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

June 3, 1997

MEMORANDUM FOR THE PRESIDENT

FROM: - Robert E. Rubin ® o<
: Lawrence H. Summers

SUBJECT: ~ Decision Memo for the Tax Package

There are several issues that need your attention as we attempt to influence the tax bill that is
being developed in Congress. This memo summarizes the issues that arise in each portion of the
tax package, presents recommendations that have been developed in a series of meetings held by

. your economic advisors, and, where decisions are needed, highlights the choices that need to be
made. The tabs following this memo provide a more detailed discussion of the issues in'question.

OUR RECOMMENDATIONS

Education

Phase in Hope Scholarship and Tuition Deduction to attain fuil levels you proposed after '
1999, drop B- requirement and eliminate offset of Pell Grants against allowable credits

Child Credit

Apply to child under 13 through 2002, child under 18 thereafier; refundable to families
with at least $2,000 of earned income, but no or insufficient tax liability to use full

credit; optional Kidsave to establish nondeductible backloaded IRA type savings vehicle
with amount of credit, but with earnings distributable tax free for child's education, and
possibly child related events, or for parent's retirement ' '

- Capital Gains

40% exclusion for long-term capital gains (with AMT rate on capital gains reduced to

- 24%); oppose indexing of basis; expand targeted small business capital gains relief on
qualified stock held 5 years by increasing eligible gain from $10 million to $20 mullion,
liberalizing eligible assets to qualify as active business
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Alternative Minimum Tax (AMT)

Make modest changes to eliminate standard deductions and personal credits (such as
Hope and child credit) as preferences in AMT taxable base

Home Office Deduction

Allow home office expenses if substantial management and administration takes place at
home, although primary business activities is outside, if no other office is available

Estate Tax Relief

Give special exemption for $900,000 of value in qualified farm and small business in
addition to $600,000 value of unified credit; increase estates ehgxble for liquidity relief in
payment as proposed in your FY 98 budget

Urban Initiatives and Other Budget Items
Our suggested package contains a complete set of FY98 Budget initiatives, inclhding the
expansion of EZs and ECs, Brownfields, CDFI and the welfare-to-work tax credit and
tax incentives for FSC software, D.C., and Puerto Rico, and the equitable tolling
provision. It extends expiring provisions that we do not make permanent, including the
R&E tax credit, deduction for contributions of appreciated stock to private foundations,
the work opportunity tax credit and the orphan drug tax credit. '
This recommended package is summarized in the table following this memo.

Education

We recommend option 5 below that phases in the full Hope credit and tuition deduction after
1999, '

Accept ' _ Other alternative

Other alternatives:

Phase in full credit and deduction after 2000 (raiher than 1999), but allow a -
larger credit during the phase in period (option 4 below)

Trim Hope credit (péckage 1 below)

Trim deduction (package 3 below) .



Other variations (Elimination of the Pell offset could be phased in, though this
would not save a lot since completely eliminating the Pell offset costs roughly
$3 billion through 2002. The income phaseout ranges could also be altered (the
credit and deduction phase out for joint filers with incomes between $80,000
and $100,000 and single filers with income between 350,000 and $70,000).

The following table presents Treasury estimates of several possible combinations of the
HOPE scholarship and tuition deduction as well as several other education proposals. The
packages illustrate the tradeoffs necessary to fit the HOPE scholarship and tuition deduction into
the $35 biliton agreement. These tradeoffs are necessary in order to offset the increased costs of
the package that would result from dropping the B- requirement (as requested by the education
obby) and the Pell grant offset (as requested by Congressional Democrats). Dropping these two
items is estimated to cost approximately 35.3 billion through 2002.

Each of the options set forth below would eliminate the Pell grant offset and the B- |
restriction. Each option would fully phase in the complete education package by 2003, so the -
tuition deduction would be $10,000 and the HOPE Scholarship would be $1,500. The effective
date of the first four options has been moved back to January 1, 1998, which saves roughly $2.5
billion. The complete education package is fully phased in by 2001 in Option 4 and by 2000
under Option 5. Please note that the Joint Tax Committee may score these proposals as being
more expensive than shown in the table.

Education Packages: Preliminary Treasury Estimates, (Dollar amounts in billions)

1998-2002 1998-2007
HOPE Scholarship, $1,200; Tuition Deduction, $10,000! ‘ 352 89.2
HOPE Scholarship, $1,000; Tuition Deduction, $10,000° 34.1 88.3
HOPE Scholarship, $1,500; Tuition Deduction @15% credit® 349 " 889
Phased in HOPE Scholarship; Phased in 'f’uition Deduction® 35.0 89.0
Faster Phased in HOPE Scholarship and Tuition Deduction® 35.1 89.2 |

"The tuition deduction starts at $5,000 through 1999, and increases to $10,000 thereaﬁer.
*The tuition deduction starts at $10,000 in 1998.
*This variati{;m converts the tuition deduction into a 15 percent credit on expenses up to $10,000 (85,000 in 1998).

“The tuitidn deduction starts at $5,000 thrm;gh 2000, and increases to $10,000 thereafler. The HOPE credit starts at
$1,200 through 2000, and increases 1o $1,500 thereafler.

$The tuition deduction starts at $5,000 through 1999, and increases to $10,000 thereafter. The HOPE credit starts at
$1,000 through 1999, and increases to $1,500 thereafler. The propossl has a 7/1/97 rather than 1/1/98 cffective date.
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Additional Features of the Education Packages

o With money outside the $35 billion, we propose to make permanent the exclusion of
employer-provided educational assistance from taxable income (Section 127), This is a
cause that has been championed by Senator Moynihan and others in the House and the
Senate. Doing so will cost roughly $3.7 billion through 2002.

' Support | Do not support

o A student loan interest deduction would provide relief to many middle-income students
and is politically popular. Adopting the student loan interest deduction in the Republican
Leadership education bill (S.1) would cost $1.8 billion under Treasury scoring.

- The proposal to deduct student loan interest would provide a $2,500 above-the-line
deduction, phased out at $45,000 to $65,000 for single filers and $65,000 to
$85,000 (either for the student or taxpayer claiming the student as a dependent) for
joint filers. :

___ Support Do not support

o We are developing proposals to aid K-12 school construction (and other activities) in
poor neighborhoods, as urged by Congressman Rangel and others. States would be
permitted to allocate a fixed annual amount of tax credits (based on population), much as
they do currently with low-income housing tax credits. The States could allocate the
credits for projects in public schools located in empowerment zones, enterprise
communities or that have a high percentage of low-income students. ‘The schools could
use the credits to help pay for construction and renovation projects by giving them as
partial payment to developers who perform the construction work or by selling them.
Each school would be allocated credits equal to a specified portion of construction costs
with the balance to be covered by the State or the school districts.

Support Do not support
Middle Class Tax Relief and Saving Provisions

o. We recommend that the IRA and child credit proposals in your FY98 Budget be
combined into a"Kidsave" credit, which couples the child tax credit with a tax-preferred
saving vehicle that can be used for the child’s education and for the taxpayer’s retirement.
The credit would be refundable for families with earned income of at least $2,000. The,
credit would be as you proposed for children under 13 through 2002 thereafter including
children under 18. See Exhibit A for background. :

Agree Alter and adopt the variation as indicated below



. Drop refundability
Keep refundability, but drop eﬁngs threshold
__ Do not broaden to cover children under 18 after 2003
___ Do not combine with Kidsave saving proposal |
____“_ Make Kidsave mandatory tc; obtain credit
Broaden‘withdrawal options from Kidsave to cover -

First time home purchase by child

A young child's development grant after age of majority

Points to note:
- Refundability would help draw a striking contrast between the distributional effect of
likely Congressional taxes packages and ours.” It also ensues that all working families
faced with the costs of raising children benefit from the child credit.

- If the credit is made refundable, we recommend the earnings threshold, rather than
universality, for two reasons. First, it reinforces the message that "work pays," providing
additional incentive for low-wage families to enter the labor market. Second, it helps
distinguish the refundable child credit from earlier proposals such as the McGovern -
demogrant and Nixon’s Family Assistance Plan,

- If we have a voluntary Kidsave account, your advisors all agree that withdrawals should
be permitted for educational expenses of the child and for the taxpayer’s retirement.
These uses could be broadened to include purchase of a first home (as in your FY98 IRA
proposals), and for "development accounts” for children over 18 (to address concerns
that our tax proposals do little to help families with children who do not go to college).

General Capital Gains Relief

If we are to have broad-based capital gains tax relief as appears certain, our recommended
option is a 40 percent exclusion for capital gains (with the AMT rate on capital gains
reduced to 24 percent). The special AMT rate ensures that the highest tax rate on capital gains
is 24 percent under both the ordinary income tax and the AMT. The 40 percent exclusion leaves
room for negotiating a slightly higher exclusion, but holding firm against capital gains indexing.

~ Accept Other option (listed below)



Q}her options:

50% ex;:lus;ign with 20% AMT rate
Indexing |

Exclusion plus indexing

Separaté rate scheaule (10.5% - 20%)
Separate rate schedule (7.5% - 20%)

The following table provides the cost estimates for several broad-based capital gains options
that we have considered: '

Preliminary Treasury Estimates, (Dollar amounts in billions)!

v | V 1998-2002 -1998-2007
40% capital gains exclusion (w/ 24% AMT rate) -$4.5 -$9.9
50% capital gains exclusion (w/ 20% AMT rate) -$13.4 -$253
50% capital gains exclusion, plus indexing starting 1/1/97 -$32.3 -$96.9
Separate rate schedule: 10.5% for 15% bracket taxpayers, ' ‘
20% for other taxpayers; 20% AMT rate +313.4 +$15.3
Separate rate schedule: 7.5% for 15% bracket taxpayers, 20% “
for other taxpayers, 20% AMT rate +$8.2 +$3.7

Points to note:

o Replacing the current mazimum rate on capital gains with a percentage exclusion
provides the same proportional reduction in the rate on capital gains for taxpayers in all
tax rate brackets. Current law provides a maximum capital gains rate of 28 percent
benefitting only higher income taxpayers.. A 50 percent exclusion as in several current’
Republican bills would lower the top rate on capital gains from 28 percent to 19.8
_percent. For AMT purposes, capital gains would be subject to a special 20 percent rate,
rather than the regular AMT rates of 26 or 28 percent to ensure that the top capital gains
rate is 20 percent for both regular tax and AMT purposes. o ,

.

" All of the estimates shown include the cost of the proposed exclusion for sales of :
principal residences, which costs $1.4 billion through 2002 and $2.3 billion through 2007.
However, they do not include the proposed expansion of the Bumpers targeted capital gains
provision. : C



o Separate rate schedule applicable to capital gains. An alternative means of providing
rate relief would be to tax capital gains under a separate rate schedule. For example, a
special rate schedule could be established with a rate of 7.5 percent for taxpayers in the
15 percent bracket and a rate of 20 percent for taxpayers in higher tax brackets. A special
AMT rate of 20 percent would apply.

- Thus, in contrast to a percentage exclusion, taxpayers in tax brackets ranging from
28 percent to 39.6 percent would be subject to the same special capital gains rate.
This causes a separate rate schedule of this type to be much less expensive than a -

- percentage exclusion because the greatest benefits are given to high bracket
taxpayers who are more likely to have induced realizations from the proposal.
Conversely, less revenue is spent on lower bracket taxpayers who are less likely to
change their realization pattern as a result of the proposal. - Obviously, this type of
separate rate schedule is more regressive than an across-the-board exclusion.

Indexing Capital Gains

We opipose 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, add 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 for many years 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. :

A more detailed ex;ﬁl_anation of the problems inherent in capital gains indexing ts attached as
Exhibit B. ' -

Ex[iand Small Business Capital Gains Proposal (Section 1202)

In 1993, targeted capital gains relief was added under section 1202 the Bumpers bill, for
sales of small business stock. Section 1202 presently provides a 50 percent exclusion for capital
gains from the sale of qualified small business stock held for more than 5 years. Gain eligible for
this exclusion may not exceed the greater of $10 million or 10 times the taxpayer’s basis in the



stock. We recommend dropping the ten times basis alternative and increasing the eligible gain to
$20 million and making technical changes to liberalize the qualification of businesses under section
1202. A more complete description of the proposed changcs to section 1202 is attached as
Exhibit C.

o Iicrease limit on eligible gain. We would recommend that the $10 million limitation

on eligible gain be increased to $20 million and that the alternative limitation of 10 times
basis be repealed as a simplification measure.

Agree w/ recommendation ___Make other change
Other change:

Increase the size of businesses permitted to use the special proposal from $50
million to $100 million of assets. Note, however, that increasing the limit may
draw available capital away from smaller firms that were the intended
beneficiaries of the provision.

Increase percentage exclusion of gain from 50% to 75%

Points to note:

We recomrend that the current law 50 percent exclusion and maximum tax rate of 14 percent be
retained. [Even if a broad-based capital gains exclusion were .adopted, section 1202 would still be
more favorable because the maximum rate for other capital gains likely would be about 20
percent. However, if you desire to grant even more generous treatment to small business stock,
the exclusion under section 1202 could be increased to 75 percent, i.e., the maximum rate under
section 1202 would be reduced to 9.9 percent. (In either case, taxpayers subject to the AMT
would be Sllb}CCI toa 14 percent rate. ) :

Reform of the AMT

We recommend a modest reform of the AMT by eliminating from its base the standard

~ deduction and allowing personal credits (Hope, child credit) against AMT liability as well as the

regular tax. We recognize the overwhelming policy merit of a broader package in our memo in
Exhibit D.

Accept modest reform
Urge broader reform

Do not mention AMT reform



Points to note:

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 23 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 traditionally viewed as
aggressive or abusive of the tax system. The iteras that will force taxpayers onto the AMT
are staie 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.

As described in Extubit D, Treasury has developed an AMT reform package. Adopting
it, however, will raise two major political problems. 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 still disproportionately benefits higher-income taxpayers because
more of them are subject to AMT than middle-income taxpayers. Second, because the
“~ costs of the AMT increase sharply over the 10-year budget window, tackling the

problern makes it more difficult to challenge Congressional Leadership proposals thh
the criticism that costs explode in the out years.

"o Our recommended reform simplifies the AMT, but does not solve the long run problem.
Going further is arguably the best choice on purely policy grounds, but raises difficult ,
political problems. It would also force you and your advisors to make the correct, but
difficult argument that AMT costs explode in the out years because we are saving.
millions of taxpayers from a future unexpected tax hike, while other proposals cause
costs to explode in the out years because they cut taxes for wealthy taxpayers.

Home OfTice Deduction

Under the Supreme Court’s holding in Commissioner v, Soliman, a taxpayer may not take a home
office deduction if the home office is used to perform the administrative and management activities of
the taxpayer’s business, but the taxpayer performs his pimary business services at another business
location. In response to Soliman, several proposals have recently been made to allow taxpayers to
take a home office deduction in these situations. The Treasury is generally supportive of allowing a
deduction in these situations, but believe that certain technical modifications are necessary to the
proposals that have been offered. First, changes should be made to ensure that de minimis -
management activities would not qualify the taxpayer for the home office deduction. Second, the
proposal should be drafted in a manner that does not cause commutmg expenses to become
deductible. A more detailed explanation of the home office deduction is attached at Exhibit E.

Accept proposal ’ Other



"Costs of the Packagé in the Second )Ten Years

Exhibit F shows the 10-year cost of two different suggested tax packages. 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. They concluded that the net tax cut
from 2008-2017 would be $650 billion under the terms of the budget agreement.

The 2008-2017 cost of the first package {detailed at the end of the exhibit) is roughly $650
billion. The cost of the second package (with the minor AMT reform) would be roughly $440
billion in the second ten years. ‘

Distributional Effects of the Tax Packag'e

In Exhibit G you will find six tables showing distnibutional effects of different Administration
and Congressional tax packages. '

0

The first two tables show very preliminary estimates of the distributional effects of a
proposed tax package. As explained in the exhibit, the packages you are now considering
are likely to have a somewhat more progressive distribution than shown in the Tables.
Nevertheless, the qualitative patterns shown across various packages are likely to be
similar.

- Treasury will promptly prepare distributional analyses for the package you are
shaping to get a better sense of how our suggested package compares to
alternatives.

The next two tables show the distributional effects of the FY98 budget proposals. They
target 80 percent of the tax relief to families in the middle three quintiles of the income
distribution.

The last two tables show memmagy_@ngmh calculations of the distributional
effects of S.2. Tt is provided here to give you an idea of what the distributional effects of
a Congressional Leadership package might look like.

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. It provides a greater share of tax relief to
the top quintile than the Budget proposals, but less than §.2.

10
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Dlustrative Baseline Tax Package: Very Preliminary Treasury Estimates (except where noted)
Dollar amounts in millions, May 30 1997

1998-02 1998-07

Education package . _ .
HOPE scholarship, $1000; Tuition Deduction, $10,000 \1 : - -35,128 . -89,174
Rangel K-12 schoo! finance tax provision, Plug Number o -1,500 -6,000

‘Make Section 127 Permanent 2 ' . -3,674 -8,443
‘Student Loan Interest deductibility -1,837 -4,419

Middle-Class Tax Relief and Saving Provisions : '

Refundable Kidsave Credit \3 ‘ \ . =77,830 -193,457

Individual AMT reform, start in 2003 \4 _— 0 -5,536

Capital Gains and Estate Tax Relief : 4
40% CapGn Exclusion and 24% AMT A -3,123 -7,603

Super-Bumpers Plug Number \5 ' -1,000 -3,000
President's Home Sales Provisions \$ ‘ : -972 -1,700
Daschle Estate Tax Proposals (JCT) c -3,200 -10,200
Home Office Provision, Plug Number : -600 -1,300
Urban Initiatives . :
Distressed Areas Initiatives \6 -2,339 -3,815
Welfare-to-Work ' . -551 - =577
Other Tax Incentives \7 _ -1,282 -6,243
- One-year Extensions of Expiring Provisions -2,242 --2,250
Gross Tax Cut ’ ~ | 135278 -343,717
Revenue Offsets . , : 50,001 110,488
Total Net Cut . S : - 85,277  -233,229

\l The proposal drops the B- rule and Pell offset to HOPE. Effective 7/1/97. The HOPE credit is $I'
and $10,000 thereafter.
Includes 10% employer credit for small business training. :
A refundable child credit for children under 13 with an optional $500 nondeductible IRA for educ:
The earnings test is indexed beginning in 1998. The nondeductible IRA is available for each chil
The credit is phased-out between $60,000 and $75,000 of AGI. The phase-out range is indexed
\4 Assumes the eractment 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
\S Stacked after the 50% exclusion
\6 Expand Empowerment Zones and Enterprise Communities, Brownfields, and CDFI
. \7 Equitable tolling, Puerto Rico Tax Credit, FSC software, and DC incentives

VI



DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

. June 2, 1997

MEMORANDUM FOR SECRETARY ROBERTE. RUBIN
DEPUTY SECRETARY SUMMERS

FROM:  ponwusick N0
| * 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 proposeé $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 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 outstandmg tax
llablhty or as a refund.
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way of subsiding certain expenditures for three key reasons. First, the IRS cannot verify
health insurance or child care expenditures prior to payment of the tax credit, and it is difficult
to recapture erronecous 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 réturn 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 aré 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 unhkcly that a rcfundable $500 child credit (with
an earnings threshold) will change thxs

Proposing refundability of the Kidsave credit may also deflect attention from EITC
problems. Doingso 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 eEements of
© the tax systern. ‘

A refund.able $500 child credit may also be compared, unfavorably, to various negative
income tax (NIT) proposals of the early seventies (including proposals by both Senator
McGovern and President Nixon). Our proposal would differ from an NIT in two key respects:
first, the credit would be limited to families with children; and second, recipients would be
limited to workers with earnings above a certain threshold. In contrast, NITs extend a551stance
to al} low-income individuals.



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

June 2, 1997

MEM ()RANDUM FOR SECRETARY ROBERT E. RUBIN

: DEPUTY SEC /KBY 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
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 [RS.

Principal p_I‘oblefns 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. '

Qut year costs. Treasury estimates that the indexing provisions in §.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 iato the law. Under current law. a taxpayer can
generally compute the gain from the sale of an asset simply by comparing the amount received
from the salz 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 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 dlstmctlon between
debt or equity more important,

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

Arbitrage. Any form of preferential treatment for capital gains creates the potential for
arbitrage and distorts investment incentives in favor of assets qualifying 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 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. ' ’

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
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a pre-tax basis. On an after tax basis, in the absence of anti-arbitrage rules, the same
taxpayer would be $44 ahead (the $1,000 interest deduction would reduce tax liabilities
"by $396 while the 900 capital gain would produce tax !iabilities of $252; the net $144
tax savings would more than offset the $100 pre-tax loss). Note Lenders are oﬁen
tax-exempt, so-that mterest 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 to adjust for inflation. Given
the recen: 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.



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

June 2, 1997

- MEMORANDUM FOR SECRETARY ROBERT E. RUBIN

DEPUTY SECRETARY SUMMERS

FROM: o DON LUBICK [/ '
o ACTING ASSISTANT SECRETARY (TAX POLICY)

SUBJECT: A Small Business Capnta] Gains Proposal (Secnon 1202)

The following merho 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 mammum rate of approximately 20
percent under a 50 percent capital gains exclusxon

‘0 The limit on eligible gains would be increased from $10 million to $20 million and
indexed for inflation. Inflation indexing would begin in 1999. The alternative hrmtatlon
of 10 times basis would be repeaJed as-a simplification measure.

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

o Certain anti-abuse rules that could unnecessarily dxsquahfy certain businesses would be -
lxbeanxzed : :

- 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 (jii) 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 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
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 ehg1b1hty form along with their
corporate tax returns.

o The $50 millionllin'ﬁt 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 potential for taxpayers to never pay
any capital gains tax if gains are rolled over for life.

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



DEPARTMENT OF THE TREASURY
WASH!NGTON, 0.c. 20229

May 30, 1997

- MEMORANDUM FOR SECRETARY ROBERT E. RUBIN
' DEPUTY SECRETARY SUMMERS

]
FROM: | DON LUBICK 14 l/

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 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.

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)
altow 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. : ' '

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 -



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 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 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 bemg
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
unréformed, will reduce the value of the child credit and HOPE credit, so to make these
iitiatives work correctly, the AMT must be changed.

o Adopt a middle (though closer to doing nothing) approach. Ifthe 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 guidance 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 SECRETARY SUMMERS

FROM: " DON LUBICK L~
: o ACTING ASSISTANT SECRETARY (TAX POLICY)
SUBJECT: | Home Office Deduction

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 prevent the proposals
from affecting the deductibility of commuting expenses. :

Current law

Under current law, a home office deduction is generally allowed with respect to the use of a
taxpayer's residence only in limited circumstances, including where a portion of the home is exclusively
used on a regular basis as the taxpayer's "principal place of business.” In Commissioper 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 prmc1pal place of business,
because his primary services were perfonm:d at the hospitals.

Congressional propesals

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
Horne-Based Business Fairness Act of 1997" would treat a home office as a "principal place of business”
if () the office is exclusively used by the taxpayer to conduct essential administrative or management
actvites ona regular and systematic basis, and (ii) the taxpayer has no other location to conduct these
essential administrative or management activities. Thus, under the bill, a home office deduction would
be allowed under circurnstances where the taxpayer's home is not in fagt the taxpayer's principal place

of business.

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

While we generally agree with the approach of the bill, certain consideratiens must be addressed.
In particular, the curredt 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. 1t is important that
we make every effort to avoid turning back the clock and creating a level of ambiguity that would result
in more disputes between taxpayers and the IRS. To address this concern, we believe that the services

‘being performed in the home office must be both substantial and essential . This would avoid allowing

a home office deduction where only a de minimis amount of administrative or management activities are
conducted. Also, we agree with the bill’s treatment 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 concerned that the bill would affect more than home office deductions. By changing
what qualifies as a principal ‘place of business , it would also permit deductions for currently
nondeductible commuting expenses. We beheve the effects of the proposal should be limited to home
office expenses. , . .

We would add a section 280A(c)(1)(D) to allow a home office deduction in cases where (1) 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. -




FROM:"

DEPARTMENT OF THE TREASURY
WASHINGTON, D.C. 20220

June 2, 1997

| MEMORANDUM FOR SECRETARY ROBERT E. RUBIN

DEPUTY SECRETARY SUMMERS

ey (A%
ACTING ASSISTANT SECRETARY (TAX POLICY)

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

The attached tables show the 10-year cost of two different suggésted tax packageé; The
packages include: '

0

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 backloaded IRA to finance the children’s college education or the taxpayer s
retirement.

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.

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. Inaddition, the President’s capital gains
proposal for home sales is included, as well as a liberalization of Section 1202, the capltal
gains preference for venture capital,

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 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.



- Alernatively, the child credit could be expanded beyond its 3500 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 methodo]ogy‘ appli.ed to package 1 (with the full AMT refbrm)'wou!d imply that
our 2008-2017 net tax cut would be roughly $690 billion, This figure is likely to be overstated,

- however. Qur 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 tough adjustment is made for a reasonable path for the child
credit, the 2008-2017 cost of the first package is roughly $650 billion. '

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



{lhustrative Baseline Tax Package: Very Preliminary Treasury Estimates (except where notzd)

Daltar amounts s millions, May 30, 1997

Education package
HOPE scholarship, $1000; Tuition Deduction, $10.000 \1
Rangel K-12 school finance tax provision (not scored)
Make Section 127 Permanent 2

Middle-Class Tax Relief and Szving Provisions
" Refundable Kidsave Credit \3

Individuat AMT refoim, siari in 2003 4

Capits] Gains and Estate Tax Relief
40% CapOn Exclusion and 24% AMT
Super-Bumpers Plug Number 'S
President's Home Sales Provisions \S
Daschie Estate Tax Proposals (JCT)

Urban Initatives
Distressed Arcas Inifintives \6
Welfare-to-Work

Other Tax Incentives V7
One-year Extensions of Expiring Provisions

Gross Tax Cut
Revenue Offsets
Fotsl Net Cut

{not including Rangel schoo! construction program,
expected o cost 83 bitlion through 2002)

1997

-78

82

-132

400

-10

-40

-10

438

-1,790
6§23

-1,167

1298
3714
645

-11,85%
Q

-835
-50
90

-440

-426
68

-141
-968

-19.232
8,488

10,744

1999

-5.556
-670
-14.045
6

841
-150

-241
-540

-50%
-137

-214
-147

-21,96%

9073

-12,895

17,182
4}

-1,023
-300
-228
-640

-509
-163

<257
-330

-28,239
9,951

-18,288

2001

9,219

-7196

17302

-1,043
-400
-214
-740

-478

422

Bi]
-145

30,760

10,411

-20,349

£
5

-9.962

-833

-17.242

-1,063
-500
-199
-840

-421
61

369

-52
31,542

12078

19,464

2003

-10,113
-874

-19 891
-2,261

-1.015
500
183
-1,000

-368
-20

-345
-8

-36,678
14,202

-25,476

2004

-10,473

914

" -548
-790
-165

-1,200

<326
-5

<387
0

-42,270
11,679

-30,591

2003

-10.732

951

i

o
[
.
FoN

940
-800
-147
-1,400

-292
-1

-429
0

-44,433

12,080

232353

-85S
-0

-127 .

-1,600
-260
0

1,395
0

-50,717

12,538

38,179

001 582

11,447 -35.128

-1,042 23,674
26,520 -77.4%0 -
-11,950 0
728 TS
-1,000 -1,400
-106 972
-1,800 -3,200
210 -2,339
0 -551
+2,405 -1,282
0 -2,242
-57,225 131,741
12,988 50,001
44,237 81,740

129801
-89,174

-8,443

-193,457
34,202

-1.603
-3,400
-1,700

-10,200 -

-3,815
-3

6,243

2,250

-363,064
110,488

-252,576

\l The proposal drops the B- rule and Pell offset to HOPE. Effective 7/1/97. The HOPE crcdat i5 $1.000 in 1998 - 1999 and $1.500 in 2000 and indexed thercafler. The tuition deduction is $5.000 in 1998 and 1999

end $10,000 thereafter.
12 includes 10% employer credit for small business training.

\3 A refundable child oredit for children under 13 with an optionsl $500 nondeductible IRA for education or retirement, The credit is refundable only to taxpayers with camings of $2,000 or more in 1997,
The eamings test is indexed beginning in 1998. The nondeductible IRA is availsble for each child credit allowed. The credit is $200 in 1997, $300 in 1998, and $500 in 1999 and indexed thereafler,

- The credit is phased-out between $60,000 and $75,000 of AGI. The phase-cut range is indexed beginning in 2000,

Y Assumes the enactment of the refundable Kidsave proposal. Among other things, it climinates

several inappropriate AMT preference items (most importantly the standard deduction),

allows personal evedits to offset AMT fiability, and indexes the AMT in 2003

\S Stacked after the $0% exclusion

6 Expand Empowerment Zones and Enterprise Communities, Brownfields, snd CDFI
\7 Equitsble tolling, Puerto Rico Tax Credit, FSC software, and DC incentives
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tHustrative Baxeline Fax 'ackage: Very Prelimbiary 7 reasury Fstimates (ercept where noted)

Dollar amounts in miffions, May 30, 1997

Education package
HOPE scholarship, $1000; Tuition Dcducnon. $10,000 1}
Rangel K-12 school finance tax provision {(not scored)
Make Section 127 Permanent \2

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

Capltsl Gains and Estate Tax Relief
40% CapGn Exclusion and 24% AMT
Super-Bumpers Plug Number \$
President's Home Sales Provisions \S
Daschle Estate Tex Propossls (ICT)

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

Other Tax Incentives 17
One-yesr Extensions of Expiring Provisions

Gross Tax Cut
Revenue Offsets
Total Net Cut
{not Including Rangel school construction program,

expected to cost 83 billion through 2002 and
$8 billion through 2007)

1997

-78

-82

-732

-400

-10 -

-40
-10
438
-1,790
623

-1,187

1598

3,714

" 845

-11.855

[4]

-835
-50
-9

-440

426
68

-141
-968

-19,232
8,488

-10,744

1299

-3.556

-670

-14,049

844
-150
-241
-540

-505
-137

-214
-747

-21,968
9,073

-12,895

2000

6,677

-730

-17,382

-1.023

-300
-228
-640

509

-163

-257
330

28,239
9,951

-18,288

2001

49,219

-6

-17,302

T .1,043

-400
-214
~740

478
122

-301
-145

-30.760
10,411

-20.349

2002

9,961

-B33

-17,242

- -1,063

-500
-19%
-840

-421

61

369
-52

-31,542

12078

-19.464

2003
~10.183

874

19,891
-382
1,015

<183
-1,000

~368

20

2345
-8

-34,799
11,202

-23,597

2004

-10,473

914

-22,450
<760

-945
-700
-165
1,200

=326
-5

<387
0

-38,3258
11,679

-16,646

2005

-10,732

-951

-22,287
-1,013

940
-800
-147

-1,400

-292
-1

429
0

-38,992
12,080

-26,912

2006 2007
AL2BY 11447
988 -[,042

-24,479  -26,520

1,412 ° 1,969
855 725
900 -1,000
427 106

-1,600  -1,800
260 -230

0 0

1,398 2,408

Y 0

43,297 47244

12,538 12,988

30,759 .34,256

1998-02 129807
35,128 -89,174

3,674 8,443

77830 (193,487

9 -3,536
-4,123 -7,603
-1,400 -5,400

<972 «1,700

23,200 10,200
2339 3,818
581 577

-1,282 -6,243
-2,242 -2,250

131,741 -334,398
50,001 110,488

81,740 223910

\I The propasal drops the B- rulc and Pell offset to HOPE. Effective 7/1/97. The HOPE creditis Si,OOO in 1998 - 1999 and $1,500 in 2000 snd indexed thercafler. The tuition deduction iy SS.,GOO'}n 1994 and 1999

and $10,000 thereafler,
2 Inclades 10% employer credit for small business training.

3 A refundable child credit for children under 13 with an optional $500 nondcduchblc IRA for education or retirement, “The credit is :cfundable only to uxp:ycu w;th eammgs of 32,00(} or morc n |997

The eamnings test is indexed beginning in 1998, The nondeductible IRA is available for each child credit allow
The credit is phased-out between $60,000 and $75,000 0of AGL.  The phase-cut range is indexed beginning in

W Assumes the enactment of the refundable Kidsave proposal. Among other things, it eliminates
several ineppropriate AMT preference items (most importantly the standerd deduction),
- allows personal credits to offeet AMT lisbility, and indexes the AMT in 2003

Stacked after the S0% exclusion

SEG

Expand Empowerment Zones and Enterprise Communitics, Brownficlds, md CDH
Equmble tolling, Pucrto Rico Tax Credit, FSC software, and DC incentives
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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: poNLuBIcK 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).

- 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 distnibution, 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 dtstnbuuon

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

- might look like.

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

o- The upshot is that the current package targets more relief than either the Budget or 5.2
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. It provides a greater
share of tax relief to the top quintile than the Budget proposals, but less than S.2.

H
“



Very Prel iminarx

Baseline Tax Package as of May 30, 1997 {'i )

(1998 Income Leveis)
Total Tax Change Tax Change as a Percent of;
Number . Current Family
of Average Percent Federnl Economic
Family Economic Familes | Tex Change | Amount(3) | Distribtion | Taxes (4) Income
| income Quintile (2) (mions) | . (5) (SM) (%) (%) % |
Lowest (5) ‘ . 218 82 1768 46 1407 086
Second 22 ~244 5435 . 143 882 -1.00
Third : - 23 -296 £592 17.3 -4.18 -0.69
Fourth 23 -397 -8841 232 -2.86 -0.55
Highest - ' 23 584 15228 . 400 -1.67 037
Total (5) 113 342 -38040 1000 262 051
Top 10% 1.1 999 11125 292 - -1.68 038
Top 5% 56 -1559 -8689 228 -1.78 -0.41
Top 1% 1.1 -3718 4173 110 - 1.61 (.40
Depanment of the Treasury May 30, 1997

Office of Tax Analysis

(1) This table distributes the estimated change in tax burdens due 1o the tax proposals in the following illustrative baseline tax package:
i) Hope Scholarship credit (31000 through 18599, $1,500 in 2000, indexed beginning in 2001; no B minus ruls; wnd no Fedaral grant
offset} and tuition tax deduition ($5,000 in 1998 and 1999, $10.00C thereafter); i) Pormanent extension of Section 127; ili) Kidsave
crouit: 3 $500 refundable child credit ($2,000 samings tast) for chiidren under 13 with an optional maximum $500
back-loaded IRA for education of retirement; i) individual AMT reflorm (inctudes siimination of personal sxemption, personal
crodis, and standard deduction preferances); v) 40% capital gains exciusion and 24% AMT . vi) small business capital gains
prefarences: v) $500,000 exclusion ¢f gains on the sale of princips! residence (Presidents FY 1998 Budget proposal);
vi) distessed areas intisthers and other tax incentives in the President’s FY1998 Budget (squitable tolling, Section 836,
and FSC software); snd vii) 55 revenue offsets. the axcise taxes snd soma of the corporate raisers in the President's Budget,

(2) Family Economic Incoms (FEI) is a brosd-based incoms concept. FE| is constructed by adding to AGI unreporied snd under-
reponed income; 1RA and iKeogh deductions; nontaxable trnnsfer payments such a3 Sacial Security and AFDC; smployer-
provided fringe benefits; inside build-up on pensions, IRAs, Keoghs, snd iifs insursnce; tax-exempt interest; gnd imputed rent
on owner-occupisd housing. Capital gains are compitsd on on accrual basis, sdjustad for inflation to the extent that reliable
datz aliow. Inflationary losses of lenders are subtracted and gains of borrowers ars added. Thers i also an adjustmant for
accélemod depraciation of noncorporats busis . FE| Is sh on & farnily rather than » tax-retum basis, "The economic
incomes of all members of n family unit ars added to arrive st the family’s economic income Used in the distributions.

(3} The change in Federni taxes is estimated at 1998 income levels but sssuming fully phas;sd in (2007) law and behavior, For the
‘Kidsave propasal, the change is measured as the present velue of the tax savings from ono yess's contributions. The effect
of the capital goins propossl is based on the level of capital gains reslizations undel current iaw.

{4) The taxes included are indivitdual srd corporate income, payrell (Social Security and unemployment), and excises. Estate and
 gift taxes and customs duties are axcluded. The individual income tax is essumed to be borna by payors, the corporate
income tax by capital incoms g&ﬂmlty. payToli taxes (employer and smployee shares) by labor (weges and seif-empioyment
income), sxcises on purchases by individuals by the purchaser, snd axcises on purchases by business in proportion to total
consumplion expenditures, Federal taxes are estimatad st 1958 income levels but assuming 2007 lew and, therefore, excluda
provisions that expire prior to the end 'oi the Budget period and are adjusted for the effects of unindexed parameters, '

(5) Families with negative incomes sre exciuded from the lowest quintite but included in the total line.

NOTE: Quintiies begin st FE| of: Second $16,950; Third $32,563; Fourth $54,758; Highest $83.222 Tep 10% $127373; '
Top 5% $170,100; Top 1% $408 551,
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Very Preliminarz

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

" {1998 income Levels)

Tota! Tax Change - Tax Change as a Percent of:
Number | - . . | Cument | Famiy
Family Economic o Average 1 Percent Federa! Economic |
income Class (2) Fanlies | Tax Change | Amourt (3) | Distribution | Taxes (4) Income
{000] {millons) $) (SM) (%) {%) (%)
0-15 . 185 €5 @ -1208 32 -12.95 0.77 .
15-30 218 233 5084 134 -10.13 -1.05
30.40 121 -270 -3250 85 - 523 -0.78
40-50 97 -299 -2902 76 ‘ -3.97 0.67
50 - 80 79 357 . ~2814 74 358 085
80-75 ‘ - 5.4 403 3798 . 100 317 -0.60
75.100 ' 117 -395 4618 129 . 230 046
100 - 200 ) 156 ‘-422 6575 173 -1.52 £0.32
200 & over 38 %S -7613 200 -1.80 0.42
Total (5) M3 ~342 -38040 100.0 -2.62 -0.51
Depantment of the Treasury \ May 30, 1997
Office of Tax Analysis

{1} This table distributes the estimaled change in tax burdens dus to the tax proposals in the following Hustrative baseline tax paciage:
) Hope Scholarship csadit (31000 through 1999, $1,500 in 2000, indexed beginning in 2001; no B minss rule; and no Federal grant
offset) and tuition tax deduction ($5,000'in 1958 and 1399, $10.000 thereafter); li) Psrmanent extension of Section 127, §i} Kidsave
credit; a $500 refungable child credit {$2,000 samings tast) for chilkdren under 13 with an options! maximum 3500
back-loaded IRA for education of retirement; iv) individual AMT reform (inciudes slimination of personis! sxemptian, personal
credits, and standsrd deduction proferences); v) 40% capital gains exclusion snd 24% AMT: vi) small business capital gains
preferences; v) $500,000 exclusion of Qains on the sale of principsl residence ‘(Prnidcnfs FY1998 Budget prepoal);
vi) disvessed areas initiative’s and other tax incentives in the Presidents FY 1938 Budpet (squitable tolling, Section 536,
and FSC softwara); and vii) s revenue offsets: tw excise taxes snd some of the corporste raisers in the President's Budget.

(2) Family Economic Income (FE) is a brosd-based incoms concept. FEIis coastructed by adding to AGH unreported and undei-
rapanted income; IRA and Keogh deductions; nontaxable transfer payments such a3 Social Security and AFDC; employer-
provided fringe benefits; insicde build-up on pansions, RAs, Keoghs, and life insurance; tax-exempt intefest; and imputed rent
on owner-occupied housing. Capital gsins are computed on an sccrual basis, sdjusted for Infiation to the axtent that retiable
data aliow. Inflationary losses of inders are subtracted and gains of borrowers sre sdded. Thave is atso an sdjustment for
accalerated depreciation of noncorporste businesses. FEI is shown on a family rather than s tax-return basis. The economic
incomes of all members of a family unit are added W arrive st the family’s sconomic income used in the distributions .

{3} The zhangs in Federa! taxes is estimated st 1998 income levels but sssuming fully phased in (2007) law snd behavior. For the
Kidsave proposal, the chanpe is measured 83 the pressnt velue of the tax uvings'hﬁm one yesr's conftributions. The sffect
 of the capi-iai pains proposal is based on the level of capital geing reslizations under curtent law.
. i

{4} The tixes included sre individuai and corporate income, payroll (Socisl Security and unempioyment), and axcises. Estate snd
gift taxes snd custom’s duties sre sxcluded. The individual income tax i sssumed to be borme by payors, the corporate
income tax by capital income gonesally, payroli taxes (employer and employee shares) by labor {wages snd self-smployment
income), excises on purchasss by indnidusts by the purchaser, and excises on purchases by business in proportion (o total
consumption expenditures. Federsi taxes are estimated st 1998 income levels but sssuming 2007 law and, therefors, exclude
provisions that expire prior 1o the end of the Budgpet period snd nre adjusted for tha sffects of unindexed parameters.

(5) Families with negative incomes sre inciuded in the total ine but not shown separately.
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Tax Proposals in the President's FY1888 Budget (1) -

(%998 income Levels)

Total Tax Change Tax Change as a Percent of:
Number ) Current Famiy
of Average 'Percent Federal Economic
Family Economic Famiies Tax Change | Amount (3) | Distribution Taxes (4) Income
Income Quintile (2} {millions}] (3) {$M) (%) (%) (%)
Lowest (5) | 216 12 251 1.3 200 0.12
Second 22 -90 -1999 10.2 325 037
Third - 223 -240 -5331 273 -3.38 -0.56
Fourth 23 -377 8384 430 2.72 -0.52
Highest 223 —?_82 -4064 208 -0.45 010
Total(5) 1113 175 19518 100.0 -1.34 026
Top 10% 11.1 T34 376 --1.9 0.06 0.01
Top 5% 56 235 1.313 6.7 0.27 0.06
Top 1% 11 935 1,049 5.4 0.40 0.10

Depantment of the Treasury

Office of Tax Analysis

(1} This table distributes the estimated change in tax burdens due to the tax proposals in the President's FY 1998 Budget.

12

(3)

{4

{

I

')

Family Economic income (FEI) is a broad-based income concept. FEIis constructed by adding to AGI unreported and under-
reported income, IRA and Keogh deductions; nontaxabie transfer payments such as Social Security and AFOC; empioyer-
provided fringe benefits; inside build-up on pensions, IRAs, Keoghs, and !ité insurance; tax-exempt 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 lerders are sublracied and gains of borrowers are added. There is also an adjustment for
sccelerated depreciation of noncorporale businesses. FE! is shown on a family rather than 8 taxvetumn basis. The economic
incomes of el members of a family unit are added (o arrive at the famity' s economic income used in the distribations.

The change in F eceral taxes is estimated at 1998 income tevels but assuming fully phiased in (2007) law and behavior. For the
IRA proposal, ihe change is measured as the present value of the tax savings [rom one year's contributions.

The laxes inciuded are individual and corporale income, payroll {Social Security and unemployment), and excsses ‘ Estate and
gift laxes and customs duties are exciuded. The mdividual income tax is assumed 10 be borne by payors, the corporate
income tax by caprlal income generalty, payroli taxes {(employer and employee shares) by labor (wages snd selte:ﬁpbyment
income), excises on putchases by individuals by the purchaser, and excises on puichases by business in proportion to lotal

consumption expendiures. Federa! taxes are estimated at 1998 income tevels but assuming 2007 law and, therefore, exclude

provisions that expire prios 10 the end of the Budget penod and are adjusted for the eflects of unindexed parameters

Famikes with negative incomes are excluded {rom the lowest quintite bul included 10 the total ine

NOTE Quinties begin 2t FEf of Second $16.950. Thra $32.563, Fourth $54.758. Highest $93.222; Top 10% $127.373,

Top 5% $170.103, Top 1% $408 551

February 13, 1997




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

{1998 income Leveis)
Total Tax Change Tax Change s 8 Percent of;
Number ‘ Current |  Famiy
Family Econcmic of Averages Pervertt Federal Economic
Income Chass {2) Famibes | Tax Change | Amount (3} | Distribution Taxos (4) Incorme
- {000) {milions) %) M (%) (%) {%)
0-15 18.5 15 274 -1.4 264 0.17
15- 30 218 -70 1526 7.8 ~3.04 -0.31
30 - 40 121 -162 -1952 10.0 3.14 047
40 -50 ' 8.7 -268 -2602 13.3 3.56 ~0.60
50 - 60 . 78 o -337 -265% 1386 3.37 0.61
60-75 ‘ 9.4 -356 3441 17.6 383 075
75 - 100 11.7 403 4720 242 C-2.92 -0.42
100 - 200 156 -272 -4246 21.8 0.31 0.06
200 & over 39 342 1337 6.9 0.00 Q.00
Total (5) 1113 475 -19518 100.0 -1.34 -0.26
" February 13, 1997

Department of the Treasury
Office of Tax Analysis
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This table distributes 1he ostimated changs in lax burdens due o the Lax proposals in the President's FY 1998 Budget.

Family Economic (acome (FEI} i & broad-based income concept. FE! is construcied by sdding 1o AG! unreported and under-
reporied income; [RA and Keogh deductions: nontaxable transier payrments such a3 Social Security and AFDC; employer-
provided frings benefils. insids build-up on pensions. IRAs, Keoghs, and life insuiance; tax-exsmpt interes!: and imputod{uﬂ‘
on owner-occupied housing. Capital gains are computed on an sccrual basis, adjusted for infiation 10 the extent that refiable
dats allow. ‘inflatichary losses of landers ars subtracted and gaing of bortowers are sdded. Thare is siso an adjustment for
accelerated deprociation of noncorporats businesses. FE| is shown on a family rather ihan a tax-retum basis, The sconomic
incornes of il mermibers of 3 family unit are added to arrive at the family’s economic income used in the distributions.

The change in Federal texes is estimated at 1998 income levets but sssuming fully phased in (2007) law end behavior. For the
IRA propossl, the change is measured ss the present vaiue of the tax savings rom one years contributions.

The taxes included ste individual and corporate income. payroll (Social Securty and un&mpmwmnt), and excrses. ésm- and
§ifl taxes end cusioms duties ere exciuded. The individual income tax is assumed to be boma by payors, the corporats
incomae tax by capital income generally, payroil Laxes (smployer and smployese sharss) by labor (wages and u!l-cmpl&yrmt
income), excises o purchases by individusls by the purchaser, and sxcises on purchases by business in proportion to total
consumption axpenifitures. Federa! Laxes are estimated s 1998 income levels but assuming 2007 law and, thersiars, excluds
provisions that sxpirs pnos 16 the end of the Budget period and sre adjusted for the sffects of urindened paranvatars.

Families walh negalive incomas are included in the total line but not shown teparately.
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Tax Provisions in the "American Family Tax Relief Act" (S. 2) (1)

{1996 income Levels)

Tax Change
Nurmber Total Tax Change 8s a Percent | Tax Change
of Average Percent of Current | as a Pertent
Family Economic Families | Tax Change | Amount (3) | Distribution |Federsl Taxes| of income
| Income Quintile {2) {millions) {$) (SM) (%) {%) (%)

Lowest {(4) 214 -18 409 07 -2.89 -0.22

Second 218 -109 -2388 4.2 -3.90 0.49

Third 219 -300 6557 116 -4.48 078

Fourth 219 -528 11555 05 4,25 .85

Highest 219 1600 -35007 62.1 4 49 -1.01

Total (4) 109.4 516 56415 100.0 4,42 -0.89

Top 10% 109 v .2330 -25501 452 451 -1.03
Top 5% - . 55 3527 19284 34.2 -4.65 -1.08-

Top 1% - 11 98085 -10496 18.6 473 -1.18

Department of the Treasury

January 23, 1897
Office of Tax Analysis

{1) This table distributes the estimated change in tax burdans due to the tax provisions in the *American Family Tax Relie! Act”

Q)

(S. 2), sponsored by Senators Roth and Lott. The Act includes iRA, child credt, and capital gains provisions. This table
assumes: i) the IFLA provision would have the same distributional impact as that of the backicaded IRA and spousal IRA
in the "Contract with America®; ii) the child tredit provision is the same a3 that in the "Revenue Recongcilistion Act of 1995°
and iii) the capital gains provision is the sams as that in the "Revenue Recornciiiation Act of 1395* except indexing is not
delayed, The Act also includes estate and gift tax provisions which are not included in the table

Family Economic income (FEJ) is 8 broad-based income concept. FElis constnucted by sdding to AG!
unraportod and underreported income; IRA and Keogh deductions; nontaxabls transfer paymaents such
25 Sacial Securtty and AFDC; employel-provided fringe benefits; inside build-up on pensions, IRAs.
Keoghs, and life insurance, tax-oxempt interest; and imputed rent on swner-occupied housing.
Capital gains sre computed on an accrual basis, sdjusied for inflation 1o the extent refiable dats sliow.
inflationary losses of lenders are subtracted snd gains of borrowers are sdded. Thete is alsoan

ied depreciation of noncorporate businesses. FEI is shown on a famity rather
than a tax-return basis. Tha sconomic incomes of all members of » family unit ace sdded to acrive at
the family’s economic income used in the distributions, ‘ /

adjustment for accei

The change in Fedaral taxes fs estimated ! 1996 income levels but assuming fulty phased in law snd long-run behavior.
The eflect of the IRA propossl is measured a3 the present value of tax savings on one year's contributions. The incidence
assumptions fof tai changes is tha sama 85 for CUrent law taxes.

NOTE: Quintles begin at FE! of: Second $15,604; Third $29.717; Fourth $48,660; Highest $79,056;

Top 10% $108,704; Top 5% $145,412; Top 1% $349,425
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Tax Provislons in the "American Family Tax Relief Act" (S.2) (1)

(1996 Income Leveis)

Tax Change

Number Yotal Tax Change as 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) (%) (3M) (%) (%) (%)
0-10 125 -13 -166 03 -2.92 . a3
10-20 16.2 46 <743 13 <346 ©-0.31
20-30 15.1 -131 -1976 .35 -394 053
30-.50 v 27 -306 6957 123 -4.45 078
50-75% 183 -514 -8439 167 -4.21 0.84
75100 108 817 8820 . 156 -4.50 0.95
100 - 200 106 1224 -12932 2.8 4,27 0,94
200 & over 28 -5354 -14883 26.4 -4.70 441
Total (4) 1094 -516 -56415 1000 o442 - -0.89

Depanment of the Treasury

January 23, 1997
Office of Tax Analysis

(1) This table gistributes the estimated change in tax burdens due to the tax provisions in the *American Family Tax Relief Act’

{2)

&)

(4)

{S. 2). spensored by Senators Roth and Lott. The Act includes IRA, child credit, and capital gains provisions. This table
assumas: i) the IRA provision would have the same distributional impact as that of the backivaded IRA and spousal IRA
in the. "Contract with Amenca®; {i) the child credit provision is the same as that in the "Revenus Reconciliation Act ot 1895°
and iii) the capital gains provision is the same as that in the *Revernue Reconcilistion Act of 1995° excepl indexing is not
delayed. The Act aiso includes estate and gift tax provisions which sre not included in the table

Family Economic Income (FEl) is a beoad-based income toncept. FEI is constructed by sdding to AGI

unreporied and urderreporied incoma, IRA snd Keogh deductions; nomtaxable transfer payments such

as Social Security and AFDC; employer-provided fringe benefits: inside bulld-up on pensions, (RAs,

Keoghs, and ide insurance; tax-exempt interest. and impuied rort on owner-occupied housing.

Capital gains are computed on an accrual basis, sdjusted for inflation te the exient reliabie data aliow. L
inflationary losses of tenders are subtrectod and gains of borrowers are added. There is 2iso sn

adjustmant for sccelerated depreciation of noncorporste businesses. FE! is shown on a family rather

than & tax-return basis. The sconomic incomes of all members of a family unkt ace added to arrive at

1he family's econornic income used in the distributions,

The change in Fedaral taxes is sstimated st 1996 incorne levels but assuming fuily phased in law #nd long-run behavior.
The affect of the IRA proposal is measured ss the present value of tax savings on one years contributions. The incidence

assumptions for tax changes is the same s for current law taxes.

Families with negative incomes are inciuded in the total line but not shown separatety.

-
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

December 6, 1996

SECRETARY OF THE TREASURY

MEMORANDUM FOR THE PRESIDENT
Through: | _ Robert E. Rubin {L{ 00—

From: , Joshua Gotbaum
' Assistant Secretary for Economic Policy

Re: Are real wages really falling?

You sent over a recent Business Week article that claimed real wages are still falling, based upon a
report of the Economic Policy Institute. It notes that, while the official Employment Cost Index (ECI)
for hourly compensation had been about flat in real terms since 1987 — and risen in your Administration
~— another measure, based on the same underlying data, shows acontinued drop. Since the difference
between the two is that the ECI controls for changes in the mix of industry and occupation, the article
argues that the mix of jobs is getting worse and that the average person is earning less.

Take it with a grain of salt. There are, as you know, a variety of measure§ of real compensation and
real wages. As the charts below show, many of them have shown an improvement since 1993, though
some have not. Overall, we believe that the fall has stopped and may have begun to turn up.

However, there are measures, including the one that the Business Week article highlights (shown in
red), that continue to show a decline. The Economic Policy Institute has, in its work over the years,
focused on those measures. This narrow focus pamts an overly pessimistic picture.

It is also worth noting that to the extent the CPI overstates increases in the cost of hvmg, all of the
measures below understate the growth in real wages.

Index 87:Q1=100 ‘ ~ Index 93:Q1=100 -
102 - Since 1 887 . EGH- Priv. Comp 102 - Since 1993 .
’ . Mt?wuﬂky |
r BEA Non. I ECI-Prv Comp Entnings EE:\Nanf.
Cormg.
100 |-y , Bus.Como 101 |- vy
. i Frv WES
EC Level . segthly
98 |- Priv, Co::gx EC1- Priv W&5100 — Famngs
96 ) Ay ity Brinngs
" u:ualmdianm . i
r wily, Earnings Usual Median
R ) Whly. Earalngs
94 98 |-
Awmiage Wockly T Loved
[» Entnings e
2r s | TF EC Levet
Pre. Comp.
90 Licwdaa b Locad i Loy paalivstesy o6 L . el o a1
87 88 89 90 91 a2 93 94 g5 96 83 94 . 95 96

Note: All serias deftated by CPIU except for average hourly and weekly earnings, which are deflaled by the CPI-W.
Usual weekly sarnings series shown as a four-guarler moving average, since It is not seasonally adjusted.

" Proparcd by Robert Gillingham, John Roberts, and Karen Hendershot o , , p——
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COMMENTARY

By Aaron Bernstem

_BIGGER PA\!GHEGKS‘YES BETTER PAY, NO

nnual i mnomes ﬁnally rose

last year after six flat . -

years, Wage hxkes]penodi—
cally spook the bond market.

And President Clinton|an-

nounces every chance he gets

that the economy has tumed
the corner. It's all true, and
many Americans are domg bet-
ter since job growth fmally
picked up in the past year or
$0, But don’i celebrate yet:,

There's stroag evidence that

the two-decade trend of wage

stagnation continues unabated
It's easy to get a mxsleadmg :
picture, since the. govemment
conducts a half-dozen wage sur-
veys that all tell d]ﬁ”erent sto-
ries. The monthly senes that
bond hawks watch, which shows
pay outpacing mﬂatmnl is so er-  WW
ratic that most labor economxsts dis-
miss it. The better assessment comes
from a once-a-year sna'pshot taken
each March as part of the Bureau of

Labor Statistics’ survey of labor

costs. The 1996 figure,|released in
mid-Octeber, shows” that compensatlon

_growth still trails consumer prices.

" These numbers “are the best measure
of the income of average American
workers over the longjterm,” says
BLs Conunissioner Katharine G. Abra-

-ham. And while the figures don't in-
clude the pust seven months, there's
little reason to suspect a sharp tum
off the long-term course
DETROIT SWAP. S0 how can incomes
be rising if wages areﬁ t? Slmp
Strong job growth leLs people work
moré hours, so householdq have more
to spend. But that daesnt mean em-
ployees are earning more per hour. In
other words, paychecks are up be-

cause Americans are wor hmg harder
and longer, not because the long-term
trends holding down wages—the shift

ta services, globalization, weak unions,

and so on—have been checked. “All
the long-term wage prablens haven't
gone -away,” says Maryin H. Kosters,
an economist at'the American Enter-
prise Institute, a conservative think
tank in Washington, |

To see. why he's nght, look al the
uLs Employment Cost series. The
data come in two versions. The more

R T R R N S AL

closely watched one, a quarterly in-
dex, triés to measure the same type
of labor year to year: It assumes that
the proportion of every type of work-
er in the economy—factory, service,
professional, blue-collar—doesn't
change. The second version, the so-
called compensation-level survey done
each March, includes occupational, in-
dustry, and other shifts. It shows that
compensation has trailed inflation by
six percentage points since the bu-
reau began keeping track in 1987,
while pay and benefits as gauged by
the quarterly index have outpaced
consumer prices {(chart).

WAGES: STILL
GOING NOWHERE

; HOURLY WAGES AND BEKEFITS
| FOR PRIVATE-SECTOR
105 - WORKERS. IN 1995 DOLLARS
] (1OR THE 12 MONTRS ENOING IN MARCH]
o

[MPLOYAERT
COST INOEX

COMPERSATION
i LEVEL

‘87 88 S 90 91 97 93 3¢ 95 96 |
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DATA BURE ALY OF LABOS STATISTICS, [ LOMMAL B0 Y ISTHTVIE
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While the index offers the
best picture of what employers
pay for labor, the so-called level
is bétter for gauging what em-
ployees earn, says Kosters and
other labor economists. The two
aren’t the same. Take Detroit
auto makers. They recently

union workers, whose pay and
benefits run $43 an hour. But in
i recent years, the Big Three
. have outsourced jobs to suppli-
ers that often pay only $20 an
hour. If suppliers also raise pay
above inflation, the index would
R register real compensation gains.
# But in reality, thousands of
high-wage jobs were swapped
g for lower-paid ones, reducing av-
erage wages. This only shows
up in the level survey. Indeed,
auto workers battled Detroit over
outsourcing in their just-concluded
contracts precisely because the prac-
tice lowers wages in the industry.
TEMP TIDE. Similarly, because the lev-
el method accounts for the shifting
mix of job types, it's the only one that
factors in such trends as the spread
of lower-wage jobs. And these trends

have been big in recent years. For in-

stance, employment in the temporary
help industry has soared by 70% since
1890, to 2.2 million. This pulls down
average wages, because temp jobs
pay $8.79 an.hour, vs. $11.44 for full-
time ones, according to the uLs.

The same holds true when service
Jjobs, which average $15 an hour, pro-
liferate, replacing factory ones that
pay 320, according to the Economic
Policy Institute, a liberal think tank
in Washington. Since 1989, J.million
factory jobs have vanished while ser-
vice jobs have soared by 10 million,
Er! figures show. “The shift to low-
wagre industries continues to pull
down wages.” says gl Chief Econo-
mist Larry Mishel.

Americans are doing betier in u
healthier job market, true enough.
But don't mistake the good news for
the whole story. Plenty of evidence
»nl] \\mghs wages down,

Berustein wuatches workplace
trewds from Waoshington.

granted above-inflation raises to -
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

March 17, 1998

'MEMORANDUM FOR THE PRESIDENT |

FROM:

SUBJECT:

RobertE Rubm Q i (&

Your Africa Tnp

Your Adrmmstranon has developed a significant economic agenda in Afnca in response to the -

" changes on ther
Partnership for

continent in the 1990s. This shift in US policy toward Aftica, articulated in The
Economic Growth and Opportunity that you announced last June, is perhaps the

most ugmﬁcant since these countries attained independence. Its measures are summarized in Tab
A. The major |points of the strategy include:

-- Support for economic reform, including downsizing governments, selling state enterprises,
encouraging private investment, and getting governments to address corruption issues,

-- Positioning trade and investment at the center of our economic relations, and focussing
" bilateral aid on building economic institutions and human capital;

- Promotmg global integration of closed African economies and cncouragmg regional
‘ mtegratlon to expand the size of Afrlcan markcts

-- Increasmg financial support from the International Financial Institutions (IFIs) plus
substantial bilateral debt relief, but only for those countries that demonstrate a sustained
record of reform; and

-- Initiating a dialogue with Africa’s economic leadership at the cabinet level to buxld
consensus on reform and focus attention on the reformers.

Because the financing of our assistance and debt relief comes mainly from multilateral sources,
you will need t;o be careful not to commit more than the fragile coalition we’ve built among the G-
7 can deliver, , nor signal a lessening of our requirement for conditionality which seems now to be
yleldmg good results.

The message o

f your trip nonetheless can be a positive one: you can dramatize to Americans the

enormous changes taking place in Africa (dubbed the “African Renaissance” by President
Museveni), and demonstrate to Africans your Administration’s active support for these changes.
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m “AFRICAN RENAISSANC]E”

The economic facts are striking. The World Bank estimates that average growth in sub-Saharan
Africa rose ﬁom 1.4% in 1991-94 to nearly 5% in 1996, compared to average population growth
of almost 3%. Per capita incomes rose in 31 countries in 1996. Inflation fell in most. Growth in
stronger reformérs such as Senegal, Ghana, Cote d’Ivoire, and Mozambique has reached 5% or
better, while a few like Ethiopia and Uganda reached 10% in 1996. While there still are poor
performers, theylr seem more the exceptnon than the rule. Major investors have taken note, with
George Soros calling Africa “the coming continent.” Tab B provides brief economic sketches of
the countries yo'u will visit, all of which are good performers. v

SUSTAINING AFRICAN GROWTH |

The good results are due mamly to efforts by Africans themselves to cut budget deﬁc;ts free
exchange rates, lmcrease prices paid to farmers, and force public enterprises to forego subsidies.
But basic structural change has been harder. Many countries still are hobbled by bloated public

sectors, depend?nce on a few commodity exports, debt burdens from the past, and corruption.

~ Savings and mvestment rates are low, the private sector is weak, and infrastructure is decrepit.
The reformers have opened their economies substantially in recent years, but the region as a

whole still is more closed to trade and i mvestment than any other on the globe.

Resistance by vested interests and the pain of austerity make it hard to sustain reforms. Yet
reforms must be sustained, for Africa has a long way to'go: at 5% growth it would take nearly
forty years -- two generations -- for per cap1ta income in a typical African country to double from,

say, $400 to $800. By contrast, US average incomes can grow by that dollar amount in one year.

Despite its recent good record, Uganda is just getting back to per capita income levels prevailing
when Tdi Amin took over. Clearly, something more than current reforms is needed.

THE NEW US ROLE IN AFRICA

The Partnership|for Economic Growth and Opportunity is oﬁrvanswer, and it has generated great

" interest in' most |African countries. It aims to bring the benefits of freer trade and expanded cross-

border investment to countries that hitherto have been treated mainly as aid recipients. The most
important stimulus to African growth must come from changes in African policies, not ours; we

_nonetheless can]help take some of the sting out of these adjustments and provide some of the

political cover that African teaders need to push forward. Your Partnership packages a number of
bilateral and multitateral beneﬁts for those countries that want to reform themselves.

‘Trade is Essential -- The African Growth and Opportunity Act, which passed the House last

s
week, provides an extension of the U.S. Generalized System of Preferences for poor African

countries. It alslo expands GSP product coverage for the strong reformers to some commercially

sensitive sectors, like textiles, apparel, and leather goods, that never were included. It also
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removes existing textile quotas on Kcnya and Mauritius, subject to certain safeguards. African
countries provide only a tiny portion of our GSP imports, and only .06% of our textile and
apparel imports -- but these sectors typically are where developing countries build their first

industries. This is why Administration support for enactment of the Africa trade bill is 5o vital,

Financial Assistance -- Even the best African performers are poor, and most will need foreign
assistance for some time. U.S, financial support for sub-Saharan countries is delivered mostly

" through the IFIs. Qur share of the IFIs of slightly under 18% allows us to leverage every dollar
we contribute to at least six dollars of loans. The IMF, addressing macroeconomic stability, and
the World Bank and African Development Bank, focussing on sectoral and development issues,
prowde the largest share of financing, policy guidance, and technical assistance for developing
countries. Most African countries receive this financial support on highly concessional terms.

But a growing body of research demonstrates that foreign aid without reform doesn’t work.
Selectivity is essential, to steer the preponderance of aid toward reformers who will make the best
use of it. Our approach to moblllzmg ﬁnanc;al resources now fully reﬂects thxs pnncaple

hsmgmﬁgu.ﬁuhmnnmm_bxmmu_amlﬁk and that, through the IFIs we are makmg

~ available more concessional assistance to reforming countries than ever before.

Debt Relief -- Another key element of our financial support for Africa’s reforms is deep debt
relief, designed to achieve a sustainable level of debt. Africa’s poor countries already receive debt
reduction of up to 67% from Paris Club creditor govemments under Naples Terms, and for most
of thern nothing more 1s needed.

The Umited States has been a principal advocate of the Heavily Indebted Poor Countries (HIPC)
initiative, to provide up to 80% debt reduction by the Paris Club for the 15-20 countries (mostly
African) that need such relief. Since being approved at the 1996 Lyon Summit, HIPC for the first
~ time made possible relief of debts gwed to the IFIs, In recognition of its strong reform record,

Uganda was the first to become eligible and in April, is expected to receive forgiveness of $700
million in payments coming due. Burkina Faso, Cote d’Ivoire, and Mozambique also have been
declared eligible; we expect Guinea Bissau, Mali, and others to become so in 1998.

" Despite the great benefits accruing to beneficiaries, you will hear criticisms of HIPC: that it is
available only to strong reformers, that the relief should be greater, that it should be delivered
faster. You can respond that: (a) debt relief alone without needed reforms does not provide a
lasting solution; (b) the objective is sufficient debt relief to attain a sustainable level of debt, since
creditors want debtor countries to “exit” from this process too; and © we expect eight countries
to be declared eligible for HIPC relief by this April, and are pressing for interim relief from the
IFIs until the final relief is delivered.

The United States has been preeminent in forging international consensus for more generous debt
relief it Africa. Under your Partnership for Economic Growth and Opportunity, we hope also to
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fully forgive all concessional debts owed to the U.S. by eligible African countries. }3y the year
2000, we expect to have provided nearly $3 billion in debt relief for African countries under these
various initiatives. (Summaries of IFI and debt programs also are at Tab A.)

Broadening the Consensus -- The G-7 Summit process has been useful to create a consensus

‘among other donor countries around our approach to Africa. G-7 members agree, for example,

on the need for African governments to address corruption issues and have supported withdrawal
of IFI programs when those efforts were inadequate -- most recently in the case of Kenya’s IMF
program. We also are proposing to support African efforts to develop a code of “good economic
governance” to which countries could subscribe, and a new regional grouping to combat money
laundering in Africa along lines already followed in other parts of the world. By the same token,
we have committed ourselves to signing the OECD’s anti-bribiery convention by year-end.

The G-7 agree on the need to spur foreign investment in Africa. The risks investors face include

political, economic, and regulatory, and commercial risks. We are attacking some of these risks
bilaterally, through USAID’s technical assistance, OPIC’s investment funds, TDA, Eximbank, and
USDA’s commodity programs. But the G-7 Finance Ministers also are encouraging the World
Bank and African Development Bank to increase investment insurance and innovate with new
financial products, including those appropriate to Africa’s nascent regional institutions and for
projects with regional benefits. We are focussing IFI efforts as well on building human capital,
through more support to the education and health sectors, the use of African consultants, and
training of economic managers at Anglophone and Francophone universities on the continent.

AFRICA INTRIGUED BY THE PARTNERSHIP
P’ve discussed the changed orientation of our economic policies toward Africa on several

occasions. I can assure you that prominent emphasis on your Partnership for African Growth and
Opportunity will be well-received at every stop on your trip.
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The Partneréhip for Economic Growth and Opportunity

In a White House ceremony last June, you announced a “Trade and Development Partnership for -
the Countries of Africa” that parallels the Crane-McDermott legislation just approved by the
House. At the heart of this initiative is a recognition that successful emerging markets in other

~ parts of the world are much more open than African countries to trade. Such openness helps
attract investment, and with it, capital, technology, and management expertise. It also fosters
competition that brings other changes conducive to stronger growth.

In return for positive steps by African governments to libéralize their trade reglmes and create
more attractive investment climates, our initiative includes the following major elements

. Improved access to the U.S. market for African exports, primarily via GSP;
. Enhanced financial support for reforms by the IFIs, since they can provide six dollars or
more of concessional lending for every dollar we put in,
e Stressing support for trade and investment liberalization in our bilateral programs,
~including technical assistance;
’ Policy dialogue to help build a consensus for reform and highlight success stories; and
’ Persuading other developed countries to follow similar policies.

On the last point, we are working with our G-7 counterparts to build on the work of the Denver
Summit by developing financial and economic policy proposals for consideration in Birmingham.
By encouraging other countries to follow our lead, we hope to increase the potential benefits, and
hence the motivation, for African reformers.

Debt Relief

Debt reduction has been an important component of U.S. policy toward Sub-Saharan Africa since
the late 1980s. It is critical for many of these countries because it improves the investment
environment, frees resources for other uses, and permits them to- escape the cycle of repeated
Paris Club reschedulings.

In 1989-91, the United States forgave $1.1 billion in concessional debt owed by nineteen African
countiies. In 1994, we joined the Paris Club in providing debt reduction to eligible countries
under “Naples terms”, providing debt reduction of up to 67%. We have committed to forgive
roughly $250 million in nonconcessional debt for 10 African countries under Naples terms.
Because this action is taken in concert with other Paris Club creditors, 1t leverages much greater
total forgiveness.

The 1996 Lyon Summit acknowledged the need for additional debt relief mechanisms for the
most heavily indebted poor countries (HIPC). In September 1996, agreement was reached on
a comprehensive, coordinated approach by all creditors (multilateral, official bilateral and
others) to assist the hcavﬂy indebted poorest countries that are pursuing rigorous economic
reforms to achieve sustainable debt levels. Uganda, Burkina Faso, Mozamb1que Cote
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d’Ivoire, Bolivia and Guyana were dcclared eligible in 1997 and we expect Mali, Guinea-
Bxssau and other African countries to be declared ehgxble this year. In recognition of its
strong economic reform record, Uganda was the first country to become eligible and is
expected to receive final HIPC relief in April on $700 mxl ion in payments due to foreign
credxtc»rs :

In 1999, the United States also plans to begin a program of bilateral debt reduction under the new
Africa Initiative. We will target countries undertaking the boldest economic reforms to receive .
full forgiveness of the remaining concessional debt which they owe to the United States after Paris
Club debt reduction. For FY1999, we are requesting appropriations to cover up to $1.6 billion in
debt reduction for African countries under the Africa Initiative and in the Paris Club. .

International Financial Institutions (IFIs)
Internztional Monetary Fund/ESAF

The IMF’s Extended Structural Adjustment Facility (ESAF) was created in 1988 to provide
concessional financing to very poor countries facing balance of payments crises. It combines
policy advice and technical support with concessional funding (10 years’ repayment, including S
years grace, and 0.5% interest) to support sound macroeconomic policies.

An ESAF program covers three years, with semiannual reviews by the Fund staff and Board, it
often is the key that unlocks support from the World Bank, other multilateral institutions, and
bilateral donors, as well as debt relief in the Paris Club. Total outstanding ESAF financing as of
Nov. 30, 1997 was $6.95 billion, of which $4.3 billion or 62% went to sub-Saharan countries.
New ESAF commitments worldwide were $1.6 billion in the previous 19 months, of which $908
~ million or $7% went to sub-Saharan countries. Current IMF programs for countries whose
officials the President will meet include:

Botswana No IMF program needed.

Ghana: $222 million ESAF; 2nd annual program, for $111 million, approved 3/23/98.
Uganda: $135.6 million ESAF approved 11/97; HIPC debt relief due April 1998.
Ethiopia: $119 million ESAF approved 7/97; off track; negotiations under way.
Eritrea: No IMF program as yet.

Kenya: $202 million ESAF approved 4/96; off track.

Tanzania: $218 million ESAF approved 11/96.

Senegal: $177 million ESAF completed 1/98; new program expected in June
South Africa: No IMF program.
Zimbabwe: No IMF program.

World Bank/IDA . - <



The World Bank disbursed $2.7 billion of loans to sub-Saharan African countries in 1997, 90% of -
it on highly concessional IDA terms. The Bank also is increasing its support to countries
undertaking ambitious reforms. The United States maintains a 17% share in the World Bank and
a 21% share in IDA.

The International Development Association (IDA) lends to poor countries on 40 year repayment
terms, with 10 years’ grace, at interest of 0.5%. Half of IDA’s projects, representing 38% of the
value of its portfolio, are in Africa. Total outstanding IDA credits to sub-Saharan countries
exceed $18 billion. Areas of greatest activity are health and education ($2.9b), transportation
(32.7b), agriculture ($2.5b), electric power ($1.38b), and water/sanitation ($1.37b).

" IDA’s largest African borrowers in 1997 were Ghana, at $1.7 billion or 3.9% of total lending;
Tanzania, at $1.3 billion or 3%; Mozambique, $1.2 billion; Ethiopia, $1.13 billion; Uganda, $1.1
billion; and Kenya, just under $1.1 billion. Senegal, South Africa, and Eritrea have much smaller
amounts outstanding.

The Bank has created new financing instruments that can be used in Africa, including IDA
guarantees of commercial loans; Adaptable Program Loans to fund long-term development
strategy, and Learning and Innovation Loans to fund pilot projects or help build a country’s '
capacity for managing larger projects. It is strengthening its microcredit activities. IDA and IFC
togethier have created the Africa Project Development Facility to help African countries define
and manage large development projects, and the Foreign Investment Advisory Service to provide
trainirig and technical assistance to member countries on attracting foreign investment.

The IFC is the arm of the World Bank responsible for direct lending to private enterprises. In
1997 it doubled its investments in Africa, from $190 million to a total of $384 million, covering
72 projects in 35 countries. One of every four new IFC investments is in Africa, the highest
concentration of any region.

0 Its largest undertaking anywhere will be a $120 million investment in a greenfield $1.3
billion aluminum smelter in Mozambique that also will be the largest private investment
ever made in that country. The smelter is expected to boost GDP by more than 7%, triple
export earnings, and spark sustainable development via technology transfer and sound
environmental planning,

0 Other IFC activities include technical assistance and feasibility studies, e.g. in developing
capital markets and privatization; infrastructure investment; and training and technical
assistance for African businessmen in management techniques, marketing, and project
evaluation,



The Multilateral Investment Guarantee Authority provides financial guarantees and polmcal risk
insurance to worthy. pnvate investment projects in developing countries. Increased interest in
Africa has led MIGA, since 1991, to issue about $290 million in coverage of forelgn investments
totaling approximately $2.5 billion in 13 African countries.

o Its activities are as diverse as agribusiness in Cameroon, gold mining in Ghana and Mali,
flour milling in Guinea, banking in South Africa, and telecommunications, cobalt
processing, fisheries, and rice production in Uganda. There are more than 230
applications pending for prospective investments in 39 African countries.

0 MIGA also provides technical assistance to member countries on attracting foreign
investment; organizes conferences and workshops on African mining and tourism, such as
a successful one in Denver in 1997; trains African investment agency personnel; and
disseminates information on business opportunities in Affica, including via the Internet.

African Development Bank and Fund

In'large part due to U.S. urging, the African Bank is emerging from the most stringent reform
effort undertaken by any of the Multilateral Development Banks. It has recast its lending policies,
adopted term limits for its President and Board of Directors, conducted a top-down audit,
reduced and reorganized its staffing, and elected a reform-minded President who is continuing to

examine the Bank’s mission and policies. Its areas of greatest lénding activity are agnculture
transpc»rtatlon public utilities, and social sector projects.

o . Negotiations were completed in 1997 on a $1.6 billion replenishment of the African
Development Fund (the concessional lending facility). The US pledge was $200 million
We have paid in $45 million, and have requested the other $155 million for F Y 1999,
Negotiations on a capital increase for the Bank are under way. :

) In countries to be visited, outstanding loan ba!ances,are: Ghana, $115 million/Bank and
$145 million/Fund; Uganda, $22 million/Bank and $167 million/Fund; South Africa has
not borrowed from either; Botswana, $91 mtlhon!Bank and $60 nnlhon/Fund Senegal
$129 Imlhon/Bank and $131 million/Fund. ;

0 The AfDB is positioning itself to play a critical role in Africa’s development. With US
encouragement, lending to the private sector will increase to 25% of total lending. We
also are supporting a move to focus the Bank’s lending on areas wherc it has comparative
strength. '
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Country Economic Sketches
"~ {(In order of visits)

Ghana

Ghana was an early star among African reformers. After Hhitting bottom, economically, in 1983,

the then-new Rawlings government implemented -an adjustment program that won support from
the IMF, World Bank, and other donors. Annual growth rates averaged about 5% over the next
tén years, and the country was thought to have “graduated” from the need for IMF financing by

the early ‘90s. Excessive spending on the 1992 elections, however, set off an inflationary spiral

that reached 71% in 1995 and forced Ghana to turn again to the IMF for an ESAF program.

In the last three years Ghana has energetically courted foreign investment and been rewarded by a
surge of investor interest, especially among Americans. Trade barriers have been simplified and
reduced, investment rules have been made more attractive, and the privatization of Ashanti

- Goldfields two years ago put Ghana on the map for global investors. Problems include lingering
difficulties with fiscal discipline, a need to continue and accelerate privatization in such sectors as
power and transportation, weak mfrastructure and a poor record in education.

llgandzi

Idi Amin virtually destroyed Uganda, but the country began to rebound in 1987 under Yoweri
Museveni and has become perhaps Africa’s best success story. Museveni’s government provided
polxtlcal stabxltty and strong reform backed by the IMF and World Bank; adding strong coffee
prices and maJ or bilateral aid to the mix helped produce growth averaging over 5 percent a year
(10 percent in 1996). Even so, per capita income, at $225 for its 19 million people; only now is
approaching the levels that prevailed before Amin came on the scene.

The government has completely liberalized its trade and investment rules and is courting foreign
investors. Its development strategy emphasizes poverty reduction via labor-intensive growth.
Public spending focusses on social programs such as agricultural research and extension services,
rural water and road projects, health, and universal primary education. In April, Uganda will be-
come the first country to receive comprehensive HIPC debt relief via forgiveness of $700 million
in payments due in coming years. President Museveni plans to spend the money that would have
gone to debt service on education, health, and infrastructure improvements.

3

South Africa’s average per capita income of $3160 in 1995 is one of the highest on the continent
but masks wide racial disparities. In 1996, average white household income was nearly six times
that of blacks; in addition, the latter face enormous unmet needs for housing, education and jobs.
While data in this area are unreliable, black unemployment rates are thought to range as high as
45%. The Mandela government’s goal is to reduce the disparities by fostering economic growth,
improving delivery of social services, and increasing black job opportunities -- with a specific goal
of creating 400,000 new jobs per year by the year 2000.



Economic growth rates rose to about 3.5% in 1996, but the declining value of the currency and
the resulting uptick in inflation and interest rates, plus a decline in capital inflows, caused growth
to slip to a current rate of about 1.8%. A slowdown in Asian export markets, and the declining
world price of gold, have aggravated a problem of declining empbyment in the all-important
mining sector. The good news is that inflation, at 7.4% in 1996, still is low and exports were up
strongly in 1996 due to the cheap rand. South Afiica’s challenge now is to capitalize on its
enviable achievement in racial reconciliation by accelerating growth.

Botswana’s stable political system, sound economic policies, and substantial mineral resources
have transformed the country from one of the poorest in the 1960s to a middle-income country in
the 1990s. GDP per capita reached about $2,900 in the year ending June 1997. Fifieen straight
years of budget surpluses and relatively subdued inflation (8.6% in 1997) have helped.
Unemployment of about 21% and a narrow economic base are drawbacks, however. Mining
activity accounts for about 33% of GDP, 77% of exports, and more than 56% of government
receipts. The government is a large presence, since its revenues are almost 45% of GDP. Asa
member of the Southern African Customs Union (SACU), Botswana is closely tied to South
Africa and cannot unilaterally reduce its tariffs. Close to three-fourths of Botswana’s imports and
about 560% of non-diamond exports are traded within the SACU region, principally South Africa.

Reducing its own role, fostering economic diversity, and supporting private sector development
are the primary goals of the government’s Eighth National Development Plan covering the period
1997-2003. Vice President and Finance Minister Mogae takes over the Presidency April 1, in
advance of national elections in 1999. He has been largely responsible for economic policy over
the last 7 years.

Sencgal

Long one of Africa’s most open and civil societies, Senegal had a poor economic record due to a
stifling, state-dominated economic system that offered the ruling party patronage opportunities.
Since the 1994 currency devaluation, however, there appears to have been a change in outlook,
with the government pursuing a more private sector-led, market-oriented economic strategy.
After a decade of growth averaging 1.9% a year, growth was 5.2% in 1996 and inflation was
3.2%. The telephone company has been privatized, and the electric company, some major hotels,
and other parastatals are on the block. :

Problems include a small domestic market, high production costs, an illiteracy rate of over 50%,
and an unemployment rate as high as 45%; both of the latter figures probably are higher in the
case of women. Senegal is a member of the West African Economic and Monetary Union, one of
the most promising regional integration initiatives in Africa since it is based on a common
currency, single central bank, similar judicial and commercial legal systems, and a customs union
planned to take effect in the year 2000.
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International Monetary Coooperatioén since Bretion
Woods by Harold James, ©1996 by International -

Monetary Fund, pages 37 - 39.

A new consensus on the causes of the Great Depression had shifted the
emphasis away from the favorite villains of the 1930s litecature~—the uneven

- distribution of gold and the sterilizing policies of the Bank of France and
. the Federal Reserve System, or the allegedly excessive monerary inflation of
the 1920s, or strucrural weaknesses in major induserial centers. Rather, the
new view looked at the transmission process of depression and came to the

conclusion that the large short-term capical flows of the 1920s anfl 1930s -
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" capital movemencs as the fundamental ill had been developed by League of |

38 . INTERNATIONAL MONETARY COOPERATION |

had led to disaster. These movements had made it impossible for states to
pursue stable monetary policies; they threatened exchange rate stabiliry and
had made fscal stabilization highly hazardous.

This approach to the interwar economy oriented toward the diagnosis of |

Natdions economists in the 1930s. The most influential academic statement
was Ragnar Nurkse’s International Cuarency Experience (1944). “In the absence |
of international reserves large enough to meet such speculative and often
self-perpetuating capiral movements many countries had resort 1o exchange
control and to other less insidious means of correcting the balance of pay-
menes.” From this historical experience, Nurkse drew the conclusion that .
greater international cooperation was needed: “Buc if, owing to anticipated |
exchange adjustments, political unrest or similar causes, closer control of | |
hot money movements is inevirable, then some of its difficultes and dangers
might be overcome by intemartional understanding.” As a consequence, when |
he wrote about plans for an international bank or monetary fund, Nurkses
added: “f, in addition to trade and other normal transactions, such a fund |
had to cover al! kinds of capzml flight, it might have 10 be endowed wmh
enotmous resources. In fact, no fund of any practicable size might be sufﬁcmnt
* to offset mass movements of nervous flight capital "

The testoration of a multilareral financial system thus depended in :he
view of almost every analyst on control of capital movements for an unlimited | [
time. This approach appealed to Keynes, who had repeatedly asserted his!
skepricism . abour the benefits of both capital exports and capiral imports. |
Keynes fully shared the belief chat capiral flight had been the major interna-
tional interwar problem: “There is no country which can, in future, safely!

|
|
|
|
|
!

allow the flight of funds for pohncal reasons or 1o evade domestic taxation,

or in anticipation of the owner rurning refugee. Equally, there is no counuay,
thar can safely receive fugitive funds, which constitute an unwanred impor:!
of capiral, yer cannor safely be used for fixed investment.”!® It is true that
Keynes added thar the new contrels, which might become a “permanent;
fearure of the post-war system,” should not bring an end to the “era of

intemational investment™ but it would need states and mtcmammﬂ :

agreements o define (in aceordance with nacional priorities) what was desir-
able investment and what was unwanted capital movement. The British!
economist Sir Hubert Henderson noted: “Ie has béen generally agreed in the
United Kingdom that we must recain the right to regulate capical movemencs,
effectively and indefinirely.”"” Many Americans also shared this view. ;

In the United Staces, the feeling thac the capiral exports of the 1920s
had been misused was a commonplace for the Néw Deal. Harry Dexter White,
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7 “Prosperity Has No Fixed Limis” ‘ 39 ;

Assistant to the U.S. Treasury Secretary, and the other major architece of
whar would be the Brerron Woods agreements, fully concurred wich Keynes
that: “The theorerical bases for the belief still so widely held, thar interference f’ 1
with crade and with capiral and gold movements erc., are hammful, are ‘
hangovers from a Ninercenth Century economic creed, which held thar ,
international economic adjustments, if left alone, would work themselves !
out toward an ‘equilibrium’ with a minimum of harm to world trade and /
prosperity. . . . The task before us is nat to prohibir instruments of control E
but to develop these measures of conerol, those policles of administering j'
such control, as will be the most effective in obraining the objectives of |
world-wide susmined prosperity.”® White's immediate superior, Treasury .
Secretary Henry Morgenthau, made the target of these controls much more 5
explicit. The new institutions of the inremarional order would be “instrumen- f
talities of sovereign govemments and not of private financial interesss.” The  }
task char the statesmen should set themselves was to “drive . . . the usurious |
money lenders from the temple of international finance.”® |
The final Brirish proposal was published in April 1943 under the dtle
“Proposals for an Intemational Clearing Union” and preserved all of the
most distinctive features of Keynes's approach: the intemational currency - i
bancar, the quora based on trade in the prewar period, the conol of capital |
movements, and the possibility of the Governing Board of the Union requir-

ing an alceration in exchange rates.
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DEPARTMENT OF THE TREASURY
WASHINGTON, D.C.

October 27, 1998 ’
SECRETARY OF THE TREASURY ! . . . .
Dr. Hans Tietmeyer
President ’
Deutsche Bundesbank
Wilhelm-Epstein-Strasse 14
60431 Frankfurt am Main

Dear Hans:

At our most recent meeting of G-7 Finance Ministers and Central Bank Governors, we agreed -
that it would be extremely useful for you to consuit with relevant international bodies i m order to
develop some recommendations on how to enhance cooperatlon and coordination between the
various international financial regulatory and supervisory bodies and the international ﬁnanc1a1 B
institutions mterested in international financial stability.

We are particularly interested in hearing your views on potennal institutional arrangements and
processes that could help promote more effective international financial cooperation. It is our
view that new, cooperative mechanisms that build on existing fora could make a useful
contribution to these efforts.

One approach that has been proposed would bring together representatives from ﬁnanL:G ‘
ministries and central banks and financial supervisors from key industrial and emerging market
economies, along with the international financial institutions and international regulatory '
authorities. Such a financial sector policy forum would provide an opportunity for ofﬁmals
having a range of expenence and expertise to discuss international financial sector issues across
functional lines. It would also facilitate creation of a system for exchanging information on
financial sector regulatory and supervisory iethods and findings and help begin a process of
coordination, such as a clearinghouse, to match demands from individual countries for technical
assistance in financial regulation matters with the supply of experts. This approach was among
those proposed by the working group on strengthéning financial systems, and we beli’cve it

merits further consideration, at least asa point of departure asyou proceed with youri
consultations.

As you undertake this process, we hope that you take into account the interests of all msntutlons
active in regulatory and supervisory areas. Achieving this will depend on careful consultation

with relevant international institutions as well as a broad range of national authennes mcludmg
key emerging market economies. \ |

1
We believe that the discussions of the working groups on the financial architecture, and the
reports they released on October 5, demonstrate that emerging market economies can make an.
important contribution to the intemational et improve reculatory and supcrvxsory
standards. Tc play such 2 mole, they must be full participants in the process.

[
'



-2.
We do not think it is desirable at this time to identify roles and name potential participants in the
eventual process or forum for ongoing cooperation and consultation. Thus, we would suggest -
that consultation be undertaken through a series of meetings with a broad range of interested
parties rather than by trying to assemble any one particular group, which could prejudge the
ultimate shape of any new forum, In this connection, you may want to consider how the already
scheduled final meeting of the working group on strengthening financial systems (in Buenos

Aires on November 12-13) could help advance your overall effort. For example, you might
formulate a series of questions that Mario Draghi and Pablo Guidotti could put to their group.

We greatly appreciate youf willingness to take on this important issue, as your long e:xperience in
these areas can help us arrive at an effective approach to enhancing cooperation and |
" coordination. We very much look forward to hearing your ideas on how to proceed.

~ Sincerely, o | |

N

Robert E. Rubin ‘Alan Gréepspan

Secretary of the Treasury : . Chairman

.  Board of Governors of the
Federal Reserve System

Do T €. ﬂ.uét«. N | |§
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DEPARTMENT OF THE TREASURY ; K
WASHINGTON

October 16, 1998

ACTION

ASSISTANT SECRETARY

MEMORANDUM TO SECRETARY RUBIN | |

FROM: Timothy Geithner /(«1 ‘ - &

Assistant Secretary for International Affairs ' 5
SUBJECT: Letter to Bundesbank President Tietméyer on Financial Architectiurc
Action Forcing Event

Dr. Tietmeyer was directed by the G-7 to consider new arrangements on how to enhance cooperation and
coordination between the various international financial regulatory and supervisory bodies interested in
financial stability. We recommend that you and Chairman Greenspan send him a letter laying out our

~ vision for this exercise, emphasizing our interest in the mstntutlonai arrangements and the unportance of
being inclusive in his consultations.

Recommendation
That you sign the attached joint letter with Chairman Greenspan to Dr. Tietmeyer.
Agree . Disagree | A Let’s Discuss

Background

The G-7 cornmunique commissions Dr. Tietmeyer as "a member of our group who is also the Chairman

of the G-10 Central Bank Governors, to consult with other appropnate bodies and to consider with them

the arrangements for cooperation and coordination between the various international ﬁns.ncnal regulatory

and supervisory bodies and the international financial institutions interested in such matters and to put to

us expeditiously recommendations for any new structures and arrangements that may be required.”

. . . {

There have been many diverse proposals for creation of a new entity to promote intematgonal cooperation
“on financial supervision issues. UK Chancellor Gordon Brown has called for creation of a Standing -

- Committee for Global Financial Regulation. His Committee would be aimed at filling gaps that currently
exist in the international regulatory infrastructure in relation to promoting financial sector stability, and
coordinating crisis response. Brown conceives of the committee as a coordinating mechanism — not a
political decision-making body, super-regulator or lender of last resort. '

Our preference is to press for a Financial Sector Policy Forum, which figured among the:
recommendations of WG2 of the G-22. In contrast to the UK proposal, the Forum contemplates a
broader group including finance ministries, central banks and regulators from the G-7 countries, key
emerging markets, relevant international organizations and the IFIs, and would meet less often than the
UK-envisioned group. It is also less ambitious in its objectnves an important point for the Fed.

Your letter recommends that Dr. Tietmeyer convene a series of meetings to consult vnth a interested
institutions and a broad range of national authorities to discuss potential options. It also suggests that he
make some use of the already scheduled meeting of working group 2 in Buenos Aires in November.

{
|
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DEPARTMENT OF THE TREASURY |
WASHINGTON, D.C. 20220 )

.zmm] D

' MEMORANDUM FOR SECRETARY RUBIN - R |
L DEPUTY SECRETARY SUMMERS |

FROM: _ Carohne Atkmson ,
Senior Deputy Assistant Secretary
Intemanonal Binking and Monetary Policy

SUBJECT: Architecture Memo to the President

1
{
}
i
x
|
!
{
\

Attached are: Deputy Secretary Summers’ cover note; a revised version of the mam memo on
improving the international financial architecture that includes your recent changes; a brief cover

~ memo from you to Secretary Albright and Chair Yellen and a separate cover memo to Chairman-
Greenspan; and a copy of the summary of the G7 Deputies retreat that Deputy Secretary
Summers has recommended attaching to the memo to the Presxdent ;

-On the main memo, you may wish to review again the followmg sections, which I changed in light
of your comments: 1 F&G; IV A (third tick); IV C; VI B; VIII B. ; | .
Deputy Secretary Summers also suggested sending the President a few recent articlés on this
topic by academics and others, such as E:chengreen, Sachs and Fischer. If you agree, we could
add the,se to the package , %

Tab A Deputy Secretaxy Summers’ draft cover note |

C. . Improving the International Financial Architecture memo '

B: Cover memos to Albright, Yellen and Greenspan
C:  Summary of G7 Deputies meetmg (to accompany the archltecture memo to the

Presxdent) : ‘ |

|
|
i
I

CC:  Geithner, Truman, Gensler, Boorstin, Robeitson, Knight
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FROM: * Robert E. Rubin

December 9, 1998 .

' MEMORANDUM FOR THE PRESIDENT AN

i
| _ - |
SUBJECT: A New Intenational Financial Architecture |

At Treasury we have been giving a great deal of thought to the question of the new ﬁnancxal
architecture and the even larger question of how finance fits into the challenge of managmg global
integration. We have consulted closely with the Federal Reserve, market practitioners, leading
academics, and our colleagues from other countries — most recently at a G-7 Deputles retreat.
This note and the attached paper summarize our thinking to date. j :

We recognize that events in Asia, Rnssra and Brazl, commg on top of the Mexican pmblern ofa

- few years ago, point to the need for substantial steps to enhance stability. It is also true that the.

sense of urgency created by these problems may make it possible to accomphsh changes that have
been desirable for a long time. As important as strengthening the system is, it is clear to us that

- very httie wﬂl happen without American lmdershrp - N I

Thg Challenge 1
’ I

As you stressed at the Council on Foreign Relattons and in your speech in Tokyo the central
challenge of international economic policy is insuring that global integration does not mean local
disintegration. That is, we need to manage the greater global integration made possxble by
technology, economic development, and the spread of the market system so as to enjoy its
benefits whﬂe minimizing the chsrupt:ons of people s lives that can come in its wake. | |

As recent events in Asia, Russxa and Brazil pomt out very clearly, this challenge is especm]ly
pressing in the financial sphere. It is the global financial system that makes trade and exchange

possible, and the flow of capital can have enormous benefits in creating opportunities for growth.
At the same time, we have seen recently that the breakdown in the functioning of that system can

have great economic, socxal and political costs.

i

That is why increasing the robustness and stability of the mternanonal financial system hastobea
critical priority. Finding the right approaches here — as in other areas of managing international

* integration — means finding the right balance between three sometimes conﬂxcnng objecnves'

integration, regulation, and national sovereignty. ,
Giving great weight to any two of these objectives is easy. Pat Buchanan's policies s;tcnﬁce A
integration in order to be able to maintain our sovereignty and regulate our markets. i Milton




‘
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. Giving great weight to any two of these objectlves is easy. Pat Buchanan's pohcres sacrifice

integration in order to be able to maintain our sovereignty and regulate our markets. - Milton
Friedman and other conservative economists welcome integration and respect national
‘sovereignty because they approve of the pressure on regulation and taxation caused by

competition between jurisdictions. Many idealists, though few practical pohcymakers, favor much
- greater global governance and erosion of national soverelgnty 50 as to allow regulatxon and

. integration to coexist.

The challenge is properly to balance all three objectrves S0 as to realize the beneﬂts of capital
flows, without either giving up nations' ability to set their own course, or setting off a race to the
bottom in regulation and taxation as jurisdictions compete to attract capital. Through the first -
150 years of our history, similar challenges faced Amencan pohcymakers as economlc integration
between the states increased. _ ;

. Inevitably, the need for balance means a need to ﬁnd solutions that are eclectrc and evolvmg
- Integration cannot and should not be stopped. But it will have to be managed. A smaller world
will have to be a world of more common standards, and more international concern and leverage
over what would once have been considered domestic policies. But there are limits on the global
interference that nations will tolerate This may in turn limit the pace at which integration can
safely increase. : . . _ . -
While it is important to avoid bla.ming the victims of international financial turmoil e:écessiVely, i
is equally important to recognize that the recent turmoil has had relatively little to do with hedge
funds or other large financial institutions shorting currencies or countries. It has had| much more
to do with countries’ own citizens fleeing with their capital, and governments choosing to borrow
heavily short term in order to support their currencies or pursue other objectives. It is important,
but not easy, to encourage prudent financing practices. Most countries will not welc‘ome our
~ efforts to'restrict efforts to lend to them or their companies ex ante, even if ex post they wish that
there had been more regulation. : : ;
.WhatCanbeDgneZ o . C : ‘

|

We believe that it is necessary to work to and through the Cologne Summit on the new ﬂnancral

_architecture at three levels. _ , |-

|

) Improving the stability of capital flows. This will require: o
° Stronger incentives for emerging market economies to adopt policies which will improve
ﬂleir ability to capture the benefits of global capital markets, while withstanding its risks;

I
)

o Incentives in industrial countries to encourage more dlsc1plmed investment and credit
decisions, and to reduce leverage and limit systenuc risk; S

i
‘

|
!
|
|
|
-)
|
|



. A more eﬁ’ecﬁve regime for crisis managcment which aims to minimize the seventy of
‘ crises while maintaining incentives for prudent pnvate credit and investment dec:sxons

(i) Reﬁnment 0f the exmmg institutional structure. If one were to redesign the two] global
financial institutions today, it is doubtful that one would replxcate their current governance
structures, division of labor, or modes of raising capital. At a minimum the current division of
* labor in the financial system area needs to be altered, and there may well be a case for focusmg
one institution (the Bank) much more on developmental issues, while the other (the Fund) focuses
more narrowly on monetary and financial questions. Careful consideration needs also to be given
‘to balancing the need for conditionality in financial assistance, if it is to be effective, with the need
to respect national sovereignty and to avoid political backlash. However, it is also doubtful today - .
" that one would be able to obtain political support for the creation of two institutions as ambitious -
in their conception as the Bank and the Fund. This is something we need to bear in mmd aswe .
proceed with institutional reform. _

* (iii) Consideration of reforms to the existing governance structure. At present the G—7 functions
as a kind of steering committee for the international financial system. But the advent of EMU and.
the increasing importance of emerging markets raise questions about its composition and its
‘monopoly over influencing the system. : S

. The current global bodies concerned with these queStions — the Interim and Dévelopment
Committees — are not really suitable supplements to the G-7 because they have odd
representation and are under the control of the managements of the i mstltutlons and/ or
whoever happens to be the chaxr ' , .

I The G-22 was a response to many of these problems but confronts real issues of

legitimacy, since it excludes some 150 nations that are members of the IMF and World
Bank. Designing new governance structures requires balancing two mpmnves the need
for more inclusion, and the need for lending countries to retain ultimate control over the
'lending of their money, control that they cannot cede to borrowers. !

m_l'rom I-Iere to There

A rough timetable of key steps — past, present and future —to bnng about arch:tectural changes
along these three dimensions is attached. QObviously, developments will depend on how the

 current crisis evolves: As the focus broadens from the technical financial side to the more political
questions of institutional mandate and governance arrangements, it will be parhcxﬂarly unportant :
to have interaction at the Head of State level. , . . !
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Getting Ei om Here to 'I'Here

- ‘W_M__m re” Events
Wmter 1‘998 UsSs. callsforG~22nweungofmdusmahzedanddevelopmgcmmtryﬁnancemmmrs
: Spnng1998 Apnlmeenngfoﬂowedbyagreanmtocrmtewoﬂnnggmupsonn'anm A
‘strengthmnngnaﬁonalﬁnanmalsystems andmanagmgmtexmnonalﬁnanmalcnmwnhmcr&sedprivate
 creditor involvement. A - S

Summer 1998. Birmingham SummnComnmmquecallsfcrproposalsmﬁvekeyams G-7 i*‘xmnee
hﬁmstersageetomportonprogresstoﬂeadsbymdofyear ‘

(

- Fall 1998, President participates in the second meetmgomeance Ministers and Central Banli Governors

from the key industrial and emerging market economies. Recommendations from the “G~22” workmg
groups, along with the U.S. proposal for a contingent facility, form the basis for G-7 Heads Statemcnt.

APEC calls for a task force to examine proposals to su'engtbenpmdennalregulauonofﬁnanqxal
institutions, including examination of questions related to highly—levmged and off-shore mstxtutxons '

G-7 Deputies, atareccntretrw, dxscussvanouswaystocarryfonvardongomgworkenmhxtecuue,as
wellassubstantxveelementsonﬁxearchrtecmmagenda

l
)
i

: _Qmm_x___ﬁvcms

Winter 1998-99, Heads recelve report of Finance' Mxmstem dctaﬂmg pmwdures for takmg 22 and other
work forward. A _ {

First G-7 FinanceMimstersnwetmgwxﬂ:EMUtak&place Majrmchagreemmtonforum for
strengthening cooperation on financial stability among international regulators, IMF, World Bank and
national authoritics in key industrial and emcrgmg market economies. ‘

Sherpa process likely to agree on archrtechnre as a major theme of Cologue Summnt i

InmponsetotheAPEC commumqueandtheneed’eommnmmthepmcess ofbmaderconsultanonstarwd
in the G-22, theG-?Fmanchmstemarelﬂcelytomwtcothercouthosendrepr&senta;nthoasmw
of ad-hoc meetings on arch:tecmral issues. : :

Spring 1999, Spring IMF! World Bank Mesetings. Possible emergmg markctsl industrial countns
ministerial. APEC Finance xmmstenal i

. Summer 1999. G7 Head of State Sumzmt Opportumty for pomtmg the \;ray towards reform of the
international governance arrangements, procedurw fori mcreasmg regulatory collaboration, and, possibly, ,
changw i the mandates of the IFT's. ]

~ Fall 1999. Annual IMF/ World Bank Meetings in Washmgton Implementation of agreenmts on reform.



http:respon.qe

Getting From Here to There
Recent “Architecture” Events : , : ; S 1
l

' Winter 1998. USS. mﬂsﬁr@ﬂme&ngofm&:ﬂnahmdanddcvelopmgmmyﬁnancemmstem

Spring 1998, April meeting followed by agreement to create working groups on transparency ,
strengthening national financial systems, andmanagmgmtcmanonal ﬁnancxalcnsmmthmcreasedpnvate
creditor involvement.

Summer 1998, Blrmmgham Summit Commumque calls for proposals in five key areas. G-7 Finance
Mmlster‘sagreetoteportonpmgmstoﬂeadsbymdofyeax ’

1
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Fall 1998, President participates in the secondnwenngomeancebﬁmswrsandCartralBankGovemors |
from the key industrial and emerging market economies. Recommendations from the “G-22" working
groups, along with the U.S. proposal for a contingent facility, form the basis for G-7 Heads Statement.

}
APEC mﬂsforamskfomemmnmeproposahtosnmgthmpmdmnalmgulaUmofﬁnanml S
institutions, including examination of questions related to highly—leveraged and off-shore mstmnmns .

G-7 Depuua,atarecentzetrm,dlscussvarwus waystocarryforward ongomgworkonarchxtectune as
wellas substantweelemmts onthearchxtectureagenda. '

Forthcorning Events
Wmter 1998-99, Heads receive report of Finance Mlmsters demilmg prowdnres for takmg G-22 and other

i
!
!
Sl
3

 work forward. , |

!
FﬁstG-?FmanoemestersmeeﬁngwnhEMUtakwplaee Maymchagreenwntonforumfor
strengthening cooperation on financial stability among international regulators, IMF, World Bank and
national authorities in key industrial and emerging market economies. : :
i
, X |
In response to the APEC communique and the need to maintain the process of broader consultation started
in the G-22, theG-?Fmancethstersaxehkeiytomvrteothercounmestosendrepresmtanthoaserm
ofad~hncmeetmgsonarch1tectnrahssm _ .

Sherpa process likely to agree on “architecture™ as a major theme of Cologne Summit.

Spring 1999. Spnng IMF/ World Bank Meetmgs Possible mnergmg marketsl industrial coumnes
ministerial. APEC Finance ministerial. ‘ |

|
Summeir 1999, G?deofStatcSumm:t Opportumtyforpomungthewaytowardsreformofthe ,
international governance arrangements, procedures for increasing regulatory collaboratmn, and, posmbly, :
changes in the mandates of the IFI‘s . ,

Fall 1999, Annual IMF/ World Bank Meenngs in Washmgton Implementanon of agreemmts on refomn.




I
Improving the International Financial Architecture |
. . ; , : f
- Overview I
More than §1 trillion dollars in private capxtal has flowed from developed to developmg
countries since the start of the 1990s, bringing new expertise and new investment to the
developing countries, as well as contributing to rising living standards. These flows have also
helped to increase returns and diversify risks in the developed countries. Yet for all the ‘
opportunities that large-scale capital flows bring with them, recent events have reminded us that
they also bring new risks. Financial crises such as those we have seen in Mexico in 1994-95 and,
more recently, in Asia and Russia, have inflicted immense economic and social damage on the
affected countries, imposed heavy direct and indirect costs on the international commumty asa
whole and threaten to undermine political support for closer global integration. :
i
In the wake of these crises, we all have a responsnbxhty to build a better world financial
system, one more adept at avoiding crises and more eﬁ'eetxve in dealmg with them when they . .
strike. Key elements in such a system mclude 1
. stronger incentives for emergmg market economies to adopt policies which wxll improve
their ability to capture the beneﬁts of global capital markets, while withstandling its risks;

.. mcentxves in industrial countries to encourage more disciplined investment and credit .
decisions, and to reduce leverage and limit systemic risk; |

. a more effective regime for crisis management which aims to minimize the seventy of .
crises whxle mamtammg incentives for prudent private credit and investment ‘decisions.

|
The fo]lowmg sets out how we see the main issues, and what steps should be considered
going forward. In some cases, work is sufficiently advanced to press for specific acnons In
other areas this note points more tentatively to ideas that should be considered, both in our
 internal discussions and mtemauonally

|
1
L Improved pohcxes in developing cwnmes | C . l

l
Better pohcxes in emergmg markets are needed to promote their domestlc stability andto
limit their vulnerability to crisis caused by shifts in global capltal We should pressf-bﬂaxerally and
through the miematxonal agencies—for the following: ‘ i '

A Sound macroeconomic pobczes. Countries need consistent monetary and e:&lchange rate
po!icies as well as fiscal policies that avoid excessive accumulation of govemment debt. :

~B. Prudent public debt managemem Borrowing shert-tezm, and in formgn currencxes, can

d.
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- be very appealing: it appears cheaper and maybe easier in the short-run. But too much of -
this kind of borrowing makes governments and countries vulnerable to sudden shifts in
investor confidence. In the long-nm it can be very costly. Sound debt management is

. important to provxde some msurance " against the risk of temporary market *dlsruptxons

- C Stronger financial systems. The following steps could all i unprove ﬁnanczal systems
' adherence to the Basle Core Principles for Effective Banking Supervision (perhaps with
. higher capital standards to reflect the greater risks in less mature financial systems)

- adherence to other international standards now being developed, including for deposnt
insurance systems and financial sector, safety nets; greater foreign partxcxpat:on in emerging
markets, to spread better regulatory and risk management practices; the development of a

- better credit culture in the banking system; and prohibitions on directed lendmg andon
“non-arms length relationships” between lenders and borrowers |

D. Stronger legal infrastructures. The Asian crisis demonstrated that for prxvate markets to
work effectively, better financial regulation is not enough There must, for example, also
be clear and enforceable bankruptcy laws, so that a crisis in a single bank or company can

‘be dealt with before it spreads; sound corporate governance, so that mvestors and o
shareholders’ rights are clear; and strong judicial systems, so that laws in these areas can
be enforced and disputes settled faxrly and expedmously [

E. Development of capital mar]cets in emerging economzes Greater reliance on eqmty and .
- other financing that does not result in the build up of excessive debt burdens shouId limit
vulnerablhty to crises. This could include efforts to develop local/regional cap1tal markets.

F.  Other measures to strengthen governance and, ﬁght corruption. Corruptlon can undercut
economic performance as well as be corrosive pohtxcally Inefficient economxc structures

also can contribute to corruption.

G Well-de.swgmd social safety nets. Strong social pohcxes along side other measures are
needed to protect the most vulnerable in society. |

In section IV below some direct steps thai cozmmes could consider to limit the buildup of
" excessive short-term debt are also discussed.

1L Measures to mduce emergmg market economies to undermke mund polncnes o

Global, pnvate capltal markets should play a key role in encouraging emerging markets to
strengthen their policy regimes, with investors less willing to lend where policies are poor, and
insisting on higher returns to compensate for the greater risk when they do lend. But recent
events have demonstrated that market discipline is often sporadic, with periods of easxly available
~ capital and little apparent attention to risks, followed by swift and sudden reversals. ]Oﬁc:al

action is needed to strengthen mcentwes for cred:tors and-investors to analyze and weigh risks

pes
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w1th more dlscxplme, and for emerging market countries to follow good policies.

A

Deve!opmg @ comprehensive set of codes and stcmdwds o good mematzonal pracrrce

~ against which counmes poIzczes can be judged

. i
-~ We would support a major international effort to develop and agree international
. codes and standards across the range of areas now understood to be cntlcal for

financial stability. Standards in some areas, such as disclosure of countries’ foreign
exchange reserves and how these measure up against short-term liabilities, are
already close to being agreed and can soon be implemented. In other V
areas--ranging from bankruptcy regimes, to corporate governance, to ways to deal
effectively with weak banks before the entire banking system is cnppled-much '
work is still needed before there is sufficient international consensus on standards
that can effectively raise the bar. o I

As standards in these areas are developed and agreed, countries need to be encouraged to

- adopt and implement them. International agreement on an array of codes of good practice,
perhaps with benchmarks for performance, provides a device for doing this. Making explicit
which countries conform to which codes, and which fall short, could provxde a vehicle for using
the market to differentiate among those with stronger and weaker regimes. :

B.

| There are a variety of ways to promote the better pracnces in emergmg economies: } ‘
E

szmg a higher grqﬁle to countries’ adherence to mtematzonal standards, thh greater
disclosure and transparency about how countries measure up against such standards The
(G7 has proposed, for example, that the IMF publicly and regularly report on countnes
wmphance with the international data disclosure standards developed since the Mexican
crisis. The G22 called for a transparency report to be prepared, and pubhshecll, by the IMF

' . 6n each country. We should press forward with these groposals.

'. Strongér international surveillance. Also key is a strengthening of intematidnal capacity

to monitor financial systems. This could include a strengthened capacity in the IMF and
World Bank to review country performance, including compliance with new international .
standards as they are developed. As a complement, some form of new mdependent

" international accreditation process, perhaps mvolvmg the private sector, could also be
- explored. - S . , ;

! t .
Fmanczal market access. We could also explore whether we should seek mternatlonal
agreement to link access to our markets, and those of other major financial centers to
¢merging markets’ - adherence to appropriate international standards. -While tlhxs could be
a powerful tool, it may be difficult to achxeve Possible measures to consider could .

mclude

BT




- Linking the ability of foreign sovereign bofrovs;ers to issue bonds in US and other
- capital markets to their meeting intemational standards, e.g. for ‘disck')sv.xre

- | Linking the abﬂny of financial institutions to do business in major ﬁnanmal centers
to their meeting internationally-agreed minimum standards for dxsclosure and to
adequate home-country bank regulation and supemsxon. [ ,

Lmhng IMF and World Bank ﬁnance to adoption of better practices. We could press for
adherence to international codes to be part of IMF and World Bank condmonahty when they )
lend money, with an explicit timetable for steps to conform to standards, and pedxaps prior

- actions before a program begins.

Techmcal assistance. The G7 has asked the IMF and the World Bank to develop a strategy
to provide technical assistance to help emerging markets improve their capacity to meet
- stronger internationa! standards. Their work should be coordinated with: that of bank.
supervisors and regulators of financial institutions. :

Explaring additional ways to create incentives for strong policies before, rather than onbk
dfter, a crisis. Conceptually, it could be attractive to link treatment of countries in crisis to
how they had behaved beforehand, thereby encom‘agmg countries to pursue better policies
and avert crisis. \ 1

- Creating an on/oﬂ‘ switch for favorable access to official financing to ;coonnies that
have met certain key “qualification™ criteria would not be workable It would be
difficult to avoid politicizing the process of qualification; bureaucrats i in international
institutions are not likely to be better.than markets at judging in advance when a

~ country is likely to run into crisis; and the international community | will probably
choose to help systemically important countries in a crisis even if they failed to -
“qualify.” Moreover, creditors may be less prudent in their lending to countnes that ‘
have “qualified,” in expectanons ofa baﬂout o

- But it may be worth consudenng further work to develop a matrix that shows how
countries perform across a range of economic and financial areas. We could explore
whether this could be a guide to the terms of official finance prowded in a crisis:
better performers may, for example, be likely to need less condmonahty Wecould .
also explore the possibility of incentives (perhaps including dxﬂ‘erennated capital
charges, discussed below) for private creditors and investors to pay attention to
countries’ performance. This would add to the pressure for stronger policies. An

- obvious question mark over such ideas is why the official sector should be any better
“than private rating agencies at predicting a country s vulnembxhty or resilience to
©. crisis. |
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LER Mmsures to mdm:e creditors and investors in mdustna}! counties to analyze annd weagh risk
appropriately R , L ‘
. Measures to induce creditors and investorsin mdustnal countries toact with greater d:scnplme
" —i.e. to analyze and weigh risk appropriately in their lending and investment decisions — are also
- needed to dampen investors’ tendency to underestimate certain risks during penods of market
euphoria, and thus limit the build up of excessive debt during the upswing. Such measures are key
if the market is to play its proper disciplining function. Industrial countries as well as emerging market
econoniies should live up to the internationally-agreed standards and codes and be subject toan

improved process for international ﬁnancxal sgctor survexllance | )

“There are two distinct issues in this area, both hnked to measures to strengihen mdustnal' :
country prudential regulation. The first concerns finance for emerging market economies. The second
~ concerns the broader question of systemic risk in the system as a whole and in major financial centers,
highlighted by the near-collapse of LTCM. An international task force to examine measures to , -
promote safe and sustainable capital flows, including questions related to “hedge funds and off-

- - shore centers, should be set up to take forward work in these broad areas, as called for in the APEC -

and G’I commumques

A Strengthened risk management systems. ‘Thereis a clear need for mcreased focus on the

~ quality of risk management systems in financial institutions. These systems should also be -

. systematically stress-tested to show the potential. impact of unusual changes in financial E
markets. Regulators need to consider how best to foster the use of hxgh quahty risk

management models » ‘ 4

- B.  Greater dzﬁ'eremmaon in bank cap:tal standards. A review of the’ exxstmg Basle Capital
: standards is already underway. This will consider greater differentiation in the capxtal charges
_ on different assets and retuning the existing standards, e.g. to address current bxases in favor
of short-term interbank lending and riskier corporate borrowers. Higher regulatory charges
on riskier assets should prompt lenders to demand hlgher returns and help focus management
attention on risky lendmg : .

- Consideration could be given, for example 10 dlﬁ‘erentlatmg capital éharges onthe
basis of a set of criteria related to risk, such as poorly-regulated or ul‘zsophxstxcated
financial systems, or on loans to highly leveraged financial entities. ]

- The first would require the omcxal coxmnumty to make more Judgements about the
riskiness of different countries, which would be both politically aud technically
difficult. However, a more refined, if admittedly imperfect structure, Would bebetter
than the present crude distinction embedded in the Basle standards, whxlch favorloans -

~ to OECD countries over loans to non-OECD countries. It could draw on a matrix
" (see ILF) that measures countries’ performance agamst mternanonal codes and-
_ standards. - .- |

R
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We could also explore whether to seek regulatory and disclosure change§ aimed more

broadly at reducing leverage and systemic risk in financial markets. The direct regulatory focus here,

as in many other countries, is on the health of individual financial institutions. But at ’umes, what may

o be prudent for a single lending institution can turn out to be problematic for the system as a whole,

if a very large borrower is able to obtain credit to build up exposures that could endanger broader
- financial stability. One aspect of this is to seek and publicize information about borrowers’ total
exposure-for countries we are pressing for much better data in this area through the Bank for
International Settlements (BIS)

‘ Other possible changes would put greater regulatmy focus on the syste:mc nsk that can be
created by a wide range of institutions, including institutions that are not currently regulated For

example, the regulatory net could be extended to cover all institutions above a eertam size. But far-' .

reaching changes would be politically difficult in the United States — indeed, more difficult inthe U.S.
than elsewhere given the diversity of our existing regulatory structure, and breadth and sophistication
of our financial markets. _

Measures that have been suggested mclude

C.  Higher overall capital adequacy standards. If financial i institutions are made to hold more
capital overall in relation to the total risks in their balance sheet, the total amount of risky
lending activity that can be supported by the existing capital base would go down. (Higher
capltal standards in emerging markets may also be appropriate, even if we do not pursue this -
in major industrial countries.) | , :

D.  Broader margin re'quirements. Consideration could also be given to whether some existing
gaps in the margin system should be closed, and more broadly, whether current margin
requirements, e.g. on OTC and listed derivatives, are sufficient. Since in some cases margins
can be borrowed, margin requirements may not by themselves decrease leverage.

. . o |

E.  Disclosure standards. Greater disclosure by industrial country banks and imfestors of their
exposure to higher categories of risks could increase market discipline and dxs.courage the-
buildup of imprudent exposures. Disclosure is not without its difficulties; open dlsclosure of
actual posmons could well undemune financial markets. ]

- One potentlal approach is to demand additional disclosure from the banks and other
ﬁnanclal institutions that Iend to the highly-leveraged institutions (“hedge ﬁmds”) :

- The G7 has agreed to consider the questions raised by disclosure and transparency
standards for highly leveraged institutions themselves. It may be more promising to
explore whether to extend to other markets (and encourage in other countnes)
reportmg to regulators of large posmons in a particular market. ; o

F. Measures to limit the scope for off-shore regulatoryand tax haven& Strengthened regulanon

il
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Iv. Limitatmns on the flow of capital

liberalization that is not paced to the maturity and development of the domestic ﬂnancml systemand

, mclude

in major financial centers would be undercut if financial and capital market activity merely
moved offshore. This is a very difficult area: effective action would need widespread
international agreement. Some possible, but controvermal, m&sureathat have hfen suggested

('

- Prevenung major ﬁnancxal institutions from estabhslung branches or mbmdnanes in
" off-shore centers, so that the financial institutions in such centers have to borrow on
‘the basis of the strength of their own balance sheets. |

- ‘ Condmomng the access of unrpgulated forelgn financial mstxtutmns and hedge funds
to the major financial centers on their compliance with key regulatory and disclosure
standards . '

|

' The recent experience of a number of countries has underscored the risk of capxtal account '

broader economy — and, in particular, the danger created when governments in emergmg markets
actively encourage risky short-term borrowing. We should consider the scope for developing .
principles to guide countries that are liberalizing and opening up their capital markets on how reduce
the vulnerability of their financial systems to sudden shifts in capital flows. These could include, for -
example, a focus on encouragmg longer-term, equity financing with an open pohcy to forexgn direct
mvestment

A

Restraints on capital inflows. A range of possible measures could be consxdered that may
help to discourage imprudent foreign currency borrowing, while relymg on market
mechanisms to the extent possible. However, it is worth remembering that most countries that
have recently experienced trouble have sought to encourage capital to flow i in, rather than
tned to deter it. , N

H

- Prudential bank staudards such as limitsona bank s open foreign cm'rency posauons,

if enforced effectively, should reduce the riskier kinds of foreign borrowmg by banks.

- Some countnes have expenmented with regulatory requirements that force their

banking systems to maintain a “liquidity buffers” to protect agamst the risk of a
sudden shift in funds out of the banking system. Argentina, for example, has required -
banks to maintain large, liquid reserves against their short-term lmbllmes, including -
their short-te:m foreign liabilities. : _ :

- More controversially, some have suggested wider use of maﬁ:et-based, Chilean-style
" restraints on all capital inflows to deter short-term foreign borrowing by both banks
and domestic corporations. The effectiveness of such controls has been questioned
by some, in particular for countries with weaker economic policies than Chile.
il o | |

i
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Lzmzts on capital outflows. Controls on capital outflows differ fundamentally from well-
designed restraints on capital inflows, aimed to curb the borrowing that maka countries
vulnerable to market shifts. Temporary controls on capital outflows introduced aﬁercnsxs has

- hit, in a general attempt to insulate an economy from the rest of the world, are hkely to repel

new capital inflows, create inefficiencies, and prove difficult to sustain for long. They mayalso
inake more tempting policy errors that will worsen long-term prospects. Only in extreme
¢ircumstances, as part of the mechanism of a debt workout when the international community
agrees that a country simply cannot afford to pay, is their consideration likely m be justified.

Reducing the amount of trading activity. In addition to considering whether measures to help

restrain capital inflows make sense, we need to consider whether reducing the amount of -
trading activity — e.g. as a side effect of higher capital charges or stronger margin
requirements, or even, as some have suggested, in response to a tax on trading activity (Tobin.

tax) — would make the international financial system more stable, or only less ?liquid

- Some argue that reducing the overall volume of tradmg activity would make it easier
for countries to adopt policies to respond eﬂ'ecnvely to cnsns maintain
" macroeconomic stability and avoid sharp surges in inflows/ sudden outflows.
Emerging market economies are parncularly vulnerable to swings m caipntal markets,
- Others argue that limiting tradmg activity would make it more difficult for markets to
' allocate risk efficiently. It could reduce the benefits associated with the free domestic
and international capital markets, without offsetting increases in stablhty Liquid
markets may be necessary for successful hedging — i.e., protecting yourself against
certain risks. Moreover, a small tax on trading activity, even if feasible would also
be unlikely to deter the major swings in capxtal flows that occur in ﬁm!lncnal crisis,

V. Exchange rate regimes - ‘ ;

Devising appropriate exchange rate regimes, both for individual countnw and for the system §

asa whole, is one of the central issues for the international system. '

A

|
Currency mwzgemems between the major industrial countries. The major currencies in the -
system have floated against each other since the collapse of the Bretton; Woods fixed
exchange rates in the early 1970s. This has allowed the U.S. and other mgjor industrial
nations with floating rates to aim domestic monetary policy principally at domestic objectives,

- which is appropriate for large economies for whom trade is a relatively moderate share of the

economy. But it has also produced large swings in the exchange rates of major currencies,
which at times do not seem to have reﬂected changes in the underlymg economic
fundamentals , 1 :

—  These large swings in the exchange rates among the currencies of 1 major industrial
countries have led to proposals to createtarget zones for the three major currencles,
to limit the SIZe of ﬂuctuamns : :
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. However, we believe that the current system provides the best policy opnon forthe

United States and that a shift away from floating would likely mvolve aniunacceptable

loss of MACTOecoNomic pohcy flexibility. A |
1’

| Appropnale e:acbmge rate regmes Jfor smaller countries. Given that large fluctuations

between the currencies of major countries economies are likely to continue, that many
emerging markets have extensive trading ties to a number of large industrial economies, and
that the credibility of the policy environment in many emerging markets wxll take time to
establish, the choice of an appropriate exchange rate for an emerging market economy is
particularly difficult. Rigid exchange rates have been a common feature in recent crises, yet
inost emergmg markets have been reliictant to accept the vagaries of a pure ﬂoat ‘

Exchange rate regimes are institutional choices that signal policies, pnontles and
commitments. There is not a single exchange rate regime that is best for all countries:
rather the choice must be based on a country’s circumstances. |

. |
]

No matter what exchange rate an emergmg market economy chooses, 1t‘1s critical that .

- itbe backed by a consistent policy regime. Macroeconomic stability is based on good

policies, irrespective of the exchange rate regimes. Adjustable exchange rate regimes
can be used to help absorb external shocks, but they cannot substitute for sensxble
pohcy making, ‘ , § .

v
!

Moving from one exchange rate reglme to another, particularly in a’ cnms, can be

particularly destabilizing. A key question is how to reduce the risks assoclated with
such movements. Countries which have adopted fixed exchange rates to chmmate
inflation have often held on to fixed exchange rates for too long;

During penods of crisis and financial chaos, experience shows that it may be better
to select a regime that is at one or the other end of the exchange rate spectrum, either
extremely flexible (a pure float) or extremely rigid, such as a currency board. Such
clarity facilitates policy-making during difficult times. ’ S }

Some have suggested that more far reaching changes in the international monetary system
could be considered for the longer-term, such as the development of regional currency blocks
and/or “dollarization.” ‘ .

The experience of Europe has shown that both extensive economic mtegranon to
support a common monetary and exchange rate pollcy and a stT'ong political

B comnnunent are needed for a successful currency union.

|
Adopting the dollar or another international currency as the legal local currency
provides more exchange rate stability than a currency board, but requlres an exphcxt

and transparent loss of monetary sovereignty.
.*1‘ '
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V1. Crisis Response
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There is a spectrum of crises, from those that stem primarily from poor*policiesf’ to those tﬁat

~stem primarily from contagion. In practice, most fall somewhere in the middle. A regime for crisis

' responst- should provide for some combination of financial assistance and policy changes. The

- provision pf large-scale official international finance raises difficult questions: what criteria should be

- used for access to large scale assistance, and on what terms; how should it be linked to pnvate sector
" involvement; and where wxll the required resources come from

A_:

Provision of official finance. Just as there is a role for the govemment to intervene to
prevent a domestic financial crisis from dmbﬂmng the domestic financial system, there is
a role for the international community to intervene in an international ﬁnancxal crisis to help ~

limit contag:on and global instability. ! ‘

'~ The proposed new IMF precautionary facxhty wﬂl allow large-scale international

assistance in the form of a line of credit with appropriate conditionality rather than a
traditional, highly-tranched package, so as to facilitate the rapid restoration of
confidence for those cases where problems stem more from contag:on than from poor
policies.

- It may often make sense in today’s world of large and sudden liquidity needs for more
official money to be available up-front in return for more up-front pohcy changes,
than in traditional IMF programs. i
The current crisis has demonstrated that the oﬂicial mmmumtybneeds, at txmes, to be able to
provide huge financing packages to quell potential contagion and instability. 'I‘he increase in

‘the IMF quota due to go into effect shortly will provide the IMF with an nnportant pool of

new, uncommitted funds. The World Bank currently has the capacity to provxde additional

resources, but its lending capacity is not unlimited. Still, the resources available to the

linternational Financial Institutions in the foreseeable future are dwarfed by the scale of

current cross-border capital flows. They are also smaller in relation to GDP and world trade

than envisaged at the time of Bretton Woods. 5 ~

- Some have argued for bolder and pohtlcally difficult measures to be put on the
- agenda, aimed at increasing sharply the available official resources.

—  One such suggestion has been to increase IMF quotas dramatically, perhaps

' also indexing them to growth of the world economy to assure their continued
relevance, and increasing the amount that countries have to pay in and canuse
in crisis. Countries have automatic and unconditional nght to use their
“reserve tranche” or paid in capital,’ but today this is not a sxgdxﬁcant benefit

in times of financial difficulty. |

-~ 3
- Another possible, but also politically difficult, idea that some hgve argued for

{
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would be to allow the IMF to issue additional SDRs (perhaps at a hxgher
interest rate to discourage unnecessary use) toincrease the amount othmd1ty
in the system. : A o

Private sector involvement. Private sector participation in the resolutlon of international
financial crises is critical to the long-run health of the international financial system, both -
because of limits on the availability of official funds and of concerns about moral hazard. The
type of private sector involvement required by the official sector as a cond1t10n for its
assistance should vary, depending on the nature of the countries’ difficulties. | -

‘ |

- The theoretical ideal towards which the international financial system; should move
~ over time is that private sector creditors and investors should bear as fully as possnble '
the consequences of the risks that they voluntanly assume. 3
- We could consider if there are ways to develop the system %0 that it is clear
that investors who have made risky international investments, and earn large
risk premxums in the best case, are not repaid in full ifthe country experiences
a crisis that requires official intervention. ‘ ! g

- We need to examine howto avo:d creatmg categones of debt that are treated
as senior (paid even when other debts are not being paxd) because of
difficulties associated with its restructuring. Russia, for example has
defaulted on wide range of domestic and foreign debts, but Russian‘atxthorities
currently want to continue to maintain payments on Russian Eurobonds, by,
in part, using funds obtained from the debt relief granted by ot‘her‘ creditors.

- In practice, finding appropriate ways to involve the full range of private
creditors in the cooperative resolution of a crisis can be difficult. Concrete
options for involving the private sector will continue to need to be explored.
Already different models are bemg developed for different ctrcumstances
(Korea, Brazil, Ukraine). : |

) I
'~ It can be difficult to convince the private sector .to participate
- voluntarily - particularly if the relevant private credltors|are numerous -
and diverse. - ‘ ;
{ .

- More coercive means, mcludmg support for oﬁcnal lending i into
accumulated “arrears” on private debt payments, could be employed
to generate stronger incentives for broad-based private sector
participation. But coercive measures risk prompting additional
contagion, so must be used cautiously.

- The expanded use of “collective action clauses” in sovereign bonds issued in foreign
~ offerings also could facilitate the orderly, cooperative restructuring o[f these bonds.
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The members of the G-7 have committed to examine whether to introduce such
clauses into their own sovereign bonds issued in foreign offerings. !

- It may also be useful to explore ways to encourage emerging' markets to purchase

more “insurance” against adverse developments, through contingent facxhtles and debt
contracts that contain contractual arrangements that provide grmter payments
flexibility.

|
_ , |
VIL Social Safety Nets ' . I
|
|
!

Possibilities for helping to minimize the socml impact of ﬁnancial crises include

A

VIIL Institutional Reforms to Carry Forward the Agenda |

A

Grantxng the World Bank a larger role in the des:gn of international economic policy
programs, which would bring both the financial resources and social sector expertxse of the

- World Bank to the table quickly in a crisis.

!
|
1

- Development of a code of best practices in social policy, as called for in the G7 statement,
-which could be drawn upon in the design of IMF and MDB programs. -

I
!
i
1

. !
It may be possible to obtain consensus for a set of institutional changes that would help both

- implement our architecture agenda and improve international monetary and ﬁnanciali coordination.

[
'

A new ﬁnam:lal stability policy fandn to improve ﬁ:nanczal sector policy coordination. We |

are proposing the creation of a Financial Stablhty Policy Forum that‘ would meet

~ semi-annually to discuss regulatory policy issues in an inclusive forum that would bring

together financial regulators, the relevant international organizations and natlonal authorities

| ~ from both iridustrial countries and key emerging markets. It would crmte an informal,

cooperative mechanism at the global level to discuss financial regulatory pohcy issues that
affect the international system, replacing the series of ad hoc groups that have been set up
over the last few years. We will be discussing this proposal with Hans Tletmeyer who was
asked by the G7 to look into this issue, and other G7 members.

Ways 10 strengthen the interchange between mcblstnalzzed and emerging market economies.
The G22 process worked well, as a way of promotmg discussion between the G7 and other -
industrialized and emerging market economies. But some have raised questlons ‘about its
legitimacy. We need to consider how best to retain the ad hoc and informal nature ofthe G7
process while including systemically significant emerging markets ona regular basis. Some
favor strengthening the Interim Committe of the IMF, where all 182 'countries are
represented. However, the IMF mandate does not extend to all of the 1ssues—the World Bank
also would need to be represented for example:— and the present Interim Committee

‘constituencies are not well balanced (Asians are under-represented Europe'ans are over-
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represented) We will need to work on these issues, as well as how to bring together the

IMF and World Bank w1th the Basel—based groups

N ‘Rea‘rawmg the lines between the IMF and the World Bank.

One possible reorganization would transfonn the IMF into an “Internanonal Finance
Orgamzatxon, responsible for macroeconomic and financial policy survexliance and

the provision of financing to systemically significant economies, and the World Bank

into a “World Development Organization,” centered around development adviceand .

subsidized lending to the poorest countries. However, this would rmse the question

o fhow to draw a dividing line between diﬁ'erent categories of coun’tnes, and howto

avoid duphcatlon of experme _ -

Another proposed reorgamzatmn ‘that may be worth explonng woulll refocus IMF

* surveillance and program conditionality on exchange rate reglmes, balance of

payments, macroeconomic policy and the soundness of the financial sector. The IMF -
would get out of the business of structural reform and subsidized Iendmg, while the
World Bank would transfer all respons'bnlrty for ﬁnancxal sector survexllance and
restructuring to the Fund. '

More dramatic insin‘unonaI reforms. Possibilities :riélude merémgthe IMF and World Bank,

or merging the IMF’s Interim Committee and the World Bank’s Development Committee.
Merging ‘the two institutions would create lots of chaos. Merging the Interim and

l

Development Committees is one of the reforms bemg considered as part of our efforttofind -

constructive fora for interchange between mdustnallzed and emergmg market economies,

e !
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DEPARTMENT OF THE TREASURY
WASHINGTON, D. c

'SECRETARY OF THE TREASURY

- MEMORANDUM FOR MADELEINE ALBRIGHT
Secretary of State 5

JANET YELLEN ;
_ Chazr Councxl of Economic Adwsors
'FROM: ' Robert E. Rubin |

SUBJECT: Architecturé Memo to the President

As you know, we at Treasury have been gi?ing a great deal of thought to the question‘ of the new
financial architecture and of how finance fits into the challenge of managing global integration. I
attach a memo to the Pre51dent that summarizes Treasury s thmkmg on this subject to date. '

I very much look forward to discussing these issues w1th you. These are complex tOpICS, and’
moving forward will take lots of time and work. from us ail.

i

Attachment:  Improving the International Financial Architecture

|




" DEPARTMENT OF THE TREASURY
WASHINGTONA, D.C.

SECRETARY OF THE TREASURY

. | MEMORANDUM FOR MADELEINE ALBRIGHT

Secretary of State 1y !
JANET YELLEN : B
Chair, Council of Economic Advisors |
FROM: Robert E. Rubin

SUBJECT: Architecture Memo to the President

As you kinow, we at Treasury have been giving a great deal of thought to the question ! of the new .
financial architecture and of how finance fits into the challenge of managing global mtegramon I
attach a memo to the President that summanzes Treasury’s thmkmg on this subject to date

I very much look forward to discussing these issues with you. These are complex topxcs, and
moving forward will take lots of time and work from us all ‘ A L '

j
i
]
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~ Attachment: Improving the International Financial Architecmre




DEPARTMENT OF THE TREASURY _ . ,’
WASHINGTON, D.C. o b

SECRETARY OF THE TREASURY

'MEMORANDUM FOR CHAIRMAN GREENSPAN

FROM: Robert E. Rubin

SUBJECT: Architecture Memo to the President '

!

: , : . |

The attached memo to the President that lays out Treasury’s thinking to date on the international
financial architecture. It sets out many of the ideas that you and I have dlscussed recently I
look forward to continuing our discussion of these issues. N (

Your staff has seen earlier versions of this memo. - ‘ ‘

Attachment: Improving,the International Financial Architecture
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United States Treasury Note Regarding | '

. Meeting of G7 Deputies and Deputy Deputies |

Lansdowne Conference Center, Vlrgmla, November21-22 |

| |

) . i
. The dxscussmns covered a wide range of issues raised for the international commumty by the
events of the past eighteen months. While not producing a clear consensus on future reforms,

there were substantial areas of common ground on the causes of the crisis and on core issues that

the review of the international financial architecture would need to address. This note
summarizes the main points raised on an unattributed basis.

L. Lessons for Emerging Market Policies

1. Exchange Rate Regimes

There was broad agreement that problems with fixed but adjustable exchange rate reglmes had
"been a central element in nearly all 1990s financial crises and should be a greater focus of -
international surveillance going forward. However, given the fallibility of Judgments about

“equilibrium” exchange rates and governments’ deep reluctance to follow mtemanonal advicein -

this area, there was a question about how this lesson could be translated in practice. | .

Main points: |

. using the exchange rate as a device for disinflation tended to court overvaluatmn ’
problems because of continued inflation differentials. Even adjustable pegs tended to
harden into symbols of the authorities’ overall credibility, making early ad;ustment
'extremely difficult politically. (“It is better to devalue sooner than later, but i 1t is actually
easier for politicians to devalue later, when there is no alternative.”) Long expenence
with a fixed system also heightened the difficulties of establishing a credible alternauve
after devaluation; as, for example, in Indonesia.

I

3 nearly all post-1992 crises had come from the combmauon of exchange rate |
misalignments, on the one hand, and on the other, a major weakness in the system - such
as a weak banking system -- that made investors doubt the government’s credabﬂlty in
defending the peg. This gave rise to the suggestion that countries relate the degree of -
fixedness of the exchange rate to the depth and maturity of the domestic financial system.

e one conclusion drawn was that countries should give up trying to import price stability
through the exchange rate and instead seek to target the real exchange rate within a
system of “controlled flexibility”. The authorities would signal to the market that the
exchange rate would depreciate in line with the inffation differential, and major
misalignments resulting from nominal inertia would be avoided.

| i
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. on the other hand, it was pointed out that past attempts to target the real exchange rate
had not been very successful (many of the recent crisis countries had in fact been on
_ crawling peg regimes). In part this was because the “equilibrium exchange- rate was very
difficult to calculate at any point in time and subject to significant real shocks In
addition, such a system did not provide a clear response to upward pressure on the

exchange rate in periods of rising capital inflows. r
|

° an alternative lesson from recent events was that - in a world of relatively free capital
flows -- countries would increasingly be driven away from the middle ground of fixed but
adjustable exchange rates towards the extremes of “permanent fixing” (as w1th a )
currency board) or a pure float. All noted that currency board regimes had so' far emerged
unscathed in the crisis. However, it was considered smkmg how few emergmg economies
today opted for the vagaries of a pure float.

i

1

!

2. Sfreng;‘hemng Financial Systems o : ‘ \
: |

|

Al agreéd that the domestic financial system had been an impdrtant factor in the crisesin -

emerging economies, and that greater efforts needed to be made to encourage countries to match .

the openness of their capital market to the robustness of their domestic financial system. . -

Main pointS' ;

l

. the crises had underscored the importance of countries pursuing a gradual, or, paced
approach to opening the capital account. In particular, it was argued that counmes should
begin with those liberalization measures that strengthen the domestic system, !such as
opening the system to foreign participation. Far from pursuing such a paced approach, it
was noted that many of the crisis countries had actively sought out short-term, risky
foreign borrowing while neglecting the development of the domestic fmanc:al

, mﬁ'astructlne ‘ . ‘

e countercyclical “taxes” on inflows or'.prudential standards, to help check excessive short |
term inflows in the boom years, were also supported by several participants.

. there was agreement that the mternatlonal community’s efforts to encourage unproved
regulatory and supervisory systems in the emerging economies had not been 1\ very .
successful. This pointed to a need for more “muscular” forms of encouragement, perhaps

- making use of international “rating” of national supervisory and regulatory sylstems
- However, several voiced scepncxsm about the capacity to put such a scheme in place very

qmckly ~

. cenditionihg access to major financial centers on the quality of home regimes was
suggested as a more readily available incentive mechanism. However, it was thought that
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1. Private-Sector Contribution to the Crises

the authontaes already did this mformally in several countnes, and there was a qucsnon
whether it was nnportant enough to emerging market economies to make a difference. -

TI. Promoting Safe and St;stainahle Capital Flows and Constraints on Suppliers of Capital

There was some agreement that the sﬁpﬁliers of capital in developed markets shared some of the
blame for the crisis, both in their excessive risk-taking in boom times, and excessive/panic
afterwards. While curbing the excesses of intémational credit cycles was clearly desirable, there ~

was somie uncertainty as to how this Imght be ‘achieved.

Main po_mts:

»

there had clearly been an element of “innocent” contagxon in recent events notably in the
raarket pressure on Latin America following the Russian collapse, although olpmxons |
differed on the relative distribution of responsibility. The point was made that the markets .
still “attacked countries in the nght order” (1e w1ﬂ1 reference to relative pohcy
unbalances) ‘ _ : . ' f

wh11e exchange rate xmsahgnments had played an unportant role’in several cnses, it was
said that countries could now be forced to devalue, even where the rate was not clearly
out of line with competitiveness. The international community should insist on countries
addressing genuine currency misalignments. But it should also help countries without
fundamental imbalances from being forced to devalue by the markets. t :

the point was made that the emerging market erises? should be considered part of a longer
run problem of a “global outburst of liquidity” into emerging market asset markets that
had now gone dramatically into reverse. During this period, investors were thought by

some to have exercised less prudence in their intertiat’ional Iending than their domestic

to reduce the scope for such behavior, there was conmderable support for changmg the
Basel risk-weighting system, both to reverse existing biases and to begin to develop
greater differentiation in the treatment of emerging market and developed market
investments. Possibly, these could be made countercychcal rising in times of times of

heavy lending on the grounds that this was when lendmg tended to be less prudent.

there was also a desu‘e to unpose greater ﬁansparency and dlsclosure reqturements on
oaffshore ‘operations and other nonregulated entmes mcludmg hedge funds

in addition, thc question was rmsed whether formal rules 1mposed ex ante - requmng
creditors to bear some of the burden of ad_]ustments in the event of crisis might also

- ‘ d13courage excessive nsk-takmg by'the supplters of caprtal However, this raxsed a range
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- 1II. The International Respomse to Crises.
1 Coﬁtent of Adjustment Prqgram and the Scope of Conditionality

- Debate focused on the perceived flaws in the IMF and World Bank’s support for troubled

of concerns, discussed below (Section I, Part 3).

|
i
H
7.
'

economies and on the inherent conflicts in designing adjustment programs -- in particular
balancing the desire to address the snucmral causes of crises against the need to respect national
soverelgmy ‘ ‘ o :

Main pO'intS' }

I

F

~some believed that the IMF had focused too much on tightening monetary pohcy inthe

Asian programs, particularly Indonesia, and not enough on providing hqmdlty to restore
confidence in domestic financial systems. However, against this had to be considered the
hyperinflationary risks of failing to rebuild confidence in domestic assets and‘ the possible
need for drastic steps to aclneve this in an environment of panic. { :

1

 there was some agreement that IF] programs needed to be broader if they were to address

the kinds of structural and governance problems that were thought to have contributed to
the recent crises. In Russia, in particular, it was noted that the relative allocation of
international funds to “macro-stabilization” and “micro-structural” programs had been
excessively skewed toward macro measures, in part because of the World Bank’s
apparent difficulty in ﬁndmg worthwhxle projects to pursue. : |

. on the other hand, several felt that IMF programs -- particularly i in Asxa had mtruded

excessively on the choices of sovereign governments in imposing detailed structural and
other reforms that were not directly relevant to the problem at hand. Many As\xans,
particular, had felt that the IMF’s conditionality had been ideological in unposmg a
“Washington Consensus” that was not umversally accepted '

in this context it was suggested that one might dlsnngmsh the scope of programs from the
content. Where basic fiscal/ monetary imbalances were concerned, there were perhaps
*“not many ways to skin a cat”. But in other areas — for example the Indonesian clove
monopoly -- there was a question whether it was appropriate for the international -
community to impose particular choices, however worthwhile these might be thought to

~ be. It was accepted that this needed to be squared with the aforementioned desu'e to
_broaden the scope of programs to address governance and related issues: I

the pomt was made that the unpopularity of IFI programs was perhaps mhereflt in

' conditionality, and inevitable where governments %ad long followed the opposite

policies. By imposing such changes, the IMF could serve a valuable function for the G7

1
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- basically sound countries to adjust pohcy sooner.

and provide cover for difficult but necessary reforms in the recipient countries. However,
it was important that the World Bank and IMF maintain a united front and there wasa -
widely-felt concern that the World Bank had not taken sufficient public ownershxp of
joint IMF-Bank programs in Asia when these had come under criticism. |

|
' 2. Precautionary Mechanisms : . s o : I
’ : !

There was some agreement on the desirability of ¢ precautlonary and other r.nechamsms, both
to help restore confidence at times of generahzed market pamc and to provxde an mcenuve for

j

l
1
Main points: f ‘

. recent events had highlighted the value of maintaining relatively hlgh levels of foreign

reserves (notably, in the case of Brazil). Several Asian economies were said to have
concluded that they should build up very substantial reserve levels to protect themselves.

. g,lven that it is costly for countries to hoard reserves -- and destabilizing for the world .
system for everyone to be trying to do it at the same time - there was a quesmon whether
there ought to be a general increase in-SDRs to provide additional, uncondmonal funds to
fend off contagion. \

. ‘however, many felt that the international community was unlikely to supportiWhat would

be perceived as a major expansion of IMF resources. No amount of reserves would
* prevent a crisis where monetary and exchange rate policies were unsustamable And to

the extent that countries made use of the new -- unconditional — liquidity it mxght sunply -
end up subsidizing bad policy. |

. con51derat1on was being given to the p0351b1hty of countries pre-quahfymg ' for some
form of contingent reserve facility from the IMF. However, this raised some;of the same
concerns about conditionality, not least given the international community’s previous
difficulties in identifying “model” countries. (It was noted that when a similar facﬁlty had
been discussed in early 1994, Mexico was con51dcred a prime candidate.) ;

3. The Scope for a Lender of Last Resort and Private Sector Involvement o \l

There was a widely-held belief among participants that both the practical constraints on

international official finance and a concern for moral hazard pointed strongly toward finding

- more effective ways to involve the private sector in resolving crises. But there was con51derable

disagreement about how, and whether, this should be determined ahead of time - and the scope
for a more effective mtemanonal lender of last resort. : o g

o~

s

Main points:




it was suggested that financial crises might be viewed as a continuum, with * pure
liquidity problems at one end, and “pure” insolvency problems at the other. Most crises
tended to be somewhere in between, and it was impossible to draw clear hnes around the

 different types But the international community needed to retain the capamty to respond
to crises that are pnmanly seen as liquidity crises, even if usmg tlus capacity|to respond
to all crises would be highly undesirable.. :

on the other hand, all agreed that moral hazard and basic ethical considerations called for

a system that would punish reckless lendmg Accordingly, several argued for ex ante

rules to allow the imposition of temporary standstills-and controls on outﬂows when

crisis struck -- to enable orderly work-outs and prevent “irresponsible” credltors bemg

rewarded at the expense of either other investors or the mtemanonal commumty

!

however, it was noted that any such measures would bring a range of pracncal dxfﬁcultles
and also important risks. In particular, there was a risk that imposing any such rule would -

make crises more likely, by giving investors an incentive to remove their money earlier.
~ In that sense, the problem of finding ways to penalize investors was less a techmcal

problem than a problem of Judgmg how other investors would react. . ; ~

i |

against thJs, it was argued that most developed markets had systems in place 1for'deaﬂhng'
- effectively with each kind of problem at the domestic level and it was not obvxous why
the same two systems could not be constructed internationally. Also, it was smd that to
the extent that flows to the developing were already depressed, this might actually make
it the perfect time to introduce new rules. Even if there were a long-term reduction in
flows to the emerging economies, this would not necessarily be such a bad thmg given
their apparent mcapacxty to absorb these flows producnvely : 1

| .

moreover, as a practical - and political -- matter, there was a widespread belief that the
international community was unlikely to make available the kind of resources that would
be required to have a truly global lender of last resort, especially where this was
perceived to serve the mtcrests of nrepons:ble mvestors

in hght of these consxderanons, it was felt that the treatment of very hlgh-yleldmg .
sovereign debt were worthy of particular attention going forward. Such debt played a key
role in triggering crises in Russia and Brazil - neither of which had especially high levels
ofpubhc debt by international standards — and could not be said to have been
mnocently taken on by investors. o , |

all were agreed that it was extremely undesirable for such investors to be full)L paid off in
countries that are presently, or soon likely to be, the recipients of substntial official

- finance. However, the extreme hesitance to force private sector rollovers of séverelgn
short-term debt in the case of Ukraine, a country i which there had been a widely

~ accepted moral hazard element to past lendmg, was suggesnve of the problems involved

3
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in applying this priilciple into practice.
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