretionary spending falls from about 6 percent-of GDP
today to 3-1/2 percent by 2040 and 2-1/4 percent by 2075. :

CBO had previously assumed, along with OMB (who follow the Medicare
trustees in this regard), that cost growth per Medicare enroliee relative to underlying
economic growth would slow from about 2 percent to about O percent between 2010
. and 2025. CBO now bills that assumption as “optimistic,” and bases its mndran%e

projection on the assumption that excess cost growth slows only to 1. 1 percent.

As the table on the followmg page shows, CBO projects somewhat 10wer
spending than OMB on Social Security, 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 OMB appears to be somewhat

“more aggressive in its projection of cost growth.

-

2 OMB is now developing a neoclassical growth model with endogenous response to government saving
for its long-term projections.

® The Medicare technical panel recently agreed to recommend to the Trustees that the actuaries adopt a
higher medical cost growth rate in making their projections.

2




Long-Run Projections of Receipts and Outlays, % of GDi’ .

2010 2020 2030 2040
CBO, "Save Total Surpluses” Scenarlo . ]
Receipts 20.0 200 20.0 200
Qutlays .
Discretionary 5.2 5.2 52 5.2
Mandatory «
Social Security 4.2 5.1 59 6.0
Medicare 25 38 53 6.2
Medicaid 1.7 2.4 3.0 3.7
Other 2.2 2.0 1.9 2.1
Net Interest -0.2 ‘-2.5 -3.3 . -2.9°
Total 156 16.0 18.0 203
Surplus{+} / Deficit(-} 4.4 4.0 2.0 -0.3
Public Debt 8 41 50 - .37
Nominal GDP ($Triltions) 157 240 36.2 546
Administration, MSR Current Services Basellne
Receipts 19.5 19.9 201 203
‘Outlays .
Discretionary 4.9 4.3 3.8 33
Mandatory .
Sodial Security 4.4 56 6.7 8.9
Medicare 2.3 29 3.6 40
Medicaid 1.6 2.1 27 33
Other 2.2 1.9 1.6 14
Net Interest -0.1 2.5 -4.6 - 6.5
Total » 15.3 14.3 13.8 124
Surplus(+) / Deficit(-) 4.2 586 6.3 7.9
Public Debt -4 45 -81 -113
Nominal GDP (§Trilions) 15.9 24.1 36.0 54.3
‘DIFFERENCE, ADMIN - CBO
Receipts 0.5 0.1 0.1 0.3
Qutlays .
Discretionary -0.3 0.9 -1.4 -1.9
Mandatory
Social Security 0.2 0.5 0.8 0.9
Madicare -0.2 -0.9 -1.7 -2.2
Medicaid -0.1 ~0.3 -0.3 -0.4
Other 0.0 © =01 -0.3 0.7
Net Interest 0.1 0.0 -1.3 -3.6
Totai -0.3 -1.7 4.2 -7.9
Surplus(+) / Deficit(-) 02 16 43 82
Public Debt 4 -4 - -31 -76
0.2 0.1 -0.2 -0.3

Nominal GDP ($Trillions)
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DEPARTMENT OF THE TREASURY
WASHINGTON

Februvary 3, 1997

GENERAL COUNSEL

MEMORANDUM FOR J. BENJAMIN H. NYE
EXECUTIVE SECRETARY

FROM: EDWARD S. KNIGHT 466(j
GENERAL COUNSEL

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 Treasury 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 policy and
is ready for transmittal to the Congress following coordination
with the Executive Secretary. Substantive revisions requested by
OMB, if any, have been cleared by the appropriate cffices and are
indicated at the "OMB" Tab.

ATTACHMENTS : Tab A Legislative Fackage



THE SECRETARY OF THE TREASURY
WASHINGTON

February 3, 1997

The Honowab]e Richard G. Lugar

Chairman

Committee 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 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 changés 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 unnecessarily i mcreasmg the
regulatory burden of entities 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 a

wide range of U.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
unambigucus 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



(o

2

exempted activities. Continued uncertainty would have a harmful effect on these important
markets and 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 CFTC’s proposal imposes an unwarranted overlay of CFTC
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.
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 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.

Sin;erely,; ‘

2 e

Robert E. Rubin



Treasury Legislative Propbsal to Amend the
Treasury Amendment

Background

Under the CEA, 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, 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 language exempting off-exchange derivative 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
Amendmerit.

In propoSing the amendment, Treasury's primary concern was to protect the foreign currency
market in the United States from potentially harmiul regulation. In a letter to the Chairman of the

- Senate 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 of banks and dealers, Treasury believed that it
would be inappropriate 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 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 governmsnt securities and a variety of other financial
instruments, unless conducted on organized exchanges. ‘ ,
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 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 recognized 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. 10-
(1985).

~ Given this dramatic growth in the size of the 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 clear. However, since the Treasury Amendment's enactment, the scope of CEA
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coverage has continued to be a troublesome sourze of legal uncertainty for the financial miarkets.
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 activities of the 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 of commodities, unless such instruments meet certain criteria for
exemption set forth in the Rule. Instruments such as bonds linked to the price of foreign currency
and certain types of deposits of foreign currency in U.S. bank accounts may potentially be viewed
by the CFTC as commodity futures or options subject to CEA regulation.

Recently, the CFTC has brought a number of enforcement actions asserting jurisdiction over
foreign cuitency 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 of unsophisticated investors from the unsavory or fraudulent practices of bucket
shops or other unregulated entities -- is an important one, as Treasury has long acknowledged.’
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
throughout enormously important financial markets.

The CEA’s language strongly tends to favor exchange trading, a mode of conducting transactions
that developed in connection with agricultural commodities. Various financial futures and options
have developed in that environment so successfully that the volume of financial futures and
options on 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 transactions is appropriate for all transactions
involving financial instruments that, in the view of the 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 ﬁmdament@l question through the general
exemptive authority granted to it by Congress in 1992. However, Treasury does not believe that

! Letter from Charles O. Sethness, Assistant Secretary (Domestic Finance), United States
Department of the Treasury, to Susan M. Phillips, Chairman, Commodity Futures Tradmg
Commission (May §, 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 could be interpreted as an implicit conclusion that the exempted tiansactions 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 if the transactions at issue are
futures or options and structure their transactions to qualify for the regulatory exemption. 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 accompanymg
legal unceitainty.

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 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 CEA 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 determined by all interested parties, including market participants. Although we have not
expanded the list of covered instruments, we belicve 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.

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, thie 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’s prbposa], by contrast, would subject entire classes of transactions involving

~ government securities (and other Treasury Amendment instruments) to an additional regulatory

scheme that may or may not be consistent with existing law. In particular, the CFTC’s draft
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makes reference to the “when issued” government securmes market, in which investors enter into
contracts for the purchase of government securities to be 1ssued at a later date. This market is of
vital importance to the liquidity of the government secunnes market and helps to reduce the cost
of government borrowing. Treasury believes this market i is currently appropriately regulated and

that CFTC regulation, or the threat of such regulation, of ylthls 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 o'If CFTC regulation, the draft legislation
prepared by the CFTC does not clearly exempt this market from CFTC regulation.

A Transations 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 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 bank 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 of more than SZOO,QOO (or $300,000 when combined with
one's spouse). This definition is drawn from the SEC’s definition in Regulation D, 17 CFR. §
230.501, which delineates a class of sophisticated investorls for whom the full protections of
federal securities regulation are deemed unnecessary. Drﬁwing the line in this fashion clearly

permits the CFTC to take regulatory or enforcement actlons in the area where needed® while

preserving the legal certamty ongmally intended by the Treasury Amendment.
B. Immﬂmm&gmm_mww

Treasury perceives no need for CFTC regulation of transac[:tions 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

? 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

~ companies, investment companies, governmental entities, 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 current CFTC regulatlons but that are not explicitly
listed in the statutory definition.

* The recent CFTC enforcement actions have 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. Gfanting the CFTC regulatory authority over such transactions could mean
that they do not occur, since the CEA is based on the presumptlon 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. ;

Finally, Treasury believes that it is neither necessary nor ap‘propriate to expand the scope of the
CFTC’s jurisdiction to regulate any segment of the mstntunonal 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 of the definition of retail customer -- should not bej subject to regulation under the CEA.’
Institutional participants, whether currently regulated 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 of enforcement acuons the CFTC has brought over the

- years have been in the context of bucket shops dealing w1th unsophisticated retail customers.

Creating a 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 of the foreign currency futures and options market could have
a spillover effect 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 vagaries of case ;law created in the context of retail
enforcement actions. i
’ |

We note that the CFTC's draft legislation provides that tran!saétidns 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 pr}ovision is designed to exempt
transactions between banks, broker-dealers, and cther reguiated 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 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 bcfolre the exemption from the CEA would
be available. Thus, the proposal does not provide a clear exemption for other sophisticated
institutional market participants, such as corporations and hlgh net worth individuals, that are not
directly subject to federal regulanon




3. Definition of “Organized Exchange” o
Under the existing Treasury Amendment, the CFT'C retainlls 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 interpreti;ve' 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 merchants, and government securities dealers and
brokers, will not be deemed to be organized exchanges; rather, the definition includes entmes that
serve as a marketplace for arms’ length transactions.
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SEC. 101. TREASURY AMENDMENT MICAH()N.'

Treasury Amendment Legislation

Section 2(a)(1)(A) of the Commodity Exchange Act (7 U.S.C. 2(ii)) is amended--

(a) by striking clause (ii) and insening the following:
l
“(ii) Except as provided for in subsectlon (iii), this chapter shall not apply
to and the Commission shall have a0 jurisdiction over transactions in or in any way
involving foreign currency, unless the transaction is a contract of sale for future

. . . < t .
.delivery or an option and is conducted on an organized exchange.”

(b) by adding at the end the following new lsubsections: _

“(iii) Sections 4b and 40 of the Conl)modity Exchange Act (7U.S.C. 6b &
60) and any antifraud regulation promulgatéd by the Commission pursuant to 4c(b)
of the Act (7 U.S.C. 6¢(b)) shall be apphcable to transactions in or in any way
involving foreign currency if the transactson is a contract of sale for future delivery
or an optlon and is conducted between any unregulated person and a retail '
customer.” ‘

“(iv) This chépter shall not apply tol 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

(I) is a contract of sale for future delivery, or an option on ither a
future or a commodity that is not a secunty, and

(II) is conducted on an orga:nized exchange.
“(v) The following definitions shall épply for purposes of this section:

(I) REGULATED PERSON i
(a) The term “regulatéd person” means a person

that is regulated or super'{/ised by an appropriate federal
banking agency as the term is defined in section 903 of v
International Lendmg Supervnsmn Act (12 U.S.C. 3902), a
government. secuntles broker, a government securities’

~ dealer, ora reglstered broker or dealer as defined in section
3(a) of the Securities ;Exchange Actof 1934 (15U.S.C.

i
|
|
l
|
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78c(a)); or an mvestment company registered under section
8 of the Investment Company Act of 1940 (15 U.S.C. 80a-
8); or ]

(b) an affiliate of a person described in subclause
(a), but only to the e‘xtent that the affiliate conducts a
transaction (other than a transaction conducted on an
organized exchange) covered by section 2(a)(1)(A)ii) or
section 2(a)(1)(A)(1v) through such a person.

(II) UNREGULATED PERSONI

a regulated person.

(ITT) RETAIL CUSTOMER

than--

The term “unregulated person” means any person other than

The term “retail customer” means any natural person other

(a) & natural person whose net worth, or, in the case
of a natural person who is marned joint net worth with that
person’s spouse, exceeds $1 ,000,000, or

(b) « 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 pers:on who is married, joint income with
that person’s spouse in excess of $300,000 in each of those
years. ‘

:

~Provided, that the terfm “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 orgamzed exchange) described in section
2(a)(1)(A)(i) or section 2(a)(1)(A)v).

(IV) ORGANIZED E'.XCHANGEI.

!

{a) Except as othermse provided in thxs subclause, the

term ° orgamzed exchange” means--

(1) a board o|f trade designated by the Commission
as a contract market or a physical or electronic market
place or similar facility affiliated with a board of trade so

-designated as a contract market, or
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(2) a physncal or electronic market place or similar
facility through whn'ch unaffiliated persons, for their own
accounts or for the accounts of customers, enter into and
execute arms’ length binding transactions by accepting bids
and offers made by 1one person that are open to all persons
who conduct busmess through such market place or similar

facility, |

: (b) Notwithstanding subclause (III)(a), the term
“organized exchange” does|not include--

(1) parties éngaged in privately negotiated bilateral
transactions, even if‘ such parties use electronic means to
communicate or execute transactions, or

i
i

) governnfent securities dealers or brokers, as
defined in section 3(a) of the Securities Exchange Act of
1934 (1S U.S.C. 78|c(a)).

(V) OPTION |

The term “option” means a transaction described in Section
4c(b) of this 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),

Explanation:

!
In general, the amendment would exempt transactions in or in any way involving foreign

currency from the Commodity Exchange Act (CEEA), that would otherwise be subject to the
CEA, unl¢ss the transactions were conducted on an orgamzed exchange. The amendment would
permit over-the-counter foreign exchange transactions between unregulated persons and retail
customers, but such transactions would be subject to CFT C 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 values, yields, ! or rates on the listed instruments.

|
3
t
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exchange. ’ "

Additionally, transactions in or, in any way, invoiving 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 secunty and is conducted on an organized

I

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 of the Federal Reserve System, the Office of Thnﬁ Supervision and the Federal
Deposit Insurance Corporanon The definition is mtended to include banks, savings associations,

~ foreign banks, holding companies, operating subsidiaries, afﬁhates service corporations, Edge

Act corporations, and Agreement Corporations operatmg 'under section 25 of the 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 sffiliates of such persons, but only to the extent that the affiliate conducts a covered
transaction through such persons. The term “unregul ated| person” means any person other than a
regulated person. !

v

i
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 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-of which unaffiliated persons engage in arms’
length birding transactions by accepting bids or offers made by one person that are open to all
persons who conduct business on the facility. The deﬁmtlon 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 merctants, and government securities dealers and
brokers, are not “organized exchanges”. ]

1
The term ¢ optxon is defined to include any transaction mvolvmg any commodrty 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”, “adyance guaranty”, or “decline guaranty”.

The ameridment includes a savings clause to clarify that the amendment may not be interpreted as

altering the Futures Trading Act of 1982, Pub. L. No. 974444, 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
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February 3, 1997

|
I
I
The Honorable Tom Harkin E
Ranking Democrat - ;
Committe¢ on Agriculture, |
Nutrition and Forestry ‘ 1
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 underlymg the provision of the Commodlty
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 regulatton 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 transmltted to you a proposal for changes to the Treasury Amendment
Treasury objects to the proposal that the CFTC has of’fered 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 amblgutttes or unnecessanly increasing the
regulatory burden of entmes already subject to federal regulatzon

One of the key points of dlﬁ‘erence 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 a
wide range of U.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
unambiguous 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

?
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exempted activities. Contmued uncertainty would have a harmful eﬁ‘ect on these important
markets and 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 CFTC’s proposal i imposes an unwarranted overlay of CFTC
jurisdictiori 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,
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 for your consideration of Treasury’s proposal. We continue to discuss these issues
with the CI'TC and anticipate discussing our propasal with lthe federal banking agencies and the
Securities and Exchange Commission. We look forward to working with you and your-staff.

}
- i
Smc‘:rely, \

e NC—

Robert E. Rut|>m
|
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Treasury‘llegislative Proposai to Amend the
Treasury Amendment
I

i

Background

‘Under the CEA, 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, when the CFTC was created, the deﬁmtton of the term “commodlty was
significantly expanded. The new definition was open-ended encompassing “all services, rights
and interests in which contracts for future deliverv are presently_er in the future dealt in.” The

. concepts of “futures contracts” and “options” remained urrdeﬁned. The Treasury Department

proposed language exempting off-exchange derivative transactions in foreign currency,

government securities, and certain other financial instruments from the newly expanded CEA.

This exemption was adopted v1rtually unchanged by Congll'ess and is known as the Treasury

Amendment.

. |

In proposing the amendment, Treasury's primary concern \Lvas to protect the foreign currency

market in the United States from potentially harmful regulatron In a letter to the Chairman of the

Senate Committee on Agriculture and Forestry, Treasury noted that the foreign currency market

“has proved highly efficient in serving rhe needs of rntema;ronal 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 of hanks and dealers Treasury believed that it

would be inappropriate for any additional regulation of thts complex function to be carried out by

the CFTC. Treasury argued that granting the CFTC Junsdlctnon over the foreign currency market
would corfuse an already highly regulated business 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 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 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 recognized 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. 10
(]985) ! ,

Given this dramatic growth in the size of the 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 clear. However, since the Treasury Amendment s enactment, the scope of CEA

i
i
I
i
|
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coverage has continued to be a troublesome source of lega|l 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 ]:I)redlctabnhty for new instruments, has
been dnfﬁcult under current law. ‘
. i
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 ccjmcep‘ts 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 lirikked to the price of commodities, unless such i mstruments meet certain criteria for
exemption set forth in the Rule. Instruments such as bonds linked to the price of foreign currency
and certain types of deposits of foreign currency in U.S. bank accounts may potentially be viewed
by the CFTC as commodity futures or options sutject to QEA regulation,

: |
Recently, the CFTC has brought a number of enfc-rcementlactions asserting jurisdiction over
foreign currency derivative transactions that have created significant interpretative issues about
the scope of the Treasury Amendment. The CFT(’s goal in bringing these enforcement actions --
the protection of unsophisticated investors from the unsavory or fraudulent practices of bucket
shops or other unregulated entities ~- is an important one, as Treasury has long acknowledged.’
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 problemina; way that generates legal uncertainty
throughout enormously important financial markets. . |

i .

The CEA’s language strongly tends to favor exchange traciing, a mode of conducting transactions
that developed in connection with agricultural coramodities. Various financial futures and options
have developed in that environment so successfully that the volume of financial futures and
options on 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 transactions is :appropriate for all transactions
involving financial instruments that, in the view of the CFTC, may constitute futures contracts or
options. The financial markets have provided the:r own answer to this question: the notional '
amount of foreign exchange futures contracts traced overithe-counter is several orders of
magnitude greater than that traded on exchanges. .

1
1

The CFTC has some flexibility to address this fundamental question through the general
exemptive authority granted to it by Congress in 1992. Hic)wever, Treasury does not believe that

{ . i 5
! Letter from Charles O. Sethness, Assistant Secrétary (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 could be interpreted as an implicit conclasion 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 if the transactions at issue are-
futures or options and structure their transactions to qualify for the regulatory exemption. 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 optlons suI)Ject to the CEA, with all the accompanying
legal uncertainty.

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. Qur 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. Instead, 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 significance of certain products to investors. Recognizing that
the resolution of certain issués 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. Exemption for Government Securjties 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’s proposal, by contrast, would subject entire classes of transactions involving
government securities (and other Treasury Amendment instruments) to an additional regulatory
scheme that may or may not be consistent with existing law. In particular, the CFTC’s draft
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makes reference 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 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” marketisa -

“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. E_smmgmﬂmmﬂm
A JEWQMM@AW

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 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 bank 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 pérson other than a natural person with a net worth above
$1,000,000 or with an annual income of more 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 CF.R. §
230.501, which delineates a class of sophisticated investors 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 enforcement actions in the area where needed® while
preserving the legal certainty onginally intended by the Treasury Amendment.

B. mwmmmwmﬁ

Treasury perceives 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

? 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
companies, investment companiés, governmental cntities, 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 current CFTC regulations, but that are not explicitly
listed in the statutory definition.

> The recent CFTC enforcement actions Fave 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 CFTC regulatory authority over such transactions could mean
that they do not occur, since the CEA 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 wher: 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. Institutiona

Finally, Treasury believes that it is neither necessary nor appropriate to expand the scope of the
CFTC’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 of the definition of retail customer -- should not be subject to regulation under the CEA.
Institutionial participants, whether currently regulated 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 of enforcement actions the CFTC has brought over the
years have been in the context of bucket shops dealing with unsophisticated retail customers.

Creating a 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 of the foreign currency futures and options market could have
a spillover effect 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 regulatlon or the vagaries of case law created in the context of retail
enforcem«snt 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 désigned to exempt
transactions between banks, broker-dealers, and cther 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 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 available. Thus, the proposal does not provide a clear exemption for other sophisticated
institutional market participants, such as corporatlons and high-net worth individuals, that are not
directly sub}ect to federal regulation.



3. Definition 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 iaterpretive 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 merchants, and government securities dealers and
brokers, will not be deemed to be organized exchanges; rather, the definition includes entities that
serve as a marketplace for arms’ length transactions.



Treasury Amendment Legislation

SEC. 101. TREASURY AMENDMENT CLARIFICATICN.
Section 2(a)(1)(A) of the Commoclity Exchange Act (7 U.8.C. 2(i)) is amended--
(a) by striking clause (ii) and inserting the following:

“(ii) Except as provided for in subsectxon (iii}), this chapter shall not apply
to and the Commission shall have no jurisdiction over transactions in or in any way
involving foreign currency, unless ‘he 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 following new subsections:

“(iif) 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 transactions in or in any way
involving foreign currency if the transaction is a contract of sale for future delivery
or an optlon 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 any way involving security warrants, security
rights, resales of installment loan contracts, repurchase options, government
securities, or mortgages and mortg; age purchase commitments, unless the
transaction--

() is a contract of sale for future delivery, or an option on either a
future or.a commodity that is not a security, and -

an is conducted on an organized éxchange.

~ “(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 agency as the term is defined in section 903 of
Internationzal Lending 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 under section
8 of the Investment Company Act of 1940 (15 U.S.C. 80a-
8); or

(b) an affiliate of a person described in subclause
(a), but onlv to the extent that the affiliate conductsa
transaction (other than a transaction conducted on an
organized exchange) covered by section 2(a)(1)(A)(ii) or
section 2(a)(1)(A)(iv) through such a person.

(1) UNREGULATED PERSON

The term “unregulated person” means any person other than

a regulated person.

(TI) RETAIL CUSTOMER -

than--

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, joint net worth with that

person’s spouse, exceeds $1,000,000, or

(b) a natural person who had an income in eéxcess 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 $300,000 in each of those
years. »

Provided, taat 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)(AXi) or section 2(a)(1)(A)(iv).

(IV) ORGANIZED EXCHANGE

term ¢

~(a) Except as otherwise provided in this subclause, the

‘organized exchange” means--

(1) a board of trade designated by the Commission
as a contract 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 of customers, 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 (II)(a), the term
orgamzed 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 section 3(a) of the Securities Exchange Act of
1934 (15US.C 780(a))

(V) OPTION |

The term “option” means a transaction described in Section
4¢(b) of this Act.”

SEC. 102. SAVINGS CLAUSE.

Nothing in section 101 of this Act shall be interpreted as altering the Futures
Tradmg Act of 1982 (Pub. L. No. 9’7-444)

Exnlmaxim

In general, the amendment 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, unless the transactions were conducted on an organized exchange. The amendment would
permit over-the-counter foreign exchange transactions 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
exempticn, 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 opticn on a future or a commodlty that is not a security and is conducted on an orgamzed
exchange. ~ ‘

The amendment would add new definitions of “rcgulated 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 of the Federal Reserve System, the Office of Thrift Supervision and the Federal
Deposit Insurance Corporation. The definition is intended to include banks, savings associations,
foreign banks, holding companies, operating subsidiaries, affiliates, service corporations, Edge
Act corporations, and Agreement Corporations operating under section 25 of the 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 of such persons, but only to the extent that the affiliate conducts a covered
transactiori 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 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 of which 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 merckants, and government securities dealers and
brokers are not “organized exchanges”.

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”, “mdemmty” “bid”, “oﬁ:’er” “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 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. '



THE SECRETARY OF THE TREASURY
WASHINGTON )

February 3, 1997

The Honoreble Patrick J. Leahy

Committee on Agriculture, v
Nutrition and Forestry

United States Senate

Washingtor, D.C. 20515 -

Dear Senator Leahy:

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 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 unnecessarily increasing the
regulatory burden of entities 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 a
wide range of U.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
unambiguous 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 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 CFTC’s proposal imposes an unwarranted overlay of CETC
jurisdiction on federally regulated entities, such as banks, that may sell Treasury Amendment
instruments 1o 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.
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 regufators.

Thank you for your consideration of Treasury’s proposal. We continue to discuss these issues

with the CFT'C 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,

LA QZJ\

RobertE Rubin



Treasury Legislative Proposal to Amend the
Treasury Amendment

Background

Under the CIZA, 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, when the CFTC was creatad, 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 derivative 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 the United States from potentially harmful regulation. In a letter to the Chairman of the
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). Since that market consisted primarily of banks and dealers, Treasury believed that it
would be inappropriate 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 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 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 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 recognized 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. 10
(1985).

Given this dramatic growth in the size of the 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 clear. However, since the Treasury Amendment's enactment, the scope of CEA
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coverage has continued to be a troublesome source of legal uncertainty for the ﬁnanc1al markets.
Deterrmmng 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 activities of the CFTC. Inthe 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 of commodities, unless such instruments meet certain criteria for
exemption set forth in the Rule. Instruments such as bonds linked to the price of foreign currency
and certain types of deposits of foreign currency in U.S. bank accounts may potentially be viewed
by the CFTC as commodity futures or options subject to CEA regulation.

Recently, thie CFTC has brought a number of enfcrcement 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 of unsophisticated investors from the unsavory or fraudulent practices of bucket

* shops or other unregulated entities -- is an important one, as Treasury has long acknowledged.!
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 unccrtamty
thrOughout enormously i 1mportant financial markets.

The CEA’s language strongly tends to favor exchange trading, a mode of conducting transactions
that developed in connection with agricultural cornmodities. Various financial futures and options
have developed in that environment so successfully that the volume of financial futures and
options on the various commodities exchanges, measured in terms of notional value of
transactions, far exceeds that of agricultural comraodities. However, there is a fundamental
question whether that mode of conducting transactions is appropriate for all transactions
involving financial instruments that, in the view of the 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

' Letter from Charles O. Sethness, Assistant Secretary (Domestic Finance), United States
. Department of the Treasury, to Susan M. Phillips, Chairman, Commodity Futures Trading
Commissicn (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 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 if the transactions at issue are
futures or options and structure their transactions ro qualify for the regulatory exemption. 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 accompanymg
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 for the derivative markets in foreign currency and government securities, as well as the
other enumerated financial instruments. Our propnsal is structured to provide a broad exemption .
from the CEA 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 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 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 cqveréd instruments, and to resolve other matters raised by our
and others’ proposals.

1.  Exemption for Government 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 regulatdry 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’s proposal, by contrast, would subject entire classes of transactions involving
government securities (and other Treasury Amendment instruments) to an additional regulatory
scheme that may or may not be consistent with existing law. In particular, the CFTC’s draft
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-makes reference 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 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 of CFTC regulation, the draft legislation
prepared by the CFTC does not clearly exempt this market from CFTC regulation.

2. Exemption for Foreign Currency Transactions.

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 person who is not currently regulated by one of the
federal bank regulators or is not a broker-dealer or investment company regulated by the
Securities and Exchange Commission. A “retail castomer” 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 of more 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 CFR. §
230.501, which delineates a class of sophisticated investors 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 enforcement actions in the area where needed® while
preserving the legal certainty originally intended by the Treasury Amendment.

B. mgummm&m@mwniﬂﬁaﬂ&mm

Treasury pe rceives no need for CFTC regulatlon of transactions mvolvmg 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 legislaticn 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 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 current CFTC regulatlons but that are not cxphmtly
listed in the statutory definition.

'3 The recent CFTC enforcement actions have involved forelgn 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 CFTC regulatory authority over such transactions could mean
that they do not occur, since the CEA 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.

Finally, Treasury believes that it is neither necessary nor appropriate to expand the scope of the
CFTC’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 of the definition of retail customer -- should not be subject to regulation under the CEA.
Institutional participants, whether currently regulated 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 of enforcement actions the CFTC has brought over the
years have been in the context of bucket shops dealing with unsophisticated retail customers.

Creating a 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 of the foreign currency futures and options market could have
a spillover effect 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 vagaries 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
manipulaticn 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 goal shared by Treasury. The law would te 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 ard/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 available. 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 subiject to federal regulation. ,



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 merchants, and government securities dealers and
brokers, will not be deemed to be organized exchanges; rather, the definition mcludes entities that
serve as a marketplace for arms’ length transactions.



TreaSury Amendment Legislation

SEC. 101, TREASURY AMENDI\/{EN'I' CLARIFICATION.
Section 2(a)(1)(A) of the Commodity Exchange Act (7 U.S.C. 2(ii)) is amended--
(a) by striking clause (ii) and inserting the following:

“(ii) Except as provided for in subsection (iii), this chapter shall not apply
to and the Commission shall have no jurisdiction 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 conducted 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 U.S.C. 6b &
60) and any antifraud regulation promulgated by the Commuission pursuant to 4c(b)
of the Act (7 U.S.C. 6¢(b)) shall be applicable to 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.” '

“(iv) This chapter 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-- ‘ '

(D) is a contract of sale for future delivery, or an option on either a
future or a commodity that is not a security, and

(1) 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 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 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.



78¢(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 of a person described in subclause
(a), but only to the extent that the affiliate conductsa -
transaction (other than a transaction conducted on an
organized exchange) covered by section 2(a)(1)(A)(ii) or
section 2(a)(1)(A)(iv) through such a person.

~ (IT) 'UNREGULATED PERSON

The term “unregulated person” means any person other than
a regulated person.

(ITI) RETAIL CUSTOMER

The term “retail customer” means any natural person other
. than--

(a) a 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 $300,000 in each of those,
years.

Provided, that the term “retail customer” shall not include .
any person o 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)(ui) 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 contract 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) = physical or electronic market place or similar
facility through which unaffiliated persons, for their own
accounts or for the accounts of customers, 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 (IlI)(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 section 3(a) of the Securities Exchange Act of
1934 (15 U S.C. 78¢c(a)).

(V) OPTION

.~ The term “option™ means a transaction described in Section
4¢(b) of this Act.”

SEC. 102. SAVINGS CLAUSE.

Nothing in section 101 of this Act shall be mterpreted as altenng 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
currercy from 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 transactions 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 values, yields, or rates on the listed instruments.
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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 commodlty that is not a security and is conducted on an organized
exchange.

”  «c b 14

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
Govemors of the Federal Reserve System, the Office of Thrift Supervision and the Federal
Deposit Insurance Corporation. The definition is intended to include banks, savings associations, .
foreign banks, holding companies, operating subsidiaries, affiliates, service corporations, Edge
Act corporations, and Agreement Corporations operating under section 25 of the 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 of such persons, but 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 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 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 of which 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, are not “organized exchanges”. .
. J
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”, “oﬁ'er put”, “call”, “advance guaranty”, or “decline guaranty”.

S Y3

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 now regulated by the Securities and Exchange Commission.
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CHAPTER ONE: FISCAL DISCIPLINE

CONTRACT
WITH
AMERICA



DEPARTMENT OF THE TREASURY 94-138209
WASHINGTON, D.C. 20220

September 26, 1994

iNFORMATION

MEMORANDUM FOR SECRETARY SENTSEN
- UNDER SECRETARY }

From: . -Alicia Munnel ' 5¢:w' . ;}
Economic Polic o P AN
y . ;--."-""\;“ ! H ’{,
Subject: REPUBLICAN CONTRACT WITH AMERICA .
Sunmarys:.

Attached are Q&A‘s on the “contract with Amerlca” to be announced by
House. Republicans tomorrow.'

Discussion:

Tomorrow Republican Representatives and candidates are scheduled to
announce their “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 majorlty in the House.
of Representatlves.“

At present, 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 amendment.

Leon Panetta, Robert Rubin, and Laura Tyson have spent some time
today briefing journallsts according to one 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.” .

Attachments

Edward S. Kmgnt



CONTRACT WITH AMERICA: OVERVIEW

Question: 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
identified 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 provxde
tax cuts go awry before. ‘

I remember in early 1981 hearing about proposed economic
policies that would balance the budget by 1984. But in 1984
the budget deficit was five percent of GDP; we‘re still
cleaning up from that policy mistake.

2t the end of 1980, the federal government owed $709 billion.
At the end of 1992, the government owed $3 trillion. More
than 15 cents of every dollar 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 budget without substantial spending cuts. I
remember that in 1981 projections of balanced budgets relied
cn 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 deflClt that President
Clinton is cutting in half.

Today, anyone puttlng forward 1eglslat1ve 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. .
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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
amendment, at least, be a good thing?

Answer: First let me draw a dlstlnctlon- the “contract with
America” says that they will pass a balanced-budget amendment; it
does not 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

w1ll balance the budget is hard--although President Clinton has made
a very good start. ’



IRA PROPOSAL IN REPUBLICAN "CONTRACT WITH AMERICA"

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 supported?

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". '

I have always supported the concept of encouraging individuals to save, and I
thought IRAs 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



Question:

Answer;

i

- REPRESENTATIVE ARMEY’S FLAT TAX

What do you think about Representative Armey’s Flat Tax proposal? Wouldn't
it be simpler and fairer than the current income tax system? ;

Although Congressman Armey'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 taxation 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 hxghcst-mcome
taxpayers.

Third, there are many transition problems that are simply not addressed in
Congressman Armey’s proposal. For example, those who saved and
accumulated wealth with after-tax dollars would incur significant windfall losses,
since the business tax only allows deductions for new investment.

DWORIN/XAA
-622-0269
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SUBJECT: - Republican "Contract With America" Proposals
SUMMQRY:

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 Federal Budget is prepared, and the way Federal
regulations 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 solutions suggested may (with modification) be acceptable to
the Administration, 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 prepared

DISCUSSION:

The Contract consists of eight proposals that apply to the way
the Congress operates, including a proposal requlrlng a three-

_fifths majority 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.
Constitutional amendments do not require Presidential approval,

"but they do require 2/3 majority vote for passage in the House

and Senate, and approval by 3/4 of the states,

In his memorandum of October 17 (copy attached), Eric Toder had
provided you with revenue estimates for all the proposed tax ,
cuts, and an analysis of their overall distributional impact. In '
this memorandum, we briefly review each of the bllls, and provide
additional comments on the most important proposals. We also

touch upon the issue of "pay-fors."

it

EXECUTIVE SECRETARIAT
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1. BALANCED-BUDGET AMENDMENT AND LINE-ITEM VETO
"The Republicans are proposing a balanced budget/tax
limitation 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
enforcement mechanisms or sanctions if either of these
requirements 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 is no provision, however, for a waiver
during a recession. The amendment would require a 3/5 vote of—
the Members in each chamber to raise the debt limit and to raise — -
taxes. $Social Security would be included in all budgetary &—
totals, making it susceptible to cuts to achieve balance. The
amendment would take effect in 2002 or two years—after-
ratification, whichever is later.

" A number of Republicans have said that they will make passage of
a balanced budget amendment one of the first priorities in the.
first one hundred days. Last year the Balanced Budget Amendment
to the Constitution received 63 votes in the Senate, four short
of the two-thirds needed for passage. In the House, the .
AmendmeifTt—Y&ceived 271 votes, 12 short of the two-thirds needed
for passage. Of course, by itself, passage of a balanced budget
amendment does nothing to cut spendlng 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 1t if the 3/5 requlred vote for tax increases
was 1nc1uded

The press has also reported that Senator Dole and Congressman

Gingrich have agreed to take Social Security out of budget

totals. Mr. Dole and Mr. Gingrich may seek to exclude Soci

Security from the Balanced Budget Amendment calculations. sinceL//,//’
Social Security is currently running a surplus, this would

increase the deficit reduction needed to balance the budget in

the near-term. ,It 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 totals in those years would look very much like a 9//////
gimmick. ;
In addition to these broad problems, the proposal has several .
serious technical 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
recessionri. 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, and the Congress pass, .a balanced full-employment budget
-—-a budget based on the assumption that the economy does not fall
‘short of its productlve capacity.

Second, the key enforcement mechanism in the proposed amendment

may well turn out to be the three-fifths vote requirement for . -—
raising the debt limit, because the balanced budget amendment
provides no. sanctions if the budget is in deficit. Budgets,
“however, are only estimates, and economic and technical
assumpticns 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 L
problem, if one desired, can be corrected by requlrlng only a
majority vote in both houses to raise the debt 1limit.

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’s taxes. 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. ‘

Llne-Item Veto
The Contract includes a proposal for a leglslatlve line-item

veto. Under this proposal, the President could rescind any

' d
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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 chamber.

'In addition to discretionary budget authority, under the
Republican plan, 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
providing a benefit in the form of a differential treatment to a
particular 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
dependents, 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 overturned with two-thirds votes in each chamber. To be
enacted, the Contract’s version must overcome a potential .
filibuster in the Senate. It is not clear whether this measure
could survive a filibuster in the Senate. .

This proposal is different than the expedited rescission proposal
that passed the House last year. .Under this bill, the President
would also send rescission measures back to the Congress and

each chamber would be required to vote on it. However, if either
chamber rejected the rescission by a majorlty vote, it would be
kllled.

A second potential problem with the Republican proposal is its
decision to include targeted tax breaks as candidates for
rescissions. 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 glve the President this type
of rescission authority.

Finally, Mr. Gingrich has said that if the line-item veto pasées,
it should begin in President Clinton’s term. Whether other
'Republicans would go along with this effective date is unclear.

2. THE TAKING BACK OUR STREETS ACT

\ ”Tbls Republican proposal ‘includes stronger truth-in-
sentencing, ‘good faith’ exclusionary rule exemptions, and
effective death penalty provisions. The proposal also would
cut social spending from this year’s Crime bill to fund

wh
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. prison constructions and additional law enforcement ’‘to keep
people secure in thelr neighborhoods and kids safe 1n 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 goals 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" prov151on, 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 problematlc.
'The debate over this Republican proposal is llkely to mirror the
summer-long debate over the Crime bill.

3. THE PERSONAL RESPONSIBILITY ACT

"The Republicans wish to discourage illegitimacy and teen
- pregnancy by prohibiting welfare to minor mothers, denying
increased AFDC for additional children conceived on welfare
(the famlly cap), cutting spending for welfare programs, and
requiring AFDC recipients to work after two years on
welftare."

Welfare Eeform

The Administration bill has provisions similar to, but more
moderate, than each of the Republican proposals. Instead of
prohibiting welfare to minor mothers, the Administration bill
would recuire them to live at home. Instead of denying AFDC for
‘additional children conceived on welfare the Administration bill
would give states the option to deny these benefits. And the
Administration bill combines a two-year limit with work
requirements. : :

Most of the Republican welfare-reform ideas are potentially
acceptable. Tougher work requirements and a family cap were both
considered seriously by the Welfare Reform Working Group.
However, denying AFDC to minor mothers would greatly 1mpa1r the
social safety net and may result in a large increase in
homelessness, partlcularly in center cities and poor rural areas.



‘-5—:

The Contract envisions paying for expensive work requirements.
(about $10 billion in 5 years). This may be funded by a
significant cut in other spending especially AFDC, which could
shift costs onto the states and private charitable organizations.
Changing AFDC into a discretionary program would eliminate the
government guarantee to provide for poor children. -

4. THE FAMILY REINFORCEMENT ACT

"The Republicans support stronger child support enforcement,
tax incentives for adoption, strengthening the rights of
parents in their children’s education, stronger child
pornography laws, and an elderly dependent care tax credit
to reinforce the central role of families in American
society.” ‘

Stronger Child Support and Pornography Laws

'

Child support enforcement and stronger child pornography laws are

proposals the Administration can support if properly crafted. /

The Administration child support enforcement section of welfare /
reform has been supported by both Republicans and Democrats. ;

Tax Incentives for Adoption

The Tax Reform Act of 1986 repealed a deduction of up to $1,500
for the expenses of adopting a child with special needs and
replaced it with an outlay program with several components.
States are 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 special needs adoptees are eligible for continuing Federal-
State assistance under Title IV-E of the Social Security Act.
This assistance includes Medicaid. Other adoptees may be
eligible for continuing assistance under state-only programs.

The proposial 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
be under the budgetary responsibility of agencies with
responsibility for, and knowledge about, special needs adoptions.

Credit for Elderly Dependents'

A taxpayer is entitled to an exemption of $2,450 (for 1994 and
indexed tliereafter) for each dependent claimed. Generally, an
elderly person may be claimed as dependent of another taxpayer if
that taxpayer provides more than half of the support of the

- elderly dependent and the elderly dependent has income of under

$2,450, apart from nontaxable income such as Social Security
benefits. . C

o
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The proposal will provide a refundable $500 tax credit to
taxpayers who provides care in their home for a disabled 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.

5. THE AMERICAN DREAMVRESTORATION 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 1ndexea\§or inflation.

This proposal is estimated to cost about’$85 bmlllon over the FY
1995-99 Budget period. It is the most expen51ve 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 1ncrease

very rapidly beyond the Budget period. _

The propesal is a very generous middle- and upper-middle income
tax cut that 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 llablllty.
Thus, for example, it would not benefit families receiving an
EITC refund. .

Back-Loaded IgAs

The propcsal allows individuals (regardless of income) to
contribute up to $2,000 a year into an "American Dream Savings
Account” (ADSA), but the contributions are not tax deductible.
Rather, ASDA earnings are not taxed, and all withdrawals are .
~ exempt from 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 home, higher education expenses, or medical expenses,
including purchase of Jong-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 rieutral over the FY 1995-99 Budget period (because the
ADSA is back-loaded and because of the roll-over feature), but
will lose significant revenues in post-1999 years as accounts

k.
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grow and earn tax-free status. Under the Senate 10 year budget
rule, this out-year revenue loss w111 require oﬁfsets.

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 "Merriage 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 '
"marrlage penalty" 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). This "two-earner deduction" was repealed in the Tax

. Reform Act of 1986, because it rather imperfectly dealt with 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 "scored" 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
under United Nations command. It also promotes the
‘restoration of the éssential parts of our national security
funding to strengthen our national defense and maintain our.
credibility around the world’."

-
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7. THE SENIOR CITIZENS FAIRNESS ACT

“The Republicans wish to raise the social éecurity earnings
limit which currently forces seniors out of the work force,
repeal the 1993 tax hikes on social security benefits and
provide tax incentives for private long-term care insurance
to let Older Americans keep more of what they have earned
over the years."

Raising Social Security Earnings Limit : /

The proposal 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 security earnings test. Such factors included their
health, preferences for leisure, savings, pension income, the
size of social security benefits, and employers’ demand for
elderly workers. For these same reasons, they are unlikely to
seek employnment once retired, even if the earnings test were
repealed. - '

Among those who currently work, many would not increase their
work effort in response to change in the earnings test. Either
they currently 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 substantlally raising the limit
(or repealing) the earnings test is the short-term budgetary
cost. 1In the long-run, an increase in .the exempt earnlngs
limitation could be accommodated with the scheduled increases in
- delayed retlrement credits. ' ‘

Reduce Taxation of Social Security Benefits

The rationale 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 1ncrease, which affected only about 13
percent of taxpayers receiving Social Security benefits, was
estimated to raise $24.5 over the FY 1994-98 perlod. 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.
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Ssubsidies For Long Term Health Care

The proposal, which would allow tax-free withdraws from IRAs,
401(k) plans, and other qualified pension plans to purchase long-
term care insurance, and allows accelerated death benefits and
long—term care benefits to be paid from life insurance policies
without specifying parameters under which such amounts can
deplete the policies’ funds. The 'proposal allows tax deductions
for long-term care premiums, tax-free long-term insurance as a
tax-free benefit, similar to provisions included in the
Administration’s Health Security Act. 1In addition, the proposal
would permit the tax-free exchange of a life insurance or annuity
policy for a long-term insurance policy.

8. THE JOB CREATION AND WAGE ENHANCEMENT ACT

"This proposal calls for small business incentives, capital
gains cut and indexation, neutral cost recovery, risk
assessment/cost-benefit analysis, strengthening the
Regqulatory Flex1b111ty Act and unfunded mandate reform to
create jobs and raise worker wages."

//go Percent Capital Gains Exclusion and Prospective Indexing \\\\\\

The proposal allows individuals to exclude 50 percent of their
net long-term capital gains income. In addition, individuals can
deduct any capital 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. 1In
addition, by indexing ba51s, taxpayers are less likely to be
taxed on lnflatlonary gains.

However, w1den1ng the gap between regular income and capltal
gains income increases the 1ncent1ve 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. A{//,/’///,,
ﬁ\\ﬁeutral Cost Recovery System | ‘

The proposal allows taxpayers to claim a depreciation allowance
which increases each year, such that the totality of all the
allowances claimed exceeds the cost of the asset. The systenm,
which adjusts each year’s deprec1at10n for inflation plus a 3.5
percent real rate of interest, is deSLgned to allow taxpayers

-
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writeoffs whose present value is just equal to the cost of the
asset (i.e., to be 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 decllnlng balance method. 1In 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 (1n the tens
of bllllons 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 51gn1fmcantly offset the
positive effects of the reduction in the tax component of the
cost of capital. The proposal also prov1des significant
“opportunity for tax sheltering labor income (especially for
higher~-income individuals). , ,

Risk Assessment/ Cost Benefit Analysis

This proposal requires cost-benefit or risk assessment analysis
of major agency regulations relating to human health, safety, or
the environment, and limits on unfunded mandates on state and
local governments. Under current law, agencies must submit to
OMB a Regulatory Impact Analysis (cost-benefit analysis) for
regulations imposing costs greater than $100 million. Under
current practice, however, agencies have. not taken this
requirement seriously, and regulatory review has lapsed. The
proposal would strengthen the requirement to provide analytical
justification 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 reguirements 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 recent suggestions
from economists and public policy ahalysts of all political
persuasions, and is consistent with the position generally taken
by the economic agencies in interagency discussions.

Republican Congressional staff is generally well-informed on
these issues, and on the staff level, has submitted rational and
well crafted changes in current agency practice. It remains to
be seen, however, whether the political actors will feel bound by

-
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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 Reform

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
consumers, and removes useful products and services from the
market. The President has spoken about the issue, and is on the
record as supporting reform of product liability laws as a way to
encourage economic growth while protecting the»consumer.

Limits on punltlve damages would relieve juries of some of the
discretion they now enjoy in setting punitive damage awards,
reducing the uncertainty to business. The English Rule would
make it more difficult to bring litigation and thus reduce the
number of suits. While few deny the benefits of product
liability reform, legal and economic analysts continue to debate
the merits of limiting punltlve damages and imposing the English
rule.

Depending on details of the Republican proposal == thch have not
yet been released -- it could be, on balance, elther beneficial
or harmful. Cj—

, S ]
10. THE CITIZEN LEGISLATURE ACT

A first-ever vote on term limits to replace career
politicians with citizen legislators.

* &

‘?aying 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 through 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 the microeconomic 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 GDP or future unemployment rates, remain unchanged.

However, the use of revenue estimates that allow for
"macroeccnomic feedback" effects (i.e., that assume that the key
macroeconomic variables will change) may be required for
Congressional scoring, with the thought that such effects would
allow tax cuts to "pay for themselves". (A consistent approach,
which might not be suggested, would also require that the adverse
macroecorniomic effects of spending cuts also be taken into

account.)

One of the reasons current and past Administrations have accepted
the convention of ignoring "macroeconomic feedback" effects is

the great uncertainty regarding the magnitude of these effects,

and the ability of different analysts to obtain vastly different
estimates. For example, in their letter to you on GATT fun
Congressimen Gingrich and Saxton provided estimates of the
"macroeconomic feedback" effects on revenues resulting from the,
GATT tariff cuts ranging from $300 million to $115 billion over)
the Budget period. For this reason, if improperly used,

inclusion of "macroeconomic feedback" effects has the potential

to seriously damage the fiscal constraints imposed by the '
Congressional Budget Act. It could, effectively repeal the pay- —T]
as-you-go rules. Moreover, since Treasury would continue to omit
"macroeconomic feedback effects" from its revenue estimates, a
procedure which we also believe is consistent with OMB’s
interpretation of the Budget Enforcement Act, bills passed by the
Congress may be subject to sequestratlon under that Act.

Attachment
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SUBJECT: - Estimates of House Republican Tax Proposals

The Office of Tax Analysis (OTA) 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.

Recornmendation. That Treasury make this analysis available to the White House. but refrain

from direct panic? atio%'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 | presents the 5-year revenue effects: Table 2 presents the
distributional effects.

The proposals would increase revenue by about $2.4.billion in Fiscal Year 1995 and reduce
revenue by $120.1 bllhon over the 1995-99 period. In the 5-year budget estimating period. the
largest revenue losses would come from two proposals -- a $500 per child tax credit for families
with adjusted gross income less than $200.000 (S85.0 billion) and a S0% capital gains exclusion
with indexing for gains after January 1. 1995 ($30.9 billion).

Two of the proposais would lose substantial reveﬁue after 1999 even though they increase
revenue in the 3-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) would

increase revenue by $25.4 billion in 1995-99 by reducing depreciation deductions in the first

few vears of an asset’s life. but would reduce revenue by about $2.6 billion in 1999 and much
more in subsequent years by allowing business firms ultimately to deduct much more than' 00
percent of the purchase price of assets. The proposal to allow taxpayers to establish b‘S’EK/
loaded" Individual Retirement Accounts (IRAs) would raise $0.2 billion between 1995 and 1999
because of the revenue pickup from taxpayers who pay a one time tax (in four annual
installments) when they convert existing IRAs to the new back-loaded IRAs. The proposal
reduces revenue by S0.1 billion in 1999, however, and the revenue loss will increase rapidly
after 1999 when the conversion from front-loaded to back-loaded . IRAs. is completed.

The capital gains proposal loses revenue every vear, but the 3-vear estimate understates
its long-run cost because the revenue loss every vear increases more than proportionately with
the eccnomy. The loss from indexation is initially small because indexing only applies (0
prospective gains. but then increases rapidly as. relauvelv 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
perceniage of after-tax income.  Taxpayers with income over $100.000 would receive over half
the benetits of the tax cuts. In the long run. the. proposal would reduce tax burdens as a

" percentage of after-tax income by 2.3 percent on average. but by 3.9 percent for taxpayers with
‘income over $200.000 and by less than 1.9 percent in all income groups less than §75.000.

Because some of the tax cuts reduce the present value of tax burdens much more than they

reduce tax pavments in the short-run. the total annual tax benefit shown in Table 2 (5110 billion

per vear) is much larger than the average annual tax reduction in Table 1 (about 524 billion).
‘The attached note explams the difference between the revenue and dxsmbuuonal estimates.

§
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Table 1

CONTRACT WITH AMERICA - REPUBLICAN' REVENUE PROPOSALS

, o 10117194 , : U Fisealvears
Proposal 01:54 PM ' ‘ . : 1995 1996 1997 ! 1998 1999 1995-99
~ - . : « ~ ($billionsy - T
1 Refundable $5,000 tax credit for adoption expenses . V ’ ) 00 -0.0 0.2 -0.3 -0.3 0.8
2 Refundable $500 tax credit for eldercare expenses o ‘ 00  -01 03 03 -03 -09
3 $500 per child tax credit for families with AGI < $200,000 : 00 -117 -234 :245 -254 -85.0
4 Reduce marriage penaily o ' 00 -10 .20 20 2.0 -7.0
5 Establish back-loaded {RA *f : : 6o 01 02 0.0 -0.1 02
-6 Phase-in repeal of new SS thresholds (85%) enacted in 1993 ‘ : 00 05 -1.9 32 -4 -9:8
7 Long-term care lax incentives . ' : . i -
a Long-term care insurance : 00 03 09 10 11 - 33
b Allow tax-free payment of accelerated death benefits undet life insurance policies : . 00 -0.0 -0.0 -0.0 -0.0 -0.1
8 50% exclusion for indexed capital gains ‘I . - -02 -1.7 54  -103 -133 -.-309
9 Neutral cosl recovery */ . ‘ S 27 8.1 107 6.6 -26 254
10 Small business incenlives ’ — ' A
-a Raise section 179 expensing limit from $17,500 to $25,000 . ' 00 -0.7 11 -08 -0.6 -3.3
b Clarity home-office deduction ' 00 -01 01 -01 -01 -04
- Increase estate tax exemption from $600,000 to 5750,000 . e , o 00 00 -1 1 -1.4 -1.8 -43

2.4 -79 -256 -37.3 517 - -1201

Department of the Treasury |
Olfice of Tax Analysis

*/ Large revenue losses outside the FY 1995 - 1999 budget window.



Tabilee 2
' ‘ , . ‘ PRETIMINAIRY
lax Proposals in House Republican "Contract with America® (1)

{19494 Income tevels)

f ederal Taxes Under Current | aw (¥} Change i federal Taxes (3) Total Faderal Taxes After Change
As aPercent | As a Percent As aPercent | As a Percent ) As a Peicent | As a Peicent
Faruly Economic . . of Pre~Tax | of Atier—-Tax of Pre—~Tax | of After—Tax ' of Pre—-Tax | of After—Tax
income Ctass (4) © Amoun! Income Income Amount Incomie Income . Amount ncome Income
(000) Loose. | () (%) ($8) (%) (%) (s8) (%) (%)
0-10 64 75 81 ~-04 -05 - -05 60 . 7.0 76
10 - 20 258 94 103 -19 -07 -08 239 .87 96
20 - 30 54 7 138 160 -40 -10 -12 50.8 128 14.8
J0 - 50 1523 173 209 ~-126 -14 . -1.7 139.7 159 192
50 - 75 204 | 194 236 -164 -15 -19 187.7 176 217
75 - 100 1752 205 258 ~153 ~18 : -23 1599 187. 235 -
' . 100 - 200, . 2445 213 271 -242 -21 -2.7 2203 192 244
200 & ovur 2150 233 - 303 -353 -30 - -39 2398 20.3 26 4
Total (5) © 11398 . 195 242 -1104 S19TT =23 1,0293 176 — 218
Depatiment of he Treasury , i Ociobor 16, 1994

()

2

3

(4)

OHice of Tax Analysis - d

This 1able distnbultes the estimated change in lax burdens due 10 the tax provisions in the House Republican “Contract with Arnerica” as speciiiad in the lagislative
language released September 27, 1994. The effect of the proposed change in the astate tax exemption is excluded.

The taxes included are individual and corporate incoms, payioll (Social Security and unemployment), and excises. Estate and gift taxes and customs
dutes are excluded. -The individual income tax is assumad 10 be boine by payors, the corporate income tax by capital income generally, paytoll taxes
(employer and employee shares) by labor (wages.and self —empioymaent income), excises on purchases by individuals by the purchaser, and excises
on purchases by business in proporion o total comsumphon expenditures. Taxes due o provisions that expire prior {o the end of the Budgst period
are excluded

The change in Federal taxes is estimated at 1994 income levels but assuming tully phased in {1999) law and long—run {1999) behavior. The effect of the backlioaded

IRA proposal is measured as the presen] value of tax savings on one year's contributions. The effect of the neutral cost recovery proposal is measured as the prasant
.value of the tax savings from one year's invesimen!. The effact of the praspective capital gains indaxing proposal is the tully phased in tax savings, multiplied by the

1auo of the sum of the present values of prospective indexing over 20 years to the sum of the present values of fully phased in indexing over 20 years, holding

realizations constant. The effect on tax burdens of the proposed capital gains exclusion and prospective indexing are based on the leve! of capital gains realizations .
-under current law. The ncidence assumpions for tax changes 1s the same as for cutrent faw laxes (see footnote .

Famuly Econonuc income (FEI) is a broad ~based income concept. FEIis constiucted by addng to AGH unreported and undetiepoited income, IHA

and Keogh deducions, nontaxable transfer payments, such as Sociat Security and AFDC; employer - provided fiinge banetts; inside bulld—up on

pensions, 1HAs, Keoghs, and ke msurance, 1ax—exemplinterest; and imputed rent on owner—occupied housing. Cagatal gans are compulted on

an accrual basis, adjusted for mtlanon 1o the extent iahable data aliow Inflatonary losses of lenders are subtracited and of borrowers are added.

1twu- 15 @180 an adjusiment for accelerated depreciation ol noncorporate businesses. FEIis shown on a tamily, rather than on a tax retuin t)ds:s The
e e nawe of it memibsns of @ lanuly uiet are added 10 atve ot e family's economic income used in e astibutons,
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House Republican {Contract with America":
Comparison of Revenue and Distributional Estimates for Tax Proposals

Three of the tax proposals in the House Republican “Contract with America” provide
substantially greater tax benefits in future vears than is indicated by the revenue estimates tor
the five-vear budget period. These three proposais are: (1) the allowance of backloaded IRAs

for all taxpavers: 1 2) prospective indexation of capital gains for inflation: and (3) the neutral cost
recovery svstem. :

For the backloaded IRA proposal. the difference between future tax benefits for taxpayvers and
the revenue loss during the five-yvear 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 -
backloaded IRA. The amount rolied over. to the extent not previously taxed. would be subject
to income tax (payable over four vears). which would generate sufficient revenues over the
budget period to. make the proposal a net revenue gainer. However. the (present value of)

|
~revenues collected on the rollovers would. under current law. have been paid in future vears.

so the revenues from this provision only represent a speedup in collections (with some loss in
the present value of revenues because of (the allowance of payments over four years): In
addition. the revenue loss from the tax exempuon of earnings on each vear's contributions to the
new IRAs grows over time. so it is much larger outside the budget period. To represent
properly the benefit to taxpavers from the continuing tax exemption of earnings on IRA
contributions. the distributional estimates measure the benefit as the present value of the tax
savings on one vear's contributions. For thIS calculation. each taxpayer who contributes to a
new backloaded IRA is assumed to remain in the same tax bracket and to begin withdrawals as
an annuity over his or her expected rernamu'lg lifetime at age 65. For contributions in one vear
t 1994 income levels. and taking account jof contributions that would otherwise be placed in
nontaxable investrnents. the present value of the tax savings is S17.8 billion.

The proposed prospective indexation of capital gains phases in over time. so it is not fully
effective until the longest vintage of capital gains is fully indexed. To represent properly the
phasing in of the benefit of prospective indexation. the distributional estimates measure the
benefit as the value of the fullv phased in tax savings. multiplied by the ratio of the sum of the
present values of prospective indexing over| 20 vears (virtually the longest capital gain vintage) -
to the sum of the present values of fully phased in indexing over 20 vears. holding realizations
constant. At 1994 levels of realizations under current law. the resulting present value is 57.2
billion. :

The neutral cost recovery proposal includes a provision to replace the current law double (200
percent) declining balance recovery method! with 130 percent declining balance. This provision

" raises sufficient revenue in the budget period to make the proposal a net revenue gainer. Over

time. the proposal loses substantial revenue because firms eventuaily may deduct much more
than the dollar value of investments in machinery and structures. The neutral cost recovery
svstem provides. in present value terms. the equivalent of expensing of investment. To represent
properly the benefit to taxpayers of the proposal the distributional estimates measure the benefit
as the present value of the tax savings from expensing (compared to using current law cost




recovery schedules) on one vear's investment. At 1994 levels of.investment. this present value
) S : . , b
is $45.3 billion. ,

Including the present value measures for the 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 shows a change in annual tax benefits of $110.4 billion
at 1994 income levels from the "Contract With America” tax provisions.! In contrast. the

. revenue loss from the proposals over the f_x&y_e_a_r budget period is not much more, $120.1

billion. The large difference. as explained above is due to provisions in the "Contract” that
speed up tax collections into the budget perlod and the growth of tax benefits over time inherent
in several of the proposals in the "Contract”

4

* The distributional table excludes the effect of the estate tax proposal, which would increase the exemption
level. - 4
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DEPARTMENT OF THE TREASURY
WASHINGTON

ASSISTANT SECRETARY

| [ NFORMATION
' MEMORANDUM FOR SECRETARY BENTSEN

DEPUTY SECRETARY NEWMAN \7@
FROM: - Alicia H. Munnell@ - \ﬁ

- SUBJECT: o Contract With America Welfare Reform Bill
Summary |

The Republican welfare bill specified in the Contract Wlth Amerlca is hkely
to pass the House. However, its illegitimacy, legal alien, and entitlement cap
provisions raise: 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 §,
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 theu' will be pressure to follow the
House lead and act quickly.

The Contract With America (CWA) bill has several provisions that would
result in tremendous harm to the poor without counterbalancing benefits. First, 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 would require aggregate AFDC, SSI, and Housing assistance funding to
stay constant in real terms. '

While these provisions will almost certainly harm the poor, there is scant
evidence they will achieve policy goals. Studies indicate that welfare does contribute
to a small increase in out-of-wedlock births, but is outwelghcd by other factors.
Therefore, cutting AFDC for out-of-wedlock births to minor mothers will not
significantly decrease illegitimacy (especially since the majority of women who have .
children out-of-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 elimiriating welfare payments would discourage the immigrants that 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 eliminate the social safety net since these

EXECUTIVE SECRFTARIAY
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benefits would no longer be guaranteed to qualified applicants.

It would be an unmitigated disaster if a bill with these proivisions arrived on
the President’s desk. The President cannot veto a welfare reform bill without losing
his New Democrat 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 African-Americans. And Hispanics would interpret the legal alien
provisions as a personal attack 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. Further, 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 S
Congress. Therefore, the longer the Administration can delay passage of the bill the
more willing Repubhcans will be to compromise.

~ Given the specter of a Gingrich et. al. welfare reform, the Administration
should carefully consider the kind of swap option proposed by Senator Kassebaum. -
She argues that the Federal government should give states responsibility for the
three primary welfare programs -- AFDC, Food Stamps and WIC. In return, the
Federal goverriment would assume primary responsibility for Medicaid. The general
features of this proposal were originally developed. by the staff of the National
Association of State Budget Officers. Subsequently, it was the core element of the
Reagan Admiristration’s "Federalism Initiative" and has been considered in a variety
of schemes to sort out mtergovcmmental responmbﬂmes

While the devilisin the details, such a swap has much to recommend it. It
responds to thi

hat the best ideas for welfare reform are being worked out
at the state level'and it is likely that different approaches are appropriate for
different states. Further, given a choice between a Gingrich welfare reform and
those of Bill Weld or Pete Wllson, I would certamly opt for the govemors ‘
approaches.

The swap alsc'provides a powerful tool to slow down the Republican
juggernaut. It will help expand the wedge between those Republicans who hate

~ government arid 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 implications for states, virtually every governor, including the Republicans,

- would enthusiastically support a sensibly structured swap. The swap might be even

more attractive if it were expanded by turning back to the states virtually every.

housing program and combining most training programs in a block grant so that

states are provided the necessary tools to address welfare reform.



