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1. BUDGET AND PERFORMANCE INTEGRATION

A year and a half ago, the Administration began an
effort to improve budgeting and management to achieve
better results—and to do so consistently. It was called
the President’s Management Agenda. One of the major
problems identified was lack of budget and performance
integration (see box). For seven years, agencies had
developed Strategic Plans and Annual Plans under the
Government Performance and Results Act (GPRA). But
these plans were not integrated into the budget, and

the budget drives policy making, allocates resources,
and provides incentives to program managers. The
budget showed dollars requested, but not the cost of
producing an output or achieving a goal. As a result,
the plans were not linked to reality and driven by the
cycle of budget preparation and execution. Also as a
result, budget dollars could not be allocated systemati-
cally to achieve the best outcomes per dollar spent.

ship.

bility to use them efficiently.

feedback to decision-makers and managers.

grams.

At the Start: Budget and Performance Were Not Integrated

e Past and planned results were not shown with budget requests, let alone linked in a cost-and-results relation-
* Program managers responsible for achieving results often did not control the resources they use or have flexi-
e Performance and cost data were recorded in separate systems and not integrated to provide timely, analytical

e Americans could not readily assess program results, and could not compare performance and cost across pro-

The Administration is using complementary ap-
proaches to strengthen the link between budget dollars
and results achieved.

Using Performance Information to Make Budget
Decisions. One of these approaches focuses on the use
of performance information to make budget decisions.
Starting with the Budget for 2003, the Administration
collected and used all of the performance information
available in making budget decisions; this increased
demand for performance information. For this Budget,
the Administration created a new Program Assessment
Rating Tool (PART), which was applied to individual
programs comprising about 20 percent of agency budg-
ets. The PART questionnaire asked about the program’s
purpose, performance measures, alignment with budget,
and results, as well as its planning and management
practices. The PART summarizes but does not create
information. To the extent that it is influential in mak-
ing budget decisions, however, it creates demand from
policy makers, program managers, and program advo-
cates for the kind of information used to make the
rating. The Administration plans to improve the PART
this year and apply it to more programs.

Linking Performance and Cost in a Performance
Budget. The other approach will create a framework
of information and incentives covering all programs in
the agency and across government. Agencies have been
asked for a revised strategic plan (draft due in March
2003) that would be a template for their 2005 budget.
This places the plan in a realistic context, requiring
the agencies to focus their goals and set priorities. The
plan is to analyze how all of the programs that influ-
ence each goal exert their influence—and how well they
do it. Performance measures must include the outcomes
desired (measuring progress in carrying out the pro-
gram’s purpose) and outputs produced (the tools used).
To the extent possible, the full annual budgetary cost
of resources to produce these outputs are to be re-
quested in separately identified lines in the budget
along with measures of what is produced—ready for
monitoring and analysis of the effect of resources on
performance. (This link between cost and production
is routine in business, but rare in government.) Per-
formance results, cost, and evaluations would provide
feedback for a cycle of using linked performance and
cost data year-round to improve budgeting and manage-
ment.
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An Assessement of Progress

This is an ambitious list. Yet precisely these objec-
tives are behind the Standards for Success by which
the Budget and Performance Integration Initiative is
rated on the President’s Management Agenda score-
card. In the summer of 2001, the standards were cre-
ated, reviewed by outside experts, and approved by the
President’s Management Council—the Chief Operating
Officers of the major agencies. The “Scorecard Stand-
ards for Success” are reprinted at the end of the chap-
ter “Progress on the President’s Management Agenda”
in the new Performance and Management Assessments
volume of this Budget.

The Budget and Performance Integration Initiative
is one of the most challenging of the items on the
President’s Management Agenda. While no green status
scores have been achieved yet, gains in a half-dozen
departments and independent agencies testify to funda-
mental improvement in their ability to relate resource
requests to results produced. Nine agencies out of 24
have reached yellow status for this Initiative, and sev-
eral others have made notable strides toward linking
budget dollars with improvements for citizens.

OMB Director Daniels testified in September 2002,
“I see this as a common sense idea upon which people
of different philosophies should agree. For those who
think that government does too much, costs too much,
and is too big, basing funding on results makes sense.
But those who believe government should be more ac-
tive, should have greater influence on people’s lives,
also should want resources invested in programs that
produce results.”

The remainder of this chapter has three sections. The
first section describes the approach of increasing the
use of performance measures to make budgetary and
management decisions. The second describes the sub-
stantial progress made in the past year in building
an information and incentive framework to support con-
tinuing improvement in results. The third describes the
ways in which the other four Management Agenda ini-
tiatives interrelate with the Integration Initiative.

Budgeting and Managing for Results. Eager to
make government work better, last year the Adminis-
tration used all of the performance information it could
gather in making decisions for the 2003 Budget. It also
began a transition to place the burden of proof on agen-
cies and advocates to supply evidence of program effec-
tiveness instead of assuming effectiveness in the ab-
sence of evidence to the contrary.

For the 2004 budget, emphasis broadened to creating
better ratings of program effectiveness and using them
to make budget, policy, and management decisions. To
make ratings more systematic, OMB developed a Pro-
gram Assessment Rating Tool (PART), a diagnostic

questionnaire that was used to rate programs that com-
prised about 20 percent of each agency’s total budget.
Common performance measures were developed in sev-
eral program areas and used for cross-cutting compari-
sons. The first section of this chapter analyzes this
effort to use ratings to budget and manage for results.

Foundation for Results. To create a foundation for
continual improvement in government effectiveness,
agencies increased collaboration among planning, budg-
et, financial, and program staff. Some agencies began
to give program managers control over resources, while
making them accountable for achieving results. Agen-
cies are revising Strategic Plans to be delivered to OMB
in March. They are refining goals, improving outcome
measures, and relating programs to outcomes.

These forthcoming plans, according to OMB guidance,
are to be considered the template for an integrated
“performance budget” for 2005. The annual performance
plan and the budget justification will become an inte-
grated document organized by strategic plan goals. For
each goal, the plan analyzes the relationships from goal
to outcomes to programmatic effects on outcomes to
resource requests.

Half of the agencies took steps toward creating an
integrated performance budget this year—ahead of
schedule—showing programs in relation to the strategic
goals they are intended to achieve. These early perform-
ance budget justifications reveal efforts to link full cost
to program activities, and to explain how program ac-
tivities work together to achieve the agency’s goals.

To encourage efficient use of resources, the budget
needs a uniform measure of the full annual cost of
the resources used that will be charged to each program
and activity. As it has before, the Administration will
propose to reflect program costs more accurately by
moving toward charging program costs to the appro-
priate programs, including the accruing costs of retire-
ment and retiree health care benefits. The Administra-
tion has also developed proposals to charge for support
services, capital assets, and hazardous substance clean-
up where these resources are used. These proposals
do not change total budget outlays, budget concepts,
or public-private cost comparisons. However, they
would provide a better assessment of program costs.

A Complementary Management Agenda. Budget
and Performance Integration is one of five interrelated
initiatives in The President’s Management Agenda. The
others are Strategic Management of Human Capital,
Competitive Sourcing, Expanded Electronic Govern-
ment, and Improved Financial Performance. They are
all interrelated .They all give program managers the
ability to deliver services more effectively. The third
section of this chapter shows some of their progress
toward making federal programs more effective.



1. BUDGET AND PERFORMANCE INTEGRATION

BUDGETING AND MANAGING FOR RESULTS

Testifying before Congress in May 2001, the Director
of OMB signaled his intention to focus on performance.
“Our main focus....will be working toward full integra-
tion of budget and performance information, and using
performance data to help make program and budget
decisions.”

Budgeting for Results, 2003. OMB staff and agen-
cies followed up, collecting evidence on which programs
were improving desired outcomes. Budget decisions
were influenced by performance information. For each
agency, the Budget included a table listing selected pro-
grams with an assessment of the program’s effective-
ness and a brief explanation of the assessment.

The results of this performance-oriented process of
policy development and budget allocation were analyzed
a year ago in Chapter 1 of Analytical Perspectives. Five
analytical categories were discussed. First were pro-
grams that had been identified in the review process
as effective—yielding real benefits for Americans. Many
of them received increased funding, including the Spe-
cial Supplemental Nutrition Program for Women, In-
fants, and Children (WIC); the Bureau of Economic
Analysis, which produces gross domestic product (GDP)
statistics; Health Centers; drug treatment; the Job
Corps; and the National Science Foundation.

In the second category, the review process compared
programs for similar purposes and identified some as
comparatively more effective. Funding was shifted to-
ward these programs. In the third category, perform-
ance measures were used to set targets for better re-
sults, with or without more funding. A fourth use of
performance measures was to provide incentives to
states and other recipients who achieved the most with
federal grants, or to charge costs so management deci-
sions would balance cost against results. And fifth, per-
formance measures were used to drive improvements
in efficiency in programs and support services.

Like the scorecard system, the immediate use of ex-
isting performance measures to make budget decisions
was a motivational success. Agencies saw that having
good performance measures and being able to dem-
onstrate effectiveness, or at least improvement, in per-
formance was going to make a real difference in their
budgets. Performance became a factor to address in
agency budget development.

Budgeting with the PART, 2004. Shortly after the
2003 Budget was published, OMB set out to strengthen
the process for assessing the effectiveness of programs
by making it more rigorous, systematic, and trans-
parent. OMB staff developed a questionnaire, the
PART, designed to provide a consistent tool for rating
programs. Questions are designed to be answered “yes”
or “no”, and require a brief narrative, including evi-
dence to support the answer. In scoring, half of the
grade depends on program results.

The story of the development and application of the
PART can be found in “A Tool to Evaluate Federal
Programs,” in the new Performance and Management
Assessments volume of this Budget. It includes a one-
page summary of the PART for each rated program,
scorecards showing the status and progress of each of
the five Management Agenda Initiatives for each agen-
cy, and a chapter “Progress on the President’s Manage-
ment Agenda.” Upon publication of the 2004 Budget,
all of the completed PARTSs will be posted on the OMB
website, www.OMB.gov.

The PART was not designed to obviate the need for
the many other judgments that must go into budget
decision making, such as setting priorities. While a high
PART score, good performance measures, and docu-
mented influence on outcomes give programs an advan-
tage in budget decisions, as shown by the examples
below, they are demonstrably not the only factors con-
sidered.

The PART was applied to 234 programs of different
types, sizes, and expected levels of effectiveness. Of the
programs rated, 6 percent were found effective; 24 per-
cent moderately effective; 15 percent adequate; and 5
percent ineffective. The remaining 50 percent of pro-
grams were given a new rating, developed in December
after discussion with the President’s Management
Council, called “results not demonstrated.” This rating
was applied to programs for which adequate long-term
and short-term performance measures have not been
established, or where there is no data to indicate how
the program is performing under the measures that
have been established. It was applied regardless of the
program’s numerical score.
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fits from performance-informed budgeting.”

Availability and Use of Performance Information

“ ...there are important questions to be asked regarding the availability and use of performance information at each stage
of the traditional budget process—i.e., budget preparation, budget approval, budget implementation or execution, as well as
audit and evaluation. . . .a limited scope of inquiry risks missing important opportunities for applying and capturing the bene-

Performance Information and Budgeting
In Historical and Comparative Perspective
Rita M. Hilton and Philip G. Joyce

Effective Programs. In the 2004 Budget, the PART-
rated programs in the topmost “effective” category all
received budget increases, or were held level.

e As they were last year, the Bureau of Economic
Analysis (the producer of GDP statistics), and the
Health Centers were in this top category. Their
budget increases were significant. Health Centers,
moreover, had low cost per patient and the next
to highest number of patient visits per worker
in the common measures assessment. Two pro-
grams rated effective last year, the WIC nutrition
program for women, infants, and children, and the
Job Corps, were not included in the PART evalua-
tion this year. Both got funding increases.

» Newly rated effective programs that got budget
increases above 6 percent included the Energy
Conservation Improvement program in the De-
partment of Defense (funding was doubled), the
International Nuclear Materials Protection and
Cooperation program in the Department of En-
ergy, the National Weather Service in the Depart-
ment of Commerce, and NASA’s Mars Exploration
program.

e Other programs deemed effective included coin
production at the United States Mint, bank regu-
lation by the Office of the Comptroller of the Cur-
rency, thrift regulation by the Office of Thrift Su-
pervision, the Advanced Simulation and Com-
puting program in the Department of Energy,
basic research in the Department of Defense and
the Medicare Integrity program at the Depart-
ment of Health and Human Services.

* There were 56 programs in the moderately effec-
tive category. Budget outcomes were more varied,
but on balance were favorable. Three out of five
got increased funding; about one in five, a reduc-
tion.

Ineffective and Results-Not-Demonstrated Pro-
grams. The PART assessments were often particularly
valuable when programs were deemed ineffective or
simply without demonstrable results. Some of these
programs have been funded for many years without
regard to whether they achieved program goals. PART
reviews have led to reform proposals in the Depart-
ments of Education and Labor.

* The PART rated the Vocational Education State
Grant program ineffective. In high schools, na-

tional evaluations and annual performance data
show that vocational education has little or no
benefit for student academic performance, job
skills, or postsecondary degrees. In community col-
leges, there is no accountability for how the funds
are used and no meaningful connection to student
outcomes. The reform proposal in this Budget will
give States and school districts the flexibility to
design high quality programs, provided they meet
strict accountability standards for student per-
formance. They may also use this funding for Ele-
mentary and Secondary Education Title I pro-
grams. Postsecondary school funding will be dis-
tributed competitively to community and technical
colleges and will be based on a rigorous assess-
ment that student outcomes are being achieved.

* Overlapping programs at the Department of Labor
would be similarly reformed: the Workforce In-
vestment Act adult program, the dislocated worker
program, and the Employment Service state
grants would be folded into a single block grant
that would allow the States and the Secretary
to target resources where most needed. Under-
expended resources will be shifted to where they
will do more good. Overlap with Department of
Education programs will be minimized by using
the Department of Labor’s youth formula re-
sources for out-of-school youth and non-school pro-
grams.

Use to Improve Management. The PART improved
program management this year. As OMB and agencies
began answering questions together, different views
about the program’s purpose sometimes emerged; these
were sometimes clarified in the ensuing discussion or
even reconciled. There were discussions about program
planning, analyzing how the program could best influ-
ence its desired outcome, and what initiatives might
be taken to remove obstacles. Ideas for improving man-
agement were considered. Indeed, some agencies and
programs applied the PART themselves for this pur-
pose.

In a wider context, many of the PART summaries—
for effective as well as ineffective programs—included
recommendations for program improvement. These rec-
ommendations, accessible on OMB’s website, will en-
courage program improvements throughout the agen-
cies next year.
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Expanding Use of These Tools. The Administration
plans to improve these tools and expand their use.
Given the fact that use of the PARTs for budget deci-
sions creates a demand for information to respond to
these questions—and given the parallels between these
questions and the GPRA planning and budget integra-
tion tasks described in the next section—there may be
useful additional information to be gained if some of
the PART questions addressed these tasks more pre-
cisely.

* Given the high proportion of programs without
good performance measures, it is vital to commu-
nicate the importance of including outcome meas-
ures in the Strategic Plan that show how the pro-
gram is making a difference for Americans. Since
programs influence outcomes, but do not control
them, and often influence them only after a lag,
it is also important to measure intermediate out-

comes or characteristics of outputs that monitor
the route by which the program affects the desired
outcome. And finally, in order to match resources
with the tools that programs use to influence
these outcomes, it is important to include output
measures. As shown in Chart 1.1, outputs and
outcomes are complements, not alternatives; out-
puts are needed in the equation to relate resources
to outcomes.

e One PART question asks: “Is the program budget
aligned with the program goals in such a way
that the impact of funding, policy, or legislative
changes on performance is readily known.” That
question can be read in different ways, and could
usefully be subdivided so that one question can
specifically relate to the database changes the
agencies need to link cost and performance.

Budget Resources

Chart 1-1. Budget for Outputs Justified by

Their Influence on Outcomes
Outputs

\\ _rm
Inputs v Outcomes

Budget "obligations by program activity" can be
aligned with an output or cluster of related outputs

Net impacts

intended to influence a single outcome, so that cost
can be "matched" with outputs produced.

Outcomes, which have an unstable relationship with
cost, can be explained using these outputs and their
characteristics, other federal outputs, external
factors, and time lags in analytical equations.

FOUNDATION FOR RESULTS

It is a major undertaking to institutionalize a reform
as profound as infusing a performance orientation into
federal budgeting and management.

Integration starts with increasing collaboration
among planning, budget, financial, and program staffs.
Program managers must be given authority—program
management authority, budget authority for full cost,
and staff supervision—and then held accountable for

results. The agency’s Strategic Plan should capture the
overarching purposes of the agency in a limited number
of strategic goals. It should have outcomes that meas-
ure progress toward the goals and should explain how
each program contributes toward the desired outcomes.
Activities that contribute to the same outcome should
coordinate and monitor progress. The agency should
develop a “performance budget,” organized like its Stra-
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tegic Plan, that matches resources with outputs and
justifies resources requested by their effectiveness at
influencing the desired outcomes. In the past year, most
agencies have made progress in implementing some of
these changes, and each of them has been implemented
by some agencies.

Collaboration. Breaking down the “stovepipes” that
separate planning, budgeting, financial management,
and evaluation is essential to integration. A plan is
only realistic if it drives a budget request; a budget
request is not meaningful unless justified by a plan.
Budgets are more meaningful when they tell the cost
of producing an output or achieving a performance goal.
Budgeting and accounting form a continuum, with the
budget reporting proposals and the accounting report-
ing what happened. Moreover, the next year’s plan and
budget should build on the past record of cost and
performance.

Wherever progress is reported in this section of the
chapter, its foundation is greater collaboration among
such staff units, and between them and the operating
programs.

» For example, in the Department of Justice, plan-
ning, budget, and financial management teams at
all departmental levels worked together. They
identified major program activities (“decision
units”), and requested budget authority to reflect
the full cost of outputs produced by each of the
decision units.

* The Department of State, which is just beginning
to use its new Strategic Plan to manage for re-
sults, has merged its budget staff and planning
staff into an office called Resource Management
to link budget and performance on a daily basis.

* And the Department of Transportation, where the
budget submission was formatted as a perform-
ance budget, pulled it all together with help from
the planning and budget staffs under the leader-
ship of the Chief Financial Officer.

Strengthening Programs. A program manager who
is authorized to manage the program, controls budget
authority that covers the full cost of resources used,
and has authority over program staff can focus his at-
tention on getting results. With this combination of au-
thority and some flexibility, a program manager has
the tools necessary to be accountable for results, effi-
ciently producing effective outputs.

The other four Management Agenda initiatives all
help to strengthen programs. Aligning staff with pro-

grams, and giving managers more flexibility to hire
staff and reward good work, are key goals of the Stra-
tegic Management of Human Capital Initiative. Giving
program managers flexibility in buying support goods
and services is a key goal of the Competitive Sourcing
Initiative. Increasing program effectiveness by elec-
tronic delivery of services is a goal of the Electronic
Government Initiative. Providing programs with timely
financial information and more accurate financial man-
agement are key goals of the initiative to Improve Fi-
nancial Performance. Together, these changes focus pro-
grams on good management, make them increasingly
effective, and attract civil servants to opportunities to
do worthwhile work under conditions that permit doing
it well.

What the integration initiative contributes to this
process may seem technical, but it is actually just com-
mon sense budgeting. It seeks to align budget accounts
with programs, and to align sub-accounts with an out-
put or cluster of related outputs. In each of these ac-
counts or sub-accounts, budget authority would be re-
quested to cover the full cost of the resources used.
This would link budgetary cost with outputs, which
is the first step in routine comparison of costs and
benefits.

* The Department of Veterans Affairs (VA) has
completely restructured its budget so that ac-
counts are aligned with their programs. The 2004
budget justification shows how the old account
structure transforms into the new; it also shows
how each account in the new structure contributes
to the Department’s strategic goals and objectives.
VA consulted with its Congressional Committees
on these changes and has included the changes
in the 2004 budget database. The new structure,
VA believes, will improve delivery of services to
veterans.

* The Department of Justice worked at a finer
level of detail. Within each account, they aligned
“obligations by program activity,” in effect, sub-
accounts, with one or more related outputs. They
show the outputs, the full cost of producing them,
and the outcomes they are designed to influence.
These changes also are in the 2004 budget data-
base. Chart 1-2 provides an example of the new
account and program activity structure in the
United States Marshals Service.
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Previous Account Structure

Chart 1-2. United States Marshals Service Restructuring

New Account Structure
and Program Activities

Advantages

Protection of the Judicial Process

| Protection of the Judicial Process |

The new structure shows a clear

Service of Legal Process

Prisoner Transportation

Training Academy

D.C. Superior Court |—
ADP/Telecommunications |

Outputs

/'
[~

Judicial Security
Courtroom Productions
Building Security
Protective Operations

Judicial Support
Cellblock, Medical & Other Productions
Prisoner Transportation
Service of Legal Process

relationship between resources and
performance.

Budget table shows output and
intermediate outcome measures with
each program activity.

Makes visible program activities that
are essential to mission.

Management &
Administration

— | Fugitive Apprehension |

Quantifies performance expectations

| Fugitive Apprehension

Outputs

Apprehension of Fugitives

Warrants
Extraditions

at given funding level, increasing
accountability.

Funds IT and support requirements
as part of mission initiatives. For
example, funding for the Warrant

| Seized Assets

| Information Network is integral to

| Seized Assets Management

Outputs

Seizures

Number of Seizures

Management and Disposal

Real Property
Other Property

fugitive apprehension. Deciding
them together focuses on fugitive
apprehension strategy, management,
and accountability.

* The National Aeronautics and Space Admin-
istration (NASA) modified its account and pro-
gram activity structure to show the full cost of
its programs. NASA’s budget development was a
paper-less electronic process, and it is carried
down to the project level at which NASA will man-
age.

Harnessing Programs to Strategic Goals. For the
past seven years, GPRA has required agencies to
produce a Strategic Plan every three years, explaining
the agency’s mission and its strategic goals, and dis-
cussing how these goals will be achieved over the long
term. Plans are generally grounded in the major laws
that the agency implements. In crafting a plan, the
agency is required to consult with the Congress, with
other agencies, and OMB, and to conduct outreach to
the public. The plans should be analytical—explaining
how agency programs will help reach their goals, and
what external factors may affect success.

Draft revised Strategic Plans are due to OMB in
March 2003, and most agencies are far along in pre-
paring their revisions. OMB Circular A-11 instructions
for preparation are unchanged, but for one significant
addition: these plans are intended to provide the tem-
plate for a fully integrated performance budget for
2005. Instead of separate instructions for a performance
plan and a budget justification, the instructions will
require an integrated performance budget.

This change brings a dose of reality to strategic
plans. Do the agency’s programs really achieve their

goals? Are they designed and coordinated for that pur-
pose? Is there a place for everything, and if not, what
should be done about it? Is it possible, in sum, to
present each goal, the outcomes that assess progress
toward the goal outcome, and what the agency does
to influence each outcome? As agencies acquire an over-
view of themselves, they are increasingly focusing their
goals, improving their strategies for achieving goals,
and shifting the balance and coordination of their pro-
gram portfolio to get better results. This transformation
is particularly impressive in agencies that are large,
diverse, and decentralized.

* The Department of Health and Human Serv-
ices is developing a “One HHS” plan with goals
which stretch across the Department and are de-
signed to improve public health for everyone. Its
goals include promoting healthy behavior and
other preventive steps, strengthening the public
health system to respond to bioterrorism, enhanc-
ing the capacity and productivity of health re-
search, improving the quality of health care serv-
ices, and increasing access. Considerable thought
has gone into selecting these goals, the strategies
to achieve them, and the right combination of pro-
gram activities to get the most public benefit for
the cost.

e The Department of the Interior is also crafting
a Strategic Plan to integrate its decentralized ac-
tivities. The four major sectors of its plan are re-
source protection, resource use, recreation, and
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serving communities. This framework is useful in
searching for the right balance among these cat-
egories, and also in comparisons to identify the
most cost effective way of achieving goals within
each. Programs in many bureaus are participating
in achieving Departmental goals.

e Sorting through programs to determine the best
strategy is no easy job. The Department of Hous-
ing and Urban Development (HUD) has al-
ready done a good job of figuring out what com-
bination of services and housing is needed to pre-
vent and reduce chronic homelessness. HUD has
just begun to think about extending the same stra-
tegic approach to some other major policy goals.

Using Performance to Manage. In agencies where
developing good performance measures is particularly
difficult, the Departments of Defense and State have
developed Strategic Plans, chosen performance meas-
ures, and are beginning to use them to coordinate and
monitor progress.

* The Department of Defense (DoD) has crafted
a balanced scorecard to assess four risks and iden-
tify the right balance in responding to them in
order to minimize overall risk. The risks are: force
management risk, operational risk, future chal-
lenges risk, and institutional risk. In each area,
five to eight measures have been chosen which
will be calculated and monitored by each DoD
component, and reported to the Secretary at least
quarterly. They are collectively called “the Sec-
retary’s instrument panel,” which acknowledges
that he is using them to steer. But primary re-
sponsibility for performance tracking, linkage of
plans, outputs, and resources, and scorecards have
been “cascaded” down to all DoD components. Spe-
cific performance metrics are also being reported
by the military services and defense agencies. The
Secretary’s greatly revised Annual Defense Report
and Congressional Justifications are incorporating
all of these metrics and linkages.

» The Department of State and USAID are merg-
ing their 2003 Strategic Plans into one consoli-
dated document that will link all foreign operation
and international affairs programs. The new Stra-
tegic Plan framework has four high-level strategic
objectives and a reduction from 20 to 12 strategic
goals for better focus and clarity. Each of the De-
partment’s missions around the globe, and each
regional or functional office in the Department,
was asked to select five priority performance goals
and describe specific outcomes they would achieve
in support of each. Coordinating these outcomes

with other program managers working toward the
same goal throughout the Department, at overseas
missions, and at the interagency level creates a
virtual team and an implicit strategy for moving
toward that goal. The restructuring of the Depart-
ment’s 2004 Performance Plan better conveys the
linkages among policy priorities, budget decisions,
and program outcomes. Efforts are also underway
to automate the Mission and Bureau Performance
Plan processes to streamline performance informa-
tion with direct linkage to resources.

Creating a Performance Budget. Perhaps the best
way to sum up the accomplishments of the past year
is to look at the first attempts to create an integrated
performance budget. The art of creating an integrated
performance budget is not yet fully developed or uni-
formly applied. But the structure of a performance
budget—explaining goals, how they will be achieved,
and what resources are required—encourages an ana-
lytical justification which answers key questions in an
organized format.

e The Department of Labor started from a good
Strategic Plan with many wuseful performance
measures, created collaborative teams, and
plunged into the task of creating a performance
budget for the whole department. It was based
on a uniform format, and included tables showing
full cost and how much was funded by accounts
other than the main program account.

e The Department of Transportation (DOT) also
started from a good Strategic Plan, and decided
early to capitalize on that plan by presenting an
integrated performance budget. Tables were struc-
tured by strategic goal, performance goal, and ac-
count. The highway safety goal, for example, com-
mits to reducing highway fatality rates from 1.7
per hundred million vehicle miles in 1996 to 1.0
million by 2008. It analyzes the causes of fatalities
and explains precisely what contributions it plans
from 16 programs to help reduce them. One-third
of all fatalities result from vehicles leaving the
road and hitting something or overturning. Solu-
tions range from road engineering to rumble strips
and reflective markers. Heavy trucks are a dis-
proportionate cause of fatalities; in response, road
inspections will be increased and commercial driv-
er education improved. The entire section on high-
way safety leaves the reader with a solid sense
that DoT has a thoughtful plan for reducing fatali-
ties. Chart 1-3 was included in DoT’s thorough
analysis of the causes of traffic fatalities.
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Immediate Outputs

Chart 1-3. What the Department of Transportation
Does to Reduce Highway Fatalities

Intermediate Outcomes

Final Outcome

Increase use of roadside
safety features and
retroreflective markings.

v

Remove or mitigate roadside

Reduce roadway L
departure crashes.

hazards.

Increase use of comprehensive

intersection design and
operations tools. Apply case-
by-case solutions at targeted
intersections.

\

Reduce intersection
crashes.

Reduce highway
»| deaths and fatal
crash rates.

Target pedestrian crash
causes. Promote comprehen-
sive solutions to pedestrian
safety.

v

Reduce pedestrian-
related crashes.

An Integrated Database. OMB has begun a multi-
year effort systematically to collect and publish inte-
grated budget and performance information. When the
project is complete, information will be routinely avail-
able to Congress and the public on how much agencies
are spending on outputs and other performance goals.

As agencies improve budget alignment and request
resources where they are used, OMB, Treasury and

the agencies may find new ways to simplify the collec-
tion of data linking performance with cost. This would
move the government toward an integrated 21st cen-
tury information system. This collaboration includes
finding an Architecture—a blueprint for developing a
strategic information database—that is effective in ad-
vancing Budget and Performance Integration and all
of the other Management Agenda initiatives.
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Charging Full Annual Budgetary Cost

To make good budgetary choices, decision makers require not only measures of benefits, but a matching,
uniform measure of full annual budgetary cost. In preparing their 2004 budgets, several agencies moved
in that direction.

» NASA has traced all of its costs to the program activities for which they are used, even allocating
overhead. For each program activity, they propose to request budget authority for all associated
costs. The Department of Justice has done that too, and the Department of Veterans Affairs has done
it at the more aggregated program level while tracking appropriations within the program total.
These agencies are giving programs flexibility to get the best inputs and incentives to achieve results.
They are also providing better information to decision makers.

e The Department of Labor, the Small Business Administration, and other agencies have calculated
the costs that would be associated with their activities and show them in text tables in their budget
justification. Labor shows how much is financed in the program’s account and how much is financed
elsewhere. These agencies are providing decision makers with better information.

The first set of agencies has voluntarily agreed to charge salaries and expenses, the full cost of support
goods and services, and an allocation for overhead to programs, and the second set of agencies to show
those costs. But in neither case will the agency charge or show costs that are not charged to the agency.
Legislation is needed for that purpose.

In October 2001, the Administration transmitted to the Congress legislation to charge the employer’s
share of the full accruing cost of retirement benefits to federal employers as they are earned. “Budgeting
and Managing for Results: Full Funding of Retiree Costs Act of 2001” would charge to salary and expense
accounts in all federal agencies the employer’s share of the accruing cost of pensions, retired pay, and re-
tiree health care. Existing liabilities of the retirement funds for these benefits would be amortized by
mandatory payments from the general fund, and the benefit payments would continue to be mandatory.

Agencies have made full accrual payments to the Federal Employee Retirement System (FERS) and the
Military Retirement System (MRS) since the mid-1980s. The Civil Service Retirement System and associ-
ated Foreign Service and Central Intelligence Agency systems, which are for employees hired earlier, are
only partly funded. At the time the legislation was transmitted, Congress had recently enacted a law to
shift health care for Medicare-eligible military retirees to an accrual basis. Retired pay for the three small
uniformed services (the Coast Guard, Public Health Service, and National Oceanic and Atmospheric Ad-
ministration Commissioned Officers), and retiree health care for civilians and for military retirees who
are not Medicare-eligible, is not accrued at all.

The Administration will work with the Congress to enact legislation that charges federal employers their
full share of the accruing cost of all retiree benefits as those benefits are earned, and to amortize the un-
funded liabilities of the retirement funds by payments from the general fund. The legislation would not
change total budget outlays or the deficit; the benefits are already required by law. The amounts involved
are shown as memorandum items in the Budget Appendix.

The General Accounting Office (GAO) supported these concepts in a report on Accrual Budgeting: Experi-
ences of Other Nations and Implications for the United States (February, 2000). The Congressional Budget
Office (CBO) reviewed them in The President’s Proposal to Accrue Retirement Costs for Federal Employees
(June, 2002). The Comptroller General, Association of Government Accountants, and the American Insti-
tute of Certified Public Accountants supported the proposal.
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Charging Full Annual Budgetary Cost—Continued

Charging appropriately for retiree benefits would go a long way to permitting agencies to charge pro-
grams uniformly for the full annual budgetary cost of the resources they use. Legislation to cover two
other types of cost would be needed to complete the job.

Some agencies, notably the Departments of Energy and Defense, acquire assets that generate haz-
ardous substances which the agency is required by law to clean up at the end of the asset’s operating
life. Currently, these costs are paid long after the asset is acquired and after its period of use as well.
Good budgeting requires that the estimated cost be considered when the asset is acquired and when
it is used.

From the standpoint of showing the cost of usage, capital assets are also problematic. From a pro-
gram’s perspective, the cost may be: 1) zero if they are financed centrally, 2) the program’s share of
the acquisition cost if it is allocated among programs, 3) the rental value if office space is rented from
GSA, or 4) a substantial bite out of their budget for an occasional capital acquisition. One way to
show a uniform annual cost for the use of capital without changing the Constitutional requirement to
get an appropriation up front would be to create agency Capital Acquisition Funds (CAF). Following
good budget practice, the CAF would request budget authority (BA) up front to acquire assets, and
outlays would be recorded in the budget when payment was made. The BA would be in the form of
authority to borrow from Treasury. The CAF would then borrow for the period of the asset’s useful
life, charge programs each year in proportion to asset use, and make the mortgage payments to
Treasury.

Discussions along these lines have been held with GAO, CBO, and others with encouraging interest. Draft
legislation has been developed, discussed with agencies, and improved. As agencies make progress in de-
veloping performance budgets and improving the alignment of budget accounts and sub-accounts with
program outputs, the advantage of having a fully uniform budgetary measure of the annual cost of run-
ning programs and producing outputs becomes greater. Such a measure would permit continual compari-
son of cost with benefits among similar programs and over time. These changes, like the ones for retiree
costs, can be made without changing the basic budget concepts of BA, obligations, and outlays or the def-
icit or surplus of the budget as a whole.

A COMPLEMENTARY MANAGEMENT AGENDA

Each of the other Management Agenda initiatives
makes programs more efficient and effective. Each en-
courages more cross-cutting collaboration to coordinate
programs so that they influence outcomes effectively.
Collectively, all the initiatives highlight the importance
of top management policy development and oversight.
This final section of the chapter discusses the
complementarities of these initiatives with Budget and

Performance Integration. It also notes particular exam-
ples of progress agencies have made in the past year.
Chart 1-4 provides a perspective on the relationships
of the other Initiatives and the Integration Initiative.
Budgetary and human resources would be aligned with
programs and reported by financial management; all
elements focus on getting and rewarding results.
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Staffing —
Acquisition —»
IT —
Reporting —»

Chart 1-4. The Management Agenda

Getting results: effective delivery of services should
be the focus of all government decisions.

Budgeting — align structure, allocate for results
Managing is in the spotlight.

align structure, reward performance
performance-based, competitive
deliver integrated services and data

align results, make them transparent

Program managers would be accountable for efficiently
producing effective outputs.

Strategic Management of Human Capital

A large proportion of the federal workforce will be-
come eligible to retire by 2005—40 percent of all work-
ers, and 71 percent of senior executives. A key factor
in attracting new entrants into federal service is shap-
ing their jobs so that they carry out clear and worth-
while missions—and do so under conditions which give
them a chance to be effective. Surveys show that many
young people are avoiding federal service because they
believe they are more likely to be able to “make a
difference” in the non-profit or private sectors.

For agencies to meet policy goals and objectives, both
human and budgetary resources need to be aligned with
programs and activities that produce results. Managers
should be given the authority they need to get the
job done, including more flexibility to hire and manage
personnel. Reducing layers of review and program over-
lap is equally important to improve performance and
results. Both the Integration and Human Capital Initia-
tives support linking rewards to individual and group
success in reaching performance goals. Changes like
these raise the prospect that civil servants will feel
they can be effective.

Progress So Far. Perhaps the greatest change the
Human Capital Initiative has made so far is to develop
in agencies the understanding that human capital man-
agement is a tool to propel mission accomplishment.
People are assets for the organization; they become
more valuable with investment in their special skills

and knowledge. At the same time, organizations need
to think strategically about the abilities they will need
to meet future challenges. The Office of Personnel Man-
agement (OPM) has been helping agencies to elevate
the level of analysis that supports this approach. Agen-
cies have collected data to assess what skills will be
needed in future years, analyze what the gaps are,
identify where leadership succession needs urgent at-
tention, and set priorities for training and development
programs.

Few agencies have moved into the implementation
stage of better managing their human capital, which
explains why most are still red in status. But this year,
they will begin implementing their new human capital
plans. To help, OPM is restructuring itself to be more
responsive to agency needs, and is working closely with
OMB and Executive Branch agencies. It offers policy
guidance and links to exemplary products on its
website.

The Administration is continually evaluating each
agency’s progress and the hiring, classification, pay,
performance management, and other human capital
tools that are available to help agencies become as pro-
ductive as possible. Several personnel reforms, includ-
ing authorities to streamline and speed up the hiring
process, were enacted as part of the Homeland Security
Act of 2002.

Rewarding top performers and those with critical
skills is preferable to the traditional practice of evenly
spreading raises across the federal workforce regardless
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of performance or contribution. For 2004, the Adminis-
tration proposes to allow managers to increase pay be-
yond annual raises for high-performing employees. A
new $500 million fund will be established in OPM and
allocated among agencies based on plans submitted to
and approved by OPM. The Administration also pro-
poses to eliminate the current pay structure for senior
managers and increase their pay ceiling. Under this
proposal, each agency will adjust pay for its senior
managers on the basis of individual performance, which
will help address the current lack of meaningful senior
manager appraisal systems.

Examples of Success. While few agencies are imple-
menting strategies to address all six standards for suc-
cess in human capital management, there are numer-
ous examples of impressive change.

* The Social Security Administration (SSA) is an
example of effective leadership planning and
knowledge management. SSA wuses succession
planning, hiring and retention flexibility, aggres-
sive developmental programs, and cost/benefit
analysis of training. It anticipates vacancies, tar-
gets critical positions to designate “understudies,”
and is managing the retirement wave with early-
out flexibility.

* The Department of Veterans Affairs provided
automated data tools to help managers and staff
with workforce planning. It assesses organiza-
tional and geographic needs in relation to goals,
documents barriers to its efforts, and seeks ways
around them.

* The Department of Labor worked with consultants
to identify competencies for mission-critical occu-
pations and devised strategies to address its com-
petency gaps.

* The Departments of Energy, Health and Human
Services, and Labor have linked performance ex-
pectations for their executives to agency strategic
goals and objectives. These new Senior Executive
Service appraisal systems are designed to distin-
guish and reward top performers.

* The Department of Transportation adopted an ef-
fective human capital strategy for staffing the new
Transportation Security Administration (TSA). It
hired tens of thousands of federal screening em-
ployees, and at the same time embraced its au-
thority to conduct screening pilot projects at five
airports utilizing contract screeners. TSA decided
for the long term to harness the law enforcement
resources of state and local governments to staff
airport checkpoints, rather than hiring 3,000 of
its own officers. Finally, TSA aggressively
outsourced most administrative activities.

The Human Capital Initiative has become a powerful
agent for change in the past year. It has the attention
and support of agency heads, and agencies are making
headway toward meeting the initiative’s standards for
success.

Competitive Sourcing

The Competitive Sourcing and Integration Initiatives
share the goal of giving program managers more flexi-
bility—in this case, by increasing the ease with which
they can acquire the support goods and services needed
to accomplish their mission. The previous cumbersome
and limited process for acquiring support is being re-
placed by one which makes competition recurrent, sim-
plifies the competitive process, and permits the use of
a “best value” cost and technical trade-off in selecting
the winning source.

These changes are intended to bring innovation and
efficiency into public services, to build an environment
in which agencies explore new options, and to encour-
age learning from commercial practices. They are ex-
pected to improve contract administration information
systems and increase the use of electronic commerce.

OMB is revising its old, burdensome Circular No.
A-76, “Performance of Commercial Activities,” drawing
on testimony from numerous congressional hearings,
participation on the Commercial Activities Panel,
chaired by Comptroller General Walker, and responses
to OMB’s Federal Register request (67 FR 69769) for
agency and public comments. The revision seeks to en-
courage federal managers and employees performing
commercial activities to compete ( often for the first
time—to demonstrate their professional capabilities in
much the same way as their commercial private sector
counterparts do on a recurring basis. Both public-pri-
vate and private-private competitions for commercial
work will be based on the principles of the Federal
Acquisition Regulation (FAR).

Principles of Competition. The proposed revisions
to Circular A-76 are designed to facilitate broader and
more strategic use of competitive sourcing as a manage-
ment tool for improving agency performance. The major
proposed revisions include:

1. Requiring agencies to presume that all activities
are commercial in nature unless an activity is justified
as inherently governmental. To reinforce this presump-
tion, agencies are required to submit annual inventories
of their inherently governmental positions, using a
more concise definition of “inherently governmental.”

2. Eliminating the “grandfather clause” that cur-
rently permits public reimbursable service providers
working under commercial inter-service support agree-
ments (ISSAs) in existence prior to March 1996 to per-
form work indefinitely without being subject to competi-
tion. Agencies relying on public reimbursable providers
will be required to develop plans for competing work
done by these commercial ISSAs.

3. Establishing standards for conducting competi-
tions. Public-private competitions take too long—longer
on average than private-private competitions. The re-
vised Circular establishes time limits and requires
agencies to report when these are exceeded. Agencies,
for example, will be permitted the same time-frames
to develop an in-house offer as the agency is prepared
to give to private sector offerors.



16

ANALYTICAL PERSPECTIVES

4. Requiring that agencies generally comply with
the Federal Acquisition Regulation (FAR) in conducting
competitions. The general principles of the FAR are
well established and enjoy widespread familiarity with-
in the procurement community. Greater application of
FAR-type principles and practices throughout the Cir-
cular is intended to bring public-private competitions
closer to mainstream source selection and reduce confu-
sion that may currently make it more difficult for par-
ties to compete.

5. Accountability for in-house performance after a
contract is awarded is now required that is similar
to what is expected of private sector contractors. Agen-
cies relying on an in-house provider or a public reim-
bursable provider will be required to document changes
to the solicitation, track actual costs, and terminate
for failure to perform.

Alternative Approaches. The new focal point will
be on “standard competitions,” or direct conversions
when appropriate. Recognizing that agency needs can-
not be met through a “one-size-fits all” approach, the
Circular’s guidance is broader and more accommodating
than the procedures developed over the years for con-
ducting cost comparisons. For example, when con-
ducting a standard competition, agencies will have
three options for considering non-cost factors.

e An agency may conduct a source selection where
the decision is based on the low cost of offers
that have been determined to be technically ac-
ceptable.

» Alternatively, the agency may conduct a “phased
evaluation process.” During the first phase, tech-
nical factors are considered, and offerors may pro-
pose performance standards different from those
specified in the solicitation. If the agency deter-
mines that the proposed alternative performance
standards are appropriate and are within the
agency’s current budget, the agency could issue
a formal amendment to the solicitation and allow
revised submissions. The technically qualified
offerors and the in-house offeror would then com-
pete based on price against the revised perform-
ance standard.

 Finally, if non-cost factors are likely to play a
more dominant role, agencies may conduct an “in-
tegrated evaluation process” with cost-technical
tradeoffs similar to those authorized by FAR Part
15. Private sector offers, public reimbursable pro-
viders, and in-house providers may submit higher
performance standards than the solicitation. If the
in-house offer is not among the most highly rated
proposals, it could be eliminated from the competi-
tive range. The Circular recognizes that this inte-
grated evaluation technique may not be appro-
priate for all needs and should be tested before
wider application is authorized.

Expanding Electronic Government

Expanding Electronic Government focuses directly on
improving the government’s effectiveness. It helps pro-

grams work together to improve outcomes, such as bet-
ter educational achievement and better health care. It
coordinates services to citizens, businesses, and govern-
ment by common internet sites. And it has a yet unde-
veloped potential to improve not just the use of infor-
mation technology, but the overall organization and ef-
fectiveness of federal programs. This Initiative strongly
supports the work of the Budget and Performance Inte-
gration Initiative.

Improving Program QOutcomes. Two of the E-gov-
ernment initiatives under way are directly related to
agency efforts to use performance information to im-
prove budget and management decisions.

» A Performance-Based Data Management Initiative
is under way to streamline the collection of per-
formance data so that it will provide accurate and
timely information to help inform state, local, and
federal management of education programs.

e The Department of Veterans Affairs and the De-
partment of Defense are working jointly to im-
prove services to veterans. DoD’s eligibility and
enrollment system will be the base for veterans’
enrollment, providing seamless services as vet-
erans leave the military. The two Departments
are working together on computerized patient
records, which will improve the quality of patient
care, since many veterans and their families use
both systems.

Coordinating Service Delivery. The most visible
and effective of the E-government initiatives deliver
services via the internet directly to citizens, businesses,
or government. Agencies that provide similar services
must work together to deliver them in seamless, coordi-
nated, electronic form. Information about the service
and often the service itself can be delivered this way
in minutes or hours instead of weeks or months.

» FirstGov.gov is the American citizens’ gateway to
the federal government. Last year, it was com-
pletely redesigned to provide government services
within “three clicks.” The Office of Citizen Serv-
ices was created to facilitate one-stop shopping
for citizens who do business electronically with
the government. This strategy has increased the
number of site visitors by 50 percent. Last sum-
mer, FirstGov.gov was named by Yahoo “One of
the Top 50 Most Incredibly Useful Web Sites.”

» GouvBenefits.gov provides one-stop access to infor-
mation and services of almost 200 government
programs representing more than $1 trillion in
annual benefits. GovBenefits.gov receives over
500,000 visitors per month and appears on USA
Today’s list of “Hot Sites.”

* IRS Free Filing is a new point of access to free
online tax preparation and electronic filing serv-
ices provided by Industry Partners to reduce tax-
payer burden and costs. As of January 2003, this
service is available to a substantial majority of
taxpayers at www.firstgov.gov or www.irs.gov.

* Recreation.gov provides online access to America’s
National Parks and public recreation areas. The
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site links to 1900 federal, state, and local parks
and recreation centers; it has over 750,000 site
visitors per month.

Similarly, federal internet sites deliver effective serv-
ices to businesses, governments, and federal agencies.

* Businesses are helped by E-government projects
that make it easier to comment on proposed regu-
lations, identify the regulations that affect them,
and find opportunities to sell to the government
and expand their international trade.

» State and local governments use E-Grants.gov to
apply for federal grant programs. A single elec-
tronic application will allow grant applicants to
enter identifying information once; using a single
identifier for each grantee allows the government
to track and oversee grantees.

* Federal agencies are supported by many E-govern-
ment projects. Common sites have been created
for hiring, security clearance, training, and em-
ployee payroll. Other sites help with acquisitions,
travel, and intra-governmental payments.

Sharpening the Focus of What Government Does.
The Expanding Electronic Government Initiative seeks
to rationalize the use of information technology across
the federal government. Its initial focus was on reduc-
ing overlap and redundancy in IT investments. To as-
sess commonalities across government—and to cat-
egorize the data in IT systems in useful ways—the
Federal Enterprise Architecture team developed a Busi-
ness Reference Model that identifies different lines of
business. It was used to question possible redundancies
in the funding requests for new and expanded IT in-
vestment submitted for the 2004 Budget.

Additional uses for the Federal Enterprise Architec-
ture are under consideration, including recording the
outcomes that agencies are attempting to influence and
the outputs they produce. The value of a common Archi-
tecture across the federal government that could sup-
port all of the Management Agenda has become increas-
ingly clear. To make a lasting E-Government trans-
formation, it would be useful to integrate with cat-
egories that have been developed with the Congress
for budget justification and execution and that are al-
ready in agency IT systems, providing considerable his-
torical data for analysis and comparison.

As agencies revise their Strategic Plans to create per-
formance budgets, they are focusing goals, measuring
outcomes, and coordinating programs to achieve them.
Goals in different agencies overlap; the same process
of increasing focus and coordination is needed across
agencies. By recording the new agency goals and meas-
ures in relation to each other, a modern Architecture
could evolve. E-government projects would help them
to come together to achieve their common goals,
rationalizing not only the use of IT but the strategies
for achieving outcomes. The same evolving Architecture
could also be the key to a 21st century integrated budg-
et, performance, and accounting system providing rapid
analytical feedback for government decision making.

Improving Financial Management

The Improved Financial Performance initiative com-
plements the Budget and Performance Integration Ini-
tiative because successful financial performance ensures
that accurate and timely financial information is avail-
able to measure past activities, affect current oper-
ations, and better predict the outcome of planned activi-
ties. In fact, to meet the standards for success fully
under the Improved Financial Performance Initiative—
to get a “green” score—requires that agency financial
and performance systems be integrated. Integration
makes the true cost of programs more transparent.

More Integrated Financial and Performance In-
formation. A major step toward integration of financial
and performance information was taken this year. For
2002, agencies must submit combined Performance and
Accountability Reports that contain the audited finan-
cial statements and performance results for the same
period. More importantly, the due date for this report
moves from February 27, as was the case in 2001,
to November 15 in 2004. In short, performance results
and audited financial information for 2004 will be avail-
able 45 days after the close of the fiscal year, and
in time to inform the 2006 budget process.

OMB also requires agencies to produce comparative
and quarterly reports. To meet these more frequent
and accelerated due dates, agencies must reinvent their
business processes, develop estimating techniques and
methods, and improve their underlying systems. In ad-
dition to meeting these reporting requirements, these
new systems must be sufficiently robust to provide
budget, financial, and performance information to sup-
port day-to-day operations and decision-making.

Better Cost Measurement. A number of agencies
such as the Environmental Protection Agency are be-
ginning to implement full cost accounting systems. Cost
accounting helped the Department of Veterans Affairs,
the Department of Justice, and the National Aero-
nautics and Space Administration to calculate budget
requests for each of their programs and activities as
they restructured their budget accounts and “program
activity” lines in this budget (discussed earlier in this
chapter). As more agencies align their budgets with
strategic plans, the demand for sound cost information
will escalate because it is essential for measuring pro-
gram performance and improving program -effective-
ness.

Using Performance Information. One example of
managing integrated financial and performance infor-
mation is in an area of particular vulnerability, erro-
neous payments. Federal agencies make hundreds of
billions of dollars of benefit payments each year. Today,
the 57 Federal programs responsible for distributing
more than $1.2 trillion each year in benefit payments
must submit with their budgets an estimate of their
erroneous payments and goals for reducing them. These
agencies will also report on their expected performance
against these goals.

Results are already apparent. The National Food
Stamp erroneous payment rate fell from 8.9 percent



18

ANALYTICAL PERSPECTIVES

in 2000 to 8.6 percent in 2001, its lowest ever, and
the Department of Agriculture is aggressively enforcing
its quality control program in states with high error
rates. Also, for the first time ever, California and Michi-
gan, with Food Stamp payment error rates of 17.4 per-
cent and 12.5 percent respectively, are being assessed
cash sanctions called for under the law. And Medicare
reported a continued decrease in its erroneous payment
rate from 6.8 percent in 2000 to 6.3 percent in 2001.

Conclusion

A year and a half ago, the Administration embarked
on a Management Agenda intended to make govern-

ment results-oriented. At that time, there was little
assessment of the effectiveness of existing programs.
Performance information was not consistently at hand
when budget decisions were made. Costs and results
were not linked; budget requests were not organized
to fund a plan to achieve specific results. A great deal
has been accomplished since then to increase the influ-
ence of performance information on budgeting and man-
agement. However, the Management Agenda has only
been partly fulfilled. More still needs to be done to
make government routinely effective.
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2. ECONOMIC ASSUMPTIONS

Introduction

The economy passed through nearly all the stages
of a business cycle over the last three years. Growth
slowed sharply in the second half of calendar year 2000
as the expansion that began in 1991 entered its final
phase. That expansion finally gave way in 2001 to a
mild recession lasting most of the year. An economic
recovery began late in 2001, but it has proceeded un-
evenly and at an overall slower pace than the typical
upturn, entailing rising unemployment and job losses.

In a typical business expansion, the economy estab-
lishes a virtuous circle. An initial burst of growth gen-
erates employment gains, falling unemployment, and
rising consumer confidence, in the process creating ad-
ditional jobs and income. Businesses then boost capital
spending to meet the rising demands, generating still
more jobs and income. Restored investor confidence
pushes up equity prices, helping to hold down the cost
of capital and supporting increased investment. A stock
market rally, in fact, usually precedes the business re-
covery in anticipation of the imminent upturn in activ-
ity and profits.

This time, however, the stock market continued to
fall even as the economy began to expand; consumer
and investor confidence remained depressed; and job
growth was lackluster, limiting the growth of income,
spending, and investment. Although the actual fourth
quarter growth rate will not be available until after
the budget goes to press, it appears that growth in
the final quarter of 2002 was well below the average
for the first four quarters of the upturn. As 2002 ended,
the expansion appeared to be losing momentum.

In response, on January 7th, the President proposed
a comprehensive growth and jobs creation package de-
signed to strengthen the expansion and raise the poten-
tial for long-term growth. Thus as 2003 begins, the
foundation for a sustained expansion is in place: infla-
tion is low, productivity growth is high, and monetary
and fiscal policies are focused on fostering faster growth
of aggregate demand and supply. To be sure, a great
deal of uncertainty remains about the economic outlook
due to domestic and international concerns. Nonethe-
less, most private- and public-sector forecasters, includ-
ing the Administration, expect these restraints on
growth to be overcome by the favorable fundamental
forces that will propel this expansion for years to come.

This chapter begins with a review of recent fiscal
and monetary policy actions and related economic de-
velopments. The chapter goes on to present the Admin-
istration’s economic assumptions for the 2004 Budget
and compares them with the projections of the Congres-
sional Budget Office and private-sector economists. The
Administration’s assumptions are close to those of the

other forecasters. Consequently, the assumptions pro-
vide a sound and prudent basis for the budget projec-
tions. The subsequent sections of the chapter describe
the revisions to the economic assumptions since last
year’s Budget and how changes in the assumptions,
policies and technical factors since last year have af-
fected the budget outlook. The next section presents
cyclical and structural components of the budget bal-
ance. The chapter concludes with estimates of the sensi-
tivity of the budget to changes in economic assump-
tions.

Policy Actions

Fiscal Policy: In June 2001 the President signed into
law the Economic Growth and Tax Relief Reconciliation
Act (EGTRRA). The Act was designed to provide long-
term benefits to the economy. It provided for a phase-
in of tax relief over several years, thereby reducing
disincentives in the tax system and making it more
conducive to work, saving, and investment. Although
focused on the long-term, EGTRRA also turned out to
be the appropriate policy from a cyclical perspective.
By providing significant immediate tax relief to all in-
come tax payers early on in the recession, EGTRRA
helped minimize the depth and the duration of the
downturn.

Because of EGTRRA, beginning in July 2001, 86 mil-
lion taxpayers were sent rebate checks totaling $36 bil-
lion. This sum reflected the creation of a new, lower
10 percent tax bracket. At the same time, income tax
withholding schedules were reduced to incorporate the
first stage of a multi-year lowering of marginal income
tax rates for those in the 28 percent tax bracket and
higher. In January 2002, withholding schedules were
lowered to incorporate the new 10 percent tax bracket.

In addition to lowering income tax rates, EGTRRA
phased in reductions in the marriage penalty, increased
the Child Tax Credit, included measures to promote
saving for education and retirement, and phased out
the taxation of estates and gifts. All in all, EGTRRA
lowered tax liabilities by about $56 billion in calendar
year 2001, $78 billion in 2002, and $80 billion in 2003.
The next two stages of the phase-in of marginal tax
rate reductions under EGTRRA were scheduled for Jan-
uary 2004 and 2006.

In March 2002, the President signed the Job Creation
and Worker Assistance Act to support the nascent and
still vulnerable recovery. The Act promoted business
investment and assisted unemployed workers. The Act
allows businesses to expense 30 percent of the value
of qualified new capital assets, including equipment and
software, for a limited time ending on September 11,
2004. The remaining 70 percent is depreciated accord-
ing to existing schedules. The expensing provisions pro-
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vide a temporary incentive for businesses to invest dur-
ing the first fragile years of the expansion. The Act
also provided up to 13 weeks of additional unemploy-
ment benefits for those who had exhausted their reg-
ular State unemployment insurance benefits.

On January 7, 2003, the President proposed a sub-
stantial new growth and jobs creation package to
strengthen the Nation’s economic security by insuring
that the economy quickly achieves strong, self-sus-
taining growth. The plan reduces income taxes and low-
ers the cost of capital to business. Combined, the com-
ponents of the package will raise after-tax incomes of
households, increase consumer spending, improve con-
sumer and investor confidence, support the stock mar-
ket, and stimulate business investment. Over fiscal
years 2003-2013 inclusive, the package is estimated
to provide $671 billion in tax relief. In addition, the
package provides $3.6 billion during 2003—-2004 to help
unemployed workers find new jobs. The extension of
unemployment insurance, called for by the President
and passed by Congress in early January, provides un-
employed workers who have exhausted their normal
benefits about $7 billion in additional benefits in 2003.

The package accelerates to the beginning of 2003 tax
relief that was scheduled to occur over the next several
years under provisions of EGTRRA. These include: re-
ductions in marginal income tax rates and the marriage
tax penalty, an increase in the Child Tax Credit to
$1,000 from $600 currently, and an increase in the
upper income threshold for the lowest 10 percent tax
rate so that some income would be subject to that low
rate rather than at the next higher rate of 15 percent.

In addition, the package excludes dividend income
from individual taxable income, thereby eliminating the
unfair and distortionary double taxation of dividend in-
come that now occurs because dividends are taxed both
at the corporate level and again at the individual tax-
payer level. Also, the package increases the Alternative
Minimum Tax (AMT) exemption amount for married
joint filers by $8,000 and for single filers by $4,000.
(The AMT is a parallel tax system using a broader
tax base and lower tax rates than the regular income
tax. Taxpayers pay the higher of their tax liability as
determined in the regular income tax and the AMT
calculations.) The AMT exclusion needs to be raised
in tandem with the proposed tax relief in order to make
sure that taxpayers do not lose some of their potential
tax relief because they would become subject to the
AMT. Finally, the proposal increases the amount of
investment purchases a small business can deduct im-
mediately from $25,000 to $75,000, thereby reducing
the true cost of investment.

All told, the tax relief would reduce calendar year
2003 tax liabilities by an estimated $98 billion. This
would add directly to households’ purchasing power this
year. Soon after enactment of this legislation, the $400
increase in the Child Tax Credit for 2003 would be
mailed out as checks to eligible families. Also, new pay-
roll withholding schedules would take effect that incor-

porate the lower marginal tax rates, providing an im-
mediate boost to employees’ take-home pay.

The benefits of the proposed tax relief would also
add to purchasing power in the spring of 2004 when
taxpayers file their 2003 income tax returns and receive
their refunds or make any additional tax payments.
The tax relief from the dividend exclusion will show
up at that time. Similarly, some of the reduction in
tax liability on wage income will take the form of bigger
tax refunds or smaller tax payments when 2003 income
taxes are filed. That is because the new withholding
schedules will only affect pay received after those
schedules are put in effect, which may be well into
2003. Wages received earlier in 2003 will have been
withheld based on the current higher tax rates, creating
over-withholding on some 2003 wages. While some
wage earners may adjust their withholding later in the
year so that their 2003 liabilities and withholdings
more nearly balance out, for many taxpayers the correc-
tion for overwithholding will occur when they file their
2003 income taxes.

In addition to creating growth and jobs, the Presi-
dent’s package also assists unemployed workers in two
ways. First, because the extension of unemployment
insurance passed in March 2002 had expired, the Presi-
dent’s plan included a call for Congress to extend Fed-
eral unemployment insurance (UI) benefits to those
workers who exhausted their regular State benefits. In
early January, Congress passed and the President
signed legislation that will provide up to 13 weeks of
additional benefits; for the unemployed in States with
relatively high unemployment rates, the extension will
cover up to 26 weeks.

Second, the growth and jobs creation package in-
cludes Personal Re-employment Accounts, a new form
of job assistance. The package provides $3.6 billion to
create individual accounts of up to $3,000 for each eligi-
ble individual. Recipients can use the funds to aid their
job search or training and, significantly, recipients get
to keep any funds not used if they get a job within
13 weeks. Thus, there is a new incentive for eligible
Ul beneficiaries to find work quickly and get off of
the UI rolls sooner.

Monetary Policy: As it became clear early in 2001
that the economy had begun to falter, the Federal Re-
serve reduced the federal funds rate sharply, from 6%
percent at the start of the year to 3% percent by early
September. After the terrorist attacks of September
11th, the Federal Reserve further cut the funds rate
to 134 percent by December 2001 while making sure
that there was enough financial liquidity to keep the
economy going in the aftermath of September 11th. The
134 funds rate was maintained for almost a year until
November 2002, when it was reduced further to 1%
percent and held at that low level into 2003. Very low
and falling inflation during the past two years has en-
abled the Federal Reserve to ease monetary policy sub-
stantially without fear of igniting inflation.

Short-term interest rates fell sharply in response to
the Federal Reserve’s actions. At the end of 2002, the
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3-month Treasury bill rate was a mere 1.2 percent,
down sharply from 5.7 percent two years earlier. Short-
term private sector rates fell in parallel. Adjusted for
inflation, short-term interest rates during 2002 were
close to zero.

As is usually the case, the change in rates at the
longer-end of the maturity spectrum was not as large
as at the short end; the declines, however, were still
substantial and brought long-term rates to the lowest
levels since the 1960s. At the end of 2002, the yield
on the 10-year Treasury note was 3.8 percent, down
from 5.1 percent at the end of 2000. This is the lowest
level in four decades. The rate on conventional 30-year
mortgages ended the year under 6 percent, also the
lowest level since the mid-1960s. Because of heightened
uncertainties in the corporate sector, the yield on cor-
porate bonds did not fall quite as far as Treasury and
mortgage rates, but for well-rated companies they were
still down to the lowest levels since the late 1960s.
The yields on below-investment-grade bonds, however,
were no lower at the end of 2002 than they were two
years earlier. The risk premium on lower quality debt
increased substantially during 2002, in part because
of the bankruptcy of several large, well-regarded compa-
nies; some, but not all of these, had been tainted by
accounting scandals.

Slower-Than-Usual Recovery

The contraction of real Gross Domestic Product (GDP)
during the 2001 recession was relatively mild. From
its peak in the fourth quarter of 2000 to its low point
in the third quarter of 2001, real GDP fell by just
0.6 percent. By comparison, the average decline in real
GDP during the prior seven recessions was 2.3 percent.
During the first four quarters of this recovery, however,
real GDP rose only 3.3 percent, about half the 6.0 per-
cent average gain during the comparable periods of the
prior seven recoveries. It is not unusual for mild reces-
sions to be followed by subpar recoveries, but this recov-
ery has also been held back by a number of extraor-
dinary factors unique to this cycle.

Stock Market Collapse: The stock market fell sharply
during 2002, in marked contrast to the strong gains
usually recorded in the first year of past economic re-
coveries. During 2002, the S&P 500 dropped 23 percent,
bringing its total fall since the March 2000 market
peak to 42 percent. The technology-laden NASDAQ fell
by a similar amount in 2002, but its cumulative loss
since March 2000 reached nearly 75 percent. Three con-
secutive years of falling markets is unprecedented in
the post-World War II experience, but so too were the
record gains set in the prior five years. From the start
of the bull market at the end of 1994 to its peak in
March 2000, the S&P 500 tripled and the NASDAQ
increased six fold.

In dollar terms, the collapse of equity values since
March 2000 reduced household wealth by about $634
trillion, eliminating nearly two-thirds of the equity gain
during the bull market of the last half of the 1990s.
While the strong rise in the value of household-owned

real estate last year supported household wealth and
spending, it was not nearly enough to offset the re-
straint on consumer spending resulting from falling eq-
uities.

In addition to the negative effect on consumer spend-
ing, the declining stock market restrained business in-
vestment by increasing the cost of capital. Federal and
State government revenues were also hurt by the
slumping stock market’s effect on income and capital
gains tax receipts. In response, States took a variety
of measures to balance their budgets, including re-
straining spending growth.

Based on past relationships between equity wealth
and spending, the cumulative loss in equity wealth may
have reduced real GDP growth during 2002 by almost
2 percentage points. This estimate does not include the
fiscal and monetary policy responses that were taken
to stimulate the sluggish expansion.

Falling Confidence: Usually, consumer and investor
confidence strengthen as a recovery takes hold; during
2002, however, they weakened. By year-end, surveys
revealed that the level of confidence was lower than
at the start of the year. Confidence was shaken by
a wide range of economic and non-economic factors.
Consumers were especially concerned about the weak
labor market as the expansion generated relatively few
new jobs. Investors’ confidence was shaken by their
falling equity wealth and by accounting scandals at
several major corporations that revealed huge over-
statements of earnings.

A number of large, once well-regarded firms filed for
bankruptcy, some in the aftermath of accounting scan-
dals. In related developments, serious questions were
raised about conflicts of interest at several accounting
and Wall Street brokerage firms that could have re-
sulted in investors receiving inaccurate and misleading
reports on businesses’ financial condition. In response
to the scandals, in July the President signed the Sar-
banes-Oxley Act to make wide-ranging reforms of cor-
porate governance; in August, the Securities and Ex-
change Commission required major firms to re-examine
their financial statements and certify their accuracy;
and in December ten major Wall Street firms paid a
total of $1.4 billion to Federal, State and industry regu-
lators and agreed to reform their stock advisory func-
tions to avoid conflicts of interest with other activities
of the firms.

Among the non-economic factors depressing con-
fidence and restraining economic activity were concerns
about the possibility of further terrorist attacks. The
leisure and airline industries were especially affected
by such fears. Business investment in new structures,
which fell throughout 2002, was depressed, in part by
the difficulty of obtaining insurance against the risk
of terrorist-caused damages. In November, the Presi-
dent signed both the Terrorism Risk Insurance Act to
provide coverage for catastrophic losses from potential
terrorist attacks and the Homeland Security Act. The
Homeland Security Act reorganized 22 Federal agencies
across the government into a single department to im-
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prove the government’s ability to deal more effectively
with the threat of terrorism in the United States. Near
the turn of the year, the possibility of armed conflict
with Iraq and its possible consequences also raised con-
cerns among consumers and investors.

Worldwide Slowdown: In the past, recovery in the
United States was often aided by concurrent expansions
in other industrialized economies. That was not the
case in 2002. Most of our major trading partners were
either in recession or were suffering from very slow
growth. As a result, U.S. exports were restrained by
weak growth of demand abroad. The U.S. manufac-
turing sector is heavily dependent on export sales and
was especially hard-hit by the overseas slowdown. Ac-
cording to forecasts by the Organization for Economic
Cooperation and Development (OECD), in 2002 real
GDP grew only 1.1 percent in the member states of
the OECD aside from the United States. Output in
Japan, the world’s second largest economy, fell for the
second consecutive year. In the European Union,
growth was forecast to be only 0.9 percent. Among the
larger OECD countries, only Canada had faster growth
than the U.S. last year. Although some nations took
actions during the year to stimulate their flagging
economies, it is likely that additional measures will
be needed to restore healthy growth in our trading
partners.

U.S. export sales were also dampened, and imports
fostered, by the lagged effects of the appreciation of
the dollar during 2000-2001 when the trade-weighted
value of the dollar rose 15 percent against major foreign
currencies. During 2002, the dollar fell, returning it
to the mid-2000 level. The decline in the dollar will
help make U.S. producers more competitive here and
abroad. Despite last year’s slow growth here, falling
U.S. stock market, and sliding dollar, the United States
remained a relatively favorable outlet for foreign sav-
ings, especially in light of the weaker growth and
sharply falling stock markets abroad.

Leaders and Laggards: The subpar expansion re-
flected moderate growth in the economy’s leading sec-
tors and continued restraint on growth from the lagging
sectors. Households were willing to spend, especially
when they perceived a bargain, such as zero percent
car financing and extensive sales at Christmas time.
Nonetheless, the pace of consumer spending, a leading
factor in this upturn, was less than usual for a recov-
ery. During the first year of prior expansions, consumer
spending adjusted for inflation rose 4.9 percent on aver-
age. By contrast, during the first four quarters of this
expansion, from the fourth quarter of 2001 through the
third quarter of 2002, real consumer spending rose 3.8
percent. Growth of consumer spending appears to have
slowed considerably in the fourth quarter of last year
judging by the partial information now at hand. (As
of this writing, the official estimates of fourth quarter
GDP and its components are not available.)

Housing was also an important leading sector in the
recovery last year, aided by the lowest mortgage rates
since the mid-1960s. Housing starts for 2002 reached

a 16-year high; new and existing home sales reached
the highest level on record. The increase in demand
pushed up prices significantly and reduced the inven-
tory of unsold new homes to historically low levels.

In contrast to consumption and housing, real business
capital spending was a significant restraint on growth,
falling 5.1 percent during the first four quarters of the
recovery. In contrast, during the comparable period in
the past seven expansions investment increased 5.8 per-
cent on average. This time, investment in new struc-
tures declined in each quarter, while investment in
equipment and software turned positive only by the
third and fourth quarters of the expansion. It is not
unusual for business investment to lag as the economy
begins to recover. However, in this upturn, the turn-
around in investment has been unusually delayed and
weak.

Business inventory investment swung from liquida-
tion at the start of the expansion to moderate re-
stocking by the fourth quarter of the recovery. Overall,
inventory investment made a moderate contribution to
GDP growth during the first year of the expansion.
Businesses remained cautious in their inventory man-
agement, however, and the ratio of inventories to sales
remained low by historical standards.

The impetus to growth from increased inventory in-
vestment was just about offset by the deterioration in
the foreign trade balance. Real exports of goods and
services rose a moderate 2.8 percent while imports
soared 6.7 percent. The surge in imports meant that
a significant portion of the increase in U.S. demand
last year was supplied by foreign producers. The wid-
ening trade deficit caused by slow growth abroad and
the lagged effects of an earlier rise in the dollar pushed
the current account deficit to a record of nearly 5 per-
cent of GDP.

Government purchases added a little less than one
percentage point to GDP growth during the first year
of the expansion. Federal spending, primarily on de-
fense, accounted for about half of this. The contribution
from State and local governments waned during the
year as these governments, which are required to bal-
ance their budgets, cut back on spending growth in
the face of an unanticipated decrease in receipts.

Unemployment and Inflation: The weak expan-
sion, combined with strong productivity growth, re-
sulted in net job losses last year. There were 180,000
fewer jobs at the end of 2002 than at the end of 2001;
manufacturing employment was down by almost
600,000. The unemployment rate finished the year at
6.0 percent, compared with 5.8 percent at the end of
2001. The rise in the unemployment rate would have
been greater except that it was limited by a very slow
rise in the labor force as the weak job market caused
some potential workers to leave the labor force.

Virtually all of the increase in output during the
first year of the expansion was accounted for by rising
output per hour. Total hours worked in the economy
barely increased. During this first year, output per hour
in the nonfarm business sector rose 5.6 percent, the
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best four-quarter performance since 1973. In the long-
run, strong productivity growth is a very healthy devel-
opment for the economy because it increases the Na-
tion’s potential output and our standard of living. In
the short-run, however, if GDP growth is subpar, then
strong productivity growth results in little, if any, job
growth.

Inflation, which was already low at the end of the
recession, slowed further last year as the subpar recov-
ery created additional slack in labor and product mar-
kets. During the four quarters of 2002, the core Con-
sumer Price Index (CPI), which excludes the volatile
food and energy components, rose a mere 2.0 percent,
down from 2.7 percent during 2001. The overall CPI
rose 2.2 percent last year, slightly faster than the core
CPI because of a pickup in energy prices, which more
than offset slow growth of food prices. The GDP chain-
weighted price index, a more comprehensive measure
of overall inflation that includes purchases of busi-
nesses, governments, and consumers, rose between 1
and 2 percent at an annual rate in each quarter of
2002. Overall CPI inflation in the range of 1 to 2 per-
cent is consistent with the goal of price stability. Low
inflation has enabled the Federal Reserve to pursue
a growth-promoting monetary policy.

Economic Projections

The Administration’s economic projections are sum-
marized in Table 2—-1. These economic assumptions are
prudent and close to those of the Congressional Budget
Office and the consensus of private sector forecasters,
as described in more detail below.

The Budget assumptions strike a balance between
upside and downside risks. On the upside, real GDP
growth may be greater than projected if the response
of consumers, businesses, and investors to the growth
and jobs creation package quickly sets the economy onto
a strong expansion path. In addition, if the favorable
productivity performance of recent years continues
unabated, then long-run growth may be stronger than
assumed here. On the other hand, the restraining forces
that contributed to weak growth near the end of last
year may take longer than assumed to dissipate. The
Budget assumptions take a cautious view of these risks
to avoid an over-estimation of available budgetary re-
sources.

Real GDP: The pace of economic activity is expected
to gather momentum during 2003 with real GDP pro-
jected to rise 2.9 percent on a calendar year basis in
2003, up from 2.4 percent in 2002. During the next
few years, real growth is projected to exceed the Na-
tion’s long-term potential, which is estimated at 3.1
percent. The unemployment rate is expected to decline
until it reaches a sustainable level of 5.1 percent in
the fourth quarter of 2005.

The largest contributions to growth in the near-term
are expected to come from consumer spending and busi-
ness fixed investment. The President’s growth package
will increase after-tax incomes of families, and thereby
boost spending, by accelerating reductions in marginal

tax rates and the marriage tax penalty, increasing the
Child Tax Credit, and raising the upper threshold of
the 10 percent income bracket so that less income is
taxed at the 15 percent rate. The exclusion of dividends
from taxation will increase after-tax incomes and will
likely support the stock market. Any resulting increase
in equity wealth would contribute both to near-term
spending and to saving available for retirement. The
dividend exclusion will also lower the cost of capital
to business and thereby raise business investment. As
the expansion picks up speed, the usual virtuous circle
of more jobs, more spending, and more capital invest-
ment will be firmly established.

Residential investment, which was already at a very
high level in 2002, is unlikely to rise further. Con-
sequently, its contribution to GDP growth may be quite
small in the next few years. A positive contribution
to growth from net exports may be delayed a few years
until such time as there is stronger growth abroad.

The Federal, State, and local government contribu-
tion to GDP growth is also likely to be quite modest
in the next few years. At the Federal level, growth
of spending on security requirements is expected to be
accompanied by more moderate growth in other spend-
ing. At the State and local level, outlays will be re-
strained by the need to restore budget balance in the
face of very weak receipts growth.

Potential GDP: The growth of potential GDP is as-
sumed to be 3.1 percent per year. Potential growth
is approximately equal to the sum of the trend growth
rates of the labor force and of productivity. The labor
force is projected to grow 1.0 percent per year on aver-
age; the trend growth of productivity is assumed to
be 2.2 percent. This rate of productivity growth is equal
to the average growth experienced from the business
cycle peak in 1990 through the third quarter of 2002,
but it is slower than the 2.6 percent rate achieved
during the past seven years. The underlying trend of
productivity growth, and therefore potential growth,
may turn out to be higher than assumed, especially
if business investment responds rapidly to the improv-
ing economy. In the interest of prudent budget fore-
casting, however, a more cautious assumption appears
warranted.

Inflation and Unemployment: Inflation is projected
to remain low. The CPI is expected to increase 2.2
percent on a calendar year basis in 2003, rising gradu-
ally to 2.3 percent in 2008. The GDP chain-weighted
price index is projected to edge up 1.3 percent this
year, rising to 1.8 percent annually in 2008. The out-
year inflation rates are slightly lower than the average
rates of the past decade: 2.6 percent yearly for the
CPI and 1.9 percent for the GDP inflation measure.

The slower rise of prices projected during the next
six years relative to the prior decade is the result of
very low inflation at this stage of the expansion and
the downward pressure on wages and prices that will
remain until the excess slack in labor and capital re-
sources is eliminated by the growing economy. The un-
employment rate, which reached 6.0 percent in Decem-
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Table 2-1. ECONOMIC ASSUMPTIONS 1
(Calendar years; dollar amounts in billions)
Actual Projections
2001 2002 | 2003 | 2004 | 2005 | 2006 | 2007 | 2008
Gross Domestic Product (GDP):
Levels, dollar amounts in billions:
Current dollars 10,082 10,442 10,884 11,447 12,031 12,637 13,263 13,919
Real, chained (1996) dollars 9,215 9,440 9,710 10,061 10,414 10,760 11,102 11,446
Chained price index (1996=100), annual average ........ 109.4 110.6 112.1 113.8 115.5 117.4 119.4 121.6
Percent change, fourth quarter over fourth quarter:
Current dollars 2.0 42 4.8 5.2 5.0 5.0 4.9 5.0
Real, chained (1996) dollars ... 0.1 2.9 3.4 3.6 34 3.3 3.1 3.1
Chained price index (1996=100) 2.0 1.2 1.4 1.5 1.6 1.7 1.8 1.8
Percent change, year over year:
Current dollars 2.6 3.6 42 5.2 5.1 5.0 5.0 4.9
Real, chained (1996) dollars ... 0.3 2.4 2.9 3.6 35 3.3 3.2 3.1
Chained price index (1996=100) 24 1.1 1.3 1.5 1.5 1.7 1.7 1.8
Incomes, billions of current dollars:
Corporate profits before tax .........cccovevevererereresnennenns 670 659 7N 830 1,069 1,069 1,085 1,120
Wages and salaries ......... 4,951 5,021 5,275 5,575 5,870 6,159 6,450 6,757
Personal dividend income 409 434 450 470 477 497 526 567
Other taxable income 2 1,957 1,979 1,986 2,067 2,116 2,170 2,230 2,295
Consumer Price Index (all urban): 3
Level (1982-84=100), annual average ..........cocoeeereueas 1771 179.9 183.8 187.6 1915 195.7 200.0 204.5
Percent change, fourth quarter over fourth quarter 1.9 2.3 2.0 2.1 21 2.2 2.2 2.3
Percent change, year over year 2.8 1.6 2.2 2.1 21 2.2 2.2 2.3
Unemployment rate, civilian, percent:
Fourth quarter level 5.6 5.8 5.6 5.3 5.1 5.1 5.1 5.1
Annual average 48 5.8 5.7 5.5 5.2 5.1 5.1 5.1
Federal pay raises, January, percent:
Military 4 37 6.9 47 * NA NA NA NA
Civilian 37 4.6 3.1 * NA NA NA NA
Interest rates, percent:
91-day Treasury bills 6 34 1.6 1.6 3.3 4.0 42 42 43
10-year Treasury notes 5.0 4.6 42 5.0 5.3 54 55 5.6

NA = Not Available; * = (see note below).

1Based on information available as of late November 2002.
2Rent, interest and proprietor's components of personal income.
3 Seasonally adjusted CPI for all urban consumers.

4Percentages apply to basic pay only; 2002 and 2003 figures are averages of various rank- and longevity-specific adjustments; pay raises for 2004
range from 2.0 to 6.25 percent, depending on rank and longevity; percentages to be proposed for years after 2004 have not yet been determined.

5Qverall average increase, including locality pay adjustments. The increase for 2004 (which would also apply also to uniformed services other than
armed forces) would be 2.0 percent. Percentages to be proposed for years after 2004 have not yet been determined.

6 Average rate, secondary market (bank discount basis).

ber 2002, is projected to decline gradually to 5.1 per-
cent. This rate is the center of the range around the
unemployment rate that is consistent with stable infla-
tion. Similarly, the low capacity utilization rate in man-
ufacturing, at about 74 percent in the last quarter of
2002, will exert further downward pressure on prices
and it will take a few years for this effect to abate.

The one-half percentage point faster rise in the CPI
than in the GDP inflation measure is consistent with
historical experience. The CPI tends to rise faster than
the GDP measure in part because computer prices,
which have been falling sharply, have a larger weight
in GDP inflation which includes computer purchases
of government, business, and consumers. Also, the CPI
uses a fixed market basket for its weights, while the
GDP measure uses current, “chain” weights. As such,
the CPI does not fully reflect the reallocation of pur-
chases that occurs in response to changing relative
prices that is reflected in the GDP inflation measure.

This source of upward bias to the CPI has been elimi-
nated in a new supplemental series, the Chained Con-
sumer Price Index for All Urban Consumers, that uses
chain weights. This alternative measure of consumer
price inflation is likely to increase more in line with
the GDP measure than the conventional CPI.

Interest Rates: Interest rates are projected to rise
with the resumption of strong, self-sustaining growth.
The 3-month Treasury bill rate, at 1.2 percent at the
end of last year, is expected to rise to 4.3 percent over
the next six years. As is usually the case when credit
demands increase as growth accelerates, the increase
at the longer end of the maturity spectrum is likely
to be smaller than at the short end. The yield on the
10-year Treasury note, which was 3.8 percent at the
end of 2002, is projected to rise to 5.6 percent by 2008.
Adjusted for inflation, the outyear real interest rates
are close to their historical averages.
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Income Shares: The share of taxable income in nomi-
nal GDP is projected to rise through 2005 and decline
thereafter. The wage and salary share is expected to
rise through 2005 from its relatively low level in 2002
as workers capture in higher wages more of the recent
gains in productivity growth. During these years, “other
labor income,” which includes employer-paid health in-
surance and pension contributions that are not part
of the tax base, is likely to rise. After 2005, the wage
share is projected to decline while an increasing propor-
tion of labor compensation is accounted for by further
increases in other labor income, essentially tax-exempt
employee benefits.

Two factors are likely to drive up the share of other
labor income in GDP during the coming years. First,
health insurance paid by employers is expected to con-
tinue to rise rapidly. During 2002, employer contribu-
tions to health insurance rose at a double-digit pace
after increasing around nine percent in 2000 and 2001.
Employers will shift some of the future cost increases
on to employees by raising deductibles and co-pays;
nonetheless, the increases in employers’ contributions
are likely to be significant. Second, employers’ contribu-
tions to defined-benefit pension plans are also likely
to rise. The sharp fall in the stock market in the last
three years has created underfunding in many plans
that will have to be made up by larger contributions
in the coming years. In addition, many plans, including
those that are currently well-funded, will have to raise
contributions because of lower assumed rates of return
on fund assets in light of the actual lower returns.

The share of corporate profits before tax will be af-
fected by the pace of economic activity and by the tem-
porary expensing provisions of the Job Creation and
Worker Assistance Act of 2002. The faster growth be-
ginning this year is expected to increase the profits
share from the low levels during the recession and the
subpar recovery. The expensing provision lowers book
profits through September 11, 2004 by allowing firms
to write off more of their investment expense sooner.
After the expiration of expensing on that date, book
profits will be raised because the remaining deprecia-
tion on investments eligible for expensing will be lower.
Taking these and other factors affecting book profits
into consideration, the share of profits before tax in
GDP is projected to rise from 6.3 percent in 2002 to
a high of 8.9 percent in 2005, and then gradually de-
cline to eight percent in at the end of the forecast
horizon.

Among the other components of taxable income, the
share of personal interest income in GDP is projected
to decline significantly, reflecting the lagged effects of
past declines in interest rates on the average yield on
interest-earning assets of the household sector. The
shares of the remaining components (proprietors’ in-
come, rental income, and dividend income) are projected
to remain stable at around their 2002 levels. The Presi-
dent’s growth and jobs creation package proposes to
eliminate income taxes on dividends which have al-
ready been taxed at the corporate level.

Comparison with CBO and Private-Sector
Forecasts

The Congressional Budget Office (CBO) and many
private-sector forecasters also make projections. CBO
develops its projections to aid Congress in formulating
budget policy. In the executive branch, this function
is performed jointly by the Treasury, the Council of
Economic Advisers, and the Office of Management and
Budget. Private-sector forecasts are often used by busi-
nesses for long-term planning. Table 2-2 compares the
Budget assumptions with projections by the CBO and
the Blue Chip consensus, an average of about 50 pri-
vate-sector forecasts.

The three sets of economic assumptions are based
on different underlying assumptions concerning eco-
nomic policies. The private-sector forecasts are based
on appraisals of the most likely policy outcomes, which
vary among forecasters. The CBO baseline projection
assumes that current law will remain unchanged. De-
spite their differing policy assumptions, the three sets
of economic projections, shown in Table 2-2, are very
close. The similarity of the Budget economic projection
with the CBO baseline projection underscores the cau-
tious nature of the Administration forecast.

For real GDP growth, the Administration, CBO and
the Blue Chip consensus anticipate that the pace of
economic activity will accelerate during the next two
years. For calendar year 2003, the three forecasts fall
within the narrow range of 2.5 to 2.9 percent; for 2004,
all three project 3.6 percent growth. The three forecasts
have similar projections for 2005—2008.

All three forecasts anticipate continued low inflation
of around two percent as measured by the GDP chain-
weighted price index and 22 percent as measured by
the CPI. The unemployment rate projections are also
similar. All three forecasts envisage a similar path of
rising interest rates during the next few years. For
short-term rates, CBO’s projection is slightly higher
than the Blue Chip’s, which is slightly higher than
the Administration’s. The three long-term interest rate
projections are very close.

Changes in Economic Assumptions

As shown in Table 2-3, the economic assumptions
underlying this Budget have been revised significantly
from those of the 2003 Budget, which were finalized
just 2-1/2 months after the September 11th attacks.
At that time it seemed that recovery from the attacks
would be quite slow in coming and that it would not
be until 2003 that a strong expansion would be well-
established. In the event, the economy proved to be
much more resilient than the Administration and other
forecasters had anticipated.

Real GDP growth during 2002, although relatively
weak for a recovery, was still considerably stronger
than projected in last year’s Budget. However, by the
end of last year, the current recovery appeared to be
losing momentum, rather than gaining it as projected
in last year’s Budget. Consequently, projected real GDP
growth during 2003 is now lower than anticipated in
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Table 2-2. COMPARISON OF ECONOMIC ASSUMPTIONS

(Calendar years)

Projections Average,
2003 2004 2005 2006 2007 2008 2003-08
Real GDP (billions of 1996 dollars):
CBO JANUAIY ....cooeeriiciiisicri i 9,673 10,018 10,358 10,697 11,037 11,380
Blue Chip Consensus January? .. 9,704 10,050 10,383 10,709 11,041 11,384
2004 BUAGEL ..cvueererceineieriseeretie e 9,710 10,061 10,414 10,760 11,102 11,446
Real GDP (chain-weighted): 1
CBO JANUAIY ....oomviiiiiriiesiinsisssieses s 25 3.6 34 33 32 3.1 32
Blue Chip Consensus January 2 ..........coenemnerneeneceneenneens 2.8 3.6 3.3 3.1 3.1 3.1 3.2
2004 BUAGEL ... 2.9 3.6 35 33 32 3.1 33
Chain-weighted GDP Price Index:
CBO JANUAIY ..ot 1.6 2.0 2.1 2.1 2.2 2.0
Blue Chip Consensus January 2 ...........cccovneneniencenesneensnenns 1.6 21 21 2.1 21 2.0
2004 BUAGEL ...oovvreerceieiererees e essseseees 1.3 1.5 1.7 1.7 1.8 1.6
Consumer Price Index (all urban): 1
CBO January 2.1 2.2 25 2.5 25 25 2.4
Blue Chip Consensus January 2 2.2 2.2 25 2.6 25 25 24
2004 Budget 2.2 2.1 2.1 2.2 2.2 23 2.2
Unemployment rate: 3
CBO JANUAIY ...coomieiiiriiesiinsisssieses s 5.9 5.8 5.4 53 5.3 5.2 55
Blue Chip Consensus January? .. 5.9 5.5 5.1 5.1 5.1 5.1 5.3
2004 BUAGEL ......ooiiririci s 5.7 5.5 52 5.1 5.1 5.1 5.3
Interest rates: 3
91-day Treasury bills:
CBO JANUAIY ..ottt 35 48 49 49 49 41
Blue Chip Consensus January2 .........coeveneeneenmeeneenneens 29 42 44 46 44 37
2004 BUAGEL ....ocvorreriiciseies s 3.3 4.0 42 42 43 3.6
10-year Treasury notes: 3
CBO JaNUAIY ..o 44 5.2 5.6 5.8 5.8 5.8 54
Blue Chip Consensus January 2 4.4 52 5.6 5.8 5.7 5.7 5.4
2004 BUAGEL ..ovoreereeirieeniseeieeresi st esssessssnnens 42 5.0 5.3 5.4 5.5 5.6 5.2

Sources: Congressional Budget Office; Aspen Publishers, Inc., Blue Chip Economic Indicators

'Year over year percent change.

2 January 2003 Blue Chip Consensus forecast for 2003 and 2004; Blue Chip October 2002 long run for 2005 - 2008.

3 Annual averages, percent.

last year’s Budget. From 2004 onwards, however, real
GDP growth in this and the prior Budget are quite
similar. Largely because of the better-than-projected
growth in 2002, the level of real GDP is now projected
to be higher in each year than in last year’s Budget
(adjusted for historical revisions).

The level of nominal GDP, however, is projected to
be lower in each year than in last year’s Budget. That
is primarily because actual GDP inflation was lower
in 2002, and is expected to be lower thereafter, than
in last year’s Budget. The unemployment rate is ex-
pected to be slightly higher than in last year’s assump-
tions and ultimately to decline to 5.1 percent rather
than 4.9 percent. Interest rates are projected to be
lower during the next few years than was envisaged
in last year’s Budget, reflecting their current low levels.
While the outyear short-term rate is about unchanged
from last year’s assumptions, outyear long-term rates
are slightly higher. Adjusted for inflation, the real long-
term rate is higher than in last year’s Budget.

Sources of Change in the Budget since Last
Year

The sources of the change in the budget outlook from
the 2003 Budget baseline (which excludes the effects
of policy proposals) to the 2004 Budget policy projection
are shown in Table 2—4. The second block shows that
enacted legislation reduced the pre-policy surplus of
$109 billion for 2004 projected in the 2003 Budget by
$79 billion.

The third, fourth, and fifth blocks quantify the sepa-
rate impacts on the budget outlook from changes in
economic projections, technical factors, and revised his-
torical data on GDP and taxable incomes.

The third block shows the effects on receipts and
outlays from changes in economic assumptions. These
include the effects of changes in assumptions for real
growth, inflation, interest rates, unemployment, and
the growth rates of various taxable incomes.

Technical factors (block 4) are all changes in budget
estimates that are not due to explicit economic assump-
tions, revisions to historical economic data, or legisla-
tion. Examples of technical factors are changes in re-
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Table 2-3. COMPARISON OF ECONOMIC ASSUMPTIONS IN THE 2003 AND 2004 BUDGETS

(Calendar years; dollar amounts in billions)

2002 2003 2004 2005 2006 2007 2008

Nominal GDP:

2003 Budget assUMPtiONS T ... eenssesssesssssessssnens 10,346 10,930 11,530 12,162 12,794 13,438 14,114

2004 Budget aSSUMPHONS ......cevvuevmmrrmceserireenieessessesseesssessessssessesseesssesssssenns 10,442 10,884 11,447 12,031 12,637 13,263 13,919
Real GDP (1996 dollars):

2003 Budget assumptions .. 9,250 9,602 9,959 10,315 10,650 10,980 11,321

2004 Budget assumptions 9,440 9,710 10,061 10,414 10,760 11,102 11,446
Real GDP (percent change): 2

2003 Budget assUMPiONS ..o 0.7 3.8 3.7 3.6 3.2 3.1 3.1

2004 Budget aSSUMPLIONS .......ocviriuiireieieieeseie et essnes 2.4 2.9 3.6 35 3.3 3.2 3.1
GDP price index (percent change): 2

2003 Budget assumptions 1.9 1.7 1.7 1.9 1.9 1.9

2004 Budget assumptions 1.2 1.4 1.5 1.6 1.8 1.8
Consumer Price Index (percent change): 2

2003 Budget aSSUMPLIONS ..ottt esanes 2.4 2.2 2.3 2.4 2.4 24 24

2004 Budget aSSUMPLIONS .......ccerriiriereeerereere s ensnes 2.3 2.0 21 2.1 2.2 2.2 2.3
Civilian unemployment rate (percent): 3

2003 Budget aSSUMPLIONS ..ottt ssnes 5.9 5.5 5.2 5.0 4.9 4.9 49

2004 Budget asSUMPONS ..o sessaseens 5.8 5.7 55 52 5.1 5.1 5.1
91-day Treasury bill rate (percent): 3

2003 Budget aSSUMPLIONS ........oceiiirierieeeereere e 22 35 4.0 42 4.4 4.4 42

2004 Budget assumplions ..o 1.6 1.6 3.3 4.0 4.2 4.2 43
10-year Treasury note rate (percent): 3

2003 Budget aSSUMPLIONS ........ccvririereererereeere e ensnes 5.1 5.1 5.1 5.1 5.2 5.2 5.2

2004 Budget assUMPONS ........ccviuimiiiiiniisessisesssissis s 4.6 42 5.0 5.3 5.4 55 5.6

1 Adjusted for July 2002 NIPA revisions.
2Year over year.
3 Calendar year average.

ceipts and outlays from changes in estimating meth-
odologies.

Revisions in the level of historical income data affect
receipts estimates. These effects are shown in the fifth
block, which quantifies the impact on the budget of
data revisions affecting tax bases. After the publication
of the 2003 Budget in February 2002, the historical
levels of profits and of wages and salaries for calendar
year 2001 were revised down significantly. As a result
of the lower historical starting point for the projection
of incomes, the levels of the tax base in 2002 and be-
yond that were assumed in the 2003 Budget were too
high. The reduction in receipts estimates because of
the lower initial level of the tax base (and the associ-
ated higher net interest outlays) account for $75 billion
of the downward re-estimate of the budget baseline for
2004.

Block 6 shows the 2004 Budget baseline, which is
equal to block 1, plus all the changes in blocks 2
through 5.

Block 7 of the table shows the budgetary effect of
policies proposed in this Budget. These total —$149 bil-
lion in 2004.

Structural and Cyclical Balances

When the economy is operating below potential and
the unemployment rate exceeds the long-run sustain-
able average, as is projected to be the case for the
next few years, receipts are lower than they would be
if resources were more fully employed, and outlays for
unemployment-sensitive programs (such as unemploy-

ment compensation and food stamps) are higher. As
a result, the deficit is larger (or the surplus is smaller)
than would be the case if the unemployment rate were
at the sustainable long-run average. The portion of the
deficit (or surplus) that can be traced to this factor
is called the cyclical component. The balance is the
portion that would remain if the unemployment rate
were at its long-run value, and is called the structural
deficit (or structural surplus).

The structural balance can often provide a clearer
understanding of the stance of fiscal policy than the
unadjusted budget balance. That is because the
unadjusted budget balance is affected by cyclical eco-
nomic conditions. The structural balance, however,
shows the surplus or deficit that will persist even when
the economy is operating at the sustainable level of
unemployment. For this reason, changes in the struc-
tural balance give a better picture of the independent
impact of budget policy on the economy than does the
unadjusted balance.

The estimates of the structural balance are based
on the relationship between changes in unemployment
and real GDP growth on the one hand, and receipts
and outlays on the other. As such, the relationships
do not take into account other possible changes in the
economy that might also be cyclically related. For exam-
ple, the sharply rising stock market during the second
half of the 1990s boosted capital gains-related receipts,
and the subsequent fall in the stock market reduced
receipts. Some of this rise and fall may have been cycli-
cal in nature. It is not possible, however, to estimate
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Table 2-4. SOURCES OF CHANGE IN BUDGET TOTALS
(In billions of dollars)
2003 2004 2005 2006 2007 2008
(1) 2003 Budget baseline
RECBIPES oo 2,121 2,234 2,366 2,461 2,581 2,710
OULAYS vttt ettt 2,070 2,126 2,197 2,266 2,341 2,435
Unified BUAGEL SUMPIUS .....vvuieiriiireiiiitie bt 51 109 169 196 240 274
(2) Changes due to enacted legislation:
RECEIPES .ottt =37 —26 20 19 14 10
OULIRYS veveerecteesees ettt bbb bbb bbbt 64 53 49 49 54 54
Surplus reduction (-), enacted legiSIation ... -101 -79 -30 -30 -40 -44
(3) Changes due to economic assumptions:
RECEIPES .ot =27 -30 -29 -34 -38 -36
OUHIRYS vvoeereceeeseesei sttt -26 -29 -16 -8 -3 =
Surplus reduction (=), CONOMIC ........cuuveriurrieereeerrereeiesise ettt -1 -1 -13 -25 -35 -36
(4) Changes due to technical factors:
RECBIPIS ..ttt -134 =77 42 -1 = 1
OULIRYS vvoeereciesees ittt 21 35 35 27 29 28
Surplus reduction (-), tECANICAL ........cccvuivieirceerrc e -156 -112 -78 -39 -29 =27
(5) Changes due to NIPA Revisions:!
RECEIPIS .ottt -56 -70 -78 -83 -87 -92
OULAYS vttt ettt 1 4 10 14 19 24
Surplus reduction (-), NIPA TBVISIONS ........cvurivmeeeeierireciseeiesiseeisesisessesssssssessessssessnes -57 -75 -88 -97 -106 -116
(6) Surplus or deficit (-), 2004 Budget baseline ..............cocouuvinerninneinecneeenene -264 -158 -40 5 29 51
(7) Changes due to 2004 Budget policy:
Receipts -31 -109 -100 -89 -71 -72
Outlays 9 40 68 116 136 169
SUrplus reduction (=), PONICY .....ceureerercrieierireeeciseiseiesie et -40 -149 -168 -205 -207 -241
(8) 2004 Budget totals (policy)
RECBIPES oo 1,836 1,922 2,135 2,263 2,398 2,521
OULAYS vttt 2,140 2,229 2,343 2,464 2,576 2,711
Unified budget surplus or defiCit (=) .......couuerreriiieiniiiiseseeee e -304 -307 -208 -201 -178 -190

* Less than $500 million.
Note: Changes in interest costs due to receipts changes included in outlay lines.

1 Effect of changes in historical data on GDP and incomes in the National Income and Product Accounts (NIPA).

this cyclical component accurately. As a result, both
the unadjusted and structural balances are affected by
cyclical stock market movements.

From 1997 to 2001, the unemployment rate appears
to have been lower than could be sustained in the long
run. Therefore, as shown in Table 2-5, in 1997 the
structural deficit of $37 billion exceeded the actual def-
icit of $22 billion. Similarly, in 1998-2001, the struc-
tural surplus was smaller than the actual surplus,
which was enlarged by the boost to receipts and the
reduction in outlays associated with the low level of
unemployment.

On the other hand, in 2002, the unemployment rate
was above what is currently thought to be the sustain-
able level and the actual deficit of $158 billion exceeded
the structural deficit of $111 billion. Similarly in 2004,
the actual deficit of $304 billion contains a cyclical com-
ponent of about $36 billion. The structural deficit for
that year is lower, at $272 billion. As the projected
unemployment rate declines toward the sustainable
level in the next few years, the projected unadjusted

deficit is expected to decline to be about equal to the
structural deficit in 2007 and thereafter.

In the early 1990s, large swings in net outlays for
deposit insurance (the saving and loan bailouts) had
substantial impacts on deficits, but had little concurrent
impact on economic performance. It therefore became
customary to estimate an adjusted structural balance
that removed deposit insurance outlays as well as the
cyclical component of the budget balance from the ac-
tual balance. Deposit insurance net outlays are pro-
jected to be very small in the coming years. Therefore,
the adjusted structural deficit and the structural deficit
are nearly identical over the forecast horizon.

Sensitivity of the Budget to Economic
Assumptions

Both receipts and outlays are affected by changes
in economic conditions This sensitivity complicates
budget planning because errors in economic assump-
tions lead to errors in the budget projections. It is
therefore useful to examine the implications of alter-
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native 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 estimating how changes
in the economic assumptions would alter outlays, re-
ceipts, and the surplus or deficit.

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 force, 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 budgetary effects
of the above rules of thumb are shown in Table 2-6.

For real growth and employment:

e As shown in the first block, if real GDP growth
is lower by one percentage point in calendar year
2003 only and the unemployment rate rises by
one-half percentage point more than in the budget
assumptions, the fiscal year 2003 deficit is esti-
mated to increase by $11.8 billion; receipts in 2003
would be lower by $9.3 billion, and outlays would
be higher by $2.5 billion, primarily for unemploy-
ment-sensitive programs. In fiscal year 2004, the
estimated receipts shortfall would grow further to
$19.4 billion, and outlays would increase by $7.3
billion relative to the base, even though the
growth rate in calendar 2004 equaled the rate
originally assumed. This is because the level of
real (and nominal) GDP and taxable incomes
would be permanently lower, and unemployment
permanently higher. The budget effects (including
growing interest costs associated with larger defi-
cits) would continue to grow slightly in each suc-
cessive year. During 2003-2008, the cumulative
increase in the budget deficit is estimated to be
$173 billion.

* The budgetary effects are much larger if the real

growth rate is one percentage point lower in each
year than initially assumed and the unemploy-
ment rate is unchanged, as shown in the second
block. This scenario might occur if trend produc-
tivity is permanently lower than initially assumed.
In this case, the estimated increase in the deficit
is much larger than in the first scenario. In this
example, during 2003-2008, the cumulative in-
crease in the budget deficit is estimated to be
$465 billion.

The third block shows the effect of a one percent-
age point higher rate of inflation and one percent-
age point higher interest rates during calendar
year 2003 only. In subsequent years, the price
level and nominal GDP would be one percent high-
er than in the base case, but interest rates are
assumed to return to their base levels. In 2004,
outlays would be above the base by $18.5 billion,
due in part to lagged cost-of-living adjustments;
receipts would rise $22.1 billion above the base,
however, resulting in an $3.6 billion improvement
in the budget balance. In subsequent years, the
amounts added to receipts would continue to be
larger than the additions to outlays. During
2003—2008, cumulative budget deficits would be
$38 billion smaller than in the base case.

In the fourth block example, the rate of inflation
and the level of interest rates are higher by one
percentage point in all years. As a result, the price
level and nominal GDP rise by a cumulatively
growing percentage above their base levels. In this
case, the effects on receipts and outlays mount
steadily in successive years, adding $317 billion
to outlays over 2003—-2008 and $428 billion to re-
ceipts, for a net decrease in the 2003—-2008 deficits
of $111 billion. The table also 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 largely because the
gains in budget receipts due to higher inflation
result in higher debt service savings when interest
rates are assumed to be higher as well (the com-
bined case) than when interest rates are assumed
to be unchanged (the separate case).

The outlay effects of a one percentage point in-
crease in interest rates alone is shown in the fifth

Table 2-5. ADJUSTED STRUCTURAL BALANCE

(In billions of dollars)

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008
Unadjusted surplus or defiCit (=) .......ocrmerreerermerrenceennns -22.0 69.2 | 1256 | 2364 | 1273 | -157.8 | -304.2 | -307.4 | -208.2 | -200.5 | —-178.1 | -189.6
Cyclical COmMPONEN ........ccuevriereeiriireirircriseeseseeeseeees 15.1 47.6 69.9 | 106.2 496 | -465| -539| -357| -182 -6.1 -0.5 -1
Structural surplus or defiCit (=) .....coecreerrerrircrrereies -3741 21.7 55.7 | 130.3 7717 | -111.3 | -250.3 | -271.7 | -190.0 | —194.4 | -177.6 | -189.6
Deposit insurance OUtlays .......c.coocereereereeneeneereeneeneenes -14.4 -4.4 -5.3 -3.1 1A i | e | e el [ il [T
Adjusted structural surplus or deficit (=) ...c.coorerrerrrienn. -515 17.3 50.4 127.2 763 | -111.3 | -250.3 | -271.7 | -190.0 | 1944 | -177.6 | -189.6

NOTE: The long-run sustainable unemployment rate is assumed to be 5.2% through calendar year 1998 and 5.1% thereafter.
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block. The receipts portion of this rule-of-thumb ing adjustments and lower receipts from CPI in-
is due to the Federal Reserve’s deposit of earnings dexation of tax brackets.
on its securities portfolio. The last entry in the table shows rules of thumb

* The sixth block shows that a sustained one per- for the added interest cost associated with changes in
centage point increase in the GDP chain-weighted the budget surplus or deficit. . . .
price index and in CPI inflation decrease cumu- The effects of changes in economic assumptions in
lative deficits by a substantial $258 billion during the opposite direction are approximately symmetric to
2003-2008. This large effect is because the re- those shown in the table. The impact of a one percent-

ceipts from a higher tax base exceeds the combina- 28€ point lower rate of inflation or higher real growth
tion of higher outlays from mandatory cost-of-liv- would have about the same magnitude as the effects

shown in the table, but with the opposite sign.
Table 2-6. SENSITIVITY OF THE BUDGET TO ECONOMIC ASSUMPTIONS

(In billions of dollars)

Total of
Budget effect 2003 2004 2005 2006 2007 2008 Effects,
2003-2008
Real Growth and Employment
Budgetary effects of 1 percent lower real GDP growth:
(1) For calendar year 2003 only: 1
Receipts -9.3 -19.4 -21.6 -22.4 -23.2 —24.3 -120.4
Outlays 25 7.3 7.9 9.6 114 135 52.1
INCrease in AefiCit (=) .oeeerrcerineieireeeee et -11.8 -26.7 -29.5 -32.0 -34.6 -37.8 -172.5
(2) Sustained during 20032008, with no change in unemployment:
Receipts -9.4 -30.3 -56.4 -83.6 -112.8 -144.5 -437.0
Outlays -0.1 0.2 1.9 4.6 8.3 13.5 28.4
INCrease in AefiCit (=) .o -9.3 -30.5 -58.3 -88.3 -121.1 -157.9 -465.4
Inflation and Interest Rates
Budgetary effects of 1 percentage point higher rate of:
(3) Inflation and interest rates during calendar year 2003 only:
RECBIPES .vvvveverirerieicrieri ettt 1.1 221 22.3 20.9 21.6 22.6 120.6
OUHAYS oveveeieieie ettt es 10.5 18.5 16.1 13.3 12.5 12.1 83.0
Decrease in deficit (+) 0.6 3.6 6.3 7.6 9.1 10.5 376
(4) Inflation and interest rates, sustained during 2003-2008:
Receipts 1.1 33.8 58.4 81.9 107.2 135.1 4275
Outlays 10.6 28.9 46.4 61.9 76.8 92.2 316.8
Decrease in defiCit (+) ..o 0.5 4.9 12.1 20.0 30.3 429 110.7
(5) Interest rates only, sustained during 2003-2008:
RECEIPS .o 1.7 4.0 5.3 5.9 6.6 7.2 30.7
OUHIAYS oottt 8.7 21.0 30.5 36.4 41.8 47.2 185.6
Increase in defiCit (=) .o -7.0 -17.0 -25.2 -30.4 -35.3 -40.0 -154.9
(6) Inflation only, sustained during 2003-2008:
Receipts 94 29.7 53.0 75.7 100.2 127.5 395.5
Outlays 1.9 8.1 16.4 26.6 36.7 47.6 137.4
Decrease i defiCit (+) .o 7.5 216 36.6 49.1 63.5 79.8 258.1
Interest Cost of Higher Federal Borrowing
(7) Outlay effect of $100 billion increase in the 2003 unified deficit .........ccoccrrrvnnes 0.8 2.8 4.4 4.8 5.1 5.5 234

* $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.



3. STEWARDSHIP

Introduction

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 or deficit, does not provide enough
information to evaluate fully the government’s financial
and investment decisions. Indeed, changes in the an-
nual budget deficit or surplus can be misleading indica-
tors of the government’s financial condition. For exam-
ple, the temporary shift from annual deficit to surplus
in the late 1990s did nothing to correct the long-term
deficiencies in the nation’s major entitlement programs,
which are the major source of the long-run shortfall
in federal finances. This would have been more appar-
ent if greater attention had focused on long-term meas-
ures such as appear in this chapter. As important as
the budget surplus or deficit is, it should not be the
only indicator used to judge the government’s fiscal con-
dition.

While a private business may ultimately be judged
by a single number—the bottom line in its balance
sheet—the national government is ultimately judged on
how its actions affect the country, and that is not pos-
sible to sum up with a single statistic. The government
is not expected to earn a profit. Instead, its fiscal condi-
tion can only be properly evaluated using a broad range
of data and several complementary perspectives. This
chapter presents a framework for such analysis. Be-
cause there are serious limitations on the available data
and the future is uncertain, this chapter’s findings
should be interpreted with caution; its conclusions are
tentative and subject to future revision.

The chapter consists of four parts:

* Part I presents the government’s physical and fi-
nancial assets and its legal liabilities summarized
in Table 3-1. This table corresponds most closely
to a business balance sheet, but it misses some
of the government’s unique fiscal characteristics.
That is why it needs to be supplemented by the
information in Parts II and III. The government’s
net liabilities in Table 3—-1 are dwarfed by its un-
funded obligations as presented in Part II.

* Part II broadens the scope to evaluate the govern-
ment’s long-run financial burdens and the re-
sources available to meet them. It presents pos-
sible paths for the federal budget that extend far
beyond the normal budget window and describes
how these projections vary depending on key eco-
nomic and demographic assumptions. The projec-
tions are summarized in Table 3-2. This part also
presents discounted present value estimates of the

funding shortfall in Social Security and Medicare
in Table 3-3.

» Part III features information on national economic
and social conditions which are affected by what
the government does. The private economy is the
ultimate source of the resources the government
will have to draw upon to meet future obligations.
Table 3-4 presents summary data for total na-
tional wealth, while highlighting the federal in-
vestments that have contributed to that wealth.
Table 3-5 presents a small sample of economic
and social indicators.

e Part IV concludes the chapter and explains how
the separate pieces of analysis link together.
Chart 3-8 presents the linkages in a schematic
diagram.

The government’s legally binding obligations—its li-
abilities—consist mainly of Treasury debt and the pen-
sions plus retiree health benefits owed to federal em-
ployees, which are a form of deferred compensation.
These obligations have counterparts in the business
world, and would appear as liabilities on a business
balance sheet. Accrued obligations for government in-
surance policies and the estimated present value of
failed loan guarantees and deposit insurance claims are
also analogous to private liabilities. These obligations,
however, are only a subset of the government’s total
financial responsibilities. Indeed, the full extent of the
government’s fiscal exposure through its various pro-
grammatic commitments dwarfs the outstanding debt
held by the public or the balance between federal liabil-
ities and assets. The commitment to Social Security
and Medicare alone amounts to several times the value
of outstanding federal debt or the net balance of govern-
ment liabilities less assets shown in Table 3-1.

The government has a broad range of programs that
dispense cash and other benefits to individual recipients
and it also provides a wide range of other public serv-
ices that must be financed through the tax system.
The government is not constitutionally obligated, except
in the most general terms, to continue operating these
programs, and the benefits and services could be modi-
fied or even ended at any time, subject to the decisions
of the Congress and the President. Such changes are
a regular part of the legislative cycle. These pro-
grammatic commitments cannot be thought of as “liabil-
ities” in a legal or accounting sense, but they will re-
main federal responsibilities for the foreseeable future,
and they are included in the long-run projections pre-
sented in Part II; it would be misleading to leave out
these programmatic commitments in projecting future
claims on the government or calculating the govern-
ment’s long-run fiscal balance. It is true, of course,
that the federal government also has resources that
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go beyond the assets that would normally appear on
a balance sheet. These additional resources include the
government’s sovereign power to tax. For this reason,
the best way to analyze the future strains on the gov-
ernment’s fiscal position is to make a long-run projec-
tion of the entire federal budget, as is done in Part
IT of this chapter, which provides a comprehensive
measure of the government’s future cash flows.

Over long periods of time, government spending must
be financed by the taxes and other receipts it collects.
Although the government can borrow for temporary pe-
riods, it must pay interest on any such borrowing,
which adds to future spending. In the long run, a sol-
vent government must pay for its spending out of its
receipts. The projections in Part II show that under
an extension of the estimates in this budget, long-run
balance in this sense is not achieved, mostly because
of large deficiencies in Social Security and Medicare.

The long run budget projections and the table of as-
sets and liabilities are silent on the issue of whether
the public is receiving value for its tax dollars or wheth-
er federal assets are being used effectively. Information
on those points requires performance measures for gov-
ernment programs supplemented by appropriate infor-
mation about conditions in the economy and society.
Recent changes in budgeting practices should contribute
to the goal of more complete information about govern-
ment programs and permit a closer alignment of the
cost of programs with performance measures. These
changes are described in detail in the main Budget
volume, in chapter 1 of this volume, and in the accom-
panying volume that describes the creation of the Pro-
gram Assessment Rating Tool (PART). This chapter
complements the detailed exploration of government
performance with an assessment of the overall impact
of Federal policy as reflected in some general measures
of economic and social well-being.

QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT’S “BALANCE SHEET”

business?

1. According to Table 3-1, 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

The federal government has fundamentally different objectives from a business enterprise. The
primary goal of every business is to earn a profit, and the federal fovernment properly leaves al-
most all activities at which a profit could be earned to the private sector. For the vast bulk of
the federal government’s operations, it would be difficult or impossible to charge prices—let
alone prices that would cover expenses. The government undertakes these activities not to im-
prove its balance sheet, but to benefit the nation.

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 if they
are successful. The returns on these investments show up not as an increase in government as-
sets but as an increase in the general state of knowledge and in the capacity of the country’s
citizens to earn a living. A business’s motives for investment are quite different; a business in-
vests to earn a profit for itself, not others, and if its investments are successful, their value will
be reflected in its balance sheet or that of its owners. Because the federal government’s objec-
tives are different, its balance sheet behaves differently, and should be interpreted differently.

2. Table 3-1 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 liabilities
of a business exceed the estimated value of the assets the federal government actually owns.
The government, however, has access to other resources through its sovereign powers. These
powers, which include taxation, allow the government to meet its present obligations and those
that are anticipated from future operation even though the government’s current assets are less
than its current liabilities.
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT’S “BALANCE SHEET”—Continued

The financial markets clearly recognize this reality. The federal government’s implicit credit rat-
ing is the best in the world; lenders are willing to lend it money at interest rates substantially
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 insolvency, lenders
are either unwilling to lend them money, or do so only in return for a substantial interest pre-
mium.

3. Why are Social Security and Medicare not shown as government liabilities?

Future Social Security and Medicare benefits may be considered as promises or obligations, but
these benefits are not a liability in the usual sense. The government has unilaterally decreased
as well as increased these benefits in the past, and future reforms could alter them again. The
size of these promises is shown in this chapter in two ways: Budget projections as a percent of
GDP from now through 2080, and the actuarial deficiency estimates over roughly the same pe-
riod.

Other Federal programs exist that are similar to Social Security and Medicare in the promises
they make—Medicaid, Veterans pensions, and Food Stamps, for example. Few have suggested
counting the future benefits expected under these programs’ as federal liabilities, yet it would be
difficult to justify a different accounting treatment for them if Social Security or Medicare were
to be classified as a liability. There is no bright line dividing Social Security and Medicare from
other programs that promise benefits, and all the government programs that do so should be ac-
counted for similarly. In the long-range budget projections, the entire budget is counted as it is
in estimating the government’s total fiscal imbalance.

Furthermore, if future Social Security or Medicare benefits were to be treated as a liability, then
future payroll tax receipts earmarked to finance those benefits ought to be treated as a govern-
ment asset. Tax receipts, however, are not generally considered government assets, and for good
reason: the government does not own the wealth on which future taxes depends. Including taxes
on the government’s balance sheet would be incorrect, but treating taxes for Social Security or
Medicare differently from other taxes would be highly questionable.

Finally, under Generally Accepted Accounting Principles (GAAP), Social Security is not consid-
ered to be a liability, so not counting it as such in this chapter is consistent with proper account-
ing standards.

4. Why can’t the government keep a proper set of books?

The government is not a business, and accounting standards designed to illuminate how much a
business earns and how much equity it has could provide misleading information if applied to
the government. The government does not have a “bottom line” comparable to that of a business
corporation, but the Federal Accounting Standards Advisory Board (FASAB) has developed, and
the government has adopted, a conceptual accounting framework that reflects the government’s
distinct functions and answers many of the questions for which government should be account-
able. This framework addresses budgetary integrity, operating performance, stewardship, and
systems and controls. FASAB has also developed, and the government has adopted, a full set of
accounting standards. Federal agencies now issue audited financial reports that follow these
standards and an audited government-wide consolidated financial report is now being issued as
well. In short, the federal government does follow generally accepted accounting principles
(GAAP) just as businesses and state and local governments do for their activities, although the
relevant principles differ depending on the circumstances. This chapter is intended to address
the “stewardship objective”—assessing the interrelated condition of the federal government and
the nation. The data in this chapter illuminate the trade-offs and connections between making
the federal government “better off” and making the nation “better off.”
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QUESTIONS AND ANSWERS ABOUT THE GOVERNMENT’S “BALANCE SHEET”—Continued

5. When the baby-boom generation begins to retire in large numbers beginning within the
next ten years, the deficit could become much larger than it ever was before. Should this not
be reflected in evaluating the government’s financial condition?

The aging of the U.S. population will become dramatically evident when the baby-boomers begin
to retire, and this demographic transition poses serious long-term problems for federal entitle-
ment programs and the budget. Both the long-range budget projections and the actuarial projec-
tions presented in this chapter indicate how serious the problem is. It is clear from this informa-
tion that reforms are needed in these programs to meet the long-term challenges. The need for
reforms in these programs are discussed further in the chapter “The Real Fiscal Danger” in the
main Budget volume.

ments?

6. Would it make sense for the government to borrow to finance needed capital-permitting
a deficit in the budget-so long as the borrowing did not exceed the amount spent on invest-

This rule might not actually permit much extra borrowing. If the government were to finance
new capital by borrowing, it should plan to pay off the debt incurred to finance old capital as the
capital is used up. The net new borrowing permitted by this rule should not exceed the amount
of net investment the government does after adjusting for capital consumption. But, as dis-
cussed in Chapter 7 of Analytical Perspectives, federal net investment in physical capital is usu-
ally not very large and has even been negative in some years, so little if any deficit spending
would have been justified by this borrowing-for-investment criterion, at least in recent years.

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 today a principal function of government. It is not clear whether this type of capital invest-
ment would fall under the borrowing-for-investment criterion. Certainly, these investments do
not create assets owned by the federal government, which suggests they should not be included
for this purpose, even though they are an important part of national wealth.

There is another difficulty with the logic of borrowing to invest. Businesses expect investments
to earn a return large enough to cover their cost. In contrast, the federal government does not
generally expect to receive a direct payoff from its investments, 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 period of time is no justification for excluding
them when calculating the surplus or deficit.

Finally, the federal government must pursue policies that support the overall economic well-
being of the Nation and its security interests. For such reasons, the government may deem it de-
sirable to run a budget surplus, even if this means paying for its own investments from current
receipts, and there will be other times when it is necessary to run a deficit, even one that ex-
ceeds government net investment. Considerations in addition to the size of federal investment
must be weighed in choosing the appropriate level of the surplus or deficit.

PART I—-THE FEDERAL GOVERNMENT’S ASSETS AND LIABILITIES

Table 3-1 takes a backward look at the government’s
assets and liabilities summarizing what the government
owes as a result of its past operations netted against
the value of what it owns. The table gives some per-
spective by showing this balance for a number of years
beginning in 1960. The assets and liabilities are meas-

ured in terms of constant FY 2002 dollars. Government
liabilities have exceeded the value of assets (see chart
3-1) over this entire period, but 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. When those prices subsequently declined, Fed-



3. STEWARDSHIP

37

Table 3-1. GOVERNMENT ASSETS AND LIABILITIES *
(As of the end of the fiscal year, in billions of 2002 dollars)
1960 1965 1970 1975 1980 1985 1990 1995 2000 2001 2002
ASSETS
Financial Assets:

Cash and Checking DEpPOSIS ............cuveueeerererermmereriereeens 43 63 39 32 48 32 43 44 58 51 78

Other Monetary Assets 1 1 1 1 2 2 2 1 6 12 18

Mortgages 28 27 40 42 78 79 101 69 79 76 75

Other LOANS ... 103 142 178 178 227 298 211 165 192 196 202
less Expected Loan Losses -1 -3 -5 -9 -18 -17 -20 25 -38 -38 -38

Other Treasury Financial Assets ... 62 78 68 62 87 128 203 243 221 235 258
Total 237 308 321 305 424 521 539 497 518 531 592

Nonfinancial Assets:

Fixed Reproducible Capital 1,028 | 1,029 | 1,076 982 953 | 1,093 1,149 1,142 1,002 990 997
Defense 893 849 859 719 661 786 823 793 642 621 616
Nondefense 135 180 217 263 291 307 326 349 360 369 381

Inventories 271 235 219 196 242 276 244 187 191 185 188

Nonreproducible Capital 437 449 431 638 | 1,023 | 1,098 864 652 962 1,022 995
LANG oo eees 95 132 166 263 335 349 358 276 414 435 485
Mineral RIGhtS ........eveeureereriierriesisneessessssssssenens 343 318 265 376 687 749 506 376 548 587 509

Subtotal 1,737 1,714 1,726 1,816 2,217 2,467 2,256 1,981 2,155 2,197 2,179
Total Assets 1,974 | 2,021 2,047 | 21121 2,641 2,988 2,796 2,478 2,673 2,728 2,772
LIABILITIES
Financial Liabilities:

Debt held by the Public 1,184 | 1218 | 1,084 | 1,103| 1,369 | 2260 3,071 4,061 3,526 3,345 3,540

Trade Payables and Miscellaneous .. 34 38 45 59 85 11 162 133 101 92 85
Subtotal 1218 | 1256 | 1,129 | 1,162 | 1454 | 2372 3,232 4,194 3,627 3,437 3,625

Insurance Liabilities:

Deposit Insurance 0 0 0 0 2 9 74 5 1 3 2

Pension Benefit Guarantee ! 0 0 0 45 33 45 45 21 42 51 81

L0AN GUArANEES ......cooeverrerrirerrieeiesrieesesssesseeesesseenns 0 0 2 7 13 1 16 30 38 39 39

Other Insurance 32 29 23 21 28 17 21 18 17 16 16
Subtotal 32 30 25 72 75 82 155 75 98 110 138

Federal Pension and Retiree Health Liabilities

Pension Liabiliies ... 817 | 1,027 977 | 1,063 | 1872 | 1,855 1,807 1,744 1,772 1,727 1,752

Retiree Health Insurance Benefits ... 196 246 234 255 449 445 433 418 398 792 807
Total 1,013 1,273 1,212 1,318 2,321 2,299 2,241 2,162 2,169 2,519 2,560

Total Liabilities 2,264 | 2558 | 2,366 | 2,553 | 3,850 | 4,754 5,628 6,431 5,894 6,065 6,323
Balance ... -290 -537 =319 -431 | -1,209 | -1,766 | -2,833 | -3,953 | -3,221 | -3,337 | -3,531
Addenda:

Balance Per Capita (in 2002 dollars) .............ccccccrurrrrrranns -1,607 | -2,766 | -1,557 | -2,000 | -5,299 | -7,393 | -11,316 | -14,822 | -11,401 | -11,702 | -12,340
Ratio to GDP (in percent) -11.0 | -16.2 -8.1 -96 | -225| -27.7 -38.1 -47.2 =315 -32.8 -33.8

*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.

eral asset values declined and only recently have they
regained the level they had reached temporarily in the
early 1980s.

Currently, the total real value of federal assets is
estimated to be 40 percent greater than it was in 1960.
Meanwhile, federal liabilities have increased by 179
percent in real terms. The decline in the federal net
asset position has been principally due to persistent
federal budget deficits, although other factors have been
important in some years. For example, the decline from
2000 to 2001 was mainly due to a large increase in
promised federal health benefits for military retirees.

The increase in the discounted present value of these
benefits was large enough to offset a unified budget
surplus and a rise in federal asset values. The shift
from budget deficits to budget surpluses in the late
1990s reduced federal net liabilities, which peaked in
1996. Currently, the net excess of liabilities over assets
is about $3.6 trillion, or approximately $12,000 per cap-
ita, compared with net liabilities of $4.0 trillion (2002
dollars) and almost $15,000 per capita (2002 dollars)
in 1995.
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Assets

Table 3-1 offers a comprehensive list of the financial
and physical resources owned by the federal govern-
ment.

Financial Assets: According to the Federal Reserve
Board’s Flow-of-Funds accounts, the federal govern-
ment’s holdings of financial assets amounted to $0.6
trillion at the end of FY 2002. Government-held mort-
gages and other loans (measured in constant dollars)
reached a peak in the early 1990s as the government
acquired mortgages from failed savings and loan insti-
tutions. The government has liquidated most of the
mortgages it acquired from bankrupt savings and loans
in the 1990s, but since that process was completed fed-
eral mortgage holdings have begun to increase again.

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 $40 billion as of 2002.
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 have
amounted to about $1.0 trillion in constant dollars for
most of the last 40 years (OMB estimate). This capital
consists of defense equipment and structures, including

weapons systems, as well as nondefense capital goods.
Currently, about 60 percent of the capital is defense
equipment or structures. In 1960, defense capital was
about 90 percent of the total. In the 1970s, there was
a substantial decline in the real value of U.S. defense
capital and there was another large decline in the
1990s after the end of the Cold War. Meanwhile, non-
defense Federal capital has increased at an average
annual rate of around 2-% percent.

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, many of
these resources would never be sold). Researchers in
the private sector have estimated what they are worth,
however, and these estimates are extrapolated in Table
3—-1. Private land values fell sharply in the early 1990s,
but they have risen since 1993. It is assumed here
that federal land shared in the decline and the subse-
quent recovery. Oil prices have been on a roller coaster
since the mid-1990s. They declined sharply in
1997-1998, rebounded in 1999-2000, fell again in 2001,
and rose in 2002. These fluctuations have caused the
estimated value of federal mineral deposits to fluctuate
as well. (These estimates also omit some valuable as-
sets owned by the federal government, such as works
of art and historical artifacts, because there is no real-
istic basis for valuing them, and because, as part of
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the nation’s historical heritage, these objects are never
likely to be sold.)

Total Assets: The total value of government assets
measured in constant dollars is lower now than it was
in the 1980s, mainly because of declines in defense
capital and inventories in the late 1990s following the
end of the Cold War. Government asset values have
risen strongly since 1998, however, propelled by sharply
rising land prices and because the decline in defense
capital has ended. The government’s asset holdings are
vast. At the end of FY 2002, government assets are
estimated to be worth about $2.8 trillion.

Liabilities

Table 3-1 includes all the liabilities that would ap-
pear on a business balance sheet, but only those liabil-
ities. All the various forms of publicly held federal debt
are counted, as are federal pension and health insur-
ance obligations to civilian and military retirees. The
estimated liability arising from federal insurance and
loan guarantee programs is also shown. Other obliga-
tions, however, including the benefit payments under
Social Security and other income transfer programs are
not shown in this table because these are not liabilities
in a legal sense. The budget projections and other data
in Part II provide a sense of these broader obligations.

Financial Liabilities: Financial liabilities amounted
to about $3.6 trillion at the end of 2002, down from
a peak value of $4.3 trillion in 1996. The single largest
component of these liabilities was federal debt held by
the public, which amounted to around $3.5 trillion at
the end of FY 2002. In addition to the debt held by
the public, the government owes about $0.1 trillion in
miscellaneous liabilities. The publicly held debt declined
for several years because of the unified budget surplus
at the end of the 1990s, but recently it has begun
to increase again.

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 are often small initially, and if a fee is
charged, the government may even collect money; but
the risk of future cash payments associated with such
commitments can be large. The figures reported in
Table 3-1 are estimates of the current discounted value
of prospective future losses on outstanding guarantees
and insurance contracts. The present value of all such
losses taken together is about $0.1 trillion. As is true
elsewhere in this chapter, this estimate does not incor-
porate the market value of the risk associated with
these contingent liabilities.

Federal Pension and Retiree Health Liabilities: The
federal government owes pension benefits as a form
of deferred compensation to retired workers and to cur-
rent employees who will eventually retire. It also pro-
vides its civilian retirees with subsidized health insur-
ance through the Federal Employees Health Benefits
program and military retirees receive similar benefits.
The amount of these liabilities is large and growing.
The discounted present value of the benefits is esti-
mated to have been around $2.6 trillion at the end
of FY 2002 up from $2.2 trillion in 2000.! The main
reason for the increase was a large expansion in federal
military retiree health benefits legislated in 2001.

The Balance of Net Liabilities

The government need not maintain a positive balance
of net assets to assure its fiscal solvency, and the build-
up in net liabilities since 1960 has not significantly
damaged federal creditworthiness. Government interest
rates in early 2003 were at their lowest levels in over
a generation. There are limits, however, to how much
debt the government can assume without putting its
finances in jeopardy. Over some time horizon, the fed-
eral government must take in enough revenue to cover
all of its spending including debt service.

PART II—-THE LONG-RUN BUDGET OUTLOOK

A traditional balance sheet with its focus on past
transactions can only show so much information. For
the government, it is important to anticipate what fu-
ture budgetary requirements might flow from future
transactions. Even very long-run budget projections can
be useful in sounding warnings about potential prob-
lems despite their uncertainty. Federal responsibilities
extend well beyond the next five or ten years, and
problems that may be small in that time frame can
become much larger if allowed to grow.

Programs like Social Security and Medicare are in-
tended to continue indefinitely, and so long-range pro-
jections for Social Security and Medicare have been
prepared for decades. Budget projections for individual
programs, even ones as important as Social Security

1The pension liability is the actuarial present value of benefits accrued-to-date based
on past and projected salaries. The 2002 liability is extrapolated from recent trends. The
retiree health insurance liability is based on actuarial calculations of the present value
of benefits promised under existing programs. Actuarial estimates are only available since

and Medicare, do not provide a gauge of the overall
budgetary position. Only by projecting the entire budget
is it possible to anticipate whether sufficient resources
will be available to meet all the anticipated require-
ments. It is also necessary to estimate how the budget’s
future growth compares with that of the economy to
judge how well the economy might be able to support
future budgetary needs.

To assess the overall financial condition of the gov-
ernment, it is necessary to examine the future prospects
for all government programs including the revenue
sources that support government spending. Such an as-
sessment reveals that the key drivers of the long-range
deficit are, not surprisingly, Social Security and Medi-
care. Other programs have significant implications for

1997. For earlier years the liability was assumed to grow in line with the pension liability,
and for that reason may differ significantly from what the actuaries would have calculated
for this period.
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the long-range outlook also. Medicaid, the Federal pro-
gram that helps states provide health insurance for
low-income people and nursing home care for the elder-
ly, is projected to grow rapidly over the next several
decades and to add substantially to the overall budget
deficit. Nowhere in the budget is there a large enough
offset to reduce the strains imposed by Social Security,
Medicare, and Medicaid in the long run.

Future budget outcomes depend on a host of un-
knowns—constantly changing economic conditions, un-
foreseen international developments, unexpected demo-
graphic shifts, the unpredictable forces of technological
advance, and evolving political preferences to name a
few. The uncertainties increase the further into the
future the projections extend. Uncertainty, however, en-
hances the importance of making long-term projections
because people are generally averse to risk, and know-
ing what the risks are requires projections. A full treat-
ment of these risks is beyond the scope of this chapter,
although it does show below how the budget projections
respond to some of the key economic and demographic
parameters. Given the uncertainties, the best that can
be done is to work out the implications of expected
developments on a “what if” basis. Despite the uncer-
tainties, long-run projections are needed to evaluate the
government’s true fiscal condition.

The Impending Demographic Transition

In 2008, the first members of the huge baby-boom
generation born after World War II will reach age 62
and become eligible for early retirement under Social
Security. In the years that follow, the elderly population
will skyrocket, putting serious strains on the budget
because of increased expenditures for Social Security
and for the government’s health programs serving this
population.

The pressures are expected to persist even after the
baby-boomers expire. The Social Security actuaries
project that the ratio of workers to Social Security bene-
ficiaries will fall from around 3-Y%2 currently to around
2 by the time most of the baby-boomers are retired.
Because of lower fertility and improved mortality, that
ratio is not expected to rise again. With fewer workers
to pay the taxes needed to support the retired popu-
lation, the budgetary pressures will continue. The prob-
lem posed by the demographic transition is a perma-
nent one.

Currently, the three major entitlement programs—
Social Security, Medicare, and Medicaid—account for
45 percent of non-interest Federal spending, up from
30 percent in 1980. By 2040, when most of the remain-
ing baby-boomers will be in their 80s, these three pro-
grams could easily account for two thirds of non-inter-
est federal spending. At the end of the projection period,
the figure rises to three-quarters of non-interest spend-
ing. In other words, under an extension of current-
law formulas and the policies in the budget, almost
all of the budget would go to these three programs
alone. That would severely reduce the flexibility of the
budget, and the government’s ability to respond to new
challenges.

An Unsustainable Path

These long-run budget projections show clearly that
the budget is on an unsustainable path, although the
rise in the deficit unfolds gradually. As the baby-
boomers reach retirement age in large numbers, the
deficit is projected to rise steadily as a share of GDP.
Under most scenarios, well before the end of the projec-
tion period for this chapter rising deficits would drive
debt to levels several times the size of GDP.

The revenue projections in this section start with the
budget’s estimate of receipts under the Administration’s
proposals. They assume that individual income tax re-
ceipts will rise somewhat relative to GDP, and over
the next several decades they eventually increase by
approximately 1 percent of GDP. This increase reflects
the higher marginal tax rates that people will face as
their real incomes rise in the future (the tax code is
indexed for inflation, but not for real economic growth).
In terms of total receipts collected relative to GDP,
however, those income tax increases are largely offset
by declines in federal excise tax receipts, which are
generally not indexed for inflation, and in other taxes.
The overall share of federal receipts in GDP is projected
to remain fairly steady around 19 percent, at the upper
end of the historic average of 17 to 19 percent that
prevailed from 1960 through the mid-1990s.

The long-run budget outlook remains uncertain (see
the technical note at the end of this chapter for a dis-
cussion of the forecasting assumptions used to make
these budget projections). With pessimistic assump-
tions, the fiscal picture deteriorates even sooner than
in the base projection. More optimistic assumptions
imply a longer period before the inexorable pressures
of rising entitlement spending overwhelm the budget.
But despite unavoidable uncertainty, these projections
show that under a wide range of reasonable forecasting
assumptions resources will be insufficient to cover the
long-run shortfalls in Social Security and Medicare.
Fundamental reforms are needed in these two programs
to preserve their basic promises.

Alternative Economic and Technical Assumptions

The quantitative results discussed above are sensitive
to changes in underlying economic and technical as-
sumptions. Some of the most important of these alter-
native assumptions and their effects on the budget out-
look are discussed below. Each highlights one of the
key uncertainties in the outlook. All show that there
are mounting deficits under most reasonable projections
of the budget.

1. Health Spending: The projections for Medicare over
the next 75 years are based on the actuarial projections
in the 2002 Medicare trustees’ report. Following the
recommendations of its Technical Review Panel, the
Medicare trustees have set the long-run projected
growth rate assumed for real per capita Medicare costs
so that “age-and gender-adjusted, per-beneficiary spend-
ing growth exceeds the growth of per-capita GDP by
1 percentage point per year.”
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Table 3-2. LONG-RUN BUDGET PROJECTIONS OF 2003 BUDGET POLICY
(Percent of GDP)
2000 2010 2020 2030 2040 2060 | 20800
Discretionary Spending Grows with GDP
RECEIPES ..o, 208 | 184 188 190 19.0| 192| 193
Outlays ............. 184 | 196 | 21.0| 244| 278 367 527
Discretionary 6.3 6.5 6.0 6.0 6.0 6.0 6.0
Mandatory ......... 98| 113| 132| 155| 168 | 190 | 228
Social Security ... 42 43 5.3 6.2 6.4 6.6 7.1
Medicare ............ 2.0 26 34 4.6 55 7.0 9.3
Medicaid .. 12 1.9 24 2.7 3.2 4.0 5.0
Other ........ 24 24 2.1 1.9 1.7 1.5 1.4
Net Interest ............ 2.3 1.8 1.8 29 50| 11.7] 239
Surplus or Deficit (=) .......... 24| 12| -22| -54| -88]| -175]| -335
Primary Surplus or Deficit (-) ...... 4.7 06| -04| -25| -38| -58| -96
Federal Debt Held by the Public ..........cccccovrvrerrnnnenn. 35.1 357 | 351 56.7 | 98.4 | 229.4 | 466.1

Eventually, the rising trend in health care costs for
both government and the private sector will have to
end, but it is hard to know when and how that will
happen. “Eventually” could be a long way off. Improved
health and increased longevity are highly valued, and
society may be willing to spend a larger share of income
on them than it has heretofore. Whether society will

be willing to devote the large share of resources to
health care implied by these projections, however, is
an open question. The alternatives highlight the effect
of raising the projected growth rate in per capita health
care costs by 2 percentage point and the effect of low-
ering it by a similar amount.

Chart 3-2. Health Care Cost Alternatives
Surplus(+)/Deficit(-) as a percent of GDP
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2. Discretionary Spending: The assumption used to
project discretionary spending is essentially arbitrary,
because discretionary spending is determined annually

through the legislative process, and no formula can dic-
tate future spending in the absence of legislation. Alter-
native assumptions have been made for discretionary



42

ANALYTICAL PERSPECTIVES

spending in past budgets. Holding discretionary spend-
ing unchanged in real terms is the “current services”
assumption used for baseline budget projections. Ex-
tending this assumption over many decades, however,
may not be realistic. When the population and economy
are both expected to grow, as assumed in these projec-
tions, the demand for public services is likely to expand,
although not necessarily as fast as GDP. The current
base projection assumes that discretionary spending
keeps pace with the growth in GDP in the long run,

so that spending increases in real terms whenever there
is real economic growth. An alternative assumption
would be that discretionary spending increases only for
inflation. In other words, the real inflation-adjusted
level of discretionary spending holds constant. This al-
ternative moderates the long-run rise in the deficit
somewhat because the shrinkage in discretionary
spending as a share of GDP offsets the rise in entitle-
ment outlays to some extent.

Surplus(+)/Deficit(-) as a percent of GDP
5

Chart 3-3. Alternative Discretionary
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3. Productivity: The rate of future productivity growth
has an important effect on the long-run budget outlook.
It is also highly uncertain. Over the next few decades
an increase in productivity growth would reduce the
projected budget deficits appreciably. Higher produc-
tivity growth adds directly to the growth of the major
tax bases while for many outlays it has only a delayed
effect even assuming that in the long-run discretionary
outlays rise with GDP. In the latter half of the 1990s,
after two decades of much slower growth, productivity
growth increased unexpectedly to around 2.7 percent

per year. The return of higher productivity growth is
one of the most welcome developments of the last sev-
eral years. Although the long-run growth rate of pro-
ductivity is inherently uncertain, it has averaged 2.2
percent since 1947. The long-run budget projections as-
sume that real GDP per hour will grow at a 2.2 percent
annual rate over most of this century. The alternatives
highlight the effect of raising the projected productivity
growth rate by 2 percentage point and the effect of
lowering it by a similar amount.
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Chart 3-4. Alternative Productivity
Assumptions

Surplus(+)/Deficit(-) as a percent of GDP
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4. Population: The key assumptions underlying the the projection period, although at a much slower
long-run demographic projections concern fertility, im- rate than has prevailed historically in the United
migration, and mortality: States.

 The demographic projections assume that fertility ¢ Mortality is projected to decline. The average fe-
will average around 1.9 births per woman in the male lifespan is projected to rise from 79.4 years
future, slightly below the replacement rate needed in 2001 to 85.6 years by 2080, and the average

to maintain a constant population.

The rate of immigration is assumed to average
around 900,000 per year in these projections.
Higher immigration relieves some of the pressure
on population from low fertility and means that
total population continues to expand throughout

male lifespan is projected to increase from 73.8
years in 2001 to 81.4 years by 2080. A technical
panel to the Social Security trustees recently re-
ported that the improvement in longevity might
even be greater.
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Chart 3-5. Alternative Fertility Assumptions
Surplus(+)/Deficit(-) as a percent of GDP
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Chart 3-6. Alternative Mortality Assumptions
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Surplus(+)/Deficit(-) as a percent of GDP

Chart 3-7. Alternative Immigration
Assumptions
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Actuarial Projections for Social Security and
Medicare

Social Security and Medicare are the government’s
two largest entitlement programs. Both rely on payroll
tax receipts from current workers and employers for
at least part of their financing, while the programs’
benefits largely go to those who are retired. The impor-
tance of these programs for the retirement security of
current and future generations makes it essential to
understand their long-range financial prospects. Al-

though Social Security and Medicare’s HI program are
currently in surplus, actuaries for both programs have
calculated that they face long-run deficits. How best
to measure the long-run imbalances in Social Security
and in the consolidated Medicare program, including
SMI as well as HI, is a challenging analytical question,
but reasonable calculations suggest that each program
embodies such a huge financial deficiency that it will
be very difficult for the government as a whole to re-
turn to surplus without addressing each program’s fi-
nancial problems.
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Social Security: The Long-Range Challenge

Social Security provides retirement security and disability insurance for tens of millions of Americans through a
system that is intended to be self-financing. The principle of self-financing is important because it compels correc-
tions in the event that projected benefits consistently exceed dedicated receipts.

While Social Security is running surpluses today, it will begin running cash deficits within 20 years. Social Secu-
rity’s spending path is unsustainable under current law because of the retirement of the baby-boomers and demo-
graphic trends toward lower fertility rates and longer life spans. These trends imply that the number of workers
available to support each retiree will decline from over 3 today to just around 2 in 2030, and that the government
will not be able to meet current-law benefit obligations at current payroll tax rates.

The future size of Social Security’s shortfall cannot be known with any precision, but a gap between Social Secu-
rity receipts and outlays emerges under a wide range of reasonable forecasting assumptions. Long-range uncer-
tainty underscores the importance of creating a system that is financially stable and self-contained. Otherwise, if
the pessimistic assumptions turn out to be more accurate, the demands created by Social Security could com-
promise the rest of the budget and the nation’s economic health.

The current structure of Social Security leads to substantial generational differences in the average rate of return
people can expect from the program. While previous generations have fared extremely well, the average individual
born today can expect to receive less than a two percent annual real rate of return on their payroll taxes. More-
over, such estimates overstate the expected rate of return for future retirees, because they assume no changes in
current-law taxes or benefits even though such changes are inevitable to meet Social Security’s financing shortfall.
As an example, a 1995 analysis found that for an average worker born in 2000 a 1.7 percent rate of return would
turn into a 1.5 percent rate of return after adjusting revenues to keep the system solvent.

One way to address the issues of uncertainty and declining rates of return, while protecting national savings,
would be to allow individuals to invest some of their payroll taxes in personal retirement accounts. The Presi-
dent’s Commission to Strengthen Social Security presented various options that would include personal accounts

within the Social Security framework.

The 75-Year Horizon: In their annual reports and
related documents, the Social Security and Medicare
trustees typically present calculations of the 75-year
actuarial imbalance or deficiency for Social Security and
Medicare. The calculations covers current workers and
retirees, as well as those projected to join the program
within the next 75 years (this is the so-called “open-
group” calculation; the “closed-group” covers only cur-
rent workers and retirees). These estimates measure
the present discounted value of each program’s future
benefits net of future income. They are complementary
to the flow projections described in the preceding sec-
tion.

The present discounted value of the Social Security
deficiency net of the trust fund balance was estimated
to be about $3 trillion at the beginning of 2002, and
the comparable estimate for Medicare’s HI trust fund

was $5 trillion. But, as discussed above, this number
does not account for the fact that 75 percent of SMI
expenses are not covered by any specific financing
source. From this perspective, the Medicare unfunded
promise is around $13 trillion. Even if the general fund
contribution to SMI were to continue into the future
and grow at the rate of inflation, the unfunded promise
would be $11 trillion. These estimates have been in-
creasing in recent years as seen in Table 3-3. (The
estimates in Table 3-3 are based on the intermediate
economic and demographic assumptions used for the
2002 trustees’ reports. These differ in some respects
from the assumptions used for the long-run budget pro-
jections described in the preceding section, but the basic
message of Table 3-3 would not change if OMB as-
sumptions had been used for the calculations.)
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Medicare: The Long-Range Challenge

Medicare provides health insurance for tens of millions of Americans, including most of the nation’s seniors. It is
composed of two programs: Hospital Insurance (HI), which covers medical expenses relating to hospitalization,
and Supplemental Medical Insurance (SMI), which pays for physicians’ services and other related expenditures.
HI is self-financing through payroll taxes, while SMI is financed partly through participants’ premium payments,
and partly through general revenue.

According to the Medicare Trustees’ most recent report, projected spending for HI under current law will exceed
taxes going into the HI trust fund beginning in 2016, and the fund is projected to be depleted by 2030. Looking at
the long-run, the Medicare actuaries project a 75-year unfunded promise to Medicare’s hospital insurance (HI), or
Part A, trust fund of $5 trillion. However, this measure tells only half the story because it does not consider Medi-
care’s other trust fund—the Supplementary Medical Insurance Trust Fund (SMI), or Part B. This trust fund cov-
ers physician and outpatient services, which are projected to grow even faster than hospital services. Medicare
beneficiary premiums only cover 25 percent of SMI costs. The other 75 percent of SMI expenses are not covered by
any specific financing source. From this perspective, Medicare’s total unfunded promise is about $13 trillion. Even
if the general fund contribution to SMI were to continue into the future and grow at the rate of inflation, the un-
funded promise would be $11 trillion.

The main reason for the projected future shortfall in Medicare is the substantial growth projected for total Medi-
care spending. This is partly for demographic reasons. Beginning within ten years, the number of Medicare bene-
ficiaries is expected to rise very rapidly as the baby-boomers reach age 65 and become eligible for Medicare. Be-
tween 2010 and 2030, the number of persons age 65 and older is expected to rise from under 40 million to nearly
70 million. Meanwhile, per capita spending is also expected to continue rising rapidly. The growth in per bene-
ficiary expenditures for SMI, like HI, is projected to exceed the growth rate of per capita GDP by a full percentage
point. Together these factors push up total spending very sharply. As a percentage of GDP, Medicare outlays are
projected by OMB to quadruple increasing from around 2 percent in 2002 to 9 percent by 2080, which is faster
than the growth of either Social Security or Medicaid, the other large rapidly growing Federal entitlements.

The Administration is committed to working with the Congress to reform Medicare in a manner that does not

make this unfunded promise any larger.

Limiting the calculations to 75 years understates the
deficiencies, because the actuarial calculations omit the
large deficits that continue to accrue beyond the 75th
year. The understatement is significant, even though
values beyond the 75th year are discounted by a large
amount. The current deficiency in Social Security is
essentially due to the excess benefits paid to past and
current participants compared with their taxes. For cur-
rent program participants, the present value of ex-
pected future benefits exceeds the present value of ex-
pected future taxes by about $11 trillion. By contrast,
future participants—those who are now under age 15
or not yet born—are projected to pay in present value
about $7 trillion more over the next 75 years than
they will collect in benefits over that period. In fixing
the horizon at 75 years, most of the taxes of these
future participants are counted without a full account-
ing for their expected benefits, much of which will be
received beyond the 75th year. For Social Security, the
present value of benefits less taxes in the 76th year
alone is nearly $0.1 trillion, so the omission of these
distant benefits amounts to several trillion dollars of
present value.

Medicare: A significant portion of Medicare’s defi-
ciency is caused by the rapid expected increase in fu-

ture benefits due to rising health care costs. Some,
perhaps most, of the projected increase in relative
health care costs reflects improvements in the quality
of care, although there is also evidence that medical
errors and waste add unnecessarily to health care costs.
The rapid growth in the number of medical malpractive
cases and in the magnitude of the resulting awards
and settlements has also contributed to rising health
care costs. Even though the projected increases in Medi-
care spending are likely to contribute to longer life-
spans and safer treatments, the financial implications
remain the same. As long as medical costs continue
to outpace the growth of other expenditures, as as-
sumed in these projections, the financial pressure on
the budget will mount, and that is reflected in the
estimates shown in Tables 3-2 and 3-3.

For current participants, the difference between the
discounted value of benefits and taxes plus premiums
is nearly $13 trillion, significantly larger than the simi-
lar gap for Social Security. For future participants over
the next 75 years, however, Medicare benefits are pro-
jected to be roughly equal in magnitude to future taxes
and premiums. Unlike Social Security, future taxes do
not exceed benefits during this period, and the future
generations’ projected taxes do not reduce the overall
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Table 3-3. ACTUARIAL PRESENT VALUES OVER A 75-YEAR PROJECTION PERIOD

(Benefit Payments in Excess of Earmarked Taxes and Premiums, in trillions of dollars)

2000 | 2001 | 2002
Social Security
Future benefits less future taxes for those age 15 and OVer ... 96| 105 112
Future benefits less taxes for those age 14 and under and those not yet bom ... -5.8 6.3 6.7
Trust FUND BalANCe T ..ot -0.9 -1.0 -1.2
Net present value for past, present and future participants ... 2.9 3.2 3.4
Medicare
Future benefits less future taxes and premiums for those age 15 and over ... 9.9 12.5 12.9
Future benefits less taxes and premiums for those age 14 and under and those not yet born .... -0.7 0.3 0.4
Trust FUNd BalanCe ! ... 0.2 0.2 0.3
Net present value for past, present and future participants 9.0 12.6 13.0
Social Security and Medicare
Future benefits less future taxes and premiums for those age 15 and over ... 195 23.0| 241
Future benefits less taxes and premiums for those age 14 and under and those not yet born .... -6.5 -6.0 -6.3
Trust FUnd BalanCe T ... -1.1 -1.3 -15
Net present value for past, present and future participants ... 12.0 15.8 16.4
Addendum:
Actuarial deficiency as a percent of the discounted payroll tax base:
SOCIAl SECUMY ..vevreereiiricieiiet ettt seninennnns | evinesine | eveenens 1.87
Medicare (including both HI and SMI) ........cviiiniirineeseeeie e ssessesssssessssissssssssesssesnses | eveveene | seveeeeens 5.23

1 Reflects prior accumulated net cash flows including payments and taxes for those no longer alive.

deficiency, even though benefits beyond the 75th year
are not counted. Extending the calculation beyond the
75th year would add many trillions of dollars in present
value to Medicare’s actuarial deficiency, just as it would
for Social Security.

General fund revenues have historically covered
about 75 percent of SMI program costs, with the rest
being covered by premiums paid by the beneficiaries.
In Table 3-3, only the receipts explicitly earmarked
for financing these programs have been included. The
intragovernmental transfer is not a dedicated source
of funding, and the share of general revenues that
would have to be devoted to SMI to close the gap in-
creases substantially under current projections. Other
government programs also have a claim on these funds,
and SMI has no priority in the competition for future
funding.

The Trust Funds and the Actuarial Deficiency: The
current amounts in the Social Security and Medicare
trust funds are offset in Table 3—3 against future bene-
fits to measure the net actuarial short-falls in the two
programs. This is an appropriate adjustment because
the trust fund balances represent the past excess of
taxes over benefits for these programs, but the govern-
ment did not save those excess taxes in any economi-
cally significant sense, and the trust funds will not
help the government as a whole meet its obligations
to pay for future social security benefits.

These are subtle points, but important ones. First,
the simple fact that a trust fund exists does not mean
that the government necessarily saved the money re-
corded there. Although the government could have
saved the Social Security and HI trust fund surpluses
as they accumulated (in the sense of adding to national
saving) this would have required it to use the trust
fund surpluses to reduce the unified budget deficit (or

add to the unified surplus). In all likelihood, the govern-
ment did not save these surpluses in this way. Indeed,
the large unified budget deficits that prevailed during
most of the time when the trust funds were increasing
suggests strongly that it did not, although to know
this for sure it would be necessary to know what the
unified deficit would have been in the absence of those
trust fund surpluses, and that is not really knowable.

Second, the assets in the trust funds are special pur-
pose financial instruments issued by the Treasury De-
partment. At the time Social Security redeems these
instruments to pay future benefits, the Treasury will
have to turn to the public capital markets to raise
the funds to redeem the bonds and finance the benefits,
just as if the trust funds had never existed. From the
standpoint of overall government finances, the trust
funds do not reduce the future burden of financing So-
cial Security or Medicare benefits.

In any case, the trust funds remain small in size
in comparison with the programs’ future obligations
and well short of what would be needed to pre-fund
future benefits as indicated by the programs’ actuarial
deficiencies. Historically, Social Security and Medicare’s
HI program have been financed mostly on a pay-as-
you-go basis, whereby workers’ payroll taxes were im-
mediately used to pay retiree benefits. For the most
part, workers’ taxes have not been used to pre-fund
their own future benefits, and until relatively recently,
taxes were not set at a level sufficient to pre-fund fu-
ture benefits even had they been saved.

The Importance of Long-Run Measures in Evaluating
Policy Changes: Consider a proposed policy change in
which payroll taxes paid by younger workers were re-
duced by $100 this year while the expected present
value of these workers’ future retirement benefits were
also reduced by $100. The actuarial deficiencies shown
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in Table 3-3 would not be affected by such a plan:
the present value of future benefit payments would de-
crease by the same amount as the reduction in revenue.
On a cash flow basis, however, the lost revenue occurs
now, while the decrease in future outlays is in the
distant future beyond the budget window, and the fed-
eral government must increase its borrowing to make
up for the lost revenue in the meantime. If policy-
makers only focus on the government’s near-term bor-
rowing needs, a reform such as this would appear to
worsen the government’s finances, whereas the policy
actually has a neutral impact.

Now suppose that future outlays were instead re-
duced by a little more than $100 in present value.
In this case, the actuarial deficiency would actually
decline, even though the government’s borrowing needs
would again increase. Focusing on the government’s
near-term borrowing alone, therefore, can lead to a bias
against policies that could improve the federal govern-
ment’s overall fiscal condition. Taking a longer view
of policy changes and considering other measures of
the government’s fiscal condition can correct for such
mistakes.

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 its taxes, but they are not owned by the federal
government and would not show up on a conventional
balance sheet for the federal government. It is true,
of course, that by encouraging economic growth in the
private sector, the government augments future federal
tax receipts. However, if the investments are not owned
by the federal government, the fraction of their return
that comes back to the government in higher taxes
is far less than what a private investor would require
before undertaking a similar investment.

The federal government also invests in education and
research and development (R&D). These outlays con-
tribute 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. Nonethe-
less, such hypothetical capital stocks are obviously not
owned by the federal government, nor would they ap-
pear on a typical balance sheet as a government asset,
even though these investments may contribute to future
tax receipts.

To show the importance of these kinds of issues,
Table 3-4 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 contributions
to each of these categories of capital, and these con-
tributions 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 including education and research and de-
velopment. This may seem like a small fraction, but
it represents a large volume of capital—$6.7 trillion.
The federal contribution is down from around 9 percent
in the mid-1980s and from around 11 percent in 1960.
Much of this reflects the shrinking size of defense cap-

ital stocks, which have declined from around 12 percent
of GDP to 7 percent since the end of the Cold War.

Physical Assets: The physical assets in the table in-
clude stocks of plant and equipment, office buildings,
residential structures, land, and the government’s phys-
ical 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 $43 trillion in 2002, consisting of $36 tril-
lion in private physical capital and $7 trillion in public
physical capital; by comparison, GDP was about $10
trillion in 2002. The federal government’s contribution
to this stock of capital includes its own physical assets
plus $1.1 trillion in accumulated grants to state and
local governments for capital projects. The federal gov-
ernment has financed about one-fourth of the physical
capital held by other levels of government.

Education Capital: Economists have developed the
concept of human capital to reflect the notion that indi-
viduals and society invest in people as well as in phys-
ical assets. Investment 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 goal
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
$42 trillion in 2002, of which about 3 percent was fi-
nanced by the federal government. It is nearly equal
to the total value of the nation’s stock of physical cap-
ital. The main investors in education capital have been
state and local governments, parents, and students
themselves (who forgo earning opportunities in order
to acquire education).

Even broader concepts of human capital have been
proposed. Not all useful training occurs in a schoolroom
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Table 3-4. NATIONAL WEALTH

(As of the end of the fiscal year, in trillions of 2001 dollars)

1960 | 1965 | 1970 | 1975 | 1980 | 1985 | 1990 | 1995 | 2000 | 2001 | 2002
ASSETS
Publicly Owned Physical Assets:

Structures and Equipment 2.0 2.3 2.9 35 37 3.9 43 47 5.4 5.5 55

Federally OWNEd OF FINANCE .........cveeumreiieriireriissiisieeiesresseessese et et sessssessisses s sssssssssesenes 1.2 1.2 14 1.5 1.5 1.8 1.9 2.0 2.0 20 2.1
Federally Owned .. 1.0 1.0 1.1 1.0 1.0 1.1 11 11 1.0 1.0 1.0
Grants to State and Local Governments ....... 0.1 0.2 0.3 0.5 05 0.7 0.8 0.8 1.0 1.0 11

Funded by State and Local GOVEIMMENLS ..........cvveuuriuemrreiiieiieriesesesssessssseessssessisesssssssssesssssesenes 0.9 1.1 15 20 22 22 24 27 34 35 34

Oher FEUBTAI ASSEES ...ueuuierirciuiiiieese sttt bbb 0.7 0.7 0.7 0.8 1.3 14 11 0.8 1.2 1.2 1.2
SUBLOTAI ...t 27 3.0 35 43 5.0 5.3 5.4 5.6 6.5 6.7 6.7

Privately Owned Physical Assets:

Reproducible Assets ........... 74 8.1 10.0 12.8 16.5 17.4 19.7 215 25.9 26.4 274
RESIENIAI SUCIUIES ....cvvvvevcerceiseici ittt 2.7 3.2 3.8 4.9 6.6 6.8 7.7 8.7 10.7 11.0 11.6
Nonresidential Plant and Equipment 29 3.2 41 54 6.8 75 8.3 9.0 10.9 111 11.4
INVENTOTIES ...vuieeieristie ittt bbb 0.6 0.7 0.8 1.1 1.3 1.3 1.3 14 15 15 14
Consumer Durables ... 0.9 1.0 13 15 1.7 1.9 2.3 24 2.8 2.8 3.0

LANG et b R 2.1 25 2.8 3.7 5.6 6.4 6.6 5.1 7.6 8.0 8.9
SUDTOLAL ..ttt bbb 9.1 10.6 12.8 16.4 22.2 23.8 26.3 26.6 335 344 36.3

Education Capital:

Federally Financed ....... 0.1 0.1 0.2 0.3 0.5 0.6 0.8 0.9 11 12 1.2

Financed from OthEr SOUCES .........cuueiemrriirieeiiesiessiesiesss st 6.2 7.9 10.7 13.2 172 | 206 | 266 | 296 | 379 389 | 404
SUBLOAI ..ottt 6.2 80| 109 135 177 | 212 273| 305| 39.1 401 41.6

Research and Development Capital:

Federally Financed R&D . 0.2 0.3 0.5 0.6 0.6 0.7 0.8 0.9 1.0 1.0 1.1

R&D Financed from Other Sources 0.1 0.2 0.3 0.4 05 0.7 0.9 1.1 15 1.6 1.7
SUDTOLAL ..ttt 0.3 0.5 0.8 0.9 1.1 1.3 1.7 2.0 25 2.6 27

Total Assets ....... 184 | 221 280| 352 | 459 | 51.7| 607 | 646 | 81.6| 83.8| 874
Net Claims of Foreigners on U.S. (+) ....c...... -0.1 -02| -02| -01 -0.4 0.0 0.8 1.5 29 28 32
Net Wealth 185 | 223 | 281 353 | 463 | 51.7| 599 | 631 787 | 810 842
ADDENDA:

Per Capita Wealth (thousands 0f 2002 $) ........cccvueerrererrerssrissssissesisesesssessssesssssssssssssssssssssssssssesssssnes 102.8 | 115.0 | 137.5 | 163.7 | 202.9 | 216.4 | 239.2 | 236.7 | 278.6 | 284.0 | 2925
Ratio of Wealth to GDP (in percent) ...... 7033 | 7153 | 695.0 | 695.6 | 6788 | 673.6 | 662.6 | 682.8 | 689.1 | 711.2 | 7139
Total Federally Funded Capital (trils 2002 §) ........cccovvveveuemmmmimmrcrmrssesissesssssssessssssssssssssssssssssssssssssssssess 2.1 24 2.8 32 38 44 46 46 53 5.4 55
Percent of National Wealth ... 114 10.7 9.8 9.1 8.3 8.6 7.7 7.3 6.7 6.7 6.6

or in formal training programs at work. Much informal
learning occurs within families or on the job, but meas-
uring its value is very difficult. However, labor com-
pensation amounts to about two-thirds of national in-
come 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 phys-
ical capital. Thus, the estimates offered here are in
a sense conservative, because they reflect only the costs
of acquiring formal education and training, which is
why they are referred to as education capital rather
than human capital. They are that part of human cap-
ital that can be attributed to formal education and
training.

Research and Development Capital: Research and De-
velopment 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 invest-
ment can be added up to provide an estimate of the
current R&D stock.2 That stock is estimated to have
been $2.7 trillion in 2002. Although this represents a

2R&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.

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 another cancel out. In most cases, the debts
of one American are the assets of another American,
so these debts are not included in Table 3—4, because
they are not a net liability of Americans as a nation.
Table 3—4 is intended to show national totals only, but
that does not mean that the level of debt is unimpor-
tant. The amount of debt owed by Americans to other
Americans can exert both positive and negative effects
on the economy. Americans’ willingness and ability to
borrow safely helped fuel the expansion of the 1990s,
and continue to support consumption in the current
recovery. In contrast, bad debts, which are not collect-
ible, can cause serious problems for the banking system.

The only debts that appear in Table 3—4 are the
debts Americans owe to foreigners. America’s foreign
debt has been increasing rapidly in recent years, be-
cause of the rising deficit in the U.S. current account.
Although the current account deficit has been at record
levels recently, the size of this debt remains small com-
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Table 3-5. ECONOMIC AND SOCIAL INDICATORS
General categories Specific measures 1960 1965 1970 1975 1980 1985 1990 1995 1999 2000 2001 2002
Economic:
Living Standards ........ Real GDP per person (1996 dollars) ..... $13,145| $15,587| $17,445| $18,909| $21,523| $23,971| $26,832| $28,328| $31,741| $32,582| $32,354| $32,837
Average annual percent change (5-year trend) ... 0.7 35 2.3 16 2.6 2.2 2.3 1.1 2.6 2.8 2.2 1.9
Median Income (2000 dollars):
All Households .......... N/A N/A| $34,481| $34,219| $36,035| $37,059| $39,324| $39,306| $43,355| $43,162| $42,228 N/A
Married Couple Families $29,746| $34,620| $41,516| $43,113| $47,086| $48,798| $52,394| $54,284| $60,202| $60,748| $60,335 N/A
Female Householder, Husband Absent . $15,032| $16,831| $20,107| $19,847| $21,177| $21,434| $22,237| $22,713| $25,209| $26,434| $25,745 N/A
Income Share of Lower 60% of All Families .................... 34.8 35.2 35.2 35.2 345 327 32.0 30.3 29.8 29.6 29.3 N/A
Poverty Rate (%) 22.2 17.3 12.6 12.3 13.0 14.0 135 13.8 11.8 11.3 1.7 N/A
Economic Security ...... Civilian Unemployment (%) 55 45 4.9 85 71 7.2 55 5.6 42 4.0 48 5.8
CPI-U (% Change) ....... 17 1.6 5.8 9.1 13.5 35 54 2.8 2.2 34 28 1.6
Employment ............... Increase in Total Payroll Employment Previous 12
Months -0.5 2.9 -0.5 0.4 0.2 25 0.3 22 3.1 1.9 -1.4 0.2
Managerial or Professional Jobs (% of civilian employ-
ment) N/A N/A N/A N/A N/A 241 25.8 28.3 30.3 30.2 31.0 31.3
Wealth Creation .......... Net National Saving Rate (% of GDP) 10.2 121 8.2 6.6 75 6.1 46 47 6.0 5.9 33 2.0
Innovation ........cccceeee. Patents Issued to U.S. Residents (thousands) 423 54.1 50.6 515 4.7 45.1 56.1 68.2 99.5| 103.6] 105.5 N/A
Multifactor Productivity (average annual percent change) 0.9 29 0.8 141 0.8 0.5 05 0.6 0.9 1.2 N/A N/A
Environment:
Air Quality Nitrogen Oxide Emissions (thousand short tons) 14,140 16,579 20,928| 22,632 24,384| 23,198| 24,170 25,051| 25,439 24,899 N/A N/A
Sulfur Dioxide Emissions (thousand short tons) 22,227| 26,750 31,161| 28,011| 25905 23,658| 23,678 19,189 19,349| 18,201 N/A N/A
Lead Emissions (thousand short tons) N/A N/A 221 160 74 23 5 4 4 4 N/A N/A
Water Quality .............. Population Served by Secondary Treatment or Better
(mils) N/A N/A N/A N/A N/A 134 155 166 N/A N/A N/A N/A
Social:
Families ... Children Living with Mother Only (% of all children) ........ 9.2 10.2 11.6 16.4 18.6 20.2 216 24.0 22.4 22.3 22.7 N/A
Safe Communities ....... Violent Crime Rate (per 100,000 population)? ................. 160 199 364 482 597 557 732 685 523 507 504 491
Murder Rate (per 100,000 population) 2 5 5 8 10 10 8 9 8 6 6 6 6
Murders (per 100,000 Persons Age 14 to 17) .. N/A N/A N/A 5 6 5 10 1 6 5 N/A N/A
Health ... Infant Mortality (per 1000 Live Births) 3 26.0 24.7 20.0 16.1 126 10.6 9.2 76 741 6.7 6.9 N/A
Low Birthweight [<2,500 gms] Babies (%) ... 7.7 8.3 7.9 74 6.8 6.8 7.0 7.3 7.6 7.6 7.7 N/A
Life Expectancy at birth (years) ... 69.7 70.2 70.8 72.6 737 747 75.4 75.8 76.7 76.9 N/A N/A
Cigarette Smokers (% population 18 and older) ....... . N/A 41.9 39.2 36.3 33.0 29.9 25.3 246 23.3 23.3 22.8 215
Leaming .....ccovvevnenes High School Graduates (% of population 25 and older) . 44.6 49.0 55.2 62.5 68.6 73.9 77.6 81.7 834 84.1 N/A N/A
College Graduates (% of population 25 and older) .......... 8.4 9.4 11.0 13.9 17.0 194 213 23.0 252 25.6 N/A N/A
National Assessment of Educational Progress (c)
Mathematics High School Seniors N/A N/A N/A 302 299 301 305 307 308 N/A N/A N/A
Science High School Seniors ... N/A N/A 305 293 286 288 290 295 295 N/A N/A N/A
Participation ................ Individual Charitable Giving per Capita (2000 dollars) ..... 235 282 338 359 391 402 446 423 561 563 573 N/A
(by presidential election year) (1960)| (1964)| (1968)| (1972)| (1976)| (1980)| (1984)| (1988)| (1992)| (1996)| (2000)|.....ccevee..
Voting for President (% eligible population) ...........cccoc.... 62.8 61.9 60.9 55.2 53.5 52.8 53.3 50.3 55.1 49.0 51.2) e

"The 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.

pared with the total stock of U.S. assets. It amounted
to 3.7 percent of total assets in 2002.

Federal debt does not appear explicitly in Table 3—4
because most of it consists of claims held by Americans;
only that portion of the Federal debt which is held
by foreigners is included along with the other debts
to foreigners. Comparing the federal government’s net
liabilities with total national wealth does, however, pro-
vide another indication of the relative magnitude of
the imbalance in the government’s accounts. Currently,
federal net liabilities, as reported in Table 3—1, amount
to 4.4 percent of net U.S. wealth as shown in Table
3—-4. However, prospective liabilities are much larger
share of national wealth.

Trends in National Wealth

The net stock of wealth in the United States at the
end of FY 2002 was about $84 trillion, eight times
the level of GDP. Since 1981, it has increased in real
terms at an average annual rate of 2.8 percent per
year. The net stock of private nonresidential plant and

equipment grew 2.3 percent per year from 1981 to 2002.
However, private nonresidential fixed capital has in-
creased much more rapidly since 1995—4.8 percent per
year—reflecting the investment boom in the latter half
of the 1990s.

The accumulation of education capital, as measured
here, grew at an average rate of 5.3 percent per year
in the 1960s and 1970s, about 0.8 percentage point
faster than the average rate of growth in private phys-
ical capital during the same period. Since 1981, edu-
cation capital has grown at a 4.0 percent annual rate.
This reflects both the extra resources devoted to school-
ing in this period, and the fact that such resources
were increasing in economic value. R&D stocks have
grown about 4.3 percent per year since 1981.

Other Federal Influences on Economic Growth

Federal investment decisions, as reflected in Table
3-4, obviously are important, but the federal govern-
ment also contributes to wealth in ways that cannot
be easily captured in a formal presentation. The Fed-
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eral Reserve’s monetary policy affects the rate and di-
rection of capital formation in the short run, and Fed-
eral regulatory and tax policies also affect how capital
is invested, as do the federal government’s policies on
credit assistance and insurance.

Social Indicators

There are certain broad responsibilities that are
unique to the federal government. Especially important
are fostering healthy economic conditions including
sound economic growth, promoting health and social
welfare, and protecting the environment. Table 3-5 of-
fers a rough cut of information that can be useful in
assessing how well the federal 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
may be appropriate when they promote a broader social
objective. 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 trends in these indicators turned around. The im-
provement in economic conditions has been widely
noted, and 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
a third. The turnaround has been especially dramatic
in the murder rate, which was lower in 2000-2002 than
at any time since the 1960s. The 2001 recession has
had an effect on some of these indicators. Unemploy-
ment has risen and real GDP growth has declined.
But as the economy recovers much of the improvement
shown in Table 3-5 is likely to be preserved.

PART IV—AN INTERACTIVE ANALYTICAL FRAMEWORK

No single framework can encompass all of the factors
that affect the financial condition of the federal govern-
ment. 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 that goes beyond the standard
measures of outlays, receipts and the surplus/deficit.
It includes information that might appear on a federal
balance sheet, but goes beyond that to include long-
run projections of the budget that can be used to show
where future fiscal strains are most likely to appear.
It also includes measures that indicate some of what
society has gained economically and socially from Fed-
eral programs funded through the budget.

Relationship with FASAB Objectives

The framework presented here meets the stewardship
objective 3 for Federal financial reporting recommended
by the Federal Accounting Standards Advisory Board
(FASAB) and adopted for use by the federal government
in September 1993.

Federal financial reporting should assist report users in
assessing the impact on the country of the government’s oper-
ations and investments for the period and how, as a result,

3 Statement of Federal Financial Accounting Concepts, Number 1, Objectives of Federal
Financial Reporting, September 2, 1993. Other objectives are budgetary integrity, operating
performance, and systems and controls.

the government’s and the Nation’s financial conditions 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 is an experimental approach
for meeting this objective at the government-wide level.

Connecting the Dots: The presentation above con-
sists of a series of tables and charts. Taken together,
they serve some of the same functions as a business
balance sheet. The schematic diagram, Chart 3-8,
shows how the different pieces fit together. The tables
and charts should be viewed as an ensemble, the main
elements of which are grouped in two broad -cat-
egories—assets/resources and liabilities/responsibilities.

* Reading down the left-hand side of Chart 3-8
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.
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* 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.

Chart 3-8. A Balance Sheet Presentation for

the Federal Government

Assets/Resour ces

Federal Assets

Financial Assets
Monetary Assets
Mortgages and Other Loans
Other Financial Assets
Less Expected Loan Losses
Physical Assets
Fixed Reproducible Capital
Defense
Nondefense
Inventories
Non-reproducible Capital
Land
Mineral Rights

Resour ces/Receipts

Projected Receipts

National Assets/Resources

Federal
Governmental
Assets
and Liabilities
(Table3-1)

Long-Run
Federal
Budget

Projections

(Table3-2)

Actuarial Deficienciesin
Social Security and Medicare
(Table3-3)

National

LiabilitiessResponsibilites

Federal Liabilities
Financial Liabilities
Debt Held by the Public
Miscellaneous
Guarantees and Insurance
Deposit Insurance
Pension Benefit Guarantees
Loan Guarantees
Other Insurance
Federal Retiree Pension
and Health Insurance Liabilities

Net Balance

Responsibilities’Outlays
Projected Outlays
Surplus/Deficit

75-Year Actuarial Deficiencies
in Social Security and Medicare

National Needs/Conditions

Federal Contribution

Federally Owned Physical Assets Wealth

State & Local Physical Assets (Table3-4)
Federal Contribution

Privately Owned Physical Assets

Education Capital Sodial
Federal Contribution Indicators

R&D Capital (Table 3-5)

Indicators of economic, social,
educational, and environmental
conditions

TECHNICAL NOTE: SOURCES OF DATA AND METHODS OF ESTIMATING

Long-Range Budget Projections

The long-range budget projections are based on long-
range demographic and economic assumptions. A sim-
plified model of the federal budget, developed at OMB,
computes the budgetary implications of these assump-
tions.

Demographic and Economic Assumptions: For
the years 2003-2013, the assumptions are identical to
those used in the budget. These budget assumptions
reflect the President’s policy proposals. The economic
assumptions are extended beyond 2013 by holding con-
stant inflation, interest rates, and unemployment 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 2002 So-
cial 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. Productivity growth is held constant at the av-

erage rate of growth implied by the budget’s economic
assumptions.

* CPI inflation holds stable at 2.3 percent per year;
the unemployment rate is constant at 5.1 percent;
and the yield on 10-year Treasury notes is steady
at 5.6 percent, which are the final values at the
end of the budget forecast for each of these vari-
ables.

* Real GDP per hour grows at the same constant
rate as in the Administration’s medium-term pro-
jections—2.2 percent per year—through 2080.

* U.S. population growth slows from around 1 per-
cent per year to about half that rate by 2030,
and even less after that point. Real GDP growth
slows with the expected slowdown in population
growth. These implications follow from the Trust-
ees’ intermediate demographic projections.

The economic and demographic projections described
above are set by assumption and do not automatically
change in response to changes in the budget outlook.
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This is unrealistic, but it simplifies comparisons of al-
ternative policies.

Budget Projections: For the period through 2013,
the projections follow the budget. Beyond the budget
horizon, receipts are projected using simple rules of
thumb linking income taxes, payroll taxes, excise taxes,
and other receipts to projected tax bases derived from
the economic forecast. Discretionary outlays grow at
the rate of growth in nominal GDP. Social Security
is projected by the Social Security actuaries using these
long-range assumptions. Medicare benefits are projected
based on the estimates in the 2002 Medicare trustees’
report, adjusted for differences in the growth rate in
GDP per capita. Federal pensions are derived from the
most recent actuarial forecasts available at the time
the budget is prepared, repriced using Administration
inflation and wage assumptions. Medicaid outlays are
based on the economic and demographic projections in
the model. Other entitlement programs are projected
based on rules of thumb linking program spending to
elements of the economic and demographic forecast
such as the poverty rate.

Federally Owned Assets and Liabilities

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.

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
chain-weighted price indices for federal investment
from the National Income and Product Accounts (see
chapter 7).

Fixed Nonreproducible Capital: Historical esti-
mates for 1960-1985 were based on estimates in Mi-
chael J. Boskin, Marc S. Robinson, and Alan M. Huber,
“Government Saving, Capital Formation and Wealth in
the United States, 1947-1985,” published in The Meas-
urement of Saving, Investment, and Wealth, edited by
Robert 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 from the Agriculture Department for farm land;
the value of federal oil deposits was extrapolated using
the Producer Price Index for Crude Energy Materials.

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

Insurance Liabilities: Sources of data are the OMB
Pension Guarantee Model and OMB estimates based
on program data. Historical data on liabilities for de-

posit insurance were also drawn from CBO’s study, The
Economic Effects of the Savings and Loan Crisis, issued
January 1992,

Pension Liabilities: For 1979-2001, the estimates
are the actuarial accrued liabilities as reported in the
annual 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 2002 is a projection. The health insur-
ance liability was estimated by the program actuaries
for 1997-2001, and extrapolated back for earlier years.

National Balance Sheet

Publicly Owned Physical Assets: Basic sources of
data for the federally owned or financed stocks of cap-
ital are the federal investment flows described in Chap-
ter 7. Federal grants for state and local government
capital are added, together with adjustments for infla-
tion 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
Analysis extrapolated for 2002.

Privately Owned Physical Assets: Data are from
the Flow-of-Funds national balance sheets and from the
private net capital stock estimates prepared by the Bu-
reau of Economic Analysis extrapolated for 2002 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 re-
duced by 25 percent because students 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 col-
lege students, by the unemployment rate for 20—24 year
olds. Yearly earnings by age and educational attain-
ment are from Money Income in the United States, se-
ries P60, published by the Bureau of the Census.

For this presentation, federal investment in education
capital is a portion of the federal outlays included in
the conduct of education and training. This portion in-
cludes direct federal outlays and grants for elementary,
secondary, and vocational education and for higher edu-
cation. The data exclude federal outlays for physical
capital at educational institutions because these outlays
are classified elsewhere as investment in physical cap-
ital. The data also exclude outlays under the GI Bill;
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outlays for graduate and post-graduate education
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 chain-
weighted GDP price index to convert them to constant
dollar values. Education capital is assumed not to de-
preciate, 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
developed 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
price index 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. Chapter 7 of this volume contains additional de-
tails on the estimates of the total federally financed
R&D stock, as well as its national defense and non-
defense components.

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 univer-
sities, colleges, and other nonprofit organizations is esti-
mated based on data from the National Science Founda-
tion, Surveys of Science Resources. The industry-fi-
nanced R&D stock component is estimated from that
source and from the U.S. Department of Labor, The
Impact of Research and Development on Productivity
Growth, Bulletin 2331, September 1989.

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 3—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.

Sources of Data and Assumptions for
Estimating Social Indicators

The main sources for the data in this table are the
government statistical agencies. The data are all pub-
licly available, and can be found in such general sources
as the annual Economic Report of the President and
the Statistical Abstract of the United States, or from
agencies’ web sites.
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4. 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 2004 are esti-
mated to be $1922.0 billion, an increase of $85.8 billion
or 4.7 percent relative to 2003. Receipts are projected
to grow at an average annual rate of 7.0 percent be-

tween 2004 and 2008, rising to $2,520.9 billion. This
growth in receipts is largely due to assumed increases
in incomes resulting from both real economic growth
and inflation. These estimates reflect an adjustment
for revenue uncertainty of -$25 billion in 2003 and -$15
billion in 2004. As this description suggests, these latter
amounts reflect an additional adjustment to receipts
beyond what the economic and tax models forecast and
have been made in the interest of cautious and prudent
forecasting.

As a share of GDP, receipts are projected to decline
from 17.9 percent in 2002 to 17.1 percent in 2003 and
17.0 percent in 2004. The receipts share of GDP is
projected to increase annually thereafter, rising to 18.3
percent in 2008.

Table 4-1. RECEIPTS BY SOURCE—SUMMARY
(In billions of dollars)
Estimate
Source 2002 actual
2003 2004 2005 2006 2007 2008

Individual iNCOME tAXES ....vvuvvrerreerrerireiseieieseise ettt essessees 858.3 849.1 849.9 934.6 1,014.1 1,103.4 1,175.3

Corporation income taxes ..........cueeneen. 148.0 143.2 169.1 229.3 233.8 237.8 243.7

Social insurance and retirement receipts 700.8 726.6 764.5 810.9 845.8 883.6 922.2

(ON-budget) .....veeeeeereereirireiecireiens (185.4) (195.0) (208.4) (221.4) (231.0) (239.1) (249.0)

(Off-budget) ..... (515.3) (531.6) (556.2) (589.5) (614.8) (644.4) (673.2)

Excise taxes ............ 67.0 68.4 70.9 733 75.6 778 80.0

Estate and gift taxes 26.5 20.2 234 21.1 232 20.8 21.2

Customs duties ............ 18.6 19.1 20.7 21.2 23.9 26.0 27.6

Miscellaneous receipts ..........c.c.... 33.9 34.7 38.5 448 46.9 48.8 51.0
Adjustment for revenue UnCEraINtY ........ccocveereereneneneniniiniiniiens | v -25.0 “15.0 | e | e | e | e

Total receipts 1,853.2 1,836.2 1,922.0 2,135.2 2,263.2 2,398.1 2,520.9

(On-budget) (1,337.9) (1,304.7) (1,365.9) (1,545.7) (1,648.4) (1,753.6) (1,847.7)

(Off-budget) (515.3) (531.6) (556.2) (589.5) (614.8) (644.4) (673.2)

Table 4-2. EFFECT ON RECEIPTS OF CHANGES IN THE SOCIAL SECURITY TAXABLE EARNINGS BASE
(In billions of dollars)
Estimate
2004 2005 2006 2007 2008
Social security (OASDI) taxable earnings base increases:.

$87,000 to $88,200 on Jan. 1, 2004 1.6 1.7 1.9
$88,200 to $92,100 on Jan. 1, 2005 48 5.3 5.8
$92,100 to $96,000 on Jan. 1, 2006 1.8 4.8 5.3
$96,000 0 $99,900 0N JAN. 1, 2007 ...oorvvrmurrerrerereeeseesssesesseesssessssesssssssssesssssssssssssssssssssssssssssssssssssssssssnnsss | soossssonsesins | sesssnessnnens | seseesssssesens 1.8 48
$99,900 to $103,500 0N JAN. 1, 2008 .....coourverrerrerreerrerresssesrsssesssssssessssssssesssssssessssssssssssssssssssesssssssesssessssnssans | svssssassssnssne | sermmsssnsssonss | sevessessssnnne | sesesssenssenes 1.7
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ENACTED LEGISLATION

Several laws were enacted in 2002 that have an effect
on governmental receipts. The major legislative changes
affecting receipts are described below.

JOB CREATION AND WORKER ASSISTANCE
ACT OF 2002 (JCWAA)

In the fall of 2001, President Bush called on the
Congress to enact an economic security bill designed
to reinvigorate economic growth and assist workers af-
fected by the economic downturn that followed the ter-
rorist attacks of September 11, 2001. The Congress re-
sponded in early 2002 and on March 9 President Bush
signed the Job Creation and Worker Assistance Act
of 2002. In addition to providing increased spending
for extended unemployment benefits and funding for
the Temporary Assistance for Needy Families supple-
mental grant program, this Act provides tax incentives
to encourage business investment, provides tax incen-
tives to help an area of New York City referred to
as the Liberty Zone recover from the September 11th
terrorist attacks, and extends a number of tax incen-
tives that had expired or were scheduled to expire.
The major provisions of the Act that affect receipts
are described below.

Business Tax Relief

Provide a special depreciation allowance for
certain property.—Taypayers are allowed to recover
the cost of certain property used in a trade or business
or for the production of income through annual depre-
ciation deductions. The amount of the allowable depre-
ciation deduction for a taxable year is generally deter-
mined under the modified accelerated cost recovery sys-
tem, which assigns applicable recovery periods and de-
preciation methods to different types of property.

Effective for qualifying assets acquired after Sep-
tember 10, 2001 (a binding written contract for pur-
chase must not have been in effect before September
11, 2001) and before September 11, 2004, this Act al-
lows an additional first-year depreciation deduction
equal to 30 percent of the adjusted basis of the prop-
erty. The additional first-year depreciation deduction
is allowed for both regular and alternative minimum
tax purposes in the year the property is placed in serv-
ice. The basis of the property and the depreciation de-
ductions allowable in other years are adjusted to reflect
the additional first-year depreciation deduction. Quali-
fying property includes tangible property with deprecia-
tion recovery periods of 20 years or less, certain soft-
ware, water utility property, and qualified leasehold
improvements. To qualify for the special depreciation
allowance, the original use of the property must com-
mence with the taxpayer after September 10, 2001 (ex-
cept for certain sale-leaseback property) and the prop-
erty must be placed in service before January 1, 2005
(January 1, 2006 for certain longer production period
property). In addition, the limitation on first-year allow-

able depreciation for certain automobiles is increased
by $4,600.

Allow five-year carryback of net operating
losses.—A net operating loss (NOL) generally is the
amount by which a taxpayer’s allowable deductions ex-
ceed the taxpayer’s gross income. A carryback of an
NOL generally results in a refund of Federal income
taxes paid for the carryback year. A carryforward of
an NOL generally reduces Federal income tax payments
for the carryforward year. Under prior law, an NOL
generally could be carried back two years and carried
forward 20 years; however, NOL deductions could not
reduce a taxpayer’s alternative minimum taxable in-
come (AMTI) by more than 90 percent.

For NOLs arising in taxable years ending in 2001
and 2002, this Act generally extends the carryback pe-
riod to five years. In addition, this Act allows NOL
deductions attributable to NOL carrybacks arising in
taxable years ending in 2001 and 2002, as well as NOL
carryforwards to these taxable years, to offset 100 per-
cent of a taxpayer’s AMTI.

Unemployment Assistance

Allow special Reed Act transfers.—The Federal
Unemployment Tax (FUTA) paid by employers funds
the administrative costs of the unemployment insur-
ance system and related programs. State unemploy-
ment taxes are deposited into the Unemployment Trust
Fund and used by States to pay unemployment bene-
fits. Under current law, FUTA balances in excess of
statutory ceilings are distributed to the States to pay
unemployment benefits or the administrative costs of
the system (these are known as Reed Act distributions).
However, the Balanced Budget Act of 1997 limited Reed
Act transfers to states to $100 million after each of
fiscal years 1999, 2000, and 2001, and limited the use
of these $100 million distributions to paying adminis-
trative expenses of unemployment compensation laws.

Under JCWAA the $100 million limit on distributions
from excess federal funds available at the end of fiscal
year 2001, as well as the limitation on the use of the
distributions, are repealed. This allows the Secretary
of the Treasury to transfer excess FUTA balances as
of the close of fiscal year 2001 into the account of each
State in the Unemployment Trust Fund. Total transfers
are capped at $8 billion.

Tax Benefits for the New York Liberty Zone

Expand eligibility for the work opportunity tax
credit.—This Act temporarily expands eligibility for the
work opportunity tax credit to include: (1) employees
who perform substantially all of their services in the
New York Liberty Zone (a specified area of downtown
Manhattan surrounding the site of the World Trade
Center) for a business located in the New York Liberty
Zone, and (2) employees who perform substantially all
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their services in New York City for a business that
relocated from the New York Liberty Zone to elsewhere
in New York City as a result of the events of September
11, 2001. The credit is available for wages paid or in-
curred for work performed by eligible individuals after
December 31, 2001 and before January 1, 2004, and
applies to wages paid to both new hires and existing
employees. In addition, the portion of each employer’s
work opportunity tax credit attributable to this new
targeted group of employees is allowed against the al-
ternative minimum tax (AMT).

Provide a special depreciation allowance to cer-
tain property.—Under this Act, certain qualifying as-
sets used in the New York Liberty Zone are eligible
for an additional first-year depreciation deduction equal
to 30 percent of the adjusted basis of the property.
The additional first-year depreciation deduction is al-
lowed for both regular and alternative minimum tax
purposes in the year the property is placed in service.
The basis of the property and the depreciation deduc-
tions allowable in other years are adjusted to reflect
the additional first-year depreciation deduction. Quali-
fying assets include tangible property with depreciation
recovery periods of 20 years or less, certain software,
water utility property, and certain real property. Non-
residential real property and residential rental property
are eligible for the special depreciation deduction only
to the extent such property rehabilitates real property
damaged, or replaces real property destroyed or con-
demned, as a result of the terrorist attacks of Sep-
tember 11, 2001. Assets qualifying for the additional
first-year depreciation allowance (described above under
Business Tax Relief) and qualified New York Liberty
Zone leasehold improvement property are not eligible
for the New York Liberty Zone special depreciation al-
lowance. To qualify for the special depreciation allow-
ance, substantially all of the use of the property must
be in the New York Liberty Zone, the original use of
the property in the New York Liberty Zone must com-
mence with the taxpayer after September 10, 2001 (ex-
cept for certain sale-leaseback property), the taxpayer
must acquire the property by purchase after September
10, 2001, a binding written contract for purchase of
the property must not have been in effect before Sep-
tember 11, 2001, and the property must be placed in
service on or before December 31, 2006 (December 31,
2009 for nonresidential real property and residential
rental property).

Authorize issuance of tax-exempt private activity
bonds.—Interest on bonds issued by state and local
governments to finance activities carried out and paid
for by private persons (private activity bonds) is taxable
unless the activities are specified in the Internal Rev-
enue Code. The volume of certain tax-exempt private
activity bonds that state and local governments may
issue in each calendar year is limited by state-wide
volume limits. Under this Act, an aggregate of $8 bil-
lion of tax-exempt private activity bonds may be issued
during calendar years 2002, 2003 and 2004 for the ac-

quisition, construction, reconstruction and renovation of
nonresidential real property, residential rental prop-
erty, and public utility property in the New York City
Liberty Zone. Projects for which the bonds may be
issued are limited to those approved by the Mayor of
New York City or the Governor of New York State,
each of whom may designate up to $4 billion of the
bonds. In addition, each of those officials may designate
up to $1 billion of the bonds to be used for the acquisi-
tion, construction, reconstruction and renovation of
commercial real property located outside the Zone and
within New York City, provided the property meets
specified criteria. These bonds are not subject to the
aggregate annual state private activity bond volume
limit; several additional exceptions and modifications
to the general rules applicable to the issuance of ex-
empt-facility private activity bonds also apply.

Allow one additional advance refunding for cer-
tain previously refunded bonds.—Refunding bonds
are used to redeem previously issued bonds. Different
rules apply to “current” and “advance” refunding bonds.
A current refunding occurs when the refunded debt is
retired within 90 days of issuance of the refunding
bonds. Tax-exempt bonds may be currently refunded
an indefinite number of times. An advance refunding
occurs when the refunded debt is not retired within
90 days after the refunding bonds are issued; instead,
the proceeds of the refunding bonds are invested in
an escrow account and held until a future date when
the refunded debt may be retired. In general, govern-
mental bonds and tax-exempt private activity bonds for
charitable organizations (qualified 501 (c)(3) bonds) may
be advance refunded one time.

This Act permits certain bonds for facilities located
in New York City to be advance refunded one additional
time. Eligible bonds include only those bonds for which
all present-law advance refunding authority was ex-
hausted before September 12, 2001, and with respect
to which the advance refunding bonds authorized under
present law were outstanding on September 11, 2001.
In addition, at least 90 percent of the net proceeds
of the refunded bonds must have been used to finance
facilities located in New York City and the bonds must
be: (1) governmental general obligation bonds of New
York City; (2) governmental bonds issued by the Metro-
politan Transportation Authority of the State of New
York; (3) governmental bonds issued by the New York
City Municipal Water Finance Authority; or (4) quali-
fied 501 (c)(3) bonds issued by or on behalf of New
York State or New York City to finance hospital facili-
ties. The maximum aggregate amount of advance re-
funding bonds that may be issued in calendar years
2002, 2003, and 2004 is $9 billion. Eligible advance
refunding bonds must be designated by the Mayor of
New York City or the Governor of New York State,
each of whom may designate up to $4.5 billion of the
bonds.

Increase expensing for certain business prop-
erty.—In lieu of depreciation, taxpayers with a suffi-
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ciently small amount of annual investment (those that
annually invest less than $200,000) generally may elect
to deduct up to $24,000 ($25,000 for taxable years be-
ginning after 2002) of the cost of qualifying property
placed in service during the taxable year. Effective for
certain qualifying capital assets acquired and placed
in service after September 10, 2001 and before January
1, 2007, this Act increases the amount that may be
deducted by such businesses to the lesser of $35,000
or the cost of the qualifying property. For property to
qualify for the increased expensing: (1) substantially
all of the use of the property must be in the New
York Liberty Zone in the active conduct of a trade or
business located in the Liberty Zone, and (2) the origi-
nal use of the property in the Liberty Zone must com-
mence with the taxpayer after September 10, 2001.

Extend replacement period for certain involun-
tarily converted property.—A taxpayer generally may
elect not to recognize gain on property that is involun-
tarily converted if property similar or related in service
or use is acquired within a designated replacement pe-
riod. In general, the replacement period begins with
the date of the disposition of the converted property
and ends two years after the close of the first taxable
year in which any part of the gain upon conversion
is realized. The replacement period is extended to three
years if the converted property is real property held
for productive use in a trade or business, or for invest-
ment. This Act extends the replacement period to five
years for property involuntarily converted within the
New York Liberty Zone as a result of the terrorist
attacks of September 11, 2001, if substantially all of
the use of the replacement property is in New York
City.

Modify treatment of qualified leasehold improve-
ment property.—The depreciation deduction allowed
for improvements made on leased property is deter-
mined under the modified accelerated cost recovery sys-
tem, even if the recovery period assigned to the prop-
erty is longer than the term of the lease. Leasehold
improvements are depreciated using the straight-line
method and a recovery period that corresponds to the
type of real property being improved (39 years in the
case of nonresidential real property). Under this Act,
qualified leasehold improvement property placed in
service in the New York Liberty Zone after September
10, 2001 and before January 1, 2007, and which is
not subject to a written binding contract in effect before
September 11, 2001, is to be depreciated over five years
using the straight-line method. The alternative depre-
ciation system recovery period for such property is nine
years under this Act. Qualified New York City Liberty
Zone leasehold improvement property is not eligible for
the special depreciation allowance available to qualified
New York Liberty Zone property or the special first-
year depreciation allowance created by this Act and
described above under Business Tax Relief.

Miscellaneous and Technical Provisions

Modify interest rate used in determining addi-
tional required contributions to defined benefit
plans and Pension Benefit Guaranty Corporation
(PBGC) variable rate premiums.—Minimum and
maximum funding requirements are imposed on defined
benefit pension plans under current law. Minimum
funding requirements generally are the amount needed
to fund benefits earned during the year, plus the year’s
portion of the amortized cost of other liabilities. If a
defined benefit plan is underfunded under a statutorily
specified calculation, additional contributions are re-
quired. The PBGC also insures the benefits owed under
defined benefit pension plans, requiring that employers
pay premiums to the PBGC for this insurance coverage.
If a plan is underfunded, additional premiums (referred
to as variable rate premiums), based on the amount
of unfunded vested benefits, are required. This Act ex-
pands the permissible range of the statutory interest
rate used in calculating whether a defined benefit pen-
sion plan is underfunded, thereby affecting both the
need for an employer to make additional contributions
to a plan and the amount of those additional contribu-
tions. This Act also increases the interest rate used
to determine the amount of unfunded vested benefits,
thereby affecting the amount of variable rate premiums
imposed. These interest rate changes are effective for
plan years beginning after December 31, 2001 and be-
fore January 1, 2004.

Allow teachers to deduct out-of-pocket classroom
expenses.—Under a permanent provision employees
who incur unreimbursed, job-related expenses are al-
lowed to deduct those expenses to the extent that when
combined with other miscellaneous itemized deductions
they exceeded 2 percent of adjusted gross income (AGI),
but only if the taxpayer itemizes deductions (i.e., does
not use the standard deduction). Effective for expenses
incurred in taxable years beginning after December 31,
2001 and before January 1, 2004, this Act allows cer-
tain teachers and other elementary and secondary
school professionals to treat up to $250 in qualified
out-of-pocket classroom expenses as a non-itemized de-
duction (above-the-line deduction). Unreimbursed ex-
penditures for certain books, supplies and equipment
related to classroom instruction qualify for the deduc-
tion.

Modify other tax provisions.—This Act also makes
technical corrections to previously enacted legislation,
removes the statutory impediment to providing copies
of specified information returns to taxpayers electroni-
cally, expands the exclusion from income for qualified
foster care payments, limits the use of the non-accrual
experience method of accounting to the amount to be
received for the performance of qualified professional
services, and prohibits shareholders from increasing the
basis of their stock in an S corporation by their pro
rata share of income from the discharge of indebtedness
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of the S corporation that is excluded from the S cor-
poration’s income.

Expired or Expiring Provisions

Extend alternative minimum tax relief for indi-
viduals.—A temporary provision of prior law, which
had permitted nonrefundable personal tax credits to
offset both the regular tax and the alternative min-
imum tax (AMT), had expired for taxable years begin-
ning after December 31, 2001. This Act extends min-
imum tax relief for nonrefundable personal tax credits
two years, to apply to taxable years 2002 and 2003.
The extension does not apply to the child credit, the
earned income tax credit or the adoption credit, which
were provided AMT relief through December 31, 2010
under the Economic Growth and Tax Relief Reconcili-
ation Act of 2001 (EGTRRA). The refundable portion
of the child credit and the earned income tax credit
are also allowed against the AMT through December
31, 2010.

Extend the work opportunity tax credit.—The
work opportunity tax credit provides an incentive for
employers to hire individuals from certain targeted
groups. The credit generally applies to the first $6,000
of wages paid to several categories of economically dis-
advantaged or handicapped workers. The credit rate
is 25 percent of qualified wages 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, which had expired with respect to workers
hired after December 31, 2001, making it available for
workers hired before January 1, 2004.

Extend the welfare-to-work tax credit.—The wel-
fare-to-work tax credit entitles employers to claim a
tax credit for hiring certain recipients of long-term fam-
ily assistance. The purpose of the credit is to expand
job opportunities for persons making the transition
from welfare to work. The credit is 35 percent of the
first $10,000 of eligible wages in the first year of em-
ployment and 50 percent of the first $10,000 of eligible
wages in the second year of employment. Eligible wages
include cash wages plus the cash value of certain em-
ployer-paid health, dependent care, and educational
fringe benefits. The minimum employment period that
employees must work before employers can claim the
credit is 400 hours. This Act extends the credit, which
had expired with respect to individuals who began work
after December 31, 2001, to apply to individuals who
begin work before January 1, 2004.

Extend Archer Medical Savings Accounts
(MSAs)—Self-employed individuals and employees of
small firms are allowed to establish Archer MSAs; the
number of accounts is capped at 750,000. In addition
to other requirements, (1) individuals who establish Ar-
cher MSAs must be covered by a high-deductible health
plan (and no other plan) with a deductible of at least
$1,700 but not greater than $2,500 for policies covering

a single person and a deductible of at least $3,350
but not greater than $5,050 in all other cases, (2) tax-
preferred contributions are limited to 65 percent of the
deductible for single policies and 75 percent of the de-
ductible for other policies, and (3) either an individual
or an employer, but not both, may make a tax-preferred
contribution to an Archer MSA for a particular year.
This Act extends the Archer MSA program, which was
scheduled to expire on December 31, 2002, through De-
cember 31, 2003.

Extend tax on failure to comply with mental
health parity requirements applicable to group
health plans.—Under prior law, group heath plans
that provided both medical and surgical benefits and
mental health benefits, could not impose aggregate life-
time or annual dollar limits on mental health benefits
that were not imposed on substantially all medical and
surgical benefits. An excise tax of $100 per day (during
the period of noncompliance) was imposed on an em-
ployer sponsoring a group plan that failed to meet these
requirements. For a given taxable year, the tax was
limited to the lesser of 10 percent of the employer’s
group health insurance expenses for the prior taxable
year or $500,000. The excise tax was applicable to plan
years beginning on or after January 1, 1998 and ex-
pired with respect to benefits for services provided on
or after December 31, 2002. This Act extends the excise
tax to apply to benefits for services provided before
January 1, 2004.

Extend tax credit for purchase of electric vehi-
cles.—Under prior law, a 10-percent tax credit up to
a maximum of $4,000 was provided for the cost of a
qualified electric vehicle. The full amount of the credit
was available for purchases prior to January 1, 2002.
The credit began to phase down in 2002 and was not
available for purchases after 2004. This Act defers the
phasedown of the credit for two years. The full amount
of the credit is available for purchases in 2002 and
2003, but begins to phase down in 2004; the credit
is not available for purchases after December 31, 2006.

Extend deduction for qualified clean-fuel vehi-
cles and qualified clean-fuel vehicle refueling
property.—Under prior law, certain costs of acquiring
clean-fuel vehicles (vehicles that use certain clean-burn-
ing fuels) and property used to store or dispense clean-
burning fuel, could be expensed and deducted when
the property was placed in service. For qualified clean-
fuel vehicles, the maximum allowable deduction was
$50,000 for a truck or van with a gross vehicle weight
over 26,000 pounds, or a bus with seating capacity of
at least 20 adults; $5,000 for a truck or van with a
gross vehicle weight between 10,000 and 26,000 pounds;
and $2,000 in the case of any other motor vehicle. The
full amount of the deduction could be claimed for vehi-
cles placed in service before January 1, 2002, but began
to phase down for vehicles placed in service after De-
cember 31, 2001, and was not available after December
31, 2004. For qualified property used to store or dis-
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pense clean-burning fuel, or used to recharge electric
vehicles, the owner was allowed to deduct up to
$100,000 of the cost of the property at each location,
provided the property was placed in service before Jan-
uary 1, 2005. This Act defers the phasedown of the
deduction for clean-fuel vehicles by two years. The full
amount of the deduction is available for vehicles placed
in service in 2002 and 2003, begins to phase down
in 2004, and is unavailable after December 31, 2006.
The provision extends the placed-in-service date for
clean-fuel vehicle refueling property by two years, mak-
ing the deduction available for property placed in serv-
ice prior to January 1, 2007.

Extend tax credit for producing electricity from
certain sources.—Under prior law, taxpayers were
provided a 1.5-cent-per-kilowatt-hour tax credit, ad-
justed for inflation after 1992, for electricity produced
from wind, closed-loop biomass (organic material from
a plant grown exclusively for use at a qualified facility
to produce electricity), and poultry waste. To qualify
for the credit, the electricity had be sold to an unrelated
third party and had be produced during the first 10
years of production at a facility placed in service before
January 1, 2002. This Act extends the credit to apply
to electricity produced at a facility placed in service
before January 1, 2004.

Extend suspension of net income limitation on
percentage depletion from marginal oil and gas
wells.—Taxpayers are allowed to recover their invest-
ment 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. Under
prior law, for taxable years beginning after December
31, 1997 and before January 1, 2002, domestic oil and
gas production from “marginal” properties was exempt
from the 100-percent of net income limitation. This Act
extends the exemption to apply to taxable years begin-
ning after December 31, 2001 and before January 1,
2004.

Repeal requirement that registered motor fuels
terminals offer dyed fuel as a condition of reg-
istration.—With limited exceptions, excise taxes are
imposed on all highway motor fuels when they are re-
moved 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 non-tax-paid motor fuels unless they are reg-
istered with the Internal Revenue Service (IRS). Effec-
tive January 1, 2002, in order to be registered under
prior law, a terminal had to offer for sale both dyed
and undyed fuel (the “dyed-fuel mandate”). This Act
repeals the dyed-fuel mandate effective January 1,
2002.

Extend authority to issue Qualified Zone Acad-
emy Bonds.—Prior law allowed state and local govern-

ments to issue “qualified zone academy bonds,” the in-
terest on which was effectively paid by the Federal
government in the form of an annual income tax credit.
The proceeds of the bonds had to be used for teacher
training, purchases of equipment, curriculum develop-
ment, or rehabilitation and repairs at certain public
school facilities. A nationwide total of $400 million of
qualified zone academy bonds were authorized to be
issued in each of calendar years 1998 through 2001.
In addition, unused authority arising in 1998 and 1999
could be carried forward for up to three years and un-
used authority arising in 2000 and 2001 could be car-
ried forward for up to two years. This Act authorizes
the issuance of an additional $400 million of qualified
zone academy bonds in each of calendar years 2002
and 2003.

Extend tax incentives for employment and in-
vestment on Indian reservations.—This Act extends
for one year, through December 31, 2004, the employ-
ment tax credit for qualified workers employed on an
Indian reservation and the accelerated depreciation
rules for qualified property used in the active conduct
of a trade or business within an Indian reservation.

For a given taxable year, the employment tax credit
is equal to 20 percent of the amount by which qualified
wages and health insurance costs paid by an employer
exceed the amount paid by the employer in 1993. The
amount of qualified wages and health insurance costs
taken into account with respect to any employee for
any taxable year may not exceed $20,000. A qualified
employee is an individual who is an enrolled member
of an Indian tribe (or is the spouse of an enrolled mem-
ber), lives on or near the reservation where he or she
works, performs services that are all or substantially
all within the Indian reservation, and receives wages
from the employer that are less than or equal to
$30,000 (adjusted annually for inflation after 1994)
when determined at an annual rate. The employment
tax credit is not available for employees involved in
certain gaming activities or who work in a building
that houses certain gaming activities.

The accelerated depreciation recovery periods for
qualified Indian reservation property are: 2 years for
3-year property, 3 years for 5-year property, 4 years
for 7-year property, 6 years for 10-year property, 9
years for 15-year property, 12 years for 20-year prop-
erty, and 22 years for nonresidential real property.
Qualifying property must be used predominantly in the
active conduct of a trade or business within an Indian
reservation, cannot be used outside the reservation on
a regular basis (except for qualified infrastructure prop-
erty if the purpose of such property is to connect with
qualified infrastructure property located within the res-
ervation), and cannot be acquired from a related person.
Property used to conduct or house certain gaming ac-
tivities is not eligible for the accelerated depreciation
recovery periods.

Extend exceptions provided under subpart F for
certain active financing income.—Under the Sub-
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part F rules, certain U.S. shareholders of a controlled
foreign corporation (CFC) are subject to U.S. tax cur-
rently 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 sub-
part F rules includes, among other things, “foreign per-
sonal holding company income” and insurance income.
Foreign personal holding company income generally in-
cludes many types of income derived by a financial
service company, such as dividends; interest; royalties;
rents; annuities; net gains from the sale of certain prop-
erty, including securities, commodities and foreign cur-
rency; and income from notional principal contracts and
securities lending activities. Under prior law, for tax-
able years beginning before 2002, certain income de-
rived in the active conduct of a banking, financing,
insurance, or similar business was excepted from Sub-
part F. This Act extends the exception for five years,
to apply to taxable years beginning before January 1,
2007.

Suspend temporarily the provision that dis-
allows certain deductions of mutual life insurance
companies.—Life insurance companies may generally
deduct policyholder dividends, while dividends to stock-
holders are not deductible. Section 809 of the Internal
Revenue Code attempts to identify amounts returned
by mutual life insurance companies to holders of par-
ticipating polices in their role as owners of the com-
pany, and generally disallows a deduction for mutual
company policyholder dividends (or otherwise increases
taxable income by reducing the amount of end-of-year
reserves) in an amount equal to the amount identified
by section 809. The section 809 imputed amount is
termed the company’s differential earnings amount, and
equals the product of the individual company’s average
equity base and an industry-wide computed differential
earnings rate. The differential earnings rate is initially
computed using the average mutual earnings rate for
the second year preceding the current taxable year,
but is later recomputed using the current year’s aver-
age mutual earnings rate. Any difference between the
differential earnings amount and the recomputed dif-
ferential earnings amount is taken into account in com-
puting taxable income for the following taxable year.
Effective for taxable years beginning in 2001, 2002, and
2003, this Act provides a zero differential earnings rate
for purposes of computing the differential earnings
amount and the recomputed differential earnings
amount, thereby temporarily suspending the income im-
putation for mutual life insurance companies provided
under section 809.

TRADE ACT OF 2002

This Act authorizes the President to enter into trade
agreements with foreign countries regarding tariff and

non-tariff barriers whenever he determines that these
barriers unduly burden or restrict U.S. foreign trade
or adversely affect the U.S. economy. Expedited proce-
dures for Congressional consideration of the legislation
to implement these trade agreements, without amend-
ment, are also authorized. Other provisions of the Act
reauthorize the Customs Service, reauthorize and ex-
pand certain benefits under the Trade Adjustment As-
sistance program, extend and expand trade benefits to
Andean countries, reauthorize duty-free treatment
under the Generalized System of Preferences program
for developing countries, and make other trade-related
changes. The major provisions of the Act that affect
receipts are described below.

Provide refundable tax credit for the purchase
of qualified health insurance by certain individ-
uals.—A refundable tax credit is provided to eligible
individuals for the cost of qualified health insurance
for the individual and qualifying family members. The
credit is equal to 65 percent of the amount paid by
certain individuals certified as eligible for Trade Adjust-
ment Assistance or alternative Trade Adjustment As-
sistance, and certain retired workers whose pensions
are paid by the Pension Benefit Guaranty Corporation
and who are not eligible for Medicare. Payment of the
credit is available on an advance basis (i.e, prior to
the filing of the taxpayer’s return) pursuant to a pro-
gram to be established by the Secretary of the Treasury
no later than August 1, 2003. The credit first became
available for months beginning December 2002.

Extend and expand Andean trade preferences.—
This Act extends and enhances the Andean Trade Pref-
erence Act (ATPA), which expired on December 4, 2001,
through December 31, 2006. The ATPA, which was en-
acted in 1991, was designed to provide economic alter-
natives for Bolivia, Columbia, Ecuador, and Peru in
their fight against narcotics production and trafficking.

Extend Generalized System of Preferences
(GSP).—Under GSP, duty-free access is provided to
over 4,000 items from eligible developing countries that
meet certain worker rights, intellectual property protec-
tion, and other criteria. This Act extends this program,
which had expired after September 30, 2001, through
December 31, 2006.

Modify miscellaneous trade provisions.—Other
trade-related changes made by this Act include: (1)
modification of benefits provided under the Caribbean
Basin Trade Partnership Act and the Africa Growth
and Opportunity Act, (2) an increase in the aggregate
value of goods that U.S. residents traveling abroad may
bring into the United States duty free, and (3) the
provision of duty-free treatment to certain steam or
vapor generating boilers used in nuclear facilities.
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ADMINISTRATION PROPOSALS

The President’s plan provides tax incentives for chari-
table giving, strengthening education, investing in
health care, and protecting the environment. It also
provides tax incentives designed to increase energy pro-
duction and promote energy conservation, temporarily
extends provisions that are scheduled to expire, perma-
nently extends the research and experimentation (R&E)
tax credit, and permanently extends the provisions of
the Economic Growth and Tax Relief Reconciliation Act
of 2001 (EGTRRA) that sunset on December 31, 2010.
In addition, the President intends to work with the
Congress to enact an economic growth package that
will increase the momentum of the economic recovery
and enhance long-term growth.

Last year’s Budget announced the Administration’s
tax simplification project, which is focusing on imme-
diately achievable reforms of the current tax system.
Several proposals in this year’s Budget result from this
project. They include the proposals relating to: creating
a uniform definition of a qualifying child, eliminating
the phaseout of adoption tax benefits, repealing the
restrictions on the use of qualified 501(c)(3) bonds in
refinancing taxable debt and working capital debt and
in providing residential rental housing, simplifying use
of the orphan drug tax credit for pre-designation costs,
excluding from income the value of employer-provided
computers, consolidating IRAs into Lifetime Savings Ac-
counts and Retirement Savings Accounts (LSAs/RSAs),
consolidating defined contribution retirement plans into
Employer Retirement Savings Accounts (ERSAs), allow-
ing section 179 expensing elections to be made or re-
voked on amended returns, and conforming and simpli-
fying the work opportunity tax credit and the welfare
to work tax credit. Additional tax simplification pro-
posals are under development and review and will be
released during the coming year.

ECONOMIC GROWTH PACKAGE

The President believes that it is crucial for the Con-
gress to pass an economic growth package quickly that
will reinvigorate the economic recovery and provide new
jobs, reduce tax burdens, and strengthen investor con-
fidence. The provisions of the Administration’s proposal
that affect receipts are described below.

Accelerate 10-percent individual income tax rate
bracket expansion.—Under EGTRRA, effective for
taxable years beginning before January 1, 2011, the
15-percent individual income tax rate bracket of prior
law is split into two tax rate brackets of 10 and 15
percent. The 10-percent tax rate bracket applies to the
first $6,000 of taxable income for single taxpayers and
married taxpayers filing separate returns (increasing
to $7,000 for taxable years beginning after December
31, 2007), the first $10,000 of taxable income for heads
of household, and the first $12,000 of taxable income
for married taxpayers filing joint returns (increasing
to $14,000 of taxable income for taxable years begin-

ning after December 31, 2007). Taxable income above
these thresholds that was taxed at the 15-percent rate
under prior law continues to be taxed at that rate.
The income thresholds for the new tax rate brackets
are adjusted annually for inflation, effective for taxable
years beginning after December 31, 2008 and before
January 1, 2011.

To spur consumer confidence and economic growth,
the Administration proposes to accelerate the expansion
of the 10-percent bracket scheduled for 2008 to 2003.
Effective for taxable years beginning after December
31, 2002, the 10-percent tax rate bracket would apply
to the first $7,000 of taxable income for single tax-
payers and married taxpayers filing separate returns,
the first $10,000 of taxable income for heads of house-
hold, and the first $14,000 of taxable income for mar-
ried taxpayers filing joint returns. The income thresh-
olds for the 10-percent tax rate brackets would be ad-
justed annually for inflation, effective for taxable years
beginning after December 31, 2003. As a result of the
Administration’s proposal to extend the EGTRRA provi-
sions permanently, the expanded 10-percent individual
income tax rate bracket would also apply to taxable
years beginning after December 31, 2010.

Accelerate reduction in individual income tax
rates.—In addition to splitting the 15-percent tax rate
bracket of prior law into two tax rate brackets (see
preceding discussion), EGTRRA replaces the four re-
maining statutory individual income tax rate brackets
of prior law (28, 31, 36, and 39.6 percent) with a rate
structure of 25, 28, 33, and 35 percent. The reduced
tax rate structure is phased in over a period of six
years, effective for taxable years beginning after Decem-
ber 31, 2000, as follows: the 28-percent rate is reduced
to 27.5 percent for 2001, 27 percent for 2002 and 2003,
26 percent for 2004 and 2005, and 25 percent for 2006
through 2010; the 31 percent rate is reduced to 30.5
percent for 2001, 30 percent for 2002 and 2003, 29
percent for 2004 and 2005, and 28 percent for 2006
through 2010; the 36 percent rate is reduced to 35.5
percent for 2001, 35 percent for 2002 and 2003, 34
percent for 2004 and 2005, and 33 percent for 2006
through 2010; and the 39.6 percent rate is reduced
to 39.1 percent for 2001, 38.6 percent for 2002 and
2003, 37.6 percent for 2004 and 2005, and 35 percent
for 2006 through 2010. The income thresholds for these
tax rate brackets are adjusted annually for inflation.

To improve the incentives to work, save and invest,
the Administration proposes to accelerate the reduc-
tions in income tax rates scheduled for 2004 and 2006
to 2003. Effective for taxable years beginning after De-
cember 31, 2002, the 27-percent rate would be reduced
to 25 percent, the 30-percent rate would be reduced
to 28 percent, the 35-percent rate would be reduced
to 33 percent, and the 38.6-percent rate would be re-
duced to 35 percent. These rates would remain in effect
for taxable years beginning after December 31, 2010
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as a result of the Administration’s proposal to extend
the EGTRRA provisions permanently.

Accelerate 15-percent individual income tax rate
bracket expansion for married taxpayers filing
Jjoint returns.—The maximum taxable income in the
15-percent tax rate bracket for a married couple filing
a joint return is 167 percent of the corresponding
amount for an unmarried individual filing a single re-
turn. Therefore, a two-earner couple may have a great-
er individual income tax liability if they file a joint
return than what it would be if they were not married
and each filed a separate return. Under EGTRRA, the
size of the 15-percent tax rate bracket for married tax-
payers filing joint returns is increased over a four-year
period, beginning after December 31, 2004. The in-
crease is as follows: the maximum taxable income in
the 15-percent tax rate bracket for married taxpayers
filing joint returns increases to 180 percent of the cor-
responding amount for single taxpayers in taxable year
2005, 187 percent in taxable year 2006, 193 percent
in taxable year 2007, and 200 percent in taxable years
2008, 2009, and 2010.

The Administration proposes to reduce the marriage
penalty by increasing the maximum taxable amount
in the 15-percent tax rate bracket for married taxpayers
filing joint returns to 200 percent of the corresponding
amount for single taxpayers, effective for taxable years
beginning after December 31, 2002. As a result of the
Administration’s proposal to extend EGTRRA perma-
nently, the expanded 15-percent tax rate bracket for
married taxpayers would also apply to taxable years
beginning after December 31, 2010.

Accelerate increase in standard deduction for
married taxpayers filing joint returns.—The basic
standard deduction amount for a married couple filing
a joint return is 167 percent of the basic standard de-
duction for an unmarried individual filing a single re-
turn. Therefore, two single taxpayers have a combined
standard deduction that exceeds the standard deduction
of a married couple filing a joint return. Under
EGTRRA, the standard deduction for married couples
filing joint returns is increased to double the standard
deduction for single taxpayers over a five-year period,
beginning after December 31, 2004. The standard de-
duction for married taxpayers filing joint returns in-
creases to 174 percent of the standard deduction for
single taxpayers in taxable year 2005, 184 percent in
taxable year 2006, 187 percent in taxable year 2007,
190 percent in taxable year 2008, and 200 percent in
taxable years 2009 and 2010.

The Administration proposes to reduce the marriage
penalty by increasing the standard deduction for mar-
ried taxpayers filing joint returns to 200 percent of
the standard deduction for single taxpayers, effective
for taxable years beginning after December 31, 2002.
As a result of the Administration’s proposal to extend
EGTRRA permanently, the increase in the standard

deduction for married taxpayers would also apply to
taxable years beginning after December 31, 2010.

Accelerate increase in child tax credit.—Current
law provides taxpayers a tax credit of up to $600 for
each qualifying child under the age of 17. The credit
increases to $700 for taxable years 2005 through 2008,
$800 for taxable year 2009, and $1,000 for taxable year
2010. The credit declines to $500 in taxable year 2011.
The credit is reduced by $50 for each $1,000 (or fraction
thereof) by which the taxpayer’s modified adjusted gross
income exceeds $110,000 ($75,000 if the taxpayer is
not married and $55,000 if the taxpayer is married
but filing a separate return). These income thresholds
are not adjusted for inflation. For taxable years before
January 1, 2011, the credit offsets both the regular
and the alternative minimum tax.

The child tax credit is refundable to the extent of
10 percent of the taxpayer’s earned income in excess
of $10,500. The percentage increases to 15 percent for
taxable years 2005 through 2010. The $10,500 earned
income threshold is indexed annually for inflation.
Families with three or more children are allowed a
refundable credit for the amount by which their social
security payroll taxes exceed the refundable portion of
their earned income tax credit, if that amount is greater
than the refundable credit based on their earned in-
come in excess of $10,500. For taxable years beginning
after December 31, 2010, the credit is nonrefundable
unless the taxpayer has three or more children and
social security taxes in excess of the refundable portion
of the earned income tax credit.

To assist families with the costs of raising children,
the Administration proposes to increase the amount of
the child tax credit by $400 to $1,000 per child. The
proposal would be effective for taxable years beginning
after December 31, 2002. For 2003, the increased
amount of the child tax credit would be paid in advance
beginning in July on the basis of information on the
taxpayer’s 2002 tax return filed in 2003. Advance pay-
ments would be made in a manner similar to the dis-
tribution of advance payment checks in 2001. The Ad-
ministration is also proposing to extend the EGTRRA
provisions permanently. Thus, in taxable years begin-
ning after December 31, 2010, the credit would be
$1,000, would offset the alternative minimum tax, and
would be partially refundable for families with one or
two children.

Eliminate the double taxation of corporate earn-
ings.—For corporate stock held in taxable accounts,
corporate profits may be taxed twice, once at the share-
holder level and once at the corporate level. If the dis-
tribution is made through multiple corporations, profits
may be taxed more than twice. In contrast, most other
forms of capital income (i.e., interest payments, part-
nership income, and sole-proprietorship income) are
taxed only once. The double taxation of corporate earn-
ings contributes to a number of economic distortions.
These include a tax bias that (a) discourages investing
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in corporations in favor of investing in unincorporated
forms of business and in consumer durables, (b) dis-
courages financing corporate investment with equity in
favor of financing with debt, and (c) discourages distrib-
uting earnings as dividends in favor of distributing
earnings via share repurchases or retaining and rein-
vesting them. By reducing or eliminating these tax bi-
ases, the Administration’s proposal allows markets,
rather than taxes, to determine business investment
and financing decisions. The Administration’s proposal,
which would be effective for taxable years beginning
in 2003, would relieve the double tax on corporate prof-
its by granting tax relief to shareholders. Shareholders
would exclude from taxable income dividends that have
been taxed at the corporate level. Excludable dividends
would come from an excludable dividend account (EDA),
which would reflect income on which the corporation
had paid tax at the highest corporate tax rate. Relief
from double taxation also would be extended to retained
earnings through a shareholder basis adjustment.
Shareholders would receive an increase in basis for
amounts of taxed corporate earnings that are not paid
out as a dividend. This would relieve the capital gains
tax on the retained corporate earnings. The basis ad-
justment would treat the shareholder as if he or she
had received a dividend and reinvested it in the cor-
poration.

Increase expensing for small business.—In lieu
of depreciation, a taxpayer with less than $200,000 in
annual investment may elect to deduct up to $25,000
($24,000 in 2001 and 2002) of the cost of qualifying
property placed in service during the taxable year. The
amount that a small business may expense is reduced
by the amount by which the cost of qualifying property
exceeds $200,000. An election for the increased deduc-
tion must generally be made on the taxpayer’s initial
tax return to which the election applies and the election
can only be revoked with the consent of the Commis-
sioner. The Administration proposes to increase the de-
duction to $75,000 for taxpayers with less than
$325,000 in annual investment (with both limits in-
dexed annually for inflation) and include off-the-shelf
computer software as qualifying property. Additionally,
the Administration proposes to allow expensing elec-
tions to be made or revoked on amended returns. The
proposal would be effective for taxable years beginning
on or after January 1, 2003.

Provide minimum tax relief to individuals.—To
ensure that the benefits from the acceleration of the
individual income tax reductions are not reduced by
the AMT, the Administration proposes to increase the
AMT exemption amount in 2003 and 2004 by $8,000
for married taxpayers and by $4,000 for single tax-
payers, and maintain those exemption levels through
2005.

TAX INCENTIVES

Provide Incentives for Charitable Giving

Provide charitable contribution deduction for
nonitemizers.—Under current law, individual tax-
payers who do not itemize their deductions (non-
itemizers) are not able to deduct contributions to quali-
fied charitable organizations. The Administration pro-
poses to allow nonitemizers to deduct charitable con-
tributions of cash in addition to claiming the standard
deduction, effective for taxable years beginning after
December 31, 2002. Nonitemizers would be allowed to
deduct cash contributions that exceed $250 ($500 for
married taxpayers filing jointly), up to a maximum de-
duction of $250 ($500 for married taxpayers filing joint-
ly). The deduction floor and limits would be indexed
for inflation after 2003. Deductible contributions would
be subject to existing rules governing itemized chari-
table contributions, such as the substantiation require-
ments.

Permit tax-free withdrawals from IRAs for char-
itable contributions.—Under current law, eligible in-
dividuals may make deductible or non-deductible con-
tributions to a traditional IRA. Pre-tax contributions
and earnings in a traditional IRA are included in in-
come when withdrawn. Effective for distributions after
December 31, 2002, the Administration proposes to
allow individuals who have attained age 65 to exclude
from gross income IRA distributions made directly to
a charitable organization. The exclusion would apply
without regard to the percentage-of-AGI limitations
that apply to deductible charitable contributions. The
exclusion would apply only to the extent the individual
receives no return benefit in exchange for the transfer,
and no charitable deduction would be allowed with re-
spect to any amount that is excludable from income
under this provision.

Expand and increase the enhanced charitable
deduction for contributions of food inventory.—A
taxpayer’s deduction for charitable contributions of in-
ventory generally is limited to the taxpayer’s basis
(typically cost) in the inventory. However, for certain
contributions of inventory, C corporations may claim
an enhanced deduction equal to the lesser of: (1) basis
plus one half of the fair market value in excess of
basis, or (2) two times basis. To be eligible for the
enhanced deduction, the contributed property generally
must be inventory of the taxpayer contributed to a
charitable organization and the donee must (1) use the
property consistent with the donee’s exempt purpose
solely for the care of the ill, the needy, or infants,
(2) not transfer the property in exchange for money,
other property, or services, and (3) provide the taxpayer
a written statement that the donee’s use of the property
will be consistent with such requirements. To use the
enhanced deduction, the taxpayer must establish that
the fair market value of the donated item exceeds basis.
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Under the Administration’s proposal, which is de-
signed to encourage contributions of food inventory to
charitable organizations, any taxpayer engaged in a
trade or business would be eligible to claim an en-
hanced deduction for donations of food inventory. The
enhanced deduction for donations of food inventory
would be increased to the lesser of: (1) fair market
value, or (2) two times basis. However, to ensure con-
sistent treatment of all businesses claiming an en-
hanced deduction for donations of food inventory, the
enhanced deduction for qualified food donations by S
corporations and non-corporate taxpayers would be lim-
ited to 10 percent of net income from the trade or
business. A special provision would allow taxpayers
with a zero or low basis in the qualified food donation
(e.g., taxpayers that use the cash method of accounting
for purchases and sales, and taxpayers that are not
required to capitalize indirect costs) to assume a basis
equal to 25 percent of fair market value. The enhanced
deduction would be available only for donations of “ap-
parently wholesome food” (food intended for human con-
sumption that meets all quality and labeling standards
imposed by Federal, state, and local laws and regula-
tions, even though the food may not be readily market-
able due to appearance, age, freshness, grade, size, sur-
plus, or other conditions). The fair market value of “ap-
parently wholesome food” that cannot or will not be
sold solely due to internal standards of the taxpayer
or lack of market, would be determined by taking into
account the price at which the same or substantially
the same food items are sold by the taxpayer at the
time of the contribution or, if not sold at such time,
in the recent past. These proposed changes in the en-
hanced deduction for donations of food inventory would
be effective for taxable years beginning after December
31, 2002.

Reform excise tax based on investment income
of private foundations.—Under current law, private
foundations that are exempt from Federal income tax
are subject to a two-percent excise tax on their net
investment income (one-percent if certain requirements
are met). The excise tax on private foundations that
are not exempt from Federal income tax, such as cer-
tain charitable trusts, is equal to the excess of the
sum of the excise tax that would have been imposed
if the foundation were tax exempt and the amount of
the unrelated business income tax that would have
been imposed if the foundation were tax exempt, over
the income tax imposed on the foundation. To encour-
age increased charitable activity and simplify the tax
laws, the Administration proposes to replace the two
rates of tax on the net investment income of private
foundations that are exempt from Federal income tax
with a single tax rate of one percent. The excise tax
on private foundations not exempt from Federal income
tax would be equal to the excess of the sum of the
one-percent excise tax that would have been imposed
if the foundation were tax exempt and the amount of
the unrelated business income tax what would have
been imposed if the foundation were tax exempt, over

the income tax imposed on the foundation. The pro-
posed change would be effective for taxable years begin-
ning after December 31, 2002.

Modify tax on unrelated business taxable income
of charitable remainder trusts.—A charitable re-
mainder annuity trust is a trust that is required to
pay, at least annually, a fixed dollar amount of at least
five percent of the initial value of the trust to a non-
charity for the life of an individual or for a period
of 20 years or less, with the remainder passing to char-
ity. A charitable remainder unitrust is a trust that
generally is required to pay, at least annually, a fixed
percentage of at least five percent of the fair market
value of the trust’s assets determined at least annually
to a non-charity for the life of an individual or for
a period of 20 years or less, with the remainder passing
to charity. A trust does not qualify as a charitable
remainder annuity trust if the annuity for a year is
greater than 50 percent of the initial fair market value
of the trust’s assets. A trust does not qualify as a chari-
table remainder unitrust if the percentage of assets
that are required to be distributed at least annually
is greater than 50 percent. A trust does not qualify
as a charitable remainder annuity trust or a charitable
remainder unitrust unless the value of the remainder
interest in the trust is at least 10 percent of the value
of the assets contributed to the trust. Distributions
from a charitable remainder annuity trust or charitable
remainder unitrust, which are included in the income
of the beneficiary for the year that the amount is re-
quired to be distributed, are treated in the following
order as: (1) ordinary income to the extent of the trust’s
current and previously undistributed ordinary income
for the trust’s year in which the distribution occurred,
(2) capital gains to the extent of the trust’s current
capital gain and previously undistributed capital gain
for the trust’s year in which the distribution occurred,
(3) other income to the extent of the trust’s current
and previously undistributed other income for the
trust’s year in which the distribution occurred, and (4)
corpus (trust principal).

Charitable remainder annuity trusts and charitable
remainder unitrusts are exempt from Federal income
tax; however, such trusts lose their income tax exemp-
tion for any year in which they have unrelated business
taxable income. Any taxes imposed on the trust are
required to be allocated to trust corpus. The Adminis-
tration proposes to levy a 100-percent excise tax on
the unrelated business taxable income of charitable re-
mainder trusts, in lieu of removing the Federal income
tax exemption for any year in which unrelated business
taxable income is incurred. This change, which is a
more appropriate remedy than loss of tax exemption,
is proposed to become effective for taxable years begin-
ning after December 31, 2002, regardless of when the
trust was created.

Modify basis adjustment to stock of S corpora-
tions contributing appreciated property.—Under
current law, each shareholder in an S corporation sepa-
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rately accounts for his or her pro rata share of the
S corporation’s charitable contributions in determining
his or her income tax liability. A shareholder’s basis
in the stock of the S corporation must be reduced by
the amount of his or her pro rata share of the S cor-
poration’s charitable contribution. In order to preserve
the benefit of providing a charitable contribution deduc-
tion for contributions of appreciated property and to
prevent the recognition of gain on the contributed prop-
erty on the disposition of the S corporation stock, the
Administration proposes to allow a shareholder in an
S corporation to increase his or her basis in the stock
of an S corporation by an amount equal to the excess
of the shareholder’s pro rata share of the S corpora-
tion’s charitable contribution over the stockholder’s pro
rata share of the adjusted basis of the contributed prop-
erty. The proposal would be effective for taxable years
beginning after December 31, 2002.

Repeal the $150 million limitation on qualified
501(c)(8) bonds.—Current law contains a $150 million
limitation on the volume of outstanding, non-hospital,
tax-exempt bonds for the benefit of any one 501(c)(3)
organization. The limitation was repealed in 1997 for
bonds issued after August 5, 1997, at least 95 percent
of the net proceeds of which are used to finance capital
expenditures incurred after that date. However, the
limitation continues to apply to bonds more than five
percent of the net proceeds of which finance or refi-
nance working capital expenditures, or capital expendi-
tures incurred on or before August 5, 1997. In order
to simplify the tax laws and provide consistent treat-
ment of bonds for 501(c)(3) organizations, the Adminis-
tration proposes to repeal the $150 million limitation
in its entirety.

Repeal restrictions on the use of qualified
501(c)(3) bonds for residential rental property.—
Tax-exempt, 501(c)(3) organizations generally may uti-
lize tax-exempt financing for charitable purposes. How-
ever, existing law contains a special limitation under
which 501(c)(3) organizations may not use tax-exempt
financing to acquire existing residential rental property
for charitable purposes unless the property is rented
to low-income tenants or is substantially rehabilitated.
In order to simplify the tax laws and provide consistent
treatment of bonds for 501(c)(3) organizations, the Ad-
ministration proposes to repeal the residential rental
property limitation.

Strengthen and Reform Education

Provide refundable tax credit for certain costs
of attending a different school for pupils assigned
to failing public schools.—Under the Administra-
tion’s proposal, a refundable tax credit would be al-
lowed for 50 percent of the first $5,000 of qualifying
elementary and secondary education expenses incurred
during the taxable year with respect to enrollment of
a qualifying student in a qualifying school. Qualifying
students would be those who, for a given school year,

would normally attend a public school determined by
the State as not having made “adequate yearly
progress” under the terms of the Elementary and Sec-
ondary Education Act as amended by the No Child
Left Behind Act of 2001. A qualifying student in one
school year generally would qualify for an additional
school year even if the school normally attended made
adequate yearly progress by the beginning of the second
school year. A qualifying school would be any public
school making adequate yearly progress or private ele-
mentary or secondary school. Qualifying expenses gen-
erally would be tuition, required fees, and transpor-
tation costs incurred by the taxpayer in connection with
the attendance at a qualifying school. The proposal
would be effective with respect to expenses incurred
beginning with the 2003-2004 school year through the
2007-2008 school year.

Extend, increase and expand the above-the-line
deduction for qualified out-of-pocket classroom ex-
penses.—Under current law, teachers who itemize de-
ductions (do not use the standard deduction) and incur
unreimbursed, job-related expenses are allowed to de-
duct those expenses to the extent that when combined
with other miscellaneous itemized deductions they ex-
ceed two percent of AGI. Current law also allows cer-
tain teachers and other elementary and secondary
school professionals to treat up to $250 in annual quali-
fied out-of-pocket classroom expenses as a non-itemized
deduction (above-the-line deduction), effective for ex-
penses incurred in taxable years beginning after De-
cember 31, 2001 and before January 1, 2004. Unreim-
bursed expenditures for certain books, supplies and
equipment related to classroom instruction qualify for
the above-the-line deduction. Expenses claimed as an
above-the-line deduction cannot be claimed as an
itemized deduction. The Administration proposes to ex-
tend the above-the-line deduction to apply to qualified
out-of-pocket expenditures incurred after December 31,
2003, to increase the deduction to $400, and to expand
the deduction to apply to unreimbursed expenditures
for certain professional training programs.

Invest in Health Care

Provide refundable tax credit for the purchase
of health insurance.—Current law provides a tax
preference for employer-provided group health insur-
ance plans, but not for individually purchased health
insurance coverage except to the extent that deductible
medical expenses exceed 7.5 percent of AGI, the indi-
vidual has self-employment income, or the individual
is eligible under the Trade Act of 2002 to purchase
certain types of qualified health insurance. The Admin-
istration proposes to make health insurance more af-
fordable for individuals not covered by an employer
plan or a public program. Effective for taxable years
beginning after December 31, 2003, a new refundable
tax credit would be provided for the cost of health in-
surance purchased by individuals under age 65. The
credit would provide a subsidy for a percentage of the
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health insurance premium, up to a maximum includ-
able premium. The maximum subsidy percentage would
be 90 percent for low-income taxpayers and would
phase down with income. The maximum credit would
be $1,000 for an adult and $500 for a child. The credit
would be phased out at $30,000 for single taxpayers
and $60,000 for families purchasing a family policy.

Individuals could claim the tax credit for health in-
surance premiums paid as part of the normal tax-filing
process. Alternatively, beginning July 1, 2005, the tax
credit would be available in advance at the time the
individual purchases health insurance. The advance
credit would reduce the premium paid by the individual
to the health insurer, and the health insurer would
be reimbursed directly by the Department of Treasury
for the amount of the advance credit. Eligibility for
an advance credit would be based on an individual’s
prior year tax return. To qualify for the credit, a health
insurance policy would have to include coverage for cat-
astrophic medical expenses. Qualifying insurance could
be purchased in the individual market. Qualifying
health insurance could also be purchased through pri-
vate purchasing groups, state-sponsored insurance pur-
chasing pools, and high-risk pools. Such groups may
help reduce health insurance costs and increase cov-
erage options for individuals, including older and high-
er-risk individuals. Individuals would not be allowed
to claim the credit and make a contribution to an Ar-
cher MSA for the same taxable year.

Provide an above-the-line deduction for long-
term care insurance premiums.—Current law pro-
vides a tax preference for employer-paid long-term care
insurance. However, the vast majority of the long-term
care insurance market consists of individually pur-
chased policies, for which no tax preference is provided
except to the extent that deductible medical expenses
exceed 7.5 percent of AGI or the individual has self-
employment income. Premiums on qualified long-term
care insurance are deductible as a medical expense,
subject to annual dollar limitations that increase with
age. The Administration proposes to make individually-
purchased long-term care insurance (the vast majority
of the long-term care insurance market) more affordable
by creating an above-the-line deduction for qualified
long-term care insurance premiums. To qualify for the
deduction, the long-term care insurance would be re-
quired to meet certain standards providing consumer
protections. The deduction would be available to tax-
payers who individually purchase qualified long-term
care insurance and to those who pay at least 50 percent
of the cost of employer-provided coverage. The deduc-
tion would be effective for taxable years beginning after
December 31, 2003 but would be phased in over four
years. The deduction would be subject to current law
annual dollar limitations on qualified long-term care
insurance premiums.

Allow up to $500 in unused benefits in a health
flexible spending arrangement to be carried for-
ward to the next year.—Under current law, unused

benefits in a health flexible spending arrangement
under a cafeteria plan for a particular year revert to
the employer at the end of the year. Effective for plan
years beginning after December 31, 2003, the Adminis-
tration proposes to allow up to $500 in unused benefits
in a health flexible spending arrangement at the end
of a particular year to be carried forward to the next
plan year.

Provide additional choice with regard to unused
benefits in a health flexible spending arrange-
ment.—In addition to the proposed carryforward of un-
used benefits (see preceding discussion), the Adminis-
tration proposes to allow up to $500 in unused benefits
in a health flexible spending arrangement at the end
of a particular year to be distributed to the participant
as taxable income, contributed to an Archer MSA, or
contributed as a deferral to an employer’s funded retire-
ment plan. Amounts distributed to the participant
would be subject to income tax withholding and employ-
ment taxes. Amounts contributed to an Archer MSA
or retirement plan would be subject to the normal rules
applicable to elective contributions to the receiving plan
or account. The proposal would be effective for plan
years beginning after December 31, 2003.

Permanently extend and reform Archer Medical
Savings Accounts.—Current law allows only self-em-
ployed individuals and employees of small firms to es-
tablish Archer MSAs, and caps the number of accounts
at 750,000. In addition to other requirements, (1) indi-
viduals who establish MSAs must be covered by a high-
deductible health plan (and no other plan) with a de-
ductible of at least $1,700 but not greater than $2,500
for policies covering a single person and a deductible
of at least $3,350 but not greater than $5,050 in all
other cases, (2) tax-preferred contributions are limited
to 65 percent of the deductible for single policies and
75 percent of the deductible for other policies, and (3)
either an individual or an employer, but not both, may
make a tax-preferred contribution to an MSA for a par-
ticular year. The Administration proposes to perma-
nently extend the MSA program, which is scheduled
to expire on December 31, 2003, and to modify the
program to make it more consistent with currently
available health plans. Effective after December 31,
2003, the Administration proposes to remove the
750,000 cap on the number of accounts. In addition,
the program would be reformed by (1) expanding eligi-
bility to include all individuals and employees of firms
of all sizes covered by a high-deductible health plan,
(2) modifying the definition of high deductible to permit
a deductible as low as $1,000 for policies covering a
single person and $2,000 in all other cases, (3) increas-
ing allowable tax-preferred contributions to 100 percent
of the deductible, (4) allowing tax-preferred contribu-
tions by both employers and employees for a particular
year, up to the applicable maximum, (5) allowing con-
tributions to MSAs under cafeteria plans, and (6) per-
mitting qualified plans to provide, without counting
against the deductible, up to $100 of coverage for allow-
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able preventive services per covered individual each
year. Individuals would not be allowed to make a con-
tribution to an MSA and claim the proposed refundable
tax credit for health insurance premiums for the same
taxable year.

Provide an additional personal exemption to
home caregivers of family members.—Current law
provides a tax deduction for certain long-term care ex-
penses. In addition, taxpayers are allowed to claim ex-
emptions for themselves (and their spouses, if married)
and dependents who they support. However, neither
provision may meet the needs of taxpayers who provide
long-term care in their own home for close family mem-
bers. Effective for taxable years beginning after Decem-
ber 31, 2003, the Administration proposes to provide
an additional personal exemption to taxpayers who care
for certain qualified family members who reside with
the taxpayer in the household maintained by the tax-
payer. A taxpayer is considered to maintain a house-
hold only if he or she furnishes over half of the annual
cost of maintaining the household. Qualified family
members would include any individual with long-term
care needs who is (1) the spouse of the taxpayer or
an ancestor of the taxpayer or the spouse of such an
ancestor and (2) a member of the taxpayer’s household
for the entire year. An individual would be considered
to have long-term care needs if he or she were certified
by a licensed physician (prior to the filing of a return
claiming the exemption) as, for at least 180 consecutive
days, unable to perform at least two activities of daily
living without substantial assistance from another indi-
vidual due to a loss of functional capacity; or, alter-
natively, (1) requiring substantial supervision to be pro-
tected from threats to his or her own health and safety
due to severe cognitive impairment and (2) being un-
able to perform at least one activity of daily living
or being unable to engage in age appropriate activities.

Allow the orphan drug tax credit for certain pre-
designation expenses.—Current law provides a 50-
percent credit for expenses related to human clinical
testing of drugs for the treatment of certain rare dis-
eases and conditions (“orphan drugs”). A taxpayer may
claim the credit only for expenses incurred after the
Food and Drug Administration (FDA) designates a drug
as a potential treatment for a rare disease or condition.
This creates an incentive to defer clinical testing for
orphan drugs until the taxpayer receives the FDA’s
approval and increases complexity for taxpayers by
treating pre-designation and post-designation clinical
expenses differently. The Administration proposes to
allow taxpayers to defer claiming the orphan drug tax
credit until the drug receives FDA designation as a
potential treatment for a rare disease or condition. The
taxpayer would be permitted to claim the credit for
pre-designation costs either in the year of approval,
or to file an amended return to claim the credit for
prior years. The proposal would be effective for quali-
fied expenses incurred after December 31, 2002.

Encourage Telecommuting

Exclude from income the value of employer-pro-
vided computers, software and peripherals.—Under
current law, the value of computers and related equip-
ment and services provided by an employer to an em-
ployee for home use is generally allocated between busi-
ness and personal use. The business-use portion is ex-
cluded from the employee’s income whereas the per-
sonal-use portion is subject to income and payroll taxes.
In order to simplify recordkeeping, improve compliance,
and encourage telecommuting, the Administration pro-
poses to allow individuals to exclude from income the
value of employer-provided computers and related
equipment and services necessary to perform work for
the employer at home. The employee would be required
to make substantial use of the equipment to perform
work for the employer. Substantial business use would
include standby use for periods when work from home
may be required by the employer, such as during work
closures caused by the threat of terrorism, inclement
weather, or natural disasters. The proposal would be
effective for taxable years beginning after December
31, 2003.

Increase Housing Opportunities

Provide tax credit for developers of affordable
single-family housing.—The Administration proposes
to provide annual tax credit authority to states (includ-
ing U.S. possessions) designed to promote the develop-
ment of affordable single-family housing in low-income
urban and rural neighborhoods. Beginning in calendar
year 2004, first-year credit authority equal to the
amount provided for low-income rental housing tax
credits would be made available to each state. That
amount is equal to the greater of $2 million or $1.75
per capita (indexed annually for inflation after 2002).
State housing agencies would award first-year credits
to single-family housing units comprising a project lo-
cated in a census tract with median income equal to
80 percent or less of area median income. Units in
condominiums and cooperatives could qualify as single-
family housing. Credits would be awarded as a fixed
amount for individual units comprising a project. The
present value of the credits, determined on the date
of a qualifying sale, could not exceed 50 percent of
the cost of constructing a new home or rehabilitating
an existing property. The taxpayer (developer or inves-
tor partnership) owning the housing unit immediately
prior to the sale to a qualified buyer would be eligible
to claim credits over a five-year period beginning on
the date of sale. Eligible homebuyers would be required
to have incomes equal to 80 percent or less of area
median income. Certain technical features of the provi-
sion would follow similar features of current law with
respect to the low-income housing tax credit and mort-
gage revenue bonds.
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Encourage Saving

Establish Individual Development Accounts
(IDAs).—The Administration proposes to allow eligible
individuals to make contributions to a new savings ve-
hicle, the Individual Development Account, which would
be set up and administered by qualified financial insti-
tutions, nonprofit organizations, or Indian tribes (quali-
fied entities). Citizens or legal residents of the United
States between the ages of 18 and 60 who cannot be
claimed as a dependent on another taxpayer’s return,
are not students, and who meet certain income limita-
tions would be eligible to establish and contribute to
an IDA. A single taxpayer would be eligible to establish
and contribute to an IDA if his or her modified AGI
in the preceding taxable year did not exceed $20,000
($30,000 for heads of household, and $40,000 for mar-
ried taxpayers filing a joint return). These thresholds
would be indexed annually for inflation beginning in
2005. Qualified entities that set up and administer
IDAs would be required to match, dollar-for-dollar, the
first $500 contributed by an eligible individual to an
IDA in a taxable year. Qualified entities would be al-
lowed a 100 percent tax credit for up to $500 in annual
matching contributions to each IDA, and a $50 tax
credit for each IDA maintained at the end of a taxable
year with a balance of not less that $100 (excluding
the taxable year in which the account was established).
Matching contributions and the earnings on those con-
tributions would be deposited in a separate “parallel
account.” Contributions to an IDA by an eligible indi-
vidual would not be deductible, and earnings on those
contributions would be included in income. Matching
contributions by qualified entities and the earnings on
those contributions would be tax-free. Withdrawals
from the parallel account may be made only for quali-
fied purposes (higher education, the first-time purchase
of a home, business start-up, and qualified rollovers).
Withdrawals from the IDA for other than qualified pur-
poses may result in the forfeiture of some or all match-
ing contributions and the earnings on those contribu-
tions. The proposal would be effective for contributions
made after December 31, 2004 and before January 1,
2012, to the first 900,000 IDA accounts opened before
January 1, 2010.

Protect the Environment

Permanently extend expensing of brownfields re-
mediation costs.—Taxpayers may elect to treat certain
environmental remediation expenditures that would
otherwise be chargeable to capital account as deductible
in the year paid or incurred. Under current law, the
ability to deduct such expenditures expires with respect
to expenditures paid or incurred after December 31,
2003. The Administration proposes to permanently ex-
tend this provision, facilitating its use by businesses
to undertake projects that may extend beyond the cur-
rent expiration date and be uncertain in overall dura-
tion.

Exclude 50 percent of gains from the sale of
property for conservation purposes.—The Adminis-
tration proposes to create a new incentive for private,
voluntary land protection. This incentive is a cost-effec-
tive, non-regulatory approach to conservation. Under
the proposal, when land (or an interest in land or
water) is sold for conservation purposes, only 50 percent
of any gain would be included in the seller’s income.
This proposal applies to conservation easements and
similar sales of partial interest in land for conservation
purposes, such as development rights and agricultural
conservation easements. To be eligible for the exclusion,
the sale may be either to a government agency or to
a qualified conservation organization, and the buyer
must supply a letter of intent that the acquisition will
serve conservation purposes. In addition, the taxpayer
or a member of the taxpayer’s family must have owned
the property for the three years immediately preceding
the sale. Antiabuse provisions will ensure that the con-
servation purposes continue to be served. The provision
would be effective for sales taking place on or after
January 1, 2004.

Increase Energy Production and Promote
Energy Conservation

Extend and modify the tax credit for producing
electricity from certain sources.—Taxpayers are pro-
vided a 1.5-cent-per-kilowatt-hour tax credit, adjusted
for inflation after 1992, for electricity produced from
wind, closed-loop biomass (organic material from a
plant grown exclusively for use at a qualified facility
to produce electricity), and poultry waste. To qualify
for the credit, the electricity must be sold to an unre-
lated third party and must be produced during the
first 10 years of production at a facility placed in serv-
ice before January 1, 2004. The Administration pro-
poses to extend the credit for electricity produced from
wind and biomass to facilities placed in service before
January 1, 2006. In addition, eligible biomass sources
would be expanded to include certain biomass from for-
est-related resources, agricultural sources, and other
specified sources. Special rules would apply to biomass
facilities placed in service before January 1, 2003. Elec-
tricity produced at such facilities from newly eligible
sources would be eligible for the credit only from Janu-
ary 1, 2003 through December 31, 2005, and at a rate
equal to 60 percent of the generally applicable rate.
Electricity produced from newly eligible biomass co-
fired in coal plants would also be eligible for the credit
only from January 1, 2003 through December 31, 2005,
and at a rate equal to 30 percent of the generally appli-
cable rate. The Administration also proposes to modify
the rules relating to governmental financing of qualified
facilities. There would be no percentage reduction in
the credit for governmental financing attributable to
tax-exempt bonds. Instead, such financing would reduce
the credit only to the extent necessary to offset the
value of the tax exemption. The rules relating to leased
facilities would also be modified to permit the lessee,
rather than the owner, to claim the credit.
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Provide tax credit for residential solar energy
systems.—Current law provides a 10-percent invest-
ment tax credit to businesses for qualifying equipment
that uses solar energy to generate electricity; to heat,
cool or provide hot water for use in a structure; or
to provide solar process heat. A credit currently is not
provided for nonbusiness purchases of solar energy
equipment. The Administration proposes a new tax
credit for individuals who purchase solar energy equip-
ment to generate electricity (photovoltaic equipment)
or heat water (solar water heating equipment) for use
in a dwelling unit that the individual uses as a resi-
dence, provided the equipment is used exclusively for
purposes other than heating swimming pools. The pro-
posed nonrefundable credit would be equal to 15 per-
cent of the cost of the equipment and its installation;
each individual taxpayer would be allowed a maximum
credit of $2,000 for photovoltaic equipment and $2,000
for solar water heating equipment. The credit would
apply to photovoltaic equipment placed in service after
December 31, 2002 and before January 1, 2008 and
to solar water heating equipment placed in service after
December 31, 2002 and before January 1, 2006.

Modify treatment of nuclear decommissioning
funds.—Under current law, deductible contributions to
nuclear decommissioning funds are limited to the
amount included in the taxpayer’s cost of service for
ratemaking purposes. For deregulated utilities, this
limitation may result in the denial of any deduction
for contributions to a nuclear decommissioning fund.
The Administration proposes to repeal this limitation.

Also under current law, deductible contributions are
not permitted to exceed the amount the IRS determines
to be necessary to provide for level funding of an
amount equal to the taxpayer’s post-1983 decommis-
sioning costs. The Administration proposes to permit
funding of all decommissioning costs through deductible
contributions. Any portion of these additional contribu-
tions relating to pre-1984 costs that exceeds the amount
previously deducted (other than under the nuclear de-
commissioning fund rules) or excluded from the tax-
payer’s gross income on account of the taxpayer’s liabil-
ity for decommissioning costs, would be allowed as a
deduction ratably over the remaining useful life of the
nuclear power plant.

The Administration’s proposal would also permit tax-
payers to make deductible contributions to a qualified
fund after the end of the nuclear power plant’s esti-
mated useful life and would provide that nuclear de-
commissioning costs are deductible when paid. These
changes in the treatment of nuclear decommissioning
funds are proposed to be effective for taxable years
beginning after December 31, 2002.

Provide tax credit for purchase of certain hybrid
and fuel cell vehicles.—Under current law, a 10-per-
cent 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 2004. The cred-
it begins to phase down in 2004 and is not available

after 2006. A qualified electric vehicle is a motor vehicle
that is powered primarily by an electric motor drawing
current from rechargeable batteries, fuel cells, or other
portable sources of electric current, the original use
of which commences with the taxpayer, and that is
acquired for use by the taxpayer and not for resale.
Electric vehicles and hybrid vehicles (those that have
more than one source of power on board the vehicle)
have the potential to reduce petroleum consumption,
air pollution and greenhouse gas emissions. To encour-
age the purchase of such vehicles, the Administration
is proposing the following tax credits: (1) A credit of
up to $4,000 would be provided for the purchase of
qualified hybrid vehicles after December 31, 2002 and
before January 1, 2008. The amount of the credit would
depend on the percentage of maximum available power
provided by the rechargeable energy storage system and
the amount by which the vehicle’s fuel economy exceeds
the 2000 model year city fuel economy. (2) A credit
of up to $8,000 would be provided for the purchase
of new qualified fuel cell vehicles after December 31,
2002 and before January 1, 2008. A minimum credit
of $4,000 would be provided, which would increase as
the vehicle’s fuel efficiency exceeded the 2000 model
year city fuel economy, reaching a maximum credit of
$8,000 if the vehicle achieved at least 300 percent of
the 2000 model year city fuel economy.

Provide tax credit for energy produced from
landfill gas.—Taxpayers that produce gas from bio-
mass (including landfill methane) are eligible for a tax
credit equal to $3 per barrel-of-oil equivalent (the
amount of gas that has a British thermal unit content
of 5.8 million), adjusted by an inflation adjustment fac-
tor for the calendar year in which the sale occurs. To
qualify for the credit, the gas must be produced domes-
tically from a facility placed in service by the taxpayer
before July 1, 1998, pursuant to a written binding con-
tract in effect before January 1, 1997. In addition, the
gas must be sold to an unrelated person before January
1, 2008. The Administration proposes to extend the
credit to apply to landfill methane produced from a
facility (or portion of a facility) placed in service after
December 31, 2002 and before January 1, 2011, and
sold (or used to produce electricity that is sold) before
January 1, 2011. The credit for fuel produced at land-
fills subject to EPA’s 1996 New Source Performance
Standards/Emissions Guidelines would be limited to
two-thirds of the otherwise applicable amount begin-
ning on January 1, 2008, if any portion of the facility
for producing fuel at the landfill was placed in service
before July 1, 1998, and beginning on January 1, 2003,
in all other cases.

Provide tax credit for combined heat and power
property.—Combined heat and power (CHP) systems
are used to produce electricity (and/or mechanical
power) and usable thermal energy from a single pri-
mary energy source. Depreciation allowances for CHP
property vary by asset use and capacity. No income
tax credit is provided under current law for investment
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in CHP property. CHP systems utilize thermal energy
that is otherwise wasted in producing electricity by
more conventional methods and achieve a greater level
of overall energy efficiency, thereby lessening the con-
sumption of primary fossil fuels, lowering total energy
costs, and reducing carbon emissions. To encourage in-
creased energy efficiency by accelerating planned in-
vestments and inducing additional investments in such
systems, the Administration is proposing a 10-percent
investment credit for qualified CHP systems with an
electrical capacity in excess of 50 kilowatts or with
a capacity to produce mechanical power in excess of
67 horsepower (or an equivalent combination of elec-
trical and mechanical energy capacities). A qualified
CHP system would be required to produce at least 20
percent of its total useful energy in the form of thermal
energy and at least 20 percent of its total useful energy
in the form of electrical or mechanical power (or a com-
bination thereof) and would also be required to satisfy
an energy-efficiency standard. For CHP systems with
an electrical capacity in excess of 50 megawatts (or
a mechanical energy capacity in excess of 67,000 horse-
power), the total energy efficiency would have to exceed
70 percent. For smaller systems, the total energy effi-
ciency would have to exceed 60 percent. Investments
in qualified CHP assets that are otherwise assigned
cost recovery periods of less than 15 years would be
eligible for the credit, provided that the taxpayer elects
to treat such property as having a 22-year class life
(and thus depreciates the property using a 15-year re-
covery period). The credit, which would be treated as
an energy credit under the investment credit component
of the general business credit, and could not be used
in conjunction with any other credit for the same equip-
ment, would apply to investments in CHP property
placed in service after December 31, 2002 and before
January 1, 2008.

Provide excise tax exemption (credit) for eth-
anol.—Under current law an income tax credit and
an excise tax exemption are provided for ethanol and
renewable source methanol used as a fuel. In general,
the income tax credit for ethanol is 52 cents per gallon,
but small ethanol producers (those producing less than
30 million gallons of ethanol per year) qualify for a
credit of 62 cents per gallon on the first 15 million
gallons of ethanol produced in a year. A credit of 60
cents per gallon is allowed for renewable source meth-
anol. As an alternative to the income tax credit, gasohol
blenders may claim a gasoline tax exemption of 52
cents for each gallon of ethanol and 60 cents for each
gallon of renewable source methanol that is blended
into qualifying gasohol. The rates for the ethanol credit
and exemption are each reduced by 1 cent per gallon
in 2005. The income tax credit expires on December
31, 2007 and the excise tax exemption expires on Sep-
tember 30, 2007. Neither the credit nor the exemption
apply during any period in which motor fuel taxes dedi-
cated to the Highway Trust Fund are limited to 4.3
cents per gallon. The Administration proposes to extend
both the income tax credit and the excise tax exemption

through December 31, 2010. The current law rule pro-
viding that neither the credit nor the exemption apply
during any period in which motor fuel taxes dedicated
to the Highway Trust Fund are limited to 4.3 cents
per gallon would be retained.

Promote Trade

Implement free trade agreements with Chile and
Singapore.—Free trade agreements are expected to be
completed with Chile and Singapore in 2003, with ten-
year implementation to begin in fiscal year 2004. These
agreements will benefit U.S. producers and consumers,
as well as strengthen the economies of Chile and Singa-
pore. In addition, these agreements will establish prece-
dents in our market opening efforts in two important
and dynamic regions—Latin America and Southeast
Asia.

Improve Tax Administration

Modify the IRS Restructuring and Reform Act
of 1998 (RRA98).—The proposed modification to
RRA98 is comprised of six parts. The first part modifies
employee infractions subject to mandatory termination
and permits a broader range of available penalties. It
strengthens taxpayer privacy while reducing employee
anxiety resulting from unduly harsh discipline or un-
founded allegations. The second part adopts measures
to curb frivolous submissions and filings that are in-
tended to impede or delay tax administration. The third
part allows the IRS to terminate installment agree-
ments when taxpayers fail to make timely tax deposits
and file tax returns on current liabilities. The fourth
part streamlines jurisdiction over collection due process
cases in the Tax Court, thereby simplifying procedures
and reducing the cycle time for certain collection due
process cases. The fifth part permits taxpayers to enter
into installment agreements that do not guarantee full
payment of liability over the life of the agreement. It
allows the IRS to enter into agreements with taxpayers
who desire to resolve their tax obligations but cannot
make payments large enough to satisfy their entire li-
ability and for whom an offer in compromise is not
a viable alternative. The sixth part eliminates the re-
quirement that the IRS Chief Counsel provide an opin-
ion for any accepted offer-in-compromise of unpaid tax
(including interest and penalties) equal to or exceeding
$50,000. This proposal requires that the Treasury Sec-
retary establish standards to determine when an opin-
ion is appropriate.

Initiate IRS cost saving measures.—The Adminis-
tration has two proposals to improve IRS efficiency and
performance from current resources. The first proposal
modifies the way that Financial Management Services
(FMS) recovers its transaction fees for processing IRS
levies by permitting FMS to retain a portion of the
amount collected before transmitting the balance to the
IRS, thereby reducing government transaction costs.
The offset amount would be included as part of the
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15-percent limit on levies against income and would
also be credited against the taxpayer’s liability. The
second proposal extends the April filing date for elec-
tronically filed tax returns by at least ten days to help
encourage the growth of electronic filing.

Repeal section 132 of the Revenue Act of 1978
and amend the tax code to authorize the Secretary
of the Treasury to issue rules to address inappro-
priate nonqualified deferred compensation ar-
rangements.—Section 132 currently prohibits the In-
ternal Revenue Service from issuing new regulations
on many aspects of nonqualified deferred compensation
arrangements, restricting the ability of the IRS to re-
spond effectively to these arrangements. Under the Ad-
ministration’s proposal, that prohibition would be re-
moved and the Secretary of the Treasury would be
given express authority to issue new rules. It is ex-
pected that new guidance would address when an indi-
vidual’s access to compensation is considered subject
to substantial limitation, the extent to which company
assets may be designated as available to meet deferred
compensation obligations, and when an arrangement
is treated as funded.

Permit private collection agencies to engage in
specific, limited activities to support IRS collec-
tion efforts.—The resource and collection priorities of
the IRS do not permit it to continually pursue all out-
standing tax liabilities. Many taxpayers are aware of
their outstanding tax liabilities but have failed to pay
them. The use of private collection agencies, or PCAs,
to support IRS collection efforts would enable the Gov-
ernment to reach these taxpayers to obtain payment
while allowing the IRS to focus its own enforcement
resources on more complex cases and issues. PCAs
would not have any enforcement power, and they would
be strictly prohibited from threatening enforcement ac-
tion or violating any taxpayer confidentiality protection
or other taxpayer right. The IRS would be required
to closely monitor PCA activities and performance, in-
cluding the protection of taxpayer rights. PCAs would
be compensated out of the revenue collected through
their activities, although compensation would be based
on quality of service, taxpayer satisfaction, and case
resolution, in addition to collection results.

Combat abusive tax avoidance transactions.—Al-
though the vast majority of taxpayers and practitioners
do their best to comply with the law, some actively
promote or engage in transactions structured to gen-
erate tax benefits never intended by Congress. Such
abusive transactions harm the public fisc, erode the
public’s respect for the tax laws, and consume valuable
IRS resources. The Administration has proposed a num-
ber of regulatory and legislative changes designed to
significantly enhance the current enforcement regime
and curtail the use of abusive tax avoidance trans-
actions. These proposed changes include (1) the modi-
fication of the definition of a reportable transaction,
(2) the issuance of a coordinated set of disclosure, reg-

istration and investor list maintenance rules, (3) the
imposition of new or increased penalties for the failure
to disclose and register reportable transactions and for
the failure to report an interest in a foreign financial
account, (4) the prevention of “income separation”
transactions structured to create immediate tax losses
or to convert current ordinary income into deferred cap-
ital gain, and (5) the denial of foreign tax credits with
respect to any foreign withholding taxes if the under-
lying property was not held for a specified minimum
period of time. A number of administrative proposals
already have been carried out by the Treasury Depart-
ment and the IRS.

Limit related party interest deductions.—Current
law (section 163(j) of the Internal Revenue Code) denies
U.S. tax deductions for certain interest expenses paid
to a related party where (1) the corporation’s debt-eq-
uity ratio exceeds 1.5 to 1.0, and (2) net interest ex-
penses exceed 50 percent of the corporation’s adjusted
taxable income (computed by adding back net interest
expense, depreciation, amortization, depletion, and any
net operating loss deduction). If these thresholds are
exceeded, no deduction is allowed for interest in excess
of the 50-percent limit that is paid to a related party
and that is not subject to U.S. tax. Any interest that
is disallowed in a given year is carried forward indefi-
nitely and may be deductible in a subsequent taxable
year. A three-year carryforward for any excess limita-
tion (the amount by which interest expense for a given
year falls short of the 50-percent limit) is also allowed.
Because of the opportunities available under current
law to inappropriately reduce U.S. tax on income
earned on U.S. operations through the use of foreign
related-party debt, the Administration proposes to
tighten the interest disallowance rules of section 163(j).

Reform Unemployment Insurance

Reform unemployment insurance administrative
financing.—Current law funds the administrative
costs of the unemployment insurance system and re-
lated programs out of the Federal Unemployment Tax
(FUTA) paid by employers. FUTA is set at 0.8 percent
of the first $7,000 in covered wages, which includes
a 0.2 percent surtax scheduled to expire in 2007. State
unemployment taxes are deposited into the Unemploy-
ment Trust Fund and used by States to pay unemploy-
ment benefits. Under current law, FUTA balances in
excess of statutory ceilings are distributed to the States
to pay unemployment benefits or the administrative
costs of the system (these are known as Reed Act trans-
fers). The Administration has a comprehensive proposal
to reform the administrative financing of this system.
It proposes to eliminate the FUTA surtax in 2005, and
make additional rate cuts to achieve a net FUTA tax
rate of 0.2 percent in 2009. The proposal will transfer
administrative funding control to the States in 2006
and allow them to use their benefit taxes to pay these
costs. In addition, the Administration supports special
distributions of $2.7 billion in Reed Act funds on Octo-
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ber 1, 2006 and October 1, 2007, to be used for adminis-
trative expenses in the transition.

OTHER PROPOSALS

Deposit full amount of excise tax imposed on
gasohol in the Highway Trust Fund.—Under cur-
rent law, an 18.4-cents-per-gallon excise tax is imposed
on gasoline. In general, 18.3 cents per gallon of the
gasoline excise tax is deposited in the Highway Trust
Fund and 0.1 cent per gallon is deposited in the Leak-
ing Underground Storage Tank (LUST) Trust Fund. In
the case of gasohol, which is taxed at a reduced rate,
2.5 cents per gallon is retained in the General Fund
of the Treasury, 0.1 cent per gallon is deposited in
the LUST Trust Fund, and the balance of the reduced
rate is deposited in the Highway Trust Fund. The Ad-
ministration believes that it is appropriate that the en-
tire amount of the excise tax on gasohol (except for
the 0.1 cent per gallon deposited in the LUST Trust
Fund) be deposited in the Highway Trust Fund. Effec-
tive for collections after September 30, 2003, the Ad-
ministration proposes to transfer the 2.5 cents per gal-
lon of the gasohol excise tax that is currently retained
in the General Fund of the Treasury to the Highway
Trust Fund.

Increase Indian gaming activity fees.—The Na-
tional Indian Gaming Commission regulates and mon-
itors gaming operations conducted on Indian lands.
Since 1998, the Commission has been prohibited from
collecting more than $8 million in annual fees from
gaming operations to cover the costs of its oversight
responsibilities. The Administration proposes to amend
the current fee structure so that the Commission can
adjust its activities to the growth in the Indian gaming
industry.

SIMPLIFY THE TAX LAWS

Establish wuniform definition of a qualifying
child.—The tax code provides assistance to families
with children through the dependent exemption, head-
of-household filing status, child tax credit, child and
dependent care tax credit, and earned income tax credit
(EITC). However, because each provision defines an eli-
gible “child” differently, taxpayers must wade through
pages of bewildering rules and instructions, resulting
in confusion and error. The Administration proposes
to harmonize the definition of qualifying child across
these five related tax benefits, thereby reducing both
compliance and administrative costs. Under the Admin-
istration’s proposal, a qualifying child must meet the
following three tests: (1) Relationship—The child must
be the taxpayer’s biological or adopted child, stepchild,
sibling, or step-sibling, a descendant of one of these
individuals, or a foster child. (2) Residence—The child
must live with the taxpayer in the same principal home
in the United States for more than half of the year.
(3) Age—The child must be under age 19, a full-time
student if over 18 and under 24, or totally and perma-

nently disabled. Neither the support nor gross income
tests of current law would apply to qualifying children
who meet these three tests. In addition, taxpayers
would no longer be required to meet a household main-
tenance test when claiming the child and dependent
care tax credit. Current law requirements that a child
be under age 13 for the dependent care credit and
under age 17 for the child tax credit, would be main-
tained. Taxpayers generally could continue to claim in-
dividuals who do not meet the proposed relationship,
residency, or age tests as dependents if they meet the
requirements under current law, and no other taxpayer
claims the same individual.

Simplify adoption tax provisions.—Under current
law, for taxable years beginning before January 1, 2011,
the following tax benefits are provided to taxpayers
who adopt children: (1) a nonrefundable tax credit for
qualified expenses incurred in the adoption of a child,
up to a certain limit, and (2) the exclusion from gross
income of qualified adoption expenses paid or reim-
bursed by an employer under an adoption assistance
program, up to a certain limit. Taxpayers may not
claim the credit for expenses that are excluded from
gross income. In 2003, the limitation on qualified adop-
tion expenses for both the credit and the exclusion is
$10,160. Taxpayers who adopt children with special
needs may claim the full $10,160 credit or exclusion
even if adoption expenses are less than this amount.
Taxpayers may carry forward unused credit amounts
for up to five years. When modified adjusted gross in-
come exceeds $152,390 (in 2003), both the -credit
amount and the amount excluded from gross income
are reduced pro-rata over the next $40,000 of modified
adjusted gross income. The maximum credit and exclu-
sion and the income at which the phase-out range be-
gins are indexed annually for inflation. For taxable
years beginning after December 31, 2010, taxpayers
will be able to claim the credit only if they incur ex-
penses for the adoption of children with special needs.
For these taxpayers the qualified expense limit will
be $6,000, the credit will be reduced pro-rata between
$75,000 and $115,000 of modified adjusted gross in-
come, and the credit amount and phase-out range will
not be indexed annually for inflation. Taxpayers may
not exclude employer-provided adoption assistance from
gross income for taxable years beginning after Decem-
ber 31, 2010.

To reduce marginal tax rates and simplify computa-
tions of tax liabilities, the Administration is proposing
to eliminate the income phaseout of the adoption tax
credit and exclusion. The proposal would be effective
for taxable years beginning after December 31, 2002.
The broader eligibility criteria, larger qualifying ex-
pense limitations, and the employer exclusion would
apply in taxable years beginning after December 31,
2010 as a result of the Administration’s proposal to
extend the EGTRRA provisions permanently.

Expand tax-free savings opportunities.—Under
current law, individuals can contribute to traditional
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IRAs, nondeductible IRAs, and Roth IRAs, each subject
to different sets of rules. For example, contributions
to traditional IRAs are deductible, while distributions
are taxed; contributions to Roth IRAs are taxed, but
distributions are excluded from income. In addition, eli-
gibility to contribute is subject to various age and in-
come limits. While primarily intended for retirement
saving, withdrawals for certain education, medical, and
other non-retirement expenses are penalty free. The
eligibility and withdrawal restrictions for these ac-
counts complicate compliance and limit incentives to
save.

The Administration proposes to replace current law
IRAs with two new savings accounts: a Lifetime Sav-
ings Accounts (LSA) and a Retirement Savings Account
(RSA). Regardless of age or income, individuals could
make annual nondeductible contributions of $7,500 to
an LSA and $7,500 (or earnings if less) to an RSA.
Distributions from an LSA would be excluded from in-
come and, unlike current law, could be made at anytime
for any purpose without restriction. Distributions from
an RSA would be excluded from income after attaining
age 58 or in the event of death or disability. All other
distributions would be included in income (to the extent
they exceed basis) and subject to an additional tax.
Distributions would be deemed to come from basis first.
The proposal would be effective for contributions made
after December 31, 2002 and future year contribution
limits would be indexed for inflation.

Existing Roth IRAs would be renamed RSAs and
would be subject to the new rules for RSAs. Existing
traditional and nondeductible IRAs could be converted
into an RSA by including the conversion amount (ex-
cluding basis) in gross income, similar to a current-
law Roth conversion. However, no income limit would
apply to the ability to convert. Taxpayers who convert
IRAs to RSAs could spread the included conversion
amount over several years. Existing traditional or non-
deductible TRAs that are not converted to RSAs could
not accept any new contributions. New traditional IRAs
could be created to accommodate rollovers from em-
ployer plans, but they could not accept any new indi-
vidual contributions. Individuals wishing to roll an
amount directly from an employer plan to an RSA could
do so by including the rollover amount (excluding basis)
in gross income (i.e., “converting” the rollover, similar
to a current law Roth conversion).

Consolidate employer-based savings accounts.—
Current law provides multiple types of tax-preferred
employer-based savings accounts to encourage savings
for retirement. The accounts have similar goals but are
subject to different sets of rules regulating eligibility,
contribution limits, tax treatment, and withdrawal re-
strictions. For example, 401(k) plans for private employ-
ers, SIMPLE 401(k) plans for small employers, 403(b)
plans for 501(c)(3) organizations and public schools, and
457 plans for State and local governments are all sub-
ject to different rules. To qualify for tax benefits, plans
must satisfy multiple requirements. Among the require-
ments, the plan may not discriminate in favor of highly

compensated employees (HCEs) with regard either to
coverage or to amount or availability of contributions
or benefits. Rules covering employer-based savings ac-
counts are among the lengthiest and most complicated
sections of the tax code and associated regulations. This
complexity imposes substantial costs on employers, par-
ticipants, and the government, and likely has inhibited
the adoption of retirement plans by employers, espe-
cially small employers.

The Administration proposes to consolidate 401(k),
SIMPLE 401(k), 403(b), and 457 plans, as well as SIM-
PLE IRAs and SARSEPs, into a single type of plan—
Employee Retirement Savings Accounts (ERSAs)—that
would be available to all employers. Defined-contribu-
tion plan qualification rules would be simplified, while
maintaining their intent. In particular, top-heavy rules
would be repealed and ERSA non-discrimination rules
would be simplified and include a new ERSA non-dis-
crimination safe-harbor. For example, under one of the
safe-harbor options, a plan would satisfy the non-
discrimination rules if it provided a 50-percent match
on elective contributions up to six percent of compensa-
tion. By creating a simplified and uniform set of rules,
the proposal would substantially reduce complexity. The
proposal would be effective for taxable years beginning
after December 31, 2003.

EXPIRING PROVISIONS

Temporarily Extend Expiring Provisions

Extend and modify the work opportunity tax
credit and the welfare-to-work tax credit.—Under
present law, the work opportunity tax credit provides
incentives for hiring individuals from certain targeted
groups. The credit generally applies to the first $6,000
of wages paid to several categories of economically dis-
advantaged or handicapped workers. The credit rate
is 25 percent of qualified wages for employment of at
least 120 hours but less than 400 hours and 40 percent
for employment of 400 or more hours. The credit is
available for a qualified individual who begins work
before January 1, 2004.

Under present law, the welfare-to-work tax credit
provides an incentive for hiring certain recipients of
long-term family assistance. The credit is 35 percent
of up to $10,000 of eligible wages in the first year
of employment and 50 percent of wages up to $10,000
in the second year of employment. Eligible wages in-
clude cash wages plus the cash value of certain em-
ployer-paid health, dependent care, and educational
fringe benefits. The minimum employment period that
employees must work before employers can claim the
credit is 400 hours. This credit is available for qualified
individuals who begin work before January 1, 2004.

The Administration proposes to simplify employment
incentives by combining the credits into one credit and
making the rules for computing the combined credit
simpler. The credits would be combined by creating
a new welfare-to-work targeted group under the work
opportunity tax credit. The minimum employment peri-
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ods and credit rates for the first year of employment
under the present work opportunity tax credit would
apply to welfare-to-work employees. The maximum
amount of eligible wages would continue to be $10,000
for welfare-to-work employees and $6,000 for other tar-
geted groups. In addition, the second year 50-percent
credit currently available under the welfare-to-work
credit would continue to be available for welfare-to-
work employees under the modified work opportunity
tax credit. Qualified wages would be limited to cash
wages. The work opportunity tax credit would also be
simplified by eliminating the need to determine family
income for qualifying ex-felons (one of the present tar-
geted groups). The modified work opportunity tax credit
would apply to individuals who begin work after De-
cember 31, 2003 and before January 1, 2006.

Extend minimum tax relief for individuals.—A
temporary provision of current law permits nonrefund-
able personal tax credits to offset both the regular tax
and the alternative minimum tax, for taxable years
beginning before January 1, 2004. The Administration
is concerned that the AMT may limit the benefit of
personal tax credits and impose financial and compli-
ance burdens on taxpayers who have few, if any, tax
preference items and who were not the originally in-
tended targets of the AMT. The Administration pro-
poses to extend minimum tax relief for nonrefundable
personal credits for two years, to apply to taxable years
2004 and 2005. The proposed extension does not apply
to the child credit, the earned income credit or the
adoption credit, which were provided AMT relief
through December 31, 2010 under the Economic Growth
and Tax Relief Reconciliation Act of 2001. The refund-
able portion of the child credit and the earned income
tax credit are also allowed against the AMT through
December 31, 2010.

A temporary provision of current law increased the
AMT exemption amounts to $35,750 for single tax-
payers, $49,000 for married taxpayers filing a joint re-
turn and surviving spouses, and $24,500 for married
taxpayers filing a separate return and estates and
trusts. Effective for taxable years beginning after De-
cember 31, 2004, the AMT exemption amounts will de-
cline to $33,750 for single taxpayers, $45,000 for mar-
ried taxpayers filing a joint return and surviving
spouses, and $22,500 for married taxpayers filing a sep-
arate return and estates and trusts. The Administration
proposes to extend the temporary, higher exemption
amounts through taxable year 2005.

Extend the District of Columbia (DC) Enterprise
Zone.—The DC Enterprise Zone includes the DC Enter-
prise Community and District of Columbia census
tracts with a poverty rate of at least 20 percent. Busi-
nesses in the zone are eligible for: (1) a wage credit
equal to 20 percent of the first $15,000 in annual wages
paid to qualified employees who reside within the Dis-
trict of Columbia; (2) $35,000 in increased section 179
expensing; and (3) in certain circumstances, tax-exempt
bond financing. In addition, a capital gains exclusion

is allowed for certain investments held more than five
years and made within the DC Zone, or within any
District of Columbia census tract with a poverty rate
of at least 10 percent. The DC Zone incentives apply
for the period from January 1, 1998 through December
31, 2003. The Administration proposes to extend the
DC Zone incentives for two years, making the incen-
tives applicable through December 31, 2005.

Extend the first-time homebuyer credit for the
District of Columbia.—A one-time, nonrefundable
$5,000 credit is available to purchasers of a principal
residence in the District of Columbia who have not
owned a residence in the District during the year pre-
ceding the purchase. The credit phases out for tax-
payers with modified adjusted gross income between
$70,000 and $90,000 ($110,000 and $130,000 for joint
returns). The credit does not apply to purchases after
December 31, 2003. The Administration proposes to ex-
tend the credit for two years, making the credit avail-
able with respect to purchases after December 31, 2003
and before January 1, 2006.

Extend authority to issue Qualified Zone Acad-
emy Bonds.—Current law allows State and local gov-
ernments to issue “qualified zone academy bonds,” the
interest on which is effectively paid by the Federal
government in the form of an annual income tax credit.
The proceeds of the bonds have to be used for teacher
training, purchases of equipment, curriculum develop-
ment, or rehabilitation and repairs at certain public
school facilities. A nationwide total of $400 million of
qualified zone academy bonds were authorized to be
issued in each of calendar years 1998 through 2003.
In addition, unused authority arising in 1998 and 1999
can be carried forward for up to three years and unused
authority arising in 2000 through 2003 can be carried
forward for up to two years. The Administration pro-
poses to authorize the issuance of an additional $400
million of qualified zone academy bonds in each of cal-
endar years 2004 and 2005; unused authority could
be carried forward for up to two years. Reporting of
issuance would be required.

Extend deduction for corporate donations of
computer technology.—The charitable contribution
deduction that may be claimed by corporations for do-
nations of inventory property generally is limited to
the lesser of fair market value or the corporation’s basis
in the property. However, corporations are provided
augmented deductions, not subject to this limitation,
for certain contributions. Under current law, an aug-
mented deduction is provided for contributions of com-
puter technology and equipment to public libraries and
to U.S. schools for educational purposes in grades K-
12. The Administration proposes to extend the deduc-
tion, which expires with respect to donations made after
December 31, 2003, to apply to donations made before
January 1, 2006.
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Allow net operating losses to offset 100 percent
of alternative minimum taxable income.—Under
current law (and under law in effect prior to 2001)
net operating loss (NOL) deductions cannot reduce a
taxpayer’s alternative minimum taxable income (AMTI)
by more than 90 percent. Under JCWAA this limitation
was temporarily waived. The Administration’s proposal
would extend this waiver through 2005. NOL
carrybacks arising in taxable years ending in 2003,
2004, and 2005, or carryforwards to these years, would
offset 100 percent of a taxpayer’s AMTI.

Extend IRS user fees.—The Administration pro-
poses to extend for two years, through September 30,
2005, IRS authority to charge fees for written responses
to questions from individuals, corporations, and organi-
zations related to their tax status or the effects of par-
ticular transactions for tax purposes. Under current
law, these fees are scheduled to expire effective with
requests made after September 30, 2003.

Extend abandoned mine reclamation fees.—Col-
lections from abandoned mine reclamation fees are allo-
cated to States for reclamation grants. Current fees
of 35 cents per ton for surface mined coal, 15 cents
per ton for underground mined coal, and 10 cents per
ton for lignite coal are scheduled to expire on Sep-
tember 30, 2004. Abandoned land problems are ex-
pected to exist in certain States after all the money
from the collection of fees under current law is ex-
pended. The Administration proposes to extend these
fees until the most significant abandoned mine land
problems are fixed. The Administration also proposes
to modify the authorization language to allocate more
of the receipts collected toward restoration of aban-
doned coal mine land.

Permanently Extend Expiring Provisions

Permanently extend provisions expiring in
2010.—Most of the provisions of the Economic Growth
and Tax Relief Reconciliation Act of 2001 sunset on
December 31, 2010. The Administration proposes to
permanently extend these provisions.

Permanently extend the research and experimen-
tation (R&E) tax credit.—The Administration pro-
poses to permanently extend the 20-percent tax credit
for qualified research and experimentation expenditures

above a base amount and the alternative incremental
credit, which are scheduled to expire on June 30, 2004.

Repeal the disallowance of certain deductions
of mutual life insurance companies.—Life insurance
companies may generally deduct policyholder dividends,
while dividends to stockholders are not deductible. Sec-
tion 809 of the Internal Revenue Code attempts to iden-
tify amounts returned by mutual life insurance compa-
nies to holders of participating policies in their role
as owners of the company, and generally disallows a
deduction for mutual company policyholder dividends
(or otherwise increases taxable income by reducing the
amount of end-of-year reserves) in an amount equal
to the amount identified under section 809. The section
809 imputed amount is termed the company’s differen-
tial earnings amount, and equals the product of the
individual company’s average equity base and an indus-
try-wide computed differential earnings rate. The aver-
age equity base is computed using the company’s sur-
plus and capital, adjusted for non-admitted financial
assets, the excess of statutory reserves over tax re-
serves, certain other reserves, and by 50 percent of
the provision for policyholder dividends payable in the
following year. The differential earnings rate equals the
excess of an imputed stock earnings rate (the average
stock earnings rate for the prior three years of the
50 largest domestic stock life insurance companies, ad-
justed by a factor roughly equal to 0.90555) over the
average earnings rate of all domestic mutual life insur-
ance companies. The differential earnings rate equals
zero if the average mutual earnings rate exceeds the
imputed stock earnings rate. The differential earnings
rate is initially computed using the average mutual
earnings rate for the second year preceding the current
taxable year, but is later recomputed using the current
year’s average mutual earnings rate. Any difference be-
tween the differential earnings amount and the recom-
puted differential earnings amount is taken into ac-
count in computing taxable income for the following
taxable year. Section 809 has been criticized as being
theoretically unsound, overly complex, inaccurate in its
measurement of income, unfair, and increasingly irrele-
vant. The Job Creation and Worker Assistance Act of
2002 suspended the operation of section 809 for three
years, 2001 through 2003. The Administration proposes
to permanently repeal section 809.
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RESPOND TO FOREIGN SALES
CORPORATION/EXTRATERRITORIAL
INCOME DECISIONS

World Trade Organization (WTO) panels have ruled
that the extraterritorial income (ETI) exclusion provi-
sions and the foreign sales corporation (FSC) provisions
constitute prohibited export subsidies under the WTO
rules. To comply with the WTO ruling and honor the
United States” WTO obligations, the current-law ETI
provisions would be repealed. At the same time, mean-
ingful changes to our tax law are required to preserve

the competitiveness of U.S. businesses operating in the
global marketplace. The Administration is proposing re-
form of the U.S. international tax rules, with a par-
ticular focus on reforming those aspects of the current-
law rules that can operate to tax active forms of busi-
ness income earned abroad before it has been repatri-
ated and that can operate to limit the use of the foreign
tax credit in a manner that causes the double taxation
of income earned abroad. The Administration intends
to work closely with the Congress to reform the U.S.
international tax rules to ensure the competitiveness
of American workers and businesses.

Table 4-3. EFFECT OF PROPOSALS ON RECEIPTS

(In millions of dollars)

Estimate
2003 2004 2005 2006 2007 2008 2004-2008 2004-2013
Economic Growth Package:
Accelerate 10-percent individual income tax rate bracket expansion .......... -978 -7,782 -6,112 -6,117 -6,495 -4,275 -30,781 -47,194
Accelerate reduction in individual income tax rates .........cccoceeveerrieriirennns -5,808 -35,693 -17,470 =4,939 | s | v -58,102 -58,102
Accelerate marriage penalty relief ... -2,776 | 27,134 | -14,680 -7,642 -3,595 -1,735 | 54,786 -55,210
Accelerate increase in child tax credit 1 -13,527 -5,060 | -10,735 -8,534 -8,532 -8,502 | 41,363 -53,306
Eliminate the double taxation of corporate €arnings ..........ccoeoveveirrininnes -3,801 -24874 | -22,062 | -28218 | -31,126 | -33,952 | -140,232 | -360,324
Increase expensing for small BUSINESS ...........occvrveririniicineieissesisinnies -1,023 -1,652 -1,776 -1,912 -1,601 -1,431 -8,372 -14,583
Provide minimum tax relief to individuals ............ccccoeveeeviceiivceeeveceenes -3,141 -8,534 -10,353 =6,931 | oo | v -25,818 -25,818
Total economic growth package ... -31,054 | -110,729 -83,188 -64,293 -51,349 -49,895 | -359,454 -614,537
Tax Incentives:
Provide incentives for charitable giving:
Provide charitable contribution deduction for nonitemizers ...........ccccu..... -199 -1,358 -1,067 -1,128 -1,177 -1,214 -5,944 -12,571
Permit tax-free withdrawals from IRAs for charitable contributions ......... -66 437 -361 -376 -382 -388 -1,944 -4,076
Expand and increase the enhanced charitable deduction for contribu-

tions Of f00d INVENLOTY .....vuuivriireerieeeincieeee e -19 -54 -59 -66 -72 -79 -330 -872
Reform excise tax based on investment income of private foundations -16 -264 -172 -178 -186 -198 -998 -2,192
Modify tax on unrelated business taxable income of charitable remain-

AEE TUSES oottt bbbt -1 -3 —4 —4 —4 —4 -19 -51
Modify basis adjustment to stock of S corporations contributing appre-

Ciated PrOPEIY .....cvevercrrrirceeireeiseieeisesesi ettt seesesienes | sresenesesinees -12 -1 -14 -16 -19 -72 -216
Repeal the $150 million limitation on qualified 501(c)(3) bonds ............ -2 -6 -9 -10 -9 -9 -43 -82
Repeal restrictions on the use of qualified 501(c)(3) bonds for residen-

tial rental PrOPEMY ....c.cveeercierceerereesere et | s -2 -6 -1 -17 24 -60 -276

Strengthen and reform education:
Provide refundable tax credit for certain costs of attending a different

school for pupils assigned to failing public SChools 2 ..........ccovvvvicvees | v -13 -29 -38 42 -46 -168 -192
Extend, increase and expand the above-the-line deduction for qualified

out-of-pocket ClasSIoOM EXPENSES ......c.ocvcereeriereerieneinernisnesssienieseeiennes | eesssssinsieeans -23 -229 -240 -249 -260 -1,001 -2,352

Invest in health care:
Provide refundable tax credit for the purchase of health insurance 3 ... -324 -1,449 -889 -409 -139 -3,210 -1,550
Provide an above-the-line deduction for long-term care insurance pre-

MIUMS ceoooreeseeeeee s seessees et eess s sess s ssesss st sessessssssssesssssssns | sonesssesssnees -112 -559 -984 -1,923 -3,063 -6,641 -28,255
Allow up to $500 in unused benefits in a health flexible spending ar-

rangement to be carried forward to the next year .........ccovvevininenne -367 -640 -723 -782 -830 -3,342 -8,385
Provide additional choice with regard to unused benefits in a health

flexible spending arrangement ... -19 -33 -39 -45 -52 -188 -595
Permanently extend and reform Archer MSAS .........cccoocvineinierenniinnins -26 -284 -432 -486 -549 -1,777 -5,134
Provide an additional personal exemption to home caregivers of family

members -70 —465 437 —422 -417 -1,811 -3,892
Allow the orphan drug tax credit for certain pre-designation eXpenses .. | ... | covvecvervveinee | veereeineenenne -1 -1 -1 -3 -8

Encourage telecommuting:
Exclude from income the value of employer-provided computers, soft-
ware and Peripherals ... | s -35 -51 -53 -54 -56 -249 -554
Increase housing opportunities:
Provide tax credit for developers of affordable single-family housing ..... | ............... -7 -78 -315 -750 -1,316 -2,466 -16,133
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Table 4-3. EFFECT OF PROPOSALS ON RECEIPTS—Continued

(In millions of dollars)

Estimate
2003 2004 2005 2006 2007 2008 2004-2008 2004-2013
Encourage saving:
Establish Individual Development Accounts (IDAS) .......ceereeeereennneines | coveenineieines | covevreinenenns -124 -267 -319 -300 -1,010 -1,347
Protect the environment:
Permanently extend expensing of brownfields remediation costs ........... -185 -282 -268 -257 -248 -1,240 -2,356
Exclude 50 percent of gains from the sale of property for conservation
PUIPOSES  .ooeeeeerersesesersssesseeseesesebseseese bbbttt ssessessessessensenss | sesessessessenes =21 -44 -46 -48 -50 -209 -531
Increase energy production and promote energy conservation:
Extend and modify the tax credit for producing electricity from certain
SOUICES 1evvrereeseesaeesseessessessseessessssss st sesssessss st sesssesssssssssssssssssesssnees -124 -264 -355 -209 -90 -92 -1,010 -1,492
Provide tax credit for residential solar energy systems ...........cccvvueniunee -4 -7 -10 -18 -25 -1 -71 -7
Modify treatment of nuclear decommissioning funds ...........cccccoeuviinnnnee -14 -251 -180 -191 -201 -212 -1,035 -2,260
Provide tax credit for purchase of certain hybrid and fuel cell vehicles —44 -154 -316 -524 -793 -631 2,418 -3,202
Provide tax credit for energy produced from landfill gas ...........ccocuvuenee -5 -28 -65 -88 -99 -112 -392 -707
Provide tax credit for combined heat and power property .. -45 -71 -66 -64 =77 -14 -292 -250
Provide excise tax exemption (credit) for ethanol 4 ... | cevervvrineinne | vevnrreinene | e | e | e | e | e | e
Promote trade:
Implement free trade agreements with Chile and Singapore 5 ... | vevvereinenn. -25 -51 -68 -80 -92 -316 -913
Improve tax administration:
Implement IRS administrative reforms ... | e 78 54 56 57 59 304 624
Permit private collection agencies to engage in specific, limited activi-
ties to support IRS collection efforts ..........cccovevneveineninniniiciniies | e 46 128 111 94 97 476 1,008
Combat abusive tax avoidance transactions 12 45 83 98 99 103 428 1,007
Limit related party interest dedUCtIONS ... 10 104 190 239 293 351 1,177 3,987
Reform unemployment insurance:
Reform unemployment insurance administrative financing 5 ..o | wovvvivninnes | covvviiniinin -1,068 -1,439 -3,368 -2,016 -7,891 -13,401
Total tax iNCENVES .........ccccovveerrercrerree e =517 -3,865 -7,612 -8,616 | -11,840 | -11,832 | -43,765 | -107,290
Other Proposals:
Deposit full amount of excise tax imposed on gasohol in the Highway
THUSE FUND 5 oot esssesnsssssssssseniens | vessnessnessns | svnessseninnes | seesseesseneons 558 576 590 1,724 4,912
Increase Indian gaming activity fEES .......ocviriririnininrineeeeienenenes | cvreeeeienes | s 3 4 4 5 16 41
Total other proposals ... | i | s 3 562 580 595 1,740 4,953
Simplify the Tax Laws:
Establish uniform definition of a qualifying child ... -2 -43 -23 -24 -28 -19 -137 -211
Simplify adoption tax provisions ...........ccccceeeen. -4 -36 =37 -39 -40 —42 -194 -429
Expand tax-free savings opportunities  .............. 1,390 10,572 4,803 1,915 -648 -1,822 14,820 2,002
Consolidate employer-based Savings aCCOUNLS .........c.cceeereerreenererenereeiees -5 -185 -253 -263 -276 -292 -1,269 -3,011
Total simplify the tax [aws ... 1,379 10,308 4,490 1,589 -992 -2,175 13,220 -1,649
Expiring Provisions:
Temporarily extend expiring provisions:
Combined work opportunity/welfare-to-work tax credit .........c.cccccverrerene -54 -201 -268 -181 -96 -800 -873
Minimum tax relief for individuals ... -260 7,286 | 10,343 | .coovvrviinen | e -17,889 -17,889
DC tax incentives -53 -116 -58 -1 -4 -232 -357
Authority to issue Qualified Zone Academy Bonds .............. -6 -18 -34 -52 64 -174 -514
Deduction for corporate donations of computer technology -74 -127 B2 | e | e -253 -253
Net operating loss offset of 100 percent of AMTI ................ -3,028 2,274 -1,442 420 367 -5,957 -4,890
IRS USEI fBES ..veerceeerererreieeieerseeieeses s ssessssessssnensss | sesessssessnns 68 81 (S0 IR I 155 155
Abandoned mine reclamation fEES ... | seereeenneee | e 308 313 319 325 1,265 2,978
Permanently extend expiring provisions:
Provisions expiring in 2010:
Marginal individual income tax rate reductions ...........c.cceevereereenenenns —-286,952
Child tax credit © -46,893
Marriage penalty relief 7 . -20,654
Education incentives -4,685
Repeal of estate and generation-skipping transfer taxes, and modi-
fication of gift tAXES ..o -125,991
Modifications of IRAs and pension plans -11,236
Other incentives for families and children -2,029
Other provisions:
Research and experimentation (R&E) tax credit ..........oooveveevevrvvrinee | v, -1,005 -3,278 -5,187 -6,291 7,129 | -22,890 -67,922
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Table 4-3. EFFECT OF PROPOSALS ON RECEIPTS—Continued

(In millions of dollars)

Estimate
2003 2004 2005 2006 2007 2008 2004-2008 2004-2013
Suspension of disallowance of certain deductions of mutual life in-
SUFANCE COMPANIES ..cvvuireiirerrisriissiesissiesissisesisssesssessssssesisssesienses | soesesssesinees -123 -137 -65 -36 -24 -385 472
Total eXpiring ProviSIONS ... -595 -4,838 -13,877 -18,476 -7,395 -8,403 -52,989 -588,477
Total effect of proposals ............cccocovinninniniininssens -30,787 | -109,124 | -100,184 | -89,234 | -70,996 | -71,710 | -441,248 | -1,307,000

1 Affects both receipts and outlays. Only the receipt effect is shown here. The outlay effect is $300 million for 2003, $1,074 million for 2004, $4,783 million for 2005, $4,272 million for 2006, $4,195 million for 2007, $4,142 mil-

lion for 2008, $18,466 million for 2004-2008, and $25,239 million for 2004-2013.

2 Affects both receipts and outlays. Only the receipt effect is shown here. The outlay effect is $213 million for 2004, $543 million for 2005, $714 million for 2006, $796 million for 2007, $886 million for 2008, $3,152 million for

2004-2008, and $3,626 million for 2004-2013.

3 Affects both receipts and outlays. Only the receipt effect is shown here. The outlay effect is $3,546 million for 2005, $8,166 million for 2006, $9,251 million for 2007, $9,827 million for 2008, $30,790 million for 2004-2008,

and $87,608 million for 2004-2013.
4 Policy proposal with a receipt effect of zero.
5 Net of income offsets.

6 Affects both receipts and outlays. Only the receipt effect is shown here. The outlay effect is $20,781 million for 2004-2013.
7 Affects both receipts and outlays. Only the receipt effect is shown here. The outlay effect is $3,744 million for 2004-2013.
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Table 4-4. RECEIPTS BY SOURCE

(In millions of dollars)

Estimate
Source /f(?tgil
2003 2004 2005 2006 2007 2008
Individual income taxes (federal funds):
Existing law 858,345 877,211 953,641 1,028,720| 1,094,670 1,162,565| 1,235,568

Proposed Legislation (PAYGO) .....c.vveeuirrieeieriisineesenssesisessssesseessssssesssssssessssssnens. | soeessssesessnns -28,158| -103,761| 94,164 -80,615| -59,204| 60,220
Total individual iINCOME TAXES ..........coovmrerreeere et 858,345| 849,053| 849,880 934,556 1,014,055 1,103,361 1,175,348
Corporation income taxes:

Federal funds:
Existing law 148,037| 145799 173,659| 233213 240,064| 244,618 252,020
Proposed Legislation (PAYGO) .......c.orimiueriniieiineisiniissiesisessisessssissesssesssesssines | sssoesensssesens 2,613 -4,599 -3,895 —6,243 -6,859 -8,336
Total Federal funds corporation inCOME taXES ........ccveuierminirerinirerineeiressesise s 148,037 143,186 169,060( 229,318| 233,821 237,759 243,684
Trust funds:

Hazardous substance SUPEMUNG .........ccccveeireinrinrinrinsinsssssssssrssrsses e T | cevveeeneennees | vereereneneenns | v | vereneeneenes | seneessenees | e
Total corporation iNCOME tAXES ...........ccccoereureirrereireireinere st saes 148,044 143,186 169,060 229,318 233,821 237,759 243,684
Social insurance and retirement receipts (trust funds):

Employment and general retirement:

Old-age and survivors insurance (Off-budget) 440,541 454,405| 475,436 503,931 525,531 550,896 575,470

Disability insurance (Off-budget) .......c..cocceu... 74,780 77,160 80,732 85,572 89,241 93,548 97,722

Hospital insurance 149,049| 152,275 159,784 170,037 177,525| 186,262| 194,827

Railroad retirement:

Social Security equivalent account 1,652 1,643 1,674 1,695 1,718 1,730 1,750
Rail pension and supplemental annuity 2,525 2,349 2,237 2,228 2,259 2,279 2,303
Total employment and general retiremMeNt ... 668,547 687,832 719,863 763,463 796,274 834,715 872,072
On-budget 153,226| 156,267 163,695 173,960 181,502 190,271 198,880
Off-budget 515,321 531,565| 556,168 589,503| 614,772 644,444 673,192
Unemployment insurance:
Deposits by States ! 20,911 27,312 33,195 37,076 39,002 40,078 41,146
Proposed Legislation (PAYGO) .......cocrveiierinimeiineiinnissiesisesesnesesesssssssesssssesnes | oesenesssinnsens | covnessssinsenns | svnesnsssssness | sonessnssesinnnes | orevensssessnnne -563 -234
Federal unemployment receipts ' ..... 6,613 6,777 6,872 7,212 7,849 8,560 7,182
Proposed Legislation (PAYGO) ..o | sessssssisssnes | o | s -1,336 -1,800 -3,650 -2,288
Railroad unemployment receipts ! 95 141 139 119 119 115 106
Total unemployment insurance 27,619 34,230 40,206 43,071 45,170 44,540 45,912
Other retirement:
Federal employees’ retirement—employee share 4,533 4,479 4,433 4314 4277 4,264 4218
Non-Federal employees retirement 2 61 52 46 42 39 36 33
Total Other TEHIEMENE ...ttt neen 4,594 4,531 4,479 4,356 4,316 4,300 4,251
Total social insurance and retirement reCeipts ..........cocovvvrvininininnninseeeeens 700,760 726,593 764,548| 810,890 845,760 883,555 922,235
On-budget 185,439| 195,028 208,380 221,387 230,988| 239,111 249,043
Off-budget 515,321 531,565| 556,168 589,503| 614,772| 644,444| 673,192
Excise taxes:
Federal funds:
AICONON TAXES .evvvvvrerceisriserseei ettt 7,764 7,840 7,979 8,087 8,168 8,262 8,384
Proposed Legislation (PAYGO) .......coceeiinimnrenerniineeninesinenesisessssisessssesesssssssssesens | coesessnesssines | sesesenesssinees =57 -78 1 (ST DN
Tobacco taxes .......oeveereeees 8,274 8,158 8,015 7,923 7,824 7,725 7,633
Transportation fuels tax 814 869 939 1,009 290 293 296
Proposed Legislation (PAYGIO) ......ccocuierirneeneeeiniineineineessssssssessssssessssssesssesssssssens | ensssessssssssnes | sesesesssssenees -643 S [T IUURIOINS IO
Telephone and teletype services 5,829 6,205 6,611 7,002 7,408 7,827 8,265
Other Federal fund excise taxes ... 1,336 1,815 1,745 1,770 1,822 1,880 1,948
Proposed Legislation (PAYGO) .......cvcririmeriniieineinieeinssesinenssinessssssssssesesssesssinee | soseeessnsssesens -16 -207 -94 -159 -186 -198
Total Federal fund excise taxes 24,017 24,871 24,382 24,908 25,334 25,801 26,328
Trust funds:
HIGRWAY ..ottt 32,603 32,815 34,269 35,337 36,524 37,586 38,568
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Table 4-4. RECEIPTS BY SOURCE—Continued

(In millions of dollars)

2002 Estimate
Actual 2003 2004 2005 2006 2007 2008

Source

Proposed Legislation (PAYGIO) ........ocuieieneunieneiniineineisessssisssessssssssisssssssssssssessess | essessssssssnns | sesesesssssenees 643 698 717 724 720

Airport and airway ...........coeeeeeees 9,031 9,381 10,218 10,910 11,537 12,157 12,803
Aquatic resources ... 386 393 417 430 441 452 464
Black lung disability insurance 567 561 574 603 622 634 648
Inland waterway 95 88 89 90 91 91 92
Vaccine injury compensation 109 124 124 126 127 129 130
Leaking underground storage tank 181 183 189 194 198 204 207
Proposed Legislation (PAYGIO) ......ccocieienrineeneinieneineeseessssessssssssssessssssesssssssssessnss | esssessssssnssns | sessessssssnssnnes | evessssssnssnnsss | soessssssssssnsss | sessesssnssssssnes | sesessssssnnssnses -1

Total trust fuNAS EXCISE TAXES ....ovveecrereiiiieiee bbb as 42,972 43,545 46,523 48,388 50,257 51,977 53,631
Total @XCISE TAXES ... s 66,989 68,416 70,905 73,296 75,591 77,778 79,959

Estate and gift taxes:
Federal funds
Proposed Legislation (PAYGO)

26,507 20,209 23,913 22,025 24,561 22,226 22,525
.................................... -534 -927 -1,347 -1,474 -1,360

Total estate and gift tAXES ..o e 26,507 20,209 23,379 21,098 23,214 20,752 21,165

Customs duties:

Federal funds 17,884 18,252 19,892 20,341 22,937 25,032 26,536

Proposed Legislation (PAYGO) .....c.vveerermreeeeerieeineeieeisessseessessssssessssesssessssessssssssss. | soneesssssnesines | cosessneesssennes -34 -69 -91 -107 -123
Trust funds ............... 718 800 855 928 1,006 1,081 1,147
Total CUSTOMS AUHES ..ot 18,602 19,052 20,713 21,200 23,852 26,006 27,560
MISCELLANEOUS RECEIPTS:13
Miscellaneous taxes 92 95 97 99 100 102 104
Proposed Legislation (PAYGO) .....c.vcuuevuemeeerieiiesiesiesssesssessssessessssssssessssssnessnnns. | svesessssssnsssss | snsssssesssesons | onsesssssnceenns 3 4 4 5
United Mine Workers of America combined benefit fund . 124 152 116 109 103 96 90
Deposit of earnings, Federal Reserve System ............. 23,683 23,565 27,078 33,283 35,206 36,993 39,134
Defense cooperation 12 6 7 7 7 8 8
Fees for permits and regulatory and judicial services .. 7,280 8,359 8,720 8,495 8,590 8,763 8,737
Proposed Legislation (PAYGO) ....cc.ovevevevmneeervrinnes JSSPR VUURTORIRRTORS IORPROPPORRPIOT IR 308 313 319 325
Fines, penalties, and forfeitures . 2,812 2,597 2,609 2,623 2,640 2,662 2,681
Gifts and contributions ........ 246 210 200 197 198 199 198
Refunds and recoveries -323 -275 -287 -294 -295 -303 -310
Total MiSCellanouUS FECEIPES ..o 33,926 34,709 38,540 44,830 46,866 48,843 50,972

Adjustment for revenue UNCErtainty 4 ............cocoociiininnincnnnesesesssissssssssesieses | eeesesesees =25,000 =15,000 ....ccovvevrves | corerrrereiieens | e | e

Total budget receipts ... ————— 1,853,173| 1,836,218 1,922,025| 2,135,188 | 2,263,159 2,398,054 2,520,923
On-budget 1,337,852 1,304,653 | 1,365,857 1,545,685| 1,648,387 | 1,753,610| 1,847,731
Off-budget 515,321| 531,565| 556,168 589,503| 614,772| 644,444| 673,192

Federal funds 1,108,949 1,065477| 1,112,176 1,274,830| 1,366,039| 1,461,380| 1,543,891
Trust funds ........... 464,990\ 474,018| 511,003| 530,431 553,840 576,262| 602,856
Interfund tranSaCtioNS ... -236,087| -234,842| -257,322| -259,576| -271,492| -284,032| -299,016

TOMl OMEBUGGEE ... 1,337,852| 1,304,653 | 1,365,857| 1,545,685 1,648,387 | 1,753,610| 1,847,731
OFf-bUAGEE (FUSE FUNAS) ... 515321| 531,565 556,168| 589,503 614,72| 644,444| 673,192
TOMAL e 1,853,173 1,836,218| 1,922,025| 2,135,188| 2,263,150| 2,398,054| 2,520,923

1 Deposits 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 adminstrative 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.
f 4These amounts reflect an additional adjustment to receipts beyond what the economic and tax models forecast and have been made in the interest of cautious and prudent
orecasting.






5. USER CHARGES 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 and the financing of regulatory expenses. These
collections are classified as user charges, and they in-
clude the sale of postage stamps and electricity, charges
for admittance to national parks, premiums for deposit
insurance, and proceeds from the sale of assets, such
as rents and royalties for the right to extract oil from
the Outer Continental Shelf.

Depending on the laws that authorize the collections,
they are credited to expenditure accounts as “offsetting
collections,” or to receipt accounts as “offsetting re-
ceipts.” The budget refers to these amounts as “offset-
ting” 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 govern-
mentally, through collective political choice, rather than
through the market.?

Table 5-1.

Usually offsetting collections are authorized to be
spent for the purposes of the account without further
action by the Congress. Offsetting receipts may or may
not be earmarked for a specific purpose, depending on
the legislation that authorizes them. When earmarked,
the authorizing legislation may either authorize them
to be spent without further action by the Congress,
or require them to be appropriated in annual appropria-
tions acts before they can be spent.

Offsetting collections and receipts include most user
charges, which are discussed below, as well as some
amounts that are not user charges. Table 5-1 summa-
rizes these transactions. For 2004, total offsetting col-
lections and receipts from the public are estimated to
be $234.6 billion, and total user charges are estimated
to be $176.3 billion.

The following section discusses user charges and the
Administration’s user charge proposals. The subsequent
section displays more information on offsetting collec-
tions and receipts. The offsetting collections and re-
ceipts by agency are displayed in Table 21-1, “Outlays
to the Public, Net and Gross,” which appears in Chap-
ter 21 of this volume.

GROSS OUTLAYS, USER CHARGES, OTHER OFFSETTING

COLLECTIONS AND RECEIPTS FROM THE PUBLIC, AND NET OUTLAYS

(In billions of dollars)

2002 Estimate
Actual 2003 2004
GIOSS OULIAYS ..evveverieieeseieieieieeee ettt nees 2,233.0 2,378.0 2,464.0
Offsetting collections and receipts from the public:
User charges ! 155.3 167.7 1735
OHNET ottt 66.6 69.9 61.1
Subtotal, offsetting collections and receipts from the public ........ 222.0 237.6 234.6
NEE QUHIAYS ...voeeceeici ettt 2,011.0 2,1404 2,229.4

1Total user charges are shown below. They include user charges that are classified on the receipts side
of the budget in addition to the amounts shown on this line. For additional details of total user charges, see

Table 5-2, “Total User Charge Collections.”

Total user charges:

Offsetting collections and receipts from the public .........

Receipts .......

Total, User charges ..

........................... 155.3 167.7 173.5
24 27 2.8
......... 157.8 170.4 176.3

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-

sion on Budget Concepts. The concept is discussed in Chapter 24: “Budget System and
Concepts and Glossary” in this volume.
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USER CHARGES

I. Introduction and Background

The Federal Government may charge those who ben-
efit directly from a particular activity or those subject
to regulation. Based on the definition used in this chap-
ter, Table 5-2 shows that user charges were $157.8
billion in 2002, and are estimated to increase to $170.4
billion in 2003 and to $176.3 billion in 2004, growing
to an estimated $198.4 billion in 2008, including the
user charges proposals that are shown in Table 5-3.
This table shows that the Administration is proposing
to increase user charges by an estimated $2.1 billion
in 2004, growing to an estimated $2.6 billion in 2008.

Definition. The term “user charge” as used here is
more broadly defined than the “user fee” concept used
in this chapter in prior years. User charges are fees,
charges, and assessments levied on individuals or orga-
nizations directly benefiting from, or subject to regula-
tion by, a government program or activity. In addition,
the payers of the charge must be limited to those bene-
fiting from, or subject to regulation by, the program
or activity, and may not include the general public or
a broad segment of the public (such as those who pay
income taxes or customs duties).

« Examples of business-type or market-oriented user
charges include charges for the sale of postal serv-
ices (the sale of stamps), electricity (e.g., sales by
the Tennessee Valley Authority), proceeds from
the sale of goods by defense commissaries, pay-
ments for Medicare voluntary supplemental med-
ical insurance, life insurance premiums for vet-
erans, recreation fees for parks, the sale of weath-
er maps and related information by the Depart-
ment of Commerce, and proceeds from the sale
of assets (property, plant, and equipment) and
natural resources (such as timber, oil, and min-
erals).

« Examples of regulatory and licensing user charges
include charges for regulating the nuclear energy
industry, bankruptcy filing fees, immigration fees,
food inspection fees, passport fees, and patent and
trademark fees.

The broader “user charges” concept adopted this year
aligns these estimates with the concept that establishes
policy for charging prices to the public for the sale
or use of goods, services, property, and resources (see
OMB Circular No. A-25, “User Charges,” July 8, 1993).

User charges do not include all offsetting collections
and receipts from the public, such as repayments re-
ceived from credit programs; interest, dividends, and
other earnings; payments from one part of the Federal
Government to another; or cost sharing contributions.
Nor do they include earmarked taxes (such as taxes
paid to social insurance programs or excise taxes on
gasoline), or customs duties, fines, penalties, and for-
feitures.

Alternative definitions. The definition used in this
chapter is useful because it is similar to the definition
used in OMB Circular No. A-25, “User Charges,” which

provides policy guidance to Executive Branch agencies
on setting prices for user charges. Alternative defini-
tions may be used for other purposes. Much of the
discussion of user charges below—their purpose, when
they should be levied, and how the amount should be
set—applies to these alternatives as well.

Other definitions of user charges could, for example:

* be narrower than the one used here, by limiting
the definition to proceeds from the sale of goods
and services (and excluding the sale of assets),
and by limiting the definition to include only pro-
ceeds that are earmarked to be used specifically
to finance the goods and services being provided.
This is the definition of user fees used in previous
chapters on this subject and is similar to one the
House of Representatives uses as a guide for pur-
poses of committee jurisdiction. The definition
helps differentiate between taxes, which are under
the jurisdiction of the Ways and Means Com-
mittee, and fees, which can be under the jurisdic-
tion of other committees. (See the Congressional
Record, January 3, 1991, p. H31, item 8.)

e be even narrower than the user fee concept de-
scribed above, by excluding regulatory fees and
focusing solely on business-type transactions.

* be broader than the one used in this chapter by
including beneficiary- or liability-based excise
taxes, such as gasoline taxes.2

What is the purpose of user charges? The purpose
of user charges is to improve the efficiency and equity
of certain Government activities, and to reduce the bur-
den on taxpayers to finance activities whose benefits
accrue to a relatively limited number of people, or to
impose a charge on activities that impose a cost on
the public.

User charges 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 allo-
cate goods and services to those who value them the
most, and they signal to the Government how much
of the goods or services it should provide. Prices in
private, competitive markets serve the same purposes.

User charges for goods and services that do not have
special social benefits improve equity, or fairness, by
requiring that those who benefit from an activity are
the same people who pay for it. The public often per-
ceives user charges 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

2Beneficiary- 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.
In addition to gasoline taxes, examples of beneficiary-based taxes include taxes on airline
tickets, which finance air traffic control activities and airports. An example of a liability-
based tax is the excise tax that formerly helped fund the hazardous substance superfund
in the Environmental Protection Agency. This tax was paid by industry groups to finance
environmental cleanup activities related to the industry activity but not necessarily caused
by the payer of the fee.
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are to the public in general or to a limited group of
people. In general, if the benefits accrue broadly to
the public, 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
organizations, then the program should be financed by
charges paid by the private beneficiaries. For Federal
programs where the benefits are entirely public or en-
tirely private, applying this principle is relatively easy.
For example, according to this principle, the benefits
from national defense 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 elec-
tricity, and should be (and are) financed by user
charges.

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 charge 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
private, and any public benefits are incidental, current
policies support charges that cover the full cost to the
Government, including both direct and indirect costs.3

The Executive Branch is working to put cost account-
ing 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 Govern-
ment (July 31, 1995), should underlie cost accounting
in the Federal Government.

Classification of user charges in the budget. As
shown in Table 5-1, most user charges are classified

3Policies for setting user charges are promulgated in OMB Circular No. A-25: “User
Charges” (July 8, 1993).

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 $2.8 billion in 2004 are classified
this way and are included in the totals described in
Chapter 4. “Federal Receipts.” They are classified as
receipts because they are regulatory charges collected
by the Federal Government by the exercise of its sov-
ereign powers. Examples include filing fees in the
United States courts, agricultural quarantine inspection
fees, and passport fees.

The remaining user charges, an estimated $173.5 bil-
lion in 2004, are classified as offsetting collections and
receipts 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 re-
quired by law to be classified as offsetting collections
or receipts.

An estimated $126.5 billion of user charges for 2004
are credited directly to expenditure accounts, and are
generally available for expenditure when they are col-
lected, without further action by the Congress. An esti-
mated $47.0 billion of user charges for 2004 are depos-
ited in offsetting receipt accounts, and are available
to be spent only according to the legislation that estab-
lished the charges.

As a further classification, the accompanying Tables
5-2 and 5-3 identify the charges as discretionary or
mandatory. These classifications are terms from the
Budget Enforcement Act of 1990 as amended and are
used frequently in the analysis of the budget. “Discre-
tionary” in this chapter refers to charges generally con-
trolled through annual appropriations acts and under
the jurisdiction of the appropriations committees in the
Congress. These charges offset discretionary spending
under the discretionary caps. “Mandatory” refers to
charges controlled by permanent laws and under the
jurisdiction of the authorizing committees. These
charges are subject to rules of paygo, whereby changes
in law affecting mandatory programs and receipts can-
not result in a net cost. Mandatory spending is some-
times referred to as direct spending.

These and other classifications are discussed further
in this volume in Chapter 24, “Budget System and Con-
cepts and Glossary.”

II. Current User Charges

As shown in Table 5-2, total user charge collections
(including those proposed in this budget) are estimated
to be $176.3 billion in 2004, increasing to $198.4 billion
in 2008. User charge collections by the Postal Service
and for Medicare premiums are the largest and are
estimated to be more than half of total user charge
collections in 2004.
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Table 5-2. TOTAL USER CHARGE COLLECTIONS

(In millions of dollars)

2002 Estimates
Actual 2003 2004 2005 2006 2007 2008
Receipts
Agricultural quarantine inspection fees 231 331 285 266 272 279 287
Abandoned mine reclamation fund 287 296 302 308 313 319 325
Corps of Engineers, Harbor maintenance fEES ... sesessssesessenes 653 733 787 858 934 1,008 1,072
Other (includes immigration, passport, and consular fees; filing fees for the U.S. courts; and other
FEES) tevurereire ettt 1,257 1,359 1,428 1,439 1,395 1,420 1,240
SUDLOLA, TECEIPES ..vvvuvercereeeieiceiet ettt 2,428 2,719 2,802 2,871 2,914 3,026 2,924
Offsetting Collections and Receipts from the Public
Discretionary
Department of Agriculture: Food safety inspection and other fees ........cocvenvenernienreneeneineineinens 264 262 394 400 408 417 428
Department of Commerce: Patent and trademark, fees for weather services, and other fees ...... 1,444 1,833 1,810 1,930 2,126 2,291 2,463
Department of Defense: Commissary and other fees 8,692 8,864 9,179 8,057 8,079 8,105 8,134
Department of Energy: Federal Energy Regulation Commission, power marketing, and other
FBES orueirertec iR 826 1,294 1,053 1,072 1,092 1,116 1,143
Department of Health and Human Services: Food and Drug Administration, Centers for Medi-
care and Medicaid Services, and Other fees ........c.couvwmmreeneereerneeeenenn: . 757 874 948 962 977 995 1,015
Department of Homeland Security, border and transportation security fees and other fees 1,149 2,441 2,523 2,570 2,622 2,680 2,748
Department of the Interior: Minerals Management Service and other fees ... 312 304 309 314 322 328 336
Department of Justice: Antitrust and other fees ..........cccovvvervvirernninnene 348 399 422 430 438 448 459
Department of State: Passport and other fees .........ccoveuvvererrireeneennens 455 813 997 1,016 1,036 1,059 1,086
Department of Transportation: Railroad safety, navigation, and other fees 177 266 193 196 201 206 21
Department of the Treasury: Sale of commemorative coins and other fees .. 1,191 1,415 1,463 1,490 1,520 1,554 1,594
Department of Veterans Affairs: Medical care and other fees ..........cccoeeuunee 989 1,615 2,140 2,240 2,419 2,618 2,832
Social Security Administration, State supplemental fees, supplemental security income 100 11 120 127 135 143 152
Federal Communications Commission: Regulatory fees and costs of auctions ...... 297 336 351 358 365 373 383
Federal Trade Commission: Regulatory fe€s ..........ccovureurrenerneneeneerseinennns 69 166 177 180 184 188 193
Nuclear Regulatory Commission: Regulatory fees ....... 476 499 546 556 568 580 595
Securities and Exchange Commission: Regulatory fees .. 1,013 1,332 1,542 1,837 2,171 1,142 1,173
All other agencies, discretionary user charges 340 553 573 587 597 610 626
Subtotal, disCretionary USEr ChAIGES ...ttt bsseees 18,899 23,377 24,740 24,322 25,260 24,853 25,571
Mandatory
Department of Agriculture: Crop insurance and other fees ..... 1,524 3,846 3,480 3,364 3,420 3,223 3,417
Department of Defense: Commissary surcharge and other fees 1,411 746 600 549 556 431 389
Department of Energy: Proceeds from the sale of energy, nuclear waste disposal fees, and
ONEE FBES .orvevriericeiet et 4,899 4,947 5,155 5,160 5,006 4,576 4,668
Department of Health and Human Services: Medicare Part B insurance premiums, and other
FBES, woreererieeieer et 25,986 | 28,303 | 31,033 | 32,860 | 34,557 | 36,374 | 38,790
Department of Homeland Security: Customs, immigration, flood insurance, and other fees 4,647 5,619 5,530 5,632 5,830 6,037 6,254
Department of the Interior: Recreation and other fees .........cccvvmirrinennae 2,171 2,770 2,584 2,856 2,655 2,637 2,701
Department of Justice: Immigration and other fees .........ccovcvvireinirnnen. 275 333 349 354 359 364 370
Department of Labor: Insurance premiums to guaranty private pensions 2,382 1,826 2,378 2,497 2,584 2,673 2,769
Department of the Treasury: Customs, bank regulation, and other fees ... 664 674 693 710 727 744 751
Department of Veterans Affairs: Veterans life insurance and other fees ........ 2,074 1,820 1,685 1,642 1,600 1,560 1,525
Office of Personnel Management: Federal employee health and life insurance fees 8,210 9,067 9916 | 10,630 | 11,366 | 12,140 | 13,065
Federal Deposit Insurance Corporation: Deposit insurance fees ..........c.oeerervireennees 3,925 2,059 2,323 2,518 3,677 4112 4,394
National Credit Untion Administration: Credit union share insurance and other fees 519 573 605 565 583 619 667
Postal Service: Fees for postal SEIVICES .......c.cvueeereenernrineineireeneiseesesenenes . 64,957 | 69,437 | 70,159 | 70,897 | 71,586 72,376 | 73,065
Tennessee Valley Authority: Proceeds from the sale of €Nergy .........ccceevenenenenencnencninineens 6,959 6,986 7,196 7,459 7,697 7,904 8,047
Undistributed Offsetting Receipts: Sale of spectrum licenses, OCS receipts, and other fees 5,025 4,380 4189 | 14230 | 13,282 8,396 8,098
All other agencies, Mandatory USEr ChAIJES .........vrriuririrreinesreseeieseeeese b sssessssssssssssees 818 956 857 2,123 2,137 894 909
Subtotal, mandatory user charges 136,446 | 144,342 | 148,732 | 164,046 | 167,622 | 165,060 | 169,879
Subtotal, user charges that are offsetting collections and receipts from the public .........cccccoeeunee. 155,345 | 167,719 | 173,472 | 188,368 | 192,882 | 189,913 | 195,450
Total, User charges 157,773 | 170,438 | 176,274 | 191,239 | 195,796 | 192,939 | 198,374
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III.

As shown in Table 5-3, the Administration is pro-
posing new or increased user charges that would in-
crease collections by an estimated $2.1 billion in 2004,
increasing to $2.6 billion in 2008.

User Charge Proposals

A. User Charge Proposals to Offset Discretionary
Spending
1. Offsetting collections

Department of Agriculture

Animal and Plant Health Inspection Service.—Legis-
lation will be proposed to establish user fees for APHIS
costs for animal welfare inspections, such as for animal
research centers, humane societies, and kennels.

Grain Inspection, Packers and Stockyards Adminis-
tration.—The Administration proposes to collect a li-
cense fee to cover the cost of administering GIPSA’s
packers and stockyards program and a user fee to cover
the cost of the standardization program.

Food Safety and Inspection Service.—The Administra-
tion proposes a new user fee for the Department of
Agriculture’s Food Safety and Inspection Service (FSIS).
Under the proposed fee, the meat, poultry and egg in-
dustries would be required to reimburse the Federal
Government for the full cost of extra shifts for inspec-
tion services. FSIS would recover 100 percent of inspec-
tion costs from establishments for additional, complete
work shifts beyond a primary approved shift.

Department of Commerce

Patent and Trademark Office.—The Administration
proposes legislation to restructure patent fees and ad-
just trademark fees in support of the objectives of PTO’s
strategic plan to enhance examination quality, improve
the efficiency of the patent and trademark examination
systems, and better reflect the agency’s costs.

Department of Health and Human Services

Fees for the review of new drugs for animals.—The
Administration is proposing the authorization of fees
for the review of new drugs for animals. The Food
and Drug Administration’s review of these drugs is re-
quired before they are available on the market. Spend-
ing financed by these fees would be in addition to reg-
ular appropriations.

Medicare duplicate or unprocessable claims.—The Ad-
ministration proposes new user fees for providers sub-
mitting duplicate or unprocessable claims. The Centers
for Medicare and Medicaid Services (CMS) and its con-
tractors go to great lengths to ensure that providers
are aware of billing requirements and the need to sub-
mit accurate claims. Charging a fee for duplicate or
unprocessable claims would heighten provider aware-
ness of these issues and increase efficiency by deterring
this action.

Medicare appeals fee.—Sections 521 and 522 of the
Benefit Improvements Protection Act (BIPA) of 2000
require CMS to reform the current Medicare appeals
process. The Administration proposes a modest filing

fee for providers who submit Medicare appeals to Quali-
fied Independent Contractors, which represent a new
level of adjudication. This proposal would heighten pro-
vider awareness of reformed appeals processes and re-
quirements as well as deter appeals submitted with
inaccurate or insufficient information.

Department of State

Machine readable visa (MRV) fees.—Both the PA-
TRIOT Act and the Border Security Act have placed
additional, costly requirements upon the State Depart-
ment to update databases, interview more visa appli-
cants, gather biometric information in the visa inter-
view process and input that biometric information into
shared databases, adjudicate a larger number of appli-
cations annually, and reduce the amount of consular
activities that may be performed by foreign service na-
tionals. Only cleared Americans may perform certain
consular tasks. This is all at a time when visa applica-
tions have decreased by more than 2 million since 2001,
thereby reducing receipts by an anticipated shortfall
of $200 million in 2004. In July 2002, there was an
increase in the MRV fee from $65 to $100. Rather than
request an additional appropriation in 2004, the Admin-
istration proposes another MRV fee increase to cover
the shortfall. However, prior to any new fee increase,
the Department of State must evaluate in a revised
cost-of-service study the likely effects of an increase.

Department of Veterans Affairs

Establish an annual enrollment fee for PL 7 and PL
8 veterans (non-disabled, higher income).—Legislation
will be proposed to establish an annual enrollment fee
of $250 for Priority Level 7 and 8 veterans. The in-
creased receipts will allow the Department of Veterans
Affairs to refocus the medical care system on caring
for its core population, which is service-connected and
lower-income veterans.

Corps of Engineers

Fees transferred from the Power Marketing Adminis-
trations.—Beginning in 2003, the Administration pro-
poses that financing of the operation and maintenance
costs of the Corps of Engineers in the Southeastern,
Southwestern, and Western service areas of the Power
Marketing Administrations be funded by receipts from
the Power Marketing Administrations in these areas.
These receipts are derived from the sale of power and
related services. This proposal transfers Power Mar-
keting Administration receipts to the Corps of Engi-
neers equivalent to its operating and maintenance costs
for the facilities in these areas. The Bonneville Power
Administration already funds certain Corps of Engi-
neers’ hydropower facilities in this fashion.

Environmental Protection Agency

Extension of pesticide maintenance fee.—As author-
ized by the Federal Insecticide, Fungicide, and
Rodenticide Act, EPA currently collects a maintenance
fee to fund a portion of its pesticide reregistration and
tolerance reassessment activities. The authorization to
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Table 5-3. USER CHARGE PROPOSALS

(Estimated collections in millions of dollars)

2003 2004 2005 2006 2007 2008 2004-2008

DISCRETIONARY
1. Offsetting collections.
Department of Agriculture

Animal and Plant Health Inspection Service 8 8 8 8 8 40
Grain Inspection, Packers and Stockyards Administration 29 30 30 31 32 152
Food Safety and Inspection Service 122 122 122 122 122 610

Department of Commerce
Patent and Trademark OffiCE ..ottt 207 201 182 209 238 267 1,097

Department of Health and Human Services

Fees for the review of new drugs for @NIMAlS ..........cccoreuirinriniineiniese e eeessnienins | eeneieeens 5 5 5 5 5 25

Medicare duplicate or unprocessable claims . " 60 195 195 195 195 195 975

Medicare paper Claims ........ccccoevvvereriinens . 70 | e | e | s | v | e | e

MedICare PPEAIS fEE .....c..ceureeiiiricicire ittt entenens | senienis 6 6 6 6 6 30
Department of State

Machine readable VIS fEES ... 67 27 280 289 300 311 1,451
Department of Veterans Affairs

Establish an annual enroliment fee for PL 7 and PL 8 veterans (non-disabled, higher income) ... | wveeeeen. 230 241 265 292 321 1,349
Corps of Engineers

Fees transferred from the Power Marketing Administrations in the Department of Energy .........cc...... 149 145 148 151 154 158 756
Environmental Protection Agency

Extension of pesticide MaiNtENANCE fEE ..o esssienne | eeneseeens 8 8 8| we | v 24
Commodity Futures Trading Commission

Fees on each round-turn commodities futures and options tranSactions ............ccccvereeneermeereineenerneinens 33 | e | e | s | e | e | e
2. Offsetting receipts
Environmental Protection Agency

Abolish cap on pre-manufacturing notification fees 4 4 8 8 8 8 36
Nuclear Regulatory Commission

Extend NRC fees at their 2005 level for 2006 and Iater .........cccevcreiereiicreiieeiceerceeseeeseeeseeeseeenieenee | cvveenieies | vvvvsniens | cevveeesnens 367 374 384 1,125

Subtotal, discretionary USEr Charges ProPOSAIS .........ccciererienrirniireisreeeiiseiseeie st ssniees 590 1,224 1,233 1,663 1,733 1,817 7,670

MANDATORY
1. Offsetting collections

Federal Deposit Insurance Corporation
DepOSit INSUIANCE FEES .....vueucerirrieireireieie ettt ettt nienienenns | saeeseeeens -453 -764 -231 59 39 -1,350

2. Offsetting receipts
Department of Agriculture
Forest Service recreation and entranCe fEES ........cocrrinieineiniineinneie et sessssessnsinsins | evseiinnns | eniieninees 37 50 50 55 192

Department of Energy

Arctic National Wildlife Refuge, collections for research and development ..........ccovvnnninieinsinees | ceveveiees | evvvveinenns 1,200 | cooveeees | e | e 1,200

Transfer certain Power Marketing Administrations fees to the Corps of Engineers -149 -145 -148 -151 -154 -158 -756
Department of Homeland Security

Border and transportation security conveyance and passenger fEe ... | e 305 320 336 353 37 1,685

Border and transportation security merchandise proCessing fE€ .........cvrenerneneeneneenesssseissneinns | svsinenins 1,093 1,170 1,252 1,339 1,433 6,287
Department of the Interior

RECTEALION FEES ...ovveueeieecricerreee sttt eensssssssenninennnnns | sensnenes | seseeeseiens 39 40 42 43 164

Bureau of Land Management land sale authority ...........cccccceue.e. 10 25 34 42 50 161

Arctic National Wildlife Refuge, collection for payments t0 Alaska ... | v | v 1,201 1 101 1 1,304

Arctic National Wildlife REfUGE, FENES .......ccueveiieiiriireieirie et sssensssssessnesnss | evnesinees | senesinnies 1 1 101 1 104
Federal Communications Commission

SPECHUM lICENSE USET FEES ...vvuveerireiriieeieieeie ettt ettt sesssstsesisninennss | snsssennes | seeneesneens 10 25 50 100 185

Analog spectrum fee ........... w | e | | e | 500 500 1,000

Extend Quction AUINOMIEY ..o | s | s | e | s -2,000 | -2,000 -4,000

Subtotal, mandatory user charges PropOSAIS ..........c.uceeereeimrerirermieereesnieseiseisese e -149 810 3,091 1,357 483 435 6,176

3. Governmental receipts

Department of the Interior
Extend abandoned mine reclamation fees ........ e | e | . 308 313 319 325 1,265

National Indian Gaming Commission activity fee: 3 4 4 5 16
Department of the Treasury

Extend Internal Revenue SErviCe USET fEES .........criirieierinirneeieeeeiessisessssssessssssssessesssessnsnns | soneessnenns 68 81 6 | ceies | e 155

Subtotal, governmental receipts user charges ProPOSAIS ...........occeveeeererieemsersessmersnesssserseessnes | eevneeinens 68 392 323 323 330 1,436

Total, user charge proposals 44 2102 | 4,716 | 3,343 | 2539 | 2582 15,282
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collect these fees was scheduled to expire at the end
of fiscal year 2001 but was extended through appropria-
tions language through fiscal year 2002. The Adminis-
tration is proposing to extend the authority to collect
these fees at $8 million annually through fiscal year
2006.

Commodity Futures Trading Commission

Fees on each round-turn commodities futures and op-
tions transaction.—The Commodity Futures Trading
Commission (CFTC) regulates U.S. futures and options
markets. It strives to protect investors by preventing
fraud and abuse and ensuring adequate disclosure in-
formation. The President’s 2003 Budget proposed a fee
on each round-turn commodities futures and options
transaction. This proposal recognized that market par-
ticipants derive direct benefit from CFTC’s oversight,
which provides legal certainty and contributes to the
integrity and soundness of the markets. The fee is not
proposed for 2004 and may be reconsidered after addi-
tional analysis.

2. Offsetting receipts

Environmental Protection Agency

Abolish cap on pre-manufacturing notification fees.—
EPA collects fees from chemical manufacturers seeking
to bring new chemicals into commerce. These fees are
authorized by the Toxic Substances Control Act and
are now subject to an outdated statutory cap. The Ad-
ministration is proposing appropriations language to
modify the cap so that EPA can increase fees to fully
cover the cost of the program.

Nuclear Regulatory Commission

Extend NRC fees at their 2005 level for 2006 and
later.—The Omnibus Budget Reconciliation Act (OBRA)
of 1990, as amended, required that the Nuclear Regu-
latory Commission (NRC) assess license and annual
fees that recover approximately 92 percent of its budget
authority in 2008, less the appropriation from the Nu-
clear Waste Fund. Licensees are required to reimburse
NRC for its services, because licensees benefit from
such services.

Under OBRA, as amended, the budget authority re-
covery requirement decreases by 2 percentage points
per year until it reaches 90 percent in 2005. After 2005,
the requirement reverts to 33 percent per year. If the
90 percent requirement is not extended beyond 2005,
fees would drop from an estimated $558 million in 2005
to $202 million in 2006. With an extension at 90 per-
cent, fees would be an estimated $569 million in 2006,
an increase of $367 million.

B. User Charge Proposals to Offset Mandatory
Spending
1. Offsetting collections

Federal Deposit Insurance Corporation
Deposit insurance fees.—The Federal Deposit Insur-
ance Corporation (FDIC) insures deposits in bank and

savings associations (thrifts) through the Bank Insur-
ance Fund (BIF) and the Savings Association Fund
(SAIF). The 2004 Budget proposes to merge the BIF
and the SAIF, which offer an identical product. The
FDIC is required to maintain a designated reserve ratio
(DRR, the ratio of insurance fund reserves to total in-
sured deposits) of 1.25 percent. If insurance fund re-
serves fall below the DRR, the FDIC must charge suffi-
cient premiums to restore the reserve ratio to 1.25 per-
cent. The Administration’s 2004 Budget assumes that
some premium fees will be required to maintain the
DRR in 2004 and beyond. A merged fund is projected
to reduce the need for FDIC-insured depository institu-
tions to increase premium payments over the near-
term.

2. Offsetting receipts
Department of Agriculture

Forest Service recreation and entrance fees.—The Ad-
ministration proposes to permanently extend the cur-
rent pilot program that allows the Forest Service to
collect increased recreation and entrance fees. These
receipts would be available for use without further ap-
propriation and are necessary to maintain and improve
recreation facilities and services. A similar proposal af-
fects recreation fees for the National Park Service, the
Bureau of Land Management, and the Fish and Wildlife
Service in the Department of the Interior.

Department of Energy

Arctic National Wildlife Refuge, collections for re-
search and development.—The budget includes a pro-
posal to authorize the Department of the Interior to
conduct environmentally responsible oil and gas explo-
ration and development within a small area of the Arc-
tic National Wildlife Refuge, sometimes referred to as
the “1002 Area,” located in northern Alaska. The De-
partment of the Interior estimates that recoverable oil
from this area is between 5.7 and 16 billion barrels
of oil. The budget assumes that the first oil and gas
lease sale would be held in 2005 and would result in
$2.4 billion in new revenues. Beginning in 2005 the
budget would dedicate one-half of the first lease sale,
$1.2 billion, to fund increased research and develop-
ment on renewable energy technology by the Depart-
ment of Energy over a seven-year period. All oil and
gas revenues from the 1002 Area would be shared fifty
percent with the State of Alaska, including the esti-
mated $2 million annual rental payments.

Transfer certain Power Marketing Administration fees
to the Corps of Engineers.—Beginning in 2003, the Ad-
ministration proposes that financing of the operation
and maintenance costs of the Corps of Engineers in
the Southeastern, Southwestern, and Western service
areas of the Power Marketing Administration be funded
by receipts from the Power Marketing Administrations
in these areas. This proposal is discussed under the
Corps of Engineers above.
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Department of Homeland Security

Border and transportation security conveyance, pas-
senger, and merchandise processing fees.—The Adminis-
tration proposes the reauthorization of two user fees:
the border security conveyance and passenger fees; and
the merchandise processing fee. The Border and Trans-
portation Security Directorate currently collects nine
different conveyance and passenger user fees under the
Consolidated Omnibus Budget Reconciliation Act
(COBRA) of 1985 and related statues and a merchan-
dise processing fee established by the Omnibus Budget
Reconciliation Act (OBRA) of 1986, all of which are
set to expire on September 30, 2003.

Department of the Interior

Recreation fees.—The Administration proposal gives
permanent authority for bureaus in the Department
of the Interior (DOI) to collect and spend the receipts
from entrance and other recreation fees. DOI’s National
Park Service, Fish and Wildlife Service, and Bureau
of Land Management are currently authorized to do
so through 2004 under the recreation fee demonstration
program.

Bureau of Land Management land sale authority.—
The Administration will propose legislation to amend
BLM’s land sale authority under the Federal Land
Transaction Facilitation Act (FLTFA) to: (1) allow BLM
to use updated management plans to identify areas
suitable for disposal, (2) allow a portion of the receipts
to be used by BLM for restoration projects, and (3)
cap receipt retention at $100 million per year. BLM
is currently limited to selling lands that had been iden-
tified for disposal in land use plans that were in effect
prior to enactment of FLTFA. Use of the receipts is
currently limited to the purchase of other lands for
conservation purposes.

Arctic National Wildlife Refuge collections for pay-
ments to Alaska.—The budget includes a proposal to
authorize the Department of the Interior to conduct
environmentally responsible oil and gas exploration and
development within a small area of the Arctic National
Wildlife Refuge, sometimes referred to as the “1002
Area,” located in northern Alaska. This proposal is dis-
cussed under the Department of Energy above.

Federal Communications Commission

Spectrum license user fees.—To continue to promote
efficient spectrum use, the Administration proposes new
authority for the FCC to set user fees on unauctioned
spectrum licenses, based on public-interest and spec-
trum-management principles. Fee collections are esti-
mated to begin in 2005 and total $1.9 billion in the
first ten years.

Analog spectrum fee.—To encourage television broad-
casters to vacate the analog spectrum after 2006, as
required by law, the Administration proposes author-

izing the FCC to establish an annual lease fee totaling
$500 million for the use of analog spectrum by commer-
cial broadcasters beginning in 2007. Upon return of
their analog spectrum license to the FCC, individual
broadcasters will be exempt from the fee, and fee collec-
tions would decline.

Extend auction authority.—The Administration will
propose legislation to extend indefinitely the FCC’s au-
thority to auction spectrum licenses, which expires in
2007. Reductions in estimated receipts in 2007 and
2008 resulting from possible shifting of spectrum auc-
tions from 2007 into later years are more than offset
by higher estimated receipts for those auctions in 2009
and 2010 as well as future new auctions. Estimated
additional receipts from this proposal are $2.2 billion
over the next ten years.

3. Governmental receipts
Department of the Interior

Extend abandoned mine reclamation fees.—Collec-
tions from abandoned mine reclamation fees are allo-
cated to States for reclamation grants. Current fees
of 35 cents per ton for surface mined coal, 15 cents
per ton for underground mined coal, and 10 cents per
ton for lignite coal are scheduled to expire on Sep-
tember 30, 2004. Abandoned land problems are ex-
pected to exist in certain States after all the money
from the collection of fees under current law is ex-
pended. The Administration proposes to extend these
fees until the most significant abandoned mine land
problems are fixed. The Administration also proposes
to modify the authorization language to allocate more
of the receipts collected toward restoration of aban-
doned coal mine land.

National Indian Gaming Commission activity fees.—
The National Indian Gaming Commission regulates and
monitors gaming operations conducted on Indian lands.
Since 1998, the Commission has been prohibited from
collecting more than $8 million in annual fees from
gaming operations to cover the costs of its oversight
responsibilities. The Administration proposes to amend
the current fee structure so that the Commission can
adjust its activities to the growth in the Indian gaming
industry.

Department of the Treasury

Extend Internal Revenue Service user fees.—The Ad-
ministration proposes to extend for two years, through
September 30, 2005, the IRS’s authority to charge fees
for written responses to questions from individuals, cor-
porations, and organizations related to their tax status
or the effects of particular transactions for tax pur-
poses. Under current law, these fees are scheduled to
expire effective with requests made after September
30, 2003.
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OTHER OFFSETTING COLLECTIONS AND RECEIPTS

Table 54 shows the distribution of user charges and
other offsetting collections and receipts according to
whether they are offsetting collections credited to ex-
penditure accounts or offsetting receipts. The table
shows that total offsetting collections and receipts from
the public are estimated to be $234.6 billion in 2004.
Of these, an estimated $152.2 billion are offsetting col-
lections credited to appropriation accounts and an esti-
mated $82.4 billion are deposited in offsetting receipt
accounts.

Information on the user charges presented in Table
5—4 is available in Tables 5-2 and 5-3 and the discus-
sion that accompanies those tables. Major offsetting col-
lections deposited in expenditure accounts that are not
user charges are pre-credit reform loan repayments and
collections from States to supplement payments in the
supplemental security income program. Major offsetting

receipts that are not user charges include military as-
sistance program sales and interest income.

Table 5-5 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 $492.6 billion in 2004—
$410.2 billion are intragovernmental transactions, and
$82.4 billion are from the public, shown in the table
as proprietary receipts from the public and offsetting
governmental receipts.

As noted above, offsetting collections and receipts by
agency are also displayed in Table 21-1, “Outlays to
the Public, Net and Gross,” which appears in Chapter
21 of this volume.
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Table 5-4. OFFSETTING COLLECTIONS AND RECEIPTS FROM THE PUBLIC

(In millions of dollars)

2002 Estimate
Actual 2003 2004
Offsetting collections credited to expenditure accounts:
User charges:.
Postal service stamps and other postal fees ... 64,597 69,437 70,159
Defense Commissary AGency ................ . 4,983 5,100 5174
Federal employee contributions for employees and retired employees health benefits funds ..........ccccocevenvenenninenincnenes 6,495 7,283 8,051
Sale of energy:
Tennessee Valley Authority 6,959 6,986 7,196
Bonneville Power Administration ... 3,650 3,807 4,010
All other user charges ! 27,128 30,775 31,921
SUDEOLAI, USEI ChAIGES ....ceuiveierriitsceiceeciees ettt 113,812 123,388 126,511
Other collections credited to expenditure accounts:
Pre-credit reform loan repayments 16,132 13,526 13,763
Supplemental security income (collections from the States) 3,735 3,949 4,056
Other collections 10,008 8,637 7,829
SUDLOtAl, Ot CONBCHIONS ....vuiveieiiicte et bbbt s b s b a b s s b s b a et s bbbt en s 29,875 26,112 25,648
Subtotal, collections credited t0 EXPENAIUIE ACCOUNES .......cucurerreiieireiriieieieeie et nr s 143,687 149,500 152,159
Offsetting receipts:
User charges:
Medicare premiums 25,952 28,269 30,998
Outer Continental Shelf rents, bonuses, and royalties . 5,024 4,300 3,989
Al OtNET USEI ChAIGES T .....eeiitrreuieiieeseie ittt bbbt 10,557 11,762 11,974
Subtotal, user charges deposited in reCEIPt ACCOUNES .........vuuiiuiriiiciiireii bbb 41,533 44,331 46,961
Other collections deposited in receipt accounts:
Military asSiStANCE PrOGrAM SAIES ........ceiuciuiieiiriieiitiie it et 11,225 12,259 11,974
Interest income 12,449 12,873 14,025
All other collections deposited in receipt accounts 13,084 18,617 9,464
Subtotal, other collections deposited i rECEIPE ACCOUNES .......vuuiueiuririieiieiieeie bbbt 36,758 43,749 35,463
Subtotal, collections deposited iN rECEIPE ACCOUNES ..........cuuiiereriiriiriiieiise ettt 78,291 88,080 82,424
Total, offsetting collections and receipts from the public 221,978 237,580 234,583
Total, offsetting collections and receipts excluding off-budget 156,902 167,993 164,286
ADDENDUM:
User charges that are offsetting collections and receipts 2 155,345 167,719 173,472
Other offsetting collections and receipts from the public 66,633 69,861 61,111
Total, offsetting collections and receipts from the PUDBIC ... e 221,978 237,580 234,583

For additional detail on items classified as user charges, see Table 5-2.
2Excludes user charges that are classified on the receipts side of the budget. For total user charges, see Table 5-1 or Table 5-2.
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Table 5-5. OFFSETTING RECEIPTS BY TYPE

(In millions of dollars)

s 2002 Estimate
ource Actual
2003 2004 2005 2006 2007 2008
INTRAGOVERNMENTAL TRANSACTIONS
On-budget receipts:
Federal intrafund transactions:
Distributed by agency:
Interest from the Federal Financing Bank 2,040 2,268 2,482 2,316 2,137 2,001 1,941
Proposed Legislation (non-PAYGO) ......... OO IO -23 -72 -123 -150 -148 -133
Interest on Government capital in ENTEIPISES .......ocvevrrerierierieneinrinirnieereeeeeese e 1,244 1,022 1,062 1,473 1,357 1,414 1,243
General fund payments to retirement and health benefits funds:
DoD retiree health care fund .........c.ccovveerrrnernrereeesreeeseeesesssseeseens | covseseesneesees 15,111 16,470 18,040 19,787 21,689 23,757
(01 SRR 3,363 2,402 2,522 2,676 2,759 2,685 2,430
Proposed Legislation (NON-PAYGO) ......ccocrirrirmiiriineiniineieciseiinsissssessssseesssssens | eesessnsssssnssns | oessnsssssnsens | sesesssssssnssnes 8 21 36 51
Undistributed by agency:
Employing agency contributions:
DoD retiree health care fUNd ........cccceeviecieeeeecee e eetes | erveesseaesesenns 7,656 8,374 8,880 9,437 10,029 10,656
Total Federal intrafunds ... 6,647 28,436 30,838 33,270 35,348 37,706 39,945
Trust intrafund transactions:
Distributed by agency:
Payments to railroad retirement 5,149 21,586 4,027 6,597 6,291 6,582 6,690
OHNBE oottt | eerieneensinenen 1 1 1 1 1 1
Total trust INrAfUNAS ......c.eveveieeicceeee ettt 5,149 21,587 4,028 6,598 6,292 6,583 6,691
Total intrafund tranSACHONS ........cccvcieevieeiieee e an 11,796 50,023 34,866 39,868 41,640 44,289 46,636
Interfund transactions:
Distributed by agency:
Federal fund payments to trust funds:
Contributions to insurance programs:
Military retirement fUNd ... 17,047 17,928