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DEPARTMENT OF THE TREASURY 


WASHINGTON, D.C. 20220 


June 3, \997 

MEMORANDUM FOR THE PRESlDENT 

FROM: Robert E. Rubin ~.'c.... \t . 
Lawrence H. Summers ~ 

SUBJECT: Decision Memo for the Tax Package 

There are several issues that need your attention as we attempt to inlluence the tax bill that is 
being developed in Congress. This memo summarizes the issues that arise in each portion of the 
tax packag(~, 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 iilquestion. 

OUR RECOM.I\1ENDAnONS 

Education 

Phase in Hope Scholarship and Tuition Deduction to attain full levels you proposed after' 
1999; drop B- requirement and eliminate offliet orPell Grants against allowable credits 

Child Credit 

Apply to child under 13 through 2002, child under 18 thereafter; refundable to families 
with at least $2,000 of eafned 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 $ J0 million to $20 million, 
liberalizing eligible assets to qualify as active business 



Alternativ(: 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, ifno other office is available 

Estate Tax Relief 

Give special exemption for $900,000 of value in qualified fami and small business in 
addition to $600,000 value ofunified credit; increase estates eligible for Ijquidity relief in 
payment as propose~ in your FY 98 budget 

Urban Initiatives and Other Budget Items 

Our suggested package contains a complete set ofFY98 Budget initiatives, including the 
expans,ion ofEZs 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 rec:ommend 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 (rather than 1999), but allow a 
larger credit during the phase in period (option 4 below) 

Trim Hope credit (package 1 below) 

Trim deduction (package 3 below) 
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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 $50,000 and $70,000) .. 

The following table presents Treasury estimates of several possible combinations of the 
HOPE scholarship and tuitic;m 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 billion 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 
lobby) and tbe Pell grant offset (as requested by Congressional Democrats). Dropping these two 
items is estimated to cost approximately $5.3 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, $10,0001 35.2 89.2 

HOPE Scholarship, $1,000; Tuition Deduction, $10,000" 34.1 88.3 

HOPE Scholarship, $1,500; Tuition Deduction @15% credit) 34.9 88.9 

Phased in I·IOPE Scholarship; Phased in Tuition Deduction4 35.0 89.0 

Faster Phased in HOPE Scholarship and Tuition DeductionS 35.1 89.2 

IThe tuition deduction starts al $5,000 through 1999. and increases to $10,000 thereafter. 


'The tuition deduction starts at $10,000 in 1998. 


)This variation converts the tuition deduction into a IS percent credit on expenses up to $10,000 ($5,000 in 1998). 


'The tuition deduction starts at $5,000 through 2000, and increases to $10.000 thereafter. The HOPE credit starts at 

$1.200 through 2000, and increases to $1 ,500 thereafter. 


IThe tuition deduction starts at $5,000 through 1999, and increases to S10,OOO thereafter. The HOPE credit starts at 

$1,000 throu!\h 1999. and increases to $1,500 thereafter. The proposal has a 711/97 rather than 111/98 effective 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.l) 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 
cn~dits for projects in public schools located in empowerment zones, enterprise 
communities or that have a high percentage oflow-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 

0, 	 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, 
cn~ditwould 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 
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Drop refundability . 

Keep refundability. but drop earnings threshold 

Do not broaden to cover children under 18 after 2003 

Do not combine with Kidsave saving proposal 

___ Make Kidsave mandatory to obtain credit 

Broaden withdrawal dptions 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 labofmarket. 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 (a~ 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 2,4 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) 
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Other options: 
J 

50% exclusion with 20% AMT rate 


Indexing 


Exclusion plus indexing 


Separate rate schedule (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)l 

1998-2002 1998-2007 

40% capital2ains .exclusion (wI 24% AMT rate) -$4.5 -$9.9 

50% capital gains exclusion (wI 20% AMT rate) -$13.4 -$25.3 

50% capital gains exclusion, plus indexing starting 111/97 -$32.3 -$96.9 

Separate J;ate schedule: 10.5% for 15% brackettaxpayers, 
20% for other taxpayers; 20% AMT rate +$13.4 +$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 	 R(~placing the current maximum rate on capital gains with a percentage exclusion 
provides"the same proportional reduction in the rate on capital gains for taxpayers in aU 
tax rate brackets. Current law provides a maximum capital gains rate of28 percent 
benefitting onJy 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, 
I 

rather than the regular AMT rates of26 or 28 percent to ensure that the top capital gains 
rate is 20 percent for both regular tax and AMT purposes. 

1 All of the estimates shown include the cost of the propo'sed exclusion for sales of 
principal residences, which costs $1.4 billion through 2002 and $23 billion through 2007 . 

. However, t.hey do not include the proposed expansion of the Bumpers targeted capital gains 
prOVISIOn. 
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o 	 Sc~parate 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 of7.5 percent for taxpayers in the 
15 percent bracket and a rate of20 percent for taxpayers in higher tax brackets. A special 
AJ\1T rate of20 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 ofthis 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 likeiy 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 oppose 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 
re~:ult 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 ofthe 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 ifa 
tht:~oretically 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 explanation of the problems inherent in capital gains indexing is attached as 
Exhibit B. . 

Expand 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 exc1usiDn may not exceed the greater of$10 million or 10 times the taxpayer's basis in the 

. 	 . 
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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 changes to section 1202 is attached as 
Exhibit C. 

o 	 l!lcrease limit on eJj~ible ~ain. We would recommend that the SI 0 million limitation 
on eligible gain be increased to S20 million and that the alternative limitation of 10 times 
basis be repealed as a simplification measure. 

__ Agree wi recomInendation __ Make other change 

Other change: 

Increase the size ofbusinesses permitted to use the special proposal from S50 
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 recommend 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 AMI 
would be subjectto a 14 percent rate.) 

Rerorm or 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 
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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 25 percent per year:. from 
0.9 million in 1997 to 2.4 million in 2002 to 8.4 million in 2007. The taxpayers who are 
thrown onto the AMT will increasingly be taxpayers who 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 
taxpayl~rs 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 Exhibit D. Treasury has developed an AMT refonn package. Adopting 
it, however, will raise two major political problems. First. because so many taxpayers 
will be affected by the AMI 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 AMI than middle-income taxpayers. Second, because the 

r 	 costs of the AMT increase sharply over the 10-year budget window, tackJing the 

problem makes it more difficult to challenge Congressional Leadersbip proposals with 

the criticism that costs explode in the out years. 


o 	 Our recommended refonn simplifies the AMI, but does not solve the long run problem. 
Going further is arguably the best choice on purely policy grounds, but raises difficult 
pol.itical problems. [t would als.o force you and your advisors to make the correct, but 
difficult argument that AMI costs explode in the out years because we are ~, 
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 Offi«:e Deduction 

Under the Supreme Court's holding in Commissioner v' So\iman, 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 perfonns his primary business services at another business 
location. [n 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 commuting expenses to become 
deductible. A more detailed explanation of the home office deduction is attached at Exhibit E, 

Accept proposal 	 Other 
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. Costs of the Package 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 Exnlbit G 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. 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 
al ternatives. 

o 	 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. 

o 	 Thi~ last two tables show veO' vreliminar:y ang rough calculations of the distributional 
em:cts of S.2, It is provided here to give you an idea of what the distributional effects of 
a Congressional Leadership package might look like. 

o 	 Th(~ 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 S,2. 
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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 scholars:hip, $1000; Tuition Deduction, $10,000 \1 ~35,]28 -89,174 
Rangel K-12 school finance tax provision, Plug Number ~1 ,500 -6,000 

. Make Section :I 27 Permanent \2 -3,674 -8,443 
. Student Loan Interest deductibility -1.837 -4,419 

Middle-Class Ta:[ 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 
40% CapGn Exclusion and 24% AMT -3,123 -7,603 
Super-Bumpers Plug Number \5 -1,000 -3,000 
President'sHome Sales ProvisionS \5 -972 -1,700 
Daschle Estate Tax Proposals (JCT) -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 	 -135,278 -343,717 

Revenue Offs(!ts 	 50,001 110,488 

Total Net Cut 	 -85,277 -233,229 

\1 	 The proposal drops the B- rule and Pell offset to HOPE. Effective 711/97. The HOPE credit is $1 
and $10,000 thereafter. 

\2 Includes 10% employer credit for small business training. 
\3 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 AGl The phase-out range is indexed 

\4 	 Assumes the enactment of the refundable Kidsave proposal. Among other things. it eliminates 

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

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


\5 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 
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DEPARTMENT OF THE TREASURY 


WASHINGTON, D.C. 20220 


, June 2, 1997 

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN 


FROM: 

DEPUTYSECRETARYS~RS 

DON LUBICK ~C~ 
ACTING ASSISTANT SECRETARY (TAX POLICY) 

SUBJECT: Refundable Child Tax Credit 

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

A refundable credit will ensure that low-income families, with young children, would 
receive some of the benefits of the tax package. With capital gains and estate tax relief, the 
Congressional tax package will distribute much of its benefits t9 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 EfTe are largeIy due to the simple, non~stigmatizing application process. By limiting the 
refundable cfedit to families with a certain level of earnings, the proposal would also 
complement our welfare-lo-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 

1A refundable tax credit allows a taxpayer to r~ceive the full benefits of a subsidy 
through the ULX system, even if the subsidy exceeds his or her tax liability. The earned income 
tax credit is an example of a refundable tax creqit. 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 liitbility. Taxpayers can claim the refundable credit on their tax return filed at the 
end of the year and receive the value of the credit as either a reduction in their outstanding tax 
IiabiJity or as a refund~ 
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way of subsiding certain expenditures for three key reas~ns. First, the' IRS cannot verify 
health insurance or child care expenditures prior to payment of the tax credit, and it is difficult 
to recapture erroneous refunds paid to low-income taxpayers once the payment has been made. 
Second. th(~ refundable credit generally yvould 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 flIe 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 throt~gh non-tax administrative mechanisms. 

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

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 believ,~ that its noncompliance problems are caused by refundability. Our anaJysis of the 
EITC compl iance data suggests otherwise: the overclaim rate among those with a positive pre­
EITe tax liability in 1994 was nearly three times larger than the, rate among those who did not 
have a tax liability. Further, nearly 95 percent of EITC c1ai1llants have a reason to file a 
return other than to claim the credit. Noncomplian,t EITC claimants do not enter the tax 
system merely to claim the credit, and it is uniikely that a refundable $500 child credit (with 
an earnings threshold) will change this. 

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

A 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 assistance 
to all low-income individuals. 
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FROM: DONLUBICK /flLr 
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·in.come 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 aU taxpayers, as well as the 
IRS, at a time when many believe that its complexity has alr~ady 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. 

~rincipal problems with indexing 

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

Out ye~u costs. Treasury estimates that the indexing provisions in S.2 (indexing on top of a 
50 percent exclusion) would add $40 billion to the $53. billion ten-year cost of a SO percent 
capital gains exclusion. Thus indexing on top ofan 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 sel.l 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 ~nto the law. Under current law a taxpayer can 
generally compute the gain from the sale of an asset simply by comparing the amount received 
from the sale to the cost of the asset. The date an asset was purchased is relevant only in 
determining whether any gain is long term or short term--ifthe asset has been held for more than 
one year the gain is long term and the acquisition date of the asset (and any related improvements) 
is entirely irtelevant. Under an indexation system, a taxpayer would need to know the date on 
which an asset was acquired md the date on which any significant improvements were made to 
the asset. This adds significant complexity to many common situations, as noted by theNew 
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 ofpass-through investment vehicles (including partnerships, S 
corporations, real estate investment trusts, and mutual funds). Finally, only certain types of assets 
typically qualify for indexing, thereby placing additional pressure on distinguishing similar types of 
assets, For example, debt instruments typically are not indexed, making the distinction between 
debt or equity more important. 

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

Arbitrage. Any form of preferential treatment for capital gains creates the potential for 
arbitrage and distorts investment incentives in favor of assets qualifying 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 easi(~st forms of arbitrage involve borrowing to invest,in the tax-favored assets, In the 
absence of sp,~cial 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. 

E){ampl~: Under current law the highest rate of tax on ordinary income is 39.6 percent. 
The highest rate of tax on capital gains is 28 percent. A taxpayer borrowing $10,000 at 
10 percent to invest in a capital asset that earns a return of9 percent would lose $100 on 



a pre-tax basis. On an after tax basis, in the absence of anti-arbitrage rules, the same 
taxpayer would be $44 ahead (the $1,000 interest deduction would reduce tax liabilities 
by $396 while the 900 capital gain would produce tax liabilities of$252; the net $144 
tax savings would more than offset the $100 pre-tax loss). Note: Lenders are often 
tax-exempt, so that interest income is not taxed. 

The Internal Revenue Code already contains a oumber ofcomplex provisions 
intended to prevent (or at least deter) S'\Jch 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 00 the existing rules and new rules need to be 
considere:d.· . 

Pricle indeL Typically, CPI is used in the Tax Code to adjust for inflation. Given 
the recent controversy surrounding CPI's accuracy as a measure ofinflation, we would 
need carefully to consider whether its use would be proper for capital gains indexing. 
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MEMORANDUM FOR SECRETARY ROBERT E.RUBIN 
DEPUTY SECRETARY SUMMERS 

FROM: 	 DON LUBICK !J{ Lr . 
ACTING ASSISTANT SECRETARY (TAX POLICY) 

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

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

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

o 	 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 limitation 
of 10 times basis would be repealed as a simplification measure. 

o 	 Excluded capital gains would still be treated as a preference item under the AMT, but a 
spe(;ial AMT rate would apply to ensure that capital gains qualifYing for 1202 under 
eithi~r the ordinary income tax or the AMT would be taxed at a maximum rate of 14 
perc:ent. 

o 	 Certain anti·abuse rules that could unnecessarily disqualifY certain businesses would be . 
libeialized. 

The working capital rules could be modified to provide that (1) working capital will 
be treated as an active trade or business asset if it is reasonably expected to be used 
within 5 years (up from current 2 years); (ji) funds spent on. R&D will be treated as 
creating an active trade or business asset dollar-for-dollar; and (iii) the time period 
for taking full advantage of these working capital rules would be extended from 2 
years to 5 years. These changes would benefit bio-tech companies and other R&D 
firms that have iong 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 ofone or more employees was not intended to disqualify software 
or R&D or similar firms. Administration and compliance with the provision would 
be improved by requiring firms to file an annual eligibility fonn along with their 
corporate tax returns. 

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

Most startup finns 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 capitaJ 
gains exclusion is passed, those who have held shares for less than 5 years would be 
eligible for the generaJ 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 mQst likely to be of interest to Senators Daschle, Roth, Hatch, 
Liebi~rman and Mack, and Representatives Matsui, English, McCrery, Dunn,and Watkins 
who have introduced bills with targeted capitaJ gains provisions for small business. A 
number of additional Senators and Representatives are co-sponsors of these bills. 
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MEMORANDUM FOR SECRETARY ROBERT E. RUBIN 
DEPUTY SECRETARY SUMMERS 

? I 	 . 
FROM: 	 DON LUBICK l/ .1iJ~
ACTING ASSIS . SECRETARY (TAX POLICY) 

SUBJECT: Refonning the Alternative Minimum Tax 

In the absence of policy changes, the number of taxpayers that pay taxes because of the AMT 
(as opposed to the regular income tax) will increase by roughly 25 percent per year: from 0.9 
million in 1997 to 2.4 million in 2002 to 8.4 million in 2007. The taxpayers who are thrown onto 
the AMT will increasingly be taxpayers who 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 oftaXpayers to fill out a very 
complicated tax for a parallel tax system will infuriate most taxpayers and may put in peril the 
survival of the whole progressive tax system. 

The main components of our proposed reforms are (I) index AMT exemption at.2002 levels, 
(2) allow personal exemptions and the standard deduction to be deducted under the AMT, and (3) 
allow 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 w~1l 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 $) 10,000 (in 1997 dollars). Second, because the costs of the AMT increase sharply over 
the lO-year budget window, tackling the problem makes it more difficult to challenge 
Congressional Leadership proposals with the criticism that costs explode in the out years. 

Strate~ 

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

o 	 Drop the AMT reform proposal altogether. OTP opposes this option, because· 
tackling the problem will get increasingly expensive over time, and as more taxpayers get . 
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affected by the AMT, support for the income tax is likely to erode. Moreover, by not 
tack:ling the problem now, there will be irresistible pressure for future tax Cuts (to fix the 
ANIT problem), with resulting pressure to reduce spending andlor increase the deficit 
OVI~r time, the AMT is likely to generate resentment that will be easily exploited by those 
wishing to "rip the tax system out by its roots. " 

a 	 Embrace the proposed refonn. 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 ofbacldoaded IRAs, the rapidly increasing cost of the AMT arises 
largely from a rapidly increasing number oftaxpayers being subjected to the AMT. In 
con1trast, rapidly increasing costs of capital gains tax cuts come from large benefits being 
granted to relatively small number of taxpayers. Put differently, most of the cost of AMT 
reform comes from relieving taxpayers from paying a tax in the future that they do not 
currently pay and may not even know exists. A second argument is that the AMT, ifleft 
unrc;:formed, will reduce the value of the child credit and HOPE credit, so to make these 
initiatives work correctly. the AMT must be changed. 

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

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

. . 
(TAX POLICY) 

SUBJECT: Home Office Deduction 

Summary 

Taxpayers currently are precluded from taking a home office deduction if they use a home office 
to perform the administrative and management activities of their business, but perform their business 
services at another business location. Several proposals have recently been made wallowa home office 
deduction in these situations. We are supportive of the general approach taken in these proposals, but 
believe that c:errain technical modifications are necessary (1) to ensm:e 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 ponion of the home is exclusively 
used on a regular basis as the taxpayer's "principal place of business." In Commissioner y Soliman, 
the Supreme Coun disallowed a home office deduction to an anesthesiologist who practiced at several 
hospitals, but performed his administrative activities in a home office because he was not provided office 
space by the hospitals. The Court held that the home office was not his principal place of business, 
because his primary services were performed at the hospitals. 

CQOl;![essiooal proposals 

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

if (I) the office is exclusively used by the taxpayer to conduct essell1ial a.dministrative or management 
activities on a regular and systematic basis, and (ii) the taxpayer has no other location to conduct these 
essential adminisrrative or managemell1 activities. Thus, under the bill. a home office deduction would 
be allowed under circumstances where the taxpayer's home is not iD fac.t the taxpayer's principal place 
of business. 

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

While we generally agree with the approach of tile bill, certain consideratieo.s must be addressed. 
In 'particula.t, the currei::it rules were enacted by Congress in 1976 to reduce the substantial amowlt of 
litigation OVf~r the circumstances under which a taxpayer who worked in his or her home could deduct 
as a business expense a portion of the costs associated with maintaining the home. It is imporiant that 
we make evety 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 perfOnIled in the home office must be both substantial and essential. This would avoid allowing 
a home office deduction where only a ~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 
nondeductibh! commuting expenses. We believe the effects of the proposal should be limited to home 
office expenses. ' 

ReYised prolwsal 

We would add a section 280A(c)(l)(D) to aUowa home office deduction in cases where (I) the 
office is exc),usively used by the taxpayer to conduct. substantial and essential administrative or 
management activities on a regular and systematic basis, and (U) the taxpayer has no other location to 
conduct these essential administrative or management activities. Thus, we would not amend the 
definition of principal place of business. thereby avoiding any effect on commuting expenses. 

" 
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FROM: ' 	 DON LUBICK IJ(v '. 
ACTING ASSlll~NT 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 suggested tax packages. The 
package~ include: 

o 	 A refundable Kidsave credit for children under 13 through 2002, and for children under 
J8 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 fmance the children's college education or the taxpayer's 
retirement. 

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

The advantage of this package relative to previous packages is that the effective date 
is six months earlier (7/1197) than the alternatives (11l/98) and the President's 
complete proposals are in place by 2000 rather than 2001. It is easy to go back to 
an alternative proposal if that is preferable. 

o 	 ThE! capital gains proposal includes a general 40 percent exclusion with special 24 percent 
ANIT rate, the latter to ensure that the highest tax rate on capital gains under both the 
ordinary income tax and AMT is 24 percent. In addition, the President's capital gains 
proposal for home sales is included, as well as a liberalization of Section 1202, the capital 
gains preference for venture capital. 

o 	 The: two tables differ in their individual AMT reforms. The first shows the full·blown 
N"H 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. 

I 



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

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

Costs in thi! Second 10 Years 

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

The CBPP methodology applied to package I (with the full AMT reform)"would imply that 
our 2008-2017 net tax cut would be roughly $690 billion. This figure is likely to be overstated, 
however. Our refundable Kidsave credit does not increase in a uniform manner. Because of the 
"round-down" rules of indexing, the credit tends to remain at a fixed nominal amount for two or 
more years a.nd then jump. An increase in the credit coincidentally occurs in the last three years of 
the Budget agreement, making it appear that the cost of the credit will increase sharply in the out 
years. This is not the case. When a 'rough adjustment is made for a reasonable path for the child 
credit, the 2008-2017 cost of the first package is roughJy $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 Kjdsave credit, the 2008-2017 cost of the net tax cut would be roughly $440 billion. 
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lIIu51raUH 1I.5r11t1C Tat Par""!!:" Vcry !'rrllmlnary Trn,ury E,Umalc, (Het!,l ..htre noltd) 
Dollar amounts in millions. May In. 1997 .~' 

l221 I.W L<l9? Z!lQQ 2QQl 29.!U 2®l 2illJ1 2Ql).i 2<l9.i ~ 15'1l:02, ~ 

Eduullon paciutge 

IIOPE scholarship. $1000; Tuition Deduction, $ I0.000 \1 -78 -,.714 -5.556 -6.677 .9.219 ·9.962 -IO,IIJ -10,473 
 -10,732 -11.281 -11,447 -35.128 -89./74
Rangel K-12 school finance lAX provi~ion (nol scored) 
Make Secrion 127 Permanenl \2 	 -82 -645 ·670 -7.'0 -796 -8.H -1174 -914 -951 ·988 -1.042 -3,674 .8,443 

Middle-a." T81 ReUehnd Saving Pro\1slon5 

Refundable KidS4vc Credit \) .732 -11,855 ·14.049 ·11,J82 -17.302 ·17.242 .1.9.89! ·22.~5() ... "). "10."1' ,...- ..... '" 
-....... "'v, • "' -2o j20 -71,830 -193.457 
!iidhidual' Arv1T iefufln. sbu; In :2(j03 \4 0 0 0 0 0 0 ·2,261 .4,705 -6.454 ·8,832 -11,950 

..... "'t 17 t 

0 -34,202 

Caple.1 Gains and Esbtt Tn Relld 
40% CapOn ExtlusiOn and 24% AMT -400 ·835 841 -1,023 -1,043 -1,063 ·1.015 ·945 ·940 ·855 -725 -3,123 .1,603 
Super·Bumper! Plug Number \S 0 ·50 ·150 ·300 -400 ·500 -600 -700 -800 ·900 -'.000 -1,400 -5,400 
Presidents Horne Sales Provisions \S 	 -10 ·90 ·241 -228 .214 ·199 ·183 -165 ·147 -)21 -106 -972 ·1.100 
Daschle Esllte Tax Proposals (lCn 0 -440 ·540 -640 -740 ·840 -1,000 -1.200 ·1,400 ·1,600 -1.800 -3.200 -10,200 . 

Urbsn Initiatives 

Distressed Areas Initiatives \6 ·40 -426 ·50!) ·509 .47& .421 -368 -326 ·292 ·260 -230 
 c2,339 -3,8 IS 
Welfare-to-Work 0 -68 ·137 .163 -122 ·61 ·20 ·5 ·1 0 0 ·SSI -517 

Oliler Tax Incentives \7 ·10 -141 ·214 -257 -301 ·369 ·345 -387 -429 .1.39S -2,405 -1,282 -6.243 

Onc-yur Extensions of Expiring Provisions -438 .968 .747 -330 ·145 ·52 .8 0 0 0 0 -2,242 ·2,250 


Gross TuCUt 	 -1,790 -19.232 ·21.968 -28.239 ·)0.760 .31,542 -36,678 .42.270 -44,433 -50,711 -57,225 -131,74') -363,064 


Revenue Offsets 	 623 8,488 9.073 9,951 10,411 12,078 11.202 11,679 12,080 12,538 12,988 50,001 110,418 

Total Net CUI 	 -1,167 -10,744 ·12.895 ·18.2118 ·20.349 .19,464 -25,476 .30,S91 -32,JS3 -3g,)7~ -44,237 ·81,740 -252.576 
(not IndudLnc Rangri s.chool rolUfrudion pr-ocnm, 

n~cttd Co tost 13 bUUon thmUVt 1(02) 


\1 	 The proposal drops the B- rule and Pell offset.to HOPE. Effective 711197. The HOPE credit is SI.OOO in 199M. 1m and SI,500 in 2000 and indexed !hereafter, The tuition deduction is $5,000 in 1998 and 1m 
and SfO,OO<Ilileredler. 

\2 Includes 10·.4 employer credit for small business training. 
\) A refundable child credit for children under 13 with an optional 1500 nondeductible IRA for education or retirement. The tredit is refundable only to I4Xp8yer5 with earnings or $2.000 or more in 1997. 

The eamings test is indexed beginning in 1998. The nondeductible IRA is available ror each child cmIit allowed. The eredil is $200 in 1997. 1300 in 1998. and S500 in 1m and indexed thereafter . 
. The credit is pha.sed-out between $60,000 and $75,000 of AGI. The plutse-out range is indexed beginning in 2000. 

\4 	Assumes d1e enactment of the refundable Kidsavc proposal. Among o1bet things, it eliminates 

several iNlppropriafe A."-fT preference: items (most impot1antly the standard deduttion), 

allow$ pcoQl14l credits to offset AMT liability, and indexes the AMT in 2003 


\S Slicked aller d1e 50% extlusion 

\6 Exptild Empowennent Zone1 and Enterprise Communities, BrownfIeld!, and CDFI 


. I 
\7 Equillble tolling. Puer10 Rico Tax Credit, FSC sofiwl.re. and DC i~tives 

http:sofiwl.re
http:offset.to


Illu,cnilH Ih,dillt h' l'ldul,::t: Vtry l'rrllmlllary Trra,ury F.,tlm.lr, (<1£<1'1 ..htrt noltd) 	
!'. 

Dollar amount~ in milliom. May 30. 1997 

1221 1m. 1.222 2Qllil lOOJ 2QQ2. 12Qm 2.QQi 2illli 2.llQ§. 2Q.Q1 ~ 1~ 

EducaUon packogt 
HOPE scholll!ship. SIOOO; TuiliOt1 Deduction.. SIO.OOO \1 ·18 ·3.714 ·5.5~6 .6.677 ·9.219 .9.962 ·10.1 B ·10.47] ·10.732 ·11.281 .11.447 .35.128 -89,174 
Rangel K- 1'2 !cl!ool finance tax provisiOl1 (nol scored) 
Make Section 127 Perm6t1enl \2 ·82 .645 ·670 ·730 .7')6 -8B ·874 -914 ·951 ·988 -1,042 . -3.674 -B.441 

Mlddle-Ous Tax ReUfr and Snlng p"!vtslom 
Refundable Kidsave Credit \3 ·732 ·11,855 .14,049 .]7,382 ·17,302 ·17.242 -19,891 ·22,450 .22-287 -24,479 ·26,520 -77.RJO -!9l,4S7 
Individual AMT rerron, slart in 2003 \4 t) 0 () G ij (/ -3i12 .760 ·l,OIl -1,412 -1.969 0 -5,S36 

Capital G1Itns and Es1.te Tax ReUd 
40'!-. CapOn Exc\usiO!1 and 24% A.MT -400 ·335 841 -1.023 . ·1.043 ·1,063 ·1.015 ·945 -940 ..855 -725 .:1,123 ·7,603 
Super.Bumpers Plug Number \5 0 ·50 -150 ·300 -400 -500 -6oo .700 -1100 ·900 -1,000 -1.400 -5,400 
Presidents Home Sales ProvisiO!1! \5 ·10 ·90 -241 ·228 ·214 ·199 .]83 ·165 ·147 ·127 -106 .972 .1,700 
Daschle Estate rax Proposals (JCT) 0 -440 ·540 ·640 ·740 ·840 .1,000 ·I,2oo -1.400 ·1,600 .\.800 ·J,2oo .10,200 

Urbln·lnltlatlns 
Distressed Areas Initiatives \6 -40 -426 ·505 ·509 -478 .421 ·368 ·326 ·292 ·260 ·230 ·2,339 ·3,115 
Welfarc·to-Wori<. 0 -68 ·137 -163 ·122 -61 ·20 ·5 -I 0 0 ·S,51 -577 

Olhe:r Tax Incentives \7 ·10 -141 ·214 ·257 ·)01 .369 ·345 ·387 -429 .1,395 -2,405 ·1.282 -6,243 
Qnc:.year Extensions of Expiring ProvisiO!1S -438 .968 .747 ·330 ·145 ·52 ·8 0 0 0 0 ·2.242 .2,lSO 

Gross TuCUt 	 -1,790 .19,232 .21,968 .28,239 ·30,760 -31.542 ·34,799 ·38.325 ·38,992 ·43,297 -47.244 ·131,741 ·334.39S 

RC1fenut! Offsets 	 621 11,488 9,073 9.951 10.411 12,078 11,202 11.679 12,080 12,518 12,9118 50,001 110.4811 

ToCal NdCUC ·1.167 ·10,744 -12.895 ·18.288 ·20.349 ·19.464 ·23,597 ·26,646 ·26.912 ·30,759 ·34.256 ·81,740 .223,910 
(not Indudln& Rangel school construdton progTIlm, 

upeded to toSC SJ billion thJ'ou&h 2001 and 
$8 bUllon thl"Oug;b 2007) 

\1 The proposal drops the So rule and Pell offset to HOPE. Effective 7/1197. The HOPE·credil is $1,000 in 1998·1999 and $1,500 in 2000 and indexed thereafter. The tuitiO!1 deductinnis S5,OOOin 1991 and 1999 
and SI 0,000 thereafter. 

\2 Includes 10·/0 employer (:fedi! for 5mall business training. 
\J A refundable child credit for children under 13 with an optiO!1al $500 OOndeductiblc IRA for education or rc!iremenl. ·TIIe credit b refundable oaly to taxpayers with earnings ofS2,OOO or more in 1997. 

The canings test is indexed beginning in 199&. The J)Ondeductible IRA i!Available for ead! child credit allow • ..... '".- .... - ','--- -
TIle c:redil is pIwed-out between S60,ooo and 575,000. of AGt The phase-out range is indexed begiming in : t 1 

\4 Assumes Ihe enactment of Ihe refundable Kidsave proposal. Arn0!18 oilier !hings, it elimil\llles 	 .......... <0" ~ r 
 c:::> '-\:Jsevenl inappropriate AMT preference it"""s (mofl importantly Ihe standud deduction), 	 '-J _ C. "'>allows pcn<i'IIIlI credits to ofTseI A.MT liability, and ind~ Ihe AMT in 2003 }, ~ '-lJ 	 ~sf" 	 ~ 
\5 Sucked after Ihe 50"4 exclusion. 	 " ~ ~. 
\6 Expand Empowenncnt Zones and Enterprise Communities, Brownfields, and CDFt r . '" r· c) ~ 
·\7 Equitable tolling, Puma Rico Tax Credit, FSC sottware, and DC incentives -..j) ;> dtJ.
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DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C. 20220 

VeO' close hQld 
May 30,1997 

MEMORANDUM FOR SECRETARY ROBERT E. RUBIN 
DEPUTY SECRETARY SUMMERS 

FROM: 	 DON LUBICK ~f l./ . 
ACTING ASSISf~NT SECRETARY (TAX PO'LICY) 

SUBJECT:: 	 Distributional Effects of a Potential Tax Package 

Attached' you will find six tables showing distributional effects of different Administration 
and Congre:ssional tax packages. 

o 	 The first two tables show very preliminary estimates of the distributionru effects of a 
proposed tax package. The p~ckage is from Thursday, and includes the complete, costly 
AM[T 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 cruldren will add roughly $S 
billion in 2007 (we distribute the fully phased-in policies) to the bottom and middle 
quintiles of the income distribution, and, if we adopt the scaled back version of the 
AMT reform, we will take away nearly $10 billion 'of tax cuts that are distributed 
toward the top of the income distribution. 

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

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

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

0; 	 The upshot is that the current package targets more relief than either the Budget or S.2 
to the bottom two income quintiles, presumably because of the refundable Kidsave credit. 
It provides less of its total tax relief to families in the third and fourth quintiles of the 
income distribution than the President's budget, but more than S.2. It provides a greater 
share of tax relief to the top quintiie than the Budget proposals, but less than S.2. 
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very Preliminary 

Baseline Tax Package as of May 30, 1997 {1} 

(1998 Income laYeIs) 

FamUy Economic 

Income Qufnlile (2) 


Total Tax Change Tax Change as 8 PefCeIlt of: 

Number Curren! Family 

of Average Perc:eri FedenIJ Economic 
Families TID Change /v'rItxJrI. (3) ~ Taxes (4) InalITle 
(mcllion$) ($) ($J.4) (%) (%) ; (%) 

Lowest (5) 


Second 

Third 


Fourth 

Highest 


Total (5) 

Top 10% 
rop5% 
Top 1% 

21.6 
222 
22.3 
22.3 
22.3 

111.3 

11,1 
5.6 
1,1 

-82 
·244 
·296 
-397 
-664 

·342 

·999 
.1559 
-3719 

.1768 
-5435 
-6592 
-8841 

·15228 

..3804Q 

.11125 
-8889 
-4173 

4.6 ·14.07 
14.3 -8.82 
17.3 -4.18 
23.2 ·2.86 
-40.0 ·1.67 

100.0 ·2.62 

29.2 .1.68 

22.8 -1.78 
11.0 ' ·1.61 

-0.86 
-1.00 
-0.69 
-0.55 
-0.37 

-0.51 

-0,38 
-0,41 
-0.40 

Department of the Treasury May 30.1997 
Office of Tax AnalysIS 

(1) 	 This table distributas tr.. Ktimal..:l, c:hange in lax burdens duc.1O tr.. lax propoMis in the foIlowinQlUI.ISIratiw baseline lax pactag.: 

ii Hope Scholarship credit ($1000 u-.lOUQh 1999. $1.500 in 2000. Indexed ~ning in 2001; noB minus ru"; end no Federal gram 

olfset) and Ivition tax d4ldui:tion ($5.000 in 1998 and 1999, $10.oooIherNIIar); Ii) Permanenl ~ of Sadlon 127; Ui) Kldsawo 

c, .. .:lit: a $500 refundable (:h;td cr4ldit ($2,000 Nmiflll$ Iiest) flo( ehildren under 13 with en optional maximum $500 

back.loaded IRA for education or retirement; I\/) individual AMT reform (onc:tudes elimination of personal exemption, personal 

crodits. and standard deduction p,.t.rencn): v) 40% capital pains exclU$ion and 24% AMT; '10 small busi_ capital gains 

p'elelences; v) $SIJ().ooo eKcll/$ion of glins on the Sit. of pl'incipal r...idence (president'. FY1998 Budgel propo$.ll); 

vi) disue$sed oreOS iniliaIM", and otr-.r lax rnc:.ntiva in Itw Presidenfs FY1998 Budget (toquita~ IIIIUng, Section 930, 

and FSC software); and vii) 85 r_ue otrs.!s; tr.. excise lax" and _ of Itw corporate raisers in the PrHiden!'s Budget, 

(2) 	 F emily Economic Inccm<l <F:EQ i$ I br...d-based income concep!. FEI i$ constrvc:t.d by adding 10 AGI unrepolied and under. 

rBp<>rted income; IRA and I<lOgh deductions; nontaxa~ InInSIIII' pIIymIII'lts such as Soci4Il s.curity end AFOC: employer. 

provided fringe benefits; inside buil<klp 0tI pen'Jion., 1RAs, Keoghs, and Iif. lnsuI1Inc;e; tlix"Kempt int6tnt; end imp\.lted renl 

on owne,-occupi4ld nousin,l. Capital pains Ire c:ompulIId on on accrual basis. adjUSlltdfor Inftation IOItw on<tenI IIlaI r.liabl. 

dam allow. Innationary losses of lende<'s a'. sublnictltd and pains ofbolrowws ere Idded, Thefe is also In adjustment lor 

a".lelllled depreeiation or nonc:orporalll bu$inesses, FElis $/'iown on I family rather than a lax-l'lllUm basis. The economic 

income$ of all membel'$ of /I family unit Ir. added 10 Irrive at tr..'family', ec:onomic income used in tr.. distributions, 

(3) 	 Th. change in Federal tax.,l i:> Htimaled et 1998 income Iewb but assuming fully phased in (2007) law Ind behavior. For the 

Kiclsa .... p,opo$ll, tr.. change is musur4ld as Itw pAIWI1t veluc. of the lax u'lings from one yeat.conIribution$. The eftec:t 

of the c:apital gains p<opoSai is based on tr.. level of capital gains , ..Iization$ under c:umH1t law. 

(4) 	 The taxes includ4ld Ire indMdual Ind cotpOCat.a income, plyroll (Sodal Sec:urIty and unemployment), and .xtisoI:o. Estale and 

gill taxes and customs dutHl'S ar.oxcluded. TM Individual income lax is IS$U/Md 10 be borne by payers. the COflIOIIIIe 

income tax by capital incoma oenOl1lIIy. pIyTOIl tax.. (employor and employee WItS) by lebo!' (wegail Ind HIt-empioyftlenl 

income). e.cisos on pyrc:l'ul,$8S by individuals by the purchaHr, and .lI.cisH 0<'\ purchases by busi_ in propol1lon 10 total 

consumption expenditures. F.o.IlII tun II. HtiIl\at8d.t 1998 income \eveI$ but uIl.lming 20071cw Ind.lhet-wfore. exclude 

provisions thaI expire prior 10 the end of tr.. Budget period end II. Idj\Jllbld for tr.. elYect:s of unindtixed panllnelAlfs .. 

(5) 	 Fa."ilie, With n~ativeinconlos.,. excluded from tr.. ~ quintil. but incloo.din tr.. IatII liM. 

NOTE: Ouintiles begin al FEI of: Second $16.9S0; Thil'1l UZ.563; Fourth S54.758; Highest $93.222; Top 10% $127.373; , 
Top 5% $170,103; Top 1'!1o $-408.551. 
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Very Preliminarx 

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

(1998lnccme lJNeIs) 

Tetal Tax Change Tax Change as a Pen:ent at: I 
NLmber CUlTent ! Family J 

at Average Pen:en! Federal Economic I 

I 
FIImiies Tax Change Amount (3) 0is:tribIJti0n Taxes (4) Income I 

I 
(miIIion.s) ($) (SM) (%) <%) (%) ; 

o~ 15 
15 30 
3O.4{) 

4{)·50 

50·60 
60 - 75 
75·100 

100 - 200 
200 & over 

Total (5) 

18.5 

21.8 
12.1 
9.7 
7.9 
9.4 

117. 
15.6 
3.9 

111.3 

.os 
-2'.33 
-270 
-299 
-357 
~ 

-395 
~22 

·1945 

-342 

. -1208 
-5084 
..325Q 

-2902 
-2814 
-3799 
-4618 

-6575 
-7613 

.J804O 

3.2 -12.95 
13.4 -10.13 

8.5 -5.23 

7.6 -3.97 
7.4 -3.58 

10.0 -3,17 
12.1 -2.30 
17.3 -1.52 
20.0 -1.80 

100.0 ·2.62 

...o.n. 
-1.05 
...0.78 
...o.fi7 
...0.65 
-0.60 
-0.46 
-032 
-0.42 

-0.51 

Department of the Treasury May 30.1997 

Off,ce of Tax Analysis 

(1) 	 Thi$ table dislriovtH the estimaUtd change in tax btlrdtns due to 1M tmI propoNb in the foiJowiog IUUSInIM ~inetax paclalge: 

i) Hop<! Scholarship cred~ ($1000 through 1999. $l.soo in 2000. incHx4ld beginning 1112001: no B mintl$ NIe; and no F4Id&raillranl 

othiet) and tuition tax dedlic:lion ($5.000·in 1998 and 1999. $10.000 theteeller); U) P1irmeMl"lt extension ofs.ction 127; Iii) KiclMve 

cledrt: a $SOO refundable child credit ($2.000 earnings te$I) fOf children unci« 13 with an optionallllPimum $500 

back·loaded IRA for educe!),n or retirement; iv) indMdual AMi r"'_ (indlJdes elimination (II ,...--Ie.emption, ~I 

credits. and sUlndard d.duction prof.,encn): v) <40"" cepital va1ns exclusion end 24% AMi: \/I) _U b~ c:apitaillains 

preforences;' v) $SOO.OOO e~clusion of gains 0<'1 1M ua. of principal resida-nce(PrHidanl'. FYl998 ~ proposal); 


vi) disttes:>ed area$ initiativeis ana other tax il'lC4tntiYel in 1M PIHiclenfs FYl998 Buaget (equitable lulling. S~n 936, 


and FSC %>oftware); and \/ii) ;as re"enue otIwtli: the exdH taxes and soma of 1M c:~ raiMfs in 1M President's Budget. 


(2) 	 Family Economic Income (FE:/) is II bfoaO-baHd income (:OOC6pt. FEI is cOl\$tnJCled by adding to AGI unreponed .nd under­

ropc'rtltd income; IRA lind K·.ogh d«Iuc:tions; nontaDbIe transfar payments suo;h as Social s.cumyand AFOC; emplo)/ef. 

providltd fringe benefits; ;n$-ide build-up on p6nsions. 1Rh. KIOOIlM, lind llIe iMunlnce; tax-e.empt inIIHnt; and Imputed lenl 

on owner-occupi4Od housing. Capital gain, are comj)\lbld on an accrual basis. ad~!Of Inf\Dtion to 1M IIllMnllhat r"iable 

data allow. Inflationary Io$u$ of ~ndel'$ are subtracted and gains of borrowen are add41d, The<e is also an adjustment for 

acc.le...t.d depreciation of nOl'lCOCpOflle bvsille:r.HS. FEI is shown on I family rather than alaX-flIIIIm ba$i$. The ac:onomic 

incomes 01 all members 01 a 'I1Imily unit are added to .rtiw at 1M fIImily's economic inCOfM UMd in 1M distribUtions .. 

(3) 	 The change in F.oeral tun is atilNltad at 1998 inconw Iwels bvt assuming fully phas.ed In (2007) law and behavior. For the 

Kidsava propoul. the chan"e is manured as 1M praMn! wlUII of 1M laX savinllshom _ yaa(. contributions. The etrKl 

of tho eap;t.1 g.ins pt'0j>0H11s bawd 0C'i 1M leval 01 capitlol gains reelizlrtions under currant law. 

(4) 	 The blXes included are individu.alandcorporate income, payroll (SociIl Sec:uriIy and unemployment), and excises. Estate and 

gift taxes and cvstoms duties are e.cluded. The individual iroc:ome laX is assumed to bO IIome by payors. 1M c;orporate 

income talC by capital i!'>Come ,,_ally. payroillaXes (employer and employee ..narH) by !abO!' ,..... and salf-ernployrnenl 

income), eKcisAt$ on purcha&<" by individuals by 1M purd\aSOf. and exclM$ on purc:n.- by business in propoc1jon to total 

consumption expenditures. F.oeral taK" are Hlimatad .1998 income lewb bvt assuming 2007 law and, thetldw•• exc;lu~ 

provl$ions that expire prior to ':he end of 1M Bud". period and are adjustAMI for 1M aftec:U 01 unindex4ld paramelets. 
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Tax Proposals in the President's FY1998 Budget (1) 

(~998 Income Leveb) 

Number 

Total Tax Change Tax Change as a Percent of: 

Current Famiy 

of Average Percent Federal Economic 

Families Tax Change' Amount (3). Distribution Taxe$ (4) Income 

(millions) (S) ($M) C,.) J%) (%) 

F.mly ea>n.m} 
Income Ouintile II~ 

Lowest (5) 


Second 


Third 
Fourth 

Highest 

Total (5) 

Top 10% 
Top 5% 
Top 1% 

21.6 

22.2· 
22.3 
22.3 
22.3 

111.3 

11.1 
5.6 
1.1 

12 
-90 

·240 
·377 
·182 

.175 

34 

235 
935 

251 
-1999 
·5331 
-8384 
-4064 

-19518 

376 
1,313 
1,049 

-1.3 2.00 0.12 
10.2 -3.25 -0.37 
27.3 -3.38 -0.56 
43.0 -2.72 -0.52 
20.8 -0.45 ·0.10 

100.0 -1.34 -0.26 

. -1.9 0.06 0.01 
-6.7 0.27 0.06 
-5.4 0.40 0.10 

Departm enl of the -rreasury February 13, 1997 
Office of Tax Amltysis 

(I) This table dislribu1es the. estimated change In tn burdens due 10 lhe lax proPosals in the President's FYI998 Budge!. 

1,2) Family Economic Income (FEI) is a broad-based income CQnCept FEt is constructed by ~ding 10 AGI unreport~ and under­

repOl1ed income; IRA and Keogh deductions; nontaxable tran51er payments sueh as Social SecUlily and AFDC; employer­

prOllided fringe benerns: inside b-uild-up on pensions. IRAs. Keoghs. and lile insurance: tax-exempt inlerKt; and impUted rent 

on OWT'Ier-occupied hOU1iing. Capital gainS are computed on an acc:rual basis, adjusted for intlatiol'l to the extent that reliable 

(jala allow. IntlatKlIlary losses 01 lenders are subtracted and gains 01 b«rowers are added. 'There i1I also an adjU'Stment for 

acceleraled depr~cialion 01 noocorporale businesses. FEI i1I shown on a family rather than II tax-felum basis. The economic 

Incomes 01 eU members 01 a family unn are added to arrive at the famity'$> economic income used III the distributions. 

(3) T~ Change in Fe(eral tues is estimated at 1998 income levels but assuming fully phased in (2007) law and behavior. 

IRA proposal. the change is meuured 6$ lhe present Value 01 the tax savings from one year's contributions. 

For the 

(4) The taxes included are individual and corporate income. payroll (Social SKurily and unemployment), and ucises. Estate and 

gift taxes and CU5I.)IT\S duties are excluded. The IndIVidual income tax is assumed to be borne by plyors, the corponIle 

income tax by capilal income generally. payroll lakes (employef and employee shauts) by lab« (wages and self-e~pIoyment 
income). excises ()/'\ purChases by individuals by the purChuer. and eXCI$es on purchases by busil'\e$$ in proportion 10 \oIal 

consumption expe"d~ure$ Federal taxes are esttmaled at 1998 income levels but assuming 2OO1'law and, therefore, etclude 

ptOvlStons that eXPIre prio< 10 the end ollhe Budget period Bnd are adlusled lor the elleets 01 unlOdexed paramelers 

(~,) Families WIIn negallve Incomes afe excluded Itom Ihe lowesl qU1nllie bullncluded 10 Ihe lolal hne 

NOTE Oumhles beg,n .. 1 FEI 01 Second $16.950. Thtf(j $32.563. Fourth $54.758. Highest $93.222; Top 10% 5127,373. 
Top 5% $170,103. Top 1% $408.551 



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

(1998 Income LIMIIl5) 

F~YE~J 

If'IC.'.I'.lme~Ia$li' (2) 

NlI'T'tber 

Total Tax C lIS • Percent of: 

Current Family 

of A\'ef1IIgoI .PClf'08l'1t FIIdenII EOOI"IOf'I1Iic 
F.mJies Tax CIwlge Oimbution Taxes (4) 

S " 
0-15 18.5 15 274 -1.4 2.94 0.17 

15.- 30 21.8 -70 -1526 7.8 --3.04 -0.31 

30-40 12.1 -162 . -1952 10.0 ~.14 '-0.47 

40·50 9.7 -268 ·2602 13.3 -3.56 -0.60 

50·60 7.9 -337 -2651 13.6 --3.37 -0.61. 

60 - 75 9.4 -366 ·3441 17.6 -3.93 -0.75 

75·100 11.7 -403 -4720 24.2 -2.12 -0.42 
100 - 200 15.6 -272 -4246 21.8 0.31 0.06 
200,. ever 3.9 342 1337 -69 0.00 0.00 

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

Department of \he Treasury February 13, 1997 
Off>ee 01 Tax Anal:(sis 

(2) Familf Economic I·,com. (FEI) is a bfoad-based income c:oncoIpc. FEI is conStFlJ<;lttd by oddlllgto AGI unreported and under· 

,"POrted income; I'RA and Keoph dodu<;liON: nontaxable \llInst.r payments $uch U Social SlICurily and AFDC; empI~. 

provided Inn". b<I...rils; ;n..de build-up on p<Nu,ions. IRAs. Ktogh$. and iii. insUianc.; tn....I.mpt int.fn!; and imputedt..,\ 

on ~r-occupied housil'l\l. c.,pilal gains ara computed on an aCC:MlI basis. adjusted lot inflation to the axtenlthat r....bIe 

dati allow. 'InllalM>r\ary Ios.H$ of ~rs at. svbtnlded and oains of borrower:; are added. The" is also an adjusttnllnt lor 

aceeloraled d.p,toeiltion 01 ~t. bus.innMS. FEI is "hown on • family rather than a !.IX·t.lum basis. The economiC 

in¢O<ll4'S 01 all m.rTlbolrs 01 • family unit ate .dded to atriw at IN family's KOnOmie income used in the distributions. 

(3) Th. eha"". in F.o.ral te•." i$ ,",{i"",ted at 1998 income levels but n.llmit1gIuNy phased in (2007) law .nd beNoviot. 

IRA p'opo .... l. Ih~ "hang. is m..sured .. tNo prnent val..,. 01 the tar 'lavings from one ye.(s conlribUl1ons. 

F« ihe 

(4) The I.."" included a'. IndIVidual and corporat. incorru>. pavroll (SociIl 5e<=1Klty and llnemployment). and ••c_s. E5I.I11.nd 

l1i11l.ues .nd clnloi",$ dut;'s .r••xclude-d. T~ itldr.idual incO/"lW I". is .lsUmed to b<I bome by PlIVOI'l. lhe COf'I)OBt. 

i!>CO.- !.IX by ...pit;., income o-rally. pooyrojl tax,", (employer .nd .mpIoyee sNo,es) by labor (wag" and ......mploym..,t 

incl)('M).••ci,..., oil putCNoSft by indr.idueb by IN put~..t. end ..cises on purcNoMS by bu.inen in proportiOt1 to lotal 

consumption oxpenditures. Fedoerll ta_ .. af. ntimallld et 1998 incO/"lW .....ts but assuming 2007 law 'nd. therefor••••clud. 

provisions Ihal .!<pin prior to the end 01 the Budget period and .r. Idjusted lor lhe .lIeen of unond •••d PlIfamaters. 
.1 

(5) famli.u W\th n"'9,IIY'l incom,", ar. Included in the tolal line but not shown S"PlIralely. 



Very Preliminary 

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

(1996 Income level$) 

F.md, E~~}
Income QUfnlile:~ 

Number Total Tax Change 

Tax Change 

8S a Percent 

of Cl.lrrent 

FederBl Taxes 

(%) 

Tax Change 

asa Percent 

of Income 
(%) 

of 
Families 

(millions) 

Average 
Tax Chansle 

(S) 

Percent 

AmocJnt (3) Distribution 
iSM) (%) 

Lowest (4) 21.4 -19 -409 0.7 ·2.89 -0.22 

Second 21.9 .109 -2388 4.2 -3.90 -0.49 

Third 21.9 -300 -6557 11.6 -4.<48 -0.78 

Fourth 21.9 ·528 ·11555 20.5 -4.25 -0.85 

Highest 21.9 .1600 -35007 62.1 -4.49 ·1.01 

Tolal (04) 	 109.4 -516 -56415 100.0 -4.42 -0.89 

Top 10% 10.9 ·2330 ·25501 45.2 -4.51 .1.03 

Top 5% 5.5 -3527 ·19294 34.2 -4.65 ·1.08 . 

Top 1% 1.1 ·9595 ·10496 18.6 -4.73 ·1.16 

Department ollhe Treasury January 23,1997 

Office 01 Tax Amllysis 


(1) Thi$ table dl$lribules tn. e.tim.al~ chang_ in lou burdens du_1o tn. tax provisicn.s in tn& 'American F.mity Tu Relief At:;(' 

(S. 2). sponsored by Senators Rotnlnd Lott. The Act induo.$IRA, child c:rlMiit, Il'Id capital gains provisions. Thi$ table 


8$s\Jmos: i) the IftA provi1.ion would nave tne _ diniblltioNiI impec1as1N! 01 tn. bac:kloaded IRA and spou~IIRA 


in the 'Contrac1 with America": ii) tn. child Cf~it provision is tn. Ame as that in tn. "Revenue Reconciliation Act of 1995" 


and iii) the caprt;alg8ins Plovision is !he "me as that in !he 'Rewnue R.conclliation Act of 1995" except indexing is not 


delayed, The A.ct .•1..., include'S estate and gill tax provisions which _ no! included in tn. table 


(2) 	 Family Economic Income (FE./) is a brOlld~sed ineom. concept. FEI is c:onstruc:ted by adding to ACI 

unraportod and uflderreport~ in<::ome; IRA and Keogh <Hductions: norrtaxabi41 nnsfer payments $uch 

as Social Secul1!y and AFDC; employer-ptOVidod fringe bene/its; iNJcM builf$.up On potnSions, IRAI. 

Keoghs. and life ins\Jl1Ince; tax..xempt interest; and imputAKI rent on ~-«:c:upMd~. 

Capital gains lire (omp~ on an aCCN-I1 basis. IIdjllSted fOf Inftation to tn. elClAlflt rel~bIe data Illow. 

Ifllla~onary losses of wm~rs are subVacted ,nd gains 01 borr_rs allt lidded. The<. is also an 

adjustment for ."c,aleraled depreciation 01 noncorporate buslneuH. FEI is"- on 1 family ratn.r 

than 8 tax-rerum basi$, The economic inc.ornH of aU Meml>ots 01, family unit .... add<td to .rrive al 

the family's economic income \Bed in tn. dlstriblJtion$. 

(3) 	 The change in Fod.ual taxes 1$ estimated all996lncome .....1$ bIIIlssuming fully phased in law and long-run beha .....01. 

The etlee1 of the 1,,-' proposal is ,.,..sured as tn. preMn! value of tax Hvings on one year', contribUtions. The incidence 

anumption:s for ta;~ changes is tn. ..me as lor currenl Jaw tax... 

NOTE: Ouintile$l>e9in at FE.r of: Second $15,604; Third U9.717; Fovr1h $.48.660; Highest$79.0S6: 

Top 10% $108.71)4; Top 5% $145,412: Top 1% $349,.38. 

http:builf$.up
http:e.tim.al


Very preliminary 

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

(1996 Income Levels) 

Tax Change 

Number Total Tax Change 8S 8 Percent Tax Change 

of Average Percent of Current as a Percent 

I 
Families 
(millions) 

Tax Change 

($) 

Amount (3) Distribution Federal Taxes of Income 

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

Family Economic]' 
Income Class (2} 

(OCO) 

0·10 

10·20 

20·30 

30 :SO 

SO· 75 

75· 100 


100 - 200 

200 & over 


Total (4) 

12.5 
16.2 
15.1 
22..7 
le,3 
me 
10.5 
2,8 

109,4 

·13 
-45 

·131 
-306 

·514 
..a17 

·1224 

·5354 

·516 

·166 
·743 

·1976 
-69'!iT 
·9439 
-8620 

·12932 
·14663 

·56415 

0.3 -2.92 .0.23 
1.3 ·3.46 ..().31 

3.5 ·3.94 ,,(),53 

12.3 -4.45 .0.78 
16.7 -4.21 .o,a.t 
15.5 -4.SO .0.95 
22..9 -4.27 .0.94 
26.4 -4.70 :1.11 

100,0 -4,42 -0.89 

Department of the Treasury January 23, 1997 
OffIce of Tax Analysis 

(1) 	 This table distributH the estimated change in tal< burdens due 10 the lax provi5ions in the "American Family Tax Relief Act' 

(S, 2). ~ponsored by SeNltor.s Roth and lott, The Act Includes IRA. child c::redit, and capital gllins ptOVisions, This table 

assumes: ,i) the inA provision would halle !he ume distributiOnal impad as WI 01 the baclcloaded IRA and spousal IRA 

in the, 'C<>ntract wi1h America"; IQ 1M child c::redi! Pfovi'$ion Is the same as that in \he 'Revenuir Reconciliation Act 01 1995" 

and iii) the capital gllin. provision i$ Ihe satM as thai in the "RewnU8 Reconcililtion A.¢t of 1995" e,,"pI indexing is not 

delayed, The Act II~ includes 8$llIte and Vifttax provisions wtlich ar. noC included in the table 

(2) 	 F,mHy Economic Income (FEI) is • btOlld-b.lsed'incom. concepl, FEI is c:onsINded by adding to AGI 

unreported end ur,derreported incomo; ,IRA and Keogh deduction$; nontaxable transfer payments .uch 

as Social Securi1y and AFDC; em'ployer-provided fringe benefits; inside buikktp on pensions, IRAs. 

Keoghs. and life ~uuranc.; ta~"lfempl interest; and imputed AII\t on CM'neI'-occupied housing, 

Capital gains are ,:omputed on an acc::rual basis. adjusted lor inflation to the axtent reliable data allow. 

Innationary loues 01 lenders .r~ subttllcted and gains 01 borrOWlrl .r. added. TlMre is &1$0 an 

"dJuslmenl 10. ae<;e!efIIlod deplKiatio" 01 non<:OfpOtllle bu~""sas'. FEI is "'- on a family rathe, 

than a taX-felum basis. The eConomic irlcome$ 01 all m.m~ of a family unk ale ad~ 10 arriv. al 

the f3mil)"s econornic income u .. ed in the distributions, 

P) The change in Fed'"ai taxes is uli"",led II 1996 income lellels but assuming fulty phased In law and Iong'/un twlhllviof. 

The .. Heet of Ihe IRA proposal i'S m.UlKed IS the pI""nl valu. ot lax "Yin;.. on OM< yea(s contributions, Th. i"eid"ncB 

assumptions tor laX changes Is the Urn. as lor CIIrront law taus. 
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DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C, 

December 6, 1996SECRETARY OF THE TREASURY 

MEMORANDUM FOR THE PRESIDENT 

Through: 	 Robert E." Rubin tL ~ 

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 (Ee!) 
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 a'continued 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 ofjobs 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 measures 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 faU has stopped and may have begun to tum up. 

Howe~er, 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 paints an overly pessimistic picture. 

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

98 
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92 

Index 93:Q 1 =1()() . 
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Note: 	AilIlflOo" deRated by CPI-U exoepl for average hour~ and _kly earning!;, which lire deflated by the CPI-W. 
Usual V!l!ekly earnings serles shOM as a four-Quarler moving average, since II IS nO! seasonally aqjusted. 

Prep.ored by Robert Gillingham. John Rober\£. ""d Karen Ho:ndcnhot 
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COMMENTARY 
By Aaron Bernstein 

BI GER PAYCHECKS, YES. <BETTER PAY, NO 

Annual in,:omes finally rose 
last yeai' after six :flat . '. 
years. Wage hikes Iperiodi­

cally spook the bond market. . 
And President Clintoni an­
nounces every chance /le gets 
that the economy has turned 
the corner. It's all truel 

, and 
many Americans are d~ing bet­
ter since job growth rIhally 
picked up in the paSt year or 
so. But don't celebrate: yet:. 
There's strong evidenc.e that 
the two-decade trend Of wage 
stagnation continues uhabated. 

It's easy to get a mikleading' 
picture, sinc., the. govetnment 
conducts a half-dozen wage Sur­
veys that all tell differimt sto­
ries, The monthly seri~s that 
bond hawks watch, which shows 
pay outpacing inflation! is so er­ , 

,. u ...... ". • "... 

. While the index offers the 
best picture' of what employers 
pay for labor, the so-called level 
is better for gauging what em· 
ployees earn, says Kosters and 
other labor economists. The two 
aren't the same. Take Detroit 
auto makers. They recently 
granted above-inflation raises to 
union workers, whose pay and 
benefits run $43 an hour. But.in 
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 
register real compensation gains. 
But in reality, thousands of 
high-wage jobs were swapped 
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 llDE. 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 
1990, to 2.2 million. This pulls down . 
average wages, because temp jobs 
pay $8.79 an hour. vs. $11.44 for ful!­
time ones, according to the ilLS. 

The same holds ll'ue when l'ervice 
jobg, which average $15 an hOllr. pro· 
liferate, "epiacing factory ones that 
pay $20, according to the Economic 
Policy Inl'titute. a Iibel'al think tank 
in W~ghington. Since Hl89, I.million 
factory jobs have \'anished while ser· 
vice job~ have soaJ'(!d hy 10 million. 
I::PI figures show. "The shilt to low­
wag," industries continues til pull 
do\\'n wage.s." says EJ'! Chief r~cono­
mist Larrv i\l ishe!. 

Ameril-:ms are doing hr:tl nr in ,I 
hell)thiel' job market. tl'lI\'! enough. 
Bllt don't mistake tlli' (Tood news li)r 
the whole sto!'y. ['Ient/ of cvicl!:m:;: 

ratic that mQst labor eConomists dis­
miss it. The better assessment comes 
from a once..a-year I ot taken 
each March as part e Bureau of 
Labor Stati8tics' sur\'ey of labor 
costs. The J996 figure,lreleased in 
mid-October~ shOws' that compensation 
growth still trails consUmer prices. 

.. ' These numbers "are ilie best. measure 
of the income of average American 
workers ov(~r the longi tcrm:' says 
ilLS C0nun11;sioner Katharine G. Abra­

. ham. And while the fitb,rres don't in­
clude the past seven months. there's 
little reason to suspect a sharp turn 
off the long ..term col1J"!;e. 
DETROIT SWAP. So ho~ can incomes 
be rising if wages areh't? Simple. 

,t 	 Strong job growth leU, people work 
more hours. so houseHolds hal'(~ more 

r to spend. But that dob.n'l mean em­..~ 
ployees arc earning m:ore pel' hour. In 

~i, other word:;, paychecks are up be­'1 '. ' cause Americans are \\'orking harder 
j 

and longer, not becau~e tho long-ternl d trends holding down wages-the shift ...~ : 
to services, globaliz.ati~n. weak unions. ;." and so on-·have beenl checked. "All.' I 
the long·term wag(- problems haven't 
gone 'away~" f>ays M~;n ~. Ko~tcr.,-;. 
;m economist at ·the Amcncan bnter· 
prise Institute, a con~ervativ(~ think~ 

closely watched one, a quarterly in­
dex, tries 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-coUar--doesn't 
change. The second version, the so­
called compensation-level survey done 
each March, includes occupation;lI, 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 gaug~ by 
the quarterly index have outpaced 
consumer prices (chart). 

WAGES: STILL 

GOING NOWHERE 


llOr-"--"·---·.-.-.----. 
• KO URn WAGESAND BENEFITS 
'I rOIl PRIVATE·SECTOR 

·W!',;· 	 WORKERS. IN 1995 DOLLARS
I (lOR THe 12 MONTHS ENDING iN MARCHI 
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. tank in Wa~hing1on. I 	 still \\"dgh~ \\'ag(~" down.90·~·;gi ..'il9 :<jo '9i;9i"9j":94~95"'96"1
To ~ee. why he's right. look at tlli! .l.IHOEX: MAR. 198/,100 S[PI1 llLS Emplovment Cost series. Tlv; 8erlls/ein /Cal.r" ..·s Jl'lIrkpil1c1' 
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DEPARTMENT OF THE TREASURY 
WASHiNGTON, D.C. 

March 17, 1998 
"C"TAR,Y 0' YH. ;'''SU~Y I 

ME~[ORANDUM FOR THE PRESIDENT 

(2 . 4C 
FROM:: Robert E. Rubin . ~. . 

SUBJIECT: Your Africa Trip 

i . 

Your Administration has developed a significant economic agenda in Africa in response to the' 
. changes on th~ continent in the 1990s. This shift in US policy toward Africa. articulated in The 
Partnc~rship fot Economic Growth and Opportunity that you announced last June, is perhaps the 
most :iignificaJt since these countries attained independence. Its measures are summarized in Tab 
A. The major points of the strategy inchJde: 

Support for economic reform, including downsizing governments, selling state enterprises, 
encour~ging private investment, and getting governments to address corruption issues; 

.. I. d· d' h f . l' . d fi .PoSltlOrung tra e an Investment at t e center 0 our econorruc re atlOns, an ocussmg 
.. bilatedl aid on building economic institutions and human capital; . 

promJing global integra~jon of closed African economies and encouraging regional 
integration to expand the size of African markets; . 

I 
Increasing financial support from the International Financial Institutions (IFIs), plus 
substarltial bilateral debt relief, but only for those countries that demonstrate a sustained 
record bf reform; and 

lnitiatJga dialogue with Africa's economic leader~hip at the cabinet level to build 
consen~us on reform and focus attention on the reformers. 

! 
Because the fiqancing of our assistance and debt relief comes mainly from multilateral sources, 
you will need tb be careful not to commit more than the fragile coalition we've built among the G­
7 can deliver, rior signal a lessening of our requirement for conditionality which seems now to be 
yielding good 1esultS. 

The message ofyour trip nonetheless can be a positive one: you can dramatize to Americans the 
enormous chariges taking place in Africa (dubbed the "African Renaissance" by President 
Museveni), and aemonstrate to Africans your Administration's active support for these changes . 

.... . 
/ 
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THE ".AFRICAN RENAISSANCE" 
i . 

The eci~no~c rlets are striking. The World Bank estimates that average growth in sub-Saharan 
Africa rose froni 1.4% in 1991-94 to nearly 5% in 1996, compared to average population growth 

I . 

of almost 3%. Per capita incomes rose in 31 countries in 1996. Inflation fell in most. Growth in 
stronge:r refor1n~rs such as Senegal, Ghana, Cote d'Ivoire, and Mozambique has reached 5% or 

I . 

better, while a few like Ethiopia and Uganda reached 10% in 1996. While there still are poor 
perfomlers, they seem more the exception than the rule. Major investors have taken note, with 
George: Soros c~lIing Africa "the coming continent." Tab B provides brief economic sketches of 
the countries yo~ will visit, all of which are good perfonners. 

SUSTAINING AFRICAN GROWTH 

The good result~ are due mainly to efforts by Africans themselves to' cut budget deficits, free 
exchange rates,increase prices paid to fanners, and force public enterprises to forego subsidies. 
But basic struct~ral 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. 
Saving::; and inv~stment 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 !itill is mcire closed to trade and investment than any other on the globe. 

Resistance by vested interests and the pain of austerity make it hard to sustain reforms. Yet 
refonn!) must b~ sustained, for Africa has a long way to'go: at 5% growth it would take nearly 
forty yc~ars -- t~o generations -- for per capita 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. 
Despit<: its recebt good record, Uganda is just getting back to per capita income levels prevailing 
when Idi 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 our answer, and it has generated great 
. interesl in most African countries. It aims to bring the benefits of freer trade and expanded cross­
border investm~nt to countries that hithertp have been treated mainJy as aid recipients. .The most 
important stimulus to African growth must come from changes in African policies, not ours; we 
nonetheless can Ihelp take, some of the sting out of these adjustments and provide some of the 
politica.l cover that African leaders need to push forward. Your Partnership packages a number of 

I " 

bilateral and multilateral benefits for those countries that want to reform themselves. . 
I ' , 

Trade is Essential-- The African Growth and Opportunity Act, which passed the House last 
week, provide's ~n extension ofthe U.S. Generalized System ofPreferences for poor African 
countries. It al~o expands GSP product coverage for the strong reformers to some commercially 
sensitive sectorJ, like textiles, apparel, and' leather goods, that never were included. It also 

2 
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removes existing textile quotas on Kenya and Mauritius, subject to certain safeguards. African 
countliesprovide only a tiny portion of our GSP imports, and only .06% of our textile and 
apparc!l imports -- but these sectors typically are where developing countries build their first 
industries: This is why Administration support for enactment ofthe Africa trade bill is so vital. 

Financial Assistance -- Even the best Afiican 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. Our share of the !FIsofslightly under 18% allows us to leverage every dollar 
we contribute to at least six dollars ofloans. The IMF, addressing macroeconomic stability, and 
the World Bank and African Development Bank, focussing on sectoral and development issues, 
provid.e the largest share offinancing, policy guidance, and technical assistance for developing 
countries. Most African countries receive this financial support on highly concessional terms. 

But a growing body ofresearch demonstrates that foreign aid without reform doesn't work. 
Selectnvity is essential, to steer the preponderance of aid toward reformers who will make the best 
use of it. Our approach to mobilizing financial resources now fully reflects this principle. 
Il$rn.hear criticism during your trip that US aid levels are too IQw, you should romind your 
li.s1mers of Qur substantial cQntributions via the IFIs and that, through the !FIs, we are making 
available more concessional assistance to refQrming countries than ever before. 

Debt Relief -- Another key element ofour financial support for Africa's reforms is deep debt 
relief, designed to achieve a sustainable level ofdebt. Africa's poor countries already receive debt· 
reduction ofup to 67% from Paris Club creditor governments under Naples Terms, and for most 
of them nothing more is needed. 

The Uruted States has been a principal advocate of the He'avily Indebted Poor Countries (RIPC) 
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, HIPe for the first 
1iIM.made possible roliefofdebts owed tQ 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 
declart:d eligible; we expect Guinea Bissau, Mali, and others to become so in 1998. 

Despih~ the great benefits accruing to beneficiaries, you will hear criticisms ofHIPC: that it is 
available only to strong refonners, that the relief should be greater, that it should be delivered 
faster. Yoy can rospond that: (a)debt relief alone without needed reforms does not provide a 
la~ting solution~ (b) the objective is sufficient debt relief to attain a sustainable level ofdebt, since 
creditors want debtor countries to "exit" from this process too~ and <0 we expect eight countries 
to be declared eligible for HIPC relief by this April, and are pressing for interim relief from the 
!FIs until the final relief is delivered. 

The United States has been preeminent in forging international consensus for more generous debt 
relief in Africa. Under your Partnership for Economic Growth and Opportunity, we hope also to 
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fully f()rgive aU concessional debts. owed to the U.S. by eligible African countries. By the year 
2000,. we ~xpect to have provided nearly $3 billion in debt relieffor African countries under these 
various initiatives. (Summaries orIFI 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 IF! programs when those efforts were inadequate -- mo.st recently in the case ofKenya' s IMP 
progra.m. We also are proposing to support African efforts to develop a code of"good economic 
govertlance" to which countries could subscribe, and a new regional grouping to combat money 
laundering in Africa along lines already followed in other parts ofthe world. By the same token, 
we have committed ourselves to signing the OECD's anti-bril.iery convention by year-erid, 

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 ofAfrican consultants, and 
training of economic managers at Anglophone and Francophone univ~rsities on the continent. 

AFRICA INTRIGUED BY THE PARTNERSHIP 

I've discussed the changed orientation ofour 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 Partnen,hip for Economic Growth and Opportunity 

In a White House ceremony'Iast June, you announced a"Trade and Development Partnership for 
the Countries of Afiica" that parallels the Crane-McDermott legislation just approved by the 
HOUS4~. At the heart ofthis initiative is a recognition that successful emerging markets in other 
parts ofthe 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 liberalize their trade regimes 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 

mor~ ofconcessionallending for every dollar we put in; 
• 	 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 ofthe 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 refonners. 

Debt Relief 

Debt reduction has been an important component ofU.S. policy toward Sub-Saharan Africa since 
the late 19808. 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 concessibnal debt owed by nineteen African 
countries. In 1994, we joined the Paris Club in providing debt reduction to eligible countries 
under "Naples tenns", providing debt reduction ofup to 67%. We have committed to forgive 
roughly $250 million in nonconcessional debt for 10 African countries under Naples terms. 
Becau.se this action is taken in concert with other Paris Club creditors, it leverages much greater 
total forgiveness. 

The 1996 Lyon Summit acknowledged the need for additional debt relief mechanisms for the 
most heavily indebted poor countries (RIPC). In September 1996, agreement was reached on 
a comprehensive, coordinated approach by all creditors (multilateral, official bilateral and 
others) to assist the heavily indebted poorest countries that are pursuing rigorous economic 
reforms to achieve sustainable debt levels. Uganda, Burkina Faso, Mozambique, Cote 
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d'Ivoire, Bolivia and Guyana w.ere declared eligible in 1997, and we expect Mali, Guinea­
Bissau, and.other African countries to be declared eligible 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 million in payments due to foreign 
creditors. 

In 1999, the United States also plans to begin a program ofbilateral debt reduction under the new 
Africa Initiative. We will target countries undertaking the boldest economic reforms to receive. 
full forgiveness ofthe 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 r~:duction for African countries under the Africa Initiative and in the Paris Club. 

International Financhll Institutions (lFIs) 

lliliurultjonal Monetaty Fund/ESAF 

The IMF's Extended Structural Adjustment Facility (ESAF) was created in 1988 to provide 
concessional financing to very poor countries facing bala'nce of payments crises. It combines 
policy advice and technical support with'concessional funding (10 years' repayment, including 5 
years grace, and 0,5% interest) to support sound macroec(;momic policies. 

An ES AF 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, ofwhich $908 
million or 57% 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 11197; lDPC debt relief due April 1998, 

Ethiopia: $119 million ESAFapproved 7/97; offtr~ck; negotiations under way. 

Eritrea: No IMP program as yet. 

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

Tanzania: $218 million ESAF approved 11/96. 

Senegal: $177 million ESAF completed 1198 ; new program expected in June. 

South Africa: No IMF program. 

Zimbabwe: No IMP program. 


World BanklIDA 
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The WortdBank disbursed S2.7.billion ofloans to sub-Saharan African countries in 1997,90% of . 
it on highlyconcessional IDA teims. 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 tq poor countries on 40 year repayment 
terms,. with 10 years' grace, at interest of0.5%. HalfofIDNs projects, representing 38% ofthe 
value of its portfolio, are in Africa. Total outstanding IDA credits to sub-Saharan countries 
exceed S}8 billion. Areas ofgreatest activity are health and education (S2.9b), transportation 
(S2.7b), agriculture (S2.5b), electric power ($1.38b), and water/sanitation ($1.37b). 

IDA's largest African borrowers in 1997 were Ghana. at SL7 billion or 3.9% of total lending; 
Tanzania, at S1.3 billion or 3%; Mozambique, SI.2 billion; Ethiopia, $1.13 billion; Uganda, S1.1 
billion; and Kenya, just under SI.1 billion. Senega~ 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 ofcommercial (oans; 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 
together have created the Mrica Project Development Facility to help African countries define 
and manage large development projects, and the Foreign Investment Advisory Service to provide 
training and technical assistance to member countries on attracting foreign investment. 

lntmlational Finance Corporation (lEO 

The n;c is the arm ofthe World Bank responsible for direct lending to private enterprises. In 
1997 it doubled its investments in Africa, from $190 million to a total ofS3 84 million, covering 
72 pmjects in 35 countries. One ofevery four' new IFC investments is in Africa, the highest 
concentration of any region. . 

o 	 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. . 

o 	 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 Mrican businessmen in management techniques, marketing, and project 
evaluation. 
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The Multilatenu Investment ~rantee Authority provides financial guarantees and political risk 
insurance to worthy private investment projects in developing countries. Increased interest in 
Africa. has iedMIGA, since 1991, to issue about $290 million in coverage of foreign investments 

· . 
totaling approximately $2.5 billion in 13 Afiican 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 teleconununications, cobalt 
processing, fisheries, and rice production in Uganda. There are more than 230 
applications pending for prospective investments in 39 African countries. 

o 	 MIGA also provides technical assistance to member countries on attracting forei.gn 
investment; organizes conferences and workshops on African mining and tourism, such as 
a successful one in Denver in 1991; trains African investment agency personnel; and 
disseminates information on business opportunities in Africa, including via the Internet. 

~1 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 ofthe Multilateral Development Banks. It has recast its lending policies, 
adopted term .Iimits 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 lending activity are agriculture, 
transportation, public utilities, and social sector projects. 

o 	 Negotiations 'were completed in 1991 on a $1.6 billion replenishment of the Afiican 
Development Fund (the concessionallending facility). The US pledge was $200 million. 
We have paid in $45 million, and have requested the other $155 million for FY 1999. 
Negotiations on a capital increase for .the Bank are under way. 

o 	 In countries to be visited, outstanding loan balances, are: Ghana, $115 millionlBank and 
$145 million/Fund; Uganda, $22 millionlBank and $167 millionlFund; South Africa has 
not borrowed from either; Botswana, $91 millionlBank and $60 millionIFund; Senegal, 
$129 millionlBank and $131 millionfFund. : 

o 	 The AIDB is positioning itself to playa critical role in Africa's development With US 
(~ncouragement, 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 where it has comparative 
strength. 
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Country Economic Sketches 
(In order ofvisits) , 

Ghana was an early star among Afiican reformers. After hitting bottom, 'economically, in 1983, 
die then·new Rawlings goverrunent implemented an adjustment program that won support from 
the IMF, World Bank, and other donors. Annual growth rates averaged about 5% over the next 
ten years, and the country was thought to have "graduated" from the need forIMF 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 tum again to the IMP for an ESAF progt:am. 

In the last three years Ghana has energetically courted foreign investment and been rewarded by a 
slJrge (If investor interest, especially among Americans. Trade barriers have been simplified and 
reduced, investment rules havebeen made more attractive, and the privatization ofAshanti 
Goldfi(:lds 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 infrastructure, and a poor rec?rd in education. 

Us;anda 

Idi Amin virtually destroyed Uganda, but the country began to rebound in 1987 under Yoweri 
Musevc~ni and has become perhaps Afii'ca's best success story. Museveni's government provided 
P9litical stability and strong reform backed by the IMF and World Bank~ adding strong coffee 
prices and major 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; orlly now is 
approaching the levels that prevailed beforeAmin came on the scene. 

The government has completely liberalized its trade and investment rules and is courting foreign 
investoJrS. Its development strategy emphasizes poverty reduction via labor-intensive growth. 
Pwblic spending focusses on social programs such as agrictiltural 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 IDPC debt reliefvia forgiveness of $700 million 
in payments due in coming years. President Museveni plans to spend the mQney that would have 
gone to debt service on education, health, and infrastructure improvements. 

South IIi!:ka 

South Aftica'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 
thin ofblacks; in addition, the latter face enormous unmet needs for housing, education and jobs. 
While data in this area are unreliable, black unemployment ;a'tes 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, 
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Economic growth rates rose to about 3.5% in 1996, but the declining value ofthe currency and 
the r~:mlting uptick in inflation lind interest rates, plus a decline in capital inflows, caused growth 
to slip toa current rate of about 1.8%. A slowdown in Asian export markets, and the declining 
world price ofgold, have aggravated a problem of declining employment 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 Amca'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 res;ources 
have transformed the country from one ofthe poorest in the 1960s to a middle-income country in 
the 1990s. GOP per capita reached about $2,900 in the year ending June 1997. Fifteen 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 GOP, 77% of exp<;>rts, and more than 56% ofgovernment 
receipts. The government is a large presence, since its revenues are almost 45% of GOP. As a 
memb(!r of the Southern African Customs Union (SACU), Botswana is closely tied to South 
Africa and cannot unilaterally reduce its tariffs. Close to three-fourths ofBotswana's imports and 
about 60% 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 ofthe government's Eighth National Development Plan covering the period 
1997-2:003. Vice President and Finance Minister Mogae takes over the Presidency Aprill, in 
advance of national elections in 1999. He has been largely responsible for economic policy over 
the last 7 years. 

Seneaal 

Long one ofAmca'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 ofgrowth 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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Washington 

October 20, 1998 

TO: Secretary Rubin 
Deputy Secretary SllDlIriers 

FROM: Timothy Geithner1'~! . 

SUBJECT: IMf/Architecture Memo 

Attached is a good memo from Karin: 
Lissakers on the Redesign ofthe InteInational 
Architecture.. 
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International Monetary Coooperatidn since Bretton 
Woods by Harold James, el996 by Ilttemational 
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 19305 litecarure-me uneven \\ . distribution of gold and the sterilmn.g policies of the Bank of France and " I, I,

, me Federal Reserve System, or theallegwv exc:es5ive monetary inllation of 1 \ I 
the 19201, or saucrural wea1messes in major induslrial centeJ::S. Rather, the 
new view looked at the cr.msmisslon process of d.epression and came to the \ ! 

c:.onclusion that the large shoIHerm capital dOW5 of the 1920$ and .19305 
': 
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had led to dis~ter. These mo~ents had mad~ it impossible for States to i 
pursue stable monetarY policles; they threatened exchange rate StabUit:y and I 
had made fiscal stabiluation highly ha.--ardous. : 

This approach to the interwar ec:on0r,IlV oriented toward the diagnosis of i-capital movemena as the fundamental tll hac:! been developed by League of I 

Natioru ec.onomists in the 19305. The most inflUential academie statement ! 
was Ragnar Nurkse's Inr.emarional Currer&C) E'xptTitnu (1944). ''In the absence iI

, 	 of international reserves large enough to meet such speculative and often ; 
self-perpetuating capital movements many countri~ had resort to exchange i 
control and to other less insidious means of C~ting the balance of pay- I 

meI\cs." From this historical experience, Nurlae drew the conclusion mat • 
greater internadonal cooperation was n~eded; "Bur: if, owing to anticipated : 
exchange adjwstmfmts, political unrest ot similar cawes. closer control of: 
hot money movements is inevitable, then some of its difficulties and dangell : 
might be overcome by inl:el'national understanding." As a consequence, when ; 
he wrote about phms for an intemational bank or monet:u:y fund, Nurkse I{
added: "If. in addition to ~e and other normal transactiOns, such a fund : 
had to cOver all kinds of capital flight. it might: have to be endowed with ; 
enonno1.lS resources. In faa, no fund of any practicable size might be suffident : 

- to offset mass movements of nervous tlight capital."u 	 : 
The te5toraCion of a mul~ilattral financial system thus depended \n -the: 

view ofalmOSt e'I<-el"}' analyst' on connol of capital movements for an unlimited I 
time. This approach appealed to Keynes, who had reptat\!Clly asserted his! 
skepticism. aOOUt the 'benefia of both. capital expot't$ and capital imports. i 
Keynes fully mared the belief chat capital fljghthad been the major lntema-I 
tional imel\Var problem; ~re is no country which can, in future. safely: 
allow the flight of Nnc:Ls for political reuons or to evade domestlc taXation: _ 
Ot in antiCipation of the owner turning re£ugee~ Equally, there is no country' 
that can safely receive fugitive funds. which constitute an unwanted import! 
of capital, yet cannot safety be used for n.ud investment. "16 It is true that' 
Keynes added that the new cont'['Oh, which might become a "permanent:

I -	 ,

feature of the post-war system," sMuld not bring an end to the "era of 
intemational investment": but it would need stateS and intemaricnall 

I 

agreementll to de6ne (in accordance with national priorities) what was desir·; 
able investment and what was unwanted capital movement. The Britishl 
economist Sir Hubert Hendmon noted: "It. has been generally agreed in the' 
Urured Kingdom that we mUst retain the right [0 regulate eapiat movements': 
effectively and indefinite:ly."11 Many Americ.aN also shared this view. ; 

In the United States, the. feeling that the Capital exports of the 192~ 
had been misused was a commonplace for the New Deal. Harry DexterWhite,: 

-, I 
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, 
Ass~t2n[ to the U.S. Treasury Secretary, and th.~ other major atthiteet of 
what would be the Bretton Woods agreemenu, fully concurred with Keynes 
cliat: "The theoretical bas~ for the belief stUl so widely held, that: interlerence 
""ith trade and with capital and gold movements etc., are harmful. are 
hangovetS from a Nineteenth Cenrurv e<:OnQU!.ic creed. which held that 

r 
r 

i:h.ternationai economic adjustlnems, if left alone,' would work themselve5 
ClUt toward an 'equilibrium' with a minimum of harm to world trade and 
prosperity•... The taSk. before 'W is not to prohibit instrUl'llent$ of contrOl 
but to develop those measures of control. those policies of administering 
,ruch connol, as will be the most effective in obtaining the objectives of 
world*wide ~taincd prosperb:y."18 White's imtnediate superior. Tt'I:\lSury 
Secretary Henry Morge.nthau, made the target of these controls much more 
explicit. The new institutions of the inremationalorder would be "insttumen* 
tallties of lovereign govanments and not of privQte finan.ciallnterescs." The i " 
taSk chat the naresmen should set themselves was to "drive ... the wurious I' 
money le:ndm from the temple of International finance. .. t9 

. \ 

1\ 

The 6.nal British proposal was published in April 1943 under the tide 
"Proposals for an lnttmational Clearing Union" and preserved all of the 
most distinc.tive features of Keynes's approach: the international cun:enc.y . 
banc.or, the: ql1012 based on trade in the prewar period, the contrOl of atpital 
movements, and the possibUity of the Governing Board of the Union requir~ 
ing an alteration in e.xcha.nge rates. 

.!. 

I 
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DEPARTMENT OF THE TR'EASURY 
WASHINGTON, D.C. 

·1 

SECRETARY OF THE TREASURY 
October 27, 1998 : 

Dr. Hans Tietmeyer 
President 
Deutsche Billldesbank 
W~lhelm-Epstein-Strasse 14 
60431 FrarJ.k.furt am Main 

I 
DeatHans: I 

At our most recent meeting ofG-7 Finance Ministers and Central Bank Governors, w~ agreed 
that it would be extremely useful for you to consult with relevant international bodie~ in order to 
develop some recommendations on how to enhance cooperation and coordination betWeen the 
various international financial regulatory and supervisory bodies and the intern2:t;,:,nal1financial 
instiwtions interested in international financial stability. , I 

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

One approach that hasbeen proposed would bring together representatives from finanb~ 
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 officials 
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 
fuiancial sector regulatory 'and supervisory methods and findings and help begin a prqcess of 
coordination, such as a clearinghouse, tO,match demands fr~m individual countries for technical 
assistance in financial regulation matters with the supply ofexperts. 'This approach was among 
those proposed by the working group on strengthening financial systems, and we believe it 
merits further consideration, at least as a point ofdeparture, as you proceed with yO~ , , 
consultations. ' , ' . 

As you un.dertake this process, we hope that you take into aCcOilllt the interests of all institutions 
active in regulatory and supervisory areas. Achieving this will depend on careful co~ultation 
with relevant international institutions as well as a broad range ofnational authorities', including 
key emerging market economies.· i 

I 

I 

We beik,,"e that the discussions of the working groups on the financial ~chitecture, ap.d the 
reports they released on October 5, demonstrate that emerging market economies c~ make an 
l.:::1portant contribl.1tion to the li1rc.::-.::ltional .;2-::-: ~':) ;,mprove regulatory and supervis~ry 
standards. 7;:; ;;by s'.,r::h ~" rl)le, they must be full pUi."1:icipants in the process. I 

, I 

i 
. I 
I 



-2­

We do not think it is desirable at this time to identify roles and name potential particjpants in the 
eventual process or forum for ongoing cooperation and consultation. Thus, we woui4 suggest 
that consultation be undertaken through a series ofmeetings with a broad range of interested 
parties rather than by trying to assemble anyone particular group, which could prejudge the 
ultimate shape of any new forum. In this connection, you may want to consider how the already 

. 	 . I 

scheduled final meeting of the working group on strengthening financial systems (in ~uenos 
Aires on November 12-13) could help advance your overall effort. For example, you might 
fonnulate a series ofquestions that Mario Draghi and Pablo Guidotti could put to their group. 

o I 
We greatly appreciate your willingness to take on this important issue, as your long e~perience in 
these areas can help ,us arrive at an effective approach to enhancing cooperation and I 

. coordination. We very much look forward to hearing your ideas on how to proceed. 

Sincerely, 

~o~€.,(l.~ 
Robert E. Rubin 
Secretary of the Treasury 	 Chairman 

Board of Govemors oft~e 
Federal Reserve System i 

!,, 

an e span 

/ 
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• 
DEPARTMENT OF THE "rREASURY 

WASHINGTON , 

October 16, 1998 	 ACTION 

ASSISTANT SECRETI\RY 

MEMORANDUM TO SECRETARY RUBIN 

FROM: 	 Timothy Geithner 1f'1 
Assistant Secretary for International Affairs 

SUBJECf: 	 Letter to Bundesbank President Tietmeyer on Financial Architecture 
. 	 I 

Action Forcinl Event 	 ; 
I 

I 
Dr. Tietmeyer was directed by the G-7 to consider new arrangements on how to enhance ¢ooperation 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 laY;ing out our 
vision for this exercise, emphasizing our interest in the institutional arrangements and the importance of 
being inclusive in his consultations. ' . .. I . 

RKommencllation 
, 

That you sign the attached joint letter with Chairman Greenspan to Dr. Tietmeyer. 

Agree __ Disagree __ Lei's Discuss 

Background 

The G-7 communique commissions Dr. Tietmeyer as "a member of our group who is also the Chairman 
of the G-l 0 Central Bank Governors. to consult with other appropriate bodies and to consider with them 
the arrangenlents for cooperation and coordination between the various international financial regulatory 
and supervisory bodies and the international financial institutions interested in such matttts, and to put to 
us exPeditiously recommendations for any new structures and arrangements that may be required. " 

i 
There have been many diverse proposals for creation ofa new entity to promote international cooperation 
on financial supervision issues. UK Chancellor Gordon Brown has called for creation ofa Standing . 

. Committee :for Global Financial Regulation. His Committee would be aimed at filling gaps that currently 
exist in the j,nternational regulatory infrastructure in relation to promoting financial sector stability, and 
coordinating crisis response. Brown conceives ofthe committee as a coordinating mechanism - not a 
political dedsion-making body, super-regulator or lender oflast resort. i 

Our preference is to press for a Financial Sector Policy Forum, which figured among the' • 	 I 

recommendations ofWG2 ofthe G-22. In contrast to the. UK' proposal, the Forum cont~plates a 

broader group including finance ministries, central banks and regulators from the G-7 co~tries, 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 objectiveS - an imPortant point for the Fed. 


. 	 I 
i 

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

. 	 I 

I 
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MEM()RANDUM FOR SECRETARY RUBIN , ' I 


D:aPUTY SECRETARY SUMMERS 

;'! 

FROM: 	 Caroline Atkinson J 


Senior Deputy Assistant Secretary 

International Banking and Monetary Policy 


Architecture Memo to the President 

"Attached are: Deputy Secretary Summers' cover note; a revised version ofthe~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 ofthe SUIJlIJI8ly of the G7 Deputies retreat that Deputy Secretary 
Summers has recommended attaching to the memo to the, President. ; 

,	On the main memo, you may wish to review again the following sections, which I changed in light 
ofyour comments: I F&G; IV A (third tick); IV C; VI B;Vm B. " :. 

I • 

Deputy Secretary Summers also suggested sending the President a few recent articles on this 
topic by academics and others, such as Eichengreen, Sac~ and Fischer. Ifyou agr~e, we could 
add thcise to the package. 	 i 

I 
ITab 	 A: Deputy Secretary Summers' draft cover note I 
,C: 	 Improving the International Fuuincial Architecture memo 

I ' 

B: 	 Cover memos to Albright, Yellen and Greenspan 
c: 	 Summary ofG7 Deputies meeting (to accompany the architecture memo to the 

President),' I 

cc: 	 Geithner, Truman, Gensler, Boorstin, Robertson, Knight 

... _... 
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December 9, 1998. 

I . . MEMORANDUM FOR THE PRESIDENT 

FROM:: Robert E. Rubin 

SUBJECT: A New International Financial Architecture 

At Treamry we have been giving a great deal ofthought to the question ofthe new financial < < 

architecture and the even ~ger question ofhow finance fits into the challenge ofmaksmg global 
integration. We have consulted closely with the Federal Reserve, market practitioners, leading 
acaderilics, and our colleagues from other countries - most recently at a 0-7 Deputies retreat. 
This note and the attached paper summarize our thinking to date. i 

. I 
We n~c(.gnize that events in Asia, Russia and Brazil, coming on top ofthe MexiCan problem ofa 
few yeall'S ago; point to the need for substantial steps to enhance stability. It is also true that the. 
sense ofucgency created by these problems may make it possible to accomplish chan8es that have 
been desirable for a long time. As important' as strength~ the system is, it is cl~ to us that 
very little will happen without American leadership.' I 

TheChl~ 

As you ,stressed at the Council on Foreign Relations and iny"ur speech in Tokyo, the central 
challenge ofinternational economic policy is insuring that. global integration does not mean local 
disintegration. That is, we need to manage the greater glo~al integration made possible by 
technology, econoniic development, and the spread ofthe market system so as to enjpy its 
benefits while minimizing the disruptions ofpeople's lives that can come in its wake: I 

< I 

As recelllt events in Asia, Russia and Brazil point out very clearly, this challenge is eSPecially 
pressing in the financial sphere. It is the global financial System that makes trade andl exchange 
possible:, and the tlow ofcapital can have enormous benefits in creating oppOrtunities for growth. 
At the same time, we have seen recently that the breakdown in the functioning oftha~ system can 
have great economic, social and political costs. <, < i 

That is why increasing the robustness and stability ofthe international financial syst,* has to be a 
critical priority. Finding the right approaches here - as in other areas ofmanaging international 
integration - means finding tile right balance between three sometimes contlicting objectives: 
integration, regulation, and national sovereignty. 

. , 

Giving great weight to any two ofthese objectives is easy.:pat Buchanan's policies ~ce 


integration in order to be able to maintain our sovereignty and regulate our markets. iMilton 




i 
Giving great weight to any two ofthese objectives is easy.; Pat Buchanan's policies *crifice 
integration in order to be able to maintain our sovereignty and regulate our markets. 'Milton 
Friedman and other conservative economists welcome integration and respect nation8I 
Soverei~ty because they approve ofthe pressure on regulation and taxation cauSed &y 
competition between jurisdictions. Many idealists, though ,few practical policymaker~ favor much 
greater global governance and erosion ofnational sovereignty so as to allow regulation and 
integration to coexist. . '. . . .' I 

I 

The chaUenge is properly to balance all three objectives so as to realize the benefits ofcapital 
flows, 'without either giving up nations' ability to set their own course, or setting off arace to the 
bottom no regulation and taxation as jurisdictions compete to attract capital. Tbrouslt the first . 
150 yeats ofour history, similar challenges faced American policymakers as economic integration 
between: the states increased.' . I 

i 
. Inevitably, the need for balance means a need to find solutions that are eclectic and eVolving. 
Integration cannot and should not be stopped. But it will have to be managed. A snianer world 
will have to be a world ofmore common standards, and more international concern ~d 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 limitthe pace at which integl-ation C811 
safely increase. 'i 

i 
I 

While it is important to avoid blaming the victims ofintern~tional financial turmoil eXcessively, it 
is equaJJy important to recognize that the recent tunnoil 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 wiithcountries' own citizens fleeing with their capital, and governments choo~g to'borrow 
heavily :mort tenn in order to support their currencies or pursue other objectives. It is impoitant,·· 
but not easy, to encourage prudent financing practices. Most countries will not welcpme our 

. efforts to' restrict efforts to lend to them or their companies ex ante, even ifex post t~ey wish that 
there had been more regulation. 

iWhat Can be Done? 
! 
i 

We believe that it is necessary to work to and through the Cologne ~ummit on the new financial 
architecture at three levels. i 

I 
(i) Improving the stability ofcapital flows. This will require: 	

I 

I 

I 
Stronger incentives for ~merging market economie~ to adopt policies which ¥ll improve 
their ability to capture the benefits ofglobal capital markets, while withstanding its risks; 

. 	 '. . I 

J 	 i 

• 	 ][ncentives in industrial countries to encourage more disciplined investment arid credit 

decisions, and to reduce leverage and limit systemic risk;' ! . 
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• 	 A more effective regime for crisis management which aims to minimize the seJerity of 

ctises while maintaining incentives for prudent private credit and investment drons. _ ­

(ii) Refinement ofthe existing institutional structur,. Ifone were to redesign the twolglobal 

_financial institutions today, it is doubtful that one would replicate their current gOVem8nce 

structure'), division oflabor, or modes ofraising capital. At a minimum the CUrrent di~sion of -_ 


. labor in the financial system area needs to be altered, and there may well be a case for 'focusing 
one institution (the Bank) much more on developmental-issues, while the other (the Ftkd) focuses 
more narirowly on monetary and financial questions. Careful consideration needs also to be given 
to balancing the need for conditionality infinanciaJ assistan~ ifit is to be effective, ~th the need 
to respect national sovereignty and to aVoid politicaIbacklaSh. However, it is also doubtful today - • 

, that orie would be able to obtain political support for the creation oftwo institutions ~ ambitious ­
in their Ctlnception as the Bank and the Fund. This is something we need to bear in $d as we 
proceed with institutional reform. _ ' 

(m) Comideration ofreforms to the eriSting governance structure. At present the ~7functions 

as a kind ofsteering committee for the international financial system. But the advent ofEMU and. 

the increasing importance ofemerging markets raise questions about its composition and its ­
monopoly over influencing 

-
the system. 

I ­

• 	 The current global bodies concerned with these questions - the Interim and D~elopment 

Committees - are not really suitable supplements to the G·7 because they have odd _ 

rc:presentation and are under the control ofthe managements ofthe institutio~ and! or 

whoever happens to be the chair. : • 


• 	 The 0.22 was a response to many ofthese problems but corifronts real issues of 

legitimacy, since it excludes some ISO nations that are members ofthe 1MF and World -­

Bank. _Designing new governance structures requires balancing two imperativ6: the need 

f6r more inclusion, and the need for lending coUntries to retain ultimate contrdl over the 


-lending oftheir money. control that they cannot cede to borrowers. I 

Getting I:rom Here to There 

I " 

A rough tinietable ofkey steps -- past, present and future - to bring about architectural changes 

along these three dimensions is attached. ObvioUsly, deyelopmerits will depend on ho\.v the 


-current crisis evolves; As the focus broadens from the technical financial side to the more political 
questiom; ofinstitutional mandate and governance arrangements, it will be particularl~ impOrtant 
to have hrlteraction at the Head of State level. : 

, ­
i 

3 	 1 
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Getting From Here to There 

I 
I. 

· Recent "Architecture" Events 
. " ;. I 

Winter 1998. U.S. calls for G-22 meeting of industr:iaIized and developing country finance ministers. 
• I 

· SpriDI1998. April meeting followed by agreement to create working groups on tnmsp~, . 
.streDgtbeJ:1ing national financial systems, and managing international financial crises with incrI:ased private 
---1:"- •. 1 '. I 
W\;U1WI mvo vement. '. . .. . I'. 

I 

. ' I 
Summer 1998. Birmingham Summit Communique calls for proposals in five key areas. G-7 FiDance 
Ministers agree to report on progress to .Heads by end ofyear. " ! 

FaD 1998. President particip~ in the second meeting ofFinance Ministers and Ce.titral :aanJ Governors 
from the l:ey industri3l and emerging market economies. Recommendations from the "G-22" ~ 
groups, along with the U.S. proposal for a contingent facllity, form the basis for 0-7 Heads siatem.ent 

I 

APEC calls for a task fbrce to examine proposals to strengthen Prudential regulation offin8ncial 
institutiOlllS, including examination ofquestions related to highly-:leveraged and off-shore institutions. . 

0-7 Deputies, at a:recent retreat, discuss various ways to'carry forward ongoing work on ~ as 
well as substantive elementS on the architecture ~ ! 

Forthcoming Events 

Winter 1998-99. Heads receive report ofFinaDceMinisters detailing procedures for taking G-22 and other 
work forward. . . . . 1

' 

. 
. . '. . . I 

First 0-7 Finance Ministers meeting with EMU. place. May reach agreement on forum for 

strengthening cooperation on financial stability among international regulators, IMF, World Bank: and 

national authorities in key industrial and emergirig ~ economies. . : 


Sherpa process likely to agree on "architecture" as a major theme ofCologne Swrimit. I' 

In respon.qe to the APEC communique.and the need to maintain the process ofbroader consultation started 
in the 0-2'.2. the 0-7 Finance Ministers are likely to invite other countries to send rep~ to a series 
ofad-hoc meetings on arcbitectUral issues. ' 

, 

Spring 1!~9. Spring IMF/World Bank Meetings. Possible emerging markets! industrial couirtnes 
ministerial. APEC Finance ministerial. . , 

· SummeD" 19?9. 07 Head ofState Summit. Opportunity for pointing the ~y towards reform bfthe 
international governance arrangements, procedures for increasing regulatory collaboration, and, possibly, . 
changes mil the inandates ofthe IFI's. . . ' . . i . 

. I 

FaD 1999. AnnuaI IMFI World Bank Meetings inWasbington. Implementation ofagreementS on reform. 
· : ' !., 

http:respon.qe


Getting From Here to There 

Recent "Architecture" Events I 
I 

, W"mter Jl998. U.S. calls for-6-22 meeting ofindustrialized and developing country finance nlinisters. 
I ' 
I 

SprinI1.998. AprilIrieeting followed by agreement to create working groups on transparencY. 
strengthening national financial systems. and rnanaginsinternatiOnal financial crises with incleased private 
creditor involvement. . ' . . ' ; 

I 
I 

Summer' 1998. Binningbam Summit Communi~ c:aDs for proposals in five key areas. 0-7'Fioance 
Ministers agree to report on progress to Heads by end ofyear. ! 

. I I 

Fall 1998. President participates in the second meeting ofFinance Ministers and Central BaDk Governors, 
from the key industrial and emerging market economies. Recommendations from the "0·22" Wor.king . 
groups, ,dong with the U.S. proposal for a contingent f3cility, form the basis for 6-7 Heads Statement 

, ' . . I . . ; I 
APEC c.1lJs for atask force to examine proposals to strengthen prudentiaJ regu1ation of~ 
institutions. including examination ofquestions related to higbIy-leveraged and off-shore institutions. 

p-7 Deputies, at a recent retreat. discuss various ways to carry forward ~gwork on architecture, as 
well as substantive elements on the architec:ture agenda. , . ! : . 

Forthcoming Events .' 

WilDter 1998-99. Heads receive report ofFioanc:e Ministers detailing pro=iures for taking 0-22 and other 
work forward. I 

I 

First 6-~' Finance Ministers meeting with EMU takes place. May reach agreement on forum for 
strengthoning cooperation on financial stability among international regulators, IMF. World BaDk and 
national authorities in key industrial and emerging market economies. '. : 

Sherpa 111'Oc:eSS likely to agree on "architecture" as a major theme ofCologne Summit. 
I 

, I 
In response to the APEC conimunique and the need,to maintain the process ofbroader ~tation started 
in the 0 ..22, the 6-7 Finance Ministers are likely to invite other countries to send representatives to aseries 
ofad-hoc meetings on an::hitectural issues. ! 

, 
. I 

SpriDlllm. Spring IMFI World Bank Meetings. Possible emerging :nwketsI industrial ~es. 
ministeriial. APEC Finance ministerial. ' 

. ' " I 
SummeJr 1m. 07 Head ofState Summit. Opportunity for pointing the way towards refonri ofthe 
international goVernance arrangements, procedures for increasing regulatory collaboration, aDd. possibly, 
~es in the ~s ofthe IFTs. i 

" " rail 1m. Annual IMPI World Bank Meetings in WasbingtOn.-implementation ofagreements on refunn. ...... :' " , " 



I 
I ~ 

Improving tlut lntenultionlll Fin.tzndal Arclsitet:tlJlre . i 

I 
. Overview 	 I

I 
,I 

More than S 1 trillion dollars in private capital has flowed from developed to developing 
countries Since the start ofthe '1990s, bringing new expertise and new investment to:the. 
develoI,ing countries, as well as contn'buting to Ijsing living standards. These flows "ave also 
helped 'to increase returns and diversify risks in the developed countries. Yet for all the 
opportunities that large-scale capital flows bting with them, recent events have remiJlded us that 
they also bring new risks. Financial crises such as those we have seen in Mexico in 1994-95 and, 
more rElCentIy. in Asia and Russia, have inflicted immense economic and social dam~ on the 
affected coUntries, imposed heavy direct and indirect costs on the international community as a 
whole, and threaten to undermine political support for closer global integration. .. . 

I' 

In the wake ofthese crises, we all have a responsibility to build a better worl~ financial 
~em" one more adept at avoiding crises and more effective in dealing with them w:hen they 
strike. Key elements in such a system include: . . . .~ i 

! 

• 	 stronger incentives for emerging market economies to adopt policies which ~ improve 
their ability to capture the benefits ofglobal capital markets, while withstanding its risks; 
. .' 	 I 

• 	 incentives in industrial countries to encourage more disciplined investment ahd credit 
decisions, ~d to reduce leverage and limit systemic risk; 

• 	 a more'effective regime for crisis management which aims to minimize the severity of.. 
crises while maintaining incentives for prudent private credit.and investnient :d~sions. 

. 	 I 
. The following sets out how we see the main issues, and what steps should be considered 

going 1brward. In some cases, work is sufficiently advanced to press for specific adions. In 
other areas this note points more tentatively to ideas that ~ouJd be considered, bo~ in our 

" internal discussions and internationally. . 

L Improved policies in. developing countries 
I 

Better policies in emerging markets are needed to promote their domestic stability and to 
limit their wlnerability to crisis caused by shifts in global capital. We should press-;biJaterally and 
through the international agencies-for the following: i' 
A 	 Sound macroeconomic policies. Countries need Consistent monetary and eJchange rate 

policies as well as fiscal policies that avoid excessive accumulation ofgovedunent debt. . 

.1. B . Prudent public debt management. Borrowing shert-term, and in foreign cufrencies, can 
...... 

1 



, ' ' 

'I 	 ! 

be very appealing: it appears cheaper and maybe easier in the short-run. But too much of 
this kind ofborrowing rriakes govenultents and countries vulnerable to sudd~ shifts in 
investor confidence. In the long-run it can be very costly. Sound debt manaaement is 
important to ~o~de some "insurance" against th~ risk oftemporary market :disruptions~ 

, 
C. 	 Stronger financial systems. The following steps could all improve financial ~stems: 

adherence to the Basle Core Principles for Effective Banking Supervision (pemaps with 
, higher capital standards to ret1ect the greater risks in less mature financial systems); 

adherence to other international standards now being developed, including ftir deposit 
insurance systems and financial secto~ safety nets; greater foreign participatiqn in emerging 
markets, to spread better regulatory and risk Rumagement practices; the dev~opment ofa 
better credit culture in the banking system; arid prohibitions on directed lending and on' 
"non-arms length relationships" between lenders an~ borrowers. ' 

D. 	 Stronger legal infrastructures. The Asian crisis demonstrated that for privat~ markets to 
work: effectively, better financial regulation is not enough. There must, for mtample, also 
be clear and enforceable bankruptcy laws, so that Ii crisis in a single bank or bompany can 
be dealt with before it spreads; sound corporate governance, so that investo~' and " 
shareholders' rights are clear; and strong judicial systems, so that laws in the$e areas can 
be enforced and disputes settled fairly and expeditiously. I 

, 	 I 

E. 	 Development ofcapital markets in emerging economies. Greater reliance oJ equity and 
.' other financing'that does not result in the build up ofexcessive debt burdens Ishould limit 
vulnerability to crises. This could include efforts to develop loca1lregional ~tal markets. 

F. 	 Other measures to strengthi!n governance andfight corruption. 'CorruPtionlcan undercut ' 
economic performance as well as be corrosive politically. Inefficient economic structures 
also can contribute to corruption. 

G. Well-designed social safety nets. Strong social po~cies along side other measures are 
needed ,to protect the most vulnerable,in society. I 

, " ' , , I 

In section IVbelow. some direct steps that countries could consider to limitthi! buildup of 
, excessi"~ short-term debt are also discussed' , 

n. Measures to induce emerging market economies to :uJldertake sound pqlicies 

Global, private capit~ markets should play a key role in encouraging emeJg 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 ofea'si1y available 
capital and little apparent attention to risks, followed by Swift and sudden reversais.iOfficial 

,~ 	 action is needed to strerigtben incentives for creditors and-'investors to analyze and weigh risks 

'\, , 
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with more,discipline, and for emerging market countries to follow good policies.
, 	 , 

A ' Developing a comprehensive set 01codes andstandards ofgood international practice" 
against which countries' policies can bejudged ',! " 

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, Critical for 
financial stability. Standards in some areas, such as disclosure of couDtnes' foreign 
exchange reserves and how these measure up against shOrt-term liabilities. are 
aJready close to being agreed ~d can soon' be iinplemented. In other1 ' 
areas--ranging from bankruptCy regimes, to corporate governance, td ways to deal 
effectively with weak banks before the entire banking system is crippled-much " 
work is still needed before there is sufficifmt international consensus 6n standards 
that caneffectiveIy raise the bar. 	 ' ! 

I 
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 ofgood practice. 

perhaps with benchmarks for perfonnance, provides a device for doing this. Making: explicit 
which countries conform to which codes, and which fall short. could provide a vehicJe for using 
the market to differentiate among those with stronger and weaker regimes. ' 

, There ate a variety ofways to promote the better practices in emerging economies: i 
, I 

, I' I' 

B. 	 Giving a higher profile to cfJUTflries' adherence to:internationa! standards, J,nth greater 
disclosure,and transparency about how countries measure up against such startdards. The 
G7 has proposed, for example, that the IMP publicly and regularly report on ~untries' 
compliance with the international data disclosure standards developed since the Mexican 
l::risis. The 022 called for a transparency report to be prepared, and published, by the IMP 
4)n eaCh country. We should press forward with these proposals. I 

, , 	 ' t 

c. 	 , Stronger international surveillance. Also key is a strengthening of international capacity 
to monitor financial systems. This could include a strengthened capacity in the IMF and 
'World Bank to review country perfonnance, including compliance with new international , 
i;tandards as they are developed. As a complement, some form ofnew indep~dent 
international accreditation process, perhaps involving the private sector, coul1 also be 

, explored. 	 ',' ,i 
I 

D. 	 Financial market access. We could also,explore whether we should seek inttbational 
agreement to link access to our markets, and those ,ofother major financial c~ters. to 
c:merging markets' , adherence to appropriate international standards. 'While this could be 
a powerful too~ it may be difficult to achieve. Possible measures to consider !could , ' 
include: 

,.J- - ­

, 

I 
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Linking the ability offoreign sovereign bo~owers to issue bonds in Js and other 
capital markets to their meeting international standards, e.g. for ·disclbsure. 

, 	 I 
I 

Linking the ability offinancial institutions to do business in major firuincial centers 
to their meeting internationally-agreed minimum standards for disclo~e and to . 
adequate home-country bank regulation and supervision. : . 

E. 	 Linking IMF aitd WorldBankfinance to adoption ofbetterpractices. We ~uld press for 
adherence to international codes to be part ofIMF and World Bank conditiorultity when they . 
lend money, with an explicit timetabl~for steps to conform to standards, and: perhaps prior 

. actions before a program begins. ; 	 .!. . 
I 
I 

. 	 .. I 

F. 	 Technical assistance. The G7 has asked the IMF and the World Bank to devcrIop a strategy 
"to provide technical assistance to help emerging markets improve their capacity to meet 
.stronger international standards. Their work should be coordinated with· that of bank . 
:supervisors and regulators offinancial institutions. : 

G. 	 Exploring additional ways to create incentives for strong policies before, rathe, thtm on1j 
after, a crisis. Conceptually. it could be attractive to link treatment ofcountries in crisis tc) 
lilow they had behaved beforehand, thereby encouraging countries to pursue ~etterpolicies 
and avert crisis. ! 

i 

Creating an on/off switch for favorable access to official financing to FO~tries that 
have met certain key "qualification" criteria would not be workable; It would be 
difficult to avoid politicizing the process ofqualification; bureaucrats itt 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 belp systemically important countries in a crisis even if they failed to 
"qualify." Moreover, creditors may be less prudent in their lending to pountries that 
have "qualified," in expectations ofa bailol:1t. ! 

But it maybe worth considering further work to develop a matrix ~ shows bow 
countries perform across a range ofeconomic and financial areas. We bould explore 
whether this could be a guide to the terms of official finance provid~ in a crisis: 
better performers may, for example, be likely to need less conditionality. We could 
also explore the possibility of incentives (perhaps including difl'e~ted capital 
charges, discussed below) for private creditors and investors to pay attention to 
countries' performance. This would add to the pressure for stronge~; 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 wlnerability or resilience to 
crisis. I 

.. 
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. I 
m Mfi.asurel to iDDdhmce creditors andl illllveStors in industrial coumtties to analyze lind weigh risk 
aplPU'oB~riately I 

,. 	 Measures to induce creditors and investors inind~alcountries to act with wIater discipline 
. - i.e.' to analyze and weigh risk appropriately in their lending and investment decisibns - are also 

needed to dampen investors' tendency to underestimate certain risks during peribds of market 
euphoria,"and thus limit the build up ofex:cessive debt during the upswing. Such measures are key 
ifthe market is to play its proper discipJining function. Industrial countries as well.as emerging market 
economies should live up to the internationally-agreed standards and ccides and be subject to an 
improved process for international financial 9.~or surveill8nce. 

i 

There are two distinct issues in this area, both linked to measures to strengthen industrial 
countryprudential regulation. The first concemsfinancefor,emerging market economies. The second 
concerns the broader question ofsystemic risk in the system: as a whole and in major t'i$ncial centers, 
highlighted by the near-coUapse of LTCM. An internatiOnal task force to ex:amin~ 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 f<:sr in the APEC 
and G7 communiques. ' I' 
A 	 Strengthened risk management systems. There is a clear need for inCfeaseQ. focus on the 

quality ofrisk mlnagement syst~s in financial institutions. These systems Should also be 
systematically stress-tested to. show the potential: impact of unusual chang~s in financial 
markets. Regulators need to consider how best: to foster the use of higll quality risk 
management models. 	 '.' .' I '. 

B. 	 Greater differentiation in bank capital standards. A review of the' existing Baste Capital 
.standards is already underway. Thiswill consider greater differentiation inthe dapital charges 
on different assets and retuning the existing standards, e.g. to address current biases in favor 
ofshort-tenn interbank lending and riskier corporate borrowers. Higher reguJatory charges 
on riskier assets should prompt lenders to demand higher returns and help focu~ management 
attention on risky lending.' , I 

Consideration C()uld be given, for example,: to differentiating capital Jharges on the 
basis of a set ofcriteria related to risk, such as poorly-regulated or ubsophisticated 
financial systems, or on loans to highly leveraged financial entities. I . 
The first would require the official corrununity to make more judgem~ts about the 
riskiness of different countrie~ which would be both politically and' technieally 
diffiCult. However, a more refined, ifadmittedly imperfect structure, ~ouldbebetter 
than.the present crude distinction embedded in the Basle standards, which favor loans . 
to OECD countries over loans to non-OEeD countries. It could drar on amatriX 
(see H.F) that measures countries' perfonnance against intematioDal codes and' 

.J • standards. 	 . h _L ., 
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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 mnny other countries, is on the health ofindividual financial institutions. But at tUnes, what may 

, be prudent for a single lending institution can tum 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 
exposuire-:-for countries we are pressing for much better data in this area through the Bank: for 
International Settlements (BIS). . 

Other possible changes would put ~er regulatory focus on the systemic qsk that can be 
created by a wide range ofinstitutions, including institutions that are not currently ieguJated.For 
example, the regulatory net could be extended to cover all institutions above a certairi size. But far· 
reaching changes would be politically difficult inthe United States - indeed, more diffiCult in the U.S. 
than elsewheregiven the diversity ofour existing regulatory structure, and breadth and1sophistication 
ofour financial markets. . 

Measures that have been suggested include: 

.' 	 I '. 

C. 	 Higher overall capital adequacy standards. Iffinancial institutions are inad~ to hold more 
capital overall in relation to the total risks in their balance sheet, the total arpount of risky 
lending activity that can be supported by the existing capital base would go down. (Higher 
capital standards in emerging markets may also be appropriate, even ifwe do not pursue this 
in major industrial countries.) " . 

. 	 I 

D. 	 Broader margin requirements. 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. 

! 

E. 	 Disclosure standards. Gfeater disclosure by industrial country banks and in~ors oftheir 
exposure to higher categories ofrisks could increase market discipline and discourage the· 
buildup ofimprudent exposures. Disclosure is not without its difficulties; open disclosure of . 
actual positions could well undermine financial markets. . 

I 
One potential approach is to demand additional disclosure from the banks and other 
fiDancial institutions that lend to the highly-leveraged institutions ("hC¥ge funds"). 

I 

I \ 


The G7 has agreed to .consider the questions raised by disclosure anq transparency 
standards for highly leveraged institutions themselves. It may be more promising to 
explore whether to extend to other markets (and encourage in ot~er countries) 
reporting to regulators oflarge positions in a particular market. 

, 
.J. F . Measures to limit the scopefor off-shore regulatoryand tax havens. Strengthened regulation ..­
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in major financial centers would ~ undercut iffinancial and capital market aCtivity merely 
Inoved offshore. This is a very difficult area: effective action would need widespread 
international agreement. Some possible, but controv~aI,measures that have been suggested 
include: '.' , .' I 

i 

Preventing major financial institUtions from establishing branches or Subsidiaries in 
off-shore centers, so that the financial institutions in Such centers haveito borrow on 
, the basis ofthe strength oftheir own balance sheets. 'j 

Conditioning the access of~gulated foreign financial institutions an~ hedge funds 
to the major financial centers on their compliance with key regulatory ~d disclosUre 

, 	 I 
standards. I 

IV. LinlitatiODS OD the flow of capital 
I 

The recent experience ofa number ofcountries bas underscored the risk of capital account 
Jiberaliiationthat is not paced to the maturity and development oftbe domestic financial syStem and 
broader economy - and, in particular, the danger created when governments in ~ging marketS . ' 
actively encourage risky short-term borrowing. We should consider the scope f~r developing 
principles to guide countries that are liberalizing and opening up their capital markets on how reduce 
the vulnerability oftheir financial systems to sudden shifts in capital flows. These could include, for 
example, a focus on encouraging longer-tenn, equity financing with an open policy to' foreign direct 
investment.' ". ! 

I 

i 
A 	 Restraints on capital inflows. A range ofpossible measures could be considered that may 

help to discourage imprudent foreign currency borrowing, . while relyirig 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 in, rather than 
tried to deter it. j \ 

Prudential bank standards, such as limits on a bank's open foreign currency pOsitions, 
ifenforced effectively, should reduce the riskier kinds offoreigo. bomrlving by banks. 

. 	 '. I 

Some countries have experimented withreguiatory requirements that force their 
banking systems to maintain a "liquidity buffers" to protect again~ the risk of a 
sudden shift in funds out ofthe banking system. Argentina, for ex.amp~e, bas required 
banks to maintain large, liquid reserves 8g8inst their short-term liabilities, including 
their short-term foreign liabilities. 

Morecontroversially, some have suggested wider use of market-based, Chilean-style 
restraints on all capital iidlows to deter short-term foreign borrowing by both bankS 
and domestic corporations. The effectiveness of such controls has ,*"n questioned 

, ,I 	 by some, in particular for countries with weaker economic policies ~ Chile. 
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B. 	 Limits on capital outflows., Controls on capital outflows differ fundamentaijy from well· 
I , 

designed restraints on capital inflows, aimed to curb the borrowing that m*es countries 
vulnerable to market shifts. Temporarycontrols on capital outflows introduced aftercrisis has 
,hit, in a general attempt to insulate an economy from the rest ofthe world, are likely to repel 
new capital inflows, create inefficiencies. and prove difficult to sustain for long. They may also 
inake more tempting policy errors that will worsen long·term prospects. Oniy in extreme 
(:ircumstances. as part ofthe mechanism ofa debt workout when the international community 
agrees that a country simply cannot afford to pay. is their consideration likely to bejustified., 

C. 	 Redudngthe amounto/tradingactivi!1. Inaddition to considering whether m~s 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'· 
l'equirements,oreven, 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 ov~ volume oftrading activity would ~e it easier 
for countries to adopt policies to respond effectively to cri~is, maintain 

, macroeconomic stability and avoid sharp' surges in inflows! sudden outflows. 
Emerging market economies are particularly wlnerable to swings in capital markets. 

I 
Others argue that limiting trading 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 ~ility. Liquid 

· / 	 markets may be necessary for successful hedging - i.e., protecting yqurself against 
certain risks. Moreover, a small tax on trading activity, even iffeasib,e, would also 
be unlikely to deter the major swings in capital flows that occur in financial crisis. 

, 	 . I 
v. ~xchaDge rate regimes 	 i 

Devising appropriate 'exchange rate regimes, both for individual countries and 'or the system 
as a whole, is one ofthe central issues for the international System. : 

I, 
A 	 Currency arrangements between the major industrial countries. The major cufrencies 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 m~jor 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 moder~te share ofthe . 
economy. But it has also produced large swings in. the exchange rates ofmajor currencies, 
which at times do not seem to have reflected changes in the underlYing economic 
fundamentals.' 

These large swings in the exchange rates among the currencies ofm:ajor industrial 
o' . 	 countries have led to proposals to create.target zones for the three major currencies, 

to limit the size offluctuations.' . 

8 	 i 
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However, we believe that the current system provides the best policy option for the 
United States and that a shift away from floating woUld likelyinvolve an;unacceptable 
loss ofmacroeconomic policy flexibility. I 

i 
I 

. . B. 	 Appropriate exchange rate regimes for smaller countries. Given that large fluctuations 
between the currencies of major countries economies are likely to contin~e, that many 
e:merging markets have extensive trading ties to a number oflarge industrial ~nomies, and 
that the credibility of the policy environment in many emerging markets ~ take time to 
establish, the choice, of an appropriate exchange rate for an emerging mark~ ecOnomy is 
particularly difficult Rigid excbange:rates have been a common feature in ~ crises, yet 
Inost emerging markets have been reluctant to.accept the vagaries ofa pure ~oat. 

I 

Exchange rate regimes are institutional choices that signal policies, priorities, 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 emerging market economy chooses, it'is critical that , 
it be backed by a consistent policy regime. Macroeconomic stability is based on good 
policies, irrespective ofthe exchange rate regimes. Adjustable exchan$ rate regimes 
can be used to help absorb external shocks, but they cannot substitute for sensible 
policy making. . 

Moving from one exchange rate regime to another, particularly in at crisis, can be 
particularly destabilizing. Akey question is how to reduce the risks ~sociated with 
such movements.. Countries which have adopted fixed exchange rateS to eliminate 
inflation have often held on to fixed exchange rates for too long. I .. 

. 	 . 

During periods ofcrisis and financial chaos, experience shows that it may be better . 
to select a regime that is at one or the other ~nd ofthe exchange rate spectrum, either 
extremely flexible (a pure float) or extremely rigid, such as a currencY board. Such 
clarity .filcilitates policy-making during difficult times. . I 

c. 	 Some have suggested that more far reaching changes in the iDternational ~rinetary system 
could be considered for the longer-term, such as the development ofregional ctirrency blocks 
and/or ~dollarization." 

I 

The experience ofEurope has shown that both extensive economic ·mtegration to 
support a common monetary and exchange rate policy and a strong political 

. commitment are needed for a successful currency union. . !.. 
I 

Adopting the dollar or another international currency as the legalloca1 currency 
provides more exchange rate stability than a currency board, but requires an explicit ... and transparent loss ofmonetary sovereigRty. I 

i 
I 
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VI. CriBDs Response 

there is a spectrum ofcrises, from those that stem primarily from poor policies; to those that 
. . stem primarily from contagion. In practice; most fall somewhere in the middle. A regime for crisis 
. responsE~ should provide for' some combination of financial assistance and policy changes. The 
. provision oflarge.,.scale official international finance raises difficult questions: what critena should be 

used for access to large scale assistance, and on what tenns; how shoUld it be linked to private sector 
involvement; and where will the required resources come from. I' . 

A 	 Provision of official finance. Just" there is a role for the government to intervene to 
I,revent a domestic financial crisis from destabilizing the domestic :financial sYstem, there is 
a role for the international community to intervene in an international financial crisis to help . 
limit contagion and global instability. . i . .. 

. ,. ~ ,i 
The. proposed new IMF precautionary facility will allow large-scaJ~ international 
assistance in the form ofa line ofcredit 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 contagion than from poor 
policies. 	 . 

It may often make sense in today's world oflarge and Sudden liquidity needs for more 
official money to be available up-front in return for more up-front pOlicy changes, 
.than in traditional IMF programs. 	 ' . 

The current crisis has eJemonstrated that the official community needs, at timd, to be able to 
provide huge financing packages to quell potential contagion and instability. The increase in 
'the IMF quota due to go into effect shortly will pr~vide the IMF with an imWrtant pool of 
new, uncommitted funds.. The World Bank currently has the capacity to provide additional 
iresources, but its lending capacity is not unlimited. StiU, the resources 'a~le to the 
:Ilntemational 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 arid world trade 
1than envisaged at the time ofBretton Woods. 

, 
Some have argued for bolder and politically difficult measures to 1?e put on the 
agenda.·aimed at increasing sharply the available. official resources. : 

I 
I 

One such suggestion has been to increase IMF quotas dramatically, perhaps 
also indexing them to growth ofthe world economy to assure their continued 
relevance, and increasing the amount that countries have to pay:in and can use 
in crisis. Countries have automatic and unconditional ri~ to use their 

, 	 I 

"reserve tranche" or paid in capital,'.but today this is not a si1¢ificant benefit 
in times offinancial difficulty.' 	 . I 

I ' .1. .,. -..... I 

Another possible, but also politically difficult, idea that some h~ve argued for 
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i 
. . i . 

would be to allow the IMF to issue additional SDRs (PerhaPs at a higher 
interest rate to discourage unneceswyuse ).to increase the amount ofliquidity 
in the system. ..' i . 

, 

. B. 	 Private sector inVolvement Private sector participation in the resolution of; international 
financial crises is critical to the long-run health of the international financial; system, both 
because oflimits on the availability ofofficial funds and ofconcerns about moral hazard. The 
type of private sector involvement required by the official sector as a co~dition for its 
ilSsistance should vary, depending on the nature ofthe countries' difficulties. I . 

i 
•• I 
... I 

The theoretical ideal towards 'which the international finanCial systemlshould move 
over time is that private sector creditors and investors should bear as fully as possible . 
the consequences ofthe risks that they voluntarily assume. 1 

r 
. . ' ''. I 

We could consider if there are ways to deVelop the system so that it is clear 
that investors who have made risky international investments, and earn large 
risk premiums in the best case, are not repaid in full ifthe country experiences 
a crisis that requires official intervention.' I . . 

We need to examine how to avoid creating categories ofdebt that are treated 
as senior (paid even when other debts are not being paid) because of 
difficulties associated with its restructuring. Russia, for Fumple, has 
defaulted onwide range ofdomestic and foreign debts, butRuss~authorities 
currently want to cOntinue to maintain payments on Russian Eiu'obonds, by, 
in part, using funds obtained from the debt relief granted by other creditors. . 

. 	 i 
• 

In practice, finding appropriate ways to involve the full range of private 
creditors in the cooperative resolution ofa crisis can be difficUlt. Concrete 
options for involving the private sector will continue to need t«;l be explored. 
AJready different models are being developed for different circumstances 
(Korea, Brazi~ Ukraine). . '. I 

I 
I 

It can be difficult to convince the private sector ito participate 
voluntarily- particularly ifthe relevant private crediiors1are numerous 
and diverse.; 

I 
I 

More coercive means, including support for official lending into 
accumulated "arrears" on private debt payments, could be employed 
to generate stronger incentives. for broad-basedp,rivate sectQr 
participation. But coercive measures risk promptipg additional 
contagion, so must be used cautiously. ! 

I 
. The expanded use of"coltective action clauses" in sovereign bondsi~ed in foreign 
. offerings also could facilitat~ the orderly. cooperative restructuring ofthese bonds. 

.". 	 i 
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The members of the G-7 have committed to examine whether to 1roduce such 
clauses into their own sovereign bonds issued in foreign offerings. I 

It may also be useiw to explore ways to encourage emerging mark~ to purchase 
more "insurance" against adverse developments, through contingent faCilities and debt 
contracts that cont~ contractual arrangements that provide ~ter payments 
flexibility. i . 

I 

vn. Social Safety Nets I 
I,. I 

Possibilities for helping to minimize thesocUJ impact offinancial crises include I· 
i , 

A 	 Granting the W~rld Bank a larger role in the design of international ecOnomic policy 
programs, which would bring both the financial resources and social sector eXpertise ofthe 
World Bante to the table quickly ina crisis. . 

i 
I 

~. 	 Development ofa Code ofbest practices in social policy; as c8ned for in the 07 statement, 
.which could be drawn upon in the design ofIMF and MDB programs.. 

VIII. mstitutiolllal Reforms to Carry Forward the Agenda 

It may'be possible to obtain consensus for a set ofinstitutional changes that would help both 
. implement our architecture agenda and iIriprove international monetary and financial: cOordination. 

. 	 i 

[ 

A 	 .A newfinancial stability policy forum to improvefinancial sector policy coor~nation. We 
are proposing the creation of a Financial Stability Policy Forum that I would meet 
semi-annually to discuss regulatory policy issues in an inclusive forum that would bring 
together financial regulators, the relevant internatiolw organizations and natiohai authorities 
from both industrial countries and key emerging 'markets .. It would creat~ an infonnal, 
cooperative mechanism at the glob81 level to dis~s financial regulatory pollCY issues that 
affect the international system, replacing the series of ad hoc groups that ha~e been set up 
over the last few years. We wiD be discussing this proposal with Hans Tietm~er, who was 
asked by the G7 to look into this issue, and other G7 members. I ' . 

B. 	 Ways to strengthen the interchange between industrializedandemergingmarketeconomies. 
The G22 process worked well, as a way of promoting discussion between the: G7 and other 
industrialized and emerging market economies. But some have raised questions· about its 
legitimacy. We need to consider how best to retain the ad hoc and informal na~e ofthe G7 
process while including systemically significant emerging markets on a reguIaf 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 ofthe issues-tile World Bank 

. 1 also would need to be represented for example-:- and the present InteriinComnlittee . 
constituencies are not weD balanced (Asians are under-represented, Euro~are over­
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represented). We will need to work on these issiles,as weUas how to bruig together the 
IM.F and World Bank with the Basel-based groups. I 

I 
C. 	 RedraWing the lines between the IMF and the WorldBank. 

One possible reorganization would transform the IMP into an "Int~onal F~ance 
Organization," responsible for macroeconomic and financial policy ~rveiUance·and 
the provision offinancing to systemically si8nificant economies, and the World Bank 
into a "WorldDevelopment Organization," centered around developnient advice and 
.subsidized lending to the poo~~st countries; HoweVer, this would ~ the question 
o fhow to draw a dividing line between different categories ofcountri~s, and how to 
avoid duplication ofexpertise. .. . I 

. . . 	 . I .~ . 
Another proposecl reorganiz8tion that may be worth exploring woul~ refocus IMP 

. surveillance and program conditionality 'on exchange rate regimes, balance of 
payments, macroeconomic policy and the sOundness ofthe financial sector. The IMF . 
would get out ofthe business ofstructural reform and subsidized lending, while the 
World Bank: would transfer all responsibility for financial sector sutveillance and 
restructuring to the Fund. . I 
. . . . .: . . I" 

D. 	 .More dramatic institutionalreforms. Possibilities include mergingthe IMF and World B~ 
or merging the IMP's Interim Committee and the World Bank' s Deve1opme~t Committee. 
Merging' the two' institutions would create lots:. of chaos. Merging thel Interim and 
Development Committees is one ofthe reforms bemg considered as part ofout effort to find 
constructive fora for interchange between industrialized and emerging market economies. 

. 	 . I 
' 	 ..... ' I , 

\ 

, . 
i 
I 
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DEPARTMENT OF THE TREASURY 
WASHINGTON, D.C.' 

. SECRETARY OF THE TREASURY 

MEMORANDUM FOR MADELEINE ALBRIGHT 
Secretary of State 

JANET YELLEN 

FROM:' 

SUBJECT: 

Chair, Council ofEconomic Advisors 

Robert E. Rubin 

Architecture Memo to the President 

. . I 
As you know, we at Treasury have been giving a great deal 'of thought to the questionlofthe new 
financial architecture and ofhow finance fits into the chaUehge ofmanaging global iritegration. I 
attach a Inemo to the President that summarizes Treasury' s ~g on this SUbjecttoi date. 

I very much look forward to discussing these issues with you. These are complex topics, and" 
moving forward will take lots of time and workfrom us alL . I 

Attachmt~t: Improving the International Financial Archi~cture 

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

SECRETARY OF THE TREASURY 

MEMORANDUM FOR MADELEINE ALBRIGHT 
I,Secretary ofState ., ,, 

l' 

JANET YELLEN 
Chair, Council ofEconomic Advisors 

FROM: Robert E. Rubin 

SUBJECT: Architecture Memo to the President 

As you know, we at Treasury have been giving a great deal ofthought to the question 'of the new 
financial architecture and ofhow finance fits into the challenge ofmanaging global integration. J 
attach a memo to the President that summarizes Treasury's thinking on this subject to date. 

. , • 1 

I 
I 

I very much look forward to discussing these issues With you. These are complex topics, and 
moving 6)rward will take lots of time and work from us all. , 

. Attachme:nt: Improving the International Financial Architecture 

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

SECRETARY OF THE TRE:ASURY 

MEMORANDUM FOR CHAIRMAN GREENSPAN 

FROM: Robert E. Rubin 

SUBJECT: Architecture Memo to the President 

, 

The attai~hed memo to the President that lays out Treasury's thiDkmg to date onthe hltemational 
financial architecture. It sets out many of the ideas that you and I have discussed recently. I 
look font"lard to continuing our discussion ofthese issues. ' 

Your staffhas seen earlier versions of this memo. 

Attachment: Improving.the International Financial Architecture 

.1. . ... _.. 



United States Treasury Note Regarding 

Meeting of G7 Deputies and Deputy Deputies 


, Lansdowne Conference Center, Virginia, November21~22 

I 
I' 
I, 

The discussions covered a wide range of issues raised for the international community by the 
events ofthe past eighteen months. While not producing a clear consensus on future refonns, 
there were substantial areas ofcommon ground on the causes ofthe crisis and on core issues that 
the review of the international fmancial architecture would need to address. This notJ 
summarizes the main points raised on an unattnbuted basis. 

I. Lessons for Emerging Market Policies 

1. Exchange Rate Regimes 
", 

There was broad agreement that problems 'With fixed but adjustable exchange rateregunes bad 
, been a c~:ntral element in nearly all 1990s financial crises and should be a greater focUs of ' 

I 

international surveillance going forward. However, given the fallibility ofjudgmentsIabout 
"equilibrium" exchange rates and governments' deep reluctance to follow internatio~al advice in 
, this area." there was a question about how this lesson could be translated in practice. i ' 

i .. 

Main points: 
, 

, I 
• 	 using the exchange rate as a device for disinflation tended to court overvaluation , 

problems because of continued inflation differentials. Even adjustable pegs repded to ' 
harden into symbols ofthe authorities' overall credibility, making early adjustment, 
extremely difficult politically. ("It is better to devalue sooner than later, but it: is actually 
easier for politicians to devalue later, when there is no alternative.") Long ex~erience 
with a fixed system also heightened the difficulties ofestablishing a credible hltemative 
after devaluation; as, for example, in Indonesia. ' 

I 
'. 
 nearly all post-1992 crises had come from the combination ofexchange rate I ' . 


misalignments, on the one hand, and on the other, a major weakness in the sy~em - such 

as a weak banking system - that made investors doubt the government's credibility in 

defending the peg. This gave rise to the suggestion that countries relate the d~gree of " 

fixedness of the exchange rate to the depth and maturity ofthe domestic fm~cial system. 


I 

• 	 one conclusion drawn was that countries should give up trying to import pricJ stability 
through the exchange rilte and instead seek to target the real exchange rate wiihin a 
system of"controlled flexibility". The authorities would signal to the market that 'the 
exchange rate would depreciate in line 'With the ·inflation differential, and major 
misalignments resulting from nomihal inertia would be avoided. ; 

i,1 
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• 	 on the other hand, it was pointed out that past attempts to target the real exc~ange 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,rJ.te" was very 

, difficult to calculat~ atany point in time and subject to significant real shoc~., In 
addition, such a system did not provide a clear response to upward pressure 6n the 
exchange rate in periods ofrising capital inflows. i 

I 

• an alternative lesson from recent events was that - in a world of relatively rJe capital 
, 	 I 

flows -- countries would increasingly be driven away from the middle ground of fixed but 
adjustable exchange rates towards the extremes of "permanent fixing" (as with a " ' 
currency board) or a pure float. All noted that currency board regimes had so·far emerged, ' 
WlSCathed in the crisis. However, it was considered striking how few emerging economies 
today opted for the vagaries ofa pure float. . 

2 Strengthening Financial Systems 

All agreed that the domestic financial system had been an important factor inthecri~esin 
emerging economies, and that greater efforts needed to be made to encourage countries to match 
the openness of their capital market to the robustness oftheir domestic financial system: 

Main points: 
i 
I 

• 	 the crises had underscored the importance ofcountries pursuing a gradual, or;paced 
approach to opening the capital account. In particular, it was argued that comitries 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 ~pproach, it 
was noted that many of the crisis countries had actively sought out short-terrrf, risky

, 	 ,I 

foreign borrowing while neglecting the development ofthe domestic financ,ial 
infrastructure. 	 ' 

• countercyclical "taxes" on inflows or prudential standards, to help check excessive short 
t(!rm inflows.in the boom years, were also supported by several participants. I 

, I 
• 	 there was agreement that the international community's efforts to encourage ¥nproved 

regulatory and supervisory systems in the emerging economies had not been very , , 
successful. Ibis pointed to a need for more "muscular" forms ofencouragembnt, perhaps 
making use of international "rating" ofnational supervisory and regulatory sy'stems. 
However, several voiced scepticism about the capacity to put such a scheme ip place very 
~~ /' 	 I 

I .' 
, 	 , , . I 

, ,. .' conditioning access to major financial centers OIl the quality of home regime~ was 
suggested as a more readily available incentive mechanism. However. it was thought that , 	 ' I ' 

2 	 I 
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the authorities already did this infonna11Y in several countries, and there was I. question 
whether it was important enough to emerging 'market economies to make a difference. 

, 	 I' 
. . 	 ! 

U. Proniloting Safe and Sustamable Capital Flows and Constraints on Suppliers of Capital 

1. Private$t!ctoT COntrib~n to (!reCTises '. .'.' '. ..... I· 

I 
There was some agreement that the suppliers ofcapital in developed markets shared 'some ofthe 
blame for the crisis, both in their excessive risk-taking in boom times, and excessivelpanic 
afterWards. While curbing ,the excesses of international credit cycles was clearly desirable, there 
was some uncertainty as to how this might be'achieved. : 	 !. 

Main points:. .•.... '. . ~ '.' I' . . 
• 	 there had clearly been an element of"innocent" contagion in recent events, notably'in the 

tnarket pressure on Latin Ainerlca following the Russian collapse, although dpinions 
differed on the relative distribution of responsibility. The point was made tha~ the markets . 
still "attacked countries in the right order", (ie. with reference to relative policy 
imbalances). . . ' 1 . 'I " 

'. while exchange rate misalignments had played an iinportant role'in several crises~ it was 
said that countries could now be forced to devalue, ,even where the rate was nbt clearly 
out of line With competitiveness. The international community should insist rin countries 
a.ddressing genuine currency misalignments. BJrt it should also help countrie~ Without 
fimdamental imbalances from being forced to devalue by the markets. I 

.. 	 the point was made that the emerging market Crise~ should be considered pj of a longer 
tun problem ofa "global outburst of liquidity" into' emerging market asset rruh-kets that 
had now gone dramatically into reverse. During this period, investors were th'oughtby 
some to have exercised less prudence in their international lending than their aomestic. 

• 	 to reduce the sco~e for such behavior, there was co~derable support fOrChlging tIle 
E~asel risk-weighting system, both to reverse existing biases and to begin to dbvelop , ' 
greater differentiation in the treatment ofemerging ,market and developed market 
investments. Possibly, these could be made countercyclical, rising in times oftimes of 
heavy lending on the grounds that this was when lepding tended to be less pnident. 

, 	 , ' 

• 	 there was also a desire to impose greater transpare~~y and disclosure require~ents on 
offshore operations and other nonregulated entities~ including hedge funds. 

• 	 iJil addition, the questi0Il was raised whether format; rcles - impos~d ex ante T requiring 
.1. 	

creditors to bear some of the burden ofadjustmentS"in the event ofcrisis mi~t also 
discourage excessive risk-taking bfthe suppliers ofcapital. However, this raised a range 

. . 	 .; '. . . 'I .. 
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ofconcerns, discussed below (Section III, Part 3). 

ID. The International Response to Crises 
., 

I. Content ofAdjustment Programs and the Scope o/Conditionality 	 I 
i' 
i 
I· 

Debate fo~used on the perceived flaws in the IMP and World Bank's support for troubled 
economies and on the inherent conflicts in designing adjustment programs -- in particular, 
balancing the desire to address the structural causes of crises against the need to respect national 

• 	 h. IsovereIgnty. 	 7 

Main points: 	 , 
i 
I . 

. . . 	 . i 

• some believed that the IMP had focused too much on tightening monetary policy in the . 
· Asian programs, particularly Indonesia, and not enough on providing liquidi~ to restore 
confidence in domestic financial systems. However, against this had to be coIisidered the 
hyperinflationary risks offailing to rebuild confidence in domestic assets andithe possible 
need for drastic steps to achieve this in an environment ofpanic. I, 

I 

• 	 there was some agreement that IFI 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 allocati'on of 
ulternational funds to "macro-stabilization" and "micro-structural" programs had been 
excessively skewed toward macro measures, in part because ofthe World Bank's· 
apparent difficulty in finding worthwhile projects to pursue. 

, 
• 	 .on the other hand, several felt that IMF programs -- particularly in Asia - ha4 intruded 

excessively on the choices of sovereign governments in imposing detailed stnlctural and 
other refonns that were not directly relevant to the problem at hand. Many Asians, in 
particular, had felt that the IMP's conditioJiality had been ideological in imp6sing a 
"Washington Consensus" that was not universally accepted. 

• 	 in this context it was suggested that one might distinguish the scope ofpro~s from the 
content. Where basic fiscal! monetary imbalances were concerned, there were perhaps 
":not many ways to skin a eat". But in other areas - for example the Indonesilm· clove 
monopoly - there was a question whether it was appropriate for the internati~nal 
community to impose particular choices, however worthwhile these might be :thought to 
be. It was accepted that this needed to be squared with the aforeInentioned d~sire to 
· broaden the scope ofprograms to address governance and related issues; ! 

• the point was made that the unpopularity of IFI programs was perhaps inhere~t in 
.1. 	

conditionality. and inevitable where governments rrad long followed the opposite 
policies. By imposing such changd, the IMF could serve a valuable function :for theG? 

I 

4 



and provide cover for difficult but necessary reforrits in the recipient countries. However, 
it was important that the World Bank and IMF maintain a united front and th~e was a 
widely-felt concern that the World Bank had not taken sufficient public ownership of 
joint IMF-Bank. pr~grams in Asia when these had come under criticism. 

2. Precautionary Mechanisms 

". 	 " 

There was some agreement on the desirability of "precautionary" and other mechanisms, both 
to help restore confidence at times ofgeneralized market panic and to provide an incbntive for 
basically sound countries to adjust policy soo!ier. I. 

I 

Main points: I 

I 

I 

• 	 recent events had highlighted the value of maintaining relatively high levels bfforeign 
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. 

• 	 given 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 question whether 
there ought to be a general increase inSDRs to proyide additional, unconditi~)Dai funds to 
fend off contagion. . . 

• 	 however, many felt that the international community was unlikely to supportllWhat would 
be perceived as a major expansionofIMF resources. No amount ofreserves1would 
prevent a crisis where monetary and exchange rate policies were unsustainable. And to 
the extent that countries made use of the new -- unconditional - liquidity it ~ight simply 
end up subsidizing bad policy. : , 

• 	 consideration was being given to the possibility ofcountries "pre-qualifying" for some 
fonn ofcontingent reserve facility from the IMF. However, this raised someiofthe same 
concerns about conditionality, not least given the international community's previous 
difficulties in identifying "model" countries. (It was noted that when a similar facility bad 
been discussed in early 1994, Mexico was considered a prime candidate.) 

3. The Scope for a Lender ofLast Resort and Private Sector Involvement 

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 considerable 
disagreement about how, and whether, this should be detennined ahead oftime -- ana the scope· 
for a more effective international lender of last resort. I 

.1. 

Main points: .i . 
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.' 

i 

, II it was suggested that financial crises might be viewed as a continuum, with "pure" 
liquidity problems at one end, and "pure" insolven,cy problems at the other. Most crises 
tended to be somewhere in between, and it was impossible to draw clear line~around the 

, different types But the international community needed to retain the capacitY t9 respond 
to crises that are prhnarily seen as liquidity crises, even ifusing this capacityl:to respond 
to all crises would be highly undesirable." , ' " 

., on the other hand, all agreed that moral hazard and ,basic ethical consideratio~ called for 
a system that would punish reckless lending. Accordingly, several argued for: ex ante , 
rules to allow the imposition oftempdj:ary standstills 'and controls on out:flo~ when ' 
crisis struck -- to enable orderly work~uts and prevent "irresponsible" creditors being' 
J'!ewarded at the expense ofeither other investors or; the international commwtity., 

I 
• however, it was noted that any such measures would bring a range ofpractic.ciI difficulties 

, and also important risks. In particular, there was a risk that imposing any such rule would , 
Dlake 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 t~hnical 
problem than a problem ofjudging how other inve~ors would react. 

I ' 	

I, ' 
• 	 against this, it was argued that most developed markets had systems in place for dealing 

effectively with e~ch kind ofproblem at the domestic level and.it was not obvious why 
the same two systems could not be constructed internationally. Also, it was ~d that to 
the extent that flows to the developing were already depressed, this might acfually make 
it the perfect time to introduce new rules. Even ifthere were a long-term reduction in 

, 	 I 

flows to the emerging economies, this would not necessarily be such a bad thing given 
their apparent incapacity to absorb these flows productively. '~' 

i 
• 	 moreover, as a practical- and political-- matter, there was a widespread belief that the 

international community was unlikely to make available the kind ofresource~ that would 
be required to have atruly global lender of last resort, especially where this was 
perceived to serve the interests of irreporisible investors. . ! 

,I 	 I 
• 	 llllight ofthese considerations, it was felt that the treatment ofvery high-yieliling 

S4)vereign debt were worthy of particular attention going forward. Such debt played a key 
rc)le in triggering crises in Russia and Brazil - neither ofwhich had especially high levels 
ofpublic debt by international standardS ~ and could not be said to have been ' 
"innocently" tak~ on by investors. I 

" 	 , 

, . alll were agreed that it was extremely undesirable for such investors to be fuHf paid off in " 

cl:>untries that are presently,or soon likely to be, the recipients of substntial, official 


, finance. However, the extreme hesitance to force private sector rollovers of sJvereign
,. 
short-term debt in the case ofUkraine, a country Utwhich there had been a widely 
8.4~cepted moral hazard element to'pam lending, was suggestive ofthe problems involved 

I 

I 
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ill applying this principle into practice. 
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