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I.

9, i9g2 -

The Ec0nomy -- 'a/here \•!e Stand
A.

B.

International Club

~0w

Ec0n0mic Recovery Program Remains Our Only Real
Alternative
1.

The President's policies have just begun to take
hold, and we have made dramatic progress on
inflation, which dropped to 8.9 percent in 1981.
That is the lowest since 1977.

2.

Returning to stability and
We must stay the course.
High-tax, high-spenaingprosperity will take time.
p0licies got us where we are - there is no hope if we
return to that route.

3.

High interest rates in part reflect market skepticism
Nevertheless,
in view of past p0licy flip-flops.
interest rates have sh0wn a significant downward
15 1/2% is better tha~
trend that must be sustained:
We have to show the fin~ncial community a
21%.
consistent, steady course, keep spending under
control, and keep in place the tax changes that
enc0urage greater savings, work, and investment.

-

Economic Downturn
1.

The resumpti0n of monetary restraint~ following a
to0-late attempt by the Carter administration to gin
up the economy, has combined with long-term problems
in aut0s, housing, and other sectors to induce
There is sound reason to expect a
recession.
decisive upturn this year.

2.

But maj0r
N0 one deliberately induces recession.
shifts in policy can bring unsteadiness in the
The only
economy as we make the transition.
alternative is the inflation r0ller-coast,
acc0mpanied by stagnation.

3.

The President's pr0gram should leave the ec0nomy well
For once
pc.iised for · rec0very and stable growth.
changes in tax and fiscal p0licy will be timed aid
growth while inflation is being wringed out of the
We can impr0ve - ~ur chances by acting
economy.
promptly to moderate pr0jected deficits.
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I I . The 19 8 3 Budget
.'A..

This is a credible budget. \.-.rhile s0me may prefer a
different 'mix' vf spending cuts and tax changes, the
proposed budget advances the Presioent's plan in a
realistic manner.

B.

The President recommends additi0nal spending cuts and
management changes saving over $40 billi0n in fiscal year
1983. Even those who prefer a different mix must agree
that the overall level vf spending cuts is the minimum we
sh0uld do, in face of triple-digit deficits. C0ngress
must cooperate, but we believe no area is exempt from _
cuts, even defense: because no area is free from waste.

C.

It is clear we will have to raise some revenues, as the
President acknowledged by recommending S32 billion in
loophole-clo sings and administrati ve tightening over 2
years. We should raise revenues ~ for the goal of
It is nut an excuse for avoiding
vffsetting the deficit.
spending cuts: we have found that higher taxes du not
balance the budget so long as Congress is always inclined
to spend mure.

D.

The projected deficits--$9 8.0 in 1982, $91.5 in 1983,
But if we d0 nothing, the
$82.9 in 1984--are too high.
the numbers do sh0w
addition,
In
figures will be worse.
as the ec0n0rny
deficit
the
in
trend
downward
steady
a
Remember,
achieve.
tv
have
we
goal
the
expands. That is
maj0r
the
the steady decline in inflation is one of
reas0ns why the deficits are larger. Inflation is
expected to drop to the 4% range by 1984.

III. Some Perspective on Our Situation

1.

By 1985 the administratiu n expects the economy tu
gr0w from $2.8 trilli0n to $4.6 trilli0n. Such
gr0wth means a better ability to finance our defense
needs and critical s0cial programs, without taxing
the life out of the econ0my.

2.

If we have slower growth, then we have to reexamine
0ur 0pti0ns. ·cso and the administrati0 n a re in b~sic
this is the time tv
agreement 0n economic trends:
strike a prudent, but 0ptimistic, balance. But
clearly $100 billi0n defi~its are unacceptable ,
ec0nurnically or p0litically.
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B.

IV.

1931 Tax

~ct

and the Deficit

1.

The 1991 Tax Act, though the largest tax cut in
history, just stabilizes the tax burden. Revenues
still will rise from about $SOO billion in 1981 to
about $800 billion in 19R5. Receipts by 19~7 should
be 18.7% of GNP - the same as the average between
19fi3 and 1973. ~ithout action, receipts would have
been a crushin~ 24% of GNP in 1987.

2.

The question is how high a deficit can be tolerated
without "crowding out".
Increased savings due to tax
changes and the drop in inflation should ease
pressure in financial markets. We can do more to
ease that pressure without undermining· the economic
program.

3.

Many provisions of the tax act aid capital formation
and innovation: R & D tax credits, capital gains
reduction to 20%, IR~ and other savings incentives.
These coupled with rate cuts and accelerated
depreciation, form the framework for regeneration of
business activity.

Future Agenda for Tax and Fiscal Policy
A.

Revenues
1.

Thrust of future tax legislation will be to eliminate
abuses and obsolete incentives and improve tax
administration and collection. The 1981 Tax Act
shows this trend, as in closing the commodity
straddle loophole.

2.

The administration proposes raising $32 billion over
2 years by tightening in these areas, and by new
enforcement devices. Depending on the size of
spending cuts we can agree to, Congress may want to
increase this figure.
Completed contract method for multiyear defense
contracts.
($6.3 billion over ?. years.)
Cut back business credits that duplicate
conservation efforts of decontrol ($.4 billion
over two years).
(Congress is not sympathetic
to this.
Industrial development -bonds (restrict, require
m~tching efforts from State or locality, etc.)
($1 billion over two years).
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Eliminate insurance industry loophole (modified
($4.1 billion over two years).
c0insurance).
Capitalization of construction period interest and
($1.5 billion over two years).
taxes.
3.

Underground Economy
a.

The Compliance Gap
The IRS estimates that $70 to $30 billion is
lost annually though noncompliance with the
federal income tax laws.

b.

The Proposals
Proposals being finalized by the Finance
Committee staff would improve the current system
of information reporting. 9 to 1~% of interest
and dividends paid go unreported. We can
improve the reporting system and impose real
penaties on those who refuse to comply.

c.

The Administration
The administration has proposed 5% withholding
-- an option that we cannot rule out, but that
has been unpopular. All aspects of
noncompliance, including, for example,
underreporting of tips and capital gains, may be
addressed by better information reporting.

d.

Coverage
In addition, new penalties would hit the
sophisticated tax avoider and the fraudulent
corporate tax manager.

e.

Revenue Effect
The draft proposals are expected to gen~rate
about $3 billion in 1983, $8.1 billion in 1934,
and $9.3 billion in 19~5.

4•

Mi n i mum Ta x

a.

Current Law
Current law includes three very complex minimum
taxes, two on individuals and one on
corporations. These t a xes raise only $1.5
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billion and still permit significant numbers of
taxpayers to pay no tax.
b.

Administration Proposal
The Administration would address this problem by
creating a new alternative minimum tax on
corporations. This would raise about $2.3
billion in the first year, rising to the $4
billion range.

c.

The Dole Proposal
The proposal being considered would completely
revise and simplify the minimum taxes.
In lieu
of the overlapping alternative and add-on taxes
on preference items, the minimum taxes on
corporations and individuals would be a flat
rate of, perhaps 15% on a comprehensive,
economic income base.

d.

The Tax Base:

Individuals

Included in the tax base for individuals might
be adjusted gross income and items like excess
accelerated deouctions, contributions to IRA's
and Keoghs, the stock option preference,
intangible drilling costs, certain excluded
items and other items.
e.

Coiporations
Corporations' tax base will begin with taxable
income and addback similar preference items of
accelerated depreciation, certain deferred
income, and excluded items.

f.

g.

The minimum tax is fully consistent with the
1981 tax cut. That tax cut provided incentives
by reducing marginal tax rates. The marginal
tax rate of a minimum tax will only be 15%: all
taxpayers with substantial real income ought to
pay some income tax.
Revenue Effect
The proposal is tentatively expected to produce
approximately $2 billion annually from the
individual tax and $6 billion annually from the
corporate tax.
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B.

5.

option is to accelerate indexing in lieu of
the 1983 rate cut. As inflation drops less rate
reduction is needed to offset bracket creep. This
could raise $18 billion over two years rather than
proceed with the 10% rate cut and index later. This
option could raise $17 billion or more over two
years.

6.

Leasing

~nother

a.

Some revenues may be generated by cutting back
on the safe-harbor leasing provisions of the
1981 Tax Act. Those provisions are now expected
to cost about $30 billion over six years, and we
may find the figure go higher when Treasury
analyzes its reports on leasing transactions.

b.

Possible options, aside from outright repeal,
include offsets in other tax preferences,
application of strengthened minimum tax, or
direct limits on tax sheltering.

c.

The point is not to eliminate transactions with
an economic purpose, but to prevent abuses and
ensure fair application of the tax laws.

Entitlements and Social Programs
1.

Reform of basic entitlement programs, which will be
necessary to hold budget in line. Administration
proposals in the 1983 budget would save about $52
billion over 3 years. Finance Committee will try to
work with administration to reach agreement.

2.

Some reconciliation savings already made in these
areas for fiscal year 32:
AFDC
SSI

107.0 million

Unemployment Compensation

78~.o

Title XX Social Services

700.0 million

Medicare
Medicaid
3.

$1.1 billion

l.~

million

billion

914.0 million

Between 1970 and 19Rl, entitlements other than social
security rose ~12% - 15.~% per year.
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That cannot be sustained .
4.

Medicare will likely cost $50 billion in 1982, and
Medicaid $32.5 billion. Hospital costs rose 18.6%
between October 1980 and October 1981. - This cannot
be sustained . Reforming reimburse ments, more private
sector options, and greater competitio n all should be
considere d.

C. Social Security

1.

We have restored the minimum .benefit and authorize d
temporary interfund borrowing . Now the Presinen t's
Task Force, chaired by Alan Greenspan , is prep~ring
to address the long-term problems of social security.
The recently announced deteriora tion in the rnedicare
trust fund confirms that social security is seriously
underfina nced. Some action may be necessary before
the Task Force completes its work.

2.

Only if the economy
in the past 5 years
solvent beyond 1984
severe deficits are
end of the decade.

performs considera bly better than
could social security remain
or 1985. Even then, chronic and
likely to become apparent by the

Under the most recent projection s by the Social
Security Board of Trustees, the combined
reserves of the system fall dangerous ly low
(below 14 percent of outlays) in 1985. The
system would be unable to pay benefits beyond
1937 (when reserves fall below 9 percent of
outlays).
Under more pessimist ic economic assumptio ns
more like recent experienc e -- social security
would be broke by late 1983.
3.

Even today, the trust funds are seriously depleted -with reserves equal to 23 percent of outlays or
barely 2 to 3 months' worth of benefit payments. The
history of the trust funds indicates that reserves
equnl to 100 percent or more were the norm prior to
1970.

4.

if we take the steps necessary to shore up the
system in the 1980's, there is still a long-term
deficit of $6 trillion sh9rt of expenditu res in the
next 75 years, measured in current dollars.

5.

Further tnx increases , beyond those legislated in
1977, are not the solution. The long-term cost of

Eve~
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social security must be brought into line with
taxpayers' willingness and ability to pay for it.
IV.

Private School Tax Exemption
A.

B.

C.

Background
1.

On January 8, the Treasury Department reversed its
position in the Bob Jones and Goldsboro cases pending
in the Supreme Court.

2.

Treasury concluded that the Government lacked legal
authority to continue its ten-year policy of denying
tax exemption to private schools that racially
discriminate, despite court rulings indicating
consitutional problems with granting such exemptions.

Legal Issue
1.

The policy of denying tax exemptions has been upheld
as a proper interpretation of the Code, read in
conjunction with other laws, by two U.S. Courts of
Appeals.

2.

There are also important issues of religious freedom
involved in these cases. The issue arises when
religious schools claim that they discriminate
because of religious beliefs.

Legislative Prospects
legislation has been proposed, the administration
now has asked the Supreme Court to resolve the two
pending cases that could give Congress the guidance it
needs.

h~ile

"New

Fede~alism"

A.

Program Swap with the States
1.

The President recommends sweeping changes involving
Medicaid, AFDC, _Food Stamps, and grant programs along
with earmarking excise tax receipts for the States.
This program swap will be a major concern of the
Finance Committee, which has jurisdiction over
revenues, AFDC, Medicaid, and revenue sharing.
In
addition, the Nutrition Subcommittee will be involved
in the Food Stamp proposal.

2.

This is a bold move, but it is easier said th a n done.
The States want to know how the resources they are
gaining will match up with the new program
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respon sibilit ies. Dialog ue betwee n Govern ors and th e
a dminis tration shows there is room for compro mise.
3.

B.

C.

This is a good opport unity to renlly examin e which
functio ns are most approp riate to the Federa l
For exampl e, we must determ ine whethe r
govern ment.
food stamps can be adequa tely admini stered by 50
States , and some safegu ards agains t inequi ties are
'
needed .

Trust Fund/R evenue Sharing
1.

The Presid ent wants to phase out ~ number of grant
program s that may be more sensib le for State and
local govern ments to admini ster. Federa l excise
taxes will be set in a trust fund to help States
assume these new respon sibilit ies. The fund and the
taxes will be phased out over a period of years so
that by the end of a decade the Federa l govern ment
will have ended these program s and the excise taxes
at the Federa l level.

2.

Crucia l questio ns must be answer ed: who will be the
winner s and losers? What formula will determ ine the
alloca tion of trust fund receip ts to the States ? How
strong will be the obliga tion to pass through funds
to local govern ments?

3.

These are diffic ult questio ns, but there is merit in
sorting out the wide array of grant program s, not all
of which serve a nation al purpos e. The notion of
.encour aging States to opt out of Federa l grant
program s is simila r to the grant- trading propos al I
introdu ced during the revenue sharing debate in 1980.

Enterp rise Zones
1.

The Presid ent also wants to establ ish enterp rjse
zones to benefi t from targete d tax incent ives and,
hopefu lly, Federn l, State, and local regul a tory
The notion of unleash ing free enterp rise
relief.
but there are diffic ulties .
mak ~ s sense:

2.

There is a risk that zones may put busine sses outsid e
the zone at a compe titive disadv antage . We do not
want to drain busine ss activi ty from the periph ery of
zones.

3.

The e x tent to which local comm it me nts made to secure
zone design ation are binding on the loc a li t y must be
made clear -- we cannot lu r e e nterpr ises into
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depressed areas under a promise that cannot be
enforced.
4.

Shifting economic resources around would not be
enough. We ought to have some assurance that new
activity is likely to be generated.

5. _ The selection of zones -- if limited to 25 per year
for three years, as proposed~- will be a touchy

matter. If it is to have any meaning, this should be
an experiment in free enterprise, not a new pork
barrel.

5.

V.

There is no panacea for urban blight. At most we can
give localities some new tools to work with in
redeveloping neighborhoods. AT the same time, our
primary emphasis must remain on the general economic
growth we need to creat jobs across the land.

Conclusion
As in 1981, a bipartisan cooperative effort is needed,
involving the President, the Congress, and State and
local leaders. Contrary to what some may think, if we
hang, we all hang together. The future of the economy
jobs, industry, trade, and development for the good of
all -- is at stake. This is no time for partisanship or
"quick fixes".
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