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1. ECONOMIC ASSUMPTIONS

Introduction

The prudent macroeconomic policies pursued since
1993 have fostered the healthiest economy in over a
generation. Budget surpluses have replaced soaring
deficits. During this Administration, fiscal policy has
been augmenting national saving, private investment,
productivity, and economic growth, rather than re-
straining them. Monetary policy has helped reduce in-
flation while supporting economic growth, and mini-
mizing the domestic effect of international financial dis-
locations.

These sound policies have contributed to another year
of outstanding economic achievement—and hold the
promise of more successes to come. Real Gross Domestic
Product (GDP) rose 4.2 percent during 1999, the fourth
consecutive year that growth has been four percent or
more. The last time growth was this strong for so long
was in the mid-1960s.

Strong and sustained growth has created abundant
job opportunities and raised real wages. The Nation’s
payrolls expanded by 2.7 million jobs last year, bringing
the total number of jobs created during this Adminis-
tration to 20.4 million. The unemployment rate during
the last three months of the year fell to 4.1 percent
of the labor force, the lowest level since January 1970,
and 3.2 percentage points lower than the rate in Janu-
ary 1993.

Despite robust growth and very low unemployment,
inflation has remained low. The Consumer Price Index
excluding the volatile food and energy components rose
only 1.9 percent last year, the smallest increase since
1965. The combination of low inflation and low unem-
ployment pulled the “Misery Index,” defined as the sum
of the inflation and unemployment rates, to the lowest
level since 1965.

Households, businesses and investors have prospered
in this environment. Wage growth has outpaced infla-
tion during each of the last four years, reversing a
two-decade decline in real earnings. In 1998, the pov-
erty rate fell to the lowest level since 1980. Although
the poverty rate for 1999 will not be known until later
this year, another decline is likely in light of the econo-
my’s strong job gains and declining unemployment. The
healthy economy boosted consumer optimism last year
to the highest level on record.

Businesses’ confidence in the future is evident in a
willingness to invest heavily in new, capacity-enhancing
plant, equipment and software. During the past seven
years, equipment and software spending has risen at
a double-digit pace, spurred by purchases of high-tech
capital. Rapid growth of investment has helped return
labor productivity growth to rates not seen since before
the first oil crisis in 1973. Rapid productivity growth

has enabled firms to achieve healthy increases in prof-
its, and to raise real wages while still holding the line
on prices.

Forward-looking financial markets have responded to
these developments. The bull market in equities that
began in 1994 continued in 1999. These past five years
have recorded the largest percentage gains in stock
prices in the postwar period. From December 31, 1994
to December 31, 1999, the Dow Jones Industrial Aver-
age rose 200 percent; the S&P 500 gained 220 percent;
and the technology-laden NASDAQ soared 441 percent.
During January, the Dow and the NASDAQ edged into
record territory and the S&P 500 remained close to
its record high.

Short- and long-term interest rates rose during 1999
in response to the increased demand for credit that
accompanied strong private-sector growth and the Fed-
eral Reserve’s tightening of monetary policy. Even so,
long-term interest rates during 1998 and 1999 were
still lower than in any year during the prior three
decades. The real long-term interest rate (the nominal
rate minus expected inflation), an important deter-
minant of investment decisions, was also lower in these
two years than in any other two-year period since 1980.
As 2000 began, financial and nonfinancial market indi-
cators were signaling that the economic outlook re-
mains healthy.

The economy has outperformed the consensus fore-
cast during the past seven years, and the Administra-
tion believes that it can continue to do so if sound
fiscal policies are maintained. However, for purposes
of budget planning, the Administration continues to
choose projections that are close to the consensus of
private forecasters. The Administration assumes that
the economy will grow between 2.5 and 3.0 percent
yearly through 2010, while unemployment, inflation
and interest rates are projected to remain relatively
low.

Even with the moderation in growth, the economy
is expected to generate millions of new jobs. The unem-
ployment rate, which by mainstream estimates is below
the level consistent with stable inflation, is projected
to edge up slightly until mid-2003. Thereafter, it is
projected to average a relatively low 5.2 percent, the
middle of the range that the Administration estimates
is consistent with stable inflation in the long run. The
Consumer Price Index (CPI), which rose 2.7 percent
during 1999 because of rapidly rising energy prices,
is projected to slow slightly in the next two years and
then increase 2.6 percent per year on average through
2010. Short- and long-term interest rates are expected
to remain in the neighborhood of the levels reached
at the end of 1999.
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As of December, this business cycle expansion had
lasted 105 months since the trough in March 1991.
If the expansion continues through February, as seems
highly likely, it will exceed the previous longevity
record of 106 months set by the Vietnam War expan-
sion of the 1960s. If macroeconomic policies continue
to foster high investment without engendering infla-
tionary pressures, there is every reason to believe that
this expansion will continue for many more years.

This chapter begins with a review of recent develop-
ments, and then discusses two statistical issues: the
recent methodological improvements in the calculation
of the Consumer Price Index, which slowed its rise;
and the October comprehensive revisions to the Na-
tional Income and Product Accounts, which incor-
porated computer software as a component of invest-
ment, among other changes. The chapter then presents
the Administration’s economic projections, followed by
a comparison with the Congressional Budget Office’s
projections. The following sections present the impact
of changes in economic assumptions since last year on
the projected budget surplus, and the cyclical and struc-
tural components of the surplus. The chapter concludes
with estimates of the sensitivity of the budget to
changes in economic assumptions.

Recent Developments

The outstanding performance of the economy is due
to a combination of several factors. First, macro-
economic policies have promoted strong growth with
low inflation. Second, thanks in part to robust invest-
ment and new, high-tech means of communicating and
doing business, labor productivity growth in the last
four years has approached 3 percent per year—double
the rate that prevailed during the prior two decades,
and comparable to the high rates achieved during the
first three decades following World War II. Third, infla-
tion has been restrained by recession in much of the
world and by the rising exchange value of the dollar.
These forces together—plus intensified competition, in-
cluding competition from foreign producers—have kept
down commodity prices and prevented U.S. producers
from raising prices. Finally, the labor market appears
to have changed in ways that now permit the unem-
ployment rate to fall to lower levels without triggering
faster inflation.

Fiscal Policy: In 1992, the deficit reached a postwar
record of $290 billion, representing 4.7 percent of
GDP—and the prospects were for growing deficits for
the foreseeable future. When this Administration took
office in January 1993, it vowed to restore fiscal dis-
cipline. That goal has been amply achieved. By 1998,
the budget moved into surplus for the first time since
1969; and in 1999 it recorded an even larger surplus
of $124 billion. That is the largest surplus ever, and,
at 1.4 percent of GDP, it is the largest as a share
of the overall economy since 1951. This fiscal year, the
surplus is projected to rise to $167 billion, or 1.7 per-
cent of GDP. The dramatic shift from huge deficits to

surpluses in the last seven years is unprecedented since
the demobilization just after World War II.

The historic improvement in the Nation’s fiscal posi-
tion during this Administration is due in large measure
to two landmark pieces of legislation, the Omnibus
Budget Reconciliation Act of 1993 (OBRA) and the Bal-
anced Budget Act of 1997 (BBA). OBRA enacted budget
proposals that the Administration made soon after it
came into office, and set budget deficits on a downward
path. The deficit reductions following OBRA have far
exceeded the predictions made at the time of its pas-
sage. OBRA was projected to reduce deficits by $505
billion over 1994-1998. The actual total deficit reduc-
tion during those years was more than twice that—
$1.2 trillion. In other words, OBRA and subsequent
developments enabled the Treasury to issue $1.2 trillion
less debt than would have been required under previous
estimates.

While OBRA fundamentally altered the course of fis-
cal policy towards lower deficits, it was not projected
to eliminate the deficit; without further action, deficits
were expected to begin to climb once again. To prevent
this and bring the budget into unified surplus, the Ad-
ministration negotiated the Balanced Budget Act with
the Congress in the summer of 1997. The BBA was
not expected to produce surpluses until 2002, but like
OBRA, the results of pursuing a policy of fiscal dis-
cipline far exceeded expectations. The budget moved
into surplus in 1998, four years ahead of schedule, and
achieved an even larger surplus in 1999. OBRA 1993
and BBA 1997, together with subsequent developments,
are estimated to have improved the unified budget bal-
ance compared with the pre-OBRA baseline by a cumu-
lative total of $6.7 trillion over 1993—2005.

The better-than-expected budget results in recent
years have contributed to the better-than-expected eco-
nomic performance. Lower deficits and bigger surpluses
helped promote a healthy, sustainable expansion by re-
ducing the cost of capital, through both downward pres-
sure on interest rates and higher prices for corporate
equities. A lower cost of capital stimulated business
capital spending, which expanded industrial capacity,
boosted productivity growth, and restrained inflation.
Rising equity prices also increased household wealth,
optimism, and spending. The added impetus to con-
sumer spending created new jobs and business opportu-
nities. The faster-growing economy, in turn, boosted in-
comes and profits, which fed back into an even
healthier budget.

Though the benefits of fiscal discipline have been
widely recognized, the surprise in recent years has been
the magnitude of the positive impact on the economy.
Growth of production, jobs, incomes, and capital gains
have all exceeded expectations. The outstanding eco-
nomic performance during this Administration is proof
positive of the lasting benefits of prudent fiscal policies.

Monetary Policy: During this expansion, the Federal
Reserve tightened policy when inflation threatened to
pick up, but eased when the expansion risked stalling
out. In 1994 and early 1995, the monetary authority
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raised interest rates when rapid growth threatened to
cause inflationary pressures. During 1995 and early
1996, however, the Federal Reserve reduced interest
rates, because the expansion appeared to be slowing
while higher inflation no longer threatened. From Janu-
ary 1996 until the fall of 1998, monetary policy re-
mained essentially unchanged; the sole adjustment was
a one-quarter percentage point increase in the federal
funds rate target in March 1997 to 5% percent.

During the second half of 1998, however, financial
turmoil abroad threatened to spread to the United
States. In addition, a large, highly leveraged U.S. hedge
fund, which had borrowed heavily from major commer-
cial and investment banks, nearly failed. In this envi-
ronment, normal credit channels to even the most cred-
it-worthy private businesses were disrupted. In re-
sponse to these serious challenges to the financial sys-
tem and the economy, the Federal Reserve quickly
shifted policy by cutting the Federal funds rate by one-
quarter percentage point on three occasions in just
seven weeks—the swiftest easing since 1991, when the
economy was just emerging from recession. By early
1999, those actions had restored normal credit flows
and risk spreads among credit market instruments and
returned the stock market to its upward trajectory.

With the return of financial market stability and
amidst an environment of strong growth and falling
unemployment, the Federal Reserve raised the Federal
funds rate by one-quarter percentage point on three
separate occasions during 1999, returning the rate to
the 5% percent level that prevailed before the 1998
international financial dislocation.

Real Growth: The economy expanded at a 3.7 per-
cent annual rate over the first three quarters of 1999,
and rose at an even faster 5.8 percent pace during
the fourth quarter. Over the four quarters of the year,
real GDP increased 4.2 percent, the fourth year in a
row of robust growth exceeding 4.0 percent.

The fastest growing sector last year was again busi-
ness spending on new equipment and software, which
rose 11.0 percent during 1999. The biggest gains contin-
ued to be for information processing and software, with
added impetus from the need to upgrade systems to
be Y2K compliant. Investment in new structures, in
contrast, edged down during 1999.

The exceptionally strong growth of spending for new
equipment and software in recent years raised trend
productivity growth. This helped to keep inflation in
check by permitting firms to grant real wage increases
without putting upward pressure on prices. The in-
crease in productive capacity resulting from robust cap-
ital spending also eased the supply bottlenecks and
strains that normally would accompany tight labor mar-
kets. In the fourth quarter of 1999, the manufacturing
operating rate was below its long-term average, even
though the unemployment rate was unusually low.
Overall industrial capacity rose by more than 4 percent
in each of the past six years—the fastest sustained
increase in capacity in three decades.

The consumer sector, which accounts for two-thirds
of GDP, made a significant contribution to last year’s
rapid growth, as it did in the previous two years. Con-
sumer spending after adjustment for inflation rose 5.4
percent over the four quarters of 1999, the largest in-
crease in a quarter century. Thanks to low unemploy-
ment, rising real incomes, extraordinary capital gains
from the booming stock market and record levels of
consumer confidence, households have the resources
and willingness to spend heavily, especially on discre-
tionary, big-ticket purchases. For example, sales of cars,
minivans and other light-weight trucks reached nearly
17 million units last year, a new record.

In 1999, growth of consumer spending again outpaced
even the strong growth of disposable personal income,
pulling down the saving rate to 2.4 percent, the lowest
level in the postwar period. Because of the enormous
increase in household wealth created by the soaring
stock market, households felt confident enough to boost
spending by reducing saving out of current income.

Partly because of rising wealth, households took on
considerably more debt. As a consequence, household
debt service payments as a percent of disposable per-
sonal income rose from 11.7 percent at the end of 1992
to 13.4 percent in the third quarter of 1999. However,
the ratio of debt service to income was still 34 percent-
age point below its prior peak, suggesting that the
household sector on average was not overextended, es-
pecially considering the rapid rise in household equity
wealth.

The same factors spurring consumption pushed new
and existing home sales during 1999 to their highest
level since record-keeping began. The homeownership
rate reached a record 66.8 percent last year. Buoyant
sales and low inventories of unsold homes provided a
strong incentive for new construction. Housing starts,
which were already at a high level in 1998, increased
further last year to the highest level since the mid-
1980s. Residential investment, after adjustment for in-
flation, increased during the first half of the year but
edged down during the second half, reflecting the peak
in housing starts early in the year.

As a result of the healthier fiscal position of all levels
of government, spending by the government sector rose
more rapidly than it has in recent years. State and
local consumption spending after adjustment for infla-
tion rose 4.6 percent last year, while Federal Govern-
ment spending increased 5.3 percent.

The foreign sector was the primary restraint on GDP
growth in 1999, as during the prior two years. Although
the economic recovery of our trading partners boosted
our exports, this positive contribution to GDP growth
was more than offset by the very rapid rise of imports
that accompanied the exceptionally strong growth of
U.S. domestic demand. Over the year, exports of goods
and services after adjustment for inflation rose 4.0 per-
cent, while imports soared 13.1 percent. As a result,
the net export balance widened considerably, and re-
strained real GDP growth by an average of 1.2 percent-
age points per quarter—a larger drag on growth than



6

ANALYTICAL PERSPECTIVES

during the two previous years when recessions abroad
dramatically curtailed U.S. exports. The trade-weighted
value for the dollar, which had risen strongly in recent
years, was little changed, on average, during 1999.
However, the dollar depreciated 7 percent against the
Japanese yen, while it appreciated 15 percent against
the newly launched Euro.

Labor Markets: At the start of the year, most fore-
casters had expected growth to slow significantly and
the unemployment rate to rise. Instead, the economy
continued to expanded at a rapid pace, pulling the un-
employment rate down from 4.3 percent at the end
of 1998 to 4.1 percent during the last three months
of 1999. When the Administration took office, the unem-
ployment rate was 7.3 percent. In December, forty-five
States had unemployment rates of 5.0 percent or less;
rates in the other five were between 5.1 and 6.1 per-
cent. Significantly, all demographic groups have partici-
pated in the improved labor market. The unemployment
rates for Hispanics and Blacks during 1999 were the
lowest on record.

The Nation’s payrolls expanded by a sizeable 2.7 mil-
lion jobs last year. As in 1998, employment did not
increase in all industries; mining and manufacturing,
which are especially vulnerable to adverse develop-
ments in international trade, lost jobs. However, a
greater number of jobs were created in the private serv-
ice sector, construction, and State and local govern-
ment. The abundance of employment opportunities last
year kept the labor force participation rate at the
record-high level set in 1997 and 1998, and pulled up
the employment/population ratio to the highest level
ever.

Inflation: Despite continued rapid economic growth
and the low unemployment rate, inflation remained low
last year, and the “core” rate even slowed. The core
CPI, which excludes the volatile food and energy compo-
nents, rose just 1.9 percent over the 12 months of 1999,
down from 2.4 percent during 1998. Last year’s rise
in the core rate was the smallest since 1965. However,
because of a sharp rise in energy prices, driven to a
considerable extent by international economic recovery,
the total CPI rose 2.7 percent last year—up from 1.6
percent during 1998, when energy prices fell substan-
tially.

The broader GDP chain-weighted price index rose
just 1.6 percent during 1999, not much higher than
the 1.1 percent during the four quarters of 1998. This
is the smallest two-year rise in overall prices since
1962—-63. The favorable inflation performance was the
result of intense competition, including from imports;
very small increases in unit labor costs because of ro-
bust productivity growth; and perhaps structural
changes in the link between unemployment and infla-
tion.

Last year, however, import and export prices exerted
less of a restraint on inflation than in prior years. Be-
cause of the overall stability of the dollar last year,
import prices other than petroleum were about un-

changed during 1999; by contrast, import prices had
been falling for several years in response to the dollar’s
rise. Moreover, the price of imported petroleum prod-
ucts doubled last year as a result of a recovery in
world demand and a cutback in OPEC production. On
the other side of the ledger, prices of exported goods
(a component of the GDP price index) were about un-
changed during 1999, after having fallen in 1998; the
dollar’s stability enabled U.S. firms to avoid having
to cut prices to remain competitive.

Real wages grew again in 1999; but even with the
low unemployment, hourly earnings and the broader
measures of compensation rose slightly less during 1999
than in the prior year. Robust investment in new equip-
ment contributed to unusually strong productivity
growth for this stage of an expansion, helping to re-
strain inflation by offsetting the nominal rise in labor
compensation. Unit labor costs rose at only a 1.8 per-
cent annual rate during the first three quarters of 1998,
down from 2.1 percent during 1999.

The absence of any signs of a buildup of inflationary
pressures despite low and falling unemployment and
rapid growth has implications for the estimate of the
level of unemployment that is consistent with stable
inflation. This threshold has been called the NAIRU,
or “nonaccelerating inflation rate of unemployment.”
Economists have been lowering their estimates of
NAIRU in recent years in keeping with the accumu-
lating experience of lower unemployment without high-
er inflation, even after taking into account the influence
of temporary factors. The economic projections for this
Budget assume that NAIRU is in a range centered on
5.2 percent in the long run. That is the same rate
as in the Mid-Session Review published last June, but
0.1 percentage point less than estimated in the 2000
Budget assumptions, and 0.5 percentage point less than
in the 1997 Budget. Most private forecasters have also
reduced their estimates of NAIRU in recent years.

By the end of 1999, the unemployment rate was well
below the current mainstream estimate of the long run
NAIRU. The Administration’s forecast for real growth
over the next three years implies that unemployment
will return to 5.2 percent by the middle of 2003.

Statistical Issues

Statistical agencies must constantly improve their
measurement tools to keep up with rapid structural
changes in the U.S. economy. Last year, the Bureau
of Labor Statistics (BLS) implemented the latest in a
series of planned improvements to the Consumer Price
Index; and the Bureau of Economic Analysis (BEA)
made significant methodological and statistical changes
to the National Income and Product Accounts. On bal-
ance, these changes revised real GDP growth and labor
productivity growth significantly upward in recent
years.

Inflation: The CPI is not just another statistic. Per-
haps more than any other statistic, it actually affects
the incomes of governments, businesses and households
via statutory and contractual cost-of-living adjustments.
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As such, recent improvements in measurement of the
CPI—which, on balance, have slowed its increase—have
significant impacts throughout the economy. Because
the CPI is used to deflate some nominal spending com-
ponents of GDP as well as household incomes, com-
pensation, and wages, a slower rise in the CPI trans-
lates directly into a faster measured real growth of
such key indicators as GDP, productivity, household
incomes and wages.

In recent years, considerable attention has been given
to estimating the magnitude of the bias in the CPI
and how best to reduce it. In December 1996, the Advi-
sory Commission to Study the Consumer Price Index,
appointed by the Senate Finance Committee, issued its
recommendations on this subject.

Beginning in 1995, the Bureau of Labor Statistics
instituted a number of important methodological im-
provements to the CPI. Taken together, these changes
are estimated to result in about a 0.6 percentage point
slower annual increase in the index in 1999 and every
year thereafter compared with the methodologies and
market basket used in 1994. The most recent signifi-
cant change, instituted beginning with the January
1999 CPI release, replaced the fixed-weighted
Laspeyres formula, which had been used to aggregate
lower level components of the CPI, with a geometric
mean formula for most such aggregates. A CPI cal-
culated using geometric means more closely approxi-
mates a cost-of-living index. Unlike the fixed-weighted
aggregation, the geometric mean formula assumes con-
sumer spending patterns shift in response to changes
in relative prices within categories of goods and serv-
ices.

Also in 1999, BLS instituted new rotation procedures
in its sampling of retail outlets where it selects items
for price collection. The new procedures focus on ex-
penditure categories rather than geographic areas,
thereby enabling the CPI to incorporate price informa-
tion on new, high-tech consumer products in a more
timely fashion.

The next scheduled improvement will be an updating
of the consumption expenditure weights used in the
CPI effective with the release of the CPI for January
of 2002, when weights based on spending patterns in
1999-2000 will replace the current 1993-95 market-
basket weights. The BLS has announced that it will
update expenditure weights every two years thereafter.
It is expected that the shift to biennial updates of the
weights will have little impact on measured inflation.

For the Federal Government, slower increases in the
CPI mean that outlays for programs with cost-of-living
adjustments tied to this index or its components—such
as Social Security, Supplemental Security Income (SSI),
retirement payments for railroad and Federal employ-
ees, and Food Stamps—will rise at a slower pace, more
in keeping with true inflation, than they would have
without these improvements. In addition, slower growth
of the CPI will raise the growth of tax receipts because
personal income tax brackets, the size of the personal
exemptions, and eligibility thresholds for the Earned

Income Tax Credit (EITC) are indexed to the CPL
Thus, the methodological improvements made in recent
years act on both the outlays and receipts sides of the
budget to increase the budget surpluses.

For the National Income and Product Accounts, the
Bureau of Economic Analysis follows the convention
that changes in concepts and methods of estimation
are incorporated into the historical series whenever pos-
sible. In contrast, the Bureau of Labor Statistics (BLS)
follows the convention that the historical CPI series
is never revised. The reasoning is that the public is
probably better served by having an unchanged CPI
series for convenient use in contract escalation clauses
rather than one that is revised historically and might
trigger claims for payment adjustments with every revi-
sion.

The BLS, however, has recently published a research
CPI series (the CPI-RS) that backcasts the current
methods to 1978. (See “CPI Research Series Using Cur-
rent Methods, 1978-98,” Monthly Labor Review, June
1999, for the series and an explanation of all the meth-
odological improvements instituted since 1978.) This
methodologically consistent series shows a slower rise
in inflation, and therefore a faster rise in real meas-
ures, than the official CPI: during these 21 years, the
CPI-RS increased 4.28 percent per year on average com-
pared with 4.73 percent for the CPI, a difference of
0.45 percentage point per year.

As discussed below, the National Income and Product
Accounts had already incorporated many of the im-
provements in methods that have been made over the
years in the CPI. The most recent significant improve-
ment, the use of a geometric mean formula for com-
bining lower level aggregates, was incorporated into the
October benchmark national accounts for the period
1977-94; this change was already in the national ac-
counts for the period since 1994.

National Income and Product Accounts: In Octo-
ber, the BEA released a comprehensive revision of the
National Income and Product Accounts (NIPA), also re-
ferred to as a “benchmark” revision. These periodic re-
visions differ from the usual annual revisions in that
they are much wider in scope and include definitional,
methodological and classification changes in addition
to incorporation of new and revised source data. The
latest comprehensive revision significantly changed the
definition and estimates of nominal and real GDP, in-
vestment, and saving. (For details about the revision,
see the August, October and December, 1999 issues
of the Survey of Current Business.)

Real and Nominal GDP: The most significant defi-
nitional change was the recognition of business and
government expenditures on computer software (includ-
ing the costs of in-house production of software) as in-
vestment, and therefore as a component of GDP and
the Nation’s capital stock. Until this revision, BEA had
treated software, except that embedded in other equip-
ment, as if it were an intermediate good, and had not
counted it in GDP until it appeared as part of a final
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product. Intermediate goods do not add directly to GDP;
capital goods do. (The Federal Government investment
estimates presented in Chapter 6 of this volume also
treat software as investment.)

The rapid growth of spending on software in recent
years has made a significant contribution to the new,
upwardly revised estimates of real GDP growth. Al-
though real GDP growth was raised by 0.4 percentage
point per year on average during 1987-93 and by a
similar amount since then, the sources of the revision
differ greatly between the two periods. During 1987-93,
new definitions, notably the inclusion of spending on
computer software as a component of investment, boost-
ed growth by only 0.1 percentage point. The downward
revision to inflation estimates, notably the incorpora-
tion of the geometric mean formula to estimate con-
sumer price inflation, contributed another 0.3 percent-
age point. New source data did not make any contribu-
tion to the upward revision of real growth. In contrast,
during 1994-98, about 0.2 percentage point of the up-
ward revision was due to the inclusion of computer
software; and another 0.2 percentage point was due
to revised source data. Revisions to inflation hardly
affected the estimate of real GDP growth.

The sources of the upward revision to nominal GDP
provide another perspective on the importance of in-
cluding software in the definition of GDP. For calendar
year 1998, the benchmark revision in total raised nomi-
nal GDP by $249 billion, or 2.9 percent. Definitional
sources, primarily the new classification of software,
added $169 billion (2.0 percentage points). Statistical
sources (including new and revised source data, the
incorporation of the more recent input-output accounts,
and preliminary data from the 1997 economic census)
accounted for $80 billion (0.9 percentage point).

Saving: By including computer software spending as
investment, the comprehensive revisions boosted meas-
ured gross business saving (or undistributed profits and
capital consumption) but increased gross national sav-
ing much more than net national saving. That is be-
cause including software as investment also increases
capital consumption (depreciation) more than undistrib-
uted profits. In fact, most of the gross investment in
software, as measured in NIPA, goes to replace the
large amount of software that is annually “used up”
or depreciated through technical obsolescence, as re-
flected in the short service lives. Therefore, net saving
is only a slightly larger share of Net Domestic Product
in recent years than it was in the previous data, and
for some prior years, in which capital consumption in-
creased more as a result of the revision than did gross
saving, the revised net saving rate is smaller than it
was previously. It is only net saving and its counter-
part, net investment, that adds to the Nation’s net cap-
ital stock.

In addition to defining software spending as part of
GDP, the comprehensive revisions made other changes
in the NIPA definitions. These did not have a noticeable
effect on nominal or real GDP or overall national sav-
ing; they did, however, affect measured saving of gov-

ernment and households. These definitional changes in-
cluded:

* A shift in the classification of government em-
ployee pensions from the public sector to the pri-
vate sector, which increased measured personal
saving, and reduced the NIPA government surplus
by an equal amount. (For an explanation of the
differences between the NIPA definition of the
Federal Government surplus and the unified sur-
plus referred to in the Budget, see Chapter 16
of this volume.)

» Estate and gift taxes were reclassified as “capital
transfers.” This reduced government saving by re-
ducing current receipts, and increased personal
saving by reducing personal taxes.

» Federal investment grants were also reclassified
as “capital transfers,” which increased Federal
saving by eliminating a category previously count-
ed as a NIPA Federal government expenditure.
As a counterpart, the reclassification reduced
State and local government revenues and, there-
fore, the saving of that sector.

These changes affected the composition of saving,
shifting some saving from the government sector to the
household sector. The new methodology treats govern-
ment employee pensions the same as private employee
pensions: the contributions to the pension programs are
treated as saving of the household sector; the earnings
on pension fund assets are treated as household income;
and the benefits paid by the pension funds are defined
as transfers within the household sector, not part of
government transfer payments. The net effect of these
changes is to raise the NIPA measures of personal sav-
ing while lowering the NIPA government surplus. The
previously reported nonoperating surplus of State and
local governments, which was composed in large part
of the difference between pension fund receipts and
payments, was nearly eliminated by this change.

Productivity: The upward revisions to real GDP
growth, and in particular, the even larger revisions to
the growth of output in the Nation’s nonfarm business
sector, have significantly raised measured labor produc-
tivity growth—especially beginning in 1994, because of
the inclusion of software spending and the revised
source data.

The Administration had already raised its projections
of real GDP and productivity growth in last summer’s
Mid-Session Review. The further increase in trend
growth of GDP and productivity in the 2001 assump-
tions presented below reflects the new information in
the benchmark revision that revealed that underlying
source data in recent years have been revised upward.

Productivity growth, which had averaged 1.4 percent
per year from 1994 through 1998, was revised up to
1.9 percent per year. During the four years through
the third quarter of 1999, the most recent quarter avail-
able, productivity growth averaged an even faster 2.7
percent per year. In other words, the recent growth
of productivity is double the pace experienced from 1973
to 1995, and on a par with the rapid rates that pre-
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vailed from the end of World War II until the first
oil crisis in 1973.

The growth of productivity would be even faster in
recent years if nonfarm business output were measured
from the income side of the national accounts (using
Gross Domestic Income) rather than from the slower-
growing GDP product side. Since the third quarter of
1995, gross domestic income in real terms has grown
0.4 percentage point per year faster than the growth
of GDP. That is because the statistical discrepancy—
the difference between the product and income sides
of the accounts—has shifted from $3 billion to —$141
billion over these four years. In principle, the product
and income sides of the accounts should be equal. In
practice, this does not occur because the two measures
are estimated from different source data. What is
unique about recent years, however, is the extent of
the difference and the magnitude of the swing. Al-
though there is no perfect measure of productivity and
real growth, the income side perspective provides some

reason to believe that productivity and real growth re-
cently may have been even stronger than the official
series suggest.

Economic Projections

The economy’s outstanding performance last year—
indeed, over the last seven years—and the maintenance
of sound policies raise the possibility that future eco-
nomic developments may continue even better than as-
sumed. Nonetheless, it is prudent to base budget esti-
mates on a conservative set of economic assumptions,
close to the consensus of private-sector forecasts.

The economic assumptions summarized in Table 1-1
are predicated on the adoption of the policies proposed
in this Budget. The maintenance of unified budget sur-
pluses in the coming years is expected to contribute
to continued favorable economic performance. Growing
Federal Government surpluses reduce real interest
rates, stimulate private-sector investment in new plant

Table 1-1. ECONOMIC ASSUMPTIONS 1
(Calendar years; dollar amounts in billions)
Actual Projections
1998 1 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010
Gross Domestic Product (GDP):
Levels, dollar amounts in billions:
CUrrent dollars ........ceeeeereieeeeeeseeeeseseseesis 8,760 9,232| 9,685| 10,156 10,621| 11,105| 11,644| 12,236 12,847| 13,477| 14,118| 14,777| 15,471
Real, chained (1996) dollars .............c....... 8,516| 8,850| 9,142| 9,393 9,629 9,870 10,146 10,451| 10,758| 11,064| 11,360| 11,655| 11,958
Chained price index (1996 =100), annual average ...... 102.9| 104.3| 105.9| 108.1| 110.3| 112.5| 114.8| 117.1] 119.4| 121.8| 124.3| 126.8| 129.4
Percent change, fourth quarter over fourth quarter:
CUrrent dollars ........ceeeeereieeeeeeseeeeseseseesis 5.9 5.2 4.8 4.6 4.6 4.5 5.0 51 49 49 47 4.7 4.7
Real, chained (1996) dollars ..... 46 38 29 2.6 25 25 3.0 3.0 29 2.8 2.6 2.6 2.6
Chained price index (1996 =100) 11 14 1.9 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0
Percent change, year over year:
CUrrent dollars ........ceeeeereieeeeeeseeeeseseseesis 55 54 49 49 4.6 4.6 49 51 5.0 49 48 4.7 4.7
Real, chained (1996) dollars ..... 4.3 39 33 2.7 25 25 2.8 3.0 2.9 2.8 2.7 2.6 2.6
Chained price index (1996 =100) 1.2 14 1.6 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0
Incomes, billions of current dollars:
Corporate profits before tax 782| 845 842 828/ 827| 824| 852| 892| 933] 971| 1,001| 1,034 1,062
Wages and salaries .......... 4,711 4,942| 5161| 5388| 5,629| 5892| 6,176 6,458| 6,747 7,039| 7,342
Other taxable income 2 2,161| 2,231| 2,293| 2,356 2,431| 2,518 2,609 2,703| 2,802| 2,904| 3,015
Consumer Price Index (all urban): 3
Level (1982-84=100), annual average ............... 163.1| 166.7| 171.0| 175.1| 179.6| 184.3| 189.1| 194.0| 199.0| 204.2| 209.5| 215.0] 220.6
Percent change, fourth quarter over fourth quarter 15 2.7 2.3 25 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6
Percent change, year OVer Year ... 1.6 2.2 2.6 2.4 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6
Unemployment rate, civilian, percent:
Fourth quarter level 4.4 4.1 4.3 4.7 5.1 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2
Annual average 45 42 4.2 45 5.0 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2
Federal pay raises, January, percent:
Military 4 2.8 3.6 48 3.7 3.7 32 3.2 3.2 NA NA NA NA NA
Civilian® 2.8 3.6 4.8 3.7 3.7 3.2 3.2 3.2 NA NA NA NA NA
Interest rates, percent:
91-day Treasury hills & 4.8 4.7 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2
10-year Treasury notes 53 5.6 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1

NA=Not Available.

1Based on information available as of late November 1999.

2Rent, interest, dividend and proprietor's components of personal income.
3Seasonally adjusted CPI for all urban consumers.

4Beginning with the 1999 increase, percentages apply to basic pay only; adjustments for housing and subsistence allowances will be determined by the Secretary of

Defense.
5Qverall average increase, including locality pay adjustments.
6 Average rate (bank discount basis) on new issues within period.
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and equipment, boost productivity growth, and thereby
raise real incomes and help keep inflation under con-
trol. The Federal Reserve is assumed to continue to
pursue the goal of keeping inflation low while pro-
moting growth.

The economy is likely to continue to grow during
the next few years, although at a more moderate pace
than during 1999. While job opportunities are expected
to remain plentiful, the unemployment rate is projected
to rise gradually to the range that mainstream private-
sector forecasters estimate is consistent with stable in-
flation. New job creation will boost incomes and con-
sumer spending, and keep confidence at a high level.
Continued low inflation will support economic growth.
Growth, in turn, will further help the budget balance.

Real GDP, Potential GDP and Unemployment:
During 2000, real GDP is expected to rise 2.9 percent,
then average 2.5 percent during the following three
years. This shift to more moderate growth recognizes
that by mainstream assumptions, growth must proceed
at a pace below the Nation’s potential GDP growth
rate for a while; the unemployment rate would then
rise somewhat, thereby avoiding a build-up of infla-
tionary pressures. Beginning in 2004, real GDP growth
is assumed to match the growth of potential GDP. Infla-
tion-adjusted potential and actual growth are projected
to moderate from 3.0 percent yearly during 2004-2005
to 2.6 percent during 2008—-2010.

As has been the case throughout this expansion, busi-
ness fixed investment is again expected to be the fast-
est-growing component of GDP, although capital spend-
ing is likely to slow from the double-digit pace of recent
years. Consumer spending is also expected to moderate,
as the stimulus from the soaring stock market of the
last few years approaches its full effect. Although resi-
dential investment is also expected to benefit from rel-
atively low mortgage rates and strong demand for sec-
ond homes for vacation or retirement, the high level
of housing starts in recent years and underlying demo-
graphic trends may tend to reduce future growth from
the pace of the last few years.

The growth of the Federal and State/local government
components of GDP is also projected to moderate from
the pace of recent years. The net export balance is
expected to be less of a restraint on growth this year
than during 1998-99, because more moderate growth
of domestic demand is expected to slow the growth of
imports. After 2000, the foreign sector is projected to
make a modest, positive contribution to GDP growth
in each year, reflecting the fundamental competitive-
ness of U.S. business, and the increased demand for
U.S. exports that is likely to accompany a sustained
recovery of activity abroad.

The real GDP growth projection is consistent with
a gradual rise in the unemployment rate to 5.2 percent
by mid-2003. The unemployment rate is then projected
to remain at that level on average thereafter, as real
GDP growth returns to the Administration’s estimate
of the economy’s potential growth rate.

Potential GDP growth depends largely on the trend
growth of labor productivity in the nonfarm business
sector and the growth of the labor force. Productivity
growth is assumed to moderate gradually from the high
rates of recent years. During 2000-2001, productivity
is projected to rise 2.1 percent annually on average,
then phase down to 1.8 percent (which is the average
rate experienced during the 1990s after allowance is
made for the procyclical behavior of productivity) from
2007 onwards. The productivity path in the projection
is a conservative estimate that allows the near-term
projection to rely more heavily on recent experience
and the longer-term projection to rely on the produc-
tivity experience over a longer period.

The labor force component of potential GDP growth
is assumed to rise 1.2 percent per year through 2007
and then slow to 1.0 percent yearly as the first of
the baby-boomers begin to retire.

Inflation: With the unemployment rate well below
mainstream estimates of the NAIRU, inflation is pro-
jected to creep up. The CPI is projected to increase
2.3 percent during this year, rising to 2.6 percent in
2002 and thereafter. The GDP chain-weighted price
index is projected to increase 1.9 percent during 2000,
and 2.0 percent thereafter.

The 0.6 percentage point difference between the CPI
and the GDP chain-weighted price index matches the
average difference between these two inflation meas-
ures during the past five years. The CPI tends to in-
crease relatively faster than the GDP chain-weighted
price index in part because sharply falling computer
prices exert less of an impact on the CPI than on the
GDP price measure.

In the 2000 budget, this “wedge” between the two
measures was projected to be 0.2 percentage point. The
larger wedge assumed in this projection tends to reduce
the Federal budget surplus because Social Security pay-
ments and other indexed programs increase with the
faster-rising CPI, while Federal revenues are expected
to increase in step with the slower-rising GDP chain-
weighted price index. In addition, a relatively faster-
rising CPI reduces the rate of growth of Federal re-
ceipts because the CPI is used to index personal income
tax brackets, the size of the personal exemptions, and
the eligibility thresholds for the Earned Income Tax
Credit.

Interest Rates: The assumptions, which were based
on information as of late November, project stable
short- and long-term interest rates. The 91-day Treas-
ury bill rate is expected to average 5.2 percent over
the forecast horizon; the yield on the 10-year Treasury
bond is projected to average 6.1 percent. Since the com-
pletion of the assumptions, market rates have edged
up somewhat.

Incomes: On balance, the share of total taxable in-
come in nominal GDP is projected to decline gradually.
This is primarily because the corporate profits share
of GDP is expected to fall. That is a consequence of
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the expected rapid growth of depreciation, a component
of business expenses. Robust growth of capital spend-
ing, especially on rapidly depreciating high-tech equip-
ment and software, suggests that depreciation will ac-
count for an increasing share of GDP at the expense
of the corporate profits share. The personal interest
income share is also projected to decline, as interest
rates remain relatively low and as households hold less
Federal Government debt because of the projected uni-
fied budget surpluses. The share of labor compensation
in GDP is expected to be little changed.

Comparison with CBO

The Congressional Budget Office (CBO) prepares the
economic projections used by Congress in formulating
budget policy. In the executive branch, this function
is performed jointly by the Treasury, the Council of
Economic Advisers (CEA), and the Office of Manage-
ment and Budget (OMB). It is natural that the two
sets of economic projections be compared with one an-
other, but there are several important differences, along
with the similarities, that should be kept in mind. The
Administration’s projections always assume that the
President’s policy proposals in the budget will be adopt-
ed in full. In contrast, CBO normally assumes that
current law will continue to hold; thus, it makes a
“pre-policy” projection. In recent years, and currently,
CBO has made economic projections based on a fiscal
policy similar to the budget’s. An additional source of

difference is that CBO and Administration forecasts are
finalized at somewhat different times.

Table 1-2 presents a summary comparison of the Ad-
ministration and CBO projections. Briefly, they are very
similar for all the major variables affecting the budget
outlook.

Real growth and unemployment: Over the 10-year
projection horizon, the average rates of real GDP
growth projected by CBO and the Administration are
quite close. However, CBO projects somewhat faster
growth through 2003 than does the Administration,
while the Administration assumes somewhat faster
growth than CBO during the following four years. Dur-
ing the last three years of the projection period, CBO
projects a slight pickup in the growth rate to a faster
pace than that projected by the Administration.

These differences in real growth contribute to the
differences in the unemployment rate paths. While both
projections assume that the rate will gradually rise to,
and level off at, 5.2 percent, the Administration’s pro-
jection reaches this sustainable level in 2003 while
CBO’s projection reaches it in 2008.

Inflation: The Administration and CBO forecast the
same moderate rates of increase for the CPI for 2000
and 2001, and differ by only 0.1 percentage point there-
after, with the Administration higher. Over the same
period, both project low and steady rates of increase

Table 1-2. COMPARISON OF ECONOMIC ASSUMPTIONS
(Calendar years; percent)
Projections
2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008 | 2009 | 2010

Real GDP (chain-weighted):
CBO JaNUAMY .....ccocveuvevniisiiniisiniisiininns 2.9 3.0 2.7
2001 BUAGEL ..o 29 2.6 25

Chain-weighted GDP Price Index: 1
CBO JaNUAMY ..o 17 1.6 1.7
2001 Budget ..o 1.9 2.0 2.0

Consumer Price Index (all-urban):
CBO JAnUarY ...ccovvevveeerieireesieinienns 2.3 25 25
2001 BUAGEL ...oovvereerericerirerirsieennns 23 25 26

Unemployment rate: 2
CBO JANUAMY ...coocveeeiieiseiseisnienieenas 41 4.2 4.4
2001 Budget ..o 4.2 45 5.0

Interest rates: 2
91-day Treasury bills:
CBO January
2001 Budget

10-year Treasury notes:
CBO January .......oeovenmeenieennnens 6.3 6.4 6.1
2001 Budget .......cccovvvrinrieriniirinins 6.1 6.1 6.1

Taxable income (share of GDP): 3
CBO January
2001 Budget .......cooervinirniirireiireienis

54 5.6 53
5.2 5.2 5.2

79.9
79.6

79.3
78.8

78.6
78.0

2.6 2.6 2.1 2.7 2.1 2.8 29 2.9
25 3.0 3.0 2.9 2.8 2.6 2.6 2.6

17 17 17 17 17 17 17 17
2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0

25 25 25 25 25 25 25 25
2.6 2.6 2.6 2.6 2.6 2.6 2.6 2.6

4.7 4.8 5.0 5.0 5.1 5.2 5.2 5.2
52 5.2 52 5.2 52 5.2 52 5.2

4.9 48 4.8 4.8 4.8 48 4.8 4.8
5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2

5.8 5.7 5.7 5.7 5.7 5.7 5.7 5.7
6.1 6.1 6.1 6.1 6.1 6.1 6.1 6.1

78.0
712

76.8
75.6

76.4
75.2

76.1
74.7

75.8
74.3

715
76.5

771
76.0

75.4
73.8

1Percent change, fourth quarter over fourth quarter.
2 Annual averages, percent.
3Taxable personal income plus corporate profits before tax.
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for the GDP price index, with CBO’s projection 0.3 per-
centage point lower in each year, 2000-2010.

Interest rates: The Administration and CBO have
very similar paths for long- and short-term interest
rates. In 2000 and 2001, CBO’s rates are slightly high-
er; from 2003 onward, CBO’s are slightly lower.

Income shares: Although both projections envision
a decline in the total taxable income share of GDP,
primarily because of a decline in the profits share, the
CBO total taxable share is higher in every year, and
declines more slowly, than the Administration’s share.

Impact of Changes in the Economic
Assumptions

The economic assumptions underlying this budget are
similar to those of last year. Both budgets anticipated
that achieving a fundamental shift in fiscal posture
from large unified budget deficits to moderate unified
budget surpluses would result in a significant boost
in investment, which would serve to extend the eco-
nomic expansion at a moderate pace while helping to
maintain low, steady rates of inflation and unemploy-
ment. The shift to unified budget surpluses and the
ensuing stronger investment were also expected to con-
tinue to have favorable effects on receipts and the budg-
et balance, because of stronger profits, capital gains,
and high taxable incomes.

The changes in the economic assumptions since last
year’s budget have been relatively modest, as Table
1-3 shows. The differences are primarily the result of

economic performance in 1999 that has, once again,
proven more favorable than was anticipated at the be-
ginning of last year. Economic growth was stronger
than expected in 1999, while inflation and unemploy-
ment were lower. Because of this favorable perform-
ance, the projected annual averages for the unemploy-
ment rate and GDP price index have again been re-
duced slightly this year—but conservatively. At the
same time, interest rates are assumed in this budget
to remain near their current low levels.

The net effects on the budget of these modifications
in the economic assumptions are shown in Table 1-4.
By far the largest effects come from higher receipts
during 2000-2005 resulting from higher nominal in-
comes. In all years through 2005, there are higher out-
lays for interest due to the higher interest rates in
the 2001 Budget assumptions than in the 2000 Budget
assumptions, and, in most years, higher outlays for
cost-of-living adjustments to Federal programs due to
higher CPI inflation assumptions. On net, the changes
in economic assumptions since last year increase uni-
fied budget surpluses by $61 billion to $85 billion a
year.

Structural vs. Cyclical Balance

When the economy is operating above potential, as
it is currently estimated to be, receipts are higher than
they would be if resources were less fully employed,
and outlays for unemployment-sensitive programs (such
as unemployment compensation and food stamps) are
lower. As a result, the deficit is smaller or the surplus

Table 1-3. COMPARISON OF ECONOMIC ASSUMPTIONS IN THE 2000 AND 2001
BUDGETS
(Calendar years; dollar amounts in billions)
1999 2000 2001 2002 2003 2004 2005

Nominal GDP:

2000 Budget assumptions?® .................. 9,108 | 9,495 | 9,899 | 10,345 | 10,823 | 11,325 | 11,850

2001 Budget assumptions ............c...... 9,232 | 9,685 | 10,156 | 10,621 | 11,105 | 11,644 | 12,236
Real GDP (percent change): 2

2000 Budget assumptions 2.1 21 2.1 25 25 25 25

2001 Budget assumptions 3.8 2.9 2.6 25 25 3.0 3.0
GDP price index (percent change):

2000 Budget assumptions ..........c.ee... 19 21 2.1 2.1 21 2.1 2.1

2001 Budget assumptions .............c...... 14 1.9 2.0 2.0 2.0 2.0 2.0
Consumer  Price  Index  (percent

change): 2

2000 Budget assumptions 2.3 2.3 2.3 2.3 2.3 2.3 2.3

2001 Budget assumptions 2.7 23 25 2.6 2.6 2.6 2.6
Civilian unemployment rate (percent): 3

2000 Budget assumptions ..........c.ee... 4.8 5.0 5.2 5.3 5.3 5.3 5.3

2001 Budget assumptions ........c..cceeee. 4.2 4.2 45 5.0 5.2 5.2 5.2
91-day Treasury bill rate (percent): 3

2000 Budget assumptions ..........c.ce.... 4.2 43 43 4.4 4.4 4.4 4.4

2001 Budget assumptions .............c...... 4.7 5.2 5.2 5.2 5.2 5.2 5.2
10-year Treasury note rate (percent): 3

2000 Budget assumptions ................... 49 5.0 5.2 5.3 5.4 54 54

2001 Budget assumptions .............c...... 5.6 6.1 6.1 6.1 6.1 6.1 6.1

1 Adjusted for October 1999 NIPA revisions.
2Fourth quarter-to-fourth quarter.
3Calendar year average.
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Table 1-4. EFFECTS ON THE BUDGET OF CHANGES IN ECONOMIC ASSUMPTIONS SINCE
LAST YEAR

(In billions of dollars)

2000 2001 2002 2003 2004 2005
Budget totals under 2000 Budget economic assumptions and
2001 Budget policies:
RECEIPES vvvveverirerriserieesi et 1,899.3 | 1,9475 | 2,004.1 | 2,076.2 | 2,166.4 | 2,259.3
OULAYS ovoveoverereeseeiseieses s 1,793.6 | 1,835.7 | 1,893.1 | 1,960.3 | 2,041.3 | 2,128.8
Unified budget SUrpIUS ......ccovevvrrrcerrcreesseeiene 105.7 | 1118 | 111.0| 1160 | 1251 | 1305
Changes due to economic assumptions:
RECRIPLS vovvvevrericerrirrieerees et 57.0 715 77.1 713 69.7 81.6
Outlays:
INFIAEON oo -18 -0.9 0.3 2.0 37 5.8
Unemployment .... -7.8 -17.7 -35 -0.7 -0.9 -1.1
Interest rates .........covrniininiinns 6.9 12.2 13.2 12.5 115 9.9
Interest on changes in DOITOWING ........ccovvevnivrirneirniniiniicnene -14 -4.4 -78 | -112| -144| -179
Total, outlay changes (Net) ... -4.1 -0.7 2.2 2.6 -0.2 -34
INCrease in SUrPIUS ..o 61.0 72.2 74.9 68.7 69.9 85.0
Budget totals under 2001 Budget economic assumptions and
policies:
RECEIPES vvvvvvricerriserieesse et 1,956.3 | 2,019.0 | 2,081.2 | 2,147.5 | 2,236.1 | 2,340.9
OULIRYS oot 1,789.6 | 1,835.0 | 1,895.3 | 1,962.9 | 2,041.1 | 2,125.5
Unified budget SUrpIUS ......ccovevvirrincrncceseeiene 166.7 | 184.0 | 1859 | 1846 | 1950 | 2154

Note: The surplus allocation for debt reduction is part of the President's overall budgetary framework to extend the solvency
of Social Security and Medicare, and is shown in Tale S-1 in Part 6 of the 2001 Budget.

is larger than it would be if unemployment were at
the long-run NAIRU. The portion of the surplus or def-
icit that can be traced to this factor is called the cyclical
surplus or deficit. The remainder, the portion that
would remain with unemployment at the long-run
NAIRU (consistent with a 5.2 percent unemployment
rate), is called the structural surplus or deficit.

Changes in the structural balance give a better pic-
ture of the impact of budget policy on the economy
than do changes in the unadjusted budget balance. The
level of the structural balance also gives a clearer pic-
ture of the stance of fiscal policy, because this part
of the surplus or deficit will persist even when the
economy achieves permanently sustainable operating
levels.

In the early 1990s, large swings in net outlays for
deposit insurance (savings and loan and bank bailouts)
had substantial impacts on deficits, but had little con-
current impact on economic performance. It therefore
became customary to remove deposit insurance outlays
as well as the cyclical component of the surplus or

deficit from the actual surplus or deficit to compute
the adjusted structural balance. This is shown in Table
1-5.

For the period 1999 through 2002, the unemployment
rate is slightly below the long-run NAIRU of 5.2 per-
cent, resulting in cyclical surpluses. Thereafter, unem-
ployment is projected to equal the NAIRU, so the cycli-
cal component of the surplus vanishes. Deposit insur-
ance net outlays are now relatively small and do not
change greatly from year to year. Two significant points
are illustrated by this table. First, of the $415 billion
swing in the actual budget balance between 1992 and
1999 (from a $290 billion deficit to a $124 billion sur-
plus), 44 percent ($181 billion) resulted from cyclical
improvement in the economy. The rest of the reduction
stemmed in major part from policy actions—mainly
those in the Omnibus Budget Reconciliation Act of
1993, which reversed a projected continued steep rise
in the unified budget deficit and set the stage for the
remarkable cyclical improvement that has occurred.
Second, the structural surplus is expected to rise sub-

Table 1-5. ADJUSTED STRUCTURAL BALANCE
(In billions of dollars)

1992 1993 1994 1995 1996 1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005

Unadjusted deficit (=) or surplus ...........cccceuunee -290.4 | -255.0 | -203.1 | -163.9 | -107.4 | -219 69.2 | 1244 | 166.7 | 184.0 | 1859 | 184.6 | 195.0 | 2154
Cyclical component ..........cvceveenevnrencrneinees -106.1 | -106.1 | -73.0| -309| -131| 16.7| 483 | 748| 741| 579 | 354| 152 17|
Structural deficit (=) or SUTPIUS ......cocevvvrvirrirnnee -184.3 | -1489 | -130.1 | -1330 | -943 | -386| 21.0 | 496 | 926 | 126.1 | 1505 | 1695 | 1933 | 215.4
Deposit inSUrance OUtlays .........oveveerenenns -23 | -280 -76| -179 -84 | -144| -44| 53| -14| -16| -13| -10| -07 0.2
Adjusted structural deficit (<) or surplus .......... -186.6 | -176.9 | -137.7 | -150.9 | -102.7 | -53.0 16.6 44.3 912 | 1245 | 149.2 | 1685 | 1925 | 215.7
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stantially over the projection horizon—in part due to
the effects of the Balanced Budget Act of 1997—even
though the cyclical component of the surplus is pro-
jected to vanish by 2005.

Sensitivity of the Budget to Economic
Assumptions

Both receipts and outlays are affected by changes
in economic conditions. This sensitivity seriously com-
plicates budget planning, because errors in economic
assumptions lead to errors in the budget projections.
It is therefore useful to examine the implications of
alternative economic assumptions.

Many of the budgetary effects of changes in economic
assumptions are fairly predictable, and a set of rules
of thumb embodying these relationships can aid in esti-
mating how changes in the economic assumptions
would alter outlays, receipts, and the surplus.

Economic variables that affect the budget do not usu-
ally change independently of one another. Output and
employment tend to move together in the short run:
a high rate of real GDP growth is generally associated
with a declining rate of unemployment, while moderate
or negative growth is usually accompanied by rising
unemployment. In the long run, however, changes in
the average rate of growth of real GDP are mainly
due to changes in the rates of growth of productivity
and labor supply, and are not necessarily associated
with changes in the average rate of unemployment.
Inflation and interest rates are also closely interrelated:
a higher expected rate of inflation increases interest
rates, while lower expected inflation reduces rates.

Changes in real GDP growth or inflation have a much
greater cumulative effect on the budget over time if
they are sustained for several years than if they last
for only one year.

Highlights of the budget effects of the above rules
of thumb are shown in Table 1-6.

If real GDP growth is lower by one percentage point
in calendar year 2000 only, and the unemployment rate
rises by one-half percentage point, the fiscal 2000 sur-
plus would decrease by $10.5 billion; receipts in 2000
would be lower by about $8.5 billion, and outlays, pri-
marily for unemployment-sensitive programs, would be
higher by about $2.0 billion. In fiscal year 2001, the
receipts shortfall would grow further to about $18.3
billion, and outlays would increase by about $6.8 billion
relative to the base, even though the growth rate in
calendar 2001 equals the rate originally assumed. This
effect grows because the level of real (and nominal)
GDP and taxable incomes would be permanently lower,
and unemployment higher. The budget effects (includ-
ing growing interest costs associated with higher defi-
cits or smaller surpluses) would continue to grow slight-
ly in later years.

The budget effects are much larger if the real growth
rate is assumed to be one percentage point less in each
year (2000-2005) and the unemployment rate to rise
one-half percentage point in each year. With these as-
sumptions, the levels of real and nominal GDP would

be below the base case by a growing percentage. The
budget balance would be worsened by $179.3 billion
relative to the base case by 2005.

The effects of slower productivity growth are shown
in a third example, where real growth is one percentage
point lower per year while the unemployment rate is
unchanged. In this case, the estimated budget effects
mount steadily over the years, but more slowly, result-
ing in a $145.5 billion worsening of the budget balance
by 2005.

Joint changes in interest rates and inflation have
a smaller effect on the budget balance than equal per-
centage point changes in real GDP growth, because
their effects on receipts and outlays are substantially
offsetting. An example is the effect of a one percentage
point higher rate of inflation and one percentage point
higher interest rates during calendar year 2000 only.
In subsequent years, the price level and nominal GDP
would be one percent higher than in the base case,
but interest rates are assumed to return to their base
levels. Outlays for 2000 rise by $5.8 billion and receipts
by $9.9 billion, for an increase of $4.1 billion in the
2000 surplus. In 2001, outlays would be above the base
by $11.9 billion, due in part to lagged cost-of-living
adjustments; receipts would rise $19.8 billion above the
base, however, resulting in a $7.8 billion improvement
in the budget balance. In subsequent years, the
amounts added to receipts would continue to be larger
than the additions to outlays.

If the rate of inflation and the level of interest rates
are higher by one percentage point in all years, the
price level and nominal GDP would rise by a cumula-
tively growing percentage above their base levels. In
this case, the effects on receipts and outlays mount
steadily in successive years, adding $50.4 billion to out-
lays and $117.3 billion to receipts in 2005, for a net
increase in the surplus of $66.9 billion.

The table shows the interest rate and the inflation
effects separately. These separate effects for interest
rates and inflation rates do not sum to the effects for
simultaneous changes in both. This occurs because,
when the unified budget is in surplus and some debt
is being retired, the combined effects of two changes
in assumptions affecting debt financing patterns and
interest costs may differ from the sum of the separate
effects, depending on assumptions about Treasury’s se-
lection of debt maturities to retire and the interest
rates they bear. In any case, the sensitivity of the budg-
et to interest rate changes has been greatly reduced
since the budget shifted into unified surplus. The last
entry in the table shows rules of thumb for the added
interest cost associated with changes in the unified
budget surplus.

The effects of changes in economic assumptions in
the opposite direction are approximately symmetric to
those shown in the table. The impact of a one percent-
age point lower rate of inflation or higher real growth
would have about the same magnitude as the effects
shown in the table, but with the opposite sign.
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These rules of thumb are computed while holding
the income share composition of GDP constant. Because
different income components are subject to different
taxes and tax rates, estimates of total receipts can be

affected significantly by changing income shares. How-
ever, the relationships between changes in income
shares and changes in growth, inflation, and interest
rates are too complex to be reduced to simple rules.

Table 1-6. SENSITIVITY OF THE BUDGET TO ECONOMIC ASSUMPTIONS

(In billions of dollars)

Budget effect

2000 2001 2002 2003 2004 2005

Real Growth and Employment

Budgetary effects of 1 percent lower real GDP growth:
For calendar year 2000 only: 1

Receipts

Outlays

Decrease i SUPIUS (=) v

Sustained during 2000-2005:
Receipts
Outlays

Decrease i SUMPIUS (=) weveeereeereereiieieiseineseieiseiseiss s eiscsessnes

Sustained during 2000-2005, with no change in unemployment:
Receipts
Outlays

Decrease i SUMPIUS (=) .eoeeeeereerercieieiseineseiseeseiseiseissessiscsessnes

Inflation and Interest Rates

Budgetary effects of 1 percentage point higher rate of:
Inflation and interest rates during calendar year 2000 only:
Receipts
Outlays

Increase in surplus (+)
Inflation and interest rates, sustained during 2000-2005:

RECEIPES ettt
OULAYS oovvevereieireiieieeeie sttt ssessenna

INCrease in SUMPIUS (1) oevveiecrnricrreeenese s

Interest rates only, sustained during 2000-2005:
Receipts
Outlays

Decrease i SUMPIUS (=) oo

Inflation only, sustained during 2000-2005:
Receipts
Outlays

INCrease in SUMPIUS (1) oo

Interest Cost of Higher Federal Borrowing

Outlay effect of $100 billion reduction in the 2000 unified surplus ..........

-85 -18.3 -21.5 -22.4 -23.3 -24.3
2.0 6.8 7.6 9.4 11.4 135

..... -10.5 -25.2 -29.1 -31.7 -34.6 -37.8

-85 -271.1 -49.5 -73.2 -98.7 | -126.4
2.0 8.9 16.7 26.4 385 52.9

..... -10.5 -36.0 -66.1 -99.7 | -1372 | -1793

-85 -27.1 -49.5 -73.2 -98.7 | -126.4
0.2 12 34 7.1 12.3 19.1

..... -8.7 -28.3 -52.9 -80.3 | -1109 | -1455

9.9 19.8 19.2 17.6 18.3 19.3
5.8 11.9 9.5 8.3 7.9 7.7

41 7.8 9.8 9.3 10.4 11.6

..... 9.9 30.2 50.9 70.8 92.7 1173
..... 5.8 175 26.8 35.3 43.0 50.4

..... 41 12.7 24.0 355 49.6 66.9

14 35 4.4 4.8 51 55
4.7 12.0 151 16.5 16.9 16.6

..... -34 -85 -10.7 -11.7 -11.8 -111

8.5 26.7 46.5 66.0 87.6 111.8
11 57 12.3 19.8 21.8 36.2

..... 74 21.0 34.2 46.2 59.8 75.6

..... 2.8 5.7 6.0 6.4 6.7 71

* $50 million or less.

1The unemployment rate is assumed to be 0.5 percentage point higher per 1.0 percent shortfall in the level of real GDP.
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Introduction

A full evaluation of the Government’s financial condi-
tion must consider a broad range of data—more than
would usually be shown on a business balance sheet.
A balanced assessment of the Government’s financial
condition requires several alternative perspectives. This
chapter presents a framework for such analysis. No
single table in this chapter is “the balance sheet” of
the Federal Government. Rather, the chapter taken as
a whole provides an overview of the Government’s fi-
nancial resources, the current and expected future
claims on them, and what the taxpayer gets in ex-
change for these resources. This is the kind of assess-
ment for which a financial analyst would turn to a
business balance sheet, but expanded to take into ac-
count the Government’s unique roles and cir-
cumstances.

Because of the differences between Government and
business, and because there are serious limitations in
the available data, this chapter’s findings should be
interpreted with caution. The conclusions are tentative
and subject to future revision.

The presentation consists of three parts:

* The first part reports on what the Federal Govern-
ment owns and what it owes. Table 2-1 summa-
rizes this information. The assets and liabilities
in this table are a useful starting point for anal-
ysis, but they are only a partial reflection of the
full range of Government resources and respon-
sibilities. Only those items actually owned by the
Government are included in the table; but Govern-
ment’s resources extend beyond the assets defined
in this narrow way. Government can rely on taxes
and other measures to meet future obligations.
Similarly, while the table’s liabilities include all
of the binding commitments resulting from prior
Government action, Government’s full responsibil-
ities are much broader than this.

e The second part presents possible paths for ex-
tending the Federal budget, beginning with an ex-
tension of the 2001 Budget. Table 2—-2 summarizes
this information. This part offers the clearest indi-
cation of the long-run financial burdens that the
Government faces and the resources that will be
available to meet them. Some future claims on
the Government deserve special emphasis because
of their importance to individuals’ retirement

plans. Table 2-3 summarizes the condition of the
Social Security and Medicare trust funds and how
that condition has changed since 1998.

e The third part of the presentation features infor-
mation on economic and social conditions which
the Government affects by its actions. Table 2—4
presents summary data for national wealth while
highlighting the Federal investments that have
contributed to that wealth. Table 2-5 presents a
small sample of economic and social indicators.

Relationship with FASAB Objectives

The framework presented here meets the stewardship
objective 1 for Federal financial reporting recommended
by the Federal Accounting Standards Advisory Board
and adopted for use by the Federal Government in Sep-
tember 1993.

Federal financial reporting should assist report users in
assessing the impact on the country of the Government’s
operations and investments for the period and how, as a
result, the Government’s and the Nation’s financial condi-
tions have changed and may change in the future. Federal
financial reporting should provide information that helps the
reader to determine:

3a. Whether the Government’s financial position improved
or deteriorated over the period.

3b. Whether future budgetary resources will likely be suffi-
cient to sustain public services and to meet obligations as
they come due.

3c. Whether Government operations have contributed to
the Nation’s current and future well-being.

The presentation here explores an experimental ap-
proach for meeting this objective at the Government-
wide level.

What Can Be Learned from a Balance Sheet
Approach

The budget is an essential tool for allocating re-
sources within the Federal Government and between
the public and private sectors; but the standard budget
presentation, with its focus on annual outlays, receipts,
and the surplus/deficit, does not provide all the infor-
mation needed for a full analysis of the Government’s
financial and investment decisions. A business may ul-
timately be judged by the bottom line in its balance
sheet, but for the National Government, the ultimate
test is how its actions affect the country.

1Objectives of Federal Financial Reporting, Statement of Federal Financial Accounting

Concepts Number 1, September 2, 1993. The other objectives relate to budgetary integrity,
operating performance, and systems and controls.

17
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT'S “BALANCE SHEET”

1. According to Table 2-1, the Government’s liabilities exceed its assets. No business could
operate in such a fashion. Why does the Government not manage its finances more like a
business?

Because the Federal Government is not a business. It has fundamentally different objectives,
and so must operate in different ways. The primary goal of every business is to earn a profit.
But in our free market system, the Federal Government leaves almost all activities at which a
profit could be earned to the private sector. In fact, the vast bulk of the Federal Government’s
operations are such that it would be difficult or impossible to charge prices for them—Ilet alone
prices that would cover expenses. The Government undertakes these activities not to improve its
own balance sheet, but to benefit the Nation—to foster not only monetary but also nonmonetary
values. No business would—or should—sacrifice its own balance sheet to bolster that of the rest
of the country.

For example, the Federal Government invests in education and research. The Government earns
no direct return from these investments; but the Nation and its people are made richer. A
business’s motives for investment are quite different; business invests to earn a profit for itself,
not others. Because the Federal Government’s objectives are different, its balance sheet behaves
differently, and should be interpreted differently.

2. But Table 2-1 seems to imply that the Government is insolvent. Is it?

No. Just as the Federal Government’s responsibilities are of a different nature than those of a
private business, so are its resources. Government solvency must be evaluated in different
terms.

What the table shows is that those Federal obligations that are most comparable to the liabil-
ities of a business corporation exceed the estimated value of the assets the Federal Government
actually owns. However, the Government has access to other resources through its sovereign
powers, which include taxation. These powers give the Government the ability to meet present
obligations and those that are anticipated from future operations.

The financial markets clearly recognize this reality. The Federal Government’s implicit credit
rating is the best in the United States; lenders are willing to lend it money at interest rates sub-
stantially below those charged to private borrowers. This would not be true if the Government
were really insolvent or likely to become so. Where governments totter on the brink of insol-
vency, lenders are either unwilling to lend them money, or do so only in return for a substantial
interest premium.

However, the Federal Government’s balance sheet was clearly worsened by the budget policies of
the 1980s. Under President Clinton, the deterioration in the balance sheet has been halted, and
as the budget has moved from deficit to surplus, the excess of Government liabilities over assets
has leveled off and begun to shrink both in real terms and relative to the size of the economy.

3. The Government does not comply with the accounting requirements imposed on private
businesses. Why does the Government not keep a proper set of books?

Because the Government is not a business, and its primary goal is not to earn profits or to en-
hance its own wealth, accounting standards designed to illuminate how much a business earns
and how much equity it has would not provide useful information if applied to the Government,
and might even be misleading. In recent years, the Federal Accounting Standards Advisory
Board has developed, and the Federal Government has adopted, a conceptual accounting frame-
work that reflects the Government’s functions and answers the questions for which Government
should be accountable. This framework addresses budgetary integrity, operating performance,
stewardship, and systems and controls. The Board has also developed, and the Government has
adopted, a full set of accounting standards. Federal agencies are issuing audited financial re-
ports that follow these standards; an audited Government-wide consolidated financial report has
been issued.
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT'S “BALANCE SHEET"—Continued

This chapter addresses the “stewardship objective”—assessing the interrelated condition of the
Federal Government and of the Nation. The data in this chapter are intended to illuminate the
trade-offs and connections between making the Federal Government “better off” and making the
Nation “better off.” There is no “bottom line” for the Government comparable to the net worth of
a business corporation. Some analysts may find the absence of a bottom line to be frustrating.
But pretending that there is such a number—when there clearly is not—does not advance the
understanding of Government finances.

4. Why is Social Security not shown as a liability in Table 2-1?

Providing promised Social Security benefits is a political and moral responsibility of the Federal
Government, but these benefits are not a liability in the usual sense. In the past, the Govern-
ment has unilaterally decreased as well as increased Social Security benefits, and the Social Se-
curity Advisory Council has suggested further reforms that would alter future benefits if enacted
by Congress. When the amount in question can be changed unilaterally, it is not ordinarily con-
sidered a liability.

Furthermore, there are other Federal programs that are very similar to Social Security in the
promises they make—Medicare, Medicaid, Veterans pensions, and Food Stamps, to name a few.
Should the future benefits expected from these programs also be treated as liabilities? It would
be difficult to justify a different accounting treatment for them if Social Security were classified
as a liability of the Government. There is no bright dividing line separating Social Security from
other income-maintenance programs.

Finally, if future Social Security benefits were to be treated as liabilities, logic would suggest
that future Social Security payroll tax receipts that are earmarked to finance those benefits
ought to be considered assets. However, other tax receipts are not counted as assets; and draw-
ing a line between Social Security taxes and other taxes would be questionable.

5. It is all very well to run a budget surplus now, but can it be sustained? When the baby-
boom generation retires, will the deficit not return larger and meaner than ever before?

The aging of the U.S. population, which will become dramatically evident when the baby-
boomers retire, poses serious long-term problems for the Federal budget and its major entitle-
ment programs. However, the current budget surplus means the country will be better prepared
to address these problems. If the surplus is maintained, there will be a significant decline in
Federal debt which will substantially reduce Federal net interest payments. This is a key step
towards keeping the budget in balance when the baby-boomers retire.

The second part of this chapter and the charts that accompany it show how the budget is likely
to fare under various possible alternative scenarios.
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT'S “BALANCE SHEET'—Continued

6. Would it be sensible for the Government to borrow to finance needed capital—permitting
a deficit in the budget—so long as it was no larger than the amount spent on Federal invest-
ments?

Probably not, first of all, the Government consumes capital each year in the process of providing
goods and services to the public. The rationale for using Federal borrowing to finance invest-
ment really only applies to net investment, after depreciation is subtracted, because only net in-
vestment augments the Government’s assets and offsets the increase in liabilities that result
from borrowing. If the Government financed all new capital by borrowing, it should pay off the
debt as the capital acquired in this way loses value. As discussed in Chapter 6 of Analytical Per-
spectives, net investment in physical capital owned by the Federal Government is estimated to
have been negative recently, so no deficit spending would actually be justified by this borrowing-
for-investment criterion.

The Federal Government also funds substantial amounts of physical capital that it does not
own, such as highways and research facilities, and it funds investment in intangible “capital”
such as education and training and the conduct of research and development. A private business
would never borrow to spend on assets that would be owned by someone else. However, such
spending is a principal function of Government. Chapter 6 shows that when these investments
are also included, net investment is estimated to be slightly positive. It is not clear whether this
type of capital investment would fall under the borrowing-for-investment criterion. Certainly,
these investments do not create Federally owned assets, even though they are part of national
wealth.

There is another hitch in the logic of borrowing to invest. Businesses expect investments to earn
a profit from which to repay the financing costs. In contrast, the Federal Government does not
generally expect to receive a direct payoff (in the form of higher tax receipts) from its invest-
ments, whether or not it owns them. In this sense, Government investments are no different
from other Government expenditures, and the fact that they provide services over a longer pe-
riod is no justification for excluding them when calculating the surplus/deficit.

Finally, the Federal Government must pursue policies that support the overall financial and eco-
nomic well-being of the Nation. In this broader context, the Government may need to manage its
fiscal policy to run a surplus, so as to augment private saving and investment even if this means
paying for its own investments from current revenues, instead of borrowing in the credit market
and crowding out private investment. Other considerations than the size of Federal investment
need to be weighed in choosing the appropriate level of the surplus or deficit.

7. Is it misleading to include the Social Security surplus when measuring the Government’s
budget surplus?

Experts say that the Federal budget has three purposes: to plan the Government’s fiscal pro-
gram; to impose financial discipline on the Government’s activities; and to measure the Govern-
ment’s effects on the economy. It should not be surprising that, with more than one purpose, the
budget is routinely presented in more than one way. For years, there have been several alter-
native measures of the budget, each with its appropriate use. None of these measures is always
right, or always wrong; it depends upon the purpose to which the budget is put.
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT'S “BALANCE SHEET"—Continued

For the purpose of measuring the Government’s effects on the economy, it would be misleading
to omit any part of the budget; doing so would simply miss part of what we were trying to meas-
ure. For example, we would need to know all of the Government’s receipts and outlays to know
whether it will have the wherewithal to meet its future obligations—such as Social Security.
And for purposes of fiscal discipline, leaving out particular Government activities could be dan-
gerous. In fact, the principle of a “unified,” all-inclusive budget was established by President
Johnson’s Commission on Budget Concepts largely to forestall a trend toward moving favored
programs off-budget—which had been done explicitly to shield those programs from scrutiny and
funding discipline.

To plan the government’s fiscal program, however, alternative perspectives can sometimes be
useful. In particular, by law, Social Security has been moved off-budget. The purpose was to
stress the need to provide independent, sustainable funding for Social Security in the long term,;
and to show the extent to which the rest of the budget had relied on annual Social Security sur-
pluses to make up for its own shortfall. Policy under this Administration has been consistent
with these goals. The non-Social Security deficit has been eliminated, and the President has
made long-term Social Security soundness a key priority.

In sum, the budget is like a toolbox that contains different tools to perform different functions.
There is a right tool for each task, but no one tool is right for every task. If we choose the right
tool for the job at hand, we can achieve our objectives.

8. What good does it do for the Federal Government to run a budget surplus, if the surplus
is only used to retire Government debt? Is this just another way of pouring the money down
the drain?

When the Government retires its debt, it is not pouring money down the drain. The Government
contributes to the accumulation of national wealth by using a budget surplus to repay Govern-
ment debt. Because of the large budget deficits of the 1980s and early 1990s, Federal debt,
measured relative to the size of the economy, has reached levels not seen since the early 1960s,
although it is now on a downward trend. Further reducing the accumulated debt will have sev-
eral desirable economic effects. It will help to hold down real interest rates, which is good for
business investment and home ownership. Lowering the debt will give the Government more
flexibility should it face an unexpected need to borrow in the future. When the Government uses
a budget surplus to reduce its debt, it adds to national saving. Even though the Government is
simply repaying its debt, the resources represented by the surplus are available for private in-
vestment in new plant and equipment, new homes, and other durable assets.
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The data needed to judge Government’s performance
go beyond a simple measure of net assets. Consider,
for example, Federal investments in education or infra-
structure whose returns flow mainly to the private sec-
tor and which are often owned by households, private
businesses or other levels of Government. From the
standpoint of the Federal Government’s “bottom line,”
these investments might appear to be unnecessary or
even wasteful; but they make a real contribution to
the economy and to people’s lives. A framework for
evaluating Federal finances needs to take Federal in-
vestments into account, even when the return they earn
does not accrue to the Federal Government.

A good starting point for the evaluation of Govern-
ment finances is to measure its assets and liabilities.
An illustrative tabulation of net liabilities is presented
below in Table 2-1, based on data from a variety of
public and private sources. It has sometimes been sug-
gested that the Federal Government’s assets, if fully
accounted for, would exceed its debts. Table 2-1 clearly
shows that this is not correct. The Federal Govern-
ment’s assets are less than its debts; the deficits in
the 1980s and early 1990s caused Government debts
to increase far more than Government assets.

But that is not the end of the story. The Federal
Government has resources that go beyond the assets
that appear on a conventional balance sheet. These in-
clude the Government’s sovereign powers to tax, regu-
late commerce, and set monetary policy. However, these
powers call for special treatment in financial analysis.
The best way to incorporate them is to make a long-
run projection of the Federal budget (as is done in
the second part of this chapter). The budget provides
a comprehensive measure of the Government’s annual
cash flows. Projecting it forward shows how the Govern-
ment is expected to use its powers to generate cash
flows in the future.

On the other side of the ledger are the Government’s
binding obligations—such as Treasury debt and the
present discounted value of Federal pension obligations
to Government employees. These obligations have coun-
terparts in the business world, and would appear on
a business balance sheet. Accrued obligations for Gov-
ernment insurance policies and the estimated present
value of failed loan guarantees and deposit insurance
claims are also analogous to private liabilities, and are
included in Table 2—-1 with other Government liabilities.

These formal obligations, however, are only a subset
of the Government’s financial responsibilities.

The Government has established a broad range of
programs that dispense cash and other benefits to indi-
vidual recipients. The Government is not constitu-
tionally obligated to continue payments under these
programs; the benefits can be modified or even ended
at any time, subject to the decisions of the Nation’s
elected representatives in Congress. Such changes are
a regular part of the legislative cycle. Allowing for the
possibility of such changes, however, it is likely that
many of these programs will remain Federal obligations
in some form for the foreseeable future. Again, the best
way to see how future responsibilities line up with fu-
ture resources is to project the Federal budget forward
far enough in time to capture the long-run effects of
current and past decisions. Projections of this sort are
presented in part two below.

The budget, even when projected far into the future,
does not show whether the public is receiving value
for its tax dollars. Information on that point requires
performance measures for Government programs sup-
plemented by appropriate information about conditions
in the economy and society. Some such data are cur-
rently available, but more need to be developed to ob-
tain a full picture. Examples of what might be done
are also shown below.

The presentation that follows consists of a series of
tables and charts. All of them taken together function
as a balance sheet. The schematic diagram, Chart 2-1,
shows how they fit together. The tables and charts
should be viewed as an ensemble, the main elements
of which can be grouped together in two broad cat-
egories—assets/resources and liabilities/responsibilities.

* Reading down the left-hand side of Chart 2-1
shows the range of Federal resources, including
assets the Government owns, tax receipts it can
expect to collect, and national wealth that pro-
vides the base for Government revenues.

e Reading down the right-hand side reveals the full
range of Federal obligations and responsibilities,
beginning with Government’s acknowledged liabil-
ities based on past actions, such as the debt held
by the public, and going on to include future budg-
et outlays. This column ends with a set of indica-
tors highlighting areas where Government activity
affects society or the economy.
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Chart 2-1. A Balance Sheet Presentation For The Federal Government

Assets/Resources Liabilities/Responsibilities
Federal Assets Federal Liabilities
Financial Assets Financial Liabilities
Monetary Assets Debt Held by the Public
Mortgages and Other Loans Miscellaneous
Other Financial Assets - ARbE - Guarantees and Insurance
Less Expected Loan Losses O\fsrzzz na Deposit Insurance
Physical Assets and Liabilities Pension Benefit Guarantees
Fixed Reproducible Capital (Table 2-1) Loan Guarantees
Defense Other Insurance
Nondefense Federal Pension Liabilities
Inventories
Non-reproducible Capital Net Balance
Land

Mineral Rights

Resources/Receipts Long-Run Responsibilities/Outlays
. ) Federal . )
Projected Receipts BE d:: Discretionary Outlays
Projections Mandator_y Outlay_s
(Table 2-2) Social Security

Health Programs
Other Programs

Change in Trust Net Interest

Fund Balances

(Table 2-3)
Deficit

National Assets/Resources — National Needs/Conditions
Federally Owned Physcial Assets Wealth Indicators of economic, social,
State & Local Physical Assets (Table 2-4) educational, and environmental

Federal Contribution conditions to be used as a guide
Privately Owned Physical Assets Social to Government investment and
Education Capital s management.

Federal Contribution (Table 2-5)

R&D Capital
Federal Contribution
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PART I—THE FEDERAL GOVERNMENT’'S ASSETS AND LIABILITIES

Table 2-1 summarizes what the Government owes
as a result of its past operations netted against the
value of what it owns, for selected years beginning in
1960. Assets and liabilities are measured in terms of
constant FY 1999 dollars. Ever since 1960, Government
liabilities have exceeded the value of assets, but until
the early 1980s the disparity was relatively small, and
it was growing slowly (see chart 2-2).

In the late 1970s, a speculative run-up in the prices
of oil, gold, and other real assets temporarily boosted

the value of Federal holdings, but since then those
prices have declined.2 Currently, the total real value
of Federal assets is estimated to be only about 18 per-
cent greater than it was in 1960. Meanwhile, Federal
liabilities have increased by 185 percent in real terms.
The sharp decline in the Federal net asset position
was principally due to large Federal budget deficits
along with a drop in certain asset values. Currently,
the net excess of liabilities over assets is about $3.2
trillion, or $11,600 per capita.

Table 2-1. GOVERNMENT ASSETS AND LIABILITIES *
(As of the end of the fiscal year, in billions of 1999 dollars)
1960 1965 1970 1975 1980 1985 1990 1995 1997 1998 1999
ASSETS
Financial Assets:
Foreign Exchange, SDRs, and Gold ..........ccc.cc..... 9 7 15 12 17 31 41 58 40 47 46
Cash and Checking DepOSItS ........cccoverrrerreereereen. 40 58 36 29 45 30 40 41 51 48 63
Other Monetary ASSELS .......ccovrieniinininererieieeeens 1 1 1 1 2 2 2 1 3 4 5
MOGAGES ...vovvririiirieriierre s 26 25 37 39 72 74 94 65 47 45 45
Other LOANS ......ceviieriieinriniieriesieseesienene 96 133 166 165 211 276 194 150 156 168 179
less Expected Loan LOSSES .......cccvveveererreenee -1 -3 -4 -9 -16 -16 -19 -23 42 -46 -50
Other Treasury Financial ASSEtS ........cccoevevnnen. 49 66 48 45 63 89 150 172 158 153 164
TOMA v 222 287 300 283 393 485 503 463 412 419 452
Fixed Reproducible Capital: ....... 1,042 | 1,101 1,123 1,015 945 1,111 1,159 1,145 1,075 1,037 1,030
DEfENSE ..o 908 895 873 736 643 778 808 779 709 677 663
NONAEIENSE ...oovevercrce e 134 206 250 280 302 333 351 367 366 360 367
INVENLOTIES oo nesenes 254 220 204 182 224 259 229 162 139 136 135
Nonreproducible Capital ... 412 422 400 581 925 | 1,027 802 605 688 633 658
LANG oo 89 124 154 239 303 327 328 251 265 279 294
Mineral RIghtS ........cvreenereneieierenenieriseeeenenne 323 299 246 342 621 701 474 354 423 354 364
SUBLOTAI ...ooovveeeree s 1,708 | 1,743 | 1,727 | 1778 | 2093 | 2397 | 2190 1,913 1,902 1,806 1,823
TOtal ASSELS .o 1930 | 2,030 | 2,027 | 2,061 | 2487 | 2882 | 2692 2,376 2,315 2,225 2,275
LIABILITIES
Financial Liabilities:
Currency and SDRS ......ccovvveeinmirnereninerenineeees 12 13 21 21 25 25 29 30 29 28 26
Debt held by the Public 1,085 | 1,118 | 1,011 | 1,024 | 1263 | 2105| 2875 3,821 3,867 3,771 3,633
Trade Payables 14 20 20 30 53 79 114 88 86 84 82
Miscellaneous 6 3 1 4 0 0 9 7 4 7 7
1,117 | 1154 | 1,063 | 1,079 | 1,342 | 2209 | 3,027 3,946 3,986 3,890 3,748
Insurance Liabilities:
Deposit INSUTANCE .....cvucveeeireiiiriireireeisieeeeenes 0 0 0 0 2 9 69 5 1 1 1
Pension Benefit Guarantee® ..........cccccevervvrneinens 0 0 0 41 30 42 42 20 30 48 41
Loan Guarantees 0 0 2 6 12 10 15 29 31 29 29
Other Insurance 30 27 21 20 26 16 19 17 16 16 16
SUBLOTAI ..o 30 27 24 67 70 78 146 70 79 94 86
Federal Pension Liabilities ..........ccocmrnernmernciereninn: 766 971 | 1155| 1,312 | 1734 | 1736| 1,693 1,642 1,612 1,624 1,627
Total Liabilities ..o 1913 | 2,152 | 2,232 | 2457 | 3147 | 4,023 | 4,866 5,658 5,676 5,609 5,461
Balance ... 17 | -122 -205 -396 -660 | -1,141 | -2,173 | -3,282 | -3,362 | -3,384 | -3,186
Addenda:.
Balance Per Capita (in 1999 dollars) 95 | -626 -997 | -1,836 | -2,889 | —4,771 | -8,669 | -12,444 | -12,509 | -12,474 | -11,634
Ratio to GDP (in Percent) .......vmereenernnen: 071 -39 -5.5 -94 | -130| -190| -31.2 -41.4 -39.0 -37.6 -34.1

*This table shows assets and liabilites for the Government as a whole excluding the Federal Reserve System.

1The model and data used to calculate this liability were revised for 1996-1999.

2This temporary improvement highlights the importance of the other tables in this presen-
tation. What is good for the Federal Government as an asset holder is not necessarily
favorable to the economy. The decline in inflation in the early 1980s reversed the speculative

runup in gold and other commodity prices. This reduced the balance of Federal net assets,
but it was good for the economy and the Nation as a whole.
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Table 2—1 shows a comprehensive list of assets—the
financial and physical resources—owned by the Federal
Government. The list corresponds to items that would
appear on a typical balance sheet.

Financial Assets: According to the Federal Reserve
Board’s Flow-of-Funds accounts, the Federal Govern-
ment’s holdings of financial assets amounted to almost
$0.5 trillion at the end of FY 1999. Government-held
mortgages and other loans (measured in constant dol-
lars) reached a peak in the mid-1980s. Since then, the
value of Federal loans has declined. The holdings of
mortgages, in particular, have declined sharply as hold-
ings acquired from failed Savings and Loan institutions
have been liquidated.

The face value of mortgages and other loans over-
states their economic worth. OMB estimates that the
discounted present value of future losses and interest
subsidies on these loans is about $50 billion as of 1999.
These estimated losses are subtracted from the face
value of outstanding loans to obtain a better estimate
of their economic worth.

Reproducible Capital: The Federal Government is a
major investor in physical capital and computer soft-
ware. Government-owned stocks of such capital
amounted to about $1.0 trillion in 1999 (OMB esti-

mate). About two-thirds of this capital took the form
of defense equipment or structures.

Non-reproducible Capital: The Government owns sig-
nificant amounts of land and mineral deposits. There
are no official estimates of the market value of these
holdings (and of course, in a realistic sense, much of
this land could or would never be sold). Researchers
in the private sector have estimated what they are
worth, and these estimates are extrapolated in Table
2—1. Private land values fell sharply in the early 1990s,
although they have risen somewhat since 1993. It is
assumed here that Federal land shared in the decline
and the subsequent recovery. Oil prices declined sharp-
ly in 1997-1998 but rebounded sharply in 1999, causing
the value of Federal mineral deposits to fluctuate. (The
estimates omit other types of valuable assets owned
by the Government, such as works of art or historical
artefacts, simply because the valuation of such assets
would have little realistic basis in fact, and because,
as part of the Nation’s historical heritage, most of these
objects would never be sold.)

Total Assets: The total real value of Government as-
sets is lower now than at the end of the 1980s, because
of declines in defense capital and the real value of
nonreproducible assets. Even so, the Government’s
holdings are vast. At the end of 1999, the value of
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Government assets is estimated to have been about
$2.3 trillion.
Liabilities

Table 2—1 includes those liabilities that would appear
on a business balance sheet, and only those liabilities.
These include various forms of Federal debt, Federal
pension obligations to civilian and military employees,
and the estimated liability arising from Federal insur-
ance and loan guarantee programs.

Financial Liabilities: Financial liabilities amounted
to about $3.7 trillion at the end of 1999. The single
largest component was Federal debt held by the public,
amounting to around $3.6 trillion. In addition to debt
held by the public, the Government’s financial liabilities
include approximately $0.1 trillion in miscellaneous li-
abilities.

Guarantees and Insurance Liabilities: The Federal
Government has contingent liabilities arising from loan
guarantees and insurance programs. When the Govern-
ment guarantees a loan or offers insurance, cash dis-
bursements may initially be small or, if a fee is
charged, the Government may even collect money; but
the risk of future cash payments associated with such
commitments can be very large. The figures reported
in Table 2—-1 are prospective estimates showing the cur-
rent discounted value of expected future losses. The

present value of all such losses taken together is less
than $0.1 trillion. The resolution of the many failures
in the Savings and Loan and banking industries has
helped to reduce the liabilities in this category by more
than half since 1990.

Federal Pension Liabilities: The Federal Government
owes pension benefits to its retired workers and to cur-
rent employees who will eventually retire. The amount
of these liabilities is large. The discounted present
value of the benefits is estimated to have been around
$1.6 trillion at the end of FY 1999.3

The Balance of Net Liabilities

Because of its sovereign powers, the Government
need not maintain a positive balance of net assets, and
the rapid buildup in liabilities since 1980 has not dam-
aged Federal creditworthiness. However, from 1980 to
1992, the balance between Federal liabilities and Fed-
eral assets did deteriorate at a very rapid rate. In 1980,
the negative balance was only about 13 percent of GDP;
by 1995, it was 41 percent of GDP. Since then, the
net balance as a percentage of GDP has fallen for four
straight years. The real value—adjusted for inflation—
of net liabilities has also fallen by about $180 billion
since 1997, reflecting the back-to-back budget surpluses
in these years. If a budget surplus is maintained, the
net balance will continue to improve.

PART II—-THE BALANCE OF RESOURCES AND RESPONSIBILITIES

As noted in the preceding section, a business-type
accounting of Government assets and liabilities does
not reflect the Government’s unique sovereign powers,
such as taxation. The best way to examine the balance
between future Government obligations and resources
is by projecting the budget over a long enough period
to reveal any long-run stresses. The budget provides
a comprehensive measure of the Government’s annual
financial burdens and resources. By projecting annual
receipts and outlays, it is possible to consider whether
there will be sufficient resources to support all of the
Government’s ongoing obligations.

This part of the presentation describes long-run pro-
jections of the Federal budget that extend beyond the
normal 5- to 10-year budget horizon. Forecasting the
economy and the budget over such a long period is
highly uncertain. Future budget outcomes depend on
a host of unknowns—constantly changing economic con-
ditions, unforeseen international developments, unex-
pected demographic shifts, the unpredictable forces of
technological advance, and evolving political pref-
erences. Those uncertainties increase the further into
the future the projections are pushed. Even so, long-
run budget projections are needed to assess the full
implications of current policies and to sound warnings
about future problems that could be avoided by timely
action. Federal responsibilities extend well beyond the

3These pension liabilities are expressed as the actuarial present value of benefits accrued-
to-date based on past and projected salaries. The cost of retiree health benefits is not
included. The 1999 liability is extrapolated from recent trends.

next decade. There is no time limit on the Government’s
constitutional responsibilities, and programs like Social
Security are intended to continue indefinitely.

It is evident even now that there will be mounting
challenges to the budget early in this century. By 2008,
the first of the huge baby-boom generation born after
World War II will become eligible for early retirement
under Social Security. In the years that follow there
will be serious strains on the budget because of in-
creased expenditures for Social Security and for the
Government’s health programs—Medicare and Med-
icaid—which serve the elderly. Long-range projections
can help indicate how serious these strains might be-
come and what would be needed to withstand them.

The retirement of the baby-boomers will dictate the
timing of the future budgetary problem, but the under-
lying cause is deeper. U.S. population growth has been
slowing down, and because of that and because people
are living longer, a change is inevitably coming in the
ratio of retirees to workers given current retirement
patterns. That change has been held temporarily in
abeyance as the baby-boom cohort has moved into its
prime earning years, while the retirement of the much
smaller cohorts born during the Great Depression and
World War II has been holding down the rate of growth
in the retired population. The suppressed budgetary
pressures are likely to burst forth when the baby-
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boomers begin to retire. However, even after the baby-
boomers have passed from the scene, later in the cen-
tury, a higher ratio of retirees to workers will persist,
given the underlying pattern of low fertility and im-
proving longevity, with concomitant problems for Fed-
eral retirement programs. These same problems are
gripping other developed nations, even those that never
experienced a baby-boom; in fact, some of the nations
that did not have baby-booms are facing demographic
pressures already.

The Improvement in the Long-Range Outlook.—
Since this Administration first took office, there has
been a major change in the long-run budget outlook.
In January 1993, the deficit was on an unstable trajec-
tory. Had the policies then in place continued un-
changed, the deficit was projected to mount steadily
not only in dollar terms, but relative to the size of
the economy.4 The unified deficit was projected to rise
to over 10 percent of GDP by 2010—an unprecedented
level in peacetime—and to continue sharply upward
thereafter. This pattern of rising deficits also would
have driven Federal debt held by the public to unprece-
dented levels.

40ver long periods when the rate of inflation is positive, comparisons of dollar values
are meaningless. Even the low rate of inflation assumed in this budget will reduce the
value of a 1999 dollar by over 50 percent by 2030, and by 70 percent by the year 2050.
For long-run comparisons, it is much more useful to examine the ratio of the surplus/
deficit and other budget categories to the expected size of the economy as measured by
GDP.

The Omnibus Budget Reconciliation Act of 1993
(OBRA) changed that. Not only did it reduce the near-
term deficit, but, aided by the strong economy that
it helped bring about, it also reduced the long-term
deficit. Prior to enactment of the Balanced Budget Act
in 1997, however, the deficit was still expected to per-
sist into the long run, although at a more moderate
level. Under the policies in place at the beginning of
1997, the deficit was projected to remain at around
1.5 percent of GDP through 2010, and only afterwards
to begin a steady rise that would push it above 20
percent of GDP shortly after 2050.

The 1997 Balanced Budget Agreement (BBA) took
the next major step by eliminating the deficit in the
unified budget. When the BBA was passed, that was
expected to happen in 2002; but the wunexpected
strength of the economy and the boom in the financial
markets over the last four years have enabled the uni-
fied budget to reach balance much sooner than was
expected. The unified budget is now projected to remain
in surplus throughout the coming decade under policies
in this budget. Extending those policies beyond the
usual budget window, a unified budget surplus could
be sustained for many years, although in the very long
run a deficit is projected to reemerge absent further
policy changes. How long the surplus will actually be
preserved depends on certain key factors, some of the
most important of which are illustrated in Chart 2-3.

Chart 2-3. Long Run Budget Projections
Surplus(+)/deficit(-) as a percent of GDP
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Budget discipline is crucial for long-run budget sta-
bility. Another key factor is the expected growth of
Federal health care costs. Chart 2-3 illustrates how
the surplus varies depending on assumptions about fu-
ture growth in discretionary spending and health care
costs. The conventions adopted in past budgets were
to assume future growth in discretionary spending suf-
ficient to preserve a constant real level of spending,
and to base long-range projections for Medicare on the
latest projections of the Medicare actuaries as reflected
in the annual Medicare Trustees’ Report. Those projec-
tions include an expected slowdown in the rate of
growth in real per capita Medicare spending. More
rapid growth of Medicare, closer to the historical trend
for the program, would result in a faster return to
deficits, as shown in Chart 2-3.

Under most reasonable alternative assumptions, the
long-run budget outlook contrasts favorably with the
generally prevailing opinion among budget experts just
a few years back. Then, it was held that the long-
run outlook for the deficit was necessarily bleak. For
some time, there has been a general consensus among
demographers and economists that population trends
in the 21st century would put strains on the budget,
and it was thought until recently that those strains
must inevitably lead to large deficits. For example, the
1994 report of the Bipartisan Commission on Entitle-
ment and Tax Reform found a “long-term imbalance
between the Government’s entitlement promises and
the funds it will have available to pay for them.” The
Congressional Budget Office (CBO) observed as recently
as 1997: “If the budgetary pressure from both demog-
raphy and health care spending is not relieved by re-
ducing the growth of expenditures or increasing taxes,
deficits will mount and seriously erode future economic
growth.”5 On a narrower front, the annual trustees’
reports for both Social Security and Medicare have pro-
jected for some time long-run actuarial deficiencies that
would deplete those programs’ Trust funds over the
next several decades.

The consensus has shifted somewhat as a result of
recent policy actions and because of the unexpected
strength of the economy in the second half of the 1990s,
which put the budget on a much sounder footing and
thereby provided a better jumping-off point for long-
range budget projections. The General Accounting Of-
fice (GAO) in its 1997 report on the long-run budget
outlook observed that, “Major progress has been made
on deficit reduction ... While our 1995 simulations
showed deficits exceeding 20 percent of GDP by 2024
..., our updated model results show that this point
would not be reached until nearly 2050.”6 GAO con-
tinues to find that unsustainable deficits will emerge
in the long run absent major entitlement reforms, but
the date at which the deficit starts to rise has been
postponed significantly as a result of recent actions.

Another sign of the shifting consensus is provided
in CBO’s latest long-run budget projections released

5 Long-Term Budgetary Pressures and Policy Options, March 1997.
6 Analysis of Long-Term Fiscal Outlook, October 1997.

in December 1999. Under current policies, CBO foresees
a unified budget surplus through 2010, reaching 3 per-
cent of GDP in that year.” As CBO correctly points
out, how long the surplus can be extended depends
on uncertain future policy and economic developments,
but: “Saving all of the surpluses projected in CBO’s
10-year baseline could delay the onset of serious fiscal
problems until the second half of the next century.”
The summary measure that CBO uses to indicate the
magnitude of the long-run fiscal imbalance—the perma-
nent change in taxes needed to stabilize the ratio of
publicly held Federal debt to GDP—has declined to 0.5
percent of GDP in its most optimistic projections, com-
pared with a baseline projection of 5.4 percent of GDP
in its May 1996 projections. Under other assumptions,
CBO shows a larger imbalance, but even under its most
pessimistic alternative, the imbalance is only about half
as large as projected in 1996.

The main reason for this improvement in the outlook
can be traced to the increase in the near-term budget
surplus. If the surpluses are allowed to continue reduc-
ing Federal debt, as was done in 1998 and 1999, they
will bring about dramatic reduction in Federal debt
held by the public and in the Government’s net interest
payments over the next several years. In FY 1999, net
interest amounted to 2% percent of GDP. Under cur-
rent estimates that could be cut to around Y2 percent
of GDP by 2010, and soon thereafter, if the surpluses
were allowed to continue, the Government would begin
to acquire financial assets that would generate interest
income that would add to the unified budget surplus.

This means that when demographic pressures on So-
cial Security and the Federal health programs begin
to mount around that time, there would be more budg-
etary resources available to meet the problem, post-
poning the date on which a deficit in the unified budget
reappears. While the long-range outlook for Social Secu-
rity has improved only modestly, it now appears that
there could be more resources available in the rest of
the budget when the Social Security shortfall begins
to emerge.

Economic and Demographic Projections.—Long-
run budget projections require a long-run demographic
and economic forecast—even though any such forecast
is highly uncertain. The forecast used here extends the
Administration’s medium-term economic projections de-
scribed in the first chapter of this volume, augmented
by the long-run demographic projections from the most
recent Social Security Trustees’ Report.

* Inflation, unemployment and interest rates are as-
sumed to hold stable at their values in the last
year of the Administration budget projections,
2010—2.6 percent per year for CPI inflation, 5.2
percent for the unemployment rate, and 6.1 per-
cent for the yield on 10-year Treasury notes.

* Productivity growth as measured by real GDP per
hour is assumed to continue at the same constant
rate as it averages in the Administration’s me-

7The Long-Term Budget Outlook: An Update, December 1999.
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dium-term projections—1.7 percent per year. (In
1999, there were substantial upward revisions to
recorded productivity growth, which have resulted
in an increase in the budget projections for this
series; see the discussion of statistical issues in
Chapter 1 of this volume.)

* In line with the current projections of the Social
Security Trustees, U.S. population growth is ex-
pected to slow over the next several decades. This
is consistent with recent trends in the birth rate,
and it allows for further reductions in mortality
and continuing immigration at around current lev-
els. The slowdown is expected to lower the rate
of population growth from over 1 percent per year
in the 1990s to about half that rate by 2025.

* Labor force participation is also expected to de-
cline as the population ages and the proportion
of retirees in the population increases. The Admin-
istration projects a somewhat higher rate of labor
force participation over the next ten years than
is assumed in the latest annual report of the So-
cial Security Trustees. That difference in the level
of labor force participation is preserved in the
long-run projections.

* The projected rate of real economic growth in the
long run is determined by labor force growth plus
productivity growth. Because labor force growth
is expected to slow and productivity growth is as-
sumed to be constant, real GDP growth is ex-
pected to decline gradually after 2006 from around
3 percent per year to an average rate of just under
2 percent per year by 2020. This is a logical impli-
cation of the other assumptions which are based
on reasonable forecasting conventions; however, it
implies a marked departure from the historical
rate of growth in the U.S. economy, which has
averaged over 3 percent per year.

The economic projections described above are set by
assumption and do not automatically change in re-
sponse to changes in the budget outlook. This is unreal-
istic, but it simplifies comparisons of alternative poli-
cies. A more responsive (or dynamic) set of assumptions
would serve mainly to strengthen conclusions reached
by the current approach. Both CBO and GAO in their
investigations of the long-run outlook have explored
such feedback effects and found that they accelerate
the destabilizing effects of sustained budget deficits.
Similarly, but in the opposite direction, budget sur-
pluses would be expected to lead to higher national
saving, lower real interest rates, and more economic
growth, which would increase Federal receipts and re-
duce outlays, further augmenting projected surpluses.

Alternative Budget Baselines.—Chart 2-3 above
shows four alternative budget projections: one based
on the policies in place prior to enactment of OBRA
1993 and three others showing current policy projec-
tions under alternative assumptions about discretionary

spending and future Federal health care costs.® The
chart illustrates the dramatic improvement in the def-
icit that has already been achieved. Furthermore, it
shows that if the unified budget remains in surplus
throughout the coming decade, as is now expected, the
task of maintaining fiscal stability will be eased when
the demographic bulge begins to hit after 2008. Table
2-2 shows long-range projections for the major cat-
egories of spending under the three current policy alter-
natives shown in Chart 2-3. Under each of these alter-
natives, the major entitlement programs are expected
to absorb an increasing share of budget resources.

* Social Security benefits, driven by the retirement
of the baby-boom generation, rise from 4.2 percent
of GDP in 2000 to 6.7 percent in 2030. They con-
tinue to rise after that but more gradually, even-
tually reaching 7.4 percent of GDP by 2075.

* Federal Medicaid spending goes up from 1.2 per-
cent of GDP in 2000 to 3.2 percent in 2030 and
to 8.6 percent of GDP in 2075.

e Based on the Medicare actuaries’ long-range pro-
jections of future health-care cost trends, Medicare
spending would rise from 2.1 percent of GDP in
2000 to 4.1 percent in 2030 and 4.8 percent by
2075. If the real per capita growth rate in Medi-
care does not slow as much as the actuaries have
assumed, the program could expand even more
rapidly. In the alternative with faster spending
growth, Medicare outlays reach 4.7 percent of
GDP in 2030, and 8.9 percent by 2075.

* Assuming that discretionary spending grows only
with inflation it would decline as a share of GDP,
from 6.5 percent in 2000 to 3.9 percent in 2030
and 2.3 percent of GDP in 2075. The programs
funded by this spending grow with inflation under
this assumption, but they do not keep pace with
population growth or any growth in real per capita
income. Allowing discretionary spending to expand
with both inflation and population would moderate
the decline in spending as a share of GDP. Under
this assumption, discretionary spending is 4.4 per-
cent of GDP in 2030, and 2.9 percent of GDP
in 2075.

The long-run budget outlook has been much improved
by the actions taken by this Administration in coopera-
tion with the Congress. Eliminating the unified deficit
has set the budget on a solid footing for many years
to come. Under a conservative extension of the Admin-
istration’s latest economic assumptions and using var-
ious reasonable technical assumptions regarding future
spending and taxes, the budget could continue in sur-
plus for several decades.

As currently projected, receipts are higher and net
interest outlays are lower than they were before meas-

8The President’s budget program includes investing no more than 15 percent of the
Social Security trust fund in corporate equities. To be conservative, these projections assume
that the equities in the trust fund have the same yield as Government securities (so
the equity investment does not add to the Government’s projected investment income),
and net the value of the equities against the amount of outstanding Federal debt. This
yields the same numerical outcome as if Social Security did not invest in equities. If,
as expected, Social Security equity investment yields a higher rate of return, the financial
position of the Federal Government will be better than is presented in these projections.
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LONG-RUN BUDGET PROJECTIONS OF 2001 BUDGET POLICY

(Percent of GDP)

2005 2010 2015 2020 2030 2040 2050 2060 2075

Table 2-2.
1995 2000

Discretionary Grows with Inflation
Receipts 185 20.4
Outlays ............. 20.7 18.7
Discretionary 74 6.5
Mandatory 10.1 9.9
Social Security 4.6 4.2
Medicare ...... 21 21
Medicaid .. 1.2 12
Other 22 24
Net Interest 3.2 2.3
Surplus(+)/DefiCit(=) ..vvrennn. -2.2 1.7
Federal Debt Held by Public 49.2 36.3
Primary Surplus(+)/Deficit(-) 0.9 4.0

Discretionary Grows with Population and Inflation

RECEIPLS ..o 18.5 20.4
Outlays 207 | 187
Discretionary 74 6.5
Mandatory ........ 10.1 9.9
Social Security 4.6 4.2
Medicare 21 21
Medicaid .. 12 12
Other ........ 22 24
Net Interest 3.2 2.3
Surplus(+)/Deficit(-) =22 17
Federal Debt Held by Public 49.2 36.3
Primary Surplus(+)/Deficit(-) 0.9 4.0

Continued Rapid Medicare Growth.
Receipts 185 | 204
OULAYS oot 20.7 18.7
DISCIEtONATY ...oocvvverirricieriiresie e 74 6.5
MANAALOTY .o 10.1 9.9
SOCial SECUMLY v 4.6 4.2
MEUICATE ...t 21 2.1
MEdICAIA ....voveeric e 1.2 12
OtNET e 2.2 24
NEE INTEIESE ..o 32 2.3
SUIPIUS(+)/DEFICIE(=) wvvverrerireeerrerieieirereieieeseeseieieines -2.2 17
Federal Debt Held by PUbIC ......ccccoovrveereirrireircicinns 49.2 36.3
Primary Surplus(+)/Deficit(-) 0.9 4.0

1941 191 192 193 | 195 197 | 199 199 ( 200
17.6 16.7 | 165 169 | 182 187 193] 211| 263

5.8 51 4.7 4.4 39 34 31 2.7 2.3
104 | 111 120 133 | 156 16.7| 17.6 191 221

14 0.5 -14 .
18 24 2.7 25 14 1.0 05| -11| -63
213 71| -63| -169| -269 | -269| -245| -138| 373
31 2.9 2.5 16 00| -05| -08] 20| -45
194 191 192 193 | 195 197 | 199 199 | 20.0
17.6 16.7 | 16.6 173 | 189 | 20.0| 211 | 233 | 296
5.8 51 4.9 47 44 4.0 3.6 33 2.9
104 | 111 120 133 | 156 16.7 | 17.6 191 221

-11 . X
1.8 24 2.6 21 06| -03| -12| -34| -96
21.3 71| -58]| -151| 203 | -133| -23 18.8 | 89.0
31 29 2.3 13| 05| -10| -14| -25| -50
194 191 192 193 | 195 197 | 199 199 | 20.0
17.6 16.7 | 16.5 171 191 209 | 232 | 273| 381
5.8 51 47 44 39 34 31 2.7 23
104 | 111 | 120 135 163 180 195 217| 262

-1.2 . . .
1.8 2.4 2.7 2.3 05| -12| -33| -74]| -182
21.3 71| -63| -164 | -216| -9.6| -135 56.5 | 186.0
31 2.9 25 14| 07| -18| -27| 46| -86

ures were taken to bring down the deficit, but the long-
run demographic challenge has not been changed, and
rising per capita health care costs are also likely to
continue to put pressure on the budget. Extending the
2001 budget under the assumption that discretionary
spending grows with inflation, a primary, or non-inter-
est, deficit reappears in 2030. Although the underlying
imbalance remains small, and the unified budget is pro-
jected to continue in surplus for many more years, a
sustained primary deficit is sufficient to begin a slow
but irreversible spiral. The recurrence of a unified def-
icit is inevitable once this spiral is set in motion unless
there are future changes in policy that eliminate the
primary deficit. ® Under the alternative baselines shown
in Chart 2-3 and Table 22, the primary deficit would
reappear even sooner. When discretionary spending
grows with both population and inflation, the primary
deficit reappears in 2027, and when Medicare grows

9The primary or non-interest surplus is the difference between all outlays, excluding
interest, and total receipts. It is positive even when the total budget is in deficit provided
that interest outlays exceed the overall deficit. A relatively small primary surplus can
stabilize the budget even when the total budget is in deficit, and similarly, even a small
primary deficit can destabilize a budget. The mathematics are inexorable.

more rapidly, it also recurs in 2027. In all cases, a
unified deficit reappears before the end of the 75-year
forecast period.

The Effects of Alternative Economic and Tech-
nical Assumptions.—The results discussed above are
sensitive to changes in underlying economic and tech-
nical assumptions. The three alternatives in Table 2-2
illustrate the impact of some of the key assumptions,
but other scenarios are also possible. While the budget
could remain under control for several decades before
underlying problems reemerge, other assumptions can
produce more pessimistic—or more optimistic—out-
comes. Some of the most important of these alternative
economic and technical assumptions and their effects
on the budget outlook are described below. Each high-
lights one of the key uncertainties in the outlook. Gen-
erally, negative possibilities receive more attention than
positive ones in these scenarios, because the dangers
would seem to be greater in this direction.

1. Discretionary Spending: By convention, the current
services estimates of discretionary spending are as-



2. STEWARDSHIP: TOWARD A FEDERAL BALANCE SHEET

31

sumed to rise only with the rate of inflation. This as-
sumption, or any other, is essentially arbitrary, because
discretionary spending is always determined annually
through the legislative process, and no formula can dic-
tate future spending in the absence of legislation. The
current services assumption implies that the real value
of Federal services is unchanging over time, which has
the implication that the size of Federal discretionary
spending would shrink relative to the size of the econ-
omy. It also implies that the Nation’s future defense
needs do not vary systematically from currently pro-
jected levels.

One alternative to this assumption has already been
presented in Chart 2-3 and Table 2—-2. The second al-
ternative for current policy considered there allows dis-
cretionary spending to increase with both population
and inflation. Discretionary spending is frozen in real
per capita terms, but not in absolute terms. This might
be the appropriate assumption for such domestic activi-
ties as those of the FBI or the Social Security Adminis-
tration (for program administration, not benefit costs),
which are sensitive to population trends.

Some budget analysts have assumed alternatively
that discretionary spending is proportional to GDP in
the long run; this requires it to increase in real terms
whenever there is positive real economic growth. That
is a more generous assumption for Government spend-
ing than the current services assumption or even the
assumption of constant real per capita spending. It
might be argued that with rising real per capita in-
comes, the public demand for Government services—

more national parks, better roads, and additional Fed-
eral support for scientific research—will increase as
well. Some of these demands might be met within fixed
real spending limits through increased productivity in
the Federal sector, such as has accompanied recent re-
ductions of the Federal workforce. The assumption also
flies in the face of recent experience; since its peak
in 1968, the discretionary spending share of GDP has
been cut in half—from 13.6 percent to 6.5 percent in
2000. Thus, there are arguments on both sides. Chart
2—4 compares the baseline alternatives with a scenario
in which discretionary spending rises in step with nomi-
nal GDP.

2. Health Spending: After 2010, which is the last
year of the standard budget estimates, real per capita
growth rates for Medicare benefits are based on the
actuarial projections in the latest report of the Medicare
Trustees. These projections slow down markedly in the
long run. At some point, spending for Medicare must
grow at approximately the same rate as GDP. Eventu-
ally, the rising trend in health care costs for both Gov-
ernment and the private sector will have to end, but
it is hard to know when and how that will happen.
Improved health and increased longevity are highly val-
ued, and society may be willing to spend an even larger
share of income on them than it has heretofore. As
an alternative, one of the current policy baselines al-
lows real per capita Medicare benefits to rise at an
annual rate of 2V4 percent per year. This is about twice
as fast as the actuarial assumption, and implies a rap-
idly rising level of Medicare spending for many years

Surplus(+)/deficit(-) as a percent of GDP

Chart 2-4. Alternative Discretionary Spending Assumptions
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to come. Eventually, Medicare would approach 9 per-
cent of GDP on this assumption (see Table 2—2).

3. Taxes: In the absence of policy changes, the ratio
of taxes to GDP is not assumed to vary much in these
long-range projections. Individual income taxes tend to
rise relative to income, because the assumed rate of
real income growth implies some “real bracket creep.”
The tax code is indexed for inflation, but not for in-
creases in real income. Eventually, a larger percentage
of taxpayers will be in higher tax brackets and this
will raise the ratio of taxes to income. However, other
Federal taxes tend to decline in real terms in the ab-
sence of policy changes. Many excise taxes are set in
nominal terms, so collections tend to decline as a share
of GDP. In the very long run, Federal receipts are pro-
jected to rise by about 1 percentage point of GDP com-
pared with their level in 2010.

The starting point for these projections is the current
ratio of Federal receipts to GDP. That ratio reached
20.0 percent in 1999, and it is expected to be 20.4
percent in 2000—the highest levels since World War
IT. This was not the result of new Federal taxes. Tax
rates have been essentially unchanged since 1994, when
the changes enacted in OBRA took effect. Since then,
however, tax collections as a share of GDP have risen
about two percentage points. The reasons for this in-
crease are not yet fully understood. The rapid rise in
the stock market, which has generated large capital
gains for investors and made possible lucrative stock
options and bonuses for executives, is generally believed
to be a major factor. This Budget assumes that there

will be some moderation in the ratio of receipts to GDP
over the next few years. The share of revenues in the
medium term is below the peak levels recently experi-
enced. Even so, receipts are projected to remain above
their historical average relative to the economy. Should
the share of tax receipts instead return to near its
historical average that would have an adverse effect
on the long-range budget projections.

In Chart 2-5, the current services baseline is com-
pared with two alternatives for receipts. In one, the
share of receipts is assumed to return to the level post-
ed in 1996, 18.9 percent of GDP; in the other, to its
level in 1994, before the recent runup in the revenue
share—18.1 percent of GDP. The return to these earlier
levels is completed by 2001. Afterwards, the current
services rules apply, under which the share of receipts
rises over time, but at a very gradual rate. The dif-
ference in the starting point for taxes can alter the
outlook for the surplus/deficit quite dramatically. This
is another example of how small differences in the pri-
mary surplus can eventually produce large effects on
the total surplus/deficit.

4. Alternative Uses of the Budget Surpluses: Current
projections show the unified budget in surplus for sev-
eral decades under a wide range of assumptions. These
surpluses dramatically reduce debt held by the public
and net interest outlays, which in turn augments the
surpluses. In a sense, a budget surplus that is used
to reduce debt feeds on itself by reducing future interest
outlays. Thus, if these surpluses were limited by in-
creased spending or reduced taxes, it would change the

Chart 2-5. Alternative Receipts Assumptions
Surplus(+)/deficit(-) as a percent of GDP
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outlook. Chart 2-6 shows the budget’s path if it were
held exactly in balance rather than being allowed to
run surpluses. This would require policy changes to
increase spending or reduce taxes. These changes could
take two general forms. The spending or tax changes
made possible by the surpluses could be purely tem-
porary. This would be the case for tax rebates or one-
time grants. If such changes were made, program
spending and receipts could eventually return to their
original baseline paths after the temporary spending
and taxes came to an end, although interest spending
would be permanently higher. Alternatively, the spend-
ing increases or tax reductions could be permanently
built into the budget. This would be the case if the
changes took form of tax rate cuts or increases in enti-
tlements. Such changes would alter the baselines for
outlays or receipts permanently, and have a larger long-
run effect on the projected surplus. In both cases, the
deficit returns sooner than it would if the surplus were
used to reduce debt.

5. What Happens When the Federal Debt Is Repaid?
A surplus means the Government takes in more re-
ceipts from the public than it pays out in the form
of Government outlays. The extra receipts are used to
retire debt. This is not unlike a family paying off its
mortgage, and like a family with a mortgage, the Gov-
ernment may eventually be free from debt. This has
happened only once before in the history of the United
States, and then only briefly a century and a half ago;

but with the current level of projected surpluses, such
an eventuality has become a real possibility. When the
budget window closes in 2010, the Administration
projects that debt held by the public will be 7 percent
of GDP, a lower level than at any time since before
the United States entered World War 1.

With unified budget surpluses projected to be running
between 2 and 3 percent of GDP, it is obvious where
the debt is headed. All of the debt held by the public
could be repaid. At that point, any further surpluses
would no longer be used to retire Federal debt; instead,
they would have to be accumulated in the form of Fed-
eral assets. Assuming the Government used them to
acquire financial reserves, these reserves would earn
interest which would add to the surplus further adding
to the assets. In the long-run budget projections, Fed-
eral financial assets continue to build up until shifts
in the underlying budgetary position cause the surplus
gradually to unwind. Eventually, a deficit reappears
and the assets are drawn down; ultimately, Federal
debt is issued again. It is a measure of the severity
of the impending demographic pressures that the na-
tional asset does not grow into the indefinite future—
which it could, just as easily as did the national debt
in the adverse projections of just a few years ago.

Such a scenario is somewhat artificial and would
have been thought most unlikely just a few years ago,
but to assume any other approach would require a pol-
icy judgment. The purpose of these long-range projec-

Surplus(+)/deficit(-) as a percent of GDP

Chart 2.6. Alternative Uses Of The Surplus
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tions, is to show what would happen to the budget
if current policies were extended. That assumption im-
plies that, with sufficient discipline, the Federal debt
would be repaid under an extension of current budget
policies and a Federal asset accumulated. Given the
ground rules, the base scenario presents that result.

Chart 2-7 compares the current services baseline
with a scenario in which spending is permanently in-
creased or taxes permanently cut when Federal debt
held by the public reaches zero. Without the national
asset, the deficit reappears much sooner. The interest
earned by the asset is no longer available to fill the
budgetary hole when the drain of future entitlement
claims begins to mount.

6. Productivity: Productivity growth in the U.S. econ-
omy slowed after 1973. This slowdown was responsible
for the slower rise in U.S.real incomes after that time.
Recently, productivity growth has increased. Since the
end of 1995, productivity has grown about as fast as
it did during the 25-year period prior to 1973. The
revival of productivity growth is one of the most wel-
come developments of the last several years. Produc-
tivity is affected by changes in the budget surplus/def-
icit which alter the level of national saving and invest-
ment, but many other factors also influence productivity
as well. The surplus/deficit in turn is affected by
changes in productivity growth which determine the
size of the economy, and hence future receipts. Two
alternative scenarios illustrate what would happen to
the budget deficit if productivity growth were either
higher or lower than assumed. A higher rate of growth

would make the task of preserving a balanced budget
much easier; indeed, it would permit expanded spend-
ing or reduced taxes without worsening the budget pic-
ture. A lower productivity growth rate would have the
opposite effect. Chart 2—8 shows how the surplus/deficit
varies with changes of one-half percentage point of av-
erage productivity growth in either direction.

7. Population: In the long run, shifting demographic
patterns are the main source of change in these projec-
tions. The changing rate of population growth feeds
into real economic growth through its effect on labor
supply and employment. Changing demographic pat-
terns also affect entitlement spending, contributing to
the surge of spending expected for Social Security,
Medicare, and Medicaid. The key assumptions under-
lying these demographic projections concern future fer-
tility, mortality and immigration.

* The main reason for the projected slowdown in
population growth in the 21st century is the ex-
pected continuation of a low fertility rate. Since
1990, the number of births per woman in the
United States has averaged between 2.0 and 2.1,
slightly below the replacement rate needed to
maintain a constant population. The fertility rate
was even lower than this in the 1970s and 1980s.
The demographic projections assume that fertility
will average around 1.9 births per woman in the
future. Fertility is hard to predict. Both the baby
boom in the 1940s and 1950s and the baby bust
in the 1960s and 1970s surprised demographers.
A return to higher fertility rates is possible, but

Surplus(+)/deficit(-) as a percent of GDP

Chart 2-7. Alternative Assumptions About a Federal "Asset"
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Chart 2-8. Alternative Productivity Assumptions
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so is another drop in fertility. The U.S. fertility
rate has never fallen below 1.7, but such low rates
have been observed recently in some European
countries. Chart 2-9 shows the effects of alter-
native fertility assumptions on the surplus/deficit;
higher fertility contributes to a larger labor force,
increased aggregate incomes, and revenues; and
hence increases the projected surplus. Lower fer-
tility has the opposite effect.

The increasing proportion of the elderly projected
for the U.S. population is due to both low fertility,
which reduces the number of children per adult,
and longer lifespans. Since 1970, the average life-
span for U.S. women has increased from 74.9
years to 79.5 years, and it is projected to rise
to 82.8 years by 2050. Men do not live as long
as women on average, but their lifespan has also
increased from 67.2 years in 1970 to 73.6 years
in 1999, and it is expected to reach 78.1 years
by 2050. If the U.S. population were to experience
much slower improvements in mortality, than in
the recent past, the relatively shorter lifespans
would help to improve the surplus/deficit by reduc-
ing Social Security benefits. Conversely, if the pop-
ulation were to live significantly longer than is
now expected, the outlook for the surplus/deficit
would worsen. This is illustrated in Chart 2-10.
Last year, the technical panel to the Social Secu-
rity Advisory Board recommended raising ex-
pected lifespans in the annual Trustees’ Report.
The recommendation essentially is to adopt what
had been the high-cost assumption as the inter-

mediate or base case. This would raise expected
lifespans in 2050 to 85.6 years for women and
to 80.8 years for men.

A final factor influencing long-run projections is
the rate of immigration. The United States is an
open society. In the 19th century, a huge wave
of immigration helped build the country; the last
two decades of the 20th century have witnessed
another burst of immigration. The net flow of legal
immigrants has been averaging around 850,000
per year since 1992, while illegal immigration
adds to these figures. This is the highest absolute
rate in U.S. history, but as a percentage of popu-
lation it is only about a third as high as immigra-
tion was in 1901-1910. Chart 2-11 presents alter-
natives in which future immigration is held to
zero and allowed to rise 50 percent above and
below the intermediate actuarial assumptions in
the Social Security Trustees’ Report.

Conclusion.—Under President Clinton, the long-run
budget outlook has improved significantly. When this
Administration took office, the deficit was projected to
continue spiraling out of control until, early in the 21st
century, it was projected to reach levels seen before
only during major wars. The outlook now is drastically
different. Under current policy assumptions, the unified
budget surpluses in 1998-1999 mark the beginning of
a period of sustained budget surpluses. Eventually,
without further reforms to the entitlement programs,
a return to budget deficits is still projected, but how
soon this will occur is difficult to estimate. A quick
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Chart 2-9. Alternative Fertility Assumptions
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return to deficits can be avoided with continued budget
discipline. Both Social Security and Medicare confront
long-run deficits in their respective Trust Funds, which
must be addressed regardless of the prospects for the
unified surplus. But the favorable outlook for the uni-
fied budget should make it easier to solve these other-
wise difficult problems.

Actuarial Balance in the Social Security and
Medicare Trust Funds

The Trustees for the Social Security and Hospital
Insurance Trust Funds issue annual reports that in-
clude projections of income and outgo for these funds
over a 75-year period. These projections are based on
different methods and assumptions than the long-run
budget projections presented above, although the budg-
et projections do rely on the Social Security assump-
tions for population growth and labor force growth after
the year 2010. Even with these differences, the message
is similar: The retirement of the baby-boom generation
coupled with expected high rates of growth in per capita
health care costs will exhaust the Trust Funds unless
further remedial action is taken.

The Trustees’ reports feature the 75-year actuarial
balance of the Trust Funds as a summary measure
of their financial status. For each Trust Fund, the bal-
ance is calculated as the change in receipts or program
benefits (expressed as a percentage of taxable payroll)
that would be needed to preserve a small positive bal-
ance in the Trust Fund at the end of 75 years.

Table 2—-3 shows the changes in the 75-year actuarial
balances of the Social Security and Medicare Trust
Funds from 1998 to 1999. There was a small improve-
ment in the consolidated OASDI Trust fund and a larg-
er gain in the HI Trust Fund. The changes were due
to revisions in the actuarial assumptions. In the case
of the OASDI funds, a small improvement in the eco-
nomic assumptions was made; while for the HI program
the actuaries revised their view of likely health care
cost trends, which helped to prolong the projected sur-
plus in the Trust Fund. The Trustees now project that
the HI Trust Fund will not be depleted until 2015,
which they describe as “a substantial improvement over
prior estimates.”

Surplus(+)/deficit(-) as a percent of GDP

Chart 2-11. Alternative Immigration Assumptions
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Table 2-3. CHANGE IN 75-YEAR ACTUARIAL BALANCE FOR OASDI AND HI TRUST FUNDS
(INTERMEDIATE ASSUMPTIONS)

(As a percent of taxable payroll)

OASI DI OASDI HI
Actuarial balance in 1998 TruStees’ REPOIT .....ccoeeerreriureireineiriineineiseseiseeseieessssnes -1.81 -0.38 -2.19 -2.10
Changes in balance due to changes in:
LEGISIAION ..ottt 0.00 0.00 0.00 0.00
ValUAtioN PEHOU ....voveeiereeireieieieieisiss s nsnses -0.07 -0.01 -0.08 -0.05
Economic and demographic asSUMPLIONS ........cccvreremerreeineieieseineseiseeseiseeees 0.16 0.02 0.18 0.01
Technical and Other asSUMPLIONS ..o seesssssssssssssssssessens 0.02 0.00 0.02 0.68
TOtAl CRANGES ..ot 0.10 0.02 0.12 0.64
Actuarial balance in 1999 Trustees’ REPOIt .......coovwmerrerereerinerssesseneeessnesns -1.70 -0.36 -2.07 -1.46

PART III—NATIONAL WEALTH AND WELFARE

Unlike a private corporation, the Federal Government
routinely invests in ways that do not add directly to
its assets. For example, Federal grants are frequently
used to fund capital projects by State or local Govern-
ments for highways and other purposes. Such invest-
ments are valuable to the public, which pays for them
with taxes, but they are not owned by the Federal
Government and would not show up on a conventional
Federal balance sheet.

The Federal Government also invests in education
and research and development (R&D). These outlays
contribute to future productivity and are analogous to
an investment in physical capital. Indeed, economists
have computed stocks of human and knowledge capital
to reflect the accumulation of such investments. None-
theless, such hypothetical capital stocks are obviously
not owned by the Federal Government, nor would they
appear on a conventional balance sheet.

To show the importance of these kinds of issues,
Table 2—4 presents a national balance sheet. It includes
estimates of national wealth classified into three cat-
egories: physical assets, education capital, and R&D
capital. The Federal Government has made contribu-
tions to each of these categories of capital, and these
contributions are shown separately in the table. Data
in this table are especially uncertain, because of the
strong assumptions needed to prepare the estimates.

The conclusion of the table is that Federal invest-
ments are responsible for about 7 percent of total na-
tional wealth. This may seem like a small fraction,
but it represents a large volume of capital—$4.8 tril-
lion. The Federal contribution is down from around 9
percent in the mid-1980s, and from around 12 percent
in 1960. Much of this reflects the shrinking size of
the defense capital stocks, which have gone down from
12 percent of GDP to 7 percent since the end of the
Cold War.
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Table 2-4. NATIONAL WEALTH
(As of the end of the fiscal year, in trillions of 1999 dollars)

1960 1965 1970 1975 1980 1985 1990 1995 1997 1998 1999
ASSETS
Publically Owned Physical Assets:

Structures and Equipment 2.0 24 29 3.4 3.6 3.9 42 4.7 49 48 48

Federally Owned or Financed 1.2 13 14 15 1.6 18 2.0 2.0 2.0 2.0 2.0

Federally Owned .......cccovuvvriniinninns 1.0 11 11 1.0 0.9 11 12 11 11 1.0 1.0

Grants to State and Local Governments .. 0.1 0.2 0.3 0.5 0.6 0.7 0.8 0.9 1.0 1.0 1.0

Funded by State and Local Governments 0.8 1.0 14 1.9 21 21 2.3 2.6 2.8 2.8 2.7

Other Federal Assets 0.7 0.6 0.6 0.8 11 13 1.0 0.8 0.8 0.8 0.8

SUBOLAL oot 2.7 3.0 35 4.2 4.8 5.2 53 54 5.7 5.6 5.6
Privately Owned Physical Assets:

Reproducible Assets 6.5 75 92| 117 152 | 16.2 184 | 202 | 214| 222| 232
Residential Structures ................ 25 29 35 45 6.1 6.3 7.3 8.2 8.7 9.1 94
Nonresidential Plant & Equipment . 2.6 3.0 3.7 4.9 6.3 6.9 7.7 8.3 8.8 9.2 9.7
Inventories ............... 0.6 0.7 0.8 1.0 12 1.2 13 13 13 13 14
Consumer Durables 0.8 0.9 11 1.3 1.6 1.7 2.2 24 25 2.6 2.7

Land 2.0 24 2.7 3.6 54 6.1 6.0 48 51 5.3 5.6
Subtotal 8.5 9.8 119 | 154 206 | 223 | 244| 250| 265| 276| 288

Education Capital:

Federally Financed .................. 0.1 0.1 0.2 0.3 04 0.6 0.7 0.8 0.9 1.0 1.0

Financed from Other Sources 5.8 74 10.0 12.3 15.9 19.3 24.9 275 29.7| 315 333
SUBOLAL oo 5.8 75 102 | 126 164 | 198 | 256 | 283 | 306| 325| 343

Research and Development Capital:

Federally Financed R&D 0.2 0.3 0.5 0.5 0.6 0.6 0.8 0.9 0.9 0.9 0.9

R&D Financed from Other Sources 0.1 0.2 0.3 04 04 0.6 0.8 1.0 12 12 13
SUBOLAL oot 0.3 0.5 0.7 0.9 1.0 13 16 1.9 21 22 2.2

Total Assets 173 | 208 | 26.2| 330| 428| 486| 569 | 606 | 648 | 678 | 709
Net Claims of Foreigners on U.S. (+) 0.1 -0.2 0.1 -0.1 0.3 0.0 0.8 15 2.2 25 35
BAIANCE ..ot 174 | 21.0| 264| 331 | 431| 485| 561 | 591 | 626| 652 | 674
ADDENDA:
Per Capita Balance (thousands of dollars) ... 96.1 | 107.8 | 128.7 | 153.2 | 188.7 | 203.0 | 223.7 | 224.3 | 232.9 | 240.5 | 246.1
Ratio of Balance to GDP (in percent) ................ 7.0 6.7 7.1 7.8 8.5 8.1 8.0 7.5 7.3 7.3 7.2
Total Federally Funded Capital (trillions of 1999 dollars) 0.4 0.5 0.8 1.2 2.1 31 3.8 4.2 45 4.6 4.8
Percent of National WEalth ... 11.9 11.3 10.3 9.3 8.6 8.9 8.0 7.6 74 7.1 7.1

Physical Assets:

The physical assets in the table include stocks of
plant and equipment, office buildings, residential struc-
tures, land, and the Government’s physical assets such
as military hardware and highways. Automobiles and
consumer appliances are also included in this category.
The total amount of such capital is vast, around $34
trillion in 1999; by comparison, GDP was about $9 tril-
lion.

The Federal Government’s contribution to this stock
of capital includes its own physical assets plus $1 tril-
lion in accumulated grants to State and local Govern-
ments for capital projects. The Federal Government has
financed about one-fourth of the physical capital held
by other levels of Government.

Education Capital:

Economists have developed the concept of human cap-
ital to reflect the notion that individuals and society
invest in people as well as in physical assets. Invest-

ment in education is a good example of how human
capital is accumulated.

This table includes an estimate of the stock of capital
represented by the Nation’s investment in formal edu-
cation and training. The estimate is based on the cost
of replacing the years of schooling embodied in the U.S.
population aged 16 and over; in other words, the idea
is to measure how much it would cost to reeducate
the U.S. workforce at today’s prices (rather than at
its original cost). This is more meaningful economically
than the historical cost, and is comparable to the meas-
ures of physical capital presented earlier.

Although this is a relatively crude measure, it does
provide a rough order of magnitude for the current
value of the investment in education. According to this
measure, the stock of education capital amounted to
$34 trillion in 1999, of which about 3 percent was fi-
nanced by the Federal Government. It is equal in total
value to the Nation’s stock of physical capital. The main
investors in education capital have been State and local
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governments, parents, and students themselves (who
forgo earning opportunities in order to acquire edu-
cation).

Even broader concepts of human capital have been
suggested. Not all useful training occurs in a school-
room or in formal training programs at work. Much
informal learning occurs within families or on the job,
but measuring its value is very difficult. However, labor
compensation amounts to about two-thirds of national
income, and thinking of this income as the product
of human capital suggests that the total value of
human capital might be two times the estimated value
of physical capital. Thus, the estimates offered here
are in a sense conservative, because they reflect the
costs of acquiring only formal education and training.

Research and Development Capital:

Research and Development can also be thought of
as an investment, because R&D represents a current
expenditure that is made in the expectation of earning
a future return. After adjusting for depreciation, the
flow of R&D investment can be added up to provide
an estimate of the current R&D stock.10 That stock
is estimated to have been about $2 trillion in 1999.
Although this is a large amount of research, it is a
relatively small portion of total National wealth. Of
this stock, about 40 percent was funded by the Federal
Government.

Liabilities:

When considering how much the United States owes
as a Nation, the debts that Americans owe to one an-
other cancel out. This means they do not belong in
Table 2-4, which is intended to show National totals
only, but it does not mean they are unimportant. (An
unwise buildup in debt, most of which was owed to
other Americans, was partly responsible for the reces-
sion of 1990-1991 and the sluggishness of the early
stages of the recovery that followed.) The only debt
that appears in Table 2—4 is the debt that Americans
owe to foreign investors. America’s foreign debt has
been increasing rapidly in recent years, because of the
continuing deficit in the U.S. current account which
has been rising; but even so, the size of this debt re-
mains small compared with the total stock of U.S. as-
sets. It amounted to 5 percent of the total assets in
Table 2—4 in 1999.

Most Federal debt does not appear in Table 2-4 be-
cause it is held by Americans; only that portion of the
Federal debt held by foreigners is included. However,
comparing the Federal Government’s net liabilities with
total national wealth gives another indication of the
relative magnitude of the imbalance in the Govern-
ment’s accounts. Currently, the Federal net asset im-
balance, as estimated in Table 2—-1, amounts to about
5 percent of net U.S. wealth as shown in Table 2—4.

10R&D depreciates in the sense that the economic value of applied research and develop-

ment tends to decline with the passage of time, as still newer ideas move the technological
frontier.

Trends in National Wealth

The net stock of wealth in the United States at the
end of 1999 was about $67 trillion. Since 1980, the
stocks of it has increased in real terms at an average
annual rate of 2.4 percent per year—only half the 4.7
percent real growth rate it averaged from 1960 to 1980.
Public physical capital formation has slowed even more
drastically. Since 1980, the stock of public physical cap-
ital has increased at an annual rate of only 0.8 percent,
compared with 2.9 percent over the previous 20 years.

The net stock of private nonresidential plant and
equipment grew 2.3 percent per year from 1980 to 1999,
compared with 4.5 percent in the 1960s and 1970s;
and the stock of business inventories increased even
less, just 0.6 percent per year on average since 1980.
However, private nonresidential fixed capital has in-
creased more rapidly since 1992—3.2 percent per year—
reflecting the recent investment boom.

The accumulation of education capital, as measured
here, has also slowed down since 1980, but not as
much. It grew at an average rate of 5.2 percent per
year in the 1960s and 1970s, about 0.9 percentage point
faster than the average rate of growth in private phys-
ical capital during the same period. Since 1980, edu-
cation capital has grown at a 4.0 percent annual rate.
This reflects the extra resources devoted to schooling
in this period, and the fact that such resources were
increasing in economic value. R&D stocks have grown
at about 4.4 percent per year since 1980, the fastest
growth rate for any major category of investment over
this period, but slower than the growth of R&D in
the 1960s and 1970s.

Other Federal Influences on Economic Growth

Federal policies contributed to the slowdown in cap-
ital formation that occurred after 1980. Federal invest-
ment decisions, as reflected in Table 2-4, obviously
were important, but the Federal Government also con-
tributes to wealth in ways that cannot be easily cap-
tured in a formal presentation. The Federal Reserve’s
monetary policy affects the rate and direction of capital
formation in the short run, and Federal regulatory and
tax policies also affect how capital is invested, as do
the Federal Government’s policies on credit assistance
and insurance.

One important channel of influence is the Federal
budget surplus/deficit, which determines the size of
Federal saving when it is positive or the Federal bor-
rowing requirement when it is negative. Had deficits
been smaller in the 1980s, the gap between Federal
liabilities and assets shown in Table 2-1 would be
smaller today. It is also likely that, had the more than
$3 trillion in added Federal debt since 1980 been avoid-
ed, a significant share of these funds would have gone
into private investment. National wealth might have
been 3 to 5 percent larger in 1999 had fiscal policy
avoided the buildup in the debt.
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Social Indicators

There are certain broad responsibilities that are
unique to the Federal Government. Especially impor-
tant are fostering healthy economic conditions, pro-
moting health and social welfare, and protecting the
environment. Table 2-5 offers a rough cut of informa-
tion that can be useful in assessing how well the Fed-
eral Government has been doing in promoting these
general objectives.

The indicators shown here are a limited subset drawn
from the vast array of available data on conditions in
the United States. In choosing indicators for this table,
priority was given to measures that were consistently
available over an extended period. Such indicators
make it easier to draw valid comparisons and evaluate
trends. In some cases, however, this meant choosing
indicators with significant limitations.

The individual measures in this table are influenced
to varying degrees by many Government policies and
programs, as well as by external factors beyond the
Government’s control. They do not measure the out-
comes of Government policies, because they generally
do not show the direct results of Government activities,
but they do provide a quantitative measure of the
progress or lack of progress in reaching some of the
ultimate values that Government policy is intended to
promote.

Such a table can serve two functions. First, it high-
lights areas where the Federal Government might need
to modify its current practices or consider new ap-
proaches. Where there are clear signs of deteriorating
conditions, corrective action might be appropriate. Sec-
ond, the table provides a context for evaluating other
data on Government activities. For example, Govern-
ment actions that weaken its own financial position

Table 2-5. ECONOMIC AND SOCIAL INDICATORS

General categories Specific measures 1960 1965 1970 1975 1980 1985 1990 1995 1997 1998 1999
Economic:
Living Standards ......... Real GDP per person (1996 dollars) 13,038 15454| 17,306| 18,751 21,398 23,857 26,734| 28,647| 30,467| 31,472 32,407
average annual percent change (5-year trend) NA 35 23 16 27 22 23 14 25 29 29
Median Income (1998 dollars):.
All HOUSEhOIS ....ccvvvveviviiiiiriiisisiesi i NA NA| 34471| 34,224| 35076| 35778| 37,343| 36,446/ 37,581 38,885 NA
Married Couple Families 29,730| 34,626| 41504 43,120 45832 47,112| 49,754 50,335| 52,395 54,180 NA
Female Householder, No Spouse Present .. 15,024| 16,834 20,101| 19,850 20,614| 20,693 21,116/ 21,061] 21,350| 22,163 NA
Income Share of Lower 60 percent of All Families .......... 348 35.2 35.2 35.2 345 32.7 320 303 29.8 29.8 NA
Poverty Rate (percent)?® ... 222 173 126 12.3 13.0 14.0 135 138 13.3 127 NA
Economic Security ...... Civilian Unemployment (percent 55 45 4.9 8.5 7.1 7.2 55 5.6 5.0 45 4.2
CPI-U (Percent Change) 17 1.6 5.8 9.1 135 35 54 2.8 2.3 1.6 2.2
Employment Prospects | Increase in Total Payroll Employment (millions) ............... 0.5 2.9 -0.5 04 0.2 25 0.3 22 34 2.9 NA
Managerial or Professional Jobs (percent of total) ........... NA NA NA NA NA 24.1 25.8 283 29.1 29.6 NA
Wealth Creation .......... Net National Saving Rate (percent of GDP) 10.2 12.1 8.2 6.5 75 6.0 4.6 47 6.2 6.6 6.5
Innovation .........coceveenee Patents Issued to U.S. Residents (thousands) ... 421 54.1 50.1 405 40.8 435 53.0 64.5 70.0 90.7 NA
Multifactor Productivity (average annual percent change) 1.0 31 1.0 12 0.7 0.6 0.3 0.2 0.6 NA NA
Social:
Families .....c.ccovrerneenns Children Living with Mother Only (percent of all children) 9.2 10.2 11.6 16.4 18.6 20.2 216 240 23.2 23.6 NA
Safe Communities ....... Violent Crime Rate (per 100,000 population) 2 160 199 364 482 597 557 732 685 611 566 521
Murder Rate (per 100,000 population) 2 5 5 8 10 10 8 9 8 7 6 5
Murders/Nonnegligent Manslaughter per 100,000 Per- NA NA NA 11 13 10 24 24 17 NA NA
sons Age 14 to 17).
Health and lliness ....... Infant Mortality (per 1000 Live Births)3 ........cccoevrnerniens 26.0 24.7 20.0 16.1 12.6 10.6 9.2 76 7.2 72 NA
Low Birthweight [<2,500 gms] Babies (percent) 7.7 8.3 7.9 74 6.8 6.8 7.0 73 75 7.6 NA
Life Expectancy at birth (years) 69.7 70.2 70.8 72.6 73.7 747 754 75.8 76.5 76.7 NA
Cigarette Smokers (percent population 18 and older) ...... NA 423 395 36.5 33.2 30.0 25.4 247 24.7 NA NA
Bed Disability Days (average days per person) ............. 6.0 6.2 6.1 6.6 7.0 6.1 6.2 6.1 NA NA NA
Learning ... High School Graduates (percent of population 25 and 44.6 49.0 55.2 62.5 68.6 73.9 77.6 817 82.1 82.8 NA
older).
College Graduates (percent of population 25 and older) 84 9.4 11.0 13.9 17.0 19.4 21.3 230 239 244 NA
National Assessment of Educational Progress 3.
Mathematics High School Seniors ............cvceeencennienens NA NA NA 302 300 301 305 307 NA NA NA
Science High School Seniors NA NA 305 293 286 288 290 295 NA NA NA
Participation ................. Voting for President (percent eligible population) ... 62.8 NA NA NA 52.8 NA NA NA NA NA NA
Voting for Congress (percent eligible population) ............. 58.5 NA 435 NA 476 NA 331 NA NA 334 NA
Individual Charitable Giving per Capita (1999 dollars) ..... 218 261 313 332 362 373 413 398 423 NA NA
Environment:
Air Quality ..o Nitrogen Oxide Emissions (thousand short tons) .... 14,140 17,424| 21,369 23,151| 24,875 23,488| 23,436| 23,768/ 23,576 NA NA
Sulfur Dioxide Emissions (thousand short tons) . . 22,245| 26,380 31,161 28,011 25,905/ 23,230 23,678 19,189 NA NA NA
Lead Emissions (thousand short tons) . . NA NA 221 160 74 23 5 4 4 NA NA
Water Quality .............. Population Served by Secondary Treatment or Bettel NA NA NA NA NA 134 155 166 NA NA NA
(millions).

1The poverty rate does not reflect noncash government transfers such as Medicaid or food stamps.

2Not all crimes are reported, and the fraction that go unreported may have varied over time, 1999 data are preliminary.

3Some data from the national educational assessments have been interpolated.
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may be appropriate when they promote a broader social
objective.

An example of this occurs during economic recessions,
when reductions in tax collections lead to increased
Government borrowing that adds to Federal liabilities.
This decline in Federal net assets, however, provides
an automatic stabilizer for the private sector. State and
local Governments and private budgets are strength-
ened by allowing the Federal budget to go into deficit.
More stringent Federal budgetary controls could be
used to hold down Federal borrowing during such peri-
ods, but only at the risk of aggravating the downturn
and weakening the other sectors.

The Government cannot avoid making such trade-
offs because of its size and the broad ranging effects
of its actions. Monitoring these effects and incor-
porating them in the Government’s policy making is
a major challenge.

It is worth noting that, in recent years, many of
the indicators in this table have turned around. The
improvement in economic conditions has been widely
noted, but there have also been some significant social
improvements. Perhaps most notable has been the turn-
around in the crime rate. Since reaching a peak in

the early 1990s, the violent crime rate has fallen by
over 25 percent, and preliminary data suggest that the
improvement continued in 1999. The turnaround is es-
pecially dramatic in the murder rate, which is lower
now than at any time since the 1960s. Government
policies are only one set of factors in this remarkable
reversal, but more effective policing along with broader
changes that have helped improve economic prospects
for all Americans appear to be having a good effect.

An Interactive Analytical Framework

No single framework can encompass all of the factors
that affect the financial condition of the Federal Gov-
ernment. Nor can any framework serve as a substitute
for actual analysis. Nevertheless, the framework pre-
sented here offers a useful way to examine the financial
aspects of Federal policies. Increased Federal support
for investment, the promotion of national saving
through fiscal policy, and other Administration policies
to enhance economic growth are expected to promote
national wealth and improve the future financial condi-
tion of the Federal Government. As that occurs, the
efforts will be revealed in these tables.

TECHNICAL NOTE: SOURCES OF DATA AND METHOD OF ESTIMATING

Federally Owned Assets and Liabilities

Assets:

Financial Assets: The source of data is the Federal
Reserve Board’s Flow-of-Funds Accounts. The gold stock
was revalued using the market value for gold.

Physical Assets:

Fixed Reproducible Capital: Estimates were devel-
oped from the OMB historical data base for physical
capital outlays and software purchases. The data base
extends back to 1940 and was supplemented by data
from other selected sources for 1915-1939. The source
data are in current dollars. To estimate investment
flows in constant dollars, it was necessary to deflate
the nominal investment series. This was done using
price deflators for Federal investment from the Na-
tional Income and Product Accounts.

Fixed Nonreproducible Capital: Historical estimates
for 1960-1985 were based on estimates in Michael J.
Boskin, Marc S. Robinson, and Alan M. Huber, “Gov-
ernment Saving, Capital Formation and Wealth in the
United States, 1947-1985,” published in The Measure-
ment of Saving, Investment, and Wealth, edited by Rob-
ert E. Lipsey and Helen Stone Tice (The University
of Chicago Press, 1989).

Estimates were updated using changes in the value
of private land from the Flow-of-Funds Balance Sheets
and for oil deposits from the Producer Price Index for
Crude Energy Materials.

Liabilities:
Financial Liabilities: The principal source of data is
the Federal Reserve’s Flow-of-Funds Accounts.

Insurance Liabilities: Sources of data are the OMB
Deposit Insurance Model and the OMB Pension Guar-
antee Model. Historical data on liabilities for deposit
insurance were also drawn from the CBO’s study, The
Economic Effects of the Savings and Loan Crisis, issued
January 1992.

Pension Liabilities: For 1979-1998, the estimates are
the actuarial accrued liabilities as reported in the an-
nual reports for the Civil Service Retirement System,
the Federal Employees Retirement System, and the
Military Retirement System (adjusted for inflation). Es-
timates for the years before 1979 are extrapolations.
The estimate for 1999 is a projection.

Long-Run Budget Projections

The long-run budget projections are based on long-
run demographic and economic projections. A simplified
model of the Federal budget developed at OMB com-
putes the budgetary implications of this forecast.

Demographic and Economic Projections: For the years
2000-2010, the assumptions are identical to those used
in the budget. These budget assumptions reflect the
President’s policy proposals. The long-run projections
extend these budget assumptions by holding inflation,
interest rates, and unemployment constant at the levels
assumed in the final year of the budget. Population
growth and labor force growth are extended using the
intermediate assumptions from the 1999 Social Security
Trustees’ report. The projected rate of growth for real
GDP is built up from the labor force assumptions and
an assumed rate of productivity growth. The assumed
rate of productivity growth is held constant at the aver-
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age rate of growth implied by the budget’s economic
assumptions.

Budget Projections: For the budget period through
2010, the projections follow the budget. Beyond the
budget horizon, receipts are projected using simple
rules of thumb linking income taxes, payroll taxes, ex-
cise taxes, and other receipts to projected tax bases
derived from the economic forecast. Outlays are com-
puted in different ways. Discretionary spending is pro-
jected according to current services assumptions in
which it grows at the composite rate of inflation in
Federal pay and non-pay spending; it is also projected
on alternative assumptions which permit it to grow
with both inflation and population, and also to grow
with nominal GDP. Social Security is projected by the
Social Security actuaries using these long-range as-
sumptions. Medicare and Federal pensions are derived
from the most recent actuarial forecasts available at
the time the budget was prepared, repriced using Ad-
ministration inflation assumptions. OMB’s Health Divi-
sion projects Medicaid outlays based on the economic
and demographic projections in the model. Other enti-
tlement programs are projected based on rules of thumb
linking program spending to elements of the economic
and demographic forecast such as the poverty rate.

National Balance Sheet Data

Publicly Owned Physical Assets: Basic sources of data
for the federally owned or financed stocks of capital
are the Federal investment flows described in Chapter
6. Federal grants for State and local Government cap-
ital are added, together with adjustments for inflation
and depreciation in the same way as described above
for direct Federal investment. Data for total State and
local Government capital come from the revised capital
stock data prepared by the Bureau of Economic Anal-
ysis extrapolated for 1998-1999.

Privately Owned Physical Assets: Data are from the
Flow-of-Funds national balance sheets and from the pri-
vate net capital stock estimates prepared by the Bureau
of Economic Analysis extrapolated for 1998-1999 using
investment data from the National Income and Product
Accounts.

Education Capital: The stock of education capital is
computed by valuing the cost of replacing the total
years of education embodied in the U.S. population 16
years of age and older at the current cost of providing
schooling. The estimated cost includes both direct ex-
penditures in the private and public sectors and an
estimate of students’ forgone earnings, i.e., it reflects
the opportunity cost of education.

Estimates of students’ forgone earnings are based on
the year-round, full-time earnings of 18-24 year olds
with selected educational attainment levels. These year-
round earnings are reduced by 25 percent because stu-
dents are usually out of school three months of the
year. For high school students, these adjusted earnings
are further reduced by the unemployment rate for
16-17 year olds; for college students, by the unemploy-
ment rate for 20-24 year olds. Yearly earnings by age

and educational attainment are from Money Income in
the United States, series P60, published by the Bureau
of the Census.

For this presentation, Federal investment in edu-
cation capital is a portion of the Federal outlays in-
cluded in the conduct of education and training. This
portion includes direct Federal outlays and grants for
elementary, secondary, and vocational education and
for higher education. The data exclude Federal outlays
for physical capital at educational institutions because
these outlays are classified elsewhere as investment
in physical capital. The data also exclude outlays under
the GI Bill; outlays for graduate and post-graduate edu-
cation spending in HHS, Defense and Agriculture; and
most outlays for vocational training.

Data on investment in education financed from other
sources come from educational institution reports on
the sources of their funds, published in U.S. Depart-
ment of Education, Digest of Education Statistics.
Nominal expenditures were deflated by the implicit
price deflator for GDP to convert them to constant dol-
lar values. Education capital is assumed not to depre-
ciate, but to be retired when a person dies. An edu-
cation capital stock computed using this method with
different source data can be found in Walter McMahon,
“Relative Returns To Human and Physical Capital in
the U.S. and Efficient Investment Strategies,” Econom-
ics of Education Review, Vol. 10, No. 4, 1991. The meth-
od is described in detail in Walter McMahon, Invest-
ment in Higher Education, Lexington Books, 1974.

Research and Development Capital: The stock of R&D
capital financed by the Federal Government was devel-
oped from a data base that measures the conduct of
R&D. The data exclude Federal outlays for physical
capital used in R&D because such outlays are classified
elsewhere as investment in federally financed physical
capital. Nominal outlays were deflated using the GDP
deflator to convert them to constant dollar values.

Federally funded capital stock estimates were pre-
pared using the perpetual inventory method in which
annual investment flows are cumulated to arrive at
a capital stock. This stock was adjusted for depreciation
by assuming an annual rate of depreciation of 10 per-
cent on the estimated stock of applied research and
development. Basic research is assumed not to depre-
ciate. The 1993 Budget contains additional details on
the estimates of the total federally financed R&D stock,
as well as its national defense and nondefense compo-
nents (see Budget for Fiscal Year 1993, January 1992,
Part Three, pages 39-40).

A similar method was used to estimate the stock
of R&D capital financed from sources other than the
Federal Government. The component financed by uni-
versities, colleges, and other nonprofit organizations is
estimated based on data from the National Science
Foundation, Surveys of Science Resources. The indus-
try-financed R&D stock component is estimated from
that source and from the U.S. Department of Labor,
The Impact of Research and Development on Produc-
tivity Growth, Bulletin 2331, September 1989.
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Experimental estimates of R&D capital stocks have
recently been prepared by BEA. The results are de-
scribed in “A Satellite Account for Research and Devel-
opment,” Survey of Current Business, November 1994.
These BEA estimates are lower than those presented
here primarily because BEA assumes that the stock
of basic research depreciates, while the estimates in
Table 2—4 assume that basic research does not depre-
ciate. BEA also assumes a slightly higher rate of depre-

ciation for applied research and development, 11 per-
cent, compared with the 10 percent rate used here.

Social Indicators

The main sources for the data in this table are the
Government statistical agencies. Generally, the data
are publicly available in such general sources as the
annual Economic Report of the President and the Statis-
tical Abstract of the United States, and from the agen-
cies’ Web sites.
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3. FEDERAL RECEIPTS

Receipts (budget and off-budget) are taxes and other
collections from the public that result from the exercise
of the Federal Government’s sovereign or governmental
powers. The difference between receipts and outlays
determines the surplus or deficit.

The Federal Government also collects income from
the public from market-oriented activities. Collections
from these activities, which are subtracted from gross
outlays, rather than added to taxes and other govern-
mental receipts, are discussed in the following chapter.

Growth in receipts.—Total receipts in 2001 are esti-
mated to be $2,019.0 billion, an increase of $62.8 billion
or 3.2 percent relative to 2000. This increase is largely
due to assumed increases in incomes resulting from
both real economic growth and inflation. Receipts are
projected to grow at an average annual rate of 3.8
percent between 2001 and 2005, rising to $2,340.9 bil-
lion.

As a share of GDP, receipts are projected to decline
from 20.4 percent in 2000 to 19.4 percent in 2005.

Table 3-1. RECEIPTS BY SOURCE—SUMMARY
(In billions of dollars)
Estimate
Source 1999 actual
2000 2001 2002 2003 2004 2005

Individual iNCOME tAXES ...vvuvvvivririieiineieiisiee e 879.5 951.6 9724 995.2 1,025.6 1,066.1 1,116.8

Corporation iNCOMe taxes .........cocveen. 184.7 192.4 194.8 1954 195.7 200.0 205.9

Social insurance and retirement receipts 611.8 650.0 682.1 712.2 741.7 7713 815.3

(ON-budget) ......couvevvrrierreeeiens (167.4) (173.3) (182.2) (189.9) (197.4) (204.7) (216.7)

(Off-budget) ..... (444.5) (476.8) (499.9) (522.2) (544.2) (566.7) (598.6)

Excise taxes ........... 704 68.4 76.7 79.8 80.8 81.8 83.4

Estate and gift taxes 27.8 30.5 32.3 34.9 36.3 38.7 37.0

Customs duties ............. 18.3 20.9 20.9 22.6 24.3 25.7 279

MiSCEllaNEOUS TECEIPLS ... 349 425 39.9 412 432 52.6 545

Total receipts 1,827.5 1,956.3 2,019.0 2,081.2 2,1475 2,236.1 2,340.9

(On-budget) (1,383.0) (1,479.5) (1,519.1) (1,559.0) (1,603.2) (1,669.4) (1,742.3)

(Off-budget) (444.5) (476.8) (499.9) (522.2) (544.2) (566.7) (598.6)

Table 3-2. EFFECT ON RECEIPTS OF CHANGES IN THE SOCIAL SECURITY TAXABLE EARNINGS BASE
(In billions of dollars)
Estimate
2001 2002 2003 2004 2005
Social security (OASDI) taxable earnings base increases:.

$76,200 t0 $80,100 0N JAN. 1, 2001 ....ovuvruiirircirrireisieeisseie ettt 5.2 5.7 6.3
$80,100 to $83,700 on Jan. 1, 43 4.7 5.2
$83,700 to $87,300 on Jan. 1, 16 4.3 4.7
$87,300 t0 $90,600 0N JAN. 1, 2004 ......oorvverrriienriecssiessiss sttt sstesssssnssssesssesssns | onsssenssiienns | sviessssiensns | oonsseessseens 15 4.0
$90,600 t0 $93,900 0N JAN. 1, 2005 .....ovvviirireerniererieienseisesseesesesisssess s sss sttt ssssntessenssssnsseens | sveesnninnninee | senssnsnienins | s | s 15
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ENACTED LEGISLATION

Several laws were enacted in 1999 that have an effect
on governmental receipts. The major legislative changes
affecting receipts are described below.

To Extend the Tax Benefits Available With Re-
spect to Services Performed in a Combat Zone to
Services Performed in the Federal Republic of
Yugoslavia (Serbia/Montenegro) and Certain
Other Areas, and for Other Purposes.—This Act,
which was signed by President Clinton on April 19,
1999, provides the same tax relief to military personnel
participating in Operation Allied Force as that provided
as a consequence of the Executive Order that des-
ignates the Kosovo area of operations as a combat zone.
In addition, this Act extends the tax filing and payment
deadlines provided as a consequence of the Executive
Order to military personnel outside the United States
who are deployed outside their duty station as part
of Operation Allied Force.

Under the Executive Order, which was issued by
President Clinton on April 13, 1999, the Kosovo area
of operations, including the above airspace, encom-
passes The Federal Republic of Yugoslavia (Serbia/Mon-
tenegro), Albania, the Adriatic Sea, and the Ionian Sea
above the 39th parallel. The tax benefits provided mili-
tary personnel serving in those areas include extension
of deadlines for filing and paying taxes; exemption of
military pay earned while serving in the combat zone
(subject to a dollar limit for commissioned officers) from
withholding and income tax; and, exemption of toll tele-
phone calls originating in the combat zone from the
telephone excise tax.

Miscellaneous Trade and Technical Corrections
Act of 1999—This Act makes miscellaneous technical
and clerical corrections to U.S. trade laws, corrects ob-
solete references, and authorizes the temporary suspen-
sion or refund of tariffs on over 120 categories of im-
ported items. These items include 13 inch televisions,
chemicals (some of which are used to develop cancer
and AIDS-fighting drugs), textile printing machines,
weaving machines, manufacturing equipment, certain
rocket engines, and a number of pigments and dyes.
The Act also extends tariff credits for wages paid in
the production of watches in the Virgin Islands to the
production of fine jewelry. The receipt losses associated
with the tariff refunds and suspensions are offset by
a provision that clarifies the tax treatment of certain
corporate restructuring transactions, which is described
below.

Restrict basis creation through section 357(c).—A
transferor generally is required to recognize gain on
a transfer of property in certain tax-free exchanges to
the extent that the sum of the liabilities assumed, plus
those to which the transferred property is subject, ex-
ceeds the transferor’s basis in the property. This gain
recognition to the transferor generally increases the
basis of the transferred property in the hands of the
transferee. However, if a recourse liability is secured

by multiple assets, prior law was unclear as to whether
a transfer of one asset, where the transferor remains
liable, is a transfer of property “subject to” the liability.
Similar issues exist with respect to nonrecourse liabil-
ities. Under this provision, the distinction between the
assumption of a liability and the acquisition of an asset
subject to a liability generally is eliminated. Except
as provided in regulations, a recourse liability is treated
as assumed to the extent that the transferee has agreed
and is expected to satisfy the liability (whether or not
the transferor has been relieved of the liability). Except
as provided in regulations, a nonrecourse liability is
treated as assumed by the transferee of any asset sub-
ject to the liability. However, the amount of non-
recourse liability treated as assumed is reduced by the
amount of the liability that an owner of other assets
not transferred to the transferee and also subject to
the liability has agreed with the transferee to satisfy,
and is expected to satisfy, up to the fair market value
of such other assets. The transferor’s recognition of gain
as a result of assumption of liability shall not increase
the transferee’s basis in the transferred asset to an
amount in excess of its fair market value. Moreover,
if no person is subject to U.S. tax on gain recognized
as the result of the assumption of a nonrecourse liabil-
ity, then the transferee’s basis in the transferred assets
is increased only to the extent such basis would be
increased if the transferee had assumed only a ratable
portion of the liability, based on the relative fair market
value of all assets subject to such nonrecourse liability.
The Treasury Department has authority to prescribe
regulations necessary to carry out the purposes of the
provision, and to apply the treatment set forth in this
provision where appropriate elsewhere in the Internal
Revenue Code. This provision applies to transfers made
after October 18, 1998.

Consolidated Appropriations Act for FY 2000.—
This Act, which was signed by President Clinton on
November 30, 1999, makes progress on several impor-
tant fronts: it puts education first, makes America a
safer place, strengthens our effort to preserve natural
areas and protect our environment, and strengthens
America’s leadership role in the world. Although most
of the provisions in this Act affect Federal spending
programs, a transfer from the surplus funds of the Fed-
eral Reserve System to the Treasury of $3.752 billion
in FY 2000 affects governmental receipts.

Ticket to Work and Work Incentives Improve-
ment Act of 1999.—This Act, which was signed by
President Clinton on December 17, 1999, ensures that
individuals with disabilities have a greater opportunity
to participate in the workforce and in the American
Dream and extends important tax provisions. Despite
these accomplishments, the President is disappointed
that this Act includes a provision for a special allow-
ance adjustment for student loans, that it delays the
implementation of a proposed Department of Health
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and Human Services final rule on the distribution of
human organs for transplantation, and that the rev-
enue losses are not fully offset. The major provisions
of this Act affecting governmental receipts are described
below.

Expired and Expiring Provisions

Extend minimum tax relief for individuals.—Certain
nonrefundable personal tax credits (dependent care
credit, credit for the elderly and disabled, adoption cred-
it, child tax credit, credit for interest on certain home
mortgages, HOPE Scholarship and Lifetime Learning
credit, and the D.C. homebuyer’s credit) are provided
under current law. Generally, these credits are allowed
only to the extent that the individual’s regular income
tax liability exceeds the individual’s tentative minimum
tax. An additional child tax credit is provided under
current law to families with three or more qualifying
children. This credit, which may be offset against social
security payroll tax liability (provided that liability ex-
ceeds the amount of the earned income credit), is re-
duced by the amount of the individual’s minimum tax
liability (that is, the amount by which the individual’s
tentative minimum tax exceeds the individual’s regular
tax liability). For taxable year 1998, prior law allowed
nonrefundable personal tax credits to offset regular in-
come tax liability in full (as opposed to only the amount
by which the regular tax liability exceeded the tentative
minimum tax). In addition, for taxable year 1998, the
additional child credit provided to families with three
or more qualifying children was not reduced by the
amount of the individual’s minimum tax liability. This
Act extends the provision that allows the nonrefundable
personal tax credits to offset regular income tax liability
in full to taxable years beginning in 1999. For taxable
years beginning in 2000 and 2001 the nonrefundable
personal credits may offset both the regular tax and
the minimum tax. In addition, for taxable years begin-
ning in 1999, 2000, and 2001, the additional child credit
provided to families with three or more qualifying chil-
dren will not be reduced by the amount of the individ-
ual’s minimum tax liability.

Extend and modify research and experimentation tax
credit.—The 20-percent tax credit for certain research
and experimentation expenditures is extended to apply
to qualifying expenditures paid or incurred during the
period July 1, 1999 through June 30, 2004. In addition,
effective for taxable years beginning after June 30,
1999, the credit rate applicable under the alternative
incremental research credit is increased by one percent-
age point per step, and the definition of qualified re-
search is expanded to include research undertaken in
Puerto Rico and possessions of the United States.
Under this Act, credits attributable to the period begin-
ning on July 1, 1999 and ending on September 30,
2000 may not be taken into account in determining
any amount required to be paid for any purpose under
the Internal Revenue Code prior to October 1, 2000.
On or after October 1, 2000, such credits may be taken
into account through the filing of an amended return,

an application for expedited refund, an adjustment of
estimated taxes, or other means that are allowed by
the Internal Revenue Code. Similarly, research credits
that are attributable to the period beginning on October
1, 2000 and ending on September 30, 2001 may not
be taken into account in determining any amount re-
quired to be paid for any purpose under the Internal
Revenue Code prior to October 1, 2001.

Extend exceptions provided under subpart F for cer-
tain active financing income.—Under the Subpart F
rules, certain U.S. shareholders of a controlled foreign
corporation (CFC) are subject to U.S. tax currently on
certain income earned by the CFC, whether or not such
income is distributed to the shareholders. The income
subject to current inclusion under the subpart F rules
includes “foreign personal holding company income” and
insurance income. The U.S. 10-percent shareholders of
a CFC also are subject to current inclusion with respect
to their shares of the CFC’s foreign base company serv-
ices income (income derived from services performed
for a related person outside the country in which the
CFC is organized). For taxable years beginning in 1998
and 1999, certain income derived in the active conduct
of a banking, financing, insurance, or similar business
is excepted from the Subpart F rules regarding the
taxation of foreign personal holding company income
and foreign base company services income. This Act
extends the exception for two years, with very minor
modifications, to apply to taxable years beginning in
2000 and 2001.

Extend suspension of net income limitation on percent-
age depletion from marginal oil and gas wells.—Tax-
payers are allowed to recover their investment in oil
and gas wells through depletion deductions. For certain
properties, deductions may be determined using the
percentage depletion method; however, in any year, the
amount deducted generally may not exceed 100 percent
of the net income from the property. For taxable years
beginning after December 31, 1997 and before January
1, 2000, domestic oil and gas production from “mar-
ginal” properties is exempt from the 100-percent of net
income limitation. This Act extends the exemption to
apply to taxable years beginning after December 1,
1999 and before January 1, 2002.

Extend the work opportunity tax credit.—The work
opportunity tax credit provides an incentive for employ-
ers to hire individuals from certain targeted groups.
The credit equals a percentage of qualified wages paid
during the first year of the individual’s employment
with the employer. The credit percentage is 25 percent
for employment of at least 120 hours but less than
400 hours and 40 percent for employment of 400 or
more hours. This Act extends the credit to apply to
individuals who begin work on or after July 1, 1999
and before January 1, 2002.

Extend the welfare-to-work tax credit.—The welfare-
to-work tax credit enables employers to claim a tax
credit on the first $20,000 of eligible wages paid to
certain long-term family assistance recipients. The cred-
it is 35 percent of the first $10,000 of eligible wages
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in the first year of employment and 50 percent of the
first $10,000 of eligible wages in the second year of
employment. Under this Act the credit is extended to
apply to individuals who begin work on or after July
1, 1999 and before January 1, 2002.

Extend exclusion for employer-provided educational
assistance.—Certain amounts paid by an employer for
educational assistance provided to an employee are ex-
cluded from the employee’s gross income for income
and payroll tax purposes. The exclusion is limited to
$5,250 of educational assistance with respect to an indi-
vidual during a calendar year and applies whether or
not the education is job-related. The exclusion, which
is limited to undergraduate courses, is extended to
apply to courses beginning after May 31, 2000 and be-
fore January 1, 2002.

Extend and modify wind and biomass tax credit and
expand eligible biomass sources.—Taxpayers are pro-
vided a 1.5-cent-per-kilowatt-hour tax credit, adjusted
for inflation after 1992, for electricity produced from
wind or “closed-loop” biomass. Under prior law, the
credit applies to electricity produced by a facility placed
in service before July 1, 1999, and is allowable for
production during the 10-year period after a facility
is originally placed in service. This Act extends the
credit to apply to facilities placed in service after June
30, 1999 and before January 1, 2002. Electricity pro-
duced at a wind facility placed in service during this
period does not qualify for the credit, however, if it
is sold pursuant to a pre-1987 contract that has not
been modified to limit the purchaser’s obligation to ac-
quire electricity at above-market prices. The Act also
expands the credit to apply to poultry waste facilities
placed in service after December 31, 1999 and before
January 1, 2002.

Extend Generalized System of Preferences (GSP).—
Under GSP, duty-free access is provided to over 4,000
items from eligible developing countries that meet cer-
tain worker rights, intellectual property protection, and
other criteria. This program, which had expired after
June 30, 1999, is extended through September 30, 2001.
Refunds of any duty paid between June 30, 1999 and
December 17, 1999 are provided upon request of the
importer.

Extend authority to issue Qualified Zone Academy
Bonds.—The Taxpayer Relief Act of 1997 (TRA97) in-
cluded a provision that allows State and local govern-
ments to issue “qualified zone academy bonds,” the in-
terest on which is effectively paid by the Federal gov-
ernment in the form of an annual income tax credit.
The proceeds of the bonds must be used for teacher
training, purchases of equipment, curricular develop-
ment, and rehabilitation and repairs at certain public
school facilities. Under TRA97, a nationwide total of
$400 million of qualified zone academy bonds was au-
thorized to be issued in each of calendar years 1998
and 1999. Effective December 17, 1999, an additional
$400 million of qualified zone academy bonds is author-
ized to be issued in each of calendar years 2000 and
2001. In addition, unused authority arising in 1998 and

1999 may be carried forward for up to three years and
unused authority arising in 2000 and 2001 may be car-
ried forward for up to two years.

Extend tax credit for first-time D.C. homebuyers.—
The tax credit (up to $5,000) provided for the first-
time purchase of a principal residence in the District
of Columbia, which was scheduled to expire after De-
cember 31, 2000, is extended to apply to residences
purchased on or before December 31, 2001.

Extend expensing of brownfields remediation costs.—
Taxpayers can elect to treat certain environmental re-
mediation expenditures that would otherwise be charge-
able to capital account as deductible in the year paid
or incurred. The ability to deduct such expenditures
is extended for one year, to apply to expenditures paid
or incurred before January 1, 2002.

Time-Sensitive Provisions

Prohibit disclosure of advanced pricing agreements
(APAs) and APA background files.—Returns and return
information, as defined by the Internal Revenue Service
(IRS), are confidential and cannot be disclosed unless
authorized by the Internal Revenue Code. In contrast,
written determinations issued by the IRS generally are
available for public inspection. The APA program is
an alternative dispute resolution program conducted by
the IRS, which resolves international transfer pricing
issues prior to the filing of the corporate tax return.
To resolve such issues, the taxpayer submits detailed
and confidential financial information, business plans
and projections to the IRS for consideration. This Act
confirms that APAs and related background informa-
tion are confidential return information and not written
determinations available for public inspection. Effective
December 17, 1999, APAs or related background files
are prohibited from being released to the public, regard-
less of whether the APA was executed before or after
that date. The Treasury Department also is required
to produce an annual report that contains general and
statistical information about the APA program, and
general descriptions of the APAs concluded during the
year.

Provide authority to postpone certain tax-related dead-
lines by reason of year 2000 (Y2K) failures.—The Sec-
retary of the Treasury is permitted to postpone, on
a taxpayer-by-taxpayer basis, certain tax-related dead-
lines for a period of up to 90 days, if he determines
that the taxpayer has been affected by an actual Y2K
related failure. In order to be eligible for relief, the
taxpayer must have made a good faith, reasonable ef-
fort to avoid any Y2K related failures.

Expand list of taxable vaccines.—Under prior law an
excise tax of $.75 per dose is levied on the following
vaccines: diphtheria, pertussis, tetanus, measles,
mumps, rubella, polio, HIB (haemophilus influenza type
B), hepatitis B, rotavirus gastroenteritis, and varicella
(chickenpox). This Act adds any conjugate vaccine
against streptococcus pneumoniae to the list of taxable
vaccines, effective for vaccines sold by a manufacturer
or importer after December 17, 1999.
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Delay requirement that registered motor fuels termi-
nals offer dyed fuel as a condition of registration.—
With limited exceptions, excise taxes are imposed on
all highway motor fuels when they are removed from
a registered terminal facility, unless the fuel is indelibly
dyed and is destined for a nontaxable use. Terminal
facilities are not permitted to receive and store
nontaxed motor fuels unless they are registered with
the IRS. Prior law requires that effective July 1, 2000,
in order to be registered, a terminal must offer for
sale both dyed and undyed fuel (the “dyed-fuel man-
date”). Under this Act the effective date of the dyed-
fuel mandate is postponed until January 1, 2002.

Provide that Federal production payments to farmers
are taxable in the year received. —A taxpayer generally
is required to include an item in income no later than
the time of its actual or constructive receipt, unless
such amount properly is accounted for in a different
period under the taxpayer’s method of accounting. If
a taxpayer has an unrestricted right to demand the
payment of an amount, the taxpayer is in constructive
receipt of that amount whether or not the taxpayer
makes the demand and actually receives the payment.
Under production flexibility contracts entered into be-
tween certain eligible owners and producers and the
Secretary of Agriculture, as provided in the Federal
Agriculture Improvement and Reform Act of 1996
(FAIR Act), annual payments are made at specific times
during the Federal government’s fiscal year. One-half
of each annual payment is to be made on either Decem-
ber 15 or January 15 of the fiscal year, at the option
of the recipient; the remaining one-half is to be paid
no later than September 30 of the fiscal year. The op-
tion to receive the payment on December 15 potentially
results in the constructive receipt (and thus potential
inclusion in income) of one-half of the annual payment
at that time, even if the option to receive the amount
on January 15 is elected. For fiscal year 1999, as pro-
vided under The Emergency Farm Financial Relief Act
of 1998, all payments are to be paid at such time or
times during the fiscal year as the recipient may speci-
fy. This option to receive all of the 1999 payment in
calendar year 1998 potentially results in constructive
receipt (and thus potential inclusion in income) in that
year, whether or not the amounts are actually received.
The Omnibus Consolidated and Emergency Supple-
mental Appropriations Act, 1999, provided that effective
for production flexibility contract payments made in
taxable years ending after December 31, 1995, the time
a production flexibility contract payment is to be in-
cluded in income is to be determined without regard
to the options granted for payment. Effective December
17, 1999, this Act provides that any unexercised option
to accelerate the receipt of any payment under a pro-
duction flexibility contract that is payable under the
FAIR Act is to be disregarded in determining the tax-
able year in which such payment is properly included
in gross income. Options to accelerate payments that
are enacted in the future are covered by this rule, pro-
viding the payment to which they relate is mandated

by the Fair Act as in effect on the date of enactment
of this Act.

Revenue Offset Provisions

Modify estimated tax requirements of individuals.—
An individual taxpayer generally is subject to an addi-
tion to tax for any underpayment of estimated tax.
An individual generally does not have an underpayment
of estimated tax if timely estimated tax payments are
made at least equal to: (1) 100 percent of the tax shown
on the return of the individual for the preceding tax
year (the “100 percent of last year’s liability safe har-
bor”) or (2) 90 percent of the tax shown on the return
for the current year. For any individual with an ad-
justed gross income (AGI) of more than $150,000 as
shown on the return for the preceding taxable year,
the 100 percent of last year’s liability safe harbor gen-
erally is modified to be a 110 percent of last year’s
liability safe harbor. However, under prior law, the 110
percent of last year’s liability safe harbor for individuals
with AGI of more than $150,000 was modified for tax-
able years beginning in 1999 through 2002, as follows:
for taxable years beginning in 1999 the safe harbor
is 105 percent; for taxable years beginning in 2000 and
2001 the safe harbor is 106 percent, and for taxable
years beginning in 2002, the safe harbor is 112 percent.
Under this Act the estimated tax safe harbor for indi-
viduals with AGI of more than $150,000 is modified
as follows: for taxable years beginning in 2000 the safe
harbor is 108.6 percent and for taxable years beginning
in 2001 the safe harbor is 110.0 percent.

Clarify the tax treatment of income and losses on de-
rivatives.—Capital gain treatment applies to gain on
the sale or exchange of a capital asset. Gain or loss
on other assets (stock in trade or other types of inven-
tory, property used in a trade or business that is real
property or subject to depreciation, accounts or notes
receivable acquired in the ordinary course of a trade
or business, certain copyrights, and U.S. government
publications) generally is considered ordinary. This Act
adds three categories to the list of assets the gain or
loss on which is considered ordinary for Federal income
tax purposes: commodities derivatives held by commod-
ities derivatives dealers, hedging transactions, and sup-
plies of a type regularly consumed by the taxpayer in
the ordinary course of a taxpayer’s trade or business.
In defining a hedging transaction, the Act replaces the
“risk reduction” standard with a “risk management”
standard with respect to ordinary property held or cer-
tain liabilities incurred, and provides that the definition
of a hedging transaction includes a transaction entered
into primarily to mange such other risks as the Sec-
retary of the Treasury may prescribe in regulations.
These changes are effective for any instrument held,
acquired or entered into; any transaction entered into;
and any supplies held or acquired on or after December
17, 1999.

Expand reporting of cancellation of indebtedness in-
come.—Gross income generally includes income from
the discharge of indebtedness. If a bank, thrift institu-
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tion, or credit union discharges $600 or more of any
indebtedness of a debtor, the institution must report
such discharge to the debtor and the IRS. This Act
extends these reporting requirements to additional enti-
ties involved in the trade or business of lending (such
as finance companies and credit card companies, wheth-
er or not they are affiliated with a financial institution),
effective for discharges of indebtedness occurring after
December 31, 1999.

Limit conversion of character of income from construc-
tive ownership transactions with respect to partnership
interests.—A pass-thru entity, such as a partnership,
generally is not subject to Federal income tax. Instead,
each owner includes his/her share of a pass-thru enti-
ty’s income, gain, deduction or credit in his/her own
taxable income. The character of the income generally
is determined at the entity level and flows through
to the owners. A taxpayer can enter into a derivatives
transaction that is designed to give the taxpayer the
economic equivalent of an ownership interest in a part-
nership but that is not itself a current ownership inter-
est in the partnership. These so-called “constructive
ownership” transactions purportedly allow taxpayers to
defer income and to convert ordinary income and short-
term capital gain into long-term capital gain. This Act
treats long-term capital gain recognized from a con-
structive ownership transaction as ordinary income to
the extent the long-term capital gain recognized from
the transaction exceeds the long-term capital gain that
could have been recognized had the taxpayer invested
in the partnership interest directly. In addition, an in-
terest charge is imposed on the amount of gain that
is treated as ordinary income. These changes are effec-
tive with respect to transactions entered into on or
after July 12, 1999. Generally any contract, option or
any other arrangement that is entered into or exercised
on or after that date, which extends or otherwise modi-
fies the terms of a transaction entered into prior to
such date, will be treated as a transaction entered into
on or after July 12, 1999.

Extend and modify qualified transfers of excess pen-
sion assets used for retiree health benefits.—A pension
plan may provide medical benefits to retired employees
through a section 401(h) account that is a part of the
pension plan. Qualified transfers of excess assets of
a defined benefit pension plan (other than a multiem-
ployer plan) to a section 401(h) account are permitted,
subject to amount and frequency limitations, use re-
quirements, deduction limitations, and vesting and min-
imum benefit requirements. This Act extends the ability
of employers to transfer excess defined benefit pension
plan assets to 401(h) accounts through December 31,
2005. In addition, effective with respect to qualified
transfers made after December 17, 1999, the minimum
benefit requirement is replaced with a minimum cost
requirement.

Modify installment method for accrual basis tax-
payers.—Generally, an accrual method requires a tax-
payer to recognize income when all events have oc-
curred that fix the right to its receipt and its amount

can be determined with reasonable accuracy. The in-
stallment method of accounting provides an exception
to these general recognition principles by allowing a
taxpayer to defer recognition of income from the dis-
position of certain property until payment is received.
To the extent that an installment obligation is pledged
as security for any indebtedness, the net proceeds of
the secured indebtedness are treated as a payment on
such obligation, thereby triggering the recognition of
income. This Act generally prohibits the use of the in-
stallment method of accounting for dispositions of prop-
erty that would otherwise be reported for Federal in-
come tax purposes using an accrual method of account-
ing. The present-law exceptions regarding the avail-
ability of the installment method for use by cash meth-
od taxpayers, for dispositions of property used or pro-
duced in the trade or business of farming, and for dis-
positions of timeshares or residential lots are not af-
fected by this change. This Act also modifies the pledge
rule to provide that entering into any arrangement that
gives the taxpayer the right to satisfy an obligation
with an installment note will be treated in the same
manner as the direct pledge of the installment note.
These changes are effective with respect to sales or
other dispositions entered into on or after December
17, 1999.

Deny charitable contribution deduction for transfers
associated with split-dollar insurance arrangements.—
A taxpayer who itemizes deductions generally is al-
lowed to deduct charitable contributions paid during
the taxable year. The amount of the deduction allow-
able for a taxable year with respect to any charitable
contribution depends on the type of property contrib-
uted, the type of organization to which the property
is contributed, and the income of the taxpayer. In gen-
eral, to be deductible as a charitable contribution, a
payment to charity must be a gift made without receipt
of adequate consideration and with donative intent.
Under a charitable split-dollar insurance arrangement,
a taxpayer typically transfers funds to a charity with
the understanding that the charity will use the funds
to pay premiums on a cash value life insurance policy
that benefits both the charity and members of the
transferor’s family, either directly or indirectly through
a family trust or partnership. This Act eliminates such
abuses of the charitable contributions deduction by de-
nying a charitable contribution deduction for any trans-
fer to a charity in connection with a charitable split-
dollar insurance transaction. Specifically, the denial of
the deduction applies if, in connection with the transfer,
the charity directly or indirectly pays, or has previously
paid, any premium on any “personal benefit contract”
with respect to the transferor, or there is an under-
standing or expectation that any person will directly
or indirectly pay any premium on any “personal benefit
contract” with respect to the transferor. A personal ben-
efit contract with respect to the transferor is any life
insurance, annuity, or endowment contract for whom
the direct or indirect beneficiary under the contract
is the transferor, any member of the transferor’s family
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or any other person (other than a charitable organiza-
tion) designated by the transferor. The Act also imposes
an excise tax on any participating charity equal to the
amount of any premiums paid by the charity on such
a “personal benefit contract” in connection with a chari-
table split-dollar insurance transaction. The deduction
is denied for any transfers after February 8, 1999 and
the excise tax applies to premiums paid after December
17, 1999.

Require basis adjustments when a partnership distrib-
utes certain stock to a corporate partner.—Under prior
law, generally no gain or loss was recognized on the
receipt by a corporation of property distributed in com-
plete liquidation of a subsidiary corporation in which
it owned 80-percent of the stock. The basis of property
received by the distributee in such a liquidation was
the same as it was in the hands of the subsidiary.
This Act provides for a reduction in basis of the assets
of a corporation if stock in that corporation is distrib-
uted by the partnership to a corporate partner that,
as a result of the distribution and related transactions,
owns 80 percent or more of the stock of such corpora-
tion. The amount of the reduction generally equals the
amount of the excess of the partnership’s adjusted basis
in the stock of the distributed corporation immediately
before the distribution, over the corporate partner’s
basis in that stock immediately after the distribution,
subject to certain limitations. The corporate partner
must recognize long-term capital gain to the extent the
amount of the basis reduction exceeds the basis of the
property of the distributed corporation. This change
generally is effective for distributions made after July
14, 1999, except that in the case of a corporation that
is a partner in a partnership on July 14, 1999, the
provision is effective for distributions by that partner-
ship to the corporation after December 17, 1999 (or,
for a corporation that so elects, distributions after June
30, 2001).

Modify rules relating to real estate investment trusts
(REITs).—REITSs generally are restricted to owning pas-
sive investments in real estate and certain securities.
Under prior law, no single corporation could account
for more than five percent of the total value of a REIT’s
assets, and a REIT could not own more than 10-percent
of the outstanding voting securities of any issuer.
Through the use of non-voting preferred stock and mul-
tiple subsidiaries, up to 25 percent of the value of a
REIT’s assets could consist of subsidiaries that conduct
otherwise impermissible activities. Under this Act, the
10-percent vote test is changed to a 10-percent “vote
or value” test, meaning that a REIT cannot own more
than 10 percent of the outstanding voting securities
or more than 10 percent of the total value of securities
of a single issuer. In addition, taxable REIT subsidi-
aries owned by a REIT cannot represent more than
20 percent of the value of a REIT’s assets. For purposes
of the 10-percent value test, securities are generally
defined to exclude safe harbor debt owned by a REIT.

In addition, an exception to the limitation on ownership
of securities of a single issuer applies in the case of
a “taxable REIT subsidiary” that meets certain require-
ments. The Act also provides rules for the operation
of hotels and health care facilities; defines “independent
contractor” for certain purposes; modifies REIT dis-
tribution requirements to conform to the rules for regu-
lated investment companies (RICs); modifies earnings
and profits rules for RICs and REITs; and replaces
the prior law adjusted basis comparison with a fair
market comparison, in determining whether certain
rents from personal property exceed a 15-percent limit.
These provisions generally are effective for taxable
years beginning after December 31, 2000, with transi-
tion for certain REIT holdings and leases in effect on
July 12, 1999.

Modify estimated tax rules for closely held REITs.—
If a person has a direct interest or a partnership inter-
est in income-producing assets that produce income
throughout the year, that person’s estimated tax pay-
ments generally must reflect the quarterly amounts ex-
pected from the asset. However, a dividend distribution
of earnings from a REIT is considered for estimated
tax purposes when the dividend is paid. To take advan-
tage of this deferral of estimated taxes, some corpora-
tions have established closely held REITS that may
make a single distribution for the year, timed such
that it need not be taken into account under the esti-
mated tax rules as early as would be the case if the
assets were directly held by the controlling entity. Ef-
fective for estimated tax payments due on or after No-
vember 15, 1999, with respect to a closely held REIT,
this Act provides that any person owning at least 10
percent of the vote or value of the REIT is required
to accelerate the recognition of year-end dividends at-
tributable to the closely held REIT.

Other Provisions

Simplify foster child definition under the earned in-
come tax credit (EITC).—This Act clarifies the definition
of foster child for purposes of claiming the EITC. Effec-
tive for taxable years beginning after December 31,
1999, the foster child must be the taxpayer’s sibling
(or a descendant of the taxpayer’s sibling), or be placed
in the taxpayer’s home by an agency of a State or
one of its political subdivisions or a tax-exempt child
placement agency licensed by a State.

Allow members of the clergy to revoke exemption from
Social Security and Medicare coverage.—Under current
law, ministers of a church who are opposed to partici-
pating in the Social Security and Medicare programs
on religious principles may reject coverage by filing
with the IRS before the tax filing date for their second
year of work in the ministry. This Act provides an
opportunity for members of the clergy to revoke their
exemptions from Social Security and Medicare coverage
during a 2-year period beginning January 1, 2000.
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ADMINISTRATION PROPOSALS

The President’s plan targets tax relief to provide as-
sistance in obtaining higher education for working fami-
lies, to relieve poverty and revitalize lower-income com-
munities, and to make health care more affordable. The
President’s plan also provides relief from the marriage
penalty and provides child-care assistance, promotes re-
tirement savings, provides relief from the alternative
minimum tax and other simplifications of the tax laws,
encourages philanthropy, and offers assistance in bridg-
ing the digital divide. The President’s plan also contains
measures that will curtail the proliferation of corporate
tax shelters, restrict the use of overseas tax havens,
and close other loopholes and tax subsidies.

PROVIDE TAX RELIEF
Expand Educational Opportunities

Provide College Opportunity tax cut—Under cur-
rent law, individuals may claim a Lifetime Learning
credit equal to 20 percent of qualified tuition and re-
lated expenses up to $5,000 (increasing to $10,000 in
2003) incurred during the year for post-secondary edu-
cation for the taxpayer, the taxpayer’s spouse, or one
or more dependents. The credit phases out for tax-
payers filing joint returns with modified AGI from
$80,000 to $100,000, and $40,000 to $50,000 for single
taxpayers. The phase-out ranges will be adjusted for
inflation occurring after 2000. To further assist tax-
payers in obtaining post-secondary education through-
out their lifetimes, the Administration proposes that
the Lifetime Learning credit rate be increased to 28
percent. In addition, the phase-out range for the credit
would be increased to $100,000 to $120,000 of modified
AGI for joint returns and $50,000 to $60,000 of modi-
fied AGI for single taxpayers. To guarantee that all
eligible taxpayers receive the full value of this edu-
cation assistance, taxpayers may elect to deduct quali-
fied tuition and related expenses instead of claiming
the credit.

Provide incentives for public school construction
and modernization.—The Administration proposes to
institute a new program of Federal tax assistance for
public elementary and secondary school construction or
rehabilitation. Under the proposal, State and local gov-
ernments (including U.S. possessions) would be able
to issue up to $22 billion of “qualified school moderniza-
tion bonds,” $11 billion in each of 2001 and 2002. In
addition, $200 million of qualified school modernization
bonds in each of 2001 and 2002 would be allocated
for the construction and renovation of Bureau of Indian
Affairs funded schools. Holders of these bonds would
receive annual Federal income tax credits, set according
to market interest rates by the Treasury Department,
in lieu of interest. Issuers would be responsible for re-
payment of principal. These qualified school moderniza-
tion bonds would be similar to qualified zone academy
bonds (QZABs), created by TRA97 and extended by the

Ticket to Work and Work Incentives Improvement Act
of 1999. QZABs allow bonds to be issued for certain
public schools with the interest on the bonds effectively
paid by the Federal government in the form of an an-
nual income tax credit. The proceeds of these bonds
can be used for teacher training, purchases of equip-
ment, curricular development, and rehabilitation and
repair of the school facilities. The Administration pro-
poses to authorize the issuance of additional QZABs
of $1.0 billion in 2001 and $1.4 billion in 2002, and
to allow the proceeds of these bonds also to be used
for school construction.

Expand exclusion for employer-provided edu-
cational assistance to include graduate edu-
cation.—Certain amounts paid by an employer for edu-
cational assistance provided to an employee currently
are excluded from the employee’s gross income for in-
come and payroll tax purposes. The exclusion is limited
to $5,250 of educational assistance with respect to an
individual during a calendar year and applies whether
or not the education is job-related. The exclusion cur-
rently is limited to undergraduate courses beginning
before January 1, 2002. The exclusion previously ap-
plied to graduate courses that began before July 1,
1996. The Administration proposes to reinstate the ex-
clusion for graduate education for courses beginning
on or after July 1, 2000 and before January 1, 2002.

Eliminate 60-month limit on student loan inter-
est deduction.—Current law provides an income tax
deduction for certain interest paid on a qualified edu-
cation loan during the first 60 months that interest
payments are required, effective for interest due and
paid after December 31, 1997. The maximum deduction
available is $2,500 for years after 2000 (for years 1998,
1999 and 2000, the limits are $1,000, $1,500 and
$2,000, respectively) and the deduction is phased out
for taxpayers with AGI between $40,000 and $55,000
(between $60,000 and $75,000 for joint filers). The 60-
month limitation under current law adds significant
complexity and administrative burdens for taxpayers,
lenders, loan servicing agencies, and the IRS. Thus,
to simplify the calculation of deductible interest pay-
ments, reduce administrative burdens, and provide
longer-term relief to low- and middle-income taxpayers
with large educational debt, the Administration pro-
poses to eliminate the 60-month limitation. This pro-
posal would be effective for interest due and paid on
qualified education loans after December 31, 2000.

Eliminate tax when forgiving student loans sub-
Jject to income contingent repayment.—Students who
borrow money to pay for postsecondary education
through the Federal government’s Direct Loan program
may elect income contingent repayment of the loan.
If they elect this option, their loan repayments are ad-
justed in accordance with their income. If after the
borrower makes repayments for a twenty-five year pe-
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riod any loan balance remains, it is forgiven. The Ad-
ministration proposes to eliminate any Federal income
tax the borrower may otherwise owe as a result of
the forgiveness of the loan balance. The proposal would
be effective for loan cancellations after December 31,
2000.

Provide tax relief for participants in certain
Federal education programs.—Present law provides
tax-free treatment for certain scholarship and fellow-
ship grants used to pay qualified tuition and related
expenses, but not to the extent that any grant rep-
resents compensation for services. In addition, tax-free
treatment is provided for certain discharges of student
loans on condition that the individual works for a cer-
tain period of time in certain professions for any of
a broad class of employers. To extend tax-free treat-
ment to education awards under certain Federal pro-
grams, the Administration proposes to amend current
law to provide that any amounts received by an indi-
vidual under the National Health Service Corps
(NHSC) Scholarship Program or the Armed Forces
Health Professions Scholarship and Financial Assist-
ance Program are “qualified scholarships” excludable
from income, without regard to the recipient’s future
service obligation. In addition, the proposal would pro-
vide an exclusion from income for any repayment or
cancellation of a student loan under the NHSC Scholar-
ship Program, the Americorps Education Award Pro-
gram, or the Armed Forces Health Professions Loan
Repayment Program. The exclusion would apply only
to the extent that the student incurred qualified tuition
and related expenses for which no education credit was
claimed during academic periods when the student
loans were incurred. The proposal would be effective
for awards received after December 31, 2000.

Provide Poverty Relief and Revitalize
Communities

Increase and simplify the Earned Income Tax
Credit (EITC).—Low- and moderate-income workers
may be eligible for the EITC. For every dollar a low-
income worker earns up to a limit, between 7 and 40
cents are provided as a tax credit. The applicable credit
rate depends on the presence and number of children
in the worker’s family. Above $13,030 ($5,930 if the
taxpayer does not reside with children), the size of the
tax credit is gradually phased out. Although the EITC
lifts millions out of poverty each year, poverty among
children living in larger families remains at unaccept-
ably high levels. Because the credit initially increases
as income rises, the EITC rewards marriage for very
low-income workers. But the EITC also causes marriage
penalties among two-earner couples whose income falls
in or above the credit’s phase-out range. Further, while
the EITC has been shown, on net, to increase work
effort, phasing out the credit results in high marginal
tax rates for recipients in the phase-out range. To ad-
dress these problems, the Administration proposes that
the credit rate be increased from 40 percent to 45 per-

cent for families with three or more children. If both
spouses work and earn at least $725, the credit would
begin to phase out at $14,480 ($7,380 if the couple
does not reside with children). For taxpayers with two
or more children, the phase-out rate would be reduced
from 21.06 percent to 19.06 percent.

Under current law, nontaxable earned income, such
as 401(k) contributions, is included in earned income
for purposes of calculating the EITC. To encourage re-
tirement savings, simplify the calculation of earned in-
come, and improve compliance, the Administration is
proposing that these nontaxable forms of income would
no longer count toward eligibility for the EITC. The
proposal would be effective for taxable years beginning
after December 31, 1999.

A proposed technical correction would clarify that
taxpayers are eligible to receive the small credit for
workers without qualifying children, if they cannot
claim the credit for workers with children because their
child does not have a social security number. The pro-
posed change will also clarify that taxpayers may not
receive any credit (even the small credit for workers
without qualifying children), if their child is not taken
into account because another taxpayer who may claim
the child has higher modified AGI.

Increase and index low-income housing tax cred-
it per-capita cap.—Low-income housing tax credits
provide an incentive to build and make available afford-
able rental housing units to households with low in-
comes. The amount of the first-year credits that can
be awarded in each State is currently limited to $1.25
per capita. That limit has not been changed since it
was established in 1986. The Administration proposes
to increase the annual State limitation to $1.75 per
capita effective for calendar year 2001 and to index
that amount for inflation, beginning with calendar year
2002. The proposed increases in this cap will permit
additional new and rehabilitated low-income housing
to be provided while still encouraging State housing
agencies to award the credits to projects that best meet
specific needs.

Provide New Markets Tax Credit.—Businesses lo-
cated in low-income urban and rural communities often
lack access to sufficient equity capital. To help attract
new capital to these businesses, taxpayers would be
allowed a credit against Federal income taxes for cer-
tain investments made to acquire stock or other equity
interests in a community development investment enti-
ty selected by the Treasury Department to receive a
credit allocation. Selected community development in-
vestment entities would be required to use the invest-
ment proceeds to provide capital to businesses located
in low-income communities. During the period 2001-
2005, the Treasury Department would authorize se-
lected community development investment entities to
issue $15 billion of new stock or equity interests with
respect to which credits could be claimed. The credit
would be allowed for each year during the five-year
period after the stock or equity interest is acquired
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from the selected community development investment
entity, and the credit amount that could be claimed
for each of the five years would equal six percent of
the amount paid to acquire the stock or equity interest
from the community development investment entity.
The credit would be subject to current-law general busi-
ness credit rules, and would be available for qualified
investments made after December 31, 2000.

Expand Empowerment Zone (EZ) tax incentives
and authorize additional EZs.—The Omnibus Budg-
et Reconciliation Act of 1993 (OBRA93) authorized a
Federal demonstration project in which nine EZs and
95 empowerment communities were designated in a
competitive application process. Among other benefits,
businesses located in the nine original EZs are eligible
for four Federal tax incentives: an employment wage
credit; an additional $20,000 per year of section 179
expensing; a new category of tax-exempt private activ-
ity bonds; and “brownfields” expensing for certain envi-
ronmental remediation expenses. The Taxpayer Relief
Act of 1997 (TRA97) authorized the designation of two
additional EZs, which generally are eligible for the
same tax incentives that are available within the EZs
authorized by OBRA93. In addition, TRA97 authorized
the designation of another 20 EZs (so-called “Round
IT EZs”) that are eligible for the same tax incentives
(other than the employment wage credit) available in
the 11 other EZs. To date, the EZ program has pro-
moted significant economic development, but these com-
munities still do not fully share in the nation’s general
prosperity. Therefore, the Administration proposes that
the EZ program be extended and strengthened by mak-
ing the employment wage credit available in all existing
31 EZs through 2009. Furthermore, the Administration
proposes that, beginning in 2001, an additional $35,000
(rather than $20,000) per year of section 179 expensing
be allowed in all EZs, and that enhanced tax-exempt
financing benefits for private business activities be
available in all EZs. (As described below, the Adminis-
tration’s budget proposes a permanent extension of the
“brownfields” expensing for EZs and other targeted
areas.) Finally, the Administration proposes that an
additional 10 EZs be designated as of January 1, 2002.
Businesses located within these 10 new EZs will be
eligible for the full range of tax incentives available
in the other EZs.

Provide Better America Bonds to improve the en-
vironment.—Under current law, State and local gov-
ernments may issue tax-exempt bonds to finance purely
public environmental projects. Certain other environ-
mental projects may also be financed with tax-exempt
bonds, but are subject to an overall cap on private-
purpose tax-exempt bonds. The subsidy provided with
tax-exempt bonds may not provide a deep enough sub-
sidy to induce State and local governments to under-
take beneficial environmental infrastructure projects.
The Administration proposes to allow State and local
governments (including U.S. possessions and Indian
tribal governments) to issue tax credit bonds (similar

to existing Qualified Zone Academy Bonds) to finance
projects to protect open spaces or otherwise to improve
the environment. Significant public benefits would be
provided by creating more livable urban and rural envi-
ronments; creating forest preserves near urban areas;
protecting water quality; rehabilitating land that has
been degraded by toxic or other wastes or destruction
of its ground cover; improving parks; and reestablishing
wetlands. A total of $2.15 billion of bond authority
would be authorized for each of the five years beginning
in 2001. The Environmental Protection Agency, in con-
sultation with other agencies, would allocate the bond
authority based on competitive applications. The bonds
would have a maximum maturity of 15 years and the
bond issuer effectively would receive an interest-free
loan for the term of the bonds. During that interval,
bond holders would receive Federal income tax credits
in lieu of interest.

Permanently extend the expensing of brownfields
remediation costs.—Under TRA97, taxpayers can
elect to treat certain environmental remediation ex-
penditures that would otherwise be chargeable to cap-
ital accounts as deductible in the year paid or incurred.
The provision does not apply to expenditures paid or
incurred after December 31, 2001. The Administration
proposes that the provision be made permanent.

Expand tax incentives for specialized small busi-
ness investment companies (SSBICs).—Current law
provides certain tax incentives for investment in
SSBICs. The Administration proposes to enhance the
tax incentives for SSBICs. First, the existing provision
allowing a tax-free rollover of the proceeds of a sale
of publicly-traded securities into an investment in a
SSBIC would be modified to extend the rollover period
to 180 days, to allow investment in the preferred stock
of a SSBIC, to eliminate the annual caps on the SSBIC
rollover gain exclusion, and to increase the lifetime caps
to $750,000 per individual and $2,000,000 per corpora-
tion. Second, the proposal would allow a SSBIC to con-
vert from a corporation to a partnership within 180
days of enactment without giving rise to tax at either
the corporate or shareholder level, but the partnership
would remain subject to an entity-level tax upon ceas-
ing activity as a SSBIC or at any time that it disposes
of assets that it holds at the time of conversion on
the amount of “built-in” gains inherent in such assets
at the time of conversion. Third, the proposal would
make it easier for a SSBIC to meet the qualifying in-
come, distribution of income, and diversification of as-
sets tests to qualify as a tax-favored regulated invest-
ment company. Finally, in the case of a direct or indi-
rect sale of SSBIC stock that qualifies for treatment
under section 1202, the proposal would raise the exclu-
sion of gain from 50 percent to 60 percent. The tax-
free rollover and section 1202 provisions would be effec-
tive for sales occurring after the date of enactment.
The regulated investment company provisions would be
effective for taxable years beginning on or after the
date of enactment.
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Bridge the Digital Divide

Encourage sponsorship of qualified zone acad-
emies and technology centers.—Under current law,
State and local governments can issue qualified zone
academy bonds to fund improvements in certain “quali-
fied zone academies” which provide elementary or sec-
ondary education. To encourage corporations to become
sponsors of such academies and technology centers, a
tax credit would be provided equal to 50 percent of
the amount of corporate sponsorship payments made
to a qualified zone academy, or a public library or com-
munity technology center, located in (or adjacent to)
a designated empowerment zone or enterprise commu-
nity. The credit would be available for corporate cash
contributions, but only if a credit allocation has been
made with respect to the contribution by the local gov-
ernmental agency with responsibility for implementing
the strategic plan of the empowerment zone or enter-
prise community. Up to $8 million of credits could be
allocated with respect to each of the existing 31 em-
powerment zones (and each of the 10 additional em-
powerment zones proposed to be designated under the
Administration’s budget); and up to $2 million of credits
could be allocated with respect to each of the designated
enterprise communities. The credit would be subject
to the current-law general business credit rules, and
would be effective for sponsorship payments made after
December 31, 2000.

Extend and expand enhanced deduction for cor-
porate donations of computers.—The current-law en-
hanced deduction for contributions of computer tech-
nology and equipment for elementary or secondary
school purposes is scheduled to expire for taxable years
beginning after December 31, 2000. The Administration
proposes extending this provision through June 30,
2004. In addition, to promote access of all persons to
computer technology and training, the enhanced deduc-
tion would be expanded to apply to contributions of
computer equipment to a public library or community
technology center located in a designated empowerment
zone or enterprise community, or in a census tract with
a poverty rate of 20 percent or more.

Provide tax credit for workplace literacy, basic
education, and basic computer skills training.—
Under current law, employers may deduct the costs
of providing workplace literacy, basic education, and
basic computer skill programs to employees, but no tax
credits are allowed for any employer-provided edu-
cation. As a result, employers lack sufficient incentive
to provide basic education programs, the benefits of
which are more difficult for employers to capture
through increased productivity than the benefits of job-
specific education. The Administration proposes to allow
employers who provide certain workplace literacy,
English literacy, basic education, or basic computer
training for their eligible employees to claim a credit
against Federal income taxes equal to 20 percent of
the employer’s qualified expenses, up to a maximum

credit of $1,050 per participating employee. Qualified
education would be limited to basic instruction at or
below the level of a high school degree, English literacy
instruction, or basic computer skills. Eligible employees
in basic education or computer training generally would
not have received a high school degree or its equivalent.
Instruction would be provided either by the employer,
with curriculum approved by the State Adult Education
Authority, or by local education agencies or other pro-
viders certified by the Department of Education. The
credit would be available for taxable years beginning
after December 31, 2000.

Make Health Care More Affordable

Assist taxpayers with long-term care needs.—
Current law provides a tax deduction for certain long-
term care expenses. However, the deduction does not
assist with all long-term care expenses, especially the
costs of informal family caregiving. The Administration
proposes to provide a new long-term care tax credit
of $3,000. The credit could be claimed by a taxpayer
for himself or herself or for a spouse or dependent
with long-term care needs. To qualify for the credit,
an individual with long-term care needs must be cer-
tified by a licensed physician as being unable for at
least six months to perform at least three activities
of daily living without substantial assistance from an-
other individual due to loss of functional capacity. An
individual may also qualify if he or she requires sub-
stantial supervision to be protected from threats to his
or her own health and safety due to severe cognitive
impairment and has difficulty with one or more activi-
ties of daily living or certain other age-appropriate ac-
tivities. For purposes of the proposed credit, the cur-
rent-law dependency tests would be liberalized, raising
the gross income limit and allowing taxpayers to use
a residency test rather than a support test. The credit
would be phased out in combination with the child cred-
it and the disabled worker credit for taxpayers with
AGI in excess of the following thresholds: $110,000 for
married taxpayers filing a joint return, $75,000 for a
single taxpayer or head of household, and $55,000 for
married taxpayers filing a separate return. The credit
would be phased in at $1,000 in 2001, $1,500 in 2002,
$2,000 in 2003, $2,500 in 2004, and $3,000 in 2005
and subsequent years.

Encourage COBRA continuation coverage.—Cur-
rent law provides a tax preference for employer-pro-
vided group health plans, but not for individually pur-
chased health insurance coverage except to the extent
that medical expenses exceed 7.5 percent of AGI or
the individual has self-employment income. The Admin-
istration proposes to make health insurance more af-
fordable for workers in transition and for retiring work-
ers by providing a nonrefundable tax credit for the pur-
chase of COBRA coverage. Individuals would receive
a 25-percent tax credit for their own contributions to-
wards COBRA coverage. The proposal would be effec-
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tive for taxable years beginning after December 31,
2001.

Provide tax credit for Medicare buy-in pro-
gram.—The Administration proposes to make health
insurance more affordable for older workers, retirees
and displaced workers by providing a 25-percent non-
refundable tax credit for individuals purchasing health
insurance through a newly created Medicare buy-in pro-
gram. Under a separate proposal, all individuals at
least sixty-two years of age and under sixty-five years
of age, and workers displaced from their jobs who are
at least fifty-five years of age and under sixty-two years
of age, would be eligible to buy into Medicare. Tax-
payers would be eligible for a credit of 25 percent of
premiums paid under the Medicare buy-in program
prior to age sixty-five. The proposal would be effective
for taxable years beginning after December 31, 2001.

Provide tax relief for workers with disabilities.—
Under current law, disabled taxpayers may claim an
itemized deduction for impairment-related work ex-
penses. The Administration proposes to allow disabled
workers to claim a $1,000 credit. This credit would
help compensate people with disabilities for both formal
and informal costs associated with work (e.g., personal
assistance to get ready for work or special transpor-
tation). In order to be considered a worker with disabil-
ities, a taxpayer must submit a licensed physician’s
certification that the taxpayer has been unable for at
least 12 months to perform at least one activity of daily
living without substantial assistance from another indi-
vidual. A severely disabled worker could potentially
qualify for both the proposed long-term care and dis-
abled worker tax credits. The credit would be phased
out in combination with the child credit and the pro-
posed long-term care credit for taxpayers with AGI in
excess of the following thresholds: $110,000 for married
taxpayers filing a joint return, $75,000 for a single tax-
payer or head of household, and $55,000 for married
taxpayers filing a separate return. The proposal would
be effective for taxable years beginning after December
31, 2000.

Provide tax relief to encourage small business
health plans.—Small businesses generally face higher
costs in establishing and operating health plans than
do larger employers. Health benefit purchasing coali-
tions provide an opportunity for small businesses to
offer a greater choice of health plans to their workers
and to purchase health insurance at a reduced cost.
The formation of these coalitions, however, has been
hindered by limited access to capital. The Administra-
tion proposes to establish a temporary, special tax rule
in order to facilitate the formation of health benefit
purchasing coalitions. The special rule would facilitate
private foundation grants and loans to fund initial oper-
ating expenses of qualified coalitions by treating such
grants and loans as being made for exclusively chari-
table purposes. The special foundation rule would apply
to grants and loans made prior to January 1, 2009

for initial operating expenses incurred prior to January
1, 2011. In addition, in order to encourage the use
of qualified coalitions by small businesses, the Adminis-
tration proposes a temporary tax credit for small em-
ployers that currently do not provide health insurance
to their workforces. The credit would equal 20 percent
of small employer contributions to employee health
plans purchased through a qualified coalition. The cred-
it would be available to employers with at least two,
but not more than 50 employees, counting only employ-
ees with annual compensation of at least $10,000 in
the prior calendar year. The maximum per policy credit
amount would be $400 per year for individual coverage
and $1,000 per year for family coverage. The credit
would be allowed with respect to employer contributions
made during the first 24 months that the employer
purchases health insurance through a qualified coali-
tion, and would be subject to the overall limitations
of the general business credit. The proposed credit
would be effective for taxable years beginning after De-
cember 31, 2000 for health plans established before
January 1, 2009.

Encourage development of vaccines for targeted
diseases.—-The proposed tax credit would encourage
development of new vaccines for diseases that occur
primarily in developing countries by providing a market
for successful vaccines. The proposal would provide a
credit against Federal income taxes for sales of a quali-
fying vaccine to a qualifying organization. The credit
would equal 100 percent of the amount paid by the
qualifying organization. A qualifying organization
would be a nonprofit organization that purchases and
distributes vaccines for developing countries. A quali-
fying vaccine would be a vaccine for targeted diseases
that receives FDA approval as a new drug after the
date of enactment. The targeted diseases would include
malaria, tuberculosis, HIV/AIDS, and certain other in-
fectious diseases. The credit would be available only
if a credit allocation has been made with respect to
the sale of a qualifying vaccine to a qualifying organiza-
tion by the U.S. Agency for International Development
(AID). For the period 2002 - 2010, AID would be al-
lowed to designate up to $1 billion of sales as eligible
for the credit ($100 million per year for 2002 through
2006 and $125 million per year for 2007 through 2010).
Unallocated amounts for any year would be carried over
and available for allocation in the ten following years.

Strengthen Families and Improve Work
Incentives

Provide marriage penalty relief and increase
standard deduction.—Under current law, the stand-
ard deduction for single filers is estimated to be $4,500
in 2001. For married couples who file joint individual
returns, the standard deduction will be $7,550, which
is less than the combined amount for two single individ-
uals. To reduce marriage penalties, the Administration
proposes to increase the standard deduction for two-
earner couples to double the amount of the standard
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deduction for single filers. The increase would be
phased in evenly over five years. When fully phased
in, the increase (at 2001 levels) would be $1,450. In
addition, beginning in 2005, the Administration pro-
poses to increase the standard deduction by $250 for
single filers, $350 for heads of household, and $500
for joint filers.

Increase, expand, and simplify child and de-
pendent care tax credit.—Under current law, tax-
payers may receive a nonrefundable tax credit for a
percentage of certain child care expenses they pay in
order to work. The credit rate is phased down from
30 percent of expenses (for taxpayers with AGI of
$10,000 or less) to 20 percent (for taxpayers with AGI
above $28,000). The Administration believes that the
maximum credit rate is too low. Moreover, because it
is nonrefundable, many families who have significant
child care costs and relatively low incomes are not eligi-
ble for the maximum credit. To alleviate the burden
of child care costs for these families, the Administration
proposes to make the credit refundable. Under the pro-
posal, the maximum credit rate would be increased
from 30 percent to 40 percent in 2003, and to 50 per-
cent in 2005 and subsequent years. The credit would
become refundable in 2003. Eligibility for the maximum
credit rate would be extended to taxpayers with AGI
of $30,000 or less. The credit rate would be reduced
by one percentage point for every $1,000 of AGI above
$30,000 but would not be less than 20 percent.

Under current law, no additional tax assistance
under the child and dependent care tax credit is pro-
vided to families with infants, who require intense and
sustained care. Furthermore, parents who themselves
care for their infants, instead of incurring out-of-pocket
child care expenses, receive no benefit under the child
and dependent care tax credit. In order to provide as-
sistance to these families, the Administration proposes
to supplement the credit with an additional, nonrefund-
able credit for all taxpayers with children under the
age of one, whether or not they incur out-of-pocket child
care expenses. The amount of additional credit would
be the applicable credit rate multiplied by $500 for
a child under the age of one ($1,000 for two or more
children under the age of one).

The Administration also proposes to simplify eligi-
bility for the credit by eliminating a complicated house-
hold maintenance test. Certain credit parameters would
be indexed. The proposal would be effective for taxable
years beginning after December 31, 2000.

Provide tax incentives for employer-provided
child-care facilities.—The Administration proposes to
provide taxpayers a credit equal to 25 percent of ex-
penses incurred to build or acquire a child care facility
for employee use, or to provide child care services to
children of employees directly or through a third party.
Taxpayers also would be entitled to a credit equal to
10 percent of expenses incurred to provide employees
with child care resource and referral services. A tax-
payer’s credit could not exceed $150,000 in a single

year. Any deduction the taxpayer would otherwise be
entitled to take for the expenses would be reduced by
the amount of the credit. Similarly, the taxpayer’s basis
in a facility would be reduced to the extent that a
credit is claimed for expenses of constructing or acquir-
ing the facility. The credit would be effective for taxable
years beginning after December 31, 2000.

Promote Expanded Retirement Savings,
Security, and Portability

The Administration proposes further expansions of
retirement savings incentives, including initiatives that
would expand retirement plan coverage and other work-
place-based savings opportunities, particularly for
moderate- and lower-income workers not currently cov-
ered by employer-sponsored plans. Many of the new
provisions are focused on employees of small busi-
nesses, a group that currently has low pension cov-
erage. Other proposals enhance the fairness of plans
by improving existing retirement plans for employers
of all sizes, increase retirement security for women,
promote portability, expand workers’ and spouses’
rights to know about their retirement benefits, and sim-
plify pension rules. These provisions generally are effec-
tive for taxable years beginning after 2000.

Encourage Retirement Savings

The Administration proposes two major initiatives de-
signed to encourage retirement savings for moderate-
and lower-income workers.

Establish Retirement Savings Accounts.—Current
law tax incentives to save through Individual Retire-
ment Accounts (IRAs) and pensions provide little impe-
tus to saving by moderate- and lower-income workers.
The Administration’s proposal would create Retirement
Savings Accounts, in which participants’ voluntary con-
tributions are matched by employers or financial insti-
tutions. The match will be provided in the form of a
tax credit. Participation by financial institutions and
taxpayers would be voluntary. Financial institutions
could also claim a $10 tax credit to defray the adminis-
trative costs of establishing each new account.

Under the proposal, eligible taxpayers would qualify
for a match. Participants would make voluntary con-
tributions to an account at a participating financial in-
stitution or employer-sponsored qualified retirement
plan. Workers would receive a basic match of as much
as 100 percent for up to $1,000 in contributions ($500
from 2002 to 2004). They would also qualify for a sup-
plemental match of up to $100 for the first $100 con-
tributed to the account.

The basic match phases down to 20 percent for tax-
payers with AGI in the following ranges: between
$25,000 and $50,000 ($20,000 and $40,000 from 2002
to 2004) for married taxpayers filing a joint return,
$18,750 to $37,500 ($15,000 to $30,000 from 2002 to
2004) for taxpayers filing a head-of-household return,
and $12,500 to $25,000 ($10,000 to $20,000 from 2002
to 2004) for single taxpayers. The supplemental match
phases out over the same income ranges. The 20 per-
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cent basic match is available for taxpayers with AGI
up to $80,000 ($40,000 from 2002 to 2004) on joint
returns, $60,000 ($30,000 from 2002 to 2004) on head-
of-household returns and $40,000 ($20,000 from 2002
to 2004) on single returns.

Taxpayers with at least $5,000 in earnings (which
could be joint earnings for married taxpayers filing a
joint return) and aged 25 to 60 would be eligible for
the match. Withdrawals for certain special purposes
would be permitted after five years; withdrawals for
other purposes would not be permitted until retirement.
The tax treatment would be similar to that afforded
deductible IRAs or contributions to employer pensions:
contributions would be excludable from income, earn-
ings would not be taxed, but withdrawals would be
included in taxable income.

The credits would be effective for tax years beginning
after December 31, 2001.

Provide small business tax credit for automatic
contributions for non-highly compensated employ-
ees.—Small employers could claim a nonrefundable tax
credit equal to 50 percent of qualifying contributions
made on behalf of non-highly compensated employees.
Qualifying contributions are nonelective contributions
to defined contribution plans of at least one percent
of pay and nonelective or matching contributions of up
to an additional two percent of pay (for a total of three
percent of pay). Alternatively, qualifying contributions
could be benefits accrued under a non-integrated de-
fined benefit plan if equivalent to a three-percent non-
elective contribution (in accordance with regulations
that could provide simplified methods for defined ben-
efit plans to qualify for the credit). Contributions must
be vested at least as fast as either a three-year cliff
or five-year graded schedule, must be subject to with-
drawal restrictions, and must be allocated in proportion
to pay. Credits claimed for subsequently forfeited con-
tributions would be subject to recapture at a rate of
35 percent. An employer could claim the credit for three
years. The credit would be effective for tax years begin-
ning after December 31, 2001 and ending on or before
December 31, 2009.

Expand Pension Coverage for Employees of
Small Business

The Administration proposes a number of other in-
centives to encourage the adoption of retirement plans
by small employers, generally those that have 100 or
fewer employees with $5,000 or more of compensation
in the preceding year.

Provide tax credit for plan start up and admin-
istrative expenses.—The Administration proposes a
three-year tax credit for the administrative and retire-
ment education expenses of any small business that
sets up a new qualified defined benefit or defined con-
tribution plan (including a 401(k) plan), savings incen-
tive match plan for employees (SIMPLE), simplified em-
ployee pension (SEP), or payroll deduction IRA arrange-
ment. The credit would cover 50 percent of the first

$2,000 in administrative and retirement education ex-
penses for the plan or arrangement for the first year
of the plan and 50 percent of the first $1,000 of such
expenses for each of the second and third years. The
tax credit would help promote new plan sponsorship
by targeting a tax benefit to employers adopting new
plans or payroll deduction IRA arrangements, providing
a marketing tool to financial institutions and advisors
promoting new plan adoption, and increasing awareness
of retirement savings options. The credit would be
available for plans established after 1998 and before
2010.

Provide for payroll deduction IRAs.—Employers
could offer employees the opportunity to make IRA con-
tributions on a pre-tax basis through payroll deduction.
Providing employees an exclusion from income (in lieu
of a deduction) is designed to increase saving among
workers in businesses that do not offer a retirement
plan. Signing up for payroll deduction is easy for an
employee. In addition, saving is facilitated because it
becomes automatic as salary reduction contributions
continue each paycheck after an employee’s initial elec-
tion. Peer group participation may also encourage em-
ployees to save more. Finally, the favorable tax treat-
ment of salary reductions would encourage participa-
tion.

Provide for the SMART plan.—In addition to tax
credits for qualified retirement plans, the Administra-
tion is proposing a new small business defined benefit
type plan (the “SMART” plan) for calendar years begin-
ning after 2000. The SMART plan combines certain
key features of defined benefit plans and defined con-
tribution plans: guaranteed minimum retirement bene-
fits, an option for payments over the course of an em-
ployee’s retirement years, and Pension Benefit Guar-
anty Corporation insurance, together with individual
account balances that can benefit from favorable invest-
ment returns and have enhanced portability.

Enhance the 401(k) SIMPLE plan.—The Adminis-
tration proposes expanding the small business 401(k)
SIMPLE plan and making it significantly more flexible
without sacrificing fairness in the allocation of contribu-
tions to moderate- and lower-wage employees. The pro-
posal would make three major changes to the existing
401(k) SIMPLE plan nonelective contribution alter-
native. First, non-highly compensated employees would
be permitted to contribute up to $10,500 a year. Second,
the employer’s options under a 401(k) SIMPLE plan
would be expanded: instead of being required to make
a two-percent nonelective employer contribution (with
a $6,000 employee contribution limit), employers could
opt to make a one-percent, two-percent, three-percent
or higher nonelective employer contribution (subject to
the requirement that all eligible employees receive the
same rate of nonelective contribution). The one-percent
401(k) SIMPLE plan would allow highly compensated
employees to contribute up to $3,000 to the plan if
the employer made a non-integrated, fully vested, with-
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drawal-restricted one-percent automatic contribution on
behalf of all employees. The proposal would not change
the current-law two-percent 401(k) SIMPLE plan, with
its $6,000 contribution limit, except to restrict applica-
tion of the $6,000 limit to highly compensated employ-
ees, allowing others to contribute up to $10,500. In
addition, as is the case under current law with the
401(k) nonelective safe harbor, an employer could make
a three-percent (or greater) nonelective contribution,
permitting all employees, including highly compensated
ones, to contribute up to $10,500. Third, employers
would have the flexibility to wait until as late as De-
cember 1 of the year for which the contribution is made
to assess their financial situation for the year and de-
cide on the level of their nonelective contribution.

Eliminate IRS user fees for small business plan
determination letters.—The Administration proposes
the elimination of user fees for requests made after
the date of enactment for an initial determination letter
from the IRS for a qualified retirement plan maintained
by a small business. To obtain the relief, the request
must be made during the first five plan years.

Permit certain S corporation shareholders and
partners to borrow from plans.—S corporation
shareholders and partners owning less than 20 percent
of the business would be able to borrow from the em-
ployer’s qualified retirement plan in which they partici-
pate under the same rules that apply to all qualified
plan participants for loans first made or refinanced
after 2000.

Enhance Fairness in Pension Plans

The Administration proposes modifications to the
vesting rules, the contribution and deduction limits,
and the 401(k) safe harbor plan rules to enhance the
fairness of pensions to moderate- and lower-income
workers.

Accelerate vesting for qualified plans.—The Ad-
ministration proposes accelerating the current-law five-
year (or seven-year graded) allowable vesting schedule
for qualified retirement plans. Given the mobile nature
of today’s workforce, particularly of working women,
there is a significant risk that many participants will
leave employment before fully vesting in their retire-
ment benefits. Under the proposal, plans would be re-
quired to provide that an employee would be fully vest-
ed after completing three years of service or would vest
in annual 20 percent increments beginning after one
year of service. In addition, time off under the Family
and Medical Leave Act (FMLA) of up to 12 weeks of
unpaid leave to care for a new child, to care for a
family member who has a serious health condition, or
because the worker has a serious health condition
would be included in service for determining retirement
plan vesting and eligibility to participate in the plan.

Modify contribution and annual addition limita-
tions.—The deduction limits for profit sharing plans

and the percentage-of-pay limitations of defined con-
tribution plans would be liberalized to ensure that non-
highly compensated employees’ benefits are not inap-
propriately limited. The general 15-percent deduction
limit for stock bonus and profit sharing plans would
be increased by the amount of elective contributions
on behalf of non-highly compensated employees partici-
pating in the plan that exceed, in the aggregate, 15
percent of compensation otherwise paid or accrued on
behalf of such non-highly compensated employees. For
purposes of determining the employer’s deduction under
the combined plan limit that applies when an employer
has both a pension plan and a stock bonus or profit
sharing plan in which the same employee participates,
elective contributions on behalf of non-highly com-
pensated employees would be disregarded. In addition,
the 15-percent-of-compensation deduction limit would
be further liberalized by treating certain salary reduc-
tion amounts as compensation in determining the de-
duction limits. The proposal also would increase the
maximum allowable annual addition for defined con-
tribution plans from 25 percent to 35 percent of com-
pensation.

Expand coverage of non-highly compensated em-
ployees under 401(k) safe harbor plans.—The Ad-
ministration would modify the section 401(k) matching
formula safe harbor by requiring that, in addition to
the matching contribution, either (1) the employer make
a contribution of one percent of compensation for each
eligible non-highly compensated employee, regardless of
whether the employee makes elective contributions, or
(2) the plan provide for current and newly hired em-
ployees to be automatically enrolled in the 401(k) plan
at a three-percent contribution rate (where employees
can elect other rates, including zero contribution). The
proposal would also permit nonelective contributions to
replace matching contributions in the 401(k) matching
formula safe harbor.

Simplify the definition of highly compensated
employee.—The Administration proposes to simplify
the definition of highly compensated employee by elimi-
nating the top-paid group election. Under the simplified
definition, an employee would be treated as highly com-
pensated if the employee (1) was a five-percent owner
at any time during the year or the preceding year,
or (2) had compensation in excess of $80,000 (as ad-
justed) for the preceding year.

Clarify the division of Section 457 assets upon
divorce.—To make consistent the treatment of retire-
ment benefits upon divorce, the Administration pro-
poses to extend to section 457(b) plans the qualified
domestic relations order (QDRO) regime that applies
to distributions from a qualified plan made to a spouse,
former spouse or alternate payee. Accordingly, the pro-
posal would not tax the employee on distributions from
a section 457(b) plan made to an alternate payee pursu-
ant to a QDRO and also clarifies that a section 457(b)
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plan will not be treated as violating the restrictions
on distributions when it honors the terms of a QDRO.

Offer joint and 75-percent survivor annuity op-
tion.—Current law requires certain pension plans to
offer to pay pension benefits as a joint and survivor
annuity; frequently, the benefit for the surviving spouse
is reduced to 50 percent of the monthly benefit paid
when both spouses were alive. Under the proposal,
plans that are subject to the joint and survivor annuity
rules would be required to offer an option that pays
a survivor benefit equal to at least 75 percent of the
benefit the couple received while both were alive. This
option would be especially helpful to women because
they tend to live longer than men and because many
aged widows have incomes below the poverty level.

Promote Retirement Savings Portability

The Administration proposes significant changes to
promote the portability and encourage the preservation
of retirement savings.

Encourage pension asset preservation by default
rollover to IRA.—The direct rollover rules would be
modified to encourage preservation of retirement assets
by making a direct rollover the default option for eligi-
ble rollover distributions from a qualified retirement
plan, section 403(b) annuity or governmental section
457(b) plan. The new rule would apply where a partici-
pant is entitled to an eligible rollover distribution from
a qualified retirement plan, 403(b) annuity or govern-
mental section 457(b) plan, the distribution is greater
than $1,000, and the distribution is subject to non-
consensual cashout under the plan (i.e, does not exceed
$5,000 or is made after normal retirement age). In
these circumstances, the distribution would be required
to be directly rolled over to an eligible retirement plan
(including an TRA), unless the participant affirmatively
elects to receive the distribution in cash. For conven-
ience, the rollover IRA could be designated when the
employee becomes a participant in the plan; alter-
natively, it could be designated at termination of em-
ployment. If the participant fails to designate a rollover
plan or IRA and does not affirmatively elect to receive
the distribution in cash, then involuntary -cashout
amounts could be transferred to an IRA designated by
the payor (for the benefit of the participant) or, at the
election of the plan sponsor, retained in the plan.

Expand permitted rollovers of employer-provided
retirement savings.—Under current law, rollovers are
not allowed between qualified retirement plans, section
403(b) tax-sheltered annuities and governmental section
457(b) plans. The Administration proposes that an eligi-
ble rollover distribution from a qualified retirement
plan, a section 403(b) tax-sheltered annuity, or a gov-
ernmental section 457(b) plan could be rolled over to
a traditional IRA, a qualified retirement plan, a section
403(b) annuity, or a governmental section 457(b) plan.
Amounts distributed from a governmental section
457(b) plan would be subject to the early withdrawal

tax to the extent the distribution consists of amounts
attributable to rollovers from another type of plan. A
governmental section 457(b) plan would be required to
separately account for such amounts. To facilitate the
preservation of the retirement savings of participants
in governmental section 457(b) plans and to rationalize
the treatment of different types of broad-based retire-
ment plans, the Administration also proposes to extend
the direct rollover and withholding rules to govern-
mental section 457(b) plans. These plans, like qualified
plans, would be required to provide written notification
to participants regarding eligible rollover distributions
(but would not be required to accept rollovers). Finally,
the proposal would allow eligible rollover distributions
to be rolled over from a qualified trust sponsored by
a previous employer to a Federal employee’s Thrift Sav-
ings Plan (T'SP) account.

Permit consolidation of retirement savings.—The
Administration’s proposal would allow individuals to
consolidate their IRA funds and their workplace retire-
ment savings in a single fund. Individuals who have
IRAs with deductible IRA contributions would be per-
mitted to transfer funds from their IRAs to their quali-
fied defined contribution retirement plan, 403(b) tax-
sheltered annuity or governmental section 457(b) plan,
provided that the retirement plan trustee could qualify
as an IRA trustee. In addition, the proposal would allow
individuals to roll over after-tax IRA or employer plan
contributions to their new employer’s defined contribu-
tion plan or to an IRA if the plan or IRA provider
agrees to track and report the after-tax portion of the
rollover for the individual. Finally, surviving spouses
would be permitted to roll over distributions to a quali-
fied plan, 403(b) annuity or governmental section 457(b)
plan.

Allow purchase of service credits in govern-
mental defined benefit plans.—Employees of State
and local governments, particularly teachers, often
move between states and school districts in the course
of their careers. Under State law, they often can pur-
chase service credits in their State defined benefit pen-
sion plans for time spent in another state or district
and earn a pension reflecting a full career of employ-
ment in the state in which they conclude their career.
Under current law, these employees cannot make a tax-
free transfer of the money they have saved in their
403(b) plan or governmental 457(b) plan to purchase
these credits and often lack other resources to use for
this purpose. Under the proposal, State and local gov-
ernment employees would be able to use funds from
these retirement savings plans to purchase service cred-
its through a direct transfer without first having to
take a taxable distribution of these amounts.

Allow immediate participation in Federal Thrift
Savings Plan (TSP).—Under the Administration’s
proposal, all waiting periods for Federal employees’ par-
ticipation in TSP (including matching and nonelective
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contributions) would be eliminated for new hires and
rehires.

Improve Pension Security

The Administration proposes a number of changes
to improve pension security in defined benefit plans.

Modify pension plan deduction rules.—For de-
fined benefit plans, the change in the full funding limi-
tation based on current liability would be phased in
more quickly, so that this limitation would be 170 per-
cent of current liability for years beginning after De-
cember 31, 2003. In addition, the ten-percent excise
tax on nondeductible contributions would not apply to
the extent a contribution is nondeductible solely as a
result of the current liability full funding limit. The
special deduction rule for terminating plans would be
modified so that, at plan termination, all contributions
needed to satisfy the plan’s liabilities would be imme-
diately deductible. In the case of a plan with fewer
than 100 participants, liabilities attributable to recent
benefit increases for highly compensated employees
would be disregarded for this purpose.

Simplify full funding limitation for multiem-
ployer plans.—The limit on deductible contributions
based on a specified percentage of current liability
would be eliminated for multiemployer defined benefit
plans. Therefore, the annual deduction for contributions
to such a plan would be limited to the amount by which
the plan’s accrued liability exceeds the value of the
plan’s assets.

Modify defined benefit limit rules for multiem-
ployer plans.—Defined benefit limits applicable to
multiemployer defined benefit plans would be modified
to eliminate the 100-percent-of-compensation limit (but
not the $135,000 limit) for such plans. In addition, the
special early retirement provisions for determining the
defined benefit limit that currently apply to defined
benefit plans sponsored by governments, tax-exempt or-
ganizations and merchant marine would be expanded
to include multiemployer plans. Finally, the rule requir-
ing aggregation of benefits provided from a single em-
ployer for purposes of the defined benefit limit would
be modified so as not to require aggregation of a multi-
employer defined benefit plan and a single employer
defined benefit plan for purposes of the 100-percent-
of-compensation limit.

Increase Disclosure and Right to Know

The Administration proposes to improve disclosure
to workers and their spouses.

Improve disclosure for plan amendments that
significantly reduce future benefit accruals.—The
Administration’s proposal would strengthen the existing
disclosure requirements that apply when a pension plan
is amended to significantly reduce the rate of future
benefit accrual. The proposal would require that the
notice summarize the important terms of the amend-

ment, including identification of the effective date of
the amendment, a statement that the amendment is
expected to significantly reduce the rate of future ben-
efit accrual, a general description of how the amend-
ment significantly reduces the rate of future benefit
accrual, and a description of the class or classes of
participants to whom the amendment applies. Partici-
pants must receive the notice at least 45 days before
the effective date of the plan amendment. If the plan
has at least 100 active participants, the plan adminis-
trator would also be required to provide affected partici-
pants an enhanced advance notice of the amendment
that describes, and illustrates using specific examples,
the impact of the amendment on representative affected
participants; to make available the formulas and factors
used in those examples in order to permit similar cal-
culations to be made; and to make available a follow-
up individualized benefit statement estimating the par-
ticipant’s projected retirement benefits. Regulations
could exempt certain amendments, such as amend-
ments that do not make a fundamental change in a
plan’s formula.

Pension “right-to-know” proposals.—The Adminis-
tration’s proposal would enhance workers’ and spouses’
rights to know about their pension benefits by, among
other things, requiring that the same explanation of
a pension plan’s survivor benefits that is provided to
a participant be provided to the participant’s spouse.

Provide AMT Relief for Families and Simplify
the Tax Laws

Provide adjustments for personal exemptions
and the standard deduction in the individual al-
ternative minimum tax (AMT).—The Administration
is concerned that the AMT imposes financial and com-
pliance burdens upon taxpayers that have few pref-
erence items and were not the originally intended tar-
gets. In particular, the Administration is concerned that
the individual AMT may act to erode the benefits of
dependent personal exemptions and standard deduc-
tions that are intended to provide relief for middle-
income taxpayers—especially those with larger families.
For example, under current law, a couple with five
children and $70,000 of income that claims the stand-
ard deduction would be subject to the AMT in 2000.
In response, the Administration proposes to phase out
the tax preference status of dependent exemptions
under the AMT; that is, when fully phased in, claiming
children as personal exemptions on a tax return would
not cause a taxpayer to be subject to the AMT. For
tax years 2000 through 2007, only the first two depend-
ent exemptions would be AMT preference items; in
2008 and 2009, only the first exemption would be a
preference; in 2010 and thereafter, dependent exemp-
tions would no longer be treated as an AMT preference.
The Administration also proposes to allow taxpayers
who claim the standard deduction for regular income
tax purposes to claim the same standard deduction for
AMT purposes for tax years 2000 and 2001. That provi-
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sion would complement the provision enacted in 1999
that allows the use of personal credits against the AMT
through 2001.

Simplify and increase standard deduction for
dependent filers.—Currently, the standard deduction
for tax filers who can be claimed as dependents by
another taxpayer is the smaller of the standard deduc-
tion for single taxpayers ($4,400 for tax year 2000)
or the special standard deduction for dependent filers.
The special standard deduction is the larger of (1) $700
(for tax year 2000) or (2) the individual’s earned income
plus $250 (for tax year 2000). The current provision
requires dependents to file a tax return if they have
at least $250 of interest and dividends from their sav-
ings and their earnings plus income from savings is
at least $700. To simplify the standard deduction and
increase it for dependent filers, the Administration pro-
poses that, beginning in 2000, the standard deduction
for dependent filers would be the individual’s earned
income plus $700 (indexed after 2000), but not more
than the regular standard deduction. This proposal
would reduce the number of dependent filers required
to file a tax return by 400,000 and simplify filing for
other dependents with earned income.

Replace support test with residency test (limited
to children).—Under current law, taxpayers must pro-
vide over half the support of individuals claimed as
dependents on their tax return. Under the proposal,
taxpayers would be allowed to claim their children as
dependents by meeting a residency test instead of a
support test. If the child is 18 or younger (23 or young-
er if a full-time student) and is the taxpayer’s son,
daughter, stepchild, or grandchild, then the support test
may be waived if the taxpayer lives with the child
for over half the year. A twelve-month test would apply
to foster children. If more than one taxpayer could
claim the child as a dependent under the proposed rule,
the taxpayer with the highest AGI would be entitled
to the dependency exemption. The proposal would be
effective for taxable years beginning after December
31, 2000.

Index maximum exclusion for capital gains on
sale of principal residence.—Under current law, tax-
payers can generally exclude up to $250,000 ($500,000
for married taxpayers filing joint returns) of gain on
the sale of a principal residence. To be eligible for the
full exclusion, the taxpayer must have owned the resi-
dence and occupied it as a principal residence for at
least two of the five years preceding the sale. A tax-
payer may claim the deduction only once in any two-
year period. Under the proposal, the maximum exclu-
sion amounts would be indexed for inflation effective
January 1, 2001. The proposal will prevent inflation
from subjecting more taxpayers to tax when they sell
their homes, and will prevent more taxpayers from hav-
ing to maintain complex records regarding the cost of
their homes.

Provide tax credit to encourage electronic filing
of individual income tax returns.—Under current
law, tax return preparation costs of individuals, includ-
ing any costs of electronic filing, may be deducted only
by taxpayers who itemize deductions and then only to
the extent that such costs, in combination with most
other miscellaneous itemized deductions, exceed two
percent of AGI. The proposal would provide a tem-
porary, refundable tax credit for the electronic filing
of individual income tax returns. The credit would be
for tax years 2001 through 2006 and would be $10
for each electronically filed return, and $5 for each
TeleFile return (which are filed by entering information
through the keypads of telephones). The credit would
encourage taxpayers to try electronic return or Telefile
submission, which reduces taxpayer errors and the need
for subsequent contacts between the taxpayer and the
IRS and which permits taxpayers to receive their tax
refunds faster. The credit would help the IRS achieve
the goal set in the 1998 IRS Restructuring and Reform
Act of having 80 percent of 2006 returns filed electroni-
cally. No later than tax year 2002, the IRS would be
required to offer one or more options to the public,
through contract arrangements with the private sector,
for preparing and filing individual income tax returns
over the Internet at no cost to the taxpayer.

Clarify the tax treatment of disabled workers in
a sheltered workshop.—The Administration’s pro-
posal would provide a limited exclusion from the defini-
tion of “employment” for certain services rendered by
disabled individuals in a sheltered workshop program
effective the date of enactment. The exclusion would
be limited to service (1) performed for a period of no
more than 18 months under a minimum wage exemp-
tion certificate issued by the Department of Labor and
(2) provided in a sheltered workshop operated by a
section 501(c)(3) organization or a State or local govern-
ment. However, organizations could voluntarily agree
to provide coverage, pursuant to an agreement with
the Social Security Administration. Corresponding
changes would be made to the Social Security Act.

Simplify, retarget and expand expensing for
small business.—In place of depreciation, a taxpayer
with a sufficiently small amount of annual investment
may elect to deduct up to $20,000 of the cost of quali-
fying property (generally depreciable tangible property)
placed in service in taxable year 2000. The deductible
amount rises to $24,000 in 2001 and 2002, and to
$25,000 in 2003 and subsequent taxable years. The Ad-
ministration proposes to increase the amount of invest-
ment that can be expensed to $25,000 in taxable year
2001; thereafter, this amount would be increased for
inflation in increments of $1,000. In addition, the Ad-
ministration proposes certain modifications to better
target the applicability of expensing, to allow the deduc-
tion to be claimed at the entity level for flow-through
businesses, and to make certain computer software eli-
gible for expensing.
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Provide optional Self-employment Contributions
Act (SECA) computations.—Self-employed individuals
currently may elect to increase their self-employment
income for purposes of obtaining social security cov-
erage. Current law provides more liberal treatment for
farmers as compared to other self-employed individuals.
The Administration proposes to extend the favorable
treatment currently accorded to farmers to other self-
employed individuals. The proposal would be effective
for taxable years beginning after December 31, 2000.

Clarify rules relating to certain disclaimers.—
Under current law, if a person refuses to accept (dis-
claims) a gift or bequest prior to accepting the transfer
(or any of its benefits), the transfer to the disclaiming
person generally is ignored for Federal transfer tax pur-
poses. Current law is unclear as to whether certain
transfer-type disclaimers benefit from rules applicable
to other disclaimers under the estate and gift tax. Cur-
rent law is also silent as to the income tax con-
sequences of a disclaimer. The Administration proposes
to extend to transfer-type disclaimers the rule permit-
ting disclaimer of an undivided interest in property as
well as the rule permitting a spouse to disclaim an
interest that will pass to a trust for the spouse’s ben-
efit. The proposal also clarifies that disclaimers are ef-
fective for income tax purposes. The proposal would
apply to disclaimers made after the date of enactment.

Simplify the foreign tax credit limitation for
dividends from 10/50 companies.—TRA97 modified
the regime applicable to indirect foreign tax credits gen-
erated by dividends from so-called 10/50 companies.
Specifically, the Act retained the prior law “separate
basket” approach with respect to pre-2003 distributions
by such companies, adopted a “single basket” approach
with respect to post-2002 distributions by such compa-
nies of their pre-2003 earnings, and adopted a “look-
through” approach with respect to post-2002 distribu-
tions by such companies of their post-2002 earnings.
The application of the three approaches results in sig-
nificant additional complexity. The proposal would sim-
plify the application of the foreign tax credit limitation
significantly by applying a look-through approach im-
mediately to dividends paid by 10/50 companies, regard-
less of the year in which the earnings and profits out
of which the dividends are paid were accumulated (in-
cluding pre-2003 years). The proposal would be effective
for taxable years beginning after December 31, 1999.

Provide interest treatment for dividends paid by
certain regulated investment companies to foreign
persons.—Under current law, foreign investors in U.S.
bond and money-market mutual funds are effectively
subject to withholding tax on interest income and short
term capital gains derived through such funds. Foreign
investors that hold U.S. debt obligations directly gen-
erally are not subject to U.S. taxation on such interest
income and gains. This proposal would eliminate the
discrepancy between these two classes of foreign inves-
tors by eliminating the U.S. withholding tax on dis-

tributions from U.S. mutual funds that hold substan-
tially all of their assets in cash or U.S. debt securities
(or foreign debt securities that are not subject to with-
holding tax under foreign law). The proposal is designed
to enhance the ability of U.S. mutual funds to attract
foreign investors and to eliminate complications now
associated with the structuring of vehicles for foreign
investment in U.S. debt securities. The proposal would
be effective for mutual fund taxable years beginning
after the date of enactment.

Expand declaratory judgment remedy for non-
charitable organizations seeking determinations
of tax-exempt status. —Under current law, organiza-
tions seeking tax-exempt status as charities are allowed
to seek a declaratory judgment as to their tax status
if their application is denied or delayed by the IRS.
A noncharity (an organization not described in section
501(c)(3)) that applies to the IRS for recognition of its
tax-exempt status faces potential tax liability if its ap-
plication ultimately is denied by the IRS. This creates
uncertainty for the noncharity, particularly when the
IRS determination is delayed for a significant period
of time. To reduce this uncertainty, the declaratory
judgment procedure available to charities under cur-
rent-law section 7428 would be expanded, so that if
the application of any organization seeking tax-exempt
status under section 501(c) is pending with the IRS
for more than 270 days, and the organization has ex-
hausted all administrative remedies available within
the IRS, then the organization could seek a declaratory
judgment as to its tax-exempt status from the United
States Tax Court. The proposal would be effective for
applications for recognition of tax-exempt status filed
after December 31, 2000.

Simplify the active trade or business require-
ment for tax-free spin-offs.—In order to satisfy the
active trade or business requirement for tax-free spin-
offs, split-offs, and split-ups, the distributing corpora-
tion and the controlled corporation both must be en-
gaged in the active conduct of a trade or business.
If a corporation is not itself active, it may satisfy the
active trade or business test indirectly, but only if sub-
stantially all of its assets consist of stock and securities
of a controlled corporation that is engaged in an active
trade or business. Because the substantially all stand-
ard is much higher than that required if the corporation
is active itself, a taxpayer often must engage in pre-
distribution restructurings that it otherwise would not
have undertaken. There is no clear policy reason that
the standards for meeting the active trade or business
requirement should differ depending upon whether a
corporation is considered to be active on a direct or
indirect basis. Therefore, the Administration proposes
to simplify the requirement by removing the substan-
tially all test and generally allowing an affiliated group
to satisfy the active trade or business requirement as
long as the affiliated group, taken as a whole, is consid-
ered active. This proposal would be effective for trans-
actions after the date of enactment.
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Modify translation of foreign withholding taxes
by accrual basis taxpayers.—Under current law, tax-
payers who take foreign income taxes into account
when accrued generally are required to translate such
taxes into dollars by using the average exchange rate
for the taxable year to which such taxes relate. This
rule was intended to be a simplification measure that
would reduce the need for accrual basis taxpayers to
redetermine the amount of foreign tax credits claimed
with respect to foreign taxes accrued prior to the date
of payment. This rule may not clearly reflect income,
however, in the case of foreign withholding taxes paid
by an accrual basis taxpayer, because such taxes are
never accrued prior to the date the tax is paid (regard-
less of the taxpayer’s method of accounting). Moreover,
certain taxpayers that receive income subject to with-
holding taxes (such as regulated investment companies
with a taxable year that differs from the calendar year)
may find it impossible to comply with current law. The
proposal would provide that foreign withholding taxes
are to be translated at the spot rate on the date of
payment, regardless of the method of accounting of the
taxpayer. The proposal would be effective for taxable
years beginning after the date of enactment.

Eliminate duplicate penalties for failure to file
annual reports.—Employer penalties for failure to file
an annual report would be simplified by eliminating
the Internal Revenue Code penalties for a plan to which
ERISA applies. Certain other ERISA reporting pen-
alties would be modified or eliminated.

Clarify foreign tax credit rules to provide the
circumstances under which a domestic corpora-
tion that owns a foreign corporation through a
partnership will be eligible for the deemed-paid
credit.—A domestic corporation that is a U.S. share-
holder of a controlled foreign corporation (CFC) can
claim deemed-paid foreign tax credits with respect to
foreign taxes paid by the CFC on the subpart F income
that the U.S. shareholder currently includes in income
to the same extent that it would be so allowed if the
subpart F inclusion were treated as an actual dividend
distribution. To be eligible for the deemed-paid credit
on an actual dividend distribution, a domestic corpora-
tion must own 10% or more of the voting stock of the
foreign corporation from which it receives the dividend.
Under current law, it is not clear how to apply the
deemed-paid foreign tax credit rules when a foreign
corporation is owned through a partnership. The pro-
posal would provide that the deemed-paid credit is
available to a domestic corporation that, through a
partnership, owns 10% or more of the voting stock of
a foreign corporation from which it receives its propor-
tionate share of dividend income. This rule would apply
to both foreign and U.S. partnerships. For purposes
of this provision, a foreign partnership would be treated
as a tier under the rule that allows the deemed-paid
credit only with respect to taxes paid by foreign cor-
porations that are not below the sixth tier.

Encourage Philanthropy

Allow deduction for charitable contributions by
non-itemizing taxpayers.—To provide an incentive for
taxpayers who use the standard deduction to make
large charitable contributions, the Administration pro-
poses a deduction for substantial charitable contribu-
tions made by taxpayers who do not itemize their de-
ductions. Under current law, individual taxpayers who
itemize their deductions generally may claim a deduc-
tion (subject to certain percentage limitations) for con-
tributions made to qualified charitable organizations.
However, individual taxpayers who elect the standard
deduction (so-called “non-itemizers”) may not claim a
deduction for charitable contributions, although the
standard deduction theoretically includes an allowance
for moderate amounts of charitable giving. The proposal
would allow taxpayers who are non-itemizers to deduct
50 percent of their charitable contributions in excess
of $1,000 ($2,000 for married taxpayers filing jointly)
for taxable years beginning after December 31, 2000
and before January 1, 2006. For taxable years begin-
ning after December 31, 2005, non-itemizers would be
allowed to deduct 50 percent of their charitable con-
tributions in excess of $500 ($1,000 for married tax-
payers filing jointly).

Simplify and reduce the excise tax on foundation
investment income.—Under current law, private foun-
dations generally are subject to a two-percent excise
tax on their net investment income. In some cases,
the excise tax rate is reduced to one percent, provided
that current-year grantmaking by the foundation is de-
termined under a complex formula to not fall below
the average level of the foundation’s grantmaking in
the five preceding taxable years (with certain adjust-
ments). This complex formula creates a perverse incen-
tive for foundations not to significantly increase their
grantmaking for charitable purposes in any particular
year, because if a foundation does so, it becomes more
difficult for the foundation to qualify for the reduced
one-percent excise tax rate in subsequent years. Accord-
ingly, the Administration proposes that the excise tax
on private foundation investment income be simplified
by reducing the general two-percent excise tax rate to
a 1.25-percent excise tax rate that would apply in all
cases. The complex formula for determining whether
a foundation is maintaining its historic level of chari-
table grantmaking, and the special excise tax rate
available to only some foundations, would be repealed.
Thus, private foundations would not suffer adverse ex-
cise tax consequences if they respond to charitable
needs by significantly increasing their grantmaking in
a particular year. The proposal would be effective for
taxable years beginning after December 31, 2000.

Increase limit on charitable donations of appre-
ciated property.—Under current law, charitable con-
tributions made by individuals who do not claim the
standard deduction are deductible for income tax pur-
poses, up to certain limits depending on the type of
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property donated and whether the donee organization
qualifies as a public charity or private foundation. Con-
tributions made by an individual to a public charity
generally are deductible in an amount not exceeding
50 percent of the individual’s AGI for the current year
(with any remaining amount carried over for up to five
taxable years). In the case of contributions made by
an individual to a private foundation, a 30-percent AGI
limitation generally applies. However, in the case of
donated stock and other non-cash contributions, a 30-
percent AGI limitation applies to gifts to public char-
ities, and a 20-percent AGI limitation applies to gifts
to private foundations. These special contribution limits
for non-cash gifts create unnecessary complexity and
could discourage gifts of valuable or unique property
to charitable organizations. Therefore, the Administra-
tion proposes that the special contribution limits for
non-cash gifts be repealed, effective for contributions
made after December 31, 2000.

Clarify public charity status of donor advised
funds.—-In recent years, there has been an explosive
growth in so-called “donor advised funds” maintained
by charitable corporations. These funds generally per-
mit a donor to claim a current charitable contribution
deduction for amounts contributed to a charity and to
provide ongoing advice regarding the investment or dis-
tribution of such amounts, which are maintained by
the charity in a separate fund or account. In the ab-
sence of clear guidelines, donor advised funds poten-
tially may be used to provide donors with the benefits
normally associated with private foundations (such as
control over grantmaking), without the regulatory safe-
guards that apply to private foundations. Therefore, the
Administration proposes that current-law rules be clari-
fied so that a charitable corporation which, as its pri-
mary activity, operates donor advised funds may qualify
as a publicly supported organization only if: (1) there
is no material restriction or condition that prevents
the corporation from freely and effectively employing
the contributed assets in furtherance of its exempt pur-
poses; (2) distributions from donor advised funds are
made only to public charities (or private operating foun-
dations); and (3) the corporation distributes annually
for charitable purposes an amount equal to at least
five percent of the fair market value of the corporation’s
aggregate investment assets. The proposal also would
clarify that, for purposes of the section 4958 excise tax
on certain excess benefit transactions, a person who
provides advice with respect to a particular donor ad-
vised fund maintained by a public charity is treated
as having substantial influence with respect to that
particular fund.

Promote Energy Efficiency and Improve the
Environment

Buildings
Provide tax credit for energy-efficient building

equipment.—No income tax credit is provided cur-
rently for investment in energy-efficient building equip-

ment. The Administration proposes to provide a new
tax credit for the purchase of certain highly efficient
building equipment technologies, including fuel cells,
electric heat pump water heaters, and natural gas heat
pumps. The credit would equal 20 percent of the
amount of qualified investment, subject to caps of $500
per kilowatt for fuel cells, $500 per unit for electric
heat pump water heaters, and $1,000 per unit for nat-
ural gas heat pumps. The credit would be available
for the four-year period beginning January 1, 2001 and
ending December 31, 2004.

Provide tax credit for new energy-efficient
homes.—No income tax credit is provided currently for
investment in energy-efficient homes. The Administra-
tion proposes to provide a tax credit to taxpayers who
purchase, as a principal residence, certain newly con-
structed homes that are highly energy efficient. The
credit would equal $1,000 or $2,000 depending upon
the home’s energy efficiency. The $1,000 credit would
be available for homes purchased between January 1,
2001 and December 31, 2003 that reduce energy usage
by at least 30 percent relative to the standard under
the 1998 International Energy Conservation Code
(IECC). The $2,000 credit would be available for homes
purchased between January 1, 2001 and December 31,
2005 that reduce energy usage by at least 50 percent
relative to the IECC standard.

Transportation

Extend electric vehicle tax credit and provide
tax credit for hybrid vehicles.—Under current law,
a 10-percent tax credit up to $4,000 is provided for
the cost of a qualified electric vehicle. The full amount
of the credit is available for purchases prior to 2002.
The credit begins to phase down in 2002 and is not
available after 2004. The Administration proposes to
extend the present $4,000 credit through 2006 and to
allow the full amount of the credit to be available for
qualified electric vehicles through 2006. The Adminis-
tration also proposes to provide a tax credit of up to
$3,000 for purchases of a qualified hybrid vehicle after
December 31, 2002 and before January 1, 2007. A quali-
fied hybrid vehicle is a road vehicle that can draw
propulsion energy from both of the following on-board
sources of stored energy: a consumable fuel and a re-
chargeable battery. The amount of the credit would de-
pend upon the vehicle’s design performance. The credit
would be available for all qualifying light vehicles in-
cluding cars, minivans, sport utility vehicles, and light
trucks.

Industry

Provide 15-year depreciable life for distributed
power property.—Distributed power technologies can
be more energy efficient and generate fewer greenhouse
gases than conventional generation methods. To pro-
mote the use of these technologies, the Administration
proposes to simplify and rationalize the current system
for assigning cost recovery periods to certain depre-
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ciable property by assigning a single 15-year recovery
period to qualifying distributed power property. Distrib-
uted power property would include depreciable assets
used by a taxpayer to produce electricity for use in
a nonresidential or residential building that is used
in the taxpayer’s trade or business. Such property also
would include depreciable assets used to generate elec-
tricity for primary use in an industrial manufacturer’s
process or plant activity, provided such assets had a
rated total capacity in excess of 500 kilowatts. Quali-
fying property could be used to produce thermal energy
or mechanical power for use in a heating or cooling
application. However, at least 40 percent of the total
useful energy produced in a commercial or residential
setting must consist of electrical power. When used in
an industrial setting, at least 40 percent of produced
energy must be used in the taxpayer’s manufacturing
process or plant activity. In addition, a taxpayer would
be required to have a reasonable expectation that no
more than 50 percent of the produced electricity would
be sold to, or used by, unrelated persons. The proposal
would apply to assets placed in service after the date
of enactment.

Clean Energy Sources

Extend and modify the tax credit for producing
electricity from certain sources.—Current law pro-
vides taxpayers a 1.5-cent-per-kilowatt-hour tax credit,
adjusted for inflation after 1992, for electricity produced
from wind or “closed-loop” biomass. The electricity must
be sold to an unrelated third party and the credit ap-
plies to the first 10 years of production. The current
credit applies only to facilities placed in service before
January 1, 2002, after which it expires. The Adminis-
tration proposes to extend the current credit for wind
and closed-loop biomass for two and one-half years, to
facilities placed in service before July 1, 2004, and to
expand eligible biomass to include certain biomass from
forest-related resources, agricultural sources and other
sources for facilities placed in service after December
31, 2000 and before January 1, 2006. Biomass facilities
that were placed in service before July 1, 1999 would
be eligible for a credit of 1.0 cent per kilowatt hour
for electricity produced from the newly eligible sources
from January 1, 2001 through December 31, 2003. A
0.5-cent-per-kilowatt-hour tax credit would also be al-
lowed for cofiring biomass in coal plants from January
1, 2001 through December 31, 2005. In addition, elec-
tricity produced from methane from certain facilities
would be eligible for the following credits: (1) 1.5 cent
per kilowatt hour for methane produced from landfills
not subject to EPA’s 1996 New Source Performance
Standards/Emissions Guidelines (NSPS/EG), or (2) 1.0
cent per kilowatt hour for methane produced from land-
fills subject to NSPS/EG. The credit would apply to
facilities placed in service after December 31, 2000 and
before January 1, 2006.

Provide tax credit for solar energy systems.—Cur-
rent law provides a 10-percent business energy invest-

ment tax credit for qualifying equipment that uses solar
energy to generate electricity, to heat or cool, to provide
hot water for use in a structure, or to provide solar
process heat. The Administration proposes a new tax
credit for purchasers of roof-top photovoltaic systems
and solar water heating systems located on or adjacent
to the building for uses other than heating swimming
pools. The proposed credit would be equal to 15 percent
of qualified investment up to a maximum of $1,000
for solar water heating systems and $2,000 for rooftop
photovoltaic systems. The credit would apply only to
equipment placed in service after December 31, 2000
and before January 1, 2006 for solar water heating
systems, and after December 31, 2000 and before Janu-
ary 1, 2008 for rooftop photovoltaic systems. (Taxpayers
would choose between the proposed tax credit and the
current-law tax credit for each investment.)

Electricity Restructuring

Revise tax-exempt bond rules for electric power
facilities.—To encourage restructuring the nation’s
electric power industry so that consumers benefit from
competition, rules relating to the use of tax-exempt
bonds to finance electric power facilities would be modi-
fied. To encourage public power systems to implement
retail competition, outstanding bonds issued to finance
transmission facilities would continue their tax-exempt
status if private use resulted from allowing nondiscrim-
inatory open access to those facilities. Outstanding
bonds issued to finance generation or distribution facili-
ties would continue their tax-exempt status if the issuer
implements retail competition. To support fair competi-
tion within the restructured industry, interest on newly
issued bonds to finance electric generation or trans-
mission facilities would not be exempt. Distribution fa-
cilities could continue to be financed with tax-exempt
bonds. These changes would be effective upon enact-
ment.

Modify taxation of contributions to nuclear de-
commissioning funds.—Under current law, deductible
contributions to nuclear decommissioning funds are lim-
ited to the amount included in the taxpayer’s cost of
service for ratemaking purposes. For deregulated utili-
ties, this limitation may result in the denial of any
deduction for contributions to a nuclear decommis-
sioning fund. The Administration proposes to repeal the
limitation for taxable years beginning after December
31, 2000. As under current law, deductible contribu-
tions would not be permitted to exceed the amount
the IRS determines to be necessary to provide for level
funding of an amount equal to the taxpayer’s decommis-
sioning costs.

Modify International Trade Provisions

Extend and modify Puerto Rico economic-activ-
ity tax credit.—The Puerto Rico and possessions tax
credit was repealed in 1996. However, both the income-
based credit and the economic-activity-based credit re-
main available for certain business operations con-



3. FEDERAL RECEIPTS

69

ducted in taxable years beginning before January 1,
2006, subject to base-period caps. To provide a more
efficient tax incentive for the economic development of
Puerto Rico and to continue the shift from an income-
based credit to an economic-activity-based credit that
was begun in 1993, the proposal would modify the
phase-out of the economic-activity-based credit for Puer-
to Rico by (1) opening it to newly established business
operations during the phase-out period, effective for
taxable years beginning after December 31, 1999, and
(2) extending the phase-out period through taxable
years beginning before January 1, 2009.

Extend the Generalized System of Preferences
(GSP) and modify other trade provisions.—Under
GSP, duty-free access is provided to over 4,000 items
from eligible developing countries that meet certain
worker rights, intellectual property protection, and
other criteria. The Administration proposes to extend
the program, which expires after September 30, 2001,
through June 30, 2004. The Administration also is pro-
posing to: (1) enhance trade benefits, through December
31, 2010, for subsaharan African countries undertaking
strong economic reforms; (2) grant, through September
30, 2004, duty-free treatment to certain imports from
the Southeast Europe countries and territories of Alba-
nia, Bosnia and Herzegovina, Bulgaria, Croatia, the
Former Yugoslav Republic of Macedonia, Romania, Slo-
venia, Kosovo and Montenegro; and (3) provide, through
December 31, 2004, expanded trade benefits mainly on
textiles and apparel to Caribbean Basin countries that
meet new eligibility criteria. These proposals will help
Caribbean Basin countries prepare for a future free
trade agreement with the United States and respond
to the effects of Hurricanes George and Mitch, and
will help the countries of Southeast Europe rebuild and
reintegrate their economies and work toward achieving
lasting political stability in the region.

Levy tariff on certain textiles and apparel prod-
ucts produced in the Commonwealth of the North-
ern Mariana Islands (CNMI).—The Administration
is proposing a tariff on textile and apparel products
that are produced in the CNMI without certain percent-
ages of workers who are U.S. citizens, nationals or per-
manent residents or citizens of the Pacific island na-
tions freely associated with the U.S.

Miscellaneous Provisions

Make first $2,000 of severance pay exempt from
income tax.—Under current law, payments received
by a terminated employee are taxable as compensation.
The Administration proposes to allow an individual to
exclude up to $2,000 of severance pay from income
when certain conditions are met. First, the severance
must result from a reduction in force by the employer.
Second, the individual must not obtain a job within
six months of separation with compensation at least
equal to 95 percent of his or her prior compensation.
Third, the total severance payments received by the

employee must not exceed $75,000. The exclusion would
be effective for severance pay received in taxable years
beginning after December 31, 2000 and before January
1, 2004.

Exempt Holocaust reparations from Federal in-
come tax.—The Internal Revenue Code defines gross
income as “gross income from whatever source derived,”
except for certain items specifically exempt or excluded
by statute. Although the United States - Federal Re-
public of Germany Income Tax Convention and a series
of rulings issued by the IRS provide that certain Holo-
caust-related reparations are exempt from Federal in-
come tax, there is no explicit statutory exception from
gross income for amounts received by Holocaust victims
or their heirs. In recent years, several countries and
companies within those countries have acknowledged
that they have not made adequate compensation or res-
titution to victims or their heirs for the deprivations
inflicted upon them during the Nazi Holocaust, and
have agreed to establish funds or to make direct pay-
ments of cash or property to such individuals. To pro-
vide clarity and relief for Holocaust victims and their
families, the Administration proposes a statutory ex-
emption from gross income for any amount received
by an individual or heir of an individual from Holo-
caust-related funds and settlements, including in com-
pensation for or recovery of property confiscated in con-
nection with the Holocaust. The proposal would be ef-
fective for amounts received on or after January 1,
2000. No inference is intended as to the tax treatment
of amounts received prior to that date.

ELIMINATE UNWARRANTED BENEFITS AND
ADOPT OTHER REVENUE MEASURES

The President’s plan closes tax shelters and other
loopholes, curtails unwarranted corporate tax subsidies,
improves tax compliance and adopts other revenue
measures.

Limit Benefits of Corporate Tax Shelter
Transactions

The Administration continues to be concerned about
the use and proliferation of corporate tax shelters and
their effect upon both the corporate tax base and the
integrity of the tax system as a whole. The primary
goals of corporate tax shelters are to manufacture tax
benefits that can be used to offset unrelated income
of the taxpayer or to create tax-favored or tax-exempt
economic income.

The growing use of corporate tax shelters was further
described by the Treasury Department in its White
Paper entitled, The Problem of Corporate Tax Shelters:
Discussion, Analysis and Legislative Proposals, issued
in July 1999. The paper concludes that corporate tax
shelters are best addressed by increasing disclosure of
corporate tax shelter activities, increasing and strength-
ening the substantial understatement penalty, codifying
the judicially-created economic substance doctrine, and
providing consequences to all parties to the transaction
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(e.g., promoters, advisors, and tax-indifferent, accommo-
dating parties.)

The Administration proposes several general rem-
edies to curb the growth of corporate tax shelters that
focus on these four themes. In addition, the Administra-
tion proposes to modify the treatment of certain specific
transactions that provide sheltering potential. No infer-
ence is intended as to the treatment of any of these
transactions under current law.

Increase disclosure of certain transactions.—
Greater disclosure of corporate tax shelter transactions
will discourage some corporations from engaging in
such activity and would aid the IRS in identifying ques-
tionable transactions and enforcing current law. The
Administration proposes to require disclosure of certain
reportable transactions. Disclosure would be required
if a transaction possesses certain objective characteris-
tics common to corporate tax shelter transactions. Dis-
closure would be made on a short form or statement
that provides the essence of the transaction, is filed
with the IRS National Office and with the tax return
by the due date of the return, and is signed by a cor-
porate officer with the appropriate knowledge of the
transaction. Significant monetary and procedural rem-
edies would be imposed upon failure to provide the
required disclosure. The proposal would be effective for
transactions entered into after the date of first com-
mittee action.

Modify substantial understatement penalty for
corporate tax shelters.—The current 20-percent sub-
stantial understatement penalty imposed on corporate
tax shelter items can be avoided if the corporate tax-
payer had reasonable cause for the tax treatment of
the item and acted in good faith. In order to change
the cost-benefit analysis of entering a corporate tax
shelter, the Administration proposes to increase the
substantial understatement penalty on corporate tax
shelter items to 40 percent. In order to encourage dis-
closure, the penalty will be reduced to 20 percent if
the corporate taxpayer provides the requisite disclosure
of the transaction. The 20-percent penalty for disclosed
transactions could be avoided by a showing that the
taxpayer reasonably believed that it had a strong
chance of sustaining its tax position and acted in good
faith. The proposal would be effective for transactions
entered into after the date of first committee action.

Codify the economic substance doctrine.—The
“economic substance” doctrine is a longstanding, judi-
cially-created standard providing that in order for a
transaction to be respected for tax purposes, it must
be imbued with economic substance. The economic sub-
stance doctrine requires an analysis and balancing of
the claimed tax benefits from a transaction with the
pre-tax profit of the transaction. The Administration
proposes codifying the economic substance standard.
Under the proposal, a transaction will not be respected
for tax purposes if the present value of the expected
economic profit from the transaction is insignificant

compared to the present value of the expected tax bene-
fits. Similar rules would apply to financing trans-
actions. The proposal would apply to transactions en-
tered into on or after the date of first committee action.

Tax income from corporate tax shelters involv-
ing tax-indifferent parties.—The Federal income tax
system has many participants who are indifferent to
tax consequences (e.g., foreign persons, tax-exempt or-
ganizations, and Native American tribal organizations).
Many corporate tax shelters rely on tax-indifferent par-
ticipants who absorb taxable income generated by the
shelters so that corresponding losses or deductions can
be allocated to taxable participants. The proposal would
provide that any income received by a tax-indifferent
person with respect to a corporate tax shelter would
be taxable to the extent the person is trading on its
special tax status. The proposal would be effective for
transactions entered into on or after the date of first
committee action.

Impose a penalty excise tax on certain fees re-
ceived by promoters and advisors..—Users of cor-
porate tax shelters often pay large fees to promoters
and advisors with respect to the shelter transactions.
The proposal would impose a 25-percent penalty excise
tax on fees received in connection with the promotion
of corporate tax shelters and the rendering of certain
tax advice related to corporate tax shelters. The pro-
posal would be effective for payments made on or after
the date of first committee action.

Require accrual of income on forward sale of
corporate stock.—There is little substantive difference
between a corporate issuer’s current sale of its stock
for deferred payment and an issuer’s forward sale of
the same stock. In both cases, a portion of the deferred
payment compensates the issuer for the time-value of
money during the term of the contract. Under current
law, the issuer must recognize the time-value element
of the deferred payment as interest if the transaction
is a current sale for deferred payment but not if the
transaction is a forward contract. Under the proposal,
the issuer would be required to recognize the time-
value element of the forward contract as well. The pro-
posal would be effective for forward contracts entered
into after the date of first committee action.

Modify treatment of ESOP as S corporation
shareholder.—Pursuant to provisions enacted in 1996
and 1997, an employee stock ownership plan (ESOP)
may be a shareholder of an S corporation and the
ESOP’s share of the income of the S corporation is
not subject to tax until distributed to the plan bene-
ficiaries. The Administration proposes to require ESOPs
that are not broad based to pay tax on S corporation
income (including capital gains on the sale of stock)
as the income is earned and to allow the ESOP a deduc-
tion for distributions of such income to plan bene-
ficiaries. The deduction would apply only to the extent
distributions exceed all prior undistributed amounts
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that were previously not subject to unrelated business
income tax. The proposal would be effective for taxable
years beginning on or after the date of first committee
action. In addition, the proposal would be effective for
acquisitions of S corporation stock by an ESOP after
such date and for S corporation elections made on or
after such date.

Limit dividend treatment for paymenits on cer-
tain self-amortizing stock.—Under current law, dis-
tributions of property by a corporation to its share-
holders are treated as dividends to the extent of the
current or accumulated earnings and profits of the cor-
poration. The Treasury Department previously became
aware of certain abusive transactions involving so-
called “fast-pay” stock. Under a typical fast-pay ar-
rangement, a corporation that is subject to tax only
at the shareholder level (a conduit entity) issues pre-
ferred stock to one class of investors and common stock
to a second class of investors. The preferred stock is
economically self-amortizing because the distributions
made with respect to the stock (although treated en-
tirely as dividends under current law) represent in part
a return of the investors’ investment and in part a
return on their investment. While The Treasury De-
partment has issued regulations that recharacterize a
fast-pay arrangement involving certain domestic con-
duit entities, legislation limiting the dividend character-
ization on self-amortizing stock (including self-amor-
tizing stock issued by foreign conduit entities) may be
a more comprehensive solution. The proposal would pro-
vide that, in the case of a distribution with respect
to self-amortizing stock issued by a conduit entity (in-
cluding a foreign conduit entity), the amount treated
as a dividend shall not exceed the amount of the dis-
tribution that would have been characterized as inter-
est had the self-amortizing stock been a debt instru-
ment. The proposal would be effective for distributions
with respect to self-amortizing stock made after the
date of enactment.

Prevent serial liquidation of U.S. subsidiaries
of foreign corporations.—When a domestic corpora-
tion distributes a dividend to a foreign corporation, it
is subject to U.S. withholding tax. In contrast, if a
domestic corporation distributes earnings in a sub-
sidiary liquidation under section 332, the foreign share-
holder generally is not subject to any withholding tax.
Relying on section 332, some foreign corporations have
used holding companies to avoid the withholding tax.
They establish U.S. holding companies to receive tax-
free dividends from operating subsidiaries, and then
liquidate the holding companies, thereby avoiding the
withholding tax. Subsequently, they re-establish the
holding companies to receive future dividends. The pro-
posal would impose withholding tax on any distribution
made to a foreign corporation in complete liquidation
of a U.S. holding company if the holding company was
in existence for less than 5 years. The proposal would
also achieve a similar result with respect to serial ter-
minations of U.S. branches. The proposal would be ef-

fective for liquidations and terminations occurring on
or after the date of enactment.

Prevent capital gains avoidance through basis
shift transactions involving foreign share-
holders.—A distribution in redemption of stock gen-
erally is treated as a dividend if it does not result
in a meaningful reduction in the shareholder’s propor-
tionate interest in the distributing corporation, meas-
ured with reference to certain constructive ownership
rules, including option attribution. If an amount re-
ceived in redemption of stock is treated as a distribu-
tion of a dividend, the basis of the remaining stock
generally is increased to reflect the basis of the re-
deemed stock. The basis of the remaining stock is not
increased, however, to the extent that the basis of the
redeemed stock was reduced or eliminated pursuant
to the extraordinary dividend rules. In certain cir-
cumstances, these rules require a corporate shareholder
to reduce the basis of stock with respect to which a
dividend is received by the nontaxed portion of the
dividend, which generally equals the amount of the div-
idend that is offset by the dividends received deduction.
To prevent taxpayers from attempting to offset capital
gains by generating artificial capital losses through
basis shift transactions involving foreign shareholders,
the Administration proposes to treat the portion of a
dividend that is not subject to current U.S. tax as a
nontaxed portion. Similar rules would apply in the
event that the foreign shareholder is not a corporation.
The proposal would be effective for distributions on or
after the date of first committee action.

Prevent mismatching of deductions and income
inclusions in transactions with related foreign
persons.—Current law provides that if any debt instru-
ment having original issue discount (OID) is held by
a related foreign person, any portion of such OID shall
not be allowable as a deduction to the issuer until
paid. Section 267 and the regulations thereunder apply
similar rules to other expenses and interest owed to
related foreign persons. These general rules are modi-
fied, however, so that a deduction is allowed when the
OID is includible in the income of a foreign personal
holding company (FPHC), controlled foreign Depart-
ment corporation (CFC), or passive foreign investment
company (PFIC). The Treasury Department has learned
of certain structured transactions (involving both U.S.
payors and U.S.-owned foreign payors) designed to
allow taxpayers inappropriately to take advantage of
the current rules by accruing deductions to related
FPHCs, CFCs or PFICs, without the U.S. owners of
such related entities taking into account for U.S. tax
purposes an amount of income appropriate to the ac-
crual. This results in an improper mismatch of deduc-
tions and income. The proposal would provide that de-
ductions for amounts accrued but unpaid to related for-
eign CFCs, PFICs or FPHCs would be allowable only
to the extent the amounts accrued by the payor are,
for U.S. tax purposes, reflected in the income of the
direct or indirect U.S. owners of the related foreign
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person. The proposal would contain an exception for
certain short term transactions entered into in the ordi-
nary course of business. The Secretary of Treasury
would be granted regulatory authority to provide excep-
tions from these rules. The proposal would be effective
for amounts accrued on or after the date of first com-
mittee action.

Prevent duplication or acceleration of loss
through assumption of certain liabilities.—Gen-
erally, if as part of a transaction in which one or more
persons contribute property in exchange for the stock
of a corporation that they control immediately there-
after, the corporation also assumes a liability of a trans-
feror, the transferor’s basis in the stock of the con-
trolled corporation is reduced by the amount of the
liability assumed. To facilitate the incorporation of cer-
tain businesses that have liabilities that have not yet
given rise to a deduction, special rules apply to provide
that the assumption of such liabilities does not reduce
the transferor’s basis in the stock of the controlled cor-
poration. Relying on these special rules and other au-
thority, some taxpayers have attempted to accelerate
or duplicate deductions for certain losses by separating
liabilities from the associated business or assets, con-
tributing them to a corporation, and selling stock in
that corporation at a purported loss. The Administra-
tion proposes that if the basis of stock received by a
transferor as part of a tax-free exchange with a con-
trolled corporation exceeds its fair market value, then
the basis of the stock received would be reduced (but
not below the fair market value) by the amount of
a fixed or contingent liability that is assumed by the
controlled corporation and that did not otherwise reduce
the transferor’s basis in the corporation’s stock. Except
as provided by the Secretary of Treasury , the proposal
would not apply where the trade or business or sub-
stantially all the assets associated with the liability
are also transferred to the controlled corporation. Regu-
lations would be issued to prevent the acceleration or
duplication of losses through the assumption of liabil-
ities in transactions involving partnerships, and may
also be issued to modify the rules of this proposal as
applied to S corporations. The proposal and the regula-
tions addressing transactions involving partnerships
would be effective for assumptions of liability on or
after October 19, 1999. Regulations addressing trans-
actions involving S corporations would be effective on
or after October 19, 1999, or such later date as may
be prescribed by such rules.

Amend 80/20 company rules.—Interest or dividends
paid by a so-called “80/20 company” generally are par-
tially or fully exempt from U.S. withholding tax. A U.S.
corporation is treated as an 80/20 company if at least
80 percent of the gross income of the corporation for
the three-year period preceding the year of the payment
is foreign source income attributable to the active con-
duct of a foreign trade or business (or the foreign busi-
ness of a subsidiary). Certain foreign multinationals
improperly seek to exploit the rules applicable to 80/

20 companies in order to avoid U.S. withholding tax
liability on earnings of U.S. subsidiaries that are dis-
tributed abroad. The proposal would prevent taxpayers
from avoiding withholding tax through manipulations
of these rules. The proposal would limit the amount
of interest and dividends exempt from withholding to
the amount of foreign active business income received
by the U.S. corporation during the 3-year testing pe-
riod. The proposal would apply to interest or dividends
paid or accrued more than 30 days after the date of
enactment.

Modify corporate-owned life insurance (COLI)
rules.—In general, interest on indebtedness with re-
spect to life insurance, endowment or annuity contracts
is not deductible unless the insurance contract insures
the life of a “key person” of a business. In addition,
interest deductions of a business generally are reduced
under a proration rule if the business owns or is a
direct or indirect beneficiary with respect to certain
insurance contracts. The COLI proration rules generally
do not apply if the contract covers an individual who
is a 20-percent owner of the business or is an officer,
director, or employee of such business. These exceptions
still permit leveraged businesses to fund significant
amounts of deductible interest and other expenses with
tax-exempt or tax-deferred inside buildup on contracts
insuring employees, officers, directors, and share-
holders. The Administration proposes to repeal the ex-
ception under the COLI proration rules for contracts
insuring employees, officers or directors (other than cer-
tain contracts insuring 20-percent owners) of the busi-
ness. The proposal also would conform the key person
exception for disallowed interest deductions attributable
to indebtedness with respect to life insurance contracts
to the modified 20-percent owner exception in the COLI
proration rules. The proposal would be effective for tax-
able years beginning after date of enactment.

Require lessors of tax-exempt-use property to in-
clude service contract options in lease term.—
Under current law, a lessor of tax-exempt-use property
is allowed depreciation deductions computed on a
straight-line basis over a period of not less than 125
percent of the term of the lease. The existing deprecia-
tion rules do not consider service contracts, which can
be structured to resemble leases. In recent years, les-
sors have attempted to accelerate depreciation deduc-
tions by structuring transactions that have a relatively
short lease followed by a service contract. The proposal
would require lessors to include the term of service
contracts in the lease term for purposes of determining
the depreciation period. The proposal would be effective
for leases entered into after the date of enactment.

Financial Products

Require banks to accrue interest on short-term
obligations.—Under current law, a bank (regardless
of its accounting method) must accrue as ordinary in-
come interest, including original issue discount, on
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short-term obligations. Some court cases have held that
banks that use the cash receipts and disbursements
method of accounting do not have to accrue stated in-
terest and original issue discount on short-term loans
made in the ordinary course of the bank’s business.
The Administration believes it is inappropriate to treat
these short-term loans differently than other short-term
obligations held by the bank. The Administration’s pro-
posal would clarify that banks must accrue interest
and original issue discount on all short-term obliga-
tions, including loans made in the ordinary course of
the bank’s business, regardless of the banks’ overall
accounting method. The proposal would be effective for
obligations acquired (including originated) on or after
the date of enactment. No inference is intended regard-
ing the current-law treatment of these transactions.

Require current accrual of market discount by
accrual method taxpayers.—Under current law, a
taxpayer that holds a debt instrument with market dis-
count is not required to include the discount in income
as it accrues, even if the taxpayer uses an accrual
method of accounting. Under the proposal, a taxpayer
that uses an accrual method of accounting would be
required to include market discount in income as it
accrues. The proposal would also cap the amount of
market discount on distressed debt instruments. The
proposal would be effective for debt instruments ac-
quired on or after the date of enactment.

Modify and clarify certain rules relating to debt-
for-debt exchanges.—Under current law, an issuer
can inappropriately accelerate interest deductions by
refinancing a debt instrument in a debt-for-debt ex-
change at a time when the issuer’s cost of borrowing
has declined. The proposal would spread the issuer’s
net deduction for bond repurchase premium in a debt-
for-debt exchange over the term of the new debt instru-
ment using constant yield principles. In addition, the
proposal would modify the measurement of the net in-
come or deduction in debt-for-debt exchanges involving
contingent payment debt instruments. Finally, the pro-
posal would modify the measurement of taxable boot
to the holder in debt-for-debt exchanges that are part
of corporate reorganizations. The proposal would apply
to debt-for-debt exchanges occurring on or after the
date of enactment.

Modify and clarify the straddle rules.—A “strad-
dle” is the holding of two or more offsetting positions
with respect to actively-traded personal property. If a
taxpayer enters into a straddle, the taxpayer must defer
the recognition of loss from the “loss leg” of the straddle
until the taxpayer recognizes the offsetting gain from
the “gain leg” of the straddle. Further, the taxpayer
must capitalize the net interest and carrying charges
properly attributable to the straddle. The proposal
would modify and clarify a number of provisions under
the straddle rules. In particular, to match the timing
of straddle losses with related gains, the proposal would
provide that loss realized on one leg of a straddle would

be capitalized into the other leg of the straddle. This
capitalization would operate as an ordering rule elimi-
nating the need for an identification rule when the
legs are of different sizes. In addition, to ensure that
the loss on a straddle leg is properly measured, the
proposal would require taxpayers that physically settle
certain derivatives contracts to determine the amount
of the loss subject to deferral under the straddle rules
immediately before the physical settlement. The pro-
posal would also repeal the current-law exception from
the straddle rules for certain offsetting positions in
stock. Finally, the proposal would clarify that a debt
instrument issued by a taxpayer may itself be a leg
in a straddle and would clarify the situations in which
interest and carrying charges are considered properly
allocable to a straddle and, therefore, must be capital-
ized. The proposal would be effective for certain losses
incurred and certain straddles entered into on or after
the date of first committee action.

Provide generalized rules for all stripping trans-
actions.—Under current law, it may be possible to sep-
arate the right to receive income from the ownership
of underlying income-producing property (other than
debt). In many cases, the tax treatment of income-strip-
ping transactions does not clearly reflect the parties’
economic income from the transactions. As a result,
it is possible for taxpayers to structure income-stripping
transactions that exploit deficiencies of current law.
The proposal would eliminate these planning opportuni-
ties by treating income-stripping transactions as loans.
Under this approach, the owner of the property would
be required to account for income from the property
in the period in which it was earned. The proposal
would be effective for income-stripping transactions en-
tered into after the date of first committee action.

Require ordinary treatment for certain dealers
of commodities and equity options.—Under current
law, certain dealers of commodities and equity options
treat the income from their day-to-day trading or deal-
ing activities as giving rise to capital gain. Dealers
of other property typically treat the income from their
day-to-day dealing activities as giving rise to ordinary
income. The proposal would require commodities and
equity-option dealers to treat the income from their
day-to-day activities as giving rise to ordinary income,
not capital gain. The proposal would be effective for
tax years beginning after the date of enactment.

Prohibit tax deferral on contributions of appre-
ciated property to swap funds.—A swap fund is an
investment partnership that is designed to allow tax-
payers holding large blocks of appreciated stock to di-
versify their stock investments without recognizing gain
and paying tax. Typically, a fund is established into
which wealthy individuals transfer their stock. In ex-
change for the transferred stock, these individuals re-
ceive an interest in the fund. Under current law, these
individuals do not have to recognize gain if more than
20 percent of the fund’s assets are comprised of non-



74

ANALYTICAL PERSPECTIVES

marketable securities. The proposal would prohibit the
deferral of gain where the fund is a passive investment
vehicle. The proposal would be effective for transfers
occurring on or after the date of enactment.

Corporate Provisions

Conform control test for tax-free incorporations,
distributions, and reorganizations.—For tax-free
incorporations, tax-free distributions, and reorganiza-
tions, “control” is defined as the ownership of 80 per-
cent of the voting stock and 80 percent of the number
of shares of all other classes of stock of the corporation.
This test is easily manipulated by allocating voting
power among the shares of a corporation, allowing cor-
porations to retain control of a corporation but sell a
significant amount of the value of the corporation. In
contrast, the necessary “ownership” for tax-free liquida-
tions, qualified stock purchases, and affiliation is at
least 80 percent of the total voting power of the corpora-
tion’s stock and at least 80 percent of the total value
of the corporation’s stock. The Administration proposes
to conform the control requirement for tax-free
incorporations, distributions, and reorganizations with
that used for determining affiliation. This proposal is
effective for transactions on or after the date of enact-
ment.

Treat receipt of tracking stock in certain dis-
tributions and exchanges as the receipt of prop-
erty.—“Tracking stock” is an economic interest that is
intended to relate to and track the economic perform-
ance of one or more separate assets of the issuer, and
gives its holder a right to share in the earnings or
value of less than all of the corporate issuer’s earnings
or assets. Tracking stock issued by a corporation rep-
resents an economic interest different than non-track-
ing stock of the issuer. Under the proposal, the receipt
of tracking stock in a distribution made by a corpora-
tion with respect to its stock and tracking stock re-
ceived in exchange for other stock in the issuing cor-
poration would be treated as the receipt of property
by the shareholders. Under this proposal, the Secretary
of Treasury would have authority to treat tracking
stock as nonstock (debt, a notional principal contract,
etc.) or as stock of another entity as appropriate to
prevent avoidance. No inference is intended regarding
the tax treatment of tracking stock under current law.
This proposal is effective for tracking stock issued on
or after the date of enactment.

Require consistent treatment and provide basis
allocation rules for transfers of intangibles in cer-
tain nonrecognition transactions.—No gain or loss
will be recognized if one or more persons transfer prop-
erty to a controlled corporation (or partnership) solely
in exchange for stock in the corporation (or a partner-
ship interest). Where there is a transfer of less than
“all substantial rights” to use property, the Internal
Revenue Service’s position is that such transfer will
not qualify as a tax-free exchange. However, the Claims

Court rejected the Service’s position in E.I. Du Pont
de Nemours and Co. v. U.S., holding that any transfer
of something of value could be a “transfer” of “prop-
erty.” The inconsistency between the positions has re-
sulted in whipsaw of the government. The Administra-
tion proposes to provide that a transfer of an interest
in intangible property constituting less than all of the
substantial rights of the transferor will not fail to qual-
ify for tax-free treatment solely because the transferor
does not transfer all rights, title and interest in an
intangible asset, and the transferor must allocate the
basis of the intangible between the retained rights and
the transferred rights based upon respective fair mar-
ket values. Consistent reporting by the transferor and
the transferee would be required. This proposal is effec-
tive for transfers after the date of enactment.

Modify tax treatment of certain reorganizations
involving portfolio stock.—If a target corporation
owns stock in the acquiring corporation and wants to
combine with the acquiring corporation in a down-
stream reorganization, the target corporation transfers
its assets to the acquiring corporation and the share-
holders of the target corporation receive stock of the
acquiring corporation in exchange for their target cor-
poration stock. Alternatively, if the acquiring corpora-
tion owns stock in the target corporation, the target
corporation can merge upstream, transfer its assets up-
stream, or merge sideways into a subsidiary of the ac-
quiring corporation with the other shareholders of tar-
get receiving acquiring corporation stock. Under current
law, all of these reorganizations qualify for tax-free
treatment. Under the proposal, where a target corpora-
tion holds less than 20 percent of the stock of an acquir-
ing corporation and the target corporation combines
with the acquiring corporation in a reorganization in
which the acquiring corporation is the survivor, the
target corporation must recognize gain, but not loss,
as if it distributed the acquiring corporation stock that
it held immediately prior to the reorganization. Alter-
natively, where an acquiring corporation owns less than
20 percent of a target corporation and the target cor-
poration combines with the acquiring corporation or a
subsidiary of the acquiring corporation, the acquiring
corporation must recognize gain, but not loss, as if it
had sold its target corporation stock immediately before
the reorganization. Nonrecognition treatment would
continue to apply to other assets transferred by the
target corporation and to the target corporation share-
holders. This proposal is effective for transactions on
or after the date of enactment.

Modify definition of nonqualified preferred
stock.—Subject to certain exceptions, in otherwise tax-
free transactions, the receipt of nonqualified preferred
stock is treated as money or other property and, thus,
gain may be recognized. Under current law, non-
qualified preferred stock is defined as stock which is
“limited and preferred as to dividends and does not
participate in corporate growth to any significant ex-
tent.” Taxpayers may be taking positions that are in-
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consistent with the policy of the nonqualified preferred
stock provisions (i.e., nonrecognition treatment is inap-
propriate where taxpayers receive relatively secure in-
struments in exchange for relatively risky instruments),
by including illusory participation rights or including
terms that taxpayers argue create an “unlimited” divi-
dend. The proposal would clarify the definition of pre-
ferred stock to eliminate taxpayer arguments that stock
issued is nominally participating or unlimited as to
dividends. The proposal would apply to transactions
that occur after the date of first committee action.

Modify estimated tax provision for deemed asset
sales—Taxpayers can make an election to treat certain
sales of stock as sales of assets. This election may be
made up to 8 1/2 months after the stock sale. Taxpayers
may be taking the position that they do not have to
pay any estimated taxes until after the 8 1/2 month
period has expired and rely on current law as providing
that there will be no penalty for nonpayment. The pro-
posal would clarify the estimated tax provisions to re-
quire that estimated taxes be paid based upon gain
from either the stock sale or the deemed asset sale.
The proposal would apply to transactions that occur
after the date of first committee action.

Modify treatment of transfers to creditors in di-
visive reorganizations.—In order to separate busi-
nesses in a tax-free spin-off, a corporation (distributing)
will not recognize gain or loss on the contribution of
property to a controlled corporation solely in exchange
for stock or securities of the controlled corporation.
Under current law, if the distributing corporation also
receives other property or money, it will not recognize
gain as long as it distributes the property or money
to its creditors in connection with the reorganization.
The amount of property or money that may be distrib-
uted to creditors without gain to the distributing cor-
poration is unlimited. Thus, taxpayers may avoid gain
that otherwise would be recognized if liabilities are as-
sumed by the controlled corporation that exceed the
basis of assets contributed. The proposal would limit
the amount of property or money that the distributing
corporation can distribute to creditors without gain to
the amount of basis of the assets contributed to the
controlled corporation in the reorganization. In addi-
tion, the proposal would provide that acquisitive reorga-
nizations would no longer be subject to gain recognition
where liabilities are assumed in excess of the basis
of assets transferred. The proposal would be effective
for transactions on or after the date of enactment.

Passthroughs

Provide mandatory basis adjustments for part-
ners that have a significant net built-in loss in
partnership property.—Currently, a partner’s share
of basis in partnership property is adjusted in the case
of a distribution of partnership property or a sale of
a partnership interest only if the partnership has a
special election in effect. The electivity of these provi-

sions has created numerous opportunities for abuse by
taxpayers. Accordingly, the Administration proposes
that the basis adjustment rules would be made manda-
tory with respect to any partner (treating related per-
sons as one person), whose share of net built-in loss
in partnership property is equal to the greater of
$250,000 or ten percent of the partner’s total share
of partnership assets (measured by reference to fair
market value). In calculating the ten-percent threshold,
property acquired by the partnership with a principal
purpose of allowing a partner or partners to avoid the
limitation would be disregarded. The proposal would
be effective for distributions and transfers of partner-
ship interest after the date of enactment.

Modify treatment of closely held REITs.—When
originally enacted, the real estate investment trust
(REIT) legislation was intended to provide a tax-favored
vehicle through which small investors could invest in
a professionally managed real estate portfolio. REITs
are intended to be widely held entities, and certain
requirements of the REIT rules are designed to ensure
this result. Among other requirements, in order for an
entity to qualify for REIT status, the beneficial owner-
ship of the entity must be held by 100 or more persons.
In addition, a REIT cannot be closely held, which gen-
erally means that no more than 50 percent of the value
of the REIT’s stock can be owned by five or fewer
individuals during the last half of the taxable year.
Certain attribution rules apply in making this deter-
mination. The Administration is aware of a number
of tax avoidance transactions involving the use of close-
ly held REITs. In order to meet the 100 or more share-
holder requirement, the REIT generally issues common
stock, which is held by one shareholder, and a separate
class of non-voting preferred stock with a relatively
nominal value, which is held by 99 “friendly” share-
holders. The closely held limitation does not disqualify
the REITs that are utilizing this ownership structure
because the majority shareholders of these REITs are
not individuals. The Administration proposes to impose
as an additional requirement for REIT qualification
that no person can own stock of a REIT possessing
50 percent or more of the total combined voting power
of all classes of voting stock or 50 percent or more
of the total value of all shares of all classes of stock.
For purposes of determining a person’s stock ownership,
rules similar to current-law rules would apply and sta-
pled entities would be treated as one person. The pro-
posal would be effective for entities electing REIT sta-
tus for taxable years beginning on or after the date
of first committee action.

Apply regulated investment company (RIC) ex-
cise tax to undistributed profits of REITs.—As a
result of legislation passed in 1999, a REIT, like a
RIC, is only required to distribute 90 percent of its
REIT taxable income in order to maintain REIT status.
A RIC is subject to a four-percent excise tax on the
excess of the required distribution for a calendar year
over the distributed amount for such calendar year.
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The required distribution is equal to the sum of 98
percent of the RIC’s ordinary income for the calendar
year and 98 percent of the RIC’s capital gain net in-
come for the one-year period ending on October 31 of
such calendar year. REITs are subject to a similar rule,
except that the required distribution is equal to the
sum of 85 percent of the REIT’s ordinary income for
the calendar year and 95 percent of the REIT’s capital
gain net income for such calendar year. In order to
conform the treatment of REITs and RICs, the Adminis-
tration proposes to modify the definition of required
distribution for REITSs, requiring a distribution of 98
percent of ordinary and capital gain income in order
to avoid the four-percent excise tax. The proposal would
be effective for calendar years beginning after Decem-
ber 31, 2000.

Allow RICs a dividends paid deduction for re-
demptions only in cases where the redemption rep-
resents a contraction in the RIC.—Under current
law, a RIC is allowed a dividends paid deduction for
dividends paid to shareholders. If a RIC redeems a
shareholder’s stock, the RIC can generally treat a por-
tion of the redemption payment as a dividend for pur-
pose of computing the dividends paid deduction. In situ-
ations where the redemption represents a contraction
in the size of the RIC, this treatment ensures that
the remaining shareholders of the RIC are taxed on
no more than their pro rata share of the RIC’s income.
In situations where the redemption is accompanied by
near simultaneous investments in the RIC by other
investors, the RIC is in essentially the same position
it would be in had the redeeming shareholder sold its
shares in the RIC directly to the new investors. In
this case, it is inappropriate to give the RIC a dividends
paid deduction for the redemption. The proposal, there-
fore, allows a RIC to claim a dividends paid deduction
with respect to a redemption only if the redemption
represents a net contraction in the size of the RIC.
The proposal would be effective for taxable years begin-
ning after the date of enactment.

Require Real Estate Mortgage Investment Con-
duits (REMICs) to be secondarily liable for the tax
liability of REMIC residual interest holders.—A
REMIC is a statutory pass-through vehicle designed
to facilitate the securitization of mortgages. A REMIC
holds mortgages and issues one or more classes of debt
instruments, called REMIC regular interests, that are
entitled to the cash flows from the underlying mort-
gages. A REMIC also issues a REMIC residual interest.
The holder of the REMIC residual interest must include
in income the taxable income of the REMIC. In many
cases, when it is issued the REMIC residual interest
has a negative value because the reasonably anticipated
net tax liability associated with holding the residual
is greater than the value of the cash flows on the resid-
ual. Many holders of REMIC residual interests do not
pay their tax liabilities when due. To ensure that the
tax on REMIC residuals is paid when due, the proposal
would require a REMIC to be secondarily liable for

the tax liability of its residual interest. Under the pro-
posal, if the tax on the residual was not paid when
due, the REMIC would be required to pay the tax.
Similar rules would apply with respect to Financial
Asset Securitization Investment Trusts (FASITs). The
proposal would be effective for REMICs and FASITs
created after the date of enactment.

Tax Accounting

Deny change in method treatment to tax-free for-
mations.—Generally, a taxpayer that desires to change
its method of accounting must obtain the consent of
the IRS Commissioner. In addition, in certain reorga-
nization transactions a corporation acquiring assets
generally is required to use the method of accounting
used for those assets by the distributor or transferor
corporation. Under current law, this carryover rule does
not apply to tax-free contributions to a corporation or
to a partnership. Consequently, taxpayers who transfer
assets to a subsidiary or a partnership in such trans-
actions may avail themselves of a new method of ac-
counting without obtaining the consent of the IRS Com-
missioner. The Administration proposes to expand the
transactions to which the carryover of method of ac-
counting rules and the regulations thereunder apply
to include tax-free contributions to corporations or part-
nerships, effective for transfers on or after the date
of enactment.

Deny deduction for punitive damages.—The cur-
rent deductibility of most punitive damage payments
undermines the role of such damages in discouraging
and penalizing certain undesirable actions or activities.
The Administration proposes to disallow any deduction
for punitive damages paid or incurred by the taxpayer,
whether upon a judgment or in settlement of a claim.
Where the liability for punitive damages is covered by
insurance, such damages paid or incurred by the in-
surer would be included in the gross income of the
insured person. The insurer would be required to report
such payments to the insured person and to the IRS.
The proposal would apply to damages paid or incurred
on or after the date of enactment.

Repeal lower-of-cost-or-market inventory ac-
counting method.—Taxpayers required to maintain
inventories are permitted to use a variety of methods
to determine the cost of their ending inventories, in-
cluding the last-in, first-out (LIFO) method, the first-
in, first-out (FIFO) method, and the retail method. Tax-
payers not using a LIFO method may determine the
carrying values of their inventories by applying the
lower-of-cost-or-market (LCM) method or by writing
down the cost of goods that are unsalable at normal
prices or unusable in the normal way because of dam-
age, imperfection or other similar causes (subnormal
goods method). The allowance of write-downs under the
LCM and subnormal goods methods is essentially a
one-way mark-to-market method that understates tax-
able income. The Administration proposes to repeal the
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LCM and subnormal goods methods effective for taxable
years beginning after the date of enactment.

Disallow interest on debt allocable to tax-exempt
obligations.—No income tax deduction is allowed for
interest on debt used directly or indirectly to acquire
or hold investments that produce tax-exempt income.
The determination of whether debt is used to acquire
or hold tax-exempt investments differs depending on
the holder of the instrument. For banks and a limited
class of other financial institutions, debt generally is
treated as financing all of the taxpayer’s assets propor-
tionately. Securities dealers are not included in the def-
inition of “financial institution,” and under a special
rule are subject to a disallowance of a much smaller
portion of their interest deduction. For other financial
intermediaries, such as finance companies, that are also
not included in the narrow definition of “financial insti-
tutions,” deductions are disallowed only when indebted-
ness is incurred or continued for the purpose of pur-
chasing or carrying tax-exempt investments. These tax-
payers are therefore able to reduce their tax liabilities
inappropriately through the double Federal tax benefits
of interest expense deductions and tax-exempt interest
income, notwithstanding that they operate similarly to
banks. Effective for taxable years beginning after the
date of enactment, with respect to obligations acquired
on or after the date of first committee action, the Ad-
ministration proposes that all financial intermediaries,
other than insurance companies (which are subject to
a separate regime), be treated the same as banks are
treated under current law with regard to deductions
for interest on debt used directly or indirectly to acquire
or hold tax-exempt obligations.

Require capitalization of mutual fund commis-
sions.—An expenditure that results in significant fu-
ture benefits generally must be capitalized in order to
match the expenditure with the revenues of the taxable
period to which it is properly attributable. Under cur-
rent securities law, a distributor of mutual fund shares
may be compensated by the fund over a period of years
or by the investors on redemption with respect to “Class
B” shares it distributes. However, the distributor typi-
cally will pay an up-front commission to a broker to
sell Class B shares to an investor. In order to more
accurately match the income and expenses of mutual
fund distributors, the Administration proposes that
commissions paid to a broker by a distributor would
be capitalized and recovered over six years (the period
investors would have to hold shares without incurring
a fee on redemption). The proposal would be effective
for commissions paid or incurred in taxable years end-
ing after the date of enactment. No inference is in-
tended with respect to the treatment of distributor’s
commissions under current law.

Cost Recovery

Provide consistent amortization periods for in-
tangibles.—Under current law, start-up and organiza-

tional expenditures are amortized at the election of the
taxpayer over a period of not less than five years. Cur-
rent law requires certain acquired intangible assets
(goodwill, trademarks, franchises, patents, etc.) to be
amortized over 15 years. The Administration believes
that, to encourage the formation of new businesses,
a fixed amount of start-up and organizational expendi-
tures should be currently deductible. Thus, the proposal
would allow a taxpayer to elect to deduct up to $5,000
each of start-up or organizational expenditures. How-
ever, for each taxpayer, the $5,000 amount is reduced
(but not below zero) by the amount by which the cumu-
lative cost of start-up or organizational expenditures
exceeds $50,000. Start-up and organizational expendi-
tures not currently deductible would be amortized over
a 15-year period consistent with the amortization period
for acquired intangible assets. The proposal generally
would be effective for start-up and organizational ex-
penditures incurred in taxable years beginning on or
after the date of enactment.

Clarify recovery period of utility grading costs.
—A taxpayer is allowed as a depreciation deduction
a reasonable allowance for the exhaustion, wear and
tear, and obsolescence of property that is used in a
trade or business or held for the production of income.
For most tangible property placed in service after 1986,
the amount of the depreciation deduction is determined
under the modified accelerated cost recovery system
(MACRS) using a statutorily prescribed depreciation
method, recovery period, and placed in service conven-
tion. The recovery period may be determined by ref-
erence to the statutory recovery period or to the list
of class lives provided by the Treasury Department.
Electric and gas utility clearing and grading costs in-
curred to extend distribution lines and pipelines have
not been assigned a class life. By default, such assets
have a seven-year recovery period under MACRS. The
Administration believes that applying the default rule
to electric and gas utility clearing and grading costs
is inappropriate. For example, the electric utility trans-
mission and distribution lines and the gas utility trunk
pipelines benefitted by the clearing and grading costs
have MACRS recovery periods of 20 years and 15 years,
respectively. The proposal would assign depreciable
electric and gas utility clearing and grading costs in-
curred to locate transmission and distribution lines and
pipelines to the class life assigned to the benefitted
assets, giving these costs a recovery period of 20 years
and 15 years, respectively. The proposal would be effec-
tive for electric and gas utility clearing and grading
costs incurred on or after the date of enactment.

Apply rules generally applicable to acquisitions
of intangible assets to acquisitions of professional
sports franchises.—In general, the purchase price al-
located to most intangible assets (including franchise
rights) acquired in connection with the acquisition of
a trade or business must be capitalized and amortized
over a 15-year period. These rules were enacted in 1993
to minimize disputes regarding the proper treatment
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of acquired intangible assets. Special rules apply to in-
tangible assets acquired in connection with a profes-
sional sports franchise. The 15-year amortization rules
do not apply and special allocation rules apply to the
purchase price. In order to provide consistent treatment
among different trades or businesses and to minimize
disputes regarding intangible assets acquired in connec-
tion with a professional sports franchise, the Adminis-
tration proposes to repeal the special rules applicable
to professional sports franchise acquisitions and apply
the rules generally applicable to most intangible assets.
The proposal would be effective for acquisitions after
the date of enactment.

Insurance

Require recapture of policyholder surplus ac-
counts.—Between 1959 and 1984, stock life insurance
companies deferred tax on a portion of their profits.
These untaxed profits were added to a policyholders
surplus account (PSA). In 1984, Congress precluded life
insurance companies from continuing to defer tax on
future profits through PSAs. However, companies were
permitted to continue to defer tax on their existing
PSAs, and to pay tax on the previously untaxed profits
in the PSAs only in certain circumstances. There is
no remaining justification for allowing these companies
to continue to defer tax on profits they earned between
1959 and 1984. Most pre-1984 policies have terminated,
because pre-1984 policyholders have surrendered their
pre-1984 contracts for cash, ceased paying premiums
on those contracts, or died. The Administration pro-
poses that companies generally would be required to
include in their gross income over five years their PSA
balances as of the beginning of the first taxable year
starting after the date of enactment.

Modify rules for capitalizing policy acquisition
costs of life insurance companies.—Under current
law, insurance companies capitalize varying percent-
ages of their net premiums for certain types of insur-
ance contracts, and generally amortize these amounts
over 10 years (5 years for small companies). These cap-
italized amounts are intended to serve as proxies for
each company’s commissions and other policy acquisi-
tion expenses. However, data reported by insurance
companies to State insurance regulators each year indi-
cate that the insurance industry is capitalizing substan-
tially less than its actual policy acquisition costs, which
results in a mismatch of income and deductions. The
Administration proposes that insurance companies be
required to capitalize modified percentages of their net
premiums for certain lines of business. This change
would be treated as a change in the insurance com-
pany’s method of accounting. The modified percentages
would more accurately reflect the ratio of actual policy
acquisition expenses to premiums and the typical useful
lives of the contracts. To ensure that companies never
are required to capitalize more under this proxy ap-
proach than they would capitalize under normal tax
accounting rules, companies that have low policy acqui-

sition costs generally would be permitted to capitalize
their actual policy acquisition costs.

Increase the proration percentage for property
casualty (P&C) insurance companies.—In com-
puting their underwriting income, P&C insurance com-
panies deduct reserves for losses and loss expenses in-
curred. These loss reserves are funded in part with
the company’s investment income. In 1986, Congress
reduced the reserve deductions of P&C insurance com-
panies by 15 percent of the tax-exempt interest or the
deductible portion of certain dividends received. In
1997, Congress expanded the 15-percent proration rule
to apply to the inside buildup on certain insurance con-
tracts. The existing 15-percent proration rule still en-
ables P&C insurance companies to fund a substantial
portion of their deductible reserves with tax-exempt or
tax-deferred income. Other financial intermediaries,
such as life insurance companies, banks and brokerage
firms, are subject to more stringent proration rules that
substantially reduce or eliminate their ability to use
tax-exempt or tax-deferred investments to fund cur-
rently deductible reserves or to deduct interest expense.
Effective for taxable years beginning after the date of
enactment, with respect to investments acquired on or
after the date of first committee action, the Administra-
tion proposes to increase the proration percentage to
25 percent.

Modify rules that apply to sales of life insurance
contracts.—The sale of a life insurance contract insur-
ing a person who is neither terminally nor chronically
ill results in taxable income to the seller equal to the
difference between the sales price and the seller’s basis
in the contract. Buyers generally are not required to
report information to the IRS on these transactions.
The buyer, who receives the death benefit when the
insured dies, generally is liable for tax on his profit
from the transaction under the “transfer for value”
rules. However, the life insurance company generally
is not required to report the death benefit payment.
Moreover, the rule that the buyer’s profits are taxable
can be circumvented. The proposal would modify the
transfer for value rules so they could no longer be cir-
cumvented. The proposal also would modify the report-
ing rules to require the buyer of a life insurance con-
tract with a large death benefit to report information
on the sale to the IRS, to the issuer of the life insurance
contract, and to the seller of the life insurance contract.
In addition, the proposal would modify the reporting
rules to require that payment of death benefits under
such previously-sold contracts be reported to the IRS
and to the payee. The proposal would be effective for
sales of life insurance contracts and payments of death
benefits after the date of enactment.

Modify rules that apply to tax-exempt property
casualty insurance companies.—Under current law,
an insurance company with up to $350,000 of premium
income is tax-exempt, regardless of the amount of in-
vestment income it has. Another provision allows cer-
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tain small insurance companies to elect to be taxed
only on their net investment income. Premiums of com-
panies in the same controlled group are combined for
purposes of determining whether an entity is eligible
for tax exemption. An excise tax is imposed on pre-
miums paid to foreign companies with respect to poli-
cies insuring U.S. risks. Current law allows foreign in-
surance companies to elect to be taxed as domestic com-
panies if they meet certain requirements. These rules
have been used by U.S. persons to shift assets into
tax-free or tax-preferred affiliated insurance companies,
which often are located in tax havens and issue “insur-
ance” that is generated directly or indirectly by the
U.S. person. The proposal would modify current law,
beginning the first taxable year after date of enactment,
so that all items of gross income of all affiliated compa-
nies would be aggregated in determining whether an
insurance company qualifies for tax-exempt status.
Also, tax-exempt status would not be available to for-
eign insurance companies beginning the first taxable
year after the date of enactment. Conforming amend-
ments would be made to the current-law election to
be taxed on investment income. The proposal also
would modify current law so that the election to be
taxed as a U.S. corporation would not be available to
a foreign company formed after the date of first Com-
mittee action, and would not be available beginning
in the second year after the date of enactment for any
other foreign company that would otherwise qualify for
a tax exemption under current law.

Exempt Organizations

Subject investment income of trade associations
to tax.—Trade associations described in section
501(c)(6) are generally exempt from Federal income tax,
but are subject to tax on their unrelated business in-
come. To eliminate the current-law bias in favor of
trade association members’ making and deducting ad-
vance payments to fund future collective activities of
the trade association, the proposal would subject trade
associations to unrelated business income tax on their
net investment income in excess of $10,000 for any
taxable year. As under current-law rules for certain
other tax-exempt organizations, investment income
would not be subject to tax under the proposal to the
extent that it is set aside for a specified charitable
purpose. In addition, any gain from the sale of property
used directly in the performance of the trade associa-
tion’s exempt function would not be subject to tax under
the proposal to the extent that the sale proceeds are
used to purchase replacement exempt-function property.
The proposal would be effective for taxable years begin-
ning after December 31, 2000.

Impose penalty for failure to file an annual in-
formation return.—To encourage voluntary compli-
ance and assist the IRS in its enforcement efforts, the
proposal would impose a penalty on split-interest trusts
(such as charitable remainder trusts, charitable lead
trusts, and pooled income funds) that fail to file an

annual information return on Form 5227. Form 5227
contains information regarding the trust’s financial ac-
tivities and whether the trust is subject to certain ex-
cise taxes. Under the proposal, any failure to file Form
5227 would be subject to a penalty of $20 per day
(up to a maximum of $10,000 per return) or, in the
case of any trust with income in excess of $250,000,
$100 per day (up to a maximum of $50,000 per return).
In addition, any trustee who knowingly fails to file
Form 5227, unless such failure is not willful and is
due to reasonable cause, would be jointly and severally
liable for the amount of the penalty. The proposal
would be effective for any return the due date for which
is after the date of enactment.

Estate and Gift

Restore phaseout of unified credit for large es-
tates.—Prior to TRA97, the benefit of both the estate
tax graduated rate brackets below fifty-five percent and
the unified credit were phased out by imposing a five-
percent surtax on estates with a value above $10 mil-
lion. When TRA97 increased the unified credit amount,
the phase out of the unified credit was inadvertently
omitted. The Administration proposes to restore the
surtax in order to phase out the benefits of the unified
credit as well as the graduated estate tax brackets.
The proposal would be effective for decedents dying
after the date of enactment.

Require consistent valuation for estate and in-
come tax purposes.—The basis of property acquired
from a decedent generally is its fair market value on
the date of death. Property included in the gross estate
of a decedent is valued also at its fair market value
on the date of death. Recipients of lifetime gifts gen-
erally take a carryover basis in the property received.
The Administration proposes to impose a duty of con-
sistency on heirs receiving property from a decedent,
requiring such heirs to use the value as reported on
the estate tax return as the basis for the property for
income tax purposes. Estates would be required to no-
tify heirs (and the IRS) of such values. In addition,
donors making lifetime gifts would be required to notify
the recipients of such gifts (and the IRS) of the donor’s
basis in the property at the time of the gift, as well
as any gift tax paid with respect to the gift. This pro-
posal would be effective for gifts made after, and dece-
dents dying after, the date of enactment.

Require basis allocation for part sale, part gift
transactions.—In a part gift, part sale transaction,
the donee/purchaser takes a basis equal to the greater
of the amount paid by the donee or the donor’s adjusted
basis at the time of the transfer. The donor/seller uses
adjusted cost basis in computing the gain or loss on
the sale portion of the transaction. The Administration
proposes to rationalize basis allocation in a part gift,
part sale transaction by requiring the basis of the prop-
erty to be allocated ratably between the gift portion
and the sale portion based on the fair market value
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of the property on the date of transfer and the consider-
ation paid. This proposal would be effective for trans-
actions entered into on or after the date of enactment.

Conform treatment of surviving spouses in com-
munity property States.—If joint property is owned
by spouses in a non-community property state, a sur-
viving spouse receives a stepped-up basis only in the
half of the property owned by the deceased spouse.
In contrast, when a spouse dies owning community
property, the surviving spouse is entitled to a stepped-
up basis not only in the half of the property owned
by the deceased spouse, but also in the half of the
property already owned by the surviving spouse prior
to the decedent’s death. The Administration proposes
to eliminate the stepped-up basis in the part of the
community property owned by the surviving spouse
prior to the deceased spouse’s death. The half of the
community property owned by the deceased spouse
would continue to be entitled to a stepped-up basis
upon death. This treatment will be consistent with the
treatment of joint property owned by spouses in a non-
community property State. This proposal would be ef-
fective for decedents dying after the date of enactment.

Include qualified terminable interest property
(QTIP) trust assets in surviving spouse’s estate.—
A marital deduction is allowed for qualified terminable
interest property (QTIP) passing to a qualifying trust
for a spouse either by gift or by bequest. The value
of the recipient spouse’s estate includes the value of
any such property in which the decedent had a quali-
fying income interest for life and a deduction was al-
lowed under the gift or estate tax. In some cases, tax-
payers have attempted to whipsaw the government by
claiming the deduction in the first estate and then ar-
guing against inclusion in the second estate due to
some technical flaw in the QTIP election. The Adminis-
tration proposes that, if a deduction is allowed under
the QTIP provisions, inclusion is required in the bene-
ficiary spouse’s estate. The proposal would be effective
for decedents dying after the date of enactment.

Eliminate non-business valuation discounts.—
Under current law, taxpayers are claiming large dis-
counts on the valuation of gifts and bequests of inter-
ests in entities holding marketable assets. Because
these discounts are inappropriate, the Administration
proposes to eliminate valuation discounts except as they
apply to active businesses. Interests in entities gen-
erally would be required to be valued for gift and estate
tax purposes at a proportional share of the net asset
value of the entity to the extent that the entity holds
non-business assets. The proposal would be effective
for gifts made after, and decedents dying after, the
date of enactment.

Eliminate gift tax exemption for personal resi-
dence trusts.—Current law excepts transfers of per-
sonal residences in trust from the special valuation
rules applicable when a grantor retains an interest in

a trust. The Administration proposes to repeal this per-
sonal residence trust exception. Thereafter, if a resi-
dence is to be used to fund a grantor retained interest
trust, the trust would be required to pay out the re-
quired annuity or unitrust amount or else the grantor’s
retained interest would be valued at zero for gift tax
purposes. This proposal would be effective for transfers
in trust after the date of enactment.

Modify requirements for annual exclusion for
gifts.—Currently, annual gifts of present interests of
up to $10,000 (in 2000) per donor per donee are ex-
cepted from the gift tax. The decision in Crummey v.
Commissioner held that a transfer in trust is a transfer
of a present interest if the beneficiary has a right to
withdraw the property from the trust for a limited pe-
riod of time. Two recent cases expanded on the
Crummey rule by holding that the annual exclusion
is available, even where the person holding the with-
drawal power is not a primary beneficiary of the trust.
The Administration proposes to modify the annual ex-
clusion rule as it applies to gifts and trusts so that
a transfer to a trust would qualify only if: (1) during
the life of the individual who is the beneficiary of the
trust, no portion of the corpus or income of the trust
may be distributed to or for the benefit of any person
other than the beneficiary, and (2) the trust does not
terminate before the beneficiary dies, the assets of the
trust will be includible in the gross estate of the bene-
ficiary. A withdrawal right would not be sufficient to
create a present interest. This proposal would be effec-
tive for gifts completed after December 31, 2000. A
grandfather rule would allow continued wuse of
Crummey powers in existing irrevocable trusts, but
only to the extent that the Crummey powers are held
by primary noncontingent beneficiaries.

Pensions

Increase elective withholding rate for nonperi-
odic distributions from deferred compensation
plans. —The Administration proposes increasing the
current 10-percent elective withholding rate for non-
periodic distributions (such as certain lump sums) from
pensions, IRAs and annuities to 15 percent, which more
closely approximates the taxpayer’s income tax liability
for the distribution effective for distributions after 2001.
The withholding would not apply to eligible rollover
distributions.

Increase excise tax for excess IRA contribu-
tions.—Excess IRA contributions are currently subject
to an annual 6-percent tax rate. With high investment
returns, this annual 6-percent rate may be insufficient
to discourage contributions in excess of the current lim-
its for IRAs. The Administration proposes increasing
from 6 percent to 10 percent the excise tax on excess
contributions to IRAs for taxable years after the year
the excess contribution is made. Thus, the 6-percent
rate would continue to apply for the year of the excess
contribution and the higher annual rate would only
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apply if the excess amounts are not withdrawn from
the IRA. This increase would be effective for taxable
years beginning after 2000.

Limit pre-funding of welfare benefits for 10 or
more employer plans.—Current law generally limits
the ability of employers to claim a deduction for
amounts used to prefund welfare benefits. An exception
is provided for certain arrangements where 10 or more
employers participate because it is believed that such
relationships involve risk-sharing similar to insurance
which will effectively eliminate any incentive for par-
ticipating employers to prefund benefits . However, as
a practical matter, it has proven difficult to enforce
the risk-sharing requirements in the context of certain
arrangements. The Administration proposes limiting
the 10 or more employer plan funding exception to med-
ical, disability, and group-term life insurance benefits
because these benefits do not present the same risk
of prefunding abuse. Thus, effective for contributions
paid after the date of first committee action, the exist-
ing deduction rules of the Internal Revenue Code would
apply to prevent an employer who contributes to a 10
or more employer plan from claiming a current deduc-
tion for supplemental unemployment benefits, sever-
ance pay or life insurance (other than group-term life
insurance) benefits to be paid in future years.

Subject signing bonuses to employment taxes.—
Bonuses paid to individuals for signing a first contract
of employment are ordinary income in the year re-
ceived. The Administration proposes to clarify that
these amounts are treated as wages for purposes of
income tax withholding and FICA taxes effective after
date of enactment. No inference is intended with re-
spect to the application of prior law withholding rules
to signing bonuses.

Clarify employment tax treatment of
choreworkers.—Choreworkers, individuals paid by
State agencies to provide domestic services for disabled
and elderly individuals, often provide services for more
than one disabled or elderly individual. The Adminis-
tration’s proposal would clarify that State agencies, and
not the disabled or elderly individual receiving the serv-
ices, are responsible for withholding and employment
taxes for choreworkers effective for wages paid after
2000. For this purpose, all wages paid by the State
agency to a choreworker are treated as paid by a single
employer.

Prohibit IRAs from investing in foreign sales
corporations.—Foreign sales corporations (FSCs) are
foreign corporations whose income is partially subject
to US tax. IRAs were never intended to be able to
invest in FSCs. The proposal would prohibit an IRA
from investing in a FSC effective after the date of first
committee action.

Compliance

Tighten the substantial understatement penalty
for large corporations.—Currently taxpayers may be
penalized for erroneous, but non-negligent, return posi-
tions if the amount of the understatement is “substan-
tial” and the taxpayer did not disclose the position in
a statement with the return. “Substantial” is defined
as 10 percent of the taxpayer’s total current tax liabil-
ity, but this can be a very large amount. This has
led some large corporations to take aggressive reporting
positions where huge amounts of potential tax liability
are at stake—in effect playing the audit lottery—with-
out any downside risk of penalties if they are caught,
because the potential tax still would not exceed 10 per-
cent of the company’s total tax liability. To discourage
such aggressive tax planning, the Administration pro-
poses that any deficiency greater than $10 million be
considered “substantial” for purposes of the substantial
understatement penalty, whether or not it exceeds 10
percent of the taxpayer’s liability. The proposal, which
would be effective for taxable years beginning after the
date of enactment, would affect only taxpayers that
have tax liabilities greater than or equal to $100 mil-
lion.

Require withholding on certain gambling
winnings.—Proceeds of most wagers with odds of less
than 300 to 1 are exempt from withholding, as are
all bingo and keno winnings. The Administration pro-
poses to impose withholding on proceeds of bingo or
keno in excess of $5,000 at a rate of 28 percent, regard-
less of the odds of the wager, effective for payments
made after the start of the first calendar quarter that
is at least 30 days after the date of enactment.

Require information reporting for private sepa-
rate accounts.—Direct investments generally result in
taxable income each year of dividends and interest, plus
taxable gain or loss for changes in the value of the
securities in the year that such securities are sold. In
contrast, investments held through insurance con-
tracts—called separate accounts—generally give rise to
tax-free or tax-deferred income unless the policyholder
has too much control over the contract’s investments.
Insurance companies sometimes create private separate
accounts through which only one or a small group of
policyholders may invest their funds. These policy-
holders generally exercise investor control, and thus
are liable for income tax each year on the investment
income earned. However, the IRS has no efficient way
to identify which insurance contracts’ funds are in-
vested through private separate accounts. The Adminis-
tration proposal would require insurance companies to
report each insurance contract with funds invested
through private separate accounts, and the policyholder
taxpayer identification number and earnings for such
contract. The proposal would be effective for taxable
years beginning after the date of enactment.
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Increase penalties for failure to file correct in-
formation returns.—Any person who fails to file re-
quired information returns in a timely manner or incor-
rectly reports such information is subject to penalties.
For taxpayers filing large volumes of information re-
turns or reporting significant payments, existing pen-
alties ($15 per return, not to exceed $75,000 if corrected
within 30 days; $30 per return, not to exceed $150,000
if corrected by August 1; and $50 per return, not to
exceed $250,000 if not corrected at all) may not be
sufficient to encourage timely and accurate reporting.
The Administration proposes to increase the general
penalty amount, subject to the overall dollar limita-
tions, to the greater of $50 per return or five percent
of the total amount required to be reported. The in-
creased penalty would not apply if the aggregate
amount actually reported by the taxpayer on all returns
filed for that calendar year was at least 97 percent
of the amount required to be reported. The increased
penalty would be effective for returns the due date for
which is more than 90 days after the date of enactment.

Miscellaneous

Modify deposit requirement for Federal Unem-
ployment Act (FUTA).—Beginning in 2005, the Ad-
ministration proposes to require an employer to pay
Federal and State unemployment taxes monthly (in-
stead of quarterly) in a given year, if the employer’s
FUTA tax liability in the immediately preceding year
was $1,100 or more.

Reinstate Oil Spill Liability Trust Fund tax.—
Before January 1, 1995, a five-cents-per-barrel excise
tax was imposed on domestic crude oil and imported
oil and petroleum products. The tax was dedicated to
the Oil Spill Liability Trust Fund to finance the cleanup
of oil spills and was not imposed for a calendar quarter
if the unobligated balance in the Trust Fund exceeded
$1 billion at the close of the preceding quarter. The
Administration proposes to reinstate this tax for the
period after September 30, 2001 and before October
1, 2010. The tax would be suspended for a given cal-
endar quarter if the unobligated Trust Fund balance
at the end of the preceding quarter exceeded $5 billion.

Repeal percentage depletion for non-fuel min-
erals mined on Federal and formerly Federal
lands.—Taxpayers are allowed to deduct a reasonable
allowance for depletion relating to certain mineral de-
posits. The depletion deduction for any taxable year
is calculated under either the cost depletion method
or the percentage depletion method, whichever results
in the greater allowance for depletion for the year. The
percentage depletion method is viewed as an incentive
for mineral production rather than as a normative rule
for recovering the taxpayer’s investment in the prop-
erty. This incentive is excessive with respect to min-
erals mined on Federal and formerly Federal lands
under the 1872 mining act, in light of the minimal
costs of acquiring the mining rights ($5.00 or less per

acre). The Administration proposes to repeal percentage
depletion for non-fuel minerals mined on Federal lands
where the mining rights were originally acquired under
the 1872 law, and on private lands acquired under the
1872 law. The proposal would be effective for taxable
years beginning after the date of enactment.

Impose excise tax on purchase of structured set-
tlements.—Current law facilitates the use of structured
personal injury settlements because recipients of annu-
ities under these settlements are less likely than recipi-
ents of lump sum awards to consume their awards too
quickly and require public assistance. Consistent with
that policy, this favorable treatment is conditional upon
a requirement that the periodic payments cannot be
accelerated, deferred, increased or decreased by the in-
jured person. Nonetheless, certain factoring companies
are able to purchase a portion of the annuities from
the recipients for heavily discounted lump sums. These
purchases are inconsistent with the policy underlying
favorable tax treatment of structured settlements. Ac-
cordingly, the Administration proposes to impose on
any person who purchases (or otherwise acquires for
consideration) a structured settlement payment stream,
a 40-percent excise tax on the difference between the
amount paid by the purchaser to the injured person
and the undiscounted value of the purchased payment
stream unless such purchase is pursuant to a court
order finding that the extraordinary and unanticipated
needs of the original intended recipient render such
a transaction desirable. The proposal would apply to
purchases occurring on or after the date of enactment.
No inference is intended as to the contractual validity
of the purchase or the effect of the purchase transaction
on the tax treatment of any party other than the pur-
chaser.

Require taxpayers to include rental income of
residence in income without regard to the period
of rental.—Under current law, rental income is gen-
erally includable in income and the deductibility of ex-
penses attributable to the rental property is subject
to certain limitations. An exception to this general
treatment applies if a dwelling is used by the taxpayer
as a residence and is rented for less than 15 days
during the taxable year. The income from such a rental
is not included in gross income and no expenses arising
from the rental are deductible. The Administration pro-
poses to repeal this 15-day exception. The proposal
would apply to taxable years beginning after December
31, 2000.

Eliminate installment payment of heavy vehicle
use tax.—An annual tax is imposed on the use of heavy
(at least 55,000 pounds) highway vehicles. The tax year
is July 1 through June 30 and the tax return is gen-
erally due on August 31 of the year to which it relates.
A taxpayer may, however, elect to pay the tax in in-
stallments. The installment option generally permits
payment of one quarter of the tax on each of the fol-
lowing dates: August 31, December 31, March 31, and
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June 30. States are required to obtain evidence, before
issuing tags for a vehicle, that the use tax return has
been filed and any tax due with the return (generally
only the first installment) has been paid. To foster com-
pliance, the Administration proposes to eliminate the
installment option for taxable years beginning after
June 30, 2002. Thus, heavy vehicle owners would be
required to pay the entire tax with their returns and
would be unable to obtain State tags without providing
proof of full payment.

Require recognition of gain on sale of principal
residence if acquired in a tax-free exchange within
five years of sale.—Gain of up to $250,000 ($500,000
in the case of a joint return) from the sale or exchange
of property is excluded from income if, during the five-
year period ending on the date of the sale or exchange,
the property has been owned and used by the taxpayer
as the taxpayer’s principal residence for periods aggre-
gating two years or more. No gain or loss is recognized
if property held for use in a trade or business or for
investment is exchanged solely for other like-kind prop-
erty held for use in a trade or business or for invest-
ment. The current-law exclusion for principal resi-
dences, in combination with the tax-free like-kind ex-
change provision, allows planning opportunities for tax-
payers who wish to liquidate real property held for
use in a trade or business or for investment. Such plan-
ning opportunities are beyond the intended scope of
the principal residence exclusion. The Administration
proposes to require recognition of gain on the sale of
property that has been owned and used by the taxpayer
as the taxpayer’s principal residence for periods aggre-
gating two years or more if the property was acquired
in a tax-free like-kind exchange within five years of
the sale. The proposal would be effective for sales after
the date of enactment.

International
Identified Tax Havens

The Administration is concerned about the use of
tax havens. Tax havens facilitate tax avoidance and
evasion and many of them, through strict confiden-
tiality rules, substandard regulatory regimes, and unco-
operative information exchange practices, inhibit our
law enforcement capabilities. The Administration pro-
poses several remedies to reduce the attractiveness of,
and increase access to information about activity in,
certain tax havens identified by the Secretary of the
Treasury (“Identified Tax Havens”). To identify tax ha-
vens that will be subject to these rules, the Secretary
of the Treasury will use criteria including, but not lim-
ited to, whether a jurisdiction imposes no or nominal
taxation, either generally or on specific classes of cap-
ital income, has strict confidentiality rules and prac-
tices, and has ineffective information exchange prac-
tices.

Require reporting of all payments to identified
tax havens—The proposal would provide that all pay-

ments to entities, including corporations, partnerships
and disregarded entities, branches, trusts, accounts or
individuals resident or located in Identified Tax Havens
must be reported on the taxpayer’s annual return un-
less: (1) information regarding the payment would be
available to the IRS upon request or otherwise, or (2)
the payment is less than $10,000. Failure to report
a covered payment would result in the imposition of
a penalty equal to 20 percent of the amount of the
payment. Special rules would apply to certain financial
services businesses that would permit reporting certain
payments on an aggregate basis. An anti-abuse rule
would require aggregation of related payments for pur-
poses of determining whether a payment is under
$10,000. The proposal would be effective for payments
made after the date of enactment.

Impose limitations on certain tax attributes and
income flowing through Identified Tax Havens.—
Current rules deny foreign tax credits for taxes paid
to (1) countries whose governments the U.S. does not
recognize, (2) countries with respect to which the U.S.
has severed diplomatic relations, or (3) countries that
the State Department cites as supporting international
terrorism. In addition, the foreign tax credit limitation
and other rules are applied separately to income attrib-
utable to such countries. The proposal would apply
similar rules to Identified Tax Havens. In addition, the
proposal would reduce by a factor (similar to the inter-
national boycott factor) a taxpayer’s (1) otherwise allow-
able foreign tax credit or FSC benefit attributable to
income from an Identified Tax Haven, and (2) the in-
come, attributable to an Identified Tax Haven, that is
otherwise eligible for deferral. This reduction of tax
benefits would be based on a fraction the numerator
of which is the sum of the taxpayer’s income and gains
from an Identified Tax Haven and the denominator of
which is the taxpayer’s total non-U.S. income and gains.
The proposal would be effective for taxable years begin-
ning after the date of enactment.

Mark-to-Market Proposals

Modify treatment of built-in losses and other at-
tributes trafficking.—Under current law, a taxpayer
that becomes subject to U.S. taxation may take the
position that it determines its beginning bases in its
assets under U.S. tax principles as if the taxpayer had
historically been subject to U.S. tax. Other tax at-
tributes are computed similarly. A taxpayer may thus
“import” built-in losses or other favorable tax attributes
incurred outside U.S. taxing jurisdiction to offset in-
come or gain that would otherwise be subject to U.S.
tax. To prevent this ability to import “built-in” losses
or other favorable attributes, the proposal would elimi-
nate tax attributes (including built-in items) and mark-
to-market bases when an entity or an asset becomes
relevant for U.S. tax purposes. The proposal would be
effective for transactions in which assets or entities
become relevant for U.S. tax purposes on or after the
date of enactment.
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Simplify taxation of property that no longer pro-
duces income effectively connected with a U.S.
trade or business.—Under current law, a foreign per-
son is subject to tax in the United States on net income
that is effectively connected with a U.S. trade or busi-
ness (“ECI”). If a foreign person transfers property from
a U.S. trade or business to its foreign office, the United
States retains the right to tax all of the gain realized
from a subsequent disposition of the property if the
disposition occurs within ten years of the time the prop-
erty ceased to be used in the U.S. trade or business.
The United States also retains, for ten years, the right
to tax deferred income from an asset attributable to
a U.S. trade or business. These rules are difficult to
administer and may in some cases result in the United
States taxing gain that economically accrued after the
property was removed from U.S. taxing jurisdiction.
The proposal would mark to market property (including
rights to deferred income) at the time that the property
ceases to be used in, or attributable to, a U.S. trade
or business. The proposal would be effective for prop-
erty that ceases to be used in, or attributable to, a
U.S. trade or business after the date of enactment.

Prevent avoidance of tax on U.S.-accrued gains
(expatriation).—-Under current rules, persons re-
nouncing U.S. citizenship for tax-avoidance purposes
are subject to U.S. taxation for ten years after renunci-
ation. Although these rules were modified in 1996, they
are still easily avoided and impose significant adminis-
trative burdens on both taxpayers and the Government.
The proposal would simplify and toughen the taxation
of expatriates by repealing the current regime and im-
posing a one-time tax on accrued gains at the time
of expatriation. Also, if an expatriate subsequently
makes a gift or bequest to a U.S. person, the proposal
would treat the gift as gross income to the U.S. recipi-
ent, taxable at the highest marginal rate applicable
to gifts and bequests. In addition, the proposal would
amend a 1996 law (the “Reed Amendment”), which re-
quires the Attorney General to deny re-entry to a tax-
motivated expatriate, to coordinate it with the tax pro-
posal, and improve the enforceability of both the tax
proposal and the Reed Amendment. The proposal would
apply for individuals expatriating on or after the date
of first committee action.

Other International Provisions

Expand ECI rules to include certain foreign
source income.—-Under current rules, only certain
enumerated types of foreign source income of a non-
resident (rents, royalties, interest, dividends and sales
of inventory property) can be treated as effectively con-
nected with a U.S. trade or business (“ECI”) and thus
subject to net basis taxation. Economic equivalents of
such enumerated types of foreign source income, such
as interest equivalents (including letter of credit fees)
and dividend equivalents, cannot constitute ECI under
any circumstances. Moreover, some excluded foreign
source income can in large part be attributable to busi-

ness activities that take place in the United States.
For example, a foreign satellite corporation with an
office, satellite ground station or other fixed place of
business in the United States may earn income with
respect to the leasing of a satellite. Under current rules,
such foreign source income would not be subject to U.S.
tax as ECI even if it is attributable to the foreign
corporation’s U.S. office. The proposal would expand
the categories of foreign source income that could con-
stitute ECI to include interest equivalents and dividend
equivalents and to include other income that is attrib-
utable to an office or other fixed place of business in
the U.S. The proposal would be effective for taxable
years beginning after date of enactment.

Limit basis step-up for imported pensions.—
Under current law, a nonresident alien individual who
anticipates receiving a distribution from a foreign pen-
sion plan may, under certain circumstances, establish
U.S. residency, receive the distribution, claim a high
basis in the plan distribution, and pay little or no U.S.
tax on the distribution. Moreover, as a result of certain
existing U.S. tax treaties, the individual may pay no
foreign tax on the distribution. The proposal would pre-
vent individuals from utilizing internal law and U.S.
tax treaties to produce double non-taxation on foreign
pension plan distributions. The proposal would modify
the Internal Revenue Code to give an individual basis
in a foreign pension plan distribution only to the extent
the individual previously has been subject to tax (either
in the United States or the foreign jurisdiction) on the
amounts being distributed. The proposal would be effec-
tive for distributions occurring on or after the date of
enactment.

Replace sales-source rules.—If inventory is manu-
factured in the United States and sold abroad, Treasury
regulations provide that 50 percent of the income from
such sales is treated as earned in production activities
and 50 percent in sales activities. The income from
the production activities is sourced on the basis of the
location of assets held or used to produce the income.
The income from the sales activities (the remaining
50 percent) is sourced based on where title to the inven-
tory transfers. If inventory is purchased in the United
States and sold abroad, 100 percent of the sales income
generally is deemed to be foreign source. These rules
generally produce more foreign source income for
United States tax purposes than is subject to foreign
tax. This generally increases the U.S. exporters’ foreign
tax credit limitation and allows U.S. exporters that op-
erate in high-tax foreign countries to credit against
their U.S. tax liability foreign income taxes levied in
excess of the U.S. income tax rate. The proposal would
require that the allocation between production and
sales be based on actual economic activity. The proposal
would be effective for taxable years beginning after the
date of enactment.

Modify rules relating to foreign oil and gas ex-
traction income.—To be eligible for the U.S. foreign
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tax credit, a foreign levy must be the substantial equiv-
alent of an income tax in the U.S. sense, regardless
of the label the foreign government attaches to it.
Under regulations, a foreign levy is a tax if it is a
compulsory payment under the authority of a foreign
government to levy taxes and is not compensation for
a specific economic benefit provided by the foreign coun-
try. Taxpayers that are subject to a foreign levy and
that also receive (directly or indirectly) a specific eco-
nomic benefit from the levying country are referred to
as “dual capacity” taxpayers and may not claim a credit
for that portion of the foreign levy paid as compensation
for the specific economic benefit received. The Adminis-
tration proposes to treat as taxes payments by a dual-
capacity taxpayer to a foreign country that would other-
wise qualify as income taxes or “in lieu of” taxes, only
if there is a “generally applicable income tax” in that
country. For this purpose, a generally applicable income
tax is an income tax (or a series of income taxes) that
applies to trade or business income from sources in
that country, so long as the levy has substantial appli-
cation both to non-dual-capacity taxpayers and to per-
sons who are citizens or residents of that country.
Where the foreign country does generally impose an
income tax, as under present law, credits would be
allowed up to the level of taxation that would be im-
posed under that general tax, so long as the tax satis-
fies the new statutory definition of a “generally applica-
ble income tax.” The proposal also would create a new
foreign tax credit basket within section 904 for foreign
oil and gas income. The proposal would be effective
for taxable years beginning after the date of enactment.
The proposal would yield to U.S. tax treaty obligations
that allow a credit for taxes paid or accrued on certain
oil or gas income.

Recapture overall foreign losses when controlled
foreign corporation (CFC) stock is disposed.—
Under the interest allocation rules of section 864(e),
the value of stock in a CFC is added to the value
of directly-owned foreign assets, and then compared to
the value of domestic assets of a corporation (or a group
of affiliated U.S. corporations) for purposes of deter-
mining how much of the corporation’s interest deduc-
tions should be allocated against foreign income and
how much against domestic income. If these deductions
against foreign income result in (or increase) an overall
foreign loss which is then applied against U.S. income,
section 904(f) recapture rules require subsequent for-
eign income or gain to be recharacterized as domestic.
Recapture can take place when a taxpayer disposes of
directly-owned foreign assets, for example. However,
there may be no recapture when a shareholder disposes
of stock in a CFC. The proposal would correct that
asymmetry by providing that property subject to the
recapture rules upon disposition under section 904(f)(3)
would include stock in a CFC. The proposal would be
effective on or after the date of enactment.

Modify foreign office material participation ex-
ception applicable to inventory sales attributable

to nonresident’s U.S. office.—In the case of a sale
of inventory property that is attributable to a non-
resident’s office or other fixed place of business within
the United States, the sales income is generally U.S.
source. The income is foreign source, however, if the
inventory is sold for use, disposition, or consumption
outside the United States and the nonresident’s foreign
office or other fixed place of business materially partici-
pates in the sale. The proposal would provide that the
foreign source exception shall apply only if an income
tax equal to at least 10 percent of the income from
the sale is actually paid to a foreign country with re-
spect to such income. The proposal thereby ensures that
the United States does not cede its jurisdiction to tax
such sales unless the income from the sale is actually
taxed by a foreign country at some minimal level. The
proposal would be effective for transactions occurring
on or after the date of enactment.

OTHER PROVISIONS THAT AFFECT RECEIPTS

Reinstate environmental tax imposed on cor-
porate taxable income and deposited in the Haz-
ardous Substance Superfund Trust Fund.—Under
prior law, a tax equal to 0.12 percent of alternative
minimum taxable income (with certain modifications)
in excess of $2 million was levied on all corporations
and deposited in the Hazardous Substance Superfund
Trust Fund. The Administration proposes to reinstate
this tax, which expired on December 31, 1995, for tax-
able years beginning after December 31, 1999 and be-
fore January 1, 2011.

Reinstate excise taxes deposited in the Haz-
ardous Substance Superfund Trust Fund.—The ex-
cise taxes that were levied on petroleum, chemicals,
and imported substances and deposited in the Haz-
ardous Substance Superfund Trust Fund are proposed
to be reinstated for the period after the date of enact-
ment and before October 1, 2010. These taxes expired
on December 31, 1995.

Convert a portion of the excise taxes deposited
in the Airport and Airway Trust Fund to cost-
based user fees assessed for Federal Aviation Ad-
ministration (FAA) services.—The excise taxes that
are levied on domestic air passenger tickets and flight
segments, international departures and arrivals, and
domestic air cargo are proposed to be reduced over time
as more efficient, cost-based user fees for air traffic
services are phased in beginning in fiscal year 2001.
The Administration proposes to phase in implementa-
tion of the new fees over two years and raise sufficient
revenue (excise taxes plus new fees) to support expected
FAA operational and capital needs in the subsequent
year.

Increase excise tax on tobacco products and levy
a youth smoking assessment on tobacco manufac-
turers. —Under current law, the 34-cents-per-pack ex-
cise tax on cigarettes is scheduled to increase by 5-
cents-per-pack effective January 1, 2002. The Adminis-
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tration proposes to accelerate the scheduled 5-cents-
per-pack increase in the excise tax on cigarettes and
to increase the tax by an additional 25-cents-per-pack
effective October 1, 2000. Tax rates on other taxable
tobacco products will increase proportionately. In addi-
tion, beginning after 2003, the Administration proposes
to levy an assessment on tobacco manufacturers if the
youth smoking rate is not reduced by 50 percent.

Recover State bank supervision and regulation
expenses (receipt effect).—The Administration pro-
poses to require the Federal Deposit Insurance Corpora-
tion (FDIC) and the Federal Reserve to recover their
respective costs for supervision and regulation of State-
chartered banks and bank holding companies. The Fed-
eral Reserve currently funds the costs of such examina-
tions from earnings; therefore, deposits of earnings by
the Federal Reserve, which are classified as govern-
mental receipts, will increase by the amount of the
recoveries.

Maintain Federal Reserve surplus transfer to the
Treasury.—In FY 2000, the Federal Reserve System
transferred $3.752 billion from its capital account sur-
plus funds to the Treasury. The Administration pro-
poses in FY 2001 that the Federal Reserve System
maintain the capital account surplus fund at the post-
transfer level.

Restore premiums for the United Mine Workers
of America Combined Benefit Fund.—The Adminis-
tration proposes legislation to restore the previous cal-
culation of premiums charged to coal companies that
employed the retired miners that have been assigned
to them. By reversing the court decision of National
Coal v. Chater, this legislation will restore a premium
calculation that supports medical cost containment.

Extend abandoned mine reclamation fees.—The
abandoned mine reclamation fees, which are scheduled
to expire on September 30, 2004, are proposed to be
extended through September 30, 2014. These fees,
which are levied on coal operators, generally are the
lesser of 15 cents per ton for coal produced by under-

ground mining and 35 cents per ton for coal produced
by surface mining, or 10 percent of the value of the
coal at the mine. Amounts collected will be used to
continue abandoned coal mine reclamation. The coal
mining states and Indian Tribes have identified over
$4.2 billion in remaining restoration needs. Each year,
states, Indian Tribes and Federal agencies identify ad-
ditional needs.

Replace Harbor Maintenance Tax with the Har-
bor Services User Fee (receipt effect).—The Adminis-
tration proposes to replace the ad valorem Harbor
Maintenance Tax with a cost-based user fee, the Harbor
Services User Fee. The user fee will finance construc-
tion and operation and maintenance of harbor activities
performed by the Army Corps of Engineers, the costs
of operating and maintaining the Saint Lawrence Sea-
way, and the costs of administering the fee. Through
appropriation acts, the fee will raise an average of $980
million annually through FY 2005, which is less than
would have been raised by the Harbor Maintenance
Tax before the Supreme Court decision that the ad
valorem tax on exports was unconstitutional.

Revise Army Corps of Engineers regulatory pro-
gram fees.—The Army Corps of Engineers has not
changed the fee structure of its regulatory program
since 1977. The Administration proposes to pursue rea-
sonable changes that would reduce the fees paid from
many applicants and increase recovery from commercial
applicants.

Roll back Federal employee retirement contribu-
tions.—The Administration proposes to roll back to pre-
1999 levels the higher retirement contributions re-
quired of Federal employees by the Balanced Budget
Act of 1997. The rollback is proposed to take effect
in January 2001.

Provide government-wide buyout authority (re-
ceipt effect).—The Administration proposes to provide
government-wide buyout authority, which will lower
employee contributions to the civil service retirement
fund.
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Table 3-3. EFFECT OF PROPOSALS ON RECEIPTS
(In millions of dollars)

Estimate
2000 2001 2002 2003 2004 2005 2001-2005
Provide tax relief:
Expand educational opportunities:
Provide College OpPOIUNItY T8X CUL ........ccvueveeviieiiiniineiesieiesessneisesisseesesiesssinsinns | evvenieniens -395 | -2,009 -2,323 -3,103 -3,262 | -11,092
Provide incentives for public school construction and modemization ...........ccccvvcvrcerinrinnes | vevvevreennens -36 =174 -419 -739 -1,020 -2,388
Expand exclusion for employer-provided educational assistance to include graduate edu-

CALIOM oottt
Eliminate 60-month limit on student loan interest deduction .............ccccovveinienines
Eliminate tax when forgiving student loans subject to income contingent repayment .

Provide tax relief for participants in certain Federal education programs ............cceeeee.
Subtotal, expand educational OPPOMUNILIES .........ccreurrermrerereiriireeeeireeeieree s
Provide poverty relief and revitalize communities:
Increase and simplify the Earned Income Tax Credit (EITC) L .....coovierircncnciniineinininiies -2,293 | -1,936 -1,967 -1,992 -2,001 | -10,189
Increase and index low-income housing tax credit per-capita cap -6 -55 -168 -306 -448 -983
Provide New Markets Tax Credit -30 222 -515 -743 -940 -2,450
Extend Empowerment Zone (EZ) tax incentives and authorize additional EZS ... | vovevrvenens -36 -167 -333 -452 -568 -1,556
Provide Better America Bonds to improve the environMent ... | sevvenneinens -8 -41 -112 -214 -315 -690
Permanently extend the expensing of brownfields remediation costs .... o | e -98 -152 -146 -140 -536
Expand tax incentives for specialized small business investment companies (SSBICs) ... —* —* —* —* —* —* —*
Bridge the Digital DIVIE .........vvreeerrererieriecineiesiseessessssssssssssssesssssssssssssssssssesssssssssssns | sonessssesnns -107 =272 =344 -289 -207 -1,219
Subtotal, provide poverty relief and revitalize COMMUNIIES ......cccovverviirerncrniieiniicinies | v -2,480 | -2,791 -3,591 -4,142 -4,619 | -17,623
Make health care more affordable:
Assist taxpayers with 1ong-term Care NEEAS? ... | oo -109 | -1,150 -1,681 2,427 -3,028 -8,395
Encourage COBRA CONtINUALION COVETAGE ....vuuvuierirrrriniseeseeeiereieineiesesseessissississssssssinss | seveeiseinsins | eeneenesneins -41 -858 -1,149 -1,286 -3,334
Provide tax credit for Medicare buy-in Program .........ccoceeecueeensnsinensssssinsssssssnnes | seveinenions | ceneeneineines -5 -105 -140 -164 -414
Provide tax relief for workers with disabilities 2 -18 -128 -143 -158 -165 -612
Provide tax relief to encourage small business health plans ... | v, -1 -9 -22 -35 -38 -105
Encourage development of vaccines for targeted diSEASES .........ccoverreneninininiiniiniinnes | veveneneine | coveverienes | svvveneiens | v | v | v | e
Subtotal, make health care more affordable? ... | s -128 | -1,333 -2,809 -3,909 -4,681 | -12,860
Strengthen families and improve work incentives:
Provide marriage penalty relief and increase standard deduction .........c.ccevevverennevniines | vevverveinnns -248 -843 -1,536 -2,130 -4,637 -9,394
Increase, expand, and simplify child and dependent care tax credit2 -121 -589 -922 -1,288 -1,643 -4,563
Provide tax incentives for employer-provided child-care facilities .........cccoovvnirviriiininne 42 -88 -121 -140 -148 -539
Subtotal, strengthen families and improve Work iNCENLVES 2 ..........covvvevernineniinirsnines | vevveineinenns -411 | -1,520 -2,579 -3,558 -6,428 | -14,496
Promote expanded retirement savings, security, and portability:
Establish Retirement SaviNgs ACCOUNS .....cvvuirrirrinininrseeeeeieieseessisssssssssssssesssssssssssnses | sevessssnsins | sensenssesens -657 -2,185 -2,290 -4,034 -9,166
Provide small business tax credit for automatic contributions for non-highly compensated

EMPIOYEES ..ooioieiiriirieeisie bbbt esnennnes | s | e -157 -648 -1,878 -3,074 -5,757
Provide tax credit for plan start up and administrative expenses; provide for payroll de-

AUCHION TRAS ..o -1 -18 -35 -61 -92 -135 -341
Provide for the SMART plan ... -44 -65 -66 -68 -70 -313
Enhance the 401(k) SIMPLE plan . -25 -61 -108 -161 -236 -591
Accelerate vesting for qualified plans .........c.ccccecvveveninenn. 214 137 104 66 29 550
Other changes affecting retirement savings, security and portability .........c.coevererinininne -53 -207 -288 =377 -450 -1,375

Subtotal, promote expanded retirement savings, security and portability ............c.coeeeene -1 74 | -1,045 -3,252 -4,800 7,970 | -16,993

Provide AMT relief for families and simplify the tax laws:
Provide adjustments for personal exemptions and the standard deduction in the indi-

vidual alternative minimum taX (AMT) ..o -72 =377 -544 -996 -1,312 -1,650 -4,879
Simplify and increase standard deduction for dependent filers .........ccovnvineiniinininiinin -7 -42 -29 -33 -51 =37 -192
Replace support test with residency test (limited to children) .........ccoocvevennninininines | v -66 -97 -102 -107 -112 -484
Provide tax credit to encourage electronic filing of individual income tax returnS 2 ......... | v | coveereivenns -192 -207 -208 -209 -816
Simplify, retarget and expand expensing for Small BUSINESS .........ccoeeerercenineninininiiniies | cveereineins =217 -206 -19 -86 -135 -663
Simplify the foreign tax credit limitation for dividends from 10/50 companies .. -80 -168 -102 -46 10 27 =279
Other SIMPIIfICALION ......vvueercieiieieriire bbb -1 -17 -23 =27 -30 -35 -132

Subtotal, provide AMT relief for families and simplify the tax laws 2 ..........ccccocvivininnee -160 -887 | -1,193 -1,430 -1,784 -2,151 -7,445

Encourage philanthropy:
Allow deduction for charitable contributions by non-itemizing taxpayers .........ccomenneens | ovevveenennne -516 | -1,062 -733 -765 -817 -3,893
Simplify and reduce the excise tax on foundation investment INCOME ........c.ccovcvvvvrvcinies | woveirveinens —-49 -70 -71 -73 -75 -338
Increase limit on charitable donations of appreciated Property ... | vevverneiens -7 -47 -29 -20 -12 -115
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Table 3-3. EFFECT OF PROPOSALS ON RECEIPTS—Continued
(In millions of dollars)

Estimate
2000 2001 2002 2003 2004 2005 2001-2005
Clarify public charity status of donor advised funds ... * * * * * * *
Subtotal, encourage PhilaNtrOPY ..o | e =572 | -1,179 -833 -858 -904 —4,346
Promote energy efficiency and improve the environment:
Provide tax credit for energy-efficient building equIPMENt ... -18 -35 -49 -71 -28 -201
Provide tax credit for new energy-efficient homes -82 -150 -194 -134 -73 -633
Extend electric vehicle tax credit and provide tax credit for hybrid vehicles .........ccovves | v | v -4 -182 -700 -1,192 -2,078
Provide 15-year depreciable life for distributed power property .........ccccoveene. -1 -1 -2 -3 -3 -10
Extend and modify the tax credit for producing electricity from certain sources .. -91 -173 -220 -231 -261 -976
Provide tax credit for solar energy SYSIEMS .......ccvviirreiniieieeeeie e eesees -9 -19 -25 -34 -45 -132
Subtotal, promote energy efficiency and improve the environment -201 -382 -672 -1,173 -1,602 -4,030
Electricity restructuring 3 11 20 30 41 105
Modify international trade provisions:
Extend and modify Puerto Rico economic-activity tax Credit ............ocovveeiieiinenninniniiins | vevveiineis -35 -67 -101 -134 -166 -503
Extend GSP and modify other trade provisions3 ................... -10 -454 -858 -940 -884 -248 -3,384
Levy tariff on certain textiles/apparel produced in the CNMI3 ... | v | e 169 169 169 169 676
Subtotal, modify international trade provisionS3 ... -10 -489 -756 -872 -849 -245 -3,211
Miscellaneous provisions:
Make first $2,000 of severance pay exempt from iNCOME tAX ......ccovvervnererirerinireiniinines | eevverineiens -43 -174 -180 =138 | -535
Exempt Holocaust reparations from Federal iNCOME taX ......ccoceueeeeeineinerneeneneineineneneies -4 -17 -18 -19 =15 | -69

Subtotal, MiSCEIlANEOUS PrOVISIONS .........cviivriiniieiniiieisrisis s -4 -60 -192 -199 =153 | -604

Subtotal, provide tax relief 23 ... s -241 | -5883 | -12,740 | -19,053 | -25134 | -32,940 | -95,750

RefUNdable CreditS ... | e -23 -679 -736 -2,218 -2,343 -5,999

Total gross tax relief including refundable creditS 3 ..., -241 | -5906 | -13,419 | -19,789 | -27,352 | -35,283 | -101,749

Eliminate unwarranted benefits and adopt other revenue measures:
Limit benefits of corporate tax shelter transactions:
Increase disclosure of certain transactions, modify substantial understatement penalty for

corporate tax shelters, codify the economic substance doctrine, tax income from shel-

ters involving tax-indifferent parties and impose a penalty excise tax on certain fees

received by promotors and adVISOIS .........ccocreiimiiniiniiniissineissisessissisesesesssinsnns | evvveninsiens 1,872 1,392 1,357 1,351 1,374 7,346
Require accrual of income on forward sale of corporate StOCK ..........ccvevireiniiniinininnas 1 5 10 15 21 26 77
Modify treatment of ESOP as S corporation shareholder ... | v 15 47 67 88 104 321
Limit dividend treatment for payments on certain self-amortizing StocK ..........cocccvevvecvnines | ververiveeens 22 37 39 40 42 180
Prevent serial liquidation of U.S. subsidiaries of foreign corporations ... 12 20 19 19 19 18 95
Prevent capital gains avoidance through basis shift transactions involving foreign share-

OIS ..ot 71 328 121 65 45 26 585
Prevent mismatching of deductions and income in transactions with related foreign per-

SOMS ittt | s 62 108 112 117 122 521
Prevent duplication or acceleration of loss through assumption of certain liabilities 4 34 36 37 38 40 185
Amend 80/20 COMPANY TUIES ......vuuurerieriireiiinsiniisesesiesie e ssssssssinsiens | eneessinssnses 21 46 53 54 56 230
Modify corporate-owned life insurance (COLI) TUIES .......coveeiicreinencineicrenenesenesssenns | e 176 340 417 489 548 1,970
Require lessors of tax-exempt-use property to include service contract options in lease

TBITI oo | s 6 11 17 24 30 88
INEEIACHON ..voovvvvceveisee et 42 -239 =175 -157 -157 -160 -888

Subtotal, limit benefits of corporate tax shelter transactions ...........cccocveeevenenininininns 46 2,322 1,992 2,041 2,129 2,226 10,710

Other proposals:

Require banks to accrue interest on short-term obligations ..........ccccvevevevenininininininnns 6 63 21 4 5 5 98
Require current accrual of market discount by accrual method taxpayers 1 7 13 19 25 31 95
Modify and clarify certain rules relating to debt-for-debt exchanges ..... 9 73 74 71 70 70 358
Modify and clarify the straddle rUleS .........ccccovmrniniicnircrnireins 14 30 34 33 34 35 166
Provide generalized rules for all stripping transactions ... 7 18 22 21 19 18 98
Require ordinary treatment for certain dealers of commodities and equity options ............ 16 29 31 31 31 31 153
Prohibit tax deferral on contributions of appreciated property to swap funds ... | vevernins 2 5 8 10 11 36
Conform control test for tax-free incorporations, distributions, and reorganizations ............ 13 34 41 39 38 39 191
Treat receipt of tracking stock in certain distributions and exchanges as the receipt of

PIOPEILY .ovvveeeseeesessseees s ses st 28 108 158 153 149 151 719
Require consistent treatment and provide basis allocation rules for transfers of intangi-

bles in certain nonrecognition traNSACHONS .........cccvieireimieerniiesee e 1 41 51 53 55 57 257
Modify tax treatment of certain reorganizations involving portfolio stock 17 49 66 71 77 83 346
Modify definition of nonqualified preferred StOCK ... 11 53 61 64 67 54 299
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Table 3-3. EFFECT OF PROPOSALS ON RECEIPTS—Continued
(In millions of dollars)

Estimate
2000 2001 2002 2003 2004 2005 2001-2005
Modify estimated tax provision for deemed aSSet SAIES .........cccvirvieimiineriniineriniireineinines | eevverneiens 314 90 -23 -15 -8 358
Modify treatment of transfers to creditors in divisive reorganizations .. 3 15 18 19 20 21 93
Provide mandatory basis adjustments for partners that have a S|gnmcant net built-in Ioss
iN PArtNErship PrOPEIY ..coveveieeiseieiseieie et -41 50 52 55 60 58 275
Modify treatment of Closely held REITS ......ccoiirriiecieieeseseieiseiseiseississississinnes | sevveissineins 1 4 8 12 17 42
Apply RIC excise tax to undistributed profits of REITS ......ccccoernenerreieninninininnsinniens | eveveneinees | cevveiieeneens 1 1 1 1 4
Allow RICs a dividends paid deduction for redemptions only in cases where the redemp-
tion represents a contraction iN the RIC ... | e 99 489 457 429 405 1,879
Require REMICs to be secondarily liable for the tax liability of REMIC residual interest
NOIIEIS oottt s | eesiensnnns 5 17 29 42 55 148
Deny change in method treatment to tax-free formations ..........coovevvvernirniiniisini 3 59 59 59 61 63 301
Deny deduction for punitive damages ........ccocvervvneenees 16 92 130 137 144 151 654
Repeal lower-of-cost-or-market inventory accounting method ..........ccocvvvevenenenninnisninninnes | vevvevveineens 459 447 371 372 154 1,803
Disallow interest on debt allocable to tax-exempt obligations 4 11 18 24 30 35 118
Require capitalization of mutual fund COMMISSIONS .........ccovreevniireieiniineierseseenies | eevvenineiens 23 111 98 83 64 379
Provide consistent amortization periods for intangibles ... | e, -216 -220 34 259 445 302
Clarify recovery period of utility grading COSES ........cooviiermeieeeienneiesese s 12 40 65 82 91 99 377
Apply rules generally applicable to acquisitions of tangible assets to acquisitions of pro-
fessional SPOMS fTANCRISES ..o s 2 43 73 113 141 139 509
Require recapture of policyholder surplus accounts 65 174 285 522 782 1,828
Modify rules for capitalizing policy acquisition costs of life insurance companies ... 536 1,820 2,191 2,413 1,328 8,288
Increase the proration percentage for P&C insurance companies ................... 48 82 98 115 133 476
Modify rules that apply to sales of life insurance contracts ................... 13 35 39 43 43 178
Modify rules that apply to tax-exempt property casualty insurance companies .............. 12 22 23 24 25 106

Subject investment income of trade asSOCIAtIONS 10 tAX .......ccceerevereeeireineireisesessseieins 180 309 325 341 358 1,513

Impose penalty for failure to file an annual information return ... | v | e 24 23 22 21 90
Restore phaseout of unified credit for large estates ... 33 70 78 83 106 370
Require consistent valuation for estate and income tax purposes 1 5 10 14 18 21 68
Require basis allocation for part sale, part gift tranSactions .......cccovvrernerinneineinines | v 2 3 4 5 5 19
Conform treatment of surviving spouses in community property States 3 19 42 59 75 92 287
Include QTIP trust assets in SUNVIVING SPOUSE’S ESEAE .......c.cvuuuvereerrireneierininernerssneiens | e | e 2 2 2 2 8
Eliminate non-business valuation diSCOUNES ..o 271 575 600 636 618 2,700
Eliminate gift tax exemption for personal residence trusts .. -1 R 5 14 17
Modify requirements for annual eXclusion fOr giftS ... | e | e 20 20 22 20 82
Increase elective withholding rate for nonperiodic distributions from deferred compensa-

HON PIANS e | e | e 47 3 3 3 56
Increase excise tax for excess IRA contributions ..........c.ccccvev. 1 12 13 14 14 54
Limit pre-funding of welfare benefits for 10 or more employer plans 92 156 159 151 150 708
Subject signing bonuses to employment taxes ... 5 3 3 3 2 16
Clarify employment tax treatment of choreworkers ...... 48 64 64 63 63 302
Prohibit IRAs from investing in foreign sales corporations 16 29 30 32 33 140
Tighten the substantial understatement penalty for large corporat|ons .............................................. 26 44 45 41 37 193
Require withholding on certain gambling WINNINGS .........ccoveieenenenesseseies 20 1 1 1 1 24
Require information reporting for private separate accounts .. 5 10 14 18 21 68
Increase penalties for failure to file correct information returns . 6 15 15 9 10 55
Modify deposit requirement fOr FUTA .......coiiiiinnsseeeesieneieissisesssissinsinns | sevvevieieeins | sevnnnnnienies | sonsnsinniens | veveineneinns | coeeneinenieens 1,583 1,583
Reinstate Oil Spill Liability Trust Fund tax 253 261 264 266 1,044
Repeal percentage depletion for non-fuel minerals mined on Federal and formerly Fed-

ErAl JANGAS ... | 94 96 97 99 101 487
Impose excise tax on purchase of structured SEtIeMents ... 6 7 5 2 | -2 12
Require taxpayers to include rental income of residence in income without regard to the

PENOA OF TENTAI ...t 4 11 12 12 13 52
Eliminate installment payment of heavy VEhiCle USE taX3 .......cccccvrevereenenennisssssnnnnnes | vevvvesnnnins | coveeresinens 378 27 30 32 467
Require recognition of gain on sale of principal residence if acquire

change within five years of the sale v | s 10 13 11 11 11 56
Limit benefits of transactions with “Identified Tax HaVeNS” .........ccccooomvivncrinineiniiniinns | v 36 52 40 36 35 199
Modify treatment of built-in losses and other attributes trafficking ..........cccooocorenerviirini 1 78 136 143 151 161 669
Simplify taxation of property that no longer produces income effectively connected with a

U.S. trade OF DUSINESS .......ccuiiiiiiiiiiii s * * * * * * *
Prevent avoidance of tax on U.S.-accrued gains (expatriation) . 3 28 58 107 155 212 560
Expand ECI rules to include certain foreign SOUICe iNCOME ........cccoereureuiereeneiniinininininies | cevveireineens 22 38 39 41 42 182
Limit basis step-up for imported pensions ..o 2 26 33 34 36 38 167
RepIace SAIES-SOUICE TUIES .......cviuieiiiiiiiiiieiieersee ettt ssssntenes | sebesissinsens 320 570 600 630 660 2,780
Modify rules relating to foreign oil and gas extraction INCOME ........cccvvuvruvivreninenininiiniinies | vevvevreeneens 5 69 112 118 124 428
Recapture overall foreign losses when CFC stock is disposed 1 1 * * * * 1

Modify foreign office material participation exception applicable to inventory sales attnb
utable to nonresident’s U.S. OffiCe ..o 1 7 10 11 11 11 50
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Table 3-3. EFFECT OF PROPOSALS ON RECEIPTS—Continued
(In millions of dollars)

Estimate
2000 2001 2002 2003 2004 2005 2001-2005
Subtotal, other PropoSalS 3 ..........ccveimiresrs s 143 3,542 7,221 7,635 8,565 9,478 36,441
Subtotal, eliminate unwarranted benefits and adopt other revenue measures3 ........ 189 5,864 9,213 9,676 10,694 11,704 47,151
Net tax relief including refundable CreditS3 ... -52 -42 | -4206 | -10,113 | -16,658 | -23579 | -54,598
Other provisions that affect receipts:
Reinstate environmental tax on corporate taxable iINCOME# .........ccccoevrrneerenenrnsnenenenins | ceneereineines 725 432 438 434 437 2,466
Reinstate SUPEIfUNd EXCISE TAXES 3 .....vvviiereireieirieirisisiss st 152 707 762 772 785 797 3,823
Convert Airport and Airway Trust Fund taxes to a cost-based user fee systems ... | covvvininns 724 1,399 1,500 1,522 1,522 6,667
Increase excise tax on tobacco products and levy a youth smoking assessment on tobacco
MANUFACIUIEIS 3 ...ttt 446 4,084 3,738 3,532 10,140 9,700 31,194
Recover State bank supervision and regulation expenses (receipt effect)3 ........cccccovvivrivrnnnne 78 82 86 90 95 431
Maintain Federal Reserve surplus transfer to the Treasury .........ccovvenininns 3,752 | v | e | e | e 3,752
Restore premiums for United Mine Workers of America Combined Benefit Fund 11 10 10 9 9 49
Extend abandoned mine reclamation fEES3 ... | e | s | v | e | e 218 218
Replace Harbor Maintenance tax with the Harbor Services User Fee (receipt effect)3 .. -549 -602 -681 -718 -3,197
Revise Army Corps of Engineers regulatory program fees3 5 5 5 5 25
Roll back Federal employee retirement CONTBULIONS ........cvevvevivrereieieiesesseseeese s 427 =619 | =160 | e | e -1,206
Provide Government-wide buyout authority (receipt effect) ... | v -9 “18 | 29 | e | e -36
Total, Other ProVISIONS 34 ...t 598 9,101 5,189 5,527 12,304 12,065 44,186

*$500,000 or less

1The proposal to increase and simplify the Earmed Income Tax Credit has both receipts and outlay effects. The receipts effect for the proposal is -$305 million, -$304 million, -$314 million, -$326 million and -$339 million for
fiscal years 2001-2005, respectively. The outlay effect is $2,003 million, $1,936 million, $1,967 million, $1,992 million and $2,001 million for fiscal years 2001-2005, respectively.

2Amounts shown are the effect on receipts.
3Net of income offsets
4Net of deductibility for income tax purposes
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Table 3-4. RECEIPTS BY SOURCE

(In millions of dollars)

s 1999 Estimate
ource Actual

2000 2001 2002 2003 2004 2005
Individual income taxes (federal funds):

Existing law 879,480 951,945| 978,249| 1,005,714| 1,040,248 1,086,039| 1,143,081
Proposed Legislation (PAYGO) . -5,634| -10,125| -14,215| -19,554| -25,821
Legislative proposal, discretionary offset -205 -397 424 432 -432

Total individual INCOME TAXES ...vvuevrcireereieiieierie et s 879,480 951,586| 972,410 995,192| 1,025,609| 1,066,053| 1,116,828
Corporation income taxes:

Federal funds:

Existing law 184,670| 192,285| 189,594| 190,189| 191,800 196,090 205,076
Proposed Legislation (PAYGO) . 110 3,942 4,405 3,105 IS0 I
Legislative proposal, diSCretionary OffSEt ... | servesesessnenes | sonseessessenennes 119 102 110 119 131

Total Federal funds COrporation iNCOME tAXES ........cvereeereueeeeriiriiniinsiseissississsesssenieneeeans 184,670 192,395 193,655| 194,696 195015| 199,359| 205,207

Trust funds:

Hazardous substance superfund 10 e | rvrreeneienns | e [ e | e | e,
Proposed Legislation (PAYGO) .......covueirenieerniinerneisiseesssesissiensssesssssessssnssens | coesesssesnsenes | sesesenesnsinees 1,115 664 674 668 673

Total corporation income taxes 184,680 192,395| 194,770( 195360| 195,689| 200,027 205,880
Social insurance and retirement receipts (trust funds):

Employment and general retirement:

Old age and survivors insurance (Off-budget) 383,559| 408,583| 427,322| 446,421| 465244| 484,401| 511,676

Disability insurance (Off-budget) 60,909 68,180 72,573 75,805 79,003 82,259 86,890

Hospital insurance 132,268| 136,515| 143,695 150,290| 156,694| 163,258 172,612

Railroad retirement:

Social Security equivalent account 1,515 1,639 1,674 1,697 1,719 1,740 1,762
Rail pension and supplemental annuity 2,629 2,621 2,661 2,699 2,736 2,773 2,803

Total employment and general FEirEMENE ..ot 580,880| 617,538| 647,925| 676,912 705,396| 734,431| 775,743
On-budget 136,412| 140,775| 148,030 154,686| 161,149| 167,771| 177,177
Off-budget 444468 476,763 499,895| 522,226| 544,247| 566,660| 598,566

Unemployment insurance:

Deposits by States?® 19,894 21,453 23,327 24,529 25,594 26,273 27,411
Proposed Legislation (PAYGO) ......ccveiiniierniiesneissississiesssssessssessssssssseninns | vevsssnessnsenes | senesesnsinens | evenssensneneess | oesnennseess | oo | s 1,297

Federal unemployment receipts? ..... 6,475 6,668 6,873 7,010 7,127 7,260 7,405
Proposed Legislation (PAYGO) ......ccveiiniierniiesneissississiesssssessssessssssssseninns | vevsssnessnsenes | senesesnsinens | evenssensneneess | oesnennseess | oo | s 286

Railroad unemployment receipts 111 67 54 97 123 124 102

Total uNemMPIOYMENE INSUFANCE ......cvuveierrrierieeee et 26,480 28,188 30,254 31,636 32,844 33,657 36,501

Other retirement:

Federal employees’ retirement—employee share 4,400 4,221 4,269 4,194 3,547 3,197 3,028
Proposed Legislation (NON-PAYGO) .......ccovueuiuerniinerneinsineensierissienssenssseenssssnens | coesesssenssines | sevvesenesnnninens -9 -18 ] [T ST
Proposed Legislation (PAYGO) .......cociminiiernieinieiinsissiesissiesssiesssssssisssens. | cosvessennsines | sevesenenesinens 427 -619 =160 e e

Non-Federal employees retirement 2 73 74 68 63 51 46 43

Total Other TEHIEMENL ..o 4,473 4,295 3,901 3,620 3,429 3,243 3,071

Total social insurance and retirement rECEIPES .....vvvvirrrrnrnrnrsseessssseseses s 611,833| 650,021 682,080| 712,168 741,669 771,331 815,315
On-budget 167,365| 173,258 182,185| 189,942| 197,422| 204,671 216,749
Off-budget 444.468| 476,763| 499,895| 522,226| 544,247| 566,660 598,566

Excise taxes:

Federal funds:

AICONON TAXES oevvvveverceiariisei s 7,386 7,267 7,150 7,158 7,120 7,091 7,080
Proposed Legislation (PAYGO) ......cccovvrrreninieieieissseessssssssssssssssssssssssssssessessesns | sessesessesesns -32 32| e | e | e | e,

TODACCO tAXES ..ovvreverrirerirrirriinis 5,400 6,742 7,158 7,844 8,013 7,938 7,869
Proposed Legislation (PAYGO) ......cccoverrreniinirsieissssssssssssssssssssssssssssssssssessessesns | sossesessesesns 594 5,446 4,985 4,709 4,018 3,756

Transportation fuels tax 849 787 808 793 811 817 836

Telephone and teletype services ........... 5,185 5,500 5,821 6,142 6,471 6,833 7,231

Ozone depleting chemicals and products . 105 73 73 22 9 e | e

Other Federal fund excise taxes 368 2,174 2,200 2,114 1,997 1,987 2,030
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Table 3-4. RECEIPTS BY SOURCE—Continued

(In millions of dollars)

s 1999 Estimate
ource Actual
2000 2001 2002 2003 2004 2005
Proposed Legislation (PAYGO) .......cvwriirreeisineeeeneisesissiesssiesssssssssesssssensssinse | sneesesnsesnsens 38 -74 -65 -69 -73 =77
Total Federal fund EXCISE TAXES ... 19,293 23,143 28,614 28,993 29,061 28,611 28,725
Trust funds:
Highway 39,299 34,311 35,148 35,597 36,229 36,870 37,622
Proposed Legislation (PAYGO) ......ccceeeiirieieineinieiseessissinsississsssssssssssssssessessessns | sessesesesseenes | snsesssnssnssnnes | cevvesesesens 383 32 35 37
Airport and airway .......eevererrereeeieineneens 10,391 9,222 9,645 10,173 10,630 11,333 12,115
Legislative proposal, diScretionary OffSEt ... | e | e 965 1,866 1,999 2,030 2,030
AQUALIC TESOUTCES ...vvuvvererercieereiereererenens 374 336 341 376 380 395 401
Black lung disability insurance 596 577 591 606 619 628 636
Inland waterway 104 104 107 109 111 114 116
Hazardous substance superfund ... Y (OSSOSO IUTURIORORTORS ISOPPOPIORORTORTS [SVROPTORORPURPOR IFUPPORORPURTORS IO
Proposed Legislation (PAYGO) ......ccovueiiieieieineieieieiseissinsissiseississississsssssssessnsns | oessesssssesnenns 204 942 1,016 1,031 1,046 1,063
Ol SPIll TADIILY +..vovvvrieri et | eesiesseneesens 173 v | v | e [ e | e
Proposed Legislation (PAYGO) .......cceueeiieirineeneininsissessissississssssssssssssssssssesesessns | sessssesssssenes | sonsensnssnssnnes | oeevseesesnens 338 348 351 355
Vaccine injury compensation 130 131 134 137 139 141 110
Leaking underground storage tank 216 183 189 191 195 198 202
Total trust fuNAS EXCISE TAXES ......cvuririerririiiiicrieri e 51,121 45,241 48,062 50,792 51,713 53,141 54,687
TOLAl EXCISE LAXES .uvvvrerrueesererserisesieessess st 70,414 68,384 76,676 79,785 80,774 81,752 83,412
Estate and gift taxes:
Federal funds 27,782 30,482 31,975 34,172 35,494 37,831 36,151
Proposed Legislation (PAYGO) .......cccovviirnrinerieinisiesssiesssssssssssssesssssessssenee | soneesssnsssnsens 4 329 721 777 846 878
Total estate and Gift tAXES ..o 217,782 30,486 32,304 34,893 36,271 38,677 37,029
Customs duties:
Federal funds 17,727 20,149 21,405 23,430 25,262 26,554 27,921
Proposed Legislation (PAYGO) ......covniriiniiniinirnisisseeeesiesssesessssssssssssssssssssssssssnssess | assessesesesens -13 -569 -880 -990 -917 -71
Trust funds 609 739 797 870 932 978 1,030
Proposed Legislation (PAYGO) .......ccovuieirniiiniiissiesssiesisississssssesssssessnesnns | soneessinnsinnsne | oo -30 -30 -30 -30 -30
Legislative proposal, diSCretionary OffSEt .........cccvminiiniicrnienesenene | s | oo -732 -803 -863 -908 -958
Total customs duties 18,336 20,875 20,871 22,587 24,311 25,677 27,892
MISCELLANEOUS RECEIPTS: 3
Miscellaneous taxes 101 119 121 124 126 129 132
Proposed youth smoking assessSment (PAYGO) ......c.ouviivnrirerniieeniinienmissiesssesnsinne | soneivesinnsiesies | neevssisnssssees | sevesnmsessens | e | coerennessienen: 7,379 7,280
United Mine Workers of America combined benefit fund 148 142 138 132 127 122 118
Proposed Legislation (PAYGO) .......cccouviiirniieininiiissiesinsiesisississesssesssssessnesnns | sneessiensenine | covevesionsiesies 11 10 10 9 9
Deposit of earnings, Federal Reserve System . 25,917 32,452 25,664 30,196 31,296 32,489 33,662
Legislative proposal, discretionary OffSEt ..o | erreeessnenees | reeneessinsnne 3,856 109 115 120 126
DEfENSe COOPETALION .......veuierireriiieririeciiie e | contiesinesennens 6 6 6 6 6 6
Fees for permits and regulatory and judicial services .. 6,572 7,509 7,965 8,726 9,549 10,378 10,972
Proposed Legislation (PAYGO) .......ccovvmieirniieiiniiiiissiesinsiesinsississsssssesssssessneinns | sneessionseniee | corevesionsinsns -2 -7 =T s 290
Legislative proposal, diSCretionary OffSet ... | s | oo 7 7 7 7 7
Fines, penalties, and forfeitures 2,738 2,188 2,157 1,966 1,977 1,977 1,979
Gifts and contributions 186 281 188 156 150 148 149
RefuNds @nd FECOVETIES ........iviiiiiiiitiics e -733 -192 -191 -190 -190 -190 -190
Total MiSCEllANEOUS TECEIPLS ...uvuivrricercieiiereri st 34,929 42,505 39,920 41,235 43,166 52,574 54,540
Total budget receipts ... 1,827,454| 1,956,252 2,019,031| 2,081,220 2,147,489| 2,236,091 | 2,340,896
On-budget 1,382,986 1,479,489| 1,519,136 1,558,994 1,603,242 | 1,669,431| 1,742,330
Off-budget 444.468| 476,763| 499,895| 522,226| 544,247| 566,660 598,566

1Deposits by States cover the benefit part of the program. Federal unemployment receipts cover administrative costs at both the Federal and State levels. Railroad unemploy-
ment receipts cover both the benefits and administrative costs of the program for the railroads.
2Represents employer and employee contributions to the civil service retirement and disability fund for covered employees of Government-sponsored, privately owned enter-

prises and the District of Columbia municipal government.
3Includes both Federal and trust funds.



4. USER FEES AND OTHER COLLECTIONS

In addition to collecting taxes and other receipts by
the exercise of its sovereign powers, which is discussed
in the previous chapter, the Federal Government col-
lects income from the public from market-oriented ac-
tivities. Examples of these collections include the sale
of postage stamps and electricity, fees for admittance
to national parks, premiums for deposit insurance, and
rents and royalties for the right to extract oil from
the Outer Continental shelf.

Depending on the laws that authorize the collections,
they can be credited directly to expenditure accounts
as “offsetting collections,” where they are usually avail-
able for expenditure without further action by Con-
gress, or they are credited to receipt accounts as “offset-
ting receipts,” which may be appropriated to expendi-
ture accounts through action by the Congress. The
budget refers to them as offsetting collections and off-
setting receipts, because they are subtracted from gross
outlays rather than added to taxes on the receipts side
of the budget. The purpose of this treatment is to
produce budget totals for receipts, outlays, and budget
authority in terms of the amount of resources allocated
governmentally, through collective political choice, rath-
er than through the market.1

Offsetting collections and receipts include most user
fees, which are discussed below, as well as some
amounts that are not user fees. Table 4—1 summarizes
these transactions. For 2001, total offsetting collections
and receipts from the public are estimated to be $214.8
billion, and total user fees are estimated to be $148.6
billion.

The following section discusses user fees and the Ad-
ministration’s user fee proposals. The subsequent sec-
tion displays more information on offsetting collections
and receipts. The offsetting collections and receipts by
agency are also displayed in Table 20-1, “Outlays to
the Public, Net and Gross,” which appears in Chapter
20 of this volume.

TABLE 4-1. GROSS OUTLAYS, USER FEES, OTHER OFFSETTING
COLLECTIONS AND RECEIPTS FROM THE PUBLIC, AND NET OUT-

LAYS
(In billions of dollars)
Actual Estimate
199 1 2000 | 2001
GroSS OULlAYS ..vvevvevereeieieieieieiseieieenes 1,910.3 | 2,001.6 | 2,049.8
Offsetting collections and receipts from
the public:
User fees? 137.0 137.6 147.2
Other o 70.3 74.4 67.6
Subtotal, offsetting  collections
and receipts from the public ... 207.3 212.0 214.8
NEt OULIAYS ..o 1,7030 | 1,789.6 | 1,835.0

1Total user fees are shown below. They include user fees that are clas-
sified on the receipts side of the budget in addition to the amounts shown
on this line. For additional details of total user fees, see Table 4-2. “Total
User Fee Collections.”

Total user fees:
Offsetting collections and receipts from the

PUBIC .o 137.0 137.6 147.2
RECEIPLS .o 1.0 11 15
Total USEr fEES ..o 138.0 138.7 148.6

USER FEES

I. Introduction and Background

The Federal Government may charge user fees to
those who benefit directly from a particular activity
or those subject to regulation. According to the defini-
tion of user fees used in this chapter, Table 4-2 shows
that user fees were $138.0 billion in 1999, and are
estimated to increase to $138.7 billion in 2000 and to
$148.6 billion in 2001, growing to an estimated $176.4
billion in 2005, including the user fee proposals pro-
posed in this budget, which are shown in Table 4-3.
This table shows that the Administration is proposing
to increase user fees by an estimated $3.8 billion in
2001, growing to an estimated $7.7 billion in 2005.

1Showing collections from business-type transactions as offsets on the spending side of
the budget follows the concept recommended by the 1967 Report of the President’s Commis-

Definition. The term “user fee” as defined here is
fees, charges, and assessments levied on a class directly
benefiting from, or subject to regulation by, a govern-
ment program or activity, and to be utilized solely to
support the program or activity. In addition, the payers
of the fee must be limited to those benefiting from,
or subject to regulation by, the program or activity,
and may not include the general public or a broad
segment of the public. The user fee must be authorized
for use only to fund the specified programs or activities
for which it is charged, including directly associated
agency functions, not for unrelated programs or activi-
ties and not for the broad purposes of the Government
or an agency.

sion on Budget Concepts. The concept is discussed in Chapter 24: “Budget System and
Concepts and Glossary” in this volume.
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Why User Fees?

The term “user fee” refers to Government charges to those who use a Government good or service or are subject to Govern-
ment regulation. For example:
—Park entrance fees charged to visitors to national parks
—Meat, poultry, and egg inspection fees
—Tennessee Valley Authority proceeds from power sales
—Proceeds from the lease of federally-owned buildings and facilities
—Flood insurance premiums
—Sales of commemorative coins

User fees are earmarked to fund part or all of the cost of providing the service or regulation by crediting them to a pro-
gram account instead of to the general fund of the Treasury.

User fees are different from general revenue, because they are not collected from the general public or broad segments of
the public (e.g., income taxes or customs duties) and they are not used for the general purposes of government (e.g., na-
tional defense).

Users are more willing to support and pay fees when they are dedicated to maintaining or improving the quality of the
programs that affect them directly.

Government program managers may be more diligent about collecting and spending fees when funding for their programs
depends on fees, instead of appropriations of general taxpayer money.

Administration policy is to shift to user fee funding wherever appropriate. However, essential government services will
continue to be supported by general fund appropriations from the Treasury as necessary.

The Administration’s user fee proposals generally require authorizing legislation to authorize the fees first and appropria-

ment Act.

tions action before the fees can actually be collected and spent. This is done to preserve the traditional roles of the au-
thorizing and appropriations committees in Congress and to conform to the “scoring” conventions of the Budget Enforce-

* Examples of business-type or market-oriented user
fees include fees for the sale of postal services
(the sale of stamps), electricity (e.g., sales by the
Tennessee Valley Authority), payments for Medi-
care voluntary supplemental medical insurance,
life insurance premiums for veterans, recreation
fees for parks, NASA fees for shuttle services, the
sale of weather maps and related information by
the Department of Commerce, the sale of com-
memorative coins, and fees for the sale of books.

* Examples of regulatory and licensing user fees in-
clude fees for regulating the nuclear energy indus-
try, bankruptcy filing fees, immigration fees, food
inspection fees, passport fees, and patent and
trademark fees.

User fees do not include all offsetting collections and
receipts, such as the interest and repayments received
from credit programs; proceeds from the sale of loans
and other financial investments; interest, dividends,
and other earnings; cost sharing contributions; the sale
of timber, minerals, oil, commodities, and other natural
resources; proceeds from asset sales (property, plant,
and equipment); Outer Continental Shelf receipts; or
spectrum auction proceeds. Neither do they include ear-
marked taxes (such as taxes paid to social insurance
programs or excise taxes), or customs duties, fines, pen-
alties, and forfeitures.

Alternative definitions. The definition used in this
chapter is useful because it identifies goods, services,
and regulations financed by earmarked collections and
receipts. 2 Other definitions may be used for other pur-

2The definition used here is similar to one the House of Representatives uses as a
guide for purposes of committee jurisdiction. The definition helps differentiate between
taxes, which are under the jurisdiction of the Ways and Means Committee, and fees, which

poses, such as establishing policy for charging prices
to the public for goods and services regardless of wheth-
er the proceeds are earmarked.

Alternative definitions could, for example:

* be narrower than the one used here, by excluding
regulatory fees and analyzing them as a separate
category.

* be broader than the one used here, by:
—eliminating the requirement that fees be ear-

marked. The definition would then include fees
that go to the general fund in addition to those
that are earmarked to finance the related activ-
ity.

—including the sale of resources as well as goods
and services, such as natural resources (e.g.,
timber, oil, or minerals) and property, plant, and
equipment.

—interpreting more broadly whether a program
has private beneficiaries, or whether the pro-
ceeds are earmarked to benefit directly those
paying the fee. A broader interpretation might
include beneficiary- or liability-based excise
taxes. 3

What is the purpose of user fees? The purpose
of user fees is to improve the efficiency and equity
of certain Government activities, and to reduce the bur-

can be under the jurisdiction of other committees. See the Congressional Record, January
3, 1991, p. H31, item 8.

3Beneficiary- and liability-based taxes are terms taken from the Congressional Budget
Office, The Growth of Federal User Charges, August 1993, and updated in October 1995.
Examples of beneficiary-based taxes include taxes on gasoline, which finance grants to
States for highway construction, or taxes on airline tickets, which finance air traffic control
activities and airports. An example of a liability-based tax is the excise tax that helps
fund the hazardous substance superfund in the Environmental Protection Agency. This
tax is paid by industry groups to finance environmental cleanup activities related to the
industry activity but not necessarily caused by the payer of the fee.



4. USER FEES AND OTHER COLLECTIONS

95

den on the taxpayer to finance activities whose benefits
accrue to a relatively limited number of people.

* User fees that are set to cover the costs of produc-
tion of goods and services can provide efficiency
in the allocation of resources within the economy.
They allocate goods and services to those who
value them the most, and they signal to the gov-
ernment how much of the goods or services it
should provide. Prices in private, competitive mar-
kets serve the same purposes.

* User fees for goods and services that do not have
special social benefits improve equity, or fairness,
by requiring that those who benefit from an activ-
ity are the same people who pay for it. The public
often perceives user fees as fair because those who
benefit from the good or service pay for it in whole
or in part, and those who do not benefit do not

pay.

When should the Government charge a fee? Dis-
cussions of whether to finance spending with a tax or
a fee often focus on whether the benefits of the activity
are to the public in general or to a limited group of
people. As a general rule, if the benefits accrue to the
public in general, then the program should be financed
by taxes paid by the public; in contrast, if the benefits
accrue to a limited number of private individuals or
groups, then the program should be financed by fees
paid by the private beneficiaries. For Federal programs
where the benefits are entirely public or entirely pri-
vate, applying this rule is relatively easy. For example,
according to this rule, the benefits from national de-
fense accrue to the public in general and should be
(and are) financed by taxes. In contrast, the benefits
of electricity sold by the Tennessee Valley Authority
accrue exclusively to those using the electricity, and
should be (and are) financed by user fees.

In many cases, however, an activity has benefits that
accrue to both public and to private groups, and it
may be difficult to identify how much of the benefits
accrue to each. Because of this, it can be difficult to
know how much of the program should be financed
by taxes and how much by fees. For example, the bene-
fits from recreation areas are mixed. Fees for visitors
to these areas are appropriate because the visitors ben-
efit directly from their visit, but the public in general
also benefits because these areas protect the Nation’s
natural and historical heritage now and for posterity.

As a further complication, where a fee may be appro-
priate to finance all or part of an activity, some consid-
eration must be given to the ease of administering the
fee.

What should be the amount of the fee? For pro-
grams that have private beneficiaries, the amount of
the fee should depend on the costs of producing the
goods or services and the portion of the program that
is for private benefits. If the benefit is primarily pri-
vate, and any public benefits are incidental, the Admin-

istration supports fees that cover the full cost to the
Government, including both direct and indirect costs.4

The Administration is working to put cost accounting
systems in place across the Government that would
make the calculation of full cost more feasible. The
difficulties in measuring full cost are associated in part
with allocating to an activity the full costs of capital,
retirement benefits, and insurance, as well as other
Federal costs that may appear in other parts of the
budget. Guidance in the Statement of Federal Financial
Accounting Standards No. 4, Managerial Cost Account-
ing Concepts and Standards for the Federal Government
(July 31, 1995), should underlie cost accounting in the
Federal Government.

Classification of user fees in the budget. As
shown in Table 4-1, most user fees are classified as
offsets to outlays on the spending side of the budget,
but a few are classified on the receipts side of the
budget. An estimated $1.5 billion in 2001 are classified
this way and are included in the totals described in
Chapter 3. “Federal Receipts.” They are classified as
receipts because they are regulatory fees collected by
the Federal Government by the exercise of its sovereign
powers.

The remaining user fees, an estimated $147.2 billion
in 2001, are classified as offsetting collections and re-
ceipts on the spending side of the budget. Some of these
are collected by the Federal Government by the exercise
of its sovereign powers and would normally appear on
the receipts side of the budget, but are required by
law to be classified as offsetting collections or receipts.

* An estimated $107.0 billion of user fees for 2001
are credited directly to expenditure accounts, and
are generally available for expenditure when they
are collected, without further action by the Con-
gress.

» An estimated $40.1 billion for 2001 are deposited
in offsetting receipt accounts, and generally are
not available to be spent unless appropriated by
the Congress each year.

As a further classification, the following Tables 4-2
and 4-3 identify the fees as discretionary or mandatory.
These classifications are terms from the Budget En-
forcement Act of 1990 as amended and are used fre-
quently in the analysis of the budget. “Discretionary”
in this chapter refers to fees generally controlled
through annual appropriations acts and under the juris-
diction of the appropriations committees in the Con-
gress. These fees offset discretionary spending under
the discretionary caps. “Mandatory” refers to fees con-
trolled by permanent laws and under the jurisdiction
of the authorizing committees. These fees are subject
to rules of paygo, whereby changes in law affecting
mandatory programs and receipts cannot result in a
net cost. Mandatory spending is sometimes referred to
as direct spending.

4Policies for setting user charges are promulgated in OMB Circular No. A-25: “User

Charges” (July 8, 1993). These policies are required regardless of whether or not the proceeds
are earmarked to finance the related activity.
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These and other classifications are discussed further
in this volume in Chapter 24, “Budget System and Con-
cepts and Glossary.”

II. Current User Fees

As shown in Table 4-2, “Total User Fee Collections,”
total user fee collections (including those proposed in
this budget) are estimated to be $148.6 billion in 2001,
increasing to $176.4 billion in 2005. User fee collections
by the Postal Service, Medicare premiums, and foreign
military sales are the largest and are estimated to be
more than two-thirds of all existing user fee collections
in 2001.

User fee collections are used to offset outlays in both
the discretionary and mandatory parts of the budget.
Discretionary user fee collections are estimated to be
$16.6 billion in 2001. The Administration is proposing
to make collections from Federal Aviation Administra-
tion (FAA) cost-based user fees, the new harbor services
fee, and proposed fees for the Federal Deposit Insur-
ance Corporation available to offset discretionary
spending.

III. User Fee Proposals

The Administration is proposing the new or increased
user fees shown in Table 4-3: “User Fee Proposals.”
These proposals would increase user fee collections by
an estimated $3.8 billion in 2001, increasing to $7.7
billion in 2005.

A. User Fee Proposals to Offset Discretionary
Spending

1. Proposals for Discretionary User Fees

a. Offsetting collections deposited in appropriation ac-
counts

Department of Agriculture

Food Safety and Inspection Service meat, poultry, and
egg inspection fees.—This budget proposes a new user
fee for the Food Safety and Inspection Service. Under
the proposed fee the meat, poultry and egg industries
would be required to reimburse the Federal government
for the cost of the salaries and benefits and other direct
costs for all in-plant inspection. The proposal would
transfer the cost of Federal inspection services to the
industries that directly benefit, and would ensure that
sufficient resources are available to provide the level
of in-plant inspection necessary to meet the demands
of industry. The cost of the user fee would amount
to less than one cent per pound of meat inspected.

Animal and Plant Health Inspection Service
(APHIS).—The budget proposes to establish fees to
cover the cost of providing animal welfare inspections
to recipients of APHIS services such as animal research
centers, humane societies, and kennels. Fees would also
be established to cover the cost of issuing biotechnology
certificates to firms that manufacture products derived
through biotechnological innovation.

Grain Inspection, Packers and Stockyards Adminis-
tration (GIPSA) licensing fees.—The budget proposes to
charge the grain industry for GIPSA’s costs to review
and maintain standards (such as grain quality and clas-
sification) that are used by the industry. In addition,
an annual licensing fee is proposed to fund GIPSA ac-
tivities that ensure the integrity of the livestock, meat
and poultry market and marketplace, such as fostering
open competition, and protecting consumers and busi-
nesses from unfair practices.

Department of Commerce

National Oceanic and Atmospheric Administration
(NOAA), navigational assistance fees.—The Administra-
tion proposes to levy a fee on U.S. and foreign commer-
cial cargo carriers to recover the cost of navigational
assistance services, such as nautical charting, provided
by NOAA.

Fisheries management fees.—The budget proposes to
levy a fee to recover a portion of the costs of providing
fisheries management and enforcement services.
Department of Health and Human Services

Food and Drug Administration (FDA) fees.—The
budget seeks $19 million in new fees to finance FDA
activities for the review of new medical devices and
food additives, and for food export certifications. These
fees will be used to augment current funding for these
activities.

Health Care Financing Administration (HCFA).—
These proposals would establish fees for a variety of
activities associated with the Medicare program, includ-
ing:

Managed care application and renewal fees.—The
Administration proposes to charge managed care orga-
nizations a fee to cover the cost of reviewing initial
applications and renewing annual contracts with Medi-
care. Proceeds from this fee would be used to offset
funding for Federal administrative expenses related to
managed care organization applications and renewals.

Provider initial certification fees.—The Adminis-
tration proposes to levy a fee on providers (e.g., home
health agencies and skilled nursing facilities) who wish
to enter the Medicare program. The fee would vary
by type of provider. Proceeds from this fee would be
used to offset survey and certification funding.
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Table 4-2. TOTAL USER FEE COLLECTIONS
(In millions of dollars)

1999 Estimates
actual 2000 2001 2002 2003 2004 2005

Receipts
Proposed FAA user fees to replace exXCiSe TaXES 1 .....ovirirrrieieeeneeieieseiseiseissiseississessissnnns | cnensinsinns | eoeeneensinees 965 1,866 1,999 2,030 2,030
Harbor maintenance and inland Waterway fEES 2 ..o 553 B75 | ovveveiees | rvrveiene | e | v | e
Agricultural quaranting iNSPECION fEES ..o 172 188 215 217 220 223 225
Other governmental reCeIPt USEN fEES ... 248 255 281 286 287 293 298
Subtotal, gOVErNMENLAl TECEIPLS ... s 973 1,118 1,461 2,369 2,506 2,546 2,553

Offsetting Collections and Receipts from the Public

Discretionary
Department of Agriculture: Food safety inspection and other fees ... 167 186 735 735 737 741 746
Department of Commerce: Patent and trademark, fees for weather services, and other fees ...... 1,021 1,123 1,304 1,304 1,319 1,352 1,382
Department of Defense: Commissary and Other fEES .......cccvvrermrminrinienneeeeeseeseees 7,345 6,438 6,366 6,347 6,347 6,347 6,347
Department of Energy: Federal Energy Regulation Commission and other fees 508 631 655 645 643 641 619
Department of Health and Human Services: Food and Drug Administration, Health Care Financ-

ing Administration, and Other fEES .........cccriiiinie s 316 338 657 657 664 681 696
Department of the Interior: Bureau of Land Management and other fees . 235 260 250 250 252 260 264
Department of Justice: Antitrust and other fees ..., 343 314 590 590 596 611 625
Department of State: Visa, passport, and other fees ....... 365 411 451 451 456 468 478
Department of Transportation: Coast Guard and other fees ........c..cc..... 83 104 464 888 897 921 942
Department of the Treasury: Sale of commemorative coins and other fees . 1,906 1,935 1,854 1,854 1,876 1,923 1,965
Department of Veterans Affairs: Medical care and other feeS ........ccccvvvrnerniineenniinninerssineinninens 577 603 496 496 501 515 525
National Aeronautics and Space Administration: Reimbursement for the use of NASA services .. 848 956 875 875 875 875 875
Federal Communications Commission: Regulatory and other feeS .........cccooerrrenenininininineins 173 191 200 200 202 207 212
Federal Trade Commission: Regulatory and other fees ............. 97 111 165 165 167 171 175
Legislative Branch: Library of Congress and copyright fees 85 119 114 114 114 114 114
National Credit Union Administration: Stock subscription fees 102 111 121 121 122 125 128
Nuclear Regulatory Commission: Regulatory fees ............... 442 447 454 454 459 471 481
Panama Canal Commission: Fees for use of the canal ... 756 176 | oo | e | e | e | v
Securities and Exchange Commission: Regulatory fEES ... 591 634 650 650 658 674 689
All other agencies, diSCretionary USEr fEES ........cvveiiminiiiniierssircsieei i 144 150 199 187 188 191 195
Subtotal, discretionary offsetting collections and reCeIPtS .........coceerererrernrneneneireseseseineies 16,104 15,238 16,600 16,983 17,073 17,288 17,458

Mandatory
Department of Agriculture: Federal crop insurance and other fees ..........ccrerenencnineneninienns 883 1,111 1,586 1,557 1,633 1,697 1,727
Department of Defense: Commissary surcharge and other fEees ..........coeorerncnennnenenineines 257 276 275 275 275 275 275
Department of Energy: Proceeds from the sale of energy and other fees: .............. 2,889 2,489 2,697 3,162 3,234 3,195 3,140

Department of Health and Human Services: Medicare Part B insurance premiums, and other

fees 21570 | 21,744 | 23169 | 25631 | 28214 | 30854 | 33,694
Department of the Interior: Recreation and other fees 610 575 586 604 621 629 637
Department of Justice: Immigration and other fees 1,300 1,498 1,483 1,488 1,516 1,524 1,531
Department of Labor: Insurance premiums to guarantee private pensions and other fees ............ 460 824 1,083 1,013 1,087 1,160 1,233
Department of the Treasury: Customs, bank regulation, and other fees .......ccooevennenineniniinens 1,813 1,871 1,922 2,001 2,074 2,150 2,229
Department of Veterans Affairs: Veterans life insurance and other fees 1,696 1,651 1,724 1,720 1,686 1,643 1,606
Corps of Engineers: Harbor services and other fees ... 40 41 1,007 1,004 1,002 1,038 1,056
Federal Emergency Management Agency: Flood insurance fees .. 1,416 1,545 1,756 1,868 1,986 2,121 2,266
International Assistance Programs: Foreign military Sales ........c.covvnininininennns 11,624 10,560 10,760 10,890 10,920 11,020 11,150
Office of Personnel Management: Federal employee health and life insurance fees 6,093 6,620 7,140 7,677 8,286 8,909 9,539
Federal Deposit Insurance Corporation: Deposit iNSUrANCE fEES ... 860 374 590 664 1,014 1,548 2,336
National Credit Union Administration: Credit union share insurance and other fees ..........c....... 350 308 326 300 321 347 388
Postal Service: Fees for postal services (e. g., sale of Stamps) .......cccccceeveneunee 61,957 | 63,998 | 67,421 70,000 | 72,750 74,100 75,650
Tennessee Valley Authority: Proceeds from the sale of energy . 6,818 6,590 6,718 6,826 7,078 7,419 7,565
All other agencies, Mandatory USET fEES ... 244 287 315 326 313 329 339
Subtotal, mandatory offsetting collections and reCeIPLS ... 120,880 | 122,362 | 130,558 | 137,006 | 144,010 | 149,958 | 156,361
Subtotal, offsetting COIIECHIONS AN TECEIPLS ......cvuvvrierieiereiriiniirieierse et 136,984 | 137,600 | 147,158 | 153,989 | 161,083 | 167,246 | 173,819
TOTAL, USEF BES .ouvcvruiercireriseesseesesssessesssess sttt 137,957 | 138,718 | 148,619 | 156,358 | 163,589 | 169,792 | 176,372

1Gross revenue increase from proposed fees. Current aviation excise taxes, which are not user fees, will gradually be converted to cost-based user fees. While considered governmental receipts, the following proceeds from the
fees, net of income tax offsets, would be made available to offset discretionary spending:

1999 2000 2001 2002 2003 2004 2005  2000-05

FAA c0llections aVailable fOr SPEMAING ............uurreeuuurrrismueriesseeiesseeresseeessesessses s8R etssiinnins ennnsiies 724 1399 1499 1522 1522 6,667
2The Budget proposes to convert proceeds to offsetting collections for the Corps of Engineers. While the fee collection will be mandatory, proceeds from the fee will be made available to offset discretionary spending.
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Table 4-3. USER FEE PROPOSALS
(estimated collections in millions of dollars)

2001 2002 2003 2004 2005 | 2001-2005
A. USER FEE PROPOSALS TO OFFSET DISCRETIONARY SPENDING
1. Proposals for Discretionary User Fees
a. Offsetting collections deposited in appropriation accounts
Department of Agriculture
Food Safety Inspection Service fees 534 641 641 641 641 3,098
Animal and Plant Health Inspection Service ......... . 11 11 11 11 11 55
Grain Inspection, Packers and Stockyards AMINISITALION ............ccriuimeiriieiiieriesie s sseees 23 23 23 23 23 115
Department of Commerce
National Oceanic and Atmospheric Administration, Navigational assistance fEeS ...........crmnrrnrnrnrnrerinrnns 14 14 14 14 14 70
FiSheries ManagemeNt fEES ... bbbt 20 20 20 20 20 100
Department of Health and Human Services
Food and Drug AdMINISEIAtiON fEES ...t 19 19 19 19 19 95
Health Care Financing Administration fee proposals:
Managed care application and renewal fees ... 21 21 21 21 21 105
Provider initial certification fees 13 13 13 13 13 65
Provider recertification fees ......... 50 50 50 50 50 250
Paper claims submission fees . 83 83 83 83 83 415
Duplicate and unprocessable ClAIMS FEES ..o 53 53 53 53 53 265
Increase Medicare+ChoiCe fEES ..o 131 130 129 128 128 646
Nursing home criminal bUSE TEGISITY FEE .......uuvieiriieieiiiiee e 4 4 4 4 4 20
Department of the Interior
User fees on Outer Continental SRelf [andS .........ccoeii e 10 10 10 10 10 50
Department of Justice
Hart-Scott Rodino pre-merger filiNg fEES ... s 38 38 38 38 38 190
Department of Transportation
Coast Guard, navigational SEIVICES TEES ... bbb 212 636 644 660 674 2,826
Federal Railroad Administration, rail safety inspection fees 103 103 103 103 103 515
Hazardous materials transportation safety fees .............. . 19 19 19 19 19 95
Surface Transportation BOAI fEES ...t 17 17 17 17 17 85
Department of the Treasury
Customs, automation MOErNIZALON fEE ........ccccrrrrrrrieriere s 210 210 210 210 210 1,050
Federal Trade Commission
Hart-Scott RodiN0 pre-merger filiNg fEES .....vviviririiiieieieee ettt 38 38 38 38 38 190
National Transportation Safety Board
Commercial accident iNVESHGAtION FEES ..o 10 10 10 10 10 50
b. Offsetting collections deposited in receipt accounts
Department of Justice
Immigration Premium ProCeSSING fEE .......uiiiiiriiriiririr bbbt 17 17 17 17 17 85
INCTEASE INSPECHON USEI FEES ...vuiviiiiiiiiiireis sttt bbbttt 167 167 167 167 167 835
Department of Transportation
PIPEIINE SAELY TEES ..eueeiieicic bbbt 11 12 12 12 12 59
Environmental Protection Agency
PESHICIHE TEYISITAION fEES ......uiiieieiiiriiei it bbbttt 16 | e | s | v | e 16
Pre-manufacture NOtICE (PMN) fEES ... 4 8 8 8 8 36
Nuclear Regulatory Commission
Extend Nuclear Regulatory COMMISSION USET FEES .......c.viuuiiiiiiiiiiiiiiciiesri s 295 295 295 295 295 1,475
Subtotal, proposals for discretionary user fees 2,143 2,662 | 2,669 2,684 2,698 12,856
2. Proposals for Mandatory User Fees to Offset Discretionary Spending
a. Offsetting collections deposited in appropriation accounts
Federal Deposit Insurance Corporation
State DANK EXAM TEES ... e 92 96 102 106 111 507
b.  Offsetting collections deposited in receipt accounts
Corps of Engineers
Harbor services user fee, replaces harbor maintenance taX 1 ...t 417 361 313 315 296 1,702
¢. Receipts
Department of Transportation
Federal Aviation Administration cost-based user fees (governmental receipt) 2 .........cocvririnineninininesesseeees 965 1,866 1,999 2,030 2,030 8,890
Subtotal, proposals for mandatory user fees to offset discretionary SPending .........c..coocveereerenenineninisisinnenns 1474 2323 | 2414 | 2451 2,437 11,099
Subtotal, user fee proposals to offset discretionary SPENAING .........cccoeeererrrereireirerenee s 3,617 1 49851 5,083 5,135 5,135 23,955
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Table 4-3. USER FEE PROPOSALS—Continued
(estimated collections in millions of dollars)
2001 2002 2003 2004 2005 2001-2005
B. USER FEE PROPOSALS TO OFFSET MANDATORY SPENDING
a. Offsetting collections deposited in appropriation accounts
Department of Agriculture
Federal crop insurance B9 | oo | e | e | e, 69
Department of Labor
Implement alien [abor CErtifiCation fEES ..ot 138 122 122 122 122 626
Federal Emergency Management Agency
Flood map license fee for flood map MOAEMIZALON .........c.ccciviririiiiinri s 104 107 109 112 114 546
b.  Offsetting collections deposited in receipt accounts
Department of Agriculture
Recreation and entrance fEES ..o | s 28 36 48 50 162
Concession, land use, right of way, and filming permits 6 7 13 13 13 52
Department of Health and Human Services
METICAIE PIrEMIUMS ....vuveuvueieseesseseesetsessse bbb bbb bbb -180 226 392 418 590 1,446
Department of the Interior
Recreation and entrance fEES ... | e 73 74 76 74 297
Filming and special use permits fees 3 3 4 4 5 19
Hardrock mining produCHON EES .........ccuuiuiiciiireicieriesse et | veiensees 8 26 26 26 86
Department of the Treasury
Customs, extend conveyanCe/PasSENGEr fEE ........ccverriierinreseisessesesieses e ssissssesesiesesesssssnsnnnee | svennenes | e | e 424 465 889
Customs, extend merchandise ProCeSSING fEE ......c.cvuuiriieiiiriiniierineeenei et sessssesesssesessesssissnenee | sevnsinenes | svevnennns | eernevnnens 1,036 | 1,059 2,095
Subtotal user fee proposals to offset mandatory SPENAING ... 140 574 776 | 22279 | 2,518 6,287
TOtal USEI fEE PrOPOSAIS .ottt 3,757 5559 | 5,859 7414 | 7,653 30,242

1The amounts shown here are the amounts available to offset discretionary spending. This is the total amount from the proposed harbor services user fee, less three-fourths (to account for the in-
come tax offset) of the tax revenues that would be lost from repealing the existing harbor maintenance tax.

2Gross revenue increase from proposed fees. Current aviation excise taxes, which are not user fees, will gradually be converted to cost-based user fees. While considered governmental receipts, the
following proceeds from the fees, net of income tax offsets, would be made to offset discretionary spending:

FAA collections available for spending

2001 2002 2003 2004 2005  2001-05

724 1399 1499 1522 1522 6,667

Provider recertification fees.—The Administra-
tion proposes to levy a fee on providers who are recer-
tified for the Medicare program. By statute, skilled
nursing facilities must be surveyed every year, home
health agencies every three years, and other providers
about once every ten years. The fee would be charged
every year to spread the costs of the certification pro-
gram over time. Proceeds from this fee would be used
to offset survey and certification funding.

Paper claims submission fees.—The Administra-
tion proposes to charge providers $1.00 for every paper
claim submitted for payment because of the additional
cost of processing paper rather than electronic claims.
Rural providers and very small providers who may not
be able to purchase the necessary hardware to comply
with electronic claims transmission would be exempt
from the fee. Proceeds from the fee would be used to
offset Contractor funding related to claims processing.

Duplicate and unprocessable claims fees.—The
Administration proposes to charge Medicare providers
$1.00 for each duplicate and unprocessable claim sub-
mitted for payment to the Health Care Financing Ad-
ministration. Proceeds from the fee would be used to
offset Contractor funding related to claims processing.

Increase in the Medicare+Choice fees.—The Ad-
ministration proposes to increase the fee on
Medicare+Choice plans by approximately $131 million

in 2001. The fee was authorized at $100 million in
the Balanced Budget Act of 1997 but reduced to ap-
proximately $19 million (for 2001) by the Balanced
Budget Refinement Act of 1999. This increase would
be used to maintain the current level of effort in pro-
viding information to Medicare beneficiaries regarding
the Medicare+Choice program.

Nursing home criminal abuse registry fee.—The
Administration proposes to charge nursing facilities a
fee to query a nursing home criminal abuse registry.
Proceeds from the fee would be used to fund the oper-
ation and maintenance of the registry.

Department of the Interior

User fees on Outer Continental Shelf lands.—The Ad-
ministration proposes new and modifications to existing
user fees on the Minerals Management Service program
that supports energy and mineral exploration, develop-
ment and production on the Outer Continental lands
such as increasing rental rates, implementing a bidding
fee, and charging for violation re-inspections. Collec-
tions would be available upon appropriation to fund
royalty and offshore minerals management activities.

Department of Justice

Hart-Scott-Rodino pre-merger filing fees.—The Ad-
ministration proposes to restructure the Hart- Scott-
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Rodino fee, which is charged to acquiring firms in merg-
ers. Fees are collected by the Federal Trade Commis-
sion (FTC) and divided evenly between the FTC and
the Antitrust Division in the Department of Justice.

Department of Transportation

Coast Guard, navigational services fees.—The Admin-
istration proposes to levy a fee on U.S. and foreign
commercial cargo and cruise vessels for the use of Coast
Guard navigational assistance services. Navigational
assistance services include the placement and mainte-
nance of buoys and other short-range aids-to-naviga-
tion, radio navigation, ice breaking, and vessel traffic
services. Fishing and recreational vessels would be ex-
empt.

Federal Railroad Administration, rail safety inspec-
tion fees.—This proposed fee would offset the costs of
the Federal Railroad Administration’s safety inspection
program. An estimated $103 million in fees would be
collected from railroad carriers based upon a calculation
of their rail usage.

Hazardous materials transportation safety fees.—Be-
ginning late in 2001, hazardous materials transpor-
tation safety activities previously financed by general
fund appropriations to the Research and Special Pro-
grams Administration are proposed to be financed in-
stead by an increase in hazardous materials registra-
tion fees. Authorizing legislation will be proposed to
increase the fees paid by shippers and carriers of haz-
ardous materials by an estimated $19 million in 2001
to fund these safety activities.

Surface Transportation Board fees.—The Administra-
tion proposes to create a fee mechanism to completely
offset the expenses of the Surface Transportation Board
(STB), the successor to the Interstate Commerce Com-
mission (ICC). The fees would be collected from those
who benefit from the continuation of the ICC functions
transferred to the STB, i.e. railroads and shippers.

Department of the Treasury

Customs, automation modernization fee.—The Admin-
istration proposes to establish a fee to offset the costs
of modernizing automated commercial operations of the
U. S. Customs Service. Fees would finance the develop-
ment of the Automated Commercial Environment
(ACE), which is critical to maintain the ability of the
U. S. Customs Service to process the increasing volume
of trade. Subsequent to the budget, authorization legis-
lation will be transmitted to allow the Secretary to
establish the fee.

Federal Trade Commission (FTC)

Hart-Scott-Rodino pre-merger filing fees.—The Ad-
ministration proposes to restructure the Hart- Scott-
Rodino fee, which is charged to acquiring firms in merg-
ers. Fees are collected by the Federal FTC and divided
evenly between the FTC and the Antitrust Division
in the Department of Justice.

National Transportation Safety Board (NTSB)

Commercial accident investigation fees.—To offset a
portion of the growing cost of commercial accident in-
vestigations by the NTSB, a new aviation accident re-
covery and investigation fee is proposed. This fee, which
would be paid by commercial air, motor, ocean, rail,
and pipeline carriers based on an approximation of risk,
would collect an estimated $10 million in 2001.

b. Offsetting collections deposited in receipt accounts
Department of Justice

Immigration premium processing fee.—This is a vol-
untary fee paid in addition to existing user fees charged
for business visa processing that will guarantee expe-
dited processing and direct liaison with the Immigra-
tion and Naturalization Service (INS). The INS esti-
mates that $17 million of the projected $80 million
in annual receipts will be used for expedited processing.
The remainder will be earmarked for fraud investiga-
tions ($8 million), reduction of backlog, and infrastruc-
ture improvements ($55 million).

Increase inspection user fees.—Congress established
the user fee account to cover the full cost of air and
sea passenger inspections. The Administration is pro-
posing to increase the per passenger inspection fee from
$6 to $8 and eliminate an exemption from the inspec-
tion fee for cruise ship passengers. The increase will
be used solely to defray inspection expenses.

Department of Transportation

Pipeline safety fees.—The Administration proposes to
increase offsetting collections from the pipeline safety
fund by an estimated $11 million in user fees in 2001.
These fees would fund grants to States to inspect intra-
state pipelines, damage prevention grants to implement
best practices of damage prevention, and additional re-
search, training and risk assessment.

Environmental Protection Agency

Pesticide registration fees.—The budget proposes to
reinstate pesticide registration fees that are statutorily
suspended through 2001. These fees would be used to
offset the cost of reviewing applications for pesticide
registrations, amendments to registrations, and experi-
mental use permits.

Pre-manufacturing notification (PMN) fees.—The Ad-
ministration proposes to eliminate the statutory cap
on PMN fees and to increase fees charged to chemical
producers to recover the cost of reviewing notifications
of new chemicals prior to production.

Nuclear Regulatory Commission (NRC)

Extend Nuclear Regulatory Commission user fees.—
Under current law, the NRC must recover approxi-
mately 100 percent of its budget (less appropriations
from the Nuclear Waste Fund) from licensing, inspec-
tion, and annual fees charged to its applicants and
licensees through 2000. Unless the law is extended,
this requirement will revert to 33 percent of NRC’s
budget. Because of fairness and equity concerns related
to charging NRC licensees for expenses that do not
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provide a direct benefit to them, the Administration
proposes to extend the requirement to collect fees at
approximately 98 percent of the NRC’s budget in 2001,
96 percent in 2002, 94 percent in 2003, 92 percent
in 2004, and 90 percent in 2005.

2. Proposals for Mandatory User Fees to Offset
Discretionary Spending

a. Offsetting collections deposited in appropriation ac-
counts

Federal Deposit Insurance Corporation (FDIC)

Recovery of supervision and regulation expenses.—The
Administration proposes to require the FDIC and the
Federal Reserve to recover their respective costs for
supervision and regulation of state-chartered banks and
bank holding companies. Currently, supervision and
regulation expenses are funded from deposit insurance
premiums (FDIC) and interest earnings on Treasury
securities (Federal Reserve). The FDIC’s collections
would finance its state bank supervision and regulation
operations.

b. Offsetting collections deposited in receipt accounts
Corps of Engineers

Harbor services fee.—The Administration proposes to
replace collection of the ad valorem harbor maintenance
tax with a cost-based user fee, the harbor services user
fee. The user fee will finance construction, operation,
and maintenance of harbor activities performed by the
Corps of Engineers, the costs of operating and main-
taining the Saint Lawrence Seaway, and the costs of
administering the fee. Through appropriations acts, the
fee will raise an average of $980 million annually
through 2005, which is less than would have been
raised by the harbor maintenance tax before the Su-
preme Court decision that the ad valorem tax on ex-
ports was unconstitutional. While the collections from
the harbor services fee would be mandatory, collections
would be available to offset discretionary spending.

c. Receipts
Department of Transportation

Federal Aviation Administration (FAA), cost-based
user fees.—The Budget proposes to reduce the existing
aviation excise taxes over time as more efficient, cost-
based user fees for air traffic services are phased in
beginning in 2001. Under this proposal, the collections
each year from the new cost-based user fees and the
existing excise taxes combined would be equal to the
total budget resources requested for the FAA in each
succeeding year. In 2001, this proposal would result
in the collection of $1.0 billion in additional aviation
user charges. These charges will be deposited into a
governmental receipt account and be made available
for FAA discretionary spending.

B. User Fee Proposals to Offset Mandatory
Spending

a. Offsetting collections deposited in appropriation ac-
counts

Department of Agriculture

Federal crop insurance.—The President’s Budget con-
tains a proposal to strengthen the farm safety net that
includes nearly $1 billion in crop insurance reforms.
These reforms include a crop insurance premium dis-
count which is expected to attract new participants to
the crop insurance program and induce current partici-
pants to purchase higher coverage levels. Both of these
expected outcomes will result in an increase in gross
premiums, a portion of which are paid by producers.
The estimated increase in producer-paid premiums as
a result of the safety net proposal is $69 million, as
shown in Table 4-3.

Department of Labor

Implement alien labor certification fees.—The pro-
posal would establish a new fee, charged to businesses,
for processing of alien labor certification applications
by the Department of Labor. The fee proceeds would
offset the costs of administering and enforcing the alien
labor program, and provide reemployment and training
assistance to U.S. workers who have been dislocated
from their jobs.

Federal Emergency Management Agency (FEMA)

Flood map license fee.—The Administration proposes
to establish a $12 license fee on the use of FEMA’s
flood hazard maps to support a multi-year program to
update and modernize FEMA’s inventory of flood-plain
maps (100,000 maps). Accurate and easy to use flood
hazard maps are essential in determining if a property
is located in a flood plain. The maps allow lenders
to meet their statutory obligation of requiring the risk-
prone homes they insure to carry flood insurance, and
allow homeowners to assess their risk of flood damage.
The maps are the basis for developing appropriate risk-
based flood insurance premium charges, and improved
maps will result in a more actuarially sound insurance
program.

b. Offsetting collections deposited in receipt accounts
Department of Agriculture

Recreation and entrance fees.—The Administration
proposes to permanently extend the current pilot pro-
gram which expires in 2001. The United States Forest
Service would be allowed to collect increased recreation
and entrance fees and use the receipts without further
appropriation for facility improvements and new serv-
ices. The Forest Service would also be authorized to
use collections from existing fees for similar improve-
ments and services.

Concession, land use, right of way, and filming per-
mits. This budget proposes to collect fair market value
from a variety of forest uses, including special use per-
mits for rights-of-way on Forest Service lands (e.g., for
oil and gas pipelines, phone lines, and optic cables),
recreational concessions, marinas, and film, motion pic-
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ture, and other similar uses. Funds would be available
for spending one year after these collections.

Department of Health and Human Services

Medicare premiums for retirees under the age of 65
and displaced workers.—The Administration proposes,
in the context of the President’s Medicare Reform Plan,
to charge premiums based on an actuarially fair rate
to people between the ages of 62 and 65 and displaced
workers between 55 and 61 who elect to participate
in the Medicare buy-in premium based program. This
increase in premium collections is offset by the reduc-
tion in premium collections due to the Medicare savings
proposals.

Medicare premiums for prescription drug benefit.—
The President’s Medicare reform plan includes a pre-
scription drug benefit which is financed through a 50
percent premium. After paying the premium, Medicare
beneficiaries receive first-dollar coverage of prescription
drugs up to a $5,000 limit once the benefit is fully
implemented.

Department of the Interior

Recreation and entrance fees.—The Administration
proposes to permanently extend the current pilot pro-
gram which expires in 2001. The National Park Service,
Fish and Wildlife Service, and the Bureau of Land

Management would be allowed to collect increased
recreation and entrance fees and use the receipts with-
out further appropriation for facility improvements and
new services.

Filming and special use permits fees.—The Adminis-
tration proposes to authorize the National Park Service
and other land management agencies, including the De-
partment of Agriculture’s Forest Service, to increase
fees for permits to use land and facilities for the mak-
ing of motion pictures, television productions, still
photos, sound tracks and other similar purposes. Collec-
tions would be available without further appropriations
to cover related Government costs (as currently author-
ized) and provide a fair return to the Government.

Hardrock mining production fees.—The Administra-
tion proposes to charge mining companies a 5% fee
on net smelter production from hard rock mining on
public domain or reserved public domain Federal lands.

Department of the Treasury

Extend Customs conveyance and passenger and mer-
chandise processing fees.—Under existing legislation,
the Customs Conveyance/Passenger Fee and the Mer-
chandise Processing Fee will expire on September 30,
2003. The Administration proposes to extend both of
these fees starting on October 1, 2003.

OTHER OFFSETTING COLLECTIONS AND RECEIPTS

Table 4—4 shows that total offsetting collections and
receipts from the public are estimated to be $214.8
billion in 2001. Of these, an estimated $141.4 billion
are offsetting collections credited to appropriation ac-
counts and an estimated $73.4 billion are deposited
in offsetting receipt accounts.

The user fees in Table 4-4 were discussed in the
previous section. Major offsetting collections deposited
in expenditure accounts that are not user fees are pre-
credit reform loan repayments, collections from States
to supplement payments in the supplemental security
income program, and collections for the Federal Savings
and Loan resolution fund. Major offsetting receipts that
are not user fees include spectrum auction receipts,
rents and royalties for oil and gas on the Outer Conti-
nental Shelf, and interest income.

Table 4-5 includes all offsetting receipts deposited
in receipt accounts. These include payments from one
part of the Government to another, called
intragovernmental transactions, and collections from
the public. These receipts are offset (deducted) from
outlays in the Federal budget. In total, offsetting re-
ceipts are estimated to be $413.2 billion in 2001—
$339.9 billion are intragovernmental transactions, and
$73.4 billion are from the public, shown in the table
as proprietary receipts and offsetting governmental re-
ceipts.

As noted above, offsetting collections and receipts by
agency are also displayed in Table 20-1, “Outlays to
the Public, Net and Gross,” which appears in Chapter
20 of this volume.
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Table 4-4. OFFSETTING COLLECTIONS AND RECEIPTS FROM THE PUBLIC
(In millions of dollars)
1999 Estimate
Acual 1 5009 2001
Offsetting collections credited to expenditure accounts:
User fees:
Postal service stamps and other postal fees ... 61,957 63,998 67,421
Defense Commissary Agency 4,967 4,999 4,999
Employee contributions for employees and retired employees health benefits funds ... 4,853 5,249 5,622
Sale of energy:
Tennessee Valley Authority 6,818 6,590 6,718
Bonneville Power Administration 2,539 2,309 2,345
Al OtNEE USET TEES .ottt ettt b bbb bbb bbb bbb bbb bbb bbb bbb bbb bbb bbb bbbt s et 17,904 17,290 19,929
SUBLOLAL, USEE FBES .vuvuuiuuieiiiieiieieie ettt bbbt 99,038 100,435 107,034
Other collections credited to expenditure accounts:
Pre-credit reform loan repayments 14,919 14,977 14,787
Supplemental security income (collections from the States) ....... 3,219 3,310 3,410
Federal Savings and Loan Insurance Corporation resolution fund . 3,784 2,188 624
All other collections 15,417 16,524 15,564
SUDLOLAl, OtEE COIBCHIONS .....vvuiviivicecit ettt bbb bbb bbbt s bbbt bbb bbb bbb bbb bbb bbb st 37,339 36,999 34,385
Subtotal, collections credited t0 EXPENAIUTE ACCOUNES .....vuvuvrierirrireiseieteireise bbbttt 136,377 137,434 141,419
Offsetting receipts:
User fees:
Medicare premiums 21,561 21,735 23,160
Foreign military sales program 11,624 10,560 10,760
Immigration fees .......cccovwen. 1,053 1,219 1,389
Customs fees ...... 1,210 1,255 1,294
All other user fees 2,498 2,396 3,521
Subtotal, user fees depoSIted iN FECEIPT ACCOUNLS ......uuvuiriiiirirriirriesisesesssre et s bbbt 37,946 37,165 40,124
Other collections deposited in receipt accounts:
Spectrum auction receipts ..........coevees 1,505 2,076 3,559
OCS rents, bonuses, and royalties 3,008 3,550 3,691
Interest INCOME .....c.cuevreeneereririninieins 9,441 10,971 13,564
All other collections deposited in receipt accounts 18,941 20,794 12,426
Subtotal, other collections deposited in receipt accounts 32,985 37,391 33,240
Subtotal, collections deposited IN TECEIPE ACCOUNES .......vviuuiuriuriiiiseisissesssssse s s es e e bbb bbb s bbbt 70,931 74,556 73,364
Total, offsetting collections and receipts from the public 207,308 211,990 214,783
Total, offsetting collections and receipts excluding off-budget 145,331 147,976 | 147,346
ADDENDUM:
User fees that are offsetting COIECHIONS AN TECRIPES L ........vuivuiiiiriiiiii bbb 136,984| 137,600 147,158
Other offsetting collections and receipts from the PUDIC ..........cuiiiiiiii bbb 70,324 74,390 67,625
Total, offsetting collections and receipts from the PUDIC ..o s 207,308 211,990 214,783

1Excludes user fees that are classified on the receipts side of the budget. For total user fees, see Table 4.1 or Table 4.2.
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Table 4-5. OFFSETTING RECEIPTS BY TYPE

(In millions of dollars)

1999 Estimate

Source
Actual 2000 2001 2002 2003 2004 2005

INTRAGOVERNMENTAL TRANSACTIONS
On-budget receipts:
Federal intrafund transactions:
Distributed by agency:

Interest from the Federal Financing Bank
Interest on Government capital in enterprises
Other
Proposed Legislation (non-PAYGO)

2,503 2,412 2,159 1,988 1,853 2,205 2,472
1,473 1,634 1,633 1,400 1,269 1,138 1,059
1,119 1,721 2,084 2,190 2,298 2,361 2,354

Total Federal INrAfUNAS .......cvevererrieeieeee s 5,095 5,767 5,941 5,657 5,502 5,789 5,981

Trust intrafund transactions:
Distributed by agency:

Payments to railroad retirement 3,816 3,760 3,637 3,749 3,763 3,786 3,810

ONBE ettt sttt ntens | errersenenieriens 1 1 1 1 1 1
Total truSt INtrAfUNGAS .....ocvveveeicieeee st nens 3,816 3,761 3,638 3,750 3,764 3,787 3,811
Total intrafund traNSACHONS ......cvvrevireiiieiceieee s 8,911 9,528 9,579 9,407 9,266 9,576 9,792

Interfund transactions:
Distributed by agency:
Federal fund payments to trust funds:
Contributions to insurance programs:
Military retirement fund
Supplementary medical insurance ....
Proposed Legislation (non-PAYGO)
Hospital insurance
Proposed Legislation (non-PAYGO) .....

15,250 15,302 15,914 16,551 17,213 17,901 18,618
62,185 65,063 69,777 75,983 83,259 89,121 96,212
.................................... -280 -780 3,636 9,668 11,404
7,367 7,865 7571 7,855 8,409 8,952 9,476
.................................... 15,400 12,600 | oo | i | i,

Railroad social security equivalent fund 98 105 88 88 89 91 94
Rail industry pension fund 394 265 238 243 248 255 262
Civilian supplementary retirement contributions 21,706 21,496 21,760 22,074 22,491 22,860 23,250
Proposed Legislation (non-PAYGO) ................. v [ e | e 1 1 1 2 3
Unemployment insurance ............. 403 399 454 474 500 543 574
Other contributions 438 541 441 492 488 485 482
Proposed Legislation (NON-PAYGO) .......ccccviininiiernieiineiessinsiesinsiesineins | cveissieniinnnes | covessininsis 38 37 36 36 34
Miscellaneous payments ................... 597 960 569 577 566 570 580
Proposed Legislation (NON-PAYGO) .......ccccviininiiernieriniernsinsiesinsiesineies | v | covensinsnsis 1,467 -1 -1 -1 -1

Subtotal 108,438 111,996 133,438 136,194 136,935| 150,483| 160,988

Trust fund payments to Federal funds:

Quinguennial adjustment for military SEIVICE CrEAILS ......ccvvvevrvrrrrrrirrirrernsssernrins | cervereserenins | cveeseesnsnnennes IS (SRR ISR (NSRRI I
Other 1,082 1,051 1,076 1,103 1,130 1,160 1,188
Proposed Legislation (NON-PAYGO) ......ccccrvrermeiminessisissssssssssssssssssssssessssenss | siesessessnsinsss | sersssssssssessens 3,226 | o [ cevrrreneinninnes | e | e
SUBLOTAL <.ovivivicvt ettt bbb bbbt 1,082 1,051 5,454 1,103 1,130 1,160 1,188
Total interfunds distributed by agENCY .....ccovveviiriir s 109,520 113,047 138,892 137,297 138,065 151,643 162,176

Undistributed by agency:

Employer share, employee retirement (on-budget):
Civil service retirement and disability insurance (CSRDI) 9,094 8,879 9,335 9,729 9,839 10,344 10,895
Proposed Legislation (non-PAYGO) ........ccccvveererrerennee weon [ e | -34 22 -17 -24 -26
CSRDI from Postal SErvice .......c..coevieveeirenns 6,001 6,437 6,624 6,799 6,919 7,041 7,166
Hospital insurance (contribution as employer) 1,965 2,043 2,093 2,211 2,292 2,384 2,499

Postal employer contributions to FHI ... 611 633 659 687 717 749 781
Military retirement fund ..........ccccovvvnenne 10,417 11,454 11,413 11,781 12,114 12,459 12,825
Other Federal employees retirement 121 129 135 141 144 150 157
Total employer share, employee retirement (on-budget) ........c.ccovveverriicineinnes 28,209 29,575 30,225 31,370 32,008 33,103 34,297

Interest received by on-budget trust funds
Proposed Legislation (non-PAYGO)

66,561 71,291 73,735 76,779 79,629 82,210 84,782
.................. 65 377 1,413 2,297 2,556 2,804

Total interfund transactions undistributed by agency 94,770( 100,931| 104,337 109,562| 113,934| 117,869| 121,883
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Table 4-5. OFFSETTING RECEIPTS BY TYPE—Continued

(In millions of dollars)

s 1999 Estimate
ource Actual
2000 2001 2002 2003 2004 2005
Total interfund tranSACHONS .......c..vvveceemrirerieiieeseesses st 204290 213978| 243229| 246,859 251,999| 269,512| 284,059
Total ON-DUAGEL TECRIPES ...vvuveeiiireiieri s 213,201| 223,506| 252,808| 256,266| 261,265| 279,088 293,851
Off-budget receipts:
Interfund transactions:
Distributed by agency:
Federal fund payments to trust funds:
Old-age, survivors, and disability INSUFANCE ........ccocuevreereeniiniirininieieeee e 10,824 11,663 10,985 11,494 12,048 12,813 13,725
Undistributed by agency:
Employer share, employee retirement (off-budget) 7,385 7,860 8,212 8,919 9,493 10,144 10,905
Proposed Legislation (NON-PAYGO) .......ccovrerireieireinieineneinsinsinsissssssssisssnsenss | soeseseesssnens | aevseensinsensenns =271 -321 -285 -289 -291
Interest received by off-budget trust funds ... 52,070 59,656 68,138 77,622 87,895 98,812 110,493
Total off-DUAGEL TECRIPLS: ...vuuveureeirrieei s 70,279 79,179 87,064 97,714 109,151| 121,480 134,832
Total intragovernmental tranSACHIONS .......cceieircieiererse e 283,480 302,685| 339,872| 353,980| 370,416| 400,568| 428,683
PROPRIETARY RECEIPTS FROM THE PUBLIC
Distributed by agency:
Interest:
Interest on foreign loans and deferred foreign collections 888 753 749 758 823 812 806
Interest on deposits in tax and loan accounts 935 1,152 1,104 1,052 1,052 1,052 1,052
Other interest (domestic—civil) 2 7,617 9,066 10,369 11,372 12,368 13,324 14,216
TOAl IMEIESE .vvvovrevereceraeresseesesi ettt 9,440 10,971 12,222 13,182 14,243 15,188 16,074
Royalties and rents 1,097 1,510 1,318 1,355 1,339 1,354 1,401
Proposed Legislation (PAYGO) ......ccccueerininiinieneiniinsinsississsssissssssssssssessessesssssssesensesnns | sessessessssssenes | sessnssnsssssenss | sesseesesiesnens 9 33 33 33
Sale of products:
Sale of timber and other natural land products 366 618 453 438 423 446 425
Proposed Legislation (NON-PAYGO) ......ccvrvrmininininiesieisiessssssssssssssssssssssssssssessesens | sssessessssiessees | sovsssssssessanss -1 -1 -1 -1 -1
Proposed Legislation (PAYGO) .......ccovvmieirniieiiniiiiissiesinsiesinsississsssssesssssessneinns | sneessionseniee | corevesionsinsns 219 262 288 286 293
Sale of minerals and mineral products . 38 27 21 21 14 20 17
Sale of power and other utilities ....... 731 737 776 758 753 750 690
Other 65 61 59 64 64 65 66
Total Sale Of PrOAUCES .....cuveieriieieie bbb 1,200 1,443 1,527 1,542 1,541 1,566 1,490
Fees and other charges for services and special benefits:
Medicare premiums and other charges (trust funds) 21,561 21,735 23,340 25,396 27,813 30,427 33,095
Proposed Legislation (PAYGO) ......ccovrirriniiniininieriereeeemensesenesessssssssssssssssssssssssens | evsessssssnsenees | oneensenssnsnsens -180 226 8,052 10,921 13,703
Nuclear waste disposal revenues ...... 662 663 550 550 550 545 535
Veterans life insurance (trust funds) . 204 189 179 168 157 145 133
Other2 ..o 1,860 1,892 2,565 2,520 2,543 2,578 2,619
Proposed Legislation (NON-PAYGO) ......cviiririneieiieieisieieisiseinesssississsssisssssssssesess | essessesssiesiees | coeensessensnsens -3 -3 -3 -3 -3
Proposed Legislation (PAYGO) .......ccovvmieirniieiiniiiiissiesinsiesinsississsssssesssssessneinns | sneessionseniee | corevesionsinsns -157 -66 -56 42 41
Legislative proposal, diSCretionary OffSEt .........cccvmiiniiniicrnienieseinsenins | s | oo 966 963 960 996 1,015
Total fees and Other CNAIGES ..o e 24,287 24,479 217,260 29,754 40,016 45,567 51,056
Sale of Government property:
Sale of land and other real property 58 59 114 419 79 77 77
Proposed Legislation (PAYGO) ........cvumiecrniiernieneieeissiesissiessseesssssssssssesssssessnesnns | sneessinssessns | ooeeesinssensnes 3 5 13 14 14
Military assistance program sales (trust funds) 11,624 10,560 10,760 10,890 10,920 11,020 11,150
Other 172 170 220 224 188 73 88
Total sale of GOVEINMENE PrOPEIY ....overeererieeieieireieirei st 11,854 10,789 11,097 11,538 11,200 11,184 11,329
Realization upon loans and investments:
Foreign military credit sales ........c.cocoverveneenen. 367 | ceverrrierinens | e | e | e | e | e,
Negative subsidies and downward reestimates 5,914 10,606 894 5,176 5,424 5,690 6,323
Repayment of loans to foreign nations ............. 175 253 254 67 80 81 87
Other 96 84 88 136 116 113 111
Total realization upon 10ans and INVESIMENES ... 6,552 10,943 1,236 5,379 5,620 5,884 6,521
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Table 4-5. OFFSETTING RECEIPTS BY TYPE—Continued

(In millions of dollars)

Estimate
Source Alc%ﬂgl
2000 2001 2002 2003 2004 2005
Recoveries and refunds 2 4,028 3,406 4,440 3,436 3,514 3,688
Proposed Legislation (PAYGO) ............. 22 -180 -16 -24 =21
Legislative proposal, discretionary offset ... 1,309 [ o | e | e | e
Miscellaneous receipt accounts 2 1,436 1,437 1,442 1,449 1,452
Total proprietary receipts from the public distributed by agency ......cccovvivvinreiniennns 62,985 65,589 60,833 68,456 78,854 85,715 93,023
Undistributed by agency:
Other interest: Interest received from Outer Continental Shelf escrow account ................ ) I 1342 e | e | v | e
Rents and royalties on the Outer Continental Shelf:
RENLS NG DONUSES ..ot 791 365 809 401 277 249 236
Royalties 2,307 3,185 2,882 2,881 2,705 2,604 2,469
Sale Of MAJOT BSSELS ...euvueeiiiieireieceier ettt enenne | renenssenssnenns | sessssessnssessnes | rersersseseenenns | sessssnsssssessees 323 e [ e
Total proprietary receipts from the public undistributed by agency ... 3,099 3,550 5,033 3,282 3,305 2,853 2,705
Total proprietary receipts from the public3 ... 66,084 69,139 65,866 71,738 82,159 88,568 95,728
OFFSETTING GOVERNMENTAL RECEIPTS
Distributed by agency:
Regulatory fees 3,020 3,264 3,640 3,603 3,692 2,318 2,342
Proposed Legislation (NON-PAYGO) ......ccccovumiririeieieieeneinsisiseississississssssssssssesssssnsssess | sesessssssnesens | cosesssnsenssnsens 20 8 8 8 8
Proposed Legislation (PAYGO) .......ccveiiernrieriieseisesesinsssessssesssseesssssssssssessssssessnesnne | sneessssnsssnssns | sneensssnssnssnes | seensssnesnssiens | connesnesnssnenes | conesnsesnssesens 1,460 1,524
6 6 6
Undistributed by agency:
Spectrum auction proceeds 1,753 2,076 3,559 5,535 2,480 770 675
Proposed Legislation (NON-PAYGO) ......cccurrmimrirniiieiniinerinssesneissssessssissssssesssssessssens | soneesssssssnssns | soeenesssssnsens 200 200 200 200 200
Total offsetting governmental TECEIPLS ....ovvvreeririrreireieisssssss s 4,847 5,417 7,498 9,427 6,386 4,762 4,755
Total offsetting receipts 354,411 377,241| 413,236| 435,145| 458,961| 493,898 529,166
Lncludes provision for covered Federal civilian employees and military personnel.
2|Includes both Federal funds and trust funds.
3 Consists of:
1999 Estimate
Actual 2000 2001 2002 2003 2004 2005
Federal funds 217,796 35,402 30,725 34,052 34,218 35,065 36,661
Trust funds ... 38,267 33,708 35,099 37,644 47,899 53,461 59,025
Off-budget 21 29 42 42 42 42 42




5. TAX EXPENDITURES

Tax expenditures are revenue losses due to pref-
erential provisions of the Federal tax laws, such as
special exclusions, exemptions, deductions, credits, de-
ferrals, or tax rates. They are alternatives to other pol-
icy instruments, such as spending or regulatory pro-
grams, as means of achieving Federal policy goals. Tax
expenditures are created for a variety of reasons: to
encourage certain activities, to improve fairness, to ease
compliance with and administration of the tax system,
and to reduce certain tax-induced distortions. The Con-
gressional Budget Act of 1974 (Public Law 93-344) re-
quires that a list of tax expenditures be included in
the budget.

The largest tax expenditures tend to be associated
with the individual income tax. For example, sizeable
tax preferences are provided for pension contributions
and earnings, employer contributions for medical insur-
ance, mortgage interest payments on owner-occupied
homes, capital gains, and payments of State and local
individual income and property taxes. Tax expenditures
under the corporate income tax tend to be related to
the rate of cost recovery for various investments; as
is discussed below, the extent to which these provisions
are classified as tax expenditures varies according to
the conceptual baseline used. Charitable contributions
and credits for State taxes on bequests are the largest
tax expenditures under the unified transfer (i.e., estate
and gift) tax.

Because of potential interactions among provisions,
this chapter does not present a grand total for the

revenue loss estimated from tax expenditures. More-
over, past tax changes entailing broad elimination of
tax expenditures were generally accompanied by
changes in tax rates or other basic provisions, so that
the net effects on Federal revenues were considerably
(if not totally) offset. Nevertheless, in aggregate, tax
expenditures have revenue impacts of hundreds of bil-
lions of dollars, and are some of the most important
ways in which the Federal Government affects economic
decisions and social welfare.

Tax expenditures relating to the individual and cor-
porate income taxes are considered first in this chapter.
They are estimated for fiscal years 1999-2005 using
three methods of accounting: revenue loss, outlay equiv-
alent, and present value. The present value approach
provides estimates of the revenue losses for tax expend-
itures that involve deferrals of tax payments into the
future or have similar long-term effects. Tax expendi-
tures relating to the unified transfer tax are considered
in a section at the end of the chapter.

The section of the chapter on performance measures
and economic effects presents information related to
assessment of the effect of tax expenditures on the
achievement of program performance goals. This section
is a complement to the government-wide performance
plan required by the Government Performance and Re-
sults Act of 1993. Tax expenditures are also discussed
in Section V of the Budget, which considers the Federal
Government’s spending, regulatory, and tax policies
across functional areas.

TAX EXPENDITURES IN THE INCOME TAX

Tax Expenditure Estimates

The Treasury Department prepared all tax expendi-
ture estimates presented here based upon tax law en-
acted as of December 31, 1999. Expired or repealed
provisions are not listed if their revenue effects result
only from taxpayer activity occurring before fiscal year
1999. Due to the time required to estimate the large
number of tax expenditures, the estimates are based
on mid-session economic assumptions; exceptions are
the earned income tax credit and child credit provisions,
which involve outlay components and hence are up-
dated to reflect the economic assumptions used else-
where in the budget.

The total revenue loss estimates for tax expenditures
for fiscal years 1999-2005 are displayed according to
the budget’s functional categories in Table 5-1. Descrip-
tions of the specific tax expenditure provisions follow
the tables of estimates and discussion of general fea-
tures of the tax expenditure concept.

As in prior years, two baseline concepts—the normal
tax baseline and the reference tax law baseline—are
used to identify tax expenditures. For the most part,
the two concepts coincide. However, items treated as
tax expenditures under the normal tax baseline, but
not the reference tax law baseline, are indicated by
the designation “normal tax method” in the tables. The
revenue losses for these items are zero using the ref-
erence tax rules. The alternative baseline concepts are
discussed in detail following the tables.

Table 5-2 reports the respective portions of the total
revenue losses that arise under the individual and cor-
porate income taxes. Listing revenue loss estimates
under the individual and corporate headings does not
imply that these categories of filers benefit from the
special tax provisions in proportion to the respective
tax expenditure amounts shown. Rather, these break-
downs show the specific tax accounts through which
the various provisions are cleared. The ultimate bene-
ficiaries of corporate tax expenditures could be stock-
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holders, employees, customers, or others, depending on
economic forces.

Table 5-3 ranks the major tax expenditures by fiscal
year 2001 revenue loss. This table merges several indi-
vidual entries provided in Table 5-1; for example, Table
5-3 contains one merged entry for charitable contribu-
tions instead of the three separate entries found in
Table 5-1.

Interpreting Tax Expenditure Estimates

The revenue loss estimates shown for individual tax
expenditures in Tables 5-1, 5-2, and 5-3 do not nec-
essarily equal the increase in Federal revenues (or the
change in the budget balance) that would result from
repealing these special provisions, for the following rea-
sons:

Eliminating a tax expenditure may have incentive
effects that alter economic behavior. These incentives
can affect the resulting magnitudes of the formerly sub-
sidized activity or of other tax preferences or Govern-
ment programs. For example, if deductibility of mort-
gage interest were limited, some taxpayers would hold
smaller mortgages, with a concomitantly smaller effect
on the budget than if no such limits were in force.

Tax expenditures are interdependent even without
incentive effects. Repeal of a tax expenditure provision
can increase or decrease the revenue losses associated
with other provisions. For example, even if behavior
does not change, repeal of an itemized deduction could
increase the revenue losses from other deductions be-
cause some taxpayers would be moved into higher tax
brackets. Alternatively, repeal of an itemized deduction
could lower the revenue loss from other deductions if
taxpayers are led to claim the standard deduction in-
stead of itemizing. Similarly, if two provisions were
repealed simultaneously, the increase in tax liability
could be greater or less than the sum of the two sepa-
rate tax expenditures, because each is estimated assum-
ing that the other remains in force. In addition, the
estimates reported in Table 5-1 are the totals of indi-
vidual and corporate income tax revenue losses reported
in Table 5-2 and do not reflect any possible interactions
between the individual and corporate income tax re-
ceipts. For this reason, the estimates in Table 5-1 (as
well as those in Table 5-5, which are also based on
summing individual and corporate estimates) should be
regarded as approximations.

Revenues raised by changes to tax expenditures are
sensitive to timing effects and effective dates. Changes
in some provisions could yield their full potential rev-
enue gains relatively quickly, whereas changes to other
provisions would only gradually yield their full revenue

potential, especially if certain deductions or exemptions
were grandfathered.

The annual value of tax expenditures for tax defer-
rals is reported on a cash basis in all tables except
Table 5-4. Cash-based estimates reflect the difference
between taxes deferred in the current year and incom-
ing revenues that are received due to deferrals of taxes
from prior years. Although such estimates are useful
as a measure of cash flows into the Government, they
do not accurately reflect the true economic cost of these
provisions. For example, for a provision where activity
levels have changed, so that incoming tax receipts from
past deferrals are greater than deferred receipts from
new activity, the cash-basis tax expenditure estimate
can be negative, despite the fact that in present-value
terms current deferrals do have a real cost to the Gov-
ernment. Alternatively, in the case of a newly enacted
deferral provision, a cash-based estimate can overstate
the real cost to the Government because the newly
deferred taxes will ultimately be received. Present-
value estimates, which are a useful supplement to the
cash-basis estimates for provisions involving deferrals,
are discussed below.

Repeal on major tax provisions may have some im-
pact on overall levels of income and rates of economic
growth and, thus, on the budget economic assumptions.
In practice, however, most changes in particular provi-
sions are unlikely to have significant macroeconomic
effects.

Present-Value Estimates

Discounted present-value estimates of revenue losses
are presented in Table 5—4 for provisions that involve
tax deferrals or other long-term revenue effects. These
estimates complement the cash-based tax expenditure
estimates presented in the other tables.

The present-value estimates represent the revenue
losses, net of future tax payments, that follow from
activities undertaken during calendar year 1999 which
cause the deferrals or other long-term revenue effects.
For instance, a pension contribution in 1999 would
cause a deferral of tax payments on wages in 1999
and on pension earnings on this contribution (e.g., in-
terest) in later years. In some future year, however,
the 1999 pension contribution and accrued earnings
would be paid out and taxes would be due; these re-
ceipts are included in the present-value estimate. In
general, this conceptual approach is similar to the one
used for reporting the budgetary effects of credit pro-
grams, where direct loans and guarantees in a given
year affect future cash flows.
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Table 5-1. TOTAL REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX

(In millions of dollars)

Total revenue loss from corporate and individual Income taxes

1999 2000 2001 2002 2003 2004 2005 2001-2005
National Defense
1 Exclusion of benefits and allowances to armed forces personnel ... 2,120 2,140 2,160 2,180 2,200 2,220 2,240 11,000
International affairs:
2 Exclusion of income earned abroad by U.S. CIIZENS ..o 2,330 2,550 2,790 3,040 3,285 3,545 3,825 16,485
3 Exclusion of certain allowances for Federal employees abroad ... 635 665 695 725 760 795 830 3,805
4 Exclusion of income of foreign sales corporations .. 3,640 3,890 4,160 4,460 4,770 5,100 5,460 23,950
5 Inventory property sales source rules exception . 1,050 1,100 1,150 1,250 1,350 1,450 1,550 6,750
6 Deferral of income from controlled foreign corporations (normal tax method) . 5,800 6,200 6,600 7,000 7,450 7,900 8,400 37,350
7 Deferred taxes for financial firms on certain income earned overseas 960 1,190 1,290 540 0 0 0 1,830
General science, space, and technology:
8 Expensing of research and experimentation expenditures (normal tax method) . 1,890 1,865 1,885 1,965 2,090 2,245 2,410 10,595
9 Credit for increasing research activities 1,705 1,010 3,360 3,710 2,970 2,605 1,505 14,150
Energy:
10 Expensing of exploration and development costs, fuels ... -80 -15 -30 -10 15 15 15 5
11 Excess of percentage over cost depletion, fuels 265 275 280 280 285 290 290 1,425
12 Alternative fuel production credit 1,025 960 905 845 125 125 125 2,125
13 Exception from passive loss limitation for working interests in oil and gas properties 30 25 25 25 25 25 25 125
14 Capital gains treatment of royalties on coal .... 65 65 70 70 75 80 85 380
15 Exclusion of interest on energy facility bonds . 115 115 115 120 120 120 120 595
16 Enhanced oil recovery credit 225 260 295 340 390 450 515 1,990
17 New technology credit ... 50 60 80 90 90 90 85 435
18 Alcohol fuel credits 15 15 15 15 15 15 15 75
19 Tax credit and deduction for clean-fuel burning vehicles 85 90 105 100 80 55 20 360
20 Exclusion from income of conservation subsidies provided by public utilities .. 85 80 80 80 85 85 85 415
Natural resources and environment:
21 Expensing of exploration and development costs, nonfuel minerals . 15 15 20 20 20 20 20 100
22 Excess of percentage over cost depletion, nonfuel minerals ................ 225 230 245 250 265 275 285 1,320
23 Exclusion of interest on bonds for water, sewage, and hazardous waste facilities ... 460 460 470 475 480 480 490 2,395
24 Capital gains treatment of certain timber income 65 65 70 70 75 80 85 380
25 Expensing of multiperiod timber growing costs 495 500 530 565 590 605 630 2,920
26 Investment credit and seven-year amortization for reforestation expenditures . 10 10 10 15 15 15 15 70
27 Tax incentives for preservation of historic structures 210 220 240 250 265 280 295 1,330
Agriculture:
28 Expensing of certain capital outlays 70 70 75 75 80 85 90 405
29 Expensing of certain multiperiod production costs .. 85 85 90 95 105 110 110 510
30 Treatment of loans forgiven for solvent farmers 10 10 10 10 10 10 10 50
31 Capital gains treatment of certain income ... 635 665 695 725 760 795 830 3,805
32 Income averaging for farmers 75 75 80 80 80 85 85 410
33 Deferral of gain on sale of farm refiNers ... s 10 10 10 10 15 15 15 65
Commerce and housing:
Financial institutions and insurance:
34 Exemption of credit union income 1,470 1,550 1,650 1,765 1,890 2,020 2,155 9,480
35 Excess bad debt reserves of financial institutions . 60 65 55 45 35 20 5 160
36 Exclusion of interest on life insurance savings ... 13,920 14,985 16,130 17,365 18,870 20,130 21,680 94,175
37 Special alternative tax on small property and casualty insurance companies 5 5 5 5 5 5 5 25
38 Tax exemption of certain insurance companies owned by tax-exempt organizations .... 220 225 235 240 250 255 265 1,245
39 Small life insurance company AEAUCHION ..........c.vuviviieeririeiie s 100 100 100 100 100 105 105 510
Housing:
40 Exclusion of interest on owner-occupied mortgage subsidy bonds .. 905 915 920 930 940 950 955 4,695
41 Exclusion of interest on rental housing bonds 155 155 160 160 160 160 160 800
42 Deductibility of mortgage interest on owner-occupied homes 56,920 58,815 60,925 63,240 65,955 68,965 72,160 331,245
43 Deductibility of State and local property tax on owner-occupied homes .. 21,215 22,185 23,075 24,000 24,980 25,915 26,840 124,810
44 Deferral of income from post-1987 installment sales ... 995 1,015 1,035 1,055 1,075 1,095 1,115 5,375
45 Capital gains exclusion on home sales .........cccovueerenes 18,000 18,540 19,095 19,670 20,260 20,870 21,495 101,390
46 Exception from passive loss rules for $25,000 of rental loss ... 5,315 5,035 4,790 4,555 4,330 4,100 3,885 21,660
47 Credit for low-income housing investments 2,820 3,055 3,195 3,300 3,405 3,485 3,540 16,925
48 Accelerated depreciation on rental housing (normal tax method) 3,710 3,985 4,225 4,500 4,765 4,975 5,145 23,610
Commerce:
49 Cancellation of indebtedness 40 25 15 15 20 20 25 95
50 Exceptions from imputed interest rules ... 160 160 160 165 165 165 165 820
51 Capital gains (except agriculture, timber, iron ore, and coal) (normal tax method) 39,405 40,575 41,780 43,025 44,300 45,615 46,965 221,685
52 Capital gains exclusion of small corporation stock 5 5 5 5 5 5 5 25
53 Step-up basis of capital gains at death .. 25,800 27,090 28,240 29,370 30,545 31,765 33,035 152,955
54 Carryover basis of capital gains on gifts . 175 185 195 205 210 220 230 1,060
55 Ordinary income treatment of loss from small business corporation Stock sale ... 35 35 40 40 40 40 40 200
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Table 5-1. TOTAL REVENUE LOSS ESTIMATES FOR TAX EXPENDITURES IN THE INCOME TAX—Continued

(In millions of dollars)

Total revenue loss from corporate and individual Income taxes
1999 2000 2001 2002 2003 2004 2005 2001-2005
56 Accelerated depreciation of buildings other than rental housing (normal tax method) .................. 1,660 710 -435 755 -1,115 -1,695 -2,145 -6,145
57 Accelerated depreciation of machinery and equipment (normal tax method) . 26,445 27,740 32,830 33,345 34,265 36,390 37,330 174,160
58 Expensing of certain small investments (normal tax method) 1,465 1,590 1,925 1,965 1,920 1,895 1,905 9,610
59 Amortization of start-up costs (normal tax method) 200 205 205 215 215 220 225 1,080
60 Graduated corporation income tax rate (normal tax method) 6,360 6,300 6,275 6,460 6,490 6,710 6,815 32,750
61 Exclusion of interest on small issue bonds . 310 315 315 320 320 325 330 1,610
Transportation:
62 Deferral of tax on shipping companies 15 15 15 15 15 15 15 75
63 Exclusion of reimbursed employee parking expenses ... 1,725 1,805 1,895 1,995 2,100 2,210 2,330 10,530
64 Exclusion for employer-provided transit PASSES ..........cuvrrerrrririierserssesessssses s 130 150 170 190 215 235 260 1,070
Community and regional development:
65 Investment credit for rehabilitation of structures (other than hiStoric) ... 25 25 30 30 30 30 30 150
66 Exclusion of interest for airport, dock, and similar bonds 730 735 740 750 755 765 770 3,780
67 Exemption of certain mutuals’ and cooperatives’ income 60 60 60 65 65 65 70 325
68 Empowerment zones and enterprise communities .. 330 445 500 465 330 300 260 1,855
69 Expensing of environmental remediation costs 115 150 175 60 -30 -35 -30 140
Education, training, employment, and social services:
Education:
70 Exclusion of scholarship and fellowship income (normal tax method) ... 1,085 1,110 1,120 1,130 1,140 1,150 1,165 5,705
71 HOPE tax credit 4,595 4,925 5,125 5,145 4,745 4,615 5,335 24,965
72 Lifetime Learning tax credit .. 2,170 2,375 2,420 2,465 4,405 4,430 4,630 18,350
73 Education Individual Retirement Accounts 0 10 25 40 60 80 105 310
74 Deductibility of student-loan interest ... 240 265 310 350 375 395 430 1,860
75 Deferral for State prepaid tuition plans ... 120 175 225 275 320 350 385 1,555
76 Exclusion of interest on student-loan bonds 245 250 255 255 255 260 260 1,285
7 Exclusion of interest on bonds for private nonprofit educational facilities 590 595 600 600 610 615 620 3,045
78 Credit for holders of zone academy bonds 5 10 20 35 50 65 70 240
79 Exclusion of interest on savings bonds redeemed to finance educational expenses . 10 15 15 15 15 20 20 85
80 Parental personal exemption for students age 19 or over 915 965 1,015 1,055 1,105 1,155 1,185 5,515
81 Child Credit2 ........ooovveeieeireceeeees 19,435 19,575 19,480 18,970 18,155 17,535 16,855 90,995
82 Deductibility of charitable contributions (education) ... 2,525 2,650 2,765 2,910 3,035 3,140 3,300 15,150
83 Exclusion of employer-provided educational aSSISTANCE ...........cveerimiveeiniiniireessieineseseresiinns 220 235 250 175 0 0 0 425
Training, employment, and social services:
84 Work opportunity tax credit .. 270 455 465 350 215 95 35 1,160
85 Welfare-to-work tax credit ... 35 60 80 80 60 25 10 255
86 Exclusion of employer-provided child care .. 645 670 700 725 765 805 850 3,845
87 Adoption assiStance .........cc...oririiininiiens 125 140 140 125 40 15 10 330
88 Exclusion of employee meals and lodging (other than military) 650 680 710 740 775 810 845 3,880
89 Credit for child and dependent care expenses 2,420 2,390 2,360 2,330 2,305 2,275 2,250 11,520
90 Credit for disabled access expenditures 50 50 55 55 55 60 60 285
91 Expensing of costs of removing certain architectural barriers to the handicapped ... 0 0 5 5 5 5 5 25
92 Deductibility of charitable contributions, other than education and health 19,220 20,015 20,860 21,780 22,750 23,765 24,895 114,050
93 Exclusion of certain foster care payments .. 35 40 40 45 45 50 50 230
94 Exclusion of parsonage allowances 320 340 365 390 415 445 475 2,090
Health:
95 Exclusion of employer contributions for medical insurance premiums and medical care ... 69,610 | 75,095 | 80570 | 86,175 | 90,655 | 95960 | 102,725 456,085
96 Self-employed medical insurance premiums 935 1,250 1,380 1,545 2,070 2,905 3,210 11,110
97 Workers' compensation insurance premiums .. 4,420 4,585 4,555 4,935 5,120 5,315 5,515 25,440
98 Medical Savings Accounts .............. 20 30 30 30 30 30 25 145
99 Deductibility of medical expenses ... 3,695 3,910 4,160 4,440 4,720 5,005 5,305 23,630
100 Exclusion of interest on hospital construction bonds . 1,210 1,225 1,235 1,250 1,265 1,275 1,290 6,315
101 Deductibility of charitable contributions (health) 2,675 2,800 2,930 3,080 3,210 3,315 3,490 16,025
102 Tax credit for orphan drug research 70 80 90 100 115 130 140 575
103 Special Blue Cross/Blue Shield deduction ... 245 315 200 135 180 245 315 1,075
Income security:
104 Exclusion of railroad retirement system benefits . 395 405 410 415 420 430 430 2,105
105 Exclusion of workers’ compensation benefits 5,185 5,330 5,785 6,040 6,310 6,575 6,865 31,575
106 Exclusion of public assistance benefits (normal tax method) .... 